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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. 
	
Risk Management – Unit 7 – Financial Risk Management


Q1.

i.  
The types of financial risk are:

· Liquidity risk. This is not being able to meet your short term financial obligations. This includes salaries, rent and suppliers.
· Interest rate risks.  This risk is that the customers disposable income declines due to the interest rate going up.  This will affect the amount of money that everyone has to spend and therefore sales will be down.
· Credit risk. This is where a debtor faulters on their payment.  This is the amount of risk that is taken by the creditor when lending out the money.
· Currency risk.  If a company relies on overseas investment or selling abroad then the interest rate can cause issues to the company.  It should be noted that this can be a positive impact depending on the direction the interest rate moves and if they are importing or exporting goods.
· Foreign investment risk.  This risk refers to the movement of money across boarders and the limitations and taxes which are imposed accordingly, this can be caused by bank freezes etc.
· Funding risk for borrowers.  This is where borrowers fail to meet their instalments on capital and interest payments.  Penalty charges may follow.
· Outsourcing risk.  This is where an outside agency fails to meet their contracted obligations, i.e. failure to deliver on time due to financial problems.
· Systems risk.  This is due to the business processes failing and losing control of the business processes.  This may be an online store having computer issues, or not being able to access the client database.
· Derivatives risk.  This is due to speculation in the stock markets.

ii.  
The main benefits of financial risk management are:

· Improved financial planning and control which assists with corporate governance.
· It inspires due diligence to take place when outsourcing and dealing with parties outside of the company.
· It allows a company to be more confident with its investment choices.
· It supports any stock market or hedging decisions.
· It develops good habits for monitoring markets and the economy when making good financial and business decisions.
 
iii.  
Liquidity risk is the risk that a company will not be able to fund it’s short term obligations, which includes not having enough money available to pay wages, rent or suppliers.  This can be not having the ability to convert assets into cash or being able to borrow money to meet their financial responsibilities.   Reasons for liquidity issues can be that other companies that owe the business money may not have paid leaving them in a difficult situation.  A simplistic way to determine the liquidity state of a company is:

Current ratio = Current assets / Current liabilities

Q2.   
Both liquidity and credit risk refer to the amount of money that is available to a company, liquidity being what is available (liquidated) and credit risk being the risk of debtors defaulting on their obligations.

Credit risk is the most significant of all of the risks and it generally refers to where a customer defaults on a debt or fail to pay an invoice.  It is difficult to predict the ability to recover on any defaulted payments, but a credit risk is determined by the three elements:

· Default risk. The default risk is the possibility of a default occurring.  The type of default are missing a payment, economic default, breaking a covenant and entering into a legal procedure.

· Exposure risk.  The exposure risk is the amount of uncertainty which relates to future payments.  The exposure risk is dependent on repayment schedules i.e. duration, amount and securities.  Before lending money or providing a service to another party, it is normal to determine their liquidity state to understand their ability to repay the money.  This therefore reduces the exposure risk.

· Recovery risk.  The recovery risk refers to the insecurity of recovering any outstanding depts.  It will be dependent on the type of defaults and may need an amount of renegotiation with the borrower and possible legal proceedings may be required.

Credit Risk Loss = exposure × default × severity

Q3.   
Currency risk is the problems associated with the flow of cash from overseas that is adversely affected from fluctuations in the exchange rate.  This can be either positive or negative depending on if you are importing or exporting from the UK.  Depending on the type of business will depend on the exposure to the risk that the business is open to; e.g. raising finance from overseas, importing or exporting goods or services and investing overseas.  A change in the exchange rate can where significant amounts of money are involved can be disastrous for an organisation as a minor percentage change will risk a lot of money.

Ways to minimise the risk to a company from currency risk are:

· Hedge funds.  Spreading the currency across a number of different areas will reduce the risk of the reduction in one currency.
· Insurance.  Getting insurance against the loss will reduce the loss, however there will be a loss due to the premiums. 
· Lock in to an exchange rate for a period of time.  It is possible to lock into exchange rates, however this is usually a worse rate and you do not make any money if the exchange rate rises in your favour.
· Risk assess and monitor.  Identify the risk, understand the extent and magnitude, get a strategy and monitor.
 
Case Study.
1. 
Current assets = $3.5M (excluding trade debtors) + $100k (Trade Debtors)
Current assets = $3.6M

Current liabilities = $2.8M (excluding trade creditors) + $1.2M (Trade Creditors) 
Current liabilities = $4.0M

Current ratio = Current assets / Current liabilities
Current ratio = $3.6M / $4.0M
Current ratio = 0.9




2. 
Liquidity risk for a company is when a company does not have enough readily available funds to meet its financial obligations.  A simple equation to assist in deciding whether a company is healthy or not is the current ratio.

Current ratio = Current assets / Current liabilities

From the calculations in part 1 the current ratio is less than 1 which means that the company’s liquidity is considered as less than healthy.  

For the planned store opening in the far east, it should be considered carefully in the current financial climate.  The considerations are that there is high inflation in the new country, sales have decreased by 3% and the remaining assets (buildings) are losing value.

The higher inflation is going to have an impact on the disposable income of the people in the country which will mean that there is a risk that the decrease in sales may be higher in this country.  

[bookmark: _GoBack]Mitigation or risk reduction could be locking into an exchange rate, insurance, hedging, and assess and monitor.
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