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=8 #170
Which TIIRCC of the following are most likely to reduce the long term credit rating co a company?

A. The issue of new shares where the funds raised are invested in a project that has an NPV of nil.

B. The issue of new shares where the finds raised are invested in expanding into a new nigh risk market.

C. Disposal of a loss-making division where the finds raised will be used to pay a special dividend to shareholders.
D. The issue of'a new bond where the funds raised are invested in a project that has an NPV ofnil.

E. Loss of a major customer that contributed 30% of sales revenue.
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We want items that are most likely to reduce the long-term credit rating (i.e. make lenders view the company as riskier).

B). Issue of a new bond for an NPV = 0 project - Adds more debt without adding extra value. Higher gearing

= more financial risk # likely worse credit rating.

C). New shares finding expansion into a high-risk market - Even though financed by equity, this increases business risk (earnings
more volatile, uncertainty higher). Rating agencies also consider business risk # rating can fall.

D). Loss of'a major customer (30% of revenue) - Big hit to revenue concentration and stability. Very likely to be credit-negative.
Not chosen:

A). New shares + NPV 0 project - Adds equity, no extra risk; may even strengthen the balance sheet.

E). Disposal of loss-making division, funds paid as special dividend - You lose equity, but you also remove a division that was
destroying profits and cash. Net effect is mixed, but not as clearly rating-negative as B, C, or

D).
So the "most likely to reduce" ones are B, C, D.

R #171

A large, listed company is planning a major project that should greatly improve its share price in the long term.

These plans require a significant capital cost that the company plans to finance by debt.

All of the debt options being considered are for the same duration of time.

Which of the following sources of debt finance is likely to be the most expensive for the company over the full term of the debt?

A. Bonds

B. Convertible bonds
C. Bank loan

D. A finance lease
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A listed company is financed by debt and equity.

Ifit increases the proportion of debt in its capital structure it would be in danger of breaching a debt covenant imposed by one ofits
lenders.

The following data is relevant:
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The company now requires $800 million additional finding for a major expansion programme.
Which of'the following is the most appropriate as a source of finance for this expansion programme?

e A Rights issue

¢ B. Retained earnings

e C. Bank overdraft

e D. Private placement of a bond
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A company's latest accounts show profit after tax of $20.0 million, after deducting interest of $5.0 million. The company expects
eamings to grow at 5% per annum indefinitely.

The company has estimated its cost of equity at 12%, which is included in the company WACC of 10%.

Assuming that profit after tax is equivalent to cash flows, what is the value of the equity capital?

Give your answer to the nearest $ million.

ER:

fE B«
$ ? million
300, 300000000

P RE #174

A venture capitalist invests in a company by means of buying;

* 9 million shares for $2 a share and

* 8% bonds with a nominal value of $2 million, repayable at par in 3 years' time.



The venture capitalist expects a return on the equity portion of the investment of at least 20% a year on a compound basis over the
first 3 years of the investment.

The company has 10 million shares in issue.

What is the minimum total equity value for the company in 3 years' time required to satisify the venture capitalist's expected return?
Give your answer to the nearest $ million.

ER:

R -

$ million.

34, 35, 34000000, 35000000VC's equity investment = 9m shares x $2 = $18niThey want 20% p.a. compound for 3 years:Future
value of VC equity=18%1.23=18x1.728=31.104 mitext{Future value of VC equity} = 18

\times 1.2
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