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BFC 3226: INTRODUCTION TO FINANCIAL MANAGEMENT

DATE: NOVEMBER 2015                                                                                           TIME: 2 HOURS
INSTRUCTIONS: Answer question one and any other two questions

QUESTION ONE (30 MARKS) 
a) Discuss the various measures that would minimize agency problems between the owner of an entity and the management									(8Marks)
b) Why is it important to compute the cost of capital of a company				(2 Marks)
c) The management of XYZ Limited a manufacturing company has noticed that of late the company is experiencing problems of stock – outs, not being able to pay their creditors on time and debt collection is becoming impossible.
i) What do you think is the cause of each of the problems mentioned above?		(6 Marks)
ii) What should the management do to solve this problem? 				(6 Marks)
d) Discuss any four sources of capital for small and medium enterprise businesses		(8 Marks)


QUESTION TWO (20 MARKS)
XYZ is considering two mutually exclusive projects, i.e. Project A and Project B. Each project requires a capital outlay of Ksh. 10.000,000 and have a useful life of 5 years. The company required rate of return is 10% and tax rate is 30%. The projects will be depreciated on straight line basis with no salvage value. The expected cash flows are as follows:
Year			1		2		3		4		5
Project A (Kshs)	4,000,000	4,000,000	4,000,000	4,000,000	4,000,000
Project B (Kshs)	6,000,000	3,000,000	2,000,000	5,000,000	5,000,000
For each project calculate:
a) Net present value										(8 Marks)
b) Pay back period										(4 Marks)
c) Accounting rate of return									(4Marks)
d) Profitability index										(4 Marks)
QUESTION THREE (20 MARKS)
Kithongo Distillers (Ltd) has the following capital structure;
							Ksh.
a) Equity capital 250,000 shares @Ksh.5  	1,250,000
12% preference shares @Ksh.5	           	   500,000
14% debentures 5, 000  @Ksh.10	               500,000
						            2,250,000  

The market value of ordinary shares is Ksh. 7. The expected dividend per share on ordinary share is Ksh.1.50 and the dividends are expected to grow at 7% p.a. The preference shares are trading at par value. The current market value of debentures is Ksh. 12. Tax rate is 30% 
Compute
i) Cost of equity										(4 Marks)
ii) Cost of preference capital								(4 Marks)
iii) Cost of debt										(4 Marks)
iv) Weighted average cost of capital							(2 Marks) 
b) Explain the factors influencing the cost of capital of a business firm.			(6 Marks)

QUESTION FOUR (20 MARKS)
a) Determine the main factors which a company should consider when determining the appropriate mix of long term and short term debts in its capital structure.			(6 Marks)
b) Explain the meaning of the following concepts:
i) Mutually exclusive projects								(2 Marks)
ii) Time value of money								(2 Marks)
iii) Highly geared company								(2 Marks)
iv) Factoring										(2 Marks)
c) Highlights the role of money market in finance.						(6 Marks)
QUESTION FIVE (20 MARKS)
a) Explain under which circumstances can lease finance be appropriate			(6 Marks)
b) Consider the following cash flows:
	Year	Cash flow (Ksh).
1 200,000
2 310,000
3 250,000
4 260,000
5 500,000
Required:
Calculate the present value of the cash flow if:
i) Interest is compounded annually 							(3 Marks)
ii) Interest is compounded semi-annually 							(3 Marks)
iii) Interest is compounded monthly.							(3 Marks)
c) Discuss why there is preference for currect money rather than future money.		(5 Marks)
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