Chapter 10

MEASURING
CASH FLOW
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1 OBJECTIVE

H# we already know criteria for selecting projects (payback, NPV,
IRR).

What are the relevant CFs in the analysis of capital budgeting?

# Whatisinvolved in calculating NPV ?

# of CF periods (this chapter)

amount of CFs (this chapter)
risk of use of CF

#  Accounti ng vs. Financial/Economic Va uation

1" Still assume that “k” (cost of financing) is given.
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2 WHAT ARE APROJECT’S CFs?

2.1 Basics

Incremental = additional

The only relevant CFsfor a project are incremental CFs.
They consist of any and al changesin the firm’s future
CFsthat are adirect consequence of taking the project.
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2.2 A CLOSER LOOK AT INCREMENTAL CFs
2.2.1 INCLUDE OPERATING OPPORTUNITY COST

1 Definition: CF generated from assets the firm aready owns.
Distinguish this from financing opportunity cost--
"K".

Example: Opportunity Cost
Suppose company aready has extra storage space. |s storage
cost for the project = 0?

No, you have to include storage cost, asif you had to go and
rent space for the particular project.

Financial accounting doesnot consider opportunity cost.

?  Should cost be estimated as the market value or purchase price?
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2.2.2 INCLUDE NET WORKING CAPITAL (NWC)
#  Definition:
NWC = current assets - current liabilities
=C/A - C/L

#  Why include NWC?

Projects usualy require investment in A/R and inventory as
sales -.

Investment in C/A is recoverable at end of project asA/R is
collected and inventory sold.

Example: Incremental CFs due to change in NWC

Given the following info from Income Statement:

A/R Jan 95 A/R Dec 95
$50 $80
CF=7?

Solution: 80-50=30

$30 is cash outflow; asif firmislending $30.
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