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‣ As discussed in previous weeks, derivatives like options and futures are used to hedge risks


‣ A hedge is a strategy that seeks to limit risk exposures in financial assets.


‣ Hedging is the practice of taking a position in one market to offset and balance against the risk adopted 
by assuming a position in a contrary or opposing market or investment. The word hedge is from Old 
English hecg, originally any fence, living or artificial. The first known use of the word as a verb meaning 
'dodge, evade' dates from the 1590s; that of 'insure oneself against loss,' as in a bet, is from the 1670s.
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Hedging



‣ A currency forward contract is a contract that sets the exchange rate in advance. By entering 
into a currency forward contract, a firm can lock in an exchange rate in advance and reduce or 
eliminate its exposure to fluctuations in a currency’s value.
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Hedging 1: Future Contracts



‣ A strategy used to lock in the future cost of an asset by buying the asset for cash today and 
“carrying” it until a future date. For the exchange currency, we borrow cash that we then invest 
(carry) in the future.


‣ Cash-and-carry strategy are often used by large banks as they can easily borrow at a very low 
transaction cost, but companies find the forward contracts much easier and, in some cases, more 
economical.

‣
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Hedging 2: Cash-and-Carry



‣ A firm that will need euros in one year can buy a call option on the euro, giving it the right to 
buy euros at a maximum price, while also being able to enjoy the premium if euro becomes 
weaker.


‣ If the firm hedges with a forward contract, it locks in the cost of euros at the forward exchange 
rate, and the firm’s cost is fixed. 

‣ If the firm hedges with options, it puts a cap on its potential cost, but it will benefit if the euro 
depreciates in value.
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Hedging 3: Option Contracts
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Covered Interest Rate Parity 



‣ Recall that


‣ NPV, Net present value, is a measure of “is it a good deal?”


‣ When talking about international trade, the discount rate has one more layer of complexity: currency 
exchange rate
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NPV, WACC, and Valuation



‣ WACC: weighted average cost of capital


‣ Essentially, a generalization of all the costs
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NPV, WACC, and Valuation
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NPV, WACC, and Valuation
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