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Exchange Rates
· The exchange rate is the price of one currency in terms of another.


· _Direct quote_ – expresses the exchange rate in the units of home currency (e.g., $1.48 CDN per US dollar).


· _Indirect quote_ – indicates the number of foreign currency units needed to purchase one unit of domestic (home) currency (e.g., $.6757 US per $1 CDN).

· Direct and indirect quotes have a reciprocal relationship

· 
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Exchange Rates (cont’d)
· When Direct and Indirect quotes are not in agreement, _arbitrage_ will occur.

· A trader can make a riskless profit by exchanging currencies in two different markets and making a profit from the price discrepancy.


· Other terms:

· _Ask Rate_ – rate at which the FX trader asks the buyer to pay for the foreign currency.

· _Bid Rate_ – rate at which the FX trader buys the foreign currency from the customer.

· _Spread_ – difference between the bid and ask.

· _Cross Rate_ – exchange rate for a currency derived from the exchange rates of two other currencies.

· _Triangular Arbitrage_ – occurs when the cross rate calculated is not equal to the exchange rates offered

Spot Rates and Forward Rates

· _Spot Rate_ – Exchange rate between currencies for immediate delivery -- “on the spot” rate.


· _Forward Rate_ – Exchange rate that is established for delivery at a specified date in the future.
· Future date usually for periods of 1, 3, 6 or 12 months.
· Forward rates usually quoted at a premium or discount to spot rates.
· Use of forward rates allow for risk reduction as future cash outlays are know with certainty.

Factors Influencing Exchange Rates
· Rates for most major currencies are determined by the supply of and demand for each currency.


· Relative _inflation rates_ – currency exchange rates tend to vary inversely with their respective purchasing power.  

· Relative _Interest rates_ – currency exchange rates tend to vary in the same direction as interest rates.

· _Balance of Payments_ – countries that sell more goods abroad than they import have a surplus trade balance.  Since the goods exported must be paid for in the home currency there is demand for that currency and its value will rise.


· _Government policies_ – altering the money supply, intervening in currency markets, and gov’t spending can impact exchange rates.


· Confidence in future economic performance.

Foreign Exchange Exposure
· Three types of foreign exchange exposure.

· _Translation exposure_ – refers to the accounting treatment arising from fluctuations in exchange rates.  Does not affect the firm’s economic value but may affect the firm’s GAAP income.
· _Transaction exposure_ – refers to the impact of exchanging one currency for another when the rate of exchange between currencies changes from the time the transaction occurs until it is settled.

· _Economic exposure_ – refers to the impact of foreign exchange exposure that directly affects the cash flows and thus the long run value of the firm. 
Managing Foreign Exchange Risk

· Importers, exporters, investors, and multinational corporations are affected by fluctuating exchange rates.

· Different strategies for dealing with foreign exchange risk:
· _Invoice in the home currency_ – Billing foreign customers in the home currency can eliminate transaction based foreign exchange risk.
· However, purchasers know that they will bear foreign exchange risk, therefore they may try to negotiate lower prices to compensate them for taking on that risk.


Managing Foreign Exchange Risk (cont’d)

· _Leading and lagging_ – Reduce transaction risk by accelerating or delaying the timing of payments that are made or received in foreign currencies
· To lead is to collect (or pay) bills early in a weak currency, (e.g., a Canadian importer will pay its US supplier early if the importer believes the Canadian dollar will be depreciating relative to the US dollar). 
· To lag is to collect (or pay) bills later in a strong currency (e.g., a Canadian exporter may want to receive payment later from its Mexican customer, if the exporter believes the Canadian dollar will be appreciating against the Mexican peso).
Managing Foreign Exchange Risk (cont’d)

· _Forward exchange market hedge_ – A foreign exchange forward contract is an agreement for a given maturity to deliver (or receive) units of one currency relative to the other currency at a specified exchange rate or exercise price stated.

· If we stand to lose as a foreign currency weakens (strengthens) relative to the home currency, we would sell (buy) a foreign exchange forward contract to offset the expected loss in value.

Managing Foreign Exchange Risk (cont’d)
· Forward contract example:

· A Canadian exporter sells equipment to a Hong Kong firm with payment of 1 million Hong Kong dollars due in 6 months.  Assume the six – month forward rate is 5.0 Hong Kong dollars per Canadian dollar.  The Hong Kong dollar is expected to weaken against the Canadian dollar.  To offset this the exporter sells a forward contract for 1 million Hong Kong dollars for delivery in 6 months with an exercise at the existing 6 month forward rate. If the actual rate of exchange in 6 months is 5.2 Hong Kong dollars per Canadian dollar, what are the consequences of not hedging?
Managing Foreign Exchange Risk (cont’d)
· When hedging (e.g., locking in a forward rate), the net amount received by the exporter is $1,000,000 x 1/5.0 = $200,000


· Given that the actual exchange rate in 6 months is 5.2, the net amount received by the exporter is $1,000,000 x 1/5.2 = $192,307.69.


· Therefore, by not hedging, the exporter loses $7,692.31.


· The gain from the hedge exactly offsets the loss from the foreign exchange exposure.
Managing Foreign Exchange Risk (cont’d)
· Because of the possibility that one of parties may default on the contract, the use of forwards is restricted to institutions, corporations and governments with easy access to sufficient lines of credit to back them up.


· Through _banks and investment dealers_ it is now possible to get a forward in almost any currency, maturity and amount.
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