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THIRD YEAR, SECOND SEMESTER EXAMINATION FOR BACHELOR OF COMMERCE  

HBF 2306: PROJECT APPRAISAL 

DATE: AUGUST 2014       TIME: HOURS 𝟐

INSTRUCTIONS:  Answer question one and any other two questions   

QUESTION ONE – (30 MARKS) 

a) What do you understand by the term “Project appraisal” and why is it necessary? 
      (2 marks) 

b) Discuss the characteristics of long term projects.          (4 marks) 
 

c) Capital rationing occurs where the value of viable projects at inception exceed the 
amount of capital available for investment. Discuss the types of capital rationing and how 
appropriate methods are applied in these cases.         (4 marks) 
 

d) Which factors should be considered when establishing capital budgets in the public 
sector?               (4 marks) 
 

e) Discuss the factors which are considered in abandonment of a capital project. (4 marks|) 
 

f) A project has the following cash flows over its useful life of 3 years: 
 

Cash flows   Abandonment 
Sh.000    Sh.000 

 0    (4 800)  4 800 

 1     2 000  3 000 
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 2    1 875  1 900 

 3    1 750  0 

Company’s cost of capital is 10% 

Required: 

Determine the optimal date of abandonment of the project.         (3 marks) 

g) A company is considering two mutually exclusive projects requiring an initial outlay of 
sh.100,000 each and with a useful life of 5 years. The company’s required rate of return 
is 12% and the appropriate corporate tax rate is 40%. The projects will be depreciated on 
a straight line basis. The before depreciation and tax cash flows expected to be 
guaranteed by the projects are as follows: 

Year  1          2              3        4       5 

 Project A (Sh) 40,000         40,000 40,000        40,000       40,000 

 Project B         (sh)   60,000       30,000      20,000        50,000  50,000 

Required : 

Select the project using: 

i. Accounting rate of return      (3 marks) 
ii. Pay back period and       (3 marks) 

iii. Profitability Index       (3 marks) 

QUESTION TWO - (20 MARKS) 

a) Discuss five reasons why a capital structure of a firm is important.  (5 marks) 
 

b) CS ltd is planning to raise Sh 90m for expansion. The current structure which is 
considered optimal is as follows: 

Sh.000 

  Debt    192,000 

  Ordinary share capital  240,000 

  Retained Earnings     48,000 

      480,000 
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Additional Information: 

1. New debt capital will be placed via a private issue with an insurance company at 15% 
interest rate per annum into per perpetuity. No flotation costs will be incurred. 

2. Ordinary shares currently sell at sh. 30 per share is ex-dividend. The dividends are 
expected to grow at 5% per annum into perpetuity. The flotation cost on ordinary shares 
will be 4%. 
Required: 

i. Determine how much of the Sh. 90m is to be raised by equity capital if capital 
structure is to remain unchanged.     (2 marks) 

ii. Determine how much of the capital must come from the retained earnings. 
         (2 marks) 

iii. Compute the marginal cost of capital.    (5 marks) 
iv. Computer the weighted average cost of capital and interpret the results.(6 marks) 

QUESTION THREE - (20 MARKS) 

a) Explain the concept of “state of interest” in the context of financial decisions. 
 

b) Mentala Plastics ltd has been dumping in the local council waste collection centre some 
30000kg of unusable chemicals each year. In addition to being an eye sore, the residents 
of the nearby estate have stated complaining if bad odour emanating from the dump and 
suspect the company is to blame. 
 
The company has received information that these chemicals can be recycled at relatively 
low cost. The equipment to do it, is however rather expensive and in addition the 
chemicals recovered are of a relatively poor quality. Investigations have shown that these 
chemicals can be sold to another firm at an average price of  sh.35 per kg. The direct cost 
of recycling has been calculated at sh.15 kg but this is before depreciation and taxes. 
 
The equipment for this process has an expected life of 10 years and a current cost of 
sh.2,000,000. At the end of the 10 years it will be virtually worthless. 
 
Required:   

i. Compute the project’s Net present value(NPV) 
ii. Compute the payback period and the accounting rate of return 

iii. Compute the internal rate of return (IRR) 
iv. Should this project be undertaken? Explain. 

c) What other factors should be considered in evaluating the project?     
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QUESTION FOUR - (20 MARKS) 

Maua Ltd deals in pressing and pressing ‘Miraa’ into a juice known as “Miraa Herbal”. The 
company has been considering replacing its machines for some time.  

The production manager has learnt from a professional newsletter on Miraa of the availability of 
a new and larger machine while capacity is such that it can produce the same level of output per 
annum currently produced by the three machines. Additionally, the new machine would cut 
down on wastage of juice during production. It the old machines are not replaced, an 
extraordinary overhaul would be immediately necessary in order to maintain them in operational 
condition. This would have cost sh.5m at present. 

The following additional information is available: 

1. The old machines were purchased 5 years ago and are being depreciated over 15 years on a 
straight line basis with an estimated scrap value of sh. 600,000 each. The current market 
value of each machine is sh.1,000,000. 

2. The annual operating costs for each of the existing machines are: 

Sh.000 

 Raw Miraa    60,000 

 Labour (one operator)      1,350 

Variable expense         925 

 Maintenance        2,000 

 Fixed Expenses: 

 Depreciation    75,000 

 Fixed faculty overhead(absorbed) 2700000 2,275 

3. The new machine has an estimated life of ten years and its initial costs comprise: 
Sh.000 

 Initial costs comprise: 
 Purchase price(scrap value in 10 years=4.5m  87,000 
 Freight and installation    13,000 
                 100,000 
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4. The estimated annual operating costs, if all the current production is attained on the new 
machine are: 

Sh. 000                  Sh.000 

  Raw Miraa       162,000 

  Labour (one operator)           3,900 

  Variable expense            2,275 

  Maintenance costs           4,500 

  Fixed Expenses; Depreciation        9,550 

       Fixed factory overheads 7,800     17,350 

5. The company’s cost of capital is 10% 
6. For a project to be implemented, it must pass both the profitability test, as indicated by its  

IRR and also pass a financial viability test, in that it must pay back for itself within a 
maximum period of 5 years. 

 Required: 

a)  (i)   The estimated IRR of the replacement decision using 10% and 20% as discounting 
rates. 
(ii)   Advise management on the proposal based on your answers above. 

b) Decision as to whether the project meets the financial viability. 
c) Comment on any other qualitative consideration that could influence this decision. 

QUESTION FIVE - (20 MARKS) 

a) Discuss the goals of a corporate firm and clearly explain the importance of each.  
          (4 marks) 
 

b) Explain the key functions of a firms finance manager. How do these functions conflict 
each other?         (8 marks) 
 
 

c) XYZ ltd is considering three possible capital projects for next year. Each project has a 1-
year life and project returns depend on next years state of the economy. The estimated 
returns are shown below: 
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State of the economy  Probability of    Rate of return 

occurrence   A B C 
Recession    0.25    10 9 14 
Average    0.50    14 13 12 
Boom     0.25    16 18 10  
  
 
Required: 
Computer for each project: 

i. The expected rate of return      (2 marks) 
ii. The variance and standard deviation     (2 marks) 

iii. The co-efficient of variation      (2 marks) 
iv. Advise the firm on the best project, justifying your conclusion (2 marks) 


