
WEEK 3 – FOREIGN EXCHANGE DERIVATIVES 
 

What is a currency derivative? 

>> A contract whose price is derived from the value of an underlying currency. Eg. forward/future/option 

contract 

>> Derivatives are used by MNC’s to: 

 Speculate on future ER movements 

 Hedge exposure to ER risk 

 

Forward Market 

A forward contract is an agreement between a corporation and a financial institution to: 

 Exchange a specified amount of currency 

 At a specified exchange rate (forward rate) 

 On a specified future date 

 

How MNC’s use forward contracts: 

> Hedge their imports by locking in the rate at which they obtain the fc 

 

Bank Quotations on Forward Rates 

> Bid/ask spread is wider for less liquid currencies 

> May negotiate an offsetting trade if an MNC enters into a forward sale and a forward purchase with the 

same bank 

> Non-deliverable forward contracts (NDF) can be used for emerging market currencies where no currency 

delivery takes place at settlement, instead one party makes a payment to the other party 

 

 



 
 

Premium/Discount on the Forward Rate 

 
Arbitrage: if the forward rate were the same as the spot rate, arbitrage would be possible. 

 

  
 



 
 

> Movements in the forward rate over time – the forward premium is influenced by the IR differential 

between 2 countries and can change over time 

> Offsetting a forward contract – an MNC can offset a forward contract by negotiating with the original 

counterparty bank 

> Using forward contracts for swap transactions – involves a spot transaction along with a corresponding 

forward contract that will ultimately reverse the spot transaction 

 

Currency Futures Market 
Similar to forward contracts in terms of obligation to purchase/sell a currency on a specific settlement date in 

the future. 

>> Contract specifications: differ from forward contracts because futures have standard contract 

specifications: 

 Standardized number of units per contract (exhibit 5.2) 

 Offer greater liquidity 

 Typically based on USD but may be offered on cross-rates 

 Commonly traded on the Chicago Mercantile Exchange (CME) 

 

 
Trading Currency Futures 

 Firms or individuals can execute orders for currency contracts by calling brokerage firms 

 Trading platforms for currency futures >> electronic trading platforms facilitate the trading of 

currency futures. The platforms serve as a broker, they execute the trades as desired 

 Currency futures contracts are similar to forward contracts in that they allow a customer to lock in 

the exchange rate at which a specific currency is purchased or sold for a specific future date 

 

Comparing Futures to Forward Contracts 

> The price of currency futures will be similar to the forward rate 



> Credit risk of currency futures contracts: to minimize its risk, the CME imposes margin requirements to 

cover fluctuations in the value of a contract, meaning that participants must make a deposit with their 

respective brokerage firms when they take a deposit 

 

How firms use currency futures 

 Purchasing futures to hedge payables – purchase of futures contracts locks in the price at which a 

firm can purchase a currency 

 Selling futures to hedge receivables – the sale of a futures contract locks in the price at which a firm 

can sell the currency 

 Closing out a futures position – sellers (buyers) of currency futures can close out their positions by 

buying (selling) identical futures contracts prior to settlement (exhibit 5.4) 

o Most currency futures contracts are closed out before the settlement date 

 

Exhibit 5.4 Closing out a futures contract 

 
 

 
 



 
  



 
 

Options Concepts 

Defn: the right but not the obligation to buy/sell an underlying asset at a fixed price for a specified period 

>> FX option where the underlying asset is the foreign currency itself 

>> Parties: writer (seller) creates the option, holder (buyer) purchases the option 

>> Types include: 

 Call >> holder has the right to buy from the writer at the strike price 

 Put >> holder has the right to sell to the writer at the strike price 

 European >> only exercised at maturity 

 American >> exercised at any time up to maturity 

>> Cost: premium = price paid to buy the option (by the buyer). Intrinsic value + time value 

 

Call Options grant the right to buy a specific currency at a designated strike price within a specified time 

period. If the spot rate rises above the strike price, the owner of a call can exercise the right to buy currency 

at the strike price. 

 

Spot > strike: in the money 

Spot = strike: at the money 

Spot < strike: out of the money 

 

How firms use currency call options 

 Hedge payables 

 Hedge project bidding to lock in the dollar cost of potential expenses 

 Hedge target bidding of a possible acquisition 

 

Put Options grant the right to sell a currency at a specified strike price within a specified period of time. If 

the spot rate falls below the strike price, the owner of a put option can exercise the right to sell currency at 

the strike price. 

 

Spot > strike: out of the money 

Spot = strike: at the money 

Spot < strike: in the money 

 

Currency Options Markets 

 1982 – exchanges in Amsterdam, Montreal and Philadelphia first allowed trading in standardized 

foreign currency options 

 2007 – CME and CBOT merged to form CME group 

 Exchanges are regulated by the SEC in the US 

 



OTC: where currency options are offered by commercial banks and brokerage firms. Unlike the currency 

options traded on an exchange, the OTC market offers options tailored to the specific needs of the firm 

 

Options Exchanges 

 Set contract sizes and dates 

 Clearing house 

 Marked to market 

 Large markets  

 
 

Option Premium is typically quoted in cents of the home currency per unit of the foreign currency 

 
 

Price Components 

 Intrinsic value 

o Immediate exercise value of the option 

o Call max (0, s – X) 

o Put max (0, X – s) 

 Time value 

o Excess of the option value over the intrinsic value 

o Accounts for the probability that the intrinsic value might increase before expiry 

 



 

European Currency Options 

 European-style currency options must be exercised on expiration date if they are exercised 

 Do not offer as much flexibility (this is however not relevant to some situations) 

 If European-style options are available for the same expiration date as an American style option and 

can be purchased for a slightly lower premium, some corporations may prefer them for hedging 

 

American Option: able to exercise at any time up to maturity 

 Time value is always positive or zero 

 Can be exercised early; holding an option on fc is similar to holding an option on a stock which pays 

continuous dividends (you would invest the fc if you exercised today) 

 Call (put) options on relatively high (low) foreign interest currencies are most likely to be exercised 

early 

  



European Option: time value is not as obvious. Changing maturity >> different products 

>> Expectations matter: possibly OTM at longer expiry 

 

 
Premium on a call option (C) is affected by 3 factors: 

1. Spot price relative to the strike price (S – X): the higher the spot rate relative to the strike price, the 

higher the option price will be 

2. Length of time to expiry (T): longer time horizon, higher option price 

3. Potential variability of currency (sigma): greater variability, higher probability that the spot rate can 

rise above the strike price therefore higher price 

 

 
Put option premiums are affected by 3 factors 

1. Spot price relative to the strike price (S – X): the lower the spot rate relative to the strike price, the 

higher the option price will be 

2. Length of time to expiry (T): longer time horizon, higher option price 

3. Potential variability of currency (sigma): greater variability, higher probability that the spot rate can 

rise above the strike price therefore higher price 

 


