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STUDENT NUMBER…………………………………………………

Answer All Multiple Choice Questions in Section 1 

Note wrong answers are not penalised

EACH MULTIPLE CHOICE QUESTION IS WORTH 3 MARKS
PLACE A CIRCLE ROUND THE CHOSEN ANSWER

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.  Your bank account pays interest monthly; you are told that the effective annual rate on your account is 9.38%. What is the monthly rate of interest?

a. 0.75%

b. 0.1%

c. 0.078%

d. 0.075%

e. 7.5%

Q2. Moham Co. is expected to pay a dividend of £2.20 per share next year.  The dividends are expected to grow at a rate of 9 percent forever.  A share in Moham Co. currently trades at £45.60.  What is the required rate of return on Moham shares?

a. 10.82%

b. 14.82%

c. 13.82%

d. 16.82%

e. 18.82%

Q3. 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. £5040.96

e. £5140.56

Q4. Suppose you have just won a lottery and must choose one of the following (guaranteed) payoffs. Which one would you choose? The interest rate is 8%; ignore tax consequences.                          

a.  £100,000 paid today.                                                

b.  £140,000 paid five years from today.                                

c.  £50,000 paid today and £68,000 paid four years from today.                                                              

d.  £13,000 paid per year for ten years, with the first year's payment made today.

e.  £14,000 paid per year for ten years, with the first year’s payment made one year from today

Q5.  Jairo  refuses to retire until his retirement account has a balance of at least £300,000. His account currently has a balance of £100,000 and earns 12% per year compounded monthly. However, he does not want to make any more deposits into the account. How long does Jairo have before he can retire (answer to the end of the month).

a.  120 months

b.  111 months

c.  105 months

d.  111  months

e.  91 months

Q6. You are considering taking on a credit card and are considering the following possibilities:

AMCARD has a stated annual interest rate of 18%. Monthly payments are required. 

VICARD has a stated annual interest rate of 16.5%. Weekly payments are required.

BACARD has an effective annual interest rate of 19%.

MASCARD has a stated annual interest rate of 17%. Fortnightly payments are required.

Which card do you choose?

a.  AMCARD

b.  VICARD

c.  BACARD

d.  MASCARD

e.  EITHER VICARD OR MASCARD 

Q7. What is the NPV of a project that costs £50,000 and returns £27,000 annually for three years if the opportunity cost of capital is 14%?

a.  £3,397

b.  £12,900

c.  £12,683

d.  £31,000

e.  £41,050

Q8. A 8% bond is currently valued at 5% below par (par value = £100). It has 1½ years to maturity, paying interest (8%) in six months and eighteen months. What is its yield to maturity?

a. 16.5%

b. 15.5%

c. 15.0%

d. 8.0%

e. 5.0%

Q9. Which of the following projects would you feel safest in accepting? Assume the opportunity cost of capital to be 12% for each project.

a.  “A” has a small, but negative, NPV.

b.  “B” has a positive NPV when discounted at 10%.

c.  “C’s” cost of capital exceeds its rate of return.

d.  “D” has a zero NPV when discounted at 14%.

e.  “E” has a zero IRR

Q10. A 12% bond with 4 years to maturity is selling at 105. In one year's time its yield to maturity is 9%. What is the one-year return on the bond?

a. 15.9%

b. 14.9%

c. 12.9%

d. 13.9%

e. 11.9%

Q11.  “Some risk cannot be diversified away and is due to the overall exposure of an investment to movements in the economy.” This quote is referring to:

a. Systematic risk

b. Unsystematic risk

c. Diversifiable risk

d. Unique risk

e. All of the above

Q12. 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. 952p

b. 1050p

c. 902p

d. 876p

e. 780p

Q13. Using the information in Q12 what proportion of the current share price is due to growth prospects?

a. 56.6%

b. 52.4%

c. 48.3%

d. 40.4%

e. 45.3%

Q14. 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       £15,000       £20,000       £20,000       £10,000        

The Internal Rate of Return (to the nearest percent) for the project is:                                                                    

a.  22%.                             

b.  26%.                         

c.  18% 

d.  12%

e.  None of the above.

Q15. What is the profitability index for the following set of cash flows if the relevant discount rate is 15%?

	Year
	Cash Flow

	0
	-£1,750

	1
	£1,000

	2
	£200

	3
	£800


a.  0.75

b.  0.64

c.  1.25

d.  0.88

e.  0.34

Q16. Consider the returns on the two following shares under different states of the economy.

	State of the Economy
	Rate of Return on Sop Plc
	Rate of Return on  Hia Plc

	Recession
	0%
	15%

	Normal
	10%
	8%

	Boom
	16%
	1%


Each of the potential states of the economy has an equal chance of occurring.

Using the information above, which of these individual shares is preferred by a risk LOVING investor?

a.  Neither, as both are as risky.

b.  The investor is indifferent between them.

c.  Sop Plc

d.  Hia Plc

e.  Cannot say without more information.

Q17. Using the information in Q16. what is the expected return of an equally weighted portfolio of Sop and Hia?

a.  8.93%

b.  8.00%

c.  8.33%

d.  7.25%

e.  7.00%

Q18.  Bandy has divided his money evenly between Boots plc and  Marks and Spencer plc. Both shares have a standard deviation of 20%. Suppose the correlation between the shares was +1.0. What is the standard deviation of Bandy’s portfolio?

a. Less that 20% because the portfolio is diversified

b. Exactly 20%

c. More than 20% because of the positive correlation

d. Must know the covariance to solve the question

e. None of the above

Q19.  A portfolio has an expected return of 15% and a beta of 1.2. The expected market return is 13%. What is the risk free rate?

a. 3.0%

b. 1.2%

c. 6.0%

d. 3.05%

e. 4.0%

Q20. The shares of BICC plc have a beta of one and a very high unique risk. If the expected return on the market portfolio is 15%, under the CAPM the expected return on BICC plc will be:

a. 15%

b. Less than 15%

c. More than 15%

d. Must know the risk free rate to solve

e. Must know the market risk premium to solve

SECTION 2

Question 1

You have been offered two securities with the following return distributions,

	Security
	Recession 

p = 0.1
	Bearish Market

p = 0.2
	Normal

p = 0.5
	Bullish Market

p = 0.2

	KO plc
	-2%
	3%
	5%
	9%

	YA plc
	19%
	10%
	2%
	-17%


a. What is the expected return and variance of each security?



(5 Marks)

b. What is the covariance of returns between KO and YA?  What is the correlation?









(5 Marks)

c. What is the expected return and variance of a portfolio consisting of 60% YA and 40% KO?








(10 Marks)

(Total 20 marks)

Question 2.

a. Comment briefly on why it is unlikely that returns on two securities will ever be perfectly negatively correlated?

(5 marks)

b. Briefly review and explain the main assumptions underlying the capital asset pricing model.

(8 marks)

c. Explain how the total risk of an asset can be separated into systematic and unsystematic risk.  Label the following diagram to illustrate your answer.

(7 marks)
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(Total 20 marks)

Question 3

a. 

Consider a project that will require an initial outlay of £54,000. This project has an expected life of 5 years life and will generate after-tax cash flows to the company as a whole of £20,608 at the end of each year over its 5-year life. Also, there will be an additional cash inflow of £13,200 at the end of the fifth year associated with the salvage value of a machine, making the cash flow in year 5 equal to £33,808. Below is the summary of the project cash flows.


Year
Cash Flow
Year
Cash Flow


0
-£54,000
3
20,608


1
20,608
4
20,608


2
20,608
5
33,808


Given the required rate of return is 15%, calculate the following:



(a)
Net Present Value

(b)
Profitability Index

(c)
Internal Rate of Return.


Then decide if this project should be accepted or not?


(12 marks)

b. 

Briefly describe the following:

i.  Convertible bond

ii.  ISA.

iii.  Investment trust

iv.  Earnings per share

(8 marks)

(Total 20 marks)

Question 4

Write an essay on ONE of the following questions

Discuss the main sources of long term finance used by UK companies and the advantages and disadvantages of each.

OR

Despite the obvious limitations, non-discounting methods of investment appraisal are used by many firms. Describe these limitations and why non-discounting methods remain popular.

 (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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