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Question one
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Question two
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Question three
(a) Beta measures the systematic risk of a risky investment such as a share in a company. The total risk of the share can be sub-divided into two parts, known as systematic (or market) risk and unsystematic (or unique) risk. The systematic risk depends on the sensitivity of the return of the share to general economic and market factors such as periods of boom and recession. The capital asset pricing model shows how the return which investors expect from shares should depend only on systematic risk, not on unsystematic risk, which can be eliminated by holding a well-diversified portfolio.
Beta is calibrated such that the average risk of stock market investments has a beta of 1. Thus shares with betas of 0.5 or 1.5 would have half or 1½ times the average sensitivity to market variations respectively.
This is reflected by higher volatility of share prices for shares with a beta of 1.5 than for those with a beta of 0.5. For example, a 10% increase in general stock market prices would be expected to be reflected as a 5% increase for a share with a beta of 0.5 and a 15% increase for a share with a beta of 1.5, with a similar effect for price reductions.
(b) The beta of a company will be the weighted average of the beta of its shares and the beta of its debt. The beta of debt is very low, but not zero, because corporate debt bears default risk, which in turn is dependent on the volatility of the company's cash flows.
Factors determining the beta of a company's equity shares include:
(i) Sensitivity of the company's cash flows to economic factors, as stated above. For example sales of new cars are more sensitive than sales of basic foods and necessities.
(ii) The company's operating gearing. A high level of fixed costs in the company's cost structure will cause high variations in operating profit compared with variations in sales.
(iii) The company's financial gearing. High borrowing and interest costs will cause high variations in equity earnings compared with variations in operating profit, increasing the equity beta as equity returns become more variable in relation to the market as a whole.
This effect will be countered by the low beta of debt when computing the weighted average beta of the whole company.
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