
                                         QUESTIONS 

NUMBER  ONE 

The governments of many less developed countries have experienced problems in 
recent years as their debt levels have risen leading to what has been called a “global 
debt crisis”. 
 
Required: 

a) Explain briefly why these problems amount to a “crisis.   
 (6 marks) 
b) Discuss the approaches that have been used to overcome the problems. 
 (8 marks) 
c) Outline the benefits to multinational business enterprises of resolving the 

current global debt problems.        
 (6 marks) 

          (Total: 20 marks) 
NUMBER TWO 

a) In the recent past, the government has been aggressively wooing multinational 
companies to come and invest their resources in Kenya. 
Analyse the key decision areas that a financial analyst would have to advise a 
company that is considering making direct investment in Kenya and discuss the 
risks involved.  

           (10 marks) 
 
b) The Kenyan economy has been performing poorly in the recent past and many 

companies have retrenched workers while yet others have closed their 
operations.  Many product and skilled people are having to start their own 
small enterprises. 
As a consultant for small and medium size firms, write a brief report, 
explaining the various ways in which small and medium size enterprises can 
raise capital for investment. 

           (10 marks) 
    (Total: 20 marks) 
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NUMBER  THREE 

The Riverside Company Limited is considering investing in a project requiring an 
initial outlay of Sh.100 million.  The project life is two years after which there would 
be no expected salvage value.  The possible incremental after-tax cash flows and 
associated probabilities of occurrence as as follows: 
 
  Year 1       Year 2 
   Net    Conditional  Net 
  Cash flows    Probability  Cash flows 
  (Sh. Million)                   (Sh. 
Million) 
        0.3   20 
 
 
0.4   50     0.5   40 
 
         
        0.2   60 
 
 
 
 
 
        0.3   50 
 
 
0.4   85     0.4   65 
 
         
        0.3   70 
 
 
 
 
        0.2   90 
 
 
0.2   90     0.5   85 
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        0.3   85 
 
 
The company’s required rate of return for this investment is 12%. 
 
Required: 

a)   i) The expected net present value of the project.                     (6 
marks) 
 

ii) Suppose that the possibility of abandonment exists and that the abandonment 
value of the project at the end of the first is Sh.50 million after taxes is 
abandonment the right choice?                   (4 marks) 

 
iii) Calculate the new expected net present value assuming that the company would 

abandon the project if it is advantageous to do so.  What are the implications of 
this calculation to you as a Finance Manager?      
                                      (4 marks) 

 
b) Identify the case for and against Sensitivity Analysis as a method of handling 

risk in capital budgeting.        
 (6 marks) 

          (Total: 20 marks) 
 
NUMBER FOUR 

 
a) A Kenyan company has agreed to sell goods to an importer in Zedland at an 

invoiced price of Z 150,000 (Zed (Z) is the currency of Zedland).  Of this 
amount, Z 60,000 will be payable on shipment, Z 45,000 one month after 
shipment and Z 45,000 three months after shipment. 

 
 The quoted foreign exchange rates (Z per KSh.) at the date of shipment as as 
follows: 
 
 Spot   1.690  - 1.692 
 One month  1.687  - 1.690 
 Three months  1.680  - 1.684 
 

The company decides to enter into appropriate forward exchange contracts 
through a bank in order to hedge these transactions. 
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Required: 

i) State the advantages of hedging in this way.                
(2 marks) 

Calculate the amount in Kenya Shillings that the Kenyan Company would 
receive. 

           (3 
marks) 

Comment with hindsight on the wisdom of hedging in this instance, assuming 
that the spot rates at the dates of receipt of the two instalments of Z 45,000 
were as follows: 
 
Fist instalment  1.69  - 1.69 
Second instalment 1.700  - 1.704                           (3 

marks) 
 
b) Large companies with significant borrowings or overseas trade often use 

interest rate swaps and currency swaps. 
  
Required: 

Explain how interest rate swaps and currency swaps may be used.             
(12 marks) 
                    (Total: 20 
marks) 
 
NUMBER FIVE 

a) Briefly explain the main ways of classifying leases.                
(4 marks) 
 
b) Kamunyi  Ltd. is evaluating the acquisition of a heady duty forklit.  The 

company can either purchase the equipment through the use of its normal 
financing mix (30% debt and 70% equity) or lease it. 

 
 The following additional information is available: 
 
 1. Acquisition price      Sh.8,000,000 
 2. Useful life            4 years 
 3. Salvage value       Sh.1,600,000 

Depreciation method – straight line 
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Annual (before tax and depreciation) cash savings      Sh.2,400,000 
Rate of interest on a four year period            10% 
Marginal tax rate              10% 
Annual lease rentals        Sh.2,400,000 

            
Annual operating expenses         Sh.   
400,000 
Cost of capital 12% 
 
Required: 

i) Evaluate whether acquisition of the forklift through purchase is justified.                             
(5 marks) 
ii) Should Kamunyi  Ltd. lease the asset?                           
(11 marks) 
                    (Total: 20 
marks) 
 
 

 

                                               ANSWERS  

NUMBER ONE 

a) Debt crisis in less developed countries (LDCs) 
The debt crisis in LDC has risen as governments have taken on levels of debt 
to fund their development programmes which are beyond their ability to 
finance.  As the levels of debt increases, the ability to pay decreases thus 
increasing the amount of GDP absorbed in servicing the debt rather than in 
financing development.  Other factors that have caused debt crisis in less 
development countries are: 

 
Decline in oil prices and revenues to LDCs especially where the oil reserves 
were used to borrow loans when World Oil prices were high e.g in case of 
Nigeria and Venezuela. 
Appreciation of currency value of lenders vis-à-vis that of LDCs 
Misuse of debt by some corrupt governments of LDCs thus no ability to pay 
when those debts matures. 
Imposed quota system on exports by LDCs thus imports exceed exports and 
there is always need for funds to finance the deficit. 

 
b) If the debt crisis is temporary due to fall in commodity prices, the country 

could borrow short term debt to cover the temporary shortfall.  Where the 
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problem of debt crisis is long term, the following measures would be 
appropriate: 

 
Restructuring and rescheduling of debt.  This would allow the government 
more time in which to repay the loan. 
Economic reforms e.g structural adjustment programmes improve balance of 
trade and stimulate growth. 
Debt refinancing i.e borrow a lower interest loan, pay-off the high interest rate 
loan and continue paying lower interest charges on new loan. 
Increase foreign direct investment, exports and reduce imports. 
Debt cancellation i.e write-off of debt by lending governments and banks thus 
reducing interest charges and increasing ability to pay the remaining debts. 
Debt-equity swaps i.e. convert debt to equity by giving foreign lenders a stake 
in local industries thus becoming shareholders.  This reduces the burden of 
interest payment and increase the ability to pay. 

 
c) The solutions to the debt crisis in LDC will benefit the MNC as follows: 

Improved trading position e.g less debt burden leads to improved economic 
position, thus reduced controls on capital flows, exchange rates and imports. 
Political and economic stability will result thus improved operational 

environment of MNC. 
Increased size of local market for MNC due to increased purchasing power 

from economic growth. 
Reduced foreign exchange exposure – They will be able to match local 
payments with local revenues thus reduce/simplify the foreign exchange 
exposure management. 

 

NUMBER  TWO 

a) Direct foreign investment involves capital budgeting/long term investment 
decisions.  The main factors to consider would thus be concerned with: 

 
Tax implications of foreign investment 
Estimation of initial capital outlay and future cash in flows 
Evaluation of various types of risks involved 
Methods of financing the project/investment 
Choice of appropriate cost of capital or discounting rate 

 
The risks involved in direct foreign investment by Multi-National Companies 

(MNCs) 
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Exchange risk – it has effects on imports and exports and will usually boarder 
of translation, transaction and economic risk. 
Financial risk – due to uncertain cash flows, incomes and inflationary pressures 
Political risk – the possibility that a political event will occur e.g change in 
governments which will unfavourably affect the business. 
Business risk – occurs due to different economic conditions and competition 
from other local and Multi-National firms including imports. 
Access to capital markets – the capital market may not be well-developed and 
its access may be restricted. 
Government controls and regulations e.g. labour relations, sale price, product 
quality, non-repatriation of profits. 
Taxation laws and procedures and cultural risk. 

 
b) Methods of raising capital for small and medium-size enterprises. 

From private investor groups or institutions e.g I.C.D.C, Kenya Industrial 
Estate (KIE) etc. 

From venture capitalists e.g. Acacia Fund 
Commercial banks credit facilities e.g overdrafts and short term loans 
From micro-finance institutions e.g. Faulu Kenya, K-Rep, Kenya Women 

Finance Trust. 
Owner’s past savings 
Loans from trade associations and cooperative societies including saccos. 
Sale of securities to private individuals and groups i.e issue of equity shares, 

corporate bonds etc. 
Leasing of assets from lease firms e.g African Retail Traders (ART). 

 

NUMBER THREE 

(a) I) Note that PVIF12%, 1 = 0.893 and PVIF12%, 2 = 0.797 
  The expected NPV could thus be established as follows: 
 
       N.P.V.  J. Probabilities
 ENPV 
  (50M x 0.893) + (20M x 0.797) – 100M  = (39.14) 0.4 x 0.3 = 12
 (4.70) 
  (50M x 0.893) + (40M x 0.797) – 100M  = (23.47) 0.4 x 0.5 = 20
 (4.70) 
  (50M x 0.893) + (60M x 0.797) – 100M  = (  7.53) 0.4 x 0.2 = 0.08
 (0.60) 
  (80M x 0.893) + (50M x 0.797) – 100M  =  15.77 0.4 x 0.3 = 0.12  
1.89 
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  (80M x 0.893) + (65M x 0.797) – 100M  =  27.71 0.4 x 0.4 = 0.16  
4.43 
  (80M x 0.893) + (70M x 0.797) – 100M  =  31.70 0.4 x 0.3 = 0.12  
3.80 
 
  (90M x 0.893) + (90M x 0.797) – 100M  =  52.10 0.2 x 0.2 = 0.04  
2.08 
  (90M x 0.893) + (85M x 0.797) – 100M  =  48.14 0.2 x 0.5 = 0.10  
4.81 
  (90M x 0.893) + (85M x 0.797) – 100M  =  48.14 0.2 x 0.3 = 0.06  
2.89 
      Total Expected NPV    9.90 
 
ii) The option to abandon will depend on the PV of abandonment value at end of 

year 1 and PV of cash flows at end of year 2. 
 
  PV of Sh.50M abandonment value = 50M x 0.893   =
 44.65M 
 
  The expected cash flows at end of year 2 would be as follows: 
 
  (20 x 0.3) + (40 x 0.5) + (60 x 0.2) = 6 + 20 + 12  = 48 x 0.4
 = 19.2 
  (20 x 0.3) + (65 x 0.4) + (70 x 0.3) = 15 + 26 + 12  = 62 x 0.4
 = 24.8 
  (20 x 0.3) + (85 x 0.5) + (85 x 0.3) = 18 + 42.5 + 25.5 = 86 x 0.2
 = 17.2 
            61.2 
  PV = 61.2 x 0.797  = 48.78M 
  PV of abandonment value = 44.65 
  PV of year 2 cash flows  = 48.78 
 
  Decisions = don’t abandon. 
 
 iii) If abandonment was a viable option, then NPV would be as follows: 
  
  Year 1 expected cash flows = (50 x 0.4) + (85 x 0.4) + (90 x 0.2) = 20 + 
34 + 18 = 72M 
 
  PV = 72M x 0.893   =     64.30 
  Add PV of abandonment      44.64 
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         108.95 
  Less initial capital    (100.00) 
  NPV           8.95 
 
b) Advantages of sensitivity analysis: 

 It indicates the critical variables for which additional information is 
required. 

 It helps in exposing inappropriate forecasts 

 The decision maker can identify variables affecting the cash flow forecasts 
thus leads to a better understanding of the whole project 

 It is usually simple to compute. 
 
           Weaknesses 

 It assumes independence of variables and ignores any interrelationship 
which may exist e.g between selling price and variable costs. 

 It does not provide clear – cut results. 

 It ignores uncertainty of cash flows forecasts. 
 
NUMBER FOUR 

a) i) Advantages of forward exchange contracts to the exporter 

 -    There is guaranteed profit margin on sale of goods since the fixed 
sales revenue is 

       known in advance. 
  -      It is important for cash flows projections and budgeting. 
  -       It protects an exporter against unfavourable fluctuations in 
exchange rates. 
  
 ii) The company shall receive cash in Zeds and sell them to the bank at 
forward rates to realise  

Ksh.   
 
The amount of Ksh. Received would thus be as follows: 

 
  Cash  Z60,000 @ 1.692  = 35,461 
  1st instalment Z45,000 @ 1.690  = 26,627 
  2nd instalment Z45,000 @ 1.684  = 26,722 
   Total Kshs.       88,810 
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 iii) Without hedging the company would receive the following amount of 
Kshs. 
 
  Cash  Z60,000 @ 1.692  35,461 
  1st instalment Z45,000 @ 1.690  26,627 
  2nd instalment Z45,000 @ 1.704  26,408 
        88,496 
 
  The decision to hedge yields higher Ksh. By 88,810 – 88,496 = 
Kshs.314. 
 
 
b) Interest Rate Swaps 

This is a transaction which allows a company to exploit different interest rates 
in different markets for borrowing and thereby reduce or alter the timing of 
interest payments.  Interest rate swaps are based on single currency. 
Swaps are used where different firms in the market has different credit rating or 
borrowing strengths.  A poor credit rating firm will borrow at fixed interest rate 
and anticipate a decline in future interest rate.  It will therefore prefer a floating 
interest rate loan to take advantage of lower interest rate. 
A good credit rating firm will borrow at floating or variable interest rate and 
anticipate an increase in interest rate thus would prefer a fixed interest rate 
obligation to protect itself against an upward-side risk. 

 
Example: 

X Ltd has poor credit rating and can either borrow at 12.5% fixed interest rate 
p.a. or London Inter 
bank offered rate (LIBOR) + 0.5% floating interest rate. 
 
Y has a good credit rating and can issue either a debenture at 11% p.a. fixed interest 
rate or borrow at floating interest rate of LIBOR. 
 
      X  Y 
 Fixed interest rate   12.5%  11% 
 Floating interest rate   LOBOR + 0.5% LIBOR 
Under the Swap agreement: 

X borrows at variable floating interest rate of LIBOR + 0.5% 
Y borrows at 11% fixed interest rate 
The 2 firms agree to exchange obligations where X will pay Y interest at 11.75% fixed 
interest rate (12.5% + 11%)½ while Y agrees to pay X at LIBOR. 
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Interest Swap 11.75% 
             X         Y 
      
 
 
 
 
  LIBOR + 0.5% (floating)    11% (fixed) 
  Interest rate at which loan    interest rate at which loan 
is 
  Loan is borrowed      borrowed 
 
 
  The net cost of financing will be as follows: 
 
  X Ltd 
  Interest payable   = LIBOR + 0.5% 
  Less: Interest received from Y Ltd  
  Under swap agreement   LIBOR   
         0.5% 
  Add interest paid to Y    11.75% 
  Net % cost     12.25% 
 
If X had borrowed at fixed rate it could be paying @ 12.5% p.a.  Therefore net % 
interest saving = 12.5% - 12.75% = 0.25%  
If Y had borrowed at fixed interest rate it could be paying interest @ 11% p.a. 
 
 
 
Interest payable on fixed interest rate loan   11% 
Less interest received from X Ltd    11.75% 
         0.75% 
Add interest paid to X     LIBOR 
Net % cost     LIBOR -   0.75% 
 
Currency Swaps 
Also called back to back loans, two parties agree to swap equivalent amounts of 
currency for a given period.  Debt is thus exchanged from one currency to another. 
E.g. assume a Kenyan Company (importer) requires UK£10,000 to pay a UK firm in 
3 months. 
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Consequently, a UK firm (importer) requires Ksh.1,250,000 in 3 months time to pay a 
Kenyan exporter. 
The two firms will swap the currencies immediately/today where the Kenya firm will 
receive UK£10,000 and deposit it in the UK bank.  The UK firm will receive 
Ksh.1,250,000 today and deposit it in a Kenyan bank.  The two firms will wait for 
settlement date to pay their respective creditors. 
In the meantime, they will earn interest income without the worry of prevailing 
exchange rate on 3 months payment date. 
 
Advantages of Swaps 

Parties are able to simulate each others borrowing while retaining their obligations to 
the original lenders. 
Each is able to borrow at lower interest rate. 
They can restructure the timing of payments such that there is matching of cash out 
flows and in flows. 
Swaps are easy to arrange and flexible since they can be of any size and are reversible. 
Transaction costs are very low only relating to legal costs of arranging the swap 
agreement. 
Interest rate swaps provides means of financial speculations. 
Poor credit rating firms can obtain access to foreign markets and borrow at the 
foreign country currency at lower interest rates. 
 
NUMBER FIVE 

a) The various types of leases are: 
Operating or short term leases 
Finance or capital leases 
Leverage lease 
Sale and lease back leases 

 
b) i) To justify the acquisition, the investment decision has to be made using 
NPV analysis. 
  Depreciation p.a. = 8M – 1.6M  = 1.6M p.a. 
         4 yrs 
 
  Savings before depreciation and taxes = 204M – 0.4M (operating 
expenses) = 2.0M p.a. 
 
  Net cash flows = EBDnT (I – T) + D.T.S. 
 
  Where D.T.S = depreciation tax shield = depreciation p.a. x tax rate. 
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  Therefore net operating cash flows  

= 2.0M(1 – 0.3) + (1.6M x 0.3) 
= 1.4M + 0.48 = 1.880M p.a. 

 
Cost of capital = 12% 

 
PV of cash flows = 1.880 x PVAF12%, 4 

                = 1.880 x 3.037   =   5.71M 
 

PV of salvage value = 1.60M x PVIF12%, 4 
               = 1.60M x 0.636  =  1.02M 

Total PV       6.73M 
Less initial capital     (8.00M) 
N.P.V (-ve)      (1.27M) 

 
The acquisition is not justified. 

 
b) ii) Should the company lease the asset? 
  Evaluate the decision from lease or buy decision perspective. 
 

If the asset is leased, then after tax annual lease rentals = 2.4M(1 – 0.3) 
1.680M p.a. rate = after tax cost of debt 10%(1-0.3) = 7%. 

 
PV of lease rentals = 1.680 x PVAF7%,4 = 1.680 x 3.387  = 5.69M 

 
If the asset is acquired, then: 

 
i) Immediate cash outlay   = 8.0 M 
ii) Depreciation tax shield p.a. = 1.6M x 30% = 0.48 p.a. 
iii) After tax annual operating cost = 0.4M(1-0.3) = 0.28M p.a. 
iv) Salvage value at end of year 4 = 1.6M 
v) Discounting rate = 7% 

       Sh.M 
Initial capital (out flow)     (8.0) 
PV of DTS = 0.48 x 3.387 (in flows)    1.63 
PV of operating cost p.a. = 0.28 x 3.387   (0.95) 
PV of salvage value  = 1.6 x PVIF7%,4 (in flow) 
   = 1.6 x 0.763    1.22 
Net cost of buying     (6.10M) 
Net cost of leasing     (5.69M) 
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Net benefit of leasing  = -5.69M - -6.10  
= -5.69M + 6.10 =  0.41M 
Therefore lease the asset. 
 
Note: 

Since the after tax cost of borrowing is the discounting, the tax benefit/shield of 
interest charges is already incorporated in the after tax cost of debt. 
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