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Chapter 9
Transaction Exposure

 Learning Objectives
1. Distinguish between the three major foreign exchange exposures experienced by firms
2. Analyze the pros and cons of hedging foreign exchange transaction exposure
3. Examine the alternatives available to a firm for managing a large and significant transaction exposure
4. Evaluate the institutional practices and concerns of conducting foreign exchange risk management
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 Questions
	1.	Foreign Exchange. Define the following terms:
a.	Foreign exchange exposure 
	Foreign exchange exposure is a measure of the potential for a firm’s profitability, net cash flow, and market value to change because of a change in exchange rates. An important task of the financial manager is to measure foreign exchange exposure and to manage it so as to maximize the profitability, net cash flow, and market value of the firm.
b.	The three types of foreign exchange exposure 
	Transaction Exposure: Transaction exposure measures changes in the value of outstanding financial obligations incurred prior to a change in exchange rates but not due to be settled until after the exchange rates change. Thus, it deals with changes in cash flows that result from existing contractual obligations.
	Translation Exposure: Translation exposure is the potential for accounting-derived changes 
in owner’s equity to occur because of the need to “translate” foreign currency financial statements of foreign subsidiaries into a single reporting currency to prepare worldwide consolidated financial statements.
	Operating Exposure: Operating exposure, also called economic exposure, competitive exposure, or strategic exposure, measures the change in the present value of the firm resulting from any change in future operating cash flows of the firm caused by an unexpected change in exchange rates. The change in value depends on the effect of the exchange rate change on future sales volume, prices, and costs.
	2.	Hedging and Currency Risk. Define the following terms:
a.	Hedging: Hedging is the taking of a position, either acquiring a cash flow, an asset, or a contract that will rise (fall) in value and offset a fall (rise) in the value of an existing position. Hedging protects the owner of the existing asset from loss. However, it also eliminates any gain from an increase in the value of the asset hedged against.
b.	Currency risk: Currency risk can be defined as the variance in expected cash flows arising from unexpected exchange rate changes.
	3.	Arguments against Currency Risk Management. Describe six arguments against a firm pursuing an active currency risk management program?
1.	Shareholders are more capable of diversifying currency risk than is the management of the firm. If stockholders do not wish to accept the currency risk of any specific firm, they can diversify their portfolios to manage the risk in a way that satisfies their individual preferences and risk tolerance.
2.	Currency risk management does not increase the expected cash flows of the firm. Currency risk management does, however, consume firm resources and so reduces cash flow. The impact on value is a combination of the reduction of cash flow (which lowers value) and the reduction in variance (which increases value).
3.	Management often conducts hedging activities that benefit management at the expense of the shareholders. The field of finance called agency theory frequently argues that management is generally more risk-averse than are shareholders.
4.	Managers cannot outguess the market. If and when markets are in equilibrium with respect to parity conditions, the expected net present value of hedging should be zero.
5.	Management’s motivation to reduce variability is sometimes driven by accounting reasons. Management may believe that it will be criticized more severely for incurring foreign exchange losses than for incurring similar or even higher cash costs in avoiding the foreign exchange loss. Foreign exchange losses appear in the income statement as a highly visible separate line item or as a footnote, but the higher costs of protection are buried in operating or interest expenses.
6.	Efficient market theorists believe that investors can see through the “accounting veil” and therefore have already factored the foreign exchange effect into a firm’s market valuation. Hedging would only add cost.
	4.	Arguments for Currency Risk Management. Describe four arguments in favor of a firm pursuing an active currency risk management program?
1.	Reduction in risk of future cash flows improves the planning capability of the firm. If the firm can more accurately predict future cash flows, it may be able to undertake specific investments or activities that it might otherwise not consider.
2.	Reduction of risk in future cash flows reduces the likelihood that the firm’s cash flows will fall below a level sufficient to make debt-service payments in order for its continued operation. This minimum cash flow point, often referred to as the point of financial distress, lies left of the center of the distribution of expected cash flows. Hedging reduces the likelihood of the firm’s cash flows falling to this level.
3.	Management has a comparative advantage over the individual shareholder in knowing the actual currency risk of the firm. Regardless of the level of disclosure provided by the firm to the public, management always possesses an advantage in the depth and breadth of knowledge concerning the real risks.
4.	Markets are usually in disequilibrium because of structural and institutional imperfections, as well as unexpected external shocks (such as an oil crisis or war). Management is in a better position than shareholders are to recognize disequilibrium conditions and to take advantage of single opportunities to enhance firm value through selective hedging (the hedging of exceptional exposures or the occasional use of hedging when management has a definite expectation of the direction of exchange rates).
	5.	Transaction Exposure. What are the four main types of transactions from which transaction exposure arises?
1.	Purchasing or selling on credit goods or services when prices are stated in foreign currencies
2.	Borrowing or lending funds when repayment is to be made in a foreign currency
3.	Being a party to an unperformed foreign exchange forward contract
4.	Otherwise acquiring assets or incurring liabilities denominated in foreign currencies
	6.	Life Span of a Transaction Exposure. Diagram the life span of an exposure arising from selling a product on open account. On the diagram define and show quotation, backlog, and billing exposures.
[image: ]
	7.	Borrowing Exposure. Give an example of a transaction exposure that arises from borrowing in a foreign currency.
In 1994, PepsiCo’s largest bottler outside of the United States was Grupo Embotellador de Mexico (Gemex). In mid-December 1994, Gemex, a Mexican company, had U.S. dollar debt of $264 million. At that time, Mexico’s new peso (“Ps”) was traded at Ps3.45/US$, a pegged rate that had been maintained with minor variations since January 1, 1993, when the new currency unit had been created. On December 22, 1994, the peso was allowed to float because of economic and political events within Mexico, and in one day it sank to Ps4.65/US$. For most of the following January it traded in a range near Ps5.50/US$. 
Dollar debt in mid-December 1994: US$264,000,000 × Ps3.45/US$ = 	Ps910,800,000
Dollar debt in mid-January 1995: US$264,000,000 × Ps5.50/US$ = 	Ps1452,000,000
Dollar debt increase measure in Mexican pesos	Ps541,200,000
The number of pesos needed to repay the dollar debt increased by 59%! In U.S. dollar terms, the drop in the value of the pesos caused Gemex of Mexico to need the peso-equivalent of an additional US$98,400,000 to repay its debt.
	8.	Cash Balances. Explain why foreign currency cash balances do not cause transaction exposure.
Foreign currency cash balances do not create transaction exposure, even though their home currency value changes immediately with a change in exchange rates. No legal obligation exists to move the cash from one country and currency to another at a future date. If such an obligation did exist, it would show on the books as a payable (e.g., dividends declared and payable) or receivable and then be counted as part of transaction exposure. Nevertheless, the foreign exchange value of cash balances does change when exchange rates change. Such a change is reflected in the consolidated statement of cash flows and the consolidated balance sheet. They do, however, create translation exposure.
	9.	Contractual Hedges. What are the four main contractual instruments used to hedge transaction exposure?
The four main contractual hedges used are forward contracts, money market instruments, futures, and options.
10.	Decision Criteria. Ultimately, a treasurer must choose among alternative strategies to manage transaction exposure. Explain the two main decision criteria that must be used.
A treasurer’s two main decision criteria are (1) the risk tolerance of the firm, as expressed in its stated policies and (2) the treasurer’s own view, or expectation of the direction and magnitude the exchange rate will move over the coming planning period. 
[bookmark: _GoBack]A firm’s risk tolerance is a combination of management’s philosophy toward transaction exposure and the specific goals of treasury activities. Many firms believe that currency risk is simply a part of doing business internationally and, therefore, start their analysis from an unhedged baseline. Other firms, however, view currency risk as unacceptable and either start their analysis from a full forward contract cover baseline or simply mandate that all transaction exposures be fully covered by forward contracts regardless of the value of other hedging alternatives. The treasury in most firms operates as a cost or service center for the firm. On the other hand, if the treasury operates as a profit center, it might tolerate taking more risk. The final choice among hedges combines the firm’s risk tolerance, its view, and its confidence in its view. Transaction exposure management with contractual hedges requires managerial judgment.
11.	Proportional Hedge. Many MNEs have established transaction exposure risk management policies that mandate proportional hedging. Explain and give an example of how proportional hedging can be implemented.
A proportional hedge uses forward contract hedges on a percentage (e.g., 50%, 60%, or 70%) of existing transaction exposures. As the maturity of the exposures lengthens, the percentage forward-cover required decreases. The remaining portion of the exposure is then selectively hedged on the basis of the firm’s risk tolerance, view of exchange rate movements, and confidence level. Although rarely acknowledged by the firms themselves, selective hedging is essentially speculation. Significant question remains as to whether a firm or a financial manager can consistently predict the future direction of exchange rates.
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