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H #212

A company is valuing its equity prior to an initial public offering (IPO).
Relevant data:

* Barnings per share $1.00

* WACC is 8% and the cost of equity is 12%

* Dividend payout ratio 40%

* Dividend growth rate 2% in perpetuity

The current share price using the Dividend Valuation Model is closest to:

e A $4.00
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e B.5$6.80
e C.$4.08
e D $6.12

IEf#: C

HH #213

Company B is an all equity financed company with a cost of equity of 10%.

It is considering issuing bonds in order to achieve a gearing level of 20% debt and 80% equity.

These bonds will pay a coupon rate of 5% and have an interest yield of 6%.

Company B pays corporate tax at the rate 0f25%.

According to Modigliani and Miller's theory of capital structure with tax, what will be Company B's new cost of equity?

10.94%%6 = 10%% + [(10%6 — 526y =< |13 o

.« A
. 10:75% = 10% # [(10% = 6%) x (154 )
. D 11.00% = 10% e 6%%) < (204 )

EM: B

R #214

Company P is a large unlisted food-processing company.

Its current profit before interest and taxation is $4 million, which it expects to be maintainable in the future.
It has a $10 million long-term loan on which it pays interest of 10%.

Corporate tax is paid at the rate of 20%.

The following information on P/E muiltiples is available:

Which of'the following is the best indication of the equity value of Company P?

A. $40 million
B. $48 million
C. $80 million
D. $24 million

F
R

: D

HR #215
Ifa company's bonds are currently yielding 8% in the marketplace, why would the entity's cost of debt be lower than this?

e A. Market interest rates have decreased.

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

e D. The company's credit rating has changed.
EfE: C

f#EEL:

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



HH #216
A company gas a large cash balance but its directors have been unable to identify any positive NPV projects to invest in. Which
THREE of the following are advantages of a share repurchase, compared with a one-off large dividend?

A. Tt means that the company will be able to pay lower total dividends in the future.
B. It increases the number of shares issue.

C. The shareholder can choose whether to take the cast or not.

D. It returns cash to shareholders so that they can choose hew to spend It

E. It will not create an expectation for future increased dividends.

IEf#: C. D. E
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