SOLUTIONS TO FINANCIAL CONCEPTS B MAY 2008 EXAMINATION PAPER
SECTION A
QUESTION 1

(a) Interest rate that does not compensate for inflation 


      (2 Marks)
Reasons, any three of the following:

· Deferred Consumption and time value of money

· Opportunity cost

· Inflationary expectations

· Risk Premium (risks of an investment)

· Liquidity preference

· Taxes








      (3 Marks)
(b)
(i)
A business will have a need for working capital.  The working capital
requirements for the minimum needs in terms of debtors (accounts receivables) and inventory levels will be of a permanent nature, whilst a varying need for working capital can arise due to seasonal/cyclical increases in turnover.  This need for working capital will normally be financed by means of short term funds such as a bank overdraft.










    (3 Marks)
(ii) A business can have a borrowing need for fixed assets such as property, plant and equipment.  This is a long term borrowing need and will normally be financed by means of long term loans.  

(3 Marks)
(c)
(i)   An annuity with an infinite horizon e.g. console Bond.
                 (2 Marks)
(ii)   One example of a perpetuity………….

(d)  PV =  
CF1
1 – G






                  (1 Mark)
PV 
=  50,000 ÷ 25% - 12%)




      (2 Marks)
=  50,000 ÷ 0.13

=  K384,615.38





        (1 Mark)








      (4 Marks)

(e) i 
= PMT ÷ PV x 100





          1 Mark

= 6,500 ÷ 50,000 x 100




                     1 Mark
= 0.13 x 100

= 13.00%







        2 Marks









        4 Marks

QUESTION 2
(a) Financial managers are central to the management of a Bank’s funds.  This term is ordinarily used to include all bank officials responsible for making 

Investment decisions – 
advising on the allocation of funds in terms of the total amount of assets composition of non current and current assets, and consequent risk profit of the choices.

Financing decisions -
responsible for raising funds, choosing from a wide variety of institutions and markets, with each source of finance having different features as regards currency, cost, availability, maturity.
These decisions are reflected in the company’s financial statements with investment decision reflected on the assets side of the balance sheet while the financing decision on the liabilities side.  In short the finance manager is responsible for sourcing, allocation and control of funds.

(b) Limited Companies are incorporated to take advantage of “Limited Liability” for their owners (shareholders).  While sole traders and partnership are personally responsible for the amounts owed by their businesses, the shareholders of a limited company are only responsible for the amount paid for their shares.  Management therefore ordinarily act as agents for the shareholders, and the limited liability gives the owners protection if the company fails.  Is a company is put into liquidation, the people who own the company will only be required to pay what they have already paid or agreed to pay forward settling its debt.
      (3 Marks)

(c) In the consolidated financial statements, the inter-company debts have been eliminated and it is therefore not a true reflection of the debt situation within individual companies in the group.

Parent companies are usually an empty shell with the strength of the group lying in subsidiaries to which money has been lent or invested in.

The focus of consolidated financial statements are the shareholders of the parent company e.g.  the focus of consolidated accounts of Press Corporation are the shareholders of Press Corporation (Parent) and any of its subsidiaries.












      (6 Marks)
QUESTION 3

Mchikumbe Namba Zero

Balance Sheet as at 31 March 2008

	Notes
	K

	Assets
	

	Non current assets
	

	Fixed assets 1
	1,400,000

	Current assets 2
	600,000

	
	2,000,000

	Capital and liabilities
	

	Capital and reserves
	

	Capital
	1,200,000

	
	

	Non current liabilities
	

	Long term liabilities
	400,000

	Medium term liabilities
	200,000

	Current liabilities
	200,000

	
	2,000,000

	
	

	
	

	Notes
	

	Fixed assets
	

	Improvements to land and buildings
	50,000

	Mechanical equipment
	275,000

	Motor van
	225,000

	Irrigation equipment
	1,000,000

	Livestock
	750,000

	
	1,400,000

	Current Assets
	

	Accounts receivable
	20,000

	Cash
	5,000

	Crop already harvested
	200,000

	Livestock that is marketable
	275,000

	Seed
	10,000

	Ration
	65,000

	Fertilizer
	20,000

	Spares
	5,000

	
	600,000













    (12 Marks)

Land value =
100,000 – 30,000 x 100
- 10,000



          (17.5)
     1



K300,000 or K300,000/15 ha = K2,000/ha


      (3 Marks)
QUESTION 4

(a) (i)
A related party transaction is a transfer of resources, services or obligations between related parties, regardless of whether a price is charged.

        (1 Mark)
(ii)
Examples:

Purchase or sales of goods (finished or unfinished)

Purchases or sales of property and other assets

Rendering or receiving of services e.g accounting or legal services

Leasing arrangements

Transfers of research and developments

Transfers under licence agreements

Transfers under finance agreements

Transfers under finance agreement (loans, equity, contributors in cash/kind)

Provisions of guarantees or collateral

Settlement of liabilities on behalf of entity



(1 Mark)
(b) Transactions may be entered into with a related party which may not have occurred if there was no relationship.

Transactions may be entered into a related party on terms different from those with an unrelated party.

Transactions with this party may be affected by the exercise of the relationship.











      (5 Marks)
SECTION B

QUESTION 5

	
	20 x 7
	20x6

	Current Ratio
	626.8 = 1.05

599.1


	654.4 = 1.02

642.2

	Quick Ratio
	584.1 = 0.97

599.1


	576.4 = 0.90

642.2

	Debtors payment period


	295.2    x 365 = 49.5 days
2,176.2
	335.5  x 365 = 52.2days
2,344.8

	Stock turnover period


	 42.7 x 365 = 9.4 days

1,659.0
	78.0    x 365 = 16.4 days

1731.5

	Creditors turnover period
	190.8 x 365 = 42.0 days

1,659.0
	188.1 x 365 = 40.0 days

1,731.5











(10 marks)

The company is a service company and so might be expected to have a very low stock and a very short stock turnover period.  The similarity of debtor’s’ turnover periods means that the group is passing on most of the delay in receiving payment to its suppliers.  Given the relatively low stock levels (which means that the reduction in stock turnover might be insignificant) there does not appear to be any significant change in the ratios between 20x6 and 20x7.

The current ratio is a little lower than average but its quick ratio is better than average and very little less than the current ratio.  This suggests that stock levels are strictly controlled, which is re-inforced by the low stock turnover period.  It would seem that working capital is tightly managed to avoid the poor liquidity which could be caused by a high debtor’s turnover period and comparatively high creditors.










                      (10 Marks)

QUESTION 6

(a) The loss in value of money after a period of time.  This affects pricing of commodities.








        (1 Mark)
(b)
PV= FV

(1 + 2)

If discount rate is 10% per annum the present value of K1100 over year hence is FV =    PV

  (1 + 1)n

Since K1100 is future PV is 1100 = K1,000




      (3 Marks)



        1.101
(c)


(d)

(e)
Deferred consumption and time value of money: people choose to have money in the present than in the future.

i. Alternative investments: Lending incurs an opportunity cost should there be a choice for the lender to apply money between different investments.

ii. Inflationary exceptions: where economy generally exhibit inflation so that the borrower compensates the lender the loss in value.

iii. Risk Investments: such as in the event of borrower going bankrupt, absconding or defaulting on the obligation.

iv. Liquidity preference: people prefer to have their resources available in a form that can immediately be exchanged

v. Taxes: lender  insists on higher rate since some gains from interest may be subject  to taxes

(f) (i)
Assume a 360 days year

Interest accrued on John/Mary K5000 x 7% x 60/360 = K5.83

QUESTION 7

(a) Annual report contains two types of information in the form of narrative reports and financial statements

i. Narrative reports

Chairman Statement

Directors Report

Auditors Report

Operating and Financial Review

ii. Financial statements

Income statement

Balance sheet

Cash flow statement

Statement of changes in equity
The above are supported by explanatory notes (to the accounts)
      (5 Marks)
(b) i.
Chuma Limited: Trading and Profit and Loss account for year ended 31 December 2007

	Sales
	
	135,846

	Less cost of sales
	
	

	
Opening stock
	40,360
	

	
Add purchases
	72,360
	

	
Add carriage inwards
	1,570
	

	
	114,290
	

	Less closing
	52,360
	61,930

	Gross profit
	
	73,556

	Less expenses:
	
	

	
Salaries
	18,310
	

	
Rates and occupancy
	4,515
	

	
Carriage outwards
	1,390
	

	
Office expenses
	3,212
	

	
Sundry expenses
	1,896
	

	
Depreciation:
Buildings
	5,000
	

	


Equipment
	9,000
	

	
Directors Remuneration
	9,500
	52,823

	Net Profit
	
	20,733

	Add unappropriated profits from last year
	
	15,286

	
	
	36,019

	Less appropriations
	
	

	
Proposed dividend
	10,000
	

	
General reserve
	1,000
	

	
Foreign exchange
	800
	11,800

	Unappropriated profits carried to next year
	
	24,219


Balance sheet as at 31 December 2007

	
	Cost
	Depn
	Net

	Non current assets
	100,000
	37,000
	63,000

	
	45,000
	25,000
	20,000

	
	145,000
	62,000
	83,000

	Current assets
	
	
	

	
Stock
	
	52,360
	

	
Debtors
	
	18,910
	

	
Bank
	
	6,723
	

	
	
	77,993
	

	Less Current liabilities
	
	
	

	
Creditors
	12,304
	
	

	
Expenses owing
	470
	
	

	
Proposed dividend
	10,000
	22,774
	55,219

	
	
	
	138,219

	Financed by:
	
	
	

	Share capital: authorised and issued
	
	
	100,000

	Reserves
	
	
	

	
Foreign exchange
	
	5,000
	

	
General reserve
	
	9,000
	

	
Profit and loss
	
	24,219
	55,219

	
	
	
	738,219












               (15 Marks)










      (Total 20 Marks)
QUESTION 8

(a)
Risk free return (RFR)

(b)
i.
FV with simple interest = K100,000 + K4,000 + K4,000 = K108,000

ii. FV with compound interest: 

1st year:
100,000 x 1.04 = K104,000

2nd year:
104,000 x 1.04 – 108,160

The extra K160 comes from the interest of 0.04 (4000) = 160 earned on the first interest payment.

(c)
Financial calculator
	Input
	48
	
	1,67
	
	5000,000
	
	-
	
	?

	
	N
	
	I
	
	PV
	
	FV
	
	PMT


= 4 years x 12 months = 20 per annum ÷ 12

	HP12C
	display
	

	fFIN CLX
	0
	Clear all financial registers

	g END
	
	If your calculator is on begin (BIG)

	4 gn
	48.00
	Compounding period expressed in months

	20 gi
	1.67
	Interest rate expressed in months

	500,000 CH SPV
	-500,000
	PV = remaining principle (cash flow out)

	Press PMT
	
	My instalments over 36 months


Using mathematical formula and simple calculator


Formula : PV= PMT [1- (1 + i) –n or PV = PMT    
          1

1- (1+i)n






          i


Substituting 500,000 PMT 


          1

1- (1+0.01667)n
0.01667

Input 1.0167, press Xy or Yx, input 48, press =, display 1/x, display, press +/-, add 1, divide by 0.01667, press xy, multiply by 500,000, solution? 15218

(d)
(i)
An effective annual rate is the actual rate paid (or received) after
 accounting for compounding that occurs during the year.  
        (1 Mark)

(ii) It is computed and used if one wants to compare two alternative
 investments with different compounding periods/rates.
        (1 Mark)
(e)
FV or F (Future Value); PV or F (present value); i or r = interest rate per period; n 
or N = number of periods over which compounding takes place.
      (4 Marks)
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