
                             QUESTIONS 

NUMBER  ONE 

The finance department of  TOUT   Electronics has been criticized by the company’s 
board of directors for not undertaking an assessment of the political risk of the 
company’s potential direct investments in Africa.  The board has received an interim 
report from a consultant that provides an assessment of the factors affecting political 
risk in three African countries.  The report assesses key variables on a scale of –10 to 
+10, with –10 the worst possible score and +10 the best. 
 
 Country 1 Country 2 Country 3 
Economic growth 
Political stability 
Risk of 
nationalization 
Cultural 
compatibility 
Inflation 
Currency 
convertibility 
Investment 
incentives 
Labour supply 

  5 
  3 
  3 
  6 
  7 
-2 
-3 
  2 

  8 
-4 
  0 
  2 
-6 
  5 
  7 
  8 

  4 
  5 
  4 
  4 
  6 
-4 
  3 
-3 

 
The consultant suggests that economic growth and political stability are twice as 
important as the other factors. 
 
The consultant states in the report that previous clients have not invested in countries 
with a total weighted score of less than 30 out of a maximum possible 100 (with 
economic growth and political stability double weighted).  The consultant therefore 
recommends that no investment in Africa should be undertaken. 
 
Required: 

(a) Discuss whether or not  TOUT  electronics should use the technique suggested 
by the consultant in order to decide whether or not to invest in Africa.  
   (10 marks) 

 
(b) Discuss briefly how  TOUT  might manage political risk if it decides to invest 
in Africa.  
           (10 marks) 
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          (Total: 20 marks) 
 
NUMBER TWO 

Discuss the main features of: 
 
(i) Corporate share repurchases (buy-backs); and 
(ii) Share (stock) splits; 
 
and why companies might use them.  Include in your discussion comment on the 
possible effects on share price of share repurchases and share (stock) splits in 
comparison to the payment of dividends. 
          (Total: 20 marks) 
 
NUMBER  THREE 

Folks plc is a company that has diversified into five different industries in five 
different countries.  The investments are each approximately equal in value.  The 
company’s objective is to reduce risk through diversification, and it believes that the 
return on any investment is not correlated with the return on any other investment.  
The estimated risk and return (in present value terms) of the five investments are 
shown below: 
 
 
 
 
Investments Risk (% standard 

deviation) 
Return (%) 

1 
2 
3 
4 
5 

  8 
10 
  7 
  4 
16 

14 
16 
12 
  9 
22 

 
Required: 

(a) Estimate the risk and return of the portfolio of five investments, and briefly 
explain the significance of your results.       
  (10 marks) 

 
(b) Discuss the validity to investors of Folks’s objective of risk reduction through 

international diversification.        
 (10 marks) 
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          (Total: 20 marks) 
 
NUMBER  FOUR 

Discuss how government actions can influence the tasks of the financial manager and 
explain how these actions can affect the attainment of financial objectives.  
   (20 marks) 
 
NUMBER  FIVE 

Justify and criticize the usual assumption made in financial management literature that 
the objective of a company is to maximize the wealth of its shareholders.  (Do not 
consider how this wealth is to be measured). 
                    (Total: 20 
marks) 
 
 

 

 

 

                                         ANSWERS 

NUMBER  ONE  

 
(a) The consultant’s report should not be used as the only basis for the African 

investment decision, because: 
 
The decision should be taken after evaluating the risk/return trade-off; financial 
factors (e.g. the expected NPV from the investments); strategic factors; and other 
issues including political risk.  Political risk is only one part of the decision process 
(although in extremely risky countries it might be the most important one). 
 
The scores for the three countries are: 
 
Country 1 29 
Country 2 24 
Country 3 28 
 
Just because previous clients have not invested in countries with scores of less than 30 
does not mean that  TOUT  should not.  The previous countries may not have been 
comparable with these in Africa.  This decision rule also ignores return.  If return is 
expected to be very high, a relatively low score might be acceptable to TOUT. 
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The factors considered by the consultant might not be the only relevant factors when 
assessing political risk.  Others could include the extent of capital flight from the 
country, the legal infrastructure, availability of local finance and the existence of 
special taxes and regulations for multinational companies. 
 
The weightings of the factors might not be relevant to TOUT. 
 
Scores such as these only focus on the macro risk of the country.  The micro risk, the 
risk for the actual company investing in a country, is the vial factor.  This differs 
between companies and between industries.  A relatively hi-tech electronics company 
might be less susceptible to political actions than, for example, companies in 
extractive industries where the diminishing bargain concept may apply. 
 
There is no evidence of how the scores have been devised and how valid they are. 
 
(b) Prior to investing TOUT might negotiate an agreement with the local 

government covering areas of possible contention such as dividend remittance, 
transfer pricing, taxation, the use of local labour and capital, and exchange 
control.  The problem with such negotiations is that governments might 
change, and a new government might not honour the agreement. 

 
The logistics of the investment may also influence political risk: 

 
If a key element of the process is left outside the country it may be viable for 
the government to take actions against accompany as it could not produce a 
complete product.  This particularly applies when intellectual property or 
know-how is kept back. 

 
Financing locally might deter political action, as effectively the action will hurt 
the local providers of finance. 

 
Local sourcing of components and raw materials might reduce risk. 

 
It is sometimes argued that participating in joint ventures with a local partner 
reduces political risk, although evidence of this is not conclusive. 

 
Control of patents and processes by the multinational might reduce risk, 
although patents are not recognized in all countries. 

 
Governments or commercial agencies in multinations’ home countries often 
offer insurance against political risk. 

Download more at www.ebookskenya.co.ke



 
NUMBER  TWO 

Share repurchases are a way for companies to distribute earnings to shareholders 
other than by a cash dividend.  They are also a means of altering a target capital 
structure; supporting the share price during periods of weakness; and deterring 
unwelcome take-over bids.  Companies typically repurchase shares either by making a 
tender offer for a block of shares, or by buying the shares in the open market.  In the 
absence of taxation and transactions costs share repurchase and the payment of 
dividends should have the same effect on share value.  However, the different 
treatment of taxation on dividends and capital gains in many countries may lead to a 
preference for share repurchases by investors. 
 
If the repurchase of shares is by means of a tender offer, this will often be at a price in 
excess of the current market value, and may have a different effect on overall 
company value. 
 
An important question for share value is what information a share repurchase conveys 
to the market about the company and its futures prospects. 
 
Managers should take decisions that maximize the intrinsic value of the firm.  This, in 
theory, involves undertaking the optimum amount of positive NPV investments.  The 
use of share repurchases, and the payment of dividends, will therefore be influenced 
by the amount of investment that the company undertakes.  When a company does 
not have sufficient investments to fully utilize available cash flow, the payment of 
dividends or share repurchases are more likely. 
 
Analysts are believed to normally consider an increase in dividends or share 
repurchases as good news, as they suggest that the company has more cash, and 
possibly greater potential, than previously believed.  However, if this subsequently 
proves not to be so, share prices will adjust downwards. 
 
Share repurchases in themselves do not create value for the company, but the market 
may see the information or signals that they provide as significant new information 
that will affect the share price. 
 
Share splits are the issue of additional shares at no cost to existing shareholders in 
proportion to their current holdings, but with lower par value.  Share splits have no 
effect on corporate cash flows and, in theory, should not affect the value of the 
company.  The share price, in theory, should reduce proportionately to the number of 
new shares that are issued. 
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Motivates for share splits include: 
 
A company wishes to keep its share price within a given trading range, e.g. below £10 
per share.  It is sometimes argued that investors might be deterred by a high share 
price, and that lower share prices would ensure a broader spread of share ownership.  
Shareholders could actually lose from lower prices, as the bid-offer spread (the 
difference between buying and selling prices) is often higher as a percentage of share 
for lower priced shares. 
 
Companies hope that the market will regard a share split as good news, and that the 
share price will increase (relative to the expected price) as a result of the 
announcement.  Evidence suggests that even if such reaction occurs it is short-lived 
unless the company improves cash flows, increases dividends etc. in subsequent 
periods. 
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NUMBER THREE 

(a) Portfolio return is the weighted average of the returns of the five investments.  

As the investments are of equal value the return is %6.14
5

73
  

 
Portfolio diversification offers no enhancements to return, although it does 
offer the opportunity for improved combinations of risk and return. 

 
As there is believed to be no correlation between any of the investments, 
portfolio risk may be estimated by: 

 
[(0.2)²8² + (0.2)²10² + (0.2)²7² + (0.2)²4² + (0.2)²16²]0.5 = (19.4)0.5 = 4.4% 

 
(The remaining terms in the portfolio risk equation are all zero) 

 
With a portfolio of only five investments, the benefits of diversification have 
reduced portfolio risk, measured by the standard deviation of expected returns, 
to approximately that of the lowest risk individual investment.  This portfolio 
risk reduction is quite large because of the lack of correlation between the 
investments.  The further away the correlation coefficient is from +1, the 
greater the risk reduction through diversification. 

 
 (b) In theory,  a well diversified investor will not place any extra value on 

companies that diversify.  On the contrary, as diversification is expensive, and 
might move companies away from their core competence, a diversified 
company might have a relatively low market value. 
 
However, not all investors are well diversified, and even well diversified 
investors might benefit from a diversified company.  A diversified company 
might have a less volatile cash flow pattern, be less likely to default on interest 
payments, have a higher credit rating and therefore lower cost of capital, 
leading to higher potential NPVs from investments and a higher market value. 
 
If the diversification is international the benefits of diversification will depend 
upon whether the countries where the investments take place are part of any 
integrated international market, or are largely segmented by government 
restrictions (e.g exchange controls, tariffs, quotas). 
 
If markets are segmented international diversification might offer the 
opportunity to reduce both systematic and unsystematic risk.  An integrated 
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market would only offer the opportunity to reduce unsystematic risk.  Most 
markets are neither fully integrated nor segmented meaning that international 
diversification will lead to some reduction in systematic risk, which would be 
valued by investors.  It is to be hoped that risk reduction is not the only 
objective of Folks; returns and shareholder utility are also important. 
 

 
NUMBER FOUR 

This is a very wide question and a variety of answers would be acceptable.  The 
following government actions could be included in the answer: 
 
(1) Taxation, both corporate and personal. 
 

 Monetary policy, especially credit controls 

 Wage controls. 

 Dividend controls. 

 Profit controls, including price controls. 

 Customs duties, tarrifs and other trade barriers. 

 Investment incentives, including grants and accelerated 
allowances. 

 Schemes for personal savings, including National Savings. 

 Government borrowing requirements from the capital market – 
this may restrict the funds available to other borrowers. 

 Direct provision of finance to the nationalized sector and other 
companies considered of national importance (eg, for the creation 
or maintenance of employment). 

 Regional policies, enterprise zones. 

 Use of foreign exchange reserves to influence the value of the 
pound. 

 Provision of information through many government departments 
and statistical services. 

 Health and Safety Acts, environmental controls. 

 Monopolies legislation. 

 Almost all of the above government activities will directly affect 
companies and their ability to achieve their chosen financial 
objectives. 

 For example, if maximization of shareholder wealth is desired: 

 Taxation affects corporate income, personal disposable income, 
savings and investment levels, levels of demand, dividend levels 
and share prices. 
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 Credit controls affect the cost and availability of funds, the value 
of shares, profit and dividend levels. 

 Exchange rate policies can influence the success of 
export/import-based firms. 

 Many other illustrations are possible. 
 

NUMBER FIVE 

Financial management is concerned with making decisions about the provisions and 
use of a firm’s finances.  A rational approach to decision-making necessitates a fairly 
clear idea of what the objectives of the decision maker are or, more importantly, of 
what are the objectives of those on behalf of whom the decisions are being made. 
 
There is little agreement in the literature as to what objectives of firms are or even 
what they ought to be.  However, most financial management textbooks make the 
assumption that the objective of a limited company is to maximize the wealth of its 
shareholders.  This assumption is normally justified in terms of classical economic 
theory.  In a market economy firms that achieve the highest returns for their investors 
will be the firms that are providing customers with what they require.  In turn these 
companies, because they provide high returns to investors, will also find it easiest to 
raise new finance.  Hence the so called ‘invisible hand’ theory will ensure optimal 
resource allocation and this should automatically maximize the overall economic 
welfare of the nation. 
 
This argument can be criticized on several grounds.  Firstly it ignores market 
imperfections.  For example it might not be in the public interest to allow monopolies 
to maximize profits.  Secondly it ignores social needs like health, police, defence etc. 
 
From a more practical point of view directors have a legal duty to run the company 
on behalf of their shareholders.  This however begs the question as to what do 
shareholders actually require from firms. 
 
Another justification from the individual firm’s point of view is to argue that it is in 
competition with other firms for further capital and it therefore needs to provide 
returns at least as good as the competition.  If it does not it will lose the support of 
existing shareholders and will find it difficult to raise funds in the future, as well as 
being vulnerable to potential take-over bids. 
 
Against the traditional and ‘legal’ view that the firm is run in order to maximize the 
wealth of ordinary shareholders, there is an alternative view that the firm is a coalition 
of different groups: equity shareholders, preference shareholders and lenders, 
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employees, customers and suppliers.  Each of these groups must be paid a minimum 
‘return’ to encourage them to participate in the firm.  Any excess wealth created by 
the firm should be and is the subject of bargaining between these groups. 
 
At first sight this seems an easy way out of the ‘objectives’ problem.  The directors of 
a company could say ‘Let’s just make the profits first, then we’ll argue about who gets 
them at a later stage’.  In other words, maximizing profits leads to the largest pool of 
benefits to be distributed among the participants in the bargaining process.  However, 
it does imply that all such participants must value profits in the same way and that 
they are all willing to take the same risks. 
 
In fact the real risk position and the attitude to risk of ordinary shareholders, loan 
creditors and employees are likely to be very different.  For instance, a shareholder 
who has a diversified portfolio is likely not to be so worried by the bankruptcy of one 
of his companies as will an employee of that company, or a supplier whose main 
customer is that company.  The problem of risk is one major reason why there cannot 
be a single simple objective which is common to all companies. 
 
Separate from the problem of which goal a company ought to pursue are the 
questions of which goals companies claim to pursue and which goals they actually 
pursue. 
 
Many objectives are quoted by large companies.  Sometimes these are included in 
their annual accounts.  Examples are: 
 

 To produce an adequate return for shareholders; 

 To grow and survive autonomously; 

 To improve productivity; 

 To give the highest quality service to customers; 

 To maintain a contented workforce; 

 To be technical leaders in their field; 

 To be market leaders; 

 To acknowledge their social responsibilities. 
 
Some of these stated objectives are probably a form of public relations exercise.  At 
any rate, it is possible to classify most of them into four categories which are related 
to profitability: 
 
Pure profitability goals eg, adequate return for shareholders. 
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(ii) ‘Surrogate’ goals of profitability eg, improving productivity, happy workforce. 
Constraints on profitability eg, acknowledging social responsibilities, no 

pollution, etc. 
‘Dysfunctional’ goals. 

 
The last category are goals which should not be followed because they do not 
benefit in the long run.  Examples here include the pursuit of market leadership 
at any cost, even profitability.  This may arise because management assumes 
that high sales equal high profits which is not necessarily so. 

 
In practice the goals which a company actually pursues are affected to a large extent 
by the management.  As a last resort, the directors may always be removed by the 
shareholders or the shareholders could vote for a take-over bid, but in large 
companies individual shareholders lack voting power and information.  These 
companies can, therefore, be dominated by the management. 
 
There are two levels of argument here.  Firstly, if the management do attempt to 
maximize profits, then they are in a much more powerful position to decide how the 
profits are ‘carved up’ than are the shareholders. 
 
Secondly, the management may actually be seeking ‘prestige’ goals rather than profit 
maximization.  Such goals might include growth for its own sake, including empire 
building or maximizing turnover for its sake, or becoming leaders in the technical field 
for no reason other than general prestige.  Such goals are usually ‘dysfunctional’. 
 
The dominance of management depends on individual shareholders having no real 
voting power, and in this respect institutions have usually preferred to sell their shares 
rather than interfere with the management of companies.  There is some evidence, 
however, that they are now taking a more active role in major company decisions. 
 
From all that has been said above, it appears that each company should have its own 
unique decision model.  For example, it is possible to construct models where the 
objective is to maximize profit subject to first fulfilling the target levels of other goals.  
However, it is not possible to develop the general theory of financial management 
very far without making an initial simplifying assumptions about objectives.  The 
objective of maximizing the wealth of equity shareholders seems the least 
objectionable. 
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