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 SECTION [1] Problem Solving [60 marks]

Problem 1 (12 marks)
Consider the following two potential investments alpha and gamma. You plan to invest 8000 KD in investment alpha and 12000 KD in investment gamma.
	Date
	Return alpha
	Return gamma

	2015
	0.03
	-0.04

	2016
	-0.05
	0.08

	2017
	0.08
	0.07

	2018
	0.12
	0.13



a. Build a portfolio consisting of alpha and gamma based on the information above.
	Investment
	Amount of Investment

	Next
	8,000

	Rexit
	12000

	Total
	20,000




Alpha 25% (8000)
Gamma 75% (12,000)
Total (100%) (20000)

b. Calculate the average return of the portfolio.


Average Return of alpha
= (0.03-0.05+0.08+0.12)/4

	Cumulative Return
	18.0%

	Average Return
	4.50% Per Year

	Total Holding Period
	4 years

	
Average return of gamma
=(-0.04+0.08+0.07+0.13)/4
	Cumulative Return
	24%

	Average Return
	6% Per Year

	Total Holding Period
	4 years




	


c. Calculate the risk of the portfolio.
0.25*0.45+0.75*0.06
0.0113+0.045
5.6%

Problem 2 (12 marks)
STAPLE Industries just paid dividends of $2 per share. The current market price is $40 per share. Dividends are expected to grow at a constant rate "g." The required rate of return is 12%.
a. Calculate the growth rate of dividends "g."
b. Estimate the price of the share 4 years from today.



There can be many formulas to calculate the growth rate. However, we shall use the following:

Sustainable growth rate= Rate of return(1-dividend Payout)
=0.12(1-0.05)

11.4%
It can also be calculated using the Gordon model
· Year 1 Growth Rate = 42/40=5%



FV=40(1+0.12)^4
=62.94 per share




Problem 3 (12 marks)
TRUST Partners has a beta of 1.1. The 3-month Treasury bill rate is 3%. The market risk premium is equal to 6%. The company wishes to fund a project through shares and bonds. 35% of funding came from bonds and the rest from shares. The marginal tax rate is equal to 15%. The yield to maturity on the bonds is equal to 7%.
a. Calculate the required rate of return on shares.
b. Calculate the Weighted Average Cost of Capital (WACC) of the project.


Risk free rate + Beta(market –risk free rate) 
3 +1.1 (6-3)
=6.3%


​WACC=V/E​∗Re+V/D​∗Rd∗(1−Tc)
0.65*0.063+0.35*0.07*0.85
6.19%



Problem 4 (12 marks)
Consider the following two projects and their respective cash flows. The WACC is equal to 10%.
	Time
	0
	1
	2
	3
	4

	Project A
	-10,000
	3,000
	5,000
	4,000
	3,000

	Project B
	-11,000
	5,000
	4,000
	3,000
	3,000



a. Calculate the NPV of each project.
NPV Project A:
	WACC 10% 
	 
	 
	 

	 0
	         (10,000)
	 
	 

	 1
	 
	        3,000 
	         2,727 

	 2
	 
	        5,000 
	         4,132 

	 3
	 
	        4,000 
	         3,005 

	 4
	 
	        3,000 
	         2,049 

	 Sum of PV 
	 
	 
	         1,914 



NPV of Project B
	WACC 10% 
	 
	 
	 

	 
	         (11,000)
	 
	 

	 
	 
	        5,000 
	         4,545 

	 
	 
	        4,000 
	         3,306 

	 
	 
	        3,000 
	         2,254 

	 
	 
	        3,000 
	         2,049 

	 Sum of PV 
	 
	 
	         1,154 




b. Which project would you choose if A and B are mutually exclusive?
I would choose Project A since it has a greater NPV

Problem 5 (12 marks)
Consider a company that just paid a dividend a $3 per share. The dividends are expected to grow at the rate of 8% per year for the next 3 years and then at 4% after that.
a. Draw the timeline for the first six years.
b. Calculate the expected dividends for the next five years.

a. Dividend Time Line
Declaration Date: 25 October
Cum dividend Date: 1 November
Ex-Dividend Date: 2 November
Record Date: 5 November
Payment Date:7 Dec

b. Expected Dividends for the first six years. 8% in the first 3 years and 4% after that

3*1.08= 3.24
3.24*1.08= 3.50
3.50*1.08= 3.78
3.78*1.04= 3.93
3.93*1.04= 4.09
4.09*1.04= 4.25




2 | P a g e	F I N 3 0 0 M a n a g e r I a l F In a n c e S p r I n g 2 0 2 0

[image: ][image: ]
SECTION [2] Short-answer questions [40 marks]

Question 1 (5 marks)
What is the limit of using historical data to determine the risk of an investment?

Several factors favor the use of historical data. It helps to show how the data behaves under stress and shows the performance of the factors that contributed to the growth or caused the company to fall in history based on certain numbers. In addition, it helps to create betas necessary to predict change. However, the process has limits. Correlations between various factors can decrease or increase over a period. Also, statistical data is not readily available. In addition, the exact rate and severity of events and characteristics are different in each scenario. Each company has its own data sets. There cannot be a tailor-made solution based on historical data, hence the limitation.
 
Question 2 (5 marks)
What is the type of risk that can be eliminated by diversification?

Non-systemic risk can be reduced by diversification. Requires portfolio diversification. This does not mean keeping your investments in one portfolio. However, you must have a diversified and well-balanced portfolio. If there is a loss in one location, it can reduce the risk of loss in another way. Non-systemic risk is company-specific and cannot be generalized, therefore it can be eliminated by diversification instead of systematic risk.

Question 3 (5 marks)
Briefly describe the concept of a proxy fight.

Every shareholder has a vote or proxy to generate opinions or approving the decisions of the company. A proxy fight occurs when a shareholder or a group of shareholders try to influence the voters or other shareholders to give their proxy in favor of the decision desired by the group of shareholders in turn of their actions. It is usually for the election of specific directors or people of their choice. It can, however, be for a gain of various other decisions like profit distribution, etc. also.

Question 4 (5 marks) 
What are the dividends?

Dividends are the amount of money paid to shareholders on the company's profits. They are paid quarterly or annually, or both as the company wishes. There may be cash dividends as well as stock dividends in proportion to their participation in the company.


Question 5 (5 marks)
How could a company fund a project?

There can be many ways to finance a project. Typically, a project has some equity and debt. Equity is the money put into the business by the owners: the debt they raise from banks, or other financial institutions, or family members and interest. Although shareholders' equity does not generally have an imminent cost, debts are increased by the interest rate to be paid by the company monthly or quarterly, as required by the company. It is a desired level to have a 60/40 proportion in project financing. This would include 60% of debt and 40% of equity. Capital is usually spent on land and then on infrastructure. The obligation arises when you have to buy cars and then other working capital costs. There are long and short term debts.

Question 6 (5 marks)
Practically speaking, why does a company need to estimate the cost of capital of a project?

It is very important to estimate the cost of capital. It is the package rate that the company must exceed in order to generate profits. It is used in budget calculations. If there is a high cost of capital, it means that the project is not viable. This gives us a direction to see how this cost of capital will affect the project. This gives us a chance to mitigate the risks associated with the project. It also allows us to see that risk assessment on the company's equity.

Question 7 (5 marks)
What is the internal rate of return?

The internal rate of return or IRR is the financial calculator for knowing the financial return on portfolio investments. It is also known as the discount rate for the interest rate that makes the net present value (NPV) of all cash flows equal to zero in an updated cash flow analysis.

Question 8 (5 marks)
Why is the NPV a better measure than the IRR for project comparison and selection?

The net present value of the NPV is a much better method than the IRR. The reason is that the discount rate he uses on his premises is close to the cost of capital. Therefore, the premises are more realistic. It is important to incorporate the cost of capital into calculations, giving us a more practical and realistic view. TIR does not take into account the cost of capital, which is its biggest flaw. In addition, if the project has irregular cash flows, the IRR does not provide a realistic picture of the NPV.





















3 | P a g e	F I N 3 0 0 M a n a g e r I a l F In a n c e S p r I n g 2 0 2 0
image1.jpeg
i

T>C’AUM

American University Of The Middle East




image2.jpeg




image3.png
>’AUM

American University Of The Middle East




