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Optimus Prime Corporation is a company that specializes in providing auto services. The company is considering the purchase of a new piece of equipment that the company believes will increase revenues over the next 4 years.  The company paid Value Direct Market Research Inc $4,000 for the following sale and cost estimates. The additional revenues in the first year are expected to be $110,000 which will grow at 10% for each of the subsequent years. Operating costs (excluding depreciation) are estimated to be 25% of sales.  The equipment is expected to cost $300,000.  It falls into MACRS 3- year life property. Initial NWC needs are expected to be $7,000.  Subsequent NWC needs are expected to be 12% of revenues. In 4 years, the company should be able to sell the equipment for $25,000. The firm’s marginal tax rate is 34%, and the firm’s required return is 7%. 

Calculate NPV and IRR. Should Optimus Prime Corp purchase the equipment?

1. 
Operating cash flow worksheet

	
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	   Sales
	
	110,000
	121,000
	133,100
	146,410

	– Cost
	
	27,500
	30,250
	33,275
	36,603

	– Depreciation
	
	99,990
	133,320
	44,460
	22,230

	= EBT
	
	-17,490
	-42,570
	55,365
	87,578

	– Tax
	
	-5,947
	-14,474
	18,824
	29,776

	= NI
	
	-11,543
	-28,096
	36,541
	57,801

	OCF = NI + Depreciation
	
	88,447
	105,224
	81,001
	80,031


Depreciation worksheet
	
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	Basis (cost of equipment)
	
	300,000
	300,000
	300,000
	300,000

	x Depreciation rate 
	
	33.33%
	44.44%
	14.82%
	7.41%

	Depreciation 
	
	99,990
	133,320
	44,460
	22,230

	Accum. Depr. (AD)
	
	99,990
	233,310
	277,770
	300,000

	Book value = Basis – AD
	
	200,010
	66,690
	22,230
	0


2. 
Net working capital worksheet

	
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	Annual need
	-7,000
	-13,200
	-14,520
	-15,972
	-17,569

	Annual recovery
	
	7,000
	13,200
	14,520
	15,972

	Last year recovery
	
	
	
	
	17,569

	∆NWC
	-7,000
	-6,200
	-1,320
	-1,452
	15,972


3. 
Capital expenditure worksheet: Initial investment and after-tax salvage value
Initial investment: 300,000

After-tax salvage:

	   Estimated selling price
	
	25,000

	− Book value when selling
	
	0

	   Ordinary gain (loss)
	
	25,000

	
	
	

	Tax on gain (tax reduction)
	
	8,500


	   Estimated selling price
	
	25,000

	− Tax (tax reduction)
	
	8,500

	   After-tax salvage value
	
	16,500


4. 
Total cash flow worksheet

	
	Year 0
	Year 1
	Year 2
	Year 3
	Year 4

	1. OCF
	
	88,447
	105,224
	81,001
	80,031

	2. ∆NWC
	-7,000
	-6,200
	-1,320
	-1,452
	15,972

	3. CAPEX
	-300,000
	
	
	
	16,500

	Total CF = (1)+(2)+(3)
	-307,000
	82,247
	103,904
	79,549
	112,503


I = 7% ( NPV = $11,383.81 > 0

IRR = 8.57% > 7%

Decision: Accept the project

