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RISK OF COMPANY ON FOREIGN CURRENCY EXCHANGE
BORROWINGS IN TURKEY

ABSTRACT

Turkey is a fast developing country, large manufacturing firms are started their big
projects and some of them use foreign currency borrowing to finance their projects,
these firms are exposed to a high risk from fluctuations of the currency when pay the
borrowing. Foreign exchange risks strategies and techniques in managing the risks
has become very important to international companies, while the risk of borrowing
becoming low when the fluctuation of exchange rate is positively linked to income in
the company.

Due to the globalization, the exchange rate movements, deepening entered the
financial markets. And also, have been more important for both the financial
institutions and the real sector, also for non-profit organization concerning the
exchange rat risk for both assets and liability. Management of exchange rate risk
exposure affecting the competitiveness of the companies.

The research focusing on the effect of exchange rate volatility on the company
profits and evidence from Turkey. The effect of exchange rate fluctuations on firm
performance are negatively rely on the total sales. When the companies have a high
share of exports, are more vulnerable to exchange rate fluctuations, a low exporting
firms are more control the liability dollarization after the crises. The recently positive
correlation of liability dollarization with the export ratio and the firm size may be
limiting the risk.

The finding of this study suggest that, however of the improvement of the leverage
ratios and interest rate risk, after 2001 financial crises in Turkey, liability
dollarization and short maturity structure of debt are still appear to be the main
sources of fragility in Turkish corporate sector against external upcoming financial
shocks.

After the 2001 a financial crises, the private companies in Turkey are like to borrow
from abroad capital markets more than in comparison to local markets in order to
achieve low interest rate on borrowing. Since 2010, the argument about the
importance of choosing effective exchange rate regimes in Turkey cannot be ignored
as of the size of risk that the country endure it and the affect in the political stability,
also influence the developing the finance method, and the construction sectors. The
goal of this research is to measure the effect of exchange rate volatility and the
affection on the profitability, also to give the ways how to measure the ratios that
used by the companies to control the risk of volatility, also this research discussed
the types of derivative instrument used by the companies in order to minimize the
risk of exchange rate volatility.

The goal of this research is to highlight the riskiness of borrowing abroad and how it
can affect the company profitability. This paper is give a solution in order to avoid
this risk by using a derivative market while borrowing through foreign currency. The
research provide the methods and ways firms can apply in order to be in safe against
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the volatility of exchange rate. The data gathered and collected from the financial
statement of one of the biggest construction company in Turkey called ENKA
Company, which analyzed to measure the ratios and test the changes of effective
interest rate and measure the DuPont system to test the company ability to pay the
borrowing and avoid the risk.

This research is prepared in two main parts; the first part, takes and reviewed the
relevant literature of the foreign currency systems, hedging policies of the
companies, the derivative instruments, hedging currency risk with a financial
derivative, reviewed the Turkish economic, followed by analyzing the financial
statement one of the biggest companies in Turkey.

Finally, it is concluded that according to analyzed financial statement of ENKA
corporation for the period 2011-2017 found 2017 the company obtain the highest
borrowing, and this affecting the leverage ratios and the company capability to pay
the loan, it is suggest for the company to use derivative instrument in order to avoid
the exchange rate fluctuations.

Keywords: Exchange Rate Risk, Foreign Currency Loans, Borrowing Risk,

Hedging, Future Markets, Industry Protection, Turkish's Economy, current account
deficit, international investment position.
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TURKIYE'DE SIRKETLERIN DOVIZLE BORCLANMA RiSKi

OZET

Tiirkiye hizla gelismekte olan bir iilkedir, biiylik 6l¢ekli imalat firmalar1 biliyiik
projelere baglamis ve bir kismi projelerini finanse etmek i¢in doviz kredisi
kullanmaktadir, bu firmalar bor¢lanmay1 6derken para birimindeki dalgalanmalardan
dolay1 yiiksek bir riske maruz kalmaktadir. Kur riskinin yonetilmesinde doviz riskleri
stratejileri ve teknikleri uluslararasi sirketler i¢in ¢ok Onemli hale gelmis, doviz
kurundaki dalgalanma ise sirketteki gelir ile pozitif olarak iliskilendirildiginde
bor¢lanma riski azalmustir.

Kiiresellesme nedeniyle, doviz kuru hareketleri, derinlesme finansal piyasalara girdi.
Ayrica hem finansal kurumlar hem de reel sektor i¢cin, hem varlik hem de borg icin
doviz kuru riskiyle ilgili kar amaci giitmeyen kuruluslar i¢in daha Onemli hale
gelmistir. Sirketlerin rekabet giiciinii etkileyen déviz kuru riski yonetimi.

Arastirma, doviz kuru oynakliginin sirket kari iizerindeki etkisine ve Tiirkiye'den
kanitlara odaklanmistir. Doviz kuru dalgalanmalarinin firma performans: tizerindeki
etkisi, toplam satiglara olumsuz etki etmektedir. Sirketler yiiksek oranda ihracat
payma sahip olduklarinda, doviz kuru dalgalanmalarina karsi daha savunmasiz
durumdadirlar, diisiik ihracat yapan firmalar 1ise kriz sonrasinda borg
dolarizasyonunu daha fazla kontrol etmektedirler. Son donemde, borg
dolarizasyonunun ihracat oram1 ve firma biytkligi ile pozitif korelasyonu riski
sinirlandirabilir.

Bu caligmanin bulgularmma gore, kaldirag oranlarinin ve faiz orani riskinin
tyilestirilmesine ragmen, 2001 yilinda Tirkiye'de yasanan mali krizlerin, borg
dolarizasyonunun ve kisa vadede bor¢ yapisinin Tiirk sirketler sektoriiniin ana
kirilganlik kaynagi olarak goriildiigii goriilmektedir. dis gelecek finansal soklara
karsi.

2001'den sonra finansal krizler, Tiirkiye'deki 6zel sirketler, bor¢lanmada diisiik faiz
orani elde etmek icin yurt dis1 piyasalardan yerel piyasalara kiyasla daha fazla
bor¢clanmaktan hoslanirlar. 2010'dan bu yana, iilkemizde etkili doviz kuru
rejimlerinin secilmesinin 6nemi ile ilgili argliman, lilkenin buna katlandig1 risk
biiyiikliigii ve politik istikrar iizerindeki etkisinden dolay1 goz ardi edilemez, ayni
zamanda finans yonteminin gelistirilmesini ve insaat sektdrlerini de etkiler. . Bu
aragtirmanin amaci, doviz kuru oynakliginin ve karliliga olan ilginin etkisini 6lgmek
ve aynit zamanda sirketlerin volatilite riskini kontrol etmek icin kullandiklari
oranlarin nasil Olgiilecegini agiklamaktir. Doviz kuru oynakligr riskini en aza
indirmek i¢in sirketler tarafindan kullanilan tiirev enstriiman.

Bu arastirmanin amaci yurtdisinda bor¢lanma riskini ve sirketin karliligin1 nasil
etkileyebilecegini vurgulamaktir. Bu yazida, yabanci para biriminden borg alirken bir
tiirev piyasa kullanilarak bu riskin 6nlenmesi i¢in bir ¢oziim getirilmistir. Arastirma,
firmalarin doviz kuru oynakligmma kars1 glivende olmak i¢in uygulayabilecekleri
yontemleri ve yontemleri sunmaktadir. Tiirkiye'nin en biiyiik insaat sirketlerinden
birinin mali tablolarindan toplanan ve toplanan veriler, oranlarin dlgiilmesi ve etkin
faiz oranindaki degisikliklerin test edilmesi i¢in analiz edilen ENKA Sirketi olarak
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adlandirilmis ve sirketin 6deme kabiliyetini test etmek ig¢in DuPont sistemini
Olgmiistiir. bor¢ almak ve riski 6nlemek.

Bu arastirma iki ana boliimde hazirlanmistir; Birinci boliimde, yabanci para cinsi
sistemlerin ilgili literatiirii, sirketlerin riskten korunma politikalari, tiirev araglar,
finansal riskten korunma riski, Tiirk ekonomisinin gézden geg¢irilmesi ve en biiyiik
sirketlerden biri olan finansal tablolarin incelenmesi Tiirkiye'de.

Son olarak, 2011-2017 donemine ait ENKA firmasinin analiz edilmis mali tablosuna
gore 2017'nin en yiiksek bor¢lanmayi elde ettigi, bu da kaldira¢ oranlarini ve sirketin
bor¢ O6deme kabiliyetini etkiledigi sonucuna varmistir. Dd&viz  kurundaki
dalgalanmalar1 6nlemek igin tlirev enstriimani kullanmak.

Anahtar Kelimeler: Déviz kuru riski, doviz kredileri, sirketlerin, bor¢lanma riski,
riskten kaginma, vadeli piyasalar, Tiirk ekonomisi, cari agik, uluslararar yatirim
pozisyonu
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1. INTRODUCTION

The fundamental reason of this research is related to the fact that Turkey one of the
quickly growth developing country all over the world, with rapidly increasing in the
population and with high demand for goods and services. Turkey is the 4th largest
export country in the world which this increasing the manufacturing industry and
increasing asking for material from abroad and demand for foreign currency to make
payments, in some of these firms need to borrow abroad to make repayment the loan
and some time the fluctuation of the currency can negatively affect the exchange rate

which increase the amount of loan.

The main reason and objective of this paper is to explain the riskiness of the
fluctuation of currency exchange rate when borrowing from abroad, and how this
risk can affect the profitability of the firm and decrease the wealth of the company.
This paper is focusing on the way can use in order to avoid the risk from fluctuation
exchange rate, by using a derivative market, firms can using derivative instrument in

order to minimize the risk of borrowing abroad.

This chapter is talking about the situation in Turkish economic and discuss a little
about the topics written in this paper, a research problem and significance of this
research, and the aim and objectives, and the research questions, research hypothesis
and the research method used to analyses in the research. This part explains the
history of economic in Turkey, and the time of the crisis occurred in Turkey.

This paper wrote accordance to give a protection to the firms against the currency
fluctuation in Turkey, and also in order to give a mechanism for the companies to be
in the safe side as the currency is going up and down in order to prevent inflation in
price that coming when there is devaluation in currency against dollar, therefore
firms pay more money in order to repayment the money from borrowing abroad and
the cost for the manufacturing increase which will increase the price for the product
and the inflation harm the individual from this increasing in the price. What

happened in Turkey to protect against the inflation which is happened in 1994s, a



very robust financial crises hit the Turkish Economy, The Turkish lira was
depreciating about 70 percent versus U.S Dollar in the first quarter of 1994, in that
time there was no correction measures has been taken, it was a policy mistake,
increasing the necessary for a local borrowing had to be maintained in order to keep
the inflation at low level and to keep the reserves in a high level, however of this
policy mistake needs for the domestic debt instrument such bonds, notes and

mortgages still in continuous.

In 2001 there were imbalance and weaknesses in Turkish Economy, which return
back to policies and regulations puts in the last two decades. In 1999, Turkey
Economy met unusual recession, according to that Turkish government and with
assist from the Bretton Wood Institutions (BWI) put program called exchange rate
based stabilization program, in order to minimize the inflation and to control the
unaffordable public debt accumulation, the program worked well and the public feel
confidence and the International Monetary Fund (IMF) officials accepts the program.
Unfortunately. In September 2000, the economic situation required interventions
from the IMF, in order to support the program to be in progress, after a little time
later the program was not sustainable and exposed to a huge attacks on the currency
and exit of capital, again by advising from IMF, a free floating exchange regime had
been replaced with a currency peg. The main reasons behind the failing of the
program it was lunched return back to the program faced many problem and
difficulties in the banking system and public financing, in more details the banking
system was primarily depends on increasing the interest rate in order to generate

revenue from deposit and T-bills.

In the late of 1970s, Turkey faced deficit in foreign debt payment, so Turkey had
started to implement liberalization policy and open to capital market. In the late of
1980s the foreign trade was liberalized. Foreign exchange trade was liberalized in
1984s, and Istanbul Stock exchange was opened again in 1986s. The central bank of
Republic of Turkey was reopened in 1987. In 1996, when the custom union in the

European country was connecting, Turkey was totally applying liberalization system

Fixed exchange rate system started at the beginning of the gold standard system and
expanded into the Bretton Wood System, here the monetary authority is responsible
in each country to puts and declare the exchange rates for their currency and
committed to assist it.



Crawling peg is a type of fixed exchange rate system and there is progressively
movement all the time and there is obligation from the central bank to stay in a
specified range, and crawling area, which let the exchange rate to fluctuate within a

specified range.

Managed float rate happened when the Central Bank and Government are intervene
to increase or to decrease the exchange rate when buying or selling their own
currencies in the market. In order to prevent the reduction in the export, the
government of the countries and Central bank may have intervene in order to stop
these decreasing, if the price of the country is increasing very rapidly in order to

prevent inflation.

The classical gold standard, this period returns as back to 1880s, which each country
used a fixed quantity of gold to equate it is transaction. In this period the countries
used Gold are committed to follow this regime which is fixed quantity of Gold. The
price of gold in United States was fixed to 20.67 dollar per once. According to
Kingstone (2006), says the gold standard was developed when the national currency
is fixed to Gold quantity, this means the exchange rate between two countries is the
same quantity of gold. After the World War 11, the world needed a new financial
systems. In that period the gold standard was spread in the world wide, economist
and financial decision maker were afraid from the devaluation of the currency to
increase export in the country. In 1944s, The (Bretton Wood System) had discovered
to set new financial monetary system, in order to avoid the crisis occurred after the
war under the gold standard, in that time the fundamental currency was the United
States dollar, and it was directly convert into gold at a fixed price 35 dollar per once,

and the other currency should be converted into dollar first and then should be gold.

Borrowing in a foreign exchange currency under fixed exchange rate system is
preferable for firms, because there is limited exchange rate volatility, therefore
borrowers consider a high devaluation in a domestic currency to repay the loan, also
fixed exchange system since 1994 played role in every financial crises and firms do

not use hedging strategies in that time which lead up to financial crises.

The adoption of flexible exchange rate system increase the currency mismatch, and

there were a two reasons for that firstly, there is direct relationship between domestic



interest rate risk and the stability of the currency, secondly, the domestic interest rate
will increase because of exchange rate volatility correlate with floating rate.

Hedging is techniques the firm’s uses in order to reduce the risk come from exchange
rate fluctuation and to increase the profit of the company. The revenue generate
when the firm using hedging techniques is better than without but there is no
certainty. Hedging can be used to minimize exchange rate risk and to protect
accompany from exchange rate losses when it use as instrument to eliminating risk,
whereas it can be uses to increase the profitability in the company when it used as

instrument of speculation.

This paper discussing the four types of derivative instrument that using to protect the

firms against currency exchange rate fluctuation from borrowing abroad.

Derivative instrument is a contract between two parts in which it gives the right, and
sometimes the obligations, to buy or sell an underlying asset, and specified
conditions like: the quantities and value of underlying variables or the dates, and the

price between parties.

1.1 Problem Statement

The main focus of this research is to identify the risk of borrowing foreign currency
and how it can affects the profitability in the firms, and how this risk can affect the

inflation in the country, this paper put a solution to avoid this risk.

1.2 Significance of the Problem

The important aspect of the problem that the foreign currency volatility and its risk
have a fundamental role in determining the earning in the firms, and a sudden
changes in the currencies brings abnormal gains or losses which directly affect the
earning whether it is positive or negative movements. Using hedging against a
sudden currency movements can helps the firm to stabilize and focusing in

developing.



1.3 Aim and Objective

This study will examine how to determine the foreign exchange risk from fluctuation
and thereby increase profitability. To identify the important derivative instrument use

to hedging against the fluctuations

1.4 Research Questions

The main aim and objective of this research are to highlight the issues that are related
to the risk of borrowing foreign currency that are encountered most corporation in

Turkey.
The research aims to answer to these questions as follows:
e Does foreign currency risk affect the profitability in the company?

e Does the foreign exchange risk company face decrease when the firm
borrowed abroad?

e What are the factors affect firms to use derivative instrument to exposure

against  fluctuation?

1.5 Research Method and Hypothesis

In the thesis, firstly, literature review on foreign exchange volatility and foreign
exchange borrowing will be done. Then, quantitative research method used in order
to analyze the data in the financial statements. The quantitative research method
focusing on the mathematical and numerical and ratios of the data collected from the

financial statements.
Ho: Company has risk on foreign currency exchange borrowing in Turkey.

H1: Profitability does not change when the company apply foreign exchange risk

management.



2. THEORIES ON FOREIGN EXCHANGE RATE SYSTEMS AND FOREIGN
EXCHANGE BORROWING

In this section, main exchange rate system will be defined. Theories on foreign
exchange rate will be reviewed. The Gold Standard in 1870s and up to the middle of
1914s, The Bretton Woods system is the one of main system covering large period of
time after the Second World War will be also discussed in detail. Finally, how the
risk of borrowing affect under fixed exchange system and flexible exchange system,
and how Bretton woods System have an influence on exchange rate system will be

the main concern.

2.1 Exchange Rate Systems

2.1.1 Fixed exchange rate system

It is an exchange rate regime that fix the exchange rate of the currency to rate of
another currency. It is consider an alternative of exchange rate system. Type of fixed
exchange rate systems: Hard Peg, crawling peg, and soft peg.

It is an exchange rate system, occurs when the domestic currency not fixed to another
currency and the government is totally stop to use their currency and start to use
more strong currency. According to Fischer (2001), the crawling peg is progressively
movement all the time and there is obligation from the central bank to stay in a
specified range, and crawling area, which let the exchange rate to fluctuate within a
specified range. Kingston in (2006), said in the crawling peg regime, movement
between the currencies being modified depend on a number of a specified indicators
or situation which make the adjustment very important. It is an exchange rate system,
is slant more to a flexible exchange rate than to the hard peg system, but still working

with the peg mechanism way.



2.1.2 Flexible exchange rate system

It is an exchange rate system, which the price of rate is determined freely to the seller
or buyer in the exchange market. The foreigner purchasing the dollar from the United
States when they need to buying goods or assets from United States, while the citizen
in the United States is selling the U.S dollars in order to buying a foreigner currency
when they buying goods or assets from another country (Labonte, 2004). Types of

flexile exchange rate system are Managed Floating Rates and.
2.1.2.1 Managed floating rates

Managed floating rate is the system the Central Bank and Government intervene to
the foreign exchange market to increase or to decrease the exchange rate although
there is flexible exchange rate system (Rosenberg, 2008). In order to prevent the
reduction in the export, countries Government and Central bank may have intervene

in order to stop these increasing, if the price of the country is increasing very rapidly.
The reason the Government and Central Bank returns to intervention are:

e To stabilize the exchange rate in order to assist the economic for the country

in the desired level which helps to increase the net export for the country.

e The Central Bank may have to intervene in order to calm down disorderly

market.

e To collect more reserve by buying the amount of exchange rate that
pronounced in the market at a consistent rate over time and gain on an

opportunistic level when other Central bank want to added to their reserve.

e Supply foreign exchange in the market, when the government becomes the

main receiver of the foreign exchange (Fischer, 2012).

The movement of exchange rates in the market are controlled by monetary
authorities, and donot pronounced the exchange rate in the market (Bofinger, 2003).

Under floating exchange system both of national money markets and national good
market be segments, the individual countries may enable when segmenting the
money markets to realize a higher levels of employment in order to apply
independent monetary policies, while segmenting the good markets this means the

resources allocation less efficient (Aliber, 1976). A significant policies issue when



adoption a flexible exchange rate system gives the authorites and the government to
have an impact on real exchange rate (Krugman, 1993).

The discussion of which regime systems use escape to focus on the basic issue, how

is easily a mobility of the capital among countries (Tobin, 1978).

A fixed exchange rate is a monetary rule, it gives the country the monetary policy of
the partner country. If compare a fixed rate which is a monetary rule to a flexible rate
which is not committed rule absence of monetary rule, the fixed exchange rate give a
precise monetary policy which gives the country the inflation rate of it is partner
country (Mundell, 2000).

2.2 History of Exchange Rate System

In the late of 1850s, exchange rate was equaled to a fixed expensive metal (Gold).
When we talking about the gold standard, we mean it is a system founded to
determine the value of any currency in terms of some Gold. Gold standard was used
to balance the market for trade rather than used as valuable metal. This period return
back to 1880s, which each country used a fixed quantity of gold to equate it is
transaction. In this period the countries used Gold are committed to follow this
regime which is fixed quantity of Gold. The price of gold in United States was fixed
to 20.67 dollar per once (Kamil, 2012).

The gold standard is developed when the national currency is fixed to Gold quantity,
this mean the exchange rate between two countries is the same quantity of gold. The
ratio of the gold used between two countries is called Mint Parity, in the figure below

explain the way how the countries dealing with gold in pricing goods.

The Mint parity was used if there were two currencies between two countries and the
two countries were based on gold standard, the exchange rate between them was
calculated by using the mint-parity ratio. The exchange rate must not spread very
much from the mint parity in order to be in safe. Let’s take this example to explain
more, suppose Turkey and United States, if the gold exchange rate in the United
States is overstated, then the exchange rates is being profitable to exchange Turkish
lira for American dollar and after buying American Gold, if transferring the gold
back to Turkey, the transportation cost and the American dollar still overstated, this
will earned profit (Ontario, 2006).



As back as 1912, during the era of fallen gold standard, the famous economist John
Mynard Keynes was the first person in 1924 published ‘A Tract on Monetary
Reform’, his contribution was that after the world 1, using of gold was not effective
wey as before, and not working efficiently in the same mechanism in the earlier years
(Keynes, 2009). Maryos (2007) comment on the discussion of John Mynard, he said
the Gold standard for the period between 1870 t01914, was the first system used at
the beginning of the World War 1, and almost all the countries followed in that time
the Gold-Standard System, whatever if the countries make currency convertible to
gold or stabilized their currency rate. Gold standard did not comprise all the
countries, some of the countries were encompassed and which lead by Britain,
France, the Netherlands, Germany, and in the United States. The Gold Standard was
working operationally all over the world (Mundell, 2000).

England was the first country adopted the gold standard system in 1819, United state
the second country adopted in 1834 and the price of the gold was fixed to 35
$/ounce. In these days the dollar becomes more a greatest currency in 20th century
all over world, and United State become superpower as the country of stabilization
currency (Mundell, 2000). The classical gold standard was limited to a monetary
independence because of a highly globalized time with an extremely fixed rates and
unrestricted capital mobility (Eichgreen, 1996).

The figure below explain the price index since 1816-1913. 2.1 below shows the
wholesale price levels of the Great Britain, United States, France, Germany
breakdown by the same percentage from 40-50 percent during the period 1873-1896,
and then for the period of 1896-1913 (KAMIL, 2012).



Table 2.1: Wholesale price index in United States, United Kingdom, Germany, and
France For the period 1816-1913

Years and period United States United Kingdom Germany  France

Indexes (1913=100)

1816 150 147 94 143

1849 82 86 67 94

1873 137 130 114 122

1896 64 72 69 69

1913 100 100 100 100
Changes (%)

1816-1849 - 45 -41 -29 -33
1849 — 1873 67 51 70 30
1873-1896 -55 -45 -40 -45
1896- 1913 56 39 45 45

Source: McKinnon, 1989. https://link.springer.com/chapter/10.1007/978-94-017-1288-0_7

Mckinnon (1989), discussed that, the economic market in the world at end of 19th
century was recognized, the price of any amount of tradable goods that selling and
buying globally were correlate across the countries, this means the purchasing power
parity (PPP) aligned to any national currencies which were used in the domestic

market to selling and buying of goods.

The table below talk about the evolution of gold exchange rate since 1870s.
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Table 2.2: The history of gold exchange rate

Historical Annual Closing Gold Prices Since 1870

Year Close Year Close Year Close Year Close Year Close

2015 $1,060.00 1990 $386.20 1965 $35.50 1940 $34.50 1902 $20.67
2014 $1,199.25 1989 $401.00 1964 $35.35 1939 $35.00 1901 $20.67
2013 $1,204.50 1988 $410.15 1963 $35.25 1938 $35.00 1900 $20.67
2012 $1,664.00 1987 $486.50 1962 $35.35 1937 $35.00 1899 $20.67
2011 $1,531.00 1986 $390.90 1961 $35.50 1936 $35.00 1898 $20.67
2010 $1,420.25 1985 $327.00 1960 $36.50 1935 $35.00 1897 $20.67
2009 $1,087.50 1984 $308.00 1959 $35.25 1934 $35.00 1896 $20.67
2008 $869.75 1983 $380.00 1958 $35.25 1933 $32.32 1895 $20.67
2007 $836.50 1982 $447.00 1957 $35.25 1932 $20.67 1894 $20.67
2006  $635.70 1981 $400.00 1956 $35.20 1931 $20.67 1893 $20.67
2005 $513.00 1980 $594.90 1955 $35.15 1930 $20.67 1892 $20.67
2004 $435.60 1979 $459.00 1954 $35.25 1929 $20.67 1891 $20.67
2003 $417.25 1978 $208.10 1953 $35.50 1928 $20.67 1890 $20.67
2002  $342.75 1977 $161.10 1952 $38.70 1927 $20.67 1889 $20.67
2001 $276.50 1976 $133.77 1951 $40.00 1926 $20.67 1888 $20.67
2000 $272.65 1975 $139.29 1950 $40.25 1912 $20.67 1876 $22.30
1999  $290.25 1974 $183.77 1949 $40.50 1911 $20.67 1875 $23.54
1998 $288.70 1973 $106.48 1948 $42.00 1910 $20.67 1874 $23.09
1997 $287.05 1972 $63.84 1947 $43.00 1909 $20.67 1873 $22.74
1996 $369.00 1971 $44.60 1946 $38.25 1908 $20.67 1872 $23.19
1995 $387.00 1970 $38.90 1945 $37.25 1907 $20.67 1871 $22.59
1994 $383.25 1969 $41.00 1944 $36.25 1906 $20.67 1870 $22.88
1993 $391.75 1968 $43.50 1943 $36.50 1905 $20.67

1992 $333.00 1967 $3550 1942 $35.50 1904 $20.67

1991 $353.15 1966 $35.40 1941 $35.50 1903 $20.67

Source: Only-Gold, published by CMI Gold & Silver http://onlygold.com/Index.asp

The figure above shows the evolution of gold price during the two decade before and
how it changes during this period. The reason behind the evolution was return to
many factors that was happened in the short run and there were reasons that happen
in the long run, in the short run the market supply and demand for a gold was the
fundamental factors influenced the gold price in the market, but in the long run the
reason was more than the supply and demand for a gold, it was used as an instrument

to hedge against inflation of a gold price model (Dierick, 2012)

Century ago, the choosing of the exchange rate regime was very easy and not
complicated, which the choice was between four standard only the gold standard

(called specie standard), and the fixed exchange rate in one side and the fiat money

11


http://onlygold.com/Index.asp

(which derived there value from the supply and demand) and the floating rate system
from the other side (Bordo, 1993).

After the World War 11, the world needed a new financial system, in this period the
gold standard was spread in the world a wide, economist and financial decision
maker were afraid from the devaluation of the currency to increase export in the
country. In 1944s, The Bretton Wood System had discovered to set new financial
monetary system, in order to avoid the crisis occurred after the war, under the gold
standard. The fundamental currency was the United States dollar, and it should be
directly convert it into gold at a fixed price 35 dollar per once, the other currency
should be converted into dollar first and then should be gold (Kingstone, 2006).

After 1965, the global economy problem faced the world was from inflation from the
reactional of Federal Reserve policies issued and used to finance Vietham War and
the Great inflation. Inflation in United States was published to the balance of
payments in surplus countries in Europe and Japan which force them in 1971s to
begin convert the outstanding dollar they hold into gold, as the president Richard
Nixon want to shut down the window of the U.S gold and the Bretton Woods System
(Bordo, 2003).

During the Bretton Wood System started, the floating exchange rate system was
common used then turn out to be fixed and after this period between the time of
1970-1990 the fixed exchange rate regime was denominate which accounted 26
percent, the percent becoming more between the period 1990-2001 (Reinhart &
Rogoff, 2004).

Polices issued by few central banks such as the federal reserve systems, the bank of
England, and the bank of France were control the stability of gold (Keynes, 1924).
So many papers discuss the evolution of dollar currency in the world. According to
Robert Mundell (2000), Canadian Economist said, in 19th century the United States
possessed the central bank, which gained the importance in the international
monetary system, and it was the most powerful bank in the world compare to bank of
England. In 20th the Federal Reserve System (FRS) was created and it was one of
the most important events in that time. The Dollar becomes the most important

currency in the world by supporting from Federal Reserve System (FRS).
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After the world 11, World Bank and the in international monetary fund (IMF) in that
time were created and accompanied of creation of Bretton Woods System and was
encompass 44 countries. In that time the fixed exchange rate system was the choice,
and dollar was correlated to gold at a fixed parity equal at 35 $/once. After this
period U.S dollar becomes predominated and play role as reserve assets instead of
Gold, which called Dollar Standard (Mundell, 2000).

The world increasingly argue about the choice between the fixed exchange rate and
flexible exchange rate system and increasingly becoming the world debate (Obstfeld
&Rogoff, 1995).

2.3 Foreign Exchange Rate Systems And Borrowing Abroad

In the recent years, the world is becoming more competitive and does not work as a
simple as the way it considered before, before in 1970s, there was a little research
about theory of exchange rate, this slowdown in research was correlated to lack of a
useful monetary system in the real world. This theory discusses the developing of the
exchange rate in recent years. The fundamental reason to classifying exchange rate
regimes, according to (Reinhart & Rogoff, 2004), said the modern thinking is basing
on the cost and the benefit generating when applying any of the alternatives
exchange rate regimes, and the differences in trade, growth, inflation, business cycle,
and commodity price behavior are influenced of the decision of which system to
apply.

In the post 1999s the exchange rates were determined return back to difference
places, such as picks currency year book, picks black market yearbooks and world
currency reports, and also by international monetary fund (IMF), in the recent period
between 1999-2001, the market exchange rate was determined in the basis of
monthly data return to the original sources in the country take from the Central Bank
(Reinhart & Rogoff, 2004).

As Tobin (1978), says over the last thirty years, the world depends to a lot of
outcomes and benefits that generating from increase the integration of the economic
worldwide, this economic integration considers partial and unstable in front of the
financial market which becomes more internationalized faster than any other

financial economic and political institution.
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In view of Fisher (2008), said for the country to apply bipolar exchange rate system
for the country in the emerging market and industrialized countries was becoming
more importance, when the countries increasing outside ownership of capital
account, and also says when the countries adopted international capital flows, the
possibility of variety of flexible exchange regime with soft exchange rate pegs were
not favorable, then the result of using this policy in more countries will not be caring

about exchange rate fluctuation.

During the 1990s, the exchange rate systems were bipolar in view according what
mentioned above, this figure below shows the comparison of use the exchange rate
regimes between the developed and emerging market countries for the time between
1991-2006, the figure also shows that the developed and emerging market countries

move to bipolarity, especially in the period between 1991-1999 (Fisher, 2008).
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Figure 2.1: The comparison between advanced an emerging market country:
Exchange rate regimes 1991, 1999, 2006

Source: International Monetary Fund
https://people.ucsc.edu/~hutch/241B/Ec%20241b%20SY LLABUS%20Winter%202009 _files/Fischer
_BipolarRegimes2001.pdf

Figure 2.1 above shows the reader the countries with emerging market and developed
moved to side of bipolarity for the time between 1991-1999 but shifting to decrease,
the major reasons of change dwell in according to Fisher (2001), the euro showed in

the world, and to a lot of crises in the emerging financial market.

Since 1970™ the world becoming more opened to work together and start financially
conjoined, and the gross domestic product (GDP) of cross-border assets and
liabilities started to arise in the mid of 1980s from 50% in 1970" to more than 400%
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in 2007™. This big changing has been the result of reduction the authorized
restriction which the countries imply on capital account transactions, furthermore
many economic advanced countries eliminated the restriction on capital (Prati,
2012). When the countries open their capital account, benefits generates from that
and it becoming at lower cost and this leads to higher investment and higher growth
(Prati 2012).

According to Paul Krugman (1993), whatever adoption fixed exchange rate or
flexible exchange rate depend on the flexibility of nation goods or labor markets, and
the nature of the microeconomics objective of policy, the types of shocks the country
is likely to experience, and the extent of the microeconomic gains that might be
associated with a common currency area (Krugman, 1993). Some countries choose to
adopt a fixed exchange rate system because the advantages they take, this system
allows the government to sets the rules to maintains the changes affect the polices.
According to Chang R. (1999) says, there are two expectation the researcher can
find, firstly talks about borrowing currency abroad when the central bank stop
lending money to the commercial bank in case of bankruptcy, in the same study
found that country can have effective economy when the central bank can allows to
help the commercial bank as a lender, the second expectation is more important,
under the currency abroad each currency is supported with dollar in the central bank
(Chang & Reserve, 2000). Only transaction cost can have small effect on the both

exchange rate systems, fixed rate or flexible (Aliber, 1976).

Mundell (2000), says that fixed exchange rate system allows countries to affect the
money supply by the intervention in the exchange market, when there is a surplus in
the country in order to prevents the currency of appreciating the central bank
intervene to prevent by buying the foreign currency for a domestic currency. And
when supply of domestic currency increase, the banking system increases the reserve
and automatically the surplus will be correct. In contrast, when there is a deficit in
the country, the central bank intervene to prevent depreciation by sell foreign
currency to help the domestic currency to gets back, and automatically the banking
system reduces the reserve, and the money supply and domestic expenditure,
therefore the deficit corrects (Mundell, 2000).

Nicita (2013), put high light on the relationship between the exchange rate volatility
and volume of trade, her debate that the international trade increase when the
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exchange rate volatility decrease, and the incentives to make international trade will
increase according to minimize the risks and the transaction cost when the exchange

rate volatility decrease.

Obstfeld et. al. (2005), they see that exchange rate regime determined by the
monetary policy trilemma, which puts by macroeconomic globalization department
to achieve these objectives:

e To stabilize the exchange rate
e To gain free capital mobility

e To enter in a monetary policy concerned with domestic goal.

Exchange
rate stability

Monetary Floating exchange rate Freedom of
2 policy autonomy financial flows

Figure 2.2: The policy of macroeconomic trilemma

Source: https://www.mitpressjournals.org/doi/abs/10.1162/0034653054638300

Trilemma constrains the policy makers to decide one of the three objective and give
up the others, means if the policymakers choose a monetary policy (2), this means
the ability to determine a local interest rate then apply the arbitrage in exchange rate
stability, and leads to open capital market (Obstfeld, et. al. , 2005).

Trade flows have a symmetric effect when exchange rate volatility happened either
in the aggregate level or at the commaodity level, which means the traders increase
the volume of trade when the volatility is not much volatile and they trade decrease
when the volatility in a high level, in more details when the volatility increased by
3%, and the traders more certain when the central bank fixing the exchange rate and
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decrease the volatility, then they might increase the size of trade (Bahmani et. al.
2017)

Some theories focusing about international trade, found that the exchange rate
volatility minimize trade, because of a high level of uncertainty on international trade
transaction for the exporter view by the risk of volatility, this idea suggested by
(Aristotelous, 2001).

NfNacita (2013), finds that in order the country to stabilize the real exchange rate
fluctuation and to reduce the exchange rate volatility, should increase the trade flows,
although there are many countries not considered the exchange rate volatility as
critical issue when making international trade, the reason of these countries correlate
there risk from exchange rate volatility to a derivatives financial instruments such as
forward contract, future and currency option that help the firms to hedge against

these volatility risk.

Bearce (2008), argue that in the high developing country national economic, after the
Bretton woods period, fixed exchange rate system adopted and the central bank does
not work as a compliment organization, but in opposite side with a greater central
independence, OECD governments making the fixed exchange rate system difficult
to achieve a stability exchange rate when the central bank was a high independence,

nevertheless it works as institutional substitute for the same country after 1973.

Frankel & Wei (2008), put their opinion, in most of the studies analysis the
classification of exchange rate systems that set related to official classification, they
put the way of accounting to the country of use when a country have a floating
system, this country has a high exchange fluctuation according to reserve, and if the
country use fixed exchange rate system this country have a small change in exchange

rate related to reserve.

Many region of the world, companies and individual are looking continuously for
borrowing to cover their needs, and firms always looking forward how to minimize
the risk that returns to the borrowing by using different strategies and techniques in
order to maximization profit. Paul Krugman (1993), explains the importance of a
foreign currency borrowing for establishment to make investment which generate
profit and yields a high income to assistance the company to pay back the loan, but if

the investment returns are weak, the firm cannot pay back the debt and require areal
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depreciation (Paul Krugman, 1993). As shown by Niepmann & Schmidt (2017),
found the factors which make firms to take a decision to borrow in foreign currency,
the income the firm generate, and the assets to buy, and the size of the company
plays role in taking decision of foreign currency borrowing, and say if the firm is big,

are more favourable to borrowing in foreign currency.

Niepmann & Schmidt-Eisenlohr (2017), indicated that hedging through foreign
exchange rate fluctuation become more important if the firm borrowing money in
foreign currency and generate revenue in local currency, when the local currency
depreciate the firm face higher risk to repay back the loan. Figure 1 illustrates this
fact using data from the Bank for International Settlements (BIS) on cross-border
banking, more than 70 percent of funds borrowed cross-border and less than 40

percent from advanced countries.

Beckmann and Stix (2014), predict foreign exchange borrowing is more widespread
in many region of the world, the Middle East countries take 40%, and in the USA
reach to 25%, and to 50% in the several central and eastern European countries
(CEEC). According to Hermalin & Rose (1999), found there are two important
points affect financial systems during borrowing, first, borrowers and lenders don’t
have the same information about each other, typically borrower have enough about
how to repayment the debt back to the lender, the lender bearing the risk if the
borrower non-payment and therefore charging premium for this risk. Second, the
lender bearing risk when the borrower renege to making repayment for the loan, and
in this case enforcement risk shared together between borrower and lender, here this
issue lead to less level of financial activity, therefore the lender cost the borrower

high interest rate, and create investment risk (Hermalin & Rose, 1999).

The figure below using date from the Bank for International Settlements (BIS) on a
cross-border banking dividing countries into emerging economics and advanced

economics.
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Figure 2.3: Cross-border borrowing from bank dominated in foreign currency

Source: (Niepmann & Eisenlohr 2012-2017) https://217ad3f7-a-62cb3ala-s-sites.google
groups.com/site/timschmidteisenlohr/risk.pdf?attachauth=ANoY7coLGDpL-r8P-iS6QTvJIaS9ha900
vJjCuP-

Note: this chart above shows the relationship between cross-border borrowing from
banks in BIS reporting countries with other currency in two different countries,

advanced and developing countries.

2.3.1 Foreign exchange volatility and its risk

Since the collapse of the Bretton Woods system of a fixed exchange rate which
progressed for the period between 1946 and 1973), the exchange rates between the
currencies have been highly unstable ( Krugman, 2002) After 1973, the World using
floating exchange rate system, which was determined by buying and selling the
currencies in the foreign exchange market, the instability of floating exchange
systems made the economists and businessmen disappointed because not expected to

face the risk of uncertainty.

If the firms have subsidiaries in various country and using different currencies, in
order to make a consolidated financial statements, any little variation of exchange
rate can cause a high level of exchange rate risk and generate a high loss and a
negative impact on the profitability, when the company are not managed effectively

the fluctuation of exchange rate (Nyugen,2012).

If the firms reducing the volatility of exchange rate by managing a foreign exchange
risk, this help firms to forecast effectively a future cash flows and being sure of funds

they come in and out of the company in order to make any investments or expansion
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and also to make any other needs, the objective of some firms from using hedging, in
order to manage the fluctuation of exchange rates, which allow the firms to focus and
put concentration on their business (Goldberg & Drogt (2008). Companies operating
their work in international market environment are massively influence to the change

of exchange rates and exposed to three different types of risks:
Transaction exposure risk, translation exposure risk, economic exposure risk.
e Transaction exposure

The most known and common type of currency risk, this exposure happened when
there are a fluctuation of the currencies of the home country and the currency of the

other country in which a transaction is dominated (Nguyen, 2012).

The most affected part in the balance sheet from transaction exposure are the account
receivable and account payable, increasing the transaction exposure can occur when
the firm buying or selling in foreign currency, borrowing or lending in foreign

currency (Antoci, 2015).
e Translation exposure

This type of exposure coming when the company keep the assets and liabilities in the
foreign currency, and the company require to translate the foreign currency into
domestic currency for financial statements preparation use by management, and for

preparing stockholders reporting (Soenen, 1979).

The changes of foreign exchange rates can cause the company to the translation
exposure from the risk of translation the accounts dominated in foreign currency.
(Antoci, 2015).

e Economic exposure

Economic exposure relates to risk from a fluctuation of the present value of uncertain
future cash flows from a changes of foreign exchange rates, which the changes in
price and the volume and have an impact on future revenue and expenses (Dohring,
2008).

This type of exposure is the most difficult type to manage comparing with other
types of exposure according to it is needs lots of inquiry of the firm’s locations,

process and the currencies included and analyzing these data and generate a
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meaningful reports which it can be calculate effective results and measures (Antoci,
2015).

Arteta and Hale (2008) analyzed the first systematic analysis of the effects of foreign
debt crises on the foreign credit to the private sector, the empirical literature
regarding analysis shows the effects of sovereign debt crises which focused on the
Impact on sovereign borrowing. They focus on the short and medium run effects of
sovereign debt crises on private firm’s access to foreign credit. Sovereign debt crises
can lead to reduced foreign credit to private domestic firms via the decline in supply,
as lender perceptions of country risk worsen, via the decline in aggregate demand
that is triggered by a sovereign debt crisis and its resuls and via exogenous shocks
that affect both the probability of sovereign debt crisis and the amount of foreign
credit to the private sector (Arteta and Hale, 2008).

2.3.2 Company borrowing

Firms face risk on borrowing abroad coming from exchange rate fluctuation. Bale
(1961) said when the company borrow foreign currency in the present value of
exchange rate, then it will face risk from movement of currency in other direction in
the future, if the firms converted now the foreign currency into local currency at a
discount it can get gain, but when the exchange rate of the foreign currency goes in
the other direction at premium, firms will hazard from this movement of exchange
rate and will affect the profitability. This is a risk which the borrower, whether

individual or companies, international or local should care about (Bale, 1961).

This section explain three parts that determine and classify the accompany

borrowing:
First: Determinants of Foreign Currency Borrowing.

According to Rosenberg & Tirpak (2008), found that the choice of borrowing
between local and foreign currency depends substantially on interest rate differential
between local and foreign currency, which this differential depends on the credibility
of interest rate of the exchange rate system or expectation of interest rate movement
and also on inflation differential. The figure below shows when the countries have a
high credible fixed system, only a little interest rate differential can make a move in
lending shape, while in a flexible exchange rate system, a large differential maybe

required to induce the same shift.
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Figure 2.4: The relationship between fixed exchange rate and flexible exchange rate
systems

Source: (Rosenberg & Tirpak, 2008) http://journal.fsv.cuni.cz/storage/1160_str_216 228 rosenberg.
pdf

Second: what is the risk on foreign currency borrowing?

Gitman & Zutter (2010), defined risk as an uncertainty of the return the investment
will get, in other word the variability of the returns make the risk of uncertainty, in
order to measure the risk, in general management and shareholders are concern of the

company financial situation, in order to monitor the company profitability.
Third: how debt ratio and DuPont ratio can serve borrowing foreign currency?

Companies can use this two ratio explain below debt ratio and DuPont ratios to
measure the level of risk in the current time and in future, which is important for
management, which allow the current and future shareholders who are interesting to
invest in the firm, and also the banks to use this ratios in order to rank the company
for making sure of the company ability of paying interest and principles payments, or
to measure the company profitability.

Under fixed or pegged regime, the firms encourage to borrow foreign currency,
because the government give a guarantee to the firms according the exchange rate
movement. And the Central Bank under fixed or pegged regime keeps the volatility
of exchange rate under control range in order to effectively minimizing the risk
(Kamil, 2012).

Adoption of flexible exchange rate system will increase the currency mismatch, and

there are two reasons for that firstly, there is a direct relationship between domestic
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interest rate risk and the stability of the currency, secondly, the domestic interest rate
increase because of exchange volatility correlate with floating rate it was found
(kamil 2012).

2.3.3 Foreign currency risk of borrowing and hedgiing policies of companies

The risks from fluctuating in currency exchange rate and related risks are considered
one of the most important issues that facing firms these days, because of its different
types around the world which makes the countries suffer from fluctuating exchange
rate in its national currency and other countries that dealing with it. Many firms that
have international activities suffer from multiple problems in their work from the
unexpected fluctuations in foreign exchange rates which leads to a massive losses in
that firms activity that were not expected, as well as to affect and influence the plans
that were used. So, the firms always look to find out a way to avoiding the expected
and unexpected risks from the exchange rate fluctuations that sacrificing potential
profits in the future and that what is called hedging against currency fluctuations.

According to Fischer (2008)x when the market is disorderly means there is a high
volatility exchange rate, and in order to stabilize the disorderly movement of
exchange rate, the central bank should have to intervene to minimize the volatility
and must be careful from if the central bank easily and more intervene, the more
disturb the development for the country in the robust market, so it is possible for the
firms to hedging against exchange rate movement and without depend on

government intervention.

Unhedged borrowers of foreign currency borrowing are quickly increased all over
the world. In order to achieve low interest rate, previous studies found foreign
currency borrowing is proper and optimal for individual & society and for the
countries in growing economic area to achieve this purpose. During the financial
crisis in some countries of (CEECSs) see that if there is depreciation of the currency
and the rise of the loan indebtedness, it looks obvious that the foreign currency
borrowings have a high influence and threat to unhedged borrowers especially in the
countries exposed to high currency fluctuation, the most important determinant of
widespread foreign currency loans FCL is the exchange rate risk (Beckermann &
Stix 2014).
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As Beckermann & Stix (2014) suppose when the firms obtain a loan in Euro
currency, then if the respective local currency depreciates against the Euro, then the

loan in installment affects against the depreciation.

The fundamental advantage of currency devaluation, the firms enhancing their
performance in order to high foreign demand for the domestic goods and product
because of the currency is cheap to buy, but in some time, because of the borrowers
affect by the changes in interest rate on balance sheet and income statement, it can be
a reason of a currency crisis and make a systematic financial risk (Niepmann &
Schmidt-Eisenlohr, 2017).

In order to avoid the risk of mismatch translation currency, firms that generate a local
currency income should obtain a local currency borrowing, most of the researches
say when the country have a high volatile inflation environment, then the borrowers
face risk from inflation when they make a future repayment in local currency if they
generate income in local currency, so foreign currency loans is more safe and less
risky than local currency in high and volatile environment (Beckermann & Stix,
2014).

2.4 Hedging Foreign Currency Risk via Derivatives

Derivative instrument as a contract between two parts in which gives the right, and
sometimes the obligation, to buy or sell an underlying asset, and specified conditions
such the quantities and value of underlying variables or the maturity date, and the
price and the money should be transfer between the parties (Nyguen, 2012). The
derivative as a financial instrument in which values derives and depend on the other
assets. Sometimes the underlying derivatives assets are the value of traded, like a
stock option whose value depends on the other price of stock derivative instrument

can be determined by any other variable (Hull, 2012).

2.4.1 Description of hedging

Hedging a techniques firms are using to reduce the risk from exchange rate
fluctuation and use as speculation instruments to increase the profit of the company.
As Hull (2012) sees that the outcome when the firm using hedging techniques better
than without but there is no certainty. Hedging can be used to minimize exchange

rate risk and protect accompany from exchange rate losses in abroad companies
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when it is used as instrument of eliminating risk, whereas it can be uses to increase
the profitability in the company when used as instrument of speculation (Feng,
2007).

Hedging defined by as a strategy the firms uses to defend against risks, the
international firms that take a loan or lending money, undertaking hedging contract
such as forward, future, and option or swapping assets and liabilities with other side
(Gitman & Zutter, 2010). The idea of using different types of hedging techniques
minimizes the risk of unfavorable exchange rate moving in the financial market
(Nguyen, 2012).

2.4.2 Corporate objectives of hedging

In the recent years the volatility in foreign exchange rates, and interest rates, and
market prices for securities, and commaodity prices are the main issue for the firm
than in previous decades. These fluctuations in financial prices can have significant
effects on the profitability. Therefore, firms have to understand that cash flows and
accounting earnings are significant objectives for hedging strategies even in the set
of the largest firms in both countries. One argument attempts to say that the
accounting earnings important are to management because of their significance to
analysis perceptions and predictions of future forecasting and because of their
relevance in firm’s compensation. Small companies are less likely to use hedging
than in big firms, because small firms have more incentives to focus on earning. We
can conclude that small companies concentrate on accounting earning more as
hedging goal than in large firms, which the large companies concerning of using

derivative in order to avoid a large risk of fluctuation (Sener, 1998).

As Nance et. al. (1993), indicated that the incentives the firms generating from

hedging strategies as follows:

e Firms can reducing expected tax, by using hedging, the important for
reducing expected tax when the firms use convex effective tax schedule. In
other word a high reduction in expected tax, the more the convex the
effective tax schedule. This mean firms have a greater incentives to hedge

when the firms have more range of pretax income.

e Firms can reducing the transaction cost
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Mayers and Smith (1982) & Smith and Stulz (1985), discuss and suggest that
hedging protect the firms to encounters financial distress by reducing the difference

of the firm value and thus reduce the expected cost from financial distress.

Berkman & Bradbury (1996), raise some other criteria of using derivative market,
sees that the nature of operation affects the decision of using derivative market to
reduce risk, such as import and export firms which have international branch use

derivative market to reduce the risk of currency exchange rate fluctuation.

2.4.3 Types of derivative market instruments:
There are four types of derivative instruments explain as bellow:
2.4.3.1 Currency forwards

It is a contract which both parties can hedge their side at agreed price now regardless
of currency price changes. A forward contract simply can deferred as a submission of
some assets with an agreed sale price set in the current time, and each part required
to respect to the end the delivery price, the forward contract each party puts in the

safe side from fluctuation in future price (Bodie et al., 2014).

According to Wilmott (2000), describes some important characteristics of a forward
derivative contract, which the rate of one currency converted to other currency as
written in the contract is called stick rate, and the date when the contract exercise is
called expiration date, the action to exercise the contract is called exercise (Wilmott
P., 2000).

Firms dealing with international clients and suppliers are get several benefits from

using a forward contract such as:

The most important and primary purpose of using a forward contract is to get
certainty of future outcome. Under the risky fluctuating currency market, none of the
parties cannot expect the future exchange rate, it is better to each party to be certain

instead of a gamble on probability of outcome (Stephens, 2001, p 61).

Another benefit can generate from using a forward contract, when the company
removing the uncertainty of exchange rate fluctuation, it allows the company to focus
puts accurate budget. And company and other officers can clearly focus on other
thing of business, instead of wasting time, money and assets on tracking daily

changing of exchange rate. Forward currency exchange contract can also give some
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flexibility to allow early exercise and also addition time of the contract (Stephens,
2001, p. 64).

The disadvantages of currency forward contract, when one of the two parties are
taking the agreement and dispute the contract from any side, both of them are

responsible in front of court (Stephens, 2001, p. 61).

In other word as Watson & head (2010), says the drawbacks of using a forward
contract is when the exchange market shift against the holder’s interest, the other
party is not allows to leave from the contracted location and exercise the contract to
get profit from movement (Watson & Head, 2010, p. 393).

2.4.3.2 Currency futures

As Hull (2012), defined a future contract as an agreement among two parties which it
can buy or sell assets on a certain time in the future and on certain price, and unlike
forward contract which future contract standardized can be traded on an exchange
market. Accordingly, each party does not know each other, the exchange market give

the participants security that the contract will be honored and safe to exercise.

According to Stephens (2001), future contract originally established from forward
contract, and the difference between future and forward contract, future contract

standardized and traded on public at the exchange market.

The first organization adopted and develop the future contract was Chicago Board of
Trade (CBOT), and used future contract in agriculture product in the U.S. which
farmers in American Midwest and traders in the agriculture product in U.S are the
first users for future contract because they were afraid from flood and famine
attended with agriculture crops. Which they established a place to exchange product
which all interested to buy or sell their product for a forward contract (Stephens,
2001).

2.4.3.3 Hedging positions 1n futures and forward contract

The long hedge is the long position in the future contract, which used in order to
hedge against price volatility (Hull, 2015). As Nguyen (2012) sees long hedge the
purchaser can lock the price, to reducing the risk in a short position.

The short hedge is a short position in the future contract (Hull, 2015). Nguyen (2012)

defined short hedge as the part that sell the currency in the future, and expect a
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decrease in the currency, so he or she trying to be in safe side against volatility in
price to reduce the risk in the long position (Nguyen, 2012).

CURRENCY FUTURES/

FORWARDS
l
EXPORTER IMPORTER
LONG IN FOREIGN SHORT IN FOREIGN

A SHORT POSITION
IN FUTURE HEDGE

A LONG POSITION
IN FUTURE
HEDGE

Figure 2.5: Types of hedge position in future and forward contract

The advantages of the future contract are a grantee by separate organization called
clearing house, intermediary between each part of contract. In the currency future
market have many of buyers and sellers which put the price in the market with a high
degree of liquidity provided by public and others professional speculative capital
(Naidu & Shin, 1981).

The limitations of currency future contract are low correlation between the price
changes of future and the cash price of the currency, lack of liquidity, and the
delivery problem (Brinkmann & Rabinovitch, 1995).

As Nguyen (2012), discussed the disadvantage of using future contract does not
cover and satisfy needs for a small participant in the market, the reason of content of
documents are not customized to individual needs before the contract is listing for

trading in the secondary market.
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Another drawback of future contract is about the deposit, and the holder should
compulsory required to put cash deposited in the clearing house if the margin is

coming to decrease to the safety level (Nguyen, 2012).

2.4.4 Currency options

It is a standardized exchange traded contract, which gives the purchaser of the
contract the right to buy or to sell something on agreed strike price in the past on
specified time in the future. This right is not obligated and gives the holder the right
to expire or not in the expiration date. The seller‘s premium considers the cost the
buyer should pay in order to obtain the contract. The figure 7 below shows the sides
in the option contract.

OPTION HOLDER OPTION WRITER

Right to choose Obligation to carry out

Figure 2.6: Participant in option contract

The option contract has two parts one part gives the other part, right to buy or to sell
or not the option holder gives the part who hold the contract, in sometimes called
option buyer or option talker, because the right to buy or to sell currency on specified
price and specifid time in the future, the person who sell the option is a call option
seller or option granted, who should obliged to the contractual option, and committed

to perform the choice (Nguyen, 2012).
There are two different types of option contract:

o Call option: gives the buyer the right but not the obligation to purchase the
underlying assets at a strike price at upon agree future date, the seller have the
obligation to sell the underlying assets at strike price and only if the buyer

exercise the option.

e Put option: gives the buyer the right but not the obligation to sell the
underlying assets at a strike price at a certain date in the future, a seller has
the obligation to purchase again the underlying asset at the strike price if the

buyer exercises the option (Morgan, 2013).
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Currency option gives the holder protection against adverse in fluctuation exchange
rate, which gives the holder the flexibility to buy or to sell (Nguyen, 2012).

2.4.5 Currency swap

Another type of derivative instruments techniques call SWAP contract is used when
the large companies cross-border capital flows faced constraint and control by
governments, they found something allow them to make apparel loans between
themselves. And after removal these constraints and controls these loans, the swap
instrument developed. In 2009 approximately 414 trillion, the amount of SWAP
transaction traded and continue to increase as a quick rate change (Kasilingam,
2012).

SWAP is as a contract which can be traded over-the-counter (OTC), and can be
traded informal security trading, among two firms. The time when the amount have
to pay and how to calculate the amount defined in the contract (Hull, 2012). As Hera
(2010), introduced his definition of SWAP as a simple, an agreement used to
exchange cash flow which can be used as insurance financial strategies to cover the

real business risks.

The advantages of using a SWAP contract are to reducing the interest rate changes
when the multinational firm finance their subsidiaries in other country with different
currency, they choosing the best financing way to repeat the loan by converting the

interest rate to the local currency for the subsidiary (Dohring, 2008).

According to Hull (2010), firms can use SWAP as instrument to convert liability
from floating interest rate into a fixed interest rate, this means if a company takes a
loan from a bank with a fixed interest rate the company can use SWAP contract to
convert into a variable interest rate with other firm, in other word companies make
exchange benefit between each other. Also SWAP contract can enable the company
to transform assets, when the firms receive an earning on a fixed interest rate the

company can convert into a floating interest rate.
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INTEREST RATE SWAP

Loan Fixed interest rate

LENDER Payment | Counterparty

Interest rate payment interest rate payment

Figure 2.7: The relationship between count party and the lender in SWAP contract

Source: Available: http://www.businessinsider.com/bubble-derivatives-otc-2010-5

The figure above can help the reader to understand how the investor can use SWAP
instrument to hedge against risk. A SWAP contract, it is an agreement between
investors in order to exchange cash flow, then if the interest rate increase, then the
second investor is responsible to pay the amount different for the first investor, and
the first investor pays the agreed rate. Hera (2010), says if an investor want to hedge
to a variable interest rate can change allocation to second investor with fixed
exchange rate called (counterparty) by using interest rate SWAP. If the interest rate
increase the second investor counterparty pays the different, and investor protect
himself against increasing exchange rate and pays the original amount plus the cost
of SWAP, when second investor become bankrupt the investor will lose the
insurance risk which provided by the second investor and will still liable to the

lender this argument related to (Hera, 2010).

The disadvantage that found by Hull (2010), it can be explains in the table below,
how should the gap between the rates provided to AAA Corp. and BBB Corp. be
unlike in fixed and floating markets?

Table 2.3: Borrowing rates that make a basis the argument between fixed and
floating exchange rate.

Fixed Floating
AAA Corp. 4.0% 6-month LIBOR _ 0.1 %
BBB Corp. 52% 6-month LIBOR + 0.6 %
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The reason of gap differentials between the two companies, because the nature of the

contracts available to companies in fixed and floating markets. Which in the first

company AAA the contract offered in fixed exchange rate and the maturity 5 years

and the LIBOR is 0.1%, but in company BBB it provided in a floating exchange rate,

when the lender have a decline in the credit worth he have chance every 6- moths to

increase the spread the LIBOR that set. The lender in a fixed exchange rate financing

the provider doesn’t have the opportunity to convert the term of the loan (Hull,

2010).

Table 2.4: The Comparisons between financial derivatives

Futures Contract Forwards Option Swap
Contract Contract Contract
Meaning Standardized contract It is not It is the Its abrader
traded in exchange standardized, it most contract
market to buy or to sell is an agreement important with  two
the underlying assets between two of parties the
(Stock, Currency,) in parties to buy derivatives can
future at specified or to sell the contract, it exchange
price. underlying give  the one cash
assets at right but flow  for
specific ~ date not the another
and at agreed obligation cash flow.
price in the for Buying-
future. Sell the
underlying
assets
Structure Standardized Not - -
standardized
Counterparty Risk Low High - -
Contract size Fixed Depend on the - -
contract term
Regulation Stock Exchange Self-Regulated  OTC/ Not traded
Exchange on
traded exchanges.
market
Collateral Initial Margin Required  Not Required - -
Settlement Daily On maturity - -
date
Guarantee Yes (Clearing house) No - -
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2.5 Main Factors Affecting Corporate Decision to Hedge Foreign Currency Risk

2.5.1 Policy

Some firms the CFO in the company appoint someone foreign exchange capital
market (FXCM), it is a broker responsible to make quarterly report to the finance
committee about hedging strategy to make foreign exchange controls and foreign
exchange performance. The FXCM meets every month with the finance committee
to discuss about the position of foreign currency exchange and to approve a strategy
the company choose for hedging and to put the strategy of using derivative to hedge
the exposure of exchange rates also to specify the type and the value and the maturity
of derivative contract (Brown, 1999).

Stulez (1996) suggests that the firms’ objective of using derivative market to manage
the risk in order to reduce the possibility cost that cause a financial distress or to
prevent the company of undertake the investment strategy. Froot et. al. (1993), sees
that the value of hedging activities is increasing when the company depend more in
external financing than using self-financing, because hedging ensures company to

capable for finance their investment and avoiding under investment difficulties.

2.5.2 Leverage

Berkman & Bradbury (1996) pointed out another key which determine the using of
derivative instrument, the needs for derivative instrument increase when the
corporate have high level of financial leverage (Berkman & Bradbury, 1996).
Nguyen (2012), sees when the firms have a high level of debt, then the firms have a
high level of financial leverage which increase the needs of derivative market
(Nguyen, 2012).

Sivakumar and Sarkar (1993), agree with Berkman & Bradbury (1996), when the
company have a high leverage, this means have a high level of credit, the hedging

aids the firm to fall into financial distress (Berkman & Bradbury, 1996).

2.5.3 Liquidity and profitability

There is strong relation between liquidity and hedging. As Nguyen (2012) sees when
the firms suffering from capital shortage, then firms are falling into many problems

like covering the fixed expenses and paying for debt payments and fall into financial
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distress (Nguyen, 2012). Scholes (1997) define liquidity as the cost of converting
assets into cash immediately in short time.

2.5.4 Nature of operation

Other factor can influence the demand for using derivatives instruments to hedge
against foreign exchange fluctuation, Berkman and Bradbury (1996), indicated that
the nature of operation can have influence the using of derivatives instruments, the
firms that are most likely to use derivative instrument to hedge against foreign
currency exposure, which have subsidiaries companies in different country and using
different currency useinfg in the function of export and import (Berkman and
Bradbury, 1996).

2.5.5 Cost of hedging

There are variety of expenses firms pay in order to use derivate instruments such as
commission charges to broker, searching information cost, and site subscription. As
(Berkman and Bradbury, 1996), found that firms before making hedging contract

should comparing the benefit collect and the transaction cost pay for contract.
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3. FOREIGN BORROWING IN TURKISH ECONOMY

3.1 Turkish Economy

Turkey formally called as The Republic of Turkey, which has a unique place in the
world. Turkey located between Asia and Europe, it is a transcontinental country, and
Turkey has Anatolia from the southern Asia and East Thrace from the southern
Europe. In 1960 the total population in Turkey was 28 million people, and this
number continuously increasing. In 1970 the population in Turkey has been reached
to 35.46 million.1980 the population became more of 44.11 million. In 1990 rise to
become 54.13 million. For the year 2000 the number of population in Turkey
increased to reach 72.70 million. In 2018, the population in Turkey, it is more than
80 million. The table below shows population statistics in Turkey from the year 2007

until now.

Table 3.1: Population Statistics in Turkey (In Thousand)

Year Population
2000 64,729
2005 68,360
2010 73,722
2015 78,741
2016 79,814
2017 80,810

Source: Tiirkstat (Turkish statistical institute) Available: http://www.turkstat.gov.tr/UstMenu.do?
metod=temelist

The current population in Turkey is 82,023 millyon and equal to 1.07% of the world
total population. The total land area is 769,630 km2 and the population is increasing
rapidly.
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The table below shows the interest rate in Turkey for the period 2002 until 2017,
which the central bank of republic of Turkey sets the interest rate to affects and
influence the markets, and the monetary policy comitee puts the schedual of interest
rate and posted on the CBRT websites.

The GNP (growth national product), it indicator has a close relation with GDP (
growth domestic product), used by the country to mesure th developmenet in the
country, as shows in table below the GNP in Turkey in 2000 equal to 4,228,600,
increased by .39% in 2017.

Income per capita or average income calculated to measure the average income
earned by person in the country. The egaution to mesure the income per capita as
follows: Income per capita = GNP / Population.
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Table 3.2: Major economic indicators in Turkish economy for the period 2002 —

2017

Years GNP GNP Income Unemployment Inflation

Interest Rate For

Billion Billion pel.’ % Rate % Borrowing
Usb$ TRY Capita %

Borrowing Lending
2000 4,228 2,410 6,533 7.3 68.88 - -
2001 3,084 2467 4,702 5.6 35.92 - -
2002 3,580 6,087 5,392 10.8 29.7 44 51
2003 4,697 7,516 6,992 10.8 18.4 26 31
2004 5960 8,345 8,765 10.5 9.3 18 22
2005 7,304 10,226 10,608 9.3 7.7 135 17.5
2006 7,905 13,360 11,338 10.2 9.7 17.5 22.5
2007 7,905 11,463 11,200 10.2 8.4 15.75 20
2008 10,930 18,582 15,284 10.7 10.1 15 17.5
2009 8,979 16,073 12,375 14.1 6.5 6.5 9
2010 10,559 16,156 14,324 12.4 6.4 1.5 9
2011 11,205 16,919 14,995 9.8 10.4 5 12.5
2012 11,587 21,321 15,322 9.2 6.2 5 9.5
2013 12,480 22,589 16,279 9.3 7.4 3.5 7.57
2014 12,112 23,498 15,589 10.1 8.2 7.5 11.25
2015 11,018 28,869 13,994 10.3 8.8 7.25 10.75
2016 10,882 32,321 16,635 10.9 8.5 7.25 8.5
2017 10,596 40,902 13,113 11.2 11.9 7.25 9.25

Source: Tiirkstat (Turkish statistical institute), TCMB Available:
https://biruni.tuik.gov.tr/gosterge/?locale =en

http://www.tcmb.gov.tr/wps/wcm/connect/EN/TCMB+EN/Main+Menu/Core+Functions/Monetary+P
olicy/Central+Bank+Interest+Rates/CBRT+INTEREST+RATES+Late+Liquidity+Window

http://www.tcmb.gov.tr/wps/wcm/connect/EN/TCMB+EN/Main+Menu/Core+Functions/Monetary+P

olicy/PRICE+STABILITY+AND+INFLATION/Inflation+Targets
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3.2 Liberalization Policies and Turkish Economy Crisis in 1994 and 2001

In the late of 1970s, Turkey faced deficit in foreign debt payment, so Turkey had
started to implement liberalization policy and open to capital market. In the late of
1980s the foreign trade was liberalized. In 1996, when the customs union with the
European Union was established, Turkey was totally applying liberalization system.
Foreign exchange trade was liberalized in 1984s. In 1989, Turkey became financially
open economy market after removed all the control of capital movement and started

to imply Turkish currency convertible (Arin, 1999).

When the countries have exchange rate appreciating which their currency is
overvalued then the countries have less pressure to applying trade liberalization
(Nicita, 2013).

According to (Eryiirekli, 2017), mentioned about the decree no.32 on the protection
of value of Turkish currency. The law sets and determines the regulation and
principles of placement the value of the Turkish currency against the foreign
currency. The Decree determines all the transactions regarding export and import
whether visible or invisible transactions and capital movement, and also the Decree
sets a determination on all the transaction relate to foreign exchange and instruments
which traded in the foreign exchange market such as securities, other capital market

instrument.

On January 2018, Turkish Council Ministers submit a decision on a protection the
value of Turkish currency. The decision includes that talking a loan in foreign
currency from abroad are still permitted for Turkish residents while obtaining a loan
in foreign currency are restricted for Turkish Residents. The decision mentioned also
about talking a foreign currency loans for Turkish Resident they must have foreign

currency income.

3.2.1 The currency crises in Turkey in 1994s

When the fixed exchange rate system was dominated in Turkey, and The Central
Bank of republic of Turkey was under crawling peg regime for the daily adjusted
purpose, Turkey in 1990s, followed International monetary Fund (IMF) for the fully
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exchange of Turkish Lira. In the late of 1993s, Turkey started to adopt a flexible
exchange rate regime against United States dollar as stated by (IMF) in there
exchange regulations and restrictions issued in annual report every year. In this
system the Central Bank can make intervention in the exchange market to prevent

unfavorable exchange rate fluctuations.

In 1994s, a robust financial crises hit the Turkish Economy. Turkish lira was
depreciating about 70 percent versus U.S Dollar in the first quarter of 1994. In that
time there was no correction measures has been taken to find out solution. It was a
policy mistake, which a local borrowing has to be maintained in order to keep the
inflation in low level and to keep the reserves in a high level, in spite of this policy
mistake the domestic debt instrument such Bond, notes and mortgage still in

continuous (Ozatay, 2007).

For the individual resident in Turkey they cannot obtain foreign currency loan from
abroad therefore the banks and financial leasing companies and factoring companies,

financing companies only can obtain loans from abroad (Ernst &Young, 2018).

According to (Ozatay, 2007), mentioned for the reasons of the crisis are return to the
current account deficit, exceed of monetary, fiscal policies and the real overvaluation

of the currency.

The two reasons happened that burned the foreign currency crisis. In the half of
1993s, there were a sharply indicator for the crisis, firstly, the government cancelled
the local borrowing for the reason of increased the cost of local debt, and second the
rising of demand for the Central Bank assets (Ozatay, 2007).

3.2.2 Turkey financial crisis in 2001

In the beginning of the century, there were imbalance and weaknesses in Turkish
Economy, which return to policies and regulations put in the last two decades. In
1999, Turkey Economy met unusual recession, according to that Turkish government
and with assist from the Bretton Wood Institutions (BWI) put program called
exchange rate based stabilization program in order to minimize the inflation and to
control the unaffordable public debt accumulation, the program worked well and
public felt confident and the International Monetary Fund (IMF) officials conciliate

the program.
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Unfortunately, in September 2000, the economic situation required intervention from
the (IMF), in order to support the program to be in progress, after a little time later
the program was not sustainable and exposed to a huge attacks on the currency and
exit of capital, again by advising from (IMF), a free floating exchange regime had

been replaced with a currency peg (Boratav, 2003).

The main reasons behind the failing of the program was launched in order to
decrease the inflation were firstly, the program faced many problem and difficulties
in the banking system and public financing, in more details the Banking system was
primarily depend on increasing the interest rate in order to generate revenue from

deposit and T-bills.

The effect of implementation the program exchange rate-based stabilization had
formed tradeoff between public and private sector, which replacing free floating
regime instead of peg regime under a full capital account convertibility, and wide
dollarization increase the difficulty to both public and privet sector (Boratav, 2003).

In 1980s, Turkey had implemented a stabilization-cum liberalization experiment with
a military rule in order to response the dept and balance of payments in the late of
1970s. The program acquired some success and was extremely appraised which
made successful convertibility from inward to outward development plan. Which
result with a decreasing in inflation from 3% in 1980s to become 30% in the
following two year, and the current account deficit was half from a 5% of GDP, and
d the public sector borrowing requirement (PSBR) bring down from 10% of GDP to
become less than 4%, the economy was relished with a growth in export with an
average of 6% per year for the period between (1983-1987). Table below shows
some indicator for Turkish Economy for the period 1990-2000s.
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Table 3.3: Macroeconomic indicator in Turkish economy for the period 1990-2000

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

GDP
growth
rate

CPI
(percent
change)

Interest
rate

Exchange
rate

Public
sector
balance

Of which
primary

Balance

Net debt
of the

Public
sector of
which net
domestic
debt

Current
account
Deficit

Gross
external
debt

Foreign
deposits
Billions
of dollars

Percent of
total
deposits

9.3

60.3

51.9

22.9

7.6

-3.6

28.8

1.7

32.6

7.4

24.9

0.9

66

109.6

60

-11.3

-6.2

35.2

33

10.2

31.9

70.1

97.8

74.6

-12.4

7.0

35.7

34.8

12.4

34.9

8.0

66.1

90.3

59.8

131

-5.6

35.1

9.4

36.9

13.7

38

5.5

106.3

150.6

171.6

-10.2

-0.2

44.7

12.3

2.2

50.1

15.6

47.4

7.2

93.7

136.3

53.6

-6.4

2.7

41.3

20.7

-1.5

453

20.5

47.6

7.0

82.3

143.6

77

-13.2

-12

46.5

20.8

-1.3

47.0

24.4

44.0

7.5

85.7

119.2

86.5

-13.1

-2.1

429

24.5

-1.3

51.2

26.8

42.1

3.1

84.6

115.7

71.8

-15.9

0.5

44.5

41.4

11

55.6

30.6

42.1

-4.7

64.9

96.5

60.9

-25.5

-20

61.7

39.1

57.1

34.1

41.7

7.4

54.9

37

49.0

-19.3

2.8

59.0

00

37.7

43.5

Sources: IMF (2000A, 2001c), OECD (2001), Central Bank of Turkey (version issues)
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3.3 International Trade and Balance of Payment

The growth in Turkey was recovered rapidly, export industry one of the fundamental
key for growing. According to the World Top Export, 2018, says the total export in
Turkey for the year 2017 reach to 157.1 billion which increased up to 3.5% for 2013
and for 2016 up to 10.2 %, the total population in Turkey equal to 80.8 million and
the total exportation is 157.1 billion in 2017, this can be translate $ 1,900 for every

resident in Turkey.

The exports & imports in Turkey increased respectively, which the exports were 13
billion 942 million dollar and the import were 21 billion 267 million dollar (Turkish
statistical institute, 2017). The table below shows the history of export and Import in

Turkey for the period from 1969 to 2017.

Table 3.4: Export and Import history in Turkish economy / Billion USD

Foreign Trade-Annual exports (In Billions of $)

Import (In Billions of $)

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017

277
313
360
472
631
734
855
107
132
102
113
134
152
151
157
143
142
157

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

15
14
1
17
22
22
29
47
57
57
71
79
74
101
116
116
129
135

2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017

545
413
515
634
975
116
139
170
201
140
185
240
236
251
242
207
198
233

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

37
47
51
57
45
50
79
89
88
92
107
113
111
141
143
157
223
210

Source: Turkish Statistical Institute. https://biruni.tuik.gov.tr/gosterge/?locale=en

The balance of payment it is a big account to measure the inflows and outflows of
money into and out to a country, the main parts of balance of payments are the

current account and financial account.
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The balance of payment in Turkish economy shows, the current account defecit
recorded USD 2,973 million indicating a decrease of 818 million compared to June
of previous year, the financial account shows the direct investment recorded net

inflow of USD 951 million. The figure below explain in more details.

Table 3.5: Balance of payment in Turkey (2000-2017)

CURRENT ACCOUNT
Foreign Foreign  Foreign  Foreign Net inflow  Net inflow
Trade Trade Trade Trade (Outflow) (Outflow)

YEAR Export Export Import  Export uUSD TRY
(Annual) (Annual) (Annual) (Annual)
(Us) (TRY) (US) (TRY)
2000 27,775 15,832 54,503 31,067 (26,728) (15,235)
2001 31,334 25,067 41,399 33,119 (10,065) (8,052)
2002 36,059 61,300 51,554 87,642 (15,495) (26,342)
2003 47,253 75,605 69,340 110,944 (22,087) (35,339)
2004 63,167 88,434 97,540 136,556 (34,373) (48,122)
2005 73,476 102,866 116,774 163,484 (43,298) (60,618)
2006 85,535 144,554 139,576 235,883 (54,041) (91,329)
2007 107,272 155,544 170,063 246,591 (62,791) (91,047)
2008 132,027 224,446 201,964 343,339 (69,937) (118,893)
2009 102,143 182,836 140,928 252,261 (38,785) (69,425)
2010 113,883 174,241 185,544 283,882 (71,661) (109,641)
2011 134,907 203,710 240,842 363,671 (105,935) (159,961)
2012 152,462 280,530 236,545 435,243 (84,083) (154,713)
2013 151,803 274,763 251,661 455,506 (99,858) (180,743)
2014 157,610 305,763 242,177 469,823 (84,567) (164,060)
2015 143,862 376,918 207,207 542,882 (63,345) (165,964)
2016 142,530 423,314 198,618 589,895 (56,088) (166,581)
2017 157,006 606,043 233,799 902,464 (76,793) (296,421)

Source: Turkish Statistical Institute. https://biruni.tuik.gov.tr/gosterge/?locale=en

Khan and Knight (1983) analyzed non-oil developing countries current account
balances of developing countries 1970s where the Bretton Woods System collapsed.

They summarized the reasons as follows:

Detrition in terms of trade

e The slowdown of economic activity in industrial countries

e The sharp increase in the level of real interest rate in international credit
markets particularly towards the ends of the decade, and inadugate or

insufficient domestic adjustment evidenced by

¢ Rising fiscal deficits and appreciation of real effective exchange rates.
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3.4 International Investment Position and Foreign Exchange Borrowing

The International Investment Position (IIP) is an economic financial indicator
calculated at specified time each year quarterly or annually in order to compare the
country position with other country position in the word. When the value of external
assets abroad more than the value of liabilities to then the country positive and in
safe position, but if the total liabilities more than the value of current assets the value

is negative and the country in danger position (Oberzut, 2018).

The International Investment Position in Turkey, according to the report submitted
by the Central Bank of the Republic of Turkey (2017), shows that the third quarter in
2017 the net International Investment Position (I1P), increased in the negative way,
and the increasing was according to the changing in the exchange rate and price. The
(I1P) indicator shows the liabilities raised by 2% at the end of the third quarter of
2017 comparing to second quarter in the same year, and the total external assets
raised by 1.2 % and the liabilities increased 1.7 %.

Table 3.6: International Investment Position / Billion USD $

Years Assets Liabilities Net

2001 52,218 137,587 -85,369
2005 107,103 281,001 -174,624
2006 143,956 349,512 -205,556
2007 170,117 483,738 -313,621
2008 186,450 386,061 -199,611
2009 182,067 457,989 -275,922
2010 185,892 547,160 -361,268
2011 179,662 495,869 -316,207
2012 214,414 640,535 -426,121
2013 226,151 623,925 -397,774
2014 230015 676,591 -446,576
2015 211,420 598,789 -187,369
2016 215,206 584,478 -369,272
2017 232,772 691,947 -459,175

Source: Central Bank of Republic of Turkey http://www.tcmb.gov.tr/wps/wem/connect/ b5fa3638-
ebb2-4a7d-b879-74bafcb45dd6/iip.pdf?MOD=AJPERES&CACHEID=ROOTWORKSPACE-
b5fa3638-ebb2-4a7d-b879-74bafch45dd6-milc4SY
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International investment position is a monthly statistical shows at point of time the
stock value of a financial receivables and liabilities of residents an economy of a
resident of another country, and financial assets kept as a gold. The international
investment position in Turkish economy at the end of May 2018, the external assets
recorded 231.6 billion this indicating a decrease of .5 percent to the end of 2017, and
the liabilities against non-residents recorded USD 632.5 billion indicating a decrease

of 8.6 percent.

3.5 Literature Review on Effects of Volatility of Foreign Exchange in Turkey

There is relationship between the volatility of exchange rate and the size of foreign
trade in the developed countries. Whatever positively or negatively changes, but in
the same study they are mentioned the developing countries have no impact from the

volatility of exchange rate (Demez & Ostaoglu, 2012).

The effects of exchange rate volatility on the investment and growth has a massive
interest for the researcher and for the policy makers. As the exchange rate volatility
and uncertainty increased the profitability and investment, growth will affect as a
result of this increase for both the developed and developing countries. According to
a high level of exchange rate and inflation volatility, Turkey faced critical level of
Instability. Exchange rate volatility have a massive effect on the growth of

manufacturing company in Turkey (Demir, 2009).

3.6 Risk of Foreign Currency Exchange Borrowing At Company Level

Company Borrowing

The risk occurs from foreign exchange rate volatility has a strongly effect on the
volume of the capital flows. There is an excessive relationship between the exchange
rate volatility and the financial market fragility, in order to minimize this risk of
financial fragility the government gives a guarantees to offer a bailout to domestic
financial market users and guarantee to help the countries from the international
community in case of crisis, this gives the investors the encouragement to invest and
do not afraid from the full risks to make an investments, thus make the investors
encourage to take a high risks, but these risks lead to a financial fragility, in case of

reducing this financial fragility thee country should issue some robust supervision
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and regulate a vigorous decision of the financial system. Pegged exchange rate
system is a type of implicit guarantee but in the same time it is a source of moral
hazard, encouraging unhedged foreign currency borrowing in order it has low risk
credible in the long term, but this unhedged a foreign currency borrowing like a
bomb waiting to explosion, but when applying a more flexible exchange rate is a
favorable to specify the short term capital inflows and increase the country stability
(Hausmann & Eichengreen, 1999).

Why some companies borrow money more than others, and why some firms take
loan in the short term while others obtain loan in the long term? The necessity for the
firms to preserve ‘the reserve borrowing capacity’ although this flexibility is not
obvious in such countries that are not frictionless in the capital market and when
there are more debts the increment tax advantages from the borrowing decrease and
the interest tax shield become less proven. Perhaps the bankruptcy costs (that the cost
the company incur according to the transaction cost and re-establish again) that
decrease the profitability in the firm from borrowing, sometimes the manager
avoiding a high debt in order to maintain their position and protect their jobs to
stabilize their wealth (Myers, 1977).

The lending to a foreign government exceeded in 1973s and 1982s more than before
the World War. This wave that occurred make breakdown of repayment the loan, this
repayment crisis are due to several reasons such as the depression of international
trade some time related to the government budget crisis and sometimes due to
revelation of financial abuses (Sachs, 1987). The table 12 shows the borrowing

indicator in Turkish Economy.

The sectoral composition of long term loans in Turkish economy for the period
(2002- February 2018) as follow:

In Turkey, after 2001 financial crises, the private companies preferred to borrow
from foreign capital markets more in comparison to domestic one. They prefer to get
benefit very the extra ordinary liquidity in the world market during 2008-2013
period. Analyzing international investment of Turkey show how Turkish economy is
sensitive to the extra ordinary foreign exchange borrowing of companies other than

State’s borrowing.
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The phenomenon of saving or lending in foreign currency is wide spread in emerging
markets and in developing countries. Governments have encouraged dollarization,
which enabling their citizens to open saving accounts and allowing them to

borrowing in foreign.

Some countries like Hungary or Latvia and Poland puts tightened requirement for the
borrowing in foreign currency and have promote their banks to use moral suasion in
order to prevent a retail foreign currency borrowing. The banks in countries required
to disclose the exchange rate risk of foreign currency borrowing to their clients by

the order of the authorities in the country (Ozséz et. al., 2015).

Turkey, the borrowing in foreign currency allowed for the household and businesses.
Since June 2009, all households are stopped to borrow in foreign currency, while
businesses enable to continuo to keep the line of credit of foreign currency open. The
Central bank of republic of Turkey (CBRT) did not give any justification of stopping
this practice (Rengifo et. al., 2013)

In order to minimize the systematic risk that Turkey’s firms borrowing have, the
government decided to regulate rules to restrict the foreign currency borrowing for
some companies of smallest size started on May 2018. While force the largest
borrowers to hedge against their exposure to decrease the risk of exchange rate

fluctuations (Courcoulas & Kandemir, 2018).

In the fourth sections, the financial statements of specifically chosen industry have

been analyzed.
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Table 3.7: Sectoral Composition of Long Term Debt in Turkey (Billion USD $)

Years Financial Non-Financial Total Change %
2002 6,894 22,316 29,211 3.19
2003 7,425 22,718 30,143 22.74
2004 10,776 26,223 36,999 37.63
2005 21,365 29,555 50,920 61.42
2006 37,632 44,565 82,197

48.30
2007 52,129 69,772 121,902

15.70
2008 51,788 89,255 141,044

(8.90)
2009 45,221 83,272 128,494

(6.88)
2010 41,166 78,488 119,655

6.02
2011 47,869 78,991 126,860

10.74
2012 56,900 83,581 140,482

11.23
2013 72,503 83,752 156,255

7.65
2014 84,421 83,781 168,203

15.71
2015 104,572 90,053 194,625

4.32
2016 105,516 97,511 203,028

9.11
2017 113,479 108,046 221,526

3.19
Source: Bank of Turkey (TCMB) http://www.tcmb.gov.tr/wps/wcm/connect/EN/

TCMB+EN/Main+Menu/Statistics/Balance+of+Payments+and+Related+Statistics/Outstanding+Loan

s+Received+from+Abroad+by+Private+Sector-/Data/
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Table 3.8: Sectoral composition of short term debt in Turkey

Change in the Change
Total borowing USA $ Total borowing
Year %
(USA'$) % (In TRY)
(In TRY)
2002 62,823 35,809
0.28
2003 80,505 0.42 63,599 0.78
2004 114,381 0.28 193,304 2.04
2005 146,972 0.15 235 155 0.22
2006 168,735 -0.05 227,792 -0.03
2007 159,752 0.31 226,848 0.00
2008 208,608 -0.09 246,157 0.09
2009 188,806 0.37 285,097 0.16
2010 259,184 0.27 381,000 0.34
2011 330,197 0.18 515,107 0.35
2012 389,677 0.29 732,593 0.42
2013 503,347 0.06 895,958 0.22
2014 533,361 -0.09 1,200,062 0.34
2015 487,440 -0.12 1,130,861 -0.06
2016 427,526 0.06 1,301,389 0.15
2017 452,680 1,720,184 0.32
0.28

Source: Central Bank of Turkey (TCMB) Available: http://www.tcmb.gov.tr/wps/wcm/connect/EN/
TCMB+EN/Main+Menu/Statistics/Balance+of+Payments+and+Related+Statistics/Short+Term+Exter

nal+Debt+Statisticss

40 companies with foreign exchange position deficit and surplus
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Table 3.9: Credit rating of Turkish companies

Companies Industry Foreign currency
position (milyon TL)
Tiipras Oil/Industry -6.785
Anadolu Efes Food -3.578
Tofas Oto. Fab. Manufacturing -2.475
Coco Cola Igecek Food/Beverage -1.976
Ford Otosan Auomobile/ -1.971
Manufacturing
Erdemir Construction -1.779
Kardemir (D) Construction -1.652
Izmir Demir Celik Construction -1.257
Brisa Auromobile -822,9
Ulker Biskiivi Food -728,3
Pektim Energy -588,3
Bagfas Agriculture/Chemical -422,7
Menderes Takstil -397,4
Giibretas -347,4
Anadolu Isuzu -313,8
Turcas Petrol -304,1
Parsan -296,3
Karsan Otomotiv Automobile -254,0
Trakya Cam -245,0
Bat1 Cimento -242.8

Source: Economist Online Available: http://www.ekonomist.com.tr/borsa/doviz-pozisyon-acigi-

fazlasi-olan-40-sirket.html
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Table 3.10: Foreign exchange position deficit and surplus

Companies Foreign currency position (milyon TL)
Vestel 680,5
Soda Sanayii 535,3
T. Tuborg 133,6
Dogan Gazetecilik 133,3
Ege Endiistri 130,9
Good-Year 79,4
Anadolu Cam 77,8
Sasa Polyster 59,4
Konya Ceminto 59,3
Kent Gida 34,2
Cuhadaroglu Metal 32,9
Aksansa 31,7
Alkim Kagit 25,6
Cimsa 24,2
Akin Takstil 23,9
Tat Gida 20,6
Derimod 20.0
Erbosan 19,9
Deva Holding 18,3
Aygaz 18,1

Source: Economist Online Available: http://www.ekonomist.com.tr/borsa/doviz-pozisyon-acigi-

fazlasi-olan-40-sirket.html

The top 10 leading company in Turkish economy, which is the company Tiipras took

the first place according to Fortune magazine with total sales around 39.7 billion
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Turkish lira (Fortune 500, 2016). The table below shows the top 10 biggest
companies in Turkey.

Table 3.11: Top 10 Largest Company in Turkey / 2017

Name of the Company The Total Sale

(In Billions of TL)

Tiirkiye Petrol Rafinerileri A.S. 34,854
Enerji Piyasalari Isletme A.S. 32,97694
Omv Petrol Ofisi A.S. 30,790
Botas Boru Hatlri {le Petrol Tasima A.S. 29,680
Turk Hava Yollari A.O. 29,468
Opet Petrolciiliik A.S. 20,533
Bim Birlesik Magazalar A.S. 20,071
Ford Otomotiv Sanayi A.S. 18,289
Tiirkiye Electrik Ticaret Ve Taahhiit A.S. 16,892
Shell & Turcas Petrol A.S. 16,825

Source: Fortune 500 magazine. http://www.fortuneturkey.com/fortune500

The economist’s experts advising firms that do not following foreign exchange pegs,
should concern about the monetary value of profit and the cost ( Oral, 2016). When
the firms have net foreign currency position positive, it means the firms have foreign
currency surplus, firms then generate profit from foreign exchange when the Turkish
lira losses in the value and exchange rate increases, the opposite is true when the
Turkish lira increase and the exchange rate decrease the firms generate exchange rate
losses, vice versa, when the foreign currency position is negative, then it will be
shortage of foreign currency, in this case the firms generate foreign exchange loss

when the exchange rate increase, and the firms generate profit when the exchange
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rate decrease. Therefore, firms can use hedging with derivative instruments against
foreign exchange risks (Oral, 2016).

Ozmen and Yalcin (2007) discusses financial fragilities of Turkish corporate sector
to exogenous financial risks stemming mainly from global imbalances, the
realization of which may lead to substantial increases in international interest rates
and/or a sudden stop or reversal of capital flows especially to developing countries,
by using the CBRT Risk Center and CBRT Company Accounts firm level data over
the 1996-2005 period. The magnitude of the impacts of real exchange rate
depreciations or interest rate increases crucially depends on the financial conditions,
debt structures and inter-sectoral fragility linkages of the main sectors of an
economy. In the presence of financial fragilities including a substantial liability
dollarization, real exchange rate depreciations may be contractionary. The findings
of this study suggest that, in spite of improvements in the leverage ratios and interest
risks after the 2001 crisis, liability dollarization and short maturity structure of debt
still appear to be the main sources of fragility in Turkish corporate sector against
exogenous financial shocks. Small sized or low exporting firms are found to be much
more prudent to liability dollarization after the crisis. The positive and recently
improving correlations of liability dollarization with both firm size and export ratios
may be limiting the risks when we consider the issues of ability to access to financial

markets and debt-revenue currency composition consistency.

The exchange rate movements, along with globalization, deepening and widening
financial markets, have become more important not only for financial institutions but
also for real sector companies. Also exchange rate risk is important for non-financial
companies regards to both assets and liabilities. Management of this exchange rate
risk exposure has an impact on competitiveness of these companies. This paper
reviews the impact level of exchange rate movements and also determination of the
approaches to exchange rate risk management in the tobacco industry which has very
high concentration level. It’s found that the firms want to hedge against the exchange
rate risk particularly in the export transactions. A significant number of firms don’t
use exchange rate risk management systematically. The firms prefer operational
hedging much more than financial hedging. The primarily reasons of not using
financial tools in the risk management are the presence of import transactions and the

expectation of exchange rate increase. Finally, it’s concluded that according to
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ascending and descending scenarios for 3 months (exchange rates will increase or
decrease %10) the firms mostly intend to use various operational hedging techniques

instead of financial hedging for exchange rate risk management. (Doganay, 2016).

Mutluay and Turaboglu (2013) studies the effects of exchange rate fluctuations on
firms. To this end, the effects of exchange rate fluctuations on the performance of
publicly traded firms which are registered to Istanbul Stock Exchange (ISE) are
investigated. This relationship is analyzed through regression models of both Adler
and Dumas (1984) and Jorion (1990) using the data for the period between 1997 and
2007 on 55 publicly traded firms. The empirical results show that the exchange rate
fluctuations affect firm’s performance with some time lag. Moreover, the effect of
exchange rate fluctuations on firm performance, negatively depends on the share of
export in total sales. Firms with higher export share are more vulnerable to exchange

rate fluctuations.
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4. RISK OF COMPANY ON FOREIGN CURRENCY EXCHANGE
BORROWINGS IN TURKEY CASE STUDY: CONSTRUCTION INDUSTRY
IN TURKEY

The company analyzed in case study has been chosen among companies in the
industries listed by the Central Bank of the Republic of Turkey (TCMB) with high
risk on foreign exchange borrowing. Also, the company with highest borrowing have
been analyzed. Financial statements for the last 10 years have been taken from the
Borsa Istanbul (www.borsaistanbul.com). Trend analyses have been chosen in order

to analyses the financial statements in the company.

The development of construction industry in Turkey started after the second war in
1945, as the fast development due to ‘Marshal aids’, this aids came from USA
government and the United nation development funds given to the country, in these
days the biggest construction companies were established in that time, the ‘marshal
aids’ were stopped because of the (embargo), which is a legal prohibition the
commerce, were enforced after the Turkish- Greece Peace war in 1973, and this was
the starting of the Turkey’s economic problem. Until 1979, Turkey had a lot of
economic problem due to the increasing high rate of inflation and declining natural
resources, decreasing of exports and increasing imports, the country faced unpaid
debts for the other countries. During this period the construction industry put in
crisis, due to increased bankruptcies, unfinished job, legal claims, unemployment

workers.

After the military evolution in 1980, there were lots regulations put by the military
government in order to solve the country’s problem in all side, an extraordinary
changes the military government started to implement a short term stability program
and long term structural plan, these changes led lots of positive impact to all sectors
in the country, and the construction industry sector one of them started to develop.
The construction industry in 1980 to 1987, was enormously gain lots of unequalled

success (Tavako & Tulumen, 2006).
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The figure below shows the biggest 39 construction companies operating in Turkish
industry market.

Table 4.1: The top 30 Turkish construction companies

Name

Enka Construction and Industry Inc., Istanbul

Kiska Construction corporation, Ankra

Kutlutas holding Inc., Istanbul

Ezai Turkes — Feysi Akkaya (STFA), Istanbul

Dogus Insaat ve Ticaret A. S. , Istanbul

Tekfen Construction and installation Co. Inc., Istanbul
Ata Insaat Ltd., Istanbul

Nurol Construction and Trading Inc., Istanbul

Mesa Housing Industries Co.Inc., Istanbul

Tek-Ser Construction and trade Inc., Istanbul

Soyak Construction Co. Inc.,Istanbul

Baytur Construction and contracting Co., Istanbul

Gama Endustriand tesisleri Imalat ve Montaj A.S., Ankra
Saracoglu Group, Istanbul

Koray Construction Industry and trading = Inc., Istanbul
Ozisik Construction and contracting Inc., Ankra

Pelet Construction and Trading Ltd., Istanbul

Eska Construction and Industry Ltd., Istanbul

Guris Holding Inc., Ankra

Intes Construction Industry and trade Inc., Istanbul
Yasar Ozkan Engineering and Contracting Co., Ankara
Eksioglu Eyup Ensar , Istanbul

Kayalar Construction Ltd., Istanbul

Garanti Construction Industry and trading Co., Istanbul
Mimas Engineering Construction and Trading Co., Istanbul
Mimtas Engineering Construction and Mining Inc., Istanbul
Emek Insaat ve Isleme A.S., Ankra

BIMHOL A.S., Istanbul

AEA Construction and contracting, Istanbul

ARI Construction Co., Inc., Istanbul

Source: Routledge https://www.tandfonline.com/doi/abs/10.1080/01446199000000007

56


https://www.tandfonline.com/doi/abs/10.1080/01446199000000007

4.1 Construction Industry and House Construction In Turkey

The chronological process of housing production in Turkey passed through several
periods, these periods are 1923-1950s, 1950-1980s, 1980-2000s, 2000-current,

Economic and political issues and changes affect the production process.
The period (1923-1950s): After the Turkey war of independence- slow urbanization

This period include the period of establishment of Republic of Turkey and the end of
World War 2. This period witnessed the reconstruction of nation between National
War and World War.

The period (1950-1980): After immigration- Fast urbanization

After 1950s, the economic faced recession during the World War 2, imposed a bad
economic situation after the war, which brought changes and transformation in the

housing production and the way of housing supply.
The period (1980-2000): After Neo liberalization

The economic crisis and how to find solution to those crisis were the important

factors were affecting the housing production.
The period (2000-2010s): Post earthquake period, urban renewal

The global market economy has been manipulate the development of housing
production in Turkey, which started since 1980s, and after 2000s has become

denominated.

Housing production has been financed by national and international organizations,
banks, large number of investors which invest alone or by partnership (KOCA,
2012).

4.2 Case Study: A Construction Company with High Foreign Exchange

Borrowing in Turkey

4.2.1 Methodology

The company’s financial risk has been analyzed via their financial statements. Trend
analysis is used for the purpose of analyzing the financial statements. The main idea
of using trend analysis is to the amount of money borrowing over 10 years from
2012-2017 and how it is changes and compare to the previous year. Trend analysis is
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useful in order to calculate and evaluate the situation in the company. This
mechanism depends on the data collected from the financial statements in order to
calculate the liquidity ratios to see the ability in the company to pay it is debt,
Leverage ratios to evaluate a company debt level, operational efficiency ratios to
measure how a company generate revenue from every investment in total assets, and
to know the changing of borrowing over the 10 years, and to see changes of effective
interest rate over the period, calculate debt ratio in order to measure the risk in the

company over 10 years, and measure the DuPont analysis system over the period.

The main reason of conducting this research and using trend analysis is to give the
reader the way and the method to make calculation to measure the level of risk in the
company to be conservative of losing and affect the profitability from exchange rate
fluctuation while make repayment for the borrowing. The researcher has used one of
the biggest construction company in Turkey with a high amount of borrowing for

collecting data to make the analysis.

These several ratios can be used by different companies to measure and evaluate the
level of risk coming from the borrowing abroad and to pay attention how to manage

this risk to avoid the risk of losing.

The main objective of using trend analysis when analyzing the financial statement is
to measure the managerial performance and to know the efficiency in the firm in
order to know the strength and the weaknesses in the firm and to calculate the
forecasting for the future performance, which allow the analysts to make a decision

related to operation and to make investment for expansion.

4.3 Analysis

ENKA is one of the largest construction company in Tturkey, founded in 1957. It is a
global engineering and construction firm and the head quarter of the company work
in Istanbul, ENKA provide a services in different countries and have subsidiaries in

the following area:
e Engineering and construction
e Power generation

e Real estate

58



e Trade

In the following section analyses the financial statement for ENKA Company for
2011 —2017:

Table 4.2: ENKA construction company balance sheet for the year (2011, 2017)

ENKA INSAAT VE SANAYT A. S. AND ITS SUBSIDIARIES
Consolidated Balance Sheet as of December 31, 2011,2012,2013,2014,2015,2016,2017
The Amount expressed in Thousands of Turkish Lira (Billions of TL)

Assets
2011 2012 2013 2014 2015 2016 2017

Current

assets 1.54 1.81 2.72 3.27 2.76 3.52 2.95
Cash and

cash 1.20 1.29 1.03 1.33 2.25 2.41 2.18
equivalent

Financial
investment 1.41 1.57 1.70 1.67 1.53 1.48 1.16
Trade

receivable 0.00 0.02 0.00 0.00 0.00 0.01 0.00

Due from
related 0.52 0.60 0.74 0.60 0.68 0.93 0.84
parties

Inventories 0.10 0.12 0.23 0.31 0.23 0.01 0.05

Cost and
estimated
earning in
eXCess

Of billings
on
uncompleted
contracts

0.00 0.00 0.00 0.00 0.00 0.00 0.00

Prepaid
expense 0.17 0.12 0.16 0.34
Other
current 0.19 0.27 0.36 0.23 0.23 0.17 0.26
assets

Total
current 4.97 5.67 6.78 7.58 7.82 8.68 7.78
assets

Asset held

for sale 0.23 0.01 0.00 0.00 0.00 0.00 0.09

Non- current

assets 0.00 0.00 0.00 0.00 0.00 0.00 0.00
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Trade

receivable 0.05 0.04 0.03 0.02 0.03 0.10 0.18
Financial

investment 1.46 1.73 2.13 2.33 3.57 5.32 7.99
Investment

properties 3.67 3.80 5.01 4.21 4,53 6.64 7.85
Property

plant and 3.48 3.24 3.91 3.77 4.59 5.64 6.09
equipment

Intangible

assets 0.06 0.05 0.07 0.05 0.06 0.09 0.13
Good will 0.12 0.14 0.13 0.16 0.19 0.08
Other

intangible 0.00 0.00 0.00 0.00 0.00 0.00 0.01
assets

Prepaid

expense 0.02 0.07
deferred tax

assets 0.25 0.02 0.02 0.02 0.02 0.02
Total non-

current 8.90 9.00 11.30 10.53 12.96 18.01 22.42
assets

Total assets 14.09 14.68 18.08 18.12 20.77 26.70 30.29
Liabilities 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Current
liabilities 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Financial
liabilities
Trade
payable
related
parties

0.41 0.28 0.22 0.11 0.12 0.23 0.29

0.90 1.11 1.14 1.25 1.25 0.84 0.58

Provision
for
employee
benefits

Other
payables

0.06 0.08 0.04 0.05 0.04 0.06 0.08

0.03 0.05 0.06 0.06 0.06 0.05 0.07

Payable to
employee 0.08 0.10

deferred

income 0.75 0.41 0.35 0.85
Billing in

excess of

costs and

estimated 0.22 0.32 0.37 0.52 0.47 0.85 1.01
earnings

On
uncompleted
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contract

Current
income tax
liabilities
Provisions

Other
current
liabilities
Total
current
liabilities
Non-
current
liabilities
Financial
liabilities
Trade
payable

Other
payables

Provision
for
employee
benefits

Deferred tax
liabilities
Other non-
current
liabilities
Total
noncurrent
liabilities
Total
liabilities
Equity

Share
premium

Revaluation
surplus

Treasury
shares

Currency
translation
difference

Rational
protection
gain - losses

Other

0.00

0.08

0.08

0.49

2.26

0.00

0.48

0.01

0.05

0.02

0.61

1.64

2.81

5.07

0.00

2.52

0.63

0.38

0.00

0.07

0.07

0.62

2.60

0.00

0.39

0.01

0.05

0.03

0.65

141

2.53

5.13

0.00

2.82

0.44

0.34

0.00

0.12

0.09

0.82

2.92

0.00

0.60

0.01

0.06

0.03

0.85

1.52

3.08

6.00

0.00

3.22

1.13

0.50

0.00

0.00

0.12

0.13

0.10

3.16

0.00

0.51

0.00

0.06

0.04

1.41

0.83

2.87

6.02

0.00

3.62

1.55

0.37

0.00

0.00

0.16

0.14

0.08

2.77

0.00

0.30

0.07

0.05

1.47

1.06

2.95

5.72

0.00

4.02

2.89

0.43

0.00

0.00

0.18

0.21

0.15

3.00

0.00

0.76

0.08

0.06

1.16

1.48

3.54

6.54

0.00

4.22

4.38

-0.04

0.64

0.00

0.00

0.23

0.19

0.18

3.58

0.00

0.88

0.22

0.07

0.06

0.02

1.76

3.01

6.59

0.00

4.62

5.02

-0.10

0.67

0.00
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reserve

Net profit

Restricted
reserve

Less:
reserve and
accumulated
profit

Non-
controlling
interest

Total
equity
Total
liabilities
and equity

-0.33

0.85

0.24

4.27

0.46

8.56

-0.24

1.13

0.28

4.33

0.46

9.09

-0.29

1.25

0.33

5.81

0.14

11.95

-2.22

14.44

0.42

6.76

0.13

11.96

-3.76

1.44

0.47

9.40

0.15

14.90

-3.89

1.78

0.56

12.29

0.22

19.94

-4.04

2.57

0.70

13.97

0.29

23.41

The balance sheet tells the reader the financial condition of a company and it is

consider an important part of the financial statements. And also the balance sheet put

a highlight of a company health, it gives the reader how much the company own

(assets) and owes (liabilities). And the balance sheet shows how much the company

have debt in the short term and in the long term.

In ENKA construction company as it show above the total loan obtained in 2011 is
885,395 and in 2012 is 671,243 and 2013 is 816,181, in 2014 is 625,073 and in 2015

422,007 and in 2016 999,487, finally in 2017 1,174,986.

The total loan obtained for ENKA Company for the period 2012 — 2017 as follows:
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Table 4.3: ENKA Company borrowing for the year 2011-2017

2011 2012 2013 2014 2015 2016 2017
Short term bank
borrowing
Turkish loan (TRY) 1,280 1,406 12,069 567 186 0 7
Foreign currency loan 47,649 34,341 64,287 13,914 17,481 85,443 151,266
Other loan from leasing 5,137 4,796 0 0 0 0 0
Plus current portion of 351,057 240,237 141,209 100,065 101,107 149502 141,815
loan term loan
Total short term loan 406,023 280,780 217,565 114,546 118,774 234,945 293,088
Long term bank
borrowing
USD (dollar) 348,733 192,198 12,991 1,410 0 0 0
Europe (EUR) 152,450 91,720 57,012 27,590 10,445 188,209 226,181
Turkey (TRY) 2,469 3,468 1,379 473 546 0 0
Japan (JPY) 229,259 189,014 154,195 202,560 171,231 243256 260,946
Liabilities from financial 97,418 154,300 514,248 378,559 222,118 482,581 536,586
Ieasmg transactions
less: current maturities -351,957 -240,237 -141,209 -100,056 -101,107 1149502 -141,815
Total long term 478,372 300,463 508,616 510,536 303,233 764544 881,898
borrowing
Total borrowing 884,395 671,243 816,181 625,082 422,007 999,489 1,174,986

The table above analyeze the borrowing history at ENKA Construction for the period 2011-2017, shows in 2017 the company take the highest
amount of borrowing which equal 1,174,986 TL.
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Table 4.4: ENKA Company effective interest rate on borrowing for the year 2011-
2017

2011 2012 2013 2014 2015 2016 2017

Turkish lira 10.05% 8.30% 13.20% O 0 0 0
(short term)

Foreign 5.5% 525% 3.78% 3.30% 3.30% 2.15% 1.04%
currency (short

term)

Turkish loan 10.05% 13.31% O 12.34% 12.34% O 0
(long term)

Foreign 7.75% 516% 2.36% 4.59% 459% 2.50% 2.50%
currency (long

term)

Table 4.5: ENKA company debt ratio for the year 2011-2017

2011 2012 2013 2014 2015 2016 2017

Debt Ratio 349% 36% 33% 34.9% .27% .24% 21%

Source: Produced

Debt ratio compare the company total debt to the total assets, it gives ageneral idea
of the company leverage. When the debt ratio is low it means it is better for the
company because the less the company use the levarage and stronger using the
equity, and when debt ratio is high it means the a high risk the company shoud care

about.
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Table 4.6: DuPont System analysis for the year 2011-2017

Ratio 2011 2012 2013 2014 2015 2016 2017
Gross Profit Margin 20% 16% 17% 16% 17% 23% 26%
Operating Profit 18% 13% 14% 12% 14% 18% 22%
Margin
Net Profit Margin 13% 13% 13% 12% 12% 17% 25%
Earnings Per Share .30 .38 ,39 ,40 ,36 42 56
(EPS)
Return On Total .06% .08% 69% 70% 60% 70% 90%
Assets (ROA)
Return on Common 10.2% 12.9% 11% 104% 83% 9% 11%

Equity (ROE)

Dupont analaysis gives an explaination of the return on equityof the company, also

put the highlight on the strengen and weaknesses of the company. Dupont analaysis

as it shows above contains 6 elements:

Gross proft margin to mesure the financial health in the company. Operating profit

margin it is measure the profitability in the company. Net profit margin it is

apercentage of revenue after deduting all operating expense. Earning per share it is

ashare of acomany profit give to share holders. Return on assets it is a profitability

ratio measures how much a company can make profit from it is assets. Return on

equity measures how much company generate profits form each dollar of share

holders equity.
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Table 4.7: ENKA company vertical analysis of income statement for the year 2011-2017

2011 2012 2013 2014 2015 2016 2017
Amount % net Amount % net Amount % net  Amount % net  Amount % net  Amount % net  Amount % net
of of of of of of of
sales sales sales sales sales sales sales
Revenue 8,415 100% 10,297 100% 12,459 100% 12,727 100% 12,384 100% 10,581 100% 10,567 100%
Cost of goods (6,989) 83% (8,863) 86% (10,394) 83% (10,687) 84% (10,276) 83% (8,189) 7% (7,831) 74%
sold
Gross profit 1,425 20% 1,433 16% 2,065 17% 2,040 16% 2,107 17% 2,392 23% 2,735 26%
Marketing, (56,496) 1% (74,470) 1% (74,138) 1% (73,073) 1% (77,830) 1% (93,465) 1% (69,987) 1%
selling and
administration
expense
General (209,128) 3% (219,527) 2% (237,387) 2% (275,673) 2% (282,458) 2% (357,015) 3% (370,335) 4%
administration
expense
Other income 144,724 2% 69,799 1% 115,151 1% 47,657 0% 76,235 1% 76,686 1% 153,871 1%

from operating
activities
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Table 4.7 (continue): ENKA company vertical analysis of income statement for the year 2011-2017

2011 2012 2013 2014 2015 2016 2017
Amount % net Amount % net Amount % net Amount % net Amount % net  Amount % net  Amount % net
of of of of of of of
sales sales sales sales sales sales sales
Other expense (59,210) 1% (93,898) 1% (91,638) 1% (148,081) 1% (135,545) 1% (123,126) 1% (95,512) 1%
from operating
activities
Operating 1,245 18% 1,115 13% 1,777 14% 1,590 12% 1,688 14% 1,895 18% 2,326 22%
profits
Income from 181,026 3% 366,904 4% 212,965 2% 414,444 3% 532,119 4% 824,353 8% 1,477 14%
investments
activities
Expense from (272,305) 4%  (89,686) 1% (219,292) 2% (87,880) 1% (369,158) 3% (391,409) 4% (633,020) 6%
investment
activities
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Table 4.7 (continue): ENKA company vertical analysis of income statement for the year 2011-2017

2011 2012 2013 2014 2015 2016 2017
Amount % net Amount % net Amount %net Amount %net Amount %net Amount %net Amount % net
of of of of of of of
sales sales sales sales sales sales sales
Operating income 1,154 17% 1,392 16% 1,771 14% 1,917 15% 1,851 15% 2,328 22% 3,171 30%
before Financial
income and
(expens)
Financial income (178,199) 3%  (218,703) 2% (325,412) 3% 85,827 85,692 3% - 84,702
Financial expense (95,467) 1% 50,894 1% 47,322 0% (98,603) (54,733) 15% - (66,229)
Current tax 880,821 13% 1,123 13% (85,736) 0% (305,176) 2% (346,811) (433,360) 4% (430,138) 4%
expense
Deferred tax (88,503) 1% (92,414) 1% (79,750) 3% (134,150) (157,391) 1%
expense
Net income 177 0% 55,381 1% 1,318 13% 1,507 12% 1,455 1,809 17% 2,602 25%
Table 4.7 (continue): ENKA company vertical analysis of income statement for the year 2011-2017
2011 2012 2013 2014 2015 2016 2017
Amount % net of Amount % net Amount % net Amount % net Amount % net Amount % net Amount % net
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Profit for
the year
from
discontinue
d operation
Attributed
to:

Non-
controlling
interest
Equity hold
for the
parents
Total

Earnings
per share
Weighted
average
number of
ordinary
share

sales
31,352 0%
849,998 12%
880,998 13%
280,000,000
.030
280,000,000

50,818

1,127

1,178

280,000,000

0.38

280,000,000

of
sales
1%

13%

13%

70,456

1,248

1,318

.39

280,000,000

of
sales

(2,430)

63,704

1,441

1,504

40

280,000,000

of
sales

2%

11%

12%

of
sales

1,455 12%

15,685 0%

1,439 12%

1,455 12%

.36

280,000,000

of
sales

12%

419,000,000

42

280,000,000

of
sales

14%

458,160,000

.56

280,000,000
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Analyzing ENKA Construction Company for the period (2012-2017)

Table 4.8: Analyzing ENKA Construction Company for the period 2012-2017

Ratios/Year 2012 2013 2014 2015 2016 2017
Liquidity ratio % % % % % %
Quick Ratio 1.95 207 221 257 259 194
Current Ratio 2.19 232 240 282 290 217
Net Working Capital 3,077 3,856 4,424 5,043 5,686 4,198
Leverage Ratio % % % % % %
Debt to Equity 0.56 050 050 038 033 0.28
Debt to Capital 0.07 0.06 005 0.03 005 0.05
Debt to EBITDA 0.60 046 151 025 053 0.50
Interest Coverage 5.38 398 379 423 495 6.38
Operational Efficiency Ratio % % % % % %
Inventory Turnover 15.76 1555 1598 16.03 10.17 8.82
Account Receivable Days 56 50 48 45 50.98 39.93
Account Payable Days 41 39 34 44 46.55 33.02
Total Assets Turnover 0.72 069 070 064 045 0.37

In 2012, the company liquidity ratios: Quick ratio shows the capacity in the firms to
meet it is short term debt, the Quick ratio in the company is 1.95, good in which the
company have low risk to meet is short term financial liabilities, the current ratio it
is shows the company financial healthy to make current debt from it is current assets,
the current ratio in 2012 is 2.19 the ratio mean the company have enough to meet the
current debt by 2.19 times, the net working capital , when the amount is positive it is
mean the firms have sufficient fund in order to pay it is current liabilities, the ratio is
3,077,852 TRY, this means the company have sufficient fund available after

detecting the current liabilities.

The leverage ratio: debt to equity ratio, the company is using in order to measure the
company financial leverage, and shows how much the company using debt to finance
the assets relate to the equity, D/E in ENKA Company for 2012 is .56, this means the
company depend more via the owners more than debt to funded operation, debt to
capital ratio it measure the amount of in interest from debt to the to the amount of
interest from debt and shareholders’ equity, the debt to capital in ENKA Company
for 2012 is .07, it is low means a lower the risk to it is stockholders, the debt to
EBITDA ratio, it is measure the financial debt volume in the firms comparing to the
earnings before interest, tax, depreciation and amortization, the ratio of 2012 in
ENKA Company is .60, the ratio is low in order the company have a low amount of

financial debt, interest coverage ratio, using in order to measure how easy the
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company ability to meets the interest on outstanding debt from it is profit, the ratio is
5.38, it is well because the firm make enough money to meets it is obligation and

paying the interest on the borrowing.

Operational efficiency ratio: Inventory turnover ratio, it is measure how many times
the company sell the in inventory during the period, the ratio of ENKA company in
2012, 15.76 times this mean the company sell the inventory the purchased 15.76 time
during the period, account receivable turnover days, it shows how many days the
company take to collect it is debt from the customers, the number of days the
company take in 2012 56 days to collect their receivable from the customers, account
payable turnover ratio (days), it shows how many days the company it takes in order
to pays to the creditors or to the suppliers, the number of days that ENKA company
takes in 2012 to pays it is credit to supplier is 41 days, total assets turnover ratio it
calculate the amount of revenue the company generated relative to total assets, the
ratio for ENKA company in 2012 is .72, it means the company generate revenue .72

times of total assets.

In 2013, the company liquidity ratios: the Quick ratio in the company is 2.07,
increased in order to the increasing in short term bank borrowing which the company
have more risk to meet is is short term financial liabilities, the current ratio in 2013 is
2.32 the ratio means the company have enough to meet the current debt by 2.32
times, the net working capital, the amount is 3,856,215 (TRY), this means the

company have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2013 is .50
Is increased, because the firms increasing the debt in 2013 compare to 2012, debt to
capital ratio, the debt to capital in ENKA Company for 2013 is .06, it is decreasing in
order to increase the borrowing in the firm, the debt to EBITDA ratio, the ratio of
2013 in ENKA Company is .46, the ratio is increased in order the company have a
high amount of financial debt and the risk in the company increase to pay the debt,
the interest coverage ratio, the ratio is 3.98 lower comparing to 2012, because the

firm increasing their borrowing.

Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2013, 15.55 times this mean the company sell the inventory the purchased 15.55

times during the period, account receivable turnover days, the number of days the
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company take in 2013 is 50 days to collect their receivable from the customers,
account payable turnover ratio (days), the number of days that ENKA company takes
in 2013 to pays it is credit to supplier is 39 days, total assets turnover ratio, the ratio
for ENKA company in 2013 is .69, it means the company generate revenue .69

times of total assets.

In 2014, the company liquidity ratios: the Quick ratio in the company is 2.21,
increased in order to the increasing in short term bank borrowing which the company
have more risk to meet is short term financial liabilities, the current ratio in 2014 is
2.40 the ratio means the company have enough to meet the current debt by 2.4 times,
the net working capital, the amount is 4,424,572 (TRY), this means the company

have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2014 is .50
Is the same as in 2013,debt to capital ratio, the debt to capital in ENKA Company for
2014 is .05, it is decreasing in order to increase the borrowing in the firm, the debt to
EBITDA ratio, the ratio of 2014 in ENKA Company is 1.51, the ratio is increased
in order the company have a high amount of financial debt and the risk in the
company increase to pay the debt, the interest coverage ratio, the ratio is 3.79 lower
comparing to 2013, because the firm increasing their borrowing but paying less

interest expense.

Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2014, 15.98 times this mean the company sell the inventory the purchased 15.98
times during the period, account receivable turnover days, the number of days the
company take in 2014 is 48 days to collect their receivable from the customers,
account payable turnover ratio (days), the number of days that ENKA company takes
in 2014 to pays it is credit to supplier is 34 days, total assets turnover ratio, the ratio
for ENKA company in 2014 is .70, it means the company generate revenue .70

times of total assets.

In 2015, the company liquidity ratios: the Quick ratio in the company is 2.57,
increased in order to the increasing in short term bank borrowing which the company
have more risk to meet is short term financial liabilities, the current ratio in 2015 is

2.82 the ratio means the company have enough to meet the current debt by 2.82
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times, the net working capital, the amount is 5,043,216 (TRY), this means the
company have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2015 is .38 ,
it is decreased as in 2014, as the company decreased the borrowing in 2015,debt to
capital ratio, the debt to capital in ENKA Company for 2015 is .03, it is decreasing in
order to decreasing the borrowing in the firm, the debt to EBITDA ratio, the ratio of
2015 in ENKA Company is .25, the ratio is decreased in order the company have a
low amount of financial debt and the risk in the company decrease to pay the debt,
the interest coverage ratio, the ratio is 4.23 more comparing to 2014, because the

firm increasing their interest expense.

Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2015, 16.03 times this mean the company sell the inventory the purchased 16.03
times during the period, account receivable turnover days, the number of days the
company take in 2015 is 45 days to collect their receivable from the customs,
account payable turnover ratio (days), the number of days that ENKA company takes
in 2015 to pays it is credit to supplier is 44 days, total assets turnover ratio, the ratio
for ENKA company in 2015 is .64, it means the company generate revenue .64

times of total assets.

In 2016, the company liquidity ratios: the Quick ratio in the company is 2.57,
increased in order to the increasing in short term bank borrowing which the company
have more risk to meet is short term financial liabilities, the current ratio in 2015 is
2.82 the ratio means the company have enough to meet the current debt by 2.82
times, the net working capital, the amount is 5,043,216 (TRY), this means the

company have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2015 is .38 ,
it is decreased as in 2014, as the company decreased the borrowing in 2015,debt to
capital ratio, the debt to capital in ENKA Company for 2015 is .03, it is decreasing in
order to decreasing the borrowing in the firm, the debt to EBITDA ratio, the ratio of
2015 in ENKA Company is .25, the ratio is decreased in order the company have a
low amount of financial debt and the risk in the company decrease to pay the debt,
the interest coverage ratio, the ratio is 4.23 more comparing to 2014, because the

firm increasing their interest expense.
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Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2015, 16.03 times this mean the company sell the inventory the purchased 16.03
times during the period, account receivable turnover days, the number of days the
company take in 2015 is 45 days to collect their receivable from the customers,
account payable turnover ratio (days), the number of days that ENKA company takes
in 2015 to pays it is credit to supplier is 44 days, total assets turnover ratio, the ratio
for ENKA company in 2015 is .64, it means the company generate revenue .64

times of total assets.

In 2016, the company liquidity ratios: the Quick ratio in the company is 2.59,
increased in order to the increasing in short term bank borrowing which the company
have more risk to meet is short term financial liabilities, the current ratio in 2016 is
2.90 the ratio means the company have enough money to meet the current debt by
2.90 times, the net working capital, the amount is 5,686,286 (TRY), this means the
company have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2016 is .33,
it is decreased as in 2015, as the company increased the equity in 2016, debt to
capital ratio, the debt to capital in ENKA Company for 2016 is .05, it is increase in
order to increasing the borrowing in the firm, the debt to EBITDA ratio, the ratio of
2016 in ENKA Company is .53, the ratio is increased in order the company have a
high amount of financial debt and the risk in the company increased to pay the debt,
the interest coverage ratio, the ratio is 4.95 more comparing to 2015, because the

firm increasing their interest expense.

Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2016, 10.17 times this mean the company sell the inventory the purchased 10.17
times during the period, account receivable turnover days, the number of days the
company take in 2016 is 50.98 days to collect their receivable from the customs,
account payable turnover ratio (days), the number of days that ENKA company takes
in 2016 to pays it is credit to supplier is 46.44 days, total assets turnover ratio, the
ratio for ENKA company in 2016 is .45, it means the company generate revenue .45

times of total assets.

In 2017, the company liquidity ratios: the Quick ratio in the company is 1.94,

decreased in order to the decreasing in total current assets which the company have
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more risk to meet is short term financial liabilities, the current ratio in 2017 is 2.17
the ratio means the company have enough money to meet the current debt by 2.17
times, the net working capital, the amount is 4,198,451 (TRY), this means the

company have sufficient fund available after detecting the current liabilities.

The leverage ratio: The debt to equity ratio, D/E in ENKA Company for 2017 is .28 ,
it is decreased as in 2016, as the company increased the equity in 2017, debt to
capital ratio, the debt to capital in ENKA Company for 2017 is .05, it is the same as
in 2016, the debt to EBITDA ratio, the ratio of 2017 in ENKA Company is .50, the
ratio is decreased in order the company have a more amount of financial debt and the
risk in the company increased to pay the debt, the interest coverage ratio, the ratio is
6.38 more comparing to 2016, because the firm increasing their borrowing and the

interest expense.

Operational efficiency ratio: Inventory turnover ratio, the ratio of ENKA company in
2017, 8.82 times this mean the company sell the inventory the purchased 8.82 times
during the period, account receivable turnover days, the number of days the company
take in 2017 is 39.93 days to collect their receivable from the customers, account
payable turnover ratio (days), the number of days that ENKA company takes in 2017
to pays it is credit to supplier is 33.02 days, total assets turnover ratio, the ratio for
ENKA company in 2017 is .37, it means the company generate revenue .37 times of

total assets.

4.4 Results

This analysis shows that the financial statement for 5 years data of one of the biggest
construction company in Turkey names ENKA Company. The study written to give
the reader the importance of managing the exchange rate volatility, and to explain the
way how to avoid this risk in order to minimize the loss which affects the

profitability in the company.
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5. CONCLUSION

The world economy after the Bretton Woods Systems ended in 1973 has been
entered to the new economic era, the flexible exchange rate system offered a high
uncertainty and a high risk in the foreign exchange markets. The main conclusion of
writing this research is to show the reader the importance of the choice of exchange
rate regime. In order to minimize the of exchange rate volatility Turkey, a fixed
exchange rate system should setting up to strengthen and empower the role of

Central Bank in the country.

Since the period after 2001 financial crises in Turkey, a private companies prefer to
borrowing in foreign currency, while the interest rate is low in comparison to the

borrowing in local currency with a high interest rate.

Also this thesis puts a highlight on the importance of the risk when borrowing
foreign exchange currency, the company losses a high amount of money, if there are
a negative changes in foreign currency rates in the foreign exchange market during
make a repayment the loan, but when the firms take loan in foreign currency and the
domestic currency undervalued, so the company pay high amount in order to pay
back the loan, but when the domestic currency is overvalued, it is make profit and

increase the income.

The characteristic of economy and the inflationary history give country the choice
between the fixed exchange rate and flexible exchange rate, when the country’s has a
long history of monetary instability, and the country’s conjoined in both the capital
and current account transactions with another country, it is sensible to choose fixed

exchange rate.

The structure of Turkish economy is endowed from several resources from
geographical to demographical, and to cultural to historical, which is return to
rapidly growing industrialized country. The two major of Turkeys national income
the services and industry, which equal to 87% of Turkey’s national income (Ediger

& Huvaz, 2006).
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Construction Industry in Turkey directly responsible for a significant share of GDP.
Turkey construction sectors has been at the forefront of the country’s recent

economic developments.

The trend analysis is used to analyses the financial statements, the purpose of used
trend analysis which gives an accurate analysis based on the information on the
financial statements. The trend analysis provide ratios and information, which these
measures can be compare to the previous years, and these data are important to the
firms which enabling the analysts department to know the level of risks in the
company and therefore the decision maker takes a right decision and make accurate
predictions regarding these risks and find solution how to take correct actions to

avoid this risk from volatility exchange rate.

The main objective of this research is to tell the reader the fundamental ways to find
out the risk on borrowing foreign exchange currency and how to find a way in order
to minimize the risk. This paper explain the importance of derivative market and
explain the types of instruments which it is the best way that can be used by the firms
in order to protect the firm from losing and minimizing the profitability to avoid the

risk of volatility the exchange rate.

The importance of discussion ENKA industry, is returns to that it is a global
engineering and construction firm the head quarter in Istanbul, Enka Company one of
the biggest construction industry in Turkey, and have a high amount of borrowing.
While analyzing Enka construction Company found the financial leverage is less in
2017 equal 21% from it is total assets which means the company have lower level of
total liabilities when compared to total assets and the situation in ENKA company
lower leverage and less risky and the company have easily ability to pay off it is
liabilities from it is total assets. The quick ratio in 2016 is the best year equal to 2.59,
which the company can easily meet it is short term liabilities. The current ratio in
2016 is the best and the company is healthy to meet it obligation. The net working
capital in 2016 is greatest year 5,686,286 it means the company have high of it is
short term assets to meet it is obligation. The leverage ratio used to evaluate the
company debt level. Debt to equity is less risky in 2017 the funding financing from
shareholder’s rather than from borrowing. Debt to capital is more risky in 2012
because the financial leverage in the company is low. Debt to EBITDA is preferable
in 2015 because the firm is not in danger to repeat back it is borrowing. Interest
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coverage ratio is best in 2017 which means the company is more capable to pay the
interest obligation from it is earning. The operating efficiency ratio used to measure
if company use it is capital and resources efficiently. Inventory turnover is best in
2015, which means the company sell and buy it is inventory 16.3 times per year.
Account receivable per days is best in 2017, which equal 39.9 days to collect the
money from sales, which the lower is better. Account payable per days is better in
2016 which means if the time to pay money for supplier increase, the money can use
it, so number of days the company needs to pay to supplier 46 days. Total assets
turnover is better in 2012 which equal to .72, because the company use it is assets

efficiently in order to generate revenue.

As it shows in the table above ENKA Corporation has a high foreign exchange risk
in 2017, as of raises of foreign currency borrowing. And the instability of exchange
rate in Turkey affect the company profitability, which proves the hypothesis H1 says
the profitability does not change when the company apply foreign currency risk
management, in order to hedge the risk on foreign currency risk on borrowing, as
analyzing the financial statement of ENKA company it is mentioned that the
company does not use the derivative market to avoid the risk of exchange rate
change, it is suggested for ENKA corporation to use derivate instrument in order to
hedge the volatility on exchange rate fluctuation which is lost the company and

absolutely affect the profitability.
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