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EE #28

DFG is a successful company and its shares are listed on a recognised stock exchange. The company's gearing ratio is currently in
line with the industry average and the directors of DFG do not want to increase the company's financial risk. The company does not
carry a large cash balance and its shareholders are not expected to be willing to support a rights issue at this time

LMB is a small services company owned and managed by a small board of directors who are going to retire within the next year
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DFG wishes to purchase LMB and has approached LMB's owners, who are broadly open to the proposal, to discuss the bid and
the consideration to be offered by DFG. LMB's owners explain to DFG that they are also keen to defer any tax liabilities they would
be subject to on receipt of the consideration.

Based on the information provided, which of the following types of consideration would be most suitable to finance the acquisition?

A. Cash for the current value of LMB

B. Loan stock in DFG for the current value of LMB

C. DFG shares for the current value of LMB

D. DFG shares for a percentage of the current value of LMB plus a three year earn-out arrangement
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HEE #29
A company plans to cut its dividend but is concerned that the share price will fall. This demonstrates the

e

HE:

effect

Signalling effect (information content of dividends)In CIMA F3, dividend policy is closely linked to nformation asymmetry between
a company's management and its shareholders.

Managers typically have better information about the firmi's future prospects than external investors. As a result, investors often
mterpret changes in dividends as signals about management's expectations of future earnings and cash flows.

The concern that cutting dividends will cause the share price to fall illustrates the signalling effect (also known as dividend signalling
theory). According to this theory, a dividend cut is mnterpreted by the market as a negative signal, suggesting that management
expects lower future profits or cash flow difficulties. Investors react by revising their expectations downward, leading to a fall in the
share price. CIMA F3 study guidance contrasts this with Modigliani and Miller's dividend irrelevance theory, which assumes perfect
markets and no information asymmetry. In reality, markets are imperfect, and dividends convey mformation. Therefore, companies
are often reluctant to reduce dividends even when it may be financially prudent, due to fear of adverse market reactions. This
behaviour is also linked to dividend stability, another key concept in F3, where firms prefer stable or gradually increasing dividends
to avoid sending negative signals to investors.

EE #30

Company A is a large well-established listed entertainment company and Company B is a small unlisted company specializing in
providing online media streaming,

Company A has a gearing ratio of 60% (using book values) and interest cover of 2.

Company A is considering making an offer for Company B, either a cash offer financial by raising additional debt finance or a share-
for-share exchange.

Which of'the following is most likely to occur if Company A offers a share-for exchange rather than offering cash finance by raising
debt?

A. Geaning would be lower.
B. Divided per share would be higher.

C. Eamings per share would be higher.
D. There would be no dilution fof control.

HE: A

EE #31

An all equity financed company reported earnings for the year ending 31 December 20X1 of $5 miillion.

Ore of'its financial objectives is to increase earnings by 5% each year.

In the year ending 31 December 20X2 it financed a project by issuing a bond with a $1 million nommnal value and a coupon rate of
7%.

The company pays corporate income tax at 30%.

Ifthe company is to achieve its earnings target for the year ending 31 December 20X2, what is the minimum operating profit (profit
before interest and tax) that it must achieve?



A. $7.57 million
B. $8.40 million
C. $7.50 million
D. $5.25 million

m

He: A

HEE #32

A company is financed by debt and equity and pays corporate income tax at 20%.

Its main objective is the maximisation of shareholder wealth.

It needs to raise $200 million to undertake a project with a positive NPV of $10 million.

The company is considering three options:

* A rights issue.

* A bond issue.

* A combination of both at the current debt to equity ratio.

Estimations of the market values of debt and equity both before and after the adoption of the project have been calculated, based
upon Modigliani and Miller's capital theory with tax, and are shown below:

Equity | Debt
$ $
million/million
Current 1,100,500
values CIMA
Values if
financed
by a rights 1,310 | 500
issue
Values if
financed
oy a bond 1,150 | 700
issue
Values with
a mixture
of debt and 1.260 | 963
aquity

Under Modigliani and Miller's capital theory with tax, what is the increase in shareholder wealth?

A. $10 million irrespective of finance

B. $210 million if financed by equity

C. $160 million if financed by a mixture of debt and equity
D. $50 million if financed by debt
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