Class notes 13th of July 2005

· If you bought a product with $10 and sold it with $ 12 then 

1. Doing 100 product at a time means that you will buy the 100 product with $1000  and sell it with $1200 which means profit of 20%→ this is 1 turnover.
2. Doing 10 products at a time means that you will buy the 10 products with $100 and sell it with $120 which means profit of 20%→this is 10 turnover.
· If you have 1 pound and you added 1 penny 1000 times then profit will be {(1.01)^1000}- 1= 20958.1
Incremental B/C Analysis of Multiple Exclusive Alternatives
· Initial incentive→ cost
· Tax incentive cost → cost →annual values
· Resident entrance fees→ cost, however if we took the difference between two proposals then it will be treated as Benefit →annual values.
· Extra sales tax→ Benefit→ annual values.
· Benefit to cost ratio will be based on the annuity.

· Using i = 7%

· The rule that applies to the whole proposals for getting the B/C ratio is:

[Resident entrance fees + Extra sales taxes] / [Tax incentive cost + Initial incentive(A/P, 7%, 8)]
· We will get the B/C to the difference between (proposal 2 – proposal 1), (proposal 3 – proposal 2) and ( proposal 4 – proposal 3).

Solving the problem with the excel using PMT function to get the annuity of the initial incentives.

	
	1
	2
	3
	4

	Initial incentive, $
	250,000
	350,000
	500,000
	800,000

	Tax incentive cost, $/year
	25,000
	35,000
	50,000
	80,000

	Resident entrance fees, $/year
	500,000
	450,000
	425,000
	250,000

	Extra sales taxes, $/year
	310,000
	320,000
	320,000
	340,000

	Study period, years
	8
	8
	8
	8

	
	
	2-1
	3-2
	4-2

	Initial incentive, $
	
	100,000
	150,000
	450,000

	Tax incentive cost, $/year
	
	10,000
	15,000
	45,000

	Resident entrance fees, $/year
	
	50,000
	25,000
	200,000

	Extra sales taxes, $/year
	
	10,000
	0
	20,000

	Study period, years
	
	8
	8
	8

	AW of Initial Incentive
	
	$16,746.78 
	$25,120.16 
	$75,360.49 

	Total Annual costs
	
	$26,746.78 
	$40,120.16 
	$120,360.49 

	Total Annual Benefits
	
	$60,000.00 
	$25,000.00 
	$220,000.00 

	B/C
	
	2.24
	0.62
	1.83

	Decision
	
	Yes
	No
	Yes


Economic Service Life
· Economic service life is the right time to sell the car when it has minimum average cost.
· Present value of the car is 80,000 and decreases by 10,000 every year.

Required the economic service life of the car

· O&M Expenses       Year 1   Year 2    Year 3   Year 4   Year 5



                      3000    3000      6000      7000       7000

· The key to solving this problem is getting the annual operating cost every year and as long as the AOC is decreasing keep the car and when it starts to increase then sell it.

· AOC 3 = 50,000- 3000(A/F, 10%,3) – 3000 – 80,000(A/P, 10%, 3) = 20,969.79

          Solving with excel use pmt(10%, 3, -80,000, 50,000-3000)+3000 = 20,969.79

· Calculate AOC 1 and AOC 2 if the value is decreasing then go on and calculate AOC 3. Go on till the value increases if for example it increases in year 3 then my decision will be keep the car for 2 years and then sell it.
	
	 $    80,000.00 
	
	10%

	Year
	Salvage Value
	Annual Cost
	AWC

	1
	 $    70,000.00 
	3000
	 $ 21,000.00 

	2
	 $    60,000.00 
	3000
	$20,523.81 

	3
	 $    50,000.00 
	6000
	$20,969.79 

	4
	 $    40,000.00 
	7000
	$21,191.77 

	5
	 $    30,000.00 
	7000
	$21,160.36 

	AWC = Annual worth of costs
	

	Sell after 2 years.
	
	
	


