Question 1 (a) (i)
Forward Hedge		Receiving E700,000
E700,000 = $291,667
2.400
Money Market Hedge
Borrow E700,000 @ 5% for 6 months
E700,000 = E682,927
1.025 (half 0f 5% as 6 months)
Convert E682,927 = $291,227
	2.345
$291,227 invest @ 1% 6 months
$291,227 x 1.005 = $292,683 	(half of 1% (0.01 is 0.005)
Money market hedge is the better option
10 marks

(ii) An evaluation of the following techniques is required 2 marks for each:
· Futures;
· Options/Collars Caps;
· Netting;
· Leading Lagging;
· Foreign currency accounts;
· Swaps;
· Matching.
10 marks


(b) $ of home currency
(i) receipt of E1,400,000 in 6 months time
Spot rate E1,400,000 = $333,016
	    4.2040
6 months Forward Rate E1,400,000 = $335,731
			4.1700
Gain $335,731 - $333,016 = $2,715
The Euro is strengthening against the dollar so as the receipt is in Euros it would make sense to take out a Forward Contract.
10 marks

(ii) International Fisher Effect
Discussion of the following areas is required 2 marks for each:
· Purchasing Power Parity;
· Interest Rate Parity;
· Interest Arbitrage;
· Fisher Effect;
· Expectations theory;
· Fixed & Floating exchange rate systems.
10 marks 

Question 2 (a)
Gearing ratio: market values
	Equity $31 x $5.50 						= $170.5m



	Market value of  irredeemable 6% loan notes
	6    x 22m = 22m
0.06

	
	



	Market value of redeemable 7% loan notes
	                                                      DF @ 6%          PV @ 6%
1-7                        7%            x      5.582     =      39.074
7                          105             x      0.665     =      69.825
                                                                       =      $108.90 pc ex int

	
	26,000,000 x 108.90  = $28,314,000
                         100



Total debt 22 + 28.314 = 50.3	 
Debt/Equity equation
Debt borrowing + Preference share capital
Ordinary share capital
Total Gearing equation
Debt borrowing + Preference share capital
Total long term capital (equity + debt)

Debt/Equity ratio
Debt/Equity ratio 50.3   x 100      = 29.5%
		    170.5
Total Gearing ratio
[bookmark: _GoBack]Or   Total Gearing	$50.3                x 100  = 22.78%
			170.5 + 50.3

Comment on debt/equity cover of this company compared to industry sector in general

15 marks

(b)
Discussion of the following types of finance are required with a critical approach adopted. 3 marks for each type of finance:
· Eurocurrency loans;
· Eurobonds;
· Euro notes;
· Equity markets;
· Islamic finance;
· Factoring;
· Bills of exchange/Discounting;
· Forfeiting 
· Etc.
15 marks

Question 3

Part (a) answer and workings


Pink (UK) Ltd is exposed to the following transactions

3 months

Receipt of Australian $220,000
Receipt of Euros 400,000

6 months

Payment of Euros 500,000
Payment of Australian $80,000


Forward contracts

3 months receipts

Spot 2.1425 + 0.025 (2.5 cents 3 months dis) = 2.1675


Receipt Australian $220,000 = £101,499
		        2.1675


Spot rate 1.0995 – 0.015 (1.5 cents 3 months pm) = 1.0845 (Forward rate)

Receipt of 400,000 Euros = £368,833
                    1.0845


6 month payments

Spot rate 1.0975 – 0.0175 (1.75 cents 6 months pm) = 1.080 (Forward rate)

500,000 Euros = £462,983
1.080


Spot rate 2.1400 + 0.0350 (3.5 cents 6 months dis) = 2.1750

Australian $80,000 = £36,782
                  2.1750

Money market hedge

3 months

Receipt of Australian $220,000
Receipt of Euros 400,000

6 months

Payment of Euros 500,000
Payment of Australian $80,000


Receipt of Australian $220,000 3 months

Borrow Australian $220,000 = $217,284 (Borrow at 5% as that is 3 months of the annual rate of 1.25% - 1.0125)
                                1.0125

Convert at 2.1425 = $217,284 = £101,416   
			2.1425

Invest at 0.5% (a quarter of the 2% offered for the year as it is for 3 months) 	
£101,416 x 1.005 = £101,923


Receipt of Euros 400,000 3 months

Borrow Euros 400,000 = Euros 396,040 (Borrow at 4% as that is 3 months of the annual rate of 1.% - 1.01)
		1.01

Convert at Euros 396,040 = £360,200
		     1.0995

Invest at 0.5% 	(a quarter of the 2% offered for the year as it is for 3 months)
£360,200 x 1.005 = £362,001


Payment of Euros 500,000 6 months

Invest Euros 500,000 = Euros 495,050      (Invest at 1% as that is 6 months of the annual rate of 2% - 1.01)
		1.01

Convert Euros 495,050 = £451,071
		1.0975

Borrow £451,071 at 1.5%  	(half of the 3% offered for the year as it is 6 months)
451,071 x 1.015 = £457,837

Payment of Australian $80,000 6 months

Invest Australian $80,000 = Australian $78,818 (Invest at 1.5% as that is 6 months of the annual rate of 3% - 1.015)
		     1.015

Convert Australian $78,818  = £36,831
		        2.14

Borrow £36,831 at 1.5% (half of the 3% offered for the year as it is 6 months)
36,831 x 1.015 = £37,384

25 marks



Part (b) answer

Analysis of the effects of interest rates and inflation on the future exchange rate.

· Determination of exchange rates;
· Spot and Forward Rates;
· Slope of Demand and Supply schedules;
· Equilibrium exchange rates;
· Purchasing power parity;
· Interest rate parity;
· Arbitrage;
· International Fisher effect;
· Expectation theory;
· Exchange rate systems.

13 marks
3

