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PROJECT APPRAISAL 3 SUPLEMENTARY EXAM  

QUESTION ONE (30 MARKS)  
Baite organization has invested in a project that cost Sh. 137,865   and yields the following uncertain 
cash flows:  
 

Year   1 2 3 4 
 Cash 
Flow 
(Sh)  

72,894 87,865 60,470 36,786 

 
Certainty equivalent coefficients (CIC) of the project have been estimated as follows:  
 

Year  
              

0 1  2  3  4  
 CIC  1 0.9 0.7 0.5 0.4 

 
The Treasury bill rate is 10%.  
 
Required:  

a) Compute the net present value of the project (10 Marks)  
b) Explain the meaning and significance of the term project appraisal. (10 Marks)  
c) Discuss the relevance of risk and uncertainty in project appraisal. (10 Marks) 

 
 
QUESTION TWO (20 MARKS) 

 
a) Discuss the key steps involved in cost-benefit analysis (4 Marks) 
b) The following positions statement was extracted from the books of Saida Ltd as at 31.12.2016  
 

Assets:  Sh‘000’  
Noncurrent assets   48,000  
Net current assets  26,000  
Equity and liabilities;   
Ordinary share capital of 100 000 shares at Sh 50  5,000  
Capital reserve   7,000  
Revenue reserve   45,000  
10% debentures   17,000  
   125,000  

 
Additional information  
 
1. Profit before interest and tax for the year was sh. 4,800,000  
2. Dividend payout ratio for the year was 30%  
3. Market price per share as at 31.12.10 was sh. 150  
4. The corporation tax rate is 30%  
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Required: 
Calculate and explain the significance of the ratios computed above.  
(i) Gearing ratio (4 Marks)  
(ii) Dividend yield ratio (4 Marks)  
(iii) Interest coverage ratio (4 marks)  
(iv) Price earnings ratio (4 Marks)  
 
QUESTION THREE (20 MARKS)  
 
(a) Clearly Explain the FIVE phases of the project development life cycle. (10Marks)  
(b) Shujaa Environment Project provided the following details relating to a certain project: 
 
 

Year 1 
  

Year 2 
  

Cash 
flow (sh) Probability 

Cash flow 
(sh) Probability 

19,000 0.3 11,000 0.3 
    12,000 0.4 
    15,000 0.3 

32,000 0.4 12,000 0.5 
    15,000 0.2 
    20,000 0.3 

28,000 0.3 13,000 0.3 
    21,000 0.5 
    27,000 0.2 

 
 
The project’s initial outlay was sh. 54,000, to be discounted at 12% p.a  
 
Required: Compute the project’s NPV and advise the project manager on basis of financial 
evaluation only. (10 Marks)  
 
 
QUESTION FOUR (20 MARKS)  
 
a) Why is Cash flow stream deemed to be more appropriate than profitability in project appraisal? 

(10 Marks) 
b) Discuss the impact of Corporate income tax on investment decisions (10 Marks) 
 
QUESTION FIVE – (20 MARKS)  
 
Matendo  is considering replacing a stone crushing machine with a new one. The new machine is 
expected to cost Sh.2,100,000. Transportation and installation costs amount to Sh.150,000 and 
Sh.450,000 respectively. The new machine is expected to operate for 5 years with a salvage value 
of Sh.140,000. The expected earnings before depreciation and tax is sh.2,250,000 per annum. The 
company pays tax at the rate of 30% and cost of capital is 10%  
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Required:  

a) Assess the project’s viability using:  
 

i. Payback period method. (3 Marks)  
ii.  Accounting rate of return (3 Marks) 

iii.  Net present value(4 Marks) 
iv. Profitability index(4 Marks) 

b) Using suitable examples, discuss Two methods of incorporating risk in project capital 
budgeting the premium (6 Marks)  


