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QUESTION 1
The AG Company is financed using the following methods:

(1) Equity. The company has 20 million shares, which are trading at E3.70 per share. It
has an equity beta of 1.15. ‘

(2) Preference shares. The company has ten million E1, seven per cent preference shares,
which are trading at E0.91.

(3) Debt. AG has E30m, par value (E100) of eight per cent debentures, which are
redeemable at par in six years' time, The debentures are trading at E101.

The return on the market is 11 per cent, the return on government stock is 5 per cent and
the corporate tax rate is 30 per cent.

Required:

Calculate the WACC of the AG Company using market values. ( 25marks)

QUESTION 2
Clearly illustrate, by way of graphs, the capital structure approaches and explain the
relationship between firm value and cost of capital.

(a) In the graphs, plot required rate of return on the vertical axis and debt/equity
ratio on the horizontal axis. Use the graphs to show the WACC, Cost of debt and
the cost of equity of a firm under:

(i) Net Income View (5 marks)

(i)  Net operating Income View and (5 marks)

(iii) M&M with taxes (illustrate using value of the firm on the vertical axis,

debt/equity ratio on the horizontal axis and show the value of a leveraged and
unleveraged firm.) (5 marks)

(b) Explain (in about a page) what the three graphs tell us about firm value and its

cost of capital under the three different theories. (10 marks)



QUESTION 3
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Head Ltd is considering acquiring Deputy Ltd. The owners of Deputy Ltd. have supplied

Head Ltd. with the following balance sheet data to help in the valuation process.

Deputy Ltd.
Balance sheet as at 31 December 2009.
E
Assets
Land and Building 5,000,000
Plant and Machinery 12,000,000
Investment 2,000,000
Goodwill 500,000
Total 19,500,000
Current Assets
Cash 60,000
Debtors 5,000,000
Stock 2,500,000
7,560,000
Current Liabilities
Creditors 3,600,000
Bank Overdraft 1,250,000
4,850,000
Net working capital 2,710,000
Total 22,210,000
Equity and Liabilities
Ordinary Shares (E0.50) 4,000,000
Reserves 9,500,000
15%n Preference Shares 2,210,000
12% Debentures 6,500,000
Total 22,210,000
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Additional Information

(i) The land and buildings can be rented at a current rental value of E1.6 million per
annum in perpetuity. The required rate of return on such property is 18%. |

(1)  The plant and machinery can only be liquidated at a price of E10 million but have
a replacement value of E20 million.

(iii)  The debentures are irredeemable, have a par value of E100, and their current
required rate of return is 20%.

(iv)  Preference shares are trading at 75cents and have a par value of E1.00.

(v) The firms investments are for speculative reasons and have a current market value

of E1.35 million
(vi)  ES500 000 worth of debtors are thought to be irrecoverable.
(vii) A stock check revealed that the stock is actually worth E2 250 000.

(viti) The bank would still advance the overdraft in case of a take-over.

Required
Calculate the value of Deputy Ltd. using the net asset value method. (25 marks)

QUESTION 4

KK Equipment, a Swaziland based company, is evaluating an overseas investment. KK’s
exports of drill bits have increased to such an extent that it is considering building a
distribution centre in France. The project will cost €2 million to launch. The cashflows
are expected to be €9 million a year for the next three years. The current spot exchange
rate for the euros is E1 /€0.5. The risk free rate in Swaziland is 5%, and the risk free rate

in ‘euroland’ is 7%. KK’s required return on investments of this sort is 10%.

Required:
Should KK Equipment take this investment? Support your answer by calculating the
NPV of the project using:
(a) The home currency approach
(b) The foreign currency approach (25 marks)
End of Question Paper
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Table 1: Future Value Interest Factor (1 + t)°
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Table 2: Future Value Interest Factor Annuity
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Tablg 3: Present Value Interest Factor (1 + 1)
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19 0.827T7 08864 05703 04748 0.3857 03305 0.1945 01635  0.1377 0181 00881 00829
20 0.8195 06730 05537 O4SEL OGAT69 0AMIE D2SEM D24 078K L 0A%BS - GtA0 003y UoBAM o072
25 07798  0.6095 04776 03751 02953 02330 D.1842 G.1460 0.1160 0.0923 00738 00588 00471  0.0378
a0 07419 05521 04120 0.3083 0.2314 01741  0.1314 00994 00754 00573 00437 0.0334 00258 0.0198
a5 07058 05000 03554 02534 01843 01301 00937 00676 0.0480 00355 00259 00189 00139 00102
40 06717 04529 03066 (0.2083 0.1420 00872 0.0868 00460 00318 00221 00154 00107 00075  0.0083
50 06080 03715 0.2281  0.1407 00872  0.0543 00339 00213 00134 000ES 0.0054 00035 0002  0.0014

-

Periods 16% 16% ™% 18% 19% 20% 2% 4% 25% 26% 2% 0% 2% n%
0.8696  0.862%1 08547 0.8475 08403 08333 08197 08065 G.H000 07937 07513 076892 07576  0.7353

-

2 0.7561 0.7432 07305 0.7182 07062 06344 06719 06504 0.6400 06299 06104 05917 0.5738  0.5407
3 05575 0.6407 06244 06086 05834 05787 05507 0.5245 0.5120 04999 04788 04552 04348 03975
4 05718 05523 05337 05158 04987 04823 - 04514 04230 040% 03968 0.3725 03501 03284  0.2923
5 04972 04761 04581 04371 04190 04019 03700 0341 OR77 03149 02910 02693 02495 02149
& 04323 04104 03893 03704  D.3I521 036 03033 02751 02621 . 02499 D2274 02072 0.189¢  0.1580
7 03753 03530 03332 03139 02859 02791  0.2486 02218 02087 01983 Q1776 01594 01432 ' 01162 -
8 03269 03050 02848 (0.2660 02487 02326 02038 0.1789 D678 0.1574 01388 01226  0.1085  0.0854
9 02843 02630 0243 02255 0209 01938 01670  0.1443 01342 0.1249 01084 00843 00822  Q.0628
10 02472 02267 02080 04811 - 0785 OBIE  QaAREE . 0MGR  DaOMe 04482 odBT | OG5 poEzs  ones2
1 02149 01954  OA77B 01619 0.4476 03348 o.1f22 00938 0.0859 00787 00862 00558 00472  0.0340
12 0.1869 01685  0.1520 0.1372 01240 01122 0.0820 00757 0.0687 0.0625 0.0517 0.042% 0.0357  0.0250
3 €1625 01452 01299  0.1163 01042 00835 00754 00610 00550 0.0496 00404 00330 00271 0.01B4
14 0.1413 0.1252 1110 0.0885 G.0876 0.0T79 0.0618 0.0482 0.0440 0.0393 0.0316 0.0254 0.0205 0.0135
15 01229 0.1079 0.0949 0.0835 00736 (0645 006507 00397 00352 002 - 00247 Q0195 00155  0.0099
186 01068  0.0830 ©.0811 00708 00818 00541 00415 00320 00281 00248 00193 C.0150 00118 0.0073
17 00929 0080 00693 0.0800 00520 00451 0030 00258 00225 0.0197 00150 00116  0.0089  0.0054
8 00808 0069t 00582 00508 0.0437 00376 0.0279 00208 0.0180 D0.0156 00118 00085 0008 0.0039
19 0.0703 0059 0.0506 0.0431 0.0387 D0.0M3 00229 0.0168 GC.0M44 00124 00092 00068 00051 00029
20 60611  0.0514 00433 00365 00303 00289 00187 00135 00195 00088 00072 00058 Q0038  0.0021
25 00304 00245 00197 00160 0.0129 00105 00069 00046 00038 00031 0.002¢ 00014 0.0010  0.0005
20 0.0151 00116 00050 00070 0.0054 00042 00026 0.0016 £.0012 00010 00006 D0OG4 Q0002  0.0001
as 0.0075 0.0055 0.0041 00030 00023 00017 00008 00005 00004 ©ODD3 00002 00001 0.0001  0.0000
40 0.0037 00026 00018 00013 00010 00007 0.0004 00002 0000t 00001 00001 00000 00000 0.0000
50 00009 00008 00004 00003 00002 00008 DOOGO O:0000 00060 00000  G.0000 06000  O0GOD  D.0000
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1- 1
Table 4: Present Value Interest Factor Annuity a+ r)n
r

e

Perioda 1% % % 4% % % % ™% *” 10% 1% 2% 13% 14%

1 0.9501 0.9804 09708 09615 0.9524 0.9434 0.9348 0.9259 0.9174 0.9091 0.8009 0.0929 0.8850- 0.8772

‘2 1.9704 1.9416 1.9135 1.8861 1.8554 1.8334 1.8080 1.7833 1.7591 1.7355 1.7125 1.880%1 1.6881 1.6487
3 28410 2.8839 28286 27781 27232 26730 26243 25771 - 25313 24860 2.4437 24018 2.3812 2.3218
4 3.9020 38077 37171 16298 35460 34651 33872 321 32397 346989 31024 30373 25745 23137
5 45534 47135 45797 44518 430205 42124 41002 A89027  3.8887  3.7508 %5059 i 3421
& 579855 5.6014 54172 52421 8.0757 49173 4,7685 £,6229 4.4859 4.3553 4.2305 dtsar
7 67282 64720 62303 6.0021 57864 55824 53893 52084 50330 4.B664 47122 42883
8 7.6517 7.3255 7.0197 8.7327 £.4632 6,2098 59713 §.74668 5.5348 53349 5.1461 46389
9 8.5660 8.1622 7.7861 7.435) 7.1078 6.8017 6.5152 6.2469 58852 57580 5.5370 .

10 94713 BSE26  B.S302  BIWS  TIRET  TEEM1 . T Mot . GaWT  Bfigl o SEESY KN

11 10.3876 2.7868 9.2526 8.7605 8.2064 7.8868 7.4987 7.4390 6.8052 6.4951 8.2085

12 11,2551 10.5753 9.9540 §.3851 8.8633 8.3838 7.9427 7.5381 7.1807 88137 6.4924

13 121337 11,3484 106350 9.9858 9.35938 8.8527 8.3577 7.9028 7.48689 7.1034 6.7499 5.8424
14 130037 121082 11.2861 10.5631% 9.8586 §.2950 87455 8.2442  7.7862 7.36687 6.9818 86282 86,3025 6.0021

3 15 138651 128493 118379 11.1i84 103787 87122 91070  G.6505 6.0607 7E061  T.4900 - eBMi0R. -GEN4’ 6z

16 147179 135777 12.5611 116523 10.8378 10.1059 04466 B8514 83126 7.6237 T7.3792 69740 66039  6.265+
17 155623  14.2818 13,1681 121857 112741 10,4773 27632 %1218 B.5436 3.0216 7.5488 7.1158 8.7291 83729
18 16.3983 14,9920 137535 126593 11689 10.8276 10.0581 9.3719 8.7556 8.2014 7.7018 7.2497 8.8399 GAGT4
13 17,2260 156785 14,3238 13.1339 12,0853 T11.158t 10,2356 9.6038 8.9501 B8.3645 7.8383 7.3658 6.9380 6.5504

20 18.0456 16.3514 148775 13.5603 124622 11.4809 105840 98181 51288 8513 79633 74808 TO0%4R @821
25 220232 19.5235 17.4131 156221 140938 127634 116536 106748 98226 9.0Y70 84217 78431 73300 . 68729
30 25,8077 22,3965 19.6004 17.2920 153725 13.7648 124090 112578 102737 5.4269 BE9)8  B.0552  7.4057  7.0027
as 294086 24.9986 21.4872 106646 163742 14.4982 129477 1155456 105668 9.6442 B8552 81755 75856 7.0700
40 328347 27.3855 234748 197928 17,1591 15.0463 133317 11,8246 10.7574 97791 88511 82418  7.EM4  7.1050
50 391961 314238 257258 214822 18.2550 157619 138007 IZ:2335 10.08%7  9.9148 0417 B3A04E . TEIE2  7.1327

Periods 15% . 16% 17% 8% 19% 0% 22% 24% 25% 6% % 30% 2% 36%
1 0.86596 0.8621 0.8547  0.2475 0.8403 05333 08187  C.8065 0.8000 0.7937 07813  0.7682 0.7576 0.7353

2 16257 1.6052 1.5852 1.5656 1.5465 1.5278 1.4918 14568 1.4400 1.4235 1.3916 1.3609 1.3315 1.2760

3 2.2832 2.2459 2.2096 21743 21299 21065  2.0422 1.9813 1.9520 1.9234 1.8684 1.8161 1.7663 1.6735

4 2.8550 27982 27432 26901 26388  2.5887 24936 24043 22816 23202 22410 21862 2.0957 1.9658

$ 32522 32743 33993 34272 X0STe R0 28els. (Z7HSs  26bed - ST 2SN ZANSE  ZmASZ 21eo7

. 8 37645 28847  3.5882 34876 34098 33255 31669  3.0205  2.8574 28850 27584  2.8427 25342 23388

7 41604 40386 39224 28115 37057 36048  3.4155 32423 31811 0833 29370 28021 26775 24550

B 44873 43436 42072 40776 39544 308372 36183 24212 33209 22407 Q0758 29247 27850 2.5404

9 47716 48085  4.4508 43030 41633 40310 3.7863 3.5655 3.4631 3.36857 3.1842  3.0180  2.8881 25033

10 5.0188 48332  4.B586  4.4941 43389 41925 - 39232 38819 35705 D24AB4S 32089 30815 9304 26495

1t 5.2337 50286  4.8364 46560 4.4865 43271 40384 37757 3.6564 3.5435 3.3351 31473 29776 288M

| 12 54206 51871 4 9BB4 4.7932 4.6105 44392 41274 ;}ilsﬂ 37251 3.6059 3.3868  2.1903 3.0133 27084
13 5.5831° . 53423 S1183 49095 47147 45327 4.2028 18124 780 3.6555 3.4272 3.2233 30404 27208

14 §.7245 54675 5.2293 5.0081 48023 46108 4.2646 9616 3.8241 36948 34887  3.2487  3.0809 2.7403

15 5.8474 5.5765 5.0242 5.0216 48759 48755 43152 40013 28580 3.7281 34834 22082  J.0784  2.7502

18 5.9542 - 5.6685 5.4053 5.1624 49377  4T296 43567 4.0333 3.8874 37509 a.5028 3.2832 30882 27875

17 6.0472  5.7487 54748 52223 49887  4ATTAG 42908  4.0591 3.9088 37705 35177 22948 3.0071 27629

18 6.1280 s.817e 5.5339 5.2732 §0333 48122 44787  407B9 38279 37861 3.5204 3.3037 31029 2.7668

19 5.1982  5.8775 5.5645 §.3162 50700 4.8435 44415 4.0967 3.9424  3.7985 3.5388 33106 21080  2.7897

. 20 62593 59288 56278 53527 51008 48608 44503 44903 38539 A:8083 35458 23S Afize 277
ot 25 6.4641 6.0871 5.7662 5.4669 5.1951 4.9478 45139 41474 3.5849 3.8042 3.5640 33288 1220 2.7785
30 B.5660 61772 58284 55168  5.2347 49789 45338 4.1801 3.9950  3.8424 | 3.5693 3331 31242 27775

35 66166 6.2153 5.8582 5.5386 52512 49915 4.5411 41844 39984 3.8450 3.5708 3.3330 21248 2.1

40 6.6418 6.2235 5.8713 5.5482 5.2502 49966 45439  4,1859 3.9995  2.8458 35712 33332 31250 2.7778

50 6.8605  6.2463  5.8801 5.5641 52623 49995 45452 41866 3.9099  2.8461 35714 33333 M50 2778
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