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BFT 6150: ADVANCED THEORY OF FINANCE 

DATE: AUGUST 2019                        TIME: 3 HOURS 

INSTRUCTIONS: Answer Question ONE and any other THREE questions. 
 

 

 

QUESTION ONE (15 MARKS) 

The development of finance theory has been a long journey, starting in the 1950s all through 

to 1970s.  Many landmark articles have been written during these periods, which form the 

basis of finance theory we know today.  Given below are some few selected landmark articles 

of which you are required to summarize one of them in terms of contribution to Finance 

Theory, and subsequent developments in the theory the paper contributed to: 

(i) Fama E. F. (1973) Efficient Capital Markets: A review of theory and empirical work. 

Journal of Finance, 22(2): 383 – 417. 

(ii)  Sharp, W (1964). Capital Assets Prices: A Theory of Market Equilibrium under 

conditions of risk. Journal of Finance, l (19): 425-442. 

(iii)Markowitz, H. (1952). Portfolio Selection. Journal of Finance, 7(1): 77-91. 

(iv) Modigliani, F. and Miller, M. H. (1952). The Cost of Capital Corporation Finance and 

Theory of Investment. American Economic Review, 48 (3): 61-97. 

(v) Black, F. and Scholes, M. (1972). The valuation of option contracts and a Test of 

Market Efficiency. Journal of Finance, May: 399-418.      (15 marks) 
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QUESTION TWO (10 MARKS) 

a) For the past 20 years, Kenyan banks have been enjoying interest rate spread of about 

11.4% on average, way above the world average of 6.6%.  The Central Bank 

Governor, Dr. Patrick Njoroge is on record acknowledging that this is too high but he 

does not advocate for an interest rate peg.  His argument has been that it will bring 

about rigidity in the financial system and may introduce a lot of shadow banking and 

shylocks. 

On 27th July 2016, Kenya’s Parliament passed an amendment to its Banking Act to 

cap commercial banks’ lending rates at 4 percentage point above the central bank’s 

benchmark rates.  However, banks insisted that a fix cap will push them to cut some 

lending to businesses deemed riskier, hurting economic activity. 

On 27th January, 2017, the International Monetary Fund is quoted asking the treasury 

to remove bank interest rate caps, giving banks support in their war against the 

controls. However on 14th June 2018, the Treasury, through the Finance Bill 2018 

proposed to remove the interest rate cap, a proposal which the Parliament rejected on 

29th August 2018 but instead only removed the cap on savings rate. 

 

Required: 

a) Explain how capping of interest rate is affecting the general performance of 

commercial banks in Kenya?       (5 marks) 

b) In any economy, commercial banks act as intermediary through which people deposit 

funds and also obtain loans. 

i) Explain why placing a cap on interest rate can affect the banking industry’s 

efficiency and economy as a whole       (2 marks) 

ii)  Identify and give detailed account on other main factors that may influence the 

interest rate spread in the banking system.  Use factors to either advance your 

argument for or against interest rate cap in Kenya.     (3 marks) 

QUESTION THREE (10 MARKS) 

Tom M’ Mkindia an investment specialist has been entrusted with 

Sh.10 million by a unit trust and instructed to invest the money 

optimally over a two-year period. The four projects are not divisible 

and cannot be postponed.  

The unit requires a return of 24% over the two years.  
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The following are details of the investment in the projects and the money market.  

 

Initial  Return over  Expected standard deviation 

 Cost   the two years  of returns over the two-years  

Sh.'000'   %    % 

Project 1 (PI)  6000    22    7 

Project 2 (P2)  4000   26    9 

Project 3 (P3)   6000    28    15 

Project 4 (P4)   6000    34    13 

The correlation coefficients of returns over the two-years are as follows:  

  

P1 and P2 = 0.70, P1 and P3 = 0.62,    P1 and P4 = 0.56,        P2 and P4 = 0.57, 

P3 and P4 = 0.76 

Over the two-year period, the risk free rate is estimated to be 16%, the market 

portfolio return, 27% and the variance of the return on the market, 100%.  

Required:  

By analyzing the two-asset portfolios, evaluate how Mr. Tom should invest the 

Sh.10 million using the mean variance dominance rule.                                                 

(10 marks) 

 

QUESTION FOUR (10 MARKS) 

a)  (i) What were the limitations of capital asset pricing model (CAPM) that encouraged 

Stephen Ross and others to develop Arbitrage Pricing Theory (APT) in 1976? 

                  (3 Marks) 

(ii)Why does William Sharp suggest that informed investors must hold the market 

portfolio?          (3 Marks) 

b) (i) In the CAPM framework, what is meant by rational expectation?   (2 marks) 

(ii) Explain the meaning of beta in multi-factor Model (APT).  What does the APT 

equation tell investors and financial analysts?              (2 marks) 
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QUESTION FIVE (10 MARKS) 

a) Using graphs and Quadratic equations, demonstrate the risk behavior of investors as 

stipulated in the theory of choice. In each case determine whether marginal utility is 

rising or falling.         (5 marks) 

b) An investor is willing to invest shs 33,000 in a lottery with a 0.5 chance of receiving 

Sh. 0 and 0.5 chance of receiving Sh 100,000. In another lottery with 0.4 chance of 

winning Sh. 33,000 and 0.6 chance of winning Sh 100,000, the investor is ready to 

invest Sh. 63,000. 

 

Required 

Construct a utility of wealth function and discuss the risk behavior of this investor 

           (5 marks) 

 


