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Wesfarmers Limited Case Questions

Suppose the pre-tax rate of return on investment projects in Wesfarmers
is R = 20%. Assume either that Wesfarmers is unlevered, or that this is the
rate of return earned on equity net of interest payments. Let T be the
corporate tax rate, t be the personal tax rate and p be the special 15%
tax rate that applies to the income of pension funds. Assume pensions are
eligible for the tax credit under the post-1987 tax system.

(1) Assume Wesfarmers pays out all of its net income as a dividend. Under
the old tax system, what is the after-tax annualized return on an
investment in Wesfarmers’ stock to:

– an investor in the 60% tax bracket?
– an investor in the 29% tax bracket?
– a pension fund?

(2) Assume Wesfarmers pays out all of its net income as a dividend. Under
the new tax system, what is the after-tax annualized return on an
investment in Wesfarmers’ stock to:

– an investor in the 49% tax bracket?
– an investor in the 29% tax bracket?
– a pension fund?

(3) Answer (1) and (2) above assuming Wesfarmers pays no dividend for 10
years, at which time it pays a liquidating dividend.1

(4) How does the tax law change affect the attractiveness of debt versus
equity?

(5) How does the discount at which stock may be purchased under the
dividend reinvestment plan affect the likelihood that investors will
participate in the plan?

(6) What arbitrage opportunities, if any, does Australian tax law present
following the introduction of imputation credits?

1 For purposes of making the calculations under the new tax system, suppose undis-
tributed pre-1987 earnings are zero.
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