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Chapter 10 Making Capital Investrmenit Decisions

at the end of production. Fixed costs are $640,000 per year, and variable costs are
$155 per unit. In addition to the contract, you feel your company can sell 9,500,
10,400, 12,500, and 9,800 additional units to companies in other countries over the
next four years, respectively, at a price of $310. This price is fixed. The tax rate is
40 percent, and the required return is 10 percent. Additionally, the president of the
company will undertake the project only if it has an NPV of $100,000. What bid
price should you set for the contract?

Replacement Decisions [LO2] Suppose we are thinking about replacing an old
computer with a new one. The old one cost us $1,300,000; the new one will cost,
$1,560,000. The new machine will be depreciated straight-line to zero over its five-
year life, It will probably be worth about $300,000 after five years.

The old computer is being depreciated at a rate of $260,000 per year. It will be
completely written off in three years. If we don’t replace it now, we will have to re-
place it in two years. We can sell it now for $420,000; in two years, it will probably
be worth $120,000. The new machine will save us $290,000 per year in operating
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costs. The tax rate is 38 percent, and the discount rate is 12 percent.

a. Suppose we recognize that if we don’t replace the computer now, we will be
replacing it in two years. Should we replace now or should we wait? Hint: What
we effectively have here is a decision either to “invest” in the old computer (by
not selling it) or to invest in the new one. Notice that the two investments have

unequal lives.

b. Suppose we consider only whether we should replace the old computer now
without worrying about what’s going to happen in two years. What are the rel-
evant cash flows? Should we replace it or not? Hine: Consider the net change in
the firm's aftertax cash flows if we do the replacement.

Conch Republic Electronics, Part 1

Conch Republic Electronics is a midsized electronics manu-
facturer located in Key West, Florida. The company president
is Shelley Couts, who inherited the company. When it was
founded ower 70 years ago, the company originally repaired
radios and other household appliances. Over the years, the
company expanded into manufacturing and is now a reputable
manufacturer of various electronic items. Jay McCanless, a re-
cent MBA graduate, has been hired by the company’s finance
department.

One of the major revenue-producing items manufactured
by Conch Republic is a smant phone. Conch Republic cur-
rently has one smart phone model on the market, and sales
have been excellent. The smart phone is a unique item in
that it comes in a variety of tropical colors and is prepro-
grammed to play Jimmy Buffett music. However, as with any
electronic item, technology changes rapidly, and the current
smart phone has limited features in comparison with newer
models. Conch Republic spent $750,000 to develop a pro-
totype for a new smart phone that has all the features of the
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existing smart phone but adds new features such as WiFi
tethering. The company has spent a further $200,000 for a
marketing study to determine the expected sales figures for
the new smart phone.

Conch Republic can manufacture the new smart phones for
5185 each in variable costs. Fixed costs for the operation are
estimated to run $5.3 million per year. The estimated sales
volume is 74,000, 95,000, 125,000, 105,000, and 80,000 per
year for the next five years, respectively. The unit price of the
new smart phone will be 5480, The necessary equipment can
be purchased for $38.5 million and will be depreciated on a
seven-year MACRS schedule. It is believed the value of the
equipment in five years will be $5.4 million.

As previously stated, Conch Republic currently manu-
factures a smart phone. Production of the existing model is
expected to be terminated in two years. If Conch Republic
does not introduce the new smart phone, sales will be 80,000
units and 60,000 units for the next two years, respectively.
The price of the existing smart phone is 3310 per unit, with
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variable costs of $125 each and fixed costs of 51,800,000 per Shelley has asked Jay to prepare a report that answers the
year. If Conch Republic does introduce the new smart phone, following questions.

sales of the existing smart phone will fall by 15,000 units per

year, and the price of the existing units will have to be lowered

to 5275 each. Net working capital for the smart phones will be IQU‘::I-IO'::E T e

20 percent of sales and will oceur with the timing of the cash Y tis the payback peric project

flows for the year; for example, there is no initial outlay for ~ 2. What is the profitability index of the project?
NWC, but changes in NWC will first occur in Year 1 with the 3. What is the IRR of the project?

first year's sales. Conch Republic has a 35 percent corporate 4. What is the NPV of the project?

tax rate and a 12 percent required return.
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