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INSTRUCTIONS:  Answer question one and any other three questions   

QUESTION ONE – (20 MARKS) 

a)  Briefly and describe the following types of decisions that corporate finance mangers make. 
i. Financing         (2 marks) 

ii. Investment         (2 marks) 
iii. Risk management        (2 marks) 

b) Explain the rationale for selecting shareholder wealth maximization as the objective of the 
firms.          (6 marks) 

c) Explain the term corporate finance and describe some of the key concepts and core 
principles of corporate finance.       (8 marks) 

d) Firm X has a stock market value of shs. 40 million while firm Y is valued at 30 million. 
The firms have similar earning profiles as shown below 
 Firm X   Firm Y 

        Sh(millions)  ( million) 

2009     3   3.6 

2010    3.2   2 

2011    3.4   4.6 

2012    3.6   3 

2013    4.0   4  
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Required: 

a) Calculate the average return and standard deviation for each of firms earnings.  
            (6 marks) 

b) Why would shareholders of firm X regard the firm as more valued than Y by sh. 10 
million?          (4 marks) 

QUESTION TWO (20 MARKS) 

The risk free rate of return is 7% and the annual premium required on shares over the Treasury 
bills has been 5%. A firm is considering the following investment. 

 ASSUM   CAPM   Applies  

  Project    Beta    Expected Return 
  A    0.6   10 
  B    0.9   11 
  C    1.3   20 
  D    1.7   21 
Required: 
a) Which projects should be accepted?      (6 marks) 

 
b) Explain the meaning of the term Beta.      (4 marks) 

 

c) List the theoretical and practical problems of CAPM.    (10 marks) 
 
 

QUESTION THREE (20 MARKS) 

a) What conflict of interest would exist between shareholders and debt holders.(6 marks) 
 

b) Describe the various ways by which debt holders would ensure that any conflict with 
shareholders is minimized.       (6 marks) 

 
c) What are the basic objectives and a business firm?    (2 marks) 

 
d) Describe two capital budgeting techniques that a firm can use to evaluate investment 

projects under conditions at risk and uncertainties.    (6 marks) 
 

QUESTION FOUR (20 MARKS) 

a) What is a merger?        (2 marks) 
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b) Describe three common types of mergers.     (6 marks) 
 

c) Describe five key motives for mergers and acquisition of business.  (5 marks) 
 

d) Explain the defensive tactics a firm can use to resist a hostile takeover. (7 marks) 

QUESTION FIVE (20 MARKS) 

a) You are a chief finance officer for a firm that is operating in very volatile business 
environment and facing multiple risks ranging from changes in business environment, 
foreign currency risk exposure interest rate risk and losses through theft and damages. 
What risk management technique would you apply in order to reduce the risk exposure of 
your firm?         (10 marks) 

b) Distinguish the following terms: 
i.  Call option and put option      (2 marks) 

ii. American option and European option     (2 marks) 
iii. Futures contracts and forward contract     (2 marks) 

c) Describe four factors that influence the value of an option.   (4 marks) 

QUESTION SIX (20 MARKS)   

Thika investment ltd has estimated net cashflows from operations (after interest and taxation for 
the next five years as follows: 

Year     Net cash flows 

      Shs.000 

1     3,000  

2              12,000 

3     5,000 

4     6,000 

5     5,000     

The cashflows have been calculated before deduction of additional investment in fixed capital 
and working capital, which amounts to shs.2 million in each of the first two years and shs. 3 
million for each year thereafter. The firm currently has a cash balance of shs.500,000 which the 
firm intends to maintain to  cope with unexpected events. 

The firm has 24 million shares in issue and the board of management is committed to 
shareholder wealth maximization. 
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Required: 

a) Calculate the annual cashflows available for dividend payments and the dividend per share 
if the residual dividend policy is strictly followed.            (6 marks) 
 

b) If the directors choose to have a smooth dividend policy based on regular dividend, what 
amount of dividend would you recommend for each year?   (7 marks) 

 
c) What factors influence the choice of a dividend policy?   (7 marks) 
d) 


