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SECTION A – 50 MARKS

ANSWER THIS QUESTION

Question One

Crashcarts IT Consultancy is a £100 million turnover business listed on the Stock
Exchange with a reputation for providing world class IT consultancy services to blue
chip clients, predominantly in the retail sector. In 2000, Crashcarts acquired a new
subsidiary for £2 million based on a P/E ratio of 8, which it renamed Crashcarts Call
Centre. The call centre subsidiary leased all of its hardware, software and
telecommunications equipment over a five-year term. The infrastructure provides the
capacity to process three million orders and ten million line items per annum. In
addition, maintenance contracts were signed for the full five-year period. These
contracts include the provision of a daily backup facility in an off-site location.

Crashcarts Call Centre provides two major services for its clients. First, it holds
databases, primarily for large retail chains’ catalogue sales, connected in real time to
clients’ inventory control systems. Second, its call centre operation allows its clients’
customers to place orders by telephone. The real-time system determines whether
there is stock available and, if so, a shipment is requested. The sophisticated
technology in use by the call centre also incorporates a secure payment facility for
credit and debit card payments, details of which are transferred to the retail stores’ own
computer system. The call centre charges each retail client a lump sum each year for
the IT and communications infrastructure it provides. There is a 12 month contract in
place for each client. In addition, Crashcarts earns a fixed sum for every order it
processes, plus an additional amount for every line item. If items are not in stock,
Crashcarts earns no processing fee.

Crashcarts Call Centre is staffed by call centre operators (there were 70 in 2001 and 80
in each of 2002 and 2003). In addition, a management team, training staff and
administrative personnel are employed. Like other call centres, there is a high turnover
of call centre operators (over 100% per annum) and this requires an almost continuous
process of staff training and detailed supervision and monitoring.

A summary of Crashcarts Call Centre’s financial performance for the last three years:

2001 2002 2003
£000 £000 £000

Revenue
Contract fixed fee 400 385 385
Order processing fees 2,500 3,025 3,450
Line item processing fees 600 480 390
Total revenue £3,500 £3,890 £4,225

Expenses
Office rent & expenses 200 205 210
Operator salaries & salary-related costs 1,550 1,920 2,180
Management, administration & training salaries 1,020 1,070 1,120
IT & telecomms lease & maintenance expenses 300 310 330
Other expenses 150 200 220
Total expenses £3,220 £3,705 £4,060

Operating profit £280 £185 £165
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Non-financial performance information for the same period is as follows:

2001 2002 2003
Number of incoming calls received 1,200,000 1,300,000 1,350,000
Number of orders processed 1,000,000 1,100,000 1,150,000
Order strike rate (orders/calls) 83⋅3% 84⋅6% 85⋅2%
Number of line items processed 3,000,000 3,200,000 3,250,000
Average number of line items per order 3⋅0 2⋅9 2⋅8
Number of retail clients 8 7 7
Fixed contract income per client £50,000 £55,000 £55,000
Income per order processed £2⋅50 £2⋅75 £3⋅00
Income per line item processed £0⋅20 £0⋅15 £0⋅12
Average number of orders per operator 15,000 15,000 15,000
Number of operators required 66⋅7 73⋅3 76⋅7
Actual number of operators employed 70⋅0 80⋅0 80⋅0

Required:

(a) Discuss the increase in importance of risk management to all businesses (with an
emphasis on listed ones) over the last few years and the role of management
accountants in risk management.

(10 marks)

(b) Advise the Crashcarts Call Centre on methods for analysing its risks.
(5 marks)

(c) Apply appropriate methods to identify and quantify the major risks facing
Crashcarts at both parent level and subsidiary level.

(20 marks)

(d) Categorise the components of a management control system and recommend
the main controls that would be appropriate for the Crashcarts Call Centre.

(15 marks)

(Total = 50 marks)

End of Section A
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SECTION B – 50 MARKS

ANSWER TWO QUESTIONS

Question Two

The Information Systems strategy within the MG organisation has been developed over
a number of years. However, the basic approach has always remained unchanged. An
IT budget is agreed by the board each year. The budget is normally 5% to 10% higher
than the previous year’s to allow for increases in prices and upgrades to computer
systems.

Systems are upgraded in accordance with user requirements. Most users see IT
systems as tools for recording day-to-day transactions and providing access to
accounting and other information as necessary. There is no Enterprise Resource
Planning System (ERPS) or Executive Information System (EIS).

The board tends to rely on reports from junior managers to control the business. While
these reports generally provide the information requested by the board, they are
focused at a tactical level and do not contribute to strategy formulation or
implementation.

Required:

(a) Compare and contrast Information Systems strategy, Information Technology
strategy and Information Management strategy and explain how these contribute
to the business.

(10 marks)

(b) Advise the board on how an ERPS and EIS could provide benefits over and
above those provided by transaction processing systems.

(10 marks)

(c) Recommend to the board how it should go about improving its budgetary
allocations for IT and how it should evaluate the benefits of ERPS and EIS.

(5 marks)

(Total = 25 marks)
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Question Three

A listed services group with a UK Head Office and subsidiaries throughout the world
reports in Sterling and shows the following liabilities in its notes to the accounts:

Liabilities:
All figures
are in
£million

Total
liabilities

Floating
rate

liabilities

Fixed rate
liabilities

Weighted
average

interest rate

Weighted
average

years for
which rate

is fixed
£Sterling 98 98
$US 41 8 33 7.25% 5
Euro 4 4
Total 143 110 33

Maturity:
All figures
are in
£million

Total Maturing
within 1

year

Within 1-2
years

Within 2-5
years

Over 5
years

£Sterling 98 73 3 18 4
$US 41 41
Euro 4 1 1 1 1
Total 143 74 4 19 46

Interest rates are currently about 5%.

Required:

(a)
(i) Evaluate the main sources of financial risk for this group (assuming there

are no offsetting assets that might provide a hedge against the liabilities).

(ii) Quantify the transaction risk faced by the group if Sterling was to depreciate
against the $US and Euro by 10%.

(iii) Evaluate how transaction risk relates to translation risk and economic risk in
this example.

(13 marks)

(b) Discuss the use of exchange traded and Over The Counter (OTC) derivatives for
hedging and how they may be used to reduce the exchange rate and interest rate
risks the group faces. Illustrate your answer by comparing and contrasting the
main features of appropriate derivatives.

(12 marks)

(Total = 25 marks)
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Question Four

ZX is a UK-based retailer and manufacturer that also owns a limited number of outlets
in the USA, but is anxious to expand internationally via the use of franchising
agreements. The enterprise plans to open five franchised shops in each of France,
Italy, Germany, Belgium and Holland over the course of the next twelve months. ZX will
provide loan finance to assist individuals wishing to purchase a franchise, the average
cost of which will be �100,000. Loans will also be available (up to a maximum of 50%
of the purchase price) to cover the cost of the franchisee acquiring suitable freehold or
leasehold premises. The total sum required for the property loan facility is estimated by
the treasurer of ZX to equal �4⋅8 million. The opportunity cost of capital in the UK is
10% per annum but, in recognition of the lower rates of interest available in the
Eurozone, ZX will only charge the franchisees a fixed rate of 7⋅0% each year on all
loans. Repayments will be made in equal Euro-denominated instalments.

ZX charges commission to the franchisees at a rate of 1% of sales revenue, and also
earns a net margin of 12% (of retail value) on the products supplied to the outlets from
its UK manufacturing plant.

Planned sales from the new European outlets equal �26 million over the next twelve
months, but the enterprise recognises that its profits are dependent upon both sales
revenue and the extent of loan defaults amongst franchisees (if any). Estimates of the
likelihood of a range of scenarios are detailed below:

Probability Sales Number of
loan defaults

Comment

0⋅1 10% below plan Two Economic difficulties reduce
sales and cause problems for
some franchisees

0⋅3 20% below plan Four Severe economic problems lead
to low sales and higher loan
defaults

0⋅4 As per plan Zero “Base case”
0⋅2 As per plan One The weak German economy

causes problems for one
franchisee

Loan default is assumed to mean total write-off and ZX expects 80% of the new
franchisees to take full advantage of the loan facilities offered to them.

The current Euro : Sterling exchange rate is �1⋅3939/£ and the Euro is expected to
strengthen against Sterling by 5% over the next twelve months.

In addition to the cash required to fund the foreign loan facility, a further £3⋅65 million of
working capital will be required for the expansion project and the Treasury Department
of ZX requires a minimum annualised return of 15% on all overseas projects.
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Required:

(a) Use the table of possible scenarios given above to calculate the expected
Sterling value of the additional profit that ZX will earn if all the store openings are
completed as planned and the foreign exchange rate forecast is fulfilled. (You
should use the average exchange rate over the year for the calculation.)

You should evaluate whether this profit yields the return required for international
operations.

(7 marks)

(b) Discuss the risks that ZX might face in choosing to expand into Europe via the
use of franchising.

(8 marks)

(c) Evaluate methods of managing/minimising the risks involved in granting Euro
denominated loans to the franchisees.

(10 marks)

(Total = 25 marks)
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Question Five

You have recently been appointed as Head of the Internal Audit function for a large UK
listed company that trades internationally, having worked within its finance function for
two years prior to your new appointment.

Your company has also appointed a new Chief Executive, headhunted from a large US
corporation where she had held the post of Vice President, Finance.
 
Required:

As part of the new Chief Executive’s orientation programme, you have been asked to
prepare a detailed report which provides key information on the principles of good
corporate governance for UK listed companies.

You should address the following in your report, remembering that her background is in
US governance and procedures.

(a) The role and responsibilities of the Board of Directors.
(5 marks)

(b) The role and responsibilities of the audit committee.
(10 marks)

(c) Disclosure of corporate governance arrangements.
(10 marks)

(Total = 25 marks)

End of Question Paper

Maths Tables and Formulae follow on pages 9-11
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Formulae

Annuity
Present value of an annuity of £1 per annum receivable or payable for n years,
commencing in one year, discounted at r% per annum:

PV = 












+
−

nrr ]1[

1
1

1

Perpetuity
Present value of £1 per annum, payable or receivable in perpetuity, commencing in one
year, discounted at r% per annum:

PV = 
r

1

Growing Perpetuity
Present value of £1 per annum, receivable or payable, commencing in one year,
growing in perpetuity at a constant rate of g% per annum, discounted at r% per annum:

PV = 
gr −

1
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SOLUTIONS TO PILOT PAPER

Note:
In some cases, these solutions are more substantial and wide ranging than
would be expected of candidates under exam conditions. They provide
background on theorists, frameworks and approaches to guide students
and lecturers in their studies, preparation and revision.

SECTION A

Answer to Question One

Requirement (a)

The Turnbull report (ICAEW, 1999) recognised that profits were in part a reward for
successful risk taking, and that the purpose of internal control was to help manage and
control risk, rather than eliminate it.

The report requires a risk-based approach to establishing a system of internal control
and that all listed companies have an embedded internal control system that monitors
important threats. Risks are defined as any events that might affect a listed company’s
performance, including environmental, ethical and social risks. For each risk, boards
need to consider the risks and the extent to which they are acceptable, the likelihood of
risk materialising and the ability of the organisation to reduce the incidence and impact
of the risk. A major responsibility of the board is to review the effectiveness of internal
control. It is required to make a statement on internal control, that is the process for
identifying, evaluating and managing significant risks.

Management’s role is a delegated one from the board to ensure that internal controls
are adequate but the ultimate responsibility lies with the board. It needs to ensure
regulatory compliance. It also needs to manage risks (negative consequences) but also
to ensure that opportunities are taken up (positive consequences, such as avoiding the
risk of missed opportunities). To be effective, risk management should be embedded in
the organisational culture. Management needs to put in place systems to identify,
assess, monitor, manage and report risk and the management accountant has an
important role to play in this process.

Management accountants have a role in developing and maintaining management
control systems that accommodate both strategic and budgetary (feed forward) and
financial and non-financial performance control (feedback) mechanisms. While this
typically emphasises a concern with variance (between plan and expectation, or
between plan and actual result), management accountants can play a part in identifying
risk, assessing the consequences of risk through the application of quantification and
analytic techniques. They can also develop internal control systems to help manage
risk and incorporate risk reporting into management information systems.
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Requirement (b)

There are various methods of identifying, evaluating and managing risk that Crashcarts
could employ. Methods include using experience and judgement, brainstorming,
scenario analysis, PEST/SWOT analysis, interviews and surveys, and statistical
analysis. Some organisations use professional risk managers, either as internal
consultants or as bought-in advisers. A common method is the Risk Register which lists
each significant risk and the management action taken in relation to each risk. A simple
but appropriate method for assessing risk is the likelihood/consequences matrix (see
below). However, this simple version can be enhanced by Crashcarts using a 3x3 or
larger matrix. The risks can be assessed by using probability techniques to assess
likelihood and financial and non-financial performance information to quantify the
consequences.

Requirement (c)

Methods for analysing risk
The likelihood/consequences matrix is the simplest and most effective method to
categorise risk and prioritise risk management.

Consequences
Low High

High
Likelihood

Spare operator capacity Loss of clients at end of 5
years

Staffing changes Out of stocks

Low Reduced line items Reduced orders
Failure of suppliers
Systems failure

Quantification can be used to identify, for example, the impact of gaining/losing a
customer, price changes, changes in the out-of-stock rate and so on. The impact of
spare operator capacity and out of stocks on lost income is shown below:

2001 2002 2003
Spare capacity
Number of operators 70 80 80
Capacity (operators x orders) 1,050,000 1,200,000 1,200,000
Actual number of orders 1,000,000 1,100,000 1,150,000
Spare capacity (orders) 50,000 100,000 50,000
Cost per order (Operator costs/order 
capacity) £1⋅48 £1⋅60 £1⋅82
Cost of spare capacity £73,810 £160,000 £90,833
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Out of stocks
Number of incoming calls received 1,200,000 1,300,000 1,350,000
Number of orders processed 1,000,000 1,100,000 1,150,000
Out of stocks – orders 200,000 200,000 200,000
Average number of line items per order 3⋅0 2⋅9 2⋅8
Out of stocks – line items 600,000 581,818 565,217
Income per order processed £2⋅50 £2⋅75 £3⋅00
Income per line item processed £0⋅20 £0⋅15 £0⋅12
Lost income per order £500,000 £550,000 £600,000
Lost income per line item £120,000 £87,273 £67,826
Total lost income from out of stocks £620,000 £637,273 £667,826

Note: Different results may be presented as a result of rounding differences.

Although both are risks, the financial consequences of out-of-stocks are much higher.

The major risks facing the subsidiary are:

• The loss of clients and the inability to win replacement (in the event of loss)
and/or new clients (increased business), particularly in an environment
where call centre operations are increasingly being transferred to lower cost
off-shore locations.

• The number of out-of-stock situations in its retail clients, which are causing
substantial lost income, both to Crashcarts and to its retail clients, although
there may be a need to increase staffing if the number of out of stocks was
reduced. The question implies that lost orders are solely a result of the
difference between calls received and orders placed. 

Both of these represent significant lost opportunities.

• A further issue is the need to replace or update the technology after five
years (or even before!)

The major risks facing the parent are:

• Reputation risk may face Crashcarts if the Call Centre subsidiary lets its
clients down by not being able to provide its service, as it is heavily reliant
on external suppliers to maintain its infrastructure. As an IT consultancy to
the retail sector, Crashcarts may also face a reputation loss if its subsidiary
is unsuccessful.

• Given the reducing profits of the subsidiary, Crashcarts may also face
impairment of its goodwill, which may need to be reflected in its Balance
Sheet under FRS 10.

• Fraud in the subsidiary is also a major risk, given the subsidiary’s ability to
obtain credit and debit card information from the retail stores’ customers.

The diversification into Call Centre operations presents a risk to the parent that needs
to be assessed, monitored and managed. There is a need to protect shareholders’
investment (reputation, physical assets, profitability and so on) as well as interests of
clients. The major risks to the subsidiary are not carried through to the parent as the
consequences of failure of the subsidiary will not impact the parent significantly
(goodwill is fairly minor in relation to group turnover), other than the reputation risk.
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Requirement (d)

Components of  Management Control Systems (MCS)
The main elements of an MCS are input, process, output, measurement, comparison to
target, corrective action and predictive model (see diagram)

Necessary conditions for control

Inputs Process Outputs

Information

Implementation
of action

Predictive model of
process

Measure of
output

Comparison

Determination of cause of
deviation. Generation and
evaluation of alternative
corrective actions

Objective
Source: Otley & Berry (1980)

Management control can be considered in relation to both feedback (taking corrective
action ex post) and feed forward (taking action ex ante).

One feature of relevance to MCS design is the use of appropriate responsibility centres
and the centralisation/decentralisation of responsibility to those centres. There is no
information about the controls that Crashcarts exercises over the subsidiary but the
main board and the audit committee need to oversee the subsidiary’s operations and
performance.

Main controls:
As risks – or rather the causes of risk – should drive controls, the main elements of the
control system in Crashcarts should include (but not be limited to):

• number of clients (especially increases and potential losses);

• non-financial performance, especially key performance statistics on calls
received, orders and line items processed;

• financial performance compared with target;

• client contract performance, contract review and client satisfaction;

• systems failure appears to be managed through maintenance agreements
for all infrastructure; however supplier performance needs to be monitored;

• employment procedures, training, performance appraisal and monitoring of
staff to reduce staff turnover and improve morale;

• strategic plan, budgets, targets, management reporting (financial and non-
financial), expenditure authorisation;
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• insurance;

• procedure manuals (for example access, password protection, data
validation, virus protection, data back up, transaction audit trails and so on);

• health and safety (for example fire safety, ergonomics, stress-related illness
and so on);

• use of risk consultants, internal audit, external audit;

• reporting to the main board’s audit committee should take place;

• embed risk management in culture.
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SECTION B

Answer to Question Two

Requirement (a)

Information Systems (IS) strategy determines the information requirements of an
organisation and provides an “umbrella” for different information technologies that may
exist. The IS strategy follows the organisational business strategy and needs to ensure
that the appropriate information is acquired, retained, shared and made available for
use in strategy implementation in areas such as financial, non-financial, competitive,
human resources and so on.

Information Technology (IT) strategy defines the specific systems that are required to
satisfy the information needs of the organisation, including the hardware, software,
operating systems and so on. Each IT system must be capable of obtaining,
processing, summarising and reporting the required information. The most
sophisticated forms of IT system are the Enterprise Resource Planning System (ERPS)
and Executive Information System (EIS).

Information Management (IM) strategy is concerned with methods by which information
is stored and available for access. This will consider methods of flat or relational
database use, data warehousing, back-up facilities and so on. The IM strategy will
ensure that information is being provided to users and that redundant information is not
produced.

Requirement (b)

Transaction processing systems typically collect data from sales and purchase
invoices, stock movements, payments and receipts, and so on in order to provide the
information necessary for accounting systems (debtors, creditors, stock) and financial
reports. They are largely oriented to line item reporting and profit reporting based on
the organisational structure. They rarely provide profitability information by
product/service groups, customers and so on.

A more outward-focused approach may help the organisation to be more competitive,
either by looking more broadly along its supply chain and/or by considering information
available from the market place generally or from specific competitors. This is a
strategic management accounting approach. The reports from junior managers suggest
a lack of strategic planning and a lack of top management consideration of “big picture”
matters. Applying Porter, for example, the organisation needs to determine whether its
strategy is cost leadership, differentiation or focus, and how its IT can support that
strategy.

An ERP system helps to integrate data flow and access to information over the whole
range of an organisation’s activities. ERP systems typically capture transaction data for
accounting purposes, operational data, customer and supplier data which are then
made available through data warehouses against which custom-designed reports can
be produced. ERP system data can be used to update performance measures in a
Balanced Scorecard system, can be used for activity-based costing, shareholder value,
strategic planning, customer relationship management and supply chain management.
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Executive Information Systems (EIS) provide high level views of an organisation by
aggregating data from various sources from within the organisation and from external
sources. Ad hoc enquiries generate performance data and trend analysis for top level
management. Ease of use is an important feature so that enquiries can be made
without a detailed knowledge of the underlying data structures.

Requirement (c)

The IT budget is increased annually without any links to the services provided by IT.
(Answers should mention activity-based or zero-based budgeting compared with
incremental methods.) The introduction of ERPS and EIS would require a business
case with all hardware, software, facilities and personnel costs identified, together with
the benefits that could be achieved by the company from the information those systems
would generate.

Best practice for both IT budgets and for an ERPS/EIS business case would be to
determine user requirements in the light of the organisational strategy and need for
information (the IS strategy). User requirements should lead to the design of systems
(hardware and software) needed to meet those requirements (IT strategy). The type of
system and the risks faced would then determine system design and security
considerations (the IM strategy). A best practice model such as Information Technology
Infrastructure Library (ITIL) should be used in design, development, testing and
management phases of any IT development.

Answer to Question Three

Requirement (a)

This group has a small proportion (23%) of fixed rate liabilities – all $US - at average
rates (7⋅25%) that are higher than current levels (5%). The group is also exposed to
exchange rate fluctuations for these liabilities. Most liabilities (77%) are floating rate
(110/143) and although most of these (98/110) are in Sterling, if interest rates increase
the group will be subject to those fluctuations. As the group has subsidiaries around the
world, it will be subject to exchange rate fluctuations, in relation to transaction,
translation and economic risk. 

Interest rate risks arise as a result of borrowing over long time periods to invest in
assets where a company either borrows at a fixed rate or a floating rate. The risk arises
from differences between the rate at which interest is to be paid by the group relative to
movements in market rates of interest. 

Exchange rate risks arise as a result of purchasing and selling goods and services
across national borders and the relative mix of monies owed to, and owing by, a
company in different currencies and the effect of changes in relative exchange rates
between currencies.

Depreciation by 10%: it is not necessary to know the exchange rates used in the Notes
to the Accounts. At any exchange rate, if the £ devalues by 10%, the Sterling figure in
the Accounts will be 90% of what it should be. Therefore, the new conversion will be
(£41 million + £4 million)/0⋅9 or £50 million. The transaction risk is therefore £5 million
(£50 million - £45 million)
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Transaction risk arises from transactions already entered into or for which there is likely
to be a commitment in a foreign currency, as a result of exchange rate movements in
the home country’s currency. This is typically for imports and exports, but also applies
to borrowings in a foreign currency which requires interest and principal repayments.
Transaction risk may be addressed by invoicing customers in the home currency or by
hedging activity. The risks can be hedged by netting payments, by forward contracts,
and so on. FRS 13 requires disclosure of derivatives and financial instruments in Notes
to the Accounts. The Board needs to approve policy in relation to hedging.

Translation risk arises because financial data denominated in one currency is
expressed in another currency and is reflected in the movement of exchange rates
between balance sheet dates, which distorts comparability. This typically happens
when the accounts of foreign subsidiaries are consolidated into the home currency. It
affects the balance sheet (assets and liabilities) and profit and loss account. This risk
cannot be adequately addressed by hedging techniques.

Economic risks are largely reflected in the worth of a business, based on the
discounted cash flows payable to shareholders, which may reduce as a result of
exchange rate movements, influencing the competitive position of the business. These
risks are not reflected in Notes to the Accounts and are largely addressed by
contingency planning and portfolio/diversification strategies although they can be
minimised by using local agents or participating in joint ventures.

Requirement (b)

A derivative is an asset whose performance is based on the behaviour of an underlying
asset (commonly called underlyings, for example shares, bonds, commodities,
currencies, exchange rates). Derivative instruments include options, forward contracts,
futures, forward rate agreements and swaps. Hedging protects assets against
unfavourable movements in the underlying while retaining the ability to benefit from
favourable movements. The instruments bought as a hedge tend to have opposite-
value movements to the underlying and are used to transfer risk.

Exchange traded derivatives have lower credit risk, higher regulation, higher liquidity
and the ability to reverse positions. However they are not always flexible.

Over the counter derivatives are tailor made to allow perfect hedging but do suffer from
low regulation, high credit risk and the inability to reverse a hedge.

A forward contract is an agreement to undertake an exchange at a future date at a set
price. This minimises the uncertainty of price fluctuations for both parties. Unlike
options, both parties are committed to complete the transaction. The main forward
markets are for foreign exchange. This is relevant in relation to the liability to repay a
given, but unknown from the question, number of $US defined at the point in time in the
past when dollars were borrowed, for this the current £ equivalent is £41 million. 

Forward rate agreements (FRA) are used for hedging interest rate risk. They are
agreements about the future level of interest rates, and compensation is paid based on
the difference between the rate of interest at a predetermined time and the level when
the FRA was established. A cap is a hedging technique used to cover interest rate risk
on long term borrowing, by which a borrower can benefit from interest rate falls but can
limit exposure if interest rates rise. Cap compensates the purchaser if market interest
rates rise above an agreed level. Floor compensates the purchaser should interest
rates fall below an agreed level. Interest rate collar has both a cap and a floor. This is
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relevant in relation to the floating rate liabilities in $US (£8 million) and Euros (£4
million).

A swap is an exchange of payment obligations to reduce exposure to interest rate
changes, particularly over the longer term where a swap can run the lifetime of a loan.
The swap could be an interest rate swap (for example between fixed and floating rate
obligations) or currency swap where interest payments are in different currencies.
Swaps reduce exposure to rising interest rates, enable the matching of interest rate
assets with debts, and enable lower overall interest rates to be achieved when markets
fluctuate. This is relevant in relation to the long term $US loan that has a fixed rate of
interest of 7⋅25% and a swap may enable a reduction in that rate.

Answer to Question Four

Requirement (a)

Assuming that 80% of the franchisees take up the maximum loan facility, then the loans
granted by ZX are equal to:

(100,000) x 25 x 0⋅8 + 4⋅8 million = �6⋅8 million

Interest cost to ZX @ 10% per annum = �0⋅68 million

Interest received by ZX @ 7⋅0% per annum = �0⋅476 million

Net cost per annum = �0⋅204 million

The average loan per franchisee equals �6⋅8 million/25 or �272,000

Forecast revenue from sales commission if planned levels are achieved = �0⋅26 million

Forecast net margin (12%) from supplying goods with a retail value of �26 million

= �3⋅12 million
Total = �3⋅38 million

Net profit if targets are fully met = �3⋅38 - �0⋅204 million
= �3⋅176 million

Adjusting for estimates under the different possible scenarios gives:

0⋅1 x [(0⋅9 x 3⋅38) million - 0⋅204 million - (272,000 x 2)] = �0⋅2294 million

plus
0⋅3 x [(0⋅8 x 3⋅38 million) - 0⋅204 million - (272,000 x 4)] = �0⋅4236 million

plus
0⋅4 x 3⋅176 million = �1⋅2704 million

plus
0⋅2 x [3.176 million - 272,000] = �0⋅5808 million

Total expected profit = �2⋅5042 million
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The current exchange rate is �1⋅3939/£ and this is forecast to move by 5% to
�1⋅3242/£. This gives an average exchange rate over the year of �1⋅3591/£.
The sterling value of the expected profit is thus:

= £2⋅5042/1⋅3591 million
= £1⋅8425 million

Capital invested at the project launch equals �6⋅8 million + £3⋅65 million. Using the
current exchange rate of �1⋅3939/£, this gives £4⋅878 million + £3⋅65 million, totalling
£8⋅528 million.

The required return is 15%, that is £1⋅2792 million. In yielding £1⋅8425 million, the
expansion therefore does meet the Treasury’s requirements.

Requirement (b)

The risks that might arise from selecting this type of expansion are both financial and
non-financial in nature, although it should also be recognised that franchising can also
serve to reduce risks in comparison with those that might arise if expansion was via
wholly owned subsidiary outlets.

Franchising reduces risk by ensuring that it is the franchisees that bear the capital cost
of the new shops. Consequently ZX requires minimal levels of additional capital to fund
the expansion programme, despite the fact that it is offering loan funding to the
franchisees.

Nonetheless, the provision of these loans will give rise to two particular risks. The first
is a credit risk, which is reflected in the anticipated default levels. This risk may be
exacerbated because debt collection/credit regulations and procedures may differ
across countries even within the European Union.

The second is a foreign exchange risk because funds will have to be converted from
Sterling to Euros, and the interest and capital repayments are also denominated in
Euros. There are methods that may be used to manage the risks of the foreign loans,
and will be discussed in the answer to requirement (c) of this question.

ZX faces a potential risk in being unable to attract the desired number of franchisees
because of cultural differences and an insufficiently powerful brand name. The most
successful franchise operations are global in scope, but are linked to well-recognised
brands, and the brand is used to ensure that the “customer experience” is common
across the globe. European retailers may be less familiar with both the franchising
concept and the ZX brand, and both of these threats pose a risk to the expansion
plans. Unless the search for franchisees has been preceded by an extensive marketing
campaign in the targeted countries, it is quite possible that fewer than twenty five
suitable franchisees will be forthcoming.

A further risk associated with this method of expansion is that of control. It is vital that
the company image, product delivery and store layout/design are uniform and clearly
recognisable. ZX faces the risk of finding that some franchisees “know best” and want
to put their own individual stamp on the business. Controlling the supply of goods that
are sold in each store is just part of the process of managing this type of risk. Other key
requirements are good staff training schemes, standardised advertising, store displays
and labelling and so on.
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In trying to move into five countries simultaneously, ZX is probably being rather
ambitious. Despite the fact that all of the target markets are within the European
Community, they are culturally quite distinct, and all are different from the UK and USA
where ZX already has shops. The company therefore faces the risk of trying to cope
with excessive diversity at the same time as rapid expansion and such complexity may
prove very difficult to manage. From an operational perspective, the precise location of
stores must also be carefully monitored to avoid them competing against one another
for business. Germany is a large enough country for five shops to be geographically
spread out, but it might not be possible to say the same of Belgium, for example.

The company must also assess the impact of the expansion upon its UK operations.
There is a risk that domestic operations will be ignored or sidelined in the search for
growth, and if the company is dependent upon the UK for the bulk of its earnings, then
care must be taken to minimise such risks. Additionally, the company should assess
the relative merits of investing capital overseas rather than in the UK via a comparison
of the rate of return earned in each location, and the respective risks associated with
the different options. Rapid growth of UK franchise operations might be less risky and
also more profitable.

Requirement (c)

The risks associated with the provision of the loans are of three types: credit risk,
foreign exchange risk and interest rate risk. Each will be discussed in turn.

Credit risk arises because, in providing loan finance to a third party, a company such as
ZX cannot be certain that the counter-party will not default on the loan. The risk can be
minimised or managed in a number of different ways. At the most basic level, ZX can
ensure that its credit rating procedures are up to date and effective. For new business
accounts such as those of the franchisees, it may be difficult to obtain good credit
ratings and the only source of information may be basic references from credit
reference agencies and banks. In such cases, ZX could protect its position, at least in
part, by implementing its own credit scoring system and taking a charge over the assets
of the new business in return for provision of the loan(s). A fixed charge over the
property is probably the most suitable form of charge.

Another method which can be used to reduce risk once the loans have been in place
for some time, is to sell the loan book on to a third party. This is unlikely to be a
practicable proposition in this case however, as the total value of the loans outstanding
is rather small.

The foreign exchange risk faced by ZX is threefold in nature. There is a transaction risk
in the provision of the initial capital sum, and the payments received over the life of the
loan, as well as a translation exposure in respect of the value of the loans outstanding
at the end of each financial period. Lastly there is an economic exposure because the
earning power of the company will be affected by long run trends in the Euro: Sterling
exchange rate.

The Euro is forecast to strengthen against Sterling and because the loans are classed
as an asset on the balance sheet, if the exchange rate forecasts are correct, the value
of the asset is potentially increasing over time, which might be thought of as reducing
the company’s risk. On the other hand, the value of any write-downs caused by
changes in credit risk may also increase over time, thus increasing the likelihood of
future earnings volatility.
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Both the translation and transaction risks arising from the loans could be minimised or
reduced by creating a reverse exposure in the form of a Euro denominated liability. ZX
could fund the loans to its franchisees by itself taking out a Euro denominated loan for
the capital required. In this way, any changes in the exchange rate over time will result
in equivalent changes in the balance sheet value of the associated asset and liability,
thus cancelling one another out. At the same time, the Euro payments from franchisees
can be used to fund the capital and interest payments on the borrowing by ZX. In this
way, the company avoids the cost of regular transactions to convert Euro back into the
home currency. The method would only create a perfect hedge, however, if ZX was
able to borrow the exact sum of money at the interest rate of 7%, and there were no
defaults by franchisees. In practice, this is very unlikely.

An alternative way of reducing the foreign exchange risk would be for ZX to use EU
based suppliers to provide the goods for sale in its European stores. This would reduce
the forecast output at the UK manufacturing plant, and thus have an opportunity cost,
but at the same time it would mean that ZX would have trade creditors that were calling
for payment in Euros, and the monthly receipts from franchisees could be used for this
purpose. It is unlikely that the transaction risk could be wholly eliminated in this way,
but it could certainly be reduced.

Any outstanding transaction exposure that remains after utilising the methods outlined
above, can be hedged via the use of forward rate agreements, options or futures.
Forward rate agreements enable a company to fix the exchange rate on a transaction
at an agreed future date. This creates cash flow certainty, but there is a price to pay for
the agreement, and it is also binding. An option allows a company to gain the right to
buy/sell a foreign currency at an agreed exchange rate before a set expiry date. The
option must be paid for up front, but if exchange rates move favourably, there is no
further penalty for failure to exercise the option. Futures contracts are available in only
a limited number of currencies, including the Euro, and contract sizes vary from
currency to currency. A currency future represents a contract to buy or sell a fixed
amount of a specified currency in the future for a price that is determined today.

Futures are, therefore, very similar to forward contracts, but the market for them is
much smaller because their appeal is limited by the use of the fixed contract amounts.
Forward contracts can be tailored to suit the needs of the individual client, whereas if
the transaction exposure does not exactly match contract sizes, use of the futures
market will still leave some transaction exposure. In conclusion then, it is likely that ZX
will be able to reduce, but not completely eliminate, its foreign exchange transaction
exposure.

ZX’s economic exposure appears to be substantially increased by the expansion plan,
because all of the target countries lie within the same currency zone. This means that
the company’s earnings will be more sensitive, longer term, to what is happening in the
EU economies. The only way to minimise this risk is to diversify internationally through
opening shops outside the European Union, but this may create other more significant
risks instead.

The interest rate risk faced by ZX is created by its decision to provide fixed rate loans to
the franchisees, the price of which is based on European interest rates rather than
those in the UK. ZX may, therefore, find that if interest rates rise, the cost of subsidising
the foreign borrowers will increase, and so profits will fall. Interest rates and exchange
rates tend to move approximately in line with one another, and so if the Euro is
expected to strengthen relative to Sterling, then it is likely that European interest rates
will remain below those in the UK.
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If, however, the UK economy is perceived to be strong, and the Bank of England
chooses to increase UK rates in order to dampen demand, then the UK based
opportunity cost of capital to ZX will rise, and the effective subsidy to borrowers will
rise.

One possible way in which ZX could reduce this interest rate risk is by tying the rate
charged to UK interest rates. In other words, offering a variable rate rather than a fixed
rate loan. This would, however, create an alternative form of interest rate exposure,
because the company could now not benefit from a reduction in the subsidy if UK
interest rates fell. The importance of the risk needs to be assessed in terms of the
significance of the capital tied up in the loans, which could be regarded as a form of
strategic investment by the company. For small loans, the cost of arranging interest
rate hedges may far exceed the potential savings that they may generate. Ultimately,
the decision on hedge/don’t hedge is one for the Board of Directors, and will be dictated
at least in part by their overall appetite for risk.

Answer to Question Five

Report

To: Chief Executive

From: Head of Internal Audit

Re: UK Corporate Governance

Requirement (a)

In the light of recent financial scandals in both the USA and Europe, regulations on
corporate governance in the UK remain subject to ongoing review. The latest
amendments to regulations were published in the form of a revised version of the
Combined Code on Corporate Governance, issued in July 2003. This report is based
largely upon the contents of that document, and assumes that the reader is familiar with
US regulations, particularly recent changes such as the Sarbanes-Oxley Act, but has
had less exposure to current UK requirements in respect of both control systems and
disclosures in relation to corporate governance.

The report deals with three main areas that are subject to regulation – the role and
responsibilities of the Board of Directors; the role and responsibilities of the audit
committee and disclosure of corporate governance arrangements.

The principles of good corporate governance that were laid down in the Combined
Code can be broken down under a number of headings including financial reporting,
internal control and disclosure. At the most fundamental level, the Board of Directors is
required to present a “balanced and understandable” assessment of the company’s
position and prospects that confirms that the company is a going concern, or qualifies
the statements accordingly. Insofar as the contents of the financial report are defined
by a mix of company law and accounting regulation, compliance with the regulations is
likely to (but not inevitably) result in satisfactory fulfilment of this requirement. It is
important to note that this requirement extends beyond just the annual report into other
interim and price sensitive reports, as required by regulators. In other words, good
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corporate governance means that financial information entering the public domain
should be understandable and facilitate performance assessment by analysts.

In relation to internal control, the Combined Code requires the board to maintain a
“sound” control system and review, at least annually, the effectiveness of that control
system. Financial, operational, compliance and risk management controls should all be
included in the review. There is, however, no requirement for the board to report
externally on the findings of this review. As part of the process of ensuring effective
internal controls, the board is required to appoint an audit committee of at least three
members, all of whom should be independent non-executive directors.

The disclosure requirements of the Combined Code include a statement of compliance,
together with details of board membership and responsibilities. The annual report must
also contain acknowledgements by the board of their responsibility for preparation of
the accounts, and confirmation that they have reviewed the effectiveness of the
company’s internal control system.

Requirement (b)

The audit committee is appointed by the board of directors and, in larger companies
must have at least three members, all of whom should be independent non-executive
directors. At least one individual should have both relevant and recent experience.

Good corporate governance requires that the role and responsibility of the audit
committee should be documented and include each of the following:

• Review the content of the financial statements and other public announcements
in respect of the company’s financial performance to ensure their integrity.

• Monitor the internal audit function and review its effectiveness. Where no such
function is in place, the committee should annually review whether there is a
need for one.

• Review both the internal control and risk management systems.

• Monitor the independence of the external auditors and satisfy itself in respect of
their integrity and qualification to do the job. The committee should recommend to
the shareholders, via the board, the reappointment or removal of the auditors as
appropriate.

• Taking careful note of ethical guidelines, develop a policy in respect of the supply
of non-audit services by the external audit firm, and report to the board any
apparent conflicts of interest.

• Confirm the arrangements that are in place to ensure that members of staff in the
company can report concerns in relation to financial improprieties in the
organisation. The arrangements should ensure confidential investigation and
follow up of any such complaints.
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Requirement (c)

A brief summary of the requirements was included in the answer to (a), but more
detailed requirements include the following disclosures within the annual report:

• Details of members of the board (including non-executives), their collective
responsibilities and the attendance records of individuals in respect of the board
meetings;

• Names of the Chief Executive, Chairman, Deputy Chairman and senior
independent director;

• Membership details in respect of the nomination, audit and remuneration
committees, together with a description of the work of these committees;

• Terms of reference for each of the above committees;

• Information about how the board has ensured that they understand the views of
major shareholders in respect of the business;

• A statement acknowledging their responsibility for preparation of the accounts;

• A statement that the Directors have undertaken a review of the effectiveness of
the company’s internal control system;

• Methods used to evaluate the performance of the board and its sub-committees;

• An explanation of the board’s viewpoint in cases where is has chosen not to
accept the audit committee’s recommendations in respect of reappointment or
removal of the external auditors;

• Explanation of the non-audit services provided by the external auditor (where
appropriate) and the steps taken to ensure that audit objectivity and
independence is retained.

This report is a brief summary of the regulatory requirements, which differ in a number
of ways from those applicable in the USA. If you wish to discuss any of the issues
raised by this report in more detail, or would like to see examples of current UK
reporting practice, please do not hesitate to contact me.
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