 Notes for Chapter 12 Project Interactions, Side Benefits, and Side Costs
From In Practice 12.1 to 12.7, all comparisons are between systems with different levels of initial costs. In all these problems, initial costs and subsequent earnings are given. In reality, however, the forecasting of subsequent earning may not be accurate. We will discuss them further in individual problems
In Practice 12.1. If we equalize initial cost of both projects to 500 million, the earning of first project will be 167 million each year, higher than the second project. Hence IRR of the first project is higher. In the problem, the discount rate for both projects is higher. In reality, the one with higher initial cost should be discounted at a higher rate.
Comments: If your roommate wants to borrow 10 dollars from you, you will probably be very generous. If however, he wants to borrow 10,000 dollars from you, you probably will think hard.

In practice 12.2. Vendor 2 has higher initial cost and lower subsequent costs. For this kind of vendors, it is difficult to demand high quality service. Similar situation occurs in families. Women bear much higher initial costs in raising children than men. It is often difficult to demand high quality service from men. Many men simply deserted family. That is why most single parents are single mothers instead of single fathers. Even in most intact families, women end up doing much more than men in the family. When a firm uses vendor 2, it often ends up paying much more each year than originally projected because of various additional “service charges”. On the other hand, big firms strive to establish good reputation so they can charge high initial cost and hence lock clients into long term relationship. 
Comments: It ahs been observed that the requirement of NPV and IRR for large and small companies are very different. The difference is not driven by cost of capital. Large companies usually enjoy lower cost of capital and yet demand higher IRR for their projects. The difference on IRR required by difference firms is mainly driven by their fixed costs. 
Large firms have higher level of fixed cost and enjoy lower level of variable cost. As higher portion of large firms’ cost structure is fixed, they are also less flexible. Therefore large firms are more cautious than small firms in pursuing new projects. At the same time, the high asset level of large firms, which entail low variable cost, can often exclude small firms from competition, which enable them to obtain high IRR. 

Similar patterns can be observed in male and female animals. Female animals, being of higher cost in raising children, are much more cautious in enter a relationship than males. However, males, being of lower fixed cost, are more often than females to abandon the existing relationship. Females generally are more farsighted and have lower rate of discounting than males. Do the spending patterns of males and females support this assertion? Who will first run out of money at the end of the month? 
In Practice 12.3. 

We will discuss the choice of used or new car, which is discussed in In Practice 12.4 and 12.5.
Go over In Practice 12.4 and 12.5. 

In In Practice 12.4 and 12.5, we need to determine whether we should buy a used or new car. A used car was supposed to be used for 4 years and a new car was supposed to be used for 5 years. When mileage is low, lower initial cost systems will be more beneficial. When mileage is high, higher fixed cost systems will be more beneficial. This is in fact a general rule.  

Homework 

3, 5, 9, 11

Note: Opportunity cost is simply discount rate
