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INSTRUCTIONS TO CANDIDATES
· Answer question ONE (compulsory) and any other THREE 

· Question one carries 25 marks

· All other questions carry 15 marks
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QUESTION ONE 

(a) “Investors” appetite is high but most shares are unaffordable to the ordinary citizen.

This therefore calls for share splits”. This was the opening remark by the chief executive of Nairobi stock exchange during a recent seminar.
Required 

(i) Distinguish between share splits and reverse splits          (4 marks)
(ii) Highlight three reasons justifying share splits                     (6 marks)    

(b) Mwongozo limited has approached you for advice on equipment to purchase for use for a five year project.

The investment involves an initial capital outlay of shs.1, 400,000 and the expected cash flows are given below:
   Year                            Cash inflows (Sh.                       Cash outflows (Sh.

    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 straight line basis over the duration of the project 

     With a nil residual value. The cost of capital   and tax rate are 12% and 30% respectively

   Required:
  The net present value (NPV) of the investment                            (11 Marks)
(c) List four advantages of using NPV in assessing the viability of a project 
                                                                                                                            (4 marks)                                                                      

  QUESTION TWO
(a)  Distinguish between primary and secondary markets                   (5 marks)

(b) Explain the main factors behind the rapid development of capital markets in Kenya                                                                                     (10 marks)
QUESTION THREE
   (a) ABC is an own equity financed company with a cost of capital of 18.5% 
The risk `free rate is 8% and expected return on an average market portfolio is 15%. 

          Required 

Calculate ABC beta factor (co-efficient)                                     (5 marks)
(b ) The Capital Asset Pricing Model (CAPM) has been identified as  a method  of estimating the cost   of equity .Using the Capital Asset Pricing Model, determine the required rate of return on equity for the following projects                                                                                               (10 marks)    

	Project 
	Expected return on market portfolio (Rm) 
	Risk free rate (Rf) 
	Beta (β) 

	1 
	15% 
	10% 
	1.0 

	2 
	18% 
	14% 
	0.7 

	3 
	15% 
	8% 
	1.2 

	4 
	17% 
	11% 
	0.8 

	5 
	16% 
	10% 
	1.9 


QUESTION FOUR 
  (a)    Explain the meaning of the types of investments

(i)        Mutually exclusive investments                                          (3 marks)
         (ii)      Independent investments                                                            (2 marks)             
(c) Bidii  Ltd expects a return on investment (ROI) of 24% on proposed investment projects whose total cost is Sh.5000,000.In order to finance these investment projects. The Company is considering two options.
Option one

Issue 500,000 ordinary shares at par value of Sh.10 each
Option two

Issue 250,000ordinary shares at par value of Sh.10 each and obtain the balance through a bank loan at an interest rate of 15% per annum

The rate of corporation tax is 30%

Required:

Determine the effect of the two financing options on the earnings a available to shareholders and hence advice the company on the best financing option                                                                                   (10 marks)
 QUESTION FIVE


(a) Explain the meaning of the term structure of interest rates  
                                                                                                                   (2marks)

(b) Identify and explain any two determinants of interest rates
                                                                                                                   (4 marks)

     
 (c) Discuss the following theories of the structure of interest rates;-                    

              
(i)    Expectation hypothesis                                                         (3marks)   

              
(ii)   Market segmentation theory                                              (3 marks)

              (iii)  Liquidity preference theory                                               (3marks) 
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