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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	
ANSWERS
1. 
   I.TYPES OF FINANCIAL RISKS

      The following are the types of financial risks:
Credit Risk:
This type of risk arises when one fails to fulfill their obligations towards their counter parties. Credit risk can be classified into Sovereign Risk and Settlement Risk. Sovereign risk usually arises due to difficult foreign exchange policies. Settlement risk on the other hand arises when one party makes the payment while the other party fails to fulfill the obligations.
Liquidity risk
This is the risk that a company or bank may be unable to meet short term financial demands. This usually occurs due to the inability to convert a security or hard asset to cash without a loss of capital and/or income in the process
Operational Risk:
This type of risk arises out of operational failures such as mismanagement or technical failures. Operational risk can be classified into Fraud Risk and Model Risk. Fraud risk arises due to lack of controls and Model risk arises due to incorrect model application.
Country risk
This refers to the risk of investing or lending in a country, arising from possible changes in the business environment that may adversely affect operating profits or the value of assets in the country. For example, financial factors such as currency controls, devaluation or regulatory changes, or stability factors such as mass riots, civil war and other potential events contribute to companies' operational risks. This term is also sometimes referred to as political risk; however, country risk is a more general term that generally refers only to risks affecting all companies operating within or involved with a particular country.This is the prospect that government decisions will damage the value of your investments. 
Currency Risk,
 It is sometimes referred to as exchange rate risk, is the possibility that currency depreciation will negatively affect the value of one’s assets, investments, and their related interest and dividend payment streams, especially those securities denominated in foreign currency. Corporations with operations in overseas markets are also exposed to currency risk since their foreign financial results must be consolidated into the company’s home currency. Corporate treasurers and investment managers, particularly with larger multi-national firms where the risk is material, attempt to manage this risk with various hedging techniques where appropriate.
Environmental Risk
It is defined as the “actual or potential threat of adverse effects on living organisms and the environment by effluents, emissions, wastes, resource depletion, etc., arising out of an organization’s activities.” Environmental exposures, whether physical, chemical, or biological, can induce a harmful response and may affect soil, water, air, natural resources or entire ecosystems, as well as the plants and animals - including humans - and the surroundings where they live.
Counterparty risk
is the risk to each party of a contract that the counterparty will not live up to its contractual obligations. Counterparty risk is a risk to both parties and should be considered when evaluating a contract. In most financial contracts, counterparty risk is also known as default risk.
II. THE MAIN BENEFITS OF FINANCIAL RISK MANAGEMENT
The following are the benefits of financial risk management:
· Decision makers will continue to monitor the economy of that given country and market trends so that decisions to be made will be based on those aspects.
· It increases the investment choices which are of good benefit.
· Planning for potential risks allows for the creation of a financial business strategy that seeks a constant upward trend. This financial business strategy is built literally with the goal of keeping the business profitable and managing financial pitfalls that lead to disaster.
· Competition is another important factor in financial risk management. The team is able to forecast how the market will respond to competition, enabling the business to create a strategy that accounts for a field with multiple players. A business with a well composed financial risk management plan is able to remain aggressive in the market within its own pre-determined risk and opportunity scenarios.
· Advises hedging decisions.
· Encourages the practice of due diligence when dealing with counterparties and outsourcing.
· Financial risk management reduces poverty and adverse changes of life style. For society as a whole, financial stability plays an important part
· Financial risk management reduces the probability of financial failure of firms. For example, market risk can bring uncertainty of future earnings resulting from changes in market conditions.
III. MEANING OF LIQUIDITY RISK
This is the risk that a company or bank may be unable to meet short term financial demands. This usually occurs due to the inability to convert a security or hard asset to cash without a loss of capital and/or income in the process
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2. THE DIFFERENCE BETWEEN LIQUIDITY AND CREDIT RISK
This is the risk that a company or bank may be unable to meet short term financial demands. This usually occurs due to the inability to convert a security or hard assets to cash without a loss of capital and/or income in the process. Liquidity risk generally arises when a business or individual with immediate cash needs, holds a valuable assets that it cannot trade or sell at market value due to a lack of buyers, or due to an inefficient market where it is difficult to bring buyers and sellers together.
This is the risk that a company or bank may be unable to meet short term financial demands. This usually occurs due to the inability to convert a security or hard assets to cash without a loss of capital and/or income in the process. Liquidity risk generally arises when a business or individual with immediate cash needs, holds a valuable assets that it cannot trade or sell at market value due to a lack of buyers, or due to an inefficient market where it is difficult to bring buyers and sellers together while credit risk is the risk of loss of principal or loss of a financial reward stemming from a borrower's failure to repay a loan or otherwise meet a contractual obligation. Credit risk arises whenever a borrower is expecting to use future cash flows to pay a current debt.
3. MEANING OF CURRENCY RISK AND HOW ITS EFFECTS CAN BE REDUCED
Sometimes referred to as exchange rate risk, is the possibility that currency depreciation will negatively affect the value of one's assets, investments, and their related interest and dividend payment streams, especially those securities denominated in foreign currency. Corporations with operations in overseas markets are also exposed to currency risk since their foreign financial results must be consolidated into the company's home currency. Corporate treasurers and investment managers, particularly with larger multi-national firms where the risk is material, attempt to manage this risk with various hedging techniques where appropriate.
The following is what should be done in order to reduce the effects of currency risk:
· Look for countries with strong, rising currencies.
High debt usually precedes high inflation. And when inflation kicks in, currencies usually fall as confidence in them declines. Make sure you pick an economically sound country and stick with it. "If there's a big devaluation in the dollar, foreign stocks will also do well."
· Know that foreign bonds can be especially hard hit.
Bonds are especially vulnerable to currency fluctuations, since they have lower gains to offset currency losses.
When investing in a foreign bond index, currency fluctuations can be plus or minus 10 percent. These changes are double what a bond may return. To be sure, however, there's less effect on equities since they can have higher returns.
· Invest in currency-hedged funds.
The best way to protect your foreign returns is to invest in mutual funds or exchange-traded funds that are hedged. These funds usually use sophisticated investments like futures and options to hedge the currency risk of a bond or equity, and reduce losses.
· Diversify globally.
If you have lots of investments in foreign securities, make sure you have investments in a basket of regions, rather than in just one region. For example if you have lots of exposure in Europe, that can be a bad thing. Instead, diversify across different geographic regions.
Lastly, don't put all your assets in foreign markets. The limit should be 25 percent of portfolio assets. It’s better to understand your currency risk.
CASE STUDY
1. PARKER CO
Current ratio = Current assets
                            Current liabilities
= (3,500,000+ 100,000) / (2,800,000 + 1,200,000)
= 3,600,000 / 4,000,000
= 0.9 percent
2. Liquidity risk
This is the risk that a company or bank may be unable to meet short term financial demands. This usually occurs due to the inability to convert a security or hard assets to cash without a loss of capital and/or income in the process.
However, Lower levels of liquidity in exchange-traded funds make it harder to trade them profitably as a result, the business for parker co may close
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