Computer Lab 06 – Capital Budgeting

Computer Lab 06 
Key Points
November 11, 2010

Purpose

Capital budgeting is a critical part of finance that is used by most companies in different ways.  Capital budgeting is used to determine how a firm should allocate scarce capital resources to available long-term investment opportunities.  As such, it is important that you understand why it is done, how it is done, and understand the benefits and problems with using NPV, IRR, payback, etc.  The main purpose of this lab is to become familiar with those concerns.  

Computer Problems
We will be doing three problems with this Lab from Chapter 11 of FAME.  They are:
Problem 1 part a (page 350).  This problem gives two investments with differing cash flows.  Give your WACC, you will calculate the payback period, NPV, PI, IRR and MIRR.  Then assuming the projects are mutually exclusive, you will select one project. This problem was chosen mainly for becoming familiar with each of the capital budgeting functions within Excel.
Problem 3 (page 351).  You are thinking about replacing current equipment with new equipment.   Given better efficiency and cost, you will calculate critical figures of merit for both machines.  Then you must decide which machine you should go with.  This problem was chosen to emphasize that the analysis is done on the incremental cash flows of a project.  Part D also shows that when the NPV function uses a rate equal to the IRR rate, the NPV returns a value of $0.00.  
Problem 4 (page 352).  Here you will do analysis on whether to build a new turkey farm for this company.  You will calculate the necessary cash flows, calculate the key figures of merit, and then provide a scenario analysis using these figures of merit.  This problem emphasizes the importance of creating flexible capital budgeting models that can be used for scenario analysis.  It also shows the effect of taxes throughout the process (e.g. depreciation tax shield, gain/loss for terminal value, etc.).
Key Readings

Key readings are:

1.  Basic information on capital budgeting (pages 311-316), 

2.  Calculating relevant cash flows (pp. 321-323), 

3.  Calculating the different figures of merit (pp. 323-336), and 

4.  Capital budgeting with scenario analysis (pages 338-340).

Support Information

There are two conditions that a cash flow must meet in order to be included in our analysis:
1)  Incremental – the cash flows must be in addition to those that the firm already has.  For example, you are wondering whether you should buy a new lawnmower.  The only cash flows you actually care about are the cash flows that represent the difference between the existing lawnmower and the new lawnmower.  

2) After-tax – the cash flows must be considered on an after-tax basis.  The relevant tax rate is the marginal tax rate because we are evaluating additional cash flows.  Be aware of any tax gains or losses when calculating the terminal cash flow.  
Key Concepts

FAME Chapter 11 
· Understand how to calculate the IRR, NPV, payback, discounted payback, and MIRR functions.  What is each telling you?  What are the underlying assumptions made by each?
· Understand the meaning of mutually exclusive projects
· Understand how to choose the best investment option given certain financial data and after-tax cash flows. 

 How do I add the FAME User-defined functions?
The authors of the FAME book have put together a number of Excel functions in a use-defined add-in that you can use.  I would like you to use those functions in this class.

First, find the Excel add-in titled FameFncs.xlam.  You can download it from the FAME website or you can also download it off of Blackboard.  Go to Blackboard, Course Information, and FAME Add-ins.  Then click on FameFncs.xlam and download it into a folder or on your desktop.  
Once you have saved the add-in to your desired location, open the Excel lab and click on the Windows Button (in the top left corner of Excel), then click on ‘Excel Options’, then click ‘Add-Ins’, then click ‘Go’ towards the bottom of the window, then click ‘Browse’ and find where you saved the FAME Functions add-in and click ‘OK’.  Make sure the Add-In has a check mark next to it and then click ‘OK’ again.  A button entitled ‘Functions for Financial Analysis’ should now be showing under your ‘Data’ tab in Excel with a check on it.
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