NABHRHPEMBARIE S I F R 51

POCKET

SERIES

W TR —
BITEAEEREDN
25 iR T2

MANAGING INVESTMENT

25 KEYS TO PROFITABLE
CAPITAL INVESTMENT

X PHB-EMENLE

Bx #i

Wk ¥ HKRHM



Managing Investment by Robert Taggart, Ph D

Copyright ©2000 The New York Times

Reprint with Chinese annotations by Peking University
Press for P R China only published by arrangement with
Lebhar-Friedman Books

All rights reserved

LRI ©1999

e e SR — o SRAR S I 52 RHRACIESE A IR H R
bR A

EEMAREIC BF 01-2000-1267

BBERSKE (CIP) WiR

W PUREE AT ERIR A2 sy, TR
(%) Bt E - Jesn dbn KEINRRe, 20005
CHLMHRAMZMBASIEE T T % M 10
PR B B SRR VAT BE- e L IVF231 5

BA EMBR R T R AR AR 254N s
FHoftd (K] Pa%e IR
siiramst  cbabiil 4%
brif 155 ISBN 7-301-04537-9/H 536
HR#E bt KR
Mol e (R DO AR AERSAL 100871
Wit http //cbs pku edu cn
i I 62752015  RATH 62754140
gisE 62752028
W 5%  zpup@pup pku edu cn
HERRE P IERT
EMi#  AbsRSENRIT
k1% emkFiit
ZHE HEtE
850424 x 11684 324F 3Esk 80 T
200045 FI S5 LR 2000455 J1 58 Lok EN g
AMEfr 500 2ELA2M)ER  60005L



CALMMISMBANES S F Y RARAMIL
A, SEERAHLALEY, EikR—-REEIE
BEWRRAL. ZRFEQERSH XD BIFNE
¥RBBEVBAREMNIRLN. HART - HHBTH
—EHRRREARTLHRMNE LA RIE
# TRANHNHSHRL.

ERT B RET RO T RIEFE I MAEMBAR
BRISFER. SEBUBIREBNHAERLK
B¥ LTI RANXRERERO T XTLBME
SRR, ARFIFGUEHFEZRRERFETRAASF
Bk, HATHIREEIIEY, XBEHLALE
BAMBARRAERAH. HRMEHMBARY, K—
EXFEEI2EH,

BB —ARNBBELT
BaR
HBR KRN

2ERABARE.
ST % 1 R —BNEICE 254 95
o R — G R T RIS AN R ES
£l B — % BEA25 4 IR ES
il R 5 EE—R A 254 R85
A TNASE X —BR e L AN BK254 k15
TR SRR Dbl 254 1 75
HHSHRNRA—RATRN25/N RS
HESTHEN —HE RN RS
@B BENM—R TR AP A R B25A ey
HRLRM—EITERZEEN25N RS
FREER—MER T2 S
WHS WL A IR RS



fEEE T

PR A BRI L g DiCEBiLkt E
FERG AN S EHEE. Lok | A ERL e
RFATE, 1984 198T4F I WA 35 7% 2D vl {ESa#ii,
1989 2 19904-1E “M oMY o1 M. Bl (& 4F
LAY e RTINS . SN BB
BT -8B, JEMSReit AL LR &t
VP9 X3,

AEE N
FHNBHTRNRFRAMBSTRE  BIR
MAGHBAARLAEEIR B GRRE

ESMBRAME . A TRKIEBRMEITHABHL
BE. SERFINE.




KEY 1

R
KEY 2
2
KEY 3

R
KEY 4

RE54
KEY 5

ikes5
KEY 6

TEe
KEY 7
trey7
KEY 8

iege
KEY 9

Ry

CONTENTS
H %

Sound strategy +
Timely investment =

Shareholder value page 9
ERERE+E R F=-RRMNE

Cash flow counts page 13
MERBREEX

A dollar today 1s worth

more than a dollar
tomorrow page 16

SEM— 1 ETHBXN— L TEEME

Follow the net

present value rule page 19
AR R (IR T

N P.V. = Incremental

Shareholder Wealth page 22

IR =1 AR R

See your risk as your

shareholders see 1t page 26
RRR—RXER R

Know your cost of capital page 29
AARFRE

The cost of capital 1s

project-specific page 33
BERERMEKEYN HARR. ®X
BAERR

Estimate incremental cash flow

effects page 36
SRR RRBR

CONTENTS B 5



KEY 10

HEE10
KEY 11

REF
KEY 12

212
KEY 13

513
KEY 14

B4
KEY 15
15
KEY 16
REF16
KEY 17

17
KEY 18

RE518
KEY 19

RE18

Don't forget additional

investment in working capital, plant
and equipment page 19

AR ETERE I RIQHEHHEEE
R

Don't forget terminal value

(but don’t overestimate
it, either) page 42

FEICLIEME (EHRSIEEE)

Include project tax

consequences page 45
EHEMBRFRAERER

Inflation be consistent

between cash flows and
discount rates page 49

AWK NSHRSITNRE—X
Overseas investment

Incorporating
exchange rates page 52

WIMERE IMICEERAER
Watch out for
project options page 55

M AR

Know how and when

to make replacement
Investments page 58

S8 dN{A] R Bt g4 T I R 3G
Understand the
value of R &D page 61

ERMRSFEHME

Know where positive

N PV's come from page b4
HIEIES AR

Watch out for

biased forecasts page 67

EEBRBN

6 M NYT POCKET MBA SERIES



KEY 20

B2
KEY 21

2
KEY 22
ry22
KEY 23

23
KEY 24

e
KEY 25

RE¥25

Perform sensitivity

analysis page 70
BETRE ST

Continue to monitor

projects after approval page 73
M E#tA M=

Arrange financing with

an eye toward future
Investment opportunities page 77

RHMBERE— RMETH RN ANE

Be alert for project-specific

financing opportunities page 80
ERT B MRS

Mergers. understand

incremental benefits page 83
¥ TRMNREE

Mergers for stock

know how much you
are paying page 87

RIREHF  MMfTHE D

CONTENTS B 7



Sound strategy +

Timely investment =
Shareholder value

t 1s one of the most basic premises in business
lthe primary objective of corporate investment
is to create value for shareholders
Spending on projects such as new plant, equip-
ment, and research and development affects a
company’s business prospects years into the
future And because a company’s share price
reflects investors’ best estimates of future cash
flows, those expenditures, which can reduce
operating costs, enhance product quality, or oth-
erwise build a company’s competitive advantage,
should result in a higher share price.

Focusing on shareholder value does not imply
that others with interests in the company,
including creditors, suppliers, customers,
employees and the local community, are unim-
portant. Any company acting consistently against
the interests of its other stakeholders will harm its
business prospects and ultimately destroy share-
holder value Nevertheless, shareholders are the
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Money was never a big
motivation for me, except
as a way to keep score.
The real excitement is

playing the game.

—

Donald Trump, Trump: The Art of the Deal

company’s owners, and they will judge managers’
performance by the yardstick of equity market
value

Critics charge that focusing on shareholder value
forces managers to overemphasize quarterly earn-
ings to the detriment of long-term prospects
However, numerous studies have shown that
share prices tend to rise after a company
announces new capital spending and R &D pro-
grams, suggesting that the stock market will rec-
ognize and reward such efforts

But a company can’t be careless Capital spending
programs that create shareholder value are the
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products of carefully crafted business strategies.
Companies such as Coca-Cola, General Electric,
Merck and Procter & Gamble, which have been
steadily successful in creating shareholder value,
all have clear strategies for building and main-
taining competitive advantage Investment
spending that is not well thought out and not
driven by a sound business strategy can destroy
shareholder wealth. Several studies have found
that share prices fall if the market perceives that a
new strategy or an acquisition blurs a company’s
focus by moving it into unrelated businesses
where 1t has no competitive advantage.

For example, AT&T tried to move into computer
manufacturing in the mid-1980s After several
years of losses the company increased its commut-
ment to computers by acquiring NCR for $7.5 bil-
lion 1n 1991 However, investors reacted
negatively and AT&T’s total stock market value
lost an estimated $4-$6 billion as a result of the
transaction. In contrast, when the company left
the computer manufacturing business in 1995, the
company'’s stock market value rose 10 6 percent,
or more than $9 billion, on the day the restruc-
turing was announced

A good business strategy identifies sources of
potential advantage over competing firms If a
firm can build barners to entry, it can exclude
competitors from encroaching on its business or at
least gain a head start Pharmaceutical firms like
Merck use patent protection in this way Other
sources of competitive advantage include
economies of scale and scope If average produc-
tion costs decline with the scale of operations, a
company that achieves large-scale operations
before its competitors can establish itself as the
market’s low-cost producer Similarly, a company
like Procter & Gamble that expands to include

KeyOne @ 11



many related products can achieve economies in
marketing and distribution compared to single-
product competitors

Regardless of their source, any company strategy
that builds competitive advantages 1s likely to
require a steady stream of capital expenditures
However, If investors are convinced of the sound-
ness of the company’s strategy, these expenditures
will be reflected in a higher stock price
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KEY 2

Cash flow counts

hile a sound strategy can affect a com-
pany’s stock, what investors really look
W for 1s cash flow. An investment project’s

abihity to generate cash flow determines its poten-
tial for creating shareholder value

However, cash flow and accounting profit are not the
same. Net Income recognizes revenues and expenses
when goods are shipped to customers However, the
company has not yet received cash If customers buy
on credit. Similarly, if a company buys supplies on
credit, the time at which expenses are incurred pre-
cedes the time at which it pays suppliers 1n cash

Money has a time value. Thus, shareholders are
more concerned with cash flowing in or out than
they are with income statements Shareholders
ultimately derive value from corporate ownership
through current or anticipated cash distributions.

The yearly cash flow measure that 1s relevant for
corporate Iinvestment ana|y5|s IS

KeyTwo B 13



Net Cash Flow = Revenue — Operating expense — Taxes +
Depreciation - increases in net working capital -
Gross capital expenditures

Net cash flow differs from net income in several
ways First, operating expense, but not interest
expense, 1s deducted from revenue Interest
expense is reflected in the discount rate Because
interest expense 1s excluded from the cash flow
measure, the tax calculation 1s not the same as in
the income statement Rather, we calculate taxes
by multiplying the company’s effective tax rate by
operating income (the difference between rev-
enue and operating expense)

Depreciation 1s added to the cash flow measure
because it 1s a noncash charge Depreciation does
have cash consequences, because it 1s tax
deductible That 1s why 1t 1s deducted from rev-
enue before calculating the project’s tax bill
However, the depreciation charge has not been
spent in cash, so 1t must be added back after taxes
have been calculated

Subtracting increases 1n net working capital (cur-
rent assets minus current habtlitites) from cash
flow adjusts for differences between income and
cash flow For example, if a sale 1s booked, but
not yet collected in cash, accounts receivable
must increase by the amount of the sale
Subtracting the increase In accounts receivable
thus adjusts for the fact that the sale has not yet
generated any cash Similar adjustments result
from subtracting increases in inventory or adding
increases In accounts payable

Finally, gross capital expenditures must be sub-
tracted Many projects require further cash invest-
ments during their lives, and this 1s a cash outflow
for the firm

T4 W NYT POCKET MBA SERIES



To itlustrate, suppose a project has sales of $1 mil-
lion, operating expense of $600,000 (which
includes $100,000 in depreciation), and interest
expense of $50,000 in a given year. The company
faces a tax rate of 35 percent During the year,
cash balances devoted to the project, accounts
receivable and inventory increase by $10,000,
$20,000 and $30,000, respectively Accounts
payable increase by $25,000, and the company
spends $400,000 on project-related equipment

Net income for this project 1s (1,000,000 -
600,000 - 50,000)(1 - 0 35) =$227,500.
However, project cash flow for the year 1s
(1,000,000 - 600,000)(1 - 0 35) + 100,000 -
(10,000 + 20,000 + 30,000 — 25,000) — 400,000
=-$75,000. Although the project has positive net
income for the year, 1t has a net cash outflow,
because of the additional expenditures for
working capital and equipment

Key Two 8 15



KEY 3

A dollar today is worth more
than a dollar tomorrow

important in determining project value Cash can

always be invested to earn a return Therefore,
cash received now 1s more valuable than cash
received n the future, because cash received now
can be invested for a longer time This principle 1s
known as the “time value of money ”

I n addition to its size, the iming of cash flow 1s

Suppose [ can earn 5 percent per year on money
that | invest, and | am saving toward expenses that
| expect to incur in 10 years If | receive $1,000
now, Invest it immediately and keep on rein-
vesting all interest, | will have $1,000(1 05)", or
$1,628 89, at the end of 10 years However, if |
receive $1,000 eight years from now and invest it
at that point, | will have only $1,000(1 05)%, or
$1,102 50, 10 years from now Thus, $1,000
received now 1s worth more than the same sum
received eight years from now

How much 1s $1,000 recetved eight years from
now worth today? The answer 1s $1,000/(1 05)°,
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or $676.84, because if | invested $676 84 today, |
would have $676.84(1 05)*=$1,000 in eight
years. We arrived at the figure $676 84 by “dis-
counting” the future $1,000 back to the present
The assumed 5 percent return 1s the “discount
rate,” and $676.84 1s the “present value” of
$1,000 to be received eight years from now

To value the stream of cash flow from an invest-
ment project, we first estimate the return we could
have earned by investing in another, similar risk
project Using this as our discount rate, we then
calculate the present value of each of the
expected future cash flows and add them

To itlustrate, suppose an investment is expected to
generate cash flow one, two and three years from
now of $5,000, $10,000, and $7,000, respec-
tively. At a 5 percent discount rate, the present
value, P.V,, of this stream 1s

5,000 + 10,000 + 7,000
105 (1 05y (1 059

PV =

= 19,879 06

We will have numerous occasions to use this dis-
counted cash flow, or D C F, technique It 1s also
helpful to have two formulas that cover special
cases. The first is a perpetual annuity, or an invest-
ment that generates identical annual cash flow
forever If the annual cash flow 1s C, and the dis-
count rate 1s r, the present value 1s

pv=C

r
For example, the present value of a perpetual
stream of $100 per year at a 5 percent discount
rate is 100 divided by 05, or $2,000

A variation s a “growing perpetuity,” in which the
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annual cash flow stream starts at the level C,, but
then grows at a constant rate g per year In this
case, the present value 1s

For example, if the cash flow starts at $100 in the
first year, but grows at the rate of 3 percent per
year, the present value, at a 5 percent discount
rate, 1s $5,000

We will find 1t useful to know these special cases
when we estimate the terminal value of an invest-
ment This is the value that we believe the project
would have at the end of the analysis period
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