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FINANCIAL MANAGEMENT REVISION KIT

INTRODUCTION /\’\(b
®
3

Following our continued effort to provide quality study and revision materials at an
affordable price for the private students who study on their own, full time and part time /\
students, we partnered with other team of professionals to make this possible. 03\,

©

This Revision kit book (Question and answers) contains kasneb past examina@ ast
papers and our suggested answers as provided by a team of lecturers who,a&)xperts in
their area of training. The book is intended to help the learner do enog\p ctice on how
to handle exam questions and this makes it easy to pass kasneb exe}@.

Special appreciation and recognition goes to FA Kegicha Willi omanyi (MBA
Accounting, CPA, CISA and CCP), Johnmark Mwangi (MR&'E nance, CPAK, BCom
Finance), CPA Gregory Mailu (Bsc. Economics) CPA %@‘hic Rasungu and CPA
Lawrence Ambunya among others.
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o
PAPER NO.8 FINANCIAL MANAGEMENT /\’\(b
D%
GENERAL OBJECTIVE Q/\

This paper is intended to equip the candidate with knowledge, skills and attitudes that
will enable him/her to apply financial management principles in practice. O,)

8.0 LEARNING OUTCOMES /\/\b

>

A candidate who passes this paper should be able to: Q)

Vv
» Analyse the sources of finance for an organisation and evalu%%rious financing
options Q
 Evaluate various investment decision scenarios availat@%an organisation
+ Evaluate the performance of a firm using financial
» Make appropriate capital structure decisions f irm
 Value financial assets and firms
» Make appropriate liquidity and dividend%gcjs ns for a firm
« Evaluate current developments in bugir@ss financing strategies.

CONTENT ’b\'\\
8.1 Overview of financialQa.\%i)gement
- Nature and scope of Qa ce
- Finance function
- Goalsof afi inancial and non-financial objectives, overlaps and conflicts
among the @Bj&ctives
- Agenc ory, stakeholder’s theory and corporate governance
- Measxing managerial performance, compensation and incentives
- EtRiral issues in financial management
- rporate social responsibility (CSR) and financial management

&9 The financing decision

- Nature and objectives of the financing decision

- Factors to consider when making financing decisions

- Sources of finances for enterprises; internally generated funds and the externally
generated funds, long term sources, medium term and short term sources of
finance
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8.3

8.4

8.5

&O_Q

o <
Evaluation of financing options 25)
Methods of issuing ordinary shares - public issue, private placement, bonus/(é‘s%e,
employee stock option plans (ESOPS) and rights issues /\qﬁb

Q

Financial institutions and markets

Nature and role of financial markets ,\
Classification of financial markets: primary and secondary securities market,

money and the capital markets, over-the counter and organised market, derivatives

market, mortgage market, forex market /\
The security exchange listing and cross border listing /\
Market efficiency - efficient market hypothesis q?)
Stock market indices /\

The financial institutions and intermediaries: commercial bapks;’savings and loans
associations and co-operative societies, foreign exchan us, Unit trusts and
mutual funds, insurance companies and pension firmsgit¥suranceagencies and
brokerage firms, investment companies, investme ks and stock brokerage
firms, micro-finance institutions and small an ium enterprises (SMEs)

The role of regulators in financial markets

Central depository system and automate \mg system

Timing of investment at the securitjﬁ@ hange - Dow theory and Hatch system of

timing
O
Time-value of money O(b'\
Concept of time value o money
Relevance of the con?) of time value of money
Time value of m ersus time preference of money

Compoundin&@}:hniques

Discounti hniques

Q

VaI@@n models
C&mept of value; book value, going concern value, substitution value,

é%’placement value, conversion value, liquidation value, intrinsic value and market

value

Reasons for valuing financial assets/business

Theories on valuation of financial assets; fundamental theory, technical theory,
random walk theory and the efficient market hypothesis

Valuation of redeemable, irredeemable and convertible debentures and corporate
bonds

Valuation of redeemable, Irredeemable and convertible preference shares
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8.6

8.7

A

Valuation of ordinary shares; net asset basis, price earnings ratio basis, fb\'
capitalisation of earnings basis, Gordon’s model, finite earnings growth mo,e@l
Super-profit model, Marakon model, Walter’s model, Discounted free (;qu‘bﬂow
residual income model

Use of relative measures such as Economic Value added (EVA) and Market Value

Added (MVA) ,\
Valuation of unit trusts and mutual funds \,
Valuation of private companies: income and market based approaches 03

©
Cost of capital /\/\

Firms capital structure and factors influencing capital structure dﬁ(lb%s
Factors influencing firms cost of capital

Relevance of cost of capital

Component costs of capital QQ
The firm’s overall cost of capital ?\
Weighted average cost of capital (WACC) (5\'

Weighted marginal cost of capital ( WMCC) 3${\
Introduction to break-points in weighted | cost of capital schedule
Operating and financial leverage - degr;sgj‘%peratmg leverage and operating risk;

degree of financial leverage and fi )ﬂ] sk
Combined leverage - degree of caqb ed leverage and total risk

Capital budgeting decisi (b'

The nature and importa ce of capital investment decisions

Capital investment’ s% ﬂows - initial cash outlay, terminal cash flows and
annual net operat h flows, incremental approach to cash flow estimation
Capital mveg\r@ﬂ appraisal techniques

Non-disc cash flow methods - payback period and accounting rate of return
Discou cash flow methods - net-present value, internal rate of return,
profiability index, discounted payback period and modified internal rate of return

)
- é\'rengths and weaknesses of the investment appraisal techniques

)

Expected relations among an investment’s NPV, company value and share price
Capital rationing - evaluation of capital projects and determination of optimal
capital budget in situations of capital rationing for a single period rationing
Capital investment options - timing option, strategic investment option,
replacement option and abandonment option

Problems/difficulties encountered when making capital investment decisions in
reality
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8.8

8.9

8.11

&O_

Financial analysis and forecasting ,\’\(b
Users of financial statements and their information needs ‘b

Ratio analysis; nature of financial ratios, classification and calculatlonQ/)} financial
ratios and limitation of financial ratios

Common size statements - Vertical and horizontal analysis ,\
Financial forecasting; cash budgeting and percentage of sales method of O)S,

forecasting (O
Working capital management /\

Introduction and concepts of working capital q?)
Working capital versus working capital management 6\
Factors influencing working capital requirements of a firm

Importance and objectives of working capital manage Q
Working capital operating cycle; the importance and @ﬁutation of the working
capital operating cycle Qo)

Working capital financing policies aggressiv@%ervative and matching

financing policy
Management of stock, cash, debtors and }T{ors

y -~ 4
Dividend decision \
Forms of dividend \

How to pay dividends and@@fto pay dividends

How much dividend to

Firms dividend polic factors influencing dividend decision

Why pay olividen@dQ

Dividend relg\\@ce theories; Bird in hand, Clientele effect, Information signaling
theory, Welds™s model, Tax differential theory, Modigliani and Miller dividend

wrele@ heory

é;ﬁmductlon to risk and return

sk-return trade off/relationship
Distinction between risk free and risky assets
Expected return of an asset
Total risk of an asset
Relative risk of an asset
Expected return of a 2 asset-portfolio
The actual total risk of a 2-asset portfolio
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8.12

8.13

Islamic finance ,\’\(b
qﬁb
Justification for Islamic Finance; history of Islamic finance; capitalisnib/}ﬁalal;
haram; riba; gharar; usury
Principles underlying Islamic finance: principle of not paying or charging interest
principle of not investing in forbidden items such as alcohol, pork, gambling o;b\,
pornography; ethical investing; moral purchases
The concept of interest (riba) and how returns are made by Islamic fina&e‘l\{o
securities
Sources of finance in Islamic financing: muhabaha, sukuk, musha mudaraba
Types of Islamic financial products:- sharia-compliant produch/N mic
investment funds; takaful the Islamic version of insurance | € mortgage,
murabahah,; Leasing - ijara; safekeeping - Wadiah; suk yStamic bonds and
securitisation; sovereign - sukuk; Islamic investment s; Joint venture -
Musharaka, Islamic banking, Islamic contracts, Islaﬁt treasury products and
hedging products, Islamic equity funds; Islarnlgg}Watives
International standardisation/regulations ofﬁ ic Finance: case for
standardisation using religious and prud%?iua guidance, National regulators,
Islamic Financial Services Board ¢ @,

Emerging issues and trends \\\

LoX
3
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A
TOPIC 1 >

>
OVERVIEW OF FINANCIAL I\/IANAGEMEN/\%

QUESTION 1 /\
November 2019 Question One A (OOD
(@) In the context of agency theory: /\
(i) Explain the "principal-agent™ problem. qi%marks)
(ii) Explore two ways of addressing the principal-agent problem. 6\ (4 marks)
QUESTION 2 ?QQ
November 2017 Question Four B \'6
(%
(b) Highlight three agency costs that might arise in @%\ncipal-agent relationship
between shareholders and managers. \ (3 marks)
&
QUESTION 3 4

May 2017 Question Five C

¢) The goal of profit maximisatioﬁy considered to be a short-term objective with long-
term survival. The firm’ s@wth cannot be achieved without continuous profitability.

Required: @)
In relation to the&ve statement, summarise four arguments-in favour of and four
arguments a profit maximisation as a business goal. (8 marks)

QUEST&4
Ma& 6 Question Five C
&(0
¢) (i) The agency problem could be resolved using goal congruence.

Explain the term "goal congruence". (2 marks)

(i1) One of the ways creditors could protect themselves against the inherent risk that
might arise from agency conflict is through adopting restrictive covenants.
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o
With reference to the above statement, describe three restrictive covenants in
contract. 6 ks
( Q«n@r )
QUESTION 5

2015 Pilot Paper Question Two A

(@) In relation to financing of firm's activities, distinguish between the term “capital /\
structure" and financial structure”.
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THE FINANCING DECISION

QUESTION 1

November 2020 Question Two A

TOPIC 2 e
A\

‘L
«

A

(a) Jaribu Ltd. has been operating in the country for many years. The directors f%
company wish to raise additional capital through a rights issue in order t gbore
opportunities in the region. The directors have decided to make a one /f}xr ive

rights issue at a discount rate of 30% on the current market value.

ompany's

most recent financial statements are presented below:
Income statement for the year ended 31 March 2020 Q

Sales

Net profit before interest and taxation

Interest payable

Net profit before taxation

Corporation taxation

52

Sh."million?gQ

\>
.\’} 7

Net profit after taxation &@ 21
Ordinary dividends payable \ 14
Retained profit for the ye % 7
Capital and rese&g‘ as at 31 March 2020
OQ Sh."million"
Sh.0.25 or, 'rg‘fy shares 60
Revalu reserves 140
Acc ated profits 320
520

Q\' dditional information:
&O

The shares of the company are currently traded at the local Securities Exchange
at a price to earnings (P/E) ratio of 16.
An investor holding 10,000 ordinary shares in the company has received the

information on the forthcoming rights issue but cannot decide whether to take
up the rights issue, sell the rights or allow the rights to lapse.

Required:

(i) The theoretical ex-rights price of an ordinary share.

(3 marks)
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A
(ii) The price at which the rights are likely to be traded. (1 maﬂ%’
(iii) Evaluate each of the three options available to the investor with ,1\0\(@00
ordinary shares. @®marks)
(iv) Comment on the wealth of the investor based on each of the@a ions
evaluated in (a) (iii) above. (2 marks)

A
oY

QUESTION 2 /\/\(b

November 2020 Question Four B
(b) Upendo Ltd. has issued 5,000,000, Sh.20 par value ordinary share;{ﬂ% are

presently trading at Sh.25 per share at the Securities Exchange. Upen@L d. has plans to
issue rights to purchase one new ordinary share at a price of Sh.ZOQr share for every

four shares held.
S

Required: (83'
(i)  The theoretical ex-right price of Upendo \Qhare. (4 marks)
(i) The theoretical value of a right of Upe td. before the shares sell ex-right.
.\L\' (2 marks)
QUESTION 3 &Q

November 2020 Question Five N
a) Donnat Ltd. has a capital s&ucture that consists of Sh.150 million, 15% debentures
and Sh.450 million in e&;inary shares of Sh.20 par value.

e company adg o payout ratio as its dividend policy.
Th d&@ 100% i its dividend poli

The finance ;Qa@,ager of Donnat Ltd. intends to raise an additional Sh.20 million to
finance an@ nsion programme and is considering two alternative financing
options;

O 1: Issue a 12% debenture stock.
,Q'Eﬂon 2: Issue additional ordinary shares of Sh.20 par value.
Z,

Q The corporation tax rate is 30%.
&O
Required:
Calculate the earnings before interest and tax (EBIT) and earnings per share (EPS)
at the point of indifference in firm's earnings under financing option (1) and (2)
above. (8 marks)
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O
QUESTION 4 £0)
A
May 2019 Question Two A D%
(a) Propose four reasons that might make a firm use reserves to finance its opgerations.
(4 marks)
QUESTION 5 ,\

N
>
Ao

(b) The capital structure of Kara Kara Limited which is considered optimal js given as

May 2019 Question Five B

follows: /\Q/
Sh.<00 ”Q
Ordinary share capital (Sh. 10 par value) 9@3?0
Retained earnings (85,000
15% preference share capital (Sh. 100 par valu%\{\ 45,000
16% debenture capital \ 90.000
S 300,000

"
The company has total assets amou 'r:gxo Sh. 360 million but it is expected the
assets will rise to Sh.500 million e'end of the current financial year.

Additional information: O

1. New equity shares will net 90% after floatation costs.

2. The current ma rice per share (MPS) of the ordinary shares is Sh.25.

3. New ordinai%hares will be issued at the current market price subject to a
roatatio&@ of 10% of the issue price.

4. New debentures can be issued at par through the securities exchange.

5 T st and expected earnings growth rate is 10%. Dividend growth rate is
&pected to be matched with the earnings growth rate.

é’l’he current earnings yield is 24%.

. The company adopts a constant dividend payout ratio of 50%.
&Q 8. New 15% preference shares can be issued at the current selling price of Sh. 120

each.

9. The retained earnings available for investment purposes is Sh.29,700.000.

10. The corporate tax rate is 30%.
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Required: ‘b\/'\

The number of ordinary shares that must be sold in order to raise the required ee(mQPy

capital. j\%?narks)

Q

QUESTION 6
November 2018 Question One B (ii) /\
(b) Differentiate between the following terms as applied in finance:

(i) “Cum-right’ and "ex-right” market price per share. (2 %\%)
QUESTION 7 /\

November 2017 Question Two B and C

(b) Maji Mazuri Ltd. an all equity financed company has an issued shﬁ}c}ltal of Sh. 10
million ordinary shares of Sh.10 par value. The company paid end of Sh.0.4
per share last period and the market price per share is Sh.2 idend.
The company is contemplating raising additional funds tt@ gh arights issue. The
management has proposed a 1 for 4 rights issue at an i price of Sh. 15 per share.
The funds raised are intended to be used to fma@ajor new project which is

expected to increase the company’s annual aft& cash flows by Sh.950,000 in

perpetuity. ~\L\.
| 4
Required:
(1) The cum-right market prlce pe re (MPS) after the announcement of the rights
Issue. (4 marks)
(i1) The theoretical ex-rig et price per share. (2 marks)
(iii) The theoretical valuQ\g;ach right. (2 marks)

(c) Evaluate the im f the rights issue in (b) above on the value of wealth of an
existing shar grpwho holds 1,600 ordinary shares in Maji Mazuri Ltd. and Sh.
10,000 in@i&vings account assuming that this shareholder decides to:

(i) )@wolse all his rights. (3 marks)
& Il all his rights. (3 marks)
) Ignore the rights issue. (2 marks)

<O
QUESTION 8
November 2017 Question Five A

(a) Describe three factors that have limited the growth of venture capital investment in
most developing countries. (6 marks)
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A
QUESTION 9 %Y
2O
Cb’\
/\"l/

(a) Highlight four limitations of long-term debt finance to an organisation. @marks)

May 2017 Question 1 A

A

QUESTION 10 (b%’
May 2017 Question 2 B /\(O

(b) Nyadzua Limited is making a 1 for 4 rights issue costing Sh.6.40. The o%pany has 4
million shares in issue with a price of Sh 10.Sr per share. The new sh{rla are expected
to yield 5% earnings and price to earnings (P/E) ratio of 10. Q

Required: ?QQ
x?

(1) The theoretical ex-right price. (4 marks)
(i1) The value per share after the rights issue. $0®' (4 marks)
QUESTION 11 ,&\
May 2016 Question Four A and B &®~\~
(a) Highlight four shortcomings of fir\q}ﬁl deepening. (4 marks)
(%
(b) (i) Define the term "franchisir@ (2 marks)

of finance to a co (4 marks)

@)
QuEsTION12 X%

November 201§'estion Two A

@ Sum@e four advantages of debentures over preference shares. (4 marks)

N\
%dg)ﬂoml 13

&2015 Pilot paper Question One A, Band C

(i) Suggest four reaszw franchising could be considered as an alternative source

(a) “Provision for depreciation is an internally generated source of finance to a
company’-.

Explain the basis upon which provision for depreciation is a source of finance to an
organisation. (4 marks)
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o
(b) MM Company Ltd. is contemplating raising additional finance for an expansiop\’\co
programme. The company is considering Sh.50 million for this expansion qﬁb
programme. The company's existing capital structure is given below: Q
Sh. “000” /\
Ordinary share capital (Sh.20 par) 60,000 \,
10% debenture capital 25,000 (O(b
12% preference share capital 15,000 /\
Reserves 50,000 /\

150,000 /\(13)

Two alternative financing options available to the company are QV as follows:

Option 1 6?9
ds.

Issue new ordinary shares at par to raise all the desire

O
Option 11 $

Issue new ordinary shares at par to raise Sh@n'llion and the balance will be raised
through the issue of 15% debentures. &Q

The management are optimistic t @E investment will enable the company to
generate annual operating pro@ IT) whose forecasted values in different states of

nature and their probability ofﬂoccurrence are given as follows:

State of Nature é&%ability Operating profit (EBIT)

Good \Q, 0.4 20,000

oderate . ,
Mod X 0.25 15,000
Q 0.35 10,000

Poor
S

The fifpays corporation tax at the rate of 30%.

Z,
I@wired:

&o (i) Determine the level of expected operating profit (EBIT) and expected earnings per
share at the point of indifference between the firm's earning under financing
options | and II. (6 marks)

(ii) Determine the range of expected operating profit within which each financing
option will be recommended
(Hint: a graph may be used to answer this question). (6 marks)
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o
(c) With reference to (b) above, indicate the financing option you would recommea@\cO
assuming that the company’s expected operating profits are: qSD
(i) As forecasted by the organisation. QY1 mark)
(i1) Sh.6,000,000 per annum. (1 mark)
(iii) Sh.I5,000,000 per annum. (2 marks)

A\
oY

QUESTION 14 /\@
2015 Pilot paper Question 5 B Q)/\
(i) Define the term financial innovation /\q/ (1 Mark)
(i1) Highlight any three factors responsible for financial innovatjsg (3 Marks)
xP
(%
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S
TOPIC 3 o
FINANCIAL INSTITUTIONS AND MARKETS
S
Question 1
November 2020 Question One B
a) In the context of financial markets: /\
(i) Distinguish between "commodities markets" and "derivatives marke%
rks)
(i) Summarise four functions of financial markets. /\é&marks)
QUESTION 2 Q’\q’
November 2019 Question Two A Q
(@) (i) Explain the term "cross-border" listing. 6?9 (2 marks)

(i) Discuss two benefits of cross-border listing to a @d company. (4 marks)

QUESTION 3 ,\L&\
November 2019 Question 5 (A) &Q

(a) The concept of interest rate cappi >s generated considerable interest from players
in both public and private sectav) rticularly in developing economies.

Required: N
(i) Describe the link betw@ﬁerest rates and availability of credit to small and medium
size enterprises (SME@! (2 marks)

(i) Citing three r. @ﬁs, summarise the case for and against interest rate capping in an
economy. Q (6 marks)

QUES{I@%4
No@oer 2018 Question Three B
plain four roles that are played by insurance companies in the financial market of
your country. (4 marks)

QUESTION 5

May 2018 Question Four B

(b) Distinguish between the terms “capital market” and “money market”. (2 marks)
QUESTION 6
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on Fi O
May 2018 Question Five B ('o(b
Q
(b) Explain four benefits that might accrue from demutualisation of securities ex@aange
of your country. (Drharks)
QUESTION 7 ,\
November 2017 Question Four A \,
(a) Describe four types of money market instruments. ( oﬁ\@@s)

QUESTION 8 /\(13)

November 2016 Question Two A Q

(a) Discuss three possible solutions to adverse selection. ?9 (6 marks)

QUESTION 9 $<\
November 2015 Question One A

(a) Highlight three financial instruments th&@b traded in money markets. (3 marks)
N

QUESTION 10 (og
November 2015 Question Fivs C

(c) Summarise six benefits e integrated financial management information system

(IFM1S). QO (6 marks)

@Q\Q
\,
/\00?
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TOPIC 4 i
TIME-VALUE OF MONEY

QUESTION 1
November 2018 Question One B (iii)

(b) Differentiate between the following terms as applied in finance:

(1) “Time value of money” and “time preference for money”. ,(\{\varks)
QUESTION 2 Q’\q’
May 2018 Question Four D Q

(d) Maua Ltd. is in the process of completing construction fq,??een house.
The finance manager has estimated that the project’s 1 life is 15 years and shall
generate the following cash flows:

Years  Cash flows (sh“000”) ~\§\

1-5 5,000 &Q
6-10 9,000 \
11-15 4,000 N\
18,0 fod
. Ap .
The required rate of returQo the company is 10%.
O
_ <
Required: <
The total pre%@%we of the project. (5 marks)
006\
N
&

&O
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O
TOPIC5 o
VALUATION MODELS qﬁb/\
QUESTION 1 S
November 2019 Question Three C
(c) Fairland Industries Ltd. has recently been listed on the securities exchange. %§\

The company has a policy of paying out a gradually increasing dividend per;@
over the past five years, as indicated below:

Year Earnings per share (EPS) Dividend per shar@.@yS)

sh. Sh.
2014 118 500
2015 125 @
2016 146 0
2017 135 \(pva.s
2018 160 7.3

Additional information:

§®
O\
1. The company has recently paid the di@*ﬂds for the year ended 31 December
2018. The shares are therefore quo -dividend.

financing will be provided internally generated funds. This is expected to
reduce the dividend per sharé to Sh.5 in the year ending 31 December 2019.
\

3. The growth rate in ings per share (EPS) and dividend per share (DPS) is
expected to incregd¢~to 14% per annum from the year ending 31 December 2019.

2. The management is consideriﬁ\}ﬂange in the financing policy whereby greater

4. The compa@&hareholders require a minimum return on investment of 16%.

Required:; Q\
M U%?ﬁ dividend growth model, determine the market price per share (MPS) as
L December 2018 prior to the change in the financing policy. (3 marks)

N The market price per share (MPS) as at 31 December 2018 under the new

&Q financing policy. (2 marks)
(iii) The break-even growth rate in dividend per share (DPS) using the market price
calculated in (c) (i) above. (2 marks)
QUESTION 2
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November 2019 Question5B & C (o‘b\/’\
(b) With rgference tg valuation of securities, explain the distinctive features of th%’\/\
following valuations: Q/\"I/
(i) Conversion value. (2 marks)
(i1) Liquidation value. (2 marks) /\
(iii) Market value. (2 mark%%'

(c) Virgin Industries had issued 72 million ordinary shares as at 31 March 2019/&?@
company had maintained an annual dividend payment of Sh.180 million in{:\u ing for
the year ended 31 March 2019.

On 3 April 2019, the management of the company was awarded a@/\ year tender
that would cost Sh.720 million. The directors decided to finaan‘le tender by
issuance of ordinary shares at par. Q

The return on investment (ROI) was expected to be 25‘%@r annum on the cost over
the next four years ending 31 March 2023.

All earnings would continue to be paid out as @ds to the shareholders
The cost of capital is 20% .\L\'
<

Required &

(i) The value of an ordinary s@e a8 at 31 March 2019
(i) The value of the compafy,®s at 3 April 2019 assuming that the management
made a decision to &dsr ake investment

X
()O
xQ

May 2019 Queﬁ&One B
(b) Clare M is planning to invest in a long-term project. An investment banker has
prov@@ er with the following two investment options:
N
Q@ption 1: To invest in a corporate bond selling at Sh.875. The bond would be
redeemed after 5 years at Sh. 1,600.
& Option 2: To invest in a 16% debenture with a face value of Sh. 100 quoted at
Sh.95.

QUESTION 3

The debenture would be redeemed after 5 years.
The minimum required rate of return is 18%.
Required:
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A
Using the yield to maturity (YTM) valuation model, advise Clare Mwatata in making tm\'
investment decision. (6,5@&‘9(3)
qib

Q
QUESTION 4
May 2019 Question One C
(c) Aninvestor holds 1,000 ordinary shares in Upendo Ltd., a company quoted at the /\
securities exchange. The company has been paying average dividends of Sh. 15038'
per share annually in recent years. (b
The firm’s dividends are expected to grow at a rate of 10% per annum in t’ﬁé&oming
three years, then grow at a rate of 8% per annum over the next two y, %nd
thereafter grow at a constant rate of 5% per annum into perpetuity./\ﬁ/
The minimum required rate of return is 12%. Q

Required: ?QQ

Using the discounted cash flow valuation method, det;ﬁ?we the current value of the
1,000 ordinary shares of Upendo Ltd. : g{\ (6 marks)
QUESTION 5 ,&\

May 2019 Question Two B ®+

A

(b) (i) The management of Amani Li 'Mis considering listing at the securities
exchange and intends to unde@ luation of its shares.

The following informati provided:
1. The current earningy¥er share (EPS) of the firm is Sh.4.
2. The firm has i i%stie 10 million ordinary shares with a 40% dividend payout

ratio. W\
3. The firr@e%an equity capital of Sh.200 million with a minimum required rate of

retur 8%.
_QO
Refjyired:
current theoretical value of the firm's ordinary shares using dividend growth
&Q model. (6 marks)
(if) XYZ Ltd. Has a net tangible assets worth sh.48 million and a return on assets (ROA)
of 12%.
The company expects to receive a profit of sh. 10 million annually for the next 5
years.
The company has 2 million outstanding ordinary shares.
Required:
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A
The theoretical value per share using super-profit model. (4 marks‘)b\'
A
qib
QUESTION 6 6\

November 2018 Question One C

(c) The earnings per share (EPS) and dividend per share (DPS) data for Maraba Ltd. ovsg\
the last five years are provided below: O)

Year Dividend per share (DPS)  Earnings per share (EP@)
(sh) (sh.) 6\

2013 1.00 2.50

2014 1.10 2.7%

2015 1.20 é%

2016 1.50 o .20

2017 1.80 g{\ 3.50
Additional information: \\

1. A prospective investor is conside& ing the shares of this company which
are currently selling at Sh.55 each &t the securities exchange.
2. The investor’s required rate af\return is 20%.

Q’Zr
Required:

Advise the investor on W@é‘r to buy the shares of Maraba Ltd. using Gordon’s

model. (8 marks)
QO

<
QUESTION 6 \é,\

November %uestion 3C
O

(c) Be ug»flonge Ltd. has just paid a dividend of Sh.4 per share. The company expects
égt e dividend will  grow at the rate of 20% per annum for the first two years,
n grow at the rate of 10% per annum for the next 2 years and thereafter grow at the
& rate of 6% per annum into perpetuity. The required rate of return for the company is
16%.

Required:
The theoretical value of the company's share. (4 marks)
QUESTION 7
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on i O
November 2018 Question Five B (bfb
A\
(b) William Mgunya intends to invest Sh.200,000 in a redeemable 12%, Sh.100n
debentures for 3 years. The current market value of the debentures is Sh.8Qper

debenture.

The required rate of return on the debentures is 10% per annum. ,\
Required; 03
Advise William Mgunya on whether to invest in the debentures. 4 ){(A{Q

>
QUESTION 8 Q/\q/
May 2018 Question One B Q

(b) Chauringo Limited wishes to expand its business. The c@% Is considering to
issue Sh.50 million worth of redeemable bonds denom‘%’ d in Sh. 1,000. The bond’s
rate of interest is 10% and will mature on 30 June ;@5‘8

The bonds will be issued on 1 July 2018.
The cost of capital is 18% per annum for the \*&M period.

<
Required: &
(i) The current value of the bond.\\\ (3 marks)
(if) The par value of the bond. O(b' (2 marks)

QY
QUESTION 9
o

May 2018 Question T
xQ

(a) Explain thre%@hmptions of the Gordon’s dividend model. (6 marks)

Q
QUEST& 10

Ma 8 Question Three C
8 profit after tax of Muhendato Ltd. as at 30 April 2017 was Sh.6,500,000. The
& company is quoted at (he securities exchange and its shares are currently selling for
Sh.40 each.

The company’s dividend policy is to pay out 40% of its earnings for the year as
dividends on its 1.000.000 issued and fully paid up shares.
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A
The company’s profit after tax is expected to increase by 15% per year for three yeafb\'

and 8% per year thereafter. Dividends will grow at the same rate as profits of th;a\’\
company. >
pany Q,\q,

The shares of the company are expected to sell at Sh.64 per share at the end of five
years from now. ,\

Y
©
Required: /\

Determine whether the shares of Muhendato Ltd. are currently fairly )(6 %3
undervalued or overvalued for an investor expecting to sell them a@ ears.
QUESTION 11

Q (6 marks)
November 2017 Question Two A ??\
(a) Explain four limitations of dividend growth model.\(é{ér S)

QUESTION 12 $

November 2017 Question Three A ~\L\.\
<

The cost of capital for the company is 12% per annum.

(a)The ordinary shares of Kwekwe Ltd.qre Currently selling at Sh.60 each at the
securities exchange. The compan Xce-earnings ratio is 6 times.
Kwekwe Ltd. adopts a 40% pgy-¢it ratio as its dividend policy.
It is predicted that the com any’s earnings and dividends will grow at an annual rate

of 10% for the first thre s, 5% for the next two years and 4% thereafter in

perpetuity. QO

<
The investors’\@}ﬁmum required rate of return is 12%.

K
Requir,

(i) TKexturrent intrinsic value of the shares. (6 marks)
& vise the investors based on the result obtained in () (i) above. (2 marks)

&@JESTlON 13

November 2017 Question Five B
(b) Deye Ltd has provided the following financial results:

Year Profit after tax (Sh. “million”)
2014 6.0
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A
2015 6.2 oY
2016 6.3 ,\’\(b
2017 6.3 qﬁb
S

The firm’s earnings yield is 12%.

Required:
05

The value of the firm based on the present value of the expected earnings apprﬁ

QUESTION 14
May 2017 Question Two A /\(13)

(a) The following information was extracted from the financial stat %ts of Mwaka

Limited: ?9
carri P
arnings per share (EPS) Sh. 15 Qo)
Capitalisation rate 12% $Q
Retention ratio 40% \
Internal rate of return 16% ~\L\.

Required:
q \\\

The price per share under:
(i) Gordon’s growth model. Q(b' (4 marks)

(i1) Walter’s model. *ﬂ (4 marks)
R
QUESTION 15 @)

May 2017 Questi@&vc C
AN

L
(c) The 10@&1\. 100 par value convertible bond of Kurawa Limited is quoted at 142% of
par,
& &arliest date for conversion is in 4 years’ time, at the rate of 30 ordinary shares
Sh.100 nominal bond. The share is currently trading at a price of Sh.4.15. The
annual coupon on the bond has just been paid.

Required:
(i) Conversion premium. (3 marks)
(i) Interpret the answer obtained in (c) (i) above. (1 mark)
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O
QUESTION 16 ('O(b
May 2017 Question Four B ,\’\

q/
(b) Luri Limited has a bond that has 3 years to maturity. The bond's par valu&% Sh.1,000.

Coupon payment for the bond is made annually. The current market value of the bond
is 120% of par with a coupon of 12%. ,\

oY
)

Required:
The yield to maturity (YTM). %&Q

QUESTION 17 /\Q/
May 2017 Question Five B Q
(b) Summarise four assumptions of the efficient market hypotheg'QQMH). (4 marks)

&
QUESTION 18 o>
May 2017 Question Five D $Q

(d) Downtop Ltd. has achieved earnings of Shqﬁmlmon this year and the company
intends to pursue a policy of financing,ﬁ@s investment projects from retained
earnings. There are a number of investment opportunities available for Downtop Ltd.,
although if it does not undertake the projects, its annual retained earnings are
expected to remain at Sh.6 mi{ligiY'in perpetuity.

0‘
The following informa&@% available for Downtop Ltd.:
O

Proportion of re{@ned Growth rate in Required return on all
earnih@; earnings investments by shareholders
(%) (%)
0 16
\Q 30 6 17
Q)Q) 45 9 19
&O Required:
Using dividend growth model, determine the optimum retention policy for Downtop
Ltd. (6 marks)
QUESTION 19

November 2016 Question Four A and B
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(a) Bundacho Ltd generated Sh.50 million profits after-tax in the previous financial yeab\'
The firm adopts 40% payout ratio as its dividend policy. The total numbers of u@?d
ordinary shares are 10,000,000. D%

S

The company has a potential investment opportunity. If undertaken, dividends are
expected to grow at the rate of 10% each year for the first 3 years and then stabilize a
the rate of 5% each year thereafter in perpetuity. (.b\,

The investor’s minimum required rate is 18% /\/\b

Required;- q?)

The current intrinsic value of the share. 6\ (6 marks)

(b) A firm issued 10% preference shares to raise funds. The sh@ve a par value of
Sh. 100 each and are currently selling at Sh. 110 each. S
\Y

The minimum rate of return by the investor is 8@

Required;- \.\
Explain whether the share is overvalu%@l dervalued by the market. (4 marks)

N

QUESTION 20 Lo
November 2016 Question Five ,ga’nd B

0‘
(a) Explain the followin @ﬁs as used in the bond market:
(1) Yield-to-maturi t!TM). (2 marks)
(i) Yield-to-ca ’&TC). (2 marks)
X2
(b) Kaoyeni @&ed has issued a Sh. 10,000 par value 10-year bond with a coupon rate

of 1Z@r annum. The bond is currently trading at Sh.8,830 and is callable at Sh.
10,5Q0 after 5 years.

&O%e company pays interest on its bonds semi-annually.

Required:
(i) Yield-to-maturity of the bond. (3 marks)
(1) Yield-to-call of the bond. (3 marks)
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QUESTION 21 oY
May 2016 Question One C ,\’\(b
(c) Chigiri Ltd. is a private company which intends to be listed in the securities .q/%hange.
The company has recently made a dividend issue of Sh.3.20 per share. This didend is
expected to grow at the rate of 15% per annum for 2 years and then drop to 12% per

annum for the next 3 years. Thereafter, the dividend will grow at 6% per annum ,\
indefinitely. The required rate of return is 11%. (b\,
Required: /\(O

The intrinsic value of the share. Q) 6 marks)
QUESTION 22 Q’\q’

May 2016 Question Two C Q

(c) James Chiwende is considering the purchase ofa 4-yea%$@.200.000 par value bond.
The bond has a coupon interest rate of 10% per an
The investor's required rate of return is 8%.

Required: Q“\L\'
The current value of the bond. & (3 marks)
N
QUESTION 23 @)
May 2016 Question Four C‘Qﬂ"
(c) Ngoba Ltd. has just fayd an annual dividend of Sh.38 per share. The management of

the company has@arget to increase the market share value to Sh.800 per share by

considering%&priate investment policies.
Sharehol@s Xpect a return on investment of 12%.

O
Ree@;‘éd:
&annual expected growth rate. (5 marks)

<O
QUESTION 24
November 2015 Question One B, C and D

(b) Explain the following theories in relation to valuation of financial assets:
(i) Fundamental theory. (3 marks)
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] <\
(i) Random walk theory. (3 marksh
A
(c) Ngatata Limited has issued a 20-year bond with a nominal value of Sh. 1,g0(0rand a

coupon annual rate of 9%. Coupon payments are made semi-annually in arrears. The
yield to maturity of the bond is 12% per annum.

A

Required: 03%'

(i) The value of the bond. (3 p}fbﬁ)
nﬁQ .

(i1) The new value of the bond, if yield to maturity goes down to 8% per a

Q4 marks)
Vv

(d) Rematex Limited’s earnings have been growing at the rate of 18%\pkr annum. This

growth is expected to continue for 4 years, after which the gr rate will fall to
12% per annum for another 4 years. v

%
Thereafter, the growth rate is expected to be 6% in tuity. The company’s last
dividend paid was Sh.2. The investors’ required of return on the company’s

equity is 15%.

/\‘5;\

Required:
The intrinsic value of the share. ) (6 marks)
QUESTION 25 S
2015 Pilot Paper Questi@&)ur C
@
(c) The shares of Bi td. are currently selling at Sh.60 each at the securities exchange.
Bidii Ltd.'s earnings ratio is 6 times. The company adopts a constant 40%

payout ra@a its dividend policy. It is predicted that the company's dividends will
grow;@ annual rate of 20% for the first three years, 15% for the next 2 years and

th ter at a constant rate of 10% per annum in perpetuity. The investor's minimum
ired rate of return is 12%.

&O
Required:

(1) Current intrinsic value of the shares of Bidii Ltd. (6 marks)

(i) Advise a prospective investor whether or not to buy shares of Bidii Ltd. (2 marks)
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\’/\
TOPIC 6 o
COST OF CAPITAL &
AV
Q
QUESTION 1
November 2020 Question Three B §\
(b) The following information was extracted from the books of Domingo G I
Merchants Ltd.: /\
Statement of financial position as at 31 December 2019: ‘ﬁ)
Sh." 000" @;\JOO"
Non-current assets 10,115
Investments Q 821
Current assets 3
Less: Current liabilities 5 1,923
Total assets $Q 12,859
Financed by:
Ordinary share capital: 3,000,000 shares each Eﬁl'\ 3,000
General reserves 7,125
Shareholders' funds &Q 10,125
7% Bonds \\\ 1,300
Corporation taxation 20X 1,434
Total equity and liabilities CJ 12,859
0‘
Summary of profits and é@nds:
@)
Year ended 31 Decemb@ 2015 2016 2017 2018 2019
\?; Sh."000" Sh.'000" Sh.'000" Sh."" 000" Sh."000"
Profit after interes efore tax 1,737 2,090 1,940 1,866 2,179
Less: Tax (573) (690) (640) (616) (719)
Profit after ir@t and tax 1,164 1,400 1,300 1,250 1,460
Less: Divi¥ends 620 680 740 740 810
Retain@) rnings 544 720 560 510 650
Q)

& Additional information:
1. The current (1 January 2020) market value of ordinary shares is Sh.3 per share ex
div.
2. The bonds are redeemable at par in ten years’ time.
3. The current market value of the bonds is Sh.77.10 per Sh.100 of nominal value
and the annual interest has just been paid on the bonds.
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4. There have been no issues or redemptions of ordinary shares or bonds during th@)\'

past five years. ,\’\
5. The corporate tax rate is 30%. Assume that there have been no changes ipﬁb
corporate tax rate for the past five years. Q/\
Required:
The weighted average cost of capital (WACC) that the company should use as a /\
discount rate when appraising new investment opportunities. (12 m@

A
P
November 2019 Question One C Q/\

QUESTION 2

(c) The current capital structure of Ahadi Ltd. is given as follows: Q

sh.000" S
Ordinary shares (Sh.10 each) 30,000 X9
10% debentures 15,0 &
12% preference shares (Sh.20 each) 5
.\SQ'OOO
Additional information: &Q
1. The current market value of or@w shares and preference shares is Sh.50 and
Sh.30 respectively. Lo

2. The debentures are irre&eﬂmable and have a market value of Sh.120 per Sh.100
nominal value.

3. The most recent ﬁgngs per share (EPS) of the company is Sh.6.

Howeve firm's future dividends are expected to grow at a rate of 7% each
year /'é(\t e-foreseeable future.

5. ,&&.porate tax rate is 30%.

@%uired:

&O The company's weighted average cost of capital (WACC) using market value weights.
(7 marks)

4. The cong %urrently adopts a 60% dividend payout ratio as its dividend policy.

QUESTION 3
November 2019 Question 4 (B)
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(b) Riverside Ltd. requires Sh.4,500,000 to finance an upcoming project. The firm's fb\/'\
existing share capital constitutes 120,000 ordinary shares whose current marke e
per share is Sh.100. The management of the company has proposed to raise S
through a rights offering at a discount rate of 25% on current share price. Q/\

Required:
(i) The number of ordinary shares to be issued to raise the required capital. (2 mark

(if) The number of rights required to subscribe for one new ordinary share. (2 %r(l%@

(iii) The theoretical ex-right market price per ordinary share. /é\ﬂarks)
QUESTION 4 Q/\
May 2019 Question Three A

(a) The capital structure of Maweni Limited is given as foll@?

&‘{\

Sh. ©“000”
Ordinary share capital (Sh.20 par value) , "\ 50,000
Retained earnings ~\L\’ 30,000
12% irredeemable debenture capitad‘{&ZO par value) 25,000
14% preference share capital (S\{‘&i par value) 15,000
O(b. 120,000
Additional information: \
1. The current market e of the firm’s ordinary shares is quoted at Sh.45 cunt-
dividend. ¢)
2. The firm pai ividend of Sh.5 per share in the just ended year.
3. The firm ts a 60% dividend payout ratio.
4. The fj return on equity (ROE) is 20%
5. The@Xisting 12% irredeemable debenture is currently trading at Sh. 112 cum-

Hterest.
&'he 14% preference shares are currently trading at Sh.33.50 cum-dividend at the
O

securities exchange.
7. The corporate tax rate applicable is 30%.

Required:

I. The cost of ordinary share capital. (3 marks)
Il. The cost of 12% irredeemable debenture capital. (2 marks)
iii. The cost of 14% irredeemable preference share capital (2 marks)
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A
iv. The firm’s weighted average cost of capital (WACC). (5 mark@)\'
A
qib
QUESTION 5 Q’\

November 2018 Question One B (i)

(b) Differentiate between the following terms as applied in finance:
(i) “Operating leverage” and "financial leverage”. (2 qugy

QUESTION 6
November 2018 Question One C Q)
(c) The fixed operating cost for Gahaleni Pharmaceutical Ltd. are Sh. G\E‘ﬂlon per
annum and the variable cost ratio is 0.20. Q
S

Additional information: ?‘
1. The company has Sh.2 million in bonds outstandipgﬁth an annual coupon
interest rate of 8 per cent.
2. The company has 30,000 preference shares b@andmg which pay Sh.2 dividend
per share each year.
3. The company has 100,000 ordinary. s??%s outstanding.
[

4. Revenues of the company are S on per annum.
5. The company is in the 30% c te tax bracket.
Q’Zr
Required:
(i) The degree of op g leverage. (4 marks)
(ii) The degree of figdneial leverage. (3 marks)
(iii) The degre@ ombined leverage. (3 marks)

Q\Qz

QUESTIO
Noverr{)'ﬁ‘)9018 Question Four B

(b)@%(/Ways Ltd. intends to raise new capital to expand its production level.

&O The company plans to undertake the following financial decisions:
1. Issue 200,000 ordinary shares which have a par value of Sh.10 at Sh.16 per share.
The floatation cost per share is Sh. 1.
2. lIssue 75,000, 12% preference shares which have a par value of Sh.20 at Sh.18 per
share. The total floatation cost is Sh. 150,000.
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A
3. Issue 50,000, 18% debentures which have a par value of Sh. 100 at Sh.80 per(ofb\'

debenture. ,\/\
4. Borrow Sh. 5,000.000. 18% long-term loan. The total floatation cost |s/\q£b
Sh.200,000. Q

Additional information: ,\
1. The company paid 28% ordinary dividends which is expected to grow at the rf}%\,
of 4% per annum.

2. The corporate tax rate is 30%. /\/\(O

Required: q?)

(i) The total capital to be raised net of floatation costs. /\ (2 marks)
% (6 marks)

(i1) The weighted marginal cost of capital (WMCC) for the com
?&Total: 20 marks)
QUESTION 8 \'6

May 2018 Question Three A and B \{\(b.

(a) Argue three cases for and three cases against tke of market values for various
components of cost of capital in determinin%’ihe eighted average cost of capital
(WACC) of a firm. &Q (6 marks)

N

(b) Akiba Limited has the followi &tal structure:

S Sh. <“000”
3,000,000 fully paid Q&‘uary shares 30,000
Retained earnin 20,000
1,000,0000 1 reference shares 20,000
6% deben (Sh. 150 par value) 30,000

Additi QI information:
he current market price per share (MRS) is Sh.30,
. The expected dividend per share in the following year is Sh. 1.20.
&Q 3. The average growth rate in both earnings and dividends has been maintained at
10% over the last 10 years.
The trend is expected to remain the same into the foreseable future.
The debentures are trading at Sh. 110 at the securities market.
The debentures mature in 100 years period.
The preference shares were issued 4 years ago and they are still trading at face
value.

No gk
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- S
8. The corporate tax rate is 30%. 2}
A
Required: /\qﬁb
Weighted average cost of capital (WACC) for the company. (8 mark&)
QUESTION 9 /\
November 2017 Question Three B \,
(a)Ray Properties Ltd. is planning to build a business mall. The project will cost S%ﬁ@
million. The firm’s current optimal capital structure is as follows: /\/\
Sh.<000” (13)
Ordinary shares (Sh. 10 par value)  480.000 6\
10% debt (Sh.100 par value) 384.000
Retained profit 96.000 Q
960.000 6?~
>
Additional information: \{\

1. The firm will issue a new 15% debentu Sh.120 each with a floatation cost
of Sh.10 per unit. The par value of e benture is Sh.100.
2. New ordinary shares will be issyed@'the current market price of Sh.30 each
with a floatation cost of Sh.5 p{/ are.
b

3. The most recent dividend the company was Sh.5 per share.
4. The dividend is expect grow at the rate of 5% per annum in perpetuity.
5. The firm expects to etain Sh. 18 million to finance this investment.
6. The corporate tax@ is 30%.
Required: <
(1) The amou&@e raised from equity capital, if the capital structure is to remain
unchan (3 marks)
(i) The ber of ordinary shares the company should issue to raise the desired
&ernal equity capital. (3 marks)
&@&he firm’s weighted marginal cost of capital (WMCC). (6 marks)
O
UESTION 10

May 2017 Question 1 Band C

(b) Discuss the relevance of cost of capital to a business enterprise. (6 marks)

(c) Upendo Ltd.’s existing capital structure is given as follows:
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Sh.“000’ ‘b\/’\
Ordinary share capital (Sh.20 par) 20,000 ,\’\(b
Reserves 5,000 /\qib
10% Debenture (Sh.100 par) 10,000 Q
8% Preference shares (Sh.20 par) 15,000
Additional information: 50,000 ,\

Additional information:
1. The most recent earnings per share (EPS) of the company is Sh.5. /\(O
2. The firm adopts 40% pay-out ratio as its dividend policy. /\
3. Ordinary shares of the company are currently selling for Sh.5 e@a
4. The existing 10% debenture is currently trading at 110% o%a at the securities

exchange.
5. Existing 8% preference shares are currently trading %@ 5 each.
6. Corporate tax rate applicable is 30%. S
\Y
<
Required: $
(i) The annual dividend growth rate using @’s growth model. (2 marks)
(i1) Cost of ordinary share capital. &Q (2 marks)
(iii) Cost of 10% debenture capital. (1 mark)
(iv) Cost of 8% preference share ht (2 mark)
(V) The weighted average cos@ pital (WACC) of the firm. (4 marks)
*«
QUESTION 11 QOQ
November 2016 Qu@on 2B
(b) Sandy Ltd nted the following extracts of the statement of financial position as at
31 Octo 6:
<
N Sh.”000” Sh.”000”
Qqéquity
&Q Ordinary shares (Sh5 nominal value) 800,000
Reserves 3,600,000 4,400,000
Long term liabilities
4% preference shares (Sh. 1 nominal value) 600,000
7% bonds (redeemable after 6 years) 600,000
Long term bank loan 200,000 1,400,000
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tional informati O
Additional information: 253
1. Ordinary shares of Sandy Ltd ex-div market value of sh.47.00 per share and arq’\(o
ordinary dividend of Sh.3.63 per share has just been paid. /\qﬁb
2. The following dividends have been paid over the past four years: Q
Year 2013 2014 2015 2016
Dividend per share (Sh.) 3.09 3.22 3.36 3.50 ,\

3. The preference shares are not redeemable and have an ex-div market value of 4Q \,
cents per share.

4. The 7% bond is redeemable at 5% premium to their nominal value of sh. Q@r
bond and have an ex-interest market value of Sh. 104.50.

5. The bank loan has a variable interest rate that has averaged 4% pex@&?n recent

. years. Q

. The corporate tax rate is 30% Q
Required: 6?~
(i) The weighted average cost of capital (WACC). (83' (4 marks)
(i) Explain four reasons why the cost of equity coul$ reater than the cost of debt.
(4 marks)
O\
QUESTION 11 &®+

November 2016 Question 5C \\\
(c) The following data was extraag&om Mwakuhenga Limited’s financial statements
for the year ended 30 June 2016:

LY

&O

QQQ Sh.
Total sales \QJ 3,000,000
Variable (900,000)
Contri n 2,100,000
Fix sts (1,500,000)
&mings before interest and tax (EBIT) 600,000
terest (75,000)
Q Profit before tax 525,000
Required:
Using the concept of leverage, determine:
(i) The percentage taxable income if EBIT increases b (3 marks)
(i1) The percentage EBIT if there is a 10% increase in sales. (3 marks)
(ii1) The percentage taxable income if sales increase by 8%. (4 marks)
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QUESTION 12 (orb\/
,\’\
May 2016 Question 2 A D%
S

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

Sh.000 (b\,

Ordinary share capital (Sh. 100 par value) 40,000

Reserves 15,000 /\(0
12% debentures (Sh. 100 par value) 25,000 /\
10% preference share capital (Sh. 20 par value) 20,000 (13)

g

Additional information: ?‘
1. Ordinary shares of Mwarakaya Limited are curren\t}éﬁng at Sh.80 each.

2. The 12% debentures and 10% preference shar@ urrently selling at Sh.90 and

Sh.30 respectively.
3. The most recent ordinary dividend paid b ’ih,e\mmpany IS Sh.2.00. This is expected
to grow at the rate of 10% each year/i{@xketuity.
4. The corporate tax rate is 30%.
O

N
Required: fod

The weighted average cost of pﬂital (WACC). (6 marks)
QUESTION 13 QOQ

\gQ)
November 2015@ tion 2 B

(b) Wendyé?&}ted has the following capital structure:
Dept U™ 35%
@ 50%
ference shares 15%
<O

The management of the company has provided the data below:

Bond yield to maturity 9%
Corporate tax rate 30%
Growth rate of ordinary dividends 9%
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Market price of one ordinary share  Sh.30 fb\/'\
Dividend for one ordinary share Sh. 1.20 ,\’\(b
Market price of one preference share Sh. 100 /\qﬁb
Floatation cost of one preference share Sh.2.00 Q

Dividend for one preference share ~ Sh.8.50

Required:

The company’s weighted average cost of capital (WACC). (6 m%(gb
QUESTION 14 /\
November 2015 Question Four A /\(13)

(a) Fila Ltd. intends to raise finance as follows: QQ

Debenture: Raise Sh.100 million through a debenture iss%%ch debenture will have
a face value of Sh.1,000 and will be issued at 2% floaw&m cost and a discount of
Sh.60. The coupon rate will be 10% with a matu@e}iod of 10 years.

Equity: The firm will raise Sh.100 million frory ordlinary shares. The current level of
dividend is Sh.5 per share and this has been ing at 10% per annum. The current
market price per share is Sh.40 and flogta@n cost will be 5% of the market price.
Long term debt: Raise Sh.20 millionJong-term debt at par with an interest rate of 10%

per annum. @\‘\

Corporate tax rate is 30%. *ﬂ

o
Required: x&
The marginak@t of capital (MCC) of Fila Ltd. (8 marks)

QUESTlC@@
Novergb8p 2015 Question Five A

(a) r‘gkﬁguish between "required rate of return"’ and “expected rate of return”.

(4 marks)
&@JESTlON 16
2015 Pilot Paper Question Three B

(b) Ruiru Tanners Ltd. has a total of Sh.100 million invested in net assets as at the end of
December 2014. The firm intends to increase its production capacity during the year
2015 by Sh.100 million. The company utilises debt, preferred stock and equity capital
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within its capital structure. Several alternative financing arrangements are availablef,b\'
namely; ,\’\
qib
e The company can issue 9% debentures with a par value of Sh.100 eacﬁ/h}t an issue
price of Sh.90 each (market price). Maximum amount available is Sh.20,000,000.
Any extra debt finance will be raised through the issue of 12% debentures at /\

Sh.960 each. The par value of this debenture is Sh. 1,000 each. \,
e The company can issue additional 15% preference shares with a par-value %03
Sh.50 at Sh.75 each /\

e The company can issue new ordinary shares at the current market prise of Sh.88
per share. Floatation cost equal to Sh.8 per share sold. The compgiy's-Ordinary
shareholders have consistently enjoyed a dividend whose anm@vowth rate on
average has been 10% and this is expected to continue into (% oreseeable future.
The company's earning per share this year is Sh. 10 an a constant dividend
payout ratio of 40% each year. \'6

e The company can generate Sh.10 million from IQ&\‘@ernal sources to finance this

expansion programme.
&\

Additional information: ®+
1. The company pays corporationtax at the rate of 30%.
2. The firm's existing capital&cture which is considered to be optimal is given
below:

\
Debt ca[ﬁﬁ* Sh.¢000” Sh. "*000

6% debe capital 10,000
8% teffloan 20,000 30,000
Pm@ence shares (Sh.50 par value) 30,000
@inary shares (Sh.5 par value) 15,000
Q" Retained earnings 25,000 40,000
100,000
e
%red:
& (i) The amount of funds to be raised from each source during the year 2015 so as to
maintain the firm's existing optimal capital structure. (3 marks)

(i1) The number of ordinary shares to be issued to raise desired external equity.
The levels of financing at which marginal cost of capital changes (Hint: break
points in weighted marginal cost of capital curve). (2 marks)
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(iii) The firm's weighted marginal cost of capital if it were to raise only Sh.20 fb\'

million. (3}@& S)
(iv) The firm's weighted marginal cost of capital for the funds to be raised g\q/ﬂng the
year 2015 for the three levels of financing. QY4 marks)
QUESTION 17 ,\
2015 Pilot Paper Question Four A (b\,

(a) A Ltd. is considering taking over B Ltd. The forecasted annual net operatir}@ép
flows to be generated by the target firm are given as follows: Q)

Year Net cash flow (NCF) Q

Sh."million""
1 5 ™
2 8 6?9

3-7 10 >

8-10 15 $<\

11-«a 12

O\
The firm's minimum required rate of retur @3/3 above the risk free rate of return. The
risk free rate of return 15%. \
AN
Required: fod
The maximum price payable b Q\ td. to acquire B Ltd. (6 marks)
K
xQ
&
S
\Q
&
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S
TOPIC 7 2
‘b/\/\
CAPITAL BUDGETING DECISIONS &
QUESTION 1 /\

November 2020 Question Four A
a) Ulanda Engineering Works Ltd. is contemplating the purchase of a new M\ ne

oY

to replace the existing one. The existing machine was purchased two éa\;s ago at
an installed cost of Sh.500,000. The machine was estimated to hay, conomic
life of 5 years with nil salvage value but a critical analysis of it ﬁﬂérmance now
shows that it is usable for the next five years with a resale val f Sh.100,000.
The current disposal value of existing machine is Sh.200,

The new machine would cost Sh.600,000 and require@h.S0,000 in installation
cost. Since the machine is not locally available, mpany plans to import it and
will pay import duty and freight charges of ,000 and Sh.100,000
respectively. The new machine shall requiraan overhaul at the end of third year
which is expected to cost Sh.100,000. T. Severhaul cost is to be amortised on a
straight line basis over the remainiu«l@e ul life of the machine.

accounts receivable would ase by Sh.250,000, inventories and accounts

To support the increased busi;@sulting from purchase of the new machine,
payable shall increase K% -200,000 and Sh.300,000 respectively.

At the end of fiveé'@r , the new machine would be sold for Sh.250,000.
The estimateg%@'pfit before depreciation and taxes over the next five years period

for both es are given as follows:
@Q Existing machine New machine

gar Sh.""000" Sh.""000"

1 120 260
2 150 280
3 130 250
4 145 240
5 135 270

Additional information:

The corporation tax rate is 30%.
The company uses the straight line method of depreciation.
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i <\
3. The cost of capital is 13%. 25}
4.  Capital gains are tax exempt. ,\’\(b
qﬁb

Required: 6\
(i) The incremental initial cash outlay. (4 marks)
(ii) The incremental net operating cash flows associated with the proposed machine

replacement (6 mar

(ii1) Should the existing machine be replaced? Justify your answer. 4m

©
A\
Uil
S\

QUESTION 2
May 2019 Question Four B

(b) Juhudi Industries intends to replace an existing machine w Qw one which is
more efficient. The existing machine was acquired 2 ye sga at a cost of Sh.4
million. The useful life of this machine was orlglna ected to be 5 years with no
salvage value. However, the valuer has now est|§ hat the machine shall have an
economic useful life of 10 more yearsand a s value of Sh.500.000.

The new machine is estimated to cost 5% |II|on An additional installation cost of
Sh.400.000 shall be incurred. The n chine has a useful economic life of 10
years. The financial analyst of th any estimates that the existing machine could
be sold for Sh.2.5 million at the rent prevailing market price.

\
The new machine is e QM to increase sales whereby debtors would increase by
Sh.320.000. mventorqé h, 140.000 while creditors would increase by Sh.300,000.
The profit before\@prematlon and tax over the next 10 years for the two machines is

I foll
A
Q

New machine  Existing machine

Sh.“000” Sh.“000”
<§§) 350 280
X_ 400 300
Q@ 3 420 320
4 410 340
&Q 5 410 340
6 380 320
7 380 310
8 350 280
9 300 260
10 280 240
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tional informati O
Additional information: (,o‘b
A\
1. The company's required cost of capital is 10%. /\qib
2. Corporate tax rate is at 30%. Q

3. The company uses a straight-line method of depreciation.

N

Required:

Using the net present value (NPV) method, advise the management of Juhudi Ind tr%?
on whether to replace the existing machine with the new one. &%\Lg@rks)
QUESTION 3 Q/\Q/

May 2019 Question Five C and D
(c) 1) Explain the term “abandonment” as used in capital budg i@%eisions. (2 marks)

i) Palakumi Agribusiness Ltd. is analysing a youth en@Werment project. The
following information is provided: $

Year Cash flow Abandonme %y
(Sh. “million”) (Sh. ¢ n’’)

0 (16)

1 8 \\\12

7 6 Q’O‘ 8

3 6

4 4 Q* -
The company’s g{'@of capital is 10%.

<

Required: Q
Advise anagement of Palakumi Agribusiness Ltd. on the optimal time to
abq{cﬁm the project. (5 marks)

@%u Enterprises is a small medium enterprise (SME) in floriculture industry. The
company intends to invest Sh.300.000 in a project that has a useful economic life of 4
years.

The following are the expected cash flows:
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A
Year 1 2 3 4 Co(b\/
Cash flows (Sh.) 140,000 120,000 80,000 60,000 /\’\
>
The company’s required rate of return is 14%. Q’\q/
Required:

The modified internal rate of return (M1RR) of the project. (3 marks)

November 2018 Question Two A and B

QUESTION 4 /\/\(b

(a) Describe four limitations of the net present value (NPV) method ofn\(azmment

appraisal. (4 marks)
(b) The management of Bundacho Limited is in the process of ev, |ng two projects,
namely Alpha and Beta. v
O
The estimated pre-tax cash flows of each of the Wre as follows:
Year Project Alpha Project B e\
Pre-tax cash flows Pre-ta flows
Sh. "000” Sh. “8Q
1 2,590
2 2,880
3 3,050 C) 3,200
4 2,950 *« 3,700
5 - QQ 4,850
6 . < 4,420
xQ
Additional } mation:
1. Proj Ipha costs Sh.3.8 million and has an estimated lifespan of 4 years.

2;\?)&0'[ Beta costs Sli.8 million with an estimated lifespan of 6 years.
oth projects have a zero salvage value.
7 An investment in working capital of Sh.825,000 will be required irrespective of
&Q the project to be undertaken.

5. The cost of capital for the company is 12%.
6. The corporate tax rate is 30%.

Required:
Using the discounted payback period method, recommend to the management of
Bundacho Limited on which project to undertake. (8 marks)
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QUESTION 5 /\/\(O
November 2018 Question Three A /\qﬁb

(a) Propose four factors that might lead to soft capital rationing in a limited company.
(4 marks) ,\
QUESTION 6 (b\,

May 2018 Question Two B (O

(b) Kubusa Ltd. is contemplating the acquisition of a new machine to repla one
currently being used in production process. The existing machine w Ezhlred 2
years ago at a cost of Sh.8 million. The existing machine was esti to have a
useful life of 5 years with no salvage value. However, a critical rQ%/Sls of the
machine now shows that the machine is usable for the nex with a salvage
value of Sh. 1.5 million. The existing machine can be dlsg&H of now at Sh.4 million.

The new machine is expected to cost Sh. 12.56 m ${\\Wlth a salvage value of Sh.4
million at the end of its useful life of 5 years. T w machine will also require an

additional investment in working capital of E?Z million at the start of its useful life
which will however be recovered at the its useful life.

The following information relates \h\estlmated earnings before depreciation and tax
(EBDT) over the coming live y€atperiod for the two machines:

\
Year New m@m\ne (Sh. “000”) Existing machine (Sh. “000”)

1 00 5,400 3,200
2 \Q} 5,400 2,800
3 \Q, 5,400 3,000
4 Q 5,400 2,400
50® 5,400 2,000
@)
@a Ltd.’s cost of capital is 13%. The company applies straight-line method of
eciation.

&O

The corporate tax rate is 30%.

Required:
Using the net present value (NPV) technique, advise the management of Kubusa Ltd.
on whether to replace the existing machine with the new machine. (14 marks)
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O
QUESTION 7 D
May 2018 Question Four C Cb,\’\(b
(c) (i) Describe two types of capital rationing in capital budgeting. Q/\q(/l marks)
(i) Amani Contractors Ltd. is intending to invest in four independent projects. The
following information relates to the four projects: ,\
Project A B C D ODN
Present values of cash inflows (Sh. “million”) 50 60 100 /@b
Initial outlay (Sh. “million”) (30) (45 (60) ; 0
Net present values (Sh. “million”) 20 15 4 30

¥

Additional information:
1. The company has a capital limitation of Sh.90 miIIio@Q
2. The company’s required rate of return is 10%.
3. Any surplus funds can be re-invested to generat@eturn of net cash flow of

14% in perpetuity. $
4. The projects are indivisible.

5. The projects can be combined to achi%@.\ahigher return subject to the
company’s capital limitation. &Q

Required: \\\

Advise on the optimal project @naﬁon. (5 marks)

.
QUESTION 8 QQ*

November 2017 Que i&l Four C
(c) Karem Bottlinqﬁgﬁpany Is considering replacing one of the bottling machines with a
more efficie@\ e.

The o@achine has a current net book value of Sh.2.400,000 with a remaining useful
li ive years. The old machine has an estimated re-sale value of Sh.200,000 at the
of its useful life.

&O

The existing machine’s current disposal value is estimated to be Sh. 1,060,000.

The new machine has a purchase price of Sh.4,700,000 and an estimated useful life of
5 years. The machine is expected to have an estimated market value of Sh.600,000 at
the end of the five years.

WWW.masomomsingi.com Contact: 0728 776 317 Page 51


http://www.masomomsingi.com/

FINANCIAL MANAGEMENT REVISION KIT

The machine is expected to economise on electric power usage and repair costs wh're%/\
will save the company Sh.920,000 each year. In addition, the new machine is ,\’\
expected to reduce the number of defective bottles which will save an addi;{q/ﬂal
amount of Sh. 120,000 annually. Q

The company’s corporate tax rate is 30% with a required rate of return of 12%. /\
The company provides for depreciation on a straight line basis. (.b\,
Assume capital gains are taxable. /\/\(O
Required: Q)
(i) The initial net cash outlay. /\ (3 marks)
(i1) The incremental net operating cash flows for years 1 throug Qr 5. (4 marks)
(i) The total terminal cash Bows. (2 marks)
(iv) Using net present value (NPV) criteria, advise the m ement of Karem Bottling
Company whether or not to purchase the new mgﬁ\ . (4 marks)
QUESTION 9 \\
May 2017 Question Three B -

(b) Roka Limited has two mutually exclusﬂ@e rojects namely; project A and project B
with initial cash outlay of Sh.50,0 Esch. The projects have a useful life of 5 years.
The company’s cost of capital j o with a corporate tax rate of 30%.

The expected cash flows &the projects before depreciation and tax are given below:

)

Year Projec¥A  ProjectB

00”  Sh.“000”
\8~42

1 62
2 ((\Q 42 32
300 42 22

Q’ja 42 52

Q 5 42 52

&O

The company uses straight line method of depreciation.

Required:
Using the profitability index approach, advise the management of Roka Limited on
the project to consider. (10 marks)
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O
QUESTION 10 D
November 2016 Question Four C ,\’\(b
(c) Mwarakaya Ltd. is considering the acquisition of a new machine to replace
existing machine currently being used in production processes. The existih/é machine
was acquired 2 years ago at a cost of Sh.2,000,000. It was originally estimated to
have a useful life of 5 years with no salvage value. ,\

A critical evaluation of the machine now shows that the machine is usable for gnotiér
5 years with a salvage value of Sh.250,000 at the end of this period. The di}(&g
value of the existing machine is currently estimated at Sh. 1,250,000. Q)

a

The new machine is estimated to cost Sh.3,140,000 and its estima /\:k/age value is
Sh. 1,000,000 at the end of its useful life of 5 years. The new maghime will also
require an additional investment in working capital of Sh.6 at the start of the
asset’s useful life. \'6

The investment in working capital will however@gc\)vered at the end of the 5 years

useful life.
&\

The following information relates to tk@’hated earnings before depreciation and
tax (EBDT) over the coming five-yesy period for the two machines.

»

Year New mac n(b' Existing machine

sh sh.
\
1 1,4?\300 800,000
2 6@ 000 700,000
3 Q1300000 750,000
4\Q" 1450000 650,000

@ 1,200,000 600,000

h cﬁ's%f capital is 10% and the firm applies the straight line method of

é@%&'ciation.

&O The corporate tax rate is 30%.

Required:
Using the net present value (NPV) technique, advise the company’s management on
whether to replace the existing machine. (10 marks)
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QUESTION 11 (,Orb\/
May 2016 Question One A and B ,\’\
(a) Explain four principles of capital budgeting /\qib

Q

(b) A firm is considering the following investment projects:

Cash flows (Sh.) §\
Project Year0 Year 1 Year 2 Year 3
A 1,000,000 500,000 500,000 - /\(O
B 1,000,000 - 650,000 850,(&0
C 1,000,000 300,000 500,000 %?0,000
D 1,000,000 800,000 400,000 Q/\ ,000
The firm's opportunity cost of capital is 15%. QQ
Required: \,6
(1) Rank the projects using payback period method. \{\(b' (3 marks)
(i1) Rank the projects using net present value (NPV hod. (3 marks)
S
2

QUESTION 12 \
May 2016 Question Four D C)(b'

(d) Laika Ltd. has identified® nvestment projects with the following details:

)
Investment pr@fe@f Initial outlay = Net present value of investment
\é}\' (Sh. “millions™) (Sh. “million’s”)
&? 120 24.0
160 43.2
()O C 100 17.0
Q} D 90 21.6
) E 110 19.8

&O
Additional information:
1. 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.
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A
Required: Y
Advise the management of Laika Ltd. on the most appropriate investment proje(te‘QO
undertake. 5 ks
( Q«nfé?r )
QUESTION 13

November 2015 Question Three B and C

(b) The following details relate to a capital project in XYZ Limited: /\/\(O
Project cost Sh.65,000,000 qg)
Annual cash flows (after tax)  Sh.21,000,000 6\

Project economic life 5 years Q
Required rate of return 12% ?9
x?

Required: o>
Assess the suitability of the capital project using&&% lowing methods:

O\

(1) Internal rate of return (IRR). + ( 5 marks)
(i) Profitability index (PI). &@ (3 marks)

(c) Nile group of hotels is consideri acquisition of Victoria hotel at a cost of Sh.200
million. The group of hotels cQstyot capital is currently 16% due to its high gearing

level. Victoria hotel has no dept.

As a result of acquisiQ& the cost of capital for Nile group of hotels will drop to 12%.
Total cash flows,@;l also increase by 25 million per annum in perpetuity.

N
Require Q
M Usirq%e\net present value (NPV) approach, advise the management of Nile group
f%otels on the acquisition of Victoria hotel. (3 marks)

(21T the acquisition was funded by borrowing so that there is no impact on gearing
o after acquisition and the cost of capital was not reduced, advise the management of
& Nile group of hotels whether to proceed with the acquisition of Victoria hotel.
(3 marks)

QUESTION 14
2015 Pilot paper Question Two B and C
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(b) The management of Swara Ltd. is considering replacing an existing machine which’b\'
was bought 3 years ago at a cost of Sh.20 million. The machine was expected tga\’h(&e
a useful life of 5 years with no resale value at the end of this period. A criticaf®
evaluation of this asset shows that the existing machine is usable for anotidr five
years at the end of which resale value is estimated at Sh.2 million. The current
disposal value of the existing machine is estimated at Sh.10 million. ,\

The new machine is not locally available. The management expect to import trgé?)
machine at a cost of Sh.40 million. Installation cost of this machine is estirpif\

Sh.500,000.
oy

Import duty payable and freight charges are estimated at Sh.300,0§ Sh.200,000
respectively. This machine is expected to have a useful life of fi ars, at the end of
which resale value is estimated at Sh.5 million. Q

This investment is expected to lead to increased sales. ?E,&upport increase in sales,
the firm will require an extra investment in Work;ﬁ:&})ital at the beginning of the
new machine's useful life. Inventory balance is,eXpected to increase by Sh.800,000,
debtors balance will increase by Sh.700,00g\§nsd\reditors balance will increase by Sh.

1,000,000.
&@

However, the firm will require an&(r\ainvestment in working capital at the end of the
second year of Sh.250.000. T}gﬁl investment in working capital will be recovered
at the end of the machine'sxsg‘ ul life.

The earnings before @Siaﬁon and tax to be generated by each asset during each

year are given ag@ows:
®Q arning before depreciation and tax (EBDT)
Q) New Existing
X Year machine machine
QQ Sh.<000” Sh.<000”
&Q 1 70,000 50,000
2 75,000 55,000
3 85,000 60,000
4 80,000 55,000
5 70,000 65,000
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onal informati S\
Additional information: 253

1. The new machine shall require an overhaul at the end of third year. The ove
cost is estimated at Sh.2 million. The cost will be amortised separately o/\rvﬁztraight
line basis. Q
2. The firm provides for depreciation on all their non-current assets on a straight line
basis. ,\
3. The firm pays corporation tax at the rate of 30%. \,
4. The firm's capital structure which is optimal comprises of 70% equity and 3%‘5
debt. The cost of equity is 10% and before tax cost of debt is 8%. /\/\

Required: pﬁ)
d

Using the net present value technique, advise on whether the firm@u replace the

existing machine. Q (15 marks)

(c) State two limitations of the net present value method. 6?~ (2 marks)
>

WWW.masomomsingi.com Contact: 0728 776 317 Page 57


http://www.masomomsingi.com/

FINANCIAL MANAGEMENT REVISION KIT

O
TOPIC 8 /\(-o‘b
FINANCIAL ANALYSIS AND FORECASTING
S
QUESTION 1
May 2019 Question Three B \/,\
(b) The following is a summary of financial data for Hakika Ltd. for the financiy\f@r
ended 31 December 2017 and31 December 2018: /\
2018
Sh.“000”/\ 000~
Income statement: Q
Earnings before interest and tax (EBIT) 29, 27,012
Interest ) (3,726)
Tax ,694) (7,452)
Earnings after interest and tax (EAIT) \{\(b' 17,698 15,834
Dividend payable $ 9,600 6,200
Statement of financial position: \‘\
Shareholders’ funds ®+ 79,800 70,174
Long-term debt \& 28000 35,000
N\ 107,800 105,174
Additional information: (b'\
2018 2017
1. The number of outs‘@ﬁ‘g shares ("000™) 28,000 28,000
2. Price-earnings (F&Q tio : Hakika Ltd. 14.00 13.00
Industry 15.20 15.00
ol
Required: N
Calculate th wing ratios for years 2017 and 2018:
Q) R on capital employed (ROCE). (2 marks)
(i) erest coverage ratio. (2 marks)
(iiiQ) arnings per Share (EPS). (2 marks)
&®) Dividend yield. (2 marks)
QUESTION 2
November 2018 Question Four A
WWW.masomomsingi.com Contact: 0728 776 317 Page 58


http://www.masomomsingi.com/

FINANCIAL MANAGEMENT REVISION KIT

A
(a) The following are the financial statements for ABC Ltd. and X YZ Ltd. for the ye(aorb\'

ended 30 September 2018: ,\’\
2
Income statement for the year ended 30 September 2018: Q
ABC Ltd. XYZ Ltd.
Sh.“million Sh.*“million’' /\
Revenues 4,000 6,000 03
Cost of sales (3,000) (4,8%\b
Gross profit 1,000 éb
Expenses:
Distribution costs 200 150 Q/\Q/
Administration expenses 290 250 Q
Finance costs 10 (500) 800
Profit before tax 500 \'6 400
Tax paid 12 (90)
Profit after tax ﬁ 310
Dividends paid \ 50) (100)
Retained profits for the year ~\§ 230 210
Retained profit brought forward &Q 220 2,480
Retained profit carried forward \ 450 2,690
N
(od

*«

Statement of financial @[ion as at 30 September 2018:

\Q, ABC Ltd. XYZ Ltd.
\Q) Sh. “million” Sh. “million’
Non-curr stets:
Land a uildings 1,200 5,000
Fur,Qi'ﬁue and motor vehicles 600 1,000
<& 1,800 6,000
rrent assets:
o Inventories 400 800
Trade receivables 850 750
Financial assets 100 230
Cash at bank - 1,350 100 1,880
3150 1,830
Financed by:
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v and liabilit )
Equity and liabilities: 253
Ordinary share capital 1,000 1,600,\’\(O
Retained profits 450 ;@

1,450 £290
Non-current liabilities:
Bank loan 500 3,000 ,\
Current liabilities: \,
Trade payables 1,080 590 03

Bank overdraft 120 1,200 - ;@(O
3,150 %8 0

Required:
(1)  Vertical common size statements of income for the year end September
2018. (6 marks)

(i) Vertical common size statements of financial position@%lgo September 2018.

W\
(6 marks)
QUESTION 3 $<®'
O\

May 2018 Question Five A and C
(@)  Distinguish between “financial plag«i@i’\:md “financial forecasting”.(2 marks)
(c¢) Furunzi Express Ltd.’s records go@in a fire that burnt down the accounts office.

The following information was h r obtained from the laptop of (he accountant for
the year ended 31 December 2 1Z:

Opening stock QOQ Sh.450,000
Stock turnover ra)t{'Q) 10 times

Net profit mar&@ 15%

Gross profi rgin 20%

Current 4:1
Long-fepm loan Sh. 1,000,000
Déﬂ:iaﬁon of fixed assets (10%) Sh. 100,000
@sing stock Sh.510,000

&Qlditional information:
1. Credit period allowed by suppliers is one month.
Average debt collection period is 2 months.
On 31 December 2017, current assets consisted of stock, debtors and cash only.
There was no bank overdraft.
All purchases are made on credit.

A N
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O

6. Cash sales were 1/4 of total sales. 25}
A

Required: D%

Q) Cost of sales. (2 Marﬁg

(i)  Cross profit. (2 Marks)

(iii)  Total sales. (2 Marks) ,\

(iv)  Total purchases. (2 Marks)

(v)  Net profit. (2 Marks) 03

(vi)  Debtors value. (2 Mark;{\(o

(vii)  Creditors value. (2 Mgg(s
Y
November 2017 Question 1 C ?QQ

QUESTION 4

(c) Hlustrate how the problem of window dressing manifgﬁself in measuring business

performance using financial ratio analysis. $Q (4 marks)
QUESTION 5 .\’}
May 2017 Question Three A <

(a) The following information relates to fsuma Enterprises Ltd. for the four months given
L

below: C)(b,

Sales Sh. “Mi.]ggon”
September 60 Q

October 60()<>
November \QO
Decem 90

All sales gj}ﬁmade on credit.
N -
Ha@the debtors are expected to pay within the month of sale and are also expected to
imYa 2% cash discount. The remaining debtors are expected to pay by the beginning of

&he following month.

Raw materials purchases  Sh.“Million”

September 20
October 40
November 40
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O
December 30 25}
A
The firm plans to pay its creditors in full in the month following that of purcha/ing
Wages and salaries: Sh. “Million”
September 12 ,\
October 15 \,
November 17 OD

December 13 (O
A

Additional information: Q)
1. All employees are paid in the month in which the wage or ga\y Is earned.
2. Rent of Sh.10 million for each quarter is paid in March, September and
December.
3. Other cash overheads of Sli.2 million per month a&able
4. A new plant due for delivery in September wHI@. aid in November at a cost

of Sh.25 million. ﬁ
5. On 1 October, the firm plans to have S illion in the bank.

Required ,S?
A cash budget for the three months endiqg it December. (10 marks)
AN\
<
QUESTION 6

May 2017 Question Four
(a) The following are the arised financial statements for Bokasa Limited. Bokasa
Limited statement of& ial position as at 31 December:

\Qz
B Limited statement of financial position as at 31 December:
QO 2015 2016
X Sh. “000” Sh. «“000” Sh. “000” Sh. “000”
gﬂ-current assets 4,995 12,700
&Q urrent assets:
Inventory 40,145 50,455
Accounts receivable 40,210 43,370
Cash at bank 12,092 5,790
92,447 99,615
Total assets 97,442 112,315

Current liabilities:
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O
Accounts payable 34,389 39,215 25)
Taxation 2,473 3,260 ,\’\(b
36,862 42,475 /\qib
Long-term liabilities: Q
10% loan notes 19,840 19,480
Total liabilities (56,702) (62,315)/\
Net assets 40,740 50!0%03,
Equity:
Called-up share capital Sh.0.25 per share 9,920 9,920 /\(O
Retained earnings 30,820 /\40,080
Shareholders’ funds 40,740 /\(13) 50,000
Q
Bokasa Limited income statement for the year ende @cember
5 2016
S@OOO” Sh.<000”
Revenue @86,300 583,900
Operating profit \ 17,238 20,670
Interest payable ~\L\. (1,984) (1,984)
Profit before taxation &Q 15,254 18,686
Taxation \ (5,734) (7,026)
Profit for the year \\ 9,520 11,660
Q’b'
Notes: . 31 December 2015 31 December 2016
* Sh. “000” Sh. “000”
1. Retained profit br t forward 23,540 30,820
2. Dividends pai&@aring the year 2,240 2,400
N
Required: Q
For each oQ%\two years, calculate:
M ,@ ings per share (EPS). (2 marks)
(i) Cpividend cover. (2 marks)
@)%urrent ratio. (2 marks)
&IV) Acid test ratio. (2 marks)
(v)  Return on capital employed (ROCE). (2 marks)
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QUESTION 7 (orb\'
November 2016 Question One C ,\’\

qib
(c) The following data was extracted from the financial statements of XYZ LQ/n\ted for
the year ended 30 September 2016.

Total assets Sh.7,000,000 OD\/,\

Total liabilities Sh.4,000,000
Preference share capital Sh.500,000 /\(O
Earnings per share (EPS) Sh. 1.10 /\
Price-earnings (P/E) ratio 15 (13)
Outstanding number of ordinary shares 400,000 Q/\
Required: QQ
(1) Book value per share. 6?~ (2 marks)
(i1) Market price per share. ré,\' (2 marks)
(ii1) Market value to book value ratio. $Q (2 marks)

QUESTION 11 ®~\~
November 2016 Question Three A &
(a) The management of Georgina Ltdwiskes to establish the amount of ext financial

needs for the year ending 31 Dece 016. The statement of financial position of the
company as at 31 December 2015&53 as follows:

N
OQ* Sh.”000”

Plant and machi &-’ 31,200
Furniture an mgs 18,720
Motor Vel 12,480
Inventodg\ 19,200
AcC receivables 14,400
%&sh and bank 3,600
Q) 99,600
&O Financed by:

Ordinary share capital 42,000
Retained profit 17,600
14% debenture capital 10,000
Account payables 18,000
Accrued expenses 12,000
99,600
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tional i - S
Additional information: 253
1. The sales for the year ended 31 December 2015 amounted to Sh. 120, OOO,OOJZ:(\('O
2. The company forecasts that sales will increase by 10% for the year ending@
December 2016. Q
3. For the year ended 31 December 2015,the after tax profit of the company amounted
to sh. 18,000,000 ,\
4. The company adopts 80% payout ratio as its dividend policy. The payout ratio |§b\,

expected to remain constant each year in perpetuity.

5. The after-tax profit margin is also expected to remain constant each year. (O

6. Assets are expected to vary directly with sales while account payables gnd‘accrued
expenses form the spontaneous sources of financing.

7. Any external financing will be affected through long term debt f@:;kg

Required: QQ
1) The amount of external 12% long term debt financin %would be required for
the year ending 31 December 2016. Qo) (4 marks)
I1) A forecast statement of financial position as E$%ecember 2016 (6 marks)
1) Comment on two weakness of the method of\ ecasting applied in (a) (i) and
(a)(ii) above. XL (2 marks)

<"
QUESTION 12 \\\

May 2016 Question Three A Lo

(a) The following data was extracted from the financial statements of Jaribuni Limited for

the year ended 31 Decembe.ré’d}s:
Sh. “millions”

O
Cash and cash eq&\g-fents 200

Fixed assets A3 567
Sales(crediQ\Q} 2,000

Net inc 100

Curr, labilities 211

s payable to bank 40

g:ent ratio 3:1

&Q ebtors collection period 40.55 days

Return on equity 12%

Assume 365 days in a year.

Required:
(i) Accounts receivable. (2 marks)
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A
(i) Current assets. (2 marRs?
(iii) Return on total assets. (2/@51?k5)
(iv) Equity. APmarks)
(V) Quick ratio. Q*(2 marks)
QUESTION 13 ,\
November 2015 Question Two D 03\,

(d) The following data was extracted from the financial statements of Kapecha/@d as

at 30 September 2015:
>
AV
Q

Sh. “million”

10% preference shares (Sh.10 par value) 16 Q
Ordinary shares (Sh.10 par value) 16 ?9
X9

Retained earnings \%’b,
15% debentures \$ 48
.~ 108
A

The company’s net profit before interestwas® Sh.80 million. The company’s dividend
pay-out ratio was 50%. Corporate ta e s 30%.

Required: 9

Dividend per share (DPS). Q* (4 marks)
QO (Total: 20 marks)

xQ

QUESTION 14\ @&,

November 20 uestion Three A

@ Th@\f'ﬁbowing information relates to Mongwe Limited for the year ended 31 October

2015Q,

&O Earnings yield 25%
Dividend for the year 10% of share nominal value
Nominal value per share Sh.40
Market price per share  Sh.150
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Required: ‘b\/’\
(1) Earnings per share (EPS). (2 ma;{&?

(i) Dividend cover. (2 afdrks)

(iii) Price-earnings (P/E) ratio. @ mMmarks)
QUESTION 15 ,\
November 2015 Question Four B OD\,

(b) The following information was extracted from the financial statements of T, (O
Enterprises Ltd. for the year ended 31 December 2013 and 31 December 2014:

Statement of financial position 6\%

201% 2013
Assets: Sh ‘l? n’  Sh.‘million’
Non-current assets (}5 0 1,650
Depreciation (83' (350) (225)
Net non-current assets $Q 1,500 1,425
Intangible assets \ 150 150
Current assets: ~\§
Inventory &Q 330 230
Accounts receivable \ 220 170
Cash ’b\'\ 100 90
Total current assets O 650 490
Total assets . 2,300 2,065

Equity and Iiabilities:%
Ordinary share capi@ .2 par value) 100 million

shares issued) < 200 200
Additional @?}1 ordinary share capital 325 325
Retained Ings 550 470
Ordin archolders’ equity 1.075 995
Pref&cence share capital (10%, Sh.100 par value) 150 150
g-term liabilities:
%ng-term debt 625 540
&O Deferred tax 100 80
Total long-term liabilities 725 620
Current liabilities:
Accounts payable 85 105
Accruals 65 85
Current portion of long-term debt 75 -
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O
Short-term bank notes 125 110 9
Total current liabilities 350 M\(O
Total equity and liabilities 2,300 %@
Q
Statement of comprehensive income \/,\

2014 20]@)03
Sh. Sh. Sy
A

n”

“million”
Net sales 3,500 2,990
Cost of goods sold 2,135 Q/\Q/ 1,823
Selling, general and administrative expenses 1,107 974
Operating profit SQQ 193
Net interest expense 4 64
Income from operations 6\184 129
Income taxes $Q 55 38
Net income \ 129 91
Preference dividends XL 15 15
Net income available for ordinary sharéfidlders 114 76
Dividends declared 40 30

O

Assume that a year has 365 days.c)(b'

Required: ?ﬁﬂ

Compute and interpret tt@%l owing ratios for the year ended 31 December 2014:

(i) Cash conversion&@e. (6 marks)

(1) Equity turnowefz (2 marks)

(iii) Fixed ch over. (2 marks)

(iv) Retur apital. (2 marks)
\Q

QL&ION FIVE

O

,&(a) The most recent statement of financial position for Upendo Ltd. is presented below:
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O
Upendo Ltd. 25
Statement of financial position As at 30th November 2014 ,\’\b
i
Sh. “000” Sh. “00®y
Inventory 2,000 Accrued expenses 2,200
Debtors 3,000 Long-term debt 8,800 ,\
Cash at bank 3,800 Ordinary shares 2,200
Fixed assets (NBV) 13,200  Retained profit 6,600 03

22,000 22,000 /\/\(b
The company is about to embark on an advertising campaign which is ex a@d to raise
sales from their present level of Sh.27.5 million to Sh.38.5 million byéé\e d of the next
financial year ended 30 November 2015. Q

The firm is presently operating at full capacity and thereforemave to increase its
investment in both current and fixed assets to support the gwdyected level of sales. It is
estimated that both categories of assets will rise in o@@oportion to the projected

increase in sales.
&\

For the year just ended, the firm's after tax pr@¥it margin was 6% but is expected to rise to
7% of projected sales. The firm adopts agstalle predictable dividend policy. The ordinary
dividend payable for the year ended ‘§No ember 2015 is expected to increase by 10%
from the last year's dividend of S(i) ilion.

\
UpendoLtd's trade creditors@accrued expenses are expected to vary directly with
sales. In addition.long teche t financing will be used to finance next year's operations
that are not forthcor@ from other sources.

Z,
Required: 3

(1) Estimat amount of additional funds to be raised through long term debt financing.
(4 marksfu
(i) epare a forecast statement of financial position as at 30 November 2015.
Q (6 marks)
&@) Using the results obtained in (a) (i) and (ii) above, compute and interpret the
following financial ratios for the year ended 30 November 2015:

a) Return on equity (2 marks)
b) Total assets turnover (2 marks)
c) Capital gearing ratio (2 marks)
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S
TOPIC9 o2
‘b/\/\
WORKING CAPITAL MANAGEMENT 6\%
QUESTION 1 A

November 2020 Two B (b
(a) Nderu Suppliers Ltd. is reviewing its working capital commitments for fﬂa ced

efficiency.
>

The following information relating to the period ended 31 Marc%& Is provided:
Turnover for the year Sh.15,000,000 QQ
Costs as percentages of sales (%)
Direct materials 3 \,6
Direct labour
Variable overheads $10
Fixed overheads \‘\ 15

Selling and distribution

Additional information:
N\

1. On average:
* Account receivabl t(?;: two and a half months before payment.

* Raw materials ﬁ.in inventory for three months.
*  Work in progéeyshrepresents two months worth of half produced goods.
* Finished g odds represent one month's production.

2. Creditis ta%@s follows:

*  Dig@@yrhaterials 2 months

. ct labour 1 week

. &able overheads 1 month
()Q Fixed overheads 1 month

X. * Selling and distribution  Half a month
-~ Work in progress and finished goods are valued at material, labour and variable

&Q expenses cost.

4. Labour force is paid for 50 working weeks a year.

Required:
Assess the working capital requirements for the company. (8 marks)
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QUESTION 2 (,Orb\/
A
November 2020 Question Three A ‘13;\
a) The following information relates to Bawabu Traders: Q/\
1. The minimum cash balance is Sh.8,000.
2. The variance of daily cash flows is Sh.4,000,000, equivalent to a standard
deviation of Sh.2,000 per day. /\
3. The transaction cost for buying or selling securities is Sh.50. ODN
4. The interest rate is 0.025 per cent per day. /\(O
/\

Required: Q)
Using Miller-Orr Model of managing cash, determine the foIIowj;\ﬁ,
(i) The spread. Q (2 marks)
(i1) Upper cash limit. Q (2 marks)
(i) Return point. (2 marks)
(iv) Propose a decision rule for cash managemegkt('lg?tﬁe company based on
your calculations in (a) (i) to (a) (iii) abovefb, (2 marks)

N

QUESTION 3 ,&\

S

November 2019 Question One B &@

(b) Sasumua Ltd. is considering a rev'\bw\of its credit policy as a way of enhancing its
working capital management: ~ Q)

The following informatiorﬁlg‘ites to the company:
0 Sh.6,000,000.

. Annual sales a{@
. Credit sales a % of all sales.
. Bad debts@erage 3% of all credit sales.
Ilection period for debtors is 45 days.
ofit on sales is 75%.
company's cost of capital is 12% per annum.
. Germs of credit sales are net 60 days.
@ompany's credit manager is recommending a review of the credit policy of the
éﬁpany. The expected outcome of this action will be:

&O . Increase in total sales by 40%.
. Credit sales will be 60% of all sales.
. Average collection period will decrease to 30 days.
. Bad debts will increase to 5% of credit sales.
. An additional part-time credit consultant will be hired at Sh.500,000 per
annum.
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A

. Gross profit margin will increase to 80%. \'

. Terms of credit sales will be 5/15 net 45. All credit customers will enjoy\m@
5% cash discount subject to the terms. q,

. No change is expected in the firm's cost of capital. /\

. The tax rate is 30%.

Required:

Advise the company on whether to adopt the revised credit policy. (7 markgb\,

©
QUESTION 4 /\/\

November 2019 Question Two B /\‘13)

(b) Maua Horticultural Ltd. runs a flower export business. The com a@ has two sources
of funds at different interest rates. The finance cost for short- funds is 20% while
the cost of long-term funds is 25%. These costs are expect emain constant in the
next two years. \,

The following are the projected monthly worklng | requirements of the
company for the year ending 31 December 20%
""000")

Month Working capltal reqm
January

February 35}1)
March 0
April 0(070 000
May 105,000
June Q* 157,500
July 00 210,000
August 242,500
September, A\ 157,500

October \ 87,500
Nover@ 70,000

De@ber 52,500

N
%uwed
Qf The average monthly permanent and seasonal working capital requirements for the
& company. (6 marks)

(ii) Total cost of working capital finance for the company under an aggressive
financing policy, conservative financing policy and matching financing policy.
(6 marks)

(iii) Advise the company on the appropriate working capital financing policy to adopt.
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A
(2 ma%@)\’
QUESTION 5 Cb’\/\
May 2019 Question Two C ,\q,

(c) Inan effort to lower its accounts receivable balances, Chizingo Manufact%ring
Limited is considering to switch from its existing no discount policy to a 2% cash
discount for payment done by 15,h day after sale. /\
It is estimated that 60% of the customers would take the discount and the averagfb\'
collection period is expected to decline from 60 days to 45 days. ('O
The company’s management projects an increase of 20,000 units in annua&\{a}k&s to
220,000 units at the existing price of Sh.2,500 per unit. q?)
QA
Q

Additional information:
1. The variable cost per unit is Sh.2,100 and the averagﬁper unit is Sh.2,300.
2. The company requires a 15% return on investment:(' ).
3. The corporate tax rate is 30%.

N
4. All sales are on credit basis. $

Assume 365 days in a year. ~\’.\‘

&@

Required:
Advise the management of Chizin&\vlanufacturing Limited on whether to offer the
cash discount to customers. (6 marks)
*\
QUESTION 6 QOQ
November 2018 Th@D
<
(d) Bahati En 1Ses is considering amendments to its current credit policy. The firm’s
current al credit sales amount to Sh.6,000,000.

Th@\'cﬁrrent credit terms are net 30 with an average debtors collection period of45
Q>

ée following information relates to the proposed credit policy:

The credit period to be extended to net 60.

Annual sales are expected to increase by 20%.

Bad debts are expected to increase from 2% to 2.5% of the annual credit sales.
Credit analysis and debt collection costs are expected to increase by Sh.84,000
per annum.

5. The return on investment in debtors is 12%.

&O

> wh e
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A
6. For every Sh.100 of sales, Sh.75 is the variable cost. Co(b\/
7. Assume one year has 360 days. ,\’\
qib
: 4
Required: Q
Advise the management of Bahati Enterprises on whether to adopt the proposed credit
policy. (8 marks)\
QUESTION 7 (b

©
A\

(a) Explain three working capital financing policies and their implicatimqyr an
organisation. Q (6 marks)

R
s°
QUESTION 8 é’\,
May 2018 Question One C $Q

(c)Maandani Enterprises maintains a minimum’Q}s balance of Sh. 10,000. The standard
deviation of the daily cash flows is Sh. 2,590. The transaction cost of each marketable

security is Sh.20.
O

The interest rate of a marketab@@wity 1S 9.2% per annum,
Assume 365 days in a year.

May 2018 Question One A

0‘
o
Required: <
Using the Mil'e\érr model of cash management, determine:
(i) Theop @ cash balance. (3marks)
(if) The r cash limit. (2 marks)
@@y T erage cash balance. (2 marks)
(io)\@‘he spread. (2 marks)
48
UESTION 9

November 2017 Question 1 A

(a) Explain four factors that might be considered when establishing an effective credit
policy in an organisation. (4 marks)
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QUESTION 10 ‘b\'
A
qib
(d) The management of Gumbo Ltd. intends to change the company’s credit ﬁg} icy from
‘net 30° to “3/10 net 60°. If this change is effected, annual sales are expected to
increase by 25% from the current level of Sh. 12 million. The proportion of bad debw\
is also expected to increase from 10% to 15% of the credit sales. N
A new credit assistant officer will also have to be employed at a salary of Sh.5 6&
per annum. If there is a change in the firm’s credit policy, it is expected th ‘6& o of
the credit customers will benefit from the cash discount offer.
The inventory level and variable costs are however expected to remgj stant at
20% and 40% of the annual sales respectively. The firm’s rate of él\n
IS 14% per annum.

November 2017 Question One D

on investment

The corporate tax rate is 30%. \'6
All sales are on credit. o>
Assume a 360-day financial year. $<\

Required:
Advise the management of Gumbo L%{on whether to adopt the new credit policy
\\ (8 marks)
QUESTION 11 Q(b'

November 2017 Question Fivg D

(d) Chitsaka Limited est'@ges that it requires Sh. 12,000.000 for its operations during the
following year. \Q;
Z,

The com@ill sell marketable securities and deposits into a cost-free no-interest
bank aggguint.

&@}r’narketable securities currently provide an interest yield of 5% per year.

&O The cost of selling marketable securities is Sh.60 per transaction regardless of the size
of the transaction.

Assume a 365-day financial year.

Required:
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A

Using the Baumol cash management model, determine: fb\'

(i) The optimal size of transaction for selling the marketable securities. Q/gi:narks)

(i) The frequency with which the securities should be sold. marks)
QUESTION 12 %"\
November 2016 Question Three B 25}

©
(b) The following information was extracted from the financial statements of a(\/\
manufacturing company:
sh. ,\‘L

Average total debtors outstanding 48,000
Raw materials consumption
Total production cost
Total cost of sales
Sales for the year
Value of average stock maintained:
Raw material
Work in progress

Finished goods &Q

Number of days in a year

365
Average period of credit all%@o suppliers 16 days

Required:
(i) The operating cycle i (6 marks)
(i1) The amount of W%% capital required. (2 marks)

QUESTIO
May 201 estion Two D

(d) atata Ltd. currently operates with terms of net 80 days. The firm’s average
Q investment in accounts receivable amount to 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 2/20 net 90 days.

The relaxation of terms of sale will increase the firm’s total sales by 60%. Ail cash
customers and 40% of the credit customers will take advantage of the cash discount.
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o <\
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 s«{?&
Inventory levels are estimated to be 5% of the firm’s turnover and creditors n@)l
increase by Sh.1,000,000. Q/\

Gross margin on sales is 40%. The cost of capital is 16%. Corporate tax rate is 30%. ,\
Assume 360 days in a year. O)\,

Required: /\(O
Advise the management of Mwatata Ltd. on whether to switch to the ne%é)c/r\;dit

policy. /\Q/ (8 marks)
QUESTION 14 Q
N

May 2016 Question Three B ?‘

(b)Manjewa Limited maintains a minimum cash balance a&h.Z.OO0.000. The standard
deviation of its daily net cash {low is estimated E§QZ.OOO. The transaction cost of
buying and selling of marketable securities is ng per transaction. The rate of
interest for the marketable securities is 5%&{{@ um.

<
Assume 365 days in a year. \&
AN
Required: fod
Using the Miller-Orr cash&gagement model, determine:
0] The spread. (5 marks)
(i)  The upper@ imit. (2 marks)
(i)  The re&@ point. (3 marks)

N
QUESTION
November, Question Two C
¢)

(©) c@y Ltd. currently gives credit terms of net 30 days. The company’s average
ual sales amount to Sh. 120 million. The average collection period is 45 days. The
&O management intends to increase the credit period to net 60 days. This plan is expected
to increase sales by 15 per cent. After the change in credit terms, the average
collection period is expected to be 75 days. Variable costs are 80% of sales. The
company’s required rate of return on receivables is 20%.

Corporate tax rate is 30%.
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O
Assume a 360 days year. 25)
A
Required: D%
Advise the management of Cindy Ltd. on whether to relax its credit termﬂG marks)
QUESTION 15 ,\
2015 Pilot Paper Question 4 B 03\,

(b) Shafana Ltd. currently operates with terms of net 72 days. The firm's aver;{é\(o
investment in accounts receivable is Sh.2,400,000 per year. Eighty per the
firm's sales are always on credit. The company is considering mtrod %terms of
2/20 net 90 days.

The firm's total sales per annum will increase by 50%. All @Qustomers and 40%
of credit customers will take advantage of the cash dlscog§~

Average collection period will increase to 80 da@ss margin on sales is 40%

while the cost of capital is 16%.
&\
Required: ﬂ
Advise the company on whether to switch to the new credit policy (Assume a year has
360 days). (6 marks)

WWW.masomomsingi.com Contact: 0728 776 317 Page 78


http://www.masomomsingi.com/

FINANCIAL MANAGEMENT REVISION KIT

TOPIC 10 <>

DIVIDEND DECISION $$
QUESTION 1

November 2020 Question B (i)
) N

(i) Walter's model on dividend policy believes in the relevance concept of a divic@yl.
According to this concept, a dividend decision of the company affects its,\(o

valuation. /\
o)

Required: q/
Discuss four assumptions of Walter's model. Q/\ (8 marks)
QUESTION 2 QQ
<
May 2019 Question One A (b’
a) Explain the following dividend theories: \\)
I. Information signalling theory. $ (2 marks)
1. Tax differential theory. \\ (2 marks)
iii. Bird-in-hand theory. Q;\* (2 marks)
iv. Agency theory. \'& (2 marks)
>
QUESTION 3 O

November 2018 Question @%}A

(a) Examine four assum&-?ons of the Modigliani and Miller (MM) dividend irrelevance

Theory. XS (4 marks)
N

QUESTI
May 2{[ uestion Five A
@ H@h ight four factors that might influence a company when establishing a dividend

|cy (4 marks)
&O

QUESTION 4
May 2016 Question Two B

(b) The following information relates to the dividend per share (DPS) for Zomollo Ltd.:
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o
Earnings per share (EPS) for year 2016  Sh.6.00 /\’\(b
Dividend per share (DPS) for year 2015 Sh.2.40 /\qﬁb
Target payout ratio 0.60 Q
Adjustment rate 0.70
Required: \/,\

Using the Lintner model, predict the dividend per share for the year ended 31 %(b

December 2016. (3{5(

QUESTION 5
May 2016 Question Five B Qj\q/
ﬁn d

(b) Highlight four factors that could be taken into account when m ividend

decisions (4 marks)
2
(%
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N
TOPIC 11 &
INTRODUCTION TO RISK AND RETURN

QUESTION 1

November 2020 Question Five B (ii)
(i) Explain the risk-return trade off in the context of investments. 4 m@

QUESTION 2 Q)
November 2019 Question 3 A /\Q/
(a) Using a well labeled diagram, distinguish between "systematic@ and

"unsystematic risk". ?9 (4 marks)
x?
QUESTION 3 $Q(b'
November 2019 Question 3 (B) \
(b) An investor has presented the following i ation relating to forecasted returns of
two securities, Y and Z together with t#ﬂ espective probabilities:
N
Probabilities (Pi) FokecaSted returns (%)
0.10 410 8
0.20 Qﬂ 12 10
035 O 8 7
0.0k@ 15 12
@ 14 11
& o
Requ'(r@ :
@e standard deviation of security Y and security Z returns. (6 marks)
Q) (i1) The relative risk of security Y and security Z. (2 marks)
(iii) Advise the investor on which of the two securities to invest in. (1 mark)
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QUESTION 4 NG
N\
Cb’\
AV

(c) A financial analyst has predicted the following returns on the securities ofQwo
companies, Coral Ltd. and Reef Ltd., operating in the same industry, during the

financial year ending 31 December 2019 under different states of the economy. /\

November 2019 Question 4 (C)

State of economy Probability  Forecasted return (%) ()DS'
Coral Ltd. Reef Ltd. /\(O

Boom 0.20 16 14 4\

Normal 0.60 12 10

o)
Recession 0.20 8 6 Q/\q/

A prospective investor is considering investing Sh.500,000 in
He wishes to invest Sh.300,000 in shares of Coral Ltd. and
of Reef Ltd. The prospective investor feels that his 2 —

hares of both firms.
alance in the shares
portfolio will not only

guarantee him his required return but will assist hi iminate diversifiable risks.
Required: \
On the basis of 2 - asset portfolio, determing"}
(1) Portfolio's expected rate of return. &Q (3 marks)
(i) Portfolio's actual risk using th@ematical model. (5 marks)
°
QUESTION 5 é«
November 2018 Questio C
<
(c) Daima Investme@ank has provided the following information relating to two of its
securities na : Arand B:
State of g@Wemy | Probability (P;) | Security returns (%)
o) A B
NJ
Stakle 0.30 12 6
EXfansion 0.40 15 7.5
&Cp Reécession 0.30 10 5
Required:
(i) The expected return for each security. (2 marks)
(i1) The standard deviation for each security. (2 marks)
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(iii) The correlation coefficient between the two securities' returns. 3 marl@}/'\

(iv) Determine the expected return of a portfolio constituting 60% of Security A\’h‘ﬁd
40% of Security B. /\@marks)

(v) Compute the risk of the portfolio in (c) (iv) above. QY3 marks)

QUESTION 6 A\
November 2017 Question5C S’
(c) A prospective investor is intending to buy ordinary shares of a firm listed at )K@
securities exchange whose market price per share is Sh.30. /\
The forecasted market price per share for the following five months is@nated as

follows: Q/\

Month  Forecasted market price per share (Sh.) P&bility

1 33 v 0.2
2 30 x9' 01
3 27 \{\(b' 0.3
4 36 $ 0.15
5 39 ~\,}\ 0.25
. <
Required: &
The expected return from the inve&\eqt. (4 marks)
Q’b'
QUESTION 7
November 2015 Question @D
O

(d) Makata Limited ir&r%l& to invest its surplus funds in shares with the following return
expectations:\é}\.

Econq&condition Probability Share returns
B@ 0.20 40%
verage 0.60 15%
Q) ecession 0.20 -10%
&O
Required:
Using the coefficient of variation, assess the risk level associated with the investment.
(4 marks)
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O
TOPIC 12 o2
A\
qib
ISLAMIC FINANCE S
QUESTION 1 /\
November 2020 Question One OD\,
b) Islamic banking is grounded on Sharia Law. To earn money, Islamic bankS@e

equity participation system. /\

With reference to the above statement:
(i) Explain the term "equity participation system". Q (2 marks)
(i1) Discuss three principles of Islamic finance. (6 marks)
(iii) Describe two types of financing arrangemen@ t could be adopted under
Islamic finance. o> (4 marks)

- o
Required: q/
S

QUESTION 2 X,
November 2019 Question Four A &®+

(a) Islamic finance is considered as onQ}Kthe fastest growing sub-sectors in the financial
industry. N

(o
Required: Q

0‘
Describe three common fi %I products provided by Islamic finance institutions, citing
how each product differgffem that provided by non-Islamic financial institutions.

\.Q’ (6 marks)
N
L

QUESTION

Q)
MayéQl'g-‘buestion Five A

&@%ﬂmarise four main features of Islamic insurance mortgage (takaful). (4 marks)
QUESTION 4
November 2018 Question Five A

(a) Highlight four circumstances under which investors might find it suitable to use an
Islamic equity fund. (4 marks)
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O
QUESTION 5 (,o‘b
May 2018 Four A ,\’\
qib
(a) 4 a) Explain the following terms as used in Islamic finance Q/\
(1) ljara. (2 marks)
(i) Sukuk. (2 marks) ,\
QUESTION 6 (OOD
November 2017 Question One B /\/\

(b) Summarise four hindrances to international standardisation of IslamKFﬁ;nce.
Q (4 marks)

N
5
&

slamic finance regulation

QUESTION 7

May 2017 Question Four C

(c) (i) Highlight four objectives of the core principl

(CP1FR) as set out in Islamic Financial ServicB\Board (1FSB). (4 marks)
(11) Differentiate between "Salam contract” “Istina contract” as used in Islamic
finance. &Q (2 marks)
QUESTION 8 (b\‘\
May 2016 Question Five A C}
(a) Discuss four principles of.]é{amic financing. (8 marks)
R
QUESTION 9 O

November 2015 on Five B
(b) Discuss thre tracts that are made through Islamic financial instruments.

¢ (6 marks)
QUESTI&D 0
2015 B{lot’paper Question Three A

<
<0

%efly explain how Islamic finance differs from conventional finance. (6 marks)
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)
TOPIC 13 o2
EMERGING ISSUES IN FINANCIAL MANAGEngI\IT
A
Q

QUESTION 1
May 2019 Question Four A

A

(a) Credit card finance has become popular in the recent past compared to usage of cé?,f)x'

to effect commercial transactions. /\/\
Required: qg)
With reference to the above statement; /\
(i) Highlight four reasons behind the fast growth of credit car ance in your
country. Q (4 marks)
(i1) Evaluate four limitations of using credit cards as a ioome of finance.(4 marks)
\Y
<
QUESTION 2 $
November 2016 Question One A and B \\
(a) Explain four disadvantages of public p&gé partnerships (PPPs). (8 marks)
(b) Describe six steps involved in pe(b‘r%}‘ﬁnancial planning. (6 marks)

@
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K
v
PART B &
&‘(\
N
SUGGESTED &4NSWERS AND
sg&bTmNS
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A
TOPIC 1 >

>
OVERVIEW OF FINANCIAL I\/IANAGEMEN/\%

QUESTION 1 A

November 2019 Question One A (O
a) i) Explanation of Principal-agent problem /\/\

This is one conflict in priorities between a person or group and the represyﬁ)ive
authorized to act on their behalf. An agent may behave in a way that p é}q fces principal
interest.

i) Ways of addressing the principal-agent problem ?QQ
9

1. Lenders may refuse to lend to the firm or charge hi than normal market
interest rates to compensate for increased ris@

2. They could have covenants related to decisio™naking on financing e.g they could
require a representative in annual generafqqedtings or board meetings where credit
decisions will made. <

3. Creditors can protect themselves y aeopting restrictive covenants in the debt
contract to restrict asset dispos\@ bt financing and company’s divided and
remuneration capacity.

4. Incur agency cost such si‘
e Monitoring experé;uch as audit fees, compliance fees.

) Reorganizatioq@s S to structure the organization so that the possibility of
undesirat;@anagement behavior would be limited.

e Opporidalty cost associated with Loss of profitable opportunities resulting
fro Qucture not to permit manager to take action on a timely basis as would
@&2 case if the managers were also owners.

5. {Ylﬁeat of hostile takeover: under performance will lead to a situation whereby

Qsliares become undervalued in the stock market. This highlights the risk of a firm
Q being taken over with the result that firm’s current management will be replaced.

&O The only cure for this is good performance.

6. Labour market actions whereby only professional managers with a track load of
good performance are hired.

7. Shareholders intervention: hereby the shareholders vote out incompetent directors
at the annual general meeting.
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