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Chapter 8 

Lecture # 3-3

• Evaluation of Equipment Alternatives

• Profit Margin
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Evaluation of Equipment Alternatives

Factors to ConsiderFactors to Consider

Capital Cost of the equipment.Capital Cost of the equipment.

Operating cost of the equipment.Operating cost of the equipment.

Lifetime of the equipment.Lifetime of the equipment.
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Evaluation of Equipment Alternatives

Equipment with the Same Expected Operating LivesEquipment with the Same Expected Operating Lives

When operating cost and equipment lives are When operating cost and equipment lives are 
the same, obviously, choose the less expensive the same, obviously, choose the less expensive 
one (the lower capital cost one)one (the lower capital cost one)

When capital cost and operating cost are When capital cost and operating cost are 
different but operating lives are the same, then different but operating lives are the same, then 
do NPV and choose the one with the do NPV and choose the one with the least least 
negativenegative NPV valueNPV value
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Evaluation of Equipment Alternatives

Equipment with Different Expected Operating LivesEquipment with Different Expected Operating Lives

Three Methods.Three Methods.
Capitalized Capital Cost MethodCapitalized Capital Cost Method
Equivalent Annual Operating Cost (EAOC) MethodEquivalent Annual Operating Cost (EAOC) Method
Common Denominator MethodCommon Denominator Method

Effect of inflation is not considered in the above Effect of inflation is not considered in the above 
methods.methods.

All of the methods consider both the capital and All of the methods consider both the capital and 
operating cost in minimizing expenses, thus maximizing operating cost in minimizing expenses, thus maximizing 
our profits.our profits.
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Evaluation of Equipment Alternatives

Capitalized Cost MethodCapitalized Cost Method
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Capitalized Cost MethodCapitalized Cost Method
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Evaluation of Equipment Alternatives

Capitalized Cost MethodCapitalized Cost Method
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Evaluation of Equipment Alternatives

Equivalent Annual Operating Cost (EAOC) MethodEquivalent Annual Operating Cost (EAOC) Method
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Evaluation of Equipment Alternatives

Equivalent Annual Operating Cost (EAOC) MethodEquivalent Annual Operating Cost (EAOC) Method
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If PM < 0, the process will not be If PM < 0, the process will not be 
profitable.profitable.

A PM > 0 does not guarantee that the A PM > 0 does not guarantee that the 
process will be profitable but does suggest process will be profitable but does suggest 
that further investigation may be warranted.that further investigation may be warranted.

Profit Margin
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Profit Margin
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