
Cuea/ACD/EXM/JANUARY - APRIL 2014/ACCOUNTING AND FINANCE Page 1 
 

ISO 9001:2008 Certified by the Kenya Bureau of Standards 

              THE CATHOLIC UNIVERSITY OF EASTERN AFRICA 

 

 

 

MAIN EXAMINATION 

 

JANUARY – APRIL 2014 TRIMESTER 

 

FACULTY OF COMMERCE 

 

DEPARTMENT OF ACCOUNTING AND FINANCE 

 

REGULAR PROGRAMME 

 

CFI 311: CORPORATE FINANCE 

 

Date:  APRIL 2014                 Duration:  2 Hours 

INSTRUCTIONS:  Answer Question ONE and ANY OTHER TWO Questions  

  

Q1. a) A company is evaluating a new project whose initial outlay is Sh. 

 100,000. The company’s risk adjusted discount rate is 16% while 

 the risk free rate is 12%.  The project is expected to generate cash 

 inflows of Sh. 30,000, Sh. 35,000, Sh. 50,000 and Sh. 40,000 in 

 years 1 to 4 respectively.  The project capital budgeting analyst 

 considers that is a level of uncertainty associated with these cash 

 inflows.    
 

i) Using the appropriate discount rate should the project be 

accepted.        (6 marks) 

ii) What is the risk premium associated with this project?  

        (2 marks) 

iii) Why are project cashflows considered gross of interest 

charges?       (2 marks) 

 

b) AVSI Ltd needs to raise Sh. 400m, through either issue of shares or 

bonds. BAIN Capital Ltd will underwrite the issue on a firm 

commitment basis.  If shares are sold, 16 million shares will be sold 

at Sh. 27 to the public.  AVSI Ltd will receive a net of Sh. 25 per 

share.  If bonds are sold, 400,000 bonds will be sold to the public at 
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Sh. 1025 to the public while the company will receive Sh. 1000 per 

bond.  

 

Required: 

 

i) Calculate the percentage underwriting spread if shares are 

sold.          (3 marks) 

ii) Calculate the percentage underwriting spread if bonds are 
sold.         (3 marks) 

iii) Calculate the percentage return to BAIN capital if shares are 

sold.        (3 marks) 

iv) Which option is better for AVSI and why?  Is the difference in 

spread between the two types of issue normal? (3 marks) 

 

c) Explain the meaning of following terms giving an example: 

 

i) Money markets       (2 marks) 

ii) Agency problem       (2 marks) 

iii) Private placement      (2 marks)  

iv) Conglomerate merger     (2 marks) 

 

Q2. Home Africa Ltd plans to sell an additional 2 million shares through a rights 
offering.  The company currently has 2 million shares outstanding.  Each 

shareholder will receive one right for each share currently held.  Home 

Africa shares are currently selling at Sh. 35 per share and the subscription 

price for the rights issue is Sh. 22 per share. 

 

 Required: 

 

a) Calculate the amount of capital the company will raise in the rights 

offer.         (3 marks) 

 

b) How many rights will the company need to issue?  (2 marks) 

 

c) How many rights will be needed to buy one additional share?  

         (3 marks) 

 
d) What is the value of share after rights offer?   (7 marks) 

 

e) What is the value per right?     (3 marks) 
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f) By how much will the market price of the company’s share drop after 

the rights issue?       (2 marks) 

 

Q3. a) Explain the meaning of leveraged Buyout.    (3 marks) 

 

b) Zen Industries is considering the acquisition of NAD Ltd on a cash 

acquisition basis.  Selected financial data on the two companies are 

shown below:  
 ZEN NAD 

Sales 

Earnings after taxes 

No. of shares outstanding  

Market price per share  

Cost of capital  

Sh. 500m 

Sh. 30 m 

6 m 

Sh. 50 

10% 

Sh. 100 m 

Sh. 12 m 

2 m 

Sh. 40 

12% 

  

 The expected synergies are valued currently at Sh. 50 m.  Zen has 

offered to pay a price of Sh. 60 per share for each share of NAD 

outstanding.  This is a highly leveraged acquisition, hence 80% of 

the purchase price will be raised through debt. 

 

 Required: 

 
i) Calculate the NPV to the shareholders of Zen if the deal goes 

through.       (6 marks) 

ii) Calculate the acquisition premium per share.  (3 marks) 

iii) How much will Zen need to borrow to finance the acquisition? 

        (3 marks) 

iv) How much will Zen need to raise from Equity to finance the 

acquisition?       (3 marks) 

 

c) Explain the roles of investment bank would play if advising Zen 

industries.         (2 marks) 

 

Q4. TLC has 5 million shares outstanding.  Its target capital structure 

comprises of 80% debt and 20% equity.  The company anticipates that its 

capital budget for the coming year is Sh. 22m.  it expects to generate a net 

income of Sh. 20m.  Ms. Kendi owns 10% of the company’s shareholdings.  
She has come to you for advice on how much dividends she should 

expect.  TLC follows a residual dividend policy.  

 

 Required: 
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a) Explain how investment opportunities affect a firm’s dividend policy.  

         (2 marks) 

 

b) Calculate the maximum funds available if the target capital structure 

is to be maintained.       (4 marks) 

 

c) Will the company pay any dividends?  Calculate the dividend per 
share.        (6 marks) 

 

d) What is the dividend payout ratio in (c) above?  (3 marks) 

 

e) How much dividends will Ms. Kendi receive?  (3 marks) 

 

f) How much is the actual borrowing in (c) above?  (2 marks) 

 

 

Present value interest factors: 

 

For a Single Amount =  1
n

r


  

For an Annuity = 
 1 1

n
r

r


 

 

 

*END* 


