
FORWARD-LOOKING MARKET INSTRUMENTSPRIVATE 

A forward exchange rate is the price of a money to be delivered at a future date

Forward contracts are established between a bank and a customer and specify amount and date as well as the exchange rate

A forward premium exists when the forward price > spot price

a forward discount exists when the forward price < spot price

Premiums and discounts may be quoted at annual rates to be comparable to interest rates

Suppose the 90 day forward rate on the ¥/$ = 98

the current spot rate = 100

Is the dollar selling at a premium or discount?

What is the discount (annual rate or percent per annum)?

((F-E)/E)(inverse of fraction of year of forward term)

((98-100)/100)(4) = (.02)(4) = .08 or 8% per annum

Since exchange rates are unpredictable, there is an additional element of risk added to international transactions:  FX risk

Example:  U.S. beer importer buys GBP1,000,000 of British beer

If immediate purchase, buy GBP spot for GBP1 = $_____


GBP1,000,000 = $_______

Suppose contract calls for payment in 90 days?

1. Could buy spot today and invest GBP for 90 days.

2. Could wait and buy GBP in spot market in 90 days.

3. Hedging alternatives?

Forward market
Commitment to buy currency in 90 days at fixed price

90 day forward rate:  GBP1 = $_____


GBP1,000,000 = $_______

Futures market
Commitment to buy currency at maturity date (can trade contract at any time)

*standardized contract traded in specific location

*matures 3rd Wednesday of March, June, September, 
December

September futures  GBP1 = $.____

GBP1,000,000 = $_______

Options market
Right to buy (call) or sell (put) a given amount of currency at a fixed (strike) price on or before maturity

*standardized contract traded in specific location

Suppose we want upper bound on costs of $_______

Buy a September option with strike price of .___


option costs $.____ per pound, or $______

If price is greater than $.___ per GBP, will exercise option, otherwise will let option expire 

What do you do if you are the CFO making the hedge decision?

You know that the current spot rate is $____ and the 90 day forward rate is $____.  You don't know what the spot rate will be 90 days from now when you must settle the contract.

Suppose you hire 2 forecasting services to provide exchange rate forecasts.

Meiling forecasts the $/GBP at ____

Jalal forecasts the $/GBP at ____

If the actual spot rate in 90 days turns out to be ____, who gave you the better forecast?

