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	1.i. The difference types of financial risks are as follows:

· Funding Risk, for borrowers, refers to the inability of borrowers to meet instalment plans on capital and interest payments and having to pay fixed charges on the business assets.

· Credit Risk arises due to the inability of customers to pay for goods/services supplied to them.

· Interest Rate Risk affects the disposable income of the consumers and it can result in a decline of trade for many companies.  It also causes inflation for investment projects in terms of cash flows and the discount rate over the life of the project.

· Currency Risk in terms of changes in exchange rates and may affect expected cash flows from foreign investments.

· Outsourcing Risk comes from a counterparty that has breached contractual conditions, possibly failed to deliver goods on time, or gone into liquidation.

· Systems Risk is when a loss is caused by a breakdown of business processes, procedures, systems and controls.

· Foreign Investment Risk includes limits on the right to repatriate funds, high levels of taxation on profits sent overseas, the expropriation of assets or the short-term freezing of bank account balances.

· Liquidity Risk arises from not being in a financial position to meet financial obligations in the short-term, such as staff salary payments, suppliers, one’s tax obligations or the rental.


1.ii. The benefits of financial risk management are as follows:

· It improves financial planning and control, which is the center point of corporate governance (Kings III and now new Kings IV).

· It improves healthier investment choices.

· It advises hedging decisions.

· It encourages the practice of due diligence when dealing with counterparties and outsourcing.

· It develops the much needed habit of constantly monitoring the economy and markets to assist in good product/project decision making.
 
1.iii. “Liquidity Risk”

This is the risk that a business faces when not being able to acquire funds to meet its obligations as and when they are due, either by increasing its liability or by converting assets into cash without losing value.  A more liquid asset can be converted into money more easily and “near money” is an example of an asset that can be converted into liquid cash more quickly and at little cost (time deposits with banks or building societies are examples of “near money”).  Investors must give notice before they can withdraw money from a “time deposit” – often this can range from 21 days to 30 days, without being penalized.

The outcome of extreme liquidity is bankruptcy, which can be brought on by other business risks such as substantial losses due to a key customer defaulting on payment, which can also raise liquidity concerns about the future of the company.  Companies can only stay solvent by making sure that all cash obligations, such as salaries, rents, tax, etc. can be paid through a combination of investment liquidity, contingent liabilities, liabilities that can be terminated quickly and funding sources.

A simple measure of liquidity is using the “current ratio” formula – this measures the correlation between current assets and current liabilities of a business.

2.          The difference between “Liquidity Risk” and “Credit Risk”:

“Liquidity Risk” refers to the chance that an entity (business) will have insufficient cash flow to meets its financial obligations (such as tax, monthly salaries, monthly rent, etc.).  This can be caused by the undesirability of an asset in the marketplace, such as a company’s products/service or fixed assets for liquidation.

“Credit Risk” on the other hand, is the risk of loss due to non-payment of debts owed by an entity.  Credit risk may be compounded by liquidity risk.

Although there is a difference between the two abovementioned financial risks, I believe that it is important to study factors that may increase the level of risk that an entity may face.  Although an entity may be liquid and be in a position to meets its financial obligations, it is wise for senior management to look forward and to predict the future market conditions that may adversely impact on the company’s ability to meet its financial obligations.

3.          “Currency Risk”, is the risk that a business’ operations or an investment value will be affected by changes in exchange rates.  For example, if money must be converted into a different currency to make an investment, changes in the value of the currency relative to the American Dollar (USD $) will affect the total loss or gain on the investment when the money is converted back.  This risk usually affects businesses, but it can also affect individual investors who make international investments.

The types of business operations that will expose a business to exchange rate risk include raising finance from overseas sources, the import or export of goods or services and the investing in overseas assets (such as the setting up of a manufacturing concern in a different country ).

The effects of currency risk can be reduced by adopting some form of hedging to minimize the risk.  Hedging against this type of risk is a type of derivative, or a financial investment that derives its value from an underlying asset and includes such things as forward contracts and options.

A forward contract will lock in an exchange rate today, where the currency transaction will occur at a later date.  Options, on the other hand, sets an exchange rate at which a company may choose to exchange currencies.  If the current rate is more favourable, then the company will not exercise this option.

Derivatives originate from the simple fact that they are financial products derived from some other existing product, such as shares, currencies, bonds and commodities (such as gold, nickel or wheat), with the main objective of such derivatives to redistribute the risk.

There are two types of customers using these instruments, clients who want to hedge or guard against a risk they face in the normal course of their business and traders and speculators who take a high risk in return for the prospect of large rewards.  Derivatives are contracts between two parties, the buyer and the seller, who are also known as the counterparties.

The gain or loss under a financial derivative depends on or derives from changes in the market price of the asset or index to which the contract relates.  An example of a financial derivative is “Exchange Traded Derivatives”, which are bought and sold on recognised international exchanges all across the world.  Two well-known exchanges are the London International Futures Exchange (LIFE) and the Chicago Board of Trade (CBOT).  Another example is “over-the-counter derivatives” (OTC), which are contracts drawn-up to meet the particular needs of individual clients, such as governments, businesses and banks.  They cannot be traded on any exchange and are normally provided by banks or other financial institutions.  The contract/agreement is usually based on the standard terms and conditions of an organisation such as the International Swaps and Derivatives Association (ISDA).  The most common OTC derivatives are swops and options, where the pricing of the derivative is negotiated between the buyer and seller, which are generally a client and a bank.




CASE STUDY:

1.  The “current ratio” of “Parker and Co.” is as follows:

	ASSETS
	
	LIABILITIES

	$3 500 000.00
	
	$2 800 000.00

	$   100 000.00
	
	$1 200 000.00

	$3 600 000.00
	
	$4 000 000.00



Therefore:
           Current Assets        =     $3 600 000.00
           Current Liabilities            $4 000 000.00
                         
=     0.9

2. Studying “Parker and Co.’s” liquidity risk ratio at 0.9 (where a liquidity ratio under 1 is considered unhealthy), means that as a company, “Parker and Co” are presently not financially in a healthy position – they will not be in a position to acquire funds to meet its obligations as and when they are due, by either increasing liabilities or by converting assets into cash without losing value.

[bookmark: _GoBack]“Parker and Co.’s” liquidity ratio should be studied in conjunction with their 3% decrease in sales over the previous year, the high rate of inflation in the Far East, their current property stock (buildings) having decreased in value due to the recession, coupled with very tight funding conditions from financial institutions should all be seriously considered before embarking on opening a new store in the Far East.  

Looking at all the financial risks facing “Parker and Co.” I would recommend that they hold off on such an investment in the Far East, otherwise they could face bankruptcy, which would be fatal to their business.
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