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Chapter Objectives

1.
To discuss the currency futures market and its participants.

2.
To distinguish between currency forward and futures contracts.

3.
To explain how to read currency futures and options quotes.

4.
To describe two types of currency options: call options and put options.

5.
To identify the basic factors that determine the value of a currency option.

6.
To explain two types of currency futures options: call futures options and put futures options.

Chapter Outline

I. Background Definitions

A. Currency futures contract:  a contract where on buys or sells a specific foreign currency for delivery at a designated price in the future.

B. Currency option:  the right to buy or sell a foreign currency at a specific price through a specified date.

C. Currency futures option:  the right to buy or sell a futures contract of a foreign currency at any time for a specified period.

II. Currency Futures Market

A. Futures trading was started in 1972 on the Chicago Mercantile Exchange (CME).

B.  In a futures contract, the buyer and seller agree on:

i. A future delivery date

ii. The price to be paid on that future date

iii. The quantity of the currency

C. Businesses enter the futures market to protect themselves against risks from volatile exchange rates.

D. In practice, 98% of futures contracts are terminated before delivery, because they are nullified by opposing trades.

E. There are two distinct classes of traders in the currency futures markets:

i. Hedgers buy and sell currency futures contracts to protect the home currency value of foreign-currency denominated assets and liabilities.

ii. Speculators buy and sell currency futures contracts for profit from exchange rates movements.

1. They play a vital role by assuming risk for the hedger.

F. Futures contracts mature on only four days of the year (the third Wednesday of March, June, September, and December).

G. Futures market vs. the forward market:

i. Adaptability:  The forward market offers specific contracts adapted to meet specific needs; the futures market only offers standardized contracts.

1. Due to its ability to adapt, MNCs typically prefer the forward market.

ii. Date:  Forward market contracts can cover the exact date the foreign currency is needed; Futures market contracts have a standardized delivery date.

iii. Price:  Forward market contracts have no daily limits on price fluctuations; future market contracts have a daily price range.

iv. Regulation:  The forward market is self-regulating while the Commodity Futures Commission regulates the futures market.

v. Settlement:  90% of forward contracts are settled by delivery, less than 2% of futures contracts are settled by delivery.

vi. Location:  Forward trading is negotiated directly between banks and clients; futures trading is done on organized exchanges.

vii. Credit Risk:  In the forward market, credit risk determination is the responsibility of the banks or other parties involved; in the futures market the CME guarantees the delivery of the currency.

viii. Speculation:  Banks in the forward market discourage speculation; the CME encourages speculation in the futures market.

ix. Collateral:  Forward contracts do not require any security (margin) payments, but futures contracts require a margin payment.

x. Commission:  In the forward market, the spread between the buy and sell price sets the commission; in the futures market commissions are based on published brokerage fees and negotiated rates on block trades.

H. Reading a currency futures contract:

i. The name of each currency is on the top, bold-faced.

ii. The first column gives the months of delivery that may be obtained.

iii. The second column gives that opening price of the day.

iv. The next three columns give the contract’s highest, lowest, and closing (i.e. settlement) price for the day.

v. The sixth column from the left of the quotation shows the difference between the latest settlement price and the one for the previous day.

vi. The next two columns show the highest and lowest prices of each currency during its lifetime.  This is called the range.

1. The higher the range, the higher the risk.

vii. The right hand column refers to the total number of outstanding columns and is called open interest.

viii. The line at the bottom of each currency quotation gives the estimated number of contracts for the day, the actual trading volume for the preceding day, the total open interest, and the change in the open interest since the proceeding day.

I. Market operations

i. The agreement to buy a futures contract is a long position.

ii. The agreement to sell a futures contract is a short position.

iii. Margin is a deposit to ensure that each party fulfills its commitment to the contract.

1. A minimum margin is set by the exchange, but brokers often require larger margins.

2. Margin depends on the volatility of the contract value.

3. Speculative accounts typically require higher margins than hedging accounts.

4. Initial margin is the amount that must be deposited at the time a futures contract is entered.

5. Maintenance margin is the minimum amount of margin that must be maintained in an account (typically 75% of the initial margin).

a. Request for additional margin are margin calls.

6. Performance bond margins are financial guarantees imposed on both buyers and sellers to ensure that they fulfill the obligation of the futures contract.

J. Hedging in the futures market

i. MNCs can use the futures and forward markets to hedge risk from currency changes.

ii. The futures market forces MNCs to assume some additional risks of coverage and of currency fluctuations.

1. These risks are minimized because the spot and futures market move in the same direction by similar amounts due to arbitrage transactions.

iii. Spread trading, or the buying of one contract while simultaneously selling another contract, is another way to hedge.  This process protects investors from major losses regardless of exchange rate movements.

III. The Currency Options Market

A. The Philadelphia Stock Exchange started currency options trading in 1983, since then the Chicago Mercantile Exchange and the Chicago Board Options Exchange have added currency trading.

B. A currency call option gives the buyer the right, but not the obligation, to buy a particular foreign currency at any specified price during the life of the option.

i. The holder benefits if the underlying currencies price rises.

C. A currency put option the right, but not the obligation, to sell a particular foreign currency at any specified price during the life of the option.

i. The holder benefits if the underlying currencies price falls.

D. The strike or exercise price is the price at which the buyer of an option has the right to buy or sell an underlying currency.

E. The key feature for options is that holders have an unlimited possible profit but maximum losses are limited to the premium played.

F. How to read currency option quotes:

i. Two sets of quotes are included in currency quotes – one for American-style option and European-style options.

1. European-style options can only be exercised at the time of expiration.

ii. The first column shows the spot rate of the underlying currency.

iii. The second column shows various strike prices, prices of the underlying currency at which option confer the right to buy or sell.

iv. The first group of two figures gives the closing prices or premiums for call options at a given strike price valid until each maturity date.

v. The second group of two figures gives the closing prices or premiums for put options at a given strike price valid until each maturity date.

G. An option is said to be in the money if it would profitable to exercise it at the current spot rate.

H. An option is said be out of the money if it would not be profitable to exercise it at the current spot rate.

I. An option is said to be at the money if the strike price of any call or put option equals the current spot rate.

J. A currency option premium is the price of either a call or put option that the buyer must pay to the seller.

i. Option premiums are the sum of intrinsic value and time value.

ii. Intrinsic value is the difference between the current exchange rate of the underlying currency and the strike price of a currency option.

iii. Time value is the amount of money that options buyers are willing to pay for an option in the anticipation that over time a change in the underlying spot rate will cause the option to increase in value.

iv. Volatility of the underlying spot rate is one of the most important factors influences the value of the option premium.

K. MNCs can use currency call and put options to hedge open positions in foreign currencies.

L. Speculators attempt to make profits in currency call options based on their projections of exchange rate fluctuations in the underlying currency.  

i. If it is predicted that the future spot rate will appreciate the following transactions are made:

1. Buy call options of the currency.

2. Wait for the spot rate to appreciate high enough.

3. Exercise the option by buying the currency at the strike price.

4. Sell the currency at the spot rate.

5. Profit is then determined as spot rate – (strike price + premium).

ii. If it is predicted that the future spot rate will depreciate the following transactions are made:

1. 1.  Buy put options of the currency.

2. Wait for the spot rate to depreciate low enough.

3. Buy the underlying currency in the spot market at the prevailing rate.

4. Exercise the put option and sell the bought currency at the option rate.

5. Profit is then determined as strike price – (spot rate + premium).

iii. Options also make profits by being sold to others; often this happens when premiums on the option go up.

IV. Futures Options

A. The Chicago Mercantile Exchange introduced currency futures options or currency options on futures, in January of 1984.

B. Currency futures options reflect the options on futures contracts of the underlying currency.

i. The have a cycle of expiration dates just like their underlying futures contracts.

C. Currency futures options give the holder the right to buy or sell a foreign currency at a designated price in the future.

i. There are currency-futures call and puts.  Calls give the right to buy, puts the right to sell.  

D. Currency futures options can be used by MNCs to hedge or by speculators to make a profit.

E. If a call futures options is exercised, the holder gets a long position in the underlying futures contract plus a cash amount equal to the current futures price minus the exercise price.

F. If a put futures option is exercised, the holder gets a short position in the underlying futures contract plus a cash amount equal to the exercise price minus the current futures price.

Key Terms and Concepts

Currency Futures Contract is a contract with which one buys or sells a specific foreign currency for delivery at a designated price in the future.

Currency Option is the right to buy or sell a foreign currency at a specified price through a specified date.

Currency Futures Option is the right to buy or sell a futures contract of a foreign currency at any time for a specified period.

Hedgers are traders who buy and sell currency futures contracts to protect the home currency value of foreign-currency denominated assets and liabilities.

Speculators are traders who buy and sell currency futures contracts for profit from exchange rate movements.

Long Position is an agreement to buy a futures contract.

Short Position is an agreement to sell a futures contract.

Initial Margin is the amount market participants must deposit into their margin account at the time they enter into a futures contract.

Maintenance Margin is a set minimum margin customers must always maintain in their account.

Margin calls are requests for additional money by margin customers.

Performance Bond Margin is financial guarantees imposed on both buyers and sellers to ensure that they fulfill the obligation of the futures contract.

Spread Trading means buying one contract and simultaneously selling another contract.

Currency Call Option gives the buyer the right, but not the obligation, to buy a particular foreign currency at a specified price anytime during the life of the option.

Currency Put Option gives the seller the right, but not the obligation, to sell a particular foreign currency at a specified price anytime during the life of the option.
Strike price or the exercise price is the price at which the buyer of an option has the right to buy or sell an underlying currency.
In the Money is a descriptive term implying that the current exchange rate is higher (or less) than the strike price on a currency call (or put option.)

Out of the Money is a descriptive term implying that the current exchange rate is less (or higher) than the strike price on a currency call (or put) option.
At the Money is a descriptive term implying that the strike price of any call or put option equals the current spot rate.

Currency option premium is the price of either a call or a put, the option buyer must pay the option seller (option writer).

Intrinsic Value is the difference between the exchange rate of the underlying currency and the strike price of a currency option.

Time value is the amount of money that options buyers are willing to pay for an option in the anticipation that over time a change in the underlying spot rate will cause the option to increase in value.

Currency futures options give the holder the right to buy or sell a foreign currency at a designated price in the future.

Multiple Choice Questions

1.
A currency futures contract differs from a commodity futures contract in the _____.

A. 
future delivery date

B. 
price

C. 
quantity

D. 
all of the above

E. 
none of the above

2.
A currency futures contract cannot mature in _____.

A. 
September

B. 
June

C. 
December

D. 
March

E. 
January

3.
The forward market is regulated by the _____.

A. 
SEC

B. 
CME

C. 
organized exchanges

D. 
Commodity Futures Commission

E. 
none of the above

4.
The _____ margin is the amount market participants must deposit into their account at the time of entering into a futures contract.

A. 
maintenance

B. 
initial

C. 
performance bond

D. 
minimum

E. 
none of the above

5.
The holder of a call option will benefit if the underlying currency's price _____.

A. 
falls

B. 
stabilizes

C. 
rises

D. 
remains the same

E. 
a call option holder will never benefit

6.
Futures contracts of  the following currencies are traded on the Chicago Mercantile Exchange except ____.

A.
British pound

B.
euro

C.
Japanese yen

D.
Swiss franc

E.
Chinese yuan

7.
A put option with a strike price less than the current spot price is said to be _____.

A. 
profitable

B. 
in-the-money

C. 
out-of-the-money

D. 
at-the-money

E. 
none of the above

8.
A put option with a strike price higher than the current spot price is said to be _____.

A. 
profitable

B. 
in-the-money

C. 
out-of-the-money

D. 
at-the-money

E. 
none of the above

9.
A call option with a strike price less than the current spot price is said to be _____.

A. 
profitable

B. 
in-the-money

C. 
out-of-the-money

D. 
at-the-money

E. 
none of the above

10.
Currency futures contracts are acquired for the following purposes ___.

A.
hedging 

B.
speculation

C.
arbitrage

D.
hedging and speculation

E.
all of the above

11.
Any option with a positive intrinsic value is said to be _____.

A. 
profitable

B. 
in-the-money

C. 
out-of-the-money

D. 
at-the-money

E. 
none of the above

12.
Currency futures contract mature on the _____ in the designated months.

A. 
first Friday

B. 
first Monday

C. 
third Friday

D. 
last Friday

E. 
third Wednesday

13.
The holder of a put option will benefit if the underlying currency's price _____.

A. 
falls

B. 
stabilizes

C. 
remains the same

D. 
rises

E. 
a put option holder will always benefit

14.
The _____ margin is a set minimum margin customers must always maintain in their own account.

A. 
maintenance

B. 
initial

C. 
performance bond

D. 
minimum

E. 
none of the above

15.
Currency futures contracts have _____ days in a year designated as maturity dates.

A. 
30

B. 
45

C. 
90

D. 
4

E. 
2

16.
A U.S. company has an account receivable of 10,000,000 marks from a German company to be paid in three months. The three-months forward rate for the German mark is $0.50 per mark. The approximate value of the account receivable in U.S. dollars, if the company makes a forward hedge, will be $_____.

A. 
20,000,000

B. 
20,290,000

C. 
 5,000,000

D. 
 5,500,000

E. 
10,500,000

17. Lisa Kim enters a futures contract for September delivery (September 19) of 62,500 pounds on March 19. The futures exchange rate is $1.65 per pound. She believes that the spot rate for pounds on September 19 will be $1.67 per pound. The margin requirement is 2 percent. If her expectations are correct, her annualized rate of return on investment will be _____ %.

A.
250

B.
200

C.
150

D.
121

E.
105

18.
Assume that the current spot rate for the British pound is $1.65. A call option with a strike price of $1.62 is said to be _____.

A.
in the money

B.
out of the money

C.
at the money

D.
above the money

E.
below the money

19.
Assume the current spot rate for the British pound is $1.65. A put option with a strike price of $1.62 is said to be _____.

A.
in the money

B.
out of the money

C.
at the money

D.
above the money

E.
below the money

20.
The call premium per Canadian dollar on April 19 is $0.04, the expiration date is September 19, and the strike price is $0.80. Ken Lee believes that the spot rate for the Canadian dollar will rise to $0.92 by September 19. If his expectations are correct, his profit from speculating three call options (Can $150,000) will be $_____.

A.
8,000

B.
9,000

C.
10,000

D.
11,000

E.
12,000

21.
The call premium per Canadian dollar on April 19 is $0.04, the expiration date is September 19, and the price is $0.80. Ken Lee purchased three call options for Canadian dollars (Can $150,000) on April 19. He decides to let his options expire unexercised on September 19 because the spot rate for the Canadian dollar fell to $0.70 on that day. His total loss from this speculation will be $_____.

A.
-10,000

B.
- 9,000

C.
- 8,000

D.
- 7,000

E.
- 6,000

22.
On June 10, the closing exchange rate of French francs was $0.15. Puts which would mature on September 19 with a strike price of $0.16 were traded at $0.05. The intrinsic value of the call on June 10 was $____.

A.
+0.31

B.
+0.05

C.
+0.01

D.
-0.05

E.
-0.01

23.
The premium for a British call pound with a strike price of $1.75 is $0.07. The breakeven point is $____ for the buyer of the call.

A.
1.68

B.
1.75

C.
1.80

D.
1.82

E.
1.90

24.
A U.S. company wants to use a currency put option to hedge 10 million French francs in accounts receivable. The premium of the currency put option with a strike price of $0.20 is $0.05.If the option is exercised, the total amount of dollars received after accounting for the premium payment is $____.

A.
1,500,000

B.
2,000,000

C.
2,500,000

D.
3,000,000

E.
3,500,000

25.
The premium for a German put mark with an exercise price of $0.70 is $0.50. The breakeven point is $____ for the buyer of the put.

A.
0.70

B.
0.65

C.
0.55

D.
0.50

E.
0.45

26. Which of the following is not a potential benefit from allowing companies to purchase options on economic news releases?

A. they permit companies and individuals to hedge risk.

B. the options will generate information the can help private decision makers and policymakers make better decisions.

C. they reduce the danger that bad (or good) economic statistics will reduce company’s or individual’s profit or wealth.

D. they increase the accuracy of the economic reports.

E. they provide publicly available information regarding the likelihood of certain economic outcomes.
Answers


Multiple Choice Questions

1. E

2. E

3. E

4. B

5. C

6. E

7. C

8. B

9. B

10. E

11. B

12. E

13. A

14. A

15. D

16. C

17. D

18. A

19. B

20. E

21. E

22. C

23. D

24. A

25. B

26. A


Solutions

16.
$value = $0.50 x DM10,000,000 = $5,000,000

17.
Investment =£62,500 x $1.65 x 0.02 = $2,062.50

Profit = £62,500 ($1.67 - $1.65) = $1,250

Rate of return = (1,250/2,062.50) x (12/6) = 121%

18.
Potential profit = $1.65 - $1.62 = $0.03

19.
Potential loss = $1.62 - $1.65 = -$0.03

20.
Buy call options on March 19



-$0.04

Exercises the option on September 19


-$0.80

Sell the pounds on September 19



+$0.92
Net profit as of September 19



+$0.08

Net profit for three contracts = Can$150,000 x $0.08= $12,000

21.
Total loss = Can$150,000 x $0.04 = $6,000

22.
Intrinsic value = $0.16 - $0.15 = $0.01

23.
Breakeven point = $1.75 + $0.07 = $1.82

24.
Total receipts = FF10,000,000 x $0.20 =
$2,000,000


total premium = FF10,000,000 x $0.05 =
$  500,000

net receipts =
$1,500,000

25. Breakeven point = $0.70 - $0.05 = $0.65




6


Currency Futures 


and Options











PAGE  
     Chapter 6

85
Currency Futures and Options     


