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One needs money to make money. Finance is the life-blood of busi-
ness and there must be a continuous flow of funds in and out of a busi-
ness enterprise. Money makes the wheels of business run smoothly. Fi-
nancial Management is one of the most functional areas of business, it is
concerned with all aspects of a firm’s financing or other decisions. Ezra
Solomon, who laid the foundation for the modern understanding of fi-
nancial management, has described the nature of financial management
as follows: “Financial management is properly viewed as an integral part
of overall management rather than as a staff specially concerned with
funds raising operations”.

Sound financial management is as important in business as produc-
tion, PR and marketing. A business firm requires finance to commence
its operations, to continue operations and for expansion or growth.
Shortly, financial management means planning, organizing, directing
and controlling the financial activities such as procurement and utiliza-
tion of funds of the enterprise. It means applying general management
principles to financial resources of the enterprise.

The key areas of focus are:

= Identifying and setting appropriate corporate financial objec-
tives

= Achieving them by making the important decisions in 3 areas:
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- Investment appraisal -should proposed investments be undertaken?

- Finance- from what sources should funds be raised?

- Dividend Policy- how should cash funds be allocated to sharehold-
ers?

=  Risk management - to ensure safety of funds by creating re-
serves, re-investing profits, etc. (minimization of risk).

Financial Management should take into account:

«»  The broader economic environment in which the business oper-
ates

«  The potential risks associated with the decision and methods of
managing that risk.

Risk management occurs everywhere in the financial world. As In-
vestopedia! explains: risk management is a two-step process - determin-
ing what risks exist in an investment and then handling those risks in a
way best-suited to your investment objectives. It occurs when an investor
buys low-risk government bonds over more risky corporate debt, when a
fund manager hedges their currency exposure with currency derivatives
and when a bank performs a credit check on an individual before issuing
them a personal line of credit. Financial risk management is the prac-
tice of economic value in a firm by using financial instruments to man-
age exposure to risk, particularly credit risk and market risk. Other types
include Foreign exchange, Shape, Volatility, Sector, Liquidity, Inflation
risks, etc. Financial risk management can be qualitative and quantitative.
As a specialization of risk management, financial risk management fo-
cuses on when and how to hedge using financial instruments to manage
costly exposures to risk. We will pay our attention on foreign currency
risk, its reasons and hedging techniques. Changes in exchange rates re-
sult from changes in the demand for and supply of the currency. These
change may occur due to changes in international trade or capital flows
between economies. When trading domestically, foreign currency risk
arises for companies that trade internationally. If a currency depreciates,
it is now worth less in home currency, but in case of vice versa if it worth
more in home currency, then it appreciates. The example of deprecia-

1 www.investopedia.com
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tion is discussed below. For example, one small company is based in
Georgia, producing the washing machines; But it buys and imports the
raw materials for 2000 $s . For example, their foreign suppliers increase
their prices, if taking current situation in Georgia, for buying 2000 $ in
December 2014 years, there were necessary 2000$ X 1.75 =3500 GEL,
but now in February 2015 y. 20008 X 2.35=4700 GEL; So, while settling
the company’s liability , the transfer amount 2000$ now cost 1200 GEL
more, than earlier that is a loss due to the currency exchanges.  Gener-
ally, there exist 3 types of foreign currency risk':

»  Transaction Risk

»  Economic Risk

»  Translation Risk

The Transaction Risk is the risk of an exchange rate changing be-
tween the transaction date and subsequent settlement date; then gain or
loss arises on conversion. The Economic Risk —variation of the value
of the business-e.g. For the export company the sales can decrease if
domestic FX (foreign exchange) rate appreciates. Refers to effect on the
PV of longer CFs. The Translation Risk occurs when reported perfor-
mance of a company is distorted in consolidated financial statements
because of change in exchange rates (when accounting results of com-
pany’s foreign subsidiaries are translated into the home currency).

Moreover, there should be mentioned the following hedging tech-
niques:

> Invoice in local currency: when exporter invoices to his for-
eign customer or importer pays his foreign supplier in domestic cur-
rency, thus FX risk is transferred to second party.

»  Matching receipts and payments: since the Company offsets
FX receipts with FX payments, it does not matter whether FX strength-
ens or weakens.

»  Matching assets and liabilities: If the enterprise expects to re-
ceive FX income (risk that FX will weaken). So, the entity can take a
loan in FX and then repay loan from proceeds in FX (financing cost <
potential FX loss).

1 ACCA-F9-Financial Management;
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» Lead payment: payment in advance if expected that the local
currency will weaken against FX and Lag payment: delay in payment
(when fines < potential FX gain ) ;

» Netting : Objective is to save transaction cost rather than to
manage it.

»  Forward exchange contracts: it specifies in advance the rate at
which a specified quantity of currency will be bought and sold.

» Money market hedge: hedging a FX payment or FX receipt.

For more understanding of these hedging methods, it will be clear on
an example:

The UK company bought goods from the US supplier and must pay $
5000 000" in 3 months. Which will be the cheapest hedging method for
the company if considering:

a) forward exchange contract b) money market hedge c)
lead payments ?

there are currently the following interest rates available:

Period US$ GBP
Deposit Borrowing Deposit Borrowing
rate (%) rate (%) rate (%) rate (%)
1 month 8 11 11.5 14
3 month 8 11.25 12 14.25
Indirect Quote $/ 1 GBP
Spot rate 1.902- 1.903
1 month forward 1.892-1.894
3 month forward 1.884-1.886
a) Forward:

The UK Company needs dollars (so $ is FX) to buy and pay in 3
months’ time, the bank sells expensive but as given the indirect quote

1 The example is taken from the Pwc course notes examples.
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which is equal to the amount of foreign currency (FX) / 1 domestic cur-
rency, we should take the lower rate: 1.884:
$ 5000 000 / 1.884 = 2 653 928 GBP — cost of transaction in 3

months’ time
b) Money Market (MM) Hedge:

Payment in $s (FX) — need to buy FX in 3m time — so buy it now
from a bank — borrow local currency= GBP — convert it into FX—
deposit FX ($)

UK US

Dep

1.902
Now 2577267 GBP/ @ +——m 4901961 $

14.25/12%3=3.5625 % 8 % /12%3=2%

3mths 2669 082 GBP 5000 000 $

Furthermore, the deposit and borrowing rates are annual, thus we
calculated for 3 months. But as we need to know how much $ is neces-
sary to deposit now in order to get 5 000 000 $ in 3 months, we calcu-
lated “3 months back” like this: 5000 0000/ 1.02 =4 901 961 $.

Cost of transaction now = 2 577 267 GBP, and in 3 months =
2 669 082 GBP (2 576 589 GBP* 1.035625);

¢) lead payments— means to pay now
5000 000/ 1.902=2 628 812 GBP — cost of transaction now;

144



808630, 3363X33660, 3dmIIGN630

For summarizing all the hedging methods, we should compare the
results below in the table and choose the cheapest technique:

Now (GBP) 3 months later (GBP)
FW 2562 634 2 653 928
MM 2 577 267 2 669 082
Lead 2628 812 2722463

In order to get 2 561 954 GBP, we have discounted in this way:
Assuming, the enterprise doesn’t have cash now, it should borrow
2653928 at 14.25%/12*3m=2 653 928/(1+0.035625)=2 562 634 GBP;
Analogically, assuming to borrow money in 3 months time, 2 628 812 *
(1+0.35625)=2 722 463 GBP.

Finally, if we consider payment now or after 3 months, in both cases
the cheapest hedging method can be regarded the Forward Contracts.

In Summary, financial management can play a key role in the life
and development of business. Sound financial management is as impor-
tant in business as production, PR and marketing. A business firm re-
quires finance to commence its operations, to continue operations and
for expansion or growth. Shortly, financial management means plan-
ning, organizing, directing and controlling the financial resources and
generally activities such as procurement and utilization of funds of the
enterprise in an effective way. Finance is the life-blood of business and
there must be a continuous flow of funds in and out of a business en-
terprise. Money makes the wheels of business run smoothly. Financial
Management is one of the most functional areas of business, it is con-
cerned with all aspects of a firm’s financing or other decisions.

Financial risk management is the practice of economic value in
a firm by using financial instruments to manage exposure to risk, partic-
ularly credit risk and market risk. Other types include Foreign exchange,
Shape, Volatility, Sector, Liquidity, Inflation risks, etc. As a specializa-
tion of risk management, financial risk management focuses on when
and how to hedge using financial instruments to manage costly expo-
sures to risk. We paid our attention on foreign currency risk, its reasons,
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types, such as : Translation, Transaction and Economic Risks.We have
discussed the following hedging techniques of foreign currency risk:
Balance Sheet hedges, Practical Approaches (Lead and Lag payments),
Forward Contracts, Money Market Hedge. Some of them were analyzed
in a practical example and then there was chosen the best cheapest tech-
nique for hedging.
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