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CERTIFIED PUBLIC ACCOUNTANT
ADVANCED LEVEL 2 EXAMINATIONS
A2.1: STRATEGIC CORPORATE FINANCE
DATE: WEDNESDAY, 30 MARCH 2022

INSTRUCTIONS:

1.

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

. This examination has two sections: A & B.

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

In summary attempt three questions.

Marks allocated to each question are shown at the endof the
question.

Show all your workings where necessary.

. The question paper should not be taken out of theexamination

room.
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SECTION A
QUESTION ONE

Mulindi Investment Rwanda Limited (MIR Ltd) is a large conglomerate operating in Rwanda which
deals in manufacturing of cement and other building materials. The company has several branches
within and outside the country. The company’s strategy is to ensure that it maximizes the value of
shareholders. This can be achieved through the expansion strategy that has been one of the main
strategies of the company. In the recent board meeting of the company, the board members
approved two expansion strategies. These include expanding through mergers and acquisitions or
through organic growth.

Expansion through mergers and acquisitions

Mulindi Investment Rwanda Limited has identified two potential mergers which are considered to
be in line with the growth strategy of the company. These include:

Musanze Steel Rolling Mills Limited (MSRM Ltd)

MSRM Ltd deals in the manufacture of iron bars and iron sheets with a very high potential for
growth since construction is one of the priorities of the government. The current capital structure of
MSRM Ltd is composed of 60% debt and 40% equity. The pre-tax cost of debt is 8% whereas the
equity beta is 1.7. The risk-free rate is 10% and the market return is 15%. MIR Limited will
finance the merger by issuing both debt and equity. The expected value of the merger is FRW
500,000,000. This will be composed of FRW 350,000,000 bank loan at an annual interest rate of
12% and ordinary share capital of FRW 150,000,000. The issue costs on the debt instrument are 5%
of the gross amount required and will be. Due to the importance of strengthening the construction
sector, 40% of the required loan will be acquired at a subsidized interest rate of 8%. Both loans are
payable in a period of five years. The expected free cash flows of Musanze Steel Rolling Mills
Limited for the next five years are demonstrated in table 1:

Table 1: MSRM Ltd cash flow in FRW <“000”

Period Free cash flows FRW (000°)

1 80,000
2 120,000
3 180,000
4 160,000
5 195,000

The corporate income tax rate is 30% and paid in the same tax period.

Bereshe General Hardware Limited (BGH Ltd)

BGH Limited is located in Musanze town with branches all over the country. The company is a
leading distributer of construction materials in the country MIR Limited is evaluating a merger with
BGH Limited. MIR Limited will issue shares to the shareholders of Bereshe General Hardware
Limited. Below is detailed information of the two companies:
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Mulindi Investment Rwanda | Bereshe General Hardware
Limited FRW (000) Limited FRW (000)
Earnings after tax 345,000 240,000
Number of shares 8,000 5,000
Price Earning (P/E) 20 15

It is expected that after the merger, the P/E of the group will be 19.

Expansion through Organic growth

The board members MIR Limited have approved investing in a new product line which is related to
the company’s growth strategy. The project teams have identified one project which they think fits
in the company’s main activities of building materials, which equally supports investing in steel
rolling mills. Investing in the new project will require the company to purchase a new machine at a
cost of FRW 2,000,000,000. The machine is expected to have a useful life of five years with a
residual value of FRW 300, 000,000 at the end of year five. It is expected that the machine will be
installed in an old building that was constructed 10 years ago at a cost of FRW 60,000,000. The
project will require an investment in working capital at the start of the project of FRW 30,000,000
and will remain at this level throughout the entire project but expected to be recouped at the end of
the project. The machine will attract a tax allowable depreciation of 25% on reducing balance
method. The marketing department has made the following forecasts of the sales demand for the
next five years.

Period 2022 2023 2024 2025 2026
Sales Demand in | 300,000 450,000 500,000 650,000 720,000
units

The selling price per unit is expected to be FRW 2,000 whereas the variable costs are expected to be
FRW 800 per unit. Due to the expected inflation in the economy, the selling price is expected to
increase by 5% per year whereas the variable costs will increase by 4% per year. The incremental
fixed production costs are expected to be FWR 20,000,000 per year and are expected to increase by
3% due to inflation in the economy. The general inflation rate in the economy is 7% and the real
cost of capital is 14%. The corporate income tax rate is 30% paid in the same period.

Best Bite Rwanda Limited (BBR Ltd)

Best Bite Rwanda Limited is a subsidiary of Best Bite International PLC which owns several
restaurants in different countries. BBR Limited was opened in 2015 and it enjoyed a rapid growth
in the first three years due to its renowned brand product known as “Chicken Rice”. Within a period
of three years BBR Limited opened different branches in the various parts of the country. However,
due to the COVID-19 pandemic which affected many of the hospitality businesses, in 2020 the
company incurred a huge loss that has affected the capital base of the company. In the board
meeting that sat on 31/12/2020, the Finance Director expressed concerns regarding high levels of
gearing and high operating costs. In the report, the Finance Director highlighted that branch in
Rwamagana, Nyagatare and Nyanza are currently loss making. Although the Musanze and Rubavu
branch are making profit, they have a lot of assets that are idle. After analysis of the concerns of
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the Financial Director, coupled with evidence from the financial statements, the board members
concurred that they need to restructure some of the company’s activities if they are to remain in
business.

Required:

(a) Using adjusted preset value (APV) advise the management of Mulindi Investment Rwanda
Limited on whether they should go on with the acquisition of Musanze Steel Rolling Mills

Limited. (17 Marks)
(b) i. Compute the purchase cost of Bereshe General Hardware Limited (3 Marks)
ii. Evaluate whether Mulindi Investment Rwanda Limited should acquire Bereshe
General Hardware Limited (2 Marks)

iii. Advise the shareholders of Bereshe General Hardware Limited as to whether they
should accept a merger (2 Marks)

(c) Evaluate the organic growth strategy using the internal rate of return (IRR)

(17 Marks)
(d) Explain to the shareholders of Best Bite Rwanda Limited on the best approaches to
restructure their business activities. (9 Marks)

(Total: 50 Marks)
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SECTIONB
QUESTION TWO

(@) The Managing Director (MD) of Muvandi Investment Rwanda Limited (MIR Ltd) attended the
Institute of Certified Public Accountants Rwanda (ICPAR) workshop on effective management of the
financial resources if the company is to maximize the wealth of its shareholders. The presenter
emphasized diversification as one way to minimize risks and maximizing shareholders’ wealth. The
MD was very much interested in what was presented on one hand but was perturbed with some of the
terms that were used by the presenter such as systematic risks, portfolio, diversification, and market
return. After the workshop, the MD called for a senior management meeting where he tasked the
Finance Director to identify a portfolio that maximizes the company’s value. Two projects have been
identified which the management think that if the company invests in those projects, it will be able to
maximize the wealth of the shareholders. The detailed information relating to return and their
respective probability of the two projects are as below:

Probability Return project A Probability Returns project B
0.1 10% 0.2 -10%

0.4 -8% 0.15 15%

0.3 20% 0.4 20%

0.2 15% 0.25 8%

It is expected that the company will invest 60% into project A and 40% in project B. The systematic
risks for project A and B are 1.8 and 1.6 respectively whereas the risk-free rate is 8%. The expected
market return is 10.25%

Required:

i. Using the Capital Asset Pricing Model (CAPM), advise the management of Muvandi
Investment Limited on the return of the portfolio (8 Marks)
ii. Discuss any three applications of CAPM in the finance theory (3 Marks)

(b) Muvandi Investment Rwanda Limited (MIR Ltd) imports and exports various home use items
with major customers and suppliers in Kenya. On 1 January 2022 the company imported various items
from Kenya worth 20,000,000 Kenyan shillings (KES) on credit payable in six months that is 30 June
2022. On the same date, the company exported goods worth 9,500,000 KES on credit and the goods
will be paid on 30 June 2022 During the recent board meeting, the Finance Director expressed
concerns on the deterioration of the Rwandan Franc against the Kenyan shilling and advised the board
members to hedge against foreign currency risks if they are to avoid losses associated with the foreign
currency movements. Below are the relevant exchange rates of FRW against KES.

Dates Buying FRW/KES Selling FRW/KES
1/1/2022 8.5 9.5

28/2/2022 10.1 11.5

30/6/2022 12.5 14.5

Premium 1.2 15
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The borrowing and deposit rates in both Rwanda and Kenya are as below:

Rwanda Kenya
Borrowing rate per year 16% 11%
Deposit rate 10% 8%

Required:
Advise management on the effective method to hedge against foreign currency risks

(10 Marks)
(c) Due to the increase in the credit sales in 2021, the company has had imbalances in the cash flows
and therefore applied for a loan of FRW 100,000,000 on 1/1/2022 in one of the commercial banks in
the country to be able to finance its working capital. The loan is repayable within six months that is
on 30 June 2022 at an annual interest rate of 14%. On 31 March 2022, the Finance Director was
concerned with the increase in interest rates and therefore entered into a forward agreement with one
of the commercial banks in the country to buy interest at 15%.

Required:

Evaluate the forward rate agreement if the spot rate on 30/6/2022 is:

i. 12% (2 Marks)
i. 17% (2 Marks)

(Total: 25 Marks)
QUESTION THREE

(a) While taking a cup of coffee in one of the hotels in Kigali, three Chief Executive Officers (CEOSs)
of three big companies in the country discussed on how they can maximize shareholders’ wealth
through their dividend policy. Below is the summarized financial report of three companies:

2018 2019 2020 2021
Urwagwa Ltd FRW (000) FRW (000) FRW (000) FRW (000)
Earnings after tax 240,000 400,000 320,000 500,000
Dividends distributed 100,000 100,000 100,000 100,000
Number of shares 2,000 2,000 2,000 2,000
Required investment 100,000 250,000 300,000 120,000
Uronoze Ltd
Earnings after tax 200,000 120,000 650,000 800,000
Dividends distributed 40,000 24,000 130,000 160,000
Number of shares 2,000, 2,000 2,000 2,000,
Required investment 50,000 100,000 200,000 350,000
Urusindisha Ltd
Earnings after tax 250,000 100,000 240,000 500,000
Dividends distributed 0 80,000 50,000 200,000
Number of shares 2,000 2,000 2,000 2,000
Required investment 220,000 0 150,000 250,000
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Required:

Using relevant calculations, identify and evaluate the dividend policy adopted by each company
(12 Marks)

(b) The summarized statement of financial position below relates to Akange Limited for the financial

year ended 31 December 2021.

Items FRW (000)
Non-current assets

Property, plant and equipment 720,000
Current assets 280,000
Total assets 1,000,000
Equity and liabilities

Equity

Ordinary share capital of FRW 1000 each 500,000
Non-current liabilities

10% irredeemable debenture with a par value of FRW 1000 each 200,000
Current liabilities 300,000
Total equity and liabilities 1,000,000

Other relevant information

1.The cost of ungeared business is 14% and the current market price of shares is FRW 950 per share
for ungeared business.

2.The irredeemable debenture has a market price of FRW 1,100 per debenture. The corporate income
tax rate is 30%.

3. The company is proposing to issue an additional debenture of FRW 100,000,000 to finance its
proposed investment. The cost of the debt will remain the same.

Required:
i. Determine the optimal value of the firm under the Modigliani and Miller theory (2 Marks)
ii. Show the effect of issuing an additional debenture on the value of equity (2 Marks)
iii. Show the effect of issuing an additional debt on the weighted average cost of capital

(9 Marks)
(Total: 25 Marks)
QUESTION FOUR

(a) Ndahiro Rwanda Limited (NR Ltd) deals in general merchandised business with a number of
different outlets which are used as distribution channels. Most of the company’s sales are on credit
with only 10% on cash basis. The total annual sales in 2021 were FRW 400,000,000. The marketing
department has been facing challenges in selling the company’s product which has been witnessed by
the decrease in sales by 20% as compared to 2020 despite the fact that 2020 was a year of lockdowns
due to COVID-19 pandemic. The current credit policy is 15 days, but customers pay in 60 days. As a
way to revamp the selling strategies, the Marketing Director recommended a change in the credit
policy. The Marketing Director recommended that the company should increase the credit period to
90 days and introduces a discount of 4% for early payments. The Director further pointed out that
increasing the credit period will lead to an increase in sales by 25% which is in line with the
company’s budget. The gross profit margin on sales is 28%. It is estimated that, if a discount is

A2.1 Page 7 of 12



introduced, 20% of the customers will take on the discount and pay within 15 days as per the
company’s credit policy.

It is further estimated that 65% of the customers will pay within 90 days, whereas 15% of the
customers will continue paying in 60 days. The current level of bad debts is valued at 2% of credit
sales. If a new credit period is extended, the bad debt will increase to 3% of credit sales. Receivables
are financed by an overdraft at a rate of 15%.

Required:
Advise management on whether the current credit policy of the company should be changed.

(10 Marks)
(b) Ndahiro Rwanda PLC is a Public Limited Company listed on Rwanda Stock Exchange (RSE). The
company’s board members are as below:

Board members Roles Skills and experience
Mr. Ndahiro Felix Chief Executive Officer | He has a Master of Business
(CEO) and Chairman | Administration (MBA) and is a Certified
board of directors Public Accountant (CPA) with over 20
years of experience.
Mrs. Ndahiro Jean is a wife | Finance director Has Bachelor of Commerce Accounting
to Mr. Ndahiro Felix the B.COM and Certified Public Accountant

CEO and Chairman Board
of Directors

Mr Kamwezi Frank Non-executive director An  entrepreneur with 10  years’
experience

Ms. Kayitesi Madina Non-Executive director She is in mother’s Union club with Mrs.
Ndahiro Jean

Mr Ndahiro Junior is a son | Executive director He is aged 11 years and currently in

to Mr and Mrs. Ndahiro primary six but has been helping his

father Mr. Ndahiro Felix in the business
since he was eight years.

Mr Baguma Fred Non-Executive director | A banker with over 20 years of
experience.
Mrs. Kandange Nadine Non-executive director A consultant in real estates with 10 years

of experience.

Mrs. Ndahiro Jean heads the Appointment and the Audit Committee whereas Ndahiro Junior heads
the Remuneration Committee. In the recent board meeting, one of the board members expressed
concerns as to why the company continues to spend money on community work yet the business is
experiencing hard times as a result of COVID-19.

Required:

i. Comment on the corporate governance issues in Ndahiro Rwanda PLC. (8 Marks)
ii. Provide an explanation to one of the board members that expressed concerns as to why the
company should continue spending money on community work. (4 Marks)

(c) Ndahiro Rwanda PLC is interested in raising more capital to finance its operations. However, the
company is unable to obtain the required funds on the local market.

Required:
Explain any three money market instruments that Ndahiro Plc can use to raise the required
capital in international money market (3 Marks)

(Total 25 Marks)
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