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INSTITUTE OF BANKERS IN MALAWI

DIPLOMA IN BANKING EXAMINATION

SUBJECT: FINANCIAL CONCEPTS A   (IOBM- D206)
Date: Sunday 4th May 2008

Time Allocated: 3 hours (13.30 to 16.30 pm)

INSTRUCTIONS TO CANDIDATES
1
Read the instructions on the cover of the answer book.
2
This paper consists of TWO Sections, A and B.
3
Section A consists of 4 questions, each question carries 15 marks. 


Answer ALL questions.
4
Section B consists of 4 questions, each question carries 20 marks. Answer ANY TWO questions.
5
You will be allowed 10 minutes to go through the paper before the start of the examination, when you may write on this paper but not in the answer book.

6
DO NOT open this question paper until instructed to do so.

SECTION A 
(60 Marks)
Answer ALL questions from this section.
QUESTION 1

(a)  
Define and distinguish between the following types of interest rates:


(i)
Annual percentage rate and effective annual rate.
 (3 marks)


(ii)
Nominal rate and real rate.




 (2 marks)


(iii)
Fixed rate and floating rate.



 (2 marks)
(b) (i)
An amount of K950 is invested for 21/2 years at a simple interest 



rate of 4% per annum. What is the total interest earned at the
end of 21/2 years?  (Indicate formula and workings).

(4 marks)
(ii)
An amount of K300 is invested for 1 year at a compounding interest rate of 12% per annum and interest is compounded monthly.  What is the total interest received at the end of the year? (Indicate formula and workings).


 (4 marks)







          (Total 15 Marks)






QUESTION 2

(a) (i)
Why does an investor seek compensation for sacrificing present

 consumption?  Give three (3) reasons.

         
 (3 marks)

(ii)
Malita, an athlete has just won a major competition.  For her prize money, she has the option of receiving either K500,000 now or K750,000 in two years time.
  
    



If the real rate of return is 10% and inflation is at 15% advise her which option is better.




(4 marks)

(iii)
If stock market returns in nominal terms are at 25% and she has the option to invest, would your advice in 2 a (ii) above change?  Explain and show your working.



(2 marks)
(b) Suppose you want to invest in a fixed deposit account for one year and there are various tenors.  If the annual percentage rate is 15%, what is the effective annual rate for the following tenors:

(i) compounding monthly




(2 marks)
(ii) compounding quarterly




(2 marks)

(iii) compounded semi annually



(2marks)



 




    
(Total 15 Marks)
QUESTION 3

(a) Mrs Mtanga allocates 10% of her salary to buy 50 kgs of rice every month costing K100 per kg.  If her salary increases by 8% and the price of rice increases by 20% find:
(i)
Number of kgs she can buy if she still allocates 10% of her salary for rice.




            (2 marks)
(ii)
Proportion of her salary she must now allocate to rice if she is still to buy 50 kgs of rice every month.


 (2 marks)
(b) Ofune intends to buy a car in 3 years time which will cost K1,000,000 at that time.  How much should he be saving at the beginning of every month if the bank pays him 10% per annum compounded monthly.







   

 (5 marks)
(c) Njati Limited a company listed on the stock exchange has been paying the following dividend per share over the last 4 years.

Year

Dividend per share (MK)
2004

2.00

2005

2.16

2006

2.33

2007

2.52

What is the value of its stock if investors require a 15% rate of return?

  





            (6 marks)
(Total 15 Marks)
QUESTION 4

(a) Explain payback method of capital budgeting.  Give its advantages and disadvantages.





          (10 marks)
(b)
(i)
XYZ company needs to buy either machine A or machine B. 
Machine A costs K500,000 and would generate annual cash flows  of K200,000 for 4 years after which the machinery has a zero value. 

(ii)
Machine B costs K600,000 and generates annual cash flows of K250,000 for 4 years after which it has a zero value. Calculate accounting rate of return for both machines (showing your workings) if the company applies straight line depreciation on both machines.





 (5 marks)
        (Total 15 Marks)
SECTION B
(40 Marks)

Answer ANY TWO questions from this section.
QUESTION 5

MAK Construction is about to sign a contract with a major bank to construct an office building in the central business district.  They will need a specialized machine which can either be bought or leased.

The machine will cost MK50 million to buy and annual maintenance costs of MK5 million for three years starting a year after purchasing the machine.  It is anticipated that the machine will have a useful economic life of four years, at the end of which, there will be no residual value.  A lease could be arranged under which MAK Construction would be charged K1.5 million a month with each payment being made annually in advance.  MAK Construction will not be required to pay any maintenance costs.  The cost of capital is 12%.

Required:

(a)
Evaluate the lease or buy considerations for acquiring the new machine from a financial viewpoint.


          (10 marks)

(b)
The contract price will result in MK75 million net after all other expenses payable as follows:


40% at the end of year 1


30% at the end of year 2


30% at the end of year 3

Required:

Evaluate whether MAK Construction must accept the contract from a financial view point.






 (5 marks)
(c)
If MAK Construction negotiated for payment terms to be accelerated by one year in each case will it be worthwhile accepting the contract?
            (5 marks)








(Total 20 Marks)
QUESTION 6

(a) Give a comparison of NPV and IRR mentioning at least three distinguishing features of each of these.



 (6 marks)
(b) Figures given below are the estimated cash flow from two mutually exclusive investments (projects).

(All figures are in Malawi kwacha)

	
	Project A
	Project B

	Initial investment
	12,500
	30,000

	Year 1 net cash flow
	7,000
	14,000

	Year 2 net cash flow
	6,000
	14,000

	Year 3 net cash flow
	6,000
	14,000


Please calculate NPV at 14% cost of capital and IRR of both projects and mention which project should be selected. 


          (14 marks)









(Total 20 Marks)
QUESTION 7

(a) Explain the two (2) methods of loan repayment.

 (4 marks)


(b) A firm borrows K1,000 and the loan is to be repaid in 3 years i.e. 3 equal payments at the end of each for the next 3 years.  The lender charges 5% per annum interest rate on the loan balance outstanding at the beginning of each year.  
What is the constant annual payment or the amount the firm must repay each year? (show calculator inputs).


 (7 marks)
(c) A firm needs to advise them on a sinking fund approach to replace their computer in 5 years time.  The cost of computer is estimated at K150,000 and can be sold at K50,000 at the end of the period (realisable value). 

Calculate sinking fund provision to be made each year for replacement of computer after 5 years if inflation rate is assumed at 8% per annum and bank offers them a return of 12% per annum (show calculator inputs).






  
(9 marks)







(Total 20 Marks)
QUESTION 8

(a) A company intends to invest a sum of K5,000 at the beginning of every year with an interest rate of 10% per annum.  It also intends to increase deposits every year with 10%. 
What will its future value be after 5 years? (show formula and workings).


         



          (10 marks)
(b) A company intends to invest a sum of K3,000 at the end of every year for 4 years at interest of 20% per annum compounded annually.  It also intends to increase deposits every year with 10%.  What will its future value be after 4 years? (show formula and workings).
          (10 marks)
(Total 20 Marks)
END OF QUESTION PAPER
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