Week nine session two tutorial and case
Little plc
1) Discuss briefly four techniques a company might use to hedge against the foreign exchange risk involved in foreign trade.

2)  Little plc is a medium sized UK company with export and import trade with the USA. The following transactions are due within the next six months. Transactions are in the currency specified.
Purchases of components, cash payment due in three months: $116,000.
Sale of finished goods, cash receipt due in three months: $197,000.
Purchase of finished goods for resale, cash payment due in six months: $447,000.
Sale of finished goods, cash receipt due in six months: $154,000.
Exchange rates (London market)
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Calculate the net sterling receipts and payments that Little might expect for both its three
and six month transactions if the company hedges foreign exchange risk on
(a)
(i) the forward foreign exchange market;
(ii) the money market.
[bookmark: _GoBack](b) If the actual spot rate in 6 months time was with hindsight exactly the present 6 months forward rate, calculate whether the company Little would have been better to hedge through currency options rather than the forward market or money market.
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Exchange Rates ( London market )

$/e
Spot Rate 1.7106--1.7140
3 months forward spread 0.820.77 cpm
6 months forward spread 139—134cpm

Interest Rates (per annum)

3 months or 6 months Borrowing Lending
Sterling 12.5% 9.5%
US Dollars 9% %

Foreign Currency Option Prices ( New York Market)
Prices are dollar cents per £, contract size £12 500

caus PUTS
Exercise price ($) | March June sept March June sept.
1.60 - 15.20 - - - 275
170 565 775 - - 3.45 640
1.80 170 360 790 - 9.32 15.35

Assume that it is now December with 3 months to expiry of the March contract and that the
option price is not payable until the end of the option period, or when the option is exercised.





