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Question 6:  

GNIT Ltd. is planning to set up an education division to offer commercial training in software 
development. The target debt-equity ratio of the company is 1.5 and tax rate is 30%. The cash flows 
expected from the division and their probabilities are as follows : 

 Cash flow (Rs. lakhs) Probability (%) 
Year 1 10 30 

 25 60 
 20 10 

Year 2 30 40 
 35 20 
 25 40 

Year 3 40 15 
 45 50 
 35 35 

The initial investment required is Rs.60 lakhs. The analyst of the company estimates that:  

• The long term fund providers of the company generally expect a premium of 5% on the risk-free 
rate.   

• The cost of equity and debt are 20% and 14% respectively.  
• The cash flows of different years are independent.  
• The management of the company wants that the probability of the NPV being negative should 

not be more than 10%.   
• Assume Normal Distribution 

Advise: Should the company proceed with the investment? Support your answer with relevant 
calculations. 

(Source: FOD) 
 
 
 
 
 
 
 
 
 
 
 








