COLEMAN COUPLING COMPANY

The Coleman Coupling Company specializes in the manufacture of pipe couplings for use in industrial and residential construction.  In the Coleman plant, three-inch and eight-inch diameter sewer and housing connection couplings are machined on two converted metal lathes.  These lathes had been purchased in used condition six years earlier and have a remaining net book value of $8,000 each (40% of the cost to Coleman).  The lathes are being depreciated on a straight-line basis with four years of depreciable life remaining.  Larger sewer couplings, of 10-inch to 16-inch diameters, are machined on a small boring mill which is fully depreciated.  All three pieces of equipment (the two lathes and the boring mill) are in need of major repairs, and considerable difficulty is being encountered with down-time and machining couplings to meet specifications.  In the opinion of the industrial engineering supervisor, the three machines must either receive major overhauls or be replaced by new equipment.  The salvage value of the three machines is estimated to be zero.

One possibility is to replace the existing equipment with two new three-inch to 16-inch diameter automatic lathes.  The quoted cost of these lathes is $75,000 each; this figure includes an allowance for delivery and installation.  This equipment will qualify for a seven percent investment tax credit (ITC).  The engineering supervisor estimates that the new machines would have a physical life of 12 years.  These machines have a 25 percent greater production capacity than the existing equipment, i.e., the new lathes would permit a 25 percent increase in physical output with the same existing labor hours.  The new lathes would be fully depreciated on a straight-line basis over 12 years.  (For analysis purposes, ignore the impact of the ITC on the depreciable base of the assets).  The estimated salvage value at that time would be $5,000 for each lathe.  Because of the higher speed at which the new lathes operate, additional raw material inventories of $10,000, relative to the existing inventories required with the current equipment, would be required.

The engineer estimates that the new equipment "footprint" would free approximately 900 square feet of floor space.  Although no alternative use for this space currently exists, utilities (heat and electricity) are allocated to each department on a square foot basis and charged at an annual rate of $12 per square foot.

An overhaul of the old lathes, on the other hand, would involve the installation of new bedways, headstocks, carriages, and tool feeds at an estimated cost of $16,000 in direct labor and parts for each lathe.  Repairs needed to put the boring mill in satisfactory condition are estimated to cost an additional $5,000 in labor and parts.  The supervisor estimates that these overhauls would prolong the life of the lathes and boring mill to 12 years.  However, for depreciation purposes, the overhaul outlays would be added to the existing net book value and depreciated straight-line over eight years.  At the end of 12 years, no salvage value for this equipment is anticipated.  These overhaul outlays do not qualify for any ITC.

Direct labor costs with the present lathes and boring mill are running at $72,000 per year.  With the two new lathes, the estimated direct labor costs would be cut to about $48,000 per year by eliminating the "graveyard" shift.  Given the higher speed of the new equipment, the same volume of production could be accomplished on two shifts.

General plant overhead currently is allocated on the basis of 20 percent of direct labor hours to each operating department within the Coleman plant.
  Accordingly, the department involved with this decision would be allocated approximately $4,800 less overhead.

If an overhaul of the existing lathes were undertaken, the "normal" annual maintenance is estimated to be $4,000 higher than for the new lathes.  The engineering supervisor believes that the current maintenance cost for the boring mill would remain at the current level of $2,000 annually after the overhaul.

Future sales are predicted to be equal, and possibly somewhat higher, than sales over the last few years.  Coleman is taxed at 34 percent and requires a 14 percent rate of returns on projects of this risk class.

Assignment:
What action, if any, should Coleman Coupling take?  Assumptions must be explicit and defensible.  What "qualitative" factors might have a bearing on the decision if the overhaul versus new equipment calculation comes out close to neutral?

     � These general overhead costs include senior plant administration, accounting, computer charges, and general plant maintenance, e.g., parking lot maintenance, rest room repair, etc.
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