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INSTRUCTIONS:

¢ Answer Question ONE and any other TWO questions.
¢ Question one carries 30 marks and the rest 20 marks each.

¢ Show all your workings clearly.
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| (a) Consider the following two projects:
| Project X Project Y
f Investment outlay Kshs.110,000 Kshs.110,000
| Cash inflows
| Year 1 31,000 71,000
| Year 2 40,000 40,000
Year 3 50,000 40,000
Year 4 70,000 20,000
Assume a re-investment rate of 14 % and a cost of capital of 10 %
Required: For each project calculate:
(i) Modified Net Present Value (6 marks)
(ii) Modified Internal Rate of Return (6 marks)

(b) (i) The valuation of ordinary shares is more complicated than the valuation of bonds and
preference shares. Explain the factors that complicate the valuation of ordinary shares.

(ii) The most recent financial data for‘the Rare Watts disclose the following:

Dividend per share

Kshs.300

Expected annual dividend growth rate
Curtent required rate of return

15 percent

(6 marks)

The company is considering a variety of proposals in order to redirect the firm’s
activities. The following four alternatives have been suggested:
f.) Do nothing in which case the key financial variables will remain unchanged.
i\ 7. Invest in venture that will increase the dividend growth rate to 7% and lower the
| required rate of return to 14%.
| ‘\\ 3. Eliminate an unprofitable product line. The action will increase the dividend

Acquire a subsidiary operation from another company. This action will increase

\/ growth rate to 8% and raise the required rate of return to 17%.
4.
\

the dividend growth rate to 9% and required rate of return to 18%.

Required

For each of the proposed actions, determine the resulting impact price and recommend the best

alternative.

-(6 marks)

(c) Using illustrative examples, explain the relevance of financing decision in business

enterprise.

(6 marks)
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(a) As a financial analyst at Siriba Limited you are conducting an analysis of four alternative
investment projects. Each project has a holding period of one year. The estimated rates
of return for three alternative states of the economy are shown in the table below:
State of the Probability of each Rate of return if
Economy state occurring state occurs

A B C M
% % % %

Recession 0.2 10 6 22 5
Average 0.6 10 11 14 15
Boom 0.2 10 31 4 25
Required:

(i) Determine the expected rate of return, variance, standard deviation and coefficient of
variation for each project. (8 Marks)

(ii) Your boss, the company’s financial manager, has asked you to assess the total risk of the
four investment alternatives. Also he requested that you apply the mean-variance
criterion to determine whether any of the alternative projects can be eliminated. Present a
well — reasoned response to him. ) (7 marks)

(b) Explain the importance of measuring business performance in the context of a firm
whose shares are listed on an organized exchange like Nairobi Securities Exchange.

(5 marks)
QUESTION THREE

(a) The board of directors of the Kithyoko Power Corporation has decided that, for the
purpose of testing whether its capital investment projects are acceptable, a compound
“interest (DCF) rate of 10 % per annum will be used in evaluating investment projects. All
investment projects are now under consideration. Estimates of the expected cash flows
over forty years are as follows:

Expected cash flow during each year

Net receipts Net payments
Years Ksh. Million Ksh. Million
1-5 - 2,000
6-10 1,500 -
11-20 800 -
21-40 400 ) N

The expected residual value of the assets is zero.
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Show whether the project satisfies the normal capital budgeting criteria for acceptance.

(12 Marks)

(b) K is contemplating purchasing a 3 year bond worth 40,000/= carrying a nominal coupon

rate of interest of 10%. K required rate of return is 6%.

What should he be willing to pay now to purchase the bond if it matures at par?(8 Marks)

QUESTION FOUR

a) Explain the basic principle of finance that is applied to the valuation of any investment

asset?

(4 marks)

b) Within business finance context, discuss the problems that might exist in the relationship

(Sometimes referred to as agency relationship) between:

(i) Head office and branch/subsidiary office (4 marks)

(i) How might a company attempt to minimize such problems? (4 marks)

(©) R.K was recently appointed to the post of investment manager of Masada Ltd. a quoted

company. The company has raised Kshs.8, 000,000 through a rights issue. R.K has the

task of evaluating two mutually exclusive projects with unequal economic lives. Project X

has 7 years and Project Y has 4 years of economic life. Both projects are expected to have

zero salvage value. Their expected cash flows are as follows:

Project

Year

1
2
3
4
5
6

7

X Y

Cash flows (Kshs.) Cash flows (Kshs.)
2,000,000 4,000,000
2,200,000 3,000,000
2,080,000 4,800,000
2,240,000 800,000

2,760,000 -

3,200,000 -

3,600,000 -

The amount raised would be used to finance either of the projects. The company expects to" pay

a dividend per share of Kshs.6.50 in one year’s time. The current market price per share is

4
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undertaking of either of the projects. Masada Ltd. has no debt capital in its capital structure.

Required:
(a) The cost of equity of the firm. (2 marks)
(b) The Internal Rate of Return (IRR) of the projects. (6 marks)
QUESTION FIVE

The following is the balance sheet of XYZ Ltd as at 3 1% December 2008:

Net fixed asset Kshs.”000’
Current assets 300
100
Financed by: 400
Ordinary share capital
Retained earnings 100
10% debentures 70
Trade creditors 150 ==

Accrued expenses

Additional Information:

1. The sales for year 2008 amounted to Kshs.500, 000. The sales will increase by 15 %
during year 2009 and 10 % during year 2010.

2 The after tax return on sales is 12 % which shall be maintained in future.

3: The company’s dividend payout ratio is 80 %. This will be maintained during
forecasting period.

4. Any additional financing from external sources will be affected through the issue of
commercial paper by company.

Required:

Determine the amount of external financing for 2 years up to 31* December (20 Marks)




