
                                            QUESTIONS 

NUMBER  ONE 

 
a) What are the limitations of the Capital Asset Pricing Model (CAPM) as an 

investment appraisal technique?        
 (4 marks) 

 
b) Boni Gathara  an investment specialist has been entrusted with Sh.10 million 

by a unit trust and instructed to invest the money optimally over a two-year 
period.  Part of the instructions are that: 
The funds be invested in one or more of four specified projects and in the 

money market 
The four projects are not divisible and cannot be postponed. 
The unit requires a return of 24% over the two years. 

 
The following are details of the investment in the projects and the money market. 
 
   Initial  Return over  Expected standard deviation 
   Cost  the two years  of returns over the two-
years 
   Sh.’000’   %    % 
Project 1 (P1)  6000   22      7 
Project 2 (P2)  4000   26      9 
Project 3 (P3)  6000   28    15 
Project 4 (P4)  6000   24    13 
Money Market (MM) 1000 (minimum)  18      5 
 
The correlation coefficients of returns over the two-years are as follows: 
 
Between   Between Projects Between Projects Between Money  
Projects   and Market  and the Money  Market and 
Market 
   Portfolio (MP)  Market (MM)  
 Portfolio 
 
P1 and P2 = 0.70  P1 and MP = 0.68 P1 and MM = 0.40  MM and MP 
= 0.40 
P1 and P3 = 0.62  P1 and MP = 0.65 P2 and MM = 0.45 
P1 and P4 = 0.56  P3 and MP = 0.75 P3 and MM = 0.55 
P2 and P4 = 0.57  P4 and MP = 0.88 
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P3 and P4 = 0.76 
 
Over the two-year period, the risk free rate is estimated to be 16%, the market 
portfolio return, 27% and the variance of the return on the market, 100%. 
 
 

Required: 

By analysing the two-asset portfolios: 
i) Use the mean-variance dominance rule to evaluate how Boni Gathara should 
invest the Sh.10 million.                                              
(8 marks) 
ii) Determine the betas and required rates of return for the portfolios and then 

use the Capital Asset Pricing Model (CAPM) to evaluate how Boni Gathara 
should invest the Sh.10 million.            (8 marks) 

 
NUMBER  TWO 

Safaricom Limited issued a Sh.100 million par value, 10-year bond, five years ago.  
The bond was issued at a 2 per cent discount and issuing costs amounted to Sh.2 
million. Due to the decline in Treasury bill rates in the recent past, interest rates in the 
money market have been falling presenting favourable opportunities for refinancing.  
A financial analyst engaged by the company to assess the possibility of refinancing the 
debt reports that a new Sh.100 million par value, 12 per cent, 5-year bond can be 
issued by the company.  Issuing costs for the new bond will be 5 per cent of the par 
value and a discount of 3 per cent will have to be given to attract investors. The old 
bond can be redeemed at 10 per cent premium and in addition, two months interest 
penalty will have to be paid on redemption. All bond issue expenses (including the 
interest penalty) are amortised on a straight-line basis over the life of the bond and are 
allowable for corporate tax purposes. 
 
The applicable corporate tax rate is 40 per cent and the after tax cost of debt to the 
company is approximately 7%. 
 
Required: 

a) Cash investment required for the refinancing decision.   
 (9 marks) 
b) Annual cash benefits (savings) of the refinancing decision.   
 (6 marks) 
c) i)   Net Present Value (NPV) of the refinancing decision.               
(13 marks) 
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 ii)   Is it worthwhile to issue a new bond to replace the existing bond?  Explain.  
           (2 marks) 
          (Total: 20 marks) 
 
NUMBER  THREE 

Katrubina Pharmacia Ltd. recently carried out clinical trials on a new drug which was 
developed to reduce the effects of diabetes. 
 
The research and development costs incurred on the drug amount to Sh.160 million.  
In order to evaluate the market potential of the drug, an independent research firm 
conducted a market research at a cost of Sh.15 million.  The independent researchers 
submitted a report indicating that the drug is likely to have a useful life of 4 years 
(before new advanced drugs are introduced into the market).  It is projected that in 
the year the drug is launched it could be sold to authorised drug stores (chemists and 
hospitals) at Sh.20 per 500mg capsule.  After the first year, the price is expected to 
increase by 20% per annum. 
 
 
For each of the four years of the drug’s life, the sales have been estimated 
stochastically as shown below: 
 
   Number of  
   Capsules sold  Probability 
   11 million         0.3 
   14 million         0.6 
   16 million         0.1 
 
If the company decides to launch the new drug, it is possible for production to 
commence immediately.  The equipment required to produce the drug is already 
owned by the company and originally cost Sh.150 million.  At the end of the drug life, 
the equipment could be sold for Sh.35 million.  If the company decides against the 
launch of the new drug, the equipment will be sold immediately for Sh.85 million as it 
will be of no further use to the company. 
 
The new drug requires two hours of direct labour for each 500 mg capsule produced.  
The cost of labour for the new drug is Sh.4 per hour.  New workers will have to be 
recruited to produce the new drug.  At the end of the life, the workers are unlikely to 
be offered further employment with the company and redundancy costs of Sh.10 
million are expected.  The cost of ingredients for the new drug is Sh.6 per 500mg 
capsule.  Additional overheads arising from the production of the drug are expected 
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to be Sh.15 million per annum.  Additional work capital of Sh.2 million will be 
required during the drug’s 4-year life. 
 
The drug has attracted interest of the company’s main competitors and if the 
company decides not to produce the drug, it could sell the patent right to Kyalo (K) 
Ltd., its competitor, at Sh.125 million.  The cost of capital is estimated to be 12%. 
 
 
Required: 

a) The expected Net Present Value of the new drug.    
 (16 marks 
b) State with reasons whether the company should launch the new drug. 
 (2 marks) 
c) Discuss one strength and weakness of the expected Net Present Value 

approach for making investment decisions.      
  (2 marks) 

Ignore Taxation        (Total: 20 marks) 
 
NUMER  FOUR 

A local supermarket chain wishes to increase the number of its retail outlets in the 
country.  The board of directors of the company have decided to finance the 
acquisition by raising funds from the existing shareholders through a one for four 
rights issue.  The recently published income statement of the company for the year 
ended 31 October 2002 has the following information: 
 

 Sh.’000’ 
Turnover 
Profit before interest and tax 
Interest 
Profit before taxation 
Corporate tax 
Profit after taxation 
Ordinary dividends 
Retained profit for the year 

246,750 
18,900 
    
8,300 
    
9,600 
    
2,850 
6,750 
    
3,000 
3,750 
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The share capital of the company consists of 12 million ordinary shares with a par 
value of Sh.5 per share.  The shares of the company are currently being traded on the 
Stock Exchange with a price/earnings ratio of 22 times.  The board of directors has 
decided to issue the shares at a discount of 20 per cent on the current market value. 
 
Required: 

a) The theoretical ex-rights price of an ordinary share of the company. 
 (10 marks) 
b) The price at which the rights in the company are likely to be traded.  
 (4 marks) 
c) Assuming an investor held 4,000 ordinary shares of the company before the 

rights issue announcement, evaluate the following options and identify the best 
option to the investor. 

 i) Exercise the rights.       (2 marks) 
 ii) Sell the rights        (2 
marks) 
 iii) Do nothing.        (2 marks) 
          (Total: 20 marks) 
NUMBER  FIVE 

a) Discuss the importance and limitations of Executive Share Option Plans 
(ESOPs) in mitigating management/shareholder agency conflicts.   
  (7marks) 

 
b) Highlight the potential advantages and disadvantages for the host country of 

Foreign Direct Investment (FDI) by multinational companies.   
  (7 marks) 

 
c) Write notes distinguishing the following instruments used in international 
financial markets: 
 
 i) The Euro.        (2 marks) 
 ii) The Euro bonds        (2 
marks) 
 iii) The Euro dollars.       (2 marks) 
          (Total: 20 marks) 
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                         ANSWERS 

NUMBER ONE 

a) Limitations of the Capital Asset Pricing Model (CAPM) 

 Inability to define the exact market composition. 

 CAPM is a single period model 

 CAPM is a single factor model 

 CAPM assumes full diversification 

 Distinction between lending and borrowing is not considered by CAPM. 
 
b) (i) Possible Portfolios    Return 
 Project 1 and 2     0.6 x 22 + 0.4 x 26 = 23.6 
 Project 2 and 3     0.4 x 26 + 0.6 x 28 = 27.2 
 Project 2 and 4     0.4 x 26 + 0.6 x 34 = 30.8 
 Project 2 and money market   0.4 x 26 + 0.4 x 18 = 21.2 
 Project 1 and money market   0.6 x 22 + 0.4 x 18 = 20.4 
 Project 3 and money market   0.6 x 28 + 0.4 x 18 = 24 
 Project 4 and money market   0.6 x 34 + 0.4 x 18 = 27.6 
 
 Of the above the three X yield returns less than 24% and will therefore not be 
considered further. 
 
 Evaluation based on Portfolio Theory 
 Project   Standard Deviation 
 P2P3     11.7 
 P3MM     10.2 
 P2P4     10.3 
 P4MM       9.1 
 
 Project 2 and 3 are dominated by P2P4 
 P3MM is dominated by P4MM 
 

As compared to P3MM P2P4 gives the highest return per unit of risk and 
therefore should be selected. 

 
ii) Project Betas 

 1. 476.0
100

768.0


x
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 2. 585.0
100

965.0


x
 

 

 3. 125.1
100

1575.0


x
 

 

 4. 144.1
100

1388.0


x  

 Money market = 2.0
100

54.0


x  

 
 
 
Portfolio Beta 
 2 and 3 => 0.4 x 0.585 + 0.6 x 1.125 = 0.91 
 2 and 4 => 0.4 x 0.585 + 0.6 x 1.144 = 0.92 
 3 and MM => 0.6 x 1.125 + 0.4 x 0.2 = 0.75 
 4 and MM =. 0.6 x 1.144 + 0.4 x 0.2 = 0.77 
 
Portfolio Expected Return Portfolio required rate of return Excess 
Return 
2 and 3   27.2%    26%    1.2% 
2 and 4   30.8%    26.1%    4.7% 
3 and MM  24.0%    24.2%    -0.2% 
4 and MM  27.6%    24.5%    3.1% 
 
Project 2 and 4 are the best projects as they offer the highest excess returns. (8 
marks) 
 
NUMBER TWO 

a) Workings 
Discount an old bond = 2% x 100M = 2M 
Issue costs of old bond = Sh.2M 
Discount on new bond = 3% x 100M = Sh.3M 
Issue costs of new bond = 5% x 100M = Sh.5M 
Call premium = 10% x 100M = Sh.10 M 
Overlap interest charges = 16% x 100M x 2/12 = Sh.2.666,667 
Remaining maturity period of old bond = 5 years 

 
Initial Capital Investment 

Download more at www.ebookskenya.co.ke



 
 Call premium     10,000,000 
 Overlap interest charges      2,666,667 
 Discount on new bond      3,000,000 
 Issue costs of new bond      5,000,000 
 Gross investment    20,666,667 
 Less: tax saving/shield on: 
      Call premium   10,000,000 
      Overlap interest charges   2,666,667 
 Unamortised discount –  

   old bond = 000,000,2
10

5
x

yr s

yr s  =   1,000,000 

Unamortised issue costs of  

     old bond = 000,000,2
10

5
x

yr s

yr s  =   1,000,000 

Total costs   14,666,667 
 Tax shield = 14,666,667 x 40%    (5,866,667) 
 Net capital investment    14,800,000 
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b) Annual cash benefits 

 New bond 
 Interest charges p.a. = 12% x 100M = 12,000,000 
 Less tax savings shield on annual  

  interest charges   12,000,000 

Annual discount = 
yr s5

000,000,3       600,000 

Annual issue costs = 
yr s5

000,000,5    1,000,000 

    13,600,000 
 Tax shield = 13,600,000 x 40%     (5,440,000) 
 Annual cash outflow       6,560,000 
 
 Old Bond 
 Annual interest charges = 16% x 100M  = 16,000,000 
 Less tax shield on: 
 Annual interest charges  = 16,000,000 

 Annual unamortised discount 
yr s5

000,000,1  =      200,000 

 Annual unamortised issue cost 
yr s5

000,000,1 =     200,000 

      16,400,000 
 
 Tax shield = 16,400,000 x 40%   =  (6,560,000) 
 Annual cash outflow       9,440,000 
 
 Annual cash benefit/savings = 9,440,000 – 6,560,000 = 2,880,000 p.a. for 5 
years. 
 
 
c) i) Net Present Value  

  Discount rate = 7% P.V of annual cash benefits  
= 2,880,000 PVAF7%,5 
= 2,880,000 x 4.100  =  11,808,000 
Less net capital investment = (14,800,000) 
NPV       (2,992,000) 

 
ii) Its not worthwhile to issue the new bond since the NPV is negative. 

 
NUMBER THREE 

a) Net Present Value for the new drug 
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 Computation of the expected cash flows and net present value 
 

 Expected sales  = 


n

iiPS

11

 

   = 11M x 0.3 + 14M x 0.6 + 16M x 0.1 
   = 13.3M 
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Computation of cash flows (Sh.’M’’) and NPV 

  
 Year     0     1  2      3       4 
 Machinery & equipment opp. Cost      (  85) 
 Patent right    (125) 
 Revenue         266     319.2    383.04    
459.65 
 Labour costs    (106.4)   (106.4)   (106.4)   (106.4) 
 Material costs      (79.8)     (79.8)      (79.8)     
(79.8) 
 Additional overheads        (15)       (15)        (15)        
(15) 
 Salvage value of machinery           (35) 
 Redundancy costs          (10) 
   Working capital   (2) 
 Released working capital     -          -            -             -           2    
 Net cash flow (212)         648        118    181.84    
285.45 
 Discount factor @ 12%      1      0.893      0.798      0.712      
0.636 
 Discounted cash flow  212      57.87      94.16    129.47  
181.55 
 NPV = Sh.251.05 M 
 
 
b) Based on the expected NPV the new drug should be launched as it increases 

shareholders wealth by Sh.251.05 M. 
 
c) Strength of expected NPV 

It gives the analyst a general idea about the average expectation to assess an 
investment proposal.  Thus the decision maker can work with the average 
figures to determine the average customers. 

 
The method however does not assess the risk inherent in an investment 
situation.  The general expected outcome may hide from the analyst the worst 
expected and best expected outcomes.  This can lead to the acceptance of a 
very poor proposal. 
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NUMBER FOUR 

a) Since the current MPS is not given, compute the MPS from Earnings Per Share 
(EPS) and P/E ratio. 
 
 EPS = Profits after tax    =     6.75 M      = 0.56 
   No. of Ord. Shares  12 M shares   
 
 MPS = EPS x P/E Ratio 
  = 0.56 x 22 =  
  = Sh.12.32 
 
 The subscriptions/issue price for a rights issue is 90% of MPS (at 10% 
discount) 
 Use price = 90% x 12.32 = 11.09 
 
 Before rights issue, 4 shares @ MPS 12.32 = 49.28 
 On rights issue  1 share @ Sh.11.09 = 11.09 
   Total 5 shares    60.37 
 

 Theoretical ex-right MPS = 07.12.
5

37.60
Sh  

 
b) Value of a right = MPS – Ex-right 
   = 12.32 – 12.07 = 0.25 
 
 
c) i) Exercise the right and buy new shares @ Sh.11.09 each. 
   
  - Current number of shares  4000 
  - New shares ¼ x 400   1000 
        5000 shares 
 
  After rights issue 5000 shares x 12.07  =  60,350 
  Cost of buying new 1000 shares @ 11.09 each (11,090) 
         49,260* 
 
 ii) Sell the rights 
  She has 4000 rights/shares to enable her to buy 1000 new shares 
therefore 
  4000 shares @ Sh.12.07 ex-right MPS  = 48,280 
  and cash from sale of 4000 rights @ Sh.0.25 =   1,000 
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  Net wealth      49,280 
 
 iii) Do nothing 
  She will have 4000 shares each valued at ex-right MPS of 12.07 = 
Sh.48,280 
 
Note: 

If she exercises the right or sells the rights, the wealth does not change.  The 
difference in the above figures is due to approximation error. 
 
NUMBER  FIVE 

a) Importance and limitations of executive share option plans (ESOP’s) 
 

Goal congruence refers to the situations where the goals of different groups 
coincide.  In many companies there are potential conflicts of objectives 
between the owners of the company, the shareholders, agents and the 
managers of the company.  Other interest groups such as creditors, the 
government, employees and the local community might also have conflicting 
objectives to the company’s shareholders. 

 
One way by which managers and sometimes employees in general might be 
motivated to take decision/engage in actions which are consistent with the 
goals of the shareholders is through ESOP’s.  ESOP’s will not however assist 
in encouraging goal congruence between other interest groups and 
shareholders and managers. 

 
ESOP’s allow managers to purchase a company’s shares at a fixed price during 
a specified period of time in the future usually a period of years.  They are 
aimed at encouraging managers to take decisions which will result in high NPV 
projects which will lead to an increase in share price and shareholders wealth.  
The managers are believed to seek high NPV investments as they as 
shareholders will participate in the benefits as share prices increases. 

 
There is however little evidence of a positive correlation between share option 
schemes and the creation of extra share value.  There is no guarantee that 
ESOP’s will achieve goal congruence.  Share options will only be part of the 
total remuneration package and may not be the major influence on managerial 
decisions.  If share prices fall managers do not have to purchase the shares and 
the value of the option to buy shares becomes worthless or very small.  
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Although ESOPs may assist in the achievement of goal congruence they are by 
no means a perfect solution. 

 
b) The greatest potential beneficial effects of the host country of foreign direct 

investment are the creation of employment and the stimulation of additional 
output. 
The import of capital which may be relatively scarce resources if the host 
country is a less developed nation is often accompanied by an infusion of new 
technology leading to increased productivity. 

 
Additional training and new skills base may be provided for local workers and more 
advanced management techniques introduced into the country. 
 
Initially the balance of payments of the host country will benefit through the in flow 
of capital to finance the investment but over time there is likely to be an opposite 
movement as the multinational company seeks to remit funds to the parent country or 
elsewhere in the world. 
 
Detrimental effects include: 

- The loss or perceived loss of political and economic sovereignty.  This is 
exemplified by multinationals controlling major parts of a country’s key 
industries which may be considered undesirable by the country’s government 
or strategies or defensive reasons. 

 
- Avoidance of local taxation through transfer pricing and other measures. 
 
- Destabilisation of the country’s monetary policy through large international 

currency flows by multi-nations. 
 
- The introduction of different cultural values and lifestyles which may 
undermine indigenous cultures. 
 
c) The Euro = The currency of the European Union 

The Euro Bonds = Bonds sold outside jurisdiction of the country in 
whose currency the bond  

was demolimated. 
 

The Euro Dollars= Deposit or credit dollars – held outside the regulation of 
the US  

authorities. 
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