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Question 3 (20 marks)

Your company has two divisions. One division sells software and the other division sells computers. You have decided that Dell Computer
is very similar to your computer division in terms of both risk and financing. You find the following information:

10,000 individual bonds with a face value of $1,000 that will mature in 8 years' time and offer a coupon that is paid half-yearly. The
«coupon rate for these bonds is 6% per annum. The current market interest rate for these bonds is 7% per annum.

700,000 ordinary shares, which are expected to pay a $1 dividend per share next year. Dividends are expected to grow at 5% per
annum perpetually. The current share price is $25.

300,000 preference shares, which pay an annual dividend of 0.5% on a stated value of $100. Each preference share is trading at a
market price of $10.

The company tax rate is 30%.

Required:
a) Compute the WACC. (14 marks)

b)  Your company is considering an acquisition of Sun Ltd whose WACC is 10%. Your company’s purchase of Sun Ltd will cost 100
million, and will generate cash flows that start at $8 million in Year 1 and then grow at 3% per year forever. The cost of environmental
clean-up is expected to be $200,000 per year starting from Year 1 in perpetuity. What is the NPV of the acquisition? Should your
ccompany go ahead with the acquisition and why? (6 marks)
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Question 4 (10 marks)
a) What is the effective annual cost of credit terms of 1/10 net 30, if the firm stretches the account payable to 40 days? (2 marks)

b)  Bercraft Ltd has an average accounts payable balance of $280,000. Its average annual cost of goods sold is $4,780,000. It receives
terms of 1/20 net 40 from its suppliers. Is Bercraft managing its accounts payables well? (3 marks)

@  Below is an aging schedule of accounts receivable for Blue Ridge Ltd. Fill in the rest of the information in the table and calculate its
average collection period. How does it compare to the industry average of 30 days? (5 marks)

Age of Account (days)| Value of Account| % of total account|

0-10 $211,000
11-30 120,360
31-45 103,220
46-60 72,800

Total
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Question 5 (10 marks)

a)  FIN222 Ltd owns assets that will be worth only $2,000 in one year. The current risk-free rate is 5%, and the cost of capital is 10%.

i) If FIN222 Ltd is unlevered, what is the current market value of its equity today? (1 mark)

i) Instead, assume that FIN222 is levered. FIN222 Ltd has debt with a face value of $500 due in one year. According to Modigliani and
Miller, what is the value of the equity today in this case? (2 marks)

iii)  What is the expected return on the equity without leverage? (1 mark)
iv) What is the expected return on the equity with leverage? (2 marks)

v)  Discuss your answers in iii) and iv) with reference to Modigliani and Miller's Proposition 2 (MM2). (1 mark)

b)  Discuss the differences between Modigliani and Miller (M&M) Proposition 1 and the Trade-off theory. (3 marks)
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Question 6 (15 marks)

a) Assume an imputation tax system and show the values for A, B, C and D below. Show all workings and attach a minus sign ('-") to the
value if it is a cash outflow. (4 marks)

Marginal tax rate  [45% [19%
|Corporate level
Net Profit Before Tax [$2  |$2
[Corporate tax (30%) |-$0.60|-$0.60)|
Net Profit After Tax _ |$1.40 |$1.40
\Shareholder level
(Cash dividends $1.40 [$1.40
Gross-up adjustment |A IA

Grossed-up dividends|

|Personal Tax

Franking credit

Tax payable or refund B C

Dividend after taxes

b)  Richmond Ltd has generated profits before tax in Australia of $20 million. Its corporate tax rate is 30% and Richmond has a
retention rate of 60%. What is the value of distributed franking credits? (3.5 marks)
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b)  Richmond Ltd has generated profits before tax in Australia of $20 million. Its corporate tax rate is 30% and Richmond has a
retention rate of 60%. What is the value of distributed franking credits? (3.5 marks)

) FIN222 Ltd carries $24 million in debt. The market value of debt matches its book value of $24 million. The firm expects to generate
$15.68 million per year in free cash flows after corporate taxes, into perpetuity, with no growth expected. The expected dividend payable
to shareholders is $14 million per year, into perpetuity. The cost of debt is 10% before tax and the cost of equity to the firm is 12%.
Corporate tax rate is 30%. Assume that all of its shareholders can fully utilise the franking credits.

i) Assume a classical tax system and calculate the market value of equity. (1 mark)
i) Assume a classical tax system and calculate the WACC. (2 marks)
iii) Assume an imputation tax system and calculate the market value of equity. (2 marks)

iv) Assume an imputation tax system and calculate the WACC. (2.5 marks)
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Question 7 (10 marks)

a) Explain the differences between the buyer of a call option and the sell of a call option. (2 marks)

b)  Aninvestor buys a put option with a strike price of $45 for $6. What is the investor’s maximum gain and maximum loss? (2 marks)

©  InJanuary, an investor enters into a long futures contract to buy 100 oz of gold at $1,860 per oz in April. What would be the
investor's gain or loss if the price of gold is as follows in April?

i) $1,950 per oz (1 mark)
i) $1,750 per oz (1 mark)

d) You own a call option on a Brambles share with an exercise price of $12. The option will expire in exactly six months’ time.

i) If the share is trading at $9 in six months, what will be the payoff of the put? (1 mark)
iy If the share is trading at $18 in six months, what will be the payoff of the put? (1 mark)

iy Assuming that the option costs $0.50, draw a profit diagram showing the profit of the put as a function of the share price at
expiration. (2 marks)
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Question 1 (15 marks)

Use the following information to answer a).

|WOW Ltd  |Price |Dividend
1Jan 2020  [$41.84]
14 March 2020 1$0.46
1July 2020 [$38.68

a)  Assume that you purchased WOW Ltd shares on 1 Jan 2020 and sold them on 1 July 2020. A dividend of $0.46 was paid on 4 Mar
2020. Calculate the realised return for the period. (2 marks)

Use the following information to answer b).

IBHP Ltd|S&P/ASX200
IMonthly average return 1.3% 0.17%
Standard Deviation 7.87% |4.38%
Covariance between BHP and S&P/ASX200 |0.0020

b)  Compute the following.

i) Calculate the correlation coefficient between BHP and S&P/ASX200 and interpret the answer. (2 marks)
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Use the following information to answer b).

IBHP Ltd|S&P/ASX200
IMonthly average return 1.3% 0.17%
Standard Deviation 7.87% |4.38%
Covariance between BHP and S&P/ASX200 |0.0020

b)  Compute the following.

i) Calculate the correlation coefficient between BHP and S&P/ASX200 and interpret the answer. (2 marks)

i) Calculate the beta of BHP and interpret the answer. (2 marks)

iii) Assuming the market risk premium of 6% and the risk-free rate of 1%, compute the required rate of return of BHP Ltd. (2
marks)

iv) Assuming the annual average return of 15% for BHP, is BHP underpriced or overpriced? Would you buy or sell BHP shares? (3
marks)

V) Draw the Security Market Line using answers you obtained above. Label X-axis, Y-axis and intercept. Clearly present values on

X- and Y-axis when you locate the expected and required returns of BHP Ltd in the graph. (4 marks)
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Question 2 (20 marks)

One year ago, FIN222 Ltd purchased a machine used in manufacturing for $110,000. FIN222 Ltd is considering the purchase of a new
machine to replace the current machine. The following information is available.

® You can purchase the new machine for $150,000 today. It will be depreciated on a straight-line basis over 10 years and will be able to
be sold for $20,000 at the end of year 10.

You expect that the new machine will produce a gross margin (revenue minus operating expenses other than depreciation) of $50,000
per year for the next 10 years.

The current machine is expected to produce a gross margin of $20,000 per year for the next 10 years.

The current machine is being depreciated on a straight-line basis over a useful life of 11 years and has no salvage value.

As a result of the new machine, current assets will increase by $30,000 and current liabilities will increase by $20,000. The net working
capital will be recovered in the terminal year.

The market value today of the current machine is $60,000.

* The company tax rate is 30% and the opportunity cost of capital is 10%.

a) Calculate free cash flows from Year 0 to Year 10. (10 marks)
b)  Calculate the standard payback period. If the cut-off year is 5 years, should FIN222 Ltd accept the new project and why? (2 marks)
@  Calculate the NPV. Should FIN222 accept the new project and why? (3 marks)

d)  Establish the equation from which the IRR is solved. Assuming the IRR=23.17%, should FIN222 Ltd accept the project and why? (3
marks)

e) Discuss two disadvantages associated with the standard payback period method. (2 marks)




