kasneb
CPA PART I SECTION 5

ADVANCED FINANCIAL MANAGEMENT

THURSDAY: 20 May 2021. Time Allowed: 3 hours.

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

QUESTIONONE .

(a)

(b)

(c)

Citing four reasons. argue the case why firms undertake capital rationing decisions in your country. - (4 marks)

You have been appointed by Biosoft Limited to review three_investment project proposals. The investment funds are
limited to Sh.8.000,000 in the current financial year.. Details of the three possible investment projects. none of which
can be delayed are given below:

iPrﬂject I: An investment of Sh.3,000,000 in workstation assessments. Each assessment would be on an individual

L2 . . - - -~ = ‘\
employee basis and would lead to a saving in labour costs from increased efficiency and reduced absenteeism: In
money terms, the savings in labour costs are expected to be as follows: : S

VYear I 2 3 4 5

Cash Flow (Sh. “000%) #0500 = 205q 1.000 950 '

0 Project 2: An investment of Sh.4,500,000 in individual workstations for staff that" is expected to reduce

administration costs by Sh.1 -408.000 per annum in money terms for the next five years.

Project 3: An in?cstment of Sh.4.500.000 in new ticket machines. A net cash savings of Sh. 1,200,000 per annum is
expected in current money terms and is projected to increase by 3.6% per annum due to inflation during the five years
life of the machines. ] SR

The money cost of capital for Biosoft Limited is 12%.

Required: i g
Advise the company on the project(s) to invest the available funds and calculate the resultant net present value (NPV)
assuming: : > ;

(i) The three projects are divisible.. (7 marks)

(i) None of the projects is divisible. i : (3 marks)

- Dafina Limited is an export - import firm based inKenya.

On | August 2020, the company exported tea to the United States oﬁﬁaheféé?{USA) on a 3-month credit amounting
to US$10,000.000. s

_Additional information:

1. The rates in the forex and money market were as follows: ;
Ksh/1US$

FAUSHRO000 Fls s R e 108
I December 2020 101
~Interest rates (per annum)
Kenya 18% ‘ :
USA 12%

—_

2. The customer will seftle the amount on | December 2020,
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Required: :
(i) Using the interest rate parity, determine the expected 3 months forward exchange rate as at | December 2020.

(2 marks)
(ii) - Using suitable computations, advise Dafina Limited on the better hedging strategy between a forward market
and money market hedge. (4 marks)
: (Total: 20 marks)
QUESTION TWO
(a) In this era of globalisation, the functiens of finance executives of multinational corporations (MNCs) have become
complex.

Propese f ive factors that the Chief Finance Ofﬁcer (CFO) of a MNC should consnder in makmﬂ international financial
management decisions. - : (5 marks)

(b) The arbitrage pricing theory (APT) and the capital asset pricing model (CAPM) have received much attention from
practitioners and academicians for their use in asset pricing and valuation.

Required: - '

Explain the difference between APT and the CAPM with respect to:

(i)  Investor utility funetions. 2 m;arks)

(i) ~Distribution of returns. : : (2 marks)

(iit) The market portfolio. _ : : (2 marks)
(c) Zachary Mesomi, an investor holds the following portfolio of four risky assets and a deposit in a risk-free asset.

He has provided the information below:

Asset Weighting Current return Beta
(%) (o) '
A 20 12 ES
B [0 18 3 2.0
{c 15 14 2
D 25 8 0.9
Risk-free asset 30 5 ey

The overall return on the market portfolio of risky assets is 11%.

Required: 7

(i)  Portfolio return and beta. - (2 marks)
(i) Using the results in (1) above, deduce the type of investor Zachary is. (1 mark) -
(iii) Using suitable computations, determine the assets that are inefficient, efficient or super efﬁcient.v (4 marks)
(iv) Calculate the equilibrium return for the portfolio. (2 marks)

(Total: 20 marks)

QUESTION THREE

(a) (i) Explain the meaning of the term “unbundling” as used in corporate restructuring and reorganisation. (2 marks)
(it}  Describe four forms of unbundling a firm. {4 marks)
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(b)

Bamboo Ltd. is currently an unlevered firm. The firm is expected to generate a constant operating profit (EBIT) of
Sh.20 million per annum in perpetuity. The firm’s current market value is Sh, 80 mlllmn

The management is considering undertaking an cxpans:on activity by use of debt financing, The firm’s financial
analysts have estimated that the _present value of any future financial distress cost is Sh.8 million, However, the
probability of distress would increase with leverage according to the following schedule: :

Value of debt Probability of Pre-tax

Sh. “million” financial distress (%) | cost of debt (%)

: 2.5 0.00 4

5.0 1S 6

7 25 10

10 6.25 15

1255 12.50 18

5 31.25 20

20 75 22

Corporation tax rate applicable is 30%.

. Required:

(i)  The current cost of equity and weighted average cost of capital (WACC) of the firm. (2 marks)
(ii) Using the “pure” Modigliani and Miller (MM) with tax model, determine the optimal level of debt. (4 marks)

(iii) Evaluate the firm's optimal capital structure when financial distress costs are included. (8 marks)
(Total: 20 marks)

QUESTION FOUR

- (@)

(b)

(©)

Evaluate five defensive tactics available to a firm threatened by a hostile takeover in the industry. . (5 marks)

Apco Limited is considering to acquire Alpha Limited. The following are the financial data for the two companies:

Apeo Limited Alpha Limited

Net sales (Sh.) 350,000 45,000

Profit after tax (Sh.) 18,130 3,750

Number of outstanding ordinary shares 7,500 1,500

Earnings per share (EPS) 33 2550

Dividend per share (DPS) 1.30 ; 0.60

Total market capitalization (Sh.) 420,000 - 45,000

Required:

(1) Determine the pre-merger market value per share for both companies. (2 marks)
(ii) Determine the post 'merger EPS, market price per share (MPS)and price earnings (P/E) ratio. (3 marks)

(iii) Compare Apco Limited’s EPS assuming Alpha Limited’s shareholders are offered Sh.100,000, 5%
convertible debenture for each share held in Alpha Limited.

Assuine a corporate tax rate of 30%. (2 marks)

Makazi Ltd.’s current earnings per share is Sh.6.0. The firm has in issue 50 million erdinary shares which have a par
value of Sh.20 cach. The firm’s total revenue and capital reserves amounts to Sh.500 million.

The company has an asset beta 0f 0.9 and a retention ratio of 60%.

The management of Makazi Ltd. intends to undertake a f'nanual reconstruction which will result in a debt-equity ratio
change from 0.45 to 0.2,
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Additional information:

I, The risk free rate of return is §8%.

2. Expected rate of return of a market portfolio is 18%.

3 Corpo‘ration tax rate is 30%. ‘

4. The firm’s return on equity before and after the financial reconstruction will remain unchanged.
Required:

Evaluate the impact of the fi nancial reconstruction on the firm’ s share price. : (8 marks)
(Total: 20 marks)

QUESTION FIVE

(a)

(b)
(c)

Discuss four circumstances in which a decision could be made to liquidate a failing company rather than attempt to
carry-out a reconstruction. (4 marks)

Examine four advantages of investing in real estate. (4 marks)

Zedtech Lid. wishes to design a new product so as to catch the interest of their target market which is currently very
competltlve

The company will have to invest Sh.100,000 at the beginning of the first year (year 0) for the design and model testing
of the new product,

The company’s marketing manager believes that there is an 80% chance that this phase will be successful and the
project w1ll continue. [f phase I 1s not successful. the pro;ect w1|] be abandoned with zero salvage value.

The next phase. 1f undertaken would consist of making the moulds and producmg ten pmtotype products at a cost of
Sh.500,000 at'the end of the first yedr. If the'products test well, the company would go into full scale production. If
they do not, the moulds and prototypes will all be sold for Sh.400,000. The manager estimates that. there is a 90%
probabl]ltv that the products w1lI pass testing and phase 3 will be undertaken.

Phase 3 consists of chanﬂmg over the firm’s current production line so as to be able to produce the new products.
This will cost Sh.1,000,000 at the end of year 2. If the economic conditions are favourable at this juncture, the net

- value of the firm’s cash flows are estimated to be Sh.3,500,000, while if the economic conditions are unfavourable the

net cash inflows are estimated at Sh.2,500,000. Both net cash flows are expected at the end of year 3,-and the two
states of economy are equally likely.

The firm’s opportunity cost of capital is 11%.

Required:

(i) Construct a decision tree to depict payoffs, and hence determine the expected net present value (NPV) of the
project. (6 marks)

(i1) The project’s expected standard deviation and ceefficient of variation. (5 marks)

(iil) Assuming the firm’s average project had a coefficient of variation of between 1.0 and 2.0, explain whether
the project would be of high, low or average risk. . (1 mark)

(Total: 20 marks)

......................................................................
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(b)

Qt
- (a)

(b)

(©)

Present Value Interest factor of 1 Rec_eived at the End of n Periods at r Percent:

PVIE - n=47(1+0)" = (1 +r)"
‘Period 1% 2% I% £% B L T% 8% 9% 10% 11% 126 13% 14% 15% 16% 20% 24% 25% 30%
1 £.8901 0.0804 0.9709 0.9615 | 09524 | 00434 [ 0.9346 | 0.925% 09174 | 0.9091 0.900% £:8929 0.8850 | 9.8772 | 0.0606 | 0.8621 48333 06,8065 | 0.8000 9.7692
2: 0:9303 0.9612 09426 | 0.9246 | 09070 | 08900 | Q8734 | 0.8573 | 08417 | 0.8264 0.8116 | 0.7972 0.7831 9.7685 | 0.7561 0.7432 | 0.5944 86504 | 0.6400 0.5817
3 0.9708 0.5423 0.3151 0.8890 (.B638 .| GB3G6 [ 08463 | 0.7938 | 0.7722 0.7513 0.7312 07118 0.6931 0.8750 0.6575 0.6407 9.5787 §.5245 0.51268 0.4552
4 0.9619 0.0238 0.8885 | 0.8548 | 0.8227 | 47921 0.7628 0.7350 0.7084 | 0.6830 0.6587 0.6355 0.6133 0.5921 0.5718 0.5523 04623 0.4230 0.4096 0.3501
5 0.9515 0.8057 0.8626 | 0.8213 0.7835 | 0.7473 0.7130 0.6806 | 0.8499 0.620% 0.5935 | 0.5674 0.5428 0.5194 ,4072 0476% 08,4018 83411 03277 02633
6 0.8429 08830 0.3375 0.7943 0.7462 87050 0.6663 0.6302 | 0.5063 0.5645 | 0,5346 | 0.5086 0.4803 0,4556 0.,4323 0.4104 9.3349 8:2751 02621 0.2072
7 0.9527 0.8705 0.8131 07589 | 0.7107 05651 o R2IT 0.5835 | 0.5470 0.5132 Q4837 0.4523 04251 0.3996 | 0.3759 0.3538 8,275 92218 02097 01584
8 09235 0.8535 0.7894 0.7307 0.6768 06274 | 0.582¢ 05403 0.5013 0.4665 | 0.433% | 0.4039 0.3762 0.3506. | 0.3268 0.3050 0,2326 | 8.1788 0.1678 01226
9 0.9143 0.8358 0.7564 07026 0.6446 | 05919 13.5432 05002 | 0.4604 | 0.4241 1.3968 | 0.3506 0.3329 03075 | 0.2843 | 02630 61938 0.1443 0.1342 00043
19 0.9053 08203 0.7441 0.6756 | 0.6139 | 05584 | £.5083 04632 | 04224 | G.3855 '0.3522 | 0.3220 0.2946 | 0.7697 8.2372 0.2267 81615 | 04364 ﬂ.’(‘ﬂ?d 0.0725
11 03963 08043 0.7224 0.5496 | 0.5847 | 0.5268 | 0.4751 0:4288 | 0.3875 |- 0.3505 | 0.3173 | 0.2875 | 0.2607 0.2366 | 0.2149 0.1954 | 0.1346 0.0838 0.0859 70558
12 0.8874 | 0.7885 07014 06246 | 0.5568 | 04970 | ©.4440 03974 03555 | G.3186 0.2856 4.2567 0.2307 0:2076 | 6.1869 01685 | 01127 0.0757. 0.0687. 0.0422
13 03787 07730 0.6810 0:6006 | 0.5303 | QAGE8 §.4150 03817 0.3262 (.2897 Q2575 02282 0.2042 9.1821 91825 1452 0.0935 00819 00550 8.0336
14 03769 0.7579 6611 95775 | 0:5051 0.4423 €.3878 0.3405 0,2992 2633 0,2320 0.204% {01807 9.1587 | 81413 01252 | 0.0779 0.0492 00440 0.0254
15 0.8613 0.7430 0.6419 35553 $.4810 | 04173 03624 | 03152 0.2i45 | 02304 | 02080 0.1827 | 0.1580 0.1401 1229 0.1079 0.0648 1L.0387 0.0352 20195
15, 0.8528 0.7284 0.62312 0.5338 04584 03936 | 0.3387 | 0.2819 §.2519 0.2176 | 0.1883 10,1631 03415 0.1229 0.1069 0.0939 0.6541 0,6320 0.0281 0.86150
17 0.8444 07142 0.6050 $.5134 | 04363 | 0.3714 03186 | 02703 0.2311 01878 .1656 0.1456 0.1252 01078 0.0929 0.0802. 0.0451 00758 0.0225 0.0118
18 0.8360 (.7002 5874 $.4936 04155 0.3503 0.2050 | 0.2502 | 02120 017483 0.1528 6.1300 0.1108 0.0946 | 0.0808 0.0691 0.0376 0.0208 0.018¢ 0.0089
19 0.8271 0.6864 05703 | 04746 | 03057 0.3305 02785 | 02317 0.1345 | 01835 | 0.1377 0.1161 0.0981 0.0829 0.0703 10,0586 0.0313 0.0168 00144 80088
20 (.8195 (L6738 05537 | .4564 03759 0.3118 0.2584 | 0.2145 | 61704 0:1486 | 0.1240 0.1637 0.0868 0.0728 00611 0.0514 0.026% 80135 00115 80053
21 38114 (6508 0.5375 | 04388 | 03589 0.2942 02415 | 0.1987 | 0.1637 0,1351 0.1117 | 0.0926 0.0768 0.0538 8.0531 0.0443 0.0217 0.0109 0.0002 0.0045
22 0.8034 0.5468 05218 | 04220 03418 02775 | 02257 | 04839 | €.1502 0.4228 | 0.1007 | ©.0826 0.0680 0.0560 0.0£52 0.0382 0.018% 00088 0.0074 9.0031
23 07954 0.6342 0.5067 | G.4057 0:3256 | 0.2618 02189 | 04703 | €.1378 01117 0.0907 0.0738 0:0601 | 9.0431 | 0.0402 0.0329 00151 0.0071 00058 00024
24 (:7876 |- 0.6217 | 0.4919 | G.3801 03104 | 0.2470 | 04971 | 01577 | €.1264 | 04015 | 00817 | 0.0659 | 0.0532 | 0.0431 | 0.0349 | 0.0284 | 0.0126. | 0:8057 | 0.0047 | 0.0018
25 G7768 | 0.6095 | 04776 | 0.3751 | 02953 | 6.2330 | 04842 | 04460 | €1160 | 0.0923 | 00736 | 0.0588 | 0.0471 | 0.0378 | 00304 | 0.0245 | 00105 | 00046 °| 00038 | 0.0614
30 0.7419 0.5521 0.4120 0.3083 02314 | 614741 01314 | 0.0994 | 0.0754 | 06573 | 0.0437 6.0334 | 0.0256 | 0.0196 | 8.0151 0.0116 | 0.0042 90018 9.0012
35 §.7059 | 0.5008 | 03554 | 62534 | 01813 | €4361 | 0.0937 | 0.0676 | 0.0450 | 00356 | 0.0259 | 0.0189 | 0.0139 | 0.0102 | 0.0075 | 0.0055 | 0.6017 | 0.0005 £ =
35 .6989 0.4902 03450 0.2437 01727 61227 | 0.0875 | 0.0626 | (.0449 0,6323 | 0.0234 | ¢.0169 0.G1i3 0.008¢ | 6.0065 | 0.0043 0.0014 s > g
40 : 0.6717 | (.4528 03066 0.2083 0.1426 | 6.0972 006568 ﬂ.MG{? 0.0318 | 0.0221 0.0154 | 8.0107 0.0075 | 0.0053 | 0.0037 0.0026 0.6067 7. Lt =
50 (6080 &.3715 0.2281 01407 0.0872 €.0543 | 046338 0.0_213 0.0134 | 0.0085 | 0.0054 | €.0035 | 0.0022 0.0014 | 0.0008 | 0.0006 s = & #
Present Value Interest factors for Annuity of 1 Discounted at r Percent for n Periods:
PVIEA .o =[1 = 1/(1+) "I /r
Period 1% 2% 3% 4% 8% 6% T% 8% S 0% 11% 12% 13% 4% 15% 16% 20% 24%: 25% 30%
1 0.9901 (9804 0.5709 0.9615 09524 | 0.9434 | 09346 | 0.925% 09174 | 05991 10,9009 08929 | 0.8850 | 0.8772 0.869% 0.8621 0.8333 .BORS: £0.8000 0.7692
2 1.9704 1.8416 19135 1.8861 1.8554 1.8334 1.8080 1.7833 1.7591 1.7355 17125 1.6501 1.8681 1.5467 16257 1.6052 4.5278 14568 1.4400 136049
3 2.8410 28330 28285 27751 27232 2.6730 2.6242 | 25771 25313 24860 2.4437 24018 23612 | 2.3216 2.2832 22459 21065 19813 1.9520 1.8161
4 -3.9020 J.BOTT 37174 3.6208 3.5460 3.4651 3.3872 33121 3.2337 3,165 3.1024 | 3.0373 29745 | 2037 2.855¢ 2.7982 2.5887 2.4043 2.3516 21662
& 4.8534 4.7135 45797 44518 43205 | 42134 | 41002 39927 38897 3.7908 3.6959 36048 3.5172 3433 3.3522 3.2743 2.9906 2.7454 2.6893 24356
8 5.7955 56014 54172 5.2421 50757 | 49173 4.7665 | 4.6229 44859 43553 4.2305 41114 | 39975 3.888T 3.7845 3.6847 3.3255 3.0205 29514 26427
7 6.7282 64720 62303 £.0021 5.7864 | 5.5823 | 523893 5.2064 50330 | 48684 | 47122 4.5638 44726 4.2883 4.1604 46386 36046 3.2423. 31611 2.8021
8 76517 7.3355 7.0197 6.7327 6.4632 62008 | 53713 | 57466 5.5348 5.3349 5.1461 49676 | 4.7988 | 45389 4.4873 43436 38372 14Nz 3.3289 29247
9 8.5660 8.1622 7.7881 74383 L1078 | (68017 65152 | 5.2469 5.0952 5.7530¢ 5.5370 53282 51317 4.9464 4.7716 48065 4.0310 3.5655 3.4631 30190
10 9.4713 | 89826 | 85302 | 81100 | F.7247 |- 73601 | 70236 | 67101 | 64177 | 6.1446 | 58992 | 55502 | 54262 | 52161 | 5.0188 | 48332 | 41825 | 36819 | 3.5705.) 3.0915
11 10.368 9.7868 92575 8.7605 B.3064 | 78869 74987 11380 6.8052 6.495% 6.2085 | 583717 5.6369 54527 52337 5.G286 43271 37757 3.6564 31473
12 11,255 10.575 9.9540 93851 B.8633 8.3B38 7.9427 7.5361 71687 86,8137 64924 6.1044 5.017% 5.6603 54200 51971 4.4352 3.8514 A725% 31963
13 12434 | 11348 | 10635, | 99856 | 9.3935 | 88527 | 8.3577.| 7.9030 | 74860 | 71934 | 97499 | 64235 | 61218 | 58424 | 55831 | 53423 | 45327 | 39124 | 37801 | 32233
14 13.004 12106 11.296 10.563 9.8086 | 9.2950 8.1455 -] 8.2442 | 77882 1.3667 5.9819 ©.6282 5.3025 6.0021 5.7245 5.4675 4,6106 3.9616 38241 3.2487
15 13.865 12.849 11.938 11.158 10380 | 87122 | 91078 | 855085 80607 7.54061 1.39069 6.8100 | 6.4624 61822 5:B474 55755 46755 4.0013 3.8593 32682
16 14718 | 13.578 | 12551 11,852 | 10,838 | 10,106 | 94456 | 88514 | 93126 | 7.8237 | 7.3792 | 65740 | 6.6039 | 62651 | 50542 | 56685 | 47206 | 4.0333 | 3.8874 | 32832
17 15.562 14.282 13.166 12,166 11.274 10.477 | 9.7637 | 21216 £.5436 8.6216 . | 7.5488 7.11396 6.7201 63729 6.0472 5.7487 4.7745 4.0581 39099 1.2048
18 16998 | 14997 | 13.754 | 12.550 | 41.600 | 10.628 | 10.058 | 93719 | 87556 | 82014 | 7.7016 | 7.2497 | 6.8309 | 64674 | 61280 | 58178 | 48122 | 40708 | 39278 | 33037
19 1226 15.678 14.324 13.134 12.085 11.158 30.336 | 9.6036 | 8.9501 8.3643 7.8393 | 7.3658 6.9380 8.5504 6.1982 58775 4.8435 40967 39424 33105
20 18.046 16351 14877 13.550 12.462 11,470 | 10504 | 6.8181 9.1285 8.5138 | 7.9633 7.4694 7.0248 6.6231 65,2593 | 59288 4.8636 4.1103 39539 33158
4l 18.857 17.041 45415 14.029 12821 11.784 | 10838 10.647 92922 8.5487 8.0751 1.5620 7.1018 6.6870 5.3125 56734 4.8913 §.1212 3.9631 33198
22 19.960 17.658 15.937 14,451 13.163 12.042 11.061 10,261 94424 87715 | 81757 1.6446 7.1695 5.7429 §.3587 50113 4.90%4 41300 39705 3.3236
23 20.456 18292 15,444 14.857 13489 12.303 11272 10471 9.5802 8.8832 8.2664 | 7.7184 1.2257 6.7921 $.3988 6.0442 4.9235 41371 1.9764 33254
24 21.243 18:914 16.936 15.247 13.79% 12.550 11.469 10523 9.7066 | 8.9847 8.3481 7.7843 1.2829 68351 $.4338 6.0726 4.9371 41428 349841 33272
25 22023 15.523 17.413 15.622 14.004 12.783 11654 10675 | 9.8226 9.0770 | B.4217 18431 T1.3300 6.8729 B.4341 66971 4.9476 41474 3.9849 3.3286
30 25.808 22.386 19,600 17.262 15.372 13765 12.400 11.258 10274 94262 | B.B23B | B.05852 T.4957 7.0027 6.5664 64772 £.9780 41601 3.8050 33321
35 29405 24,059 21.487 18.665 16.374 14.458 12.848 11.655 10.567 9.6442 | 8.8552 8.1755 | 7.5856 7.0700 | 6.6166 62153 4.0015 41644 39984 3.333¢
36 30.168 25.489 21.832 18.0G68 16.547 14.62% 13.035 15.747 10.812 Q:6765 | 8.8786 | 81324 7.5079 7.0780 56231 65,2201 4.9929 41649 3.9987 33331
40 32.835 | 27.355 2315 19.793 17.158 15.046 13.332 11.825 10.757 97791 89511 £.2438 7,6344 | 7.1050 6.6448 62335 4.9966 4.1650 39995 3.3332
50 39.196 | 31.434 25.730 21.482 108.256 15.762 13801 121233 10.862 99148 90417 8.3045 1.5752 74327 6.6605 | 6.2453 4.9995 4.1666 3.9999 33333




