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SECTION A

This ONE question is compulsory and MUST be attempted

QUESTION 1

Airport Services is a large quoted company. It owns three of the major airports in its home
country, including Heathtown which is a large airport serving the capital city.

Heathtown is one of Europe’s main airports. It attracts passengers who wish to travel to or
from the capital city for business or leisure purposes, as well as passengers from
intercontinental flights who wish to transfer to short flights to other destinations in Europe.
The airport is becoming increasingly congested because the airport’s two runways are
operating at close to full capacity. Airport Services has applied for permission to build a third
runway that would increase the number of flights that it could handle.

Gaining planning permission for the new runway has been a major activity for Airport
Services. The government demanded very detailed plans before granting initial permission
to proceed with the project. Airport Services had to spend €50m on feasibility studies,
architects’ plans and on marketing the proposal just to get to the stage of obtaining
permission to proceed. The airline operators which use Heathtown have made major
commitments to expand their services in order to utilise the potential new capacity.

The proposed construction of this third runway has upset a number of local environmental
campaigners. Their concerns are twofold. Firstly, they fear that the new runway will lead to a
massive increase in air travel, and hence should be stopped on the grounds of damage to the
global environment. Secondly, and of more direct importance to the campaigners, they fear
that it will have a major impact on the local area with increased noise pollution, traffic
congestion and a drop in value of local properties. Airport Services board members carried
out numerous local community consultations in the process of gaining planning permission
for the new runway, and they addressed many of the campaigners’ concerns. Their proposal
is that the new runway will have separate road access for commercial vehicles, which, it is
argued, will take the pressure off the existing airport access road network. The runway will
be situated such that the approach flight path will pass over an area of woodland, hence
avoiding residential districts.

Despite all their efforts it is still thought that the environmental campaigners may lobby the
government to reconsider its decision on planning permission. Furthermore, the major
airline operators feel that environmental concerns will encourage passengers to use
alternative forms of transport such as high-speed rail links for journeys within Europe, which
will take business away from the short flights that they provide.

Last week the environmental campaigners took dramatic action by buying a small area of the
land that Airport Services will have to purchase in order to build the runway. The runway
plan faces a further problem in that the global economy has gone into recession which has
reduced the demand for business and leisure travel. Airport Services’ economists have
forecast a recovery over the next few years. It will take at least five years to build the
runway.

The chairman of Airport Services, Mike Ingram, met with the chief executive (CEO), Anjad
Shah, and asked why the company had not planned ahead in order to deal with risks such as
the difficulty of obtaining the land and the unexpected decline in the demand for air travel.
Mr Shah responded that it would have been very expensive for Airport Services to have
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purchased the land before obtaining permission to build the runway, and that the company
would have had no use for that land if the government had refused permission for the
runway. He believes that the environmental campaigners can be pacified once they fully
understand the minimal noise and traffic impact that this project will have on the local
community. They should then be willing to release their land.

Anjad Shah does not believe that there will be significant, long-term decline in demand for
air travel. He believes economic downturns happen from time to time and are generally
short-lived. The runway is a project that should be viewed as an investment in the
company’s future for the next fifty years and demand for air travel is likely to remain robust
over most of that longer-term period.

Mr Ingram has decided to call an immediate meeting of the non-executive directors. After
the non-executive directors have been briefed, there will be a meeting of the full board to
prepare a statement for release to the media to reassure them of Airport Services’ focus on
environmental issues, and its proposed introduction of environmental audit and accounting
programmes. It is hoped that these programmes, in addition to a commitment to publish
data on the business’ environmental footprint, will lead to the campaigners agreeing to sell
the land and allowing the runway to go ahead without further delay.

Required:

(a) Explain the concept of Corporate Social Responsibility (CSR), including reference to
Carroll’s four-part model of CSR. (5 marks)

(b) Distinguish between the normative and instrumental views of organisational
behaviour towards stakeholders, and analyse the motivation of the board of Airport
Services using this theory. (7 marks)

(c) Compare and contrast the responsibilities of Airport Services’ executive directors
and non-executive directors for the management of the risks associated with this
project.

(10 marks)

(d) (i) Define the terms ‘generic risk and ‘specific risk’ giving examples from the
situation of Airport Services. (4 marks)

(ii)  “For any business, managing specific risk should always take priority over the
management of generic risks”. Critically evaluate this statement with
reference to the scenario where appropriate. (6 marks)

(e) Draft the press statement to be released to the media by Airport Services’ board,
covering the following points:

(i) An explanation of an environmental audit and discussion of how this could
ease stakeholders’ concerns. (5 marks)

(ii) A description of the benefits that the introduction of environmental
accounting could bring to Airport Services. (4 marks)

(iii) A definition of the term ‘environmental footprint’, illustrated with reference
to the situation of Airport Services. (5 marks)

Professional marks for structure, style, content and logical flow of this statement.
(4 marks)

(Total: 50 marks)
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SECTION B

TWO questions ONLY to be attempted

QUESTION 2

Sharpe Clothing (SC) is a European listed company selling a wide range of affordable clothing
lines. It has a number of stores across the country and imports its clothing lines from
producers in developing countries.

Recently, a national television documentary has revealed that SC's producers use child
labour in the production of the clothing lines. This has led to widespread condemnation
from the public. The documentary went on to reveal that whole communities have sprung
up around the factory sites, and that these communities are wholly dependent on SC for
their income and livelihood.

The board of SC met to discuss the problem and concluded that while it is not illegal, based
on the laws of the countries in questions, to employ child labour, it is inappropriate to
continue with the practice from an ethical viewpoint. There were opposing viewpoints at the
meeting from the Sales Director and Production Director.

The Sales Director felt that SC should immediately remove itself from the situation by
ceasing to use developing countries to manufacture the clothing lines of the business, as
sales would undoubtedly suffer from the negative public reaction.

The Production Director argued that the practice of SC employing people in developing
countries was something that could be supported. In continuing to import from these
countries the company provided much needed income for families in very deprived areas,
and that removing this source of income would mean that SC would do more harm than
good.

In addition, he also argued that moving production to a developed country would greatly
increase production costs which could not be passed onto the customer, and hence would
result in a reduction in margins. The Production Director argued that, if the board was willing
to accept such a fall in profit, the company could become an example to others by remaining
in the developing country and investing money in education and reasonable pay structures.

Required:

(a) Assess the Production Director’s view that using child labour is morally justifiable
using both the absolutist (dogmatic) and relativist (pragmatic) ethical perspectives.
(8 marks)

(b) Using the American Accounting Association (AAA) model, analyse this situation and
evaluate the alternative actions that SC could take. (12 marks)

(c) With reference to the work of Gray, Owens & Adams, discuss where the differing
views of the Sales Director and Production Director would place the company’s
position on social responsibility. (5 marks)

(Total: 25 marks)
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QUESTION 3

Euro Bank, a major banking group has become embroiled in two rows over executive pay.

Firstly, details have emerged of an incentive scheme just introduced under which the bank is
proposing to pay executives a cash bonus worth as much as three-and-a-half times basic
salary, dependent upon the performance of the bank’s share price relative to other bank
stocks listed on the same exchange.

The scheme was approved by Caroline Lee, the present remuneration committee chairman,
who is also the group's executive chairman. Major institutional shareholders feel the
proposed scheme is “excessive and contrary to the policy we have adopted when voting our
shares". No other bank in this country operates such a large cash bonus scheme at present.

The announcement of this scheme comes shortly after Euro Bank’s remuneration committee
was called to account to explain the significant pension settlement that had been reached
with the former Chief Executive, Glyn Fredson, prior to his departure from the bank on the
grounds of mismanagement of the business. The terms of this settlement were agreed upon
by the committee just the day before Mr Fredson was requested to resign from office.

Rumours are circulating in the banking industry that Euro Bank may be subject to a take-over
bid by the French owned National Bank of Paris (NBP). NBP is a listed company with many
major corporate shareholders who are represented on the supervisory board of directors of
the bank.

Required:

(a) Criticise the performance of the remuneration committee of Euro Bank with regards
to accepted corporate governance principles. (8 marks)

(b)  Explain the role of stock exchanges in corporate governance. (4 marks)

(c) (i) Describe the main differences between the unitary board structure of Euro
Bank and the two-tier (dual) board structure of National Bank of Paris (NBP).
(5 marks)

(ii) Construct the argument in favour of the two-tier (dual) board structure of
NBP, making specific reference as to how this structure would assist in
preventing the issues that have been seen recently in Euro Bank. (8 marks)

(Total: 25 marks)
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QUESTION 4

Western Bank is a large listed banking group operating within a Sarbanes-Oxley (SOX)
governance regime. The board consists of four executive and three non-executive directors,
led by a chief executive officer and chairman (non-executive). The bank has recently
established a compliance department within the business, headed up by the Risk &
Compliance Manager, Surita Chandler, who will report directly into the audit committee.

The bank operates solely within the domestic market, crediting recent years of success to
the following key factors:

1 Its recent significant growth in the retail sector mortgage market.

2 A policy of cost control, evidenced by the decision to keep its number of branches as
low as possible in relation to its number of customers and setting a limit on excess
computer server capacity for the website (server capacity allowing for only a 5% peak
in activity).

The mortgage business is where loans are made to private individuals for periods of up to 25
years, secured on a property that is to be purchased. The banks fund their mortgage lending
through short-term wholesale or retail financing, which can be withdrawn by investors on
demand or within a couple of months. All banks operating within the retail (commercial)
banking sector are required to keep a reserve of liquidity to accommodate these possible
outflows of savings.

Retail financing refers to the money that comes from personal savers who have deposited
their funds at the bank. Wholesale financing comes from the use of the money markets for
interbank borrowing and lending. In recent years there has been much complexity
introduced into the wholesale markets via concepts such as securitisation and collateralised
debt obligations. This complexity has meant that only a few highly specialised individuals
within the bank fully understand the nature of this source of financing.

In the last month rumours have begun to circulate in the financial markets that the supply of
wholesale finance is to be tightened again due to further significant losses in the US sub-
prime market. Two of the derivatives experts in the Treasury team of Western Bank
delivered a briefing to the chief finance officer (CFO) regarding their concerns for the reserve
financing for the business. Their briefing spoke much of ‘asset backed securities’, ‘special
purpose vehicles’ and other complex terms with which the CFO was unfamiliar. He left the
meeting having reached the conclusion that these experts were worrying over market
technicalities, and decided to pass the matter onto Surita Chandler when he saw her the
following week.

Required:

(a) Describe the stages in a risk audit, relating your answer to Western Bank where
appropriate. (12 marks)

(b) Assess how ‘sound’ the internal control systems (as set out in the Turnbull guidance)
are within Western Bank. (8 marks)

(c) Recommend changes to the provision of information to the board and middle
management relating to the major risks facing Western Bank. (5 marks)

(Total: 25 marks)
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