Capital Budgeting for a New Supply Chain Management System

Heartland Stores is a general merchandise retail chain operating in 8 Midwestern states. It has 5 regional distribution centers, 377 stores, and about 14,000 different products stocked in each store.  The company is considering investing in new software and hardware modules to upgrade its existing supply chain management system to help it better manage the purchase and movement of goods from its suppliers to its retail outlets.  Too many items in Heartland’s stores are out of stock, even though many of these products are in the company’s distribution center warehouses.  Management believes that the new system would help Heartland Stores reduce the amount of items that it must stock in inventory, and thus its inventory costs, because it would be able to precisely track the status of orders and the flow of items in and out of its distribution centers. The new system would reduce Heartland’s labor costs because it would not need so many people to manage inventory or track shipments of goods from suppliers to distribution centers and from distribution centers to retail outlets.  Telecommunication costs would be reduced because customer service representatives, shipping and receiving staff would not have to spend so much time on telephone tracking of shipments and orders.  Heartland Stores expects the system to reduce transportation costs by providing information to help it consolidate shipments to retail stores and to create more efficient shipping schedules. If the new system project is approved, implementation would commence January 2004 and the new system would become operational in early January 2005.
The solution builds on the existing IT infrastructure at the Heartland Stores but requires the purchase of additional server computers, PCs, database software, and networking technology, along with new supply chain planning and execution software. The solution also calls for new radio-frequency identification technology to track items more easily as they move from suppliers to distribution centers and retail outlets.
The workbook Capital Budget for New SCM.xls shows the estimated costs and benefits for the system. The system had an actual investment cost of $11,467,350 in the first year (year 0) and a total cost over six years of $19,017,350. The estimated benefits total $32,500,000 after six years.

1. Using the spreadsheet tab named  Estimated Costs Benefits (Start) compute the following financial metrics(you will have to refer to the spreadsheet tab named Cost Benefit for some calculations):

a. Cumulative Cash Flow

b. Payback Period

c. Return on Investment -simple ROI (= (Total benefits - Total costs) /Total costs)
d. Accounting Rate of Return 
(Total benefits - Total costs-Depreciation)/ Useful life = Net benefit 
Accounting Rate of Return on Investment  = Net benefit/ Total initial investment
e. Cost-Benefit Ratio (Ratio of costs to benefits)
f. Net Present Value (use NPV function) (hint: don’t forget to subtract the initial investment)
g. Profitability Index (Calculated by dividing the  present value of total cash inflow by initial cost of the investment – use NPV function)
h. Internal Rate of Return (use IRR function – use the ca)
2. Compare your results to the spreadsheet tab Estimated Costs Benefits (Done).

3. In your opinion, was the investment worthwhile?

a. If so, in what sense? There are financial and non-financial answers to these questions
