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Advanced Capital Budgeting Decisions m

Scenario Analysis

Question 11:

A company wants to invest in a project. This requires an initial investment of I 4,50,000. Salvage
value after estimated useful life of 5 years is 50,000. Other details of project are as follows:

Worst case Most likely Best case
Contribution () 3,30,000 5,40,000 6,31,250
Fixed cost excluding depreciation) (%) 75,000 1,50,000 2,00,000

Tax rate is 40%. Expected cost of capital of project is 12%. Ignore tax on capital gain.
i. Calculate NPV in each scenario.

ii. The company is certain about most likely result in first two years, but uncertain about remaining
period. In such a situation, calculate NPV expecting worst case scenario during next two years
and best case scenario in the remaining period.

Years 1 2 3 4 5
PVIFo.12t 0.893 0.797 0.712 0.636 0.567
PVIFA.12¢ 0.893 1.690 2.402 3.038 3.605

(Source: ICAI)
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