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                 TIME: 2 HOURS
INSTRUCTIONS:   
ANSWER QUESTION ONE (COMPULSORY) AND ANY OTHER TWO QUESTIONS

Question One (30 Marks)
 A project is considering two mutually exclusive projects requiring an initial cash outlay of Ksh. 10,000  each and with a useful life of 5 years.  The company required rate of return is 10% and the appropriate corporate tax rate is 5%.  The projects will be depreciated on a straight line basis.  The before depreciation and taxes cashflows expected to be generated by the projects are as follows:

	Year
	1
	2
	3
	4
	5

	Project A
	4000
	4000
	4000
	4000
	4000

	Project B
	6000
	3000
	2000
	5000
	5000


Required:

Calculate for each project:

a)
The payback period







(5 Marks)

b)
The average rate of return






(7 Marks)

c)
The net present value







(8 Marks)

d)
Profitability index







(4 Marks)

e)
The internal rate of return






(6 Marks)
Advice which project should be accepted in each case and why.




Question Two (20 Marks)
a)
A management is faced with eight projects to invest in.  The capital expenditures during the year have been rationed to Ksh. 500,000 and the projects have equal risk and therefore should be discounted at the firm’s cost of capital of 10%.

	Project
	Cost t = 0 (Ksh.)
	Project life
	Cashflow per year
	NPV at the 10% cost

	1
	400,000
	20
	58,600
	98,895

	2
	250,000
	10
	55,000
	87,951

	3
	100,000
	8
	24,000
	28,028

	4
	75,000
	15
	12,000
	16,273

	5
	75,000
	6
	18,000
	3,395

	6
	50,000
	5
	14,000
	3,071

	7
	250,000
	10
	41,000
	1,927

	8
	250,000
	3
	99,000
	(3,802)



Required:


Determine the optimal budget.





(10 Marks)

b)
Given the following information:

	Year
	Cashflow

Shs ‘000’
	Abandonment value

Shs ‘000’

	0
	(4800)
	4800

	1
	2000
	3000

	2
	1875
	1900

	3
	1750
	0



Required:

Determine when to abandon the project assuming a discount rate of 10%.
(10 Marks)

Question Three (20 Marks)
a)
Explain any of the merits and demerits of certainity equivalent approach.
(5 Marks)

b)
Identify the key steps followed in the sensitivity analysis process of appraising projects.










(5 Marks)

c)
State both the problems and advantages of sensitivity analysis processing assessing projects.








(10 Marks)

Question Four (20 Marks)
a)
State the deliverables of a project.





(8 Marks)

b)
State any six types of project appraisal and elaborate one each.

(6 Marks)

c)
Why has project appraisal been a source of confusion and difficulty in the recent past?










(6 Marks)


Question Five (20 Marks)

a)
The following is a statement indicating the financial implications of each of the two investment scenarios:

	
	INVESTMENT A
	INVESTMENT B

	Year
	Probability
	Cashflows 

Ksh. millions
	Expected cashflows Ksh. millions
	Probability
	Cashflow

Ksh. millions
	Expected cashflows ksh. millions

	1 – 4
	0.4
	6
	2.4
	0.3
	10
	3.0

	5 – 10
	0.4
	5
	2.0
	0.3
	7
	2.1

	1 – 4
	0.4
	6
	2.4
	0.5
	8
	4.1

	5 – 10
	0.4
	2
	0.8
	0.5
	4
	2.0

	1 – 4
	- 
	-
	-
	-
	-
	-

	5 – 10
	0.2
	2
	0.4
	0.2
	1
	0.2


Required:

Compute the expected cashflows in each case and state which investment is better and why?









(10 Marks)

b)
Explain other factors apart from cashflows that are known to affect the smooth running of projects.








(10 Marks)
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