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CIMA F3 Financial Strategy Sample Questions (Q66-Q71):
NEW QUESTION # 66 
A company has two divisions.
A is the manufacturing division and supplies only to B, the retail division.
The Board of Directors has been approached by another company to acquire Division B as part of their retail expansion
programme.
Division A will continue to supply to Division B as a retail customer as well as source and supply to other retail customers.
Which is the main risk faced by the company based on the above proposal?

A. Division A's going concern is highly dependent on its relationship with Division B as a retail customer.
B. The level of quality of the product will not be maintained by the acquired company.
C. Shareholders will be opposed to the divestment and stop the acquisition.
D. Suppliers to Division A will be opposed to the divestment and stop the acquisition.

Answer: A

Explanation:
Once Division B is sold, Division A becomes heavily reliant on B as a major external customer. If the new owner reduces purchases
or switches supplier, Division A's volumes and viability are at risk. That makes:
C). Division A's going concern is highly dependent on its relationship with Division B - the main risk.

NEW QUESTION # 67 
Company A plans to acquire Company B, an unlisted company which has been in business for 3 years.
It has incurred losses in its first 3 years but is expected to become highly profitable in the near future.
No listed companies in the country operate the same business field as Company B, a unique new high- risk business process.
The future success of the process and hence the future growth rate in earnings and dividends is difficult to determine.
Company A is assessing the validity of using the dividend growth method to value Company B.
Which THREE of the following are weaknesses of using the dividend growth model to value an unlisted company such as Company
B?

A. The dividend growth model does not take the time value of money into consideration.
B. The company has been unprofitable to date and hence, there is no established dividend payment pattern.
C. The future projected dividend stream is used as the basis for the valuation.
D. The cost of capital will be difficult to estimate.
E. The future growth rate in earnings and dividends will be difficult to accurately determine.

Answer: B,D,E

NEW QUESTION # 68 
WW is a quoted manufacturing company. The Finance Director has addressed the shareholders during WW's annual general
meeting-She has told the shareholders that WW raised equity during the year and used the funds to repay a large loan that was
maturing, thereby reducing WW's gearing ratio
At the conclusion of the Finance Director's speech one of the shareholders complained that it had been foolish for WW to have used
equity to repay debt The shareholder argued that the Modigliani and Miller model (with tax) offers proof that debt is cheaper than
equity when companies pay tax on their profits.
Which THREE arguments could the Finance Director have used in response to the shareholder?

A. The shareholder was confusing the cost of capital with shareholder wealth
B. Reducing the gearing ratio has reduced the financial risk of WW which will benefit shareholders
C. A lower gearing ratio will result in an increase in the value of the company
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D. A lower gearing ratio creates greater flexibility for WW in the future
E. The Modigliani and Miller model would only be valid in practice if WW's shareholders were aware of the model and
believed in its validity
F. WW was approaching a debt covenant limit and it was therefore important to reduce gearing.

Answer: B,C,F

NEW QUESTION # 69 
A company is planning a new share issue.
The funds raised will be used to repay debt on which it is currently paying a high interest rate.
Operating profit and dividends are expected to remain unchanged in the near future.
If the share issue is implemented, which THREE of the following are most likely to increase?

A. The gearing (book value of debt as a percentage of the book value of equity + debt)
B. The number of shares in issue
C. Next year's payment of corporate income tax
D. The cost of equity
E. Interest cover

Answer: A,B,C

NEW QUESTION # 70 
Assume today is 31 December 20X1.
A listed mobile phone company has just launched a new phone which is proving to be a great success.
As a direct result of the product's success, earnings are forecast to increase by:
* 5% a year in each of years 20X2 - 20X6
* 3% from 20X7 onwards
Market analysts were very excited to hear the news of the success of the product and future growth forecasts.
Assuming a semi-efficient market applies, which of the following company valuation methods is likely to give the best estimate of the
company's equity value today?

A. Today's share price x number of shares in issue.
B. Discounted free cash flow using the company's forecast growth rates.
C. Today's share price x number of shares in issue + retained earnings.
D. P/E valuation based on the company's long term P/E and earnings for the year ended 31 December
20X1.

Answer: A

Explanation:
In a semi-strong efficient market, today's share price already reflects all publicly available information, including the news about the
successful new phone and revised growth forecasts. So the best estimate of equity value today is simply:
Market cap=Current share price×number of shares\text{Market cap} = \text{Current share price} \times \text
{number of shares}Market cap=Current share price×number of shares
No adjustment for retained earnings, and no need to redo valuation models if the market is semi-strong efficient.
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