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Thursday 11th August 2005       9.30am – 11.30am   2 hours

Answer All Multiple Choice Questions in Section 1 

Note wrong answers are not penalised

EACH MULTIPLE CHOICE QUESTION IS WORTH 3 MARKS
Answer two questions from the four questions in Section 2

EACH QUESTION IS WORTH 20 MARKS
Discount Tables and Compound Interest Formulae Provided 

SECTION 1
Q1. Assume the annual rate of interest is 15%. What is the present value of a perpetuity of £1000 per year, if the first payment is made three years from now?

a. £9090.90

b. £8765.34

c. £8508.56

d. £8005.05

e. £5040.96

Q2. Which of the following statements best describes preference shares?

a.  Legally debt instrument which pays a fixed return, has an infinite life and ranks before ordinary shares on liquidation.

b.  Legally equity instrument which pays a fixed return, has a finite life and ranks before ordinary shares on liquidation.

c.  Legally equity instrument which pays a variable return, has a finite life and ranks after ordinary shares on liquidation.

d.  Legally debt instrument which pays a variable return, has a finite life and ranks before ordinary shares on liquidation.

e.  None of the above.

Q3.  The present value of the following cash flows is known to be £6,775; £500 in one year, £2,000 in two years, and £5,000 in three years. What discount rate is being used?

a.  2%

b.  3%

c.  4%

d.  6%

e.  7%

Q4.  You obtain a house loan (mortgage) of £100,000 from a building society who charge a stated interest rate of 12%. You are to pay off the mortgage with equal monthly payments over the next 25 years. What is the monthly payment? (rounded up to the next whole £)

a. £7,054

b. £5,320

c. £5,267

d. £6,678

e. £1,054

Q5.  A furniture store is offering free credit on purchases of over £1,000. You observe that a big-screen television can be purchased with no initial payment but £2,700 due in one year. The store next door offers an identical television for £2,450 but does not offer credit terms. Which statement below best describes the “free” credit?

a.  The “free” credit costs about 8.20%

b.  The “free” credit costs about 9.20%.

c.  The “free” credit costs about 10.20%.

d.  The “free” credit costs about 12.20%.

e.  The “free” credit effectively costs zero percent.

Q6.  What is the present value of a series of annual cash flows of £100 starting in year 6 and ending in year 12?  The discount rate is 8%.

a.  £713.9


b.  £382.7


c.  £520.6


d.  £399.3


e.  £354.3

Q7. If a four year bond (face value £1000) with a 7% coupon (annual interest payments) and a 10% yield to maturity is currently worth £904.90, how much will it be worth one year from now if interest rates are constant?

a.
£904.90

b.
£925.39

c.
£947.93

d.    £1,000.00

e.     none of the above

Q8.  A 10 year 8% coupon bond (face value £100, annual interest payments) has a yield to maturity of 8%. One year later the yield to maturity on the same bond has shifted to 5%. What is the return on the bond over this one year?

a.  2%

b.  21.6%

c.  25.6%

d.  27.4%

e.  29.3%

Q9.  The current dividend of  Hong plc is 12p. It is not expected to change in the future. What is the share price (pence) if the required return on the share is 8%?

a.  180.00p

b.  150.00p
c.  60.00p
d.  50.00p
e.  24.00p
Q10. A firm's most recent EPS figure is 50p. The firm's constant plowback ratio and ROI are 40% and 20% respectively. The market's required return on the firm's shares is 13%. What is the expected share price in five years’ time? (rounded to nearest penny)

a. 1215p

b. 1050p

c. 952p

d. 876p

e. 780p

Q11.
Suppose you began making £2,000 annual contributions to your pension on your 18th birthday.  Assuming you make the contribution on each birthday up to and including your 65th. What rate of return (to the nearest tenth of a percent) would you need to earn to retire with £4.55 million? 

a. 8.5%

b. 9.5%

c. 10.5%

d. 11.5%

e. 12.5%

Q12.
What is the IRR of a project that costs £100,000 and provides cash inflows of £17,000 annually for six years?

a.  0.57%

b.  2.00%

c.  5.69%

d.  56.87%

e.  60.00%

Q13. Which of the following is a not a valid criticism of the accounting rate of return?

a.  it ignores the time value of money.

b.  it does not consider all accounting profits in the calculation.
c.  the acceptance rule is arbitrary.
d.  it does not consider the risk of the cashflows.
e.  it ignores the costs of capital
Q14.  You purchased a share at the beginning of the year for £2.50 and at the end of the year the value of the share is £1.50. During the year the dividend was £0.3 per share. What is the percentage return on the share?

a.  -128%

b.  -56%

c.  -28%

d.  28%

e.  56%

Q15. Consider the returns on the two following shares under different states of the economy.

	State of the Economy
	Probability of State of the Economy
	Rate of Return on John Plc
	Rate of Return on  Stone Plc

	Recession
	0.2
	-0.10
	0.2

	Normal
	0.5
	0.35
	0.3

	Boom
	0.3
	0.65
	0.4


What is the expected return and standard deviation of John Plc?

a.  expected return 25%, standard deviation 26.46%

b.  expected return 25%, standard deviation 24.46%

c.  expected return 35%, standard deviation 25.98%

d.  expected return 25%, standard deviation 29.46%

e.  expected return 35%, standard deviation 29.46%

Q16. You have £20,000 to invest. Using the information in Question 15 and the information on Stone plc that the expected return is 31% and the standard deviation is 7%, what is the expected return on your portfolio if you put £15,000 in John plc and the remainder in Stone plc?

a.  22.5%

b.  26.5%

c.  31.0%

d.  34.0%

e.  45.5%

Q17. Consider the following information.

	Share
	Beta
	Expected Return

	MAU Plc
	1.8
	22.04

	DOT Plc
	1.6
	20.48


What would the risk free rate have to be if these securities were correctly priced, if the return on the market is 15.8%?

a.  6%

b.  8%

c.  20%

d.  22%

e.  28%

Q18. Suppose the risk free rate is 6% and the expected return on the market is 16%. If CHAT Plc has a beta of 0.7, what is it’s expected return based on the Capital Asset Pricing Model?

a.  7.76%

b.  7.96%

c.  12.1%

d.  13.0%

e.  23.6%
Q19. 
A share with a beta greater than 1.0 would be termed:

a.  an aggressive share, because it is expected to increase more than the market increases.

b.  a defensive share, because it is expected to decrease more than the market increases.

c.  an aggressive share, because it is expected to decrease more than the market increases.

d.  a defensive share, because it is expected to increase more than the market decreases.

e.  none of the above.

Q20. Individual stocks are:

a. exposed to the same amount of market risk.

b. exposed to differing amounts of market risk.

c. not exposed to market risk; only the general economy is subject to market risk.

d. able to diversify away their market risk.

e. none of the above.

SECTION 2

Question 1

Two shares, Harts and Sutt, are expected to generate the following returns with the probabilities indicated:

Returns

Probability

Harts

         Sutt


0.15

   -5%


5%


0.25

    8%


2%


0.40

   16%


14%


0.20

   25%


29%

a. Calculate the expected returns for both Harts and Sutt.

(4 marks)

b. Calculate the standard deviations for each share.

(4 marks)

c. Calculate the expected return and standard deviation for a portfolio consisting of 50% Harts and 50% Sutt.

(6 marks)

d. What happens to the standard deviation of the portfolio (relative to the standard deviation of the two shares individually)? Comment as to why the standard deviation of the portfolio is not an “average” of the standard deviations of the two individual shares.

(5 marks)

e. Explain how the total risk of an asset can be separated into systematic and unsystematic risk.  Label a diagram to illustrate your answer and give examples of the risks.

(6 marks)

 (Total: 20 marks)

Question 2.

a) Consider the following project and its associated cash flows; the appropriate discount rate is 20%:                                      

               t=0                   t=1              t=2              t=3               t=4

Project  -£50,000       £18,000       £18,000       £18,000       £18,000        

Calculate the NPV, the internal rate of return (to the nearest percent) and the profitability index for the project.

(8 marks)

b)  Briefly describe the arguments for and against using non-discounting methods of investment appraisal.

(6 marks)

c)  Explain the difference between a unit trust and investment trust

(6 marks)
(Total: 20 marks)

Question 3

a) Define the following terms:

i. Normal distribution;

ii. Expected return;

iii. systematic and unsystematic risk;
iv. risk premium;

v. risk free rate;

vi. ISA;

vii. portfolio;

viii. beta.

(Total: 20 marks)

Question 4

Answer ONE Question

How can investment risk be reduced? Discuss a model of how the rates of return on securities are determined.

OR

IRR is a popular technique in capital budgeting. Discuss why this is the case and the main limitations in using this technique.

(Total: 20 marks)
END OF PAPER

COMPOUND INTEREST FORMULA
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where

PV
=
Present value of single sum of F receivable n periods from now where the interest rate is r.

PVANN   =
Present value of an annuity of A per period for n periods when the interest rate is r per period.

FVANN   =
Amount of an annuity for n periods at interest rate r.

n
=
number of periods

r
=
interest rate.
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