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Exchange-rate risk

• The impact of exchange rate changes on businesses

• The foreign exchange markets

• Exchange rates in the financial press

• Spot and forward rates

• Types of foreign exchange rate risk

Exchange rate risk - Achilleas Zapranis



What a difference a few percentage point 
moves on the exchange rate make
• European exchange rate mechanism (ERM)
• ‘Black Wednesday’, a 19 per cent decline
• In the four years following ‘Black Wednesday’
• 1996 and 2001 the pound rose against most currencies
• British Steel (Corus) cut thousands of jobs
• James Dyson announced in 2000 that he was planning to build a factory in East Asia
• The euro shot up against the pound over the period 2002 to 2010
• Heineken exporting beer to USA
• Next and JJB importing goods
• Taylor Wimpey debt in dollars
• Branston Pickle
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What a difference a few percentage point 
moves on the exchange rate make (continued)
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What a difference a few percentage point 
moves on the exchange rate make (continued)
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What a difference a few percentage point 
moves on the exchange rate make (continued)
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The effects of exchange rate 
changes
EXCHANGE RATE RISK
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The effects of exchange-rate changes

Shifts in ‘FOREX’ (FOReign EXchange, FX), can impact on various aspects 
of a firm’s activities:

• Income to be received from abroad
For example, if a UK firm has exported goods to Canada on six months’ credit 
terms, payable in Canadian dollars (C$), it is uncertain as to the number of 
pounds it will actually receive because the dollar could move against the pound 
in the intervening period 
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The effects of exchange-rate changes (continued)

• The amount actually paid for imports at some future date
o For example, a Japanese firm importing wood from the USA may have a 

liability to pay dollars a few months later

o The quantity of yen (¥) it will have to use to exchange for the dollars at that 
point in the future is uncertain at the time the deal is struck

o The price of UK clothing rose in 2010 partly as a result of the low sterling 
exchange rate vis-a-vis the US dollar – see next slide
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The effects of exchange rate changes (continued)
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The effects of exchange rate changes (continued)

• The valuation of foreign assets and liabilities
o In today’s globalised marketplace many firms own assets abroad and incur 

liabilities in foreign currencies 
o The value of these in home currency terms can change simply because of 

forex movements 
o For example, Sage’s debt rose over £100m in a three-month period because 

of exchange rate changes
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The effects of exchange rate changes (continued)
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The effects of exchange rate changes (continued)

• The long-term viability of foreign operations
o The long-term future returns of subsidiaries located in some countries can be 

enhanced by a favourable forex change 
oOn the other hand firms can be destroyed if they are operating in the wrong 

currency at the wrong time

• The acceptability or otherwise, of an overseas investment project
When evaluating the value creating potential of major new investments a firm 
must be aware that the likely future currency changes can have a significant 
effect on estimated NPV
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Volatility in foreign exchange
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Volatility in foreign exchange

• Next slides show the extent to which forex rates can move even over a 
period as short as a few weeks – 5 or 10 per cent point shifts are fairly 
common 
• In the mid-1970s a regime of (generally) floating exchange rates replaced 

the fixed exchange rate system which had been in place since the 1940s 
• Today most currencies fluctuate against each other, at least to some extent 
• If a UK firm holds dollars or assets denominated in dollars and the value of 

the dollar rises against the pound a forex profit is made 
• Conversely, should the pound rise relative to the dollar, a forex loss will be 

incurred 
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Volatility in foreign exchange (continued)

• Potential gains or losses can be very large 

• Between November 2005 and November 2007 the dollar depreciated 
by 20 per cent against the pound so you could have made a large gain 
by exchanging dollars and then holding sterling even before the 
money was put to use, say, earning interest 

• In other periods fluctuating forex rates may wipe out profits from a 
project, an export deal or a portfolio investment (for example, a 
pension fund buying foreign shares)
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Exchange-rate movements, US$ to £, 
November 2001–November 2011 (weekly)
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Exchange-rate movements, £ to euro, 
November 2001 to November 2011 
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Exchange-rate movements, US$ to euro, 
November 2001 to November 2011
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Foreign exchange markets
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The foreign exchange markets

• The function of the currency (forex) market is to facilitate the exchange of one currency 
into another

• In 1973 the equivalent of US$10bn was traded on average each day

• 1986 US$300bn, 1989 US$590bn, 1998 US$1,490bn

• In 2007 it was estimated at US$3,210bn, 2010 US$4,000bn

• London has 37 per cent share, followed by the USA (18 per cent)

• Total output of all the people in the UK in one day (GDP): amounts to around US$7bn

• In 2010 the euro entered on one side of 41 per cent of all foreign exchange transactions

• The dollar was on one side in 84 per cent of cases
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Who is trading?

• Exporters/importers

• Tourists or investors

• Fund managers (pensions, insurance companies, etc.)

• Governments (for example, to pay for activities abroad)

• Central banks (smoothing out fluctuations)

• Speculators or arbitrageurs

• Banks

• Dealers trading and acting as market makers

• Brokers buying and selling on behalf of clients

• Roughly one half of deals are still made over the telephone and later confirmed in writing

• Electronic platforms
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Who is trading? (continued)

• The first five groups account for only a small fraction of the 
transactions
• The big players are the large commercial banks and speculators, 

such as hedge funds
• In addition to dealing on behalf of customers, or acting as market 

makers, the banks carry out ‘proprietary’ transactions of their own in 
an attempt to make a profit by taking a position in the market – that 
is, speculating on future movements
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Who is trading? (continued)

• Companies and individuals usually obtain their foreign currencies 
from the banks 
• Foreign exchange interbank brokers often act as intermediaries 

between large buyers and sellers 
• They allow banks to trade anonymously, thus avoiding having the 

price move simply because of the revelation of the name of a bank in 
a transaction  
• Roughly one half of deals are still made over the telephone
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Twenty-four hour trading

• Dealing 24-hours
oDealing takes place on a 24-hour basis, with trading concentration moving 

from one major financial centre to another 
oMost trading occurs when both the European and New York markets are open 

– this is when it is afternoon in Frankfurt, Zurich and London and morning on 
the east coast of the Americas 

o Later the bulk of the trade passes to San Francisco and Los Angeles, followed 
by Sydney, Tokyo, Hong Kong and Singapore

o There are at least 40 other trading centres around the world in addition to 
these main ones  
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Twenty-four hour trading (continued)

• Banks are in the process of concentrating their dealers in three or 
four regional hubs
oMost banks are in the process of concentrating their dealers in three or four 

regional hubs  

o These typically include London as well as New York and two sites in Asia, 
where Tokyo, Hong Kong and Singapore are keen to establish their dominance  
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Twenty-four hour trading (continued)

• Herstatt risk
o The vast sums of money traded every working day across the world means that 

banks are exposed to the risk that they may irrevocably pay over currency to a 
counterparty before they receive another currency in return because settlement 
systems are operating in different time zones

o A bank could fail after receiving one leg of its foreign exchange trades but before 
paying the other leg

o This is called Herstatt risk after a German bank that failed in 1974 leaving the dollars 
that it owed on its foreign exchange deals unpaid

o Its failure caused panic and gridlock in the forex market, which took weeks to unravel
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Twenty-four hour trading (continued)

• CLS Bank (Continuous Linked Settlement)

oHerstatt’s failure caused panic and gridlock in the forex market, which took 
weeks to unravel

o Following this disaster, the major banks formed a new means of settlement, 
Continuous Linked Settlement, which began operating in 2002 

o The new entity, the CLS Bank, allows both legs of the trade to be paid 
simultaneously, eliminating the risk that one bank might fail in midstream
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Twenty-four hour trading (continued)

• Orderly schedule 
oUnder CLS payments are made by banks to an orderly schedule in a five-hour 

slot the day after the deal
o If a trade is not matched, it is returned to its originator, so there is no 

possibility of one party to the trade suffering loss due to the other party’s 
failure to settle
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Twenty-four hour trading (continued)

• Net values of the trades are settled
oA second major advantage of this system is that the net values of the trades 

are settled rather than the gross amount of trades 

o So if a bank sold $1 billion, but also bought $900 million the settlement is for 
only $100 million
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Foreign exchange rates
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Exchange rates

• An exchange rate is the price of one currency expressed in terms of another US$/£ : 1.57 or 
US$1.57/£

• Exchange rates are expressed in terms of the number of units of the first currency per single unit 
of the second currency

• Forex rates are normally given to five or six significant figures US$1.5675/£
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Exchange rate (continued)

• So if you wished to purchase US$1m the cost would be:

• If you wished to sell US$1m you would receive:
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$1,000,000
1.5673 = £638,040

$1,000,000
1.5677 = £637,877



Exchange rate (continued)

• The foreign exchange dealers are transacting with numerous buyers 
and sellers every day and they make a profit on the difference 
between the bid price and offer price (the bid/offer spread)  
• In the previous example if a dealer sold US$1m and bought US$1m 

with a bid/offer spread of 0.04 of a cent a profit of 
£638,040 – £637,877 = £163 

is made 
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Exchange rate (continued)
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The spot and forward exchange markets

There are two main forex markets

• The ‘spot’ market 
o In the spot market transactions take place which are to be settled quickly  

o Officially this is described as immediate delivery, but this usually takes place two 
business days after the deal is struck

• The ‘forward’ market 
o In the forward market a deal is arranged to exchange currencies at some future date 

at a price agreed now 

o The periods of time are generally one, three or six months, but it is possible to 
arrange an exchange of currencies at a predetermined rate many years from now  
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The spot and forward exchange markets 
(continued)

• Forward transactions represent about one-third to one-half of all forex 
deals

• There are many currencies, for which forward quotes are difficult to obtain

• Exotic currencies
o The so-called exotic currencies generally do not have forward rates quoted by 

dealers

o These are currencies for which there is little trading demand to support international 
business, etc

• Spot markets exist for most of the world’s currencies 
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FT forex quotes

• The Financial Times reports the previous day’s trading in the forex market

• The figures shown in the previous slide relate to dealing on 7 December 2011 

• By the time a newspaper reader receives the information in this table the rates have 
changed as the 24-hour markets follow the sun around the world

• However, FT.com and other websites provide much more up-to-the-minute  and 
detailed information  

• The prices shown under the pound columns in the previous slide are the middle price of 
the foreign currency in terms of £1 in London the previous afternoon

• For instance, the mid-price of £1 for immediate delivery is 1.5278 Australian dollar
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Covering in the forward market
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Covering in the forward market

• On 7 December 2011 a UK exporter sells goods to a customer in France invoiced at 
€5,000,000

• Payment is due three months later

• Spot rate of exchange at € 1.1706/£ : 

5.000.000/1.1706 = £4,271,314

• If sterling strengthens against the Euro: 

5.000.000/1.4 = £3,571,429

• The loss due to currency movement is: 

£4,271,314 − £3,571,429 = £699,885
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Covering in the forward market (continued)

• If sterling weakens to, say, €1.0/£ a currency gain is made : 
5.000.000/1 = £5,000,000

• The currency gain is: 
£5,000,000 − £4,271,314 = £728,686

• Cover in the forward market: 
5,000,000/1.1689 = £4,277,526

• Rather than run the risk of a possible loss on the currency side of the deal the exporter may  decide to cover 
in the forward market

• Under this arrangement the exporter promises to sell €5,000,000 against sterling in three months (the 
agreement is made on 7 December for delivery of currency in Μarch)

• The forward rate available on 7 December is €1.1689/£
• This forward contract means that the exporter will receive £4,277,526 in Μarch regardless of the way in 

which spot exchange rates move over the three months
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Covering in the forward market (continued)
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Covering in the forward market (continued)

• From the outset (in December) the exporter knew the amount to be 
received in Μarch (assuming away counterparty risk)

• It might, with hindsight, have been better not to use the forward 
market but to exchange the euro in Μarch at a spot rate of, say, €1/£ 

• This would have resulted in a larger income for the firm
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Covering in the forward market (continued)

• But there was uncertainty about the spot rate in march when the 
export took place in December 
• If the spot rate in march had turned out to be €1.4/£ the exporter 

would have made much less
• Covering in the forward market is a form of insurance which leads to 

greater certainty – and certainty has a value 
• For many companies it is vital that they have this certainty about  

income and expenditure; they cannot afford to leave things and hope 
they will turn out satisfactorily 
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Types of foreign exchange risk
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Types of foreign exchange risk

• Transaction risk
• Translation risk
• Economic risk
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Types of foreign exchange risk – Transaction 
risk
• Transaction risk

The risk that transactions already entered into, or for which the firm is likely to have a 
commitment in a foreign currency, will have a variable value in the home currency 
because of exchange-rate movements
o Imports or exports 

A commitment in a foreign currency, will have a variable value in the home currency because of exchange-rate 
movements

o Invest abroad 
Opening a new office or manufacturing plant: If the costs of construction are paid for over a period the firm may 
be exchanging the home currency for the foreign currency to make the payments. The amounts of the home 
currency required are uncertain if the exchange rate is subject to rate shifts. Also the cash inflows back to the 
parent are subject to exchange-rate risk

o Borrow in a foreign currency 
When companies borrow in a foreign currency, committing themselves to regular interest and principal payments 
in that currency, they are exposed to forex risk
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Types of foreign exchange risk – Translation 
risk
• Translation risk

o Translation risk arises because financial data denominated in one currency are then 
expressed in terms of another currency

o The financial statements of overseas business units are usually translated into the home 
currency in order that they might be consolidated with the group’s financial statements -
Income, expenses, assets and liabilities have to be re-expressed in terms of the home 
currency

o It is translation and not the conversion of real money from one currency to another.

o If exchange rates were stable, comparing subsidiary performance and asset position would 
be straightforward 
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Types of foreign exchange risk – Translation 
risk (continued)

oHowever, if exchange rates move significantly the results can be severely 
distorted

oGlaxoSmithKline, the UK-based pharmaceutical company found that even 
though overseas earnings rose in local currency terms, when the figures were 
translated into sterling a fall in profits was reported 

o This was mainly because sterling rose against the dollar – see next slide
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Types of foreign exchange risk – Translation 
risk (continued)
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Types of foreign exchange risk – Translation 
risk (continue)
There are two elements to translation risk:

1. The balance sheet effect 
o Assets and liabilities denominated in a foreign currency can fluctuate in value in home-

currency terms with forex-market changes 
o If a UK company acquires A$1,000,000 of assets in Australia when the rate of exchange is 

A$2.2/£ this can go into the UK group’s accounts at a value of £454,545
o If, over the course of the next year, the Australian dollar falls against sterling to A$2.7/£, 

when the consolidated accounts are drawn up and the asset is translated at the current 
exchange rate at the end of the year it is valued at only £370,370 (1,000,000/2.7), a ‘loss’ of 
£84,175

o And yet the asset has not changed in value in A$ terms one jot - These ‘losses’ are normally 
dealt with through balance sheet reserves
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Types of foreign exchange risk – Translation 
risk (continued)

2. The profit and loss account effect 
o Currency changes can have an adverse impact on the group’s profits because of the 

translation of foreign subsidiaries’ profits 
o This often occurs even though the subsidiaries’ managers are performing well and increasing 

profit in terms of the currency in which they operate, as the case of GSK (see relative slide) 
indicates
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Types of foreign exchange risk – Economic risk

• Economic risk
oA company’s economic value may decline as a result of forex movements 

causing a loss in competitive strength

o The worth of a company is the discounted cash flows payable to the owners 

o It is possible that a shift in exchange rates can reduce the cash flows of foreign 
subsidiaries and homebased production far into the future (and not just 
affect the near future cash flows as in transaction exposure)
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Types of foreign exchange risk – Economic risk 
(continued)

There are two ways in which competitive position can be undermined 
by forex changes:  

• Directly
If your firm’s home currency strengthens then foreign competitors are able to 
gain sales and profits at your expense because your products are more 
expensive (or you have reduced margins) in the eyes of customers both abroad 
and at home
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Types of foreign exchange risk – Economic risk 
(continued)

• Indirectly
o Even if your home currency does not move adversely vis-à-vis your customer’s 

currency you can lose competitive position
o For example suppose a South African firm is selling into Hong Kong and its 

main competitor is a New Zealand firm - if the New Zealand dollar weakens  
against the Hong Kong dollar the South African firm has lost some competitive 
position  

oAnother indirect effect occurs even for firms which are entirely domestically 
oriented

o For example, the cafés and shops surrounding a large export-oriented 
manufacturing plant may be severely affected by the closure of the factory 
due to an adverse forex movement 
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Economic risk can badly damage a business
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Economic risk can badly damage a business 
(continued)
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