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Question 3:

L & R Limited wishes to develop new virus-cleaner software. The cost of the pilot project would be
¥ 2,40,000. Presently, the chances of the product being successfully launched on a
commercial scale are rated at 50%. In case it does succeed. L&R can invest a sum of X 20 lacs to
market the product. Such an effort can generate perpetually, an annual net after tax cash income of
X 4 lacs. Even if the commercial launch fails, they can make an investment of a smaller amount of %
12 lacs with the hope of gaining perpetually a sum of X 1 lac. Evaluate the proposal, adopting
decision tree approach. The discount rate is 10%.

(Source: ICAI)
ANSWER:

Decision tree diagram is given below:
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Evaluation

At Decision Point C: The choice is between investing ¥ 20 lacs for a perpetual benefit of T 4 lacs and
not to invest. The preferred choice is to invest, since the capitalized value of benefit of I 4 lacs (at
10%) adjusted for the investment of X 20 lacs, yields a net benefit of X 20 lacs.

At Decision Point D: The choice is between investing I 12 lacs, for a similar perpetual
benefit of ¥ 1 lac. and not to invest. Here the invested amount is greater than capitalized
value of benefit at I 10 lacs. There is a negative benefit of I 2 lacs. Therefore, it would not be
prudent to invest.

At Outcome Point B: Evaluation of EMV is as under (Z in lacs).
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Outcome Amount (%) Probability Result (%)
Success 20.00 0.50 10.00
Failure 0.00 0.50 00.00
Net result 10.00

EMV at B is, therefore, 10 lacs.

At A: Decision is to be taken based on preferences between two alternatives. The first is to test, by
investing I 2,40,000 and reap a benefit of ¥ 10 lacs. The second is not to test, and thereby losing
the opportunity of a possible gain.

The preferred choice is, therefore, investing a sum of X 2,40,000 and undertaking the test.
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