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INSTITUTE OF BANKERS IN MALAWI

DIPLOMA IN BANKING EXAMINATION
SUBJECT: FINANCIAL CONCEPTS A (IOBM-D206)

Date: Saturday, 8th November 2008

Time Allocated: 3 hours (08.00 a m – 11.00 a m) 

INSTRUCTIONS TO CANDIDATES
1 
This paper consists of TWO Sections, A and B.

2 
Section A consists of 4 questions, each question carries 15 marks.

Answer ALL questions.

3 
Section B consists of 4 questions, each question carries 20 marks. Answer ANY TWO questions.
4
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.

5
Begin each answer on a new page.
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)
(i)
What is Financial Management?



      (2 marks)
(ii)
Why is Financial Management forward looking?
        (1 mark)
(iii)
What decisions do Financial Managers make in an organization?










(3 marks)

(b)
(i)
Briefly describe risk in lending.



      (4 marks)

(ii)
Rukuru Investments is considering borrowing K6,000,000.00 to finance purchase of new plant from  Fair Bank who offered to lend the required sum at 8% interest rate per annum.  The terms are that Rukuru Investment will be paying interest annually and that the principle will only be paid at the end of the three year period.

Required:-

Find total interest payable by Rukuru Investments over the three year period.

  





      (5 marks)
(Total 15 Marks)
QUESTION 2
(a)
Find the interest rate necessary for K20,000 to accrue to K50,000 in 12 years (assuming compound interest). Show your workings.







    



      (6 marks)
(b)
State the reason why effective interest rate will always be greater than the nominal rate?






      (4 marks)
(c)
A company will have to spend K300,000 on a new plant in two years from now.  Currently investment rates are at nominal 10 percent.
Required:

(i)
What single sum should now be invested if compounding is biannually?






      (3 marks)

(ii)
Work out the APR.





      (2 marks)

(Total 15 Marks)
QUESTION 3
(a) What would be the implication of high inflation on the Malawi Kwacha?  Give a simple illustration.





      (4 marks)
(b)
(i)
Define real rate of interest?



      (2 marks)

(ii)
Government recently announced base lending rate of 15 percent.  Che Ketulo, a vendor, applied for a K100,000 loan.  It is expected that the general price levels in the course of the year will change by 11 percent.  Work out the real rate of interest on the loan.

      (3 marks)
(iii)
A recent SME survey shows a 5 percent chance of default among vendors.  Determine the interest rate your bank must apply (show your workings).





      (3 marks)
(iv)
Why is the ‘Risk Premium’ very low (close to zero) for treasury investments?






      (3 marks)

(Total 15 Marks)

QUESTION 4
(a)
Briefly describe any four investment appraisal techniques giving its advantages and disadvantages.




    (10 marks)
(b)
The net cashflows of a project are estimated as follows:




    Year
0
      1

2
   3

4


Net Cashflow
    K’000
(25,000)    9,000
12,000   8,000
7,000 
(i)
Calculate the net present value of the investment using a discount rate of 15%.






      (2 marks)
(ii)
Find Internal Rate of return for the project.

      (3 marks)
(Total 15 Marks)

SECTION B

 (40 MARKS)
Answer ANY TWO questions from this section.

QUESTION 5
Changu Investments is considering investing in cassava making plant.  The following data has been gathered:

Capital outlay

K75m at the start of the project on 1 January 2008

Project life


3 years

Depreciation
Straight-line with nil residual value after 3 years.  Net book value at the end of each year represent value of investment.

Revenues to be generated


K100m in 2008, K110m in 2009 and K90m in 2010.  All cashflows occurring at the each of year.  These may vary by ±5%,

Direct cost
K60m in 2008, K66m in 2009 and K54m in 2010 payable at the end of each year.

Cost of capital 
Currently at 12% this may rise to 14% or reduce to 10% depending on economic trends.

Required:

(a)
Prepare three tables showing net profit and return on investment for each year of the project, and also net present value (NPV) for:


(i)
The current project data;




      (5 marks)

(ii)
The most favourable outcome:



      (5 marks)

(iii)
The most adverse outcome.



      (5 marks)
(b)
What other factors are likely to be considered when deciding whether the company should proceed with a particular project?

      (5 marks)









(Total 20 Marks)

QUESTION 6

Mkomya Apartments is considering expanding its recreation facilities.

The expansion project would require an initial expenditure of MK45 million.  The project is expected to have a disposal value at the end of 5 years which is equal to 10% of the initial expenditure.

Current data
1. It is expected that sales will be at MK40 million at current levels but will only start flowing in a year’s time.  In which case this will have risen by 5% and will continue to rise at that level for each of the five years.

2. Direct costs are expected to be 50% of sales.  However, in a year’s time these would have risen by 5% and will continue to rise at the same level for the next 5 year.

3. Fixed costs are K5 million per annum and will remain constant.

Mango’s real discount rate is 10% per annum.  A national inflation rate of 5% per annum will apply during the life of the project and investors will require compensation for such.

All of the values above have been expressed in terms of current prices.  You can assume that all cash flows occur at the end of each year except the initial investment payable at the beginning of the year.

Required:

(a)
Evaluate the proposed expansion from a financial perspective.


(15 marks)

(b)
What are the limitations of the analysis carried out in (a) above and what additional information may be required to make a better decision?


(5 marks)










    (Total 20 Marks)

QUESTION 7

(a)
Define the term amortization annuity.



(4 marks)
(b)
What is an amortization schedule?  State four elements of the schedule.










(4 marks)

(c)
A company negotiates a loan of K200,000 over 15 years at 10.5% per annum.  Using the formula, calculate the annual payment necessary to amortize the debt.






(12 marks)
(Total 20 Marks)

QUESTION 8

(a)
What is a sinking fund?





      (2 marks)
(b)
State two purposes for which sinking funds are commonly used. (4 marks)
(c)
A company borrows K46,000, which is compounded at 15%, to finance a new production line.  The debt will be discharged at the end of the 5 years with regular annual payments into a sinking fund which pays 11.25%.  Calculate the annual payment into the fund and construct a schedule, assuming that the first payment into the fund is made at the end of the first year.








    (14 marks)
(Total 20 Marks)
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