CHAPTER 9:
FUNDAMENTALS OF CAPITAL
BUDGETING
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Basic format: 5-year project
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Depreciation
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The basics
= Only include incremental cash flows

= Total Fres Cash Flow for the project =
[Revenues— Costs — Depr}*(1-T) + Depreciation —
agEx +/- Changs in NWC A
* Don't forget:
~ Oppartuniy costs: aed, eg. (.55 0F FOTJONE OpAON

» Externalities: can be good or bed
+ After-tax salvage walue = Sake price — [Capital gain * T)
+ MACRS ws. straight-line depreciation
* Real options
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+ GRAP requanes sabes be recorded on the inc.
statement when made, net when cash is received

« GAAP 350 revuines that we repard cost of poods wald
when the corresponding sales are made, whether we
have actually pald our suppliers yet

* Finallby, we hawe to buy invertory to support sales
although we haven't collected cash yot

» Intlisding changes in NWE helps adjust far the
difference between accounting sales/tosts and actual
cash receipts/payments.
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After-tax Salvage

= if the salvape valie is different from the book value of the
aszet, then there is a tax eMect

« Boak value = iritial post - aoumulated depreciatian
= Afper-taa Sahvage Value = Sale price — (Capital gain * T)
- Capitai gain = |5als price — ook vl
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Example: Depreciation and After-tax
Salvage

 You purchase sguipment for $100,000 and it costs
51|:I-,I:Imﬁm1t dilivered and installed. Based on past
Information, you beliewe that you can sell the
equipment for 517,000 when you are done with it in G
years, The company’'s marginal tax rate is 40%, What |s
the depriciation expense aach year and the after-tax
sahvage in year 6 for each of the following situatians?
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