Lesson Notes: Foreign Exchange Rates and Risk Mitigation

1. Factors Affecting Foreign Exchange Rates:

Definition:

Foreign exchange rates represent the value of one currency in terms of another
and are influenced by various factors.

Key Factors:

1.

W

Interest Rates: Higher interest rates in a country attract foreign capital,
increasing demand for its currency.

Economic Indicators: GDP growth, employment rates, and trade balances impact
currency values.

Political Stability: Stable political environments contribute to currency strength.
Inflation Rates: Low inflation rates enhance a currency's purchasing power.
Market Speculation: Trader sentiment and speculation influence short-term
fluctuations.

Impact on Exchange Rates:

Understanding these factors helps predict currency movements and make
informed financial decisions.




2. Converting International Currencies into Canadian Dollars:
Foreign Exchange Markets:

e Foreign exchange (forex) markets facilitate currency conversion.
Conversion Process:

Currency Pairs: Currencies are traded in pairs, e.g., USD/CAD.

Exchange Rates: Rates indicate how much of one currency is needed to buy
another.

Bid and Ask Prices: Bid (buy) and ask (sell) prices determine transaction costs.
Execution of Trades: Traders use forex platforms or financial institutions for
conversions.

Example:

e |f the USD/CAD exchange rate is 1.30, it takes 1.30 Canadian dollars to buy 1 US
dollar.




3. Mitigating Foreign Exchange Risk:
Risk Management Strategies:

Forward Contracts: Agreeing to a future exchange rate to hedge against
fluctuations.

e Explanation: A forward contract is an agreement between two parties to
exchange currencies at a future date and a specified exchange rate. This allows
businesses to lock in a predetermined exchange rate, providing protection
against potential currency fluctuations.

e Example: A U.S. company expecting payment in Euros in three months can enter
into a forward contract to sell Euros and lock in the current exchange rate,
ensuring a fixed amount in USD when the payment is received.

Options Contracts: Purchasing the right to exchange currencies at a specified
rate.

Explanation: Options contracts give the holder the right, but not the obligation, to
buy or sell currencies at a predetermined exchange rate before or at the
expiration date. Businesses can purchase options to hedge against adverse
currency movements while retaining the flexibility to benefit from favorable
movements.

Example: A Canadian company can buy a call option on USD to protect against
the risk of the Canadian Dollar depreciating. If the exchange rate moves
unfavorably, the company can exercise the option to buy USD at the
predetermined rate.



Natural Hedging: Matching revenues and expenses in the same currency.

Explanation: Natural hedging involves aligning revenues and expenses in the
same currency, reducing exposure to currency risk. This is achieved by
conducting business operations in the currency of the primary market.

Example: A Japanese company exporting goods to the U.S. may negotiate
contracts in Japanese Yen to match its revenue and expense currencies,
minimizing the impact of exchange rate fluctuations.

Conclusion:

e Understanding factors influencing foreign exchange rates, the currency
conversion process, and risk mitigation strategies is crucial for businesses and
investors engaged in international transactions. It enables informed
decision-making and helps navigate the dynamic landscape of global finance.



