Exam Style questoins
1. If the interest rate is 5%, what is the 3-year discount factor? 

a) 0.9524
b) 0.9070
c) 0.8638
d) None of the above

2. An initial investment of $400,000 will produce an end of year cash flow of $480,000. What is the NPV of the project at a discount rate of 20%? 
a) $176,000
b) $80,000
c) $0 (zero)
d) None of the above
3. What are UK Government issued interest-bearing securities known as?

a) Equities
b) Bonds
c) Gilts
d) Swaps

4. Which of the following statements about net present value (NPV) and internal rate of return (IRR) is accurate?

a) NPV calculations are needed to estimate the IRR using linear interpolation.
b) The graphical approach to IRR is only an estimate; linear interpolation using the formula is required for a precise answer.
c) The IRR is unique.
d) An IRR graph with NPV on the 'Y' axis and discount rate on the 'X' axis will have a negative slope.
5. What is the main objective of a financial manager?

a) Look after employee’s mental well-being
b) Find out commercial benefits for company
c) Increase other managers wages
d) Maximise shareholders wealth 
6. What type of stakeholder is a shareholder? 
a) Outsider
b) Important
c) Internal
d) External
7. The return that equity investors require on their investment in the firm is referred as - 
a) Cost of cost
b) Cost of equity
c) Cost of debt
d) Cost of investors




8. Which of the following is a derivative financial instrument?
a) Loans
b) Stocks
c) Options
d) Bonds
9. Which of the following investment rules may not use all possible cash flows in its calculations? 
a) NPV
b) Payback period
c) IRR
d) All of the above
10. How MNC enter to foreign markets?
a) Franchising
b) Foreign direct investment
c) Acquisitions 
d) All of the above 

11. The following entities issue bonds to raise long-term loans except:
a) The federal government
b) State and local governments
c) Companies
d) Individuals

12. If the beta of Microsoft is 1.13, risk-free rate is 3% and the market risk premium is 8%, calculate the expected return for Microsoft. 

a) 12.04%
b) 15.66%
c) 13.94%
d) 08.65%

13. A stock with a beta of zero would be expected to: 
a) Have a rate of return equal to zero
b) Have a rate of return equal to the market risk premium
c) Have a rate of return equal to the risk-free rate
d) Have a rate of return equal to the market rate of return

14. The mixture of debt and equity, used to finance a corporation is also known as: 
a) Capital budgeting
b) Capital structure
c) Investing
d) Treasury

15. The spot US$/BP exchange rate is US$1.99/BP. What is the indirect quote: [BP = British pound] 
a) BP 0.65/US$
b) BP 0.5025/US$
c) BP 1.2845/US$
d) None of the above





16. A currency forward contract is described by: 
a) Agreeing today to buy or sell specified amount of a currency at a later date at a price set in the future
b) Agreeing today to buy or sell specified amount of a currency today at its current price
c) Agreeing today to buy or sell specified amount of a currency at a later date at a price set today
d) None of the above

17. The obligation to buy an underlying stock at an agreed price at a specified future date is known as a:
a) Put option
b) Call option
c) Future
d) Swap
18. At an interest rate of 10%, which of the following cash flow stream should you prefer?
	Options 
	Year 1
	Year 2
	Year 3

	A)
	$150
	$100
	$50

	B)
	$50
	$100
	$150

	C)
	$100
	$100
	$100

	D)
	Any of the above as they all add up to $300


	
	
	

	
	
	


a. Option A
b. Option B
c. Option C
d. Option D

19. Which of the following entities do not issue bonds to raise long-term loans? 
a. The federal government
b. Companies
c. Individuals
d. State and local governments


20. If a firm is financed entirely by equity, its cost of capital is the same as ________ 
a. cost of debt
b. cost of equity
c. weighted average of cost of equity and cost of debt
d. None of the above



21. The market value of a company's equity is $50 million, and the market value of its risk-free debt is $20 million. If the required rate of return on the equity is 15% and that on the debt is 10%, calculate the company's cost of capital. (Assume no taxes.) 
a. 13.57%
b. 12.53%
c. 25.12%
d. None of the above
22. Shareholders receive cash from their firms in the following ways:
I) Dividends
II) Share repurchases
III) Coupon payments 
a. I only
b. II only
c. I and II only
d. III only

23. The beta s 1.5. The market return is 15% and the risk-free rate is 4.75%, what is the cost of equity? 
a. 23.22%
b. 20.13%
c. 19.75%
d. 27.25%

24. The right to buy an underlying stock at an agreed price at a specified future date is known as a:
a. Put option
b. Call option
c. Future
d. Swap

25. If the present value of $100,000 you are expected received one year from today is $ 95,454.54, what is the discount rate? 
a. 5.25%
b. 6.34%
c. 4.76%
d. None of the above

26. Which of the following is not a measure used by firms when making capital budgeting decisions? 
a. Payback period
b. Internal rate of return
c. Cost of Capital  
d. Accounting Rate of Return

27. If the average annual rate of return for common stocks is 15.25%, and for treasury bills it is 4.75%, what is the market risk premium? 
a. 20.00%
b. 10.50%
c. 15.25%
d. None of the above

28. The historical returns data for the past three years for the stock market portfolio is 20%. Using CAPM, calculate the required rate of return (cost of equity) for a stock with beta of 0.75. (Assume the risk-free rate of return to be 5%). 
a. 18.25%
b. 12.65%
c. 16.25%
d. None of the above

29. Which of the following instruments gives the owner the right to sell stock at a specific price during a specified period? 
a. Warrant
b. Call option
c. Put option
d. Forward
30. Which of the following is essentially an insurance contract against the default of one or more borrowers? 
a. CMOs
b. ETFs
c. Credit default swaps
d. Collateralized debt obligations

31. Which type of foreign exchange transaction would normally settle two days later?
a. Forward
b. Future
c. Spot
d. Swap
32. If a $1000 par value, 5% coupon, bond is trading for $900.00, it has a current yield of ____________ percent. 
a. 7.12
b. 5.56
c. 6.24
d. 8.52.           
33. The bonds of a company have received a rating of "B" by Moody's. The "B" rating indicates 
a. the bonds are insured
b. the bonds are junk bonds
c. the bonds are referred to as "high yield" bonds
d. both that the bonds are junk bonds and the bonds are referred to as "high yield" bonds
34. The terms of forward contracts__________ standardized, and the terms of future  contracts __________ standardized. 
a. are; are
b. are not; are
c. are; are not
d. are not; are not
35.  Investors who take short positions in futures agree to __________ of the commodity on the delivery date, and those who take the long positions agree to __________ of the commodity. 
a. make delivery; take delivery
b. take delivery; make delivery
c. take delivery; take delivery
d. make delivery; make delivery
36. If the direct quotation for the GBP is $1.3566/£, what is the indirect quotation? 
a. 0.2415
b. 1.1655
c. 0.7371
d. None of the above











Section B: Answer any two questions: 
Question No. 1
Explain agency theory and how it can lead to agency costs? Describe key facets of agency costs and also ways to mitigate such costs?     			
Question No 2
a) Calculate the NPV of a capital project with an initial investment of £100 million. The project generates after-tax cash flows of £50 million at the end of year 1, £40 million at the end of year 2, and £80 million at the end of year 3. The required rate of return is 12%
b) Calculate the payback period for a project that has the following cash flows
	Year
	0
	1
	2
	3
	4
	5

	Cash flow
	-10,000
	3,500
	2,000
	1,500
	2,500
	1,000


c) BP company invests £200,000 in a piece of equipment that is depreciated straight line over a 5-year period and has zero salvage value. Depreciation expense and net income for the 5 years are given in the table below. Calculate the ARR of the project.

	Year
	1
	2
	3
	4
	5

	Depreciation
	£40,000
	£40,000
	£40,000
	£40,000
	£40,000

	Profit Before Depreciation 
	£55,000
	£57,000
	£58,000
	£56,000
	£56,500


Question No. 3 
a) Theta Company has the following information in its statement of financial position; 50000 ordinary shares, currently quoted at £20.50 each and a 30000 unsecured bonds trading at £0.90p per £1. Theta’s before-tax cost of debt is 12%. The risk beta of its equity is 1.5, the risk-free rate is currently 4.75% and the market rate of return is 12%. The company’s marginal tax rate is 35%. Calculate Theta’s WACC.
b) The market values of a company’s sources of capital are as follows: Bonds outstanding - £50 million; preferred stock - £5 million; common stock - £30 million. Based on the firm’s existing capital structure, what weights should be used to determine the company’s WACC?

c) Dragon Inc expected return on a stock is 10%, the risk-free rate is 4% and the expected return on the market is 15%. Calculate the beta of the stock according to the CAPM model?

Question 4
a) Given that the quote for USD/EUR is 1.033, what is the equivalent quote for EUR/USD? (5 marks) 

b) Suppose that the USD/EUR was trading at 1.082 exactly one year ago, calculate the percentage appreciation ordepreciation of euro against the US Dollar over the previous year. (10 marks) 
c) Briefly outline the key factors that influence exchange rates. (5 marks)

Question 5
Burse Co wishes to calculate its weighted average cost of capital and the following information relates to the company at the current time: 

Number of ordinary shares 					20 million
Book value of 7% convertible debt 				£29 million
Market price of ordinary shares 				£5.50 per share
Market value of convertible debt 				£107.11 per £100 bond
Risk-free rate of return 					4.7%
Equity risk premium 						6.5% 

Burse Co expects share prices to rise in the future at an average rate of 6% per year. The convertible debt can be redeemed at par in eight years’ time or converted in six years’ time into 15 shares of Burse Co per £100 bond. Company calculated the percentage of their cost of equity 12.5% and cost of debt 6.02%. Corporation tax is 25%. 

REQUIRED
Calculate the market value weighted average cost of capital of Burse Co. state clearly any assumptions that you make.

Question 6
The following initial information was put forward by the finance director for two rival companies operating in the same industry:

Beta
AZT Co 	0.7
BOR Co 	1.4 

The finance director notes that the risk-free rate is 5% each year and the expected rate of return on the market portfolio is15% each year.

The chairman set out his concerns at a meeting of the board of directors: 'I fail to understand these calculations. AZT Cooperates largely in overseas markets with all the risk which that involves, yet you seem to be arguing that it is a lower risk company than BOR Co, whose income is mainly derived from long-term contracts in our domestic building industry. I am very concerned that we can take too much notice of the stock market. Take last year for instance, we had to announce a loss and the share price went up.' 

REQUIRED

Question 7
1. What is Dividend? What are the popular dividend policies? Discuss dividend irrelevance theory? 
2. Debt and equity are the two main ways of raising capital in the capital market – discuss with example?
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