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QUESTION ONE

a) Highlight the goals of a firm, explaining the main goal of a firm.

(5 marks)
b) Highlight the conflicts between management and the shareholders and how it can be resolved.






(8 marks)

c) Mapato Limited is a company involved in the processing of cooking oil.  The management is considering whether to replace an existing cooler with a new one.

The old cooler is fully depreciated and has no salvage value.  If not replaced, the company will continue to incur Sh.1.8 million as annual operating expenses and an additional Sh.500,000 in repair costs per annum over the next fifteen years.

The new cooler costs Sh.3,150,000.  Its annual operating expenses and repair costs are estimated at Sh.1.3 million and Sh.350,000 respectively over its estimated economic life of fifteen years.  It is expected to be worthless after the expiry of this period.

The cost of capital is 10% and the company depreciates its assets using the straight-line method.

Assume a 30% corporation tax rate.

Required:
i) Compute the incremental net annual cash flows if the old cooler is replaced.







(10 marks)
ii) Using the net present value (NPV) method, advice the management on whether or not to replace the old cooler.

(2 marks)

QUESTION TWO

a) Mamboleo Corporation currently gives terms of net 30 days. It has sh. 60 million in sales and its average collection period is 45 days. To stimulate demand, the company may give terms of net 60 days. On investigation of these terms, sales are expected to increase by 15%. After change of terms, the average collection is expected to be 75 days. It is expected that the customer payment habits will remain unchanged between new and old customer. The company’s required rate of return on investments in receivables is 20%. Assume a 360 day year.

Required: Should the company extend its credit period?  

(8 Marks)
b) Highlight the difference between a liberal and conservative credit policy











(4 Marks)
c) Highlight the ways in which a company can improve its collection from debtors. 









(3 marks)
QUESTION THREE

Delphi Products Corporation currently pays a dividend of Sh. 2 per share and the dividend is expected to grow at a rate of 15% per year for 3 years, then at a 10% rate for the next 3 years, after which it is expected to grow at a rate of 5% rate forever.

Required:

a) Determine the value of the stock if a required rate of return is 18% is desired.









(8 marks)
b) How would your valuation change if you only held the asset for 3 years?











(4 marks)
c) Explain the determinants of share prices of a company.

(3 marks)
QUESTION FOUR

a) Highlight the factors to be considered in choosing the source of financing. 








(3 Marks)
b) Write short notes on the following

i) Pecking order theory






(3 Marks)
ii) Traditional capital structure theories



(3 Marks)
c) Two campanies Asili and Asali are of identical business risks. The rate of return for a pure equity firm of that risk class is 8%. Asali’s earnings are 100,000 per annum and it is financed solely by equity. Asili’s distributable earnings are twice the figure of Asali and it has a gearing ratio of 50%. Asili’s cost of debt finance is 6%. Calculate the market value of Asili’s equity.











(6 Marks)
QUESTION FIVE

a) Payment of dividends is considered irrelevant to the value of a firm. Critically discuss this statement.





(8 marks)
b) Payment of dividends by firms is guided by dividend theories. Explain four dividend theories in place. 






(4 marks)

c) In practice dividend payment varies between firms. Briefly highlight three dividend policies that can be used by corporates. 


(3 marks)
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