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INSTRUCTIONS:  Answer question one and any other two questions.

QUESTION ONE (30 MARKS)
a) In a company, an agency problem may arise between shareholders/management and debt holders. 
(i) Explain four actions by the shareholders and management that could be harmful to the interest of the debt holders  					(4 marks)
(ii) Explain the solution to the above agency problem  			(4 marks)
b) State and explain the roles of a finance manager in an organization  	(10 marks)
c) Explain the reasons behind the unpopularity of debentures as a source of finance in Kenya’s Financial Market  							(8 marks)
d) Differenciate between 
(i) Capital structure and financial structure  				(2 marks)
(ii) Primary markets and secondary markets  				(2 marks) 



QUESTION TWO (20 MARKS)
a) The financial data given below shows the capital structure of Judith enterprises. 
	10% Sh. 1, 000 debenture 
	4, 900, 000

	Ordinary share capital (Sh. 20)
	18, 000, 000

	Retained earnings 
	6, 000, 000

	
	




The structure is considered optimum and the management would wish to maintain this level.
Judith Enterprises intends to invest in a new project which is estimated to cost Ksh. 16, 800, 000 with an expected cash flows of Ksh. 3, 000, 000 per annum for 10 years.  The management has proposed to raise the required funds through the following means. 
· Issue 1000 10% debenture at the market value of Ksh. 5000 per debenture 
· Utilse 60% of the existing retained earnings 
· Issue 10% Ksh. 20 preference shares at the current market price of Sh. 25 per share.
· Issue ordinary shares at the current market price of Ksh. 45 per share.  The floatation cost per share is estimated to be 12% of the share value. 
The company’s current dividend yield is 5% which is expected to continue in the near future.  Corporation tax is 30%.
Required:
(i) Determine the current dividend per share  				(3 marks)
(ii) Determine the number of ordinary shares to be issued  			(2 marks)
(iii) Determine the marginal cost of capital of Judith Enterprises.  		(10 marks)
b) Differentiate between the terms “weighted average cost of capital” and “weighted Marginal cost of capital”.  							(5 marks)  
QUESTION THREE (20 MARKS)
a) You are the finance manager of Company X.  You are expected to advice on an equipment to be purchased for use in a five year’s project.  The investiment will involve an initial capital outlay of Ksh. 1.4 million and the expected cash flows are provided below:
	Year
	Cash inflows 
	Cash outflows 

	1
	800, 000
	65, 000

	2
	750, 000
	80, 000

	3
	900, 000
	50, 000

	4
	1, 200, 000
	55, 000

	5
	1, 100, 000
	70, 000



The equipment is to be depreciated on a straight line basis over the duration of the project with a nil residual value.  The cost of capital and tax rate are 12% ad 30% respectively.
Required:
(i) The net present value of the project 					 (8 marks)
(ii) The profitability index of the project 					 (2 marks)
(iii) The pay back period of the project. 					 (5 marks)
b) State the advantages and disadvantages of Internal Rate of Return (IRR)  (5 marks)
QUESTION FOUR (20 MARKS)
a) Mr. Mugendi Mwiti sells second hand clothes at Makutano – Meru.  Although there is high demand for his goods, he is unable to expand the business due to lack of funds. 
Required:
(i) Explain why it may be difficult for Mr Mwiti to raise debt finance  (5 marks)
(ii) Suggest the solution to the problems in (i) above.  			(5 marks)
b) Onyango Owino is a mechanic at Gitimbine Estate – Meru Town.  He borrowed Ksh. 1, 000, 000 from Bank of Baroda at an annual coumpound interest of 14% on a reducing balance.  The loan was repayable in annual instalments over a period of four years.  The instalments were payable at the end of the year. 
Required:
A loan amortization schedule  							(10 marks) 
QUESTION FIVE (20 MARKS)
a) A finance manager should understand the importance of working capital because many firms hold a substantial proportion of their funds in working capital. 
Describe the importance of working capital management  			(4 marks) 
b) The projected monthly working capital requirements for Naaman’s Ltd for the year ending 31 December 2016 is as follows:
	Month
	January 
	February
	March 
	April 
	May 
	June 

	Amount of working capital required 
	4, 500
	4, 500
	6, 250
	8, 000
	11, 500
	16, 750



	Month
	July 
	August 
	Sept.
	Oct.
	Nov. 
	Dec

	Amount of working capital required 
	22, 000
	25, 250
	16, 750
	9, 750
	8, 000
	6, 250



The expected cost of short term funds is 25% while that of long term funds is 30%.  Ignore taxation.
Required:
(i) A schedule showing the amount of permanent and seasonal working capital requirement for each month.  						(4 marks)
(ii) Average amount of long term and short term finance that would be required monthly  
(2 marks)
(iii) The total cost of working capital finance if the firm adopted an aggressive financiang strategy.  									(3 marks)
(iv) The total cost of working capital finance, if the firm adopted a conservative financing strategy.  									(3 marks)
(v) The total cost of working capital using the matching policy 		(4 marks)  
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