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NIVERSITY OF
TRATHCLYDE




in Glasgow
Department of Accounting and Finance

40206 Accounting 3

and 

40232 Finance 3

	Friday 21st January 2005
	10.00am – 12.00noon    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

Company RUSH are planning to purchase a new machine to meet a new sales order.  The project is expected to last five years.  Sunk costs have already been incurred in the project of £100,000.  The machine will cost £300,000 if purchased now and has an expected scrap value of £20,000 at the end of year 5.

The Inland Revenue grants capital allowances of 25% each year using the reducing balance method. The current corporate tax rate is 30 % and is payable one year in arrears. 
The new order will generate the following items:

                                    Years 1-5

Sales                             120,000

Expenses (Cash)           30,000

Depreciation                 20,000

Allocated overheads      20,000

The working capital required for the project is as follows:

         Year            1               2              3           4            5         

Working

Capital Req’d   20,000      25,000    15,000   10,000       0

Assume the discount rate is 15%.

(i) Should the company undertake the project?

(28 marks)

(ii) State the underlying assumptions you have made in your analysis.

(5 marks)

(Total 33 marks)
Question 2

(a) 2112R is a railway company that is all equity financed.  The equity beta is 1.2.  The current Rf is 4% and the market risk premium is 8%.

(i) Calculate the expected return of the market portfolio.

(2 marks)

(ii) Calculate the cost of equity capital for company 2112R.

(4 marks)

(b) YYZ is financed by £50m in debt and £100m in equity.  The risk-free return is 2%, the expected market return is 12% and the equity beta of YYZ=0.8.  

(i) Calculate the appropriate discount rate for a new project that has the same business risk as the company’s existing business.  Assume the debt is risk-free.

(5 marks)
(ii) YYZ is planning to diversify into railways.  They find information on 3 train companies equity betas and E/(D+E) ratios.

Company       Equity beta        E/(D+E)

A                     1.0                    0.88

B                     0.75                   1.00

C                     2.0                     0.67

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.

(6 marks)

(c) An investor holds a portfolio of four securities.  She invests an equal amount in each security.  The betas on the four securities are 0.6, 0.9, 2, and 1.4.  The expected return on the market portfolio is 8% and the risk-free return is 3%.  Calculate the expected return and beta of the portfolio.

(6 marks)

(d) Explain the main anomalies of the efficient markets hypothesis?

(10 marks)

(Total 33 marks)
Question 3
On 19 October 2004 Prudential plc announced a one for six rights issue at 308 pence.  The net proceeds of the issue were £1 billion.  The issue price represented a 32.8 per cent discount to the closing price on 18 October 2004.  The proposed issue of 337.2 million new share represented approximately 16.7 per cent of issued share capital.

The issue was fully underwritten by UBS Investment Bank, Cazenove and Goldman Sacks International.

The stated rationale for the issue was that it “increases Prudential’s ability to seize opportunities for UK sales growth” and “strengthens Prudential’s regulatory capital position”.

(a) Calculate the closing share price on 18 October 2004.

(2 marks)

(b) Calculate the approximate number of shares in issue prior to the issue.

(2 marks)
(c) Calculate the theoretical ex rights price based on the closing share price on 18 October 2004.

(10 marks)

(d) Explain why the rights issue has been underwritten.

(6 marks)

(e) On 20 October 2004 the Financial Times stated that Prudential’s shares had ended on 19 October 2004 down almost 7 per cent at 422 pence in London.

Give TWO possible explanations for the share price reaction.

(8 marks)

(f) Explain why Prudential may have preferred a rights issue to a share placing.

(5 marks)

(Total 33 marks)

SECTION B
Question 4

Discuss the main issues involved in estimating the cost of equity capital for a company.

(33 marks)

Question 5

(a) What is a RESIDUAL dividend policy?

(15 marks)

(b) What are the main advantages and disadvantages of a RESIDUAL dividend policy?

(12 marks)

(c) How might any disadvantages be reduced by modification of a strict residual approach?

(6 marks)

(Total 33 marks)

Question 6
(a) Identify and discuss the principal components of the STATIC TRADEOFF THEORY of capital structure.

(25 marks)

(b) Give TWO examples of situations which the STATIC TRADEOFF THEORY cannot explain.

(8 marks)

(Total 33 marks)
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