International Financial Management 
Exam type question and solutions—developed by Dr Yousuf Kamal 


Section A : 20 MCQ *3=60 compulsory 
You might have theory and maths as well 
Section B maths and theory : three questions out of which you need to answer any two 2*20= 40 
1 question will be from theory 
2 questions will be from maths 

Theory part 
What do you understand by agency problem? What are the key aspects of agency problems and how to mitigate them? 
The agency problem in corporate governance refers to conflicts of interest between the principals (shareholders) and agents (managers or executives) of a corporation. These conflicts arise because managers are hired to run the company on behalf of shareholders, but their interests may not always align. Here's a deeper look into the agency problem in corporate governance:
Key Aspects of the Agency Problem
1. Conflict of Interest:
· Description: Managers may pursue personal goals that do not necessarily align with maximizing shareholder value. These can include job security, personal reputation, or other personal benefits.
· Impact: Decisions made may not reflect the best interests of the shareholders, leading to suboptimal company performance.
2. Asymmetric Information:
· Description: Managers generally have more information about the company's operations and future prospects than shareholders. They might use this information to their advantage, sometimes at the expense of shareholders.
· Impact: Shareholders may find it challenging to effectively monitor and evaluate managerial performance and decisions.
3. Moral Hazard:
· Description: Managers might take excessive risks or engage in activities that benefit themselves but potentially harm the company, knowing that the negative consequences will primarily affect the shareholders.
· Impact: This can lead to decisions that jeopardize the company’s long-term health and shareholder value.
4. Perquisite Consumption:
· Description: Managers might use company resources for personal benefits, such as luxurious office spaces, expensive company cars, or excessive travel expenses.
· Impact: These expenses do not contribute to the company's profitability and reduce the returns available to shareholders.
Mitigating the Agency Problem
To address the agency problem, various mechanisms and strategies can be implemented:
1. Performance-Based Incentives:
· Description: Aligning managers' compensation with the company’s performance through mechanisms like stock options, performance shares, and bonuses tied to long-term goals.
· Effectiveness: Encourages managers to focus on activities that will enhance shareholder value.
2. Strong Board of Directors:
· Description: Ensuring an active, independent, and knowledgeable board that can effectively oversee and evaluate managerial decisions.
· Effectiveness: Provides checks and balances on managerial actions and decisions.
3. Shareholder Rights and Activism:
· Description: Enhancing shareholders’ ability to influence corporate governance through voting rights, shareholder meetings, and proposals.
· Effectiveness: Empowers shareholders to hold managers accountable and influence corporate policies.
4. Transparency and Disclosure:
· Description: Requiring comprehensive and accurate disclosure of financial and operational information.
· Effectiveness: Reduces information asymmetry and allows shareholders to make better-informed decisions.
5. Corporate Governance Codes and Policies:
· Description: Adopting industry best practices and regulatory guidelines for corporate governance.
· Effectiveness: Ensures a structured and ethical approach to managing the company, aligning with shareholder interests.
6. Internal Controls and Audits:
· Description: Implementing rigorous internal control systems and conducting regular internal and external audits.
· Effectiveness: Detects and prevents mismanagement and ensures compliance with policies and procedures.
7. Stakeholder Engagement:
· Description: Engaging with other stakeholders such as employees, customers, and suppliers to ensure broader accountability.
· Effectiveness: Helps in building a sustainable business environment that benefits all parties, indirectly supporting shareholder interests.
By adopting these measures, companies can mitigate the agency problem, leading to better alignment between management and shareholder interests and, ultimately, improved corporate performance and governance.
Agency Problems in Capital Budgeting
Agency problems in capital budgeting arise from the potential conflicts of interest between managers (agents) and shareholders (principals). Here are some common agency problems in this context:
1. Overinvestment/Empire Building:
· Description: Managers may pursue investments that increase the size of the company rather than those that maximize shareholder value. This is often driven by personal motives such as increased power, prestige, and compensation.
· Impact: This can lead to inefficient allocation of capital and lower overall returns for shareholders.
2. Underinvestment/Short-Termism:
· Description: Managers may avoid long-term investments with positive net present value (NPV) because they prioritize short-term performance metrics that affect their bonuses or job security.
· Impact: This can result in missed opportunities and stunted company growth.
3. Risk Aversion or Excessive Risk-Taking:
· Description: Managers might be overly risk-averse, avoiding projects that are beneficial but risky, to protect their jobs. Conversely, they might take on excessive risks to achieve high short-term gains if their compensation is tied to short-term performance.
· Impact: Risk aversion can lead to stagnation, while excessive risk-taking can jeopardize the company's long-term viability.
4. Perquisite Consumption:
· Description: Managers might invest in projects that provide them with personal benefits, such as lavish offices or corporate jets, which do not add value to the company.
· Impact: This leads to unnecessary expenditures that do not contribute to shareholder value.
5. Asymmetric Information:
· Description: Managers have more information about the company's operations and future prospects than shareholders. They might exploit this information asymmetry to pursue personal agendas.
· Impact: Shareholders may find it difficult to accurately assess the value of investment projects and the performance of managers.
Measures to Mitigate Agency Problems
Several measures can help align the interests of managers with those of shareholders and mitigate agency problems in capital budgeting:
1. Performance-Based Compensation:
· Description: Tying a significant portion of managers' compensation to the long-term performance of the company, such as stock options, performance shares, or bonuses linked to long-term metrics.
· Effectiveness: Aligns managers' interests with those of shareholders, encouraging them to make decisions that enhance shareholder value.
2. Monitoring and Oversight:
· Description: Implementing robust governance mechanisms, including an active board of directors, audit committees, and independent directors.
· Effectiveness: Ensures that managerial decisions are scrutinized and that there is accountability for actions taken.
3. Shareholder Activism:
· Description: Encouraging active participation by shareholders in corporate governance, such as voting on key issues and proposing changes to management practices.
· Effectiveness: Increases pressure on managers to act in shareholders' best interests.
4. Transparency and Disclosure:
· Description: Enhancing the transparency of the decision-making process and ensuring detailed disclosure of capital budgeting decisions and their rationale.
· Effectiveness: Reduces information asymmetry and allows shareholders to make more informed assessments.
5. Corporate Governance Codes and Policies:
· Description: Adopting best practices in corporate governance, as recommended by industry standards and regulatory bodies.
· Effectiveness: Provides a framework for ethical and effective decision-making that aligns with shareholder interests.
6. Internal Controls and Audit Systems:
· Description: Strengthening internal controls and conducting regular internal and external audits to ensure compliance with policies and procedures.
· Effectiveness: Helps detect and prevent deviations from the intended use of capital and ensures the integrity of financial reporting.
7. Capital Allocation Committees:
· Description: Establishing committees specifically tasked with reviewing and approving capital expenditures, consisting of members with no personal stake in the projects.
· Effectiveness: Ensures that capital budgeting decisions are made objectively and are subject to thorough evaluation.
By implementing these measures, companies can reduce the impact of agency problems in capital budgeting, leading to more efficient and effective use of capital that aligns with shareholder interests.
What is management compensation and how this works in real world?  
Management compensation often relies on results rather than effort due to several practical and theoretical reasons rooted in the principles of incentive alignment, measurement difficulties, and economic efficiency. Here’s a detailed explanation:
Incentive Alignment
1. Outcome-Based Incentives:
· Principle: Tying compensation to measurable outcomes (e.g., profits, stock price, return on investment) aligns the interests of managers with those of shareholders. Shareholders are primarily interested in the company's financial performance and market value, so compensating managers based on these results motivates them to act in ways that enhance shareholder value.
· Effectiveness: This approach encourages managers to focus on achieving concrete, quantifiable goals that contribute to the company’s success.
2. Agency Theory:
· Theory: According to agency theory, there is a principal-agent relationship where shareholders (principals) hire managers (agents) to run the company. Because managers’ efforts are not directly observable, tying compensation to results helps mitigate the agency problem by ensuring managers are rewarded for delivering desired outcomes.
· Efficiency: This reduces the risk of moral hazard where managers might shirk responsibilities or pursue personal interests at the expense of shareholders.
Measurement Difficulties
1. Subjectivity of Effort:
· Challenge: Effort is inherently difficult to measure accurately and objectively. Managers could put in substantial effort without achieving the desired results due to external factors beyond their control. Conversely, they might achieve good results with minimal effort if external conditions are favorable.
· Practicality: Compensating based on effort would require subjective assessments, which could lead to biases and inconsistencies.
2. Performance Metrics:
· Clarity: Results-based metrics such as earnings per share (EPS), revenue growth, and stock performance are clear, quantifiable, and easy to communicate to shareholders. They provide a transparent basis for compensation decisions.
· Accountability: These metrics hold managers accountable for the company's financial performance, ensuring that compensation is tied to shareholder value creation.
Economic Efficiency
1. Market Efficiency:
· Alignment with Market Forces: Result-based compensation reflects market efficiency principles, where rewards are given for actual performance and value creation. This encourages efficient resource allocation and promotes competitive behavior among managers.
· Motivation: Managers are incentivized to innovate, optimize operations, and make strategic decisions that drive long-term success.
2. Risk and Reward Balance:
· Risk Sharing: By linking compensation to results, managers share in the risks and rewards of their decisions. This ensures that they bear some of the downside risks and benefit from the upside potential, aligning their interests more closely with those of the shareholders.
· Long-Term Focus: Structured appropriately, result-based compensation can encourage a long-term focus, as managers seek to achieve sustainable performance rather than short-term gains.
Conclusion
Compensating management based on results rather than effort is a strategic choice designed to align the interests of managers with those of shareholders, ensure accountability, and drive economic efficiency. While effort is difficult to measure and subject to interpretation, results provide a clear, objective, and quantifiable basis for rewarding managers. This approach helps mitigate the agency problem, promotes effective resource allocation, and incentivizes managers to achieve the company's financial and strategic goals.























Maths part 
1. Calculate the NPV of a capital project with an initial investment of £200 million. The project generates after-tax cash flows of £100 million at the end of year 1, £140 million at the end of year 2, and £180 million at the end of year 3. The required rate of return is 10%


	Year 
	CF in mil 
	Discount factor @10%
	PV 

	0 
	-200
	1
	-200

	1
	100
	0.909
	90.9

	2
	140
	0.826
	115.64

	3
	180
	0.751
	135.18

	NPV
	
	
	141.72




2. Calculate the payback period for a project that has the following cash flows
	
	Year
	0
	1
	2
	3
	4
	5

	Cash flow
	-5,000
	2500
	1000
	800
	1400
	500



Cash flow up to 3 years = 2500+1000+800=4300, we need extra 700, that is coming from year 4. From year 4 we get 1400, we do not need them all. How much we need, 700, fraction of the year 700/1400= .5 year 
PBP= 3+.5=3.5 years 


3. BP company invests £100,000 in a piece of equipment that is depreciated straight line over a 5-year period and has zero salvage value. Depreciation expense and net income for the 5 years are given in the table below. Calculate the ARR of the project.

	Year
	1
	2
	3
	4
	5

	Depreciation
	£20,000
	£20,000
	£20,000
	£20,000
	£20,000

	Net income
	£15,000
	£17,000
	£18,000
	£16,000
	£16,500

	Profit after deprecation 
	-5000
	-3000
	-2000
	-4000
	-3500



ARR= average profit/average investment *100
= -3,500/(100,000+0)/2 *100 = -7%















4. Delta Company has the following information in its statement of financial position; 5000 ordinary shares, currently quoted at £2.50 each and a 3000 unsecured bonds trading at £0.60p per £1. Delta’s before-tax cost of debt is 8%. The risk beta of its equity is 0.70, the risk-free rate is currently 4% and the market rate of return is 10%. The company’s marginal tax rate is 30%. Calculate Delta’s WACC.

Step 1 
Value of equity = 5000*2.5= 12,500
Value of debt = 3000*.6= 1,800
Total = 14,300 

Step 2
Weight of equity = 12,500/14,300= 87% 
Weight of debt = 1,800/14,300= 13%

Step3
Cost of debt = 8% (1-0.3)= 5.6% 
Cost of equity =  rf+b (rm-rf)= 4%+ .7 (10%-4%)= 8.2% 

Step 4
WACC=(cost of debt *weight of debt) +(cost of equity *weight of equity) 
=(5.6%*.13) +(8.2%*.87)
=7.85 %



5. The market values of a company’s sources of capital are as follows: Bonds outstanding - £20 million; preferred stock - £12 million; common stock - £38 million. Based on the firm’s existing capital structure, what weights should be used to determine the company’s WACC?

We have three different types of capital,  bond (debt), preferred stock an common stock
					Weight 
Bond 			20 m           	20/70= .28
Preferred stock 	12		12/70= .17
Common stock 	38		38/70= .55
Total 			70 m 		all weight should be equal to 1 	


6. Dragon Inc expected return on a stock is 15%, the risk-free rate is 5% and the expected return on the market is 12%. Calculate the beta of the stock according to the CAPM model?


Expected return =rf +b (rm-rf) ------CAPM model 
15%=5%+b (12%-5%)
15%=5%+b 7%
15%-5%=b7%
B7%= 10%
B= 10/7= 1.4 

7. Dragon Inc risk-free rate is 5% and the expected return on the market is 12%. their beta of the stock ais 0.4 . What is expected return according to the CAPM model?
Expected return =rf +b (rm-rf)
=5%+0.4 *(12%-5%)
=7.8%

8. Dragon Inc risk-free rate is 7% and the expected return on the market is 20%. their beta of the stock ais 0.8 . What is expected return according to the CAPM model?

Expected return =rf +b (rm-rf)
=17.4%
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