Cash Flow 



My company is considering buying new equipment with a cost of $625,000 and a salvage value of $50,000 at the end of its useful life of ten years.  The equipment is expected to generate additional annual cash flow for ten years with the following possibilities: 


Probability                      Cash Flow 

.15                                 $60,000 
.25                                 $85,000 
.45                                $110,000 
.15                                $130,000 

a.  What is the expected cash flow? 
First, you need to calculate the additional annual cash flow for ten years by multiplying the probability with the cash flow as follows: -

Probability          x            Cash Flow   

.15                    x             $60,000 
=   9,000
.25                    x             $85,000 
= 21,250
.45                    x            $110,000 
= 49,500
.15                    x            $130,000 
= 19,500
Total




   99,250
For year 1 – 9, the additional annual cash flow is 99,250.
For year 10, the cash flow is equal to 99,250 + 50,000 (salvage value) = 149,250

Total expected cash flow = 99,250 x 9 + 149,250 = 1,042,500


b. If the company's cost of capital is 10%, what is the expected net present value? 
NPV is calculated 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)t

          k is the cost of capital





          t is the period.

NPV = - 625,000 + 99,250  +  99,250  +  99,250  +  99,250  +  99,250  + 99,250  + 99,250  

     (1.10)1      (1.10)2      (1.10)3      (1.10)4      (1.10)5      (1.10)6       (1.10)7    
+ 99,250  + 99,250  + 149,250  
    (1.10)8     (1.10)9       (1.10)10   
NPV = - 625,000 + 629,116.63
NPV = 4,116.63

c. Should the company buy the equipment? Explain?
The company should buy the equipment because the net present value from the purchase of new equipment is positive.  It shows that the present value of the expected cash flow from the new equipment exceeds the cost of the new project.  
