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Abstract: 

This case is about evaluating alternatives using capital budgeting techniques like NPV or IRR. 

The case aims at giving the students a gist of the concepts of capital budgeting. Students have to 

compare three alternatives that company has in hand and they are required to select the best 

alternative out of three alternatives that company currently is thinking of. The case focuses on 

discounted methods than non-discounted ones but case has explained the limitations of non-

discounted methods. The calculation of required rate of return using CAPM has also been made 

a part of the case. 
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Case Background: 

Rudra is a student who has just completed his MBA and has got placement in a reputed 

manufacturing company. He has got the position of Assistant Manager (Finance) and is reporting 

to Mr. Mittal. Mr. Mittal is Deputy Manager (Finance) of same company. Rudra would be on 

training for first three months and would be working under the guidance of Mr. Mittal on the 

projects assigned to Mr. Mittal with him. 

Company is thinking of purchasing a new machine to increase the size of its operations and has 

two proposals in their mind. The first proposal is to buy a new machine that would cost company 

Rs.10,00,000 and would have life of 8 years. The second option is to buy a new machine that is 

going to cost them Rs.7,00,000 and would be having estimated life of 6 years. Company already 

has one machine that functions same and the current market value of the machine is Rs.2,70,000. 

This machine is 4 years old machine and is not in much good condition. This old machine may 

serve company for 3 more years without any repair and 5 years with some repairs and 

maintenance. Company has to choose the best alternative to widen the size of their activities and 

the task of evaluating the alternatives is assigned to Mr. Mittal. Mr. Mittal, being very busy in 

completing the projects deadlines already assigned to him, has delegated the task of evaluating 

these new projects to Rudra. 

Since it’s the first project that Rudra got to evaluate in a big company, he is very excited to start 

working on the same. In his excitement and enthusiasm, he started working on the same but he 
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perplexed and could not understand how to move ahead with this task. He took his problem to 

his Boss Mr. Mittal.  

Mr. Mittal, “Let me tell you about the days I was studying and we used to think about starting 

new venture of our own.” 

Rudra, “Have you tried venture of your own?” 

Mr. Mittal, “We used to think about, but then we did not as while evaluating the projects we 

were little ambiguous about the options in mind and there was no one to guide us about our 

methods of evaluation. Then we got very good placement from campus, so we never tried our 

venture.” 

Rudra, “Sir, How you used to evaluate your ideas” 

Mr. Mittal, “We were 3 best friends and everyone was having their own ideas, so we usually 

applied our concepts of capital budgeting to find out which project is going to give us more 

benefit” 

Rudra, “Capital Budgeting means techniques of NPV, IRR, Payback period etc.” 

Mr. Mittal, “Yes, these techniques helped us a lot in selecting the best ideas out of all that we 

have.” 

Rudra, “So even I should apply the same techniques” 

Mr. Mittal, “Yes, these were the techniques that used to help us evaluating the opportunities and 

these will guide you also in reaching the best alternative.” 

Rudra, “Sir, I will use payback period method for evaluating the current projects in hand as it is 

so simple method and quick to calculate. Is it fine?” 

Mr. Mittal, “Be careful while selecting the method, as there are some methods that do not 

consider the time value of money, payback is one such method. The evaluation that you would 

be doing is going to affect long term cash flows of the company. You know value of money 

keeps on changing. When you were in school, Rs.100 was a big amount as pocket money but 

school going kids today does not value Rs.100 that much. Why? Because the purchasing power 

in 9-10 years came down.  

So we should consider the method that discounts time value of money. Use Discounted 

techniques which are going to discount the value of cash flows like NPV, IRR and Profitability 

Index does.” 

Rudra, “Oh, right sir, I totally skipped this discounted value of cash flows from my mind. But sir 

what about NPV and IRR?Which one is the reliable method to use?” 
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Mr. Mittal, “Rudra, every method has its own set of advantages and limitations. I would have 

told you but I have to go for an important meeting. You do some research on it.” 

Rudra, “Sir, one more thing if you can tell me please.” 

Mr. Mittal, “Yes, but be quick in asking. I don’t want to be late for meeting.” 

Rudra, “In the capital Budgeting problems, Cash flows and cost of capital was always given. But 

for the project I got to evaluate, I do not have any cash flows and cost of capital. How to decide 

on cash flows and discount rates to find present value of money?” 

Mr. Mittal, “Oh my son, all such things are estimates that we have to make in order to reach a 

decision. There is no such specific method for deciding cash flows. All such things need 

estimation and judgment. You make your judgment, take your decisions and I will be helping 

you in case the need be. Now I am leaving for my meeting. Good Luck to you for your first 

project.” 

Rudra, “Thankyou Sir, I will surely put my best for this task. Thanks for guidance.” 

Mr. Mittal left for the meeting and Rudra still contemplating which method to adopt. He did 

some desk research on NPV, IRR and other methods. He decided he will be using both the 

methods to evaluate the project. But he wanted to decide on the cash flows and discount rates 

first. He kept on thinking for long. Finally, the day was over and he left for home. 

He kept thinking about the three alternatives and the cash flows associated with all the 

alternatives. While having dinner, he discussed the entire day’s story with his father. He could 

get some examples regarding cash flows estimation from his father. And finally after a long 

discussion with himself, he slept with cashflow projections of the all the alternatives. 

Next day morning, he joined office with a cheerful smile on his face. He showed his projections 

on cash flows to Mr. Mittal. The cash flows are as: 

 

Time 

Period 

Old machine Machine 1 Machine 2 

1 1,00,000 2,20,000 2,40,000 

2 1,00,000 2,00,000 2,00,000 

3 1,00,000 1,80,000 1,80,000 

4 90,000 1,60,000 1,60,000 

5 85,000 1,50,000 1,50,000 

6 - 1,40,000 1,30,000 

7 - 1,30,000 - 

8 - 1,30,000 - 
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He also has collected the other required information which is as follows: 

Depreciation that would be charged on all the machines is 11% on straight line basis method. 

Other Information that would affect the cash flow: 

Old Machinery: Currently it can be sold at its market Price which is Rs.2,70,000. If company is 

deciding to keep the machinery than it has to bear maintenance cost of Rs.80,000 in 4th year and 

Rs.80,000 in 5th year to run the machinery. This machine would not be having any scrap value 

after 5 years of estimated remaining life. 

Machine A: This machine has estimated life of 8 years and would fetch Rs.90,000 at the end of 

8th year. Rs.10,00,000 i.e. the cost of purchase does not include installation charges. Company 

has to spend Rs.50,000 for installation also. 

Machine B: This machine has an estimated life of 6 years and would be having the salvage 

value of 40,000 after 6 years. It also has installation cost apart from its purchase price which is 

30,000. This machine would require some maintenance services after 4 years, which would cost 

Rs.65,000 to the company. 

The taxation rate for the company is 30%. 

Rudra also added, if company is purchasing any new machine, it can dispose off old machine 

which has market value of Rs.2,70,000. 

Mr. Mittal was very impressed with the work he has done in a single day’s span and his attitude 

towards work. Mr. Mittal has given him some more time to come with his final call in this case.  

Rudra, “Sir, In order to reach one alternative, I need cost of capital to discount my cash flows. 

Can you please help me with that?” 

Mr. Mittal, “My dear, you remember one concept that you must have read and is called CAPM.” 

Rudra (thought for a while), “Yes sir, it is calculated using risk free rate, risk premium and beta 

and give us required rate of return.” 

Mr. Mittal, “How would you define required rate of return.” 

Rudra, “Sir, it is the return which we are expecting from our investment and is minimum return 

that we require.” 

Mr. Mittal, “This rate can be used as your cost of capital.” 

Rudra, “ Thankyou so much sir” 
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Rudra again did some research to find out riskfree rate, risk premium and beta. He found risk 

free rate is 6%, market return is 11% and beta is 1.2. 

Rudra has to work on the following questions to keep his image intact in the eyes of Mr. Mittal: 

1. Which method he should adopt for taking his decisions? 

2. Calculation of required rate of return? 

3. Which machine to buy of Machine A or B or company should continue to be with the 

current old machine? 

4. Should company go for more than one machine? 

He completed his work in the given time frame and went to Mr. Mittal next morning for 

presenting his findings. The following output he gave to Mr Mittal: 

1. He talked about one alternative that was having higher NPV than other two. Which 

project he was talking about? 

2. Mr. Mittal recommended him to check the same using IRR. Rudra tried the same. In your 

opinion, Does IRR confirm his findings? 

3. Why not to go for payback or post payback period methods? 

4. Mr. Mittal asked him to prepare NPV profiles for the projects. 

Pramana Research Journal

Volume 9, Issue 1, 2019

ISSN NO: 2249-2976

https://pramanaresearch.org/292


