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SECTION A 

Attempt this one compulsory question.  

QUESTION ONE 
 
Kuto Plc’s managers’ are investigating the possibility of manufacturing special clay pots, 
made of special clay from the source of the river Zambezi, in Mwinilunga district which is in 
the north western part of Zambia.   
 
The summary statement of financial position of Kuto Plc is as follows: 

                                                           K                                               K 

Share capital of 50 ngwee per share  52,000  Non-Current Assets  336,000      

Retained profits                           202,000 

Shareholders’ funds                          254,000                                      

 

 

Non-current liabilities                                       Current assets  

6% bank loan                          156,000      less current liabilities          74,000 

Total equity and liabilities                      410,000      Total assets                     410,000                                                                     

 
Kuto Plc’s shares are currently trading at K3.50 per share and has a beta value of 1.35 
                                                                                                                                      
The managers’ team estimate that in the first year, the selling price would be K1,000 per 
clay pot, the variable cost would be K400 per clay pot and the total direct fixed costs would 
be K1,500,000.  The selling price for the clay pots is expected to increase by 8% per year, 
the variable and fixed costs are expected to increase by 5% per year, for the next four 
years.   
 
Additional manufacturing costs as a percentage of variable costs are expected to be 120% 
in the first year, 40% in the second year and 10% in each of the following three years.  
Additional working capital will be required for the project of 20% of the first year’s sales 
revenue.  Thereafter every K1 increase in sales revenue will require a 10% increase in 
working capital. 
 
The estimated number of clay pots to be produced and sold per year is given as follows: 
 
Year                                                            1          2            3            4            5 
Number of clay pots produced and sold    7,500   20,000    50,000    60,000    95,000 
 
There is considerable uncertainty as to the exact quantity that could be produced and sold 
and the estimated standard deviation of number of clay pots produced and sold is expected 
to be as much as 30%. 
 
Plant and equipment costing K120,000,000 will need to be acquired to facilitate the 
production and selling of the clay pots.  Tax allowable depreciation is available on plant and 
equipment at 10% straight line basis.  The residual value of plant and equipment is 
expected to be K40,000,000. 
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Saku Plc, a competitor to Kuto Plc, has been operating in the clay pots industry for many 
years and its summary financial Statements are as follows: 
 

 

                                                 K                                                        K 

Share capital of K1 per share   125,000      Non-Current assets                 417,000 

Retained profits                      357,000       

Shareholders’ funds                482,000                                

 

Non-current liabilities                               Current assets less 

5% bank loan                          92,000      Current liabilities                    157,000 

Total equity and liabilities        574,000     Total assets                            574,000 

 
Saku Plc’s shares are valued at K3 per share.  Its loan notes are trading at K102 per K100.  
Saku Plc’s beta has been quoted at 1.82.  Saku Plc has offered to buy Kuto Plc’s clay pot 
rights for K107, 000,000 after the development phase had been completed in two years’ 
time. 
 
Other financial data: 
 
a. The rate of return on Treasury bills is 3% and market risk premium is 6%. 

 
b. Tax rate applicable to both Kuto and Saku Plc is 30%.  Assume that tax is paid in the 

same year as the profits on which it is charged. 
 
Required: 
 
(a) Prepare a report to the Board of Directors of Kuto Plc that evaluates the financial 

viability of the proposed clay pot investment by Kuto Plc’s managers before 

undertaking the Saku Plc’s offer.                                                                                   

                       (22 marks)                                         

(b) Calculate the value of the above project if Kuto Plc takes the Saku Plc’s offer using 
the Black-Scholes Model.                                              

 (8 marks) 
                                                                                                          
(c) Briefly discuss ethical issues that might need to be considered as part of the project 

investment decision process.                                                                (10 marks) 
                                                                                                         
                                                                                                        [Total: 40 Marks] 
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SECTION B  

Attempt any THREE (3) Questions out of FOUR (4) in this section. 

QUESTION TWO 
 
Marka International, a company quoted on the local stock exchange, has decided to diversify 
into a new sector in order to reduce its risk. However, the company has not decided 
whether to diversify through acquisition of an existing business in the new sector or to 
establish a new company (organic growth). Marka International has cash balances of K240 
million which are currently invested in short-term money market deposits.  
 
The company has identified a possible acquisition target, EZK Ltd, a smaller quoted 
company in the new sector. Even though EZK Ltd is quoted, approximately 60% of its 
shares are still owned by four directors. These directors have stated that they might be 
prepared to recommend the sale of EZK Ltd, but they consider the total value of its shares 
to be worth K235 million. As a Finance Manager of Marka International, you have been 
asked to establish if the value given by the directors is reasonable. The following financial 
information has been provided:   
 
Summarised financial data 

Marka     EZK 
K'm     K'm 

Turnover       530     88 
Pre- tax operating cash flow      101       55 
Taxation (30%)              30.3       16.5 
Post- tax operating cash flow            70.7        38.5 
Dividend         12          10.03 
Retained earnings             58.7        28.47 
 
Statement of financial position 
Non-current assets (net)     218        58 
Current assets      185        54 
Current liabilities      149        51 

254         61 
Financed by 
Ordinary shares (50n par)     60   (EZK 15n par)  4.5 
Reserves       139             52.1 
12% Debentures 20X7     40    - 
10% Bank term loan      15    - 
Recent 11% bank loan     -__    4.4 

254    61 
 
Current share price      885 ngwee      460 ngwee 
 
Average dividend growth   
during the last five years     8% p.a.    10% p.a. 
 
Equity beta       0.85     1.01 
 
Industry data: 
Average P/E ratio      9:1     7:1 
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Average P/E of companies recently 
taken over, based upon the offer price   10:1     5:1 
 
The risk free rate of return is 7% per annum and the market return 15% per annum. 
 
Other information: 
 
1. After the acquisition some land and buildings of EZK would be sold for K8 million (after 

tax). 
 

2. Following the acquisition, it’s expected that 145 employees of EZK would immediately be 
made redundant at an after tax cost of K10 million. Pre-tax annual wage savings are 
expected to be K1 million. Pre-tax advertising and distribution savings are expected to 
be K750, 000 per year. 

 
3. The four existing directors of EZK would each be paid an after tax consultancy fees of  

K500,000 per year for four years for consultancy services if the acquisition succeeds. 
This amount would not increase with inflation. 

 
Ignore inflation 
 
Required: 
 
(a) Estimate the value of EZK Ltd using the following valuation methods: 

 
(i) The comparative P/E ratios                 (2 marks) 

 
(ii) The dividend valuation model                           (4 marks) 

 
(iii) The present value of relevant operating cash flows over a fifteen (15) year  

period.                                                (7 marks) 
 
(b) Advise whether, Marka International should proceed with the acquisition of EZK Ltd 

shares.                               (3 marks) 
 
(c)      Explain whether diversification through mergers and acquisitions is an effective 

means of reducing risk and securing future growth for Marka International.          
  (4 marks) 

                                                                                                              [Total: 20 Marks]
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QUESTION THREE 
 
Gumboot Plc. a Zambian based company is evaluating the effect of its financing strategy on 
the performance its two subsidiary companies Wing Plc. and Fly Plc. Both subsidiaries are 
also based in Zambia. 
 
An extract of financial information for the companies for two consecutive years is shown 
below: 
 
            Wing Plc.                      Fly Plc.  
    
Years      2011  2010  2011  2010 
 
Turnover (Km)    150  100  180  140  
Price earnings ratio   5  6  2  4  
Profit before interest (Km)   11  10.5  36  18 
 
 
The market value of Wing Plc. shares is K2 each while the market value of Fly Plc. shares is 
K5 each. 
 
Both companies pay corporation tax at 35% per annum. 
 
Required: 
 
(a) Calculate the degree of financial gearing (DFG) for each company and interpret your     

   results.            (8 marks) 
 

(b) Discuss the factors Gumboot Plc. should consider in determining the capital structure 
of its subsidiaries.          (8 marks) 

 

(c) Explain why the directors of Gumboot Plc. may be reluctant to obtain further debt  
          finance.                     (4 marks)

                 [Total: 20 Marks] 

 
QUESTION FOUR 

 
Pod Ltd is a construction company based in Ndola while Mob Ltd is a Lusaka based 
Insurance Company.  Pod Ltd can borrow from commercial banks for six months at a 
floating rate of 3% or at a fixed rate of 9%.  Mob Ltd can borrow from commercial banks for 
six months at a floating rate of 5% or at a fixed rate of 7%.  Pod Ltd desires a fixed rate 
loan while Mob Ltd desires a floating rate loan. 
 
The finance director of the two companies recently met in Zambia to discuss a possible 
fixed-for-floating rate swap. They agreed to find a suitable swap bank to seal the deal. 
 
A swap bank was finally identified. The swap bank agreed to receive fixed rate payments of 
8.5% from Pod Ltd and variable rate payments of 4% from Mob Ltd. 
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Required: 
 
(a) Calculate the net savings in percentage terms that will accrue to Pod Ltd, Mob Ltd 

and the swap bank as a result of entering into the interest rate swap agreement.   
                                                                                                                   (11 marks)

                                                                                           
(b) Discuss the main features and advantages of interest rate swaps as compared to 

forward rate agreements and forward contracts.                                   (9 marks)
                                              

        [Total: 20 Marks] 

 

QUESTION FIVE  

G-Gri is a privately-owned entity based in Livingstone, Zambia. Its principal business is the 
manufacture and sale of a wide variety of items for the tourist market, mainly souvenirs, 
gifts and local traditional wear. Currently the Zambian government is considering entering 
into a trade bloc specifically for the tourism sector in order to boost trade.  G-Gri 
manufactures approximately 70% of the goods it sells. The remaining 30% is purchased 
from other neighbouring countries that are within the proposed trade bloc. G-Gri owns and 
operates six retail stores across the country. It also sells its products on a wholesale basis to 
other local retail outlets. 
 
G-Gri sole financial objective is to increase dividends each year. It has no non-financial 
objective. This financial objective and the lack of non-financial objectives are shortly to be 
subject to review and discussion by the board. The new Finance Director believes 
maximization of shareholder wealth should be the sole objective, but the other directors do 
not agree and think that new objectives should be considered, including target profit after 
tax and return on investment. 
 
Required 
 
(a) Discuss whether the proposed trade bloc will stimulate or impair international trade.    
                             (8 marks) 

 
(b) Evaluate the appropriateness of G-Gri's current objective and of the two new 

objectives being considered.                   (6 marks) 
 

(c) Discuss alternative objectives that might be appropriate for G-Gri and provide a 
recommendation.                             (6 marks) 

          
         [Total: 20 Marks] 

 

 
 

END OF PAPER 
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JUNE 2016: STRATEGIC FINANCIAL MANAGEMENT (P3) 

SOLUTIONS 

 
SOLUTION ONE 
 
a. Report to the Kuto plc Board of Directors 

 
Subject: Assessment of the investment in special Clay pots 
 
This report recommends whether or not Kuto plc would benefit by investing in the 
special clay pots, by considering the following alternatives open to it and explains the 
approach taken in each case and the assumptions made: 

 
(i) The value of the investment without the Saku plc offer to buy the project on 

completion of the two year development phase. 
 

(ii) The value of the project after taking into account Saku plc’s offer. 
 

Based on the calculations in the appendices, from the cost and revenue estimates 
provided, the net present value before considering the Saku plc’s offer is negative at 
K13.5million approximately (working 1).  However, after taking into account the value of 
the put option, the net present value is positive at K16.7million approximately.  
Therefore, it would be beneficial for Kuto plc to undertake the investment project, if it 
can decide whether to continue with the project or sell it to Saku plc for K107million 
after a period of two years.  However, without this option it should not proceed with the 
project. 
 
Kuto plc will not actually obtain the value of the option, however the option value takes 
into account the volatility or uncertainty of the project.  In this case, it indicates that the 
project is worth pursuing because the volatility may result in increases in the future 
cash flows and the project becomes profitable.   
 
Therefore, the time Kuto plc has before it needs to make a decision is reflected in the 
value of the project by considering real options using the Black Scholes model. 
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Working 1 - Net present value in K’000 
Year                           0             1           2           3            4             5             
Sales revenue (W2)                7,500    21,600    58,300    75,540    129,200 
Less:  
Variable costs (W3)              (3,000)   (8,400)  (22,050) (27,780)    (46,170) 
Fixed costs                          (1,500)   (1,575)    (1,654)   (1,736)     (1,823) 
Manufacturing costs              (3,600)   (3,360)    (2,205)   (2,778)     (4,617) 
Cash flows before tax              (600)     8,265     32,391   43,246      76,590 
Tax at 30%                             180     (2,480)    (9,717) (12,974)   (22,977)  
Machinery           (120,000)                                                           40,000 
Tax relief on WDA                 3,600      3,600      3,600      3,600        9,600 
Working capital       (1,500)  (1,410)    (3,670)    (1,724)   (5,366)     13,670 
Net cash flows     (121,500)   1,770      5,715     24,550    28,506     116,883 
DF at 12%              1.000      0.893     0.797       0.712      0.636        0.567 
Present values     (121,500)    1,581     4,555     17,480    18,130      66,273 
 
Net present value = (K13,481,000) 
 
Working 2 - Sales revenue in K’000 
Year                                         1           2           3            4             5   
No of pots produced and sold   7,500    20,000    50,000    60,000     95,000 
Unit price (K)                          1,000     1,080      1,166      1,259      1,360           
Sales revenue (K’000)              7,500    21,600    58,300    75,540    129,200 
 
Working 3 - Variable costs in K’000 
Year                                         1           2           3            4             5   
No of pots produced and sold   7,500    20,000    50,000    60,000     95,000 
Unit cost (K)                              400       420         441         463         486           
Variable costs (K’000)              3,000     8,400    22,050    27,780     46,170 
 
Working 4 - manufacturing costs 
                                                                                                    K’000 
Year 1       120% x 3,000                                                                3,600 
Year 2       40% x  8,400                                                                 3,360 
Year 3       10% x  22,050                                                               2,205 
Year 4       10% x  27,780                                                               2,778 
Year 5       10% x  46,170                                                               4,617 
 

         
  Working 5 - Capital allowances (tax depreciation) 
         Year                                                  Tax depreciation      Tax relief at 30% 
                                                                              K’000                        K’000 
         0      Initial cost                                             120,000     
         1      Tax depreciation 10% x 120,000               12,000                       3,600 
         2      Tax depreciation 10% x 120,000               12,000                       3,600 
         3      Tax depreciation 10% x 120,000               12,000                       3,600 
         4      Tax depreciation 10% x 120,000               12,000                       3,600 
         5      120,000 – (12,000 x 4yrs) – 40,000 =       32,000                       9,600   
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Working 6 - Working Capital 
                                                                                                  K’000 
Year  0       20% x 7,500                                                              1,500 
 
Year 1      21,600 – 7,500 x 10%                                                   1,410 
 
Year 2     58,300 – 21,600 x 10%                                                  3,670 
Year 3    75,540 – 58,300 x 10%                                                   1,724 
 
Year 4    129,200 – 75,540 x 10%                                                 5,366 
 
Year 5    Working capital release                                                 13,670 
        (1,500 + 1,410 + 3,670 + 1,724 + 5,366) 
 
 
Working 7 - Asset beta of the project 
 
       βa = βe x Ve 
                      Ve + Vd(1 – t) 
 
    = 1.82 x 375,000 
               375,000 + 93,840(1 – 0.30) 
 
   = 1.82 x 375,000 
                440,688 
 
  = 1.549 

 
Working 8 - Equity beta of the project 
 
βe = βa x Ve + Vd(1 – t) 
                      Ve 
 
     = 1.549 x 364,000 + 156,000 (1 – 0.30) 
                              364,000 
 
     = 1.549 x 473,200 
                    364,000 
     = 2.014 
 
Working 9 - Cost of equity  
 
Ke = Rf + (Rm – Rf)β 
     = 3% + (6% x 2.014) 
     = 15.08% 
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Working 10 - Cost of Capital 
 
WACC = Ke x Ve            +   Kd(1 – t) x Vd 
                    Ve + Vd                          Ve + Vd 
 
          = 15.08 x 364,000     +  6(1 – 0.20) x 156,000 
                         520,000                             520,000 
 
          = 10.56 + 1.44 
 
          = 12% 

 
Working 11 - Market value of equity – Saku plc 
 
 Equity value = market price x No of shares  
                   = K3 x 125,000 
                   = K375,000 

 
Working 12 - Market value of equity – Kuto plc 
 
 Equity value = market price x No of shares  
                   = K3.50 x 104,000 
                   = K364,000 
 
Working 13 - Market value of debt – Saku plc 
 
Debt = Market price x book value 
        = K1.02 x 92,000 
        = K93,840  
 

Note: The question had referred loan notes as bank loan with 5%. 
Therefore, students who used bank loan of K92, 000 were marked correct 
also.  
 
Working 14 - Market value of debt – Kuto plc 
 
Debt = Book value of 6% bank loan 
        = K156,000 
 

b. Value of Put option 
 
(i) Black Scholes input variables  

Present value of underlying asset (Pa) = K101,883.  This is the sum of the 
present values of the cash flows forgone in years 3, 4 and 5. 
 
Price offered by Saku plc (Pe) = K107,000 
 
Risk free rate of interest (r) = 3% 
 
Volatility of underlying asset (s) = 30% 
 
Time to expiry of option (t) = 2 years 
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(ii) Computation of d1 

d1 = ln(Pa/Pe) + (r +0.5s2)t 
                     S√t 
 
     = ln(101,883/107,000) + (0.030 + 0.5 x 0.302)2 
                              0.30 x √2  
 
     = ln0.95218 + 0.15 
          0.4242640687 
 
     = 0.238    
 

(iii) Computation of d2 
d2 = d1 - S√t 
 
        = 0.238 – (0.30 x √2) 
 
        = 0.238 – 0.424 
 
        = -0.186   
 

(iv) Computation of N(d1) 
d1 = 0.238 
     = 0.24 
 
N(d1) = 0.50 + 0.0948 
         = 0.5948    
 

(v) Computation of N(d2) 
d2 = -0.186 
     = -0.19 
 
N(d2) = 0.50 – 0.0753 
         = 0.4247  
 

(vi) Value of Call option 
C = PaN(d1) – PeN(d2)e-rt 
   = (101,883 x 0.5948) – 107,000 x 0.4247 x e-0.03 x 2 
  = 60,600 - 45,443 x e-0.06 
  = 60,600 – 45,443 x 0.9417645336 
  = 60,600 – 42,797 
  = 17,803   

 
(vii) Value of a Put option – using the Put call parity approach 

P = c – Pa + Pe x e-rt 

   = 17,803,000 – 101,883,000 + 107,000,000 x e-0.06 
   = 17,803,000 – 101,883,000 + (107,000,000 x 0.9417645336) 
   = 17,803,000 -101,883,000 + 100,768,805 
   = 16,688,805   
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(viii) Net present value with put option = 16,688,805 – 13,481,000 

                                                                 = K3,207,805    
 
 

c. Ethical issues for consideration 
Companies may engage in activities which whilst not illegal are questionable ethically 
and may have detrimental long term effects on the company’s reputation.  Ethical 
considerations include: 

 
(i) Would the investment cause pollution or other environmental damage in the 

country? 
(ii) Does the investment involve experiments on animals, genetic modifications 

etc? 
(iii) Should the investment be undertaken if the country has a poor record on 

human rights? 
(iv) If the local officials ask for ‘inducements’ to facilitate the investment process, 

should these be paid? 
(v) Would the investment in any way assist trading in drugs or arms/ 
(vi) Are wages to be paid below subsistence levels?  Are working conditions of an 

acceptable standard? 
(vii) Use of child labour 
(viii) Discrimination against women, ethnic minorities 
(ix) Provision of proper safety equipment and working conditions for employees. 
 
 
 

SOLUTION TWO 
 

a)  
i) P/E ratios 

Since EZK Ltd operates in a different sector, the comparative P/E ratio valuation 
must be based upon the average P/E ratios in that sector. The P/E ratio of 5 will 
therefore be used. 
 
Value of EZK Ltd is K192.5 million (5 x 38.5m) 

 
ii) Dividend valuation model 

 
Po = Do (1+g)  
       Ke – g 

 

ke = Rf + (E(Rm) – Rf) 
Ke = 7% + 1.01 (15% - 7%) 

            = 15.08% 
  
      Po = 10.03 (1.10)/0.1508 – 0.10 
          = K219.19million 
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iii) Cash flow valuation method 
      K’m 
Current pre-tax operating cash flow     55 
Post -acquisition adjustments: 
Annual wage savings       1 
Advertising/distribution savings      0.75 

         56.75  
Taxation (30%)        17.02 
Annual post tax cash flow      39.73 

 
The other post tax cash flows to be taken into account are: 

K'm 
1. Redundancy costs       10   
2. Sale of land and buildings      8  
3. Consultancy service (0.5m x 4)    2 

 
Cost of capital 

 
Market value (30 x 4.6)  = K138 
Market value of debt =K4.4 
Total    K142.4 

 

Cost of debt = 11% x (1-0.3) = 7.7% 

WACC = 15.08% x 138/142.4 + 7.7% x 4.4/142.4 

 = 14.61 + 0.24 

 =14.85% Say 15% 

Discounted cash flows using 15% as discount rate:  

        K’m 

Annual post tax cash flow (39.73 x 5.847) =  232.3 

Redundancy costs (10 x 1.000)   =    (10)   

Sale of land & buildings (8 x 1.000)  =     8 

Consultancy services (2 x 2.855)   =     (5.71)   

Present value of cash flows      224.59 

Value of the company K224.59million 
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b)   

The three valuation methods have produced the price range of K184.51million to K197.44 
million which is below the proposed offer price of K235million. This may indicate that the 
company is over- priced by the directors. The present value of the operating cash flows 
(which is possibly the best of the three approaches) gives the lowest valuation of 
K184.51million suggesting further that EZK Ltd could be overpriced.  
 
Marka international can make a counter offer at this price and if the acquisition of EZK Ltd 
would be in line with Marka's long-term strategic objectives, then it is recommended that 
the acquisition should proceed. However, it’s worth to note that the valuations methods 
used have limitations. For example the present value method has ignored any likely 
changes in the pattern of the cash flows following the acquisition as well as any 
strategic plans that the company may have for such a long time frame.   
 
c)  
A strategy of diversification does not always provide a sound rationale for merger or an 
acquisition. One problem is that the synergies identified are often more difficult to achieve 
when two businesses, which are quite different in nature are combined. Such differences 
may, for example, prevent Marka from benefiting from economies of scale or the use of 
complementary resources. Similarly, although the management team of Marka may be 
highly efficient and highly motivated, it may not have the necessary skills to replace the 
management team of the Acquired business. 
 
There may also be problems in trying to integrate the operations of two different kinds of 
business because of differences in market need, business culture and so on. Marka has 
always been in the manufacturing industry and the management team may therefore have a 
number challenges adapting to the management of a company in a completely new sector.  
 
Diversification is a useful way of dealing with risk and it is therefore intuitively appealing to 
see mergers and takeovers as a useful means to achieve this end. The question that must 
be asked however is whether the directors of the company should diversify or the 
shareholders should diversify individually. It is usually easier and cheaper for the 
shareholders to diversify, by acquiring a diversified portfolio of shares than for the directors 
to diversify. When the directors of a company diversify, by taking over another company, a 
significant premium is often paid to the shareholders of the target company. This evidence 
by what the Directors of EZK Ltd are offering compared to the estimated value. 
 
SOLUTION THREE 

a)  

     WING    FLY 

    2010  2011  2010  2011 

PBIT(km)  K10.5  K11  K18  K36 

EPS workings below K0.33  K0.4  K1.25  K2.5 

 

EPS = MPS/PE ratio 

Wing  

2011   2/5=K0.4 

2010   2/6=K0.33 
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Fly 

2011   5/2=K2.5 

2012  5/4=K1.25  

 

DFG=change in EPS/change in PBIT 

WING PLC 

21.2%/4.76%=4.45  

 

FLY PLC 

100%/100%=1 

 

The degree of financial gearing measures the sensitivity of EPS to changes in EBIT. 

 

The DFG of Wing Plc. is greater than 1.EPS changes by more than the changes in EBIT 

due to the effect of the degree in financial gearing, ‘the multiplier’. This shows that the 

capital structure of Wing Plc. has a component of debt finance. 

 

The DFG of FLY Plc. =1. The change in EPS is equal to the changes in EBIT. This 

shows that there is no component of debt capital in Fly Plc. capital structure. 

 

b) 1)  Taxation 

The impact on the company’s overall tax position will need to be considered, also 

how tax efficient the alternative sources of finance are.  

 

2)  Clientele effect 

When considering whether to change gearing significantly, directors may take into 

account changes in the profile of shareholders. If gearing does change significantly, 

the company may adjust to a new risk return trade off that is unsuitable for many 

shareholders. These shareholders will look to sell their shares, whilst other investors, 

who are now attracted by the new gearing levels, will look to buy shares. 

 

3)  Bankruptcy risk 

Increasing the level of debt may increase the probability of default as the company 

has much more exposed volatility in earnings. Higher levels of debt may also 

increase the cost of borrowing making repayment of debt more difficult and 

triggering financial distress. The company may therefore choose a level of debt that 

balances the benefits of debt with the costs of bankruptcy. 

 

     4)  Signalling 

Some investors may see the issue of debt capital as a sign that the directors are 

confident enough of the future cash flows of the business to be prepared to commit 

the company to making regular interest payments to lenders. 
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c)  

1) They fear that the company may be unable to service the debt, to make the 

required capital and interest payments on time.  

2) The tax position is such that they will be unable to use the tax shield, to obtain any 

tax benefits from interest payments. 

3) The company lacks the asset base to be able to generate additional cash if needed 

or provide sufficient security. 

4) The company wishes to maintain access to the capital markets on good terms and 

hence needs a good credit rating. 

 

SOLUTION FOUR 

 (a)  

Pod Ltd desires a fixed rate loan but it has access to lower floating rate loans compared to 

Mob Ltd. Mob Ltd desires a floating rate loan but it has access to lower fixed rate loans 

compared to Pod Ltd. 

Pod will borrow at a floating rate of 3% from the commercial bank and pay the swap bank 

8.5% .Mob Ltd will borrow fixed at 7% from the commercial bank and pay the swap bank 

4% floating rate. 

Pod Ltd will pay 8.5% fixed interest rate to the swap bank instead of 9% to the commercial 

bank. Pod Ltd will save 0.5% interest (9%-8.5%). 

Mob Ltd will pay floating rate of 4% to the swap bank instead of 5% to the commercial 

bank. Mob Ltd will save 1% interest (5%-4%). 

The Swap bank will receive 8.5% fixed interest from Pod Ltd and it will pay 7% fixed 

interest on behalf of Mob to the commercial bank. The Swap Bank will save 1.5% interest 

(8.5% -7%). 

The Swap bank will receive from Mob Ltd 4%  Floating rate interest and  pay 3% floating 

rate interest to the commercial bank on behalf of Pod Ltd. The Swap bank will save 1% 

interest (4%-3%). 

 b) A forward rate agreement (FRA) is an OTC contract to lend or borrow a given sum of 

money in future at an interest rate that is agreed today. It can be used as to hedge 

against unfavourable movements in interest rates in future. 

A forward contract is an agreement to buy or sell a given amount of currency in the 

future at an exchange rate that is agreed today.it can be used to hedge against 

unfavourable movements in future exchange rates. 

Interest rate swaps are transactions that take advantage of different interest rates in 

different markets for borrowing, to reduce interest costs for either fixed or floating rate 

loans. An interest rate swap is an arrangement whereby two companies swap interest 

rate commitments with each other. 
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The main advantages of a swap as compared with other hedging instruments are as 

follows: 

1) Transaction costs are low being limited to legal fees 

2) They are flexible since they can be arranged in any size and they can be reversed if  

necessary 

3) Companies with different credit ratings can borrow at the best cost in the market 

that is most accessible to them and then swap this benefit with another company to 

reduce the mutual borrowing costs. 

4) Swaps allow capital restructuring by changing the nature of interests commitments 

without the need to redeem debt or to issue new debt, thus reducing transaction 

costs. 

 

SOLUTION FIVE 
 
a) Nature of trade blocs 

Trade blocs exist when there is no restriction on the movement of goods and services 
between countries. Trade blocs are also often customs unions where there is free trade 
between member countries of the bloc, and also common external tariffs applying to 
imports into any member countries. 

 
Effects of trade bloc 
Within members of the bloc, trade is likely to increase for the following reasons: 

 
(i)  Fewer barriers 

Some barriers, such as physical barriers to trade, may have been removed. Other 
barriers, for example technical standards may have been harmonised. 

 
(ii) Better use of resources 

Increased competition is likely to mean better use of resources as more efficient 
producers within the bloc have greater marketing opportunities at the expense of 
less efficient rivals. 
 
Overall prices for many goods and services should fall and demand rise and trade 
creation occur. This will particularly apply the more similar the economies within the 
bloc are. 

 
(iii) Economies of scale 

Bigger potential markets allow opportunities for increased specialisation and 
economies of scale. 

 
(iv) Capital movements 

As well as market opportunities, trade blocs are likely to involve free movement of 
capital, hence allowing greater availability and encouraging more investment by 
businesses. 

 
(v) Government coordination 

A co-ordinated approach by governments across the bloc on issues such as 
competition regulation is likely to be effective in removing barriers to entry and 
ending uncompetitive arrangements than actions taken by individual governments. 
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(vi)  Long-term implications 

Trade blocs may have long-term effects that stimulate trade, for example allowing 
the introduction of new technologies or providing incentives for governments to 
improve infrastructure and thus lower transport costs. 
 
Trade blocs have a potentially negative effect on trade with nations outside the bloc. 
How great this effect is depends on the level of tariffs that are set. 

137 
 (vii)  Less efficient producers 

The imposition of tariffs may mean that less efficient producers within the bloc benefit 
at the expense of more efficient producers outside (a process known as trade 
diversion). 

 
(vii)  Retaliation 

Imposition of tariffs may lead to retaliation by countries outside the bloc. This may hit 
hard countries within the bloc that previously had good relations with outside 
countries. 
 

(ix)   Effect on less successful economies 
The benefits may only be felt by certain members within the bloc, those with the most 
efficient businesses or those with the best transport links. The depressive effect on the 
economies of the less successful members may hit overall trade within the bloc. 

 
Conclusion 
Thus a trade bloc should be successful in increasing trade within the bloc, but trading 
relationships with external countries may be damaged if barriers are significant. 

 
b)  
Maximisation of shareholder wealth is the theoretically ideal corporate objective. However, 
most organisations now recognise that having this as their sole objective is unrealistic. 
Whilst there is still the philosophy that shareholders’ wealth should be improved as much as 
possible, this is usually within the constraints of other objectives, such as legal obligations 
relating to the environment, ethical considerations (not using ‘sweat-shop’ labour for 
example) and health and safety issues. 
 
G-Gri has the additional problem of trying to value shareholder wealth. It is not listed on the 
stock exchange and thus has no quoted share price set by market forces. If there are 
problems valuing wealth, how can the entity determine how to maximise it? 
 
Increasing dividends v maximising shareholder wealth 
The objective of increasing dividends each year does not necessarily support the 
maximisation of shareholder wealth. If there are profitable investments available that would 
increase future wealth, then the entity should ideally be using its funds to finance such 
investments.  
 
By increasing dividends each year, the entity is restricting the funds available for profitable 
investments and thus its ability to improve shareholder wealth. Most organisations have a 
target payout ratio (dividends as a percentage of profit available to shareholders) which 
means that dividends will move in relation to fluctuations in profit. This makes more sense 
than a situation where dividends are increasing whilst profits are actually falling. 
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Accounting ratios 
Some of the directors have suggested accounting ratios such as Return on Investment (ROI) 
as more suitable objectives. One of the main benefits of such accounting ratios is that they 
are easy to understand and are comparable across time and between other similar entities 
in the same industry. However there are several issues with using accounting ratios as 
objectives, including: 
 
(i) The numbers are easy to manipulate, even when governed by accounting standards 
 
(ii) The ratios are based on historic numbers rather than future cash flows, which can  
     cause problems with comparisons if the entity is about to undergo, or has just     
     undergone, a substantial change in structure 
 
(iii) Lack of consideration for non-financial objectives 
61 
Target profit after tax is another objective being considered. As with accounting ratios, 
profit figures are easy to understand and determining whether target has been achieved is a 
straightforward comparison exercise. However the problem with such a measure is that 
taxation policies are beyond the control of individual entities. Changes in such policies 
render comparisons between years useless unless time-consuming (and potentially 
inaccurate) restatement of figures takes places. 
 
c)  
Alternative objectives 
As a private entity, it is difficult for G-Gri to have objectives related to shareholder wealth 
given the difficulties described above in determining value. Dividends alone are unlikely to 
be a good measure of shareholder wealth and should perhaps be considered in conjunction 
with other measures such as earnings growth. Ratios measuring growth are likely to be 
more meaningful than absolute measures such as ‘increasing dividends’ every year and are 
more likely to make sense. There is no point having such an objective if profits from which 
dividends are paid are falling. 
 
Given the above evaluation it would seem more sensible for G-Gri to have a range of 
complementary objectives rather than focusing on just one. It may be worthwhile consulting 
the shareholders themselves to determine what they are trying to get out of their 
involvement with G-Gri. From the results of this consultation the directors may be able to 
come up with suitable objectives for the entity that meet the needs of the majority. 
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