










4)  (a) A number of methods of writing off costs of fixed assets are in use. The choice of method 

is greatly influenced by company policy and the income tax rules prevailing in the country. 

The 3 methods used most commonly are: 

• Straight line depreciation 

• SOYD depreciation 

• Declining & double-rate declining balance depreciation 

Give uniform write off: Straight line depreciation 

Give larger depreciation in early years so that can enjoy lower taxable income when the money 

has more ‘values’: SOYD, declining and double-rate declining method 

 

Each of the method can refer to the lecture notes. 

 

(b)  P/E ratio is ratio of Stock price to Earnings per share (EPS) 

If P/E ratio = 12.5, it implies stock is selling at 12.5 times its earnings: 

• It takes 12.5 years for investors to recover investment in each share 

• And for $1 earning, investor is willing to pay $12.5 

P/E ratios can be negative, but it is very unlikely that it is ever reported. Although negative P/E 

ratios are mathematically possible, they generally aren't accepted in the financial community 

and are considered to be invalid or just not applicable. In the case of the P/E ratio, it is 

impossible for the numerator to fall below zero because this represents the price of the asset. 

However, the denominator, which is equal to the earnings of the company, can become 

negative. EPS values below zero mean that the company is losing money. Negative EPS 

numbers are usually reported as "not applicable" for quarters in which a company reported a 

loss. Investors buying a company with a negative P/E should be aware that they are buying a 

share of a company that has been losing money per share of its stock 

 

The P/E ratio is arguably the most popular fundamental factor used by investors who try to 

determine the attractiveness of an asset's current value and, more importantly, whether the 

current price level makes for a good buying opportunity. Generally speaking, a low P/E value 

suggests that an investor needs to pay a low amount for each dollar of earnings made by the 

company. This could be used by investors as a sign that the given asset is undervalued and a 

potentially good investment at current levels. Conversely, a relatively high P/E value is used 

to suggest that investors will need to pay a high amount for the company's earnings, which can 



then be used to suggest that the asset is relatively expensive and that it may be a good idea to 

wait for a better entry. A high P/E ratio could also suggest that the company is performing well, 

and the investors have high expectation of the company, so, they are willing to buy it at a higher 

price. 

 

(c) A preferred stock is a class of ownership in a corporation that has a higher claim on its 

assets and earnings than common stock. Preferred shares generally have a dividend that must 

be paid out before dividends to common shareholders, and the shares usually do not carry 

voting rights. Preferred stock combines features of debt, in that it pays fixed dividends, and 

equity, in that it has the potential to appreciate in price. The details of each preferred stock 

depend on the issue. Preferred shareholders have priority over common stockholders when it 

comes to dividends, which generally yield more than common stock and can be paid monthly 

or quarterly. If a company is struggling and has to suspend its dividend, preferred shareholders 

may have the right to receive payment in arrears before the dividend can be resumed for 

common shareholders. Preferred shareholders have prior claim on a company's assets if it is 

liquidated, though they remain subordinate to bondholders. 

(More info can be found here: https://www.investopedia.com/terms/p/preferredstock.asp) 

 

Valuation of preferred stock 

 
(d) Operating income is an accounting figure that measures the amount of profit realized from 

a business's operations, after deducting operating expenses such as cost of goods sold (COGS), 

wages and depreciation. Operating income takes a company's gross income, which is 

equivalent to revenue minus COGS, and subtracts all operating expenses and depreciation. A 

business's operating expenses are costs incurred from operating activities and include items 

such as office supplies, heat and electricity. 



Many companies focus on operating income when measuring the operational success of the 

business. Additionally, it is the measure of the ability of a company to cover costs and make 

profit. Operating income ratios leaves out interest and taxes, so it does not serve as a net value 

of the wealth created from a business. More, it is a general tool used to evaluate the operating 

process and efficiency which ultimately lead to company profits. 

 

Example: 

Denali Holding, Inc., the parent company of Dell Technologies, reported its financial results 

for the first quarter of its fiscal year, ending April 29, 2016. The company saw operating income 

rise by 37% when compared to the same period in the previous year. The report of the increase 

in operating income is especially important because the company is looking to merge with 

EMC, and shareholders are slated to vote on the potential merger on July 19, 2016. While 

Denali Holding, Inc.'s first quarter sales dropped by 3%, its operating performance could 

potentially give EMC shareholders confidence in voting to merge the two companies.
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