KASNEB

CPA PART 1 SECTION 3

CS PART I SECTION 3

CCP PART I SECTION 3

FINANCIAL MANAGEMENT

WEDNESDAY: 15 Mayv 2018,

Time Allowed: 3 howrs,

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

QUESTION ONE

lah

{b)

Explain four principlés of capital budgeting

A firm is considering the following investment projects;
Cash Mows (Sh.j
Year Yeur 1
Froject
A (AL RALH SEHLODG
B (AL T .
C 1000400 30004
0D 1 (M LR T

The firm's opportunity cost of capital is 15%.

Required:
iy Rank the projects using pavback period meshod.

Year 2

500, {0
650,000
S, (10
A0HL000)

i) Hank the projects usmg net present valoe dMPV) method,

Year 3

LA L
LRV
k. ()

18 marks)

(3 miarks)

{3 marks)

Chigin Ltd. is a private company which intends to be listed in the securitics exchange. The company has recently
made o dividend issue of 5h.3.20 per share. This dividend is expected 10 grow ot the rate of 5% per annum for
2 years and then drop tol2% per annum for the next 3 vears, Thercafter. the dividend will grow at 6% per annum

indefinitely. The required rate of return is | 1%,

Required:

The intrinsic value of the share,

QUESTION TWO

fn)

The existing capital structure of Mwarakaya Limited is given as follows:

Sh, “0:00™

Chrdinary share capital (Sh, 100 par value) 40,000
Reserves | 5,060
I 2% debentures (Sh. 100 por valee) 25.000
1% preference share capital (Sh.20 par value) 20,000

100 e

Adlditional information:

L Ordinary shares of Mwarakaya Limited are currently selling at Sh.80 each.

Lad e
sy Tl

10% each vear in perpetuity,
;. The corporate tax rate is 30%,

Reguired;
The weighted average codt of capital { WACC),

{6 marks )
(Total: 20 marks)

The 12% debentures and |0% preference shares are currently selling at Sh.90 and Sh.30 respectively,
The most recent ordinary dividend paid by the company is $h.2.00. This is expected to grow af the rate of

6 marks)

CA3L U532 & TP Page 1
Outof 3

-l-______



(b} The fodlowing it irmation relates to the dividend per.share (DPS) far Zomollo Lid.:

Eamings per share ( EPS) for vear 2006 Sl 600

Drividend per share (DPS) for vear 2015 Sh.2.40

Target payout ratio 1.0

A justiment rate 0.7

Reqgud red:

Lising the Lintner model, predict the dividend per share for the vear ended 31 December 2016, {3 marks})
i James Chiwende is considering the purchase of & 4-vear Sh.1.200.000 par value bond, The bond has & coupon inlensa

rateof % per annumn,

Theinvesiors reguired rate of returm is 85, -

Regirred:

The current value of the bond. {3 rmarks)
§d} Muwatats Lid, currently operates with terms of net 80 diys. The firm's average investment in aceounts receivable

amount e Sho4,400.000 perannum.. Eighty per cem of the firm's. sales are always on credit. The company. i

chnsidering introducing terms of 220 ner 90 davs,

The relaxation of terms of sale will increase the firm's total sples by 60%. AN cash customers and 40% of the eredit

customers will take sdvantage of the cash discount. The nverage collection period will incrense 1o 80 days up from the

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

Inventory levels are estimated to be 3% of the firm's twrnover and creditors will increase by Sh. 1,000,000,

Giross margin on sales is 40%, The cosd of capital is |6%, Corporate tax rate iz 30%,

Assyme o0 days i vear.

Reguired:

Advise the managerment ol Mwataia Lad, on whether 1o switch tocthe new credit policy, (& marks)

{Taotal: 20 marks)

QUESTION THREE
[a) The Tollowing data was extracted from the financial statemems of Janbuni Limited for the year ended 31 December

2015:

Sh. “millions™

Casl and cash equivalents 200

Fined assels O7

sules (cradi) 2.0H0

el income £

Current liahilities 211

Mates pavable to bank 4

Current ratia 3:

Debiors collection period 4055 davs

Beturn on eguity 3%

Assume 365 days in o year.

Required:

(il Accounts receivable, 2 marks)
LiF) Current assels, (2 marks)
{iii] Beturn on tofal assels, (2 morks)
{iv] Equity, (2 mrks)
(v Cuabck ratio, {2 marks)
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ih) Manjewa Limited maintains a minimum cash balance of Sh.2.000.000. The standard deviation of its duly net cash
flow is estimated @ Sh.22.000, The transaction cost of buying and selling of marketable securties is Sh.6l) per
transaction. The rate of interest for the marketable secunities i 3% per annum.

Agswimee 365 days ina vear

Required:

Lising the Miller-Cirr cash management model, determine:

iF} The spread. 5 marks)
{i) The upper cash limit, {2 marks)
(i} The retum piint, " 13 marks)

{Total; 20 marks)

DUESTION FOUR
{a} Highlight four shortcommgs of financial deepening. |4 marks)

{3 (il Diefine the term “franchising™ {2 marks)

(if) Sugpest four reasons why franchising could be considered as an alternative source of financé 10 a company.
(4 marks)

(] Mgoba Lid, has just paid an annoal dividend of Sh38 per share. The manageme of the company has u larget 1
increase the market share valee 1o Sh. 800 per share by considenng appropriate investment policies.
Shareholders expect a return on investiment of 2%,

Reguired: _
The anmunl cxpecied growih rate. (5 marks)

i Laika Lid. has identified five invesiment progects with the following details;

Investment Initial swilay Net present valoe of investment
project (5h. “millions") (5h. “millions")
A 124 240
B EH 43,2
-rig LEH 170
D et H 21.6
E I 18
Additional information:
1 Mone of the investiment projects could be delayed.
2 Amount availnble for investment is imited 1o $h,300 million. therefore. the company cannor undertake all
the investment projects,
i, All the five projecis are divisible.
Regquired:
Advise the management of Laika Lid. on the most appropriate investment projects fo underake. 5 marks§

{Total: 20 marks)

QUESTION FIVE

(ah Dhiseuss four prisciples of Islamic financing. (& marks)

ib} Highlight lowr factors that could be taken into account when making dividend decisions, {4 marks)
) il The agency problem could be resolved using goal congruence.

Explain the term “ooal congreence”, {2 marks)

i1} One of the ways creditors could profect themselves against the inherent risk that might arise from agency

conflict is through adapling restriclive covenans.
With reference to the above statement, describe three restrictive covenants in a debl coniract, (6 imarks)
{Total: 20 marks)
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