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Sources of Foreign Currency Risk

Managing Foreign Currency Risk

•Multinational firms are engaged in a broad variety of global activities:

Foreign sales

Foreign inputs (costs)

Foreign production

Foreign competition

Foreign investments (i.e., overseas subsidiaries)

Foreign currency debt

• Each of these activities represents a potential channel through which currency fluctuations 
might affect firm performance



Consequences of Currency Risk

Managing Foreign Currency Risk

Firms are exposed economically to foreign currency risk in many different ways, including:

Direct effects of currency movement on the USD values of non‐USD sales revenues, expenses 
and ultimately cash flows.

Direct effects of currency movements on the USD value of non‐USD assets

Indirect effects of currency movements on a firms competitive position, sales volumes, 
revenues and ultimately cash flows.

78.00

79.00

80.00

81.00

82.00

83.00

84.00

2/22/11 2/25/11 2/28/11 3/3/11 3/6/11 3/9/11 3/12/11 3/15/11 3/18/11 3/21/11

This chart illustrates the 
dramatic and volatile 
movement in the JPY 
against the USD in the days 
after the earthquake.

It represents a 7% 
appreciation of the 
currency – why did it 
strengthen?



Keys to an Effective Risk Management Policy

Managing Foreign Currency Risk 

•A formal, FX Risk Management Policy provides a solid foundation for the management of 
currency exposure.

• The policy should:

Contain a concise statement of the risk management goal

Identify the types of exposures to be managed

Describe the hedge techniques and products that may be used 

Outline the process for determining specific exposures to be hedged and strategies to be 
employed

Summarize the process for monitoring performance of strategies

Specific Objectives

Eliminate FX Gains/Losses

Optimize the USD value of cash/budget

Minimize the Cost of Hedging

Minimize Deviations to Budget
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Managing Foreign Currency Risk

Exposure
Identification

Exposure
Quantification

Hedge EvaluationHedge Decision

• Foreign Payables

• Foreign Receivables

• Cross‐border 
acquisitions or 
divestitures

• Repatriation of 
foreign funds

• Inter‐company cash 
flows

• Foreign debt

• Sensitivity Analysis
(Value‐at‐Risk)

• Scenario Analysis

• Other methods

Analysis of Accounting 
and Economic impact 
on the financial 
statements

• Type of hedge

• Forward

• Swaps

• Options

• Option Structures

• Natural or operational 
hedges

• Performance against 
a benchmark (e.g., 
budget rate)

• Effectiveness testing

Review and 
Formulate FX 

Policy

The Risk Management Cycle



Topical FX Issues

• Appreciation of the RMB

• USD vs. Local Currency Decision

• Sharing Agreements

• Emerging Markets 

• Japan:   Earthquake, Fiscal Year‐End and Intervention

Managing Foreign Currency Risk



Managing Foreign Currency Risk

Questions?



Appendix:
Foreign Exchange Products



Foreign Exchange Products

A legally binding agreement to sell one currency and buy another for standard delivery, known as the Value Date.

Value Date

Typically the second business day

Value/Settlement day change at 5:00pm EST

Settlement

Involves the delivery of currencies to banks in each of the two countries

Valid value dates exclude bank holidays in either country

T T + 2 days

TODAY SPOT

Spot Transactions



A contract (obligation) to buy or sell one currency against another currency with a fixed notional, a fixed price, and a fixed 

value date.

Forwards eliminates exposure to FX rate movements, both unfavorable and favorable.

Example:

Company XYZ imports raw materials from Europe and needs to pay a vendor EUR 500,000 in six months. Wanting to lock in 

their costs, they enter into a six month forward contract to buy 500,000 euro and sell $767,750 at a rate of 1.5355 (1.5500 

spot and ‐145 fwd pts).

Need to be certain of notional and date of payment.

They are locked into this rate regardless of what the spot market does.

In six months time they will pay USD and receive EUR.

They have use of funds until the settlement date.

An FX Credit Facility is required to enter into a forward contract.

If they are unable to meet contract requirements, forward contract may be cash settled or rolled to a future date –

both at prevailing market rates. This could result in either a gain or loss for the Company.

SPOT
Spot +/‐ FRWD PTS

FORWARD

T T + 2 days T + 6 months

TODAY

Foreign Exchange Products

Forward Contracts



The same as a Forward except that all or part of the notional can be “drawn down” from the contract at any time during a 

window of time.

Example:

Company XYZ imports raw materials from Europe and needs to pay a vendor EUR 500,000 in three to six months. Wanting 

to lock in their costs, they enter into a window forward contract to buy 500,000 euro, available to them anytime after three 

months from trade date up to six months from trade date.

Provides flexibility for when payment date is uncertain.

May draw down entire notional or in portions throughout window timeframe.

They are locked into this rate regardless of what the spot market does.

If they are unable to meet contract requirements, forward contract may be cash settled or rolled to a future date –

both at prevailing market rates. This could result in either a gain or loss for Company.

Accounting efficient – the same rate is applied for multiple transactions.

SPOT

T + 2 days

SPOT

T + (3 ‐ 6 months)

TODAY

T

WINDOW
FORWARD

Foreign Exchange Products

Window Forward Contracts



Foreign Exchange Products

What is an NDF?

Non Deliverable Forward (NDF): ‘net cash settled’ contracts.

Contrary to deliverable forwards, there is NO physical exchange (delivery) of the principal amounts in a NDF 

transaction; it is cash net settled.

Principal amount (notional), contract (forward) rate, maturity date, rate fixing & settlement methodology are agreed at the 

time of the transaction.

When to use them?

Demand for NDFs arises due to regulatory issues, liquidity and risk in underlying currencies.

Regulatory issues (absence of a local forward market due to exchange regulations, only restricted onshore vs. offshore 

trading) 

Limited local liquidity 

Risk implications with local counterparties

Risk is limited to market risk & fixing risk

Settlement constraints due to non available local accounts 

Non‐Deliverable Forward (NDF)



Foreign Exchange Products

An option gives the buyer the right, but not the obligation, to buy or sell a predetermined amount of one currency for 

another currency at a pre‐specified rate at or before an agreed upon point in the future.

An option gives the seller the obligation to perform the terms of the option should the buyer decide to exercise the option.

Unlike forwards, options enable users to participate in favorable currency price movements while still providing downside 

protection.

Two types of options:

Call options ‐ A call provides the right, but not the obligation, to buy the underlying currency.

Put option ‐ A put provides the right, but not the obligation, to sell the underlying currency.

Using simple purchased currency option strategies to hedge currency exposure is analogous to purchasing insurance.

Paying premiums up‐front may seem onerous at first, but it is well worth the cost when a catastrophic even occurs that 

would otherwise cause a serious fiscal loss if the insurance was not present.

Can buy and sell options to create combination strategies with different risk management characteristics and pricing/cost 

profiles.

Options
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Disclaimer

Disclaimer
“Bank of America Merrill Lynch” is the marketing name for the global banking and global markets businesses of Bank of America Corporation.  Lending, derivatives, and other commercial banking 
activities are performed globally by banking affiliates of Bank of America Corporation, including Bank of America, N.A., member FDIC.  Securities, strategic advisory, and other investment banking 
activities are performed globally by investment banking affiliates of Bank of America Corporation (“Investment Banking Affiliates”), including, in the United States, Banc of America Securities LLC 
and Merrill Lynch, Pierce, Fenner & Smith Incorporated, which are both registered broker-dealers and members of FINRA and SIPC, and, in other jurisdictions, locally registered entities. 

Investment products offered by Investment Banking Affiliates:  Are Not FDIC Insured * May Lose Value * Are Not Bank Guaranteed.

These materials have been prepared by one or more subsidiaries of Bank of America Corporation for the client or potential client to whom such materials are directly addressed and delivered (the 
“Company”) in connection with an actual or potential mandate or engagement and may not be used or relied upon for any purpose other than as specifically contemplated by a written agreement 
with us.  These materials are based on information provided by or on behalf of the Company and/or other potential transaction participants, from public sources or otherwise reviewed by us.  We
assume no responsibility for independent investigation or verification of such information (including, without limitation, data from third party suppliers) and have relied on such information being 
complete and accurate in all material respects.  To the extent such information includes estimates and forecasts of future financial performance prepared by or reviewed with the managements of the 
Company and/or other potential transaction participants or obtained from public sources, we have assumed that such estimates and forecasts have been reasonably prepared on bases reflecting the
best currently available estimates and judgments of such managements (or, with respect to estimates and forecasts obtained from public sources, represent reasonable estimates).  No representation or 
warranty, express or implied, is made as to the accuracy or completeness of such information and nothing contained herein is, or shall be relied upon as, a representation, whether as to the past, the 
present or the future.  These materials were designed for use by specific persons familiar with the business and affairs of the Company and are being furnished and should be considered only in
connection with other information, oral or written, being provided by us in connection herewith.  These materials are not intended to provide the sole basis for evaluating, and should not be 
considered a recommendation with respect to, any transaction or other matter.  These materials do not constitute an offer or solicitation to sell or purchase any securities and are not a commitment by 
Bank of America Corporation or any of its affiliates to provide or arrange any financing for any transaction or to purchase any security in connection therewith.  These materials are for discussion 
purposes only and are subject to our review and assessment from a legal, compliance, accounting policy and risk perspective, as appropriate, following our discussion with the Company.  We assume 
no obligation to update or otherwise revise these materials.  These materials have not been prepared with a view toward public disclosure under applicable securities laws or otherwise, are intended 
for the benefit and use of the Company, and may not be reproduced, disseminated, quoted or referred to, in whole or in part, without our prior written consent.  These materials may not reflect
information known to other professionals in other business areas of Bank of America Corporation and its affiliates.

Bank of America Corporation and its affiliates (collectively, the “BAC Group”) comprise a full service securities firm and commercial bank engaged in securities, commodities and derivatives trading, 
foreign exchange and other brokerage activities, and principal investing as well as providing investment, corporate and private banking, asset and investment management, financing and strategic 
advisory services and other commercial services and products to a wide range of corporations, governments and individuals, domestically and offshore, from which conflicting interests or duties, or a 
perception thereof, may arise.  In the ordinary course of these activities, parts of the BAC Group at any time may invest on a principal basis or manage funds that invest, make or hold long or short 
positions, finance positions or trade or otherwise effect transactions, for their own accounts or the accounts of customers, in debt, equity or other securities or financial instruments (including 
derivatives, bank loans or other obligations) of the Company, potential counterparties or any other company that may be involved in a transaction.  Products and services that may be referenced in the 
accompanying materials may be provided through one or more affiliates of Bank of America Corporation.  We have adopted policies and guidelines designed to preserve the independence of our 
research analysts.  These policies prohibit employees from offering research coverage, a favorable research rating or a specific price target or offering to change a research rating or price target as 
consideration for or an inducement to obtain business or other compensation.  We are required to obtain, verify and record certain information that identifies the Company, which information 
includes the name and address of the Company and other information that will allow us to identify the Company in accordance, as applicable, with the USA Patriot Act (Title III of Pub. L. 107-56 
(signed into law October 26, 2001)) and such other laws, rules and regulations as applicable within and outside the United States.

We do not provide legal, compliance, tax or accounting advice.  Accordingly, any statements contained herein as to tax matters were neither written nor intended by us to be used and cannot be 
used by any taxpayer for the purpose of avoiding tax penalties that may be imposed on such taxpayer. If any person uses or refers to any such tax statement in promoting, marketing or 
recommending a partnership or other entity, investment plan or arrangement to any taxpayer, then the statement expressed herein is being delivered to support the promotion or marketing of 
the transaction or matter addressed and the recipient should seek advice based on its particular circumstances from an independent tax advisor.  Notwithstanding anything that may appear 
herein or in other materials to the contrary, the Company shall be permitted to disclose the tax treatment and tax structure of a transaction (including any materials, opinions or analyses relating 
to such tax treatment or tax structure, but without disclosure of identifying information or, except to the extent relating to such tax structure or tax treatment, any nonpublic commercial or 
financial information) on and after the earliest to occur of the date of (i) public announcement of discussions relating to such transaction, (ii) public announcement of such transaction or (iii) 
execution of a definitive agreement (with or without conditions) to enter into such transaction; provided, however, that if such transaction is not consummated for any reason, the provisions of 
this sentence shall cease to apply.  Copyright 2009 Bank of America Corporation.


