‘ Unlimited possibilities

CERTIFIED PUBLIC ACCOUNTANT
ADVANCED LEVEL 2 EXAMINATIONS
A2.1: STRATEGIC CORPORATE FINANCE
DATE: WEDNESDAY 29, MAY 2024

INSTRUCTIONS:

1%

Time Allowed: 3 hours 45 minutes (15 minutes reading and
3hours 30 Minutes writing).

This examination has two sections: A & B.

Section A has one Compulsory Question while section B
has three optional questions to choose any two.

Attempt three questions in total.

Marks allocated to each question are shown at the end of the
question.

Show all your workings where necessary.

. The question paper should not be taken out of the examination

room.
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SECTION A

QUESTION ONE

Capital budgeting

The directors of RUKUNDO Ltd (RL) is exploring a greenfield project in a developing market. The project
aims to construct a state-of-the-art hospital facility in Rwanda, serving both the local community and the
broader region. RL Ltd has secured a substantial loan from one of Rwanda's leading banks to finance this
ambitious project.

Project Overview: Initial Investment: FRW10 Billion, Nominal pre-tax Cash Flow Projection:

Years Year 1 Year 2 Year 3 Year 4 Year 5

Scenariol | FRW 1.5 billion @ FRW 2.0 billion | FRW 2.5 billion | FRW 3.0 billion | FRW 3.5 billion

Scenario 2 . FRW 2 Billion FRW 2.5Billion | FRW 3 Billion = FRW 5.5Billion | FRW 4 Billion

Source: RL projection 2023

1)

2)

3)

4)

5)

Inflation Rate: The project assumes an annual inflation rate of 5%. This rate accounts for the expected
increase in prices and costs over time.

Required Real Rate of Return: RL Ltd has set a required real rate of return of 15% per year. This rate
reflects the minimum rate of return the project must generate to justify the investment, adjusted for
inflation.

Terminal Value: The terminal value of the project will be determined using the perpetuity growth
model. It assumes a 4% annual growth rate beyond Year 5. This approach captures the project's long-
term value and sustainability.

Equal Probability of Cash inflow Flow in two scenarios: The project assumes an equal probability of
achieving cash flows above the stated values every year. This balanced approach acknowledges the
potential variability in project performance and outcomes.

Tax is 30%

Additional Complexities and Information:

1)

2)

3)

Legal Costs: RL Ltd has already disbursed FRW500,000,000 in legal expenses during the initial project
phases. Furthermore, an estimated FRW300,000,000 is earmarked for legal expenditures in Year 2,
primarily to ensure regulatory compliance and obtain necessary licensing.

Feasibility Study: To ascertain the project's feasibility, RL Ltd has undertaken a comprehensive
feasibility study, incurring costs amounting to FRW1.2 billion. This in-depth study serves as a crucial
foundation for project evaluation and decision-making.

Dynamic Inflation: Although the initial two years maintain a consistent inflation rate of 5%, Year 3 and
subsequent periods will witness inflation variations. This approach accommodates the ever-changing
economic conditions and is integral to the project's financial modeling and risk assessment.
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Portfolio

MUNEZERO Plc (MP) is considering whether to invest in one of the two firms ABAHO Ltd and BERWA
Ltd Investment in each business would require an initial investment of FRW 10 million and MP expects to
avail the resources to one of the two firms.

The Directors of MP believe that returns from the new projects will depend on which of the four economic
conditions prevails during the year. At present the shares of both companies are traded at FRW 100.
The expected prices of shares for the two firms and their probabilities under four economic conditions are

given below as follows:

Economic Condition Probability Expected price of Expected price of
ABAHO Ltd.’s shares BERWA Ltd.’s shares

FRW FRW

Boom 0.30 150 140
Normal 0.40 110 100
Recession 0.20 120 130
Recovery 0.10 100 90

Required:

a) Using the discounted cash flow method, advise the Directors of RL whether to proceed with the

investment proposal

b) Estimate IRR of the above project, (No calculations required)
c) Discuss with the Directors of RL three methods that can be used for financing mergers and

takeovers

(20 marks)
(3 marks)

(3 Marks)

d) Explain one advantage and one disadvantage of management buy-ins to the Directors of RL

(2 Marks)

e) With calculations evaluate whether MP should invest in ABAHO Ltd or BERWA Ltd and provide
a comment on the decision undertaken based on their risks.
f) You have been requested by the management of MP to explain to them two merits and two
limitations of the Capital Asset Pricing Model (CAPM)
g) Describe three portfolio management processes that a firm should considered before undertaking

any investment

(15 Marks)
(4 Marks)

(3 Marks)
(Total: 50 Marks)
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SECTION B

QUESTION TWO
VIRUNGA PARTNERS LIMITED

VIRUNGA PARTNERS Ltd is a private equity company headquartered in Rwanda with a mandate to
manage Impact Africa Fund that invests in equity instrument with special consideration of Economic Social
Governance (ESG) factors. During the recent investment committee meeting, a deal team member
presented a potential deal that was sourced while attending an annual CEO forum held in Tunis in march
2022. The project is called Habor run by a Trust Investment Ltd.

The committee expressed concerns over the project’s performance in recent years, which has been below
expectations. However, one director informed the committee that from the experience, the low performance
Is temporary and the company will benefit from the presented deal.

The following are key highlights of project Habor:

Governance structure

During the assessment of Governance, the deal team has identified that the company’s Chair of the board
has been the CEO over 20 years. The company’s organogram shows that there are three chartered
accountants working in logistics, marketing, and human resource departments respectively. However, the
chief accountant is expected to have a bachelor’s degree in engineering with over five years of experience
in finance.

Business development and marketing department

The company has no research and development (R&D) department. however, the CFO who has
background in accounting is the one who is responsible for analyzing and proposing developments and
initiatives needed in company but he has never presented a market study that shows gaps in the market
that the company should address. the marketing department focuses on TV and radio advertisement but
has never done a market survey to analyze whether customers’ needs are being satisfied by the company.

Working capital management

The CFO has presented that the company keeps good working relationships with its suppliers through
paying them on time and never exceeds 15 days. CFO mentioned that to maintain good relationships with
customers, the company offers 90-days credit, a policy that has been applied for over 15 years. He, however,
mentioned that the company sometimes has difficulty in its working capital that require them to use
overdraft facilities that are very expensive compared to its normal cost of capital.
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Compliance

The company’s CEO has revealed that the company is compliant with all applicable laws and regulations.
When asked how the company reports its suspected non-compliance with tax laws, the CEO responded
that the company hired a tax consultant who has helped the company to categorize its revenue streams. On
advice of the hired tax consultant, a significant portion of revenues is invoiced in the names of goods that
are either VAT zero-rated or exempted when those names are totally different from the actual categories
of goods.

Required:

a) Discuss SIX potential symptoms of corporate failure that Virunga Partners Limited’s deal team
should consider if they decide investing in project Habor. (12 Marks)

The following information has been extracted from the financial statements of AHEZA Ltd

Statement of profit or loss extracts

FRW "000" FRW "000"
Sales 12,000
Cost of sales:
Raw materials 5,800
Labor 3,060 (8,860)
Gross profit 3,140
Administration/distribution costs (1,680)
Profit before interest and tax 1,460

Financial position statement extracts

FRW'"000" FRW'000"
Current assets:
Inventories of raw materials 1,634
Inventories of finished goods 2,018
Trade receivables 1,538
Cash and bank 500 5,690
Current Liability:
Trade payables 1,092
Overdraft 300
Other expenses 76 1,468
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MUHOZA Ltd, a factoring company, has offered to take over AHEZA’s debt administration and credit
control on a non-recourse basis for an annual fee of 2 per cent of sales. This would save AHEZA Ltd
FRW160,000 per year in administration costs and reduce bad debts from 0.5 per cent of sales to nil.
MUHOZA would reduce trade receivables days to 40 days and would advance 75 per cent of invoiced debts
at an interest rate of 10 per cent. MUHOZA Ltd finances working capital from an overdraft at 8 per cent.

Required:

b) (i) Discuss ways in which AHEZA could improve the management of its receivables. (5 Marks)
(ii) Using the information given, assess whether AHEZA should accept the factoring service offered
by Powell. What use should the company make of any finance provided by the factor. (6 Marks)

c) Discuss TWO indicators that may show when a company is in danger of overtrading. (4 Marks)
(Total: 25 Marks)

QUESTION THREE

BUTARE Plc is a major international company with its head office in Kenya. Its shares and bonds are quoted
on a major international stock exchange.

BUTARE PlIc is evaluating the potential for investment in an area in which it has not previously been
involved. This investment will require FRW 900 billion to purchase premises, and equipment and provide
working capital.

Extracts from the most recent (2023) statement of the financial position of BUTARE Plc are shown below:

FRW Billion FRW Billion

Non-current assets 2,880
Current assets 3,760
6,640
Equity
Share capital (Shares of FRW 100) 450
Retained Earnings 2,290
2,740
Non-current liabilities
10% Secured bonds repayable at par 2028 1,800
Current liabilities 2,100
Total Equity and Liabilities 6,640
Current share price FRW 500
Bond price (FRW 100) 105
Equity beta o

BUTARE Plc proposes to finance the FRW 900 billion investments with a combination of debt and equity
as follows:

1) FRW 390 billion in debt paying interest at 9.5% per annum, secured on the new premises and
repayable in 2028.

2) FRW 510 hillion in equity via a rights issue. A discount of 15% on the current share price is likely.
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A marginally positive NPV of the proposed investment has been calculated using a discount rate of 15%.

This is the entity’s cost of equity plus a small premium, a rate judged to reflect the risk of this venture. The
Chief Executive of Butare Plc thinks this is too marginal and is doubtful whether the investment should go
ahead. However, there is some disagreement among the directors about how this project was evaluated,
particularly about the discount rate used.

Director A: Suggests the entity’s current WACC is more appropriate.

Director B: Suggests calculating a discount rate using data from Kalisimbi Rwanda Plc a quoted entity, the
main competitor in the new business area. Relevant data for this entity is as follows:
1) Shares in issue: FRW 600 billion with par value of FRW100, currently quoted at 560 FRW each

2) Debt outstanding: FRW 525 billion variable rate bank loan
3) Equity beta: 1.6

Other relevant information

1) The risk-free rate is estimated at 5% per annum and the return on the market is 12% per annum.
These rates are not expected to change in the foreseeable future.

2) BUTARE Plc pays corporate tax at 30% and this rate is not expected to change in the foreseeable
future.

3) Issue costs should be ignored.

Required:

(a) Calculate the current WACC for BUTARE Plc (10 marks)
(b) Calculate a project-specific cost of equity for the new investment (8 marks)
(c) Discuss the views of the two directors (4 marks)

(d) Discuss whether financial management theory suggests that BUTARE Plc can reduce its WACC
to a minimum level. (3 marks)
Total (25 marks)
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QUESTION FOUR

TUZAMURANE Ltd is a toy manufacturing company. It manufactures Polly Playtime, the latest doll craze
amongst young girls. The company is now at full production of the doll. The final accounts for year ended

31 March 2024 have just been published and are as follows. 2023's accounts are also shown for

comparison purposes.

Income Statement year-end 31 March

2024 2023
FRW'000 FRW '000
Sales 30,000 20,000
Cost of sales 20,000 11,000
Operating profit 10,000 9,000
Interest 450 400
Profit before tax 9,550 8,600
Tax 2,000 1,200
Profit after tax 7,550 7,400
Dividends 2,500 2,500
Retained profit 5,050 4,900
Statement of Financial Position as at 31 March
2024 2023
FRW'000 FRW'000 FRW'000 FRW'000
Non-current assets 1,500 1,400
Current assets
Inventory 7,350 3,000
Accounts receivable 10,000 6,000
Cash 2,500 4,500
19,850 13,500
21,350 14,900
Ordinary shares (25c) 5,000 5,000
Profit 6,450 1,400
8% bonds 1,200 3,500
Current liabilities
Overdraft 2,000 -
Dividends owing 2,500 2,500
Trade accounts payable 4,200 8,700 2,500 5,000
21,350 14,900
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Required:

a)

(i) Based on relevant calculations of ratios and trends, evaluate the performance of Tuzamurane
Ltd over the last two years and identify the main problems facing Tuzamurane Ltd. (10 marks)

(i) Provide possible solutions to the problems identified in (i) (4 marks)

(iti)  Business Managers are increasingly becoming indispensable in the daily management of businesses
and the achievement of shareholders’ objectives. ldentify and describe three (3) approaches used
to encourage business leaders to achieve shareholders’ objectives. (3 Marks)

b) AHEZA plc is a Rwandan company with export and import trade with Kenya. The following
transactions, in the currency specified, are due within the next six months:
1) Purchases of goods, cash payment due in three months FRW 116,000,000
2) Sale of finished goods, cash receipt due in three months KES 197,000,000
3) Purchase of goods, cash payment due in six months KES 447,000,000

4) Data relating to exchange rates and interest rates are as follows:

Exchange rates: KES/FRW
Spot 1.7106 — 1.7140
Three months forward 1.7024 — 1.7063
Six months forward 1.6967 —1.7006
Interest rates Borrow Deposit
Rwandan Francs (FRW) 12.5% 9.5%
Kenyan Shilling (KES) 9.0% 6.0
Required:

Calculate the net FRW receipts/payments that AHEZA might expect for both its three-month and

six-month transactions if the company hedges foreign exchange risk using (i) the forward market

and (ii) the money market. (8 marks)
(Total: 25 Marks)
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