
              QUESTIONS 

NUMBER ONE 

You have been provided with the following information about a project, which TOB 
Ltd. is planning to undertake soon. 
 
Cost of equipment 
Economic life 
Installation costs 
Depreciation 
Working capital requirement 
Projected revenue 
Projected operating costs 
Annual revenue growth rate 
Annual operating costs growth rate 
Marginal tax rate 
Risk free rate 
Cost of capital 
Equipment disposal value 

Sh.760,000 
5 years 
Sh.65,000 
Straight-line basis 
Sh.185,000 
Sh.520,000 
Sh.115,000 
     5% 
     7% 
     40% 
     10% 
     12% 
Sh.120,000 

 
Required: 

(a) Calculate the project’s net investment.      (2 
marks) 
 
(b) Using the net present value method, show whether or not the project should be 

undertaken by the company.        
 (8 marks) 

 
(c) Suppose in addition to the information given above you are provided with the 

following cash flows certainty equivalents: 
 
 Year 0: 1.00 
 Year 1: 0.90 
 Year 2: 0.80 
 Year 3: 0.60 
 Year 4: 0.50 
 Year 5: 0.40 
 
 Does your conclusion about the acceptability of the project in part (c) above 
change?  Explain. 
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           (10 marks) 
          (Total: 20 marks) 
NUMBER TWO 

(a) The Capital Asset Pricing Model is a powerful technique in the estimation of 
risk of a particular security.  It nevertheless is not applicable in the real world 
due to its many limiting assumptions. 

 
 Required: 
 Discuss the above statement.       (10 
marks) 
 
(b) The following data have been provided with respect to three shares traded on 

the Nairobi Stock Exchange (NSE). 
 
 

 Share K Share L Share M 
Risk free rate of return 
Beta coefficient 
Return on the NSE 
index 

0.120 
1.340 
0.185 

0.120 
1.000 
0.185 

0.120 
0.750 
0.185 

 
 Required: 
 
 (i) What is the beta coefficient?      (3 
marks) 
 (ii) Interpret the beta coefficient of shares K, L and M.   (3 
marks) 
 (iii) Using the Capital Asset Pricing Model, compute the expected return  

on shares K, L and M.       (3 
marks) 

 (iv) Can the beta coefficient be less than zero?  Explain   (1 
mark) 
          (Total: 20 marks) 
 
NUMBER THREE 

Mr. Karanja Manufacturing Co. Ltd has an average selling price of Sh.1000 for a 
component it manufactures for sale in the local market.  Variable costs are Sh.700 per 
unit and fixed costs amount to Sh.17 million. 
 
The company has financed its assets by having issued 40,000 ordinary shares. 
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Another company in the same industry, Buzal Manufacturers, has the same operating 
information but has financed its assets with 20,000 ordinary shares and a loan, which 
has an interest payments of Sh.160,000 per year.  Both companies are in the same 
40% tax bracket and have sales of Sh.70 m in the current financial year. 
 
Required: 

(a) For each company, determining the degree of operating leverage and the 
degree of financial leverage. 
           (4 marks) 
 
(b) Calculate the degree of combined leverage for each firm.  Explain the 
difference in the result. 
           (4 marks) 
 
(c) Compute the break-even points for the two companies.  What are your 
observations? 
           (4 marks) 
 
(d) Calculate the earnings per share (EPS) at the point of indifference between the 

two companies earnings.        
 (4 marks) 

 
(e) Explain the position of Modigliani and Miller (MM) with respect to the use of 
leverage in a firm. 
           (4 marks) 
          (Total: 20 marks) 
 
NUMBER FOUR 

(a) Explain what you understand by the term Market efficiency and discuss its 
implications to the finance manager.       
 (10 marks) 

 
(b) Discuss the major theories that explain the behaviour of the yield curve and 

discuss the implication of yield curve analysis in financial management.  
   (10 marks) 

          (Total: 20 marks) 
 
 

NUMBER  FIVE 

Download more at www.ebookskenya.co.ke



(a) Discuss the main phases/stages of projects development in public sector. 
 (10 marks) 
 
(b) Outline the major causes of public projects failure.    
 (10 marks) 
          (Total: 20 marks) 
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                              ANSWERS 

NUMBER ONE 

(a) Projects Net Investment  = Purchase Cost + Installation Cost + 
Working Capital 
     = 760,000 + 65,000 (initial cost) + 185,000 
     = 825,000 + 185,000 
  Initial outlay  = 1,010,000 
 
(b) NPV 
  

Year 1 2 3 4 5 
Annual revenue (5%) (520.00) 546.00  573.3  601.97  632.063 
Operating costs (7%) (115.00) (123.05) (131.66) (138.25) (147.93) 
Depreciation 

5

120825 
 

 
(141.00) 

 
(141.00) 

 
(141.00) 

 
(141.00) 

 
(141.00) 

  264.00  281.95  300.64  322.09  343.133 
Less taxation (40%)  105.6_  112.78  120.26  129.09  137.25 
  158.4  169.17  180.38  193.62  205.88 
Add depreciation  141.0  141.0  141.0  141.0  141.0 
  299.4  310.17  321.38  334.62  346.88 
Salvage value      120.0 

 466.88 
Release working 
Capital 

 ____  ____  _____  _____  185.0 

  299.4  310.17  321.38  334.62  651.88 
Discount factor @ 
22% 

    0.819      0.672      0.551      0.451           0.370 

Disc. Cash flows  245.209  208.434  177.081  150.656  241.195 
 
 Present value cash inflows = 1,022.576 
 Less net investments   1,010.000 
          12.5756 x 1000 
 
 NB: Net investments = 760,000 + 65,000 + 185,000 = 1,010,000 
 
Decision: Since the NPV is positive i.e (Ksh.12,575.60), thus the project should be 
undertaken. 
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(c) Year Uncertain 

cash flow 
Certainty 
Equivalent 

Certain 
Cash flows 

Disc. Rate 
10% 

Discounted 
cash flows 

 1 
2 
3 
4 
5 

299,400 
310,170 
321,382 
333,051 
650,193 

0.9 
0.8 
0.6 
0.5 
0.4 

269,460 
248,136 
192,829.2 
166,525.5 
260.077.2 

0.909 
0.826 
0.751 
0.683 
0.621 

    244,939 
    204,960 
    144,815 
    113,737 
    161,508 
    869,959 

  Less net investment 
NPV = 

 (1,010,000) 
   (140,041) 

 
Decision: 

Conclusion is that the acceptability of the project changes as NPV turns to negative 
(i.e Ksh.140,041).  The problem would arise in either determination of the risk 
adjusted discount rate on certainty equivalent, otherwise the 2 approaches should 
provide consistent results. 
 
 

 

 NUMBER  TWO 

(a) CAPM  
 

Advantages: 

1. It provides the market based means of measuring risks and relating them 
to the well diversified well market portfolio. 

 
 

 
m

my RCovR
Bj


  

 
2. It states/indicates why only systematic risk is relevant in project appraisal.  The 

unsystematic risk can be completely eliminated through diversification. 
 
3. The variables required for its operational use are easily obtainable. 
 
4. It is one of the best means of establishing risk adjusted discount rate on 

computation of Ks or required rate of return. 
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Disadvantages 

1. It is strictly a single period model and must be used with caution in evaluation 
of multiperiod projects. 

 
2. It only concentrate on the systematic risks and ignores other elements of risks 

(unsystematic risks) which may be relevant to the non-diversified investors. 
 
3. The input data required for its operational use may be quite difficult to obtain 

practice e.g Ks, Bi required rate of return. 
 
4. This model has been found not to perform in some instances e.g stocks with 

strong seasonality patterns. 
 
5. The model only considers the level of return (total returns) and not the manner 

in which the returns are distributed (discussion on dividend theories or policies 
suggests that investors may prefer the packaging of the return i.e can either 
prefer dividends or capital gain). 

 
(b) (i) Beta Coefficient – Bi is a measure of the sensitivity of the returns on a 
security or a portfolio  

to changes in the market portfolio. 
 
  Bi is a measure of the systematic risk of a security market portfolio. 
 

  
2

.

m

mj

i

RRCov


   

 
  Bi  of market portfolio = 1 
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(ii) Interpretation: 

 Bi of K = 1.340 
 

This implies that if the returns of the market portfolio change by one unit those 
of share K change by 1.340.  It basically implies then shares K return are quite 
sensitive to the changes in the market portfolio. 

 
Bi of L = 1.000 

 
This implies that if the returns on the market portfolio change by a unit those 
of share L also change by one unit.  These shares are of comparable risks to the 
market portfolio. 

 
Bi of M = 0.750 

 
Implies that if the returns of the market portfolio change by a unit those of 

share M change by 0.750. 
 

It implies that share M are less sensitive to changes in the market portfolio and 
they are less risky. 
 
(iii) Using CAPM, the expected return: 
 
  FmiFj RRRR    

 
 Shares of K= 12% + 1.34(18.5 – 12)% = 20.71 
 
 Shares of L = 12% + 1(18.5 – 12)% = 18.5 
 
 Shares of M = 12% + 0.75(18.5 – 12)% = 16.875 
 

 
2

m

mj

j

RCovR


   

 
Bj can be less than zero (negative) if the correlation of coefficient between a 
security and the market portfolio is negative. 
 

NUMBER THREE 
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(a)    KARANJA     BUZAL  
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(b)  

 

 
T1

Pd
IFCVPQ

VPQ
DTL





      

 
  17,0007001,00070,000

7001,00070,000




     

 
  160-17,0007001,00070,000

7001,00070,000




 

 
          = 5.25                 = 5.46 
 
Observation 
 
Buzal Ltd has a high DTL due to the presence of fixed financing costs (Ksh.160,000) 
 
(c) Break-even pf for the two companies 
 
 BEP the quantity that must be produced and sold to meet the fixed operating 
costs. 
 
      KARANJA   BUZAL 

 BEP = 
oncontributiCMN

T1

Pd
IFC






  
7001,000

017,000




  

7001,000

17,000



160
 

 
      = 56.67   = 57.2 
 
 Observations: 

 Buzal Ltd has to achieve a higher BEP to cover for the additional fixed 
financing costs. 
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(d) EPS at the point of indifference 
 
 EPS is given by 
 

 
  

N

PdTIEBIT  1
 

 
 EBIT at point of indifference – since the EPS are the same 
 

KARANJA      BUZAL 
 

 
  

1

111 1

N

PdTIEBIT 
   

  

2

222 1

N

PdTIEBIT 
 

 

 
  

40

6.00EBIT
    

  
20

6.0160EBIT
    

 
 40(0.6)EBIT   20(EBIT) – 16,000)0.6 
 

 
6.0

6.0 EBIT
  = 

6.0

000,1922.1 EBIT
 

 
 EBIT = 320,000 
 

 KARANJA EPS = 4.8
40000

00)0.6(320000



 

 

 BUZAL EPS = 4.8
20000

0160000)0.6(320000



 

 
 EPS at the point of indifference between co. earnings is Ksh..4800. 
 
 Position of MM with respect to use of leverage (debt) 
 
Without taxes, MM position is that debt has no effect on firm value (VL = VU) 
 
With corporate taxes, MM position is that the levered firm commands a higher value 
because of the interest tax shied. 
 
VL = VU + PV of ITS 
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With corporate and personal taxes, MM’s decision is that effect of leverage depends 
on the tax rate. 
 

  














TPd

TPSTC
BVUVL

1

111
 

 
4. With taxes and financial distress, MM argue is that debt (leveraged) is a two 

edged sword i.e it is advantageous and disadvantageous at the same time. 
 
  Advantage = in the sense that it enables tax savings 
  Disadvantage = reduces the value of the firm 
 
  VL = VU + PV of ITS – PV of FDC PVITS = PV of interest (tax 
shield) 
 
   PVFDC = PV of financial distress costs (disadvantage of 
debt) i.e costs that  
arise due to excessive use of debt.  
 
 
NUMBER FOUR 

Market efficiency and its implications 

Market Efficiency 

Efficient markets are those markets that operate at low costs, prices security 
efficiently and allocates funds to firms and organizations with the most promising real 
investment opportunities. 
 
From the above definition there are three types of market efficiency: 
 
1. Operational efficiency – (low costs) 
2. Pricing efficiency – (efficient price) 
3. Allocational efficiency – (allocates funds) 
 
Operational Efficiency  

These market prices transaction services and cost which are as low as possible given 
the efforts associated with having these services provided. 
 
Pricing efficiency (fair game) 
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These implies that the market prices security i.e security price reflect all the available 
information security prices adjust quickly and in an unbias manner to incorporate any 
new information as it becomes available.  Since new information is not predictable the 
security prices will follow a random-walk. 
 
Allocation efficiency  

These implies that the markets allocates fund to firms with the most promising real 
investments opportunities.  Allocation efficiency assumes operational and pricing 
efficiency. 
 
The most important efficiency to F.M is the pricing efficiency to enable him to 
maximize shareholders wealth. 
 
Forms of market price efficiency 

 Weak for 

 Semi-strong form 

 Strong form 
 
Weak form 

In this form the current security prices reflect information regarding the historical 
pattern of price movement.  Therefore no trading strategy based on historical prices 
can yield above normal return. 
 
Semi-Strong form 

In this form, the current security prices incorporate historical pattern of price 
movements as well as all public available information about the company.  An 
investor cannot out perform (do better) than the market by analyzing any public 
available information about any company. 
 
Strong form 

In this form, the current security prices already incorporate all public as well as 
privately held information.  It implies that even those accessible to confidential (price 
sensitive) information cannot use it to derive superior returns or results. 
 
Implications of market efficiency 

1. Timing of financial policy e.g issue of redemption of shares.  In an efficient 
there is no need of timing financial policy e.g issue or sale of share since 
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nobody knows the direction that the market will take e.g today’s low may be 
the highest in the next ten years. 

 
2. Issue of shares at a discount – In an efficient market, the current security 

price reflect all available/relevant information.  There is therefore no need for 
significant price discount to encourage investors to buy.  If a firm issues shares 
at the current market prices it raises funds at a fair cost and investors also 
obtain a fair return of the risks assumed. 

 
3. Creative Accounting – (basically manipulation of P/s data). 

In an efficient market there is no need to manipulate financial statement 
calculations to influence share prices since security prices only respond to 
fundamental information.  Efficient market cannot be fooled. 

 
4. Merger as an investment decision – In an efficient market, purchase of a 

share is zero NPV transaction.  This implies that if the firm acquires another at 
its current market capitalization, it simply breaks even.  This question a 
rationale behind many mergers. 

 
5. Use of NPV as an appraisal technique – NPV analysis assumes market 

efficiency i.e the returns offered by the investments are commensurate with the 
risks assumed.  Use of NPV in an efficient market can provide misleading 
results. 

 
Theories that explain the behaviour of yield curve 

 
Yield Curve is a curve basically that shows the trade off between the yield of a debt 
(Kd) instrument and its term (period to marketing). 
 
Term structure of interest rates refers to the relationship between the yield to 
maturity and the terms of the debt instrument. 
 
 
 
% Yield 
       Kd  
 
 
 
 
 

Yield curve 
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     n(term of maturity) 
 
Theories – Term Structure theories 
 
1. The expectation theory 
2. The liquidity preference theory 
3. The market segmentation theory 
 
1. The expectation theory 

This states that the shape of the yield curve depends on the markets 
expectations about future interest rates.  If future interest rates are expected to 
rise, the shape of the yield curve will be upward sloping. 

 
2. Liquidity preference theory 

This states that investors normally prefer liquidity (cash) to other investments 
even the low risky one like Treasury bills.  Investors therefore expect to be paid 
a high premium for being deprived of their liquidity for longer periods.  The 
normal upward rising shape of the yield curve can be explained by this theory. 

 
3. Segmental Market Theory 

This states that the market short term and long term debt instruments are 
separate and distinct.  The shape of the yield curve depends on the demand and 
supply forces in each market.  There is a ‘wiggle’ (form of disturbance) in the 
yield curve where the two markets meet. 

  
The forces in each market are weakest where the wiggle occurs. 

 
% yield 
    Kd 
 
 
 
 
 
 
 

Wiggle 

Short term 
debt 

Long term 
debt 
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      n (maturity period) 
 
 

 

Implications 

The current shape of the yield reflects (     ) the market expectation about future 
interest.  There is need to inspect current shape of the yield curve on designing 
lending and borrowing schemes. 
 
e.g an upward rising yield curve indicates that interest rates are expected to rise.  The 
firm should therefore avoid long term on variable rates, instead it can borrow long 
term at fixed rate or short term on variable rates. 
 
NUMBER  FIVE 

Main phases/stages of projects and causes of project failure 
 
Stages 

1. Planning  
2. Analysis 
3. Selection 
4) Implementation 
5) Review 
 
Planning 

Concerned with articulation of broad investment strategy, also generation and 
preliminary screening of projects proposals. 
 
Analysis  

This involves a detailed analysis, evaluation of marketing technical financial, economic 
and ecological aspects of the projects. 
 
Selection 

This follows and offer overlaps analysis.  It addresses the question of worthileness of 
the project based on various project criteria. 
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Implementation  

This involves setting up of the facilities and translating the proposals into concrete 
projects. 
 
Review  

Involves evaluation of the project performance to determine whether any corrective 
action are required.  Review should be done periodical to confirm actual and 
projected performance. 
 
Causes of Project Failure 
 
Project failure implies the failure of the project to meet its objective with a reasonable 
cost and time. 
 
Main causes includes: 

1. Failure to use the available project control techniques 
2. Unclear objectives or plans 
3. Poor project management (mis management) 
4. Unclear responsibilities due to external interferences e.g political 
5. Sub-contractor may fail 
6. Labour problems e.g strike, go-slows, labour turnovers. 
7. Lack of adequate information flow due to a poor management information 
system. 
8. Poor resources used in the project e.g poor material, labour, poor equipments. 
9. Cost escalations making the project not achievable within budgeted levels. 
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