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ABSTRACT

The general objective of the study was to determine the strategic response to foreign
exchange risks by commercial banks in Kenya. The three research objectives that guided the
research included: to analyze the concept of strategic response, to establish the foreign
exchange rate exposure by commercial banks in Kenya and to evaluate the strategic options
to manage the effect of foreign exchange risk exposure. The study engaged the use of a
descriptive research design in order to get the data that is necessary. This helped in the
primary data collection as a means of getting into the research objectives. The population
under study included the mainstream employees of Family bank limited.

In order to determine the sample size, a simple random sampling was used. This was so
because of the need to reduce refusal rates as a result of the homogeneity in the sample
population. The sample size involved in the study was 50 respondents. The study engaged
the use of structured questionnaires which were pilot tested in order to ensure that there was
data validity as well as reliability. Data coding was done using Microsoft Excel in
combination with SPSS so as to generate the descriptive statistics for instance the
frequencies as well as the percentages. The results were then presented in from of tables, as
well as, figures.

The study findings revealed that 64 percent of the respondents were male while 36 percent
of the respondents were females. It was also indicated from the findings, that majority of the
respondents were aged between 28 and 48 years. This shows clearly that the majority of
employees were youthful. With regards to the number of years in the organization, the study

finding indeed revealed that the majority of the employees have been in the organization not
more than 10 years. Also the study findings indicated that majority of the employees (54%)
were subordinates.

From the findings on the strategic response

to foreign exchange risk exposure by

commercial banks it can be concluded that focus market (50 Percent), joint ventures (50
percent), strategic alliances (64 percent) as well as corporate diversification (34 percent)
stood out as the popular strategies used by the commercial banks. Fhe other strategies
although used commercial bank^, they are not very popular. The findings also revealed that
a combination of strategic alliances and joint ventures was the best suitable.

The study therefore recommends that since the banking industry is indeed a growing
industry as far as globalisation is concerned. It is therefore important for organizations to
consider the various strategic responses for instance strategic alliances, diversification,
differentiation and market focus when they aim to achieve substantive organization
performance. Similarly it is important for the Kenyan banking industry to acknowledge that
indeed these risk exposures are real and therefore there is need to for such companies to
conceptualize operational

and

financial

means which

are equally important

in the

management of foreign exchange operating exposure. Finally the study recommends that
besides the strategies

used by commercial banks, risk

management

objective and

involvement of both financial and operational departments should be conceptualized as they
are important factors in explaining the actual real options strategies adopted by the
companies as a response to exchange rate changes.
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CHAPTER ONE
1.0 INTRODUCTION
1.1 Background of the Study

Growing globalization has encouraged many corporations to extend their businesses beyond
the geographical boundaries in order to benefit from competitive advantage and economies
of scale. Penetration into new markets has increased the firm's profitability, on one hand,
and on the other it has also increased the variability in net income because of various
financial risks. Therefore, the managers of the multinational firms are focusing on the
importance of risk management techniques to reduce variability of their cash flows from
foreign operations due to the fluctuations in foreign exchange rates, (Afza and A lam, 2004).

Risk has been studied since the seventeenth century (Frosdick, 1997) and research on risk
was first adapted to the business context in the 1950's (Snider, 1991). Foreign exchange risk
management has become increasingly important since the abolishment of the fixed exchange
rate system of Bretton Woods in 1971. After the post-war Bretton Woods system of fixed
exchange rates collapsed in 1973. This system replaced 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 numerous external factors, this new system is
responsible for currency fluctuations. These fluctuations expose companies to foreign
exchange risk (Abor, 2005).

Generally, companies are exposed to three types of foreign exchange risk: transaction
(commitment) exposure, economic (operational, competitive or cash flow) exposure and

translation (accounting) exposure. Transaction risk occurs where the value of existing
obligations are worsened by movements in foreign exchange rates. Economic risk relates to
adverse impact on equity/income for both domestic and foreign operations because of sharp,
unexpected change in exchange rate. Translation risk is also related to assets or income
derived from offshore enterprise (Glaum, 1990).

These fluctuations expose companies to foreign exchange risk. Moreover, economies are
getting more and more open with international trading constantly increasing and as a result
companies become more exposed to foreign exchange rate fluctuations. Firms involved in
international trade are subject to transaction risk arising from payables and receivables in
foreign currencies. Firms involved in international trade are also subject to transaction risk
arising from payables and receivables in foreign currencies. Also, multinational firms with
operations in several countries will have translation risks from having assets and liabilities
denominated in foreign currencies (Bradley and Moles, 2002).These fluctuations bring
increased uncertainty to traders; this risk may influence the volume of international trade.
Foreign exchange risk management is thus crucial for companies frequently trading in the
international market either as multinationals or simply involved in import and export trade.

In a broad sense the environment is infinite and includes everything around the organization.
However, there are aspects of the environment to which the organization is sensitive and
must respond to survive. The external environment comprises factors that originate beyond,
and are usually irrespective of, any single firms operating function. That environment
present firms with opportunities, threats and constraints (Pearce and Robinson, 2005). It is
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for this reason that this study will aim to investigate the effect of the above mentioned
foreign exchange risk on a firm's financial performance using the case of Family Bank
Limited.

Family bank started as Family Finance Building Society in 1984 with a vision of being the
institution of choice for the unbanked people. Its target then was and now is serving the
needs of the mass market which had been ignored by the mainstream banks. This market
comprised of millions of small and medium scale businesses, small scale farmers, junior
employees of government and private sector. Its mission over the years has been to liberate
the unbanked from financial bondage and the cycle of poverty. From a building society with
Just I branch in Kiambu Town, Family Bank has grown to become a fully-fledged
commercial bank with 50 branches across Kenya. The bank has grown to encompass over
600.000 customers who have entrusted it with their savings amounting to Kshs 8.4 billion.
In addition for over these 25 years the bank has grown its asset base to Kshs 11 billion with
Kshs 6.6 billion in loans and advances (Family bank, 2011).

Today, Family Bank is ranked 5th in a composite indicators as ranked by Kenya Banking
Survey and was ranked as Best Bank in Tier II and 2nd Runners Up Best Bank in
Microfinance among all banks in the country. The growth of the bank has been phenomenal
and can be credited to the efforts of a dedicated management and staff (Family Bank, 2009).
This study focuses on Family Bank Kenya and how it manages the foreign exchange risk
and the problems involved in managing exchange rate exposure. The Central Bank of Kenya
regulates the financial system and plays a supervisory role with regard to the management of

the foreign exchange business. The Bank is also responsible for the preparation of the
balance of payments among other objectives (Family bank. 201 I ) .

1.2 Statement of the Problem

It is generally believed that the higher exchange rate movements and the unpredictability of
foreign sales affect the firms" level of profitability. Exchange rates represent one of the
major sources of macroeconomic risk for a nonfinancial company. In the long run exchange
rate changes influence a company"s volume of foreign trade the costs of foreign purchases
alter its domestic and international competitive profile and the structure of foreign markets
in which the company operates. These changes have a large impact on small and
internationally oriented economies (Hommel, 2008).

In this regard therefore the strategic

responses of the firms in addressing changes in the dynamic foreign exchange market, is key
to achieving competitive advantage and their ultimate survival.

Previous studies by Hollensen, (2007). as well as Schiozer and Saito (2009) have tended to
focus on exchange risk management practices of multinational corporations. Little has been
done with respect to banks involved in international transactions. With this in mind, the
study will aim to determine whether exchange rates have an impact on performance and
attempts to ascertain the extent to which this firm uses exchange risk

management

techniques for hedging against foreign exchange exposure. This study will report the
findings on the foreign exchange risk management practices among a Kenyan firm involved
in international transactions. The study focuses on how commercial banks manage their
foreign exchange risk and the problems involved in managing their foreign exchange risk. It

also seeks to ascertain the extent to which banking firms use exchange risk management
techniques for hedging against foreign exchange exposure.

1.3 Objective of the Study

The main objective of this study was to understand the extent to which commercial banks
strategically respond to the effects of exchange rate dynamisms on their

financial

performance.

1.4 Research Objectives

The study addressed the following research objectives;
1.4.1 To analyze the concept of strategic response
1.4.2 To establish the foreign exchange rate exposure by commercial banks in Kenya
1.4.3 To evaluate the strategic options to the manage the effect of foreign exchange risk
exposure

1.5 Importance of the Study

1.5.1 Family Bank Limited
The management will be able to use this study to formulate strategies that maximize optimal
foreign exchange risk management options.
1.5.2 Related Organizations

This study is useful not only to firms involved in international trade, but also to financial
institutions interested in providing hedging products to these firms. Also small firms depend
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on the volatility of the main currencies because some of them outsource their production to
foreign countries.
1.5.3 Academicians and Researchers

This study will be of use to future academicians and researchers as a point of reference and
information to develop on the topic. In addition, it will hope to assist them appreciate the
effect of exchange rates on international trading companies.

1.6 Scope of the Study

The scope of this study was limited to Family bank limited with headquarters in Nairobi.
The data on exchange rates was collected from the Central Bank of Kenya. The financial
performance of Family bank was based on the companys profits since its inception in
Kenya. This Study started from the 20"^ of September 2011 to 20"" of February 2012.

1.7 Definition of Terms

1.7.1 Risk Management
Redja (1998) defines risk management as a systematic process for the identification and
evaluation of pure loss exposure faced by an organization or an individual, and for the
selection and implementation of the most appropriate techniques for treating such exposure.
1.7.2 Hedging
Hedging can be defined as "all actions taken to change the exposed positions of a company
in one currency or in multiple currencies" (Prindl, 1976).

1.7.3 Exchange Rate
Exchange rate can be defined as value of a foreign nation's currency in terms of the home
nation's currency (Calvo. 2006).
1.7.4 Foreign Exchange Risk
Foreign exchange risk is the risk that an entity will be required to pay more (or less) than
expected as a result of fluctuations in the exchange rate between its currency and the foreign
currency in which payment must be made (Hommel, 2008).
1.7.5 Response Strategy

Porter (1998) defines response strategy as the initiative by a firm that takes offensive or
defensive actions to create a defendable position in an industry.

.

1.7.6 Strategic Management

Strategic Management has been defines as the process of determining the basic long-term
goals and objectives of an enterprise (Pearce and Robinson, 2007).

1.7.7 Payments Netting

Netting systems are set up to reduce the costs associated with inter-affiliate cash transfers
that result from business transactions (Shapiro, 2002).

1.7.8 Prepayment

This is a method of payment that requires the importer to pay the exporter in full before
shipment is made (Hill, 2001).
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1.7.9 Leading and Lagging

Leading involves attempting to collect foreign currency receivables early when a foreign
currency is expected to depreciate and paying foreign currency payables before they are due
when a currency is expected to appreciate. A lag strategy is delaying collection of a foreign
currency receivables i f that currency is expected to appreciate and delaying payables i f the
currency is expected to depreciate (Hill, 2001).

1.8 Chapter Summary

This chapter was divided into seven sections. The first section presented the background
information on exchange rate fluctuations and the background of Family bank. . The second
section covered the statement of the problem. Section three defined the purpose of the
objectives and section four stated the research questions that need to be addressed. The fifth
section then provided a justification of the study and the sixth section provided the scope
and limitations of the study. Finally, the seventh section of this chapter provided definitions
of key terms used in the study. In the following chapter, the study will look at the literature
review of the concept of strategic response, the various types of exchange rate risk
exposures, effects of exchange rates on firm's financial performance and the techniques to
manage foreign exchange risk. Chapter three will then provide a description of the research
methodology. The fourth chapter will provide the results and findings while the fifth chapter
will provide a discussion and the recommendations.

CHAPTER TWO
2.0 L I T E R A T U R E R E V I E W
2.1 Introduction

This chapter is focused on a discussion of the literary works of various scholars that are
found to be related to the topic and are considered to be helpful in addressing the research
questions. The literature was reviewed to identify the loopholes in the existing literature that
can be addressed during the course of the research, majorly. using the results from the
primary research and addressing the problems. Furthermore the loopholes identified during
the literature review were alsQ highlighted in the last chapter that would help other
researchers to select the topics for their research.

2.2 The Concept of Strategic Response

As recently as 10 years ago, we thought we knew most of what we needed to know about
strategy, portfolio planning, the experience curve, Michael E . Porter's five forces -tools like
these brought rigor and legitimacy to strategy at both the business unit and the corporate
level

How different the landscape looks today. The armies of planners have all but

disappeared, swept away by the turbulence of the past decade. On multiple fronts, strategy
has come under fire (David J. Collis and Cynthia A. Montgomery, 2008). Diversity of views
on the definition of strategy has evolved over the past years, ranging in terminology from
policies to patterns, (Ansoff and Mc Donnell, 1990). Faced with this uncertainty of concept,
Mintzberg (1994) offered not one but five conceptual equivalents of strategy, perhaps
hoping that in so doing he could at least encircle the elusive concept: plan - a guide or
course of action into the future, ploy - a specific manoeuvre intended to outwit an opponent
9

or competitor, position - determination

of particular products

in particular markets,

perspective - an organization's way of doing things, and pattern - consistency in behaviour
overtime. (Mintzberg. 2008).

According to Pearce and Robinson (2007). strategic response is the set of decisions and
actions that result in the formulation and implementation of plans designed to achieve a
firm's objectives. I t s thus a reaction to what is happening

in the

organization's

environment."The reason why firms succeed or fail is perhaps the central question in
strategy" stated Porter (1991). While traditional strategy approaches can soundly answer this
central question in stable environments, these approaches are not directly applicable to
dynamic environments and there is currently no fmal and complete answer that determines
the causes for a company's failure or success with their strategies in dynamic environments
(Wirlz, Mathieu, and Schiike, 2007). Classic economic theory supports the view that the
strategic response of individual companies is significantly dependent upon global and
environmental factors (Nigel, 2006a; Wissema, 2001).

Academicians and practitioners are in agreement that change is a constant feature of
organizational

life

(Burnes,

2004; Causon, 2004; Staniforth,

1996), and

therefore

organizations must learn how to timely respond to the changes by adjusting their strategy.
Strategic Response has thus became a primary concern for business managers at that time in
history when competitors gained sufficient market power to be capable of affecting the
prospects of their rivals, which, for the most part, occurred well within the twentieth
century. The field has moved beyond defining strategy as a formal plan (Mintzberg, 1994).

The essence of strategy is not the structure of a company's products and marl<ets but the
dynamics of its behavior (George Stall<. Philip Evans, and Lawrence E . Shulman, 1992).
According to Barney and Hesterly (2008), Strategy is a theory about how to gain
competitive advantages. Either formally or informally, organizations thus develop strategies
that often times dictate a change in an organization's status quo (Kinuu, 2007). The true
importance of strategic response then is observed during conditions of combat and
competitive threat within markets.

The field has moved beyond defining strategy as a

formal plan (Mintzberg. 1994). It is the art of Strategic Response

The field of strategy has largely been shaped around a framework first conceived by
Kenneth R. Andrews in his classic book "The Concept of Corporate Strategy" (Richard D.
Irwin, 1971). Andrews defined strategy as the match between what a company can do
(organizational strengths

and weaknesses) within the universe of what it might do

(environmental opportunities and threats). Diversity of views on the definition of strategy
has evolved over the past years, ranging in terminology from policies to patterns, (Ansoff
and Mc Donnell, 1990).

Significantly, the field also appears to have reached a consensus on the primary end of
strategy: to attain competitive advantage in the marketplace (Montgomery and Porter 1991;
Porter 1985). This end is achieved through some means, which in effect are the intended
and/or realized strategic response by organizations. It's an organization's way of doing
things, and pattern - consistency in behaviour over time, (Mintzberg, 1998). Therefore it is a
reaction to what is happening in the economic environment of organizations

According to Burns and Stalker (1961), when businesses see their environment as turbulent
and complex they respond to align with the environment. According to Pearce and Robinson
(2007). strategic response are the set of decisions and actions that result in the formulation
and implementation of plans designed to achieve a firm's objectives. It's thus a reaction to
what is happening in the organization's environment.

According to Porter (1997) strategic response is about competition and the means by which
an organization tries to gain a competitive advantage. He has described a category scheme
consisting of three general types of strategies that are commonly used by businesses. The
three generic strategies are as follows: strategic scope and strategic strength. Strategic scope
is a demand-side dimension and looks at the size and composition of the market to be
targeted (Porter, 1997). Strategic strength is a supply-side dimension and looks at the
strength or core competency of the firm. In addition, he identified two competencies that he
felt were most important: product differentiation and product cost (efficiency).Strategy, it
turns out, is one of those words that people define in one way and often use in another,
without realizing the difference (Mintzberg, 2001). The best strategies see continuously scan
the environment and respond the changes in time to counter any affect on companies
competitive edge. Organizations may apply decisive strategic responses to changing
environment through

making dynamic moves to mitigate the consequences

of the

environmental changes. Ansoff and McDonnell (1990) noted that strategic response involve
changes in the firm's

strategic behaviors to assure success in transforming

future

environment. Strategic response can be at three levels. Corporate, Business and Functional.
Corporate-level strategic response is for market definition, business-level strategic responses

for market navigation, and functional-level strategic responses that support the other two
strategic responses.

2.2.1 Corporate-Level Strategic Responses

This addresses the entire strategic scope of the enterprise. This is the "big picture" view of
the organization and includes deciding in which product or service markets to compete and
in which geographic regions to operate. Decisions of about whether to vertically integrate,
form strategic alliances, diversify or enter into mergers and acquisitions is part of corporate
level strategic responses, (Barney J . B ; Hesterly W.S. 2008). Internal diversification can take
place in distinct ways. One of these .is .to market existing products in new markets. In the
case o f firms operating in the financial sector they may elect to broaden their geographic
base to fnclude new customers, either within their home country or in international markets.
In external diversification firms can look outside their current operations and therefore buy
access to new products or markets. Mergers are one common

form

of external

diversification. They occur when two or more firms combine operations to form one
corporation, perhaps with a new name. These firms are usually of similar size. One goal of a
merger is to achieve management synergy by creating a stronger management team. This
can be achieved in a merger by combining the management teams from the merged firms
(Pearce, and Robinson, 2007).

2.2.2 Business-Level Strategies

They are similar to corporate-strategies in that they focus on overall performance. In
contrast to corporate-level strategy, however, they focus on only one rather than a portfolio

of businesses. Business units represent individual entities oriented toward a particular
industry, product, or market. When outlining the idea of generic strategies, Porter (1985)
holds that cost leadership and differentiation signify two fundamentally different approaches
to achieve competitive advantage.

Basically, strategy is about two things: deciding where

you want your business to go, and deciding how to get there. It is about having a competitive
edge. Porter (1985) defines competitive advantage as; "Competitive advantage grows out of
value a firm is able to create for its buyers that exceeds the firm's cost of creating it. Value
is what buyers are willing to pay, and superior value stems from offering lower prices than
competitors for equivalent benefits or providing unique benefits that more than offset a
higher price.

.-

-

There are two basic types of competitive advantage: cost leadership and differentiation. The
table 2.1 below defines the choices of "generic strategy" a firm can follow. A firm's relative
position within an industry is given by its choice of competitive advantage (cost leadership
vs. differentiation) and its choice of competitive scope.

Competitive scope distinguishes

between firms targeting broad industry segments and firms focusing on a narrow segment.
Generic strategies are useful because they characterize strategic positions at the simplest and
broadest level.

Porter maintains that achieving competitive advantage requires a firm to

make a choice about the type and scope of its competitive advantage.

There are different

risks inherent in each generic strategy, but being "all things to all people" is a sure recipe for
mediocrity - getting "stuck in the middle".

Table 2.1: Porter's Generic Strategies

L o w e r Cost

DitTerenlialion

Broad
Target

1. Cost Leadership

2. Differentiation

Narrow
Target

3 A . Cost Focus

3 B . Differentiation
Focus

Source: Porter, 1985, p. 12

Treacy and Wiersema (1995) offer another popular

generic

framework

for gaining

competitive advantage. In their framework, a firm typically will choose to emphasize one of
three "value disciplines'": product leadership, operational excellence, and customer intimacy.
Operational Excellence - "best price with least inconvenience". These companies do not
focus on delivering the best possible product, or having the closest relationship with their
customers. They win by being very efficient at delivering standard products at the best price.
Product Leadership - "innovation that delivers the best products". These companies win by
delivering new products

with

relationships for customized

new

features.

Customer

results". These companies

Intimacy - "deep

customer

win by understanding

their

customers deeply and delivering exactly what they need often in a customized way.

Porter (1998) claims that recognizing and accurately reading market signals is of major
significance for developing competitive strategy and reading signals from behavior is an

essential supplement to competitor analysis. A prerequisite to interpreting signals accurately
is to develop a baseline competitor analysis; an understanding of competitors' future goals,
assumptions about the market and themselves, current strategies and capabilities. It is not
uncommon for competitors to comment on industry conditions, including forecasts of
demand and prices, forecasts of future capacity and the significance of external changes.
Such commentary is laden with signals because it may expose the commenting firm's
assumptions about the industry on which it is presumably building its own strategy.

2.3 Foreign Exchange Risli Exposure

There are generally three types of foreign exchange risk, these are
: translation, transaction
and economic exposure.

2.3.1 Transaction Exposure
This type of exposure occurs in a case where a company trades, borrows, or lends in a
foreign currency or sells fixed assets of its subsidiaries in a foreign country. This involves
time decay between the commitment of the transaction and the receipt of the payment.
During this period of time it is obvious that exchange rates will without doubt change and
therefore expose the company to risk. This can be both positive and negative.

Operating exposure is characterized by a longer, undetermined time horizon compared to
translation or transaction exposure. In the long run, nominal exchange rates adjust to offset
cumulative differences in foreign countries' rates of inflation (Lessard 1986,) so the
purchasing power of home or foreign currency in a given country on a certain date in the

future will differ from its anticipated value (Adier and Dumas 2006). Thus, the company's
operating exposure to exchange rate fluctuations is exposure to changes in real exchange
rates. That is why the exposure is broad in scope, since unexpected changes in real exchange
rates effect not only actual but also potential cash flows by the means of altering the
structure of such operational variables as cost, volume, price, revenues and by changing the
competitive position of the exposed company (Srinivasulu 2007, Lessard 2006, Booth and
Rotenberg 2008). On top of that, the exposure is enhanced by the changes in the identities
and policies of competitors, suppliers and customers (Loderer and Pichler 2009).

The risk of undesirable changes in the company's value resulting from unexpected changes
in the real exchange rates is presented for companies across both domestic and international
markets. Choi and K i m (2003) in their analysis showed that both internationally involved
companies and companies with only domestic operations are exposed to foreign exchange
risk in the long run. The present research, however, concerns only those companies that are
at least to some degree involved in international operations (Srinivasulu, 2007).

2.3.2 Economic Exposure
This type of exposure measures the change in the net present value of the firm as a result of
the change in the future cash flows of the firm as a result of the unexpected change in the
rates of exchange. A s such the future cash flows can be split into cash from contractual
agreements as well as cash from anticipated future transaction. In a way economic exposure
includes transaction exposure itself Transaction exposure is the part of economic exposure
comprising future cash flows resulting from contractual commitments and denominated in

foreign currency. According to Choi and K i m (2003) however there should be a clear
distinction between transaction exposure and economic exposure; in that the former arises
from firm contractual commitments and the amounts to be paid or received are known. In
the former on the other side these amounts are uncertain and are therefore based on nothing
more than estimates. Economic exposure having been given a definition of the future effect
of foreign exchange changes on liquidity, operations as well as financial structure and profit
(Loderer and Pichler 2009).

Economic risk arises, for example when a multination firm incurs costs on one currency and
thereafter generates sales in another. In such a scenario, changes in foreign exchange rates
affect the firms, competitive position. Profits may decrease i f the cost currency appreciates
against the sales currency: it therefore becomes more expensive to buy materials and
cheaper to sell finished goods (Srinivasulu, 2007). This is bound to affect the expected
future cash fiows and thus the value of the firm, which is known as the present value of the
future cash fiows. Another component of economic exposure is brought about by price
changes, because they affect future cash fiows. In such, economic exposure can rise because
the competitive position of a company could be affected by a given exchange rate volatility
(Loderer and Pichler 2009). Different factors can affect the future cash fiows of a firm and
therefore also affect the economic exposure: the investment policy of the firm, or external
factors such as political crisis in a country that would affect the levels of sales, for example
it is difficult to identify and quantify this kind of risks as they may involve movements in
currency in which the company has no physical dealings (Lessard, 2006).

2.3.3 Translation Exposure
This type of exposure arises from converting financial statements expressed in foreign
currencies into the home currency. When a firm consolidates the results of all its foreign
subsidiaries, it has to present a final a report to shareholders and the numbers in this
document should be expressed in one currency (Lessard 2006). A l l foreign currency
denominated assets and liabilities as well as revenues and costs have to be translated into
one basic currency. According to Choi and K i m (2003) assets, liabilities as well as equity on
a balance sheet are expressed in historical values and the foreign exchange rate at which the
currencies trade at the end of the accounting period is most probably not the same foreign
exchange rate when the accounts were booked. In this regard therefore when a company
carries out the conversion at a new foreign exchange rate, there is a likelihood of exchange
rate losses or profits. Thus the question that occurs is at what exchange rate the accounts
should be translated: it could be at the rate of exchange at the balance sheet date, at the rate
of exchange at the time when the assets was acquired or the liability incurred, or at the rate
of exchange mid-way through the trading year (Lessard, 2006).

2.4 Strategic Options to Manage Foreign Risk Exposure

2.4.1 Hedging
Hedging practices varies from company to company, with the decision to hedge being based
on the risk attitude of the company's management team. Attitude toward risk can range
anywhere from being averse to being a risk-taker. Risk averse companies, seek to cover
every exposure as soon as it arises, while risk takers leave all exposures un hedged with the

hope that gains or losses which arise from movements in foreign exchange or interest rates
will be offset in the long term (Lessard, 2006).

In seeking to manage economic currency exposure risk, firms can adopt either operational or
financial hedging approaches, or a combination of both Srinivasulu (2007), Aggarwal and
Soenen (2009) and Soenen and Madura (2001). However financial it requires a strategic
reorientation of operating policies regarding pricing, sourcing. location of production and
financing. Moffet and Karlsen (2004) describe the use of production, financial and
marketing policies to manage economic currency exposures as "natural hedging'.

2.4.2 Diversification Mergers and Acquisition
Diversification of international operations is an important aspect in managing economic
exposure, as it allows companies to react competitively in light of currency movements. A s
exchange rate changes affect a firm's cost of production at home relative to those of
producing abroad, the firm may relocate production between countries. According to Moffet
and Karlsen (2004) the firm can also make marginal shifts in sourcing inputs or lengthening
production in a nation whose currency has devalued and decrease production or sourcing
inputs in nations with appreciating currencies. The diversification of financing across
currencies is another operational strategy that can be used to hedge economic currency
exposure. This will involve structuring the firms liabilities in such a way that changes in
foreign assets values due to economic exposure is offset by relative changes n the debt
service expense in the same currency, i.e. acquiring debt in a currency in which the company
has continual cash inflow which is exposed to economic exposure.

Companies should diversify

the

markets

for both

output and sources of supplies

internationally, this will allow management to be propositioned to both recognize disequilibrium when it occurs and react to it competitively. Mergers are one common form of
external diversification. They occur when two or more firms combine operations to form
one corporation, perhaps with a new name. These firms are usually of similar size. One goal
of a merger is to achieve management synergy by creating a stronger management team.
This can be achieved in a merger by combining the management teams from the merged
firms (Pearce, and Robinson, 2007).

The second form of external growth is acquisition; it occurs when the purchased corporation
loses its identity and is thus absorbed by the acquiring firm. The acquired company and its
assets may be absorbed into an existing business unit or remain intact as an independent
subsidiary within the parent company. In most cases of acquisitions larger firms purchase
smaller company. Acquisitions are called friendly i f the firm being purchased is receptive to
the acquisition. Unfriendly mergers or hostile takeovers occur when the management of the
firm targeted for acquisition resists being purchased (Pearce, and Robinson, 2007).

According to Pearce and Robinson (2007) vertical integration occurs when firms undertake
operations at different

stages of production. Involvement in the different

stages of

production can be developed inside the company or by acquiring another firm. Horizontal
integration or diversification involves the firm moving into operations at the same stage of
production. Vertical integration is usually related to existing operations and would be
considered concentric diversification. Horizontal integration can be either a concentric or a

conglomerate form of diversification (Hungler and Wheelen, 2007). Backward integration
allows the diversifying firm to exercise more control over the quality of the supplies being
purchased. Backward integration also may be undertaken to provide a more dependable
source of needed raw materials. Forward integration allows a manufacturing company to
assure itself of an outlet for its products. Forward integration also allows a firm more control
over how its products are sold and serviced. Furthermore, a company may be better able to
differentiate its products from those of its competitors by forward integration. B y opening its
own retail outlets, a firm is often better able to control and train the personnel selling and
servicing its equipment (Hungler and Wheelen, 2007).

2.4.3 Derivative Instruments
There are many new derivative instruments, which are being used by companies to manage
their exposures to foreign exchange risks such as forward contract, futures contracts, swaps
and options. Each of these techniques differs in the way they are applied in each companies
situation. According to Srinivasulu (2007), a forward contract is an agreement to buy or sell
a specific quantity at a predetermined price on a specific date in the future. The
predetermined price is called the forward exchange rate. Moffet and Karlsen (2004) avow
that the forward exchange rate is set to a value such that no money is required up front to
enter the contract.

A currency forward contract is particularly useful for exposures that are short to medium
term and whose timing is known for certainty. Forward contracts can normally trade with
maturities of up to 1, 3 or 6 months, however forward contracts can also be taken out for up

five years. There are a number of risks attached to forward dealing, which makes it essential
for treasures to exercise caution. The forward rate is not purely a reflection of the strength or
weakness of a currency, it also allows for interest rate differentials, and thus forward rates
may move even more dramatically than spot rates. Forward contracts also expose companies
to more risks such as settlement risk and counter party risk. Because of the obligation to
fulfill, forward contracts contain considerable risks (Moffet and Karlsen, 2004).

According to Nance, Smith and Smithson (2003). another instrument, which a company
might use to reduce the risk of foreign exchange volatility, is to enter a futures contract. This
contract is similar to forward contracts in that both involve the promise to buy or sell
currency at a specific time in the future. The difference is that profits or losses from holding
futures contracts are realized and paid out each day; in contrast, profits or losses from
holding a forward contract are realized and transferred only when the contract expires. A
futures market is one of the most important ways to hedge risky assets. I f a company takes
out a long hedge futures contract, the company will be protected against a rise in a foreign
currency value and vice versa if the company takes out a short hedge futures contract.

According to Khoury and Chan (2008) options differ from forward contracts in that holding
an option gives the holder the right to buy or sell a certain amount of a certain asset at a
specified price until or on a specified date, but he is not obliged to do so. Currency options
have become increasing popular as a hedging devise, as it protects the company from
adverse movements in exchange rates while protecting the companies' ability to gain from
favourable movements in exchange rates (Glaum and Belk 2002). Mallin et al (2000). Call

options protect hedgers against increases in the price of the currency, put options protect
hedgers against price decreases.

The fact that one is not obliged to exercise an option means that its payouts are not
symmetric. The holder of a call option can profit i f prices rise, i f prices fall, however, he
simply does not exercise the option (Mallin et al. 2000). Options are available both
standardized on exchanges and privately arranged over-the-counter. The over-the-counter
market offers greater opportunities for customization. Caps and floors are option-based
contracts. A cap is simply a package of call options while a floor is a package of put options.
According to Soenen (2009) currency swaps enable each contracting party to borrow in the
market in which it possesses comparative advantage, and both parties would benefit from
the swaps through reduction in borrowing costs. A s such they allow corporations to adjust
their liabilities according to the mix of their foreign operations and enables corporate
treasurers to basically transform the currency profile of companies' liabilities relatively
quickly.

2.4.4 Market Development
The market development strategy represents an effort to bring current products to new
markets. Typically, management will employ this strategy when existing markets are
stagnant, and when market share increases are difficult to achieve because market shares are
already very high or because competitors are very powerful. This strategy can be
implemented by identifying new uses or new users (Burnes, 2004).

2.4.5 Market Expansion

According to Barney and Hesterly (2008), A market expansion strategy involves moving
into a new geographic market area. Many firms originates as regional competitors Today
however market expansion is more likely to be international in scope, and frequently
through the growth strategy it is most likely to achieve rapid growth in sales volume.
International market expansion strategy can be pursued at one of three levels: regional,
multinational, or global level. A regional strategy implies that a company will totally
concentrates its resources and efforts in one or two areas. A multinational strategy involves a
commitment to a broad range of national market. A global strategy is employed when an
organization operates in a broad set of markets but with a common set of strategic principles
(Pearce, and Robinson, 2007).

2.4.6 Con.solidation Strategies
Basically, there are three types of consolidation

strategies

in marketing, namely:

Retrenchment. Pruning and Divestment. Retrenchment Strategy is essentially the opposite of
market development. A firm reduces its commitment to its existing products by withdrawing
from weaker markets. Generally, this strategy is pursued whom a firm has experienced
uneven performance in different markets. Pruning Occurs when a firm reduces number of
products offered in a market. In effect, pruning is the opposite of product development and
occurs when a firm decides that some market segments are too small or too costly to
continue to serve. Divestment occurs when a firm sells off a part of its business to another
organization. Because this usually means that a firm is taking itself out of a product line and

out of a particular market, divestment is essentially the opposite of diversification (Barney J;
Hesterly, 2008).

2.5 Chapter Summary

This chapter presented a review of literature related to the purpose of the study. The section
dealt with the background information. The chapter mainly focused on reviewing literature
related to the three research questions of the study. The next chapter will deal with the
research methodology applied to this particular study.
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CHAPTER THREE
3.0 R E S E A R C H M E T H O D O L O G Y

3.1 Introduction

This chapter describes the methodology and procedures that were used to carry out the
study. In this chapter the type of research design to be used is described and justified as well
as the target population of the study. The sampling design, sampling frame, sampling
technique, sample size and research procedures are defined. Described also in the chapter
are data collection and analysis techniques employed.

3.2 Research Design

A research design provides the framework used as a guide in collecting and analyzing data
(Coopers and Schindler, 2008).

The study assumed a causal research design that

triangulates both qualitative and quantitative tools of analysis. Causal research design
analyzes the cause - effect relationship between variables. The study was focused on
measuring the foreign exchange risk exposure of commercial banks in Kenya. The merge of
the two tools of analysis (qualitative and quantitative) were used to establish how
respondents perceive the strategic response to foreign exchange risk exposure to have an
impact on performance. The study involved a cross sectional analysis of three Family Bank
branches.
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3.3 Population and Sampling Design
3.3.1 Population
Schindler. (2000) defines population as the total collection of elements about which we wish
to make inferences. This research focused on the population of sixty seven mainstream
employees of Family Bank Limited, stationed in three Family bank branches. The various
inputs concerning the strategic response to foreign exchange risk exposure on organization
performance were gathered from this population.

Table 3.1: Population Distribution table
Distribution

Branches

No. Of Employees
Muindi Mbingu Branch Nairobi

24

Tom Mboya Branch Nairobi

25

Moi Avenue Branch

18

Total

67

Source: Family Bank Limited

3.3.2 Sampling Design
A sample is a group from the population that was representative of the population (Coopers
and Schindler, 2008). Sampling is a method involved in selection of a proportionate
representation from the total sample size. There are several reasons for sampling, including:
lower cost, greater accuracy of results, greater speed of data collection, and availability of
population elements. A representative sample was selected from the sum total of employees
working in Nairobi, which is subject to study. Not all employees were included in the
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sampling design since they are not all mainstream employees in the organization but rather
offer support services.

3.3.2.1 Sampling Frame
Cooper and Schindler (2008) define sampling frame as the list of elements from which the
sample is actually drawn. Ideally, it is a complete and correct list of population members
only. The list could of geographical areas, institutions, individuals, or other units (Churchill
and Brown 2007). Since it was not possible to collect data from all the Family bank
branches in Kenya, three branches which are accessible were used as the frame from which
the sample was identified. This includes employees working in the various business units of
the company who play a role related to the functional areas of the different business
divisions. The business units include: information technology, human resources, finance and
administration and customer relations.

3.3.2.2 Sampling Technique
According to Collins and Hussey (2006), a sampling is the technique of selecting elements
from the population that represented the population. Simple random sampling technique was
used to collect the data from employees of the three branches of Family Bank Limited. In
simple random sampling all probability samples must provide a known nonzero chance of
selection for each population element (Cooper and Schindler 2008). Despite the fact that
there are various divisions in Family bank, this did not affect the composition of the sample
as the type of responsibility and work role an employee is involved in does not change the
strategic response.
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the sample was identified. This includes employees working in the various business units of
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3.3.2.3 Sample Size
Thietart, et al., (2001) defines a sample size as the set of elements from which data is
collected. A

good

comprehensive.

sample

size

should

provide

information

that

is detailed

and

Gay (1981) advocates a sample size of 30 and above or 10% of the

accessible population, as adequate as a rule of thumb and the sample size considered well
above the minimum. The sample size for the study was fifty respondents a 75%
representation of the target population. This is significant in determining patterns concerning
the various factors being investigated. The choice is based on the fact that the population is
homogeneous and variations in the workforce of the company are less likely to determine
their responses.

Table 3.2: Sample Size
Distribution
Department
No. of Employees
10

Percentage
20

Finance and Administration

10

20

Customer Care, Marketing and Communication

10

20

Human Resources

10

20

New Products and Services

10

20

Total

50

100

Information Technology

Source: Researcher, 2012

3.4 Data Collection Methods

Primary data was collected using a semi-structured questionnaire. The questionnaire was
divided into two parts and was administered by way of visiting the various respondents and
requesting them to fill it out. fhe study also utilized secondary data from books, journals
and past research projects related to the problem under study. The research instrument was
pilot tested with a small representative sample before being subjected to the collection of the
necessary data. This was necessary because it helped in finding out i f indeed the tool could
collect the necessary data. This was also because it was not possible to foresee all the
potential misunderstandings or biasing effects of the questions at a glance. It also facilitated
in ensuring the concepts and wordings are perfect.

3.5 Research Procedures

This refers to the process followed in the course of conducting the research project (Bryman
and Bell, 2003). The first step was the preparation of the research proposal followed by the
determination of the representative sample and estimation of the budget of costs incurred.
The data collection instrument was then developed and a pilot exercise conducted to
evaluate its effectiveness. The evaluation of the pilot exercise gave leeway to data collection
from the field followed by analysis and interpretation. The final step was the drawing of
conclusions and making of recommendations coupled with presentation of the findings for
implementation to the company.

3.6 Data Analysis Methods

According to Cooper and Schindler (2000), data analysis involves reducing accumulated
data to a manageable size, developing summaries, looking for patterns and applying
statistical techniques. The data was analyzed in terms of percentages, mean, median and
mode and presented in form of charts and graphs to elicit the findings in light of the three
research questions. The percentages were used to signify the variation between the various
and their presence in the organization. The mean was used to show the magnitude of
contributing factors as well as differentiate between the impact of internal and external
factors. The mode showed which'factors were more prevalent.

3.7 Summary

This chapter has analyzed the methodology that was used in the conduct of the research. The
research involved descriptive study through a cross sectional case study of the organization
of study. The population of focus was the mainstream employees involved in the core
business of the company. Data collection was conducted through the use of questionnaires
and analyzed through

the determination of percentages,

mean, mode, medians and

presentation through graphs and charts. Chapter four presents the study findings and
interpretation.

CHAPTER FOUR

4.0 R E S U L T S AND F I N D I N G S

4.1 Introduction

This chapter presents the resuhs and findings of the study on the research questions with
regards to the data collected from the respondents with respect to Family bank limited. The
first section covers the background information with regards to the respondents. The second
section covers the various aspects that show the concept of strategic response. The third
section looks at the foreign excfiange rate exposure by Family bank and the final section was
on the strategic options to the manage the effect of foreign exchange risk exposure.

4.2: Background Information

This section offers the background information with regards to the respondents" gender,
level of education as well as the experience in the organization.

This was put into

consideration because of the meaningful contribution it offers to the study as the variables
help to provide the logic behind the responses issued by the respective respondents.

4.2.1 Age of the Respondents
The study sought to find out the age distribution of the employees at Family bank Limited.
Table 4.1 provides a summary of the age of the respondents as a result of the responses
given by the respondents.
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Table 4.1: Age of the Respondents
Freq uency
Frequency

Percentage

18-27

7

14

28-37

13

26

38-47

16

32

48-57

7

14

Above 58

7

14

50

100

Age

Total
Source: Survey Data, 2012

As clearly seen in the table, the majority (32 percent) of the respondents were between the
ages of 38-47 years. They were closely followed by those with the age ranging between 2837 years and were indeed 26 percent of the respondents. The remaining respondents shared
the same spoil at 14 percent.

4.2.2 Gender of the Respondents
Table 4.2 provides a summary of the gender of the respondents as a result of the responses
given by the respondents.

Table 4.2: Gender of the Respondents
Distribution
Gender

Frequency

Percentage

Male

32

64

Female

18

36

Total

50

100

Source: Survey Data, 2012

The results of the study clearly show that the majority of the respondents were male
respondents while the female respondents were the minority. The study results show that 64
percent of the respondents were men while 36 percent were female. These results indicate
that there is minimal gender consideration in the organization.

4.2.3 Position
The study sought to establish the position held by respective respondents in the organization.
Figure 4.1 provides a summary of the various positions held by the respondents.

Figure 4.1 Position

The results of the study shows that the majority of the respondents (54 percent) were
surbodinates while 36 percent of the respondents were at the supervisory level, wheras 6
percent of the respondents were managers while the remaining 4 percent were in other
positions.
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4.2.4 No of Years in the Organization
In order to establish the number of years which the respective respondents have been in the
organization, the respondents were asked to state the number of years they have been in the
organization. Figure 4.2 shows the results of the respondents' period of stay in the
organization.

'

Figure 4.2: No. of Years in the Organization

The results of the study shows that majority of the respondents have been in the organization
not more than ten (10) years. Specifically, 48 percent of the respondents have been in the
organization between 5-10 years, while 38 percent of the respondents have been in the
organization less than five (5), years. Similarly, 10 percent of the respondents have been in
the organization between 11-15 years while 4 percent between 16 and twenty years. None of
the respondents has been in the organization more than 20 years.
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4.2.5 Department
In order to establish the specific department of the respective respondents, the respondents
were asked to state their department of operation in the organization. Figure 4.3 provides a
summary of the findings.

• HR

Figure 4.3: Department

From the findings in figure 4.3, it can be seen that the majority of the respondents were from
the sales department. Specifically 34 percent of the respondents were from the sales and
marketing department while 20 percent of the respondents were from the I.T. department.
Similarly 12 percent of the respondents were from the administration department while 10
percent were from the human resource department. The remaining 6 percent were from the
procurement department. The results indicate that the study aimed at receiving views from
different departments.
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4.3 Strategic Response
The study's first objective was to analyse the concept of strategic responses with regards to
commercial banks in Kenya. The following sub-sections presents the study findings with
regard to the study objectives.

4.3.1 Cost Leadership
Figure 4.4 provides a summary of the study findings with regards to the respondents view on
the extent of cost leadership in the organization.

0%

Figure 4.4: Cost Leadership
Respondents view cost leadership as being used to a very low extent in a dynamic
environment. Specifically 41 percent of the respondents went for small extent, 21 percent of
the respondents believe it is used to a small extent while 15 percent of the respondents
moderately rate cost leadership. Consequently the remaining 23 percent believe that cost
leadership as a strategy is used to a large extent. These results indeed show that, cost
leadership as a strategy is not highly rated, by Family bank
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4.3.2 Product Differentiation

Figure 4.5 provides a summary of the study findings with regards to the respondents view on
the extent of product differentiation in the organization.

Figure 4.5: Product Differentiation

Respondents view product differentiation as being used to a very low extent in fluctuating
foreign exchange rates. Specifically 27 percent of the respondents went for small extent, 29
percent of the respondents believe it is used to a small extent while 19 percent of the
respondents moderately rate product differentiation. Consequently the remaining 25 percent
believe that product differentiation as a strategy is used to a large extent by Family bank.

4.3.3 Focus Market
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Figure 4.6 provides a summary of the study findings with regards to the respondents view on
the extent of focus market in the organization.

Figure 4.6: Focus Market

The resuhs of the study show clearly that the majority of the respondents believe that focus
market strategy is used to a high extent by Family bank. The figure shows that 53 percent of
the respondents believe it is used to a very large extent, 30 percent to a large extent, while 5
percent moderately. On the other hand only 9 percent of the respondents believe that focus
market is used to a small extent.

4.3.4 Vertical Integration

Figure 4.7 provides a summary of the study findings with regards to the respondents view on
the extent of vertical integration in the organization.

Figure 4.7: Vertical Integration

The results of the study show clearly that the majority of the respondents believe that focus
market strategy is used to a low extent by the bank. The figure shows that 60 percent of the
respondents believe it is used to a very low extent, 26 percent to a low extent, while 5
percent moderately. On the other hand only 9 percent of the respondents believe that focus
market is used to a large extent.

4.3.5 Joint Venture

Figure 4.8 provides a summary of the study findings with regards to the respondents view on
the extent of joint venture in the organization.

Figure 4.8: Joint Venture

The results of the study show clearly that the majority of the respondents believe that joint
venture strategy is used to a high extent by the bank. The figure shows that 80 percent of
the respondents believe it is used to a very large extent, 16 percent to a large extent, while
2percent moderately. On the other hand only 2 percent of the respondents believe that focus
market is used to a small extent.

4.3.6 Acquisitions and Mergers
Figure 4.9 provides a summary of the study findings with regards to the respondents view on
the extent of acquisitions and mergers in the organization.

Figure 4.9: Acquisitions and Mergers

The results of the study show clearly that the majority of the respondents believe that focus
market strategy is used to a low extent by the bank. The figure shows that 73 percent of the
respondents believe it is used to a very low extent, 17 percent to a low extent, while 3
percent moderately. On the other hand only 7 percent of the respondents believe that focus
market is used to a large extent.

4.3.7 Strategic Alliances

Figure 4.10 provides a summary of the study findings with regards to the respondents view
on the extent of strategic alliances in the organization.
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Figure 4.10: Strategic Alliances

The results of the study show clearly that the majority of the respondents believe that
strategic alliances strategy is used to a high extent the bank. The figure shows that 79
percent of the respondents believe it is used to a very large extent, 14 percent to a large
extent, while 4 percent moderately. On the other hand only 3 percent of the respondents
believe that focus market is used to a small extent.

4.3.8 Corporate Diversification

Figure 4.11 provides a summary of the study findings with regards to the respondents view
on the extent of corporate diversification in the organization.

The results of the study show clearly that the majority of the respondents believe that
corporate diversification strategy is used to a high extent by the bank. The figure shows that
48 percent of the respondents believe it is used to a very large extent, 34 percent to a large
extent, while 7 percent moderately. On the other hand only 11 percent of the respondents
believe that focus market is used to a small extent.

4.4 Foreign Exchange Risk Exposure

The second objective of the study was to establish the foreign exchange risk exposure by
commercial banks. The following sub-section presents a summary of the study findings as
given by the respondents in the study.

4.4.1 The Company is exposed to Foreign Exchange Risks

Figure 4.12 presents a summary of the study findings with regards to how respondents view
how the company is exposed to foreign exchange risks.

Figure 4.12: The Company is exposed to Foreign Exchange Risks

From the figure 52 percent of the respondents strongly agree, 24 agree, 8 percent strongly
disagree, 4 percent disagree, while 12 percent are uncertain if the company is exposed to
foreign exchange risks or not.

4.4.2 Economic Environment in Kenya is Risky

Figure 4.13 presents a summary of the study findings with regards to how respondents
viewed the riskiness of the economic environment.

Figure 4.13: Economic Environment in Kenya is Risky

As clearly seen in the figure, 36 percent of the respondents strongly agree, 20 percent of the
respondents agree, 6 percent of the respondents strongly disagree, and 10 percent of the
respondents disagree while 28 percent of the respondents are uncertain if the economic
environment in Kenya is risky or not.

4.4.3 Transaction Risk Exposure

Figure 4.14 presents a summary of the study findings with regards to how the respondents
regard the exposure of the company to transaction risk exposure.

Figure 4.14: Transaction Risk Exposure

4.4.4 Economic Risk Exposure

Figure 4.15 presents a summary of the study findings with regards to the respondents view
on how the company is exposed to the economic risk.

Figure 4.15: Economic Risk Exposure

As seen in the figure, 35 percent of the respondents strongly agree 28 percent of the
respondents agree, 14 percent of the respondents strongly disagree and 10 percent of the
respondents disagree while 13percent of the respondents are uncertain whether the company
is exposed to economic risk or not.

4.4.5 Translation Risk Exposure

Figure 4.16 presents a summeiry of the study findings with regards to how respondents
viewed translation risk exposure of the company.
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Figure 4.16: Translation Risk Exposure

The resuhs of the study shows that 28 percent of the respondents strongly agree 18 percent
of the respondents agree, 12 percent of the respondents strongly disagree and 20 percent of
the respondents disagree while 22 percent of the respondents are uncertain on whether the
company is exposed to translation risk exposure or not.

4.5 Strategic Options to Manage Foreign Risk Exposure

The third objective of the study was to establish the strategic options to manage foreign risk
exposure. The sub-sections that follow present a summary of the study findings in regard to
the study objective.

4,5.1 Managing Foreign Risk Exposure

The study sought to establish the study findings with regards to how to manage foreign risk
exposure. Table 4.3 presents a summary of the respondents view in this regard.

Table 4.3: Managing Foreign Risk Exposure
Statement

Strongly
Agree

Agree

Uncertain

Disagree

Strongly
Disagree

%

%

%

%

%

20.9

5.0

2.0

2.0

3.68

11.9

20.0

8.0

0

3.6

35.0

5.0

5.0

0

3.61

15.0

3.0

5.0

5.0

3.61

24.0

7.0

0

0

3.51

23.0

3.0

0

0

3.91

23.3

1.7

1.3

7.0

4.08

Currency fluctuations 70.1
has
no
significant
impact
on
the
company's
operating
cash
flows
and
competitive position
Operating
exposure 60.1
cannot be quantified
properly in order to be
hedged by financial
means
Shortsighted currency 55.0
derivatives are used to
manage risks
The cost of hedging by 72.0
financial means are too
high
The management of 69.0
the company believes
that in the long run
positive and negative
exchange rate changes
cancel each other out
Operational means are 74.0
more
important
in
managing risks
Financial means are 67.0
more
important
in
managing risks
Source: Survey Data, 2012

'

Mean

In most of the responses to the above statements, the mean is between four and five.
Although the majority of respondents regarded financial means as important in managing
risks as either important or very important, the overall rating was that it is important (the
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mean being 3.91. in other words close to four). Respondents rated providing short term
derivatives as neutral, therefore neither important nor unimportant.

4.5.2 Strategies Adopted by the Company

Table 4.4 presents a summary of the study findings with regards to the strategies adopted by
the company in response to the foreign exchange risk exposure.

Table 4.4: Strategies adopted by the Company
Strongly
Agree

Agree

Uncertain

Disagree

Strongly
Disagree

%.

%

%

%

%

Enter a new foreign market

31.7

35.0

13.3

13.3

3.3

3.68

Shift supplier to foreign
locations

36.7

26.7

16.7

13.3

1.7

3.60

Shift production to foreign
25.0
locations
Increase capacity, accelerate 23.3
resource utilization or
extend production in
foreign countries

35.0

25.0

10.0

0

3.61

35.0

26.7

5.0

1.7

3.61

Delay entry into a foreign
market

30.0

35.0

23.3

10.0

1.7

3.51

Abandon a foreign market
completely

30.0

33.3

26.7

6.7

1.7

3.5

Temporally close or reduce
operations in a foreign
market

18.3

23.3

31.7

13.3

6.7

4.04

Statement

Source: Survey Data, 2012

Mean

Table 4.4 illustrates that the overall rating of strategies employed in cases of foreign
exchange risk exposure varied between neutral and important. A s such the company prefers
entering into new markets as well as shifting suppliers and production to foreign locations.

4.6 Chapter Summary

In this chapter the researcher provides the findings with respect to the information given out
by the respondents. The first section provides the study findings based on the respondents
background. This was followed by the findings on the strategic responses. The section that
follows presents the study findings on the foreign exchange risk exposures and finally the
strategic options to manage foreign exchange risk exposures. The next chapter provides the
conclusion, summary as well as the discussions and the recommendations.

CHAPTER FIVE

5.0 D I S C U S S I O N , C O N C L U S I O N S AND R E C O M M E N D A T I O N S

5.1 Introduction

^

Ihis chapter consists of four sections, namely summary, discussion, conclusions, and
recommendations following that order.

The first section provides a summary of the

important elements of the study which includes the study objectives, methodology and the
findings. The second section discusses the major findings of the study with regards to the
specific objectives. The third section discusses the conclusions based on the specific
objectives, while using the findings and results which are obtained in the fourth chapter.

5.2 Summary

The general objective of the study was to determine the strategic response to foreign
exchange risks by commercial banks in Kenya. The three research objectives that guided the
research included: to analyze the concept of strategic response, to establish the foreign
exchange rate exposure by commercial banks and to evaluate the strategic options to the
manage the effect of foreign exchange risk exposure. The study engaged the use of a
descriptive research design in order to get the data that is necessary. This helped in the
primary data collection as a means of getting into the research objectives.

The population under study included the mainstream employees of Family Bank Limited. In
order to determine the sample size, a simple random sampling was used. This was so

because of the need to reduce refusal rates as a result of the homogeneity in the sample
population. The sample size was 50 respondents. The study engaged the use of structured
questionnaires which were pilot tested in order to ensure that there was data validity as well
as reliability. Data coding was done using Microsoft Excel in combination with SPSS so as
to generate the descriptive statistics for instance the frequencies as well as the percentages.
The results were then presented in from of tables, as well as, figures.

Looking at the study findings, it is revealed that 64 percent of the respondents were male
while 36 percent of the respondents were females. It was also indicated from the findings,
that majority of the respondents were aged between 28 and 48 years. This shows clearly that
the majority of employees were youthful. With regards to the number of years in the
organization, the study finding indeed revealed that the majority of the employees have been
in the organization not more than 10 years. Also the study findings indicated that majority of
the employees (54%) were subordinates.

The findings on the strategic response

to foreign exchange risk exposure by commercial

banks revealed that focus market (50 Percent), joint ventures (50 percent), strategic alliances
(64 percent) as well as corporate diversification (34 percent) stood out as the popular
strategies used by the company. The other strategies although used by commercial banks,
they are not very popular. The findings also revealed that a combination of strategic
alliances and joint ventures was the best suitable.
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5.3 Discussion

This section offers a discussion with the basis on the research specific objectives. The
comparison of the hterature review with the research findings is also done in this section.

5.3.1 Strategic Response

The study findings on the strategies relevant in a foreign exchange risk exposure showed
that product

differentiation

is one such capability applicable to commercial banks.

According to Chwelos (2001), product differentiation enables an organization to achieve
improved performance with regards to the competition. This is because superior benefits
tend to bring about an enhancement of customer loyalty and perceived quality, which a firm
can exploit with respect to its resource-capability combinations to effectively attain a
differentiation, based competitive advantage. This therefore should be able to improve its
performance compared to competitors by selling more units at the same margin or by selling
the same number of units at a greater margin.

Majority of the respondents believed that focus market strategy was a suitable strategic
response to the foreign exchange risk exposure. According to Treacy and Wiersema (1995) a
firm typically will choose to emphasize one of three "value disciplines": product leadership,
operational excellence, and customer intimacy. Operational Excellence - "best price with
least inconvenience". The respondents also believed that joint venture was also a strategic
response in foreign exchange risk exposure. These findings align with the argument by
Pearce and Robinson who avows that firms can look outside their current operations and
therefore buy access to new products or markets. Joint ventures are one common form of
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external diversification. They occur when two or more firms combine operations to form
one corporation, perhaps with a new name. These firms are usually of similar size. One goal
of a merger is to achieve management synergy by creating a stronger management team.
This can be achieved in a merger by combining the management teams from the merged
firms (Pearce. and Robinson, 2007).

Majority of the respondents also believed that strategic alliances as a strategic response to
foreign exchange risk exposure. Oliver (1997) concurs with this finding when he avows that
strategic alliances allow firms to procure assets, competencies or capabilities that are not
readily available in competitive factor markets particularly, specialized expertise and
intangible assets such as reputation. According to Wheelen and Hunger (2004), companies
for strategic alliances to obtain technology and manufacturing capabilities, obtain access to
specific

markets, reduce financial

risk, reduce political risk and achieve or ensure

competitive advantage. Alliances allow firms to tap into time compression diseconomies and
history dependent competencies that are difficult to trade in strategic factor markets (Oliver,
1997). While competitors can surely be threats, the right competitors can strengthen rather
than weaken a firm's competitive position in many industries. Competitors can serve a
variety of strategic purposes that increase a firm's sustainable competitive advantage and
improve the structure of its industry (Porter, 1985).

The findings also revealed that the respondents were of the opinion that

corporate

diversification stood out as the popular strategic response in foreign exchange risk exposure.

Corporate-level strategic responses address the entire strategic scope of the enterprise. This
is the "big picture" view of the organization and includes deciding in which product or
service markets to compete and in which geographic regions to operate. Decisions of about
whether to vertically integrate, form strategic alliances, diversify or enter into mergers and
acquisitions is part of corporate level strategic responses, (Barney J . B ; Hesterly W.S, 2008).
Internal diversification can take place in distinct ways. One of these is to market existing
products in new markets. In the case of banks, they may elect to broaden its geographic base
to include new customers, either within its home country or in international markets. The
banking firms could also pursue an internal diversification strategy by finding new users for
its current product. Finally, such firms may attempt to change markets by increasing or
decreasing the price of products to make them appeal to consumers of different income
levels.

5.3.2 Foreign Exchange Risk Exposure

The study findings revealed that the majority of the respondents believe that commercial
banks in Kenya are exposed to transaction risks. These findings are in line with Srinivasulu
(2007). who argues that transaction risk exposure is broad in scope, since unexpected
changes in real exchange rates effect not only actual but also potential cash flows by the
means of altering the structure of such operational variables as cost, volume, price, revenues
and by changing the competitive position of the exposed company (Srinivasulu 2007,
Lessard 2006, Booth and Rotenberg 2008). On top of that, the exposure is enhanced by the
changes in the identities and policies of competitors, suppliers and customers (Loderer and
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Pichler 2009). The risk of undesirable changes in the company's value resulting from
unexpected changes in the real exchange rates is presented for companies across both
domestic and international markets. Choi and K i m (2003) in their analysis showed that both
internationally involved companies and companies with only domestic operations are
exposed to foreign exchange risk in the long run. The present research, however, concerns
only those companies that are at least to some degree involved in international operations
(Srinivasulu. 2007).

The study findings also reveal the majority of the respondents believe that commercial
banks in Kenya are exposed to economic risks. Economic risk arises, for example when a
multination firm incurs costs on one currency and thereafter generates sales in another. In
such a scenario, changes in foreign exchange rates affect the firms, competitive position.
Profits may decrease i f the cost currency appreciates against the sales currency: it therefore
becomes more expensive to buy materials and cheaper to sell finished goods (Srinivasulu,
2007). This is bound to afTect the expected future cash flows and thus the value of the firm,
which is known as the present value of the future cash flows. Another component of
economic exposure is brought about by price changes, because they affect future cash flows.
In such, economic exposure can rise because the competitive position of a company could be
affected by a given exchange rate volatility (Loderer and Pichler 2009). Different factors can
affect the future cash flows of a firm and therefore also affect the economic exposure: the
investment policy of the firm, or external factors such as political crisis in a country that
would affect the levels of sales, for example it is difficult to identify and quantify this kind

of risks as tiiey may involve movements in currency in which the company has no physical
dealings (Lessard, 2006).

The study findings also revealed that the majority of the respondents

believed that

commercial banks are exposed to translation risks. According to Lessard (2006), this type of
exposure arises from converting financial statements expressed in foreign currencies into the
home currency. When a firm consolidates the results of all its foreign subsidiaries, it has to
present a final a report to shareholders and the numbers in this document should be
expressed in one currency (Lessard 2006). A l l foreign currency denominated assets and
liabilities as well as revenues and costs have to be translated into one basic currency.
According to Choi and K i m (2003) assets, liabilities as well as equity on a balance sheet are
expressed in historical values and the foreign exchange rate at which the currencies trade at
the end of the accounting period is most probably not the same foreign exchange rate when
the accounts were booked. In this regard therefore when a company carries out the
conversion at a new foreign exchange rate, there is a likelihood of exchange rate losses or
profits. Thus the question that occurs is at what exchange rate the accounts should be
translated: it could be at the rate of exchange at the balance sheet date, at the rate of
exchange at the time when the assets was acquired or the liability incurred, or at the rate of
exchange mid-way through the trading year (Lessard, 2006).

5.3.3 Strategic Options to Manage Foreign Risk Exposure
The study findings revealed that commercial banks employ hedging as a strategy to manage
foreign risk exposure. In seeking to manage economic currency exposure risk, firms can
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adopt either operational or financial hedging approaches, or a combination of both
Srinivasulu (2007), Aggarwal and Soenen (2009) and Soenen and Madura (2001). However
financial

it requires a strategic reorientation of operating policies regarding pricing,

sourcing, location of production and financing. Moffet and Karlsen (2004) describe the use
of production, financial and marketing policies to manage economic currency exposures as
'natural hedging'.

The study findings also revealed that commercial banks employ derivative instruments in
managing foreign risk exposure.,The forward rate is not purely a refiection of the strength or
weakness of a currency, it also allows for interest rate differentials, and thus forward rates
may move even more dramatically than spot rates. Forward contracts also expose companies
to more risks such as settlement risk and counter party risk. Because of the obligation to
fulfill, forward contracts contain considerable risks (Moffet and Karlsen, 2004). According
to Nance, Smith and Smithson (2003), another instrument, which a company might use to
reduce the risk of foreign exchange volatility, is to enter a futures contract. A futures market
is one of the most important ways to hedge risky assets. I f a company takes out a long hedge
futures contract, the company will be protected against a rise in a foreign currency value and
vice versa i f the company takes out a short hedge futures contract. Currency options have
become increasing popular as a hedging devise, as it protects the company from adverse
movements in exchange rates while protecting the companies' ability to gain from
favourable movements in exchange rates (Glaum and Belk 2002). Mallin et al (2000). Call
options protect hedgers against increases in the price of the currency, put options protect
hedgers against price decreases.

60

The study findings also revealed that the commercial banks in Kenya employ consolidated
strategies in managing foreign risk exposures. According to a Barney and Hesterly (2008) a
firm reduces its commitment to its existing products by withdrawing from weaker markets.
Generally, this strategy is pursued whom a firm has experienced uneven performance in
different markets. Pruning Occurs when a firm reduces number of products offered in a
market. In effect, pruning is the opposite of product development and occurs when a firm
decides that some market segments are too small or too costly to continue to serve.
Divestment occurs when a flrrr; sells off a part of its business to another organization.
Because this usually means that a firm is taking itself out of a product line and out of a
particular market, divestment is essentially the opposite of diversification (Barney J ;
Hesterly, 2008).

5.4 Conclusion

The purpose of this study was to determine the strategic response to foreign exchange risk
exposure by commercial banks in Kenya. The following are the major conclusions based on
the findings and discussions.

5.4.1 Strategic Response

The study has established that the strategic response to foreign exchange risk exposure by
the commercial banks in Kenya revolved around the use of focus market, joint ventures,
strategic alliances as well as corporate diversification. These strategies have been seen to
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s
give commercial banks a leeway in dealing with the dynamism in the foreign exchange
market and therefore enabled them to maintain a more or less stable condition for the banks.
The results of the study supported the hypothesis that the hedging strategies of the
companies depend on their previously build flexibility. A s such, multinationality and foreign
exposure were significant explanatory factors for the importance and application of various
hedging strategies.

5.4.2 Foreign Exchange Risk Exposure

The study findings lead to a conclusion that indeed commercial banks in Kenya were
exposed

to transaction, econo'mic as well

as translation

risks. The present

study

complements the existing risk management literature by providing evidence on the strategic
foreign exchange risk management practice by Kenyan commercial banks. The study
findings

supports the fact that the actual risk management practice of companies and the

operational and financial strategies are seen as being complements to each other.

5.4.3 Strategic Options to Manage Foreign Exchange Risks

The study has established that the strategic options to manage foreign exchange risks as
employed by the commercial banks in Kenya revolved around hedging, derivative
instruments as well as consolidated strategies. On the aggregate level, the risk management
objective of the companies and the involvement of both the operational and financial
departments in the risk management were significant factors in explaining the importance
and application of the operational hedging strategies. The size of the company exhibited
significance in explaining the importance and application of the financial hedging means.
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5.5 Recommendations

This section gives a recommendation that the researcher indeed feels that are important in
formulating guidelines for organization performance in the banking industry.
5.5.1 Recommendations for Improvement

r

5.5.1.1 Strategic Response

The banking industry is indeed a growing industry as far as globalisation is concerned. It is
therefore important for organizations to consider the various strategic responses for instance
strategic alliances, diversification, differentiation and market focus when they aim to
achieve substantive organization performance.

5.5.1.2 Foreign Exchange Risk Exposure

The various organization foreign exchange risk exposure from one organization to the other,
however it is important for the Kenyan banking industry to acknowledge that indeed these
risk exposures are real and therefore there is need to for such companies to conceptualize
operational and financial means which are equally important in the management of foreign
exchange operating exposure.

5.5.1.3 Strategic Options to Manage Foreign Exchange Risk Exposure

The study recommends that besides the strategies used by commercial banks, risk
management objective and involvement of both financial and operational departments
should be conceptualized as they are important factors in explaining the actual real options
strategies adopted by the companies as a response to exchange rate changes.

v
5.5.2 Recommendations for Further Studies

The researcher acknowledges the fact that limitations for instance time, measurement for
data collection and questionnaire survey that stood in the way of the study. The researcher
therefore recommends that since the sector is still experiencing growth it becomes important
for banks to put into consideration the risk exposures. In this regard therefore the researcher
recommends that additional studies should be conducted on the strategic response to foreign
exchange risk exposures.
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Appendix I : Implementation Schedule

ITEM

C O S T (Kshs)

Proposal development
Typing and Printing

2000.00

Photocopying

1000.00

Computer time in Proposal development

5,000.00

Hiring of research assistants

10,000.00

Stationery

5,000.00

Travel expenses

5,000.00

TOTAL

28,000.00

Appendix I I : Implementation Budget

ACTIVITY

TIME FRAME
Start

End

Period

Proposal development

21st Oct 2011

2"" Nov, 2011

2 weeks

Proposal review and correction

10* Nov, 2011

22"" Nov, 2011

2 weeks

Pilot testing of questionnaire

24* Nov 2011

26* Nov, 2011

3 days

Data collection

3 1 " Dec, 2011

12* January, 2012

2 weeks

Data analysis, results and findings

14* January, 2012 19* January, 2012

6 days

Conclusion and recommendations

2r'January, 2012

19* Feb, 2012

3 weeks

Editing and Presentation of fmal report

21st Feb 2012

2""^ March, 2012

2 weeks

V

A P P E N D I X 111: Letter to Respondents
SIDHRA R A K H A
P.O B O X 14634-00800
NAIROBI

Dear respondent,
I am carrying out a research on the strategic response to foreign exchange risks. This is in
partial fulfilment of the requirements for the Degree of Master's in Business Administration
( M B A ) program at United States International University.

This is an academic research and confidentiality is strictly emphasized, your name and other
credentials will not appear anywhere in the report. The questionnaire takes a few minutes
only. Kindly spare some time to complete the questionnaire herewith attached.
Thank you in advance.

Yours Sincerely,

SIDHRA R A K H A
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QUESTIONNAIRE:

Section 1: General Information
Tick the appropriate response from the alternatives provided.
1.

Gender
Female

Male

Level/Position in the organization
Middle

Level

Supervisor

Management

Diivisional Head ^ T o p Management

j — j Other (Specify).

Years of Work Experience?
0-5 years
5-10 years
•

10-15 years
15-20 years
More than 20 years

Department
Finance

•

•

Corporate & Legal Services

Human

Resources

j — j Others (specify)

Section 2: Strategic Response

5.

What is your Ownership of the company

a)

Local (over 51 % )

[ ]

b)

Foreign (Over 51%)

[ ]

c)

Government

[ ]

d)

Other Specify

(over 51 % )
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& Administration

6.

Years of Operation of the company in Kenya
a.

7,

8.

Less than a year

b.

1-5

c.

6 - 10

d.

11 - and above

Does your company operate internationally?
a)

No

b)

East African region only

c)

Africa only

d)

The whole world

( ]

What Strategy does your company employ?
a)

Global

b)

Multi-Domestic

c)

Domestic

d)

Others Specify

[

9. Which of these strategic responses does your company pursue?
a) Cost leadership (Low cost)
b) Product Differentiation
c) Focus Market (Niche Market)
d) Vertical Integration
e) Joint Venture
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f)

Acquisitions and Mergers

g) Strategic Alliances
h) Corporate Diversification (Market)

10. To what extent does your company use these strategies response in
response to changing economic environment.(Tick only one box for each
attribute, where 1= very small extent, 2= small extent, 3 = moderate extent,
4 = larger extent 5 = very large extent)

1

Strategic Response
Cost leadership ( L o w )
Product Differentiation

»

Focus Market
Vertical Integration
Joint Venture
Acquisitions and Mergers
Strategic Alliances
Corporate Diversification (Market)
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2

3

4

5

Section 3: Foreign Exchange Rate Exposure
Using a scale of 1-5 tick the appropriate answer from the alternatives. 1- Strongly Disagree
2-Dissagree 3-Uncertain 4-Agree 5- Strongly Agree
The company is Exposed to Foreign Exchange Risks

(1) (2) (3) (4) (5)

The economic Environment in Kenya is Risky

(1) (2) (3) (4) (5)

The company is exposed to transaction risk exposure

(1) (2) (3) (4) (5)

The company is exposed to economic risk exposure

(1) (2) (3) (4) (5)

The company is exposed to Translation risk exposure

(1) (2) (3) (4) (5)

Section 4: Strategic Options to Manage Foreign Risk Exposure
(i)

Using a scale of 1-5 tick the appropriate answer from the alternatives, 1- Strongly

Disagree 2-Dissagree 3-Uncertain 4-Agree 5- Strongly Agree
Currency fluctuations has no significant impact on the company's(1) (2) (3) (4) (5)
operating cash flows and competitive position
Operating exposure cannot be quantified properly in order to be (1)(2)(3)(4) (5)
hedged by financial means
Shortsighted currency derivatives are used to manage risks
The cost of hedging by financial means are too high

(1) (2) (3) (4) (5)
(1) (2) (3) (4) (5)
The management of the company believes that in the long run (1)(2) (3) (4) (5)
positive and negative exchange rate changes cancel each other out
Operational means are more important in managing risks
Financial means are more important in managing risks
Currency fluctuations has no significant impact on the company's
operating cash flows and competitive position

(1) (2) (3) (4) (5)
(1) (2) (3) (4) (5)
(1)(2) (3) (4) (5)
(1) (2) (3) (4) (5)

Operating exposure cannot be quantified properly in order to be
hedged by financial means

(1) (2) (3) (4) (5)

Operating exposure is better managed by operational means (i.e.
choice of sourcing or production locations, pricing strategy etc.)

(1) (2) (3) (4) (5)

The cost of hedging by financial means are too high

(1)(2) (3) (4) (5)
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(ii)
In order to manage the impact of exchange rate fluctuations on your company's
operating cash flows or competitive position (i.e. operating exposure), how important are
the following financial means for your company? 1-Important Somewhat, 2- important
3-Neither important or unimportant 4-Somewhat unimportant 5-Unimportant

Shortsighted currency derivatives (forward contracts)

(1) (2) (3) (4) (5)
(1)(2)(3) (4) (5)

Longsighted currency derivatives (swaps)
Choice of the currency in which the company's debt is
denominated

(1)(2)(3)(4)(5)

(iii)
In order to manage the impact of exchange rate fluctuations on your company's
operating cash flows or competitive position (i.e. operating exposure), how important are
the following operational means for your company? 1-Important Somewhat, 2-Important
3-Neither Important or Unimportant 4-Somewhat Unimportant 5-Unimportant
Choice of the appropriate product mix

(1) (2) (3) (4) (5)

Choice of the appropriate market and market segments

(1)(2) (3) (4) (5)

Choice of the input sourcing locations

(1) (2) (3) (4) (5)

Choice of the production locations

(1)(2) (3) (4) (5)

Choice of the pricing strategy

(1) (2) (3) (4) (5)

(iv)
At the present time, what is the average time horizon that your company has covered
its foreign exchange exposure by using financial means (i.e. forward contracts), options,
swaps, debt in foreign currency)? (Please check one option)
0-1 months _l-3 months

3-6 months

6-12 months
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1-2 years 2-5 years _> 5 years

(v)

In the past 5 years has your company undertaken any of the following actions partly

or fully due to positive or negative developments in exchange rates? 1- Strongly Disagree
2-Dissagree 3-Uncertain 4-Agree 5- Strongly Agree

Enter a new foreign market where your company did not have any sales or (1) (2) (3) (4) (5)
operations before
Shift supplier to foreign locations where it became cheaper to source due (1)(2) (3) (4) (5)
to exchange rate changes
Shift production to foreign locations where it became cheaper to produce (1)(2) (3) (4) (5)
due to exchange rate changes
Increase capacity, accelerate resource utilization or extend production in
foreign countries

(1)(2)(3)(4)(5)

Delay entry into a foreign market

(1) (2) (3) (4) (5)

Abandon a foreign market completely

(1) (2) (3) (4) (5)

Temporally close or reduce operations in a foreign market

(1) (2) (3) (4) (5)

Change the set of inputs or processes used for production

(1)(2)(3)(4)(5)

Change the composition of products sold (change of product mix)

(1)(2) (3) (4) (5)

Thank you for your participation
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