Week nine session two tutorial and case Answers

1. Techniques for protecting against the risk of adverse foreign exchange movements include the following.
(i) A company could trade only in its own currency, thus transferring all risks to suppliers and customers.
(ii) A company could ensure that its assets and liabilities in any one currency are as nearly equal as possible, so that losses on assets (or liabilities) are matched by gains on liabilities (or assets).
(iii) A company could enter into forward contracts, under which an agreed amount of a currency will be bought or sold at an agreed rate at some fixed future date or, under a forward option contract, at some date in a fixed future period.
(iv) A company could buy foreign currency options, under which the buyer acquires the right to buy (call options) or sell (put options) a certain amount of a currency at a fixed rate at some future date. If rates move in such a way that the option rate is unfavourable, the option is simply allowed to lapse.
(v) A company could buy foreign currency futures on a financial futures exchange. Futures are effectively forward contracts, in standard sizes and with fixed maturity dates. Their prices move in response to exchange rate movements, and they are usually sold before maturity, the profit or loss on sale corresponding approximately to the exchange loss or profit on the currency transaction they were intended to hedge.
(vi) A company could enter into a money market hedge. One currency is borrowed and converted into another, which is then invested until the funds are required or funds are received to repay the original loan. The early conversion protects against adverse exchange rate movements, but at a cost equal to the difference between the cost of borrowing in one currency and the return available on investment in the other currency.




2. (a) (i) 1 Forward exchange
The rates are:
                                           Buying Selling
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The net receipt three months hence is ($197,000 – $116,000)/1.7063 = £47,471.
The net payment six months hence is $(447,000 – 154,000)/1.6967 = £172,688.
Note that the dollar receipts can be used in part settlement of the dollar payments, so only the net payment is hedged.
(ii) Money market
3 month
Borrow $s: 81,000/ 1.0225 = $79,217
Convert at spot rate: 79,217/ 1.7140 = £46,216.6
Invest £s: 46,217.6 x 1.02375 = £47,315
The net sterling payment we receive in three months hence is £47,315
6 month
Invest $s: 293,000/1.045 = $280,383
Convert at spot rate: 280,383/1.7106 = £163,909
Borrow £s: 163,909 x 1.0625 = 174,153
[bookmark: _GoBack]The net sterling payment we have to pay in six months hence is 174,153
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