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CIFA PART 111 SECTION 6

INTERNATIONAL FINANCE

FRIDAY: 25 May 2018. ' Time Allowed: 3 hours.

Answer ALL questions. Marks allocated to each question are shown at the end of the question. Show ALL your workings.

QUESTION ONE :

(a)

(b)

(c)
(d)

(e)

The balance of payments is a summary of all financial flows between a country and all other countrics over a specific
period.

In light of the above statement, identify three components of the balance of payments. (3 marks)

*Africa must unite” wrote Kwame Nkrumah, Ghanaian first President, in 1963, lamenfing that African countries sold
raw materials to their former colonisers rather than trading among themselves. His Ban-African dream never became a
reality. However, that spirit of unity now animates a push for an African Cosilinental-Free-Trade Area (ACFTA),
involving all 55 countries in the region of which 44 countries had already sigped a pact establishing the free trade arca
by March 2018.

In relation to the above statement, propose five factors that could havesifluenced the integration of the African markets.
(5 marks)

Distinguish between “absolute purchasing power parity” and ‘yefative purchasing power parity”. (2 marks)

Assume that the South African Rand (ZAR) exhibits a §month interest rate of 6% while the Kenyan shilling (KES)
exhibits a 6-month interest rate of 5%. Further, assume-ghat the KES is the home currency.

Required:

(i) Using the interest rate parity, comystite the forward rate premium of the South African Rand (ZAR). (2 marks)

(ii) Based on your results in (d)}(# above, compute the 6-month forward rate asuming that the South African Rand
(ZAR) current spot rate is&ES 8.1/ZAR. (2 marks)

Quantum African Limited is @ Kenyan-based multinational company which owns 100% subsidiaries in Mali, DRC,
Togo and Chad. Due to DRE and Togo having their general elections in 2017, their cash inflows were relatively lower
than the forecasted.

The following were‘@ash flows for the month of December 2017:

Paying subsidiary Amount Ksh.“million” Receiving subsidiary
Chad 50 DRC
Chad 40 Mali
DRC 25 Chad
DRC 20 Mali
DRC 30 Togo
Togo 20 DRC
Togo 25 Mali
Mali 40 Chad
Mali 60 DRC
Mali 50 Togo
Required:
(i) Iustrate how the subsidiaries could benefit from multinational netting. (5 marks)
(ii) Explain how the subsidiaries could benefit from multilateral netting illustrated in (e)(i) above. (1 mark)
: (Total: 20 marks)
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- QUESTION TWO -

(a) Evaluate three strategies that the government of ybur counfry could apply to improve foreign exchange restrictions.
; (6 marks)
(b) Explain three economic factors that should be considered when measuring the country risk. (3 marks)
(©) (i) In relation to international investments, differentiate between “‘covered interest arbitrage” and “‘interest
hedging™. (2 marks)
(ii) Royal Airlines is intending to hedge 1,200,000 Kenya shillings (KES) in ticket sales receivable in 90 days. The
following exchange and interest rates are applicable.
Spot rate: KES/ZAR 7.9
90-day forward rate KES/ZAR 8.0
90-day Kenya interest rate 2.5%
180-day interest rate in South Africa 7.0%
Note: ZAR stands for the South African Rand.
Required:
Using suitable computations, advisc Royal Airlines if there exists any arbitrage opportunity. (6 marks)
(d) The exchange rate between Japanese Yen (JPY) and the United States Dollar (USD), USDJPY is 119.05 - 121.95. The
exchange rate between the Euro, EUR and the USD, USD:EUR is 0.792 — 0.7932.
Required:
(i) Calculate the direct quote between the JPY and EUR. (2 marks)
(ii) Identify the bid price and ask price based on your answer in (d) {f»above. (1 mark)
’ (Total: 20 marks)
QUESTION THREE
(a) Propose five factors that could complicate capital budgeting for'multinational corporations relative to domestic firms.
(5 marks)
b) Explain the following Theories of international trade;
(i) Comparative advantage Theory. (1 mark)
(i1) New trade Theory. (1 mark)
(iii) Location Theory. (1 mark)
(iv) Internalisation Theary ' (1 mark)
(c) Tembo Limited, a company based in Kenya intends to invest in the United States of America (USA). The project will

entail an initial cash©titlay of 250 million United States dollars ($). The project is expected to generate the following
cash flows over its five-year life: ‘

Year  Cash flow ($ “million”)

1 70
2 90
3 100
4 120
5 80

The current spot exchange rate is 100 Kenya shillings per United States dollar ($). The risk-free rate in Kenya is 10%
and the risk-free rate in the U.S. is 6%. Tembo Limited’s required rate of return on the project is 16%.

Required:

(i) The net present (NPV) of the project. ’ (10 marks)

(ii) Advise the management of Tembo Limited on whether to undertake the project based on your answer in (c) (i)
above, (1 mark)

(Total: 20 marks)
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QUESTION FOUR

(a)
(b)

(©)

(d

(e)

Distinguish between “Eurobonds” and “duél-currency bonds” as used in international financial markets. (2 marks)

Philip Mackenzie, a United States (US) resident, holds a piece of land in the city of London which he intends to sell in
one year’s time. It is expected that, the British economy will boom in the near future and the value of the land will be
£2,000 while the value of the British Pound (£) will be worth $1.40/£. If the British economy slows down, on the other
hand, the land will be worth £1,500 but the exchange rate will be $1.50/£. Philip estimates that the British economy will
experience a boom with 60% probability and a slow down probability of 40%.

Required:

(i) Estimate Philip Mackenzie’s exposure to the exchange rate risk. (4 marks)
(ii) Compute the variance of the dollar value of land that is attributable to the exchange rate uncertainty. (2 marks)
(iii) Explain how Philip could hedge against foreign exchange exposure based on your answer in (b) (i) above.

(1 mark)

Many financial managers prefer to use options to hedge their exposure because it allows them to capitalise on favourable
movements in the exchange rates. In contrast, a company using forward contracts avoids the downside but also loses the
upside potentials as well.

Comment on this strategy. (3 marks)
Johnson Mwandawiro is a portfolio manager at Amanda Asset Managers (AAM), @ firm based in the United States.

AAM manages a portfolio of $100 billion from its high net worth clients. Mwandawiro is contemplating investing part
of the funds in emerging markets equities to maximise its investors returns.

Required: ¢
Advise the portfolio manager on two major factors that he should gonsider before investing in the emerging stock
markets. (4 marks)

HZ L.td., a subsidiary of a Kenyan company based in Uganda hiad the following balance sheet as at 31 December 2017:

Assets:
UGX “000”
Cash and marketable securities 14,000
Accounts receivable 36,000
Inventory 62,000
Net fixed assets 126,000
238,000
Liabilities:
Accounts payable 28,000
Short-term debts 16,000
Long-term debts 90,000
Equity 104.000
238,000

The current spot rate is KES 0.02745/UGX

Note: UGX is the symbol for the Uganda shilling.

Required:

Calculate HZ Ltd.’s accounting exposure under the following methods:

(i) Current/non-current method. (1 mark)
(ii) Monetary/non-monetary method. - . (1 mark)
(iii) Temporal method. . (1 mark)
(iv) Current rate method. (1 mark)

(Total: 20 marks)
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QUESTION FIVE

(a)

(b)

(©)

(d)

(i) In the context of international tax environment, illustrate how double taxation could affect all countries of the
: world if they were to tax their residents worldwide income and the income they earn within their territorial
boundaries. (4 marks)

(i) Discuss two methods that could be used by the tax authorities to eliminate the ne’gative effects of double
taxation. (2 marks)

Assess three methods that could be used by multinational corporations (MNCs) to repatriate blocked funds from a host

country. . (6 marks)
Naibu Bank intends to open an overseas branch in the next two years.
" Examine five benefits that could accrue to the bank from undertaking such a move. (5 marks)

Babito Limited, a successful Kenyan multinational corporation is considering to seek for financing for a project based in
Rwanda. The following information is provided:

1. Kenyan risk-free interest rate. 6%

2. Rwandan risk-free interest rate. 10%

3. Risk premium on Kenyan shilling (KSh.) denominated debt provided by Kenyan creditors. 3%.

4, Risk premium on Rwandan Franc (FRw) denominated debt provided by Rwandan creditors. 5%

5. Beta of the project. 1.5

6. Expected Kenyan market return. 14%

7. Corporate tax rate in Kenya. 30%

8. Creditors will likely not allow more than 50 percent of the financing to be in@he form of debt.

Required:

(i) Cost of Kenyan shilling-denominated debt. (1 mark)
(ii) Cost of Rwandan Franc-denominated debt. (1 mark)
(iii) Cost of Kenyan-shilling denominated equity. (1 mark)

(Total: 20 marks)
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