Currency exposure

111 Hedging currency exposures

Our accounting currency is the US Dollar. Any profit or loss made in other currencies
will ultimately be converted to USD in the accounts.

This means that we are vulnerable to fluctuations in the FX rates. A profit of 1
million Euros may be worth $1.2 million today, but at some future point in time
might be worth only $1.19 million; similarly, a loss of 1 million Euros today may
become a higher loss.

The solution is to hedge the exposed position in the foreign currency using forward
FX trades. These trades are designed to counteract the effect of currency fluctuations;
they make profit if the original trade makes a loss, and a loss if the original trade
makes a profit.

Simplified example

This is a simplified example with exaggerated figures. It makes assumptions that the
valuation of the trade is constant, the ten day forward FX rate is the same as the
current rate, and the rate on day nine is the same as the rate on day ten. However, it
illustrates the principle of hedging using forward FX trades.

We have a trade with an NPV of Imm EUR. We want to ensure that this value is not
lost in ten days.

As today’s exchange rate is 1.2, the current valuation is 1.2mm USD.
If the exchange rate falls to 1.1, the trade will be worth only 1.1mm USD.

Therefore, we do a forward FX trade, selling Imm EUR at the forward rate of 1.2 in
ten days.

In nine days, we buy 1mm EUR at the spot rate to fund the forward FX trade.

If the exchange rate falls
If the exchange rate falls to 1.1, the original trade has an NPV of 1.1mm USD.

However at the same time the value of the forward FX will have increased as
follows: we can now buy our Imm EUR at the new rate of 1.1, which costs 1.1mm
USD; our agreement was to sell at at the rate of 1.2, which results in a profit of

100 000 USD — this added to the 1.1mm USD from the original trade produces a total
of 1.2mm USD.

This is the amount we wanted to lock in.

If the rate goes up
If the exchange rate goes up to 1.3, the original trade has an NPV of 1.3mm USD.

At the same time the value of the forward FX will have fallen as follows: we can buy
Imm EUR at 1.3, which costs 1.3mm USD, and sell at 1.2, which results in a loss of
100 000 USD — this subtracted from the 1.3mm USD from the original trade
produces a total of 1.2mm USD.

This is the amount we wanted to lock in.
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