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Department of Accounting and Finance

40206 Accounting 3

and

40232 Finance 3

	Tuesday 16th August 2005
	2.00pm – 4.00pm    2 hours


There are six questions in all

Answer THREE questions in total

Answer at least ONE question from each section

All questions carry equal marks

Discount tables are provided
Calculators must not be used to store text and/or formulae nor be capable of communication.

Invigilators may require calculators to be reset 

SECTION A

Question 1

(a) Company RUSH are planning to purchase a new machine to meet a new sales order.  The project is expected to last five years.  The machine will cost £200,000 if purchased now and has a scrap value of £60,000 at the end of year 5.

The Inland Revenue grants capital allowances of 20% each year using the reducing balance method. The current corporate tax rate is 20 % and is payable one year in arrears. 
Calculate the capital allowances for RUSH.

(6 marks)

(b) Company YYZ has to choose between two machines.  Machine A lasts 6 years and has an initial cost of £50,000 and annual running costs of £12,000 in years 1 to 4 and an annual cost in years 5 to 6 of £10,000.  Machine B lasts 3 years and has an initial cost of £40,000, annual running costs of £10,000 in year 1 and £18,000 in years 2 to 4.  The discount rate is 10% and there is no inflation.  Which machine should YYZ choose?

(7 marks)

(c) Company RTB is considering whether to replace an old machine.  The new machine has an expected life of 5 years.  The new machine will cost £100,000 and has scrap value of £20,000 at the end of year 5.  The old machine can be sold today for £10,000 and would have an expected scrap value at the end of year 5 of £20,000.  The annual savings of the new machine is £20,000.  The discount rate is 10% and there are no taxes or inflation.  Should RTB replace the machine?

(7 marks)

(d) Explain the Capital Market Line and Security Market Line relations in the CAPM.

(13 marks)

(Total 33 marks)
Question 2

(a) An investor holds a portfolio of five securities.  She invests 10% in securities 1 to 4 and 60% in security 5.  The beta of securities 1 to 4 is 0.6, 1.4, 0.2, 1.0, and the beta of security 5 is 2.0.  The market risk premium is 10% and the risk-free return is 3%.  

(i) Calculate the expected return of the market portfolio

(2 marks)

(ii) What is the portfolio beta?

(3 marks)

(iii) What is the expected portfolio return?

(3 marks)

(b) Working is a railway company that is all equity financed.  The equity beta is 1.4.  The current Rf is 3% and E(Rm) = 12%.

(i) Calculate the expected returns of Working.

(4 marks)

(ii) Working is planning to diversify into airlines.  They find information on 5 airlines equity betas and E/(D+E) ratios.

Company       Equity beta        E/(D+E)

A                     1.0                    0.88

B                     0.6                     1.00

C                     2.0                     0.67

D                     1.5                     0.85

E                     0.7                     1.00

Calculate an appropriate discount rate for this project assuming debt is risk-free.  Assume the project has the same business risk as the industry average.

(8 marks)

(c) Why does using a single cost of capital to evaluate all investment projects within a company lead to wrong decisions? Discuss.

 (13 marks)

(Total 33 marks)
Question 3
(a) Alphabeta plc is a quoted company with a policy of allowing earnings to influence the rate of dividend payment.  Last year’s total dividend rate was 10 pence per share.  This year the company has announced earnings per share of 20 pence.

Calculate this year’s dividend rate using Lintner’s formula assuming the company has a target payout ratio of 75% and the speed of adjustment is 5 years.

(8 marks)

(b) Give reasons for the speed of adjustment factor in the Lintner formula.

(8 marks)

(c) What other factors may affect a company’s dividend apart from earnings?

(17 marks)

(Total 33 marks)

SECTION B

Question 4

Discuss the three forms of the efficient markets hypothesis.

(33 marks)

Question 5

Consider the significance of THREE of the following factors in the STATIC TRADEOFF THEORY of capital structure.

· Interest tax shield

· Tax exhaustion

· Expected bankruptcy costs

· Agency benefits of debt

· Agency costs of debt

(Total 33 marks)
Question 6
Explain why taxes are so important in evaluating the decision as to whether an asset’s services should be acquired by a long term lease agreement.

(Total 33 marks)
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