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ABSTRACT 

The increased volatility of the financial markets, has given rise to increased financial price risks 

faced by companies. Companies are now exposed to risks caused by unexpected movements in 

the exchange rates. With the growing global presence of the mobile telecommunication industry, 

thee companies in these industry are exposed to a wide range of financial risks, in particular 

foreign exchange risks and interest rate risk. Management of these risks has become key to the 

success and survival of companies in today's volatile financial markets. This study has taken a 

keen look at the foreign exchange ri k management and its impact of the profitability of mobile 

telecommunication companie in Kenya 

The research design adopted in this study was a cen us survey. The population con i t d of all 

the four mobile telecommunication companie operating in Ken a licen ed b C K. Primary 

data collection, through u e of a que tionnaire ' u ed to gath r infi rrnati n fr m th target 

population outlining the relevant f th tu y. ' ' th n don using P 

pr gram. The analy i ought t gcn r tc de ripti r 1: rit nship. in. ll th 

presentation o th r ·ult w d n b u 
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to increase their profitably and survival in the competitive economy. Academicians can do use 

the findings of this study and compare them to other empirical studies in order to gauge the level 

of use of foreign exchange management strategies by mobile telecommunication companies in 

Kenya their impact on profitability. 
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1.1 Background of the study 

CHAPTER ONE 

INTRODUCTION 

Foreign exchange risk management has become increasingly important since the 

abolishment of the fixed exchange rate system of Bretton Woods in 1976.This system 

was replaced by a floating rates system in which the price of currencies is determined by 

supply and demand of money. Given the frequent changes of supply and demand 

influenced by nurnerou external factor , thi new y tern i rc p n ible for the currency 

fluctuati n . The e fluctuations expo e c mpanie t fl reign cxchan ri k. More vcr, 

economies are getting more and more open with international trading constantly 

increasing and companies are consequently exposed to foreign e change rat flu tuation 

.Foreign exchange risk management is crucial for compani frequ ntl trading in the 

international market (Popov and tut man 2 03 . 1 re n, : hang rat~ ri k ' ill 

affect a company's price comp titi\ n tn a pr du t r oft\.:r d b a 

comp tit r who 
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exchange losses or maximize exchange gains, they need to understand the extent of 

exposure they face and manage it to an acceptable level. (Marshall, 2000). 

LI (2003) observes that in today's digital economy, the financial industry is changing 

rapidly with an increase in the pace of financial innovation, a rapid expansion of cross 

border financial transactions, the faster pace of transmitting shocks or mistakes 

throughout the international financial system and greater sensitivity on the part of 

financial market to changes in preferences. 

1.1.1 Foreign Exchange Risk Management 

Ri k management i defined a a sy tcmatic pr ce fl r the identification and evaluation 

of pure 1 exp sure faced by an organization or an individual, and fl r the cl cti n nnd 

implementation of the appropriate technique for treating uch exp ure (Radja, 1 97) 

Smith and Stulz (1985) shows hedging can be of worth because oft tructme. Hedging 

reduces the volatility of pre-tax finn value. ' hich decrease the e p ted tnxe and 

increase the expected po t-tax value f finn . In th m uran fi ld Ma ers and mith 

( 1982 illustrated that in uranc n l d t mt 

may drive rcvcnu b 1 w z r 

th fluctU ti n in ta ab) in H 
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business's financial situation. It can be profitable, it can break even, or it can operate at a 

loss. In most cases, an organization goal is to make profit. 

Four useful measures of firm profitability are the rate of return on firm's assets (ROA), 

the rate of return on firm equity (ROE), operating profit margin and net firm income. The 

ROA measures the return to all firm assets and is often used as an overall index of 

profitability, and the higher the value, the more profitable the firm business.ROE 

measures the rate of return on the owner's equity employed in the firm business. It is 

u eful to consider the ROE in relation to ROA to determine if the firm is making a 

profitable return on their b rrowed money (Zenio et al. 1999) 

Profitability measure help a company gauge how effici ntly i managing it 

and as ets its ability to make profitable sale from it as et . 

The main profitability ratios used by m bile telec mrnunication compani include: 

Annual turnover Operating profit margin a profitabilit raho ·al uluted a' operating 

income divided by revenue. et profit margin n indi t r f pr fitabtht 

net income divided by r enu . R tum n quit 

incom divid by harcholde ' cquit . R tum Hl 
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Economic (operational, competitive or cash flow) exposure which relates to adverse 

impact on equity/income for both domestic and foreign operations because of sharp 

,unexpected change in exchange rate and translation (Accounting) exposure which arises 

from the need to translate accounts that are dominated in foreign currencies into the home 

currency of the reporting entity. 

The use of foreign exchange management strategies results in reduced foreign exchange 

exposure hence minimal losses. According to Carteret al. (2003) changes in exchange 

rate can influence a firms current and future expected cash flows and ultimately, stock 

prices. The direction and magnitude of changes in exchange rate on firms value are a 

function of a firm's corporate hedging policy which indicates whether the firm utilizes 

operational hedges and financial hedges to manage currency expo ure and the structure of 

it G reign currency cash flow . 

arter at el. (2003) found out that the combined u e f per ting hcdg financial 

hedge i as ociated with decreased exchange rate exp ure and that the u of cum;ncy 

derivatives particularly forwards and other derivative i useful in reducing 

Kyte (2002) observes that regardle s of currency e po ure measure u ed, e po ure is 

greater for firms that do not use den ati es. 

1.1.4 Mobile Telecommunication omp ni in n: 

1 I com is one of the K nya ' m n.: robu t indu trk 

includ Intern s , m bil bankin • nd r t r s\llt d m n \ 

markets, n player , 



respectively - being maJor players in the Kenyan market. Ongoing infrastructural 

developments by operators have largely been focused on network expansion for increased 

nationwide coverage (PWC, 2012). 

The companies in Telecom industry are involved in international trade which involves 

trading in foreign currencies which are subject to foreign currency risk which threatens 

the profitability of the companies in the industry. 

1.2 Research Problem 

The telecommunications industry in Kenya ju t like there t of the world is going through 

profound change . In the past decade tcchnol gi al advancement and r gulat ry 

re ·tructuring has tran formed the indu try. Market that were formally di ·cr ·ct and 

vertical have coale ced across their old boundarie · " ith mas ive in e tment of capital. 

Telecommunications firms in Kenya import techno! g equipment and human re · urces 

to keep up the change in technology and telccommumcat10n w rld. Thi mv 1 e foreign 

currency tran action . 

clc mmunication lndu try h pr du t nd 

rest of the world . ' Ibi 

ri k. ( on id ::tin 

n 
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that most companies institute a hedging programme to reduce the negative effect of 

foreign exchange rate changes on their cash flows and reported earnings. He also finds 

out that a formal foreign exchange management policy is more common among large 

firms. Bartov: Bodnar and Kaul (1996) find a relationship between exchange rate 

variability and stock return volatility and attribute this to foreign currency transactions. 

They also find that MNC's that do not use hedging strategies are more vulnerable to 

losses due to exchange rate fluctuations. Chio and Prasard (1995) also find a link between 

exchange rate risk and declines in ca h flows and market values. Jalilvand et al.(2000) 

and Bradley and Mole (2001) have hown a wide pread usage of derivative products 

am ng anadian, U , and ur pean finns m managing th ir ri k , in luding for ign 

exchange rate expo ure . kwoku (20 l 0) did a urvey of th foreign c ch, ngc rate ri k 

management practice in the energy ·ector of Kenya and fow1d that mo l of th 

companies used the hedging to reduce foreign exchange ri k. Mumoki (- 09), hi her 

tudy on strategies used by banks in Kenya to manag for 1gn hange ri 'k e p 'ure, 

found that all the bank hedge . clediv l · in t f1 reign e. , hangc ri. k c .. p< ·trr and 

. me d not hedge foreign ex han •c ri ll. 

Pre ious tudi · h d d\ • It • · k n ,n. 
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risk management strategies and profitability of mobile telecommunication companies in 

Kenya? 

1.3 Objectives of the Study 

1. To establish the foreign exchange risk management strategies used by firms in the 

telecommunication industry in Kenya. 

2. To determine the relationship between forex management and profitability of mobile 

telecommunication companies in Kenya. 

1.4 Value of the tudy 

Policy Maker in the indu try:-Oeci ·ion maker · at ariou level f managcm nt will 

gain value added information on foreign exchange ri k management pra tic a a ke 

enabler of developing economic per pective .The findin will al ·o help tel m' 

player to come up with appropriate trategie b ' an 1 rzing hm t le ommuni ation ' 

firm hedge again t the ri k and to whcr mpan ·on ~ \i ' th th r 

compani s . 
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Academicians:-This research will make contributions to academic literature on the 

techniques used by telecommunication companies to manage foreign exchange risk 

exposure. The research will also make a contribution to academic literature on the field of 

foreign exchange risk management in the telecoms sector in Kenya where very little is 

known due to few studied on the subject. 

Business People: - Business persons and entrepreneurs who engage in international 

bu ine s activities can use the findings of this research to aid them in implementing their 

organizational foreign exchange ri k expo urc management practice . 



CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

This chapter provides information from publications on topics related to the research 

problem. It examines what various scholars and authors have said about foreign exchange 

risk management strategies and their effect of a firm's profitability. The chapter is 

divided into seven main areas: Theoretical framework, risk management, foreign risk 

management, classification of foreign exchange risk , ource of foreign exchange risk 

and fact r affecting exchange rates, t ol and te hniqu 

management 

2.2 Theoretical framework 

2.2.1 Purcha ing Power Parity Th ory 

Purchasing Power Parity Th ry c t bli h th f t th t 

currenci s arc in equilibrium in th 

th countric . 

md 

f for ign chang ri , k 

hun :r r t s b tv n 

h. sin • ~ )\ r of a h of 

unt t)f •< t ls 
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upon certain conditions which include; a competitive market must be present in both the 

countries for the goods and services, the law is only applicable to the goods that can be 

traded between the countries, Transport expenses and other transaction expenses must be 

checked since they are considered hindrances to trading. (Economy Watch, 2012) 

2.2.2 International Fisher Effect Theory 

The domestic Fisher effect is the theory stating that the nominal interest rate in a country 

i determined by the real interest rate and the expected inflation rate over the term of 

interest rate. As with Purchasing Power Parity there exists a generalized version of this 

parity condition. The generalized version of the fi her effect tate that real return are 

equalized worldwide thr ugh arbitrage. If arbitrage i permitted, nati nal apital mark t. 

will be integrated worldwide. This mean· that real intere ·t rat · are dctcnnincd b th 

global supply and demand of fund . In an integrated capital market i · th d m"' ·ti' real 

intere t rate dependent upon events b th in ide and out ide the countr . If the real return 

is higher in one country than the other it w uld 1 d t fl \ f apit l t th c untry 

with higher rate of return until c p ted return b omc cqu. liz d. implidt 

. sumpti n h r i th t inv t 

r rfcct ub titut 

ti l I ilit of tutut 
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instability, inflation, interest change , government policies, energy crisis among others. 

On the other hand, unsystematic risk refers to fluctuation from firms, expected earnings 

due to factors affecting that particular finn. This may be caused by factors such a 

technological change and employee interest. Unsystematic risk can be eliminated by 

holding a well-diversified portfolio while systematic risk cannot. 

Markowitz (1952) draws attention to the common practice of portfolio returns by 

choo ing tocks that do not move exactly together. A portfolio that gives the highest 

expected return for a given standard deviation or a lowe t tandard for a given expected 

return i known a efficient portfolio. The c ideas form the ba i of ri k management 

practice. 

Modiglian and Miller (2008), m their tudy of perfect market world or financing 

irrelevancy, ugge t that there i no need for tirrn to control fl reit,rn e change ri ·k ·inc 

the inve tors can accomplish this task them elv in perf! ·t market b h lding a \ ell

diver ified portfolio Dufey (20 2). uggc t n thcr lin f rc s ning th t for ign 

xchang ri k management d e n lt m ttcr 

intcmati n I m rk t r 

1 • cr p rit 
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2.3 Risk Management 

Radja (1997) defines risk management as a, systematic process for identification and 

valuation of pure loss exposure faced by an organization or an individual, and for the 

selection and implementation of most appropriate techniques of treating such exposure. 

Schimit and Roth (1990) describe risk management as the performance of activities 

designed to minimize the negative impact (cost) of uncertainty (risk) regarding possible 

losses. 

Every entity exists to provide value to its stakeholders. All entities face uncertainty to 

accept as it strives to gain stakeholder value. Uncertainty presents both risk and 

pportunity with the p tential to erode r enhance value. Ri k m,nagcmcnt cnabl s 

management to effectively deal with uncertainty and a ciated ri 'k and pportunity 

while enhancing the capacity to maximize value. Value i maximized when manag m nl 

sets strategy and objective to trike an optimal balance bet\ een growth and retum goals 

and related risk, and efficiently d ploy re ·ourc in pur uit of ntity' · bje ti es 

(Flaherty and Maki 2 04 ). 
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management. Decision about potential loss and risk provide a forum for discussion of 

important issues and varying perspectives of stakeholders. 

Feterni and Glaum (2000) in their study on risk management practices by Germany firms 

found out that 88% of their respondents used derivative instruments where currency 

forward contracts ranked as most frequently used instrument. Ranking succeedingly 

lower in their frequency of use are interest rate swaps(Average score=l.57) currency 

swap(l.25) caps and floors(l.20) interest rate forward contracts(l.30) and over the 

counter currency options(0.95) more than three quarters of respondents indicated that 

they never usc the other instrument li ted: xchange trend d currency option , 

traded currency futur c ntr ct , I· change traded inter t rat futur c ntra t., quity 

derivative ·, commodity derivatives and ·tructurcd dcri ativcs. 

2.4 Foreign E change Ri k 

According to Stern and he 

fluctuation in the exchang rat 

xp ted value. d miti 

tl 

(19 7) foreign e 'hang ri,k i 

vill ch n th p1 fit bili 

fin, n i 1 ri. ~ 
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exposure) and indirect loss in firms cash flow, assets and liabilities, net profit and its 

stock market value from exchange rate change. 

2.5 Classification of Foreign Exchange Risks 

Currently there are three main types of foreign exchange risks as given by Shapiro 

(2006).The first one, the translation exposure also known as accounting exposure, arises 

from the need, for purpose of reporting and consolidation, to convert the financial 

statements of foreign operations from the local currencies (LC) involved to home 

currency (HC).If exchange rates have changed, liabilitie , revenues, expenses, gains and 

. 1t is basically balance hcct ex hang rat ri k and impa t balanc . hcct a s t 

and liabilitie and inc me tatcm nt items that already c i t. 

econd type of foreign exchange ri ·k. tran ·acti n e p ur , al ·o kn ' n us c mmitm nt 

exposure, results from transactions that give ri ·e t ntractuull bindin 1 fulur for~ign 

currency dominated cash flow r l utflO\\ 

when the e tran actions ttle 

flow , I ding t urr y m 

exp ure d · Is with m 
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the main instruments used for exposure hedging, translation risk was not considered 

important and they didn't hedging against it .They found out that transaction exposure 

was most important. Moles and Bradley(2002).Econornic exposure affects the operating 

profits of a companies in globally competitive industries as well as companies not 

engaged in international business but face foreign competitors in their domestic market. 

Belk and Glaum (1990) found that companies were less concerned about the real impact 

of exchange rate changes on competitive position of the companies. Bradley and Moles 

(2002) find that there is a significant relationship between firm's exchange rate sensitivity 

and the degree to which it sell ourccs and fund it elf internationally. 

Intcrc t rate cxp sure ha gained importune' in the n; nt years as a r sult C tr n 1 

toward increasingly variable intcrc ·t rates and gro-. ing 1 pularit of sh rt-tcnn 

variable-rate debt. lntere t rate han: become as 'olatil chang rut· · r lh 1 a ·t tw 

decades. In the 1970 and 19 Os. intere t rate· whether hort r 1 ng lenns ha e 

fluctuated by everal percentage point on m1nth t m nth or .,. n' ·k-to-\ e·k basi . 

In th hort term int 
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The single largest interest rate risk of non-financial firm is debt service, with the second 

being the holding of interest sensitive securities, Eiteman, Stonehill and 

Moffett(2000).As multinational corporations operate in different countries, they are likely 

to posses debt and securities in different current dominations, with different interest rate 

structures(floating versus fixed) and different maturities. 

Interest rate risk management is becoming more and more common in today's corporate 

world. This is primarily in response to increased competition and availability of tools to 

manage the risk. Since 1977, a series of financial innovations has been introduced which 

enable corporations to control the risk of interc t rate volatility, these instruments and 

technique give trca urer the flc ibtlit in managin, their ca h flow by allowin, th m 

to tran fer intere t rate ri k t those better able r mer· willin • t > b r it, I·nrhi and 

Thur ·ton( 1988 ). 

2.6 ource of foreign chang Ri 

There are many potcnti, 1 
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currency for imported raw materials and receive foreign for exported finished goods .This 

problem gets more complicated if firms revenue exposure and cost exposure are in 

different currencies. Generally speaking, each investment in a foreign country that 

generates cash inflows or outflows denominated in a foreign is exposed to foreign 

exchange risk. Such cash flows can be revenues, dividends, or royalties corning from 

foreign subsidiaries, expenses paid in foreign country etc. (POPOX and Stutzmann, 2003) 

financial activities such as foreign curren y b rrowing or lending guarante etc 

represent another kind of source of foreign exchange risk 

Allayannis and Ofek (2003) find that foreign rate expo ure i po itively related to the 

level foreign debt that the finn ha ·. t th same time, I rei )n debt an b an th 1 way to 

hedge fl reign currency expo ·ure since it represents a cu ·h Ot' in f rei •n urr~..:n . It 

can nly be used as a hedg to foreign revenues. B c ntrust. imports ' hi ·h al · 

represent outflow in foreign currency cannot b hedged tlu Jugh d t hamb rlain t al 

1996) in their tudy a foreign e ·change t.: p ur n . 0 I .mk h llding 'ompani 

found ut that th m r th fi r ign ~..: t . 

tl 
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country's exports cheaper and imports more expensive in foreign markets. A lower 

exchange rate is expected to lower the country's balance of trade while a low exchange 

rate would raise it (Horcher, 2005). Bergens (2006) shows that there are six principal 

factors that detennine exchange rates between two given countries. These are 

differentials in inflation between the countries, differentials in interest rates, current 

account position (balance of payment), public debt, and terms of trade, political stability 

and economic performance. 

2. 7 Foreign Exchange Management trategies and Profitability Measures 

Foreign exchange exp ure i the ri k of a firm' profitability and n t cash flow to 

potentially change due t a change in c. change n tcs. Mana •crs n1ust limit a titm's 

cxp ·ure to change in e change rate bccaus profitubtlit and ·ash 11 l ar tw f th · 

main way investors judge a firm' value. Manag r: us f 1'\\ ard ntract ', option ' tmd 

money market tran acti n to hedge potential for ign e. 'lumg ri 'k .Th' profits of a 

corporation that p at in m ft.: th n nc un iq nd ~.:r mu ·h n th for ign 
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with derivatives as buying insurance in case something goes wrong, you'll have the basic 

idea in a nutshell (ehow 2012) 

2.8 Tools and Techniques of Foreign Exchange Risk Management 

In the current world of business foreign exchange risk not only influences firms' 

quarterly earnings but also determine its survival. A variety of financial instruments 

emerge as financial markets require management of the different growing exposure that 

firms face. For managing foreign exchange risk there exist internal hedging techniques 

such as matching inflows and outflows, intercompany netting of receipt and payments, 

transfer pricing agreement etc and c t mal h dging tool involv th usag of diffi r nt 

kind of derivative including f rwards futures, de t, pti ns and swaps. · ·h )f th s 

techniques differ to hedge different types of hedgin ', the risk manu • ·r mu ·t ·omt an: 

costs, taxes effects on accounting conventi n. (im rtru1t f(n· trru1 ·luti n) and 

regulation( which may limit me tran adion ). ~ 1o t )fiX)! ti n · do not u · onl one 

technique but rather determine which tt; hniqu L tht; m . t • uit bl fl r a I arti ·ular ca ~ 
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other form of market imperfections hedging financial risk can increase company value 

(Smith and Stulz 1985 Froot et. 1993) 

According to Papaioannou (2006), internal hedging includes all techniques that do not 

require external parties. Before purchasing external hedges, the company should first 

look for internal hedges since they are relatively low cost. He outlines six internal 

hedging techniques first one, known as netting involves reduction of the number of 

transactions that a firm needs to make in order to cover an exposure. It requires the firm 

to have a centralized organization of its cash management. The centralization means that 

the companie collects foreign currency ca h flow between sub idiaries and group them 

togcth r o an infl w and uttlow in the . a me urrcn y. 

Another hedging is prepayment. Import c mm1tmcnt · can in lud · an opti n t 1 rq tt . 

This i used if currency is thought to appreciate: then pr pa ·ing nab! ' U1 mpan pa 

at a lower rate. If the future rate finally depreci, tes. thc.:n th finn i. \\ orse fT than if it 

had done nothing. 
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The fourth technique is Long-term structural changes, which entails restructuring more 

complex task than hedging a currency a transaction. However, once restructuring is 

finished, the reduction has a long-tenn effect. The firm can act on four parameters: 

change the sales, change the foreign suppliers, change the foreign production factories or 

change the foreign debt. The idea is to change the relationship between cash inflows and 

outflows. Restructuring is a very attractive technique and manage economic exposure, 

but it's quite difficult to apply and cannot be reversed immediately. 

The fifth one, price adjustments involves changing prices in different manners. First, 

when the local currency of a subsidiary is devaluating, the ubsidiary can increase the 

price, o a t cancel the effect of devaluation. Thi technique is patii ularly used in 

countrie where devaluation i high and where dcrivati c market ar cffi 'icnt. 1-1 w vcr, 

as a disadvantage of this method, pnce ·cannot be rai ·cd ' ithout tul consid ·ration about 

competitors because if price increase too much the customer w11l ·e an cqui alent 

cheaper product from a competitor. In the arne I gi '. a tinn an m ·rcas th • e port 

Price. But price adjustment i 

local but international compc.:tit 
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reduce its liabilities by reducing the short tenn debt. The long-tenn assets/liabilities are 

more difficult to change. Long-tenn debt cannot be reduced easily and buildings crumot 

be sold promptly. This can be used for hedging translation exposure. 

2.8.2 External Hedging 

When internal hedging is not enough to manage successfully exchange rate risk, 

companies can get into contact with banks or go to the market and do external hedging. 

External hedging is more expensive and complicated then internal hedging and not all 

companies can afford it, but is quite successful and many finns use it. External hedging 

consists of using foreign exchange derivative contract such a forwards, futures, options 

or wap . The ·c in trumcnt can be grouped int two main catcgori s: the fir t ntcgory 

contain instruments such a currenc forvvards and future· and m nc mnrkt•t c )ntrn ts. 

With these instruments the exchange rate is fi:ed at the moment when risk appear'. Th 

main disadvantage with the e in ·trument L that the · cannot ben ~fit from u fa orabl ~ 

movement of exchange rate. The ,econd cat g ry nt in, in trum nL' ,·u ·h as ·un ·nc 

Options that protect the compan from un ' . ble mo\ emcnt in ·h:ml 1. te and at th ~ 

arne tim keep th po~ ibility 
. ·han l ~ ratt.: . 
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exchange rate are all determined in advance. Kyte (2002) defines forwards agreements as 

contracts settled in cash which enables the buyer to agree to a pre-determined interest rate 

for a set period of time, interest rate futures as contracts to borrow or lend a 

predetermined sum of money on a specific future date at a pre-arranged interest. Options 

give a writer (seller) or holder (buyer) the right but not the obligation to either buy or sell 

the asset at a pre-arranged (strike) price within a specific time frame in the future. Interest 

rate swaps are the exchange of two differing forms of interest rate payment obligations 

between two parties whose value is based on the notional principal amount. 

Forward contracts in major currencies can be avai I able daily with maturitic of up to 30, 

90 and 180-day.Two type of forwards arc often u cd: deliverable forwards (fa c amount 

of currency is exchanged on ·ettlcment date) and non-dclin.-rabl • Hlrwards (whi ·h urc 

ettled on net cash basis).A currency forward contmct is nonnall usL'd to hcd , · 

exposures that are short to medium term and who. e timing i · known t<x ·crtamt ·. It is ·o 

important for corporations' treasurt!r to trade in the forward market that the ·can ti. th • 

co ts of import and export in ad\•anc or P• • nd rt: ch. hk .unounts. Empirical 

rescarche uch a Belk et 
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2.8.2.2 Money Market Contracts 

A company can hedge in the same way by using the money market. This is a market 

where the company and individuals can led and borrow as short as overnight and as long 

as twelve months period at an interest. For illustration, assume an exporting company is 

expecting to receive dollars in three months. The exchange rate for dollars in three 

months is unknown. The company can borrow dollars now from a bank and convert these 

to Kenya shilling at the spot rate on that date. Thus the company has a dollar debt, but 

that doesn 't matter because it can repay the debt upon receiving dollars in three months. 

The company is not concerned with future exchange rate movements. It has an amount in 

hillings needed and can dcpo it it in a bank and thu cam the three month interest. his 

operation permits the firm to di pose immediately with money and not t wnit 1or thrl:c 

months for the dollars. In addition the exchange rate ri ·k i · covered. Th onl pr 1blcm 

with this is that it is not easy to borrow mone ' especiall · for smaJI compuni · and big 

amounts. The technique however work. well for an importer but not for an importing 

company (Popov and Stutzman, 2003 ). 

2.8.2.3 urrenc uture 
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markets are handled by an exchange clearing house. The biggest difference is the terms 

of liquidation; that futures contracts are settled by offset of gains and losses for each day 

while forward contracts are settled by actual delivery whether full delivery of the two 

currencies or net value only at contract maturity. Both futures and forward market are 

most important to hedge risk. A study by Belk and Alum (1992) found that none of the 

companies that were interviewed used currency futures because the standardized features 

of exchange traded futures most often do not enable the companies to hedge their 

positions perfectly. Mallin et a! (2000) also found that only 9 companies out of 231 

responded to their survey used currency futures. The fact that currency futures were not 

being traded in the UK exchange meant higher tran action co t would be incurred; nl 0 

general lack of confidence in u ing futures might have dctem .. 'd the companies. 

2.8.2.4 Currency Options 

A foreign exchange option give the holder of the contmct the right to bu · or "II a 

certain amount of a certain currency at a pn.xlet m1ined pric.:c ( also cnlk'd strik .. or 

cxerci e price) until or on a pecifioo d tc but he i n I t bli 'ed Ill los l. 1c sclkr of a 

currency ption ha obligation t 

to sell, a put. Th rc i opti n p 
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Marshal (1997) examined the extent of derivatives and the reasons for their use by 

carrying out surveys in 250 large UK companies. They found a wide spread use of both 

forwards and options (96% and 59% respectively). They pointed out that comparing to 

the primary reason for the use of forwards were company policy, commercial reasons and 

risk aversions, a good understating of instrument, and price were prominent. While the 

primary reason to use options was company management. 

2.8.2.5 Currency Swaps 

Lei,(2007) outlines that as a relative new financial derivative u ed to hedge foreign 

exchange exposure, currency swaps have a rapid development. ince it introduction on a 

global cale in early 1980's currency swap market has bee me one of the large. t finan 'ial 

derivatives markets in the world . 

A currency swap is a foreign exchange agreement bctv,:een two parties to c.-change a 

given amount of one currency for another and after a pecificd period of tim • gi "back 

the original amount swapped. It can be negoti ted for wide rang of matunhc, of up to 

10 year and can be regarded a a enc f futu lOmmonl • used und r 

uch . itu tion that . urren l ut hl nO\ · in :moth r 
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Dawson et a1 (1994) defines a swap as an exchange ofliabilities dominated in a different 

currency involving two parties who agree to exchange specific amounts of two different 

currencies at the outset in their home currency. The two parties make periodic payments 

over time in accordance to predetermined rule to reflect differences in interest rates 

between the two currencies involved. 

Van Home (2001) observes that currency swaps are usually arranged through an 

intermediary. Many different arrangements are possible; a swap involving more than two 

currencies, a swap with option features and a currency swap combined with interest rate 

swap where the obligation to pay interest on long term debt is swapped for that to pay 

intere t on short term, floating rate, or some other type f debt. urrency wap ar 

widely used and serve a long tenn ri k ·haring device ·. A big advanta lC ·wup , have 

over other derivatives is that the long time horizon of up to 20 ear . Di ad antages 

include lack of liquidity, default ri k, too ophi ticated or intimidating for mo t 

companies and often require exten ive documentation (K 'l (_QQ_) and Madura and 

McCarty (1989). 
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They measured the managerial wealth from shares by the log of the market value of 

common shares beneficially owned (Excluding options) by officers and directors as a 

group. Smith and Stulz (1985) also showed that exogenous bankruptcy costs create 

incentives for bond holders to support optimal hedging. By reducing the variance of 

firm's cash flows (or accounting profits); hedging decreases the probability, and thus the 

expected costs of financial distress. Breeden and Viswanathan (1996) and DeMarzo and 

Duffie (1995) developed models in which managerial reputation provides incentives for 

managers to use derivatives. 

DeMarzo and Duffie (1991) argue that equity holders can benefit from hedging when 

managers have private information about ob er-vabl ri k that affects th finn 's payoffs. 

In their model, hedging give uninfonned equity holde ' reduced noi · in their 

information set concerning the variability of a firm' pa ofTs because hedging reduces 

their variance. As was proved by DeMarzo and Duffie ( 1991 ). equit · holders will ·upport 

hedging because they can make better portfolio optimization d i ·i n . Thu • their model 

sugge ts that equity holder of finn with grt:ater in{; rrn ti n I ~ymm 

greater benefit if the finn hedge . 
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market prices, and thus demand for domestic output. Costs also play a role in a firm's 

decision to use currency derivatives and in its choice among derivatives strategies. Rey et 

al (1997) considered two major components of these costs: those associated with 

initiating and maintaining a risk management program and those associated with 

choosing a particular currency derivative instrument. If the costs are high enough, a firm 

will not use any derivatives. If the costs are low enough, they can still affect a firm's 

choice among instruments. 

Saunders and Cornett (2008) noted that extreme foreign exchange risk was evident in 

1997 when a currency crisis occurred in Asia. Thi crisis began July 2 when the Thai baht 

fell nearly 50% in value relative to the D which led t ntagiou dr p in th valu of 

other Asian currencie and eventually affected currenci other than th c in ·in .g. 

The Russian ruble. On November 20.1997 almost fiye months after baht' alue dr p ,th 

value of the south Korean Won dropped b 10°·o relative to the dollar. are ult fthes 

currency shocks the earnings of orne 

Chase Manhattan Corp. announc d a 

currency trading and holdings o f r~.:ign 

financial in titution wer ad\ er'el impa ted. 
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good risk management is the identification and treatment of these risks. Its objective is to 

add value to all the activities of the organization. It increases the probability of success, 

and reduces the probability of failure and hence the firms profitability. 

Mobile telecommunications companies in Kenya engage in international trade 

transactions during the importation of Telecommunications equipment and expertise. 

These importation costs are settled in US dollars, and due to the huge capital 

requirements, the companies obtain short term financing from banks. The companies can 

therefore experience losses in situations when on the loan repayment time; the transaction 

currency ha a higher buying power than in the time of concluding the financing contract. 

Thi expo e the company to foreign exchange los cs which impa t negatively on th 

company's profitability. Other companies like Airtel have other ·ubsidiarics in Afri ·a and 

Asia. These companie consolidate financial "tatement of foreign subsidiaries t 011 

common currency; this expo e the company to foreign exchange risk. It i, therefor~ 

evident that telecommunication compani fac ignifi ant ri. k a n:sult of foreign 

exchange fluctuation and managem nt o thi ri k i imp • ti\ l: not on! t<.)r pmfitabilit . 

f the c companies, but al t; r their Uf\'ival. 
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transactions they carry out, a knowledge gap existed that sought to narrow down and 

establish how the companies mitigate foreign exchange risk that arise from such 

transactions and how this affects their profitability. This research has therefore geared 

towards ascertaining the relationship between foreign exchange risk management 

strategies and profitability of mobile telecommunications companies in Kenya 



3.1 Introduction. 

CHAPTER THREE 

RESEARCH METHODOLOGY 

This chapter contains; Research design, Population and Sample size, Data collection 

Data analysis and research model. 

3.2 Research Design 

' 

Research design is an arrangement of conditions for collection and analysis of data in a 

manner that aims to combine relevance to the re earch purp with an c nomi 

procedure. In fact, the re earch de ·ign is the conceptual tructur with whi h r curch i 0 

conducted. It consist the blue print for collection, measurement and anal i 0 f data 

(Hancock 1998). A descriptive design wa u ed to collect data f r this ·tud . Thi d ign 

was found to be uitable in meeting the obj ctive of the tudy wlu h i t d tcmlin" the 

techniques and strategies used b telecommuni ati n mpanie in K n a to mitigate 

foreign exchang ri k expo ur . hi ) U:->t.: tht.: m in his stud of 

n r ign xch ng man it 
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3.4 Data Collection 

In this research primary and secondary data has been collected through administration of 

questionnaire (appendix 3) which were directed towards Finance management personnel 

of the telecommunication companies using drop, "and- pick later" techniques. Follow up 

techniques included telephone calls, emails; walk-ins to evaluate the response rates. This 

is because these finance personnel 's are best equipped to provide response regarding the 

objective of this study. 

The questionnaire was divided into various sections to encourage the respondent to give 

information relevant to the objective of this tudy. It con i ted of open ended, structured 

and unstructured. The tructured que tion provided a t f an w r fr m which th 

re pondent choose the an wer that best de cribe the ituation in their finn. n 'tructurcd 

que tions provide freedom while re ponding to the subje t matter. 

3.5 Data Analysis 

To meet the objective of the tudy. th data coil ted h b :rn 1 7ed u ·in :r ' tati ti a! 

measure like table , d termination of fn: 
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Y=~O+~lx1+~2x2+~3x3+~4x4+~5x5+B6
x6+B7x7+~8x8+~9x9+~10xl0+~11xl1+

~12x12 

...... ~nxn+ ei 

Where: 

Y = Annual Turnover of mobile telecommunication companies which is a profitability 

measure. 

po = Constant variables that affect profitability of telecommunication companies. 

Pl ... Pl2 = Parameter which is the coefficient of the idependent Variables. 

x 1. ..... x 12 - Independent Variables which in this case arc Foreign exchange risk 

management strategic which include: Internal and external hedging tratcgic ; x 1 a h 

flow matching(Netting), x2=Prepayments, x Leading and Lagging, Re ·tructuring, 

x5=Increasing Prices, x6=Changing currency of Trading, . 7- As et liabilit 

Management, x8= Forwards, x9= Future . x 10 M.one Market on tract', . 11 - pti n 

and x12=Swaps ::i = Is the error tcnn and the ub ript i md •. a parti 'ulart 

observation. ). Chi-Square will be u. ed to h.: t th p mete \ lu h is th ~ ' O ffi 'i nt of 

the idependent variables.Thi. rn in nned ' t • td. ti nshtp l tw 11 
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CHAPTER FOUR 

DATA ANALYSIS, FINDINGS AND DISCUSSION 

4.1 Introduction 

This chapter covers data analysis findings of the research summarized and presented in 

the form of proportions, regression models and tables. Data was collected from treasury 

personnel in mobile telecommunication companies in Kenya. Consequently the data 

collected was analyzed and interpreted in line with the main aim of the study which is to 

determine the relation hip between foreign exchange ri k management strategies and 

profitability of mobile telecommunication companic in Kenya. Th data c llcct d was 

analyzed using SPSS and Excel Micro oft program . ut of the fl ur que ' ti nnair, 

distributed four were returned giving a re -ponse rate of 1 00°'o ati factor fl r 

subsequent analysis. This analy is focu ed on foreign hang ri k management 

practices impact on turnover, a profitability mea ur . 

4.2 Mea urement of oreign chang Ri k po u 
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mobile telecommunication industry in Kenya with a considerable percentage of their 

technology, equipment and human resources are sourced from foreign markets. These 

transactions are normally in Pounds, Euro and sometimes US dollar. Orange Telkom 

rated foreign exchange rate risk exposure as the second most significant after interest 

rates fluctuation. On the other hand, Essar Telecom ranked it as one of the least 

significant exposure for its operations. It is therefore not surprising that the company has 

not set up a risk management function like its competitors. 

4.3 Reasons for Adopting Foreign Exchange Risk Management Practices 

All the companies indicated that the main reason for adopting foreign exchange 

management practice is to minimize foreign exchange lo ses. Two respondent 

companies (Airtel and Es ar YU) noted reduction of cash flow fluctuation and financing 

costs as other rationales for foreign exchange ri k the management. Foreign e. change 

management policies are normally appron.>d by the Board of Directors in three 

companies namely Safaricom Limited Telkom and irtei.Th ugh this i not the ca: for 

E ar.Having a foreign exchangl; ri k man g~.:ml;nt ' bi I kp tm ards ~'. 

managcmcnt.Rabb (2003) n t th t finn m nt \\ l:fl.: hdkt m risk 
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four companies reflected that management in the respective companies had established 

procedures to measure realized and unrealized foreign exchange gains and losses. These 

reports on the efficacy of foreign exchange management procedures are normally 

presented to the companies' Board of Directors for reviews at least once per year. 

4.4 Hedging of Foreign Exchange Risk 

Although all the four companies indicated that they do measure the foreign exchange rate 

exposure, only three companies i.e. Safaricom Limited, Airtel and Telkom Orange are 

actively hedging against this risk to a large extend. Among the e three companies the 

difference aro eon the percentage of foreign exchange rat expo ure hedged. afaricom 

and orange Telkom reported to be hedging between 60- 0%, Airtcl hedge bctwe n 40-

60% of the total exposure. On the contrary Es ar doe not hedge foreign e chw1 ' C rat , 

risk to a reasonable percentage. It emerged that the companies are using ami ture fboth 

internal and external hedging technique . 

4.5 Regre ion Model 

4.5.1 Tabl 1: Mod I urn 
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The model statistics show that when the independent variables (Forwards, Cash flow 

Matching, asset liability management and changing currency of trading) and dependent 

variable Total Revenue interact, the model has a Pearson's correlation coefficient (R) of 

1.000 and coefficient of determination (R Square) of 1.000 signifying a strong positive 

association between the two. 

4.5.2 Table 2: Analysis ofVariance (ANOVA) 

Sum of I 

Model Squares Of Mean Square F Sig. 

I 

1 Regression 5623061 1 I 

19834.135 4 4958.534 95517530. OOO(a) 

000 

Residual .000 14 .000 

Total 19834.135 18 

I 
a Pn.xhctor . (Constant), Fo rward C h flm\ M t hin • A~ Cl liabilit • m:m cm\.'llt Ch in \.UIT'Cflc ol tmdin 

b Dependent Variable: Total Revenue 

Source RC'r;earchjinding 
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4.5.3 Table 4:Regression Coefficients 

Coefficients (a) 

Unstandardized Standardized 

Model 
Coefficients Coefficients t Sig. 

Std. 

B Error Beta B Std. Error 

1 (Constant) .000 .000 .000 1.000 

I 
Cash flow Matching 3463386.8 

1.667 .000 .334 .000 
34 

Changing currency of -

trading 
-1.667 .000 -.352 1222491.3 .000 

89 

Asset liability management 8070759.4 
3.333 .000 .674 .000 

29 

1 67991.4 
1.667 .000 347 000 

Forwards 
96 

a Dependent Vanable. Total Revenue 

ourc' Rl'~ear h findin 
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would lead to 1.667 increase in total revenue, a unit increase in Changing currency of 

trading would lead to 1.667 decrease in total revenue, a unit increase in Asset liability 

management would lead to a 3.333 increase in total revenue and a unit increase in 

Forwards would lead to a 1.667 increase in total revenue. 

4.6 Interpretation of Findings 

It is evident from the research findings that most of the companies m the mobile 

telecommunication companies in Kenya are faced with foreign exchange risk. The major 

currenctes u ed in the industry included U Dollar GBP and Euro .All the four 

compante mea ure foreign exchange ri. k and hedge again t it. TI1i companic u c both 

internal and external foreign exchange ri k management ·trategic , with them 't popular 

one being; cash flow matching, fl rwards, A· e Liability management and changing 

currency of trading. Most of this companie · review their foreign e change ri ·k earl to 

en ure that they minimize their foreign exchange lo e . TI1e main re on for hedgin r fl r 

the four companies was to minimize foreign c. change ri k. 
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CHAPTER FIVE 

CONCLUSIONS AND RECOMMENDATIONS 

5.1 Introduction 

This chapter gives a conclusion of the study, limitations and recommendations for further 

research. 

5.2 Summary 

To achieve the re earch objectives, qu tionnaire were d livered to all the fi ur m il 

telecommunication companies in Kenya. All the four responded and all of th m w re 

adequate apart from a few none response to "sensiti e" qu tion . omprui n of th 

Telecoms responses with literature and empirical e idence led to ari us inferen 

Mo t of the telecoms u ed the conventional foreign e. hang ri k man g ment prn ti , 

trategie and technique . 

Th tudy rcvc led that the 
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as 95% of the companies had risk management departments. Hedging foreign exchange 

risk has been the number one strategy in mitigating these losses. 

The respondents indicated that the most important objectives of risk management were to 

minimize foreign exchange losses, increase profitability and ensure survival of the firm. 

The findings revealed that forward contract was the most frequently used instrument. 

The study revealed that the Annual total revenues of the companies increase for the last 

five years due to prudent foreign exchange management strategies and practices. 

5.3 onclusion 

The conclu ion of the tudy wa~ ba ·cd on the re carch objectives: o ·tabli h th, 

foreign exchange risk management strategic u cd by firm in the tclcconununicati 11 

industry in Kenya and to determine the relation hip between fore · munagement and 

profitability of mobile telecommunication compunie in Ken ·a. 

From the tudy, it can be concluded that the t 'tegi · u cd by m bit mmumcat10n 

mpan1c in Kenya to manag fi reign ex 1an ~.: ri ar~.: F n . d. Mat hm) 
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5.4 Recommendations for Policy 

Academicians will benefit from the findings of this study. They should critique the 

findings and compare them to other empirical studies in order to gauge the level of use of 

foreign exchange management strategies by mobile telecommunication companies m 

Kenya their impact on profitability. 

Companies that are involved transactions that expose them to foreign exchange risk 

should adopt foreign exchange management strategies which will cushion them against 

the effects of foreign exchange. The decision on which strategy to adopt will be 

determined by the nature of business and the risk appetite of the management. The Board 

of director of companies which are large in term of tran action hould gear towards 

e tabli hing a foreign ri k management function which will 'C t it that the c mpany ' 

risk expo ure i minimal. 

From risk management perspective the governing body for telecommunication indu try 

CCK, has a role to play in ensuring that all the companie ha e a ri k manag 111 nt that 

will help key function. AI o the players in the indu try an 111 

foreign exchange ri k managcm nt that will h lp th 

foreign exchang lo 

5.5 Limitation th tud 

'I llU •h thi 

lh 



First the study sample size concentrated only on the four mobile telecommunication 

companies. Secondly, some of the data relied on was provided by the treasury personnel, 

the data based on their analysis which may lead to inconsistency on some instances. 

Thirdly, getting the data was a struggle due to confidentiality of the data and competition 

within the mobile telecommunication industry players. Four, the period for the study was 

short i.e. five years which does not give the true picture for the small players who have 

been in operation for less than a decade. 

5.6 Suggestions for Further Research 

Thi tudy ha erved a a foundation for further re carch n the cffe ts of f1 reign 

exchange risk management n profitability in detail' n thcr indu tri th r than 

mobile telecommunication for example in the oil industry and banking indu tr . In 

addition further inquiry can be done on of the effects on partial foreign e chang h dging 

in the on the profitability of a company. Finally, further re arch an b don 011 impa t 

of foreign exchange management trategi n profitability , 111 anie" 

operating in Kenya· thi will give a bro d vi \ · f the u l: f r 1gn . han 

managem nt tratcgics and th ir impact. 
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APPENDICES 

Appendix 1: Letter to Mobile Telecommunication Companies 

Mulwa Jackson Kioko 

University of Nairobi 

P.O.Box 30197 

Nairobi. 

Dear Sir/Madam, 

RE: RESEARCH INFORMARTION: 

I am a po tgraduate tudent in cho I ofBu inc s, Univer ity ofNair bi. A part fMBA 

( inance) requirement, I am undertaking a re ·earch pr ~e t that cek t c tabli h the 

Strategies and Techniques used by companie in the Telecommunications indu try to 

manage foreign exchange risk. 

As a fulfi llment to the study information requirement . I intent t c lle t primar data 

from your organization. The information reque ted i needed pur l for academi, 

purpo e and will be treated with high confid nee, and ''ill n t b u for an ' tlPr 

purpo e other than rc earch. 

1 w uld b mo t gr t I i y u an II w 1 rm< ti n 

u mi t 

tudy i m st w I 

' I h n • you. 

11 ut r. 



Appendix II: List of Mobile Telecommunication Companies in Kenya 

Company Box No. Town Code 

1.Airtel Networks 73146 Nairobi 00200 

Kenya Limited 

2.Essar Telecom 45742 Nairobi 00100 

Kenya Limited 

3.Safaricom 66827 Nairobi 00800 

Limited 

f-- - - ,__-
4.Telkom Kenya 30301 Nairobi 00100 

Limited 

( ource: Communication Commission of Kenya web ite; www. cck.go.ke) 



Appendix III: Questionnaire 

This questionnaire seeks to collect information on foreign exchange risk management 

adopted by telecommunication companies in Kenya. 

Please provide information the following information frankly and honestly. All 

information received will be treated confidentially and used for academic purpose only. 

1. Institution information 

Please indicate: 

• Name of your orgamzatJOn .............................................................. . 

• Location of the main office ......................................... .................. ... . 

• When did your organization tart operations in Kenya ............................. . 

2. Risk Management Function 

a) Does your company have ri k management function? Ye ( ) o ( ) 

b) If ye , how long has the function been in op rational. 

• low five y ars 

• tw n nd I 0 y at 

• () f 10 

. I inan i tl Ri I I~' ut 

~· ll n 



• Interest rates fluctuation { } 

• Foreign Exchange Risk { } 

• Fluctuation in global prices { } 

• Credit Risk { } 

• Fraud { } 

4. Foreign Exchange Risk Exposure 

a) Kindly indicate the transactions which compel you to trade in foreign currency. 

• Transactions for importation of technology and network equipment. { } 

• Tran action for roaming service . 

• thers (specify) ............ ............... .. ..................... ......... . 

b) Please state the foreign currency to which your company I mo tly expo ed. 

• US Dollar 

• Euro 

• ther ( pe if)•) ............. ............ { 

s th comp ny h vc ub idiari m th 

} 

} 

{ 

{ } 

d Kin II r,mk th Ul lllf ,\1\ , \ h I 

of I m 

{ 
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b) If yes, how often the company measuring them? 

Exposure Often Sometimes Never 

Translation Exposure( Accounting 

translation into base Currency) 

Transaction Exposure(Foreign 

Receivables and Payables Currency) 

Economic Exposure(Future expected 

cash flow and competitive position) 

6. Measurement of Foreign Exchange Ri. k E po ure 

a) I the company hedging Ex chang rat ri k'? Ye { 

tate the main rca n t; r doptin , orci n 

in your finn 

• mtmtz for i 

• r hr 

• lu 

• 

} o. { } 

. . . ............ . 

h n 



Instrument/Technique Often Some times Never 

Cash flow 

matching(N etting) 

Prepayments 

Leading and Lagging 

Restructuring 

Increasing Prices 

Changing currency of 

Trading 

r-A et liability 

Management 

Others (Specify) 

d) What kind of external hedging instruments or techniques is the compan u ing for 

hedging? 

In trument!Technique Often 



Kindly indicate the company's annual Total Turnover or the last five years. 

• 2007 

• 2008 

• 2009 

• 2010 

• 2011 

For each of the hedging in truments kindly indicate the amount hedged in KES. 

In trumentffechnique Year: 

ash flow 

matching( etting) 

Prepayment 

ggmg 

2007 

Year: 

2008 

Year: Year: Year: 

2009 2010 2011 



Assets liability 

Management 

Forwards 

Futures 

Money Markets 

Contracts 

f- . 
Options 

wap 

What percentage of exchange rate expo ure 1 • the company hedgmg? 

0-20% } 0-100% 

20-40% 60-80°10 

8. Evaluation of ri k management policy. 

tc.: ri t , n. ·~m nt l li '] 

• Yearly 

• ~mi tnnu til 

• 

• 

• 



YES { } NO { } N/A { } 

Are there procedures established by management to measure realized and unrealized 

foreign exchange gains and losses? 

YES { } NO { } N/A { } 

Does the management report foreign exchange risk activities to the board at least once a 

year? 

YES { } NO { } N/A { } 


