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QUESTIONS 

FINANCIAL MANAGEMENT 

CAPITAL BUDGETING 

 

Question 1  

Smiley  Limited  is  planning  its  capital  investment  programme  for  next  year.  It  

has  five projects all of which give a positive NPV at the company cut-off rate of 15 

percent, the investment outflows and present values being as follows: 

 

Project 
Investment NPV @ 15% 

`000 `000 

A (50) 15.4 

B (40) 18.7 

C (25) 10.1 

D (30) 11.2 

E (35) 19.3 

 

The company is limited to a capital spending of `1,20,000. 

You are required to optimise the returns from a package of projects within the 

capital spending limit. The projects are independent of each other and are divisible 

(i.e., part- project is possible). 
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Question 2 

Muffins co.  is considering to modernize its production facilities and it has two 

proposals under consideration. The expected cash flows associated with these 

projects and their NPV as per discounting rate of 12% and IRR is as follows: 

Year 
Cash Flow 

Project A (cupcakes`) Project B (jelly`) 

0 (40,00,000) (20,00,000) 

1 8,00,000 7,00,000 

2 14,00,000 13,00,000 

3 13,00,000 12,00,000 

4 12,00,000  

5 11,00,000  

6 10,00,000  

NPV @12% 6,49,094 5,15,488 

IRR 17.47% 25.20% 

Which project should muffins co. accept? 
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Question 3 

Company rainbow is forced to choose between two machines A and B. The two 

machines are designed differently, but have identical capacity and do exactly the 

same job. Machine A costs ` 1,50,000 and will last for 3 years. It costs ` 40,000 per 

year to run. Machine B is an ‘economy’ model costing only `1,00,000, but will last 

only for 2 years, and costs ` 60,000 per year to run. These are real cash flows. The 

costs are forecasted in rupees of constant purchasing power. Ignore tax. 

Opportunity cost of capital is 10 per cent. Which machine company rainbow should 

buy? 
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Question 4 

Lilies  Limited is thinking of replacing its existing machine by a new machine which 

would cost ` 60 lakhs. The company’s current production is ` 80,000 units, and is 

expected to increase to 1,00,000  units, if the  new machine is bought. The selling 

price of the  product  would remain unchanged at ` 200 per unit.  The following is 

the cost of producing one unit of product using both the existing and new machine: 

Unit cost (` ) 

 
Existing 

Machine (80,000 
units) 

New 
Machine 
(1,00,000 

units) 

Difference 

Materials 75.0 63.75 (11.25) 

Wages & Salaries 51.25 37.50 (13.75) 

Supervision 20.0 25.0 5.0 

Repairs and Maintenance 11.25 7.50 (3.75) 

Power and Fuel 15.50 14.25 (1.25) 

Depreciation 0.25 5.0 4.75 

Allocated Corporate 
Overheads 

  10.0 12.50   2.50 

 183.25 165.50 (17.75) 

The  existing  machine  has  an  accounting  book  value  of  `  1,00,000,  and  it  has  

been  fully depreciated for tax purpose.  It is estimated that machine will be useful 

for 5 years.  The supplier of the new machine has offered to accept the old machine 

for ` 2,50,000.   However, the market price of old machine today is ` 1,50,000 and it 

is expected to be ` 35,000 after 5 years. The new machine has a life of 5 years and a 

salvage value of ` 2,50,000 at the end of its economic life.   Assume corporate 

Income tax rate at 40%, and depreciation is charged on straight line basis for 

Income-tax purposes.  Further assume that book profit is treated as ordinary income 

for tax purpose.  The opportunity cost of capital of the Company is 15%. 

Required: 

i. Estimate net present value of the replacement decision. 

ii. Estimate the internal rate of return of the replacement decision. 

iii. Should Company go ahead with the replacement decision?  Suggest. 
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Year (t) 1 2 3 4 5 

PVIF0.15,t 0.8696 0.7561 0.6575 0.5718 0.4972 

PVIF0.20,t 0.8333 0.6944 0.5787 0.4823 0.4019 

PVIF0.25,t 0.80 0.64 0.512 0.4096 0.3277 

PVIF0.30,t 0.7692 0.5917 0.4552 0.3501 0.2693 

PVIF0.35,t 0.7407 0.5487 0.4064 0.3011 0.2230 
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Question 5 

Flavors  Ltd. has a machine which has been in operation for 3 years.  Its remaining 

estimated useful life is 8 years with no salvage value in the end.  Its current market 

value is ` 2,00,000.  The company is considering a proposal to purchase a new model 

of machine to replace the existing machine. The relevant information is as follows: 

 Existing Machine New Machine 

Cost of machine ` 3,30,000 ` 10,00,000 

Estimated life 11 years 8 years 

Salvage value Nil ` 40,000 

Annual output 30,000 units 75,000 units 

Selling price per unit ` 15 ` 15 

Annual operating hours 3,000 3,000 

Material cost per unit ` 4 ` 4 

Labour cost per hour* ` 40 ` 70 

Indirect cash cost per annum ` 50,000 ` 65,000 

The company follow the straight line method of depreciation. The corporate tax rate 

is 30 per cent and WX Ltd. does not make any investment, if it yields less than 12 

per cent.  Present value of annuity of Re. 1 at 12% rate of discount for 8 years is 

4.968.  Present value of ` 1 at 12% rate of discount, received at the end of 8th year is 

0.404.  Ignore capital gain tax. 

Advise flavors Ltd. whether the existing machine should be replaced or not. 

* In the question paper this word was wrongly printed as ‘unit’ instead of word 

‘hour’. The answer provided here is on the basis of correct word i.e. ‘Labour cost per 

hour’. 
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Question 6 

A Babies hospital is considering to purchase a diagnostic machine costing ` 80,000. 

The projected life of the machine is 8 years and has an expected salvage value of ` 

6,000 at the end of 8 years. The annual operating cost of the machine is ` 7,500. It is 

expected to generate revenues of ` 40,000 per year for eight years. Presently, the 

hospital is outsourcing the diagnostic work and is earning commission income of ` 

12,000 per annum; net of taxes. 

Required: 

Whether  it  would  be  profitable  for  the  hospital  to  purchase  the  machine?  

Give  your recommendation under: 

i. Net Present Value method 

ii. Profitability Index method. 

PV factors at 10% are given below: 

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 

0.909 0.826 0.751 0.683 0.621 0.564 0.513 0.467 
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Question 7 

Dumpling Enterprises, a garment manufacturing company is considering the 

introduction of a new line of manufacturing of Jeans pants with an expected life of 

fiveyears. In the past the firm has been quite conservative in its investment in 

new projects, sticking primarily to standard garments. The new project is going to 

be setup in the New Industrial Area and enjoys Income Tax Holiday of 5years. 

The CEO of the company is of the opinion that the normal required rate of return 

for the company of 12% is not sufficient. Therefore, the minimum acceptable rate of 

return of this project should be 18%. 

The initial outlay of the project is `10,00,000. The expected free cash flows from 

the project and the present value factors are given below:  
 

Years 2 3 4 5 

Cash flows 2,00,000 3,00,000 4,00,000 3,00,000 2,00,000 

PVIF @ 12% 0.893 0.797 0.712 0.636 0.567 

PVIF @ 18% 0.847 0.718 0.609 0.516 0.437 

i. As CFO of the company, justify, whether the project can be accepted? 

Will your decision change if the Government gives GST tax breaks for the first 

5 years, which results in increasing cash inflows of the company by 8% and 

also reduces initial cash outflowby8%? 
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Question 8 

HONEYLICIOUSCompany is considering the replacement of its existing machine 

with a new machine. The Purchase price of the New machine is ` 26 Lakhs and its 

expected Life is  8years. The company follows straight-line method of depreciation 

on the original investment (scrap value is not considered for the purpose of 

depreciation). The other expenses to be incurred for the New Machine are asunder: 

i. Installation Charges ` 9,000 

ii. Fees paid to the consultant for his advice to buy New Machine ` 6,000. 

iii. Additional Working Capital required ` 17,000. (will be released after 8 years) 

The written down value of the existing machine is ` 76,000, and its Cash Salvage 

Valueis` 12,500. The dismantling of this machine would cost ` 4,500. The Annual 

Earnings (before  tax  but  after  depreciation)  from  the  New  Machine  would  

amount  to` 3,15,000. Income tax rate is 35%. The Company's required Rate of 

Return is 13%. 

You are required to advise on the viability of the proposal.  

PVIF (13%, 8)=0.376 PVIFA (13%, 8) =4.80 
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Question 9 

Love airs  Ltd. wants to take advantage of a new government scheme of connecting 

smaller towns and wants to purchase one-turboprop airplane at a cost of ` 5 crores. 

It has obtained permission to fly on 4sectors. 

The company had provided the following estimates of its costs and revenues. The 

cost of capital is 16% and the company depreciates its assets over a period of 25 

years on a straight-line basis. Currently it is operating in a 30% tax regime and 

under the new government scheme it enjoys a 100% tax waiver for the first 3 years. 

 Passenger Capacity of the aircraft: 60passengers 

 Expected Operational Capacity:80% 

 Per aircraft no. of trips on a daily basis:4 

 Amount in (`) 

Average realization per passenger 2,000 

Annual Cost of Manpower 2,50,00,000 

Airport handling charges - Fixed per day 10,000 

Annual Repairs and Maintenance 5,00,00,000 

Daily Operating Costs 75,000 

The costs with the exception of Airport handling  charges are  expected  to  increase  

10% year on year and the Operational Capacity would go up to 90% from Year3. 

The certainty of achieving the projected cash flows in the first five years are 0.8,  0.9, 

0.75, 0.7 and 0.7 and PV at 16% are 0.862, 0.743, 0.641,0.552, 0.476respectively. 

Advise the management on the feasibility of the project,  assuming the aircraft  

operates on  all the  365 days inayear. 
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Question 10 

Bubbles Limited is consideringbuying a new machine which would have a useful 

economic life of five years, at a cost of `25,00,000 anda scrap value of `3,00,000, with 

80 per cent of the cost being payable at the start of theprojectand 20 per cent at the 

end of the first year.  The machine would produce 75,000 unitsperannuma new 

product with an estimated selling price of `300 per unit.  Direct costs would be `285 

per unit and annual fixed costs, including depreciation calculated on a straight- line 

basis, would be `8,40,000 per annum. 

In the first year and the second year, special sales promotion expenditure, not 

included in the above costs, would be incurred, amounting to `1,00,000 and 

`1,50,000 respectively. 

Evaluate  the  project  using  the  NPV  method  of  investment  appraisal,  assuming  

the company’s cost of capital to be 15 percent. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



                                                                                                                            

Page12 

 

Question 11 

A manufacturing unit engaged in the production of automobile parts is considering 

a proposal of purchasing one of the two plants, details of which are given below: 

Particulars Plant A Plant B 

Cost `  
20,00,000 

` 38,00,000 

Installation charges ` 4,00,000 ` 2,00,000 

Life 20 years 15 years 

Scrap value after full life ` 4,00,000 ` 4,00,000 

Output per minute (units) 200 400 

 

The annual costs of the two plants are as follows:   

Particulars Plant A Plant B 

Running hours per annum 2,500 2,500 

Costs: (In `) (In `) 

Wages 1,00,000 1,40,000 

Indirect materials 4,80,000 6,00,000 

Repairs 80,000 1,00,000 

Power 2,40,000 2,80,000 

Fixed Costs 60,000 80,000 

Will it be advantageous to buy Plant A or Plant B? Substantiate your answer with 

the help of comparative  unit  cost  of  the  plants.  Assume  interest  on  capital  at   

10  percent.  Make  other relevant assumptions: 

Note: 10 percent interest tables 

 20 Years 15 Years 

Present value of `  1 0.1486 0.2394 

Annuity of ` 1 (capital recovery factor with 10% 
interest) 

0.1175 0.1315 
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Question 12 

NuggetsChemicals  is  evaluating  two  alternative  systems  for  waste  disposal,  

System  A  and System B, which have lives of 6 years and 4 years respectively. The 

initial investment outlay and annual operating costs for the two systems are 

expected to be as follows: 

 System A System B 

Initial Investment Outlay ` 5 million ` 4 million 

Annual Operating Costs ` 1.5 million ` 1.6 million 

Salvage value ` 1 million ` 0.5 million 

If the hurdle rate is 15%, which system should ABC Chemicals choose?  

The PVIF @ 15% for the six years are as below: 

Year 1 2 3 4 5 6 

PVIF 0.8696 0.7561 0.6575 0.5718 0.4972 0.4323 

 

 


