Fazio Pump Corporation: George Kase, Chuck Seiber, Nathan Strik


1) Using spreadsheet programming, how do set up cash flows in order to analyze them?

See Excel worksheet, tab Q1-4. Even though we are concerned with cash flows, we must calculate the accounting impact to determine the taxes the project will generate.

Note: 

· We assumed that the tax benefit of an accounting loss in year 2 is immediately realized, as it would be offset against other profit producing projects in the company instead of being carried forward. 

· Project is entirely incremental, as existing pumps will continue to be used if new pump isn’t purchased.

2) What is the payback period?

4.37 years. This is the time period required for the non-discounted cash flows to equal the total investment in the pump. Assumes savings received in 5th year as consistent throughout the year.

3) What is the NPV if the discount rate is 13%?

$18,831. As the NPV is positive, the project should be undertaken under this criterion. 

4) What is the internal rate of return?

15.1%. As this exceeds the 13% hurdle rate, the project should be approved on an IRR basis. Also, there is only one sign change in the cash flow stream, so a potential pitfall of IRR is avoided.

5) If no allowance is made for inflation, what are the cash flows? Is the project acceptable at a 13% required rate of return? 

See Excel worksheet, tab Q5,6.  The NPV becomes ($3,204), so the project is not acceptable. The IRR is 12.6%, and the payback period is 4.61 years.

6) What happens when you change assumptions as to project savings, inflation and discount rate?

See Excel worksheet, tab Q5,6 for sensitivity analysis. One question is whether or not the required rate of return incorporates an inflation factor, or if it must be adjusted upward to accommodate inflation expectations. It has been modeled both ways.

Clearly increased project savings make the project more attractive, and an increase in the discount rate makes the project less attractive. 

For inflation, if it applies only to labor savings (i.e. the discount rate incorporates inflation), increased inflation is a good thing. However, if this is not the case, the answer is: it depends as the labor savings are increased, but so is the discount rate. The increased cash flows in the out years are discounted by a higher hurdle rate For Fazio Pump, increased inflation is a negative as the impact on the discount rate dominates the effect of increased labor savings.

