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HE#78
Ifa company's bonds are currently yielding 8% in the marketplace, why would the entity's cost of debt be lower than this?

A. The company's credit rating has changed.
B. Market interest rates have decreased.

C. Interest is deductible for tax purposes.
D. There should be no difference; the cost of debt is the same as the bond's market yield.

He. C

MY

The market yield of 8% is a before-tax return to investors. For the company, interest payments reduce taxable profit, so the affer-tax
cost of debt is:

Cost of debt=Yieldx(1#tax rate)\text {Cost of debt} = \text{Yield} \times (1 - \text{tax rate} ) Cost of debt=Yieldx(1#tax rate) This
makes the company's cost of debt lower than the 8% market yield.

HEE#79

A private company manufactures goods for export, the goods are priced in foreign currency BS.

The company is partly owned by members of the founding family and partly by a venture capitalist who is helping to grow the
business rapidly in preparation for a planned listing in three years' time.

The company therefore has significant long term exposure to the BS.

This exposure is hedged up to 24 months into the future based on highly probable forecast future revenue strears.

The company does not apply hedge accounting and this has led to high volatility in reported earnings.

‘Which of the following best explains why external consultants have recently advised the company to apply hedge accounting?

A. To ensure that the venture capitalist receives regular annual returns on its investment.

B. To provide a more appropriate earnings figure for use in calculating the annual dividend.

C. To fully adopt IFRS in preparation for listing the company.

D. To make it easier for the market to value the business when it is listed on the Stock Exchange.
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EE #80

On 1 January:

* Company ABB has a value of $55 million

* Company BBA has a value of $25 million

* Both companies are wholly equity financed

Company ABB plans to take over Company BBA by means of a share exchange Following the acquisition the post-tax cashflow of
Company ABB for the foreseeable future is estimated to be $10 million each year The post-acquisition cost of equity is expected to
be 10% What is the best estimate of the value of the synergy that would arise from the acquisition?

A. $30 million
B. $125 million
C. $20 million
D. $75 million

e C

Y.

Pre-acquisition standalone values:

ABB=$55m

BBA =$25m

Total pre-deal value = $30m

After the acquisition, ABB (the combined business) is expected to generate post-tax cash flows of $10m per year in perpetuity.



Cost of equity = 10%, and the firm is all-equity financed, so:

Post-acquisition value=100.10=$100mitext{Post-acquisition value} = \frac{10} {0.10} =\$100\text{m} Post- acquisition
value=0.1010=$100m Synergy value = value of combined firm# sum of standalone values:
Synergy=100#80=$20mitext{Synergy} = 100 - 80 =\$20\text {m} Synergy=100#80=$20m So the best estimate of the synergy
from the acquisition is $20 million.

EE #81

Company A has agreed to buy all the share capital of Company B.

The Board of Directors of Company A believes that the post-acquisition value of the expanded business can be computed using the
"boot-strapping” concept.

‘Which of the following most accurately describes "boot-strapping' in this context?

¢ A Forecasting the future free cash flows of the combined entities and discounting these at the bidder's Weighted Average
Cost of Capital

¢ B. Combining the pre-acquisition market capitalisation of each company

¢ (. Adding together the current post tax earmings of each company and multiplying this by the price earnings ratio of the
acquired entity

¢ D. Adding together the current post-tax earnings of each company and multiplying this by the price/earings ratio of the bidder

¥E: D

EE #82

A company based in Country A with the AS$ as its finctional currency requires A$500 million 20-year debt finance to finance a long-
term investment The company has a high credit rating, but has not previously issued corporate bonds which are listed on the stock
exchange Which THREE of the following are advantages of issuing 20 year bonds compared with simply borrowing for a 20 year
period?

¢ A Greater availability of debt of 20-year duration

e B. Larger capital market

e C. Less admmistrative effort to arrange the new finance
¢ D. Lower interest rate

e E. Lower arrangement costs

HMY. ABD
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