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Chapter 11 

Financial risk 
 

 

 
 

Chapter learning objectives: 
 

 

Lead Component Indicative syllabus content 

D1: Evaluate financial 
risks facing an 
organisation. 

(a) Evaluate financial 
risks facing an 
organisation. 

• Sources of financial risk associated with 
international operations. 

• Transaction, translation, economic and 
political risk. 

• Quantification of risk exposures, their 
sensitivities to change in external conditions 
and their expected values. 

• Exposure to interest rate risks. 

D2: Evaluate 
alternative risk 
management tools. 

(b) Evaluate 
appropriate methods 
for the identification 
and management of 
financial risks 
associated with 
international 
operations. 

• Minimising political risk. 

• Responses to economic transaction and 
translation risks. 

• Operation and features of the more common 
instruments for managing interest rate risk: 
swaps, forward rate agreements, futures 
and options. 

• Techniques for combining options in order 
to achieve a specific risk profile: caps, 
collars and floors. 

• Internal hedging techniques. 
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1. Overview of financial risk 

Financial risk is the risk of change in financial conditions, such as the exchange rate, interest 

rate, credit rating of a customer or price of a good, that may adversely affect an investor. 

 

2. Credit risk 

• Credit risk is the risk of non-payment or late payment of receivables. 

• It exists in businesses that make credit sales.  

• It needs to be managed. 

Management of credit risk 

 

Credit risk can be managed using the following methods: 

• Strong credit control procedures: 

• Policies regarding credit checks. 

• Credit limits and terms. 
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• Debt collection activities such as aged debtor analysis, statements and 

reminders. 

• Insuring against the risks: 

• Taking out credit risk guarantees to act as insurance against debtor default. 

• Debt factoring without recourse: 

• Selling the debts of the business to customers. 

• Without recourse means that the business will have no obligation to buy back 

those debts in the event of default.  

3. Political risk 

Risk faced by an overseas investor that the government of the host country will take adverse 

action after the company has invested. 

It can take different forms, and threats can be either financial or non-financial, including: 

• Risk of confiscation or destruction of overseas assets. 

• Restricted access to local borrowing. 

• Restrictions on capital or dividends. 

• Restrictions on conversion of the currency. 

• Rationing the supply of foreign currency. 

• Exchange rate volatility due to political actions. 

• Price fixing by the government. 

Governments want to encourage development and growth, but they are also eager to 

prevent the exploitation of their country by multinationals. Therefore, the host countries apply 

measures to prevent exploitation such as: 

Exchange control regulations: 

• More restrictive in less-developed countries. 

• Rationing the supply of foreign currencies to restrict residents from buying goods 

abroad. 

• Banning payment of dividends to foreign shareholders. 
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Import quotas: 

• Limit the quantity of goods subsidiaries can buy from their holding companies to sell in 

the domestic market. 

Import tariffs: 

• Making imports more expensive than domestically produced goods. 

Insisting on a minimum shareholding: 

• Requiring that some equity in the company is offered to resident investors. 

Company structure: 

• May be dictated by the government of the host country. 

• The government of the host country may dictate that all investments should be in the 

form of joint venture. 

Discriminatory actions: 

Super taxes: 

• Imposed on foreign firms. 

• Set higher than those imposed on local companies. 

• Imposed with the aim of giving local firms an advantage. 

• Set deliberately to prevent foreign business being more profitable. 

Restricted access to local borrowing: 

• Restricting or even barring foreign-owned enterprises from the cheapest forms of 

finance from local banks and development funds. 

• Rationing all access of foreign investors to local sources of funds.  

Expropriating assets: 

• Host country seizes foreign properties in the national interest. 

• This is recognised in international law as a right of sovereign states, providing that 

prompt consideration at fair market value in a convertible currency is given.   

Management of political risk 

Companies cannot prevent political risk, but they should seek to minimise it whenever it 

appears significant. 
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A company should assess the political risk before investing in a foreign country. This is 

usually done by: 

• Using political ranking tables such as Euromoney magazine tables. 

• Evaluating the country’s macroeconomic situation. 

• Evaluating the current government’s popularity, stability and attitude to foreign 

investment. 

• Evaluating the attitude of opposition parties. 

• Looking at the historical stability of the political system. 

• Looking at changing religious and cultural attitudes. 

4. Interest rate risk 

• Risk of gains or losses on assets and liabilities due to changes in interest rate.  

• Is present for any organisation that has assets or liabilities on which interest is payable 

or receivables. 

Exposure to Interest Rate Risk 

Exposure to interest rate risk will depend on the amount of interest-bearing assets or 

liabilities that the company holds and whether these are floating or fixed rate. 
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Measuring exposure to interest rate risk 

 

 

Refinancing risk 

Refinancing risk is associated with interest risk because it looks at the risk that loans will not 

be refinanced or will not be refinanced at the same rates.  

Reasons for this risk are as follows: 

• Lenders will not be willing to lend or will only be willing to lend at higher rates. 

• The credit rating of the company will be reduced, making it more an unattractive lending 

option. 

• The company may need to refinance quickly and have difficulty obtaining the best rates. 

5. Currency risk 

• Currency risk is the risk that arises from possible future movements in an exchange 

rate. 

• It is a two-way risk because exchange rates can move adversely or favourably. 

• It affects assets and/or liabilities in the foreign currency. 

• If arises when there regular income or expenditure in the foreign currency. 

 

Floating rate loans Fixed rate loans 

• Total amount of floating rate assets and 
liabilities. 

• The higher the value of loans, the greater 
the exposure to changes in interest rate. 

• Total amount of fixed rate assets and 
liabilities together with average time to 
maturity and average interest rate. 

• Longer periods of tied-in fixed rate could be 
beneficial or more costly to business. 

• Depending on market rates and future 
expectations regarding interest rate 
changes. 
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Economic risk 

Economic risk is a change in the economy, at home or abroad, that can affect the value of 

a transaction before a commitment is made.  

A company buying or selling in its home currency may still be affected by economic risk due 

to several factors: 

• Competitive position: a company that trades its own currency, other companies may 

cause it to lose it in the form of reduced sales. 

• Elasticity of demand: 

• Exchange rates can make a company’s products more or less expensive. 

• An increase in the exchange rate makes the product more expensive, and 

demand for the product will fall. 

• Pricing: the prices of competitors’ products affect the company’s ability to raise their 

prices and affect their competitive position.  

Management of economic risk 

Portfolio theory: The idea of reducing risk by not having all your eggs in one basket. 

 

Transaction risk 

• This is risk related to buying and selling on credit in foreign currencies.  

• There is a danger that, between the time of the transaction and the date of cash flow, 

the exchange rate will move adversely.  

• This risk, unlike the translation risk, actually affects the cash flow of the business. 

Translation risk 

• This arises when a company has assets or liabilities denominated in foreign currencies.  
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• The risk is that exchange rate volatility will cause the value of assets to fall or that of 

liabilities to increase, resulting in losses for the company. 

Note: 

• The financial statements of overseas subsidiaries are usually translated into the home 

currency so that they can be consolidated into the group’s financial statements. 

• This is the translation, not the conversion, of real money from one currency to another. 

Settled transactions: 

• These arise when a company enters into a transaction denominated in a currency other 

than its functional currency (home currency or the currency of its parent). 

• Such a transaction must be translated into the functional currency before it is recorded. 

• The transaction will initially be recorded by applying the spot rate. 

• When cash settlement occurs, the settled amount will be translated using the spot rate 

on the settlement date. 

• If the amount differs from that used when the transaction occurred, there will be an 

exchange difference, which is taken to the income statement in the period in which it 

arises. 

Unsettled transactions: 

The treatment of any foreign items remaining on the statement of financial position at the 

year-end will depend on whether they are classified as monetary or non-monetary. 

Monetary items: 

• Cash 

• Receivables 

• Payables and loans 

These are translated at year-end spot. 

Non-monetary items: 

• Non-current assets 

• Inventory 

• Investments 

These are not re-translated but left at historic cost. 
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Note:  

• Any foreign exchange gains or losses are recorded in equity. 

• They are unrealised. 

• They only become realised when the subsidiary is sold. 

Management of translation risk 

• Any change in parity will affect reported profits and hence earnings per share, total 

assets, borrowings, net worth and hence gearing.  

• It will not have affected the measured cash flow in the period being reported on. 

Strong arguments in favour of the relevance of translation risk: 

1. It does not affect the value of the entity as a whole but it can affect the attribution of that 

value between the different stakeholders. If the treasurer is pursuing an objective of 

maximising shareholder wealth, he will definitely want to manage the translation risk. 

2. If the accounts are being used beyond their design specifications, there is a temptation 

to protect the current-year figures, even though it is known that doing so has a long-term 

cost.  This is comparable to pulling profit into the current year, knowing that it will both 

reduce the next year’s profit and that the resulting tax will be paid earlier than necessary. 

Note: The former is a good reason, but the latter is often the real reason for managing 

translation risk. 

6. Using finance packages to split the risk 

Different financing options have different levels of risk associated with them and different 

returns on investment. Two extremes are outlined below: 

Equity:  

• Carries the highest risk 

• Share price may fall 

• Last in line in the event of liquidation 

• Potentially carries a high return 

Loan capital: 

• Carries low risk 

• Has low typical return 

In between those two extremes, there is a wide range of alternatives available with 

differing risk/return profiles: 
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Venture capitalists often like to invest in unquoted companies via convertible loan stock to 

skew their risk exposure: 

• If the company concerned performs moderately, then the risk exposure effectively 

amounts to being paid interest and having the loan redeemed at some future point. 

• If the investment performs badly, then the downside exposure is limited to being paid 

some interest and perhaps getting their investment back in the event of winding up. 

• If the investment performs well, then the company is usually prepared for floatation, at 

which point the venture capitalist will convert the debt into equity by selling a large 

number of shares at a higher profit. 

7. Chapter summary 

 


