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STRATHMORE INSTITUTE OF MATHEMATICAL SCIENCES 

BBS FINANCIAL ENGINEERING, FINANCIAL ECONOMICS & ACTUARIAL SCIENCE 
END OF SEMESTER EXAMINATION  

BSF 1204 CORPORATE FINANCE  
 
DATE: April 2021        Time: 2 Hours 

 
Instructions 
1. This examination consists of FIVE questions. 
2. Answer Question ONE (COMPULSORY) and any other TWO questions. 
 
Question 1  

a) You must evaluate the purchase of proposed equipment for the R&D department. The initial 

investment outlay is Ksh178,000. The equipment will be sold after 3 years for Ksh50,000. The 

applicable depreciation rate is 25% on a straight-line basis. The equipment would require an 

Ksh8,000 increase in net working capital (spare parts inventory). The project would have no 

effect on revenues, but it should save the firm Ksh50,000 per year in before-tax labor costs. The 

firm’s tax rate is 40%. If the company’s cost of capital is 12%, should the equipment be 

purchased? Explain.        (11 marks) 

b) Express Ltd has annual sales revenue of Ksh6 million and all sales are on 30 days’ credit. 

Contribution is 60% of sales and the company currently has no bad debts. Receivables are 

financed by an overdraft at an annual interest rate of 7%. Express Ltd plans to offer an early 

settlement discount of 1.5% for payment within 15 days and to extend the maximum credit 

offered to 60 days. The company expects that these changes will increase annual credit sales 

by 5%, while also leading to additional incremental costs equal to 0.5% of sales. The discount 

is expected to be taken by 30% of customers, with the remaining customers taking an average 

of 60 days to pay. Evaluate whether the proposed changes in credit policy will increase the 

profitability of Express Ltd.        (9 marks)  

c) Discuss the factors to be considered in formulating the dividend policy of a stock-exchange 

listed company.         (10 marks) 

 
(TOTAL: 30 MARKS) 



Page 2 of 8 

Question 2  

a) Redding Co operates in an industry which has recently been deregulated as the government 

seeks to increase competition in the industry.  

Redding Co plans to replace an existing machine and must choose between two machines. 

Machine 1 has an initial cost of Ksh200,000 and will have a scrap value of Ksh25,000 after 

four years. Machine 2 has an initial cost of Ksh225,000 and will have a scrap value of 

Ksh50,000 after three years. Annual maintenance costs of the two machines are as follows:  

Year     1  2  3  4  

Machine 1 (Ksh per year)  25,000  29,000  32,000  35,000  

Machine 2 (Ksh per year)  15,000  20,000  25,000  

Where relevant, all information relating to this project has already been adjusted to include 

expected future inflation. Taxation and tax allowable depreciation must be ignored in relation 

to Machine 1 and Machine 2.  

Redding Co has a cost of capital of 12%.  

Determine which of the two machines should be selected by Redding Co. (10 marks) 

b) Better Co is reviewing investment proposals that have been submitted by divisional managers. 

The investment funds of the company are limited to Ksh800,000 in the current year. Details 

of three possible investments, none of which can be delayed, are given below. 

Project 1 

An investment of Ksh300,000 in workstation assessments. Each assessment would be on an 

individual employee basis and would lead to savings in labour costs from increased efficiency 

and from reduced absenteeism due to work-related illness. Savings in labour costs from these 

assessments in nominal terms are expected to be as follows: 

Year 1 2 3 4 5 

Cash flows (Ksh'000) 

 

85 90 95 100 95 

Project 2 

An investment of Ksh450,000 in individual workstations for staff that is expected to reduce 

administration costs by Ksh140,800 per annum in nominal terms for the next five years. 
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Project 3 

An investment of Ksh400,000 in new ticket machines. Net cash savings of Ksh120,000 per 

annum are expected in current price terms and these are expected to increase by 3.6% per 

annum due to inflation during the five-year life of the machines. 

Better Co has a nominal cost of capital of 12% and taxation should be ignored. 

Determine the best way for Better Co to invest the available funds and calculate the resultant 

NPV: 

i) on the assumption that each of the three projects is divisible.  

ii) on the assumption that none of the projects are divisible.   (10 marks) 

(TOTAL: 20 MARKS) 

 
Question 3  
a) Xerox Co. wishes to minimise its inventory costs. Annual demand for a raw material 

costing Ksh12 per unit is 60,000 units. Inventory management costs for this raw material 

are as follows: 

Ordering cost: Ksh6 per order 

Holding cost: Ksh0·75 per unit per year 

The supplier of this raw material has offered a bulk purchase discount of 1.5% for orders of 

10,000 units or more. If bulk purchase orders are made regularly, it is expected that annual 

holding cost for this raw material will increase to Ksh2 per unit per year. 

i. Calculate the total cost of inventory for the raw material when using the economic 

order quantity.         (5 marks) 

ii. Determine whether accepting the discount offered by the supplier will minimise the 

total cost of inventory for the raw material.     (5 marks) 

b) In looking to reduce the working capital funding requirement, the financial controller of 

Sammer Africa is considering factoring credit sales. The company's annual turnover is 

Ksh2.5m of which 90% are credit sales. Bad debts are typically 3% of credit sales. The 

average receivables period is 2.5 months. The offer from the factor is conditional on the 

following. 

1) The factor will take over the sales ledger of Sammer Africa completely. 

2) 80% of the value of credit sales will be advanced immediately (as soon as sales are 

made to the customer) to Sammer Africa, the remaining 20% will be paid to the 

company one month later. The factor charges 15% per annum on credit sales for 
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advancing funds in the manner suggested. The factor is normally able to reduce the 

receivables' collection period to one month. 

3) The factor offers a 'no recourse' facility whereby they take on the responsibility for 

dealing with bad debts. The factor is normally able to reduce bad debts to 2% of credit 

sales. 

4) A charge for factoring services of 4% of credit sales will be made. 

The salary of the Sales Ledger Administrator (Ksh12,500) and overhead costs of the credit 

control department, amounting to Ksh2,000 per annum, would be saved under the proposals. 

Sammer Africa’s cost of overdraft finance is 12% per annum.  

Evaluate the proposal to factor the sales ledger by comparing Sammer Africa’s existing 

receivable collection costs with those that would result from using the factor (assuming that 

the factor can reduce the receivables collection period to one month).   (10 marks) 

 

(TOTAL: 20 MARKS) 

 
Question 4  

Summary financial information for Umeme Co is given below, covering the last two years.  

 2020 2021
Ksh'000 Ksh'001

INCOME STATEMENT (EXTRACT)  
Revenue 74,521 68,000
Cost of sales 28,256 25,772
Salaries and wages 20,027 19,562
Other costs 11,489 9,160
Profit before interest and tax 14,749 13,506
Interest 1,553 1,863
Tax 4,347 3,726
Profit after interest and tax 8,849 7,917
Dividends payable 4,800 3,100

 
 2020 2021

Ksh'000 Ksh'001
STATEMENT OF FINANCIAL POSITION (EXTRACT)  
Shareholders' funds 39,900 35,087
Longterm debt 14,000 17,500

 
Other information  
Number of shares in issue ('000) 14,000 14,000
Share price Ksh8.82 Ksh7.41

 
Using profitability, debt and shareholders’ investment ratios, discuss the performance of Umeme 

Co over the last two years.        (20 marks) 
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Question 5  

Machakos Ltd. wishes to raise funds amounting to Ksh10 million to finance a project in the 

following manner:  

Ksh6 million from debt; and 

Ksh4 million from floating new ordinary shares.  

The present capital structure of the company is made up as follows:  

1. 600,000 fully paid ordinary shares of Ksh10 each  

2. Retained earnings of Ksh4 million  

3. 200,000, 10% preference shares of Ksh20 each.  

4. 40,000 6% long term bonds of Ksh150 each.  

The current market value of the company‟s ordinary shares is Ksh60 per share. The expected 

ordinary share dividends in a year’s time is Ksh2.40 per share. The average growth rate in both 

dividends and earnings has been 10% over the past ten years and this growth rate is expected to 

be maintained in the foreseeable future.  

The company’s long term bonds currently have a market price of Ksh100 each. The bonds will 

mature in 100 years. The preference shares were issued four years ago and sell at face value.  

Required:  

a) Calculate the cost of:  

i) Ordinary share capital      (2 marks) 

ii) Debt capital         (3marks) 

iii) Preference share capital.       (2 marks) 

b) Calculate the company’s current weighted average cost of capital.   (6 marks) 

c) Calculate the company’s marginal cost of capital if it raised the additional Ksh10 

million as envisaged. (Assume a tax rate of 30%).     (7marks)  

 

(TOTAL: 20 MARKS) 
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