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THIRD YEAR, SECOND SEMESTER EXAMINATION FOR THE DEGREE OF BACHELOR   OF COMMERCE
BFC 3478 – CONTEMPORARY ISSUES IN FINANCIAL MANAGEMENT 
DATE: AUGUST, 2016						TIME: HOURS
INSTRUCTIONS:  Answer question one and any other two questions  
QUESTION ONE (30 MARKS)
a)   Explain the basic differences between portfolio theory according to Harry Markowitz and that of single index model.							(4 Marks)
b) Briefly explain the following heuristic terms as used in behavioral finance:
(i)  Prospect theory							(2 Marks)
(ii) Herd behavior								(2 Marks)
(iii) Overreaction 								(2 Marks)
The following are the prices of three shares of companies X,Y, and Z over a period of 10 years.
Periods		Prices (shs)
			X			Y			Z
1			100			64			20
2			105			66			24
3			110			68			25
4			102			65			26
5			108			67			24
6			112			69			28
7			110			70			28
8			114			72			29
9			116			74			30
10			113			73			32
Required:
a) Calculate the holding period return on three assets A,B and C		(6 Marks)
b) The risk of the three assets							(6 Marks)
c) Assuming you invested equally in the three assets, calculate the risk and returns of a portfolio consisting of asset X, Y and Z.					(8 Marks)
QUESTION TWO (20 MARKS)
a) By use of a graph, explain the difference between capital market line and security market line.										(6 Marks)
b) The following are information about three projects X, Y and Z, market returns and inflation rates under three states of nature.
State of nature	Probability 	returns (%) on 			inflation rate (%)
					X	Y	Z	Market
Good		0.3		16	24	20	14			4
Fair		0.4		12	18	17	12			6
Poor		0.3		10	13	15	10			8
Suppose you want invest in any one of the above project, which one will you select assuming that returns on short term government securities during the period were estimated to be 6% and the proportion of risky assets to total assets is 0.6 (Use CAPM)	(14 Marks)
QUESTION THREE (20 MARKS)
a) Discuss the challenges the Kenya government will face in operationalizing derivative markets.									(8 Marks)
b) Shining Rock Mining is a gold-mining firm that is concerned about controlling the volatility of its revenues. The current price of gold is shs 325 per ounce, but over the past year it has traded for as little as shs 250 and as much as shs 375. These price swings have been known to occur in as little as one month. Shining Rock expects to have 5,000 ounces of gold available for sale over the coming month.
(i)  If shining Rock does not hedge these sales, what is the maximum amount of total revenue they could hope to receive based on prices over the past year? What is the minimum amount of total revenue they could hope to receive?	(4 Marks)
(ii) The futures price for gold delivered in one month is shs327. If Shining Rock sells its gold in the future market, what will be its total revenue?		(4 Marks)
(iii) If Shining Rock buys a put option to sell gold in one month at shs327, and the put option costs shs3 per ounce, what will its total revenues be?		(4 Marks)
QUESTION FOUR (20 MARKS)
a) By use of a diagram, differentiate between traditional CAPM according to Fischer Black.
(8 Marks)
b) Following are the returns for three funds H,J and K, market index and 91 day Treasury bill over four periods:
	Periods
	Returns (%) on

	
	Portfolio H
	Portfolio J
	Portfolio K
	Market Index
	91 day T bill

	1
	16
	14
	20
	13
	9

	2
	12
	16
	24
	11
	8

	3
	10
	22
	18
	9
	9

	4
	8
	24
	15
	12
	9



Required:
Evaluate the performance of the above portfolios using:
(i) Sharpe measure								(4 Marks)
(ii) Treynor measure								(4 Marks)
(iii) Jensen alpha									(4 Marks)
QUESTION FIVE (20 MARKS)
a) Discuss the motive of merger from the view of target firm.			(6 Marks)
b) Ailing Ltd has experienced financial distress in the recent past. Beta Ltd made a proposal to acquire Ailing Ltd based on the following financial data. The financial data for two companies were as given below.
						Beta Ltd (shs.000)	Ailing Ltd (Shs 000)
Equity shares (Sh 1 per share)	sh 100,000			sh 50,000
Share premium A/C			-				       2,000
Profit and loss A/C			38,000				       4,000
Preference shares			20,000				       -
10% debentures			15,000				       5,000
					173,000			     61,000
Fixed Assets				122,000			     35,000
Net current assets			51,000				      26,000
						173,000			      61,000
	Market price per equity share		24					27
	Price earnings ratio			10					9
Required:
What offer do you think Beta Company could make Ailing Company in terms of exchange.
Ratio based on;
(i)  Net asset value								(5 Marks)
(ii) Earnings per share								( 5 Marks)
(iii) Market price per share							(2 Marks)
(iv) Which method is more preferable from healthy companies’ point of view?	(2 Marks)
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