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 	Assignment: International Capital Budgeting
Bluface Mining and Oil Industries Inc. is considering expanding its operations in Pakistan after a successful exploration for oil & mineral resources in Pakistan. The viability of the project is determined using capital budgeting technique, NPV decision method. The analysis will be conducted from the parent’s perspective based on the assumption that the projected cash flows generated will be passed on to the parent each year as well as the perspective of the foreign country. 
The initial cost of the project including working capital, amounts to PKR 28 million which is an equivalent of $12,500,000 using a spot rate of USD 0.4464/PKR. The project is expected to run for 7 years, after which Pakistan government will purchase it for 1% of the initial cost. Below is the pro-forma income statement of the project.
[image: ]
NPV analysis
NPV is the difference between the present value cash outflows and the present value cash inflows. NPV measures the project profitability based in terms of dollar. Under NPV method, the company should accept the project only if it has a positive NPV, otherwise reject (Abor, 2017). From the table below, NPV of the project at a discounting rate of 12%, is positive. Therefore, the company should undertake the project because it is profitable. 
[image: ]
New Capital Budgeting Perspective
Analysis done from the foreign country perspective assumes that local discount rate is 18% and the inflation rate is at 6%. NPV of a project is affected by both rate of return and inflation rate. The higher the required rate of return the lower the NPV and vice versa. Therefore, at a high discounting rate, NPV will be low. NPV of the project is negative if 18% discounting rate is used and 6% inflation rate is considered. From the foreign country perspective, the project should not be undertaken. 
[image: ]
Conclusion
[bookmark: _GoBack]NPV of the project, from the perspective of the parent, positive; project is profitable when a discounting rate of 12% is used and no assumption for inflation. From the perspective of Pakistan government, the NPV of the project is negative; this is due to high inflation rate and the higher required rate of return. Since the project’s cash flows will be passed on to the parent, the project should be undertaken because it is profitable from the parent’s perspective. 
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Net cash flow to project (OCF) PKR 4,625,000 PKR 4,625,000 PKR 5,125,000 PKR 5,375,000 PKR 3,125,000 PKR 3,372,500 PKR 3,675,000

PKR remitted by project PKR 4,625,000 PKR 4,625,000 PKR 5,125,000 PKR 5,375,000 PKR 3,125,000 PKR 3,372,500 PKR 3,675,000

Tax withholding on remitted funds PKR 462,500 PKR 5,087,500 PKR 5,637,500 PKR 5,912,500 PKR 3,437,500 PKR 3,709,750 PKR 4,042,500

PKR remitted after withholding PKR 4,162,500 (PKR 462,500) (PKR 512,500) (PKR 537,500) (PKR 312,500) (PKR 337,250) (PKR 367,500)

Salvage value PKR 125,000

Exchange rate =PKR $0.446 $0.446 $0.446 $0.446 $0.446 $0.446 $0.446

Cash flow to parent $2,269,025 $2,269,025 $2,514,325 $2,636,975 $1,533,125 $1,654,549 $1,802,955

PV of parent cash flow $2,025,915 $2,269,025 $2,514,325 $2,636,975 $1,533,125 $1,654,549 $1,802,955

Initial investment by parent ($12,500,000)

NPV $1,936,869
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New Capital Budgeting Perspective

If Inflation is 6%

Discounting rate is 18%

1 2 3 4 5 6 7

PKR remitted after withholding PKR 4,347,500 PKR 4,625,000 PKR 5,125,000 PKR 5,375,000 PKR 3,125,000PKR 3,372,500 PKR 3,675,000

Salvage value PKR 125,000

Exchange rate =PKR $0.446 $0.446 $0.446 $0.446 $0.446 $0.446 $0.446

Cash flow to parent $2,186,515 $2,186,515 $2,422,895 $2,541,085 $1,477,375 $1,594,383 $1,737,393

PV of parent cash flow $1,852,979 $1,570,321 $1,474,649 $1,310,663 $645,774 $590,610 $545,411

Initial investment by parent ($12,500,000)

NPV ($4,509,593)
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Year 0 1 2 3 4 5 6 7

1. Demand 60,000 60,000 100,000 100,000 25,000 30,000 40,000

2. Price per unit PKR 350 PKR 350 PKR 360 PKR 380 PKR 380 PKR 395 PKR 400

3. Total revenue =(1)x(2) PKR 21,000,000 PKR 21,000,000 PKR 36,000,000 PKR 38,000,000 PKR 9,500,000 PKR 11,850,000 PKR 16,000,000

4. Variable cost per unit (VC) PKR 200 PKR 200 PKR 250 PKR 260 PKR 260 PKR 262 PKR 270

5. Total VC = (1) x (4) PKR 12,000,000 PKR 12,000,000 PKR 25,000,000 PKR 26,000,000 PKR 6,500,000 PKR 7,860,000 PKR 10,800,000

6. Annual lease expense PKR 1,500,000 PKR 1,500,000 PKR 1,500,000 PKR 1,500,000 PKR 1,500,000 PKR 1,500,000 PKR 1,500,000

7. Other fixed annual expenses PKR 1,000,000 PKR 1,000,000 PKR 1,000,000 PKR 1,000,000 PKR 1,000,000 PKR 1,000,000 PKR 1,000,000

8. Noncash expense (depreciation) PKR 4,000,000 PKR 4,000,000 PKR 4,000,000 PKR 4,000,000 PKR 4,000,000 PKR 4,000,000 PKR 4,000,000

9. Total expenses=5+6+7+8 PKR 18,500,000 PKR 18,500,000 PKR 31,500,000 PKR 32,500,000 PKR 13,000,000 PKR 14,360,000 PKR 17,300,000

10. EBT= (3)-(9) PKR 2,500,000 PKR 2,500,000 PKR 4,500,000 PKR 5,500,000 (PKR 3,500,000) (PKR 2,510,000) (PKR 1,300,000)

11. Host government tax 1,000,000             1,000,000                 1,800,000              2,200,000               (3,500,000)             (2,510,000)           (1,300,000)             

12. EAT(10)-(11) PKR 1,875,000 PKR 1,875,000 PKR 3,375,000 PKR 4,125,000 (PKR 2,625,000) (PKR 1,882,500) (PKR 975,000)
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