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CS ADVANCED LEVEL 

PILOT PAPER 

FINANCE FOR DECISION MAKING 

December 2021.                                                               Time Allowed: 3 hours. 

Answer ALL questions.  Marks allocated to each question are shown at the end of the question. Show ALL your workings. 

QUESTION ONE 
(a) The functions of a finance manager have evolved due to the dynamic nature of the business environment.  Highlight

some of the emerging roles of finance management.                                         (4 marks)

(b) Outline the practical difficulties faced by small scale enterprises wishing to obtain finance to expand production.
         (4 marks) 

(c) ABC Ltd. is in the agricultural industry.  The company’s balance extract as at 31 March 2020 is as below:

Ordinary share capital (Sh.10 par value) 
Retained earnings 
10% preference share capital (Sh.20 par value) 
12% debenture (Sh.100 par value) 

Sh.“million” 

400 
200 
100 
200 
900 

Additional information: 
1. Corporate tax rate is 30%.
2. Preference shares were issued 10 years ago and are still selling at par value (MPS = Par value).
3. The debenture has a 10 year maturity period.  It is currently selling at Sh.90 in the market.
4. Currently the firm has been paying dividend per share at Sh.5.  The DPS is expected to grow at 5% p.a.

in future.  The current MPS is Sh.40.

Required: 
(i) Calculate the market weighted cost of capital for this firm.  (8 marks) 

(ii) Outline the weaknesses of using the weighted average cost of capital as a discounting rate.  (4 marks)      
 (Total: 20 marks) 

QUESTION TWO 
(a) Distinguish between convertible debentures and non-convertible debentures.  (2 marks) 

(b) Company XYZ Ltd. has sold 10,000 ordinary shares of Sh.30 (partly called up) plus 20,000 Sh.45 preference
shares, which are convertible.  Compute the total number of ordinary shares after conversion.  (4 marks) 

(c) Outline the constraints to the growth of Venture Capital in Kenya.  (6 marks) 
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(d) For each of the companies described below, advice the company on the most appropriate dividend policy to be 
 adopted by the company. 
 

(i) A company with a large proportion of inside ownership, all of whom are high income individuals.                                                                                            
                    (2 marks)
  

(ii) A growth company with an abundance of good investment opportunities.                               (2 marks) 
 

(iii) A company experiencing ordinary growth, has high liquidity and much unused borrowing capacity.         
                            (2 marks) 

 
(iv) A dividend-paying company that experiences an unexpected drop in earnings from the trend.     (2 marks)                                                                                                                      

         (Total: 20 marks) 
 

QUESTION THREE 
The following financial statements relate to the ABC Company: 

  
 

 

 

 

 

 
 

Income Statement for the year ended 31 March 1995 
 

 

Sales 
Less cost of sales 
   Gross profit 
Selling and administration expenses 
Earning before interest and tax 
Interest expense 
 
Estimated taxation (40%) 
Earnings after interest and tax 

      Sh. 

1,972,500 
1,368,000 
   604,500 
   498,750 
   105,750 
     34,500 
     71,250 
     28,500 
     42,750 

 
Required: 
(a) Calculate: 

(i) Inventory turnover ratio.                  (2 marks) 
 

(ii) Times interest earned ratio.                 (2 marks) 
 

(iii) Total assets turnover.                  (2 marks) 
 
(iv) Net profit margin.                  (2 marks) 

 
(Note: Round your ratios to one decimal place) 

 
(b) The ABC Company operates in an industry whose norms are as follows: 
 
 Ratio    Industry Norm 

 Inventory turnover        6.2 times 
 Times interest earned ratio        5.3 times 
 Total assets turnover        2.2 times 
 Net profit margin           3% 

Assets      Sh. Liabilities & Net worth     Sh. 

Cash 
Debtors 
Stock 
Total current assets 
Net fixed assets 

     28,500 
   270,000 
   649,500 
   948,800 
   285,750 
1,233,750 

Trade creditors 
Notes payable (9%) 
Other current liabilities 
Long term debt (10%) 
Net worth 

   116,250 
     54,000 
   100,500 
   300,000 
   663,000 
1,233,750 
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Required: 
(i)   Comment on the revelation made by the ratios you have computed in part (a) above when compared with the 

industry average.                                 (4 marks) 
 

(ii)   Explain the limitations of using financial ratios in decision making.                               (8 marks) 
          (Total: 20 marks) 

 
QUESTION FOUR 
(a) Distinguish between Capital structure and financial structure of a firm.                        (4 marks) 

 
(b) Roca Real Estate Developers purchased a machine five years ago at a cost of Sh.7,500.  The machine had an 

expected economic life of 15 years at the time of purchase and a zero estimated salvage value at the end of 15 
years.  It is being depreciated on a straight line basis and currently has a book value of Sh.5,000.  The Financial 
Manager has conducted a feasibility study aimed at acquiring a new machine for Sh.12,000 and is depreciated over 
its 10 years useful life.  The new machine will expand sales from Sh.10,000 to Sh.11,000 per annum and will 
reduce labour and materials usage sufficiently to cut operating cost from Sh.7,000 to Sh.5,000.  The salvage value 
of the new machine is Sh.2,000 at the end of useful life.  The current market value of the old machine is Sh.1,000 
and tax is 40%.  The firms cost of capital is 10%.  The financial manager wishes to make a decision on whether to 
replace the old machine with a new one and he seeks your held. 
 
Required: 
(i) Compute the NPV of incremental cash flows and advice the company on whether to replace the old 

machine with a new machine.                                    (10 marks) 
 

(ii) Discuss the advantages of using NPV techniques in evaluating investments.                         (6 marks) 
          (Total: 20 marks) 
 

QUESTION FIVE 

(a) Explain the concept of crowdfunding and highlight relevant examples.                           (4 marks) 
 

(b) Explain the significance of valuation securities.                                       (4 marks)  
 

(c) XYZ Ltd is expected to pay a DPS of Sh.6 in one year’s time.  The dividend payout ratio is 60% and the Return on 
Equity is 15%.  Determine whether the share is overvalued if the MPS is Sh.40.                     (4 marks) 
 

(d) Highlight the defensive tactics against a hostile takeover bid.                              (8 marks) 
          (Total: 20 marks) 

 
………………………………………………………………………………….. 
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CS ADVANCED LEVEL 

FINANCE FOR DECISION MAKING 

WEDNESDAY: 15 December 2021. Time Allowed: 3 hours. 

Answer ALL questions. Marks allocated to each question are shown at the end of the question. Show ALL your 

workings. 

QUESTION ONE 

(a) In a digital economy, the role of finance manager is pervasive in all activities of the firm. 

Required: 
In light of the above statement, discuss four main managerial roles played by a finance manager. (8 marks) 

In relation to working capital management, distinguish between "over-capitalisation" and "under-capitalisation". 
(4 marks) 

(b) 

The following information relates to two companies: Alpha Ltd. and Beta Ltd. for the year ended 31 December 

2020: 
(c)

Beta Ltd. Alpha Ltd. 

15,000 10,000 
22% 

Annual sales (Sh."000") 
Percentage of gross profit on sales 
Average stock (Sh."000") 
Current liabilities (Sh. "000*") 
Current ratio 

25% 
800 650 

1,000 800 

3:1 2.6:1 
600 Closing stock (Sh."O00°") 

Receivables at year end (Sh."000") 
820 

2,000 1,250 

Required: 
Using the above information calculate the following: 

(2 marks) Stock turnover ratio. 

(2 marks) 
ii) Acid test ratio. 

(2 marks) 
(ii) Receivables turnover. 

(2 marks) 
(Total: 20 marks) (iv) Average age of receivables in months. 

QUESTION TWO 

(a) 
(5 marks) 

Highlight five sources of finance in their order of preference according to the pecking order theory. 

(b) The following information relates to profits reported by Donnet Ltd. for the last four years. 

2017 2018 2019 2020

6.0 6.2 6.3 6.3 
Profit after tax (Sh."million") 

The firm's earnings yield is 12%. 

(5 marks) Required 
The market value of Donnet Limited. 
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(c) C TOlowing information was extracted from the statement of financial position of ZAP Limited 

Sh."000 
2,500 

Ordinary Shares (Sh.0.50 each) 
12% unsecured bonds 

1,000 

Additional information: 
The ordinary shares are currently quoted at Sh.1.30 each. 

The 12% bonds are trading at Sh.72. 

The ordinary dividend of Sh.0.15 has just been paid with an expected growth rate of 10%. 

The corporation tax rate 30%. 

. 

(10 marks) Required 
The weighted average cost of capital(WACC) for the company. (Total: 20 marks) 

QUESTION THREE 

(a) Mathew Wakili intends to start a small business enterprise. 

Advise Mathew Wakili on four external sources of finance that may be available to him. (8 marks) 

Pambo Limited Purchased a special machine 1 year ago at a cost of Sh.1,200,000. At that time, the machine was 

estimated to have a useful life of 6 years and no salvage value. The annual operating costs for the old machine are 

estimated at Sh.400,000. 

(b) 

A new machine has just been introduced to the market which will do the same job but with an annual operating 

cost of Sh.340,000. The new machine costs Sh.2,100,000 and has an estimated useful life of 5 years with zero 

salvage value. 

The old machine can be sold for Sh.1,000,000. 

Additional information: 
The company uses straight line method of depreciation. 

The corporation tax rate is 30%.
The company's cost of capital is 10%. 3. 

Required: (2 marks) The initial investment for new machine. 

(2 marks) 
(1i) The incremental cash inflow after tax. 

(2 marks) 
(iii) The Net Present Value (NPV) of the new machine. 

(2 marks) 
(iv) Advise the management whether to invest in the new machine. 

The following information has been extracted from the books of Kawaida Ltd. for the year ended 31 December 

2020: 
(c) 

Sh.15 million 

Sh.9 million 
2 million 

Profit after tax 

Total dividend paid 
Number of shares outstanding 

Cost of equity capital 20% 
25% Rate of return on investment 

Required: 
The current theoretical market value of the company's share using the Walters Model. (4 marks) 

(Total: 20 marks) 
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QUESTION FOUR 

(a) With respect to working capital management, describe four possible methods of easing cash shortages in an 
organisation. (4 marks) 

XYZ Ltd. has a dividend capitalisation rate of 12% on its investment of Sh.600,000 in assets. The comp: 
600,000 outstanding ordinary shares at Sh. 10 per share cach. The company's rate of return is 10% and it has a 
policy of retaining 40% of the carnings. 

(b) ha 

Required: 
) Using Gordon's model, determine the price of the company's share. (3 marks) 

(ii) Critique Gordon's Model as a method of valuing securities. (3 marks) 

Fred Onyango visited his local bank in search for additional working capital and proposes to borrow Sh.120,000 
repayable in six months. The eredit analyst at the bank upon interviewing Fred Onyango discovers that although 
the customer's cash inflows have been averagely steady over the last few years, his busincss experiences a boom 
twice a year at intervals of six months. The end of the ncxt six months coincides with the end of the proposed 

loan's tenure. A partially amortising loan with Sh.60,000 being paid at the end of the sixth month is 

recommended. 

(C) 

Required: 
Prepare a loan amortisation schedule for the two options to assist Fred Onyango in understanding the repayments. 

Note: The bank charges an interest rate of 14.40% per annum. (10 marks) 
(Total: 20 marks) 

QUESTION FIVE 

a) Budgets are not prepared in isolation and then filed away but are the fundamental components of what is known as 

the budgetary planning and control system. 
In line with this statement: 

(1 mark) ) Explain the meaning of the term "budgetary planning and control system". 

(5 marks) i) State five objectives of a budgetary planning and control system. 

JNS Manufacturers Limited manufactures two products namely; "Skyline" and "Digitex". The company is in the 

process of preparing the year 2022 budgets. Both products are made by the same grade of labour, grade C. The 
company currently holds 800 units of Skyline and 1,200 units of Digitex in inventory but 250 units of Digitex 
have been discovered by auditors to have deteriorated in quality and must therefore be scrapped. Budgeted annual 

sales of Skyline are 3,000 units and of Digitex are 4,000 units, provided that the company maintains finished 

goods inventories at a level equal to three months sales. 

b) 

Grade C labour was originally expected to produce one unit of Skyline in two hours and one unit of Digitex in 

three hours at an hourly rate of Sh.250 per hour. However, in discussions with Wafanyikazi trade union 

negotiators, it has been agreed that the hourly wage rate should be raised by Sh.50 per hour provided that the times 

to produce Skyline and Digitex are reduced by 20%. 

Required: 
(1) Production budget for the year 2022 (6 marks) 

(ii) Direct labour budget for the year 2022 indicating the direct labour cost per hour. (4 marks) 

s) (4 
(Total: 20 marks) 

(c) Summarise four assumptions of the Walter's dividend relevance model. 

***e*tesse************************************* 
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CS ADVANCED LEVEL 
 

FINANCE FOR DECISION MAKING 
 
MONDAY: 1 August 2022. Afternoon paper. Time Allowed: 3 hours. 
 
Answer ALL questions. Marks allocated to each question are shown at the end of the question. Show ALL your workings. 
Do NOT write anything on this paper. 
 
QUESTION ONE 
(a) Highlight five limitations of profit maximisation objective of a firm. (5 marks) 

(b) Explain five assumptions of cost volume profit analysis. (5 marks) 

(c) The projected weekly working capital requirements for Uwezo Ltd. for the second week of August 2022 is as 
follows: 
Day Amount of working capital required 
 Sh.“000” 
Monday    9,000 
Tuesday  9,000 
Wednesday 12,500 
Thursday 16,000 
Friday 23,000 
Saturday 33,500 
Sunday 44,000 
 
The expected cost of short term funds is 20% while that of long term funds is 25%.  
Ignore taxation. 
 
Required: 
(i) A schedule showing the amount of permanent and seasonal working capital requirement for each day.  

   (4 marks) 

(ii) The average amount of long term and short term finance that would be required daily. (2 marks) 

(iii) The total cost of working capital finance if the firm adopted an aggressive financing strategy. (2 marks) 

(iv) The total cost of working capital finance, if the firm adopted a conservative financing strategy. (2 marks) 
  (Total: 20 marks) 
 
QUESTION TWO 
(a) Explain the following terms as used in valuation: 

 
(i) Book value. (2 marks) 

(ii) Replacement value. (2 marks) 
 

(b) Discuss three importance of capital investment decisions. (6 marks) 

(c) The capital structure of Maziwa Ltd. which is considered optimal as at 31 May 2022 was as follows: 

 Sh.“000” 
Ordinary share capital 225,000 
Retained earnings 75,000 
8% preference share capital (Sh.100 par value)           75,000 
12% debenture (Sh.1,000 par value) 125,000 
 500,000 
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The company intends to raise additional funds for investing in a new project which is estimated to cost Sh.150 
million. 
 
Additional information: 
1. Any new ordinary shares issued will incur a 15% floatation cost per share. 
2. The most recent ordinary dividend paid by the company was Sh.5 per share. Dividend is expected to 

grow at the rate of 8% per annum. 
3. The current dividend yield is 6.25%. 
4. The company expects to raise a maximum of Sh.22,500,000 from retained earnings to finance the 

project. 
5. Additional 8% preference shares can be issued at the current market price of Sh.120 per share. 
6. A new 12% debenture can be issued at Sh.960 per debenture. 
7. Corporation tax rate is 30%. 

 
Required: 
(i) The current market price per ordinary share. ( 2 marks) 

(ii) The number of ordinary shares that should be issued to finance the project. (2 marks) 

(iii) The cost of retained earnings. (1 mark) 

(iv) The cost of ordinary shares. (1 mark) 

(v) The cost of preference shares. (1 mark) 

(vi) The cost of debenture capital. (1 mark) 

(vii) The company’s weighted marginal cost of capital. (2 marks) 
 (Total: 20 marks) 

 
QUESTION THREE 
(a) Cyrus Mwavuli borrowed Sh.1,000,000 from Hakika Bank at an annual interest rate of 12% on reducing 

balance. The loan was repayable in annual instalments over a period of four years. The instalments were payable 
at the end of the year. 
 
Required: 
A loan amortisation schedule. (4 marks) 
 

(b) Discuss three factors that could influence a firm’s capital structure decisions. (6 marks) 

(c) The following data was extracted from the books of Banda Ltd. for the year ended 31 December 2021: 
 
Total sales Sh.40,000,000 
Total asset turnover 2 times 
Total debt to total assets 30% 
Current ratio 3 times 
Inventory turnover 5 times 
Average collection period 18 days 
Fixed assets turnover 5 times 
Gross profit margin 25% 
 
Assume 360 days in a year. 
 
Required: 
Banda Ltd.’s statement of financial position as at 31 December 2021. (10 marks) 
 (Total: 20 marks) 

 
QUESTION FOUR 
(a) Explain each of the following dividend policies: 

 
(i) Stable dividend. (2 marks) 

(ii) Constant dividend payout ratio. (2 marks) 

(iii) Residual dividend. (2 marks) 
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(b) Discuss three causes of conflict between shareholders and creditors. (6 marks) 

(c) The shares of Ukweli Limited are currently trading at Sh.60 each at the securities exchange. Ukweli Limited’s 
price earning (P/E) ratio is 6 times. The company adopts 50% payout ratio as its dividend policy. It is predicted 
that the company’s dividends will grow at an annual rate of 25% for the first three years, 20% for the next 2 
years and thereafter at a constant rate of 10% per annum in perpetuity. The investor’s minimum required rate of 
return is 16%. 
 
Required: 
(i) Current intrinsic value of the shares of Ukweli Limited. (6 marks) 

(ii) Advise a prospective investor whether or not to buy the shares of Ukweli Limited. (2 marks) 
 (Total: 20 marks) 
 

QUESTION FIVE 
(a) Summarise two differences between “master budget” and “cash budget”. (4 marks) 

(b) Argue four cases in favour of factoring as a source of finance. (4 marks) 

(c) The directors of Sports Wear Ltd. is considering the selection of a project from two mutually exclusive projects 
each with an estimated productive life of five years. 
 
Project Alpha will cost Sh.4,960,000 and is expected to generate annual cash flows of Sh.1,200,000 with an 
estimated residual value of Sh.1,180,000. 
 
Project Beta will cost Sh.2,400,000 and is expected to generate annual cash flows of Sh.600,000 with an 
estimated residual value of Sh.405,000. 
 
The company employs a straight line depreciation policy. The company’s cost of capital is 12% per annum. 
 
Required: 
(i) Pay back period for each project. (4 marks) 

(ii) Net present value (NPV) of each project. (6 marks) 

(iii) Advise the board of Sports Wear Ltd. on which project to undertake under each of the investment 
evaluation method in (c) (i) and (c) (ii) above. (2 marks) 

 (Total: 20 marks) 
....................................................................................................... 
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