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QUESTION 1 

(i) Nondumiso Oil has S,OOO shares outstanding and the stock price is E140. The company is 
expected to pay a dividend of E20 per share next year and thereafter the dividend is expected to 
grow indefinitely by S percent a year. The President, Nondumiso Mdluli, now makes a surprise 
announcement: She says that the company will henceforth distribute half the cash in the form of 
dividends and the remainder will be used to repurchase stock. 

Req~lired: 
(a) Determine the total value of the company before and after the announcement. What is the 
value of one share? (2 marks) 
(b) Calculate the expected stream of dividends per share for an investor who plans to retain her 
shares rather than sell them back to the company? (5 marks) 

(ii) Celucolo Spot Removers is entirely equity-fmanced. Although it expects to have an income 
of E1,SOO a year in perpetuity, this income is not certain. This table shows the return to the 
stockholder under different assumptions about operating income. We assume no taxes. 

Data 
I Number of shares 1,000 

Price per share E10 
Market value of shares E10,000 

Outcomes 
Operating income (E) SOO 1,000 1,500 2,000 
Earnings per share (E) 0.50 1.00 1.50 . 2.00 
Return on shares (%) S 10 15 20 

Expected 
outcome 

Suppose that Celucolo's investment bankers have informed him that since the new issue of debt 
is risky, debtholders will demand a return of 12.S percent, which is 2.S percent above the risk
free interest rate. 

Required: 
(a) What are rA and rE? (3 marks) 
(b) Suppose that the beta of the unlevered stock was 0.6. What will be ~A' ~E and ~D after the 
change to the capital structure? (5 marks) 
(c) Assuming that the capital asset pricing model is correct, what is the expected return on the 
market? (1 mark) 
(d) Whispering Goboza Incorporated is all-equity financed. The expected rate of return on the 
company's shares is 12 percent. 

(i) What is the opportunity cost of capital for an average-risk Whispering Goboza investment? 
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(ii) Suppose the company issues debt, repurchases shares, and moves to a 30 percent debt-to
value ratio (DN = 0.30). What will the company's WACC be at the new capital structure? The 
borrowing rate is 7.5 percent and the tax rate is 35 percent. (4 marks) 

(e)The WACC formula seems to imply that debt is "cheaper" than equity, that is, that a firm with 
more debt could use a lower discount rate. Does this make sense? Explain briefly. (2 marks) 

(f) 	the Lucky Motsa Company has a capital structure which is based on 20 percent debt, 35 
percent preferred stock, and 45 percent common stock. The floatation costs are 9 percent for 
common stock, 10 percent for preferred stock, and 5 percent for debt. The corporate tax rate 
is 34 percent. What is the weighted average floatation cost? (3 marks) 

(Question 1- Total marks: 25) 

QUESTION 2 

(i) (a) What is a forward contract? 	 (2 marks) 

(b) The Hlobsile Lukhele Corporation will receive FFSO million in 90 days. The firm has two 
hedging alternatives: (a) the money market and (b) the forward market. The following market 
information is available to the firm: 

Bid 	 Ask 

French franc spot $0.200 $0.203 

90-day forward $0.205 $0.210 

90-Day Interest Rate Borrowing Investing 

United States 3.2% 3.1% 

France 2.9% 2.8% 

In addition, it costs the firm $100 (FFSOO) per transfer of funds from the United States to France 
(and vice versa). Furthermore, ifthe firm invests in either country, it will incur brokerage fees of 
$800 in the United States ofFF4,000 in France. 

Which hedging alternative would you recommend? 	 (5 marks) 
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(c) What is a currency option? Explain the two types of currency options. (4 marks) 

(d) A US exporter company wants to hedge its £ 1 million payable using a currency option. The 
strike price is $1.80/£ and option premium of $0.02/£. On exercise date, the spot price IS $1.85/£. 
Calculate the profit/loss on option and whether to exercise it not. (5 marks) 

(e) Use the information below to execute covered interest arbitrage (CIA). Assume that the 
arbitrageur could borrow $1 million in the USA or £500,000 in UK. 

/ 

Spot = $2.00/£ 
F60 = $2.03/£ 
rus = 10% 
ruk = 10% 

(i) State which currency will be borrowed and the reason. (2 marks) 
(ii) Compute the profits from arbitrage explaining the different stages. (4 marks) 
(iii) Compute the rate ofretum on the investment (3 marks) 

Question 2 - Total marks: 25) 

QUESTION 3 

Questions (a) - (c) are based on Table 14.1. Use it to answer these questions: 
(a) (i) Suppose you buy 50 January 30 call contracts, how much do these contracts cost you? 

(3 marks) 
(ii) Suppose AAPL has risen to $50 per share, would you exercise the option? (2 marks) 
(i) Is the call option in the money or out of the money? (2 marks) 
(ii) What is the value of your options? (2 marks) 
(iii) How much is your net profit/loss? (2 marks) 

(b) (i) Suppose you want the right to sell 100 shares of AAPL for $30 anytime up until the third 
Friday in July. What should you tell your broker? (2 marks) 

(ii) How much will it cost you? (2 marks) 

(c) (i) Suppose you buy 10 AAPL January 32.50 put contracts. How much does this cost you 
(ignoring commissions)? (2 marks) 

(ii) Just before the option expires, AAPL is selling for $22.50 per share. Is this good news or bad 
news? (2 marks) 

(iii) What is your net profit? (2 marks) 

(d) In Figure 2.4 look at the Treasury bond maturing in February 2014. 

(i) How much would you have to pay to purchase one of these bonds? 

(ii) If you already owned the bond, how much would a bond dealer pay you for it? 

(iii) By how much did the price change from the previous day? 
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(iv) What annual interest payment does the bond make? 
(v) What is the bond's yield to maturity? (5 marks) 

(Question 3 - Total marks: 26) 

QUESTION 4 

Use Figure 22.1 to answer the following question: 
I 

(i) If you have $100, how many euros can you get? (2 marks) 
(ii) If you have five million euros, how many dollars do you have? (2 marks) 
(iii) Which is worth more: a New Zealand dollar or a Singapore dollar? (2 marks) 
(iv) Which is worth more: a Mexican peso or a Chilean peso? (2 marks) 
(v) How many Mexican pesos can you get for a euro? What do you call this rate? (3 marks) 
(vi)Which would you rather have: $100 or £100? Why? (2 marks) 
(vii) Which would you rather have: 100 Swiss francs (SF) or £100? Why? (2 marks) 
(viii) What is the cross-rate for Swiss francs in terms of British pounds? For British pounds in 
terms of Swiss francs? (3 marks) 
(ix) What is the six-month forward rate for the Japanese yen in yen per U.S. dollar? Is the yen 
selling at a premium or a discount? Explain. (3 marks) 
(x) What is the three-month forward rate for Canadian dollars in U.S. dollars per Canadian 
dollar? Is the Canadian dollar selling at a premium or a discount? Explain. (3 marks) 

(Question 4 - Total marks: 24) 

=================== End of Paper ============ 
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.Y;;;;rriciiOption' , . 
.. .. Quotation 

Oct 30.00 3.30 367 8898 2.20 391 2023 


Jun 32.50 . 0.05 2 2641 1.55 5 339 


35.00 1.85 100 10693 292 

Jnderlying stock price represents listed exchange price only. It may not match the compo$ite closing price. 

QURCE: Reprinted with permission from The Wall Street Journal, June 16, 2004 © Copyright 2004 by Dow Jones & 
ompany. All Rights Reserved WOrldwide. 
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TREASURY BONDS, NOTES' & BILLS 
. Explanatory Notes 

Representative OVer-the-Counter quotation based on transactions of $1 million or more. TreasulY bond, 
note aild bill quotes are as of mid-afternoon. Colons in bld-and-askedquotes represent 32nds; 101:01 
means 101 1/32. Net changes in 32nds. n-Treasury note. i-Innation-Indexed issue. Treasury bill quotes In 
hundredths, quoted on terms of erate of discount Days to maturity calCulated from ,settlement date. All 
yields are to maturity and based on the asked quote. tatest 13-week and 26-week bills are boldfaced. For 
bonds callable prior to maturity. yields are computed to the eaniest call date for issues quoted above par 
and to the maturity date for Issues below par. 'When Issued. 
Source: eSpeed/Cantor Fitzgerald 

MATURITY ASK MATURITY ASK 

RATE MOIYR RID ASKED ("6 YLD RATE MOIYR RID ASKED ("6 YLO 


.'>, 1llt11,'4_,"', "II Government Bonds & Notes 3.875 Feb 13n 94:21 94:22 3 4.62
,,1_ 
, :""~1~_1I ' 3.625 May 13n 92:25 92:26 3 4.61 

3.250 May 040, 100:00 100:01 -1 0.18 1875 Jul 131 99:09 99:10 -4 1.96 
2.875 Jun 040 100:05 100:06 -1 0.75 4.250 Aug Uri 96:19 96:20, 2, 4.70 
2.250 Jul 040 100:06 100:07 -1 0;95 12.000 Aug 13 132:16 l3Z:17 3 3.62 
2.125 Aug O4n 100:08 100:09 -1 0.99 4.250 Nov 13n 96:11 96:12 4 4.73 
6.000 Aug 040 101;03 101:04 _.. 0.92 2.000 ,Jan 141 100:00 100:00 -6 2.00 
7.250 Aug O4n 101:12 101:13' ... 0.90 ~l1;f1hM!ltKa't~b'i'l\'I~''!i!r9\11if~dii!~~1'ili'i0)

13750 Aun 04 102:25 102'26 -1 098 <!:ii, 1I!'ll~""",'~ CI!~~"".I',!lIl&lW,,~"I!~~~~\(;•• .. 4.750 Ma~ 14n 100:04 100:05 2 4.73 
l875 Sep O4n 100:07 100:08 -1 1.10 13.250 May 14 '142:05 142:06 5 3.84 
2.125 Oct 040 100:10 100:11 ... 1.28 12.500 Aug 14 140:03 140:04 5 3.92 
5.875 Nov 04" 102:02 102:03 -1 1.36 11.750 Nov 14 137:21 137:22 5 4.01 
7.875 Nov 040 103:00 103:01 -1 1.35 11.250 Feb 15 153:08 153:09 4 4.82 

11.625 Nov 04 104:25 104:26 ... 1.32 10.625 AUg 15 149:02 14.9'..03 5 4.89 

~~~r~~~~~*tJ'k.F~~~~~'tl~"~~'oo(IjU~~t,~J'I~~~"nr'~'t. 4.*¥+4itt'.~~!f1III'n"!!tI~~'••Irl''''_r.I't'''!mtWll*"fI...:t ,llm"I.,......_....moII,...;~~~~~.fo~"'"'Q.••.. ~; ..""'I¥... ""I_It'· .....f)II'w(,~.............,~ttt..~rw.....·~;1'!/,~· 
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-« FIGURE 22~1
Key Currency Cross Rates l;lte New York Trading Monday, June 28, 2004 

Exchange RateDollar Euro Pound SFI'anc Peso Yen CdnDlr 
QuotationsCanada l.3468 L6412 2.4648 10785 1I7Z7 .01248 ... 


Japan 107.90 13148 197.46 86.405 9395 ... SO.1l4 

Mexico 114850 13.9956 21.019 9.1972 .. .10644 85276 

Switzerland 1.2488 15Z17 21853 .10873 .01157 .9272 

U.K. .54640 .6659 .4376 .04758 .00506 .40572 

Euro .82060 .. 15018 .65715 .07145 .00761 .60931 

u.s. 	 L2186 1.8301 .80080 .08707 .00927 .74250 


Soume-: ReUle.. 

CURRalC'(Exchange Rates June 28, 2004 u.s. $ EQUIVALENf PER u.s. $ 

u.s.. British. and Japanese currencies. Soun:e: L~temaIlonal Mone-
Muico (Peso) 

'Malta (Ura) 2.8624 2.8563 .3494 3501 

tary Fund. 


Floating rat. .0871 .!l882 ll-USO lL3360 
 a-Russlan Central Bank tate. !>-Government rate. y-Floating tate. 

SoURce: Reprinted by pennission of The Wall Street Joumal, Ii:) 2004 Dow Jones & Company, Inc., June 29, 2004. 
All Rights Reserved Worldwide. 
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The foreign exchange mid-range rates below apply to trading Country 
among banks in amounts of $1 million and more. as quoted at New Zealand (Dollar) 
4 p.m. Eastern time by Reuter.; and other sources. Retau 1IonIa, (KrllllO) 
transactions provide fewer units of foreign currency per dollar. ~ (Rupee) 

CURRENCY Pen! (_ Sol) 
1LS. $ EQUIVALENf PER U.s. $ Philippines (Peso) 

Men F!I MIlIA Fri PoIincI (Zloty) 
.ms .3384 2.9630 2.9551 bssla (Ruble)-a

.7001 RJlI L4264 Saudi AlUla (Riyal)
2.6525 2.&52& :mo 37lG 

Sl~(Dpilar)Brazil (Rei) .3198 3215 3.1270 3ll1l4 

SIowak RItI. (Konma) 

) 	

Canada (!)ollar) -J425 .7405 l3468 L3504 
I-month forward .7420 .7401 L3477 L3512 SoutII Africa (Rand) 
3-months forward .7415 J394 l.3486 L3524 South Korea (Won) 
6-months forward .7409 .7389 L3497 L3534 SoIeck!tI (Krona)


0IiIe (Peso) .OOlS77 .00157'9 634.12 63331 
 Switz«Iand (fralK)
0Iina (Renminbi) .l208 .l.2tJIl B.2181 ,81781 I_nth fDlWilrdCoIomiIIa (peso) .0003707 .DOOm 2697.60 269314 


3-mooths forward 

Cammerdal rate .03818 .113833 26192 26.089 


Cztdi. RItI. (Koruna) , 
6-months forward 


Deftmart (Krone) 1640 1636 6.11976 61125 
 Taiwan (Dollar) 
EOIiIdar (US Dollar) 1.0000 Loooo 1.0000 lOOOO TiIaiIaM (Baht)

Emt (Pound)-y 1613 1614 6.2000 61950 
 T~ (Ura)
Hong Kong (Dollar) .l2fl2 .l283 7.8003 7.7942 
Huft9il1 (forint) .0I)ql3 .004790 207.77 200n 

1-month forwardIIIIlia(Rupee) .02l8l .02164 45.851 45.788 

IadIoesia (Rupiah) .0001961 .0001961 9425 9425 
 3-mootll$ forward 

Israel (Sbebll 1224 l222 4.4964 45005 


-
6-months fOlWilrd 

UnIII!d Arab (Dim) 

I-month forward .009279 .009300 llIl.77 10753 

~ .009268 .009289 :.mat 107.65 

\Irugaay (Peso) 

3-months forward .009306 ' .009327 1ll7.46 10712 
 financial 

6-months foIward .009358 .009377 196.86 lO6.64 
 Venezuela (Boflvar) 


JardIn (Dinar) 1.4104 L4104 .i09D .7090 

SDR1Ww.1it' (Dinar) 33920 33936 .2948 1947 

iii
I.eIIaIon (Pound) .0006003 .l1006603 1514.116 1514.46 

Men Frl 
.6414 .b362 
1462 ' 1464 


.0lJ43 .0172& 

.2!81 1882 


.Ml .Gl1lll 

l6II6 .1b67 


.03445 .03444 

1(,66 1607 

5M2 .5854 


.034)54 .03048 
1622 .l586 

.0008677 .DOO8i05 
.l334 .132& 
.8ti08 .BOO4 
.8Ol4 .SOlO 
.8031 Jlt)26 
.8056 .8OSl 

.02976 .02980 

.92446 .82449 
.00000067 .00000067.. Ul255 


L8252 UI205 

um 111106
.. 17975 

l723 1722 


.03360 .03370 
.000;21 .000521 

L4695 1.11676.. UlS'J 

Malaysia (Rlngglt)-b 1632 l632 3J'!94 3.7994 Special Drawing Rights (SDR) 3111 based on 

Men Fri 
lS591 U718 
6.8399 6.8306 
)7J72 )7.937 
3.4710 1.4!!98 
S6JA8 56.005 
3.7230 3.7495 
29.028 29.019 
3J5Q9 3J495 
L1ll7 L7082 
32.744 32.lI08 
'-1652 6J052 

1152.47 	 U4Il.77 
7.4963 7.5415 
U<!88 U494 
U47l! U484 
U452 U4&O 

U413 UIlZl 

33.602 33557 

4O.B83 4O.a33 


1492537 1492537 

.5464 .5478 

5479 .5493 

.5509 5523 

.s549 .5563 


3.6724 3.6738 

29J62 29.674 

191939 191939 


.6805 .6814 


.8206 .8224 


exchange t;Ite5 for the 


