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JOMO KENYATTA UNIVERSITY 
OF 
AGRICULTURE AND TECHNOLOGY
UNIVERSITY EXAMINATIONS 2014/2015
YEAR 3 SEMESTER I EXAMINATIONS FOR THE DEGREE OF BACHELOR OF BUSINESS INFORMATION TECHNOLOGY

HBC 2203: FINANCIAL MANAGEMENT     
DATE: August 2015							  	TIME: 2 HOURS
INSTRUCTIONS: Answer question ONE and any other TWO questions 
QUESTION ONE 
a) ABC company purchased a machine for sh1,000,000. This machine is expected to generate annual cashflow of sh237,420 to the firm for the next five years. Determine the internal rate of return for this investment. Use 12% cost of capital.													(4marks)
b) Discuss the importance of capital budgeting 				(6marks)
c) The following projects are mutually exclusive;
			Project A 		Project B
Year 			Cash flow 		Cash flow
1			12,500			5,000
2			12,500			10,000
3			12,500			15,000
4			12,500			15,000
5,			12,500			25,000
6			12,500			30,000
The initial capital outlay for both projects is sh56,000
Cost of capital 14%
Required
i) Compute payback period for each project				(10marks)
ii) Compute the net present value of each project			(10marks)

QUESTION TWO
ABC limited has the following book value capital structure 
									Sh. Million
Equity capital (10 million shares of sh10 par value)		100
Preference capital (11% 100,000 share of ksh100 par value)	10
Retained earnings 							120
Debentures (13.5%, 500,000 of sh10 par value)			50
12% term loan 							80
The following additional information is provided;
i) The next expected dividend per share is sh1.50
ii) Dividend per share is expected to grow at the rate of 7%
iii) Market price per share of ABC is sh20
iv) Preference shares are redeemable after 10 years and are currently selling at sh75 per preference shares
v) Debentures are redeemable after six years and are currently selling at sh80 per debenture
vi) The company’s tax rate is 30%
Required:
a) Cost of equity 
b) Cost of preference shares 
c) Cost of debentures 
d) Cost of short term loan 
e) The weighted Average cost of capital 				(20marks)
QUESTION THREE
a) Discuss the functions of a finance manager.				(6marks)
b) Explain reasons that may drive a company to raise equity finance than debt finance 											(9marks)
c) Identify the fundamental features that distinguish preference shares from ordinary shares.									(5marks)



QUESTION FOUR
a) How can the action of shareholders reduce the value of the bond held by bondholders?									(10marks)
b) State and explain the mechanism of resolving the agency problem between shareholders and creditors.							(10marks)
QUESTION FIVE
Wema ltd has estimated that the standard deviation of its daily net cash flow is sh.2,500. The firm pays sh50 in transaction costs to transfer funds into and out of the money market. The rate of interest in the money market is 7.465% p.a. Wema uses the Miller-Orr Model to set its target cash balances.
Required;
a) What is Wema’s target cash balance?	
b) What are the lower and upper cash limit?
c) What are the Wema’s decision rule?
d) [bookmark: _GoBack]Determine Wema’s expected average cash balance.			(20marks)
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