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Class Simulation example Question Answer
A simulation model could be constructed by assigning a range of random number digits to each possible value for each of the uncertain variables. The random numbers must exactly match their respective probabilities. This is achieved by working upwards cumulatively from the lowest to the highest cash flow values and assigning numbers that will correspond to probability groupings as follows.
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* Probability is 0.15 (15%). Random numbers are 15% of range 00 – 99.
** Probability is 0.40 (40%). Random numbers are 40% of range 00 – 99 but starting at 15.
*** Probability is 0.30 (30%). Random numbers are 30% of range 00 – 99 but starting at 55.
For revenue, the selection of a random number in the range 00 and 14 has a probability of 0.15. This probability represents revenue of $40,000. Numbers have been assigned to cash flows so that when numbers are selected at random, the cash flows have exactly the same probability of being selected as is indicated in their respective probability distribution above.
Random numbers would be generated, for example by a computer program, and these would be used to assign values to each of the uncertain variables.
For example, if random numbers 378420015689 were generated, the values assigned to the variables would be as follows.
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A computer would calculate the NPV may times over using the values established in this way with more random numbers, and the results would be analysed to provide the following.
(a) An expected NPV for the project
(b) A statistical distribution pattern for the possible variation in the NPV above or below this average
The decision whether to go ahead with the project would then be made on the basis of expected return and risk.
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