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EFFECTS OF CAPITAL BUDGETS ON CASH FLOWS: A CASE STUDY OF
KENYA POWER AND LIGHTING COMPANY LIMITED

ABSTRACT

Capital budgeting decisions have a long term eftecthe performance of a firm and can
determine its success or failure. These decisimmséfuenced by the changes in the business
environment. Kenya Power and Lighting Company Lealits involved in capital intensive
projects that have impacted on its performancecasti flows. The purpose of this study was
to examine the effect of capital budgets and haey @ffect cash flows at the Kenya Power
and Lighting Company Limited. The objectives weoeetvaluate the effects of cash flow
mismatch, foreign exchange, inflation and governnmaervention on cash flows. The study
used explanatory research design. Data was calldoben existing records. The findings
were presented using a linear regression equaliod.research finally concludes that cash
flow mismatch, foreign exchange rates, inflatiord ggyovernment interventions affect cash
flows at The Kenya power and Lighting Company Ladit The researcher recommends that
the Company should aspire to match the inflowsutilawvs, thorough education of budget
holders on the need to be committed to budgetsttamédoption of zero based budgets for
non-key projects, evaluation of projects to deteergost versus benefits and monitor project
implementation schedule to ensure no budget oves-Itio minimize the effects of foreign
exchange risk, the study recommends the use fore@rttacts and swaps. The study finally
recommends that the company should constructivefjage the government to undertake
projects after taking into consideration their Héaeo the public and financial viability to
the company.

Key words: Capital budgets, Capital budgeting, Cash flows.
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CHAPTER ONE
INTRODUCTION
1.1 Background of the Study

Cash is an essential ingredient for the successfignce survival of a firm. Firms
invest in capital projects to regenerate themsefrekremain relevant in the ever changing
business world. They therefore invest in new préglugpen new branches, put up factories,
and undertake major repairs and maintenance anedlapewusiness models that are cost
effective.

The importance of capital budgeting to a firm caris®underscored. The investments
involve a large amount of the organizational resesy the effect on the future cash flows is
felt by the organization for a long time, and tleeidions are irreversible once the funds have
been committedA wrong decision therefore can affect the profiliagband future operations
of a firm (du Toit and Pienaar,2005).

Budgets are used as a management tool for plaramndgcontrolling organizational
resources. The process involves setting of stasdaf performance and use of variance
reports on the actual performance to give managetheninformation required for control
purposes (Horngren, Dartar and Foster, 2003). Hewethese decisions are more
problematic due to changes in the internationain@ss environment, which is characterized
by economic, social, political, and cultural diviersThe uncertainty arising from changes in
exchange rates, inflation and uncertain future dlsiis makes the process more complex.
Organizations therefore must evaluate their prejgot minimize the financial impact of
making wrong decisions in the long-run.

Capital budgeting decisions require careful judgmen the allocation of
organizational resources. During the budgetary gg®ec decision makers are guided by
institutional procedures, structures and the neédse various interest groups among others.

The questions often asked by the corporate plannelsde; how do we determine the total
1



amount of funds to be allocated? What activitiesusth be considered for funding? Which
criteria will be used to select the project? Thasesions require careful deliberations before
agreeing on the final decision model to be usede Tdeal model that can meet the
requirement of the decision is often mired by arpeconomic measure of the costs and
benefits of each project and their uncertainty (A&zk & Mesut, 2005). The implementation
of all projects according to the requests of &l ithterest groups is limited by the availability

of resources. This calls for the priotization odjects in line with the company strategy.

Hall (2000) states that the most difficult partdapital budgeting is to define the
project and estimate the future cash flows. Taeately estimate the future cash flows and
efficiently allocate the financial and other resmeg among various alternatives is what

determines the success or failure of a project.

It is believed that capital budgets positively irapthe cash flows of a firm. It is
therefore important to understand this relationsng provide a platform against which the

impact of capital budgets on cash flow can be asses

1.1.1 Concept of capital budgets

A budget is a detailed plan that outlines howran facquires and uses the financial
and other resources over some given time peribdy Give a guideline of the firm’s plans
for the future. To be successful, an Organizatist use the resources available optimally
and therefore, budgets must be in line with therlg and objectives. Budgets are used for
planning and controlling of the organizational i@ses (Blansfield 2002). Premchand (2000)
states that budget implementation is a companyye@nd determine the manner in which

resources’ are managed.



1.1.2 Cash flows

The statement of cash flow is a financial repogicking amount of money incoming
and outgoing during a particular time period. Acling to Claessens, Stijn, Djankov, and
Lang (2000) cash flow summarizes the actual or ebggeamount of money coming or
leaving the firm over a period of time which candbmonth, quarter or year. It is an analysis
of the timing of cash receipts and cash disbursésrm@rer a specific time period.

The cash flows do not show whether the businedsbeiprofitable, but it shows the
cash position of the business at any given poitime by measuring revenue against outlays.
It also lists cash to and cash from operating, stiig, and financing activities, and also the
net increase or decrease in cash for a particidaogh It therefore answers the questions
about where the money came from and where it weenfA¢cording to Stowe et al, (2002),

cash flow statement reflects a firm's liquidity.

1.1.3 The Electricity Sub-Sector in Kenya
The electricity sub-sector in Kenya consists @f kfinistry of Energy and Petroleum

that is in charge of formulating policies for teab- sector and gives direction towards
achieving the sub-sectoral goals , coordinatesthieities undertaken within the sub- sector
and gives incentives to investors looking for appyaities in the sector.; the Energy
Regulatory Commission that is in charge of regngpthe energy sector through setting of
retail tariffs and the power purchase agreemeriis; Energy Tribunal which arbitrates
disputes within the sub-sector; power generatonspeising of Kengen and the Independent
Power Producers(IPPs) that sell power in bulk toL&Pthe Geothermal Development
Company (GDC) that undertakes preliminary assessmkmeothermal resources in the
country and drilling of the same; The Kenya Trarssion Company (KETRACO) that

constructs new transmission lines that are leasedhé Power distributor; the Rural

Electrification Authority (REA) that distributeseetricity to rural households in Kenya and
3



to areas which are not economically viable; poweparters and exporters in neighboring
countries; and retail customers served by KPLC aidgothe end users of electricity.

Prior to 1990, the electricity sub-sector in Kerfgged numerous challenges. The
sector was underdeveloped and the inefficiencyl i high which made the investors to
be cautious in putting their investment in the gectThis necessitated the government to
initiate major policy and institutional reforms the sector starting mid-1990s in order to
overcome the imminent challenges that faced thdose@he initiatives involved the
unbundling of the electricity sub-sector and therfation of the Electricity Regulatory Board
(ERB) through the act of parliament, the Electrasv@r Act, 1997.

All the regional generation assets were consoldlateler Kenya Energy Generating
Company (KenGen) and the transmission and distobuassets were put under Kenya
Power and Lighting Company (KPLC) making it aghinbuyer model. These reforms were
a motivation to the investors who wanted to inveghe electricity sub-sector in Kenya and
it led to the inflow of capital from private invess. Currently there are six Independent
Power Producers (IPPs) which are owned and operayegrivate investors namely,
Iberafrica, OrPower 4, Rabai Power, Imenti, Tsavgd &hika Power Company.

The power sector in Kenya is currently facing tdraes which include unreliable power
supply due to weak transmission and distributionwneks, high cost of power, low

consumption levels and low levels of access totetgy (KIPPRA, 2010).

1.1.4 Profile of the Kenya Power

Kenya Power (Formerly KPLC) formerly East AfricanviRer & Lighting Company
(EAP&L) was incorporated as a limited liability cpany in 1922 to undertake the
transmission, distribution and retail of electicih Kenya. However, in 1997, the electricity
sub-sector in Kenya was unbundled and the powegrgdan part was split off from Kenya

Power to become KenGen function, leaving Kenya Row#h the responsibility of
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transmission and distribution of power. The compawns and operates the national
transmission and distribution grid, and retailarore than 2,000,000 customers throughout
Kenya.
Vision 2030, Kenya’'s economic blue print strivesttansform the country into a globally
competitive and modern country with high qualitylitd for its citizens by the year 2030.
To achieve this, adequate and reliable supply eftetity is crucial for communication,
commerce and everyday conveniences.
The mandate of purchasing, transmitting, distriiyitand retailing electricity in Kenya is
vested with Kenya Power; therefore, the Companyspéacentral role in Kenya’s social and
economic development. The Company has been perigrpoorly despite the increment in
capital budget position. There have been variougepts that have been planned for
implementation over the years. These include Repiant of plant and equipment in the
substations, Reinforcement of existing distributimes and Construction of new plants and
distribution networks. However, despite the effortade to the intended results this has not
been realized. This could be attributed to amotngrofactors the mismatch of cash flows
between the budgeted and actual due to exterraaiding whose effect is mainly felt on the
cash flows of the companies within the electrigtypsector. This study therefore aims at
investigating the effects of capital budgets orhcasKenya Power and Lighting Company
limited.
1.2 Statement of the Problem

The energy sector though critical in boosting Kesydevelopment, has registered
slow growth in the past due to the high initial itapoutlay and inability to mobilize
adequate financial resources to undertake magswestiment (Calderon, C., 200®elays in
disbursement of the foreign loans and at timesigdadisbursements have had serious

ramifications for the implementation on the progeétading to prolonged delays in the



completion of the projects or complete stallingtlod same (Eberhard a@tatwick, 2008).
These delays have also exposed the company toffdetseof inflation due to changes in
prices of materials, labour and transport resulttngscalation of costs.

The external loans which are denominated in foreigmency and importation of
materials for the projects have an impact on thepamy due the effects of changes in
foreign currencyClive Harris, Kumar V. Pratap, 2009).

The electricity sub- sector in Kenya falls undez thinistry of energy and Petroleum
(MOE&P), which facilitates regulation, monitoringé coordination of activities undertaken
by the sector players. The MOE&P sometimes dirkatsls that are meant for a project to
another. This causes some projects to be abandoiteehy before they start realizing their
projected returns while the government recommeruteects are started before a proper
evaluation is done to know their viability (Kagi#Q08).

In recent years, Kenya Power has intensified iterajons in order to support
enhanced economic growth and the national developpians but it is experiencing severe
scarcity for cash and its revenue growth is depes®mpromising on the quality of power
supply. It is now imperative that the organizatexcelerates its efforts to deliver on this
commitment under the Vision 2030 to stimulate eooicagrowth and launch the country into
a trajectory of development that will place Kenyaoag the leading economies by the year
2030(The Kenya Vision 2030). These outturns empkatie urgent need for a study to
investigate the effects of capital budgets on dbsh at the Kenya Power. The purpose of
this study was therefore to examine the effectagfital budgets and how they affect cash

flows at the Kenya Power.



1.3 Objectives of the Study

1.3.1 General Objective

The general objective was to evaluate the effectsapital budgets on cash flows at Kenya

Power.

1.3.2 Specific Objectives

The specific objectives for the study are as folow

I.  To evaluate the effects of mismatch between budgedsh flow and actual cash flow

at Kenya Power.
ii.  To determine the effects of foreign exchange osh dws at the Kenya Power
iii.  To assess the effects of inflation on cash flowKeriya Power
iv.  To identify the effects of government interventimmcash flows at Kenya Power.
1.4 Research Questions
The questions that the research sought to anseersaollows:

I.  What are the effects of mismatch between budgetshd fftow and actual cash flow at

the Kenya Power?
ii.  To what extent does foreign exchange affect cashsflat the Kenya Power?
iii.  What are the effects of inflation on cash flowshat Kenya Power?
iv.  How do government interventions affect cash floivha Kenya Power?

1.5 Significance of the Study

This study will benefit many people not only withikenya Power and Lighting
Company Limited, but also a number of other peaple stakeholders within and outside the
energy sub-sector. Some of the beneficiaries efgtudy include the following:

The study will be of help to other organizations éime government of Kenya because

it will make them to understand the importance ayital budgeting and its implementation.
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It will be useful to the government in identifyirige challenges faced by institutions when
preparing and implementing capital budgets andeffect on their cash flows. This would
help the ministries concern to come up with possipproaches aimed at solving the
problems.

The findings of this study will benefit Kenya power improve its capital budgeting
process and put in place measures that will imprbdsecapital budgeting process and
overcome the challenges faced during the proceaskelsolders within the sector would
benefit from the issues raised in the study, which help them to improve the existing
capital budgeting framework. The study will be udsd Kenya Power and other similar
organizations in Kenya as a management referenoe oo application of capital budgeting
knowledge and practices needed to put in placéd, indhe present and future.

The study would highlight other areas that reqtur¢her research; this would be in
the areas of capital budgeting and the strateg@sptad to enhance its effective
implementation. The results of this study woulduseful to researchers, scholars, students
and academics, who will use it as a basis for dsiom on capital budgeting within the
service sector and as a source of reference mater@her related topics.

1.6 Scope of the Study

The conceptual scope of this study lay on the &ffet capital budgets on cash flow
at the Kenya Power and Lighting Company Ltd. Thelgtfocused more on the effects of
mismatch between the actual and budgeted cash flosgjgn exchange, inflation and
government interventions on cash flow. The studyuéed on the on the effects of capital
budgets on cash flow at Kenya Power and Lightingn@any Limited for a period of five

years (2008-2012).



CHAPTER TWO
LITERATURE REVIEW

2.1 Introduction

This chapter summarizes the information from otlesearchers who have carried out
their research in the same field of study. Spec#imphasis has been put on the
implementation of capital budget. The specific areavered here are theoretical orientation,
empirical review and the conceptual framework.

2.2 Importance of capital budgeting

A budget is a detailed plan outlining the acqusitand use of financial and other
resources over some given time period. It detersiihe direction of the organization and its
future success. Managers are required to inditeeuture revenues and expenditure as a
tool for planning and control in organizations.

Budgets are used to communicate top managementactations to managers and
employees. They also serve as a tool for plannigcantrol (Horngren et al,2003). In large
organization, budgets are used to communicate idasignd targets between top and lower
managers. This participation makes the budgeteosvio the process and work towards the
achievement of the organizational goals (HarveyeRdez, 2004). Budget implementation
will not be achieved if there is a shortfall of eemie from the expected levels. When this
happens some projects will stall while others Wil delayed due to reduced expenditure
(Pollit, 2004).

Capital budgeting is the rational allocation ofaiintial resources among competing
multi-period projects (Grinstein and Tolkowsky, 2001t is a process of evaluating and
selecting long term investments consistent withfilm’'s goal of maximizing shareholders
wealth. Capital budgeting has been widely utilizsda management and strategic planning
tool by corporations. Holme'n and Pramborg (20@@)gest that the budgeting process often

has many behavioral outcomes in the organizatipla@ning process, such as enhanced goal
9



congruence and more universal participation. Cdyema majority of major corporations
make use of some type of capital budgeting teclniqu their strategic performance
measurement process.

Capital budgeting plays a key role in the orgamiratlt is a tool for determining the
projects that a firm should undertake, the amofimi@aney to allocate for capital projects and
lastly the source of funds to finance the expemditrury, 2004).Also a research done by
Leon (2008) indicates that capital budgeting insesahe firm’s future cash flows, boost the
company’s current earnings and enhances growtheimtarket share and stock prices.

2.3 Theoretical Foundation of Budgeting

Lewis (1952) applied the principle of ‘Marginalility’. He argued that, for any
additional public expenditure to be undertaken, bas to take into account the returns
expected from the project. The return from the gubjn this case should be at the margin.
This is the point where the additional expenditegeals the returns. Therefore the decision
makers must look at projects that have relativeeal he relative value of a project must be
assessed by comparing various alternatives befopcations of public funds that will
achieve the required goal. Budgeters should afgstlecision markers by coming up with
various proposals at different levels of budgetunegnments from which the best alternative

will be selected.

However, his solution has a number of shortcomif@gstly, he fails to identify on
what basis ‘relative effectiveness’ may be assesseligh, by seeking an explicit link
between programme costs and outputs, he pointsvdyeto a solution. Secondly, it is
unlikely that government policy can be reduced teanmon objective’ rather the public
sector may address diverse policy goals. Althoutgmepts have been made to develop broad

inter-sectoral applications of the principle oflatve effectiveness’, applications have been
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more successful where they are restricted to thpraszal of alternative interventions in

support of a single policy objective.

Theory of Risk-Adjusted Discount Rate by Crum aretkinderen (1981and Jones
(1984) are still relevant today. They argue that filture is uncertain and therefore the Net
Present Value should be adjusted with the Riskust@d Discount Rate to compensate for
future uncertainty. As a result the implementatddmew techniques used in the analysis of
capital investments such as the Discounted CashsfDCF) methods have been developed
which take into account the future uncertainty. @tfesearchers such as, Lumijarvi, (1991);
Allison and Kaye (2005), (Azzone, Bertele, 1991yédalso focused on the relationship
between investment decisions and financial theoryon behavioral aspects of capital
budgeting.

The budgeting process is political and requiresitatjic decisions to be made
Wildavsky, (1974).Officials in charge of carrying out the governmenfunctions are
oriented toward needs. Interaction between speratetgguardians require compromise and
both sides should justify and defend their positibhe decision makers fall into two main
categories, the ambitious advocates and the riskevadvocates. The ambitious advocates
argue their cases and create confidence amongp&eis to gain support for their interests.
The negotiations will differ from one person to Hrey depending on their personality,
negotiation skills and circumstances. Their ainoigvoid the risk of having their proposals
being turned down. Crain and Crain (1998) argu¢ sbhane advocates are risk averse who
instead of arguing their case, they will opt to maknall adjustment to their budgets with
small increments to maintain their current expamnditevels. They will strive to maximize on
their allocations and pursue their policies as lasgtheir allocation is not reduced. These
bargaining strategies do not reflect the positibrthe institutions they serve because their

allocations are determined through the processmiton amendment.
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2.4 Conceptual Framework

The underlying causes of non-performance of capitdigets or poor implementation
of capital budgets in organizations need to beistudarefully because their understanding
has the potential of improving capital budgetingpgass and outcomes. Identifying the
various ways in which capital budgets affect cdstvg can have long-term implications for
economic development of individual organizationd aations in general. From the literature
review, the various effects of capital budgets @shcflow in Kenya Power form the
conceptual framework in this study. A conceptuahfework is a basic structure that consists
of certain abstract blocks which represent the mfasenal, the experiential and the
analytical/ synthetical aspects of a process oteaysbeing conceived. The independent
variables in this study are cash flow mismatcheigm exchange, inflation and government
interventions while the dependent variable is célsvs as the undernoted diagram
elucidates.

FIGURE 1
Effects of Capital Budgets on Cash Flow at the KerayPower

Independent variable: Dependent Variable

p
Actual and budget cash flows

mismatch

_

4 ] N\
Foreign exchange

N ) N Cash flows

( N\
Inflation

G J

( )\
Government involvement

G J
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2.5 The effects of Mismatch between budgeted andtaal cash flows

Selecting a project for implementation is a proces$sch requires thorough and
careful considerations. Projects are subjected fmancial appraisal process to confirm
whether they are viable or not. Estimating thefeitcash flows, assessing the risk associated
with those cash flows, carrying out sensitivity lgaes on the possible changes in the cash
flows and estimating the project’s net present @ddayanda et al., 2002).

The viability of the projects future cash flowsag more concern to the managers
(Van Horne & Wachowicz, 2001). If the risk assoethwith the future cash flows is known,
the same should be incorporated into the capitdgéting process by adjusting the discount
rate with the anticipated risk to counter (Gibs209).

A study carried out by kagiri (2003) on time andstcoverruns in power projects in
Kenya, found that delay in disbursement of fundgitgnciers was one of the many variables
that contributed to time and cost overruns in tbegr projects implemented by KenGen on
behalf of the Kenya Government. KenGen, failed teemspecific requirements by
multilateral financiers, resulting to delays inldlissement of funds.

2.6 Effects of Foreign Exchange on Cash Flows

In the business world today, firms carry their besses without taking into account
where the buyers and sellers are located. In aadithe financial markets have made it
possible for firms to source for financing whiche asheaper in the international financial
institution. The effect of cross boarder businessgses with challenges. One such challenge
is the effect of foreign exchange fluctuations (Bey and Moles,2002). When there are
unexpected changes in the exchange rate compatkd lmme currency, the firm’s earnings
are affected and the resulting effect is a riskusiness.

The foreign exchange fluctuations affect a firm¢ttbm line and the value of the net

assets denominated in foreign currency. It alsec#df the firm’s competitiveness in the
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market (Allayannis and Ofek,2001). Therefore itingportant for firms to be sensitive,
understand their own level of foreign exchange skl put in place strategies that will
minimize the impact of the same on their operations

Williamson (2001) found thdietween 1973-1995 firms in the U.S which tradedhwit
Japanese firms were affected by the exchangevodglity of the Japanese Yen and that the
effect had a negative impact. Chan et al. (2008p alid an investigation involving
pharmaceutical firms in the U&uring the period 1990 to 1999. His findings indéchthat
the pharmaceutical firms were sensitive to exchaage volatility between the year 1990-
1994. However this reversed from negative to pasidiuring 1995- 1999.

The effect of foreign exchange fluctuations diffex@m one country to another. This
is demonstrated by the studies carried out by @hnai Kim (2003). They investigated the
effect of exchange rate fluctuations on US firmshwAsian Operations between January
1992 and December 1997. The study found that Vibjaitn foreign exchange rates affected
29% of the US firms and the level of significancaswl0%. Half of the firms that showed
significant exposure had a positive exposure. Hawnethis was not the case with US firms
operating in thésia-Pacific region as indicated by Chen andZ®2). Their study of 129
US multinationals from January 1996 to DecembeiBliiflicated that study the relationship
between the variability of exchange rates stoclrrefor the multinational firms increased
significantly with the exchange rate variabilitrease.

The effect of foreign exchange differs from oneusitly to another even when they
operate in the same country. This was demonstiatete study carried by Kiymaz (2003)
109 Turkish firms between 1991to 1998. He found thas much as all firms were affected
by the exchange rate exposure, textile, machingmgmical and financial industries were

more exposed.
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Gachua (2011) examined the exposure of listed fomshe Nairobi Stock Exchange
to exchange rate risk for the period January 20@dcember 2010. These findings revealed
that there is an effect in the company's finangaftformance as a result of dealing with
foreign exchange in the normal business operatidvigst listed firms on the Nairobi Stock
Exchange are significantly exposed to foreign ergearisk emanating from all the major
hard currencies of international trade, namely,UBedollar, the Sterling pound, the Euro and
the Japanese Yen. Foreign exchange risk manageimetitus crucial for companies
frequently trading in the international market eittas multinationals or simply involved in
import and export trade

A study carried out by Abor (2005) in Ghana on hitsns managed the foreign
exchange risk, found that Ghanaian firms involueéiernational business had a low usage
level of hedging instruments in the managemenwoéifn exchange risk. The firms either
adjusted the prices of products and services teatethanges in import prices as a result of
currency fluctuations or bought and saved currenici@dvance. The problems that the firms
faced were the frequent appreciation of foreignrencies against the local currency and
retaining of local customers due to high pricesngborted inputs which affect the prices of
the final products sold locally. The study alsowéd that about 45 percent of those firms
were naive about the risk posed by foreign exchdlug¢uations. They had no departments
or any one responsible for managing their foreigchange.

The unrealized gains or losses are adjusted tpribfes of a firm through the profit
and loss of a firm. They therefore increase or cedine profitability of a firm. They also
carry information regarding the future cash flo€shpbell, 2010). This can compel them to
pass price adjustments to customers.

Doukas John A. et al. (2003) examine the relatiemvben Japanese stock returns and

unanticipated exchange-rate changes for 1,079 firaded on the Tokyo stock exchange
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over the 1975-1995 periotlagged-exchange rate changes on firm value aredféorbe
statistically insignificant implying that investoese able to assess the impact of exchange-
rate changes on firm value with no significant giela

2.7 Effects of Inflation on Cash Flows

Micro economic instability due to changes in prjcelsanges in money supply and
deficit in government expenditure are among théofacthat contribute to inflation. Inflation
affects financial decision making and planning ey making reliable forecasts
(Awogbemi,2012).

Inflation in the past few years has not been a majacro-economic problem, but its
specter is never for the agendas of financial dwtisiakers. Macro- economic instability has
necessitated that expectations about the futueeofainflation be taken into consideration in
making decision(s) about which capital projectd Wwé undertaken by a firm. Nominal cash
flows determine its degree of profitability. Howeyie making the capital budgeting decision
both real and nominal concepts must be considezeélfo, et al., 2003). To be consistent,
inflation in forecasting cash flows must also bdlected in a discount rate containing
inflation; that is, a bias was introduced if nontinash flows were discounted at the real and

not nominal cost of capital.

In a world of no inflation, the interest rate chedgon funds will be equal to nominal
rate of interest. This is different from when aifbn exists because it lowers the purchasing
power. When budgeting for capital projects durimg inflationary period, the budget must be
adjusted upwards so at to cushion the firm frontepiincreases. Failure to incorporate
inflation in the budget will make the firms not bmplement all the projects marked for
implementation.

A firm does have a number of ways in which it caspond to the problems created

by inflation. There are three major areas thatadea addressed in an attempt to offset the
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negative impact of rising price levels. One actimuld be to raise output prices above the
level of inflation, but the ability of the firm tdo so will be limited to the extent that the
market will withstand the higher prices. Markeusture will play an important role here,
with the more oligopolistic firms enjoying greaterccess than the more competitive firms.
However, in the long run, this will lead to higtlation and thus may be self-defeating.
Unless other adjustments are made, the investreetdrsof the economy could under

allocate resources to new investment projects.

2.8 Effects of Government Involvement on Cash Flows

The government of a country has the sole respditgibf ensuring that the citizens
get sufficient supplies of what they need. Theeggomnent therefore formulates laws, policies
and regulations aimed at the provision of suchisesvwhich can have significantly impact
on the performance of the firms operating in thatrtry and the future cash flows of the
firm. The politics of the country can also affetietlevel of investments in a country.
Dayanda et al (2002) recommends that when doirenéial appraisals, firms should take
into account the qualitative factors that will harethe project because they are cost.

The government plays a key role in providing goadd services for the common
good of the citizens of that country. It can dostby subsidizing the price of goods and
services of essential products or by subsidizireggdbst of production of such goods. The
value of this subsidy must be taken into accourgmwpreparing the capital budgets. This can
be done by either adducting cost of capital orrtuding the value of the subsidy in the
budget analysis. For a long time, there has beewnaern that it is the donors who benefit
from their aid at the expense of the intended belagfes in the developing world due to the
common policy of tied-aid. Until recently these igoll dimensions to accounting and its
associated function of auditing were given insugfit recognition, however well- known

they were in practice. Instead of state audit lagan reflecting purely constitutional needs it
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has been the result of a vortex of social and ipaliforces which have masked their intent
under the convenient banner of constitutional pedypr

The erratic electricity supply stems from othertéas which include the absence of a
real national sector policy and strategy; poor goaece of the two State-owned electricity
companies (non-functioning of the corporate orgaie lack of supervisory control,
uncoordinated appointment of main managers, antigadlinterference in their day-to-day
management) which prevents rigorous managemenéxtinemely weak financial situation of
the two electricity sub-sector companies which tegavily dependent on State subsidies to
stay operational and plagued by overstaffing, loling and collection rates due to
significant fraud, and inability to secure a regapply of gasoil for the generator sets; lack
of maintenance of equipment and obsolescence ofptiveer grid that has led to major
technical losses. On account of these weaknesslesitaations, the two electricity sub-sector
companies suffer enormous operational losses. Qaersdy, there is an urgent and crucial
need for short-term and long-term reforms as wel@ority investments in the sub-sector to
improve its performance.

The unbundling of the energy sector into transmissand generation creates a
problem to institutional investors in the energgtee Investors are prevented from investing
in the transmission capacity because of their emgagt in the generation capacity. The
provisions of the unbundling are seen as a regylaisk but it is not clear how they limit the
institutional investors’ simultaneous involvememtiansmission and power generation.

2.9 Study Gap

From the Literature review, various researchersdotinat cash flow mismatch has an

effect on cash flows. Dayanda et al (2002), Vanndo& Wachowicz,(2001) and kagiri

(2003) found that that cash flow mismatch negdyiaffects the implementation of capital
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budgets and the project’s level of risk associatétt the cash flow mismatch should be

incorporated in the budgeting process by adjustiisgount rate upwards.

The results of studies on the effect of foreign hexxge on cash flows are
contradictory. Allayannis and Ofek (2001) and. Dasilet al. (2003) are neutral in their
findings. They found thathe exchange risk sensitivity of firms will depemd their
operating, financial and hedging strategies anérdiibm-specific variables and are found to
be statistically insignificant. Investors are atieassess the impact of exchange-rate changes
on firm value with no significant delay. Kiymaz @) finds that firms are highly exposed to
foreign exchange risks and the sign of foreign earge exposure is negative, indicating an

adverse impact of foreign exchange rate on firnueal

The study by (Coelho, et al., 2003) on the effeftmflation on cash flows indicates
that inflation negatively affects cash flows. Firnmist use a discount rate containing

inflation when making capital budgeting decisions.

Dayananda (2002) found that Government regulatard policies have a negative
impact on investment projects because they areedeas a cost. He concludes that firms

should consider qualitative factors for projectposals.

Most research on capital budgeting have focusetth@selection of capital budgeting
techniques and firm performance. Holme'n and Pragpb@003) surveyed the extent to
which firms use pre —investment strategies to mamegjtical risks. He found that firms used
more stringent investment criteria and differentisien criteria when investing in countries
with higher political risk. They related each fign¢apital budgeting methods to its actual
Portfolio of Foreign Direct Investments. The survapvided evidence on firm’s capital

budgeting methods for foreign direct investments.
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Locally, Kadondi (2002) carried out a study on tapbudgeting techniques on firms
listed at the NSE. In the study he sort to deteemimether the techniques used conform to
theory and practices of organizations in developmehtries and to determine how firms and
CEO characteristics influence the use of a padictdchnique. The issue of capital budgeting
techniques being used as a strategic tool for beadking and gaining competitive edge was
imminent in the study, findings which were also sistent with the survey done by Graham
& Harvey (2002) Njiru (2008)looked at capital investment appraisal from poihview of
shareholder wealth maximization and sought to iflenhe most commonly used capital
investment appraisal technique by commercial Patast and determine the factors that
influence the choice of capital investment appiaisennique used. The main factors that
influence the choice of capital investment apptaisehnique were found to be amount of
funds regarded for investment, size of the orgdimza government policy and industrial
practices.

kagiri (2003)sought to investigate on the factors that signifisacontributed to time
and cost overruns on power projects implementelddnGen, evaluate their relative ranking,
and to quantify their impacts. Improper project paation, resource planning and
government bureaucracy topped the list of the nsogtificant factors affecting project
implementation.

This study differs from other local studies in thitaseeks to establish the correlation
between capital budgeting decisions and the castsflnd if this is consistent with finance

theory.
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1 Introduction

This chapter gives an outlines of the methodologgduin the study. It covers the
following areas; the research design, populatiothefstudy, sample design, data collection
instruments, data processing and analysis.
3.1 Research Design

The main objective of this study was to evaluatedffects of capital budgets on the
cash flows at Kenya Power and lighting Company. Stiuely adopted as explanatory design.
This is because; the study involved describing te&tionship between the different
variables.
3.3 Population

The research was a case study of Kenya Power agidihg. It was intended for
development of detailed, intensive knowledge onetfect of capital budgets on cash flows
of the Company.
3.4 Sample Design

The population served as the sample for this study
3.5 Data Collection Methods and Instruments

The study used secondary data from the desk topwewf audited financial
statements, management reports and financial /etonmurnals. The data on cash flow
mismatch, foreign exchange, inflation and governmeterventions was for the five year
period between July 2008 and June 2012.
3.6 Data Processing and Analysis

In this research project, the relationship betweapital budgets and cash flows was
tested. In the study, the variables to be measwe@ cash flows, cash flow mismatch,

foreign exchange, and inflation and governmentrugietions. Cash mismatch, foreign
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exchange, inflation and government interventions e independent variables and cash

flows is the dependent variable.

The empirical analysis employed data for five yeetween July 2008 and June 2012
on cash flows, cash flow mismatch, foreign exchangdlation and government
interventions. The data was analyzed with the bélptatistical Package for Social Sciences

(SPSS).

To test whether the relationship between capitalgets and cash flows holds at
Kenya Power, a multiple regression model was coedud he dependent variable was cash
flows and the independent variables were, cash atm foreign exchange, inflation and
government interventions.

In the empirical analysis, the following model whishows the relationship between cash
flows, cash mismatch, foreign exchange, inflatiomd agovernment interventions was

estimated.

The model specification was as follows:

Y = Bo + B1X1 + B2Xz + PaX3 + PaXat £ (i)

Where:
Y = cash flows and cash flows
X1 = cash flow mismatch
X, = foreign exchange
X3 = inflation
X4 = government involvement
BO =Y intercept
B1, B2, B3, Ba = Coefficients of determination
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e = Error term (To capture other variables)
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CHAPTER FOUR
FINDINGS AND DISCUSSIONS

4.1 Introduction

This chapter presents the analysis of data obtainetie effects of capital budgets on
cash flows at Kenya Power. Data was collected tjtnalesk top review of audited financial
statements, management reports and financial /esonournals and books. This involved
collecting the documented information with regasccash flow mismatch, foreign exchange,
inflation and government interventions. The datéamied was fed into SPSS version 21.0
and used to compute the ratios used as proxiee#sune the effects of capital budgets on
cash flows at Kenya Power.

The researcher conducted a multiple regressionysisako as to establish the
relationship between various dimensions of caftalgets and cash flows at Kenya Power.
The main purpose of multiple regressions is toneaore about the relationship between
several independent or predictor variables andpamident or criterion variable.

4.2 Capital Budgets and Cash Flow

The main purpose of this study was to evaluateeffexts of capital budgets on cash
flows at Kenya Power. This section therefore ineshan analysis of the various aspects of
capital budgets and cash flow in the Kenya Powke. gower sector, just like other sectors of
the economy, suffered from years of lack of newestments which resulted in the
weakening and ageing of the electricity distribatiofrastructure. However, the government
has been very committed to energy in terms of grgahn enabling environment for
industries and improving the economic developmenthe country. Under Vision 2030
Kenya Power is expected to provide access to aygtto at least 50 percent of Kenya by
2030, which will reach 70 or 80 percent by thateim

Kenya does not have sufficient power for its citigeThere are plans to increase the

generation capacity to 5000 megawatts by the y@ar.2The government involvement in the
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setting up of tariffs and subsidizing of some petgaundertaken by Kenya power and lighting
company limited has led to the reduction of theoam of capital available to Kenya Power
to undertake the capital projects. The company been recording low levels in the
expansion of electricity network in the country disefinancial constraints as a result of
regulated electricity tariffs and failure or delby the government to honor the payment of
the subsidies. This has made project selectionimpiementation difficult at the Kenya
Power.
4.4 Budget-Cash flow Mismatch

In order for the study to achieve its main objeetikie first specific objective of the
study was to evaluate the effects of mismatch batwmidgeted cash flow and actual cash

flow. The available data on budget-cash flow misihain the Kenya Power Company

Limited is as presented in the table below.

TABLE 1
External Project Funding- Mismatch

Year | Project Exchan | Budgeted Disbursed | Disbursed Variance

funds ge rate | project funds funds funds

US Dollar KSH. US Dollar KSH.
2008 | 5,619,330 64.70 363,570,651 5,273,784 3418243, | 22,356,826
2009 | 14,123,661 86.49 1,221,555,439 11,734,421 41900,072 | 206,645,367
2010 | 2,755,054 86.27 237,678,508 2,680,233 2317003, | 6,454,807
2011 | 29,126,298 89.44 2,605,056,093 26,764,280 399,203 | 211,258,889
2012 | 111,508,828 84.23 9,392,388,582 100,224/67241824,122 | 950,464,459
Total | 163,133,171 13,820,249,278 146,677,390 12@68B,923| 1,397,180,35

Source: KPLC Audited Financial Statements 2008-2012

From the available data, there has been a majeanga in the amount of money
budgeted for the projects and the amount of fundsiged for funding. For the five year
period (2008-2012), the amounts budgeted for tlugepts were KShs. 13,820,249,275 of
which, Ksh. 12,423,068,923 was disbursed. Therethvarefore a deficit leading to variance

amounting to KShs. 1,397,180,351. It is an impilaathat there has been variances between
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the amounts budgeted and the amounts disbursetidamplementation of projects in the
company. This variance is believed to affect timeety completion of the planned projects
and hence the failure to realize the forecasteld ftaws.

The projects implemented by the Kenya Power Compamyted are usually funded
through loans mainly obtained from the World Baaligence Francaise de Development
(AFD) and European Investment Bank (EIB).These doare mainly denominated in US
dollar, Euro and Swiss Franc. It is therefore cltbat the differences in the foreign exchange
rates for these currencies are likely to have &cebn the project implementation budget
especially when the loan repayments are done wieefoteign exchange has changed.

4.5 Foreign Exchange

The second objective of the study was to deterrthieeeffects of foreign exchange on the
actual cash flows at the Kenya Power. An exchaate is the rate at which one currency
may be converted into another. The real exchange(RER) is the rate at which goods, and
services produced in one country can be exchargethdse produced in another country or

group of countries abroad.
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TABLE 2

USD Denominated Loans

@)
> qé" E 9 g E 55 @ 5 2
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5 | £ 22 52 g2 |2 » 5T o
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o |4 & o m Z | Wz @5 S S
- c g o c .2 cct Cmt cao. C_Ug%<f:
$ |§ |25 |88 §8% 358 585 g SET
> i x | 2L« - m ¥ S x> a>x @Xuwaoao
USD |62.80 | 3,443,699 | 219,708,000 64.7( 222,807,325 $as9
2008 | EURO | 72.40 | 32,067,810 2,321,709,444 101.92 3,268,351,19946,641,751
CHF |54.65 | 2,331,110 | 127,395,161 63.45 147,908,929 20768
USD |64.70 | 6,024,243 | 389,768,522 86.49 521,036,771 681285
2009 | EURO | 101.92| 40,604,422 4,138,402,69( 111.89 4,522,986,56384,523,876
CHF |[63.45 | 2,331,110 | 147,908,929 71.32 166,254,765 5336
usb |77 10,761,899 828,666,223 86.27 928,429,026 95082,
2010 | EURO | 108.80| 58,607,094 6,376,451,827 98.09 5,748,769,85®27,681,977)
CHF |71.32 | 2,331,110 | 166,254,765 75.82 176,744,760 2098
usb |81.76 | 20,770,912 1,698,541,32§ 89.44 1,857,750,36959,209,041
2011 | EURO | 100.20| 74,929,385 7,507,924,277 130.42 9,772,290,392,264,366,113
CHF |75.82 | 2,331,110 | 176,744,760 108.20 252,226,102 813342
USD |89.44 | 40,749,314 3,644,618,644 84.23 3,432,314,71€12,303,926)
2012 | EURO | 130.42| 76,359,656 9,958,826,355 105.96 8,091,069,14(1,867,757,205
CHF |108.20| 2,331,110 | 252,226,102 88.12 205,417,413 80889)
Totals 37,955,147,027 39,314,297,335 1,359,150,3

Source: KPLC Audited Financial Statements 2008-2012

The results shown in table 4.2

above indicatese dffect of exchange rate

fluctuations on the cash flows based on the ratisgr at the beginning of the financial year

and end of the financial year. The company borrowesth. 37,955,147,027 in various

currencies but due to fluctuations in the exchamgt, the repayment was KShs.

39,314,297,335, more by KShs. 1,359,150,308. T ¢lear indication that exchange rate

has an effect on the capital budgets and henceasle flow at Kenya Power. The average

exchange rate over the period was 78.555 and #melattd deviation was 9.377. As Kenya

has a floating exchange rate and an open capitaluat, doing nothing will allow the

exchange rate to equilibrate reserves and detertiméneptimal flow of short-term capital.
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FIGURE 2
Real Exchange Rate Trend between years 2008 and 201

100

90 88.539.44

ig N7aof RIS | /77375”3
s
o\ s,

\Jﬁ484
40 /
35.22

30
20
10

0 T T T T 1

1990 1995 2000 2005 2010 2015

Source: Study Data, 2013
4.6 Inflation

In its third specific objective the study soughtassess the effects of inflation on cash flows
of the Kenya Power. In this study the inflationeraiata is expressed in terms of geometric

calculation for inflation for the period betweeray008 and 2012.

TABLE 3
Descriptive Statistics for Inflation Rates
Year 2008 2009 2010 2011 2012 Mean Std. Dev
Inflation 16.2 10.5 4.1 14 12.3 10.233 5.03891
Rates

Source: Study Data, 2012
According to the results, year 2008 recorded tlyhdst geometric inflation rates of

16.2%, followed by year 2011 with 14.0% and yeat2With inflation rates at 12.3%. The
lowest inflation rates were recorded in years 20@8 10.5% ad year 2010 with 4.1%. The

mean score for the period recorded was 10.233lendtandard deviation was 5.03891.
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FIGURE 3
Inflation Rates Trend for Years 1992- 2012
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The study also established that there has beearayelhin the inflation rates over the

years. The highest inflation rate was recordedeiary008 hitting a 26.2 mark, followed by
year 2012 with 10.96, then 2009 with 9.2. Year 28ddorded an inflation rate of 6.54 and

year 2010 had the lowest in that period with indlatrate at 4.0.

TABLE 4

Inflation
Year Rate Contracted Price A | Actual price B | Price ariation C=B-A
2008 26.2% 22,124,364 23,910,848 1,786,484
2009 9.2% 71,385,229 85,737,776 14,352,547
2010 4.0% 118,787,400 129,533,640 10,746,240
2011 6.54% 102,404,902 127,895,797 25,490,895
2012 10.96 793,143,163 858,634,058 65,490,895
Total 1,107,845,058 1,225,712,119 117,867,061

Source: KPLC Audited Financial Statements 2008-2012

The results indicate that there has been a changeeiinflation rates. Generally an
increase in inflation rates results in price ineseedor the materials required for the
implementation of projects. Therefore, the impletagan of projects at Kenya Power has
been affected by the increase in inflation ratgseaenced in Kenya over the years. This in

turn affects the cash flows of the Company.
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4.7 Government Intervention

Government intervention is another factor thataffeash flows of institutions within
its mandate. As such the fourth objective of thedgtwas to identify the effects of
government intervention on cash flows. Changes aountry's government can affect the

attitude in that country towards infrastructuralestments.

TABLE 5
Government Subsidized Projects

Year Project budgeted| Project actual | Variance

expenditure expenditure

KSH= A KSH=B KSH.C =B-A
2008 165,947,985 579,726,841 413,778,856
2009 121,649,026 669,457,222 547,808,196
2010 126,621,276 566,847,902 440,226,626
2011 387,008,236 1,444,625,365 1,057,617,129
2012 318,687,457 1,547,610,269 1,228,922,810
Totals 1,119,913,979 4,808,267,598 3,688,353,619

Source: KPLC Financial Statements 2008-2012

The results depicted in table 4.5 shows that ptejecthe Kenya Power are jointly
funded by the government and the other stakeholdére dishonouring of government
commitment in funding the projects is seen as tlanmaspect of government intervention
that affects the capital budgets and hence the ftass. In the period between 2008 and
2012, year 2012 recorded the highest variance wthererojects’ budgeted expenditure was
KShs. 318,687,457.00 whereas the actual expenditaseKShsEuropean Investment Bank
1,547,610,269.00 leading to a variance of KSh28,922,810.00This is because the projects
are guoted at subsidized costs while the actuatredipure is based on based on the cost of
materials, labour and transport. When the govermnfigits to honor their part of the
commitment, this affects the cash flows. For the fyear period (2008-2012), the deficit was
KShs. 3,688,353,619.

From the data available, political directives t@@ly power to a public utility which
is not planned for (national and country politicgayments of supply by government

departments without providing for incidental costg. taxes which have to go with the
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projects, government policy on general connectmrthe national grid, guaranteeing loans
advanced to Kenya Power and governments long tetitigs (vision 2030) affect the cash
flows of the Kenya Power.

4.8 Regression Analysis

The researcher conducted a multiple regressionysisaso as to establish the
relationship between various dimensions of cafutalgets and cash flows at Kenya Power
for the five year period between 2008 and 2012. e purpose of multiple regressions is
to learn more about the relationship between séustapendent or predictor variables and a
dependent or criterion variable. The researchedected a multiple regression analysis so as
to establish the relationship between various dsiers of capital budgets and cash flows at
Kenya Power. The main purpose of multiple regressicss to learn more about the
relationship between several independent or predicriables and a dependent or criterion
variable.

Regression tests were done which included Modedgess of fit (Coefficient of
determination). The coefficient of determinatisraimeasure of how well a statistical model
is likely to predict future outcomes. The coeffiti®f determination,’rexplains the extent to
which changes in the dependent variable can beaegal by the change in the independent
variables or the percentage of variation in theedeent variable (cash flows) that is
explained by all the independent variables (cagW finismatch, foreign exchange, inflation

and government interventions).

TABLE 6
Coefficient of Determination
Model R R Square Adjusted R Square Std. Error ®fHbktimate
1 .981(a) 0.863 0.691 0.752

Source: Author, 2013
Figure 4.6 presents the regression model goodnkedg etatistics to determine

whether cash flow has a linear dependence on dashnfismatch, foreign exchange, and
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inflation and government interventions. The studiablished a correlation value of 0.981.
This depicts a very good linear dependence betwleercash flow and the four predictor
variables.

An R-squared value of 0.863 was established imtbdel and adjusted to 0.691. The
coefficient of determination depicts that the fandependent variables contribute about
86.3% to the variation in cash flows while othestéas not studied in this research contribute
13.7% of the cash flows. Therefore, further redeatwould be conducted to investigate the

other factors (13.7%) that affect cash flows.

TABLE 7
ANOVA
Sum of | Df Mean Sig or P-
squares Square value
Regression 46.294 4 11.574 11.815 000(a)
Residual 97.953 45 980
Total 144.248 49

Predictors: (Constant), cash flow mismatch, foreigrexchange, inflation and government

interventions.

ANOVA findings as explained by the P-value of 0.08@ich is less than 0.05
(significance level of 5%) confirms the existendéearrelation between the independent and
dependent variables. The model shows the modesktn.e. how well the variables fit the
regression model. From the results, the F ratiblo815 and the significance of 0.000 shows
that there was not much difference in means betwiegendent and independent variables.
The sum of squares gives the model fit and heregdhables fit the regression model.

The researcher conducted a multiple regressionysisako as to establish the
relationship between various dimensions of capbtadigets and cash flows and the four

independent variables.

32



TABLE 8
Multiple Regression Analysis

Unstandardized Standardized |t Sig.

Coefficients Coefficients

B Std. Error | Beta
(Constant) 3.374 .842 4,009 .000
Cash flow mismatch -0.205| .105 -0.089 .849 .0067
Foreign exchange -0.118 0.0847 -0.023 0.954 .046
Inflation -0.853 | .146 -0.330 2.276 .001b
Government interventions -0.753 .088 -0.167 1.378041

Source: Author, 2013
a. Predictors: (Constant), cash flow mismatch, foreign exchangi#ation and government

interventions.

b. Dependent variable:Cash flow

The regression equatiol € o + p1X1 + p2X2 + B3X3 + BaX4) Now becomes:
Y =3.374 — 0.205X1 -0.118X2 - 0.853X3 — 0.753X4 (ii)
Whereby;

Y = cash flows

X1 = cash flow mismatch

X2 = foreign exchange

X3 = inflation

X4 = government involvement

B1, B2, B3, p4 = Coefficients of determination

e = Error term

From the above regression model, taking all factoesh flow mismatch, foreign

exchange, inflation and government interventior)stant at zero, the cash flows at Kenya
Power realized would be 3.374. The data findingalyaed also shows that cash flow
mismatch, foreign exchange, inflation and governnmgervention negatively affect the cash
flow. For every added unit in cash flow mismatch, fgmeiexchange, inflation and
government intervention there will be a decreaseash flow by 0.205, 0.118, 0.853 and
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0.753 respectively. These results infer that irdlatcontributes more to cash flows at Kenya
Power, followed by government interventions, caslwfmismatch and foreign exchange
respectively.

Based on the results, all the explanatory varialdes statistically significant
(p=.0067, P=. 046, P= .0015, P= .0041). In stassta significant level of p <0.05 is
significant. This means that the four predictoriafales are useful for predicting the cash
flows at Kenya Power.

4.9 Discussion of Results

The results from this study show that capital besigeduce cash flows at Kenya
Power. This contradicts the findings by Leon (20€8t capital budgeting increases the
firm’s future cash flows.

The results of this study showed that budget- ¢asth mismatch negatively affects
the cash flows at Kenya Power and Lighting. Thidinglings are in agreement with the
findings of Dayanda et al (2002), Van Horne & Wawluz, (2001) and kagiri (2003) who
found that that cash flow mismatch negativelgei the implementation of capital budgets.

The findings of this study showed that foreign exude fluctuations negatively affect
the cash flows at Kenya Power. Kiymaz (2003) aledd that firms are highly exposed to
foreign exchange risks.

This study found out that inflation negatively affe cash flows at Kenya Power and
Lighting. This is consistent with the findings obé€lho, et al., (2003). Firms must use a
discount rate containing inflation when making talgbudgeting decisions.

The study finally established that government weations have a negative effect on
the cash flows at the Kenya Power and Lighting d. This finding is consistent with
literature.Dayananda (2002) found that Government regulatamaspolicies have a negative

impact on investment projects because they areedeas a cost.
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CHAPTER FIVE
SUMMARY OF FINDINGS, CONCLUSIONS AND RECOMMENDATION S

5.1 Introduction

This is the final chapter in this study which giibe summary of the findings, the
conclusions, discussions and recommendations oftindy based on the objective of the
study. This research was conducted to investideffects of capital budgets on cash flows
at Kenya Power and Lighting Company Limited. Frome discussions, conclusions and
recommendations on the subject matter are made. chapter finally presents the
suggestions for further studies.
5.2 Summary of Findings

The objectives of this study were to evaluate tffecess of mismatch between
budgeted cash flow and actual cash flow; to deteertiie effects of foreign exchange on the
actual cash flows at the Kenya Power; to assessfthets of inflation on cash flows of the
Kenya Power and to identify the effects of governmiatervention on cash flows at the
Kenya Power. The findings indicate that budget cteWv mismatch, foreign exchange,
inflation and government interventions affect tlslt flows at the Kenya Power and lighting

Company Limited.

5.2.1 Budget-Cash flow mismatch

The study found that mismatch between budgeted fltashand actual cash flow
affect the cash flow at the Company. The effectcah mismatch on cash flow was
established to be negativieor every added unit in cash flow mismatthere will be a
decrease in cash flow by 0.205. Cash mismatch alss found to be significant in

determining the cash flow with a significant lee¢lp=0.0067
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5.2.2 Foreign exchange

The study also found that fluctuations in foreigrleange rates affect the cash flow
negatively at Kenya power. For every added uniforeign exchange rates, there will be a
decrease in cash flow by 0.118. Cash mismatch alss found to be significant in

determining the cash flow with a significant leeélp=0.046.

5.2.3 Inflation

According to the results, Kenya Power is affectgdtie inflation conditions that
hinder it from achieving budget-cash flow objectivend goals. The relationship between
inflation and cash flows was found to be negath@. every added unit in inflation, there
was a decrease in cash flow by 0.853. Inflation w0 found to be significant in

determining the cash flow with a significant lee¢lp=0.0015

5.2.4 Government | ntervention

The study also found that fluctuations in foreigicleange rates affect the cash flow
negatively at Kenya power. For every added unibreign exchange rates, there will be a
decrease in cash flow by 0.753. Government intgiwe was also found to be significant in
determining the cash flow with a significant lee¢lp=0.0041
5.3 Conclusions

The study concludes that cash flow mismatch, forexchange fluctuations, inflation
and government interventions have a negative effiectash flows at Kenya Power.
5.4 Recommendations

The following recommendations are made based ofitisitngs and conclusions of
this study: the current installed generation cagaan the country is far below the
requirements of the country with only 33 megawgks million populations. This is not

enough to meet the growing demand as a resulsioigreconomic growth in the country. The
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guality of power supply in the country is wantingedto frequent interruptions of the power
supplies. It is estimated that the economic lossfthe power interruption accounts to 2
percent of GDP. To deal with budget-cash flow migiahe study recommends that the
Company should aspire to match the inflows to outl, educate budget holders on the need
to stick to budgets and adoption zero budgets @r-key projects. The company should
strive to use a cash flow forecasting model to miné biased cash flow forecasts in capital
budgeting. The study also recommends prompt anutarong of implementation schedule
and project evaluation to determine cost versugfiisn

In order for the Company to survive in the harsbhneenic conditions with foreign
exchange risks, the study recommends for the uskedfing methods such as forward
contracts and swaps to lock in the prices of gads services and minimize the effects of
foreign exchange fluctuations on the cash flows.

From the study, government interference is a migotor that affects cash flows at
the Company. To minimize the delays associated Gikernment agencies, KPLC should
formulate strategies for constructive engagemetit thie government through the ministry of
energy and Finance. This will enable them to comemth an agreed strategy on Power
projects. This will ensure that budget inflexilyildoes not pose a challenge in the budgeting
process and future cash flows.

5.5 Limitations of the Study

There could be other variables, besides cash flasmatch, foreign exchange,
inflation and government interventions that affeash flows or that would moderate the
relationship between the variables. However, sthese variables could not be statistically
isolated, they would have affected the relationsfipe study could be limited by the
reliability of the data. However, since the infotroa was obtained from the audited

financial statements, it is assumed that the dataliable.
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5.6 Suggestions for Further Studies

The study has explored the effects of capital btedga cash flows at Kenya Power
and established that mismatch between budgeted fltaghand actual cash flow; foreign
exchange, inflation and government intervention thee main aspects of capital budgeting
affecting cash flows at the Kenya Power. The ensagptor in Kenya however is comprised
of various other institutions which differ in theway of management and have different
settings all together. This warrants the need footlger study which would ensure
generalization of the study findings for all theesgy sector institutions in Kenya and hence
pave way for new policies. The study therefore mo@nds another study be done with an
aim to investigate the effects of capital budgetsash flows in the energy sector institutions

in Kenya.
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