HCMG 6000

Problem Solving Set #1. Capital Budgeting Exercise.

Part A:
Briefly describe the decision making process of capital budgeting:
What are the two main categories of considerations during the decision making process?
Under each category of considerations: what are the key elements involved?

Part B:
Problem solving questions based on the following scenarios:
 Our virtual clinic is considering the following projects:
Suppose we have a total budget of $170,000 to spend, and we have three tentative projects to choose from. Use the information provided to solve this capital budgeting problem.
Key questions: how to spend this $170,000 to maximize the NPV? You don’t have to spend it all, but your objective is to maximize the total additional value brought in by your choices of investment.
Key Assumptions:
1. Discount rate is assumed to be 1%
2. For CAT scanners, you can purchase more than 1 machine, however, for the restaurant project, there is only one such restaurant available for sale)

Three tentative projects:
1. purchase a new CAT Scanner, 
Initial purchase cost: $160,000, equipment life: 10 years
Cost of contracted maintenance: 50,000/year
Cost of operation associated with CAT scanner: 41,000/year
Average charge on a scan: $ 2,000/scan, number of scans performed per year: 55
[bookmark: _GoBack]
2. purchase a used CAT scanner,
Initial purchase cost: $ 35,000, equipment life:  5 years
Cost of contracted maintenance: 52,000/year
Cost of operation associated with CAT scanner: 36,000/year
Average charge on a scan: $ 1200/scan, number of scans performed per year: 60

3. Purchase a small restaurant providing meals to patients in a nearby hospital (there is only one such restaurant available for purchase given its location)
Cost: $ 100,000, life: 10 years
Estimated additional profit (net income/net cash inflow): $20,000

Instructions on solving the problem:
For each option listed above, use the Excel provided to:
1. Calculate the net cash flow
2. Calculate the Present Value of the net cash flow for each year
3. Calculate the sum of all the PVs, which gives you the NPV

Answer the following questions:
1. Based on the NPV analysis, which project/s is/are eliminated from your list of choices?
2. How do you allocate the total budget among the short-listed items? 
3. How much additional value did you bring to our clinic by investing on the projects (total NPV)?

