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Answer to Question No.1        Certainty Equivalent  
1. Certainty Equivalent approach recognize risk in capital Budgeting decisions in the sense that the cash 

Flows are converted into riskless cash flows. In a way, the conservative approach is adopted  for 

deciding possible cash flows. 

2. If greater risk is expected ,the smaller will be the certainty Equivalent Value for cash inflows. For 

Example, if a company decides ( estimates) that cash inflow of ` 1,00,000 will arise at the end of year 1 

and certainty Equivalent is 0.7 , The cash inflow of ` 70,000 is recommended to be considered. 

3. This approach is simple and easy to understand and apply. It can also be calculated for different risk 

levels applicable in different periods. For Example, in a particular year , if high level of risk is associated 

with cash Flows, it can be easily adjusted and NPV can be recalculated accordingly. 

4. Risk – adjusted Rate v/s Certainty Equivalent :- Certainty Equivalent  

Approach is more superior because it measures risk more accurately. It is a fact that cash flows are 

more uncertain than the cost of capital. Hence, it is more appropriate to adopt conservative approach 

in relation to cash flows. 

Answer to Question No.2       

Year Cash Advantage PVF @12% Total PV 

1 to 7 ₹ 4000 P.a. 

(Saving in material cost) 

4.564 18256 

1 to 7 ₹ � p.a. 

(Saving in Labour cost) 

4.564 4.564 � 

   18256 + 4.564 � 

 (-) Initial cash outflow  (40000) 

 NPV  4.564 � -21744 

In order to be financial viable, 

NPV≥0 

4.564-21744≥0 

� ≥ 4764 

Hence, minimum desired saving in labour cost = ₹ 4764 p.a. 

Answer to Question No.3  

Initial Cash Outflow = ₹ 8000 

Future Cash Inflow:- 

Annual Revenue ₹ 40000 

(-) Annual Operating Cost (₹ 7500) 

(-) Annual Depreciation 






 

8

600080000
 

(₹ 9250) 

PBT 23250 

(-) Tax @25%  (5813) 

PAT 17437 

(+) Annual Depreciation    9250 

     Annual Cash inflow (New Activity) 26687 

(-) Annual cash inflow (Old Activity) (12000) 

     Diff. Cash inflows (year 1 to 7) 14687 

(+) Salvage Value   6000 

                      Diff. Cash inflow (year 8) 20687 

 

 Test – 3 (Solution) 

Time Allowed: 1 hour 20 minutes  16-FEB-2020 Total Marks :44 Marks 
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Computation of NPV @10% 

Year Cash Inflow PVF@10% Total PV 

1 to 7 14687 4. 868 71496 

8 20687 0.467 9661 

  PV of cash inflows 81157 

  (-) Initial cash outflow 80000 

  NPV 1157 

Since, NPV > 0, the investment is financially viable. 

*Computation of PI@10% 

 PI =  
 outflow cash Initial

inflows cash ofPV 
  = 
80000

81157
= 1.014 

Since PI > 1, the Investment is financially viable. 

Answer to Question No.4          

Machine MX 

Year 
Profit before 
Depreciation 

Depreciation PBT 
Tax  

@ 30% 
PAT 

Cash 
Inflow 

PVF  
@ 10% 

Total PV 

1 2,50,000 1,30,000 1,20,000 36,000 84,000 2,14,000 0.909 1,94,526 

   2 2,30,000 1,30,000 1,00,000 30,000 70,000 2,00,000 0.826 1,65,200 

3 1,80,000 1,30,000 50,000 15,000 35,000 1,65,000 0.751 1,23,915 

4 2,00,000 1,30,000 70,000 21,000 49,000 1,79,000 0.683 1,22,257 

5 1,80,000 1,30,000 50,000 15,000 35,000 1,65,000 0.621 1,02,465 

6 1,60,000 1,30,000 30,000 9,000 21,000 1,71,000 0.564    96,444 

PV of Cash Inflows 8,04,807 

(-) Initial Cash Outflow (8,00,000) 

NPV        4,807 

Note 1: Depreciation each year = [(` 8,00,000 - ` 20,000)/6 years] = ` 1,30,000 
  Note 2: Cash Inflow in the 6

th
 year includes salvage value of ` 20,000. 

Machine MY 

Year 
Profit before 
Depreciation 

Depreciation PBT 
Tax  

@ 30% 
PAT 

Cash 
Inflow 

PVF @ 
10% 

Total PV 

1 2,70,000 1,65,000 1,05,000 31,500 73,500 2,38,500 0.909 2,16,796 

2 3,60,000 1,65,000 1,95,000 58,500 1,36,500 3,01,500 0.826 2,49,039 

3 3,80,000 1,65,000 2,15,000 64,500 1,50,500 3,15,500 0.751 2,36,940 

4 2,80,000 1,65,000 1,15,000 34,500 80,500 2,45,500 0.683 1,67,670 

5 2,60,000 1,65,000 95,000 28,500 66,500 2,31,500 0.621 1,43,961 

6 1,85,000 1,65,000 20,000 6,000 14,000 2,09,000 0.564 1,17,876 

PV of Cash Inflows 11,32,092 

(-) Initial Cash Outflow (10,20,000) 

NPV 1,12,092 

Note 1 : Depreciation each year = [(` 10,20,000 - ` 30,000)/6 years] =  ` 1,65,000 

Note 2 : Cash Inflow in the 6
th

 year includes salvage value of ` 30,000 

Conclusion: Machine MY is recommended to be purchased as its NPV is more.  
Important Notes: - 

1. Since machine have economic life of 6 years and depreciation is to be charged on SLM basis, the amount of 

depreciation will be: -  

 Machine MX = (8,00,000 – 20,000)/6 years = ` 1,30,000. 

 Machine MX = (10,20,000 – 30,000)/6 years = ` 1,65,000. 

2. Salvage value of both machines should be added in cash inflow of 6
th

 year.         
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Answer to Question No.5                           

Option 1 (To Get The Part Serviced At The End Of Year 1) (Life = 3 Years) 

PV of cash outflows = 50000 + (10000 x 0.9091) = ₹ 59091 

PV of cash inflows = (18000 x 0.9091) + (18000 x 0.8264) + (18000 + 12500 x 0.7513) = ₹ 54154 

NPV = PV of cash inflow- PV of cash outflow 

         = 54154 - 59091 = (-) 4937 

 

Option 2 (To Get the Part Replaced At the End Year 2) (Life = 4 Years) 

PV of cash outflows = 50000 + (15400 x 0.8264) = ₹ 62727 

PV of cash inflows = (18000 x 0.9091) + (18000 x 0.8264) + (18000 x 0.7513) + (18000 + 9000) x 0.6830 = ₹ 63203 

NPV = 63203-62727 = ₹ 476 

In the given case, we see the situation of unequal lives. 

Hence, we have to calculate Equalized NPV in the following manner. 

 

Option1 =
yearsforPVAF 3%10@

4937
= 

4868.2

4937
= (-) 1985 

 

Option2 =
yearsforPVAF 4%10@

476
= 

1698.3

4937
= 150 

 

So, it is advised to select option 2. 

 

Answer to Question No.6    

Balance Sheet Channel 
1) This theory emphasizes the fact that “External Financing” is inversely related to borrower’s net worth, 

i.e., greater the net worth of the firm, more amount of internal funds will be used as finance for future 

investment. Also, the lenders will take less risk while lending high net worth borrowers and such 

lending is at low rates of interest. 

2) Balance Sheet Channel refers to the observation that  change in interest rates affects borrower’s 

balance sheet and income statement. In a way, it affects the financial position of the firm. 

3) It has serious implications for credit availability to borrowers especially small scale borrowers who find 

it difficult to arrange collateral for, their loan requirements. It may lead to increase in interest rates 

raising the cost of credit to the small users. 

Answer to Question No.7       

Statutory Liquidity Ratio (SLR) 

1) All the banks of India are required to keep specific % of TDTL (Total Demand & Time Liabilities) in 

the form of Cash, Gold, Government securities or other approved investments. 

2) Presently, SLR is 18.25%. 

3) SLR is an important tool in liquidity management. Higher SLR lower liquidity of the banks and Lower 

SLR increase the liquidity position of the banks. 

4) During recession, RBI reduces, SLR to enable the banks to extent more credit to households and 

firms which will lead to increase in Aggregate Demand. 

During inflation, RBI increases SLR to force the banks to grant less credit to firms and households 

which will lead to decrease in Aggregate Demand. 
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Answer to Question No.8     

Criticism of Quantity Theory of Money:- 
1) This theory assumed following factors as constant (a) V (Velocity transaction of legal tender) (b) V’ 

(Velocity transaction of credit money) (c) T (Total transactions). 

This assumption may not be true always. 

2) This theory assumes price level as passive factor. However, on ground level, we observe the 

inflationary trend in which we first observe increase in price levels and thereafter, the money 

supply factor has to be adjusted. 

3) Fisher’s theory fails to sustain the test of time. Under the period of recession, there is no reduction 

in the money supply(people may hoard it) but still the prices fall. 

4) The theory assumes direct and proportionate relation between money supply and price level. 

This assumption is true only at the level of full employment. But, full employment is simply a myth. 

5) Non- monetary factors are ignored. There are many other factors besides money which may 

influences the price level like diversity of human wants, technological advancements and personal 

capacity of different type of buyers. 

Answer to Question No.9    

Credit Multiplier 
1) It describes the amount of money created by banks through the process of lending the available 

money in the excess of reserve requirements. 

2) Formula:- 

Total Money Created= Amount of Deposits X Credit Multiplier 

Credit Multiplier = 
Ratio Reserve

1

 
 

3) Example:- Suppose, a customer deposits ₹ 10,000 in a bank and such bank is required to keep 20% 

reserve, the bank can lent 80%, i.e., ₹ 8,000 to other customers. Out of ₹ 8,000 which is lent, 20% 

will have to be kept as reserve and remaining 80%, i.e., ₹ 6,400 can be further lent to another 

customer and this procedure will go on. 

Hence, total deposit money created is:- 

₹10,000 + ₹ 8,000 + ₹6,400 +… 

=
 Ratio Common

  Term First

1
 (Because it is G.P.) =

80.01

000,10


= 

20.0

000,10
= ₹ 50,000 

4) Alternatively, 

Credit Multiplier=
Ratio Reserve

1
=
20.0

1
= 5 

Total Deposit = Amount of Deposit X Credit Multiplier 

Money Created = 10,000 X 5 = ₹ 50,000 

5) There is inverse relationship between reserve ratio and total money which can be created. If 

reserve ratio is less, in such a case, more amount of deposits can be created and vice-versa. 

 


