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HEE #318

A company has some 7% coupon bonds n issue and wishes to change its interest rate profile.
It has decided to do this by entering into a plain coupon interest rate swap with it's bank.

The bank has quoted a swap rate of: 6.0% - 6.5% fixed against LIBOR.

‘What will the company's new interest rate profile be?

A. FIXED at 6.5%

B. VARIABLE at LIBOR

C. VARIABLE at LIBOR + 1.0%
D. VARIABLE at LIBOR + 0.5%
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HEE #319

A listed company in a high growth industry, where innovation is a key driver of success has always operated a residual dividend
policy, resulting in volatility in dividends due to periodic significant investments in research and development.

The company has recently come under pressure from some investors to change its dividend policy so that shareholders receive a
consistent growing dividend. In addition, they suggested that the company should use more debt finance.

Ifthe suggested change is made to the financial policies, which THREE of the following statements are true?

A. Retained earnings have a lower cost than debt finance.

B. There may be a change to the shareholder profile due to 'the clientele effect'.

C. It may give a signal to the market that the company is entering a period of stable growth.

D. The directors will not have to take shareholder dividend preferences into consideration in future.
E. The company's financial risk will increase due to its increased use of debt finance.

Y. B,CE

MY

Ifthe company switches from a residual dividend policy to a stable, growing dividend and increases its use of debt:

A). This does signal to the market that the company may be entering a more stable, mature growth phase - True.

B). A more stable dividend stream can attract a different type of mvestor (clientele effect) - True.

C). Directors still need to consider shareholder preferences; this statement is incorrect - False.

D). Retained earnings have an opportunity cost equal to the cost of equity and are generally not cheaper than debt - False.
E). More debt increases financial gearing and therefore financial risk - True.

Answer (200273):

ZE #320

A company is considering either directly exporting its product to customers in a foreign country or setting up a subsidiary in the
foreign country to manufacture and supply customers in that country.

Details of each alternative method of supplying the foreign market are as follows:

There is an import tax on product entering the foreign country of 10% of sales value.
This import duty is a tax-allowable deduction in the company's domestic country.
The exchange rate is A$1.00 =B$1.10

Which alternative yields the highest total profit after taxation?

A. Foreign subsidiary: A$35,000
B. Foreign subsidiary: A$38,500
C. Domestic: A$33,750
D. Domestic: A$41,250

e A

M.

1. Sell from domestic market

Revenue = A$100,000

Costs (given) = A$45,000

Import duty = 10% of 100,000 = A$10,000 (tax-deductible)
Profit before tax = 100,000 # 45,000 # 10,000 = A$45,000
Tax at 25% = 0.25 x 45,000 = A$11,250

Profit after tax = 45,000 # 11,250 = A$33,750

2. Sell via foreign subsidiary

Revenue = B$104,500

Costs = B$49,500

Profit before tax = 104,500 # 49,500 = B$55,000

Tax at 30% = 0.30 x 55,000 = B$16,500

Profit after tax = 55,000 # 16,500 = B$38,500

Convert to A$ at A$1 =B$1.10:

AS$ profit = 38,500/ 1.10 = A$35,000

Foreign subsidiary gives the higher after-tax profit.



AR #321
Two companies that operate in the same industry have different Price/Earnings (P/E) ratios as follows:
Which of'the following is the most likely of the different P/E ratios?

A. Company B has higher gearing than Company A.

B. Company B has a greater profit this year than Company A.

C. Company B has higher expected future growth than Company A.
D. Company B has higher business risk than Company A.

o
m
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A2 #3222

On 1 January:

* Company X has a value of $50 million

* Company Y has a value of $20 million

* Both companies are wholly equity financed

Company X plans to take over Company Y by means of a share exchange. Following the acquisition the post- tax cashflow of
Company X for the foreseeable future is estimated to be $8 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. $60 million
B. $100 million
C. $10 million
D. $30 million

.|
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Y.

Post-acquisition, Company X's annual post-tax cash flow = 8m in perpetuity.

Cost of equity = 10%.

Combined value after acquisition:

Veombined=80.10=80 millionV_ {\text{combined} } =\frac{8} {0.10} = 80\ \text{million} Vcombined=0.

108=80 million

Pre-acquisition total value:

VX+VY=50+20=70 millionV_X+ V_Y =50 + 20 = 70\ \text {million} VX+VY=50+20=70 million Synergy value:
Synergy=80#70=10 million\text{Synergy} = 80 - 70 = 10\ \text {million} Synergy=80#70=10 million
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