WEDNESDAY:

KASNEB

CPA PART 1 SECTION 3

CS PART 11 SECTION 3

CCP PART II SECTION 3

FINANCIAL MANAGEMENT

25 May 2016.

Time Allowed: 3 hours.

Answer ALL questions. Marks allocated to each question are shown at the end of the question. Show ALL your workings.

QUESTION ONE
(a) Explain four principles of capital budgeting. (8 marks)
(b) A firm is considering the following investment projects:
Cash flows (Sh.)
Year 0 Year 1l Year2 Year 3
Project
A 1,000.000 500.000 500,000 -
B 1,000,000 - 650,000 850,000
C 1,000,000 - 300.000 500.000 1,000.000
D 1,000.000 800,000 400.000 400.000
The firm’s opportunity cost of capital is 15%.
Required:
(i) Rank the projects using payback period method. (3 marks)
(ii) Rank the projects using net present value (NPV) method. (3 marks)
(c) Chigiri Ltd. is a private company which intends to be listed in the securities exchange. The company has recently

made a dividend issue of Sh.3.20 per share. This dividend is expected to grow at the rate of 15% per annum for
2 years and then drop tol2% per annum for the next 3 years. Thereafter. the dividend will grow at 6% per annum
indefinitely. The required rate of return is 11%.

Required:
The intrinsic value of the share.

QUESTION TWO
(a) The existing capital structure of Mwarakaya Limited is given as follows:
Sh. “000”
Ordinary share capital (Sh.100 par value) 40,000
Reserves ) 15,000
12% debentures (Sh.100 par value) 25,000
10% preference share capital (Sh.20 par value) 20,000
100,000

Additional information:
Ordinary shares of Mwarakaya Limited are currently selling at Sh.80 each.

The 12% debentures and 10% preference shares are currently selling at Sh.90 and Sh.30 respectively.

The most recent ordinary dividend paid by the company is Sh.2.00. This is expected to grow at the rate of

2.
3.

10% each year in perpetuity.
4. The corporate tax rate is 30%.
Required:

The weighted average cost of capital (WACC).

(6 marks)
(Total: 20 marks)

(6 marks)
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(b) The following it rmation relates to the dividend per sharc (DPS) for Zomollo Ltd.:

Earnings per share (EPS) for vear 2016 Sh.6.00

Dividend per share (DPS) for year 2015 Sh.2.40

Target payout ratio 0.60

Adjustment rate 0.70

Required:

Using the Lintner model. predict the dividend per share for the vear ended 31 December 2016. (3 marks)
(c) James Chiwende 1s considering the purchase of a 4-year Sh.1.200.000 par value bond. The bond has a coupon inlcrcslr

rate of 10% per annum.

The investor’s required rate of return is 8%.

Required:

The current value of the bond. ' (3 marks)
(d) Mwatata Lid. currently operates with terms of net 80 days. The firm’s average investment in accounts receivable

amount o Sh.4.400.000 per annum. Eighty per cent of the firm's sales are always on credit. The company is

considering introducing terms of 220 net 90 days.

The relaxation of terms of sale will increase the firm’s total sales by 60%. All cash customers and 40% of the credit

customers will take advantage of the cash discount. The average collection period will increase to 80 days up from the

current average collection period of 72 days. Bad debts are expected to remain at 3% of credit sales.

Inventory levels are estimated to be 5% of'the firm’s turnover and creditors will increase by Sh.1,000,000.

Gross margin on sales is 40%. The cost of capital is 16%. Corporate tax rate is 30%.

Assume 360 days in a vear.

Required:

Advise the management of Mwatata Ltd. on whether to switch to the new credit policy. (8 marks)

(Total: 20 marks)

QUESTION THREE
(a) The following data was extracted from the financial statements of Jaribuni Limited for the year ended 31 December

2015:
Sh. “millions”

Cash and cash equivalents 200
Fixed assets 567
Sales (credit) 2.000

Net income 100
Current liabilities 211
Notes payable 1o bank 40
Current ratio 3:1
Debtors collection period 40.55 days
Return on equity 12%

Assume 365 days in a year.

Required:

(i) Accounts receivable. g A (2 marks)
(11) Current assets. , (2 marks)
(iii) Return on total assets. (2 marks)
(iv) Equity. - (2 marks)

(v) Quick ratio. (2 marks)
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(b) Manjewa Limited maintains a minimum cash balance of Sh.2.000.000. The standard deviation of its daily net cash
flow is estimated at Sh.22.000. The transaction cost of buying and selling of marketable securities is Sh.60 per
transaction. The rate of interest for the marketable securities 1s 5% per annum.

Assume 365 days in a year.

Required:

Using the Miller-Orr cash management model, determine:

(1) The spread. (5 marks)
(ii)  The upper cash limit. (2 marks)
(1ii) The return point. (3 marks)

(Total: 20 marks)

QUESTION FOUR

(a) Highlight four shortcomings of financial deepening. - (4 marks)

(b) (1) Define the term “franchising™. (2 marks)
(ii) Suggest four reasons why franchising could be considered as an alternative source of finance 10 a company.

(4 marks)

(c) Ngoba Ltd. has just paid an annual dividend of Sh.38 per share. The management of the company has a target to

increase the market share value to Sh.800 per share by considering appropriate investment policies.
Shareholders expect a return on investment-of 12%.

Required:
The annual expected growth rate. (S marks)
(d) Laika Ltd. has identified five investment projects with the following details:
Investment Initial outlay Net present value of investment
project (Sh. *millions”) (Sh. *millions™)
A 120 24.0
B 160 43.2
(¢ 100 17.0
D 90 21.6
E 110 19.8
Additional information:
L None of the investment projects could be delayed.
2 Amount available for investment is limited to Sh.300 million. therefore. the company cannot undertake all
the investment projects.
3. All the five projects are divisible.
Required:
Advise the management of Laika Ltd. on the most appropriate investment projects to undertake. (5 marks)
(Total: 20 marks)
QUESTION FIVE ;
(a) Discuss four principles of Islamic financing. (8 marks)
(b) Highlight four factors that could be taken into account when making dividend decisions. (4 marks)
(c) (1) The agency problem could be resolved using goal congruence.
Explain the term “goal congruence™. (2 marks)
(ii) One of the ways creditors could protect themselves against the mhcrent risk that might arise from agency

conflict is through adopting restrictive covenants.

With reference to the above statement, describe three restrictive covenants in a debt contract. (6 marks)
(Total: 20 marks)
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Present Value of 1 Received at the End of 1 Periods:
PVIF = 1/(1+r)"=(1+r)"

Period

1%

2%

3%

a%

5%

6%

%

8%

9%

10%

12%

14%

15%

16%

18%

20%

24%

28%

32%

36%

L R

9901
.9803

9610
9515

9420
9327
9235
9143
.9053

.8360
8277
8195

9706

8963

8874
8787
8700
8613

8528

7798
7418

6717

5504

9804
9612
9423
9238
9057

.8880
8706
8535
.8368
8203

8043
.7885
7730
7579
7430

7284
7142
.7002

6730

6095
5521
4529
AT1S
3048 1697

9708
8426
9151
.888s
8626

83715
.B131
.78%4
7664
7444

7224

7014
6810
6611
6419

6232
.6050
.5874
.5703
5537

4776

4120

2281

9615

9246

8890

8548
8218

7903
7599
7307
1026
6756

6496
6246

5775
5553

5339
5134
4936
4746
4564

151
.3083
.2083
.14Q7

9524
.8070
.8638
.8227
7835

7462
7107
6768

6139

5847
.5568
.5303
.5051
.4810

.4581
4363
4155
.3957
.3768

2953
2314
.1420
.0872

8434
.8900
8396
7921
7473

.7050
6651
6274
5919
.5584

.5268
.4970
4688
4423
4173

3936
3714

.3305
3118

.2330
A741
0972
0543

0951

.0535 .0303

9346
8734
8163
7629
7130

6663
8227
.5820
5439
.5083

4751

4150
.3878
3624

.3387
3166
.2959
2765
.2584

.1842
1314

03338
0173

9259
8573
7938
7350
6806

6302
5835
5403
5002
4632

4289
3971
3677
3405
3152

2919
2703
2502
2317
2145

1460

0460
0213

9174

8417
7722
7084
6499

5963
5470
5018

4224

3875

3262

2745

2518
2311
2120
1945
A784

1160
0754
.0318
0134
0057

.9081
.8264
1513

.6209

.2633
.23%4

2176
13978
1799
1635

0923
0573
0221
.0085

1486

4523
4039

.2875
.2567
2292
2046
1827

1631
1456
1300
161

8929
1972
T118
6355
5674

1037

0334
.0107
.0035
.0011 0004

8772
7695

6750

5921
5194

4556
.39%6
3506

3075

.2697

2366
2076
As21
1597

1401

1229
1078

o728

0378
0196
0053
0014

7561
6575
S718
4972

4323
37158
3269
2843
2412

2149
1625
1413
1229

1069
0703
0611
0304

0151
0037

8621
7432
6407
5523
A761

4104
.3538
.3050
2630
2267

1954

1452
1252
1079

.0930
.0802
0691
0596
.0514

.0245
0116
.0026

0002 .0001

8475
7182

5158
A3

3704
3139
.2660
.2255
1911

1618
A372
1183

0835

o708

.0508
.0431
0365

0160
0070
0013
0003

.8333

.5787
4823
4019

3349
2791
.2326
1938
A615

1346
1122

07179
06439

0541
0451
0376
0313
0261

0105

8065

5245
4230
3411

2754
.2218
1789
1443
1164

.0938
0757
0610
0397

.0320
0258

0168
0135

0046
0016

7813
6104
4768
3725
.2910

2274
776
1388

7576
5739
4348
3294
2495

1830
1432
1085
0822
0623

0472
0357

.0010
0002

1383
5407
3975
2923
2149

.1580
1162
.0854
.0628
0462

0184
0135

0073

0054

.0029
.0021

0005

.0001

* The factor is zero lo four decimal places
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5.8474
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4.1925

43271
4.4392
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4.0967
41103

4.1474
4.1601
4.1659
4.1666
4.1667

0.7813
1.3916
1.8684
2.2410
2.5320

2.7594
2.9370
3.0758
3.1842
3.2689

3.3351
3.3868
3.4272
3.4587
3.4834

3.5026
sy
3.5294
3.5386
3.5458

3.5640
3.5693
asrn2
35714
35714

0.7576
1.3315
1.7663
2.0957
2.3452

25342
26775
2.7860
2.8681
2.9304

29776
3.0133

3.0609
30764

3.0882
3.0971
3.1038
3.1090
31128

31220
31242
3.1250
3.1250
31250




