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STUDENT NUMBER …………………………………

Answer all multiple choice questions in Section 1
Note wrong answers are not penalised
The calculations should be returned with the exam paper

Each multiple choice question is worth 3 marks
Answer two questions from the four in Section 2

Each question is worth 20 marks
Discount Tables and Compound Interest Formulae 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 1
Q1. 
Jones retires in 12 years time and wishes to invest now to provide for himself a regular annual payment of £30,000 in each of the 20 years following retirement.  How much must he invest today assuming he can lock in to an annual interest rate of 6%.  (Answers to the nearest £000)

a. £187,000

b. £193,000

c. £171,000

d. £344,000

e. £298,000
Q2. 
Company Y is considering the issue of £100 face value, 20 year, 8 percent coupon bonds. The bonds will make coupon payments on a semi-annual basis.  Company Y observes that bonds of Company X are trading at £89.92, have the same maturity date, face value and pay an annual coupon of 9 percent.  If the two bonds are expected to be similar in risk, what price will a bond of Company Y sell for?
a. £89.92
b. £81.38
c. £81.52
d. £100.00
e. None of the above

Q3.
The price today of a 4-year 8% bond is £110 (face value £100).  One year from now this bond has a yield to maturity of 9%.  What is the one-year holding period return?

a. -10.39%

b. 4.12%

c. -4.12%

d. 10.39%

e. None of the above

Q4. 
 You are considering buying a house with a price of £200,000. You have 20% of the money and will borrow the remaining. The mortgage lender charges annual rate of 4.8% on the loan. If you make constant monthly payment of £930.89 and if your first payment is done in 1 year’s time how many years will you take to repay your mortgage. 
a. 26.5 years
b. 24.3 years
c. 28.5 years
d. 30.0 years
e. None of the above
Q5. 
Which of the following corporate objectives are always in the shareholder’s interests: 
a. Raise the level of sales revenue.
b. Undertake all new investment opportunities.
c. Increase market share.
d. Accept projects which will increase shareholders wealth.
e. Underprice the firm’s competitors.
Q6. 
Suppose you just won the lottery and must choose one of the following (guaranteed) payoffs. Which one would you choose? The interest rate is 5%; ignore tax consequences.
a. £80,000 paid today.
b. £110,000 paid five years from today.
c. £50,000 paid today and £40,000 paid four years from today.
d. £17,000 paid per year during the 6 years, with the first payment made today.
e. All have the same value.

Q7. 
Which of the following statement is correct:
a. Bond prices increase with interest rates.
b. Bond prices decrease with interest rates.
c. Bond prices are indifferent to interest rate.
d. Bond prices are the same as interest rates
e. None of the above
Q8. 
What is the present value of perpetuity of a series of quarterly cash-flows of £50 which starts 2 years from now. Stated annual interest rate 5%.  
a. £3,500.30
b. £3,666.86
c. £3,809.52
d. £4,000.00
e. None of the above
Q9.  
What is the difference in value between an ordinary 4-year annuity of £50 per year and a 4-year annuity due of £50 per year, if the interest rate is 5%?

 

a. £8.85

b. £10.85

c. £10.25

d. £20.25

e. None of the above.
Q10. 
Consider a constant growth company. If the plowback ratio is 30% and the return on investments is 15%. What is the share price of the company if the next years’ dividend is 10p?
a. 95.2p
b. 45.0p
c. 950.0p
d. 450.0p
e. None of the above
Q11. 
The current dividend of company Z is £4 per share. Investors in Z require a rate of return of 10%. It is estimated that Z’s dividend will increase by 4% per year forever. What is the share price of Z?

a. £69.33
b. £81.11
c. £84.35
d. £87.73
e. £91.25
Q12. 
The cash flows of a project are presented below:

	Year
	0
	1
	2
	3

	Cash Flow (Pounds)
	-100,000
	82,000
	12,000
	42,000


The Internal Rate of Return is:
a. 10.0%

b. 12.5%

c. 15.7%

d. 20.7%

e. 30.1%

Q13.
What is the profitability index for the following set of cash flows if the relevant discount rate is 12%?

	Year
	Cash Flow

	0
	-£3,000

	1
	£2,000

	3
	£800

	2
	£1,000


a. 0.10
b. 1.05
c. 1.40
d. 2.31
e. 2.96
Q14. 
Which of the following statements is correct:
a. The NPV and the IRR always result in the same accept/reject decisions.
b. The NPV cannot rank mutually exclusive projects.
c. The IRR cannot rank mutually exclusive projects.
d. The NPV cannot be used in cases of multiple IRRs.

e. None of the above
Q15. Which of the following statements concerning unique risk is true?

a. Cannot be eliminated through diversification.
b. Can be eliminated through diversification.
c. Only some industry sectors are affected by it.
d. Is the same for all firms.
e. None of the above

Q16. 
You purchased a share at the beginning of the year for £30 and at the end of the year the value of the share is £28. During the year the dividend was £0.5 per share. What is the percentage return on this share?
a. 6.67%
b. 5.00%
c. 4.30%
d. -4.30%
e. -5.00%
Q17. Consider the returns of the following shares under different states of the economy;
	State of the Economy
	Rate of Return on XV Plc
	Rate of Return on ZD Plc

	Recession
	3%
	10%

	Normal
	8%
	12%

	Boom
	16%
	0%


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 risk taker investors?

a. Neither.
b. The investor is indifferent between them.
c. XV Plc
d. ZD Plc
e. Cannot say without more information
Q18. 
Using the information in Q17 what is the standard deviation of an equally weighted portfolio?

a. 1.43%

b. 6.36%

c. 14.24%

d. 15.03%

e. None of the above.
Q19. 
What is the beta of the shares of company Z knowing that its return is 14.98%; the free rate is 4% and the market risk premium 6%?

a. 1.23
b. 1.83
c. 3.54
d. 5.49
e. Do not have enough information.
Q20. 
Which of the following statements is correct?
a. The Capital Asset Pricing Model predicts that a security with a beta of zero will provide an expected return of zero.
b. Investors demand higher expected rates of return from stocks with returns which are highly exposed to macroeconomic changes.
c. Investors demand lower expected rates of return on stocks with more variable rates of return.
d. An investor who puts £20,000 in GILTS and £15,000 in the market portfolio will have a portfolio beta of 2. 
e. None of the above
SECTION 2
Question 1
ConVen plc is considering two mutually exclusive projects, X and Y. The initial outlay would be £130,000 for either project, and the annual net cash inflows would be:






    Cash flows at the end of the year


Year


Project X


Project Y






      £



       £


1



152,840


80,000


2



     -



80,000


3



     -



80,000


The company’s cost of capital is 20% per annum.

a) Calculate the NPV and IRR of both projects

(8 marks)

b) Which one of the two projects (if any) should be selected and why?

(4 marks)

c) Briefly describe alternative methods to NPV and IRR for investment evaluation and 

      explain why these are often adopted. 

(8 marks)

 (Total 20 marks)

Question 2

Two shares, XYZ and HGJ, are expected to generate the following returns with the probabilities indicated:
	Probability
	XYZ
	HGJ

	0.32
	-5%
	20%

	0.40
	10%
	2%

	0.28
	5%
	-1%


a) 

Calculate the expected returns for both XYZ and HGJ.

(5 marks)
b)

Calculate the standard deviation for each share.

(5 marks)
c)

Calculate the expected return and standard deviation for a portfolio consisting of 50% XYZ and 50% HGJ.

(5 marks)
d)
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)

(Total 20 marks)
Question 3

a) 

Explain the meaning of the following concepts/terms, using diagrams where appropriate to illustrate your answer: 
I. Market risk.

II. Total risk.

III. Expected return.

(10 marks)

b) 

Describe the intuition behind the Capital Asset Pricing Model. In your answer, explain how the variables that comprise the model are measured. Identify and explain the uses that can be made of the CAPM.
(10 marks)
(Total 20 marks)
Question 4

a) A sum was placed on deposit three years ago. Interest rates on the account are adjusted annually at the end of the year. In the first year the interest rate was 9%, in the second year 8% and in the third year it was 4%. If the amount now in the account is £18,532.80 determine the value of the initial deposit.

(7 marks)
b) Explain the difference between a unit trust and an investment trust

(7 marks)
c) Describe the characteristics of one tax free product available to UK investors.
 (6 marks)

(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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