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Chapter 19 Identifying, Measuring and Managing Financial Risks
Answer 1
Managed floating exchange rate

A managed floating exchange rate will be mainly influenced by the market supply and demand for a currency, but is also subject to intervention by the relevant government. The government will buy or sell the currency in order to influence the exchange rate, often to keep it within a desired range against the dollar or other key currency. The government will not normally reveal how or when it will intervene in the foreign exchange market, and floating exchange rates such as this are difficult to forecast as they directly respond to economic events, relevant new information and to government intervention. This could lead to volatility in foreign exchange rates, which might be a deterrent to foreign trade.
In theory, managed exchange rates should gradually adjust to changing economic relationships between nations. For example, as a country moves into a balance of trade deficit, this would normally lead to a fall in the value of the country’s currency, which in turn will make the country’s exports more attractive, and will reduce the trade deficit. Floating exchange rates should prevent persistent deficits, and result in fewer large speculative international movements of funds. From a multinational company’s perspective the difficulty in forecasting such rates makes accurate cash budgeting for international activities more onerous, increases currency risk, and in many cases makes some form of currency hedging essential.

Fixed exchange rate linked to a basket of currencies

An economy that fixes its exchange rate against the dollar or other major currency will inevitably be affected by the state of the economy and the policies of the country to which it has linked. For example, if inflation or the money supply increases in the USA, similar effects may be experienced in countries which have their currencies tied to the dollar.
An exchange rate linked to a basket of currencies is less susceptible to economic influences from a single country, although if the basket is weighted by international trade, a dominant trade partner might still have a major influence. In theory, fixed exchange rates offer greater stability, and future rates should be easier to forecast, which reduces risk and aids international pricing and cash budgeting. However, fixed exchange rates do not remain fixed forever; devaluation or revaluation may occur if inflation, interest rates and other economic variables diverge between the relevant countries. The direction of a possible change in rates is quite easy to predict, but not the exact timing of devaluation or revaluation, or the magnitude of any change in currency values. Fixed rates are also more susceptible to currency speculation.
Fixed exchange rates backed by a currency board system

This type of exchange rate regime shares many characteristics of other fixed exchange rate systems, but the currency board means that any domestic currency issues are backed by an equal amount of some ‘hard’ currency, such as the dollar. In theory the domestic currency could be converted at any time into the hard currency at a fixed exchange rate. This backing by a ‘hard’ currency is aimed at achieving greater economic stability, and less exchange rate volatility. A currency board system might result in a fall in the domestic money supply, high interest rates, and thus high ‘local’ financing costs for multinational companies. For some countries, such as Hong Kong, a currency board has proved successful. For others, such as Argentina, it has failed. A multinational company will normally experience lower inflation and more stable economic conditions when a currency board exists.
Answer 2
(a)

The objectives of working capital management are profitability and liquidity. The objective of profitability supports the primary financial management objective, which is shareholder wealth maximisation. The objective of liquidity ensures that companies are able to meet their liabilities as they fall due, and thus remain in business.

[1 mark]
However, funds held in the form of cash do not earn a return, while near-liquid assets such as short-term investments earn only a small return. Meeting the objective of liquidity will therefore conflict with the objective of profitability, which is met by investing over the longer term in order to achieve higher returns.
Good working capital management therefore needs to achieve a balance between the objectives of profitability and liquidity if shareholder wealth is to be maximised.

[2 marks]
(b)

Cost of current ordering policy of PKA Co

Ordering cost = €250 x (625,000/100,000) = €1,563 per year

Weekly demand = 625,000/50 = 12,500 units per week

Consumption during 2 weeks lead time = 12,500 x 2 = 25,000 units

Buffer stock = re-order level less usage during lead time = 35,000 – 25,000 = 10,000 units

Average stock held during the year = 10,000 + (100,000/2) = 60,000 units

Holding cost = 60,000 x €0·50 = €30,000 per year

Total cost = ordering cost plus holding cost = €1,563 + €30,000 = €31,563 per year

[3 marks]
Economic order quantity = ((2 x 250 x 625,000)/0·5)1/2 = 25,000 units

Number of orders per year = 625,000/25,000 = 25 per year

Ordering cost = €250 x 25 = €6,250 per year

Holding cost (ignoring buffer stock) = €0·50 x (25,000/2) = €0·50 x 12,500 = €6,250 per year

Holding cost (including buffer stock) = €0·50 x (10,000 + 12,500) = €11,250 per year

Total cost of EOQ-based ordering policy = €6,250 + €11,250 = €17,500 per year

[3 marks]
Saving for PKA Co by using EOQ-based ordering policy = €31,563 – €17,500 = €14,063 per year.
[1 mark]
(c)

The information gathered by the Financial Manager of PKA Co indicates that two areas of concern in the management of domestic accounts receivable are the increasing level of bad debts as a percentage of credit sales and the excessive credit period being taken by credit customers.
Reducing bad debts

1.
The incidence of bad debts, which has increased from 5% to 8% of credit sales in the last year, can be reduced by assessing the creditworthiness of new customers before offering them credit and PKA Co needs to introduce a policy detailing how this should be done, or review its existing policy, if it has one, since it is clearly not working very well.
2.
In order to do this, information about the solvency, character and credit history of new clients is needed. This information can come from a variety of sources, such as bank references, trade references and credit reports from credit reference agencies. Whether credit is offered to the new customer and the terms of the credit offered can then be based on an explicit and informed assessment of default risk.

[3 – 4 marks]
Reduction of average accounts receivable period

1.
Customers have taken an average of 75 days credit over the last year rather than the 30 days offered by PKA Co, i.e. more than twice the agreed credit period. As a result, PKA Co will be incurring a substantial opportunity cost, either from the additional interest cost on the short-term financing of accounts receivable or from the incremental profit lost by not investing the additional finance tied up by the longer average accounts receivable period. PKA Co needs to find ways to encourage accounts receivable to be settled closer to the agreed date.
2.
Assuming that the credit period offered by PKA Co is in line with that of its competitors, the company should determine whether they too are suffering from similar difficulties with late payers. If they are not, PKA Co should determine in what way its own terms differ from those of its competitors and consider whether offering the same trade terms would have an impact on its accounts receivable. For example, its competitors may offer a discount for early settlement while PKA Co does not and introducing a discount may achieve the desired reduction in the average accounts receivable period.
3.
If its competitors are experiencing a similar accounts receivable problem, PKA Co could take the initiative by introducing more favourable early settlement terms and perhaps generate increased business as well as reducing the average accounts receivable period.
4.
PKA Co should also investigate the efficiency with which accounts receivable are managed. Are statements sent regularly to customers? Is an aged accounts receivable analysis produced at the end of each month? Are outstanding accounts receivable contacted regularly to encourage payment? Is credit denied to any overdue accounts seeking further business? Is interest charged on overdue accounts? These are all matters that could be included by PKA Co in a revised policy on accounts receivable management.

[3 – 4 marks]

(d)

Money market hedge

PKA Co should place sufficient dollars on deposit now so that, with accumulated interest, the six-month liability of $250,000 can be met. Since the company has no surplus cash at the present time, the cost of these dollars must be met by a short-term euro loan.
Six-month dollar deposit rate = 3·5/2 = 1·75%

Current spot selling rate = 1·998 – 0·002 = $1·996 per euro

Six-month euro borrowing rate = 6·1/2 = 3·05%
Dollars deposited now = 250,000/1·0175 = $245,700

Cost of these dollars at spot = 245,700/1·996 = 123,096 euros

Euro value of loan in six months’ time = 123,096 x 1·0305 = 126,850 euros

[3 marks]
Forward market hedge

Six months forward selling rate = 1·979 – 0·004 = $1·975 per euro

Euro cost using forward market hedge = 250,000/1·975 = 126,582 euros

[2 marks]
Lead payment

Since the dollar is appreciating against the euro, a lead payment may be worthwhile.

Euro cost now = 250,000/1·996 = 125,251 euros

This cost must be met by a short-term loan at a six-month interest rate of 3·05%

Euro value of loan in six months’ time = 125,251 x 1·0305 = 129,071 euros

[2 marks]
Evaluation of hedges

The relative costs of the three hedges can be compared since they have been referenced to the same point in time, i.e. six months in the future. The most expensive hedge is the lead payment, while the cheapest is the forward market hedge. Using the forward market to hedge the account payable currency risk can therefore be recommended.
[1 mark]
Answer 3
(a)

Movements in exchange rates can be related to changes in interest rates and to changes in inflation rates. The relationship between exchange rates and interest rates is called interest rate parity, while the relationship between exchange rates and inflation rates is called purchasing power parity.
Explanation of interest rate parity

· Interest rate parity holds that the relationship between the spot exchange rate and the forward exchange rate between two currencies can be linked to the relative nominal interest rates of the two countries.
· The forward rate can be found by multiplying the spot rate by the ratio of the interest rates of the two countries. The currency of the country with the higher nominal interest rate will be forecast to weaken against the currency of the country with the lower nominal interest rate.
· Both the spot rate and the forward rate are available in the current foreign exchange market, and the forward rate can be guaranteed by using a forward contract.

[2 – 3 marks]
Explanation of purchasing power parity
· Purchasing power parity holds that the current spot exchange rate and the future spot exchange rate between two currencies can be linked to the relative inflation rates of the two countries. The future spot rate is the spot rate that occurs at the end of a given period of time.
· The currency of the country with the higher inflation rate will be forecast to weaken against the currency of the country with the lower inflation rate. Purchasing power parity is based on the law of one price, which suggests that, in equilibrium, identical goods should sell for the same price in different countries, allowing for the exchange rate.
· Purchasing power parity holds in the longer term rather than the shorter term and so is often used to provide long-term forecasts of exchange rate movements, for example for use in investment appraisal.

[2 – 3 marks]
(b)
The costs of the two exchange rate hedges need to be compared at the same point in time, e.g. in six months’ time.

Forward market hedge

Interest payment = 5,000,000 pesos

Six-month forward rate for buying pesos = 12·805 pesos per $

Dollar cost of peso interest using forward market = 5,000,000/12·805 = $390,472
[1 mark]
Money market hedge

ZPS Co has a 5 million peso liability in six months and so needs to create a 5 million peso asset at the same point in time. The six-month peso deposit rate is 7·5%/2 = 3·75%.

[1 mark]
The quantity of pesos to be deposited now is therefore 5,000,000/1·0375 = 4,819,277 pesos. The quantity of dollars needed to purchase these pesos is 4,819,277/12·500 = $385,542 and ZPS Co would borrow this quantity of dollars now.
[1 mark]
The six-month dollar borrowing rate = 4·5%/2 = 2·25% and so in six months’ time the debt will be 385,542 x 1·0225 = $394,217. This is the dollar cost of the peso interest using a money market hedge.
[2 marks]
Comparing the $390,472 cost of the forward market hedge with the $394,217 cost using a money market hedge, it is clear that the forward market should be used to hedge the peso interest payment as it is cheaper by $3,745.
[1 mark]
Answer 4
(a)

1.
Pecking order theory suggests that companies have a preferred order in which they seek to raise finance, beginning with retained earnings. The advantages of using retained earnings are that issue costs are avoided by using them, the decision to use them can be made without reference to a third party, and using them does not bring additional obligations to consider the needs of finance providers.
2.
Once available retained earnings have been allocated to appropriate uses within a company, its next preference will be for debt. One reason for choosing to finance a new investment by an issue of debt finance, therefore, is that insufficient retained earnings are available and the investing company prefers issuing debt finance to issuing equity finance.
3.
Debt finance may also be preferred when a company has not yet reached its optimal capital structure and it is mainly financed by equity, which is expensive compared to debt. Issuing debt here will lead to a reduction in the WACC and hence an increase in the market value of the company.
4.
One reason why debt is cheaper than equity is that debt is higher in the creditor hierarchy than equity, since ordinary shareholders are paid out last in the event of liquidation.
5.
Debt is even cheaper if it is secured on assets of the company. The cost of debt is reduced even further by the tax efficiency of debt, since interest payments are an allowable deduction in arriving at taxable profit.
6.
Debt finance may be preferred where the maturity of the debt can be matched to the expected life of the investment project. Equity finance is permanent finance and so may be preferred for investment projects with long lives.

[7 marks]
(b)

Annual interest paid per foreign bond = 500 x 0·061 = 30·5 pesos

Redemption value of each foreign bond = 500 pesos

Cost of debt of peso-denominated bonds = 7% per year

Market value of each foreign bond = (30·5 x 4·100) + (500 x 0·713) = 481·55 pesos

[3 marks]
Current total market value of foreign bonds = 16m x (481·55/500) = 15,409,600 pesos

[1 mark]
(c)(i)

Interest payment in one year’s time = 16m x 0·061 = 976,000 pesos

Explanation of market hedge

A money market hedge would involve placing on deposit an amount of pesos that, with added interest, would be sufficient to pay the peso-denominated interest in one year. Because the interest on the peso-denominated deposit is guaranteed, Boluje Co would be protected against any unexpected or adverse exchange rate movements prior to the interest payment being made.
[2 marks]
Illustration of money market hedge

Peso deposit required = 976,000/ 1·05 = 929,524 pesos

Dollar equivalent at spot = 929,524/ 6 = $154,921

Dollar cost in one year’s time = 154,921 x 1·04 = $161,118

[2 marks]
(c)(ii)

Cost of forward market hedge = 976,000/6·07 = $160,790

The forward market hedge is slightly cheaper

[2 marks]
(d)

1.
Boluje receives peso income from its export sales and makes annual peso-denominated interest payments to bond-holders. It could consider opening a peso account in the overseas country and using this as a natural hedge against peso exchange rate risk.

[1 – 2 marks]
2.
Boluje Co could consider using lead payments to settle foreign currency liabilities. This would not be beneficial as far as peso denominated liabilities are concerned, as the peso is depreciating against the dollar. It is inadvisable to lag payments to foreign suppliers, since this would breach sales agreements and lead to loss of goodwill.
Foreign currency derivatives available to Boluje Co could include currency futures, currency options and currency swaps.
3.
Currency futures

· Currency futures are standardised contracts for the purchase or sale of a specified quantity of a foreign currency.
· These contracts are settled on a quarterly cycle, but a futures position can be closed out any time by undertaking the opposite transaction to the one that opened the futures position.
· Currency futures provide a hedge that theoretically eliminates both upside and downside risk by effectively locking the holder into a given exchange rate, since any gains in the currency futures market are offset by exchange rate losses in the cash market, and vice versa.
· In practice however, movements in the two markets are not perfectly correlated and basis risk exists if maturities are not perfectly matched.
· Imperfect hedges can also arise if the standardised size of currency futures does not match the exchange rate exposure of the hedging company.
· Initial margin must be provided when a currency futures position is opened and variation margin may also be subsequently required.
· Boluje Co could use currency futures to hedge both its regular foreign currency receipts and its annual interest payment.
4.
Currency options

· Currency options give holders the right, but not the obligation, to buy or sell foreign currency.
· Over-the-counter (OTC) currency options are tailored to individual client needs, while exchange-traded currency options are standardised in the same way as currency futures in terms of exchange rate, amount of currency, exercise date and settlement cycle.
· An advantage of currency options over currency futures is that currency options do not need to be exercised if it is disadvantageous for the holder to do so.
· Holders of currency options can take advantage of favourable exchange rate movements in the cash market and allow their options to lapse.
· The initial fee paid for the options will still have been incurred, however.
5.
Currency swaps

· Currency swaps are appropriate for hedging exchange rate risk over a longer period of time than currency futures or currency options.
· A currency swap is an interest rate swap where the debt positions of the counterparties and the associated interest payments are in different currencies.
· A currency swap begins with an exchange of principal, although this may be a notional exchange rather than a physical exchange.
· During the life of the swap agreement, the counterparties undertake to service each others’ foreign currency interest payments. At the end of the swap, the initial exchange of principal is reversed.

[6 – 7 marks]
Answer 5
Term structure of interest rates

A key factor here could be the duration of the bond issues, linked to the term structure of interest rates.
1.
Normally, the longer the time to maturity of a debt, the higher will be the interest rate and the cost of debt.
2.
Bond A has the greater time to maturity and therefore would be expected to have a higher interest rate and a higher cost of debt than Bond B, which is the case here.

[1 – 2 marks]
Liquidity preference theory

1.
Liquidity preference theory suggests that investors require compensation for deferring consumption, i.e. for not having access to their cash in the current period, and so providers of debt finance require higher compensation for lending for longer periods.
2.
The premium for lending for longer periods also reflects the way that default risk increases with time.

[1 – 2 marks]

Expectations theory

1.
Expectations theory suggests that the shape of the yield curve depends on expectations as to future interest rates.
2.
If the expectation is that future interest rates will be higher than current interest rates, the yield curve will slope upwards. If the expectation is that future interest rates will be lower than at present, the yield curve will slope downwards.

[1 – 2 marks]

Market segmentation theory

1.
Market segmentation theory suggests that future interest rates depend on conditions in different debt markets, e.g. the short-term market, the medium-term market and the long-term market.
2.
The shape of the yield curve therefore depends on the supply of, and demand for, funds in the market segments.

[1 – 2 marks]

Other factors

1.
Since the two bonds were issued at the same time by the same company, the business risk of DD Co can be discounted as a reason for the difference between the two costs of debt. If the two bonds had been issued by different companies, a different business risk might have been a reason for the difference in the costs of debt.
2.
The size of the debt could be a contributory factor, since the Bond A issue is twice the size of the Bond B issue. The greater size of the Bond A issue could be one of the reasons it has the higher cost of debt.

[1 – 2 marks]

Answer 6
(a)(i)

Procedure for FRAs

A company can hedge its risk by entering into a forward rate agreement with a bank that fixes the rate of interest for borrowing at a certain time in the future. If the actual interest rate proves to be higher than the rate agreed, the bank pays the company the difference. If the actual interest rate is lower than the rate agreed, the company pays the bank the difference.
Advantages of FRAs

An advantage of FRAs is that, for the period of the FRA at least, they protect the borrower from adverse market interest rate movements to levels above the rate negotiated for the FRA. With a normal variable rate loan (for example linked to a bank's base rate or to LIBOR) the borrower is exposed to the risk of such adverse market movements. On the other hand, the borrower will similarly not benefit from the effects of favourable market interest rate movements.
The FRA required in this situation is '3-9'.
(a)(ii)

At 6% because interest rates have fallen, Bash Co will pay the bank:
[image: image1.emf]
At 9% because interest rates have risen, the bank will pay Bash Co:
[image: image2.emf]
(b)

Implications of a fall in interest rates for a typical company:

1.
The cost of floating rate borrowing will fall, making it more attractive than fixed rate borrowing. For most companies with borrowings, interest charges will be reduced, resulting in higher profitability and earnings per share.

2.
The value of the company's shares will rise, both because of the higher level of company profitability and also because of the lower alternative returns that investors could earn from banks and deposits, if interest rates are expected to remain low in the longer term.

3.
The higher share value results in a lower cost of equity capital, and hence a lower overall cost of capital for the company. Investment opportunities that were previously rejected may now become viable.

4.
As interest rates fall, consumers have more disposable income. This may increase demand for the company's products. Falling returns on deposits may, however, encourage many people to save more, rather than spend.
(c)
Change in cost of capital

As explained above, if interest rates are expected to remain low in the longer term, the company's overall cost of capital will fall. The discount rates used in investment appraisal will therefore be lower, making marginal projects more profitable, with a resulting increase in the company's investment opportunities.
Investment policy review

The cash flows from all possible investments should be reviewed in the light of falling interest rates and the possible effects on consumer demand and the sterling exchange rate. These cash flows should then be appraised at the new lower discount rates and the project portfolio ranked and reviewed. The company's investment plans are likely to be expanded, unless constrained by other factors such as lack of skills or management time.
Introduction of debt

When interest rates are expected to fall in the future, an ungeared company may be tempted to introduce debt into its capital structure. If fixed interest rates are high at the moment, floating rate debt may be more attractive, because it allows the company to take advantage of falling interest rates.
Setting gearing level

New projects may be financed entirely by borrowings until an appropriate gearing level is reached. As gearing is increased, the company's cost of capital is usually reduced because of the tax relief on debt interest but, if gearing is increased to too high a level, increased risks of bankruptcy arise, causing the cost of capital to rise.
Choice of projects

If the company is tempted to increase its debt financing substantially, this may affect which investment projects are undertaken, as some projects are more suitable for debt financing than others. Generally, a project with significant tangible assets and stable cash flows will be most suitable for financing by debt.
Answer 7
A derivative is an asset whose performance is based on the behavior 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.

Exchanged traded derivatives have lower credit risk, higher regulation, higher liquidity and the ability to reverse positions. However, they are not always flexible.
OTC derivatives are tailor made to allow perfect hedging but do suffer from low regulation, high credit risk and the inability to reverse a hedge.

Forward contract

· A forward contract is an agreement to undertake an exchange at a future date at a set price. This minimizes the uncertainty of price fluctuations for both parties.

· Unlike option, both parties are committed to complete the transaction.

· The main forward markets are for foreign exchange.
Forward rate agreement (FRA)

· FRA is 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.

Swap

· 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.
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