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A company is e'Valuating a long-term proje-ct to axpand its busin-:—.ss

fhe expected cash flows from the project and thz corresponding
Risk Adjustment Factors (R.A.F) are as follcws:
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# The company uses the risk. adjusted dl‘-‘-COUﬂt int rate_approach to
adjust for risk. The risk free rate of return is 8% while the risk

ad,ustﬂ-d discount rate is 12%. Should the project be undertaken?
(7 marks)

1i)  What is ihe risk premium level associated with this project?
' ; {2 marks)

b) A company is eva{uat'ng 2n expansion project which requires Sh. SOm'
This project has the same level of risk as the company's PXIbflf‘g
operaticns  Hznce, thg,c_o_sl__ci_c_:aputal for the project is the company's
overall cost of capital which is 14%. The company can raise the Sh. §Q m

in any of tha following options.
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Required:

i) Using MMH without taxes show that capltal structure affects only
the cost of equity and has no effect on the weighted average cost of
capital. . | : (8 marks)

ii) Why does the cost of equity increase as the company uses more

. debt? (4 marks)
c) . Distinguish between the following: :

1) Primary and secondary markets . (4 marks)

. B)” Restdual leldend polu,y and constantdrvudend pelicy. (4 marks)
Q2. a) WSG Ltd is considenng a public offering of ordmary shares. Its . _
investment banker has informed the company that the retail pnce will be

ah. :Bppr share for o00,000 shares. Theé. company will receive Sh. 1(‘520‘-.

per share from the investment bank and will incur Sh. loO 000 in

registration, accounting and printing a.,osts

i) - What'is the spread on this lssue in per Lentage terms? (3 marks)

gyaD) What are the total expenses of the lssue as a percgntage of total
retail value? Co (4 marks)

fif) What is the return to the investment bank In percentage terms?

' I (3 marks)

iv) = If the firm wanted to ng_LSh 18 m:IIron from this 1ssue how many

' shares must be sold. . - B (8 marks)

- b} Giving an e’xamplé of each distinguish between ‘public offering and private _
placement of corporate bonds. " . (4 marks)

Q37 As a capital nudgeling 'ana[yst in your company, you have becen requested o
evaluate a new inves ment piroject. Information provided on this oro,c,ct is as
follows.. -
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Option Ay All equrty capital of Sh. G_Orn :
Option B: Sh. 40 m from equity and Sh. 20m Ot debt at an annual
. Interest rate of 10%

Optien CHL Sh. 30 m from equity and Sh. 30 m of debt paylng an interest

M ',_ " rate of 10% per year.
N _w? '
The company would prefer the Optron that leads to the lowest we:ghted
average cost of cap:tal
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Q4.

h. 4 million and a further $h.

The iect (plant equipment) will cost S _
project (p quipment) £ iha @guipment.

1) .
200,000 on installation and transportation © Instead this
iy  This project will need the use of an existing piece of, Ia;\r;d taxn|: charged
land could be sold for Sh._1.m at the start of the project. No
on the proceeds from the Tand sale. h. 250,000
i) Initial investment in Networking Capital (NWC) amount to Sh. 290,
Subsequent NWC needs wili be IO‘?’o of annual saies. - ér ar
iv)  Fixed costs excluding depreciafion  amount to Sh. 300, f SE 3ym Sh 4m
v)  The project will generate incremental sales revenue O oo n
Sh. 4.5m. and Sh/@ m in years 1 to 4. Variable costs will be 50%
annual sales. -~
vi)_ - Consultants were paid a fee of Sh. 100 000 to ascertain the feas;blhty of
the project. W?‘
vii) The company uses straight line depreciation method. The equipment s
expected to have zero salvage value at the end of 4 years. o .
. viii)  The company pays corporate tax rate at 30% while capital gains of losses
are taxed at 25%./ .
ix) The firm's overall cost of capital is 24%
.Required:
a) - Calculate the relevant initial investment outlay. | (4 marks)
b) Calculzte the r2levent ocperating cash flows'per yéar. 72 marks
. P .
c) Calculate the total cash flows per year (472 marks)
d) Should the project be accepted using NPV? (4 ma rks)
a) With a relevant example each dlstlngunsh between crown |ewel and w ite.
knight as defensive tactics. KN“ 2 ket V m‘}fj‘:“’-“‘ _ (4 marks u”‘{“\
o L_,...\v'\-. .g&\%:y\ \t.i.t.es.\.‘—""'kb\ [* Xn bk \-3‘( o
Yake CeeX - \.\\\t’\ \\- Q

X

Shareholders of CIC Ltd waﬁ to" acqmre Urem Ltd and subsequgniy*
merge their operations. Both firms operate n the' local prlvate equt/

industry. The shareholders of the two companies have jUSt began

negotiations CIC Ltd has 40 million shares _currently selling at Sh. 20 per

share. The company’s cost of capital is 10% Urem Ltd has 35 million
L . ——

shares currently selhng Sh. 15 each. -

=gl

The estimated synergies expected form™ the acqursmon have been
currently value at Sh 100 million.
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Shareholders of Urem Ltd, will make a final dec;|5|on based on the mode of,
payment by CIC itd. The price indicated by shareholders of Urem Ltd.

The\pfme%dmﬂyﬁha@mcw ARSO-pORshe. | (0
This price can be paid through cash or by shares of CiC Ltd.
——
. 4 . 20 Y AL=PLD
Required: 1St Bs =ss
if payment is by cash caicuiate: 3'T‘ e = Ches
i) The agg,l.&mmm VtosAgi= 7(5-u - (2 nvarks)
i) The NPV to CIC Ltd. - 1 Sa AR AT P (6 marks)
- ‘r;_l:z I - A vy :
If payment is by shares of CIC Ctd: . :
) How many shares will CIC Ltd neéd to issue? © (2 marks)
i) Calculate the NPV to CIC Ltd.  *. - (3 marks)

1) For a single amount = (1 + )™

2) Foran Annuity =

-(lar)
r.

*END*
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