Cash Inflow 



Runkle is considering buying a new helicopter for $350,000. The company's old helicopter has a book value of $85,000, but will only bring $60,000 if it is sold.  The old helicopter can be depreciated at the rate of $13,500 per year for the next four years.  The new helicopter can be depreciated using the 5 year MARCS schedule.  The new helicopter is expected to save $62,000 after taxes through reduced fuel and maintenance expenses. Runkle is in the 34% tax bracket and has a 12% of capital. 

a. What is the cash inflow from selling the old helicopter? 

As the book value of old helicopter is $85,000 and that it will only bring $60,000 if it is sold, Runkle will have the loss of $25,000.  The sale would create a loss which would reduce Runkle’s taxable income.  The tax saving is equal to (Loss)(T) = ($25,000)(0.34) = $8,500.
Market value of old helicopter 

60,000

Tax savings on sale of old helicopter
  8,500

Cash inflow



68,500

b. What is the net cost of the new helicopter?

                                    0                     1           2            3               4           5               6               
Initial investment    ($350,000)                                                 

Cost savings                                 $ 62,000  $ 62,000  $ 62,000  $ 62,000  $ 62,000  $ 62,000  
Depreciation                                    70,000   112,000     66,500    42,000     38,500     21,000     
Oper. inc. before taxes                  $ (8,000) $(50,000) $ (4,500) $ 20,000   $ 23,500 $ 41,000
Taxes (34%)                                           0              0            0       6,800        7,990    13,940   
Oper. Inc. (AT)                             $ (8,000) $(50,000) $ (4,500) $ 13,200   $ 15,510 $ 27,060
Add: Depreciation                            70,000   112,000     66,500    42,000       38,500   21,000     
Oper. CF                                      $ 62,000  $ 62,000   $62,000  $ 55,200   $ 54,010  $ 48,060
Net cash flow         ($350,000)       $ 62,000  $ 62,000   $62,000  $ 55,200   $ 54,010  $ 48,060
Find NPV by finding the present value of each cash flow, including both inflows and outflows, discounted at the project’s cost of capital.

NPV = sum of CFt

where CF is the cash flow

                  (1 + k)n

          k is the cost of capital





          n is the period.

NPV = -$350,000 + 62,000  +  62,000  +  62,000  +  55,200  +  54,010  +  48,060
      (1.12)1      (1.12)2      (1.12)3      (1.12)4      (1.12)5       (1.12)6    


NPV = -$350,000 + 238,989.87 = 111,010.13

Net cost of the new helicopter is $111,010.13.

Notes: aDepreciation Schedule, Basis = $350,000






MACRS Rate






 ( Basis = 



Year
Cost of New Helicopter
MACRS Rate
Depreciation



1
$350,000
0.20
$ 70,000




2
$350,000
0.32
 112,000
  



3
$350,000
0.19
   66,500
  



4
$350,000
0.12
   42,000


5
$350,000
0.11
   38,500


6
$350,000
0.06
   21,000





$350,000

