Revision 7 – Risk Management

Answer 1

(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]
ACCA Marking Scheme
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Answer 2
(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]
ACCA Marking Scheme
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Answer 3
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]
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