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Capital Budgeting Decisions
(i) The initial investment, operating cash flows, terminal cash flows and free cash flows.
Solution
Initial Investment/Installed cost of new Asset= cost(new)+ Installation costs
Less
after tax proceeds from the sale of the old asset= proceeds from the sale old asset  + tax on sale.
Add/less change in networking capital(current assets vs current liabilities)
Carrying value of the old machine= value of machine less cumulative depreciation
Depreciation = (500000)/10*3=150000			
Carrying value = 500000- 150000= 350000
Assets proceeds 
if sold today = 480,000
It carrying value=  150000
profit from sale of asset= 480000-150000= 330000
Tax on sale of asset= 330000* 30% = 99000
Change in a Net Working Capital = Change in Current Assets – Change in Current Liabilities.
Change in assets = cash+ accounts receivable inventories 	
=+30000)+(+125000)+ (-25000)= 130,000.00 
Change current assets= 40000
Change in a networking capital = 130000-40000= 90000


Computation of Initial investments
	 
	  Asset A 
	Asset B 
 

	The installed cost of the machine 
	 
	885,000.00
	 
	665,000.00

	Cost of new  
	840,000.00
	 
	650,000.00
	 

	Installation costs 
	45,000.00
	 
	    15,000.00 
	 

	 
	 
	 
	 
	 

	less After-tax proceeds from the sale of old  
	 
	441,000.00
	 
	441,000.00

	proceeds from (old) 
	480,000.00
	 
	480,000.00
	 

	less tax on sale  
	39,000.00
	 
	39,000.00
	 

	 
	 
	 
	 
	 

	Add/less change in networking capital.  
	 
	90,000.00
	 
	                -   

	 
	 
	 
	 
	 

	Initial investment 
	 
	534,000.00
	 
	224,000.00

	 
	Current Asset 

	Depreciation of current Asset 
	150,000.00

	 
	 

	carrying value of a current asset
	350,000.00

	 
	 

	proceeds from sale 
	130,000.00

	 
	 

	tax on sale 
	39,000.00


The initial investment for Asset A is $ 534000, while the initial Investment for Asset B is $ 224000.
Computation of Operating cash flows
	Year 
	Current
	Press A
	Press B

	1
	125000
	255000
	215000

	2
	125000
	275000
	215000

	3
	125000
	285000
	215000

	4
	125000
	340000
	215000

	5
	125000
	280000
	215000

	Assume a 30% tax rate on both ordinary and capital gains

	cost of capital 12%
	
	



Current Asset operating cash flows 
	Old Machine
	year 1
	year 2
	year 3
	year 4
	year 5

	EBDIT
	   125,000.00 
	   125,000.00 
	   125,000.00 
	   125,000.00 
	           125,000.00 

	less depreciation
	     50,000.00 
	   100,000.00 
	   150,000.00 
	   200,000.00 
	           250,000.00 

	EBIT
	     75,000.00 
	     25,000.00 
	-   25,000.00 
	-   75,000.00 
	-          125,000.00 

	Less Taxes
	     22,500.00 
	       7,500.00 
	-      7,500.00 
	-   22,500.00 
	-            37,500.00 

	Net operating profit
	     52,500.00 
	     17,500.00 
	-   17,500.00 
	-   52,500.00 
	-            87,500.00 

	Add depreciation 
	   102,500.00 
	   117,500.00 
	   132,500.00 
	   147,500.00 
	           162,500.00 

	Operating cash flows
	   155,000.00 
	   135,000.00 
	   115,000.00 
	     95,000.00 
	              75,000.00 



Asset A operating cash flows 
	New Asset A 
	 year 1 
	 year 2 
	 year 3 
	 year 4 
	 year 5 

	EBDIT
	   255,000.00 
	   275,000.00 
	   285,000.00 
	   340,000.00 
	           280,000.00 

	less depreciation
	   177,000.00 
	   354,000.00 
	   531,000.00 
	   708,000.00 
	           885,000.00 

	EBIT
	     78,000.00 
	-   79,000.00 
	- 246,000.00 
	- 368,000.00 
	-          605,000.00 

	Less Taxes
	     23,400.00 
	-   23,700.00 
	-   73,800.00 
	- 110,400.00 
	-          181,500.00 

	Net operating profit
	     54,600.00 
	-   55,300.00 
	- 172,200.00 
	- 257,600.00 
	-          423,500.00 

	Add depreciation 
	   177,000.00 
	   354,000.00 
	   531,000.00 
	   708,000.00 
	           885,000.00 

	Operating cash flows
	   231,600.00 
	   298,700.00 
	   358,800.00 
	   450,400.00 
	           461,500.00 



Asset B operating cash flows 
	New Asset B
	 year 1 
	 year 2 
	 year 3 
	 year 4 
	 year 5 

	EBDIT
	   215,000.00 
	   215,000.00 
	   215,000.00 
	   215,000.00 
	           215,000.00 

	less depreciation
	   133,000.00 
	   354,000.00 
	   531,000.00 
	   708,000.00 
	           885,000.00 

	EBIT
	     82,000.00 
	- 139,000.00 
	- 316,000.00 
	- 493,000.00 
	-          670,000.00 

	Less Taxes
	     24,600.00 
	-   41,700.00 
	-   94,800.00 
	- 147,900.00 
	-          201,000.00 

	Net operating profit
	     57,400.00 
	-   97,300.00 
	- 221,200.00 
	- 345,100.00 
	-          469,000.00 

	Add depreciation 
	   133,000.00 
	   354,000.00 
	   531,000.00 
	   708,000.00 
	           885,000.00 

	Operating cash flows
	   190,400.00 
	   256,700.00 
	   309,800.00 
	   362,900.00 
	           416,000.00 



Summarized operating cash flows 
	Summarized operating cash flows 

	Current Machine 
	   155,000.00 
	   135,000.00 
	   115,000.00 
	     95,000.00 
	              75,000.00 

	 
	
	
	
	
	 

	Asset A 
	   231,600.00 
	   298,700.00 
	   358,800.00 
	   450,400.00 
	           461,500.00 

	 
	
	
	
	
	 

	Asset B
	   190,400.00 
	   256,700.00 
	   309,800.00 
	   362,900.00 
	            416,000.00 



Incremental relevant cash flow (OCF)
	Incremental  cash flows for asset A 

	Summarized operating cash flows 

	 
	year 1
	year 2
	year 3
	year 4
	Year 5

	Asset A operating cash flow 
	   231,600.00 
	    298,700.00 
	  358,800.00 
	    450,400.00 
	          461,500.00 

	current Asset
	   155,000.00 
	    135,000.00 
	  115,000.00 
	      95,000.00 
	            75,000.00 

	Incremental cash flows 
	      76,600.00 
	     163,700.00 
	   243,800.00 
	    355,400.00 
	          386,500.00 



	Incremental  cash flows for asset B

	Summarized operating cash flows 

	 
	year 1
	year 2
	year 3
	year 4
	Year 5

	Asset B operating cash flow 
	   190,400.00 
	    256,700.00 
	  309,800.00 
	    362,900.00 
	          416,000.00 

	current asset  
	   155,000.00 
	    135,000.00 
	  115,000.00 
	      95,000.00 
	            75,000.00 

	Incremental cash flows
	      35,400.00 
	     121,700.00 
	   194,800.00 
	    267,900.00 
	          341,000.00 



Terminal cash flows
After tax proceeds from sale of new asset=proceeds (new) +-taxes 
Less after-tax proceeds from sale of old asset= proceeds (old)+ tax on sale  
Add//less
Change in net working capital  (current assets VS current liabilities)
Equals terminal cash flow
	asset A 
	 
	 

	After-tax proceeds from the sale of new Asset
	
	287000

	proceeds from new
	410000
	 

	less taxes 
	123000
	 

	 
	
	 

	less after-tax proceeds from the sale of old Asset
	
	112000

	proceeds (old)
	160000
	 

	less tax on the sale 
	48000
	 

	 
	
	 

	Add/change in working capital.
	
	90000

	 
	
	 

	terminal cash flow
	 
	265000



	Asset B
	 
	 

	After-tax proceeds from the sale of new Asset
	
	238000

	proceeds from new
	340000
	 

	less taxes 
	102000
	 

	 
	
	 

	less after-tax proceeds from the sale of old Asset
	
	112000

	proceeds (old)
	160000
	 

	less tax on the sale 
	48000
	 

	 
	
	 

	Add/change in working capital.
	
	0

	 
	
	 

	terminal cash flow
	 
	126000






Free cash flows
[image: ]
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The new machine the revenue and expenses for the next five years are expected to be 
(ii)  Using the data, you developed in a and b above, determine net present value, internal rate of return and payback for each alternative.
The net present value
[image: ]
When the NVP is used to determine the investment decision, both projects have a positive NPV with Asset A with $ 314 850.58 and Asset B with $ 18090.16.  An investor would invest in Asset since its NVP is higher than Asset B. However, this can lead to wrong decisions since both have a positive NVP.  If the NVP were negative in either case, we would reject the project.




Determine the internal rate of return
	CHANGE RATE TO 28.5
	 
	 
	 
	 
	 

	year 
	discount factor
	Asset A
	Asset B
	 

	 
	at 28.5
	cash flow
	PV
	cash flow
	PV

	1
	0.7782
	     76,600.00 
	     59,610.12 
	     35,400.00 
	     27,548.28 

	2
	0.6056
	   163,700.00 
	     99,136.72 
	     80,000.00 
	     48,448.00 

	3
	0.4713
	   431,000.00 
	   203,130.30 
	   115,000.00 
	     54,199.50 

	4
	0.3668
	   290,000.00 
	   106,372.00 
	   165,000.00 
	     60,522.00 

	5
	0.2854
	   280,000.00 
	     79,912.00 
	   215,000.00 
	     61,361.00 

	 
	
	
	   548,161.14 
	
	   252,078.78 

	less the initial investment
	
	
	   534,000.00 
	
	224,000.00

	 
	 
	 
	     14,161.14 
	 
	28,078.78


The Internal rate of return is 28.5. Should accept both Assets since the Internal rate of return is higher than the NVP.  However, at 28.5 %, Asset B has a higher return than Asset A hence should consider investing in B. 
Payback period
	year 
	Asset A
	 
	Asset B
	 

	 
	cash flow
	cumulative cash flows 
	cash flow
	cumulative cash flows 

	1
	     76,600.00 
	                                76,600.00 
	     35,400.00 
	                                35,400.00 

	2
	   163,700.00 
	                             240,300.00 
	     80,000.00 
	                             115,400.00 

	3
	   431,000.00 
	                             671,300.00 
	   115,000.00 
	                             230,400.00 

	4
	   290,000.00 
	                             961,300.00 
	   165,000.00 
	                             395,400.00 

	5
	   280,000.00 
	                          1,241,300.00 
	   215,000.00 
	                             610,400.00 

	 
	
	
	
	 

	initial investment
	534,000.00
	
	224,000.00

	 
	
	
	
	 

	 
	payback 
	                                          2.44 
	
	                                          2.47 

	 
	the payback period is 2.44 years 
	 
	 2.47 years  



Invest in Asset A has a shorter payback period of 2.44 years than B with 2.47 years. 
(iii) Identify the key qualitative factors that would need to be considered in your decision. How might these qualitative factors be incorporated into your decision model?
However, several factors exist, which investment managers need to consider before making investment decisions within the organization. 
The organization needs to consider the availability of financial resources. Since all the projects require different investments, some projects need massive amounts but very profitable. A company cannot invest in projects with adequate funds for investments (Teker).
The minimum rate of return on investment. The management needs to understand the bare minimum returns that the project will generate. This is because some projects rate of return would determine whether the project is acceptable. When the rate of return is too low, it means the firm would invest in projects that would take long before realizing returns on the Asset (Messer, 2020).
Access the future earnings of the project. The investment managers need to examine the expected degree of future returns. Moreover, the returns should be Uniform and not fluctuate over time, as this would not allow the firm to access its earnings of the Asset is chosen for the project (Manjunath, & Praveen, 2020).
The cash inflows also dictate whether the firm should determine whether firms should invest in the project or not. If the Assets is expected to generate higher cash flows, it is advisable to invest and vice versa (Burgos, Kittler & Walsh, 2020). 
Legal constraints on the investment of the project. The firm's management needs to consider whether the project is legally acceptable or not. It should evaluate the policy frameworks within the organizations and the country's laws and regulations to examine whether there exist any obstacles in investing in the project (Amagoh).
Some projects might be too risky to invest in the degree of risk and uncertainty, but the returns are good. However, other assets are not too risky, and returns are very low. For instance, Asset A in our cases requires vast capital investment compared to asset B. the returns in Asset A are huge compared to returns in asset B. 
(iv) What is the impact on your recommendation of the fact that the operating net cash inflows associated with Press A are characterized as very risky in contrast to the low-risk operating net cash inflows of Press B? 
The operating cash inflows associated with project A are considered quite a risk compared to the low risk operating net cash inflows of press B. A higher risk press A would generate higher returns than low risk operating press A.
(v) If this investment alternatives were considered in ABC’s operations in India, what would change in your financial and non-financial considerations and selecting the best alternative.
There are several investment vehicles to consider; thereby, the investor gets stuck when selecting which projects to consider for investment.  Some of the considerations to make include both financial and non-financial constraints. The non-financial constraints include the investment expertise of the investors, the investor's motivation from the financial and investment advisors, the investment propensity of the investors, and the age of which positively influence the decisions to invest mainly in capital marketing. 
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Free cash flows 

Asset A  Incremental cash flows 

Initial Investment year 1 year 2 year 3 year 4 year 5 terminal cash flows 

534000 76,600.00   163,700.00   243,800.00   355,400.00   386,500.00   265000
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Asset B  Incremental cash flows 

Initial Investment year 1 year 2 year 3 year 4 year 5 terminal cash flows 

224000 35,400.00   121,700.00   194,800.00   267,900.00   341,000.00   126000
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Net present Value

year  discount factor Asset B

at 12%  cash flow PV cash flow PV

1 0.8929 76,600.00      68,396.14      35,400.00         31,608.66     

2 0.7972 163,700.00   130,501.64    80,000.00         63,776.00     

3 0.7118 431,000.00   306,785.80    115,000.00      81,857.00     

4 0.6355 290,000.00   184,295.00    165,000.00      104,857.50   

5 0.5674 280,000.00   158,872.00    215,000.00      121,991.00   

848,850.58    404,090.16   

less the initial investment 534,000.00    224,000.00

314,850.58    180,090.16

Asset A
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