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Al ternative 1: Overhaul
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2015 depreciation tax shield includes $122,250 from extra $350000 of depreciation.

Bef ore Tax
o Costs
- 1800
year after tax
end op costs
2015 -1170
2016 -1205
2017 -1241
2018 -1278
2019 -1317
2020 - 1356
2021 - 1397
2022 - 1439
NOTES
1.
2.
3.
4. The increnental

opportunity costs of not selling the old boat are cal cul ated as
$550,000 less the tax liability of $70,000 on a gain of $200000.
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Alternative 2: Purchase New Boat

year
end
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026

NOTES

Bef ore Tax
o Costs
-1200

after tax

op costs
-780
-803
-828
-852
-878
-904
-931
- 959
-988
-1018
-1048
-1080

Capitalized Expensed
| nvest nent | nvest nent
4400 0
dep' n tax expense net
shi el d tax shield cashflow
308 0 -472
493 -311
296 -532
177 -675
177 -700
89 -816
-931
-959
-988
-1018
-1048
-1080
real rate 0.117

MACKI NLAY
di scount P.V. net
factor cashf | ow
0. 870 -410
0. 756 -235
0. 658 - 350
0.572 - 386
0. 497 -348
0. 432 -353
0. 376 - 350
0. 327 -314
0. 284 -281
0. 247 -252
0. 215 -225
0.187 -202
P. V. cashf | ow - 3705
init inv. - 4400
trai ni ng -91
total - 8196
Ann. Fac. 6. 296
EAC (Rev) -1302

1. perating costs and tax shields are assuned to be flow at year end
2. Operating costs are expressed in nominal terms and hence increase at the inflation

rate of 3% per vear.

Costs are reduced bv extra revenue of $150000.

3. The training costs are calculated using $140,000 and are assumed to be paid
at the start of 2015.
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Concl usi on:

To deci de between alternative 1 (overhaul) and 2(new boat) we need to use the
equi val ent annual cost (EAC) since alternative 2 has a lonaer life. Usina a
real rate of 11.7% we find that alternative 1 has an EAC of $1,349,000 whereas
alternative 2 has an EAC of $1,302,000. A comparison of the EAC's leads us to
choose the new boat option.

Since the real costs are stable through time, the EAC is conputed using the
real rate of 11.7%.



