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INSTRUCTIONS: Answer guestion one and any other two questions

QUESTION ONE (30 MARKS)

a. Describe various measures that would minimize agpnablems between the owners of

a company and the management. (8 marks)

b. Explain how is dividend decision an importantiden for a finance manager

(6 marks)

c. Aninvestment manager of a quoted company hasd&h.8,000,000 through issue of

new shares. He is now evaluating two mutually estgkiprojects with unequal economic

lives. Project X has 7 years and Project Y hasatsyef economic life. Both projects are

expected to have zero salvage value. These fumdsndg finance one project. Their

expected cash flows are as follows:
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Project A B

Year Cash flows (sh.) | Cash flows (sh.)
1 2,000,000 4,000,000
2 2,200,000 3,000,000
3 2,080,000 4,800,000
4 2,240,000 800,000
5 2,760,000 -
6 3,200,000 -
7 3,600,000 -

The company expects to pay a dividend per shaBhd.50 in one year's time. The current
market price per share is Sh.50. The future easnamg expected to grow by 7% per annum

due to the undertaking of either of the projectse Tirm has no debt capital in its capital

structure.

Required:

i The firms cost of equity. (4 marks)
il The net present value of each project. (EOk®)
iii Which project should be chosen and why? mEks)

QUESTION TWO (20 MARKS)

a. A projectis made up of two sub-projects. The fudb-project will require an initial outlay
of Sh. 100,000 and will require an initial outlaf sh.300,000,000 and will generate
sh.85,200,000 per annum for the 8 years of itsulisiéd. This sub-project does not have
a residual value at the end of the 8 years. Bdilpsajects are to commence immediately.

The company has a cost of capital of 16%.

Required:

Meru University of Science & Technology is ISO 9001:2015 Certified
Foundation of Innovations Page 2



Using the net present value (NPV) method, determinmieh project should be chosen
(12 marks)

b. Maisha Itd has an estimated standard deviafias daily net cash flow is Sh.22,750. The
company pays Sh. 120 in transaction cost every ititnansfers funds into and out of the
money market. The annual rate of interest in theeganarket is 9.465%. The company
uses the Miller-Orr Model to set its target caskabee. The minimum cash balance has

been set by management at Sh.87, 500.

Required:

0] The company's target cash balance. (3 marks)
(i) The lower and upper cash limit. (3 marks)
(i) Maisha Ltd.'s decision rules. (2 marks)

QUESTION THREE (20 MARKS)

Biashara Ltd. has the following capital structure:

Sh.’000’
Long-term debt 3,600
Ordinary share capital 6,500
Retained earnings 4,000

The finance manager of Biashara Ltd. has a progosalproject requiring Sh.45 million. He

has proposed the following method of raising thedfi

» Utilise all the existing retained earnings

» Issue ordinary shares at the current market price.

* Issue 100,000 10% preference shares at the currarket price of Sh. 100 per
share which is the same as the par value.

* Issue 10% debentures at the current market pri€&hoi,000 per debenture.
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Additional information:

1. Currently, Biashara Ltd. pays a dividend of Sbeb share which is expected to grow at
the rate of 6% due to increased returns from thenaed project. Biashara Ltd.'s

price/earnings (P/E) ratio and earnings per sHalRS] are 5 and Sh.8 respectively.
2. The ordinary shares would be issued at a flioataost of 10% based in the market price.
3. The debenture par value is Sh. 1,000 per detent
4. The corporate tax rate is 30%.
Required:

I.  Biashara Ltd.'s weighted average cost of capitahQ@). (14 marks)
ii. As a finance manager, briefly explain the factoosl would consider when setting a

working capital policy of your company. (6 rksY

QUESTION FOUR (20 MARKS)

a) In a company, an agency problem may exist betwemagement and shareholders on
one hand and the debt holders (creditors and Ishderthe other because management
and shareholders, who own and control the compawmg the incentive to enter into
transactions that may transfer wealth from debdérsl to shareholders. Hence the need
for agreements by debt holders in lending contracts

Required:

State and explain any four actions or transactiynsianagement and shareholders that

could be harmful to the interests of debt holdsai(ces of conflict). (6 marks)

b) Explain considerations a finance manager shioale in mind when formulating a
dividend policy for his firm. (4 marks)

c) "The finance manager spends most of his timemgakanagerial finance decisions as
opposed to routine functions". Discuss the mainaganal functions of the finance

manager (10 marks)
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QUESTION FIVE (20 MARKS)
An investor wishes to borrow Shs 3,000,00@nfeofinancial institution. The going
interest rate is 15% and the annual loan repaynagat® be made at the end of each of
the next 5 years.

Required:
I. Calculate the annual instalment (6 marks)
il Prepare a loan amortization schedule. (14 marks
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