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Q1

(a)

(b)

Describe bond valuation relationships with the following:
@) Yield to maturity
(ii)  Par value

(ili) ~ Maturity date
(6 marks)

You have finally saved RM8,000 and are ready to make your first investment. You
have the following three alternatives for investing that money:

Alternative 1: Westport City bonds, which have a par value of RM1,000 and a
coupon interest rate of 8.5 percent, are selling for RM1,280 and will
mature in 10 years.

Alternative 2: Unicorn Pro preferred stock is paying a dividend of RM?2.00 and
selling for RM35.50.

Alternative 3: DMB Electronic common stock is selling for RM15.50. DMB earned
RM?2 per share. The stock is recently paid a RM0.80 dividend, and
retained the remaining RM1.20 to invest in new projects with an
expected return on equity (ROE) of 15 percent.

Your required rates of return for these investments are 5 percent for the bond, 6
percent for the preferred stock, and 14 percent for the common stock.

(1) Compute the value of each investment based on your required rate of return.
(9 marks)

(ii) Recommend which investment you would select and state a reason for your
selection.
(2 marks)

(iliy  Assume DMB Electronic’s managers expect an earnings downturn and a
resulting decrease in growth of 3 percent. Compute how these changes in
forecast would affect your answers in QI{(b)(i) and Q1(b){ii).

(5 marks)

(iv)  Determine the required rates of return that would make you indifferent to all
three options.
(8 marks)
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Q2

(a)

(b)

One of the risks of multinational companies operating in many different foreign
market is exchange rate risk.

Explain TWO (2) effects of exchange rate fluctuations on investment.

(4 marks)

The spot and forward rates for the Canadian dollar, Japanese yen and Swiss franc
against the US dollar has been quoted as shown in Table Q2, as follows:

Table Q2: Selling Quotes for Foreign Currencies in New York

Country — currency Contract $/ Foreign Currency
Spot 0.7600
Canada — dollar 30 —day 0.7565
90 —day 0.7540
Spot 0.0092
Japan — yen 30 — day 0.00925
90 — day 0.00932
Spot 0.7150
Switzerland — franc 30 —day 0.7180
90 —day 0.7320

(i)

(ii)

(iii)

(iv)

v)

Compute the dollar payments to the respective countries if an American
business needs to pay (a) 12,000 Canadian dollars, (b) 1.2 million yen, and
(c) 53.000 Swiss franc, to businesses abroad.

(6 marks)

Compute how much in local currencies do the suppliers receive if an
American business pays $22,000, $7,000 and $17.000 to Japan, Switzerland
and Canada suppliers, respectively.

(6 marks)

Compute the indirect quote for the spot and forward Japanese Yen contract.
(3 marks)

You own $10,000. The dollar rate in Toronto is 1.42 Canadian dollar. The
Canadian rate in New York is given in the preceding table. Propose an
arbitrage scheme with your capital.

(5 marks)

Based on your calculation in Q2(b)(iv}, compute the gain (or loss) in dollars.
(1 mark)
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Q3

(a)

(b)

BPB 23403

You are considering two independent projects, Project A and Project B. The initial
cash outlays associated with Project A and Project B is RM60,000. The discount
rate on both projects is 12 percent. The expected annual cash flows from each project
are shown in Table Q3, as follows:

Table Q3: Ex

pected Annual Cash Flows for Project A and Project B

Year Project A Project B
0 RM (60,000) RM (60,000)
1 11,000 15,000
2 12,000 15,000
3 13,000 15,000
4 14,000 15,000
5 15,000 15,000
6 16,000 15,000

(i) Compute the Payback Period (PP) for each project.

(3 marks)

(ii) Compute the Net Present Value (NPV) for each project.

(6 marks)

(ili)  Compute the Internal Rate of Return (IRR) for each project.

(7 marks)

(iv)  Recommend which project should be accepted.

(2 marks)

Describe ONE (1) advantage and ONE (1) disadvantage of using Net Present Value
(NPV} and Internal Rate of Return (IRR) in evaluating investment opportunities.

(4 marks)
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Q4

(a)

(b)

Brendan is working as a consultant to the Rainbow Clothing Company, and he has
been asked to compute the appropriate discount rate (or weighted capital cost of
capital) to use in the evaluation of the purchase of a new warehouse facility. Brendan
has determined the market value of the firm’s current capital structure (in which the
firm considers to be its target mix of financing sources) as shown in Table Q4:

Table Q4: Market Value of Financing Sources

Source of capital Market Value
Bonds RM350,000
Preferred stock RM150,000
Common stock RM500,000

To finance the purchase:

1. Rainbow Clothing will sell 20-year bonds with a 1.000 par value paying 7 percent
per year (with interest paid semiannually) at the market price of RM1,080.
Preferred stock paying a RM2.80 dividend can be sold for RM38.

Common stock for Rainbow Clothing is currently selling for RM52 per share.
The firm paid a RM4 dividend last year and expects dividend to continue growing
at a rate of 4 percent per year for the indefinite future.

12

W

4. The firm’s marginal tax rate is 34 percent.

(i) Compute the capital structure weights of each financing source.
(3 marks)

(i)  Compute the weighted average cost of capital (WACC) should Brendan use
to evaluate the warehouse project.
(14 marks)

(iliy  Based on your calculation in Q4(a)(ii), provide a conclusion that you can
make.

(3 marks)

Explain the principle of self-liquidating debt as a tool for managing firm liquidity.

(3 marks)
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