THE OPEN UNIVERSITY OF SRI LANKA
BACHELOR OF MANAGEMENT STUDIES DEGREE PROGRAMME - LEVEL §
FINAL EXAMINATION 2015

PROJECT APPRAISAL - MCU 3204

DURATION: THREE (03) HOURS
DATE : 12.07.2015 TIME : 1.30 pm —4.30 pm

Instructions: (I) Answer Question 1 (compulsory) and any THREE (03) from others.
(I)  Use of a non-programmable calculator is allowed.
(IIT) A PV table is attached herewith.

1. ABC (Pvt.) Ltd. is planning to commence a new project for which they need new machinery.
The machinery will be imported and has a cost of Rs. 18 Million. It will need an additional
technical consultancy fee of Rs. 500,000/- for commencing operations after the installation.

The project will end at the end of the fifth year. The machines will have a life of 5 years and,
will be depreciated on straight line basis at 15% per annum to, Rs. 4 million, the salvage
value at the end of the fifth year. It will result in sales revenue of Rs. 8.5 million and cash
operating costs of Rs. 4.5 million for the first year. Both revenue and operating cost are
estimated to be annually increased by 10% (based on the previous year values). Use of the
machine will require an increase in working capital of Rs.5 million. ABC (Pvt) Ltd. expects
at least 8% return on their investments.

(i) If the management of ABC (Pvt.) Ltd. is expecting to recover their investment within 4

- years, do you recommend this project? Show relevant calculations. (05 marks)
(i) Calculate annual Net Cash Flows of the project. (04 marks)
(iif) Evaluate the project based on its Net Present Value (NPV). (05 marks)

(iv) Comment on the feasibility of the project as per the Internal Rate of Return (IRR) of the
project. (06 marks)

(v) Express your opinion on the profitability of the project by calculating the followings;
a. Accounting Rate of Return (ARR)
b. Net Benefit Investment Ratio (NBIR) (10 marks)

(vi) Based on the calculations made above, express your overall opinion on the
acceptability of this project to ABC (Pvt.) Ltd. Are the above calculations sufficient to
express your opinion? Explain. (05 marks)

(vi) What will be the risk of making the investment decision when you consider only NPV
and IRR in appraising this project? Discuss. (05 marks)

(Total 40 marks)



2. “There are characteristics common to many projects despite the fact that each individual

project is a separate economic unit”. Elaborate this statement using suitable examples.
(20 marks)

3. “Success or failure of many commercial projects depends on the effectiveness of marketing
analysis”. Critically evaluate this statement highlighting the range of activities involved in
marketing analysis. (20 marks)

4. (i) Why do you think that the size or scale of a project is a variable that must be given due
consideration in project planning. Explain with examples.

(ii)) What are the major components of institutional analysis? Explain with examples.
(20 marks)

5. (i) Why does time value of money arise? Explain. (10 marks)

(ii) Suppose there are two alternatives to finance a power generation project planned by
ABC (Pvt.) Ltd. Alternative A is to financing the total capital of Rs. 450 Mn with equity
and Alternative B is to employ Rs.150 Mn equity, Rs. 100 Mn by 14% debentures and
the rest by a 15% bank loan. The corporate tax rate is 30% and the owners expects 18%
dividend in both alternatives. Earnings before interest and tax (EBIT) for the project is
estimated as Rs.250 Mn.

a. Calculate weighted average cost of capital (WACC) for both alternatives.
(03 marks)

b. Evaluate two alternatives and advise ABC (Pvt.) Ltd. to select the best alternative.
(07 marks)

6. State whether you agree or disagree with following statements. Explain the basis for your
answers.
(i) “Technical Analysis is imperative to be considered along with the Market Analysis.”

(ii) “Working capital is not much important in setting up of a project.”
(iii) “Forecasting future demand for new products is not an easy task.”

(iv) “Unless inflation is properly addressed, the project analysis would be misleading.”

(05 marks each)
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