
                QUESTIONS 

NUMBER  ONE 

Excluding foreign exchange risks, discuss, with examples, how the risks of foreign 
trade might be managed. 
           (12 marks) 
NUMBER TWO 

Bica plc is an electricity supplier in the UN.  The company has historically generated 
the majority of its electricity using a coal fuelled power station, but as a result of the 
closure of many coal mines and depleted coal resources, is now considering what type 
of new power station to invest in.  The alternatives are a gas fuelled power station, or 
a new type of efficient nuclear power station. 
 
Both types of power station are expected to generate annual revenues at current prices 
of Sh.800 million.  The expected operating life of both types of power station is 25 
years. 
 
Financial estimates: 
 Gas 

(Sh. million) 
Nuclear 
(Sh. million) 

Building costs 
Annual running costs (at current prices): 
Labour costs 
Gas purchases 
Nuclear fuel purchases 
Sales and marketing expenses 
Customer relations 
Interest expense 
Other cash outlays 
Accounting depreciation 

600 
 
  75 
500 
- 
  40 
    5 
  51 
    5 
  24 

3,300 
 
     20 
     - 
     10 
     40 
     20 
   330 
     25 
   132 

 
Other information: 

(i) Whichever power station is selected, electricity generation is scheduled to 
commence in three years time. 

 
(ii) If gas is used most of the workers at the existing coal fired station can be 

transferred to the new power station.  After tax redundancy costs are expected 
to total Sh.4 million in year four.  If nuclear power is selected fewer workers 
will be required and after tax redundancy costs will total Sh.36 million, also in 
year four. 
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(iii) Both projects would be financed by Eurobond issues denominated in Euros.  

The gas powered station would require a bond issue at 8.5% per year, the bond 
for the nuclear project would be at 10% reflecting the impact on financial 
gearing of a larger bond issue. 

 
(iv) Costs of building the new power stations would be payable in two equal 

instalments in one and two years time. 
 
(v) The existing coal fired power station would need to be demolished at a cost of 

Sh.10 million in three years time. 
 
(vi) The company’s equity beta is expected to be 0.7 if the gas station is chosen and 

1.4 if the nuclear station is chosen.  Gearing (debt to equity plus debt) is 
expected to be 35% with gas and 60% with nuclear fuel. 

 
(vii) The risk free rate is 4.5% per year and the market return is 14% per year.  

Inflation is currently 3% per year in the UN and an average of 5% per year in 
the member countries of the Euro bloc in the European Union. 

 
(viii) Corporate tax is at the rate of 30% payable in the same year that the liability 
arises. 
 
(ix) Tax allowable depreciation is at the rte of 10% per year on a straight line basis. 
 
(x) At the end of twenty-five years of operations the gas plant is expected to cost 

Sh.25 million (after tax) to demolish and clean up the site.  Costs of 
decommissioning the nuclear plant are much less certain, and could be anything 
between Sh.500 million and Sh.1,000 million (after tax) depending upon what 
form of disposal is available for nuclear waste. 

 
Required: 

(a) Estimate the expected NPV of EACH OF investment in a gas fuelled power 
station and investment in a nuclear fuelled power station. 

 State clearly any assumptions that you make. 
 (NB: It is recommended that annuity tables are used wherever possible) 
 (20 marks) 
 
(b) Discuss other information that might assist the decision process.  
 (8 marks) 
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          (Total: 28 marks) 
 
NUMBER  THREE 

(a) ‘The objective of financial management is to maximize the value of the firm.’ 
 

You are required to discuss how the achievement of this objective might be 
compromised by the conflicts which may arise between the various 
stakeholders in an organization. (10 marks) 

 
(b) You are required to discuss the arguments for and against the introduction of 

statutory controls on corporate governance.      
  (10 marks) 

          (Total: 20 marks) 
 
NUMBER  FOUR 

The following data relates to a large company operating in the electronics industry: 
 
 1994 1995 1996 1997 1998 
After tax earnings (Sh. million) 
Dividend per share (Sh.) 
Number of ordinary shares 
(million) 
 
Average share price (Sh.) 
Net capital investment (Sh. million) 
Annual increase in inflation (%) 

17,000 
97.50 
508 
 
74.00 
210 
4 

19,500 
110.00 
600 
 
87.50 
270 
4 

25,500 
127.50 
650 
 
69.00 
340 
3 

29,500 
140.00 
695 
 
82.00 
410 
3 

47,200 
155.00 
930 
 
101.20 
520 
3 

 
A major institutional shareholder has criticized the level of dividend payment of the 
company suggesting that it should be substantially increased. 
 
Required: 

(a) Briefly discuss the factors that are likely to influence the company’s dividend 
policy, and 
           (10 marks) 
(b) Discuss whether or not the institutional shareholder’s criticism is likely to be 
valid. (10 marks) 
          (Total: 20 marks 
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NUMBER  FIVE 

Describe the main types of foreign exchange rate system.  Briefly discuss how such 
systems might affect the ability of financial managers to forecast exchange rates. 
    (20 marks) 

 
 

 

 

 

 

 

 

 

 

 

 

                                 ANSWERS 

  

NUMBER  ONE  

 
The management of risk associated with foreign trade will depend upon the nature of 
the risk.  The risks include: 
 
(a) Commercial risk is that the client will only pay after the due date.  It may be 
managed by: 
 

(i) Credit screening prior to the contract being signed.  This might include 
formal credit evaluation through a credit agency, use of information 
from trade associations, government databases, bank references or trade 
references. 

 
(ii) The terms of sale.  Some terms of sale involve much less risk than 

others.  Most secure (but not common) is cash in advance.  Others, in 
order of increasing risk include cash on delivery, documentary letters of 
credit, bills of exchange and open account. 

 
(iii) The method of payment.  The quicker and more secure the method of 

payment, the lower the risk.  Extremes range from secure electronic 
funds transfer to sending a cheque in the post. 
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(iv) Insurance against non-payment or late payment.  In many countries this 
is offered through government agencies.  In the UK short-term 
insurance providers include NCM and Trade Indemnity. 

 
(b) Physical risk, the risk of damage or theft in transit is best managed through 
insurance cover. 
 
(c) Political risk is risk of non-payment or late payment as a result of the actions of 

a foreign government, e.g. through the introduction of exchange controls, 
tariffs or quotas.  Political risk protection is often offered by the same insurers 
as commercial risk.  Political risk might also be avoided by using different 
forms of international activity, e.g. tariffs and quotas might be avoided by direct 
investment in the country concerned, exchange controls might be avoided by 
engaging in counter trade rather than cash trade. 

 
(d) Cultural risk is risk associated with different cultures, ways of doing business, 

attitude to religion, colours, gender, food and drink etc.  In order to reduce 
such risk thorough research of the local market, culture, and business practices 
should be undertaken prior to trading. 

 
NUMBER  TWO 

(a) Financial evaluation of the alternative power stations 
 

Gas fuelled power station 
 Cash flows at current prices (Sh.million) 
Year 4 – 13 (annual) 14 – 28 (annual) 
Revenue 
Labour 
Fuel purchases 
Sales and marketing 
Customer relations 
Other 
Tax allowable depreciation 
 
Taxable 
Taxation (30%) 
 
Add back depreciation 

800 
  75 
500 
  40 
    5 
    5 
  60 
685 
115 
  34.5 
  80.5 
  60_ 
140.5 

800 
  75 
500 
  40 
    5 
    5 
    - 
625 
175 
  52.5 
122.5 
      - 
122.5 
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Present values at 6% 140.5 x 7.360 x 0.84 (end of yr 3)  122.5 x 9.712 x 
0.469 (end of yr 13) 
    = 868.6    = 558.0 
 
   Other cash flows (Sh. million)   

Year 1 2 3 4 28 
Redundancy 
Capital outlays 
Decommissioning 
costs 
 
Discount rate (6%) 
Present values 

 
300 
___ 
300 
    
0.943 
282.9 

 
300 
___ 
300 
    
0.890 
267.0 

 
 
10 
10 
  
0.840 
  8.40 

4 
 
_ 
4 
0.792 
3.17 

 
 
25 
25 
0.196(0.417 x 0.469) 
4.9 

 
Expected net present value 868.6 + 558.0 – (282.9 + 267.0 + 8.40 + 3.17 + 4.9) 
 
= Sh.860.23 million. 
 
Notes: 

(i) The interest cost is included in the discount rate 
(ii) Decommissioning is assumed to have the same risk as the rest of the project 
(iii) Discount rates 
 
Gas Cost of equity using CAPM is 4.5% + (14% - 4.5%)0.7 = 11.15% 
WACC = 11.15% x 0.65 + 8.5%(1 – 0.3) x 0.35 = 9.33% 
 
However, this is the nominal cost of capital which includes inflation.  The cash flow 
projections exclude inflation and must be discounted at a real cost of capital. 
 

6%0.06111.061
1.03

1.0933
  

 
6% will be used as the real discount rate. 
 
Nuclear Cost of equity using CAPM is 4.5% + (14% - 4.5%)1.4 = 17.8% 
WACC = 17.8 x 0.40 + 10%(1 – 0.3) x 0.60 = 11.32% 
 

The real cost of capital is: 081.1
03.1

1132.1
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8% will be used as the real discount rate. 
 
These estimates of the discount rates assume that the value of the pound will not 
change relative to the Euro, or alternatively that the UK will join the Euro UK bloc in 
the near future.  If this does not occur, and inflation differentials between the UK and 
Euro bloc remain similar, the cost of debt should be slightly less as the Euro is 
expected to fall in value relative to the pound. 
 
Nuclear fuelled power station 

 Cash flows at current prices (Sh. million) 
Year 4 – 13 (annual) 14 – 28 (annual) 
Revenue 
Labour 
Fuel purchases 
Sales and marketing 
Customer relations 
Other 
Tax allowable depreciation 
 
Taxable 
Taxation (30%) 
 
Add back depreciation 

800 
  20 
  10 
  40 
  20 
  25 
330 
445 
355 
106.5 
248.5 
330_ 
578.5 

800 
  20 
  10 
  40 
  20 
  25 
    - 
115 
685 
205.5 
479.5 
      - 
479.5 

 
Present values at 8% 578.5 x 671 x 0.794  479.5 x 8.559 x 0.368 
   = 3,082    = 1,510.3 
 
   Other cash flows (Sh. million)   

Year 1 2 3 4 28 
Redundancy 
Capital outlays 
Decommissioning 
costs 
 
Discount rate (6%) 
Present values 

 
1,650 
___ 
1,650 
    
0.926 
1,527.9 

 
1,650 
___ 
1,650 
    
0.857 
1,414 

 
 
10 
10 
  
0.794 
  7.94 

36 
 
__ 
36 
0.735 
26.5 

 
 
1,000 
1,000 
      0.116 
  116 

 
Expected net present value 3,082 + 1,510.3 – (1,527.9 + 1,414 + 7.94 + 26.5 + 116) 
 
= Sh.1,500 million. 
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Notes: 

(i) If decommissioning costs Sh.500 million the expected NPV is Sh.1,558 million 
(ii) For the purpose of selecting between alternatives the demolition costs in three 

year’s time could be ignored 
 
On financial grounds the nuclear alternative is expected to produce the higher NPV. 
 
(b) Information that might assist the decision process includes: 
 

(i) How accurate are the projected cash flows?  Are the various revenues 
and costs likely to be subject to the same price level changes? 

(ii) Is the risk of the project correctly measured by the beta estimates? 
(iii) What is the chance of significant changes in tax rates allowable 

depreciation? 
(iv) Are there likely to be delays in construction? 

How accurate is the estimate of the working life of the power stations?  
What happens if technology changes? 
Is the technology well tested, especially for the nuclear alternative. 

 
Sensitivity and/or simulation analysis to investigate outcomes under 
different assumptions is strongly recommended. 

 
(vii) What will be the impact of the alternative levels of gearing on other 

activities of the company and on the company’s share price? 
(viii) What real options might exist with the alternative projects? 
(ix) How significant are non-financial factors?  In the light of nuclear 

accidents in Russia and Japan how safe is the nuclear alternative?  How 
environmentally or politically acceptable would this alternative be?  Even 
if the nuclear alternative is the better choice financially, this might be 
outweighed by non-financial considerations. 

 
NUMBER  THREE 

 (a) If it is agreed to maximize the value of the firm, it is necessary to ask two 
fundamental questions: 
 

who is the firm? 
 

What do we mean by value? 
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In the United Kingdom the traditional view has been for the interests of a firm to 
equate with those of the current equity shareholders.  But is it now recognized that 
this is much too narrow.  The employees and lenders to a business certainly have a 
legitimate interest, probably also the government.  Some companies would add a 
company’s suppliers and customers as part of the stakeholders.  Perhaps the general 
public also belongs to the list. 
 
Each of the members of the above list has different key objectives.  For example 
employees might want their labour remuneration to be larger, while the shareholders 
want labour costs to be low so that higher profits can lead to higher dividends.  
Shareholders might be uninterested whether the company invests in ‘unethical’ areas 
of business such as armaments or cigarettes, as long as their investment is profitable, 
while certain sections of the public will discourage unethical products. 
 
The value of an investment in terms of financial management theory is the present 
value of the cash returns available from the investment.  However this varies from 
investor to investor depending on personal discount rate, tax position, period of 
investment, etc.  For example the value of a share bought today and expected to be 
sold in five years time will be the present value of  the five years dividends plus the 
present value of the expected net realizable value at the end of the holding period.  So 
the value of the same share will be different to different shareholders, and the job of 
the managers to maximize the total value becomes impossible. 
 
A further problem arises in the conflict between short-term results and long-term 
viability.  Managers might be on annual service contracts and therefore are motivated 
to report the highest possible short-term profits.  This might involve cutting down on 
revenue investment such as maintaining fixed assets, advertising, research costs, etc.  
Such a policy is in the best interests of management, since they will be paid a bonus 
for reporting good results, but is not in the long-term interests of the company. 
 
Financial managers often deal with the above conflicts by adopting a satisfying 
approach rather than an optimizing approach.  The hope to please everyone by 
following moderate policies which are not exclusively in the interests of one of the 
sectional stakeholders of the business. 
 
(b) Arguments for the introduction of statutory controls on corporate governance 
include the following: 
 
(1) there already exist a raft of statutory controls on corporate governance, mainly 

in the Companies Act.  For example companies must appoint auditors, 
directors can be removed according to standard procedures, and directors may 
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not generally receive loans from their companies.  What we are arguing here is 
whether the present statutory controls should be extended.  It is fair to say that 
the existing controls have rather developed on a piecemeal basis, prohibiting 
specific acts when they have been observed in practice; thus the statute has 
lagged behind the reality.  It would be more satisfactory if statutory controls 
could be developed at the same pace as developments in practice, though this 
ideal situation is impractical. 

 
(2) the board of directors is supposed to act in the best interests of shareholders.  

However there may be situations where the interests of shareholders diverge 
from the managers’ own interests; this conflict can be so strong that statutory 
controls are required to ensure that companies are run in the best interests of 
the shareholders.  An example is directors’ remuneration and service contracts.  
Directors might want large remuneration and contracts offering large 
compensation if they are sacked.  The Companies Act requires total 
remuneration paid to directors to be disclosed. 

 
(3) a further conflict arises where auditors are appointed by the directors, and the 

directors fix their remuneration, yet they report to the shareholders.  There is a 
temptation for auditors to which to please the directors who have appointed 
them, rather than to act objectively in the shareholders’ best interests.  The 
independence of mind of auditors is guaranteed by their professionalism 
required by the Companies Act. 

 
(4) the best way of ensuring good governance is likely to be the threat of further 

statutory controls.  When directors see that a government is sincere in wishing 
to encourage good governance, the worst practices will be stopped for fear of 
attracting new legislation. 

 
Arguments against the introduction of new statutory controls on corporate 
governance include the following: 

 
(1) one cannot legislate against evil.  If a bad man is determined to carry out a 

fraud, whether or not controls are enshrined in statute will be irrelevant. 
 
(2) statutory controls may stifle individual entrepreneurship.  Many companies 

have flourished in recent years because of the existence of one strong 
individual business person combining the roles of chairman and chief executive 
and pushing through their will, eg. Hanson in the UK.  If the Cadbury 
recommendation to split the role of chairman and chief executive wherever 
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possible had been enshrined in statute, such companies may not have enjoyed 
the success that they did. 

 
(3) putting rules into statute encourages companies to obey the letter of the law 

rather than the spirit.  The whole experience of the Securities and Investments 
Board in implementing the Financial Services Act regulations has proved that 
detailed rule books are an ineffective means of regulation.  Statute should 
contain broad rules, backed up by self-regulatory practice notes and points of 
interpretation.  It is this latter approach that has been adopted by the 
Accounting Standards Board in drawing up its new accounting standards, an 
approach that has proved successful to date.  The Cadbury recommendations 
should follow this same successful course of action. 

 
NUMBER  FOUR 

(a) There is considerable debate as to whether dividend policy can influence 
corporate value.  Much of the debate concerns the question of whether it is the 
dividend that affects share value, or the information implied by the payment of 
the dividend.  Dividends may provide, in the cheapest and most efficient 
manner, unambiguous signals about a company’s future prospects and 
management performance.  Managers have an incentive to send truthful signals 
via dividends, as any changes in dividends that are not likely to be accompanied 
by changes in cash flows will not fool a market that is at least semi-strong form 
efficient.  Dividends therefore may be a valuable communication medium. 

 
There are a number of possible practical influences on dividend policy 

including: 
 

(i) Dividends are to be discouraged as they may lead to issue costs 
associated with raising additional external finance. 

(ii) Corporate growth.  The faster a company is growing the lower the 
dividend payment is likely to be. 

 
(iii) Liquidity.  Cash is needed to pay dividends.  The level of corporate 

liquidity might influence dividend payouts. 
 

(iv) The volatility of corporate cash flows.  Companies may be reluctant to 
increase dividends unless they believe that future cash flows will be large 
enough to sustain the increased dividend payment. 
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(v) Legal restrictions, for example, government constraints, limitations on 
payments from reserves, and covenants on debt that restrict dividends. 

 
(vi) The rate of inflation.  Many shareholders like dividends to increase by at 

least as much as inflation. 
 

(vii) The desires and tax position of the shareholder clientele.  However, 
most companies have a broad spread of shareholders with different 
needs and tax positions. 

 
(b) The company’s dividend per share has increased, in real terms, by between 

6.6% and 12.53% per year during the last five years.  Although no comparative 
industry data is available this appears to be a good performance.  The payout 
ratio has reduced from 38% in 1994 to 30.5% in 1998, which may be why the 
institutional shareholder has made the criticism.  However, there is little point 
the company paying out large dividends if it has positive NPV investments 
which can be financed partially by dividend retention.  Although there is by no 
means a perfect correlation between NPV and earnings per share, the fact that 
earning per share have consistently increased over the period suggests that the 
company’s investments are financially viable.  The company has consistently 
had high net capital expenditure relative to earnings, and in such circumstances 
it is not unusual for dividend payments to be relatively low. 

 
The company’s share price has not increased by as much as earnings per share, 
but without information on stock market trends and the relative risk of the 
company it is not clear whether or not the company’s share price is under 
performing.  Unless the institutional shareholder could invest any dividends 
received to earn a higher yield (adjusted for any differences in risk) there is little 
evidence to support the validity of the criticism. 

 
 

Statistical data: 1994 1995 1996 1997 1998 
Earnings per share (Sh.) 
Retained earnings (Sh.m) 
Payout ratio (%) 
Dividends (Sh.m) 
Real growth in dividend per 
share (%) 

25.6 
80 
38.1 
49.5 

32.5 
129 
33.8 
66.0 
8.48 

39.2 
172 
32.5 
82.9 
12.53 

42.4 
198 
33.0 
97.3 
6.60 

50.8 
328 
30.5 
144.1 
7.49 

 
 Note: 
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 EPS = After tax earnings ÷ Number of ordinary shares. 
 

NUMBER  FIVE 

Although two of the world’s leading trading currencies, the US dollar and the 
Japanese yen are floating against other currencies, floating exchange rates are used by 
a minority of countries.  A wide variety of exchange rate mechanisms exist.  These 
include: 
 
(i) Fixed or pegged exchange rates where a country fixes its exchange rate against 

the currency of another single country.  More than 50 countries fix their rates 
in this way, mostly against the US dollar.  Fixed rates are not permanently fixed 
and periodic revaluations and devaluations occur when the economic 
fundamentals of the countries concerned strongly diverge (e.g inflation rates). 

 
(ii) Fixed exchange rates against a basket of currencies, the basket often being 

devised to reflect the major trading links of the country concerned.  Using a 
basket of currencies is aimed at fixing the exchange rate against a more stable 
currency base than would occur with a single currency fix. 

 
(iii) Flexible exchange rates against a single currency within a limited range of 
flexibility. 
 
(iv) A joint float of a group of currencies.  Prior to monetary union the currencies 

within the exchange rate mechanism (ERM) of the European Union 
participated in a joint float against external currencies, whilst maintaining a 
flexible exchange rate within agreed ranges against other ERM members. 

 
(v) Automatic exchange rate adjustments against a set of economic indicators. 
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