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INSTRUCTIONS:  Answer question one and any other two questions.

QUESTION ONE (30 MARKS)
a) While giving examples where necessary, discuss the risk management process.  												(10 marks)
b) Discuss any five major distinctions between futures and forward contracts as means of hedging against risk.   							(10 marks)
c) Assume that the following information has been obtained from XYZ Ltd.
P	=	Sh 20
X	=	Sh 20
t	=	3 months
KRF	=	12%

	=	0.16
Determine the value of the option  							(10 marks)



QUESTION TWO (20 MARKS)
a) ABC Ltd. is considering three possible capital projects for next year.  Each project has a 1 year life, and project returns depend on next year’s state of the economy.  The estimated rates of return are shown below.
	STATE OF THE ECONOMY
	PROBABILITY OF OCCURRENCE 
	RATE OF RETURN

	
	
	A
	B
	C

	Recession 
	0.25
	10%
	9%
	14%

	Average 
	0.50
	14
	13
	12

	BOOM
	0.25
	16
	18
	10



Required: 
(i) Find each projects expected rate of return and standard deviation	 (6 marks)
(ii) Compute the correlation coefficient between 
a. A and B  									(2 marks)
b. A and C 									(2 marks)
c. B and C  									(2 marks)
(iii) Compute the standard deviation of the portfolio  			(3 marks)

b) Discuss factors that would affect the value of a call option  		(5 marks)
QUESTION THREE (20 MARKS)
a) Editor and Company is being formed to make a 1 year investment in producing and marketing presidential campaign badges.  The firm requires an investment of Sh 10,000,000 of which sh. 7,500,000 will be obtained by selling debt with a 10% interest rate and the other Sh 2,500,000 will be raised by selling common shares.  All cash distribution to debt holders and shareholders will be made at the end of the one year.  After this year is over the value of the firm will depend primarily on which candidates make it through the primary elections.  The estimated probability of distribution of the firm is:
	Probability 
	Value ‘000’

	0.7
	20,000

	0.2
	5,000

	0.1
	0


Required:
(i) Consider the shareholders value under the three states of nature and under the expected value.  							(15 marks)
(ii) Discuss the benefits a firm would realize by engaging in financial risk management  
(5 marks)
QUESTION FOUR (20 MARKS)
a) Discuss any three theories that explain the shape and behavior of term structures of interest rate.  								(12 marks)
b) Assume that the foreign currency (F) has been quoted against the £ as follows:
Spot rate 			£1:F2156 – 2166
3 months forward rate 	£1:F2207 – 2222
Required:
Determine the amount required in sterling pound to buy 2 million foreign currencies 
(i) At the spot
(ii) In 3 months time under the forward exchange contract.  			(8 marks)
QUESTION FIVE (20 MARKS) 
a. Discuss any five factors that affect the exchange rate  			(10 marks)
b. Consider two investments A and B each having the following characteristics. 


Investment 		Expected Return (%)		Proportion 
A			20					2/3
B			40					1/3
Required:
Compute the portfolio standard deviation if the correlation coefficient between the assets is
(i) 1
(ii) 0
(iii) -1    									(10 marks)
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