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IMPROVE YOUR
FINANCING DECISIONS

How to assess the risks and opportunities
of borrowing in foreign currency



This brochure provides advice, but ulti-
mately the decisions must be taken by
you. The brochure suggests: look for op-
portunities but don’t take risks that are
too high or that you do not understand.

You will find:

« clear advice on specific measures that
you can take to strengthen your business

«a rule of thumb and three simple
tools that can help you to improve
your financing decisions

- realistic examples that explain financ-
ing concepts and how to use the tools

« highly valuable recommendations and
insights marked as “reminders”

Disclaimer
- important ) do’s and
don’ts highlighted in

the margin

Information contained in this document has been

checked by EFSE Development Facility (EFSE DF)

with due diligence. However, EFSE DF does not as-

« a checklist of what to consid-
er before deciding on a for-
eign currency loan

sume any liability or guarantee for the timeliness,
accuracy, and completeness of the information pro-
vided herein. EFSE DF reserves the right to change
or amend the information provided at any time and
without prior notice. EFSE DF makes no warranties,
express or implied, as to the suitability of this docu-

ment for a particular purpose or application.

- . .
ESE This document does not necessarily address every
‘ bagdofmggemmb gfmgbymo dobgo . . X
National Bank of Georgia important topic or cover every aspect of the topics
Intemationale s Projekt Conslt Gmb it does address and will not be updated. The infor-

Imprint mation in this document does not constitute invest-
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© 2015 EFSE Development Facility other circumstances of persons who read it.

ment, legal, tax or any other advice. It has been pre-
pared without regard to the individual financial and
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Which Opﬁon would you chooce?

Imagine you need to stock up your in-
ventory and you have calculated that you
need to borrow 100,000 Georgian lari
(GEL) to do so. Your bank offers you a
choice between two options: either a GEL
loan at 13% annual interest rate or, alter-
natively, a US dollar (USD) loan at 10%
annual interest rate. Both loans are re-
payable in 6 equal instalments over a six-
month term at fixed interest rates. Please
note that you should not just compare
interest rate but also all other costs and
conditions of the respective loans.

Would you opt for the GEL loan or the
USD loan?

Your entrepreneurial instinct is probably
telling you to opt for the USD loan. Af-

ter all, why pay higher interest on a GEL
loan? But on the other hand, you will
have to repay the loan in USD and the
value of the lari could fall in USD terms.
The question is: can depreciation really
cause much harm over such a short term?
Yes, it can!

The wrong decision could be costly

and could even put the viability of your
business at risk!

Let's look at a concrete example: If you
had taken out the loan in early January
2010 and had opted for USD (annual in-
terest rate 11%), your decision against GEL
(annual interest rate 15%) would have cost
you nearly GEL 1,800 more than if you had
opted for a loan in your local currency.

So should you avoid foreign currency
loans altogether?

If you had taken out the same USD loan later,
in early January 2013, you would have saved
nearly GEL 1,500 compared to an equivalent
GEL loan. Clearly, foreign currency loans not
only imply risks but also offer opportunities.

This example illustrates the dilemma you are
facing as an entrepreneur in Georgia. In fact,
it can be even more challenging: sometimes
you may only have the choice to either take
out a foreign currency loan or to forgo the
investment completely, for example if you
want long-term financing to invest in fixed
assets. In such a scenario the cost of mak-
ing the wrong decision can be even higher.

Monthly loan instalments (USD vs. GEL loans, identical loan sizes at disbursement dates)

first loan taken early January 2010
GEL

second loan taken early January 2013

18.600

18.400

18.200

instalments for second USD loan (
18.000

(in GEL)

17.800

17.600

instalments for first USD loan (in GEL)

17.400

17.200

17.000

jllll
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B

Jun

May



Eccentidle

If you want to improve your financing
decisions, you will need to know the es-
sentials that determine how and when
you should use foreign currency loans.
Let’s first review the most important defi-
nitions and concepts related to foreign
currency borrowing.

Exchange rate, depreciation, appreciation
The exchange rate is the price you pay for
foreign currency, e.g. the value of 1 USD
in GEL terms. Always keep in mind that
it is impossible to foresee exactly how
this price will develop, especially in the
short term, as exchange rates are difficult
to predict! The development of the ex-
change rate is influenced by many factors
that you cannot control, e.g. in the short-
term, expectations and speculations, in
the mid-term, trade balance and balance
of payments and, in the long-term, eco-
nomic growth/performance and inflation.
A depreciation of the GEL means that the
Georgian currency has lost value against
the USD over time, which in turn means
that you have to pay a higher amount in
GEL for 1 USD than you did, for example,
a few months ago. Conversely, an appre-
ciation of the GEL means that you have to
pay less GEL for 1 USD.

Foreign currency loan

If you take out a foreign currency loan you
have to repay this loan to your bank in the
same currency, e.g. USD or the equivalent
of the foreign currency in GEL. If you do
not have any USD inflow (generated by
your business income or from any other
sources), you will have to exchange GEL
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into USD on the due date at the current
exchange rate set by your bank.

Foreign exchange (FX) risk

Foreign exchange risk describes the extent
of additional costs your business might
incur because it is exposed to fluctuations
in the exchange rate between the GEL and
another currency. Businesses are generally
exposed to two important types of foreign
exchange risk: For one, you may have con-
tracts which oblige you to pay for goods or
services in foreign currency; these become
more expensive if you have to convert GEL
into foreign currency to pay for them and
the GEL has depreciated in value against
that currency. For another, the market val-
ue of your business assets may be influ-
enced by exchange rate fluctuations.

Foreign borrowing risk costs

The term “foreign borrowing risk costs”
describes the additional costs of borrow-
ing a certain amount in foreign currency
(or indexed in the foreign currency) instead
of borrowing the same amount in GEL.
Whereas the GEL value of instalments you
have to pay for a USD loan (or loan indexed
in USD) will depend on fluctuations of the
exchange rate, the GEL value of instalments
you have to pay for a GEL loan will remain
constant. The depreciation of the GEL in-
creases your foreign borrowing risk costs.
Bear in mind that exchange rate fluctua-
tions, regardless of conversion costs you
will encounter, will influence the amount of
GEL you need to have at a given point in
time if you borrow in foreign currency (or
indexed in a foreign currency).

Loan conditions other than interest rate
In any case, a borrower should always com-
pare all loan conditions in addition to the in-
terest rate, such as collateral requirements,
any additional fees/commissions that may
arise or other conditions that may influence
business operations and result in costs,
such as requirements to maintain a certain
level of liquidity etc. In practice, often but
not always, disbursement fees, withdrawal
fees, and collateral requirements are similar
for GEL and foreign currency loans. Howev-
er, you can usually get longer maturities on
foreign currency loans allowing you to pay
back the borrowed money in smaller install-
ments over a longer period, and choosing a
maturity that matches the time it will take
your investment to generate profits.

Conversion costs

If you convert the GEL you have earned
into USD in order to repay the loan, this
will cost you money. This is because you
will have to buy USD at the ask rate set
by the bank, which is different from the
bid rate at which you sold your USD for
GEL when you received the loan. On any
given day, the ask rate will be less advan-
tageous than the bid rate because the
bank takes a spread. In other words, you
receive less USD for your GEL at the ask
rate than the bank paid for your original
USD at the bid rate. You will always in-
cur these conversion costs due to this
spread, regardless of any depreciation
that may have occurred between receiv-
ing and repaying the loan. The only sure
way to avoid conversion costs is to have
sufficient inflows of cash in USD.



Ricke ¢ Opporﬁmiﬁeg

The scales in the picture give you a clear overview of the most important risks and
opportunities of foreign currency loans for your business. Don’t worry if you don’t under-
stand all of the details immediately — you'll find answers to your questions further on

in this brochure.

Ricke

Business failure
Depreciation of the GEL is likely
to occur at the same time as the

Depletion of equity
If you use your foreign currency

loan to buy assets whose value in
GEL does not depend on the fluc-
tuations of the FX rate (e.g. locally

debt will be higher than the value of
your assets if the GEL depreciates.
This can decrease your equity!

produced and sold furniture), your 7

Decreasing profits
Increased foreign borrowing risk
costs due to unfavourable ex-
change rate fluctuations can lead
to decreased profitability or even

losses, which in turn can trigger

additional costs.

overall economy slows down. This
means that your financing costs
could increase right at the time
when your business income de-
creases.

Reminder
Exchange rates do not follow predictable
trends. If your business sells to its cus-
tomers mainly in GEL and pays its suppli-
ers mainly in GEL, the GEL loan is always
the safer bet. You can rule out the costs of
foreign exchange risk.

Don't
Never take out a loan :
in any currency that has no relevance for

your business operations. This would be
pure speculation!

Oppor'funi'h'eg

Liquidity constraints

The GEL value of the instalments in
which you have to repay a foreign
currency loan depends on exchange
rate fluctuations that are unpredict-
able. As a result, GEL payments on
your foreign currency loan may be
much higher than expected and you
might need to generate more GEL
cash inflows to repay your loan.

Lower financing costs

Lower interest rates can lead to

lower overall financing costs for

your business. | Currency gains

If the value of the GEL in-
Better maturity matching creases in foreign currency
Foreign currency loans offer oppor- terms (the GEL appreci-
tunities for better “maturity match- ates) your financing costs
ing” between your assets and your (calculated in GEL) will
liabilities. In other words, you will come down even further.
find it easier to match the maturity
of your loan with the time it takes Possible risk reduction
your investment to start generating If a high percentage of your
a return, because foreign curren- cash inflow is in foreign cur-
cy loans are typically available for rency, you might even reduce
longer terms than GEL loans. your currency risk by taking a
foreign currency loan.
u VA —— —
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How much rick can you afford fo fake?

How can you judge whether the risks out-
weigh the opportunities? — Use an easy
rule of thumb and three simple tools!

There is an easy rule of thumb to tell you
whether a USD loan (or a loan indexed in
USD) will cost you more than a GEL loan.
And there are three simple tools that
can help you to calculate quickly wheth-
er taking on foreign exchange risk would
threaten the viability of your business if
the GEL depreciates. You should use the
tools to assess the individual situation of
your business at the time you consider
taking out a foreign currency loan.

As general advice when you want to take
out a foreign currency loan: base your
business calculations always on a con-
servative exchange rate scenario and
calculate — with the three tools - possi-
ble impacts of a GEL depreciation on:

« your business cash flow
« your company’s profit and loss statement
« your company'’s balance sheet

Look at historic exchange rates and ask
yourself: what was the highest annual GEL
depreciation rate recorded during the last
5to 10 years? Assume that the GEL will de-
preciate again at this rate (at least) during
the term of your loan. It is impossible to
know exchange rate developments exactly
beforehand but you can forecast how your
business situation would change if you
have foreign currency debt and the GEL
depreciates. There are no tools to tell you
whether things will turn good or bad — so
be prepared for them to turn bad!
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Rule of thumb

Start simple: A rule of thumb can tell
you whether a foreign currency loan is
likely to be cheaper than a GEL loan.

As we have seen, USD loans usually
carry a lower interest rate, but a depre-
ciation of the GEL can cancel out this
advantage. Before you start calculating
and using tools, there is an easy rule of
thumb which tells you the level of GEL
depreciation that would make the USD
loan more expensive than the GEL loan
— despite the interest rate advantage of
the USD loan:

Subtract the interest rate of the USD
loan from the interest rate of the GEL
loan and compare the result with your
expected rate of depreciation.

The rule of thumb is particularly effec-
tive when applied to short-term loans
with bullet repayment of the principal,
where the GEL depreciation hits you all
at once. But it also provides a good first
estimate of the impact of depreciation
on USD loans which have to be repaid
in instalments.



lmPaa‘ on your cach flow

Cash flow tool

This tool tells you: To what extend am |
exposed to foreign exchange risk because
| have to convert GEL into USD to repay
my loan?

If you take in more cash in USD than you
spend in USD (or indexed in USD) you
will have USD left for paying instalments
on a USD loan. The USD you earn cannot
lose value against the USD you have to
pay your bank. For this amount you have
no foreign currency risk.

The cash flow tool can tell you whether
you have enough cash in foreign currency
to pay for a foreign currency loan as well
as all your other liabilities in foreign cur-
rency. You just need to divide all your ex-
pected incoming and outgoing business
payments for the next 12 months into the
following categories:

« incoming cash in GEL
- outgoing cash in GEL

- incoming cash in foreign currency
- outgoing cash in foreign currency

- outgoing cash for instalments on new
foreign currency loan

Now sum up all incoming and outgoing
cash flows in GEL. Do the same for your
foreign currency cash flows (or for the
cash flows indexed in a foreign currency).

If the instalments on your planned USD loan
plus all other USD outflows of your business

are smaller than your USD inflows, i.e. your
new net monthly USD cash flow is positive,
you should borrow in USD. If, on the other
hand, your planned USD instalments and
outflows are much higher than your USD
inflows, you run a significant foreign cur-
rency risk if these USD outflows represent
a significant part of your net cash flow in
local currency. The more your USD inflows
match your total USD outflows and the
lower your net USD outflows are in relation
to your net cash flow in local currency, the
less foreign exchange risk you have. If you
have to convert more than 70% of your net
monthly GEL cash flow into USD to pay
your foreign currency liabilities when they
come due, you run a high risk!

usp
Outflow

If your USD glass is empty, you cannot use its content
for easing your worries about foreign exchange risk.
Then you need sufficient liquidity in GEL.

don't
Do not consider the USD

loan amount disbursed on your business
account as incoming USD cash flow if
you convert it into GEL assets right away.
Consider it as GEL inflow.

Emm;ple:

Monthly cash flow

Cash flow in GEL

Cash inflows in GEL 90,000

Cash outflows in GEL 70,000

Net GEL cash flow 20,000
Cash flow in USD

Cash inflows in USD or 000

indexed in USD 3

Cash outflows in USD or S

indexed in USD 1,000

Net USD cash flow S 2,000

Additional cash outflow in

USD for the new planned 8,792

USD loan

New net USD cash flow -6,792

Net USD cash flows (con-

verted to GEL) as % of net 68%

GEL cash flow

GEL/USD exchange rate: 2.0

New net USD cach Fow * exchange rate

Nef GEL cach flow



HELPFUL TOOLS

lmPacf on your Pro—ﬁv‘ and loce ctatement

Debt service ratio tool

This tool tells you: Are my profits still suf-
ficient to service my debt if the GEL de-
preciates? Will my business still be viable
if things turn bad?

It is important to ensure that your busi-
ness will still generate enough profit to
service your bank debt, even if the GEL de-
preciates. Suppose the loan instalments
you have to pay the bank for the USD loan
(or loan indexed in USD) you took out in-
itially amount to GEL 5,000. But then the
GEL loses 20% in value against the USD
and the USD instalments you have to pay
now equal GEL 6,000.

What percentage of your profits will now
be consumed for paying your debts? To
answer this question, collect the profit &
loss data for your business and do the cal-
culation as shown in the table to the right.

@Do

Consider what percentage of your sales
and costs is in foreign currency or in-
dexed in foreign currency when you
compute your profit & loss statement
after GEL depreciation.

i L ing 1t cte=
Hional Foreign borrowing rick co —
MdLMSD indmlw?enfg * X rate affer deprecmﬁon

_ USD inclalmente * curvert FX rafe

Debrt cervice ratio = Delt cervice (inctamertte)

(Profif + Add foreign borrowing rick cocte)

\_/Y Debt service ratio

In our example the profit decreases from
GEL 7,500 to GEL 4,700. This means that
in the case of a 20% GEL depreciation the
profit level decreases by 37% and the debt
service ratio increases from 67% to 105%.

If, after applying the expected deprecia-

tion rate, you find that your debt service
ratio is above 100%, you should not take

ExamPle

Profit & loss
Base month

out a foreign currency loan because your
profits will not be sufficient to service all
your debt. If the average maturity of your
debt is long-term, i.e. if you have invest-
ment loans rather than working capital
loans, you especially need to keep your
debt-service ratio low. In fact, we strong-
ly recommend that you always keep your
debt service ratio below 80%.

Profit & loss after
GEL depreciation

Total cost of goods sold 30,000 31,000
Imported goods 5,000 6,000
Other goods 25,000 25,000

Operating costs 12,500 13,300
Fuel / 1,000 1,200
Rent { 3,000 3,600
Other operating costs \ 8,500 8,500
Add. foreign borrowing risk costs- 1,000

Debt service (instalments)

5,000 6,000




lm'Paa‘ on your ecbuﬁy

Balance sheet tool
This tool tells you: How much equity will
| lose if the GEL depreciates?

Your equity represents the current value
of your share in your company. If your
company makes a loss, this has to be
covered by equity, which is why having
enough equity is an important risk buff-
er. If you have more foreign currency
debt than foreign currency assets, GEL
depreciation will cause your equity to de-
cline. The bigger the difference between
the value of your foreign currency debt
and the value of your foreign currency as-
sets is, the more your equity will decline
if the GEL depreciates. If you have no eq-
uity left, you are overindebted and your
company could go bankrupt, or at least it
will not be able to borrow any more.

You need to keep your equity at a level
equivalent to at least 30% of your total
assets, and you should work out the rate
of GEL depreciation that would cause it
to drop below that level. To do so, draw
up your balance sheet and calculate the
proportion of your assets and liabilities
whose value increases if the USD appre-
ciates (“Foreign Assets” and “Foreign Li-
abilities”), expressed as a percentage of
your total business assets. Insert these
proportions, together with the proportion
of the remaining assets (“Local Assets”
and “Local Liabilities”) as well as your
equity, into the starting balance sheet as
shown in the example to the right.

Reminder

If the price of an asset is determined by
the amount of USD that a buyer is will-
ing to pay for it, its value in GEL terms
will increase in times of GEL deprecia-
tion. If this does not apply to any of your
assets, then your “Foreign Assets” in the
calculation will be 0%.

E)(OWW?’@

Starting balance sheet

Assets (as % of total assets) Liabilities (as % of total assets)

Local assets 90% Local liabilities 5%
Foreign assets 10%  Foreign liabilities 55%

Equity 40%
Total 100%  Total 100%

Now you're ready to calculate whether your equity will drop below the threshold level of
30% if the GEL depreciates as you expect, for example by 20%.

Balance sheet after GEL depreciation

Assets(as % of total assets) Liabilities (as % of total assets)

Local assets 90% Local liabilities 5%
Foreign assets*(1+GEL depreciation)= 12%  Foreign liabilities* (1+GEL depreciation)= 66%

Equity =102% - 5% - 66% 31%
Total 102%  Total 102%

End balance sheet

Assets (as % of total assets) Liabilities (as % of total assets)

Local assets = 90% [ 102% 88%  Local liabilities = 5% / 102% 5%
Foreign assets =12% / 102% 12%  Foreign liabilities = 66% [ 102% 65%

Equity 30 %
Total 100%  Total 100%

In the above example the equity decreases from 40% of total assets to 30% of total
assets. This means that in the event of a 20% GEL depreciation the value of the equity
of our sample company decreases by 25%.

If, based on the calculation with the balance sheet tool, you find that the expected GEL
depreciation rate would cause your equity to fall below the 30% threshold or would
reduce it by more than 20%, you should definitely not take out a foreign currency loan.
Your risk buffer against foreign exchange risk — your equity — is not sufficient in this case.

)



Cace Smdy l

Impact on your cash flow
How the cash flow tool can help you to
make a sound financing decision.

The cash flow tool is the first of three tools
that can help you to decide on the cur-
rency in which you finance your business.
Let’s have a look.

Imagine that you run “Georgia Spares”, a
company that trades in used spare parts
for cars and you're thinking about tak-
ing out a loan to stock up your invento-
ry. Should you borrow in foreign or local
currency? The business generates most of
its income in GEL, but, as some items are
exported to Turkey, some of its sales are in
USD. Only a small percentage of the over-
all costs have to be paid in USD. At the
end of an average month, your company
has USD 2,000 more incoming USD cash
than outgoing USD cash. To stock up your
inventory you need a loan of GEL 200,000
and have already checked the offers avail-
able from local banks. The two best offers
are as follows:

GEL loan (GEL 200,000)
Maturity: 12 months
Annual interest rate: 13%
or
USD loan (USD 100,000 - currently
equivalent to GEL 200,000)
Maturity: 12 months
Annual interest rate: 10%

How will your choice affect Georgia
Spares’ cash flow? Does the foreign ex-
change risk and its possible impact on

cash flow outweigh the opportunity to
save money on interest payments? Use
the cash flow tool from page 7 to answer
these important questions!

The cash flow tool summarises your aver-
age monthly GEL cash flow on the right in
rows 1 to 3. Your average USD cash flow
before taking out the loan is summarized
in rows 4 to 6. When the monthly instal-
ment for the USD loan is entered in row
7, the tool will compute your new monthly
net USD cash flow in row 8.

If you decide to take out the USD loan, you
would have a new monthly net USD cash
outflow of USD 8,792. This foreign curren-
cy outflow you need to see in perspective
and compare it to your net GEL cash flow
(row 3). If you were to take out the USD
loan, you would already have to convert
67% of the GEL you earn into USD each
month on average, even if the exchange
rate does not change (row 10).

But what if the GEL depreciates by 20%?
In this case you would have to convert as
much as 82% of your monthly GEL cash
flow to USD to meet your USD obligations
(rows 13 + 14). That’s already high risk! In
a month when you have not accumulated
enough money in your company accounts
and you have higher-than-average outgo-
ing GEL payments but lower than- average
incoming GEL cash, you can easily run out
of liquidity.

Exam ple:
Monthly cash flo

Cash flow in GEL
1 Cash inflows in GEL
2 Cashoutflows in GEL

3 Net GEL cash flow

Cash flow in USD
4  Cash inflows in USD or indexed in USD
5 Cash outflows in USD or indexed in USD

6  Net USD cash flow

7  Additional cash outflow in USD for the new planned |

8 New net USD cash flow

9  Average annual GEL/USD exchange rate (current)
10 USD cash flows (current GEL equivalent ) as % of net

11 Net USD cash flows as GEL equivalent (current fx rate

Seenario: GEL deprecim%g by 207

12 Average annual GEL / USD exchange rate
13 USD cash flow (GEL equivalent) as % of net GEL cas|
14 New net USD cash flow as GEL equivalent

15 Total cash remaining in GEL



- with new USD loan

90,000
70,000

20,000

3,000
1,000

2,000

JSD loan 8,792

'61792

2.0
- GEL cash flow 68%

: 13,584

2.4
1 flow 82%

-16,301

3,699

In an average month, if the GEL exchange
rate changes but the other factors influ-
encing your payments do not, your total
remaining cash at the end of the month
in GEL equivalent will amount to GEL
3,699 (row 15). But you run a high risk
of running out of liquidity in a certain
month. If the GEL depreciates a little bit
more, or if other factors reduce your GEL
cash inflows, your company will find it
very difficult to make its loan repayments
on time or to obtain additional finance
from a bank.

Now, let’s have a look at what would hap-
pen if you took out the loan in GEL. In
that case, your monthly instalment would
constantly equal GEL 17,863 and your to-
tal remaining cash after a 20% GEL de-
preciation in an average month would
amount to about GEL 6,937, or about
87% more than if you had taken out the
USD loan.

In this case the viability of the company
is not threatened by a tight liquidity sit-
uation. In an average month you do not
need to convert any of your GEL to USD.
You have monthly net cash inflows in
USD and you would even profit from the
GEL depreciation. If the GEL depreciates
by 20%, your USD 2,000 incoming cash
would be worth GEL 800 more in your lo-
cal currency.

Reminder

Although you expect the GEL to depre-
ciate only a little, you should accept the
possibility of a more disadvantageous ex-
change rate scenario. You need to know
what would happen to your cash flow if
you took out a USD loan and the GEL de-
preciated by 20%.

Before calculating foreign
currency risks with the help of our three
tools, always check the rule of thumb
first to know whether the USD loan could
be at all advantageous, based on your
personal expectations regarding future
exchange rate developments!

Concluglon
The cash flow tool tells you, the manager
of “Georgia Spares”, to take out the loan
in GEL! The risk associated with a USD
loan clearly outweighs the opportunities
it offers.
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Cace Sv‘udy Il

Impact on your profit and loss
statement

How the debt service ratio tool can help
you to make the right financing decision.

Imagine you are the owner of “Georgia
Manufacturing Company”, which produc-
es wooden furniture. You already have a
full order book but not enough capacity to
meet market demand. You therefore want
to buy a new machine in order to take full
advantage of the business opportunities.
Now you have to decide whether to bor-
row in foreign currency or local currency
to pay for the machine.

The company sells only locally and gener-
ates all its income in local currency, about
GEL 50,000 per month. However, you
have to pay rent for your business facilities
and the landlord indexes the rent to the
USD. Also, some input material has to be
paid for in USD.

The new machine costs GEL 150,000, and
an additional GEL 40,000 in working capital
will be needed to run it. The best two offers
received from local banks are as follows:

USD investment loan

(currently equivalent to GEL 150,000)
Maturity: 60 months

Annual interest rate: 11%

Reminder

The repayment of a working capital loan
does not usually need to be covered out
of a company’s profit but rather out of
payments received only a certain time
after outgoing payments have been made.

and
USD working capital loan
(currently equivalent to GEL 40,000)
Maturity: 12 months
Annual interest rate: 10%
or
GEL working capital loan (GEL 40,000)
Maturity: 12 months
Annual interest rate: 13%

You expect the GEL to depreciate against
the USD by 6% during the next year but
want to know what would happen to the
company’s profitability if things turned
bad and the GEL were to depreciate by
20%. Would the company’s viability be
in danger? Use the debt service ratio tool
from page 8!

Assumptions for all scenarios: Instalment USD investment loan GEL 3,188 | after depreciation GEL 3,826

Scenario |- Both invectment and working cmpifml loan in USD

As shown in the first column, the company
is quite profitable and could easily pay its
total debt service out of its profits, as its
debt service ratio would be at healthy 69%.

The second column shows what impact a
20% depreciation of the GEL would have
on the profitability of your company. Not

only the direct cost of foreign currency bor-
rowing would drive the profits down but
also the increased cost of imported goods,
fuel and rent. Most alarmingly, the profit
generated would not cover the total debt
service of the company anymore, as the
debt service ratio would suddenly increase
to 106%!

Assumptions: Instalment USD working capital loan GEL 3,516 | after depreciation GEL 4,219

Proft & loss Profit & loss
Base month after GEL depreciation

Total sales

Total cost of goods sold
Imported goods

Other goods

Gross profit

Operating costs

Fuel

Rent

Other operating costs
Add. foreign borrowing risk costs
Profit

Debt service (instalments)

Debt service ratio

50,000 50,000
30,000 31,000
5,000 6,000
25,000 25,000
20,000 19,000
10,500 11,500
1,000 1,200
4,000 4,800
5,500 5,500
1,341

9,500 6,159
6,704 8,045
107%



Seenario 2+ Invectment loan in USD and working cmfPL'erl loan in GEL

If you had opted to finance your working
capital needs in GEL, initially, the instal-
ments would have been a bit higher but de-
preciation would have had less impact on
your profitability.

The profit would decline less and your com-

pany would still be able to service all of its
debts out of the profit.

Assumptions: Instalment GEL working capital loan GEL 3,573 | after depreciation GEL 3,573

Base month after GEL depreciation

Gross profit 20,000 19,000
Operating costs 10,500 11,500
Add. foreign borrowing risk costs 638
Profit 9,500 6,862
Debt service (instalments) 6,761 7,399
Debt service ratio 99%

Seenario »: Both loane in USD, 25% of total calec in USD

Now imagine that your company sells
25% of its goods to Turkey and is paid
in USD. In this case, sales levels would
also go up and profit margins would not
shrink as much after depreciation. Even

if you had taken out the working capital
loan and the investment loan in USD,
your profit and debt service ratio would
remain at acceptable levels.

Assumptions: Instalment USD working capital loan GEL 3,516 | after depreciation GEL 4,219

Proft & loss Profit & loss
Base month after GEL depreciation

Total sales 50,000 52,500
Total cost of goods sold 30,000 31,000
Gross profit 20,000 21,500
Operating costs 10,500 11,500
Add. foreign borrowing risk costs 1,341
Profit 9,500 8,659
Debt service (instalments) 6,704 8,045

Debt service ratio

Reminder

Foreign currency income is an important
foreign exchange risk buffer, also for your
profit & loss situation.

If a company is confident that it can
raise its prices quickly to reflect in-
creased costs, it has a risk buffer. How-
ever, don't forget that other factors can
aggravate the decline in profitability.
For example, in times of sharp curren-
cy depreciation it is quite probable that
the overall economy will slow down and
sales levels will decline.

Conclugion

The debt service ratio tool tells you that lo-
cal currency depreciation will drive down
the profitability of the business significant-
ly. A prudent entrepreneur with no foreign
currency income and an average appetite
for risk would choose GEL, at least for the
working capital loan.
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Cace Sv‘udy I

Impact on your equity
How the balance sheet tool can help you
to make the right financing decision.

If you want to know whether your balance
sheet structure allows you to consider tak-
ing advantage of the lower interest rate
charged on a USD loan, have a look at the
balance sheet tool.

Your company, “Georgian Bakery”, current-
ly has a balance sheet total of GEL 325,000.
Its inventory is worth GEL 65,000. Assets
include some cash in GEL accounts, ac-
counts receivable, inventory and some old
equipment and machinery whose value is
not measured in USD. You have current
liabilities for GEL 65000.

You plan to buy a used van to deliver pas-
tries to clients living in a neighbouring vil-
lage. The overall costs would amount to
GEL 175,000. Your local bank offers you
the following loans:

GEL investment loan (GEL 175,000)
Maturity: 60 months
Annual interest rate: 13%
or
USD investment loan
(currently equivalent to GEL 175,000)
Maturity: 60 months
Annual interest rate: 10%

14

Initial cituation

Assets (in ‘ooo GEL) Liabilities (in *ooo GEL)

Local assets 325 100%  Local liabilities 65 20%
Foreign assets - 0%  Foreign liabilities 50 15%

Equity 210 65%
Total 325 100%  Total 325 100 %

How can you assess the effect of the two options on your equity, assuming the GEL
depreciates by 20% after you take out the loan? Use the balance sheet tool from page 9!

Seenario | Loan in USD

If you took out the loan in USD, local assets and foreign liabilities in your balance sheet
would increase by GEL 175,000 to GEL 500,000 and GEL 225,000, respectively. Under
the conservative assumption of an unfavourable exchange rate scenario in which the
GEL rapidly loses 20% in value against the USD, your balance sheet would look like the
one below:

Balance sheet after USD loan disbursement and GEL depreciation

Assets (in “ooo GEL) Liabilities (in *ooo GEL)

Local assets 325 + 175 = 500 100%  Local liabilities 65 13%
Foreign assets - 0%  Foreign liabilities (50 +175)*120%= 270 54%

Equity 165 33%
Total 500 100%  Total 500  100%

The GEL value of your foreign liabilities would increase by 20% to GEL 270,000 and
your equity would fall from GEL 210,000 to GEL 165,000, which translates into a de-
pletion of your equity by more than 20%. In relation to your balance sheet total, your
foreign liabilities would increase to 54% and your equity level would fall to 33%. This is
critical because your local banks might refuse to provide you with any more finance in
the future with an equity level below 30%. At the very least, your borrowing costs would
increase. All in all, you could not afford to take such a high risk!



Seenario 2+ Loan in GEL

If you financed your investments with a GEL loan, you would not run the risk of severe
equity depletion even if the GEL depreciated sharply. Local assets and local liabili-
ties would increase by GEL 175,000 to GEL 500,000 and GEL 240,000, respectively.
After the GEL had depreciated by 20% your foreign liabilities would increase from
GEL 50,000 to GEL 60,000. This would lower your equity from GEL 210,000 to GEL
200,000, corresponding to an equity level of acceptable 40%:

End balance sheet after GEL depreciation

Assets (in “ooo GEL)

Local assets 325 + 175 = 500 100%
Foreign assets - o%
Total 500 100%

Our case studies are based on assump-
tions — the reality can be different!

Exchange rate

The assumed exchange rate for all our ex-
amples is GEL/USD 2.0. At the time you
read this brochure the exchange rate may
be different.

Ceteris paribus assumption

The examples presented have been devel-
oped in consultation with Georgian banks
and reflect real businesses. In these scenar-
ios we have only looked at one factor: the
exchange rate. Keep in mind, however, that
many other factors might also vary in the
real world.

Liabilities (in *0oo GEL)

Local liabilities 65+ 175 = 240 48%
Foreign liabilities 50 *120% = 60 12%
Equity 200 40%
Total 500 100%

Correlation of depreciation

and economic cycle

The GEL tends to depreciate at the same
times when the economic cycle of Georgia
hits a low. If you have debts in USD in such
a situation you run a double risk that is not
reflected in the examples. The cost of your
debt service in GEL terms increases and at
the same time your sales might go down.
You will not be protected against this dou-
ble risk unless you can easily charge your
clients higher prices when the USD goes up
or unless your clients are based in a foreign
country and buy more from you if the GEL
value declines.

Reminder

If you want to borrow in foreign currency
you need an equity risk buffer. As a rule, if
a possible depreciation of the GEL would
cause your equity to decline by more than
20% or your equity ratio to fall below the
critical value of 30%, then do not borrow
in foreign currency.

There are risks and opportunities! Before
you decide which currency to borrow in,
you need to understand your risk expo-
sure and determine the impact of foreign
borrowing risk costs in the event that
things turn bad.

Conclucion

Conclusion: The balance sheet tool tells
you that it is quite risky to finance in USD
if your foreign currency liabilities are not
largely offset by foreign currency assets.
However, if you were the manager of
“Georgian Bakery” you might still be will-
ing to take the risk.

Payment schedules

Most examples in the brochure are based on
payment plans with monthly instalments.
Other payment schedules could lower the
risk costs of foreign borrowing, but they
could also raise such costs.

Variable rates

A USD loan becomes even riskier if the inter-
est rate is not fixed but variable. If the bench-
mark rate (generally, USD LIBOR) goes up,
your interest rate advantage against the GEL
will decline. And you will still bear the foreign
exchange risk.



Bulld your own toole!

You have seen how importantitis to make
an informed decision on the currency in
which you borrow money from the banks!
And you have seen that decision making

The typical set-up of a spreadsheet interface:

Name Box
The name box displays the cell
reference or the name of the ac-

Column Letters
Columns run vertically on a work-
sheet and each one is identified by a

can be improved by three easy-to-handle tive cell. = #- | letter in the column header.
tools. So do not hesitate to use the tools =|e=
for your business planning and financing LT — Fek 2 ARG L
decisions. It's not difficult to personalize B k| =gy
them! A B C E >
6
Go to the EFSE website and download . ]
Assumptions Profit & loss statement
your set of sample tools: 7
; T
http://www.efse.Iu/studies- 9 2.500USD = 5.000GEL Sales in local currency
publications/publications/ 10 Sales in foreign currency
or visit the Consumer Protection website 1 .
of the National Bank of Georgia: 13 0GEL Other goods

http://www.nbg.gov.ge/cp/

Ifyou have a spreadsheet calculation soft-
ware installed on your computer you can

Average annual GEL / USD exchange rate (current)

Assumed depreciation of GEL

easily open the spread-sheet tool tem- K -
plates. Fill the tools with your own busi- 18
ness data and your own assumptions. 19
20
You can also personalise the tools ac- 21
cording to your needs! =
Here are some basic instructions on how >
24

to use the template spreadsheet tools
(the instructions below refer to Microsoft
Excel 2010 but the basic spreadsheet fea-

Gross profit -

Operating costs
Fuel
Rent

Other operating costs indexed in foreign
currency

Other non-indexed operating costs

Add. foreign borrowing risk costs

S

‘Debt service (instalments)

‘Debt service ratio

Active Cell

tures you need to use are similar for the
most commonly used spreadsheet tools):

Row Numbers
Rows run horizontally in a worksheet and are
identified by a number in the row header.

You can recognize the active cell by its black out-
line. Data is always entered into the active cell.
Different cells can be made active by clicking on
them with the mouse or by using the arrow keys
on the keyboard.




1 L= =2l S AutoSum v A,
L Warnender ... - [ &= E}( @ = T H

Bad Good Z| Insert Delete Format Sort & Find &
3 . - = €Lk Filter~ Select =
Styles Cells Editing

F H J
After GEL

Base month

depreciation

50.000 GEL 50.000 GEL

50.000 GEL 50.000 GEL
0 GEL 0 GEL
T oomen] s
5.000 GEL 6.000 GEL
25.000 GEL 25.000 GEL
12.500 GEL 13.300 GEL
1.000 GEL 1.200 GEL
3.000 GEL 3.600 GEL
0 GEL 0 GEL
8.500 GEL 8.500 GEL
0 GEL 1.000 GEL
5.000 GEL 6.000 GEL
67% 105%

Cell References

CREATING PERSONALISED TOOLS

#  Cut
. 3 C
How can you insert a new column or row? E ;0? oo
. : ‘aste Options:
1. Right click on the column/row header above 2

the location where the new column/row is
to be inserted to open the right-click menu.
2.Choose insert from the menu.
3. The new column/row will be inserted
to the left/above of the selected column.

Paste Special...

Insert
Delete

Clear Contents

#f  Format Cells...

Together a column letter and a row
number create a cell reference. Each
cell in the worksheet can be identified
by this combination of letters and
numbers such as A1 or F4.

Row Height...
Hide
Unhide

Insert Page Break

Reset All Page Breaks
—

How can you unlock and lock the password protected template tools?
The tools you can download offer you the possibility to enter your data
in the light blue cells. All the other cells are locked to prevent the user
from accidently overwriting important formulas.

However, you can easily lock/unlock specific cells in your spreadsheet.

1. Click on the “Review” tab @ sees | v .

in the menu bar. - [ - B @B E3 Bupotee
2.Click on “Unprotect sheet” ' ';J)z:::;:tcm"m -l
3.In the pop-up menu that will

appear, enter “FXChange”.

Unprotect Protect Share
Sheet Workbook Workboak Lg Track Cl

mments hanges

Unprotect Sheet

Password:

If you want to lock the tool again:

4.Click on “Protect sheet”

5. Enter a password of your own
choice.

All formula cells in the template tools
should be locked to prevent operational errors!
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Make Pro—Feggional financing deciclonc

Whether your business needs short-term working capital finance or a longer-term in-
vestment loan, there will probably be many occasions when you will have to decide
which currency to borrow in.

You now know how the rule of thumb and the three simple tools described in this

booklet can help you to improve your financing decisions by managing foreign ex-
change risk prudently.

Now, let’s have a look at all the steps you have to take in order to come to a sound
financing decision:

Professional financing decision-making in five steps

S‘fep 2:

S-f'.ep l 3 Check the financing offers
” Once you have worked out your

Iden.tlfylyourﬁnancmg needs ?narl'lcmg nedefi§, request offers S-"'eP b:

precisely or loan conditions in local and /

How much do you need to bridge foreign currency from your bank-

short-term liquidity gaps? How ing partner(s). | Apply the rule of thumb

much do you need for investments Use the rule of thumb to decide

that will pay off later? How much whether a foreign currency loan

business income is available to re- would save you interest if your ex-

pay the loan? change rate expectations turned out
to be correct. If the answer is Yes, pro-
ceed to step four. If not, take out a GEL

loan,




Don't forget fo ack your bank

Finally, we believe that your bank should not only offer you loans but should also provide you with useful advice. Below you will find
a list of important questions that you should discuss with your bank before making your financing decision.

General bank approach fo foreign currency fending
[0 What does the bank think about small businesses borrowing
in foreign currency?
L] Does my company qualify for the desired loan in foreign currency?
[0 What criteria does the bank apply when assessing who can
take out loans in foreign currency?

Terme and conditione

[0 How do terms and conditions compare between local currency
loans and foreign currency loans?
[ What are the interest rates, other additional costs and matur-
ities offered?
O Are there any fees that apply especially to foreign currency loans?
[0 Do the local currency loans and foreign currency loans offered by
the bank differ in any other respects, e.g. collateral conditions?

Step :

—

—

———————
Apply the three tools
Use the three tools described in this
booklet to identify your risk profile
and determine the extent to which
the foreign exchange risk associated
with a USD loan could harm your
business if things turn bad. The tools
will help you to assess the potential
impact of a foreign currency loan on
your cash flow, your profit and loss
statements and your balance sheet.

Repayment in foreign currency
[ICan | always buy the foreign currency | need

to repay my loan?

O How does the bank set its ask rate?

Protection againet depreciation of the local currenc
OO If I opt for a foreign currency loan, what additional advice
or financial products does the bank offer to mitigate my

foreign exchange risk?

Convercion of the loan
O s it possible to convert the foreign exchange loan into a

local currency loan?

[0 What are the related costs?

Step H:

Judge and choose

The tools can show you the most
prudent choice of currency. How-ev-
er, the final decision rests with you,
the entrepreneur. On the basis of
the calculations you have done with
the tools, it is up to you to decide
which currency, or mix of currencies,
you should borrow in.

=—————=
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EUROPEAN FUND FOR SOUTHEAST EUROPE

Sound financing decisions are key to business success, and one of the main
challenges is to manage foreign exchange risks professionally.

We are confident that the information given in this booklet, coupled with
information and support from your bank, will help you to make the right choic-
es.

bogommzgmmb ghmgbymo dobzo
National Bank of Georgia



