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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

Answer at least one question from this section:

Question 1
Company DUFC are planning to purchase a new machine to meet a new sales order.  The project is expected to last four years.  The machine will cost £200,000 if purchased now and has an expected scrap value of £10,000 at the end of year 4.

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

                                    Years 1-4

Sales                             100,000

Expenses (Cash)           40,000

Depreciation                 10,000

Allocated overheads      10,000

The working capital required for the project is as follows:

         Year            1               2              3           4                    

Working

Capital Req’d       0          25,000     5,000        0

Assume the discount rate is 10%.

(a) Should the company undertake the project?

(28 marks)

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

(5 marks)

(Total: 33 marks)

Question 2

(a) YYZ is a railway company that is all equity financed.  The equity beta is 1.2.  The current Rf is 4% and the expected market return is 10%.  Calculate the cost of equity capital for company YYZ.
(4 marks)

(b) 2112 company is financed by £50m in debt and £100m in equity.  The risk-free return is 2%, the expected market risk premium is 10% and the equity beta of 2112 =1.2.  Assume the debt of 2112 is risk-free.

(i) What is the beta of the debt of 2112 and the return on debt for 2112?

(2 marks)

(ii) Calculate the asset beta of 2112.

(3 marks)

(iii) What is the discount rate that 2112 should use in evaluating a new project with the same business risk as 2112’s existing business?

(3 marks)

(c) YYZ is an airline company that is planning to diversify into railways.  They find information on the equity betas and E/(D+E) ratios of three train companies. The risk-free return is 2%, the expected market risk premium is 10%

Company       Equity beta        E/(D+E)

A                     1.03                   0.8

B                     0.7                   1.00

C                     0.2                     0.5

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)

(d) An investor holds a portfolio of three securities A, B, and C.  She invests 20% in A, 30% in B, and 50% in C.  The betas on the three securities are 0.6 (A), 0.9 (B), and 1.4 (C).  The expected market risk premium is 8% and the risk-free return is 3%.  Calculate the expected return and beta of the portfolio.

(5 marks)

(e) Discuss the main advantages of leasing for a company.

(10 marks)

(Total: 33 marks)

Question 3
RTB plc has one million ordinary shares in issue and the current share price is £2.00.  The company wishes to embark on a major expansion programme and, has decided to raise new equity of £2m.

The company is seeking your advice on the advisability of a number of potential share issue methods:

 (i)  A rights issue at 20% discount to the current market price;

 (ii) A placing of shares with institutions at 10% discount to the current market price.

(a) Calculate the theoretical ex rights price under method (i). 



(5 marks)

(b) Show whether the wealth of a holder of 500 shares is affected by his decision to take up or not to take up the rights issue in (i).

(8 marks)

(c) Calculate the effect on the share price of method (ii).

(4 marks)

(d) What would happen to the wealth of the shareholder with 500 shares if the company follows method (ii)?

(3 marks)

(e) Describe the three forms of the Efficient Markets Hypothesis.

(13 marks)

(Total: 33 marks) 
SECTION B
Answer at least one question from this section:

Question 4
What are the main issues faced by the financial manager in evaluating the cost of equity capital for the company?  Discuss.

(33 marks)

Question 5
Discuss the main factors that affect the dividend policy decision of the firm.

(33 marks)

Question 6
Discuss the static trade-off theory of optimal capital structure.

(33 marks)
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