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SECTION A:  answer ALL quESTIONS  


SECTION B:  ANSWER ONE QUESTION  


Equipment or materials required – Calculator & Formulas



SECTION A:  answer ALL quESTIONS  

Question 1

Cloudern Plc is planning to raise additional funds of £6.5m for an expansion of existing business activities and in preparation for this, the company has decided to calculate its weighted average cost of capital. The company has the following financing mix based on book values. 
	
	£000
	

	Ordinary share capital at £0.50
	4,000
	

	12% preference shares at £0.50
	2,000
	

	Redeemable 9% bonds (at £100 nominal value)
	5,000
	

	
	11,000
	

	



The following information is also available:

The 9% corporate bonds are currently traded at £106.5 with a market yield of 7.62%, and the cost of preference shares is estimated to be 9.68% under its current price of £0.62 per share.

The risk-free rate of return is 4 per cent per annum and the company’s equity risk premium is 6.9% per annum. The current share price is £1.03 per share.

Cloudern Plc pays corporation tax at an annual rate of 25 per cent per annum.

REQUIRED

a) Calculate the current weighted average cost of capital (WACC) of the company using market values for weights.
(15 marks)

b) Should you use the current WACC calculated above as the discount rate when assessing new projects? Explain your reasons.
(10 marks)

c) Explain the meaning of “pre-emptive rights” and why they are important to shareholders?  
(5 marks)
			  	    (Total 30 marks)



Question 2

Suppose that the mid-rates currently traded among major currencies are listed below:
USD/EUR:     1.0824
JPY/GBP:       143.10
JPY/HKD:       14.60

REQUIRED

a) Given that the quote for USD/EUR is 1.0824, what is the equivalent quote for EUR/USD? 
 (5 marks)

b) Given that the JPY/GBP is trading at 143.10 and JPY/HKD at 14.60, what is the cross rate of HKD/GBP? 
(5 marks)

c) Suppose that the JPY/GBP was trading at 123.10 exactly one year ago, calculate the percentage appreciation or depreciation of sterling against the Japanese Yen (JPY) over the previous year.
(10 marks)

d) Explain the meaning of purchasing power parity (PPP). What is the differences between absolute PPP and relative PPP?
(10 marks)
						  	    (Total 30 marks)



SECTION B:  ANSWER ONE QUESTION  

Question 3

Sunngers Plc has been researching the prospects for a range of new investment opportunities. The cash flow details of one promising project are given below:

	Year
	Projected Cash Flows (£m)

	0
	-100

	1
	30

	2
	30

	3
	50

	4
	20



The company’s cost of capital is 10 per cent. 

Assume that all cash flows arise at year ends and straight-line depreciation is used over the life of the project with zero scrap value. Ignore taxation and inflation.

REQUIRED

a) Evaluate the project using the net present value (NPV), accounting rate of return (ARR) and payback period (PBP) methods. 				
(20 marks)

Assume that the company plans to raise funds for the project in the stock market, and corporate managers are concerned about the offering price and the efficiency of the stock market.

REQUIRED

b) Explain the meaning of “efficient market hypothesis (EMH)”? Identify and distinguish the three levels of EMH. 
(10 marks)

c) Discuss the implications of EMH for Sunngers Plc’s corporate managers. 
(10 marks)

				  	  (Total 40 marks)




Question 4

Delta Ltd. has budgeted its sales to be £820,000 per annum. Its manufacturing costs as a percentage of sales are as follows:

Raw materials 			25%
Direct labour 			30%
Overheads 			15%

Raw materials are carried in stock for four weeks and finished goods are held in stock for two weeks. Production takes six weeks. Delta takes three weeks’ credit from suppliers and gives five weeks’ credit to its customers. 

Assume that all raw materials are added at the start of the production process while both the labour costs and overheads are incurred evenly throughout the year.

REQUIRED

a) Calculate the company’s total working capital requirement.
(20 marks)

b) Explain the meaning of “overtrading”? Identify three strategies that are appropriate for the corporate managers to deal with overtrading. 
(10 marks)

c) Discuss the reasons why companies may choose to have reserves of cash. 
(10 marks)
					  	    (Total 40 marks)
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