Chapter 8 HW – Check Figures – Business Finance
Note:  This set of solutions includes supplemental study problems that were not assigned in the Chapter 8 homework.

Note: The MACRS depreciation percentages used in the following problems appear in Chapter 3,
Table 3.2, Page 94. The percentages are rounded to the nearest integer for ease in calculation.

For simplification, five-year-lived projects with 5 years of cash inflows are used throughout this chapter. Projects with usable lives equal to the number of years of cash inflows are also included in the end-of-chapter problems. It is important to recall from Chapter 3 that, under the Tax Reform Act of 1986, MACRS depreciation results in n  1 years of depreciation for an n-year class asset. This means that in actual practice projects will typically have at least one year of cash flow beyond their recovery period, unless the new asset is sold before the end of its depreciable life.

P8-2.
LG 2: Basic Terminology

	
	Situation A
	Situation B
	Situation C

	(a)
	mutually exclusive
	?
	independent

	(b)
	unlimited
	?
	capital rationing

	(c)
	ranking
	accept-reject
	ranking

	(d)
	conventional
	?
	conventional (2&4)

	
	
	
	nonconventional (1&3)


P8-7.
LG 4: Book Value and Taxes on Sale of Assets

(a)
Book value  $80,000  (0.71 ( $80,000), where 71% is the sum of the first 3 years of 
depreciation factors from Table 3.2 (pg. 94).



 $23,200
	(b)
NOTE:  you do not have to show capital gain and depreciation recovery separately, as is done in these check figures.
Sale Price
	Capital
Gain
	Tax on
Capital Gain
	Depreciation
Recovery
	Tax on
Recovery
	Total
Tax Owed

	$100,000
	$20,000
	$8,000
	$56,800
	$22,720
	$30,720

	56,000
	?
	?
	?
	?
	?

	23,200
	0
	0
	0
	0
	0

	15,000
	0
	0
	(8,200)
	(3,280)
	(3,280)


P8-11.
LG 4: Initial Investment–Basic Calculation

Installed cost of new asset 

 Cost of new asset
$35,000

  Installation Costs
5,000


  Total installed cost (depreciable value)

$40,000

After-tax proceeds from sale of old asset 

 Proceeds from sale of old asset
($25,000)

  Tax on sale of old asset
7,680


  Total after-tax proceeds-old asset

($17,320)

Initial investment

$22,680

Notes:

1.  Book value of existing machine
 $20,000 ( (1  (0.20  0.32  0.19))  $5,800

Recaptured depreciation
 $20,000  $5,800
 $14,200

Capital gain
 $25,000  $20,000
 $5,000

Tax on recaptured depreciation
 $14,200 ( (0.40)

$5,680

Tax on capital gain
 $5,000 ( (0.40)

2,000

2. Total tax owed
 


$7,680

Again, you do not need to single out the tax on recaptured depreciation vs  the tax on capital gain.

My formula, applied to this problem, would be applied as follows:
Tax owed 
= 
Tax rate (Selling price – Book value)




=
0.40($25,000 - $5,800)




= 
0.40($19,200)




= 
$7,680
P8-14.
LG 5: Incremental Operating Cash Inflows

(a)
Incremental profits before tax and depreciation

$1,200,000  $480,000




$720,000 each year
(b)
PBDT is profit before depreciation and taxes.  NPBT is net profit before taxes.  

NPAT is net profit after taxes.
	Year
	(1)
	
	(2)
	
	(3)
	
	(4)
	
	(5)
	
	(6)

	PBDT
	$720,000
	
	$720,000
	
	?
	
	?
	
	?
	
	$720,000

	Depr.
	400,000
	
	640,000
	
	
	
	
	
	
	
	100,000

	NPBT
	320,000
	
	80,000
	
	?
	
	?
	
	?
	
	620,000

	Tax
	128,000
	
	32,000
	
	
	
	
	
	
	
	248,000

	NPAT
	192,000
	
	48,000
	
	?
	
	?
	
	?
	
	372,000


(c)
Cash
(1)
(2)
(3)
(4)
(5)
(6)


flow
$592,000
$688,000
$584,000
?
?
$472,000



(Cash flow = NPAT  depreciation, both of which should be in your table in part b)

P8-18.
LG 6: Terminal Cash Flow–Replacement Decision

After-tax proceeds from sale of new asset 


Proceeds from sale of new machine
$75,000

 Tax on sale of new machine l
(14,360)



  Total after-tax proceeds-new asset

?


 After-tax proceeds from sale of old asset



Proceeds from sale of old machine
(15,000)

 Tax on sale of old machine 2
?


  Total after-tax proceeds-old asset

(9,000)

 Change in net working capital

25,000

Terminal cash flow

?
l
Book value of new machine at end of year.4:


[1  (0.20  0.32 0.19  0.12) ( ($230,000)]

$39,100


$75,000  $39,100

$35,900 recaptured depreciation


$35,900 ( (0.40)

$14,360 tax liability

2
Book value of old machine at end of year 4:


$0


$15,000  $0

$15,000 recaptured depreciation


$15,000 ( (0.40)

$6,000 tax benefit

P8-20.
LG 4, 5: Relevant Cash Flows–No Terminal Value

 (a)
Installed cost of new asset




Cost of new asset
?



Installation costs
4,000




Total cost of new asset

?



After-tax proceeds from sale of old asset




Proceeds from sale of old asset
(55,000)




Tax on sale of old asset*
?



Total proceeds, sale of old asset

(38,800)

Initial investment

?


* 

Book value of old machine:




[1  (0.20  0.32  0.19)] ( $50,000

$14,500




$55,000  $14,500

$40,500
gain on asset




$35,500 recaptured depreciation ( 0.40

$14,200




$5,000 capital gain ( 0.40

2,000




Total tax on sale of asset

$16,200

(b)
Calculation of Operating Cash Flow

	Year
	
	(1)
	
	(2)
	
	(3)
	
	(4)
	
	(5)
	
	(6)

	Old Machine
	
	
	
	
	
	
	
	
	
	
	
	

	PBDT
	
	$14,000
	
	$16,000
	
	?
	
	$18,000
	
	?
	
	$0

	Depreciation
	
	6,000
	
	6,000
	
	
	
	0
	
	
	
	0

	NPBT
	
	$8,000
	
	$10,000
	
	
	
	$18,000
	
	
	
	0

	Taxes
	
	3,200
	
	4,000
	
	
	
	7,200
	
	
	
	0

	NPAT
	
	$4,800
	
	$6,000
	
	
	
	$10,800
	
	
	
	$0

	Depreciation
	
	6,000
	
	6,000
	
	
	
	0
	
	
	
	0

	Cash flow
	
	$10,800
	
	$12,000
	
	
	
	$10,800
	
	
	
	$0

	New Machine
	
	
	
	
	
	
	
	
	
	
	
	

	PBDT
	
	$30,000
	
	$30,000
	
	
	
	$30,000
	
	
	
	$0

	Depreciation
	
	16,000
	
	25,600
	
	
	
	9,600
	
	
	
	4,000

	NPBT
	
	$14,000
	
	$4,400
	
	
	
	$20,400
	
	
	
	$4,000

	Taxes
	
	5,600
	
	1,760
	
	
	
	8,160
	
	
	
	1,600

	NPAT
	
	$8,400
	
	$2,640
	
	
	
	$12,240
	
	
	
	$2,400

	Depreciation
	
	16,000
	
	25,600
	
	
	
	9,600
	
	
	
	4,000

	Cash flow
	
	$24,400
	
	$28,240
	
	?
	
	$21,840
	
	?
	
	$1,600


	Incremental
	
	
	
	
	
	

	After-tax
	
	
	
	
	
	

	 Cash flows
	$13,600
	$16,240
	$11,080
	$11,040
	$13,440
	$1,600































































































































































































