QUESTION ONE

a) Delta Co expects to receive €700,000 from a credit customer in the European Union in six months’ time.  The spot exchange rate is €2,345 per $1 and the six-month forward rate is €2,400 per $1.  The following commercial interest rates are available to Delta Co.

Deposit rate		Borrow rate
Euros		2.0% per year		5.0% per year
Dollars		1.0% per year		3% per year

Delta Co does not have any surplus cash to use in hedging the future euro receipt.

Required

i. Evaluate whether a money market hedge or a forward market hedge would be preferred on financial grounds by Delta Co.
  									           (10 Marks)

ii. Evaluate the alternative hedging techniques that are available to Delta Co
 									           (10 Marks)
b) Omega Co whose home currency is the dollar, trades regularly with customers in a number of different countries.  The company expects to receive €1,400,000 in six months’ time from a foreign customer.  Current exchange rates in the home country of Omega Co are as follows:

Spot exchange rate:			4.1720 - 4.2040 euros per $
Six-month forward exchange rate:	4.1300 - 4.1700 euros per $
Twelve-month forward exchange rate:	4.2025 – 4.2810 euros per $

Required

i. Calculate the loss or gain compared to its current dollar value which Omega Co will incur by taking out a forward exchange contract on the future euro receipt, and explain why taking out a forward exchange contract may be preferred by Omega Co.
 									           (10 marks)

ii. Discuss and evaluate how the International Fisher effect will effect the calculation of exchange rates
                                          							           (10 marks)

									       	TOTAL 40 MARKS




QUESTION TWO

Beta Co is a company listed on a large stock market.  Extracts from its current statement of financial position are as follows :

Equity						$m		$m
	Ordinary shares ($1 nominal)		  31
	Reserves				306
								337

Non-current liabilities
	6% Irredeemable loan notes		  22
	7% Loan notes				  26
								  48
								385

Beta Co is planning an overseas expansion of existing business operations costing $20 million in the near future and is assessing its current financial position as part of preparing a business case in support of seeking new finance.  The business expansion is expected to increase the profit before interest and tax of Beta Co by ??? in the first year.

The planned business expansion by Beta Co has already been announced to the stock market.  Information on the expected increase in profit before interest and tax has not yet been announced and the company has not decided on how the expansion is to be financed.

The ordinary shares of the company are currently trading at $5.50 per share on an ex dividend basis.  The irredeemable loan notes have a cost of debt of 6%.  The 7% loan notes have a cost of debt of 6% and will be redeemed at a 5% premium to nominal value after seven years.  The interest cover of Beta Co is 5 times.

Companies operating in the same business sector as Beta Co have an average debt/equity ratio of 35% on a market value basis and an average interest cover of 8 times.

Required

i. Calculate the debt/equity ratio of Beta Co based on market values and comment on your findings.
  									           (15 marks)

ii. Critically discuss what type of finance would be appropriate to beta Co to finance this overseas project.
 									           (15 marks)


       TOTAL 30 MARKS



QUESTION THREE
Pink (UK) Ltd trades with several countries.  During the next six months export and import receipts and payments are due as a result of business with companies in Australia, France and Italy.  The transactions are in the currencies specified.  It is now 31 December 2017.

	
	Payment Date
	Exports
	Imports

	Australia
	31 March
	A$220,000
	-

	Italy
	31 March
	€200,000
	€100,000

	France
	31 March
	€300,000
	-

	Italy
	Between 31 March and 30 June
	€400,000
	-

	Australia
	30 June
	A$180,000
	A$260,000

	Italy
	30 June
	-
	€900,000




	
	Exchange rates
	
	

	
	A$/£
	Euro/£
	

	Spot
	2.1400 - 2.1425
	1.0975 – 1.0995
	

	3 months forward
	2 - 2.5 cents dis
	1 – 1.5 cents Pm
	

	6 months forward
	3.5 – 4.5 cents dis
	1.75 – 1.95 cents Pm
	




	
	Interest rates
	

	
	Borrowing
	Investing
	

	UK bank
	3%
	2%
	

	Australian bank
	5%
	3%
	

	Italian bank
	4%
	2%
	

	French bank
	4%
	2%
	




	Inflation rates
	%
	
	

	UK
	2.5
	
	

	Australia
	5.5
	
	

	Italy
	4.75
	
	

	French
	1.5
	
	



Assume that interest rates will not change during the next six months.
Pink proposes to invest net sterling proceeds from foreign trade in a UK bank.  The company wishes to hedge against all foreign exchange risk, and currently has no surplus cash.

Required:

1. Using the forward market and the money markets as appropriate, estimate the maximum size of cash surplus or the minimum size of cash deficit that will result from Pinks foreign trade at the end of six months.
					                                                           (25 marks)
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1. Analyse how the respective interest rates and inflation rates will affect the future exchange rates.
           (13 marks)
      										


(Total Marks = 38)


