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SEMESTER ONE 2025-26 

 

ABERYSTWYTH BUSINESS SCHOOL 

 

ABM1220: INTERNATIONAL FINANCIAL MARKETS AND 

INVESTMENTS 

 

Time allowed: THREE HOURS 

 

Answer SECTION A and ANY TWO questions from SECTION B. 
 

This is an UNSEEN BOOK EXAMINATION 

Total marks available: 100 
 
This paper contributes 70% towards the overall module mark. 
 
The standard normal cumulative distribution table, PVIFA, and PVIF tables are 
attached to this examination paper. 
 
Graph paper will be provided at the examination hall. 
 
Workings must be submitted for all questions requiring calculation. 
 
Any necessary assumptions introduced in answering a question are to be clearly 
stated. 
 
CALCULATORS ARE PERMITTED (Casio FX83, FX99-1or FX85 models only) 

MAE MODD I FYFYRWYR GYFLWYNO ATEBION I’R PAPUR HWN NAILL AI YN 

Y GYMRAEG NEU'R SAESNEG  

STUDENTS MAY SUBMIT ANSWERS TO THIS PAPER IN EITHER WELSH OR 

ENGLISH   

Once seated, students may complete the front cover of the answer book(s) and 

the attendance slip ONLY. 

 

DO NOT TURN THE EXAMINATION QUESTION PAPER OVER UNTIL INSTRUCTED 

TO DO SO 

Turn overleaf 



Page 2 of 11 
 

SECTION A – Compulsory (Section A is worth 40 marks) 

1. Answer (a), (b), (c) AND (d) 

 

(a) Two government bonds, each redeemable at par of £100 in 10 years’ time. They 

differ only in their coupon rates of 6% and 11% and have current market values of 

£75 and £95, respectively. Determine the spot rate for year 10.  

(Hint: obtain the implied price that a 10-year pure discount bond (zero coupon 

bond) should trade at by subtracting an appropriate multiple of the cash flow 

associated with one bond from that of the other; that is, so that the intermediate 

interest payment cash flows cancel out, leaving a cash flow of pure discount bond 

type. The spot rate can then be deduced from this new cash flow.)        [15 marks] 

 

(b) The patent holder of a new invention, the RoboCymraeg (a production floor robot) 

has offered to sell you the patent. The patent lasts five years, and you expect that 

the initial capital outlay for production will cost £20 million. It is estimated that the 

investment will earn you a profit of £10 million in the first year. You expect sales to 

be roughly the same each year, but do not expect any profit after five years are 

up. Your money discount rate is 15% and inflation is 4%. Determine the maximum 

sum you would be willing to pay for the patent rights. (Assume that the rates are 

constant over the five-year period).               [10 marks] 

 

(c) Critically explain how you can determine spot rates from pure discount bonds 

(zero-coupon bonds) and interest-bearing bonds. Describe the relationship 

between spot rates and redemption yield. You may use examples to illuminate 

your answers.                  [10 marks] 

 

(d) The ‘separation theorem’ suggests that the owners of a firm may have different 

preferences concerning consumption over time, but they should agree that the 

firm should accept projects which have positive net present value and reject those 

that have negative net present value. Explain the theorem and assess the extent 

to which it holds in practice.                            [5 marks] 

 

 

         Total marks [40 marks] 
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SECTION B  

Answer any TWO questions from this section – each question is worth 30 marks. 

 

2. Answer (a), (b) AND (c) 

 

(a) Shelpa Jenson has a £900,000 fully diversified portfolio. She subsequently 

inherits SMB PLC common stock worth £100,000. Her financial advisor provided 

her with the following estimates: 

Risk and Return Characteristics 

 Expected Monthly Returns (%) Standard Deviation of Monthly 
Returns (%) 

Original 
Portfolio 

0.67 2.37 

SMB PLC 1.25 2.95 

 

The correlation coefficient of SMB PLC stock returns with the original portfolio is 0.40. 

(1) The inheritance changes Shelpa’s overall portfolio, and she is deciding whether 

to keep the SMB stock. Assuming Shelpa keeps the SMB stock, calculate the: 

(i) Expected return of her new portfolio, which includes the SMB stock. 

(ii) Covariance of SMB stock returns with the original portfolio returns. 

(iii) Standard deviation of her new portfolio, which includes the SMB stock. 

(2) If Shelpa sells the SMB stock, she will invest the proceeds in risk-free 

government securities yielding 0.42% monthly. Assuming Shelpa sells the SMB 

stock and replaces it with the government securities, calculate the:  

(i) Expected returns of her new portfolio which includes the government 

securities. 

(ii) Covariance of the government security returns with the original portfolio 

returns. 

(iii) Standard deviation of her new portfolio which includes the government 

securities. 

(iv) Determine whether the beta of her new portfolio, which includes the 

government securities, will be higher or lower than the beta of her 

original portfolio. 

         [10 marks] 
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Question 2 continues 

(b) Critically analyse the crucial role that portfolio diversification plays in the 

risk/return relationship in portfolios of risky assets. In your answer, explore the role 

of the sign and size of the correlation coefficient in determining the size of the total 

risk in a portfolio. With the aid of examples (hypothetical), demonstrate how you 

could create an efficient frontier of portfolios.             [10 marks] 

 

(c) Write detailed notes to evaluate different types of bond yield measures. In your 

answer, demonstrate an excellent understanding of the differences between them 

and how they are used to make decisions by investors in the bond markets. Go on 

to show how coupon rate and maturity affect the volatility of a coupon-paying 

bond.                      [10 marks]  

 

         Total marks [30 marks] 
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3. Answer (a), (b) AND (c) 

(a) Critically analyse the concept of arbitrage. With the help of examples, critically 

evaluate the relationship between arbitrage and value additivity. Show how both 

concepts are linked to the objectives of the individual investor.            [10 marks]  

 

(b) Shares A and B offer expected returns of 5% and 15% respectively and have 

standard deviations of 8% and 10% respectively. The correlation coefficient 

between them is 0.4. Determine the minimum variance (and the standard 

deviation) attainable using these two shares. In addition, determine the expected 

return of the portfolio that achieves this.                       [10 marks]  

 

(c) The total market value of the common stock of the Cymru heavy-duty machinery 

company PLC is £12 million, and the total value of its risk-free debt is £8 million. 

The consensus analyst estimate of the stock beta is currently 1.5, and the 

expected market risk premium is 10%. The Treasury bill rate is 8%. 

 

(i) Determine the required rate of return for Cymru stock.         [2.5 marks]  

(ii) Determine the beta of the company’s existing portfolio of assets.            

                          [2.5 marks]  

(iii) Estimate the company’s cost of capital.                     [2.5 marks]  

(iv) Suppose the company wants to diversify into the manufacture of 

industrial chemicals. The average beta of unleveraged chemical 

manufacturers is 1.2. Estimate the required rate of return on Cymru’s 

new venture.                                  [2.5 marks]  

 

 

 

 

 

         Total marks [30 marks] 
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4. Answer (a), (b), AND (c) 

 

(a) AJ Solutions PLC common shares are listed on the London Stock Exchange. 

The dividend paid by the company last period was £5 per share. A forecast 

shows that the company’s dividend is expected to grow at a rate of 10% for the 

next ten years, after which the growth rate is expected to fall to 6% a year. The 

shareholders of AJ Solutions PLC require a return of 15% on their investment. 

Required: 

Predict the dividends to be paid to a shareholder of the company for each of the ten 

years and determine the maximum price that investors should pay for a share of AJ 

Solutions PLC today.                                  [10 marks]  

 

(b) Answer the following questions: 

(i) A 10% annual coupon-paying bond is trading at par with three years to 

maturity. Calculate the Macaulay duration and modified duration for this 

bond. The current price of the bond is £100.                      [5 marks]  

(ii) Describe Macaulay duration and critically explain how modified duration 

may be used as a measure of bond price sensitivity to changes in interest 

rates.                  [5 marks]  

 

(c) Write short notes to critically analyse the following asset pricing models, focusing 

on the relationship between return and risk in them. 

(i) The capital asset pricing model (CAPM)             [4 marks]  

(ii) The Market model                [3 marks]  

(iii) The Arbitrage Pricing Theory              [3 marks]  

 

         Total marks [30 marks] 

 

 

END OF PAPER 
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Please note that the above Table continues on the next page for interest rates from 11% - 20%. 
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Please note that the above Table continues on the next page for interest rates from 11% - 20%. 
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