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Fluctuating Value of the Yuan

Ives Chi -
elgn Exchange Risk : INeése Business a Lesson

Se

“' 018 the Chinese currency, the yuan, fluctuated significantly in value against the US.

2se [ »!L lnesses an object lesson in the Importance of managing for foreign exchange risk.
ugh to December 2016, the value of the yuan in dollars depreciated by 12 percent
6 95 to the dollar. This depreciation was triggered by a slowdown in the Chinese

n outflow of capital from China. Even though the Chinese government spent heav-
Value of the yuan, using $1.5 trillion of dollar-denominated foreign exchange
%’ they could not halt the decline in its value against the dollar.

eln the yuan boosted exports, it also resulted in an unanticipated increase in the
which raised costs for a number of Chinese companies. About 980 listed Chinese
ned foreign-exchange losses of 48.7 billion yuan in 2015, almost 13 times higher
compiled by Bloomberg. Hardest hit were Chinese airlines, many of which
W s pald for in dollars. As the cost of fuel in terms of yuan went up, their profits
ne sector registered foreign exchange losses of 17.9 billion yuan for 2015,

'The big three state-owned airlines—China Southern Airlines Co,
Chlna | td—suffered 15.85 billion yuan in foreign-exchange currency
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January 2017 and April 2018 the yuan appreciated in value by 10
m 695 to the dollar to 6.27 to the dollar. The appreciation was due
to stronger growth in China and the election of Donald Trump In

5 have reduced the confidence that foreign investors had in the

f capltal as they sought to diversity their holdings of foreign
itar members of the Trump administration made statements

]ne since that boosted U.S. exports.

Bqainst the doliar from January 201 |
anllars, such as aviation fuel. Thus Alr

eenback can boost \ts

7 onward reduced the

i d goocls priced In
nt aain in the YJan a gainst the gr

to reaictions in the cost of aviation fuel. |
ed the dollar price of Chinese exports. Many export-

ry 2018, Guangdong Goworld, a supplier 10 Apple,
lmated foreign exchange 1055 of 45 million yuan
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s, said that even as the

od millions of yuan in foreigp,
rices for Its vitamins in 2016
nslated back into yuan

y set up a team to discyg
s to try 10 minimjza

12018; Xie Yu, “Chinese Compames

eel the

. 0 A Bite of a Stronger Yuan,” Glohg|

the Chinese enterprises discussed in the Opening
: oy of currencies on the foreign exchange market. Ag g
 during 2015 and 2016, the profits of big Chir

t, as the yuan appreciated n value againg

rofits hurt by foreign exchange losses

K : market can have a fundamepty

P Ac cordingly, it is very 1mportant for managers (g
Se. at the impact of changes 1n currency exchange
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f three that deal with the internat jonal mone
ipter 11 explores the 1n stitutional ‘iﬂ ucture of the international monetary system.
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[ oreign exchange market 1s a market f T COT g the currency of one country 1nt0 thal
ther country. An exchange rate 1s simply f{jﬁat which one currency 1S converted 100
i, 0V 004 USes L6 Jorelgn "g‘e market to convert the dollars it e

1 the United States inta Ta & fOI'Cign exchange markel,
ynal investment on scale that we see t()day WOllld be 1mpo>

0 barter. The foreign exchan e market is the |ubricant ¥

se different encies ‘o trade with each othef-Some
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e . qal MmO o , Database of " to gain acce
i"terna:;gnal Business Statistics (DIBS) includes time-series data ZttUC:egts have free access tosé‘tgsthea:\dBSDc‘i;tsabase rt\)ghtfnowc;i
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| exchange market is to provide some insurance against the risks

a r\:- In exchange rates, commonly referred to as foreign exchange

ange market offers some insurance against foreign exchange risk,

[ nce. It 1s not unusual for international businesses to suffer

ipredicted changes in exchange rates. Currency fluctuations can

ade and investment deals unprofitable, and vice versa.

Sking at the functions and the form of the foreign exchange mar-

% "'bng spot exchanges, forward exchanges, and currency swaps.
“determine exchange rates. We also look at how foreign trade 1s

“y cannot be exchanged for other currencies, that is, when its

pter closes with a discussion of these things in terms of their
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Describe the functions of the foreign
exchange market.

Zoreign Exchange Market

3in unctions. The first is to convert the currency of
he sccond is to provide some insurance against

I | | 1 ' ange risk
ances of unpredictable changes 1n exchange rates.”  foreign exchang

The risk that changes in exchange rates
will hurt the profitability of a business

untry has a currency in which the prices of geal
e - ($); in Great Britain, the
Mtes, it is the dollar ()3

B bers of the euro zone, it is (he euro (€); In
one must use

Brders of a particular country,
re ir. Edinburgh, Scotland, and use
d as legal tender 1n

n go to a bank and

) a Sio
& are not recognize
dteiy, the tourist €2
i 1

, | ¢
Eparticipating ir: the fore1eh e);char%%r
B verts one currency 1nto juoe The

B o buys 1.07 US. dollars.

s and services 1n different coun-

2in Edinburgh may find that ?t}e
2 in (he United States. IS this a
G $1.25 (i.e', 1 Bl‘ltlSh
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the 1ncomec it recelves from
licensing agreements With

. og, To use those funds 1n its hope

¢ them tO ‘ts home country’s currency,
.ts whisky to the United States. Tj.
cannot be spent in Grey,

. Similarly, Toyota sells i
he U.S. dollars it recejyeg

foreign exchange markets when they
services 1n 1ts country’s

onents for its computers

.. companies must be paid in Malaysiqy'
onvert money from dollars into ringgi t,

1so use foreign exchange markets whep
invest for short terms 1N money markets

y that has $10 million it wants to invest
¢ can earn on these funds in the United

ay be 2 percent. [nvesting in a South Korean money Iaarket account,
n 6 percent. Thus, the company may change its $10 million

' 3’* rean won and invest it 1n South Korea. Note, however, that the rate of
>stment depends not only on the Korean interest rate but also on the

f the '?o ‘ean won against the dollar in the intervening period.
jon is the ourth use of foreign exchange markets. Currency speculation
. short- ";;,‘""g“m ovement of funds from one currency to another in the hopes of

’hf in f‘vqmnze  rates. Consider again a U.S. company with $10 million to mvest
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LUl el b m( m,_\ m m«{.-e;:?. Suppose the Ys)ma . suspects that the U.S. dollar 1s overvalued against the
ww” 4: fw , the J mpan) y eXpE cts the value of the dollar to depreciate (fall) against that
of the yen. Imagine the curren Mn f‘*;@- exchange rate is $1 = ¥120. The company exchanges 1s
iving ¥1.2 bi ,mﬁu ($10 million X 120 = ¥1.2 billion). Over the next three
agamst the yen until $1 = ¥100. Now the company
and finds that it has $12 million. The company has
ti on in three months on an initial investment of $10
ld beware for speculation by definition 1s a Very
e what will happen to exchange rates. While 2
n about future currency movements turns out (€
1L tturns out to be wrong.
| *n in recerit vears is known as the carry
cy where inferest rates are low and then
Iest rates are high.” For example, it the

ird, intern ational businesses d
a.ﬁ ave spare cash that they wish to
o h example consider a U.S. compai
" £r three months. The best interest rate 1
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terest rate on deposits 10 Americal

yen convert the money into U>
ke a 5 percent margin by doing 5%
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wﬂl be no adverse moveme ent



Understand what is meant by spot
exchange rates.

3 FXC har ge Rates Whent |
\ xcharn WO parties a
. odiately, the transaction 18 refe : A H !
mil 1d4LClys rred rency an
. epot’’ trades are referred to as sptc())t 5 ahspot aspanes, EXChang)é raise e
ange rates. The spot exchange ;g'ate 1S l&g
e spot exchange rate

-h a foreign exchange dealer converts one currency i
Cy 1nto another currency on a particu-  'he exchange rate at wh
at which a foreign
exchange dealer will convert one
currency into another that particular day.

-

“hus, when our U.S. tourist in Edinbu
- exchange rate 1s th gh goes to a bank to convert her d i
xchange rate 15 the spot rate for that day. er dollars into
-hange rates are reported on a real-time basi - -
B two ways: as th SiS On many financial websites. An exchange
‘be quoted 1 ys: as the amount of foreign currency one U.S - :
R Mg y one U.S. dollar will buy or as
ollar ne unit of foreign currency. Thus, on February 6, 2016, at 12:30 p.m
o 11 dOII?tr bought €9.93, and 1.eur0 bought $1.08. o
. . dy,.o en on a minute-by-minute basis (although the magnitude of
such st ort periods 18 usually small). The value of a currency is determined by the
tween the demand and supply of that currency relative to the demand and supply of
people want U.S. dollars and dollars are in short supply,
ant B pounds are in plentiful supply, the spot exchange rate for
S i ”_punds will change. The dollar 1s likely to appreciate against the pound
spreciate against the dollar). Imagine the spol exchange rate is £1 = $1.25
5 the day progresses, dealers demand more dollars and fewer pounds.

spot exchange rate might be £1 = $1.23. Each pound now buys fewer
day. The dollar has appreciated, and the pound has depreciated.

4

o5 can be problematic for an @ L0103
Recognize the role that forward

h-end cameras from Japan \ .
- : exchange rates piay in insuring
d shlpment arrives. The against foreign exchange fisk.

S Changes in spot exchange rat
ple, a U.S. company that imports hig

11 1€ guer the next 30 days,

5% - il lj \s ,
g y :{‘“,’l\ " __‘___, ) 3

5% the iraporter Will still have

eras that wowid be equivalent

exchange current

i ch future transactions are
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Action with a foreign exchap !
more than $1.818 for each Cam.
camera (52,000 — $1,818)
d change in the d()l]ar/y

per .

M)

€.
30-day forward rate ($1 = ¥119

ign exchange Marke
At $1 bought more yen with g Spot

n exchange dealers expecteq the

this occurs, We say the dollar ig Sening
ess than on the spot market). Of Course,
Late were §1 = ¥1501or example, g

¢ exchange. In such a casg, WE sy the

¢ This reflects the foreign eXchange

yen over the next 39 days.

1t 1S taking out Insurance againg

4 transaction unprofitable by the
routinely enter into forwarg
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been a great strategy for Embraer because the com-
locked in the rate at which sales made in dollars were

exchanged back Into reals. Unfortunately for Embraer, as the global
tinancial crisis unfolded in 2008, investors fled to the dollar, which they
viewed as a safe haven, and the real depreciated against the dollar.

_ RS this would have
‘aer anag uie O y ¢ ) L 11€ pany COU'd haVe
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o e
od steadily i

: 0005 when the  Between August 2008 and November 2008, the value of the real fell by

Jnualinflation almost 40 percent against the dollar. But for the hedging, this deprecia-
olicies that tic é'"'," ould have actually increased Embraer’s revenues in reals.
rresulted in m however. had locked itself into a much higher real/dollar
May 2004, . rate, and the company was forced to take a $121 million loss
50.¢ z essentially a bad currency bet.

se the shock of 2008, Embraer has cut back on currency hedging,
ost of its dollar sales and purchases are not hedged. This makes
raer's sales revenues very sensitive to the real/dollar exchange
2010, the Brazilian real was once more appreciating agains
pressured Embraer’s revenues. By 2012, hQW-

azilian economy was stagnating, while inflation was starting

3ain. This led to a sustained fall in the value of the 1€3.

teal = $0.644 in July 2011 to 1 real = $0.32 DY

4 ( '_.;,\r_.eciation of 50 reicent. Wnat was bad for the

OWever, was good fo Embraer, whose stock price

drice since Febriiary 2008 on speculation that

‘;ld lead to & boost in Embraer’s revenue
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et KNOWN as currency swaps.
A currency swap 1S the simult

currency swap

Simultaneaus purchase and sale of a
given amount of fareign exchange for

common kind two ditferent value dates

aptoF .;mputers in the United States, but the s - Imagine Appl
g laptops 1n Japan. So, like many | ey
[magine Apple needs to change $1 milli
that 1in 90 days it will be
] m laptops. It will want to con
today’s spot exchange rate is $1 = ¥120 and
110. Apple sells $1 million to its bank in return foil ;1;1)6 Rt nge it
f‘ At the same time, Apple enters into a 90-da Ifmlhon. Rl AERISISREPEL IS
T CO ? ¥120 million into dollars. Thus, in 90 daysyA Of;NaI‘(%lexcha.n e WiFh 'itS
11ic f,110 — $1.09 million). Because the yen is trading asg ;Z%K:?ﬁ?gg crin s
ends up with more dollars than it started with (although the o;pos?lteaicflolil s
~C Swap d.eal is just like a conventional forward deal in one important respect: It \;‘S:‘?‘r:\'a:é:?:et;rz\?fe;?::‘“?ha\
s Apple to insure itself against foreign exchange risk. By engaging in a swap, Apple R susices ConrecteuECies
JZO million payment it will receive in 90 days will yield $1.09 million. ?:;Er??:gizmﬁgﬁom for help
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lature of the Foreign Exchange Market

h It is a global network of banks,
communications systems. When
ugh their own banks rather than
n growing at a rapid pace,
nvestment (see Chapter 1).
ng was about $200 billion
4 hit $5.1 trillion a day.”
w York (18 percent of
of activity).” Major

‘har ge market ‘s not located in any one place.
ange dealers connected by electronic

, ,,, _currencies, they typically go thro

The foreign exchange market has bee
 in the volume of cross-border trade and 1
tal value of global foreign exchange tradi
ast date for which we have solid data, it ha
are London (37 percent of activity); Ne
thd Singapore (all with around 5 (0 6 pereet
Frankfurt, Paris, Hong Kong, and Sydney.
o exchange market is du (o both history and geography. AS the
ndon had become the world’s largest

ndustrial trading nation, Lo g i .
R of the nineteenth century, position 1t has retained.
f;- Tokyo and Singapore O the a:—:asF and New YOfk to the WT(S;
the East Asian and New York markets. pue tO.\he pal ?C%lt;\e
ﬁ on after Tokyo closes for the i ght and 18 still open or th
o o hawever, as 0 how

5
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differed 1n [_.ondon and New York
hat to purchase ¥125 million, gy,

S 7. the transaction
arbitrage Y d take [.ondon, where Woul(

Y . . I j
The purchase of securities in 0N€ ma"f‘;t W ] O it of $41 ,666 on the transaction. If al]
_ to pro : :
for immediate resale in another t0 P d for yen 11 New York would rlSe,

f rice discrepancy. - the o ing th , . :
rom a price ey ., .+ however that the price differential betweep,

cause foreign exchange dealers are alWayS
..« the few that arise tend to be Sma]]

(is the important role played by the U.S. dojjy;
markf: lve any two currencies, most transactigp,
can invo dealer wants to sell a non-dollar Currency

for Japanese yen, for example, wi]] e

the dollars tO buy yen. Although this may Seem

per than trying to find a holder of pesos

| transactions involving dollars is so great
|]ars for pesos or yeil. .

 the dollar is a vehicle currency, [,

on one side of the trangy.

hicle currencies Were the euro (33 percent), the
d (12 percent)———reflecting the historical ImMpo-

S L
.......

. the .ollar, the most important V€

L1 (23 percent), and the British poun
ading entities in the world economy.
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e avel exchange rates are determined by the demand and supply of one
> to the demand and supply of another. For example, 1f the demand for dollars

: them and if the supply of Japanese yen is greater than the demand for

——

i shange rate will change (see the opening case). The dollar will appre-
o 9 will depreciate against the dollar). However, while differ-

d and “pply explain the determination of exchange rates, they do so
This simple explanation does not reveal what factors underlie the
currency. Nor does it tell us when the demand for dollars will

:-_or when the supply of Japanese yen will exceed demand

her _es it show under what conditions a currency is in demand

u anded. In this section, we will review economic theo-

is will give us a deeper understanding of how exchang

’;gietermined, we may be able to forecast exchange ¢
ﬂ; influence export opportunities, the Pfoflt'
ient deals, and the price competitiveness of foreig!
international business. Unfortunately, there 15 ™
exchange rates zrc complex, and no theorett
Omists who sty (he phenomenon
ate movem:snis seem to agree th
Jrate moven:c s |

s
Wl

how prices arc relat



law of one price

coull C€ when their i Products sold ;
renCY-m For exan‘iplfe, if the exchange rate betweenpthzeBls. “XPressed in termg of th;nsglfferent \\l:ac:smpetm‘\lve markets free of
} . ortat
2 jacket that retails 1(211' $80 in New York should sel] for £Zl(§18h Pound and the dojjar 18 £n11€-_cgr2 tradep. men\?:a;:::;Sdi:?sz?\gi:\sézxe o
. : — Wiereny
, > Fonsider what would happen if the jacket cost £30 {nr, P (DEOAUSE SRO/SD i Ay, v e s e
\ d n LOndon $ - : - £40) when thelr price is expressed |
. uld pay a trader to buy jackets in London and i (%60 in U.S. CHHENOYY, Al ke Pewmsaimig
Sell them in - is : |

dower Parit If the law '

y e of one price were true for all goods and ser-

gchasing power par lt}’. ( ) exchange rate could be found from any 1ndividual

3y comparing the prices of 1dentical products in different currencies. it would
e 7 > ’

 determine the real,” or PPP, exchange rate that would exist if markets were

An efficient market has no impediments to the free flow of goods and services, efficient market

& bar [,. A market where prices reflect all
eme version of the PPP theory states that given relatively efficient markets—that s, AR,

h few impediments to international trade exist—the price of a “basket of g00ds”
v equivalent in each country. To express the PPP theory in symbols, let P be the

g

N o
1
-

\

oy

N
o

s of a basket of particular goods and P, be the price of the same basket of goods
[he PPP theory predicts that the dollar/yen exchange rate, E ., should be equiv-
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R 4
R L vl % v
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4&_ %

By = Py/Py
sts $200 in the United States and ¥20,000 in Japan, PPP theory

eyl
T
e
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sxchange rate should be $200/%20,000 or $0.01 per Japanese yen (1’cH
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zine The Economist publishes 1t
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s own version of the PPP theorem,

sc Index.” The Economist has selected McDonald’s Big Mas: as a

e it is produced according to more or less the same recipe 1n
] hange rate that would have hamburgers costing

ac PPP is the exc ’
e ° j al exchange
line to The Economist, comparing country s actu g

SPP theorem based on relative prices of Big Macs 1s 2 test (.)f
o as The Economist

B ot This is not a totally serious exercise,
1 ation of the PPP theorerm:. | ‘ X0
emist converts the price of a Big Mxc i a €O U

mist ¢+ Bir Wac in America.
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rice inf lation, the J dpanese yen

t
nt p rcent MOTe yen at

will buy 10 P€

pP theory predicts tbat Changes i,
otically, a country in which prig,
ate against tbat of countrieg in
try’s future inﬂatlgn rate 1s likely ¢
ative to other currencies—its €Xchangg

ney Supply determines itS hkely
1on about the growth in Money

....
PR

¢ to spend their extra money on thgg,
e / £ better ClOtheS, and SO OI11. There would
department StOTES, and other provider

demand by raising prices. The regy)

gous tO giving people more money. Ay
‘o borrow from the government and for
y supp e resulting increase in credit causes ip.
A \,\m to borrow output Of goods and services is growing a
mand for g ds and services. 1] be inflation. This relationship has beep

A
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1fter t1me 1 . :
| wth in a country’'s money supply, price

' e a between the gro . :
B P e T ate movements. Put simply, when the growth in a country’s money
o) i R TR ation is fueled. The PPP theory tells

han the OW its output, price infl
oh inflation rate will see dep
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o reciation 1n 1ts currency exchange
learest historical examples, in the mid-1980s, Bolivia experienced

e and seemingly uncontrollable price inflation 1n which money

)S1VC \

v Table 10.1 presents data on Bolivia's money supply, inflation rate,
ve rate with h@ dollar during the period of hyperinflation. The
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