
 

How vulnerable is your business to the risk of volatile exchange rate 
movements and rising interest rates? 
 
Exchange Rates 

 
Any business owner running a business in an emerging market like South Africa is going to be directly or 
indirectly impacted by the movements and volatility in the exchange rate. The extent of this impact will 
obviously vary depending on the nature of each business, the currencies in question and the degree of 
imported products or services or foreign currency denominated expenses. Shocks can be sudden or 
gradual and are often beyond the control of parties or even the country in question. Contagion and knock-
on effects can also have a major impact on currency markets, such as the negative sentiment towards 
emerging markets, the slowdown in economic growth in China and the accompanying slump in 
commodity prices and lower export earnings. A reversal of investment flows, a loss of business 
confidence or a ratings downgrade can have a significant impact too on the value of the currency.  
 
Merely following economic forecasts for rates and then taking a view might well be not good enough. The 
2015 consensus forecasts by 33 leading local economists’ was a rand exchange rate of 11-80 and the 
majority did not foresee the rand falling to the levels it has.  
 
While there was some consensus in late November that the rand would likely end the 2015 year around 
the level of R15 to the dollar, events on both the local and global front saw this surpassed and a blow-out 
to nearly R18 to the dollar before some recovery. The rand could quite easily reach a level of R20 to the 
dollar this year or early next year due to sustained low economic growth, ratings downgrades, potential 
junk bond status of our debt, persistent high unemployment, increasing budget expenditure demands, 
budget deficits, increasing political unrest/uncertainty and declining exports due largely to the 
commodities cycle downturn. The rand has also appreciated at times, largely in line with commodity price 
booms.  
 
Depreciation of the currency has not always been gradual and we have seen rapid depreciation and high 
volatility at times. This can have a material impact on any business, particularly if it has large foreign 
denominated liabilities - foreign loans, import obligations, capital replacement, foreign bills, letter of credit 
obligations which haven’t been hedged and need to get paid in local currency. In many cases, rapid 
depreciation has resulted in a number of companies going out of business as in addition to the added 
financial cost of goods or production, they become unable to pass on the increased costs and compete 
profitably. Similarly a major appreciation in the currency that is left un-hedged can impact very heavily on 
an exporter who has fixed rand costs. It is important however, that a business model, particularly as an 
exporter, is not built around reliance on a weak currency.  
 
It is also important that the performance of the rand against third currencies is also monitored. While most 
currencies and in particular emerging market currencies, have depreciated significantly against the dollar, 
euro and pound, the rand has also weakened significantly against some other emerging market 
currencies and third currencies. Importers of goods from Korea, India, Malaysia and Indonesia have seen 
a significant depreciation in the rand against these currencies and the cost of imports from these markets 
has risen considerably. Each business has to assess the degree to which their profitability and viability is 
impacted by movements in currencies, whether directly or indirectly. For a business with a high 
component of operating costs and capital expenditure attached to foreign currency exposure, hedging will 
always be a prudent bet. Hedging is not about taking bets against the currency, but is about bringing 
certainty to the cost of transactions and obligations denominated in foreign currencies.  
 



 
The degree of sensitivity to movements needs to be tested- e.g. if the exchange rate moves by 10% what 
does this do to my cost structure and in turn profitability? What if it moves by 20%, can I still compete? 
Can I increase my prices accordingly without impacting sales? If I don’t pass on the full impact, can I still 
remain profitable? What is the impact on my cash flow? What is the short-term outlook for the currency? 
Can I source my products more cheaply? If I am exporting, by dropping my prices can I significantly 
increase sales volumes? 
 
What then can you do to best manage and mitigate this risk to your business? 
 
The most obvious way to bring certainty to import costs or exports is by taking out forward cover or a 
currency option that lets you fix or hedge the cost of any imports or exports and peg your downside risk. 
All hedging comes at a cost which in turn will need to reflect in the pricing of goods or which will manifest 
in lower profit. In terms of exchange control regulations, prior to being allowed to take out forward cover 
or other currency hedges, you are required to have fixed and firm underlying business commitments or 
obligations i.e. no arbitrary currency speculation is permitted. Forward exchange contracts can be taken 
out for up to one year out. There are real costs involved in the breaking of hedges, cancelling or 
surrendering of forward cover or the early delivery under contracts. Depending on the prevailing 
exchange rates and timeframes of the cover, these costs can be substantial. Where exchange rates 
move in your favour, profits might result. Foreign exchange losses and profits have a direct impact on 
cash flow. 
 
It might also be possible to agree with selected key customers around currency movements and look to 
agree to pass on or share the cost of any adverse or positive currency movements. It might also be 
prudent to create flexibility by entering into short-term supply contracts so as to limit the currency risks 
built into your pricing. In some cases a drop in turnover might see a like reduction in costs, albeit that 
overall, profit margins might narrow. You might need to look to possibly source products or raw materials 
from other countries in other currencies. To counter adverse currency movements it might be possible to 
negotiate volume discounts.  
 
Another  area of risk related to exchange rates is where foreign denominated loans or trade finance are 
availed of. The attraction with these loans is the inherent low interest rates, which currently prevail in most 
leading trading nations world wide (dollars/euros/sterling/yen). These rates in isolation, which reflect the 
borrowing country’s risk premium and the lending banks margins, can still be significantly lower than local 
emerging markets interest rates and thus appear very attractive. The loans are repayable in their 
currency of denomination and as such have not only interest rate risk but also currency risk. If the local 
exchange rate is likely to weaken over the term of the loan and the business is not going to be earning 
foreign income in the same currency and in line with the term and amount of the loan from exports, then 
the loan could become extremely costly when all dimensions are factored in i.e. effective interest plus 
capital due in terms of the local currency. In order to mitigate this risk, the principal debt should be 
hedged via forward cover or a currency option. This will then see the effective cost of the debt increasing, 
but it will eliminate the potential downside risk. It is important to remember then that if you have earnings 
in a local currency and you are required to repay debt, trade loans or other obligations in a “hard 
currency”, you could be faced with a significant mismatch in cash flows if local currencies are to weaken 
and these are not hedged against the foreign denominated obligation. 
 
Most people have a view on exchange rates and many get attracted into trading forex but don’t really 
understand the way forex trading works. The gearing in forex is a lot higher than even geared stock/share 
products. With currency trading this can be as high as 100, 200, even 500 times geared, so a trader is 
able to get this massive exposure for a very small margin deposit. This ups the risk massively and people 
trading don’t understand the impact that a violent move in the currencies can have. 
 



 
Interest Rates 
 
Each business has to assess the degree to which their profitability and cash flow are impacted by 
movements in interest rates. The higher the level of interest bearing debt or borrowings in a business, the 
greater the impact interest rate movements are likely to have. The degree of sensitivity to movements 
needs to be tested – for example, if the interest rates increase by 1%, what does this do to cash flow, cost 
structure and in turn, profitability? Can you increase your prices accordingly without impacting sales? 
What is the short-term outlook for interest rates? What is happening to the local currency? What is the 
monetary policy outlook? What is the level of and outlook for inflation? How quickly will I be able to 
reduce the level of borrowings or repay debt? 
 
Another indirect risk of rising interest rates is the impact on your customers who themselves may be 
heavily indebted. The impact on their profitability and cash flow will have a direct impact on their ability to 
meet payments due to you and keep trading. If you are extending credit, you can expect your level of bad 
debts or arrears debtors to increase. 
 
 
 
It is possible to bring certainty to interest rate movements by fixing interest rates. This can be done by 
taking out swaps, derivatives or hedges for a specific period. While this might provide protection for 
adverse movements in interest rates, all hedging comes at a cost which in turn will need to reflect in the 
pricing of goods or which will manifest in lower profit. 
 
There are real costs involved in the breaking of hedges and depending on the prevailing level of interest 
rates, the outlook for interest rates and the period of the hedges, these costs can be substantial. As with 
forward exchange contracts, profits and losses on hedges have a direct impact on cash flow. 
 
Hedges are not without risk, and there are now still claims from customers who were sold interest rate 
swaps by leading UK banks in 2008. Small businesses were told they could only receive a loan from the 
banks if they took out an “interest rate swap”, which the banks advised would act as a hedge, protecting 
the customer from future rises in interest rates.  The swaps were sold to the customers as a mandatory 
insurance policy, protecting customer and the bank from future risk. In reality, as interest rates were being 
kept artificially low as a matter of UK economic and monetary policy the swaps actually meant small 
business making vastly higher interest payments than should have been the case. The banks registered 
small businesses with swaps as higher risk customers, and charged them a higher rate of interest on their 
loans. As interest rates remained low and the swap and loan repayments increased as a result, the costs 
to get out or withdraw from the swaps increased. This double whammy of additional interest costs, in the 
midst of a stalled economy, proved fatal for tens of thousands of small businesses, resulting in over 40 
000 businesses being adversely impacted and a number of smaller businesses going out of business as 

a result. 

 
Where a business is cash rich, it is tempting to fix deposit investment rates for periods but again the risk 
of rates rising further, monetary policy outlook and the possible need for liquidity need to be considered. 
There might also be tax considerations. 

http://en.wikipedia.org/wiki/Interest_rate_swap

