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1. Short Questions: (6)

I. What are the different types of financial risks? Explain each.
A financial risk is a company’s exposure to negative occurrences that can reduce profitability and can bring about the failure or closure of a company. The are a vast number of types of financial Risks these are:
· Liquidity Risk – Unable to meet financial obligations (payment of staff, suppliers, rents etc.)
· Interest Rate Risk – These affect a customer’s disposable income and results in a drop in trading 
· Credit Risk – A result of the customer not being able to pay for goods suppled
· Currency Risk – fluctuations in exchange rates
· Foreign Investment Risk – Hi taxes on overseas profits, limits on fund repatriation, export costs, short term bank account freezes
· Funding Risk – Affects a borrower’s ability to meet instalments on capital and interest payments, paying fixed charges on assets 
· Outsourcing Risk – a counterparty that has breached the contract conditions, failed to deliver goods or gone into liquidation.
· Systems Risk – Cause by a breakdown of the business processes, procedures, systems or controls
· Derivatives Risk – caused by assumptions in the market or hedging. 

II. Briefly describe the main benefits of financial risk management.
Good financial risk management id fundamental to any business as the main aims of a business are to be profitable and competitive within its market, the main benefits are:
· Improved financial planning and financial control
· Encourages the use of due diligence with counterparties and outsourcing  
· Improves investment choices
· Can provide advice in regards to hedging choices
· Develops good practice and good decision-making habits by constantly monitoring the market or economy.

III. What is liquidity risk?
Liquidity Risk in its basic terms is a business’s inability to obtain sufficient funds to meet its obligations when they are expected/needed.  In other terms a the liquidity risk is a financial risk that a business can become vulnerable to they will not be able trade a financial asset, security or commodity quickly enough without it impacting on the market price.
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2. What is the difference between liquidity and credit risk? (6)
A liquidity risk is the risk that a business will not have access to sufficient cash flow at a certain time to meet its obligations this can be caused by such events as a product being offered becoming undesirable in the market, increased liabilities or the inability of a business to convert an asset into cash in time to meet a specific deadline.  A credit risk is a risk of loss that occurs when debts that are owed by a customer to a business are subsequently defaulted, the main differences are; the liquidity risk is your businesses ability to make payments,  where as a credit risk is others outside of the business such as a customer’s ability to make payment that are owed to your business for goods or services you have provided and they default on their obligation to you. However, it is important to remember that a credit risk to a business can affect and compound the liquidity risk a business is exposed to by the non-payment of other entities which can affect your business own liquidity.

3. What is currency risk? And how its effects can be reduced? (8)
A currency risk is commonly referred to as an exchange rate risk or the cost of doing business abroad risk, it is a risk that arises by the fluctuation or changes from the value of one currency in relation to another, when a business has assets or operations that cross national boarders the act of converting the currency of that nation into the working currency of the business or vice-versa can create unpredictable or unexpected profits or losses to that business, depending on how the exchange rates fluctuate.  These can generally be factored into the business plan however sudden unexpected changes are difficult to predict and plan for and can have serious effects on the liquidity of the business.  The risks can be reduced by practices such as hedging, hedging is in basic terms an insurance policy or an investment that reduces the risk of adverse price movements in an asset by taking an offsetting position in effect it is fairly similar to life insurance, you buy life insurance as a protection to support you family financially in the case of your death.   Another way to reduce currency risks are for a business to do its homework and to do business in countries that have strong currencies and interest rates, that are likely to remain well supported due to the countries stable political system 

Case Study (10)
Parker co is a chain of large 250 departmental stores and operates in 35 countries. Their current assets excluding trade debtors are $3.5 million and current liabilities excluding trade creditors are $2.8 million.
Trade credits are $1.2 million and trade debtors are $100,000 only.
Sale has decreased 3% last year due to recession. Parker co is planning to open new stores in Far East, in a new country with high inflation rate.
All store buildings are owned by Parker co and a recent report in news paper shows that commercial property value has decreased significantly in last one year due to recession and tight funding conditions from financial institutes.

Name: Simon Wood
Stu #: 28521
Ass #: Ass 7
[bookmark: _GoBack]Page #:  3


Keeping in view the above case please answer the following Questions:

1. Calculate current ratio of Parker Co.

Current Ratio of Parker Co is as follows:

Total Assets:		$3,500,000.00 + $100,000.00		= $3,600,000.00
Total Liabilities 	$2,800,000.00 + $1,200,000.00	= $4,000,000.00

$3,600,000.00
$4,000,000.00	=  0.9

The Current Ratio of Parker Co is 0.9 or 90%, a ratio of less than 1.0 is considered a concern as this gives the business a working capital of -$400,000.00 due to high trade credits

2. Explain liquidity risk and discuss how it can affect Parker co.
(Liquidity ratio 1 or more is considered healthy)
The liquidity risk is the risk that a business may not have sufficient cash flow available at a certain time to meet its obligations, due to the High trade credits that the business owes for products, services or materials which it has received but has not yet paid for this gives Parker Co an deficit working capital of -$400,000.00 or a Current Ratio of 0.9.  A current ratio of less than 1.0 is considered as a concern to the business as effectively the business may not have sufficient money to pay for these services or even keep trading in the future should there be other factors such as any issues that affect their total assets/liabilities such as the a continuation of the recession which has seen the value of it property/assets decrease, any currency risk where shape fluctuations in exchange rates could further compound or affect the current ratio.  It is also important to highlight that they in turn could potentially become a default risk to the businesses that the owe in trade credits for products services or materials that they have had, their failure to pay could have knock on effects that could affect the future of these businesses also.  Unless further information is provided it is not known if the liabilities mentioned in the case study above include premiums for insurances or investments for hedging that could lesson or provide protection to the business current ratio, however it would be advisable that should they decide to pursue future opportunities overseas they look at these as controls or protection from these risks.      
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