QUESTION ONE
The required rate of return of a given security is called its cost of capital. It is usually the amount that is paid to those providing capital. To investors, it is that minimum return that any security must generate or promise for it to be extremely appealing.
The cost of capital for Adelaide Enterprise is as follows;
Cost of capital= cost of equity + cost of debt finance
Cost of equity
Re=Rf +β(Rf +Rp)
Equity=$ 1,000,000,000         Number of shares= 150,000,000 at $ 4 each
Total value of equity= 1,600,000,000
β=1.20       Rf=3%   Rp=5%
Re=Rf + β(Rf + Rp)
Re=3% +1.20(3% + 5%)
Re=12.6%
Cost of debt finance
Value of debt= $ 1,000,000,000
Interest  expense=$ 40,000,000
Bond spread=7%
Kd=I/Vd(1-t)
Kd=40,000,000/1,000,000,000(1-0.25)
Kd= 0.04(0.75)
Kd=3%
Cost of capital= cost of equity + cost of debt + spread
12.6%+7%+3%= 22.6%
Rf= Risk free rate
Rp=Risk premium
Re=required return
Vd= Value of debt
I= interest
Kd= cost of debt
T= tax rate

QUESTION TWO
	
	Year 1
	Year 2
	Year 3

	Revenues
	1200
	1400
	1600

	Capital Expenditures
	(125)
	(135)
	(145.8)

	Depreciation
	(75)
	(82.5)
	(90.75)

	Cash balance
	(50)
	(50)
	(50)

	Dividend payout
	-
	(7)
	(32)

	Non –Cash WC
	(144)
	(126)
	(96)

	Add back Depreciation
	75
	82.5
	90.75

	Net cash flows
	881
	1082
	6923.1


Workings
Capital expenditures is increasing by 8% 
Year 1=125, Year 2=0.08(125) + 125, Year 3=0.08(135)+135
Depreciation is growing by 10% Year 1, 2 and 3 are 75, 82.5 and 90.75. The cash available after the third year includes a terminal value of 5646.90
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