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Trends in FX Market &
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Instrument 1992 1995 1998 2001 2004 2007

Spot transactions 394 444 568 386 621 1,005

Qutright forwards 58 a7 128 130 208 362

Foreign exchange swaps 324 h46 734 656 G944 1,714

Estimated gaps in reporting 43 53 61 28 107 129

Total "traditional” turnover 820 1,190 1,490 1,200 1,880 D

Tumover at April 2007 exchange rates® 860 1,150 1,650 1,420 1,950 3,210
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FX Market during Financial Crisis (1) %
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FX Market during Financial Crisis (2)
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Exchange Rate Risk %
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* Exchange rate risk can be broadly defined as the risk that a company’s
performance will be affected by exchange rate movements.

— since exchange rate€ movements can affect an MNC*s cash flow, they can affect an
MNC’s performance and value.

*  MNC s should closely monitor their operations to determine how they are
exposed to various forms of exchange rate risk.

* Financial managers must understand how to measure the exposure of their
MNC:s to exchange rate fluctuations so that they can determine whether and
how to protect their operations from that exposure.
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Questions and Applications %
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Consider a U.S. firm whose business is to import products and sell them in the
United States. It pays 1 million euros at the beginning of each quarter. If it does
not hedge, the dollar value of its payables changes in line with the value of the
euro. When the euro was weak (such as in 2006), the firm’s expenses were low.
However, when the euro was strong (such as in 2008), its expenses were high.
From the first quarter of 2006 to the second quarter of 2008, the euro
appreciated by 34 percent, so the firm’s expense (in dollars) to obtain the 1
million euros in order to purchase imports increased by 34 percent.

2?? Assume that the U.S. firm was an exporter instead, and received 1 million
euros every quarter and converted them to dollars. What will be the
consequences of the euro exchange rate development???
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2?? Assume that the U.S. firm was an exporter instead, and received 1 million
euros every quarter and converted them to dollars. What will be the
consequences of the euro exchange rate development???

Situation would be the same except that the dollars would represent the firm’s
revenue (in dollars) instead of expenses. This firm would have generated much
higher revenue in 2008 when the euro was strong than in 2006 when the euro
was weak.
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* Since MNCs recognize that exchange rate risk is relevant, they may
consider hedging their positions.

— They must determine how they are exposed before they can hedge their exposure.

* Firms are commonly subject to the following forms of exchange rate
exposure:
— Transaction exposure
— Economic exposure

— Translation exposure
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The sensitivity of the firm’s contractual transactions in foreign currencies to
exchange rate movements is referred to as transaction exposure.

To assess transaction exposure, an MNC needs to
— (1) estimate its net cash flows in each currency

— (2) measure the potential impact of the currency exposure.
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Estimating “Net” Cash Flows in Each Currency %
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* To measure transaction exposure, MNC needs to project the consolidated
net amount in currency inflows or outflows for all its economic activities,
subsidiaries, branches, etc., categorized by currency.

— One foreign subsidiary may have expected cash inflows of a foreign currency while
another has cash outflows of that same currency. In that case, the MNC'’s net cash flows
of that currency overall may be negligible.

— The consolidated net cash flows per currency is a useful first step when assessing an
MNC’s exposure because it helps to determine the MNC’s overall position in each
currency.
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Example of Consolidated Net Cash Flow Assessment
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EXPECTED
EXCHANGE NET INFLOW OR
NET INFLOW RATE AT OUTFLOW AS
TOTAL TOTAL OR END OF MEASURED IN U.S.
CURRENCY INFLOW OUTFLOW OUTFLOW QUARTER DOLLARS
British pound £17,000,000 £7,000,000 +£10,000,000 $1.50 +$15,000,000
Canadian dollar C$12,000,000 C$2,000,000 +C$10,000,000 $.80 +$ 8,000,000
Swedish krona SK20,000,000 SK120,000,000 -SK 100,000,000 $.15 -$15,000,000
Mexican peso MXP90,000,000 MXP10,000,000 +MXP80,000,000 $.10 +$ 8,000,000
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Example of Estimating the Range of Net Inflows/Outflows @
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RANGE OF POSSIBLE NET INFLOWS

RANGE OF POSSIBLE OR OUTFLOWS IN U.S. DOLLARS
NET INFLOW OR EXCHANGE RATES (BASED ON RANGE OF POSSIBLE
CURRENCY OUTFLOW AT END OF QUARTER EXCHANGE RATES)
British pound +£10,000,000 $1.40 to $1.60 +$14,000,000 to +$16,000,000
Canadian dollar +C$10,000,000 $.79 to $.81 +$ 7,900,000 to +$ 8,100,000
Swedish krona -SK100,000,000 $.14 to $.16 -$14,000,000 to -$16,000,000
Mexican peso +MXP80,000,000 $.08 to $.11 +$ 6,400,000 to +$ 8,800,000
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Cash Flow and Correlation Effects on Exposure %
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THE MNC’S EXPOSURE
IS RELATIVELY:

CURRENCIES ARE:

Equal amounts of net inflows in two currencies Highly correlated High
Equal amounts of net inflows in two currencies Slightly positively correlated Moderate
Equal amounts of net inflows in two currencies Negatively correlated Low

A net inflow in one currency and a net outflow of Highly correlated Low
about the same amount in another currency

A net inflow in one currency and a net outtlow of Slightly positively correlated Moderate
about the same amount in another currency

A net inflow in one currency and a net outflow of Negatively correlated High

about the same amount in another currency

Exchange Rate Risk Management



Economic Exposure %
SILESIAN

UNIVERSITY

SCHOOLOF BUSINESS
ADMINISTRATION IN KARVINA

* The sensitivity of the firm’s cash flows to exchange rate movements is
referred to as economic exposure (also sometimes referred to as operating
exposure).

— The value of a firm’s cash flows can be affected by exchange rate movements if it
executes transactions in foreign currencies, receives revenue from foreign customers, or is
subject to foreign competition.

— Transaction exposure is a subset of economic exposure. But economic exposure also
includes other ways in which a firm’s cash flows can be affected by exchange rate
movements.
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Economic Exposure to Exchange Rate Fluctuations
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IMPACT OF
LOCAL CURRENCY
DEPRECIATION ON

LOCAL CURRENCY INFLOWS TRANSACTIONS TRANSACTIONS
Local sales (relative to foreign competition in local markets) Decrease Increase
Firm’s exports denominated in local currency Decrease Increase
Firm’s exports denominated in foreign currency Decrease Increase
Interest received from foreign investments Decrease Increase

TRANSACTIONS THAT INFLUENCE THE FIRM’S

LOCAL CURRENCY OUTFLOWS

Firm’s imported supplies denominated in local currency No change No change
Firm’'s imported supplies denominated in foreign currency Decrease Increase
Interest owed on foreign funds borrowed Decrease Increase
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Questions and Applications %
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2??Can be purely domestic firms affected by economic exposure???

If no, give the explanation. If yes, give an example.
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?2??7Can be purely domestic firms affected by economic exposure???
YES

Barrington is a U.S. manufacturer of steel that purchases all of its supplies locally
and sells all of its steel locally. Because its transactions are solely in the local
currency, Barrington 1s not subject to transaction exposure. It is subject to economic
exposure, however, because it faces foreign competition in its local markets. If the
exchange rate of the foreign competitor’s invoice currency depreciates against the
dollar, customers interested in steel products will shift their purchases toward the
foreign steel producer. Consequently, demand for Barrington’s steel will likely
decrease, and so will its net cash inflows. Thus, Barrington is subject to economic
exposure even though it is not subject to transaction exposure.
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Measuring Economic Exposure %
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* Use of Sensitivity Analysis

— separately considering how sales and expense categories are affected by
various exchange rate scenarios

* Use of Regression Analysis

— applying regression analysis to historical cash flow and exchange rate
data
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Example of Impact of Possible Exchange Rates on Cash Flows
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Sales $320 C$4 ADMINISTRATION IN KARVINA
Cost of materials $50 Cs200
Operating expenses 560 =
Interest expenses 33 Cs10
Cash flows $207 EXCHANGE RATE SCENARIO

C$1 = $.80

Sales
(1) U.S. sales $320.00 $320.00 $320.00
(2) Canadian sales Cs4 = 5 3.00 C84 = $ 3.20 Cs4 = 5 340
(3) Total sales in U.S. $ §323.00 $323.20 $323.40

Cost of Materials and Operating Expenses

(4) U.S. cost of materials $ 50.00 $ 50.00 S 50.00
(5) Canadian cost of materials Cs200 = $150.00 C5200 = $160.00 Cs200 = $170.00
(6) Total cost of materials in U.S. $ $200.00 $210.00 $220.00
(7) Operating expenses $60.00 $ 60.00 $ 60.00

Interest Expenses

(8) U.5. interest expenses $§ 3 § 3 $ 3
(9) Canadian interest expenses C510 = $§ 75 CS10 = $ 8 Cs10 = S B850
(10) Total interest expenses in U.S. $ $ 1050 $ 11.00 $ 1150

Cash Flows in U.S. Dollars before Taxes $ 5250 $ 4220 $ 31.90
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* The exposure of the MNC'’s consolidated financial statements to exchange
rate fluctuations is known as translation exposure.

— An MNC creates its financial statements by consolidating all of its individual
subsidiaries’ financial statements. A subsidiary’s financial statement i1s normally measured
in its local currency. To be consolidated, each subsidiary’s financial statement must be
translated into the currency of the MNC'’s parent.

— In particular, subsidiary earnings translated into the reporting currency on the
consolidated income statement are subject to changing exchange rates.
 An MNC’s degree of translation exposure is dependent on the following:
— proportion of its business conducted by foreign subsidiaries
— locations of its foreign subsidiaries

— accounting methods that it uses
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Questions and Applications %
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British subsidiary of Providence, Inc., earned £10 mil. in year 1 and £10 mil. in g, .
year 2. When these earnings are consolidated along with other subsidiary earnings, they
are translated into U.S. dollars at the weighted average exchange rate in that year. Assume

the weighted average exchange rate is $1.70 in year 1 and $1.50 in year 2. The translated

earnings for each reporting period in U.S. dollars are determined as follows:

WEIGHTED AVERAGE TRANSLATED U.S.
LOCAL EARNINGS EXCHANGE RATE OF DOLLAR EARNINGS

REPORTING OF BRITISH POUND OVER THE OF BRITISH
PERIOD SUBSIDIARY REPORTING PERIOD SUBSIDIARY
Year 1 £10,000,000 $1.70 £17,000,000
Year 2 £10,000,000 £1.50 £15,000,000

Notice that even though the subsidiary’s earnings in GBP were the same each year, the translated consolidated USD earnings
were reduced by $2 million in year 2. The discrepancy here is due to the change in the weighted average of the GBP
exchange rate. The drop in earnings is not the fault of the subsidiary but rather of the weakened GBP that makes its year 2
earnings look small (when measured in USD).
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Steps to Control Exchange Rate Risk (1) %
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* Review operating cycle

— Review your business operating cycle to learn where FX risk exists. This will help you
determine your profit margin’s sensitivity to currency fluctuations.

* Measure and manage exposure to currency risk

— This should include the risk exposure before a deal, purchase or transaction is agreed
upon and the actual risk that exists after a completed transaction. When you have a sense
of pre- and post-transaction risk, you will be able to decide on your needed level of
hedging

* Hedge currency risk

— Hedging means that you use financial instruments to lock in the currency rate so that it
remains the same over a specified period of time.
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Steps to Control Exchange Rate Risk (2) %
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* Create an FX policy and stick to it

— An effective FX policy begins with a clear corporate strategy and clarity on corporate
objectives. The policy should identify key metrics — be it cash flow, EBITDA, asset
values, debt- and interest-coverage ratios. In addition, the policy should include some
form of measurement of your company’s risk tolerance.

* Accept that you have unique currency flows

— Every business is unique and that is reflected in your currency flows, but also in the
structure of your assets and liabilities. It is key to understand that currency fluctuations
may have an impact and the decision to hedge or not is not as simple as a roll of the dice.
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Exchange Rate Risk by Sector

Chart 1. Foreign Exchange Exposure by Sector, 2001-14
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Exchange Rate Risk by Region %
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Chart 2. Fraction of Firms with Positive Foreign Exchange Exposure by Region
(percent)
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