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Dr. Les Barenbaum

Capital Budgeting 2

Homework Objectives

Be able to incorporate changes in working capital into the capital budgeting analysis


Extend capital budgeting to firm valuation

(Isolate working capital)
1.
A potential project with is expected to generate the following revenue per annum for the next 6 years with an “after-tax operating cash flows” shown below (prior to consideration of working capital) from new business with a government agency.




  Revenue
Net Operating Cash Flow (before consideration of WC)

Year 1
  $600,000

 $120,000






Year 2
    650,000   

   130,000






Year 3
    675,000 

   135,000






Year 4     700,000

   140,000



Year 5     700,000                      140,000



Year 6     650,000                      130,000

a.) The project will have an initial outlay of $450,000.  The firm uses a cost of capital of 11%.  What is the NPV of the project without consideration of working capital?  

b)
Now consider, the government agency is expected to be a slow pay with an A/R of 175 days.  What is the revised NPV of the project?

           Incorporate Working Capital Into Capital Budgeting 
2.
The Olney Company purchased a machine 3 years ago at a cost of $150,000.  It had an expected life of 10 years at the time of purchase and an expected salvage value of $5,000.    The existing machine costs $54,000 year to run and generates $1,000,000 a year in revenue with a gross profit margin of 20%.   The old machine can be sold today for $55,000 and the expectation is that it can be sold for $7,500 in 7 years. 

A new machine with a 7 year life can be purchased for $225,000 to replace the old machine.   Cash operating expenses for the new machine will be $65,000 per year.  The new machine will generate revenue of  $1,100,000 per annum in the first three years of operation and then revenue of the new machine will increase to $1,200,000 per annum for the balance of machine’s life.  The new machine has a gross profit margin of 23% due to fewer defects.   At the end of its useful life, the machine will have no value.  The firm's tax rate is 25 percent.  Straight-line depreciation is used for all assets. The firm’s WACC is 12 percent. The firm has an Avg. Collection Period  of 63 days and pays its bills after 25 days.  
Calculate project’s NPV and IRR.

3.
Business Valuation: Wister Mfg. (Actual Firm $ are scaled)  (See text pp. 496-505) 

You are determining the equity value of Wister Mfg. Inc. at 12/31/2017. 


Wister is a HVAC wholesaler. In 2012 Wister had a fire which caused revenue to drop.

             In 2015 they added another manufacturer.


 In 2016 the firm lent $500,000 to a related party. 


What is your determination of its equity value at 12/31/2017? 



Assume WACC = 12%



              Tax rate = 25%




  Revenue Forecast:    





2018 and 2019 Revenue is expected to be $36 million due to a two year non-



recurring contract.





2020 Revenue is expected to be $34 million 





Beyond 2020 Revenue is expected to grow at 3.0% per annum. 



Going forward Depreciation and CAPX are expected to be the same.




Income Statements and B/S are provided for the past several years


Prepare and submit an EXCEL table calculating the equity value of Wister.  


Prepare and submit a memo (no more than 1 page) summarizing your assumptions &  

                        conclusions. 

 
