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The  material comprises of problems from NPV, IRR , Profitability Index  methods, along 

with some theoretical concepts. This follows from the last problem of NPV method done in 

the last class 

PROBLEM 

 

 

Solution 

                                                   Statement showing the NPV 

YEAR FUTURE CASH 
INFLOWS 

CASH 
INFLOWS 
FROM 
EXISTING 
PROJECT 

CASH 
INFLOWS 
FROM NEW 
PROJECT 

 
 

PV OF Re.1 
@10% 

PRESENT 
VALUE 

1 52000 20000 32000 .909 29088 

2 68000 20000 48000 .826 39648 

3 80000 20000 60000 .751 45060 

4 72000 20000 52000 .683 35516 

5 60000 20000 40000 .620 24800 

PRESENT VALUE OF THE NEW PROJECT 174112 

LESS: INITIAL INVESTMENT 160000 

NPV OF THE NEW PROJECT 14112 

 It is evident from the above statement that the NPV of the new project is positive and hence will be 

accepted. 
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Solution   

                                        STATEMENT OF NET CASH INFLOWS 

particulars 1st year 2nd  year 3rd  year 4th  year 5th year 

PBDT 90000 105000 120000 150000 165000 

Less 
Depreciation 

60000 60000 60000 60000 60000 

PBT 30000 45000 60000 90000 105000 

Less Tax 15000 22500 30000 45000 52500 

Add 
Depreciation 

60000 60000 60000 60000 60000 

NET CASH 
INFLOWS 

75000 82500 90000 105000 112500 

 

                                                                 STATEMENT SHOWING NPV 

YEAR NET CASH INFLOWS PVF OF Re. 1at 15% Present value 

1 75000 .869 65220 

2 82500 .756 62378 

3 90000 .657 59175 

4 105000 .5718 60039 

5 112500 .4972 55935 

TOTAL PRESENT VALUE 302747 

Less INITIAL INVESTMENT 300000 

NET PRESENT VALUE 2747 

 

Since the NPV of the given project is positive . so the project should be accepted. 
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PROBLEM : a project requires an initial investment of Rs. 12000. The annual cash flow is estimated at 

Rs. 4000 for 5years. Calculate the internal rate of return. 

Solution: Let F be the factor 

So, F=12000/4000= 3 

We get from the PVF table 

PV of annuity of Re.1 at 19% for 5 years = Rs. 3058 

PV of annuity of Re.1 at 20% for 5 years=Rs. 2991 

 

Computation of NPV at 20% 

PV of cash inflow: (Rs. 4000*2991) =Rs. 11964 

Less: Initial investment                       =Rs. 12000 

NPV                                                         - 36 

Computation of NPV at 19% 

PV of cash inflows : (Rs. 4000*3058) = Rs. 12232 

Less: Initial investment                          =Rs. 12000 

NPV                                                         Rs. 232 

Now let IRR =r 

So, r= 19 +232/232-(-36) *(20-19) 

=19+232/268 



                           CAPITAL BUDGETING –(CONTINUED FROM AFTER THE LAST CLASS) 

=19+ 0.87 

=19.87 

So, required IRR is 19.87 

 

PROFITABILITY INDEX METHOD 

 

 

 

PROBLEM 

A project requires an initial outlay of Rs. 60000 with a working life of 4years. The annual cash inflows 

that will be occurred from the project during the first year through four years are expected to be Rs. 

15000, Rs. 24000, and Rs. 30000 respectively. If the rate of discount is 12% , calculate the 

Profitability Index of the project. 

                             STATEMENT SHOWING PRESENT VALUE OF CASH INFLOWS 

YEAR CASH INFLOWS PV OF Re. 1at a 
discount of 12% 

PV 

1 15000 0.893 13395 

2 24000 .797 19128 

3 24000 .712 17088 

4 30000 .636 19080 

Total present value of cash In flows 68691 

Lesss:initial investmneg 60000 

NPV 8691 

 

GROSS PROFITABILITY INDEX= PV of Cash inflows/Initial investment 

=68691/60000=1.145 

NET PROFITABILITY INDEX = NPV/Initial investment 

=8691/60000=0.145 
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