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PART I 
 

Answer all questions 
 

Question No. 01 (40 Marks) 
 

Power Utilities  

Background  

Power Utilities (PU) is located in a democratic Asian country. Just over 12 months ago, the former 

nationalised Electricity Generating Corporation (EGC) was privatised and became PU. EGC was 

established as a nationalised industry many years ago. Its home government at that time had determined 

that the provision of the utility services of electricity generation production should be managed by boards 

that were accountable directly to Government. In theory, nationalised industries should be run efficiently, 

on behalf of the public, without the need to provide any form of risk related return to the funding 

providers. In other words, EGC, along with other nationalised industries was a non-profit making 

organisation. This, the Government claimed at the time, would enable prices charged to the final 

consumer to be kept low. 

 

Industry structure  

PU operates 12 coal-fired power stations across the country and transmits electricity through an integrated 

national grid system which it manages and controls. It is organised into three regions, Northern, Eastern 

and Western. Each region generates electricity which is sold to 10 private sector electricity distribution 

companies which are PU’s customers. 
 

The three PU regions transmit the electricity they generate into the national grid system. A shortage of 

electricity generation in one region can be made up by taking from the national grid. This is particularly 

important when there is a national emergency, such as exceptional weather conditions. 
 

The nationalised utility industries, including the former EGC, were set up in a monopolistic position. As 

such, no other providers of these particular services were permitted to enter the market within the country. 

Therefore, when EGC was privatised and became PU it remained the sole generator of electricity in the 

country. The electricity generating facilities, in the form of the 12 coal-fired power stations, were all built 

over 15 years ago and some date back to before EGC came into being. 
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Strategic opportunity  

The Board of PU is considering the possibility of vertical integration into electricity supply and has begun 

preliminary discussion with DP’s Chairman with a view to making an offer for DP. 
 

PU’s Board is attracted by DP’s strong reputation for customer service but is aware, through press 

comment, that DP has received an increase in complaints regarding its service to customers over the last 

year. When the former EGC was a nationalised business, breakdowns were categorised by the 

Government as “urgent”, when there was a danger to life, and “non-urgent” which was all others. Both 

the former EGC and DP had a very high success rate in meeting the government’s requirements that a 

service engineer should attend the urgent break- down within 60 minutes. DP’s record over this last year 

in attending urgent breakdowns has deteriorated seriously and if PU takes DP over, this situation would 

need to improve. 

 

Energy consumption within the country and Government drive for increased efficiency and 

concern for the environment  

Energy consumption has doubled in the country over the last 10 years. As PU continues to use coal-fired 

power stations, it now consumes most of the coal mined within the country. 
 

The Minister of Energy has indicated to the Chairman of PU that the Government wishes to encourage 

more efficient methods of energy production. This includes the need to reduce production costs. The 

Government has limited resources for capital investment in energy production and wishes to be sure that 

future energy production facilities are more efficient and effective than at present. 
 

The Minister of Energy has also expressed the Government’s wish to see a reduction in harmful emissions 

from the country’s power stations (The term harmful emissions in this context, refers to pollution coming 

out of electricity generating power stations which damage the environment). 
 

One of PU’s non-executive directors is aware that another Asian country is a market leader in coal 

gasification which is a fuel technology that could be used to replace coal for power generation. In the coal 

gasification process, coal is mixed with oxygen and water vapour under pressure, normally underground, 

and then pumped to the surface where the gas can be used in power stations. The process significantly 

reduces carbon dioxide emissions although it is not widely used at present and not on any significant 

commercial scale. 
 

Another alternative to coal fired power stations being actively considered by PU’s Board is the 

construction of a dam to generate hydro-electric power. The Board is mindful of the likely adverse 

response of the public living and working in the area where the dam would be built. 
 

In response to the Government’s wishes, PU has established environmental objectives relating to 

improved efficiency in energy production and reducing harmful emissions such as greenhouse gases. PU 

has also established an ethical code. Included within the code are sections relating to recycling and 

reduction in harmful emissions as well as to terms and conditions of employment. 

 

New investment  

Following the privatisation of PU, the board are now considering the investment needed to retain and 

improve the productive capacity available to the company. Currently, PU operates 12 power stations 

which were all built over 15 years ago. Life expectancy for coal fired power stations is around 25 to 30 

years. This means that all 12 power stations will need replacing within 10 to 15 years. This will be a 

significant capital cost for PU which will almost certainly have to be financed by borrowing or other 

forms of external investment. 
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Although the Asian country PU operates in does have coal reserves to fuel new coal fired power stations, the 

board are keen to investigate other methods of power generation such as gas, nuclear and more 

environmentally friendly alternatives such as wind and wave power. If coal fired power stations are built they 

will have to meet new environmental legislation in the Asian country, as well as global agreements to decrease 

the amount of Carbon Dioxide emissions from this type of power station. This will mean that the cost per 

power station will be higher in real terms than when the power stations were first built. 
 

One option to replace coal fired power stations is coal gasification. 

In this process, coal is mixed with oxygen and water vapour under pressure, normally underground, and then 

pumped to the surface where the gas can be used in power stations or converted into petrol and other similar 

fuels. The process has the benefit of significantly reducing carbon dioxide emissions although the technology 

is not widely used at present and not on any significant commercial scale. 
 

One of the non-executive directors is aware that country Zee is a market leader in coal gasification processes. 

Country Zee is located in Africa; while Zee appears to be financially stable, there is some political unrest 

caused partly from ethnic divergence and issues of inequitable income distribution. Country Zee appears keen 

to retain its lead in this technology; at present the technology has only been made available to one other 

company in another country. The government of country Zee required this company to establish a subsidiary in 

Zee and manufacture the gasification equipment in Zee prior to export to the other country. This is the only 

method currently available to obtain the technology. To repeat the process, an initial investment will be 

required in Zee$, although the government guarantees to purchase the subsidiary at prevailing market prices in 

Zee after five years. A further requirement was that 80% of the workforce had to be drawn from the population 

of country Zee. 
 

Environmental information 

Legislation in the Asian country requires PU to provide environmental information each year on its activities, 

with specific reference to emissions of carbon dioxide from its power stations. 
 

This environmental information is collated at each power station and then forwarded to PU’s head office for 

inclusion within PU’s overall environmental report. Information from each power station is audited on a 

rotational basis by PU’s internal audit department. 
 

This year, power station N3 was part of the rotational audit. The internal audit department discovered 

significant discrepancies between the published emissions information and actual information obtained from 

the records maintained in the power station itself. The manager of the power station indicated that emissions 

were actually higher than expected due to faulty extraction filters fitted to the power station. Although PU’s 

head office was aware of the problem, funds were not made available to rectify this. The matter was reported 

by the head of internal audit to the Managing Director with the recommendation that the emissions information 

was amended to show actual emissions. 
 

Working as a Management Consultant to the board of PU, you are required to: 

(a) Evaluate the financial and other risks affecting PU if a subsidiary is established in Zee to manufacture 

coal gasification equipment.                       (12 Marks) 
        

(b) (i) PU’s internal audit department may be asked to participate in the environmental audit of PU. 

Explain the term “environmental audit” and evaluate the attributes that PU’s internal audit 

department should have prior to carrying out this work.            (10 Marks) 
 

(ii) There is a discrepancy in environmental returns from power station N3. Recommend the actions 

(apart from reporting to the Managing Director) that the internal audit department of PU should 

undertake regarding this situation.                      (08 Marks) 
 

(c) Discuss the extent to which false reporting of environmental information is a source of risk to PU and 

explain control mechanisms that may be used to avoid false reporting.                  (10 Marks) 

         (Total 40 Marks) 

End of Part I 
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Part II   
 

Answer any three (3) questions 
 

Question No. 02 (20 Marks) 
 

X is an financial institution that specializes in selling leasing products to customers. X employs a sales 

team of 150 representatives and assigns each a geographic territory that is quite large. Sales 

representatives search for new business and follow up sales leads to win new business, and maintain 

contact with the existing customer base. 
 

The sales representatives spend almost all their time travelling to visit clients. The only time when they 

are not doing this is on one day each month when they are required to attend their regional offices for a 

sales meeting. Sales representatives incur expenses. They have a mobile telephone, a fully maintained 

company car and a corporate credit card which can be used to pay for vehicle expenses, accommodation 

and meals and the cost of entertaining potential and existing clients. 
 

The performance appraisal system for each sales representative is based on the number and value of new 

clients and existing clients in their territory. All sales representatives are required to submit a monthly 

report to their regional managers which gives details of the new and existing clients that they have visited 

during that week together with the value of sales. The regional managers do not get involved in the daily 

routines of sales representatives if they are generating sufficient sales. 
 

Consequently, sales representatives have a large amount of freedom. 
 

The Head Office Finance department, to whom regional managers have a reporting relationship, analyses 

the volume and value of business won by sales representatives and collects details of their expenses which 

are then reported back monthly to regional managers.  
 

At the last meeting of regional managers, the Head Office Finance department highlighted the increase in 

sales representatives’ expenses as a proportion of sales revenue over the last two years and instructed 

regional managers to improve their control over the work representatives carry out and the expenses they 

incur.  

 

You are required to: 
 

(a) Explain what an internal control system is, how it relates to the control environment and its likely 

costs, benefits and limitations.              (10 Marks)      
 

(b) Discuss the purposes and importance of internal control and risk management to the X company 

and recommend action that should be taken to overcome any perceived weaknesses identified in 

internal control and/or risk management systems.            (10 Marks) 

      (Total 20 Marks) 

 

 

Question No. 03 (20 Marks) 
 

ABC Inc., an American construction company is in the process of bidding for a contract to build a 

supermarket complex in UK, as is common in real-life. ABC Inc. wants minimum acceptable revenue of 

US $1,000,000 after hedging costs, but ABC Inc. need to quote a bid price now. In this instance, ABC 

Inc. would only face the exchange rate risk contingent upon winning the bid. Due to this contingency, 

options fare a better hedging tool compared with forwards or futures. Assume it is now November and the 

results of the bidding will be known in January. The following January options quotes are available today: 
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Options market (£250,000 contracts, premiums are quoted in cents per £1) 

 Call option    Put option 

Exercise price     Premium     Premium 

2.2000          3.55       2.32   

 

You are required to: 
 

(a) Explain with calculations how to hedge the foreign exchange risk using Options.         (10 Marks) 
 

(b) Discuss the advantages and disadvantages of options for ABC inc and the explain the other methods 

of hedging techniques available.               (10 Marks) 

 (Total 20 Marks) 

 

Question No. 04 (20 Marks) 
 

CDE is a manufacturer of almost one hundred different automotive components that are sold in both large 

and small quantities on a just-in-time (JIT) basis to the major vehicle assemblers. 
 

Business is highly competitive and price sensitive. The company is listed on the stock exchange but 

CDE’s share performance has not matched that of its main competitors. 
 

CDE’s management accounting system uses a manufacturing resource planning (MRPII) system to 

control production scheduling, inventory movements and stock control, and labour and machine 

utilisation. The accounting department carries out a detailed annual budgeting exercise, determines 

standard costs for labour and materials, and allocates production overhead on the basis of machine 

utilisation. Strict accounting controls over labour and material costs are managed by the detailed 

recording of operator and machine timesheets and raw material movements, and by calculating and 

investigating all significant variances. While the information from the MRPII system is useful to 

management, there is an absence of integrated data about customer requirements and suppliers. Some 

information is contained within spreadsheets and databases held by the Sales and Purchasing Departments 

respectively. One result of this lack of integration is that inventories are higher than they should be in a 

JIT environment. 
 

The managers of CDE (representing functional areas of sales, production, purchasing, finance and 

administration) believe that, while costs are strictly controlled, the cost of the accounting department is 

excessive and significant savings need to be made, even at the expense of data accuracy. Managers 

believe that there may not be optimum use of the production capacity to generate profits and cash flow 

and improve shareholder value. CDE’s management wants to carry out sensitivity and other analyses of 

strategic alternatives, but this is difficult when the existing management accounting system is focused on 

control rather than on decision support. 
 

You are required to:  
 

(a) Outline the different types of information system available to manufacturing firms like CDE; and  

     (10 Marks)  
         

(b) Recommend with reasons the information system that would be appropriate to CDE’s needs.     

                   (10 Marks) 

 (Total 20 Marks) 
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Question No. 05 (20 Marks) 
 

(a) Identify the principal differences between internal and external auditors, using the following 

criteria:  

(i) Eligibility to act  
 

(ii) Security of tenure  
 

(iii) Primary objective and the limitations on the scope of the auditor’s work in order to achieve 

this objective. 

           (10 Marks) 
 

(b) You are the finance director of a company which manufactures and sells branded electronic 

consumer durables. It has a large market share in its home market and good sales in some other 

markets; however it is small in terms of the world market. From small beginning some years ago it 

grew rapidly until about five years ago, but then suffered badly from competition from much larger 

multinational companies. 

 

Staffs are under acute pressure coping with the volume of business and have little time to plan and 

develop the profitability opportunities created by new products and improvements to new products. 

Departmental heads are pressing for more staff and facilities to enable them to achieve objectives. 

 

However both managing and the chairman are concerned about the risk involved in recruiting new 

staff. They are certain that the future is far from certain. Therefore they do not wish to recruit staff 

and then in a few years’ time find it necessary to make them redundant, unless there is no 

alternative strategy. Everybody knows that the cutbacks and the redundancies are very painful. 

 

They have convened a special conference of the board and senior managers to discuss the internal 

implications of the planned expansion, and have asked you to prepare a certain report for this 

meeting. 

 

The present system of budgeting which was installed some years ago provides a detailed 

breakdown of proposed budgets compared with the latest estimates for the current year. 

 

You are required to explain the role of internal audit and management audit in expansion of the 

business. Include in your report an explanation of their aims, and how the requirements in a period 

of expansion will differ from those in a stable or declining business.          (10 Marks) 

      (Total 20 Marks) 

End of Part II 
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Present value table  
  

Present value of 1.00 unit of currency, that is (1 + r)
-n 

where r = interest rate; n = number of periods until payment or 

receipt.  

  
Periods (n)  Interest rates (r) 

 

1%  2%  3%  4%  5%  6%  7%  8%  9%  10%  
 

1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 

2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 

3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 

4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683 

5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 

6 0.942 0.888 0.837 0.790 0.746 0705 0.666 0.630 0.596 0.564 

7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 

8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 

9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 

10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 

11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 

12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 

13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 

14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 

15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 

16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218 

17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198 

18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180 

19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164 

20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149 

 

  

  
Periods (n)  Interest rates (r) 

 

11% 12% 13% 14% 15% 16% 17% 18% 19% 20% 

1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833 

2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694 

3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579 

4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482 

5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402 

6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335 

7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279 

8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233 

9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194 

10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162 

11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135 

12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112 

13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 

14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078 

15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.079 0.065 

16 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054 

17 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045 

18 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038 

19 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031 

20 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026 

 
 

 

 

 

End of Question Paper 

 


