
 

 

Chapter Objectives

1.
To list and discuss the three types of foreign exchange exposure.

2.
To discuss the various alternatives in transaction exposure management, including hedges and swaps.

3.
To describe the production, marketing, and financing strategies to cope with the economic consequences of exchange rate changes.

4.
To discuss how hedging techniques can limit currency exposure.

Chapter Outline

I. Basic Nature of Foreign Exchange Exposures

A. Foreign exchange exposure is the possibility that a firm will gain or lose because of changes in exchange rates.  There are three types of exchange exposures:

i. Translation exposure, i.e. the account-based changes in consolidated financial statements caused by exchange rate changes.

ii. Transaction exposure i.e. changes in exchange rates between the time that an obligation is incurred and the time that it is settled.  This affects actual cash flows.

iii. Economic exposure reflects the change in the present value of the firm’s future cash flows because of an unexpected change in exchange rates.

B. Exposure management strategy involves four steps:

i. Forecasting the degree of exposure in each major currency in which the MNC operates.

ii. Developing a reporting system to monitor exposure and exchange rate movements to assist in protecting the MNC from risk.

iii. Assigning responsibility for hedging exposure and determining whether to centralize or decentralize exposure management.

iv.  Selecting appropriate hedging tools including diversification of the MNCs operations, a balance sheet hedge, and exposure netting.

II. Types of Exposure

A. Translation exposure is caused by account-based changes in consolidated financial statements that are linked to exchange rate changes.

B. Transaction exposure is the potential change in the value of outstanding obligations due to changes in the exchange rate between the beginning of a contract and the settlement of a contract.

i. Transactions include credit purchases, credit sales, borrowed funds, loaned funds, receipts, payments, and uncovered forward contracts.  All of these transactions may be exposed if they are denominated in foreign currencies.

C. Economic exposure, also known as operating exposure, competitive exposure, or revenue exposure, measures the impact of an exchange-rate change on the new present value of expected future cash flows from a foreign investment project.

i. This type of exposure is broader and more subjective than either translation or transaction.

D. Comparison of the three exposures:

i. Management of translation exposure is static and historically oriented but management of transaction and economic exposure is more forward looking because both of these involve actual and potential cash flows.

ii. Transaction and economic risk are essentially the same, but they differ in degree.

1. Transaction exposure is objective because it depends on outstanding obligations that existed before changes in exchange rates but were settled after changes in exchange rates.

2. Economic exposure is subjective because it depends on estimated future cash flows for an arbitrary time horizon.

III. Transaction Exposure Management

A. An action that removes a transaction exposure is said to “cover” that risk.

B. A forward exchange-market hedge involves that exchange of one currency for another at a fixed rate on some future date to hedge transaction exposure.

i. This process substitutes a known cost for the uncertain future cost due to foreign exchange risk.

ii. This process does not guarantee the lowest cost due to foreign exchange rate change -- it just fixes the cost.

C. A money-market hedge involves a loan contract and a source of fund to carry out that contract in order to hedge transaction exposure.

i. The contract represents a loan agreement.

ii. The difference between this process and a forward exchange market hedge is that the cost of the money market hedge is determined by differential interest rates, not by the forward premium or discount.

D. An options-market hedge involves the purchasing a call option or put option to cover exchange risk.

i. A call option allows MNCs to cover currency risks for accounts payables.

ii. A put option allows MNCs to cover currency risks for accounts receivable.

iii. An options market hedge protects MNCs from adverse exchange rate movements, but also allows MNCs to benefit from favorable exchange rate movements.

E. A forward contract is often an imperfect hedging instrument because it is a fixed agreement to buy or sell a foreign currency at a specific price in the future.  There are practical situations where MNCs are not sure whether their hedged foreign-currency cash flows will materialize:

i. An overseas deal may fall through.

ii. A bid on a foreign-currency contract may be rejected.

iii. A foreign subsidiaries dividend payments may exceed the expected amount.

F. Options vs. forward contracts – the following rules are suggested to choose between forward contracts and currency options:

i. When the quantity of a foreign-currency cash outflow is known, buy the currency forward; when the quantity is unknown, buy a call option on the currency.

ii. When the quantity of a foreign-currency cash inflow is known, sell the currency forward; when the quantity is unknown, buy a put option on the currency.

iii. When the quantity of a foreign-currency flow is partially known and partially uncertain, use a forward contract to hedge the known portion and an option to hedge the maximum value of the uncertain remainder.

G. A cross hedge is a technique designed to hedge exposure in one currency by the use of future or other contracts on another currency that is correlated with the first currency.

i. This is used when there are no futures or forward markets for the currency the MNC is trying to hedge.

H. A swap-market hedge involves an exchange of cash flows in two different currencies between two MNCs.

i. A currency swap is an agreement between two parties to exchange local currency for hard currency at a specified future date.

ii. A credit swap is an agreement that is a simultaneous spot and forward loan transaction between a private company and a bank of a foreign country.

iii. An interest rate swap is an agreement between two parties to exchange cash flows of a floating rate for cash flows of a fixed rate, or exchange cash flows of a fixed rate for cash flows of a floating rate.

iv. Back-to-back loans or parallel loans are loans between two parent companies in two different countries whereby parent company A in country A lends an agreed amount to the subsidiary of parent company B in country A and in return parent company B in country B lends an agreed amount to the subsidiary of parent company A in country B.

1. This process completely avoids currency risk.

IV. Economic Exposure Management

A. It is difficult, if not impossible, to hedge economic exposure.

i. The scope of economic exposure is broad because it can change a company’s competitiveness across many markets and products.

ii. The risks are long-term, hard to quantify, and cannot be dealt with solely through financial hedging techniques.

B. Analysis of economic exposure should consider how exchange rate influence:

i. A company’s sales prospects in foreign markets.

ii. The costs of labor and other inputs to be used in overseas production.

iii. The home-currency value of financial assets and liabilities denominated in foreign currencies.

C. Diversification production, marketing and financing is one of the main ways to cover economic exposure.  

i. Diversified production involves diversification of plant location, the input mix, product sourcing, and productivity increases.

ii. Diversified marketing involves diversification of product strategy, pricing strategy, promotional options, and market selection.

iii. Diversified financing involves diversification of the currency denomination of long-term debt, place of issue, maturity of structure, capital structure, and leasing versus buying.

V. Currency Exposure Management Practices

A. A survey of 25 U.S. MNCs found that transaction was the overwhelming choice of Chief Financial Officers (CFO) as the type of exposure that merits the most attention (64% ranked it #1).

i. Economic exposure came in second with 26% of the CFOs raking it #1.

ii. Only 13% of CFO ranked translation exposure as their most important exposure.

B. A different survey found that 65% of the sampled companies hedged their transaction exposure but only 26% hedged their translation exposure.

C. Still another survey, this time of 110 CFOs, found that 38% percent of them considered foreign exchange risk as the important of all of the risks they faced.

i. The next most important risks were interest rate risk (32%), political risk (10%), credit risk (9%), liquidity risk (7%), and inflation risk (4%).

ii. The most commonly used instrument to handle this foreign exchange risk was the forward contract (42%).

1. The other four hedging techniques discussed above (currency swaps, interest-rate swaps, currency options, and futures) were used almost equally.

2. Other surveys have also found that forward contracts are the most popular hedging instrument.

VI. Summary

Key Terms and Concepts

Foreign Exchange Exposure refers to the possibility that a firm will gain or lose due to changes in exchange rates.

Operational Techniques are operational approaches to hedging exchange exposure that include diversification of a company’s operations, the balance sheet hedge, and exposure netting.

Financial Instruments are financial contracts to hedging exchange exposure that include currency forward and futures contracts, currency options, and swap agreements.

Transaction Exposure refers to the potential change in the value of outstanding obligations due to changes in the exchange rate between the inception of a contract and the settlement of the contract.

Economic Exposure also called operating exposure, competitive exposure, or revenue exposure, measures the impact of an exchange rate change on the net present value of expected future cash flows from a foreign investment project.

Forward Exchange-Market Hedge involves a forward contract and a source of funds to fulfill that contract.

Money Market Hedge involves a loan contract and a source of funds to carry out that contract.

Options Market Hedge protects the company from adverse exchange rate movements but allow the company to benefit from favorable exchange rate movements.

Swap Market Hedge involves an exchange of cash flows in two different currencies between two companies.

Cross Hedge is a technique designed to hedge exposure in one currency by the use of futures or other contracts on another currency that is correlated with the first currency.

Currency Swap is an agreement between two parties to exchange local currency or hard currency at a specified future date.
Credit Swap is a hedging device similar to the foreign currency swap.

Interest Rate Swap is a technique where companies exchange cash flows of a floating rate for cash flows of a fixed rate, or exchange cash flows of a fixed rate for cash flows of a floating rate.

Multiple Choice Questions

1.
The potential effect of exchange rate fluctuations on foreign direct investment is expressed as _____ exposure.

A.
translation

B.
transaction

C.
conversion

D.
economic

E.
subjective

2.
Which of the following is not one of the steps for currency exposure management:


A. forecast the degree of exposure


B. develop a reporting system to monitor exposure and exchange rate movements


C. buying additional foreign subsidiaries


D. assign responsibility for hedging exposure


E. select appropriate hedging tools

3.  Operational techniques include:


A. diversification of a company’s operations


B.  purchasing of currency options


C. exposure netting


D. both A and C


E.  all of the above

4.  All of the following are types of financial instruments except for:


A. currency forward contracts


B. currency futures contracts


C. currency options


D. swap agreements


E. money-market hedge

5.  There are important differences between translation, transaction, and economic exposure.  Which of the following statements regarding these differences is true?

A. translation and economic exposure look to the future impact of an exchange-rate change which has occurred or may occur


B. translation and transaction exposure involve actual or potential cash-flow changes

C. transaction and economic exposure are the same kind and they do not differ in degree

D. economic exposure is essentially objective because it depends on outstanding obligations which existed before changes in exchange rates

E. economic exposure is essentially subjective because it depends on estimated future cash flows for an arbitrary time horizon

6.
A(n) _____ hedge protects the company from adverse exchange rate movements but allow the company to benefit from favorable movements.

A.
balance-sheet

B.
forward market

C.
money market

D.
options market

E.
swap agreement

7.  Which of the following are rules to use when choosing between forward contracts and currency options:

A. When the quantity of a foreign-currency cash outflow is known, buy the currency forward.


B. When the quantity of a foreign-currency cash outflow is unknown, buy the currency forward.


C. When the quantity of a foreign-currency cash flow is partially known and partially uncertain, use a forward contract to hedge the known and unknown portions.


D. When the quantity of a foreign-currency cash inflow is known, buy the currency forward.


E. When the quantity of a foreign-currency cash inflow is known, buy the currency forward and buy a call option of the currency.

8.
An American firm has just bought merchandise from a British firm for £50,000 on terms of net 90 days. The U.S. company has purchased a 3-month call option of 50,000 pounds at a strike of $1.7 per pound and premium cost of $0.02 per pound. On the day the option matures, the spot exchange rate is $1.8 per pound. Should the U.S. company exercise the option at that time or buy British pounds in the spot market?

A.
exercise the option

B.
buys British pound spot

C.
does not make any difference

D.
cannot tell

E.
none of the above

9.  Which of the following is not a type of swap agreement:


A. currency


B. credit


C. money market


D. interest-rate


E. back-to-back loans

10.  When assessing economic exposure, financial managers should consider how variations in exchange rates influence:


A. a company’s sales prospects in foreign markets


B. the product market, the factor market, and the capital market


C. the home-currency value of financial assets and liabilities denominated in foreign 


currencies


D. the costs of labor and other inputs to be used in overseas production


E.  All of the above

11.
Which of the following is not a means of diversified marketing?

A.
economies of scale

B.
product strategy

C.
pricing strategy

D.
promotional options

E.
market selection

12.
Which of the following is not a means of diversified financing?

A.
currency denomination of debt

B.
place of issue

C.
maturity structure

D.
capital structure

E.
none of the above

13.
The key economic factor that may be helpful in forecasting devaluation is _____.

A.
balance-of-payments deficit

B.
international monetary reserves

C.
inflation

D.
monetary supply

E.
all of the above

14.  According to a survey of 125 MNC’s Chief Financial Officers, the type of exposure that must receive the highest amount of attention is:


A. economic exposure


B. transaction exposure


C. translation exposure


D. both economic and transaction exposure


E. all three were equally important

15.  A survey of Chief Financial Officers found that the most commonly used hedging technique is:


A. swaps


B. options


C. forward contracts


D. money-market hedges


E. future contracts

16.  The chapter discusses how MGRM, a U.S. subsidiary of the German oil company Metallgesellschaft, lost over $1 billion by hedging poorly.  These losses were a result of the company:

A. using an outdated and ineffective hedging procedure called a “stack-and-roll hedge” 


B. buying too many long terms futures contracts


C. not predicting the significant rise in oil prices in 1993

D. a significant lowering in oil prices resulting in huge unrealized losses and subsequent margin calls


E. MGRM pushing most of the oil price risk onto its customers

17.
McDonnell Douglas sold an airplane to Indian Airlines for 100 million rupees with terms of one year. The spot rate for the Indian rupee is $0.15 per dollar and McDonnel expects to exchange 100 million rupees for $15 million (100 million x 0.15) when payment is received. If the spot rate for the rupee declines to $0.14 one year from today, what is the potential transaction gain or loss?

A.
+$1 million

B.
+$2 million

C.
-$1 million

D.
-$2 million

E.
-$3 millio

18.
For the coming year, a British subsidiary of an American company is expected to earn an after-tax profit of £50 million and its depreciation charge is estimated at £10 million. The exchange rate is expected to rise from $1.5 per pound to $1.7 per pound for the next year. What is the potential economic gain or loss? 

A.
+$1.5 million

B.
+$1.2 million

C.
-$1.5 million

D.
-$1.2 million

E.
-$2.0 million

19.
For the coming year, a British subsidiary of an American company is expected to have an economic gain of $15 million because of the favorable exchange rate. If the anticipated business activity were to stay the same for the next three years, what would be the total economic gains or loss for three years?

A.
+$15 million

B.
+$30 million

C.
+$45 million

D.
+$50 million

E.
-$45 million

20.
A U.S. company has bought a number of TV sets from a British company for £100,000. This payment must be made in British pounds 90 days from today. The following quotations and expectations exist:

Present spot rate


$1.8000

90-day forward rate

$1.8090

U.S. interest rate


   8.00%

British interest rate

 1 0.00%

Which hedging alternative is more attractive: forward market hedge or money market hedge?

A.
forward market hedge

B.
money market hedge

C.
options market hedge

D.
does not make any difference

E.
none of the above

21.
Assume that a subsidiary in Singapore needs SD500,000 and that a credit swap has been proven to be the least costly hedged alternative. The cost of the direct loan is 20 percent. The current exchange rate is $0.5000 per SD1. To obtain SD500,000 for the subsidiary in Singapore, the parent must open a $250,000 credit in favor of a Singapore bank. The Singapore bank charges 10 percent per year on the DM500,000 made available to the subsidiary and pays no interest on the $250,000 deposit that the parent has deposited in the bank. What is the exchange rate, which would make the direct loan and the credit swap equally attractive?

A.
SD2.2 per dollar

B.
SD2.5 per dollar

C.
SD3.0 per dollar

D.
SD4.0 per dollar

E.
SD2.1 per dollar

22. A U.S. company has an account payable of £10,000 for a British company. The current spot rate for the pound is $2.01 and the three-month forward rate for the pound is $2.02. What will be the approximate value of the account payable in dollars if the company make a forward hedge?

A.
$20,200

B.
$20,100

C.
$20,000

D.
$20,300

E.
$20,500

23.
A U.S. company has an account payable of £10,000 for a British company. The current spot rate for the pound is $2.01, the 3-month forward rate for the pound is $2.02, the 3-month interest rate in the United States is 2%, and the 3-month interest rate in Britain is 3%. What will be the approximate value of the account payable in dollars if the company makes a money-market hedge?

A.
$20,219

B.
$19,999

C.
$19,905

D.
$19,515

E.
$18,800

24.
An American firm has just bought merchandise from a British firm for £50,000 on terms of net 90 days. The U.S. company has purchased a 3-month call option on 50,000 pounds at a strike price of $1.7 per pound and a premium cost of $0.02 per pound. On the day the option matures, the spot exchange rate is $1.8 per pound. What will be the approximate value of the pound payable in U.S. dollars if the U.S. company exercises the option at that time?

A.
$91,000

B.
$90,000

C.
$86,000

D.
$85,000

E.
$81,000

Answers

Multiple Choice Questions

1. D

2. C

3. D

4. E

5. E

6. D

7. A

8. A

9. C

10. A

11. E

12. E

13. E

14. B

15. C

16. D

17. C

18. B

19. C

20. D

21. A

22. A

23. C

24. D

Solutions

8.
Call option = £50,000 x $1.7 = $85,000

Spot transaction = £50,000 x $1.8 = $90,000

Thus, the U.S. company should exercise the option.

17.
(Expected amount) $15 million - (actual amount) $14 million = exchange loss of $1 million

18.
(Profit after taxes) £50 million + (depreciation) £10 million = (cash flows from operation) £60 million

Exchange gain or loss = £60 million x $0.02 = $1.2 million

19.
Gain or loss = $15 million x 3 = $45 million

20.
[ ( 1.8090 - 1.800 ) / 1.8000 ] x 360 / 90 = 0.08 - 0.10

         0.02 = 0.02

21.


direct loan


credit swap

50,000y + (250,000y - 500,000) = 50,000y + 50,000

 y = 2.2

22.
$value = $2.02 x £10,000 = $20,200

23.
1)
borrow £9,709 (10,000/1.03)

2)
buy $19,515 (£9709 x $2.01)

3)
invest $19,515 in the U.S. at 2%

4)
receive $19,905 ($19,515 x 1.02)

24.
Call option = £50,000 x $1.7 = $85,000
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