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INSTRUCTIONS TO CANDIDATES:                There are FOUR questions on this paper. 

 

 You MUST Answer ALL question. 

 

        Silent non-programmable calculators may  

           be used. 

___________________________________________________________________________ 
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Question 1 

The Managing Director of Peterage plc, a UK company is keen to use the money markets 
to hedge against sales made in the EU.  
The company is now due to receive €1,400,000 in 3 months’ time. The Finance Manager 
has asked you to assist with a money market hedge to eliminate the transaction risk on 
the receipt. 
 
The following information has been provided to you. 
 
Current spot rate: €1.153 – €1.158 = £1   

Money market rates per year: 

Eurozone      Borrowing 3%, Lending 2% 
 
UK Borrowing 5%, Lending 3.5% 
 
 

a) Calculate the £ that would be received using the money market hedge. 
 (10 Marks) 

 
On 1 October Peterage plc enters into a contract with a customer for which 
€100,000 is due to be received in 6 months. The exchange rate on the date the contract  
is entered into is €0.93 = £1. 
 
 

b) Calculate the change in £ received compared to 1 October if the exchange rate 
moves to: 

 
1) €0.97 = £1 
2) €0.89 = £1 

                                                                                                                                  (10 Marks) 

 

c) Critically discuss transaction, translation and economic risk. 

 (5 Marks) 
 

(Total 25 Marks) 
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Question 2 

Stockton Limited is undertaking a large investment, which will require cash next year of 
£500,000 spread evenly throughout the year. At the moment, it holds most of its money 
in a short-term deposit account. In order to pay for the investment, it intends to move 
this money from the deposit account into the current account. 
 
If the transaction fee every time money is transferred between the accounts is 
£29.50 and the deposit account earns interest of 2% per year,  
 

a) Calculate how frequently (in weeks) the company should transfer cash from 
the deposit account and how much cash should be transferred each time. 

 (8 Marks) 
 

The cash balance at Stockton Plc fluctuates over time with some months seeing a large 
positive cash balance and others showing an overdraft. The company wishes to control 
its cash more efficiently and take advantage of available short-term investments when it 
has surplus cash. It wishes to maintain a minimum cash balance of £10,000. The short-
term investments earn interest at 0.04% per day. 

 
If the transaction cost of switching cash between the current account and the company’s 
short-term investments is $15 and the variance of the company’s cash flows is £6 million 
per day. 

 
Using the Miller Orr model. 
 

 
b) Calculate the spread, the return point and the upper limit. 

 (10 Marks) 

c) Critically discuss the motives for holding cash 

 

(7) Marks) 

 

(Total 25 Marks) 
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Question 3 

Burlington Plc has 6 million ordinary shares of £1 each nominal value and a cum div 
market price of £1.65. It is just about to pay out a dividend of £0.10. Five years ago, the 
dividend was £0.08. 

The company also has 8% redeemable loan notes of £0.75m nominal value with a 
current market value cum interest of £105.20. The loan notes will be redeemed in 5 
years at a 5% premium. 

The corporation tax rate is 25%,  
 

a. Calculate by Market values the Weighted Average Cost of Capital (WACC) 
 

(15 marks) 
  

b. Critically discuss the theory of efficient market hypothesis (EMH). 

           (10 Marks) 

           (Total 25 Marks) 
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Question 4 
 
Kingston Industries Plc is planning to undertake a project that requires an investment of 
£220,000 today and will bring in annual operating cash flows of £75,000. These are 
made up of sales volumes of 5,000 units each year for the four years of the project, a 
sales price of £50 per unit, variable costs per unit of £25 and annual incremental fixed 
costs of £50,000. The asset will have no value at the end of the project. There is no tax 
or inflation and the discount rate is 8%. 
 

a) Calculate the NPV of the project. 
           (7 Marks)  

 
b) Calculate the sensitivity of the project to: 

 
 (i) initial investment  

(ii) selling price per unit 

(iii) variable cost per unit 

(iv) sales volume 

(v) fixed cost per unit 

(vi) discount rate 
 

         (12 Marks) 
 

c) Critically evaluate sensitivity analysis as a technique to forecast future  
cashflows 

         (6 Marks) 

       

       (Total 25 Marks) 

 

 

 

 

End of Questions 

Please turn over for formulae and tables 
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