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Question 17.7 (Intermediate) 40 marks    60 minutes 

Alpha Ltd (Alpha) is a listed company in the mining industry that is currently considering acquiring a 
majority shareholding in Gamma Ltd (Gamma), another listed company in the same industry, to obtain 
strategic mineral resources without which it may not be able to continue trading. Alpha does not 
currently own any Gamma shares. 

The following information relating to both companies for the previous financial year is available:  
  

 ALPHA GAMMA 

Earnings attributable to ordinary shareholders 

Dividend cover  

Market price per share 

Number of shares in issue  

R320 million  

2,5  

R48,00 per share 

80 million  

R20,8 million 

2 

R13,00 per share 

40 million  

  

Alpha expects to maintain its current dividend cover over the next three years. Alpha also has surplus 
cash amounting to R100 million, on which it is currently earning 15% before-tax interest, available. 

Gamma’s shares are thinly traded, and 35% of the shares are held by the Mokgele family. The com-
pany has a steady, though unexciting profit history, which is expected to continue into the foreseeable 
future. 

The corporate tax rate is 28%.   

 Alpha’s management accountant has put forward two suggestions as mechanisms for Alpha to acquire 
Gamma:  
  

Suggestion 1  

Purchase 60% of the issued shares of Gamma, offering 20 Alpha shares plus R100 cash for every 100 
Gamma shares acquired. All the shareholders of Gamma are expected to sell 60% of their respective 
shares and retain 40%. The price-earnings (P/E) multiple of the combined company is then expected to 
be 13. Gamma shareholders should be able to invest cash at a before-tax interest rate of 12%, and on 
average have a 30% effective personal income tax rate. 
  

Suggestion 2  

Acquire all the shares of Gamma, issuing 300 R1, 10% preference shares for every 100 Gamma 
shares. These preference shares can be redeemed in 10 years' time at nominal value.  

The 10% return on the preference shares and the return on cash deposits are current market-related 
rates.  
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REQUIRED Marks 

To assist Alpha Ltd’s management with their decisions relating to the acquisition of 
Gamma Ltd, critically analyse the two suggestions put forward by the management 
accountant. Discuss your findings, and include in your deliberations the following: 
 how the purchase price will be settled; 
 what the position of the shareholders of both the acquiring company and the target 

company will be in terms of key performance indicators, both before and after the 
takeover is effected; and 

 list the advantages (merits) and disadvantages of each suggestion from the per-
spective of the shareholders of both the acquiring and the target company.  

Support your answer with detailed calculations. Round all rand amounts to two cents 
and all percentages to one decimal. 

Communication skills: Logical argument 

 
 
 
 
4 
 

22 
 

13 
 
 

1 

TOTAL  40 

(University of Pretoria, adjusted) 
 

 

 


