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CIMA F3 Financial Strategy 58 X F3 & B [ (Q123-Q128):

B #123

Modigliani and Miller are the main proponents of the view that the dividend policy is irrelevant to the value of'a company's shares.
They argue that a company that continually reinvests its entire earnings would generate the same shareholder wealth if it engaged in a
policy of high dividends and financed its expansion with fnds obtained from rights issues.

‘Which THREE of the following statements are assumptions that are required in order to support this proposition?

A. The capital markets are efficient markets.

B. There are no transaction costs involved in the issue of new shares (including rights issues).
C. Investors do not always have access to perfect information.

D. Investors act in a rational manner.

E. There is a multiplicity of corporate and personal income tax rates.

IEf#: A. B. D

R -

In CIMA F3, Modigliani and Miller's (MM) Dividend Irrelevance Theory is a core examinable concept under financial policy
decisions. MM argue that dividend policy does not affect shareholder wealth, provided certain highly restrictive assumptions hold
true. Under this theory, shareholders are indifferent between dividends and capital gains because they can create their own
"homemade dividends" by selling shares if required.

To support this proposition, the following assumptions must apply:

A). There are no transaction costs involved in the issue of new shares (including rights issues)

# Correct

CIMA F3 states that MM assumme no flotation or transaction costs. Ifissuing new equity were costly, companies paying high
dividends would incur extra costs when raising funds, which would affect shareholder wealth and invalidate dividend irrelevance.
C). Investors act in a rational manner

# Correct

The theory assumes investors are rational and base decisions solely on wealth maximisation, not preferences for income versus
capital gains. This assumption is explicitly stated in CIMA learning materials.

D). The capital markets are efficient markets

# Correct

An efficient market ensures that share prices reflect all available information. CIMA F3 emphasises that efficiency is essential so that
financing and dividend decisions do not distort share prices.

Why the other options are incorrect

B). There is a multiplicity of corporate and personal income tax rates

# Incorrect

MM's orignal theory assumes no taxation, not multiple tax rates. Taxes would make dividends and capital gains unequal.

E). Investors do not always have access to perfect information

# Incorrect

MM assume perfect information. Any information asymmetry would affect pricing and invalidate dividend irrelevance.
Discursive FO

H #124

A company's Board of Directors is assessing the likely impact of financing future new projects using either equity or debt.
The directors are uncertain of the effects on key variables.

‘Which THREE of the following staterments are true?

A. Debt finance will increase the cost of equity.

B. Equity finance will reduce the overall financial risk.

C. Equity finance will increase pressure to pay a higher total future dividend.
D. Debt finance is always preferable to equity finance.


https://www.goshiken.com/CIMA/F3-mondaishu.html

¢ E. Retained earnings has no cost, and is therefore the cheapest form of equity finance.
¢ F. The choice between using either equity or debt will have no impact on the amount of corporate income tax payable.

Eﬁ: A\ B\ C

HA #125
‘Which THREE of the following would be of most interest to lenders deciding whether to provide long-term debt to a company?

¢ A interest cover on existing debt
¢ B. Dividend cover

¢ C. Quality of current management
¢ D. Earnings per share

[ ]

E. Current gearing ratio

Ef#: A. C. E

M #126

A company currently has a 6.25% fixed rate loan but it wishes to change the interest style of the loan to variable by using an interest
rate swap directly with the bank.

The bank has quoted the following swap rate:

*5.50% - 5.55% in exchange for LIBOR

LIBOR is currently 5%.

Ifthe company enters into the swap and LIBOR remains at 5%, what will the company's interest cost be?

A. 5.00%
B. 6.25%
C.5.70%
D. 5.75%

Ef#: D

R :

Swap quote: 5.50%-5.55% vs LIBOR.

To turn its 6.25% fixed loan into variable, the company nust receive fixed and pay LIBOR, so it deals at the bank's bid rate of
5.50%.

Net cost = pay 6.25% (loan) # receive 5.50% (swap) + pay LIBOR

=0.75% + LIBOR = 0.75% + 5.00% = 5.75%

R #127

Company A plans to acquire a minority stake in Company B.

The last available share price for Company B was $0.60.

Relevant data about Company B is as follows:

* A dividend per share of $0.08 has just been paid

* Dividend growth is expected to be 2%

* Earnings growth is expected to be 4%

* The cost of equity is 15%

* The weighted average cost of capital is 13%

Using the dividend growth model, what would be the expected change in share price?

A. $0.07 fall

B. $0.16 increase
C. $0.14 increase
D. $0.03 increase

H
R

: D
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