With just one throwaway line on radio
in the 1980s — “Well, then you're gone,
you know, you're a banana republic”

— the treasurer of the day, Paul Keating,
infamously sent the Australian dollar and
markets into a spin as he contemplated

the nation’s huge current account deficit.

The dollar fell 10 per cent in the days
and weeks after the comment during an
interview with radio legend John Laws.
Economists winced — and exporters
earning US dollars grinned at the extra
financial clout they had unwittingly been
delivered. In the post-Keating era, many
exporters have come to rely on more

sophisticated means to manage their
foreign exchange exposure.

Hedging — a strategy used to offset
market risk — is the common tool of trade.
While hedging and a range of other forex-
related terminology is typically understood
at the big end of town, it often creates
confusion for smaller exporters (see
“Terms of Trade: Revisited” on page 30).

Wayne Woonton, head of Corporate
Foreign Exchange, Victoria-Tasmania
for the Commonwealth Bank, says
many small-to-medium sized exporters
(SMEs) place justifiable importance on
port requirements, customs regulations



and health issues. “But invariably there’s
not a lot of questions asked about what
they can also do in terms of the foreign
exchange opportunities with the export
shipments they have,” he says.

Woonton says exporters must
remember, notwithstanding the Keating
blip, that most currency risk occurs
outside Australia and hence at a time
when business owners may be asleep.

“Volatility is happening offshore,” he
says. “Therefore, the opportunities and the
risks are outside our eight-hour business
day here. That’s a real message to get
across to people — when you walk out of

HEDGE
YOUR
BETS

FOREIGNEXCHANGE

Fluctuations in foreign exchange rates can have a significant
impact on an exporter’s revenue, cash flow and profitability. But
while currency risk cannot be eliminated, it can be effectively
managed, as Cameron Cooper explains.

work on Friday night there are another two
trading days offshore, in London and New
York, before they start again on Monday.”

Tim Harcourt, Austrade’s chief
economist, says 14 per cent of Australian
exporters opt for hedging. Of those with
100-plus employees, 24 per cent take a
hedge; of medium-sized businesses about
25 per cent; of small businesses 5 per
cent, and of micro businesses about
4 per cent.

Harcourt says whether companies
hedge or not often comes down to scale.
“The larger the organisation, the more
likely it is to be involved in hedging.”

Reflecting that comment, 45 per cent
of mining companies and 32 per cent of
agricultural exporters — which regularly sign
off on big overseas deals — have hedges
in place. The dominance of the mining
sector in Western Australia sees that state
lead the way, with 30 per cent engaged in
hedging compared with the next highest —
17 per cent in both Victoria and Tasmania.

LOW-HANGING FRUIT

What exactly is hedging and how can

exporters better manage forex strategies?
Matthew Gilmour, managing director of

OzForex, one of the world’s largest online
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> foreign exchange services, offers a guide

to basic foreign currency management
and some of the key products.

First, Gilmour advises exporters to
get “the low-hanging fruit” and negotiate
a reduced transaction cost for currency
exchanges. This immediately allows an

A swing either way in the currency is a gamble most
exporters want to avoid, according to Gilmour, who says
the goal with hedging is not to score extra money but to
protect the business from losses.

exporter to save a percentage on all
transactions and to boost revenue.

He says smaller customers often receive
tourist rates from banks rather than a rate
close to the wholesale or spot rate.

“Often the small exporter thinks the
bank rate is the rate, not realising that
there’s a wholesale rate — the interbank
rate. Getting close to that rate should be
the goal of every exporter,” he says.

After sorting out transaction rates,
hedging strategies come into play. Think
of hedging as insurance against a negative
currency event. Of course, every hedge

incurs a cost, so before using this strategy
exporters must assess whether the
benefits justify the expense (see “Beaut
Fruit” breakout on page 31).

Gilmour says most businesses opt for a
hedging timeframe of three to six months,
which means their currency exchange
price is set for that period. Two-year terms
are possible, but even a week is a long
time in international markets and many
economic factors can change over a year
or two.

HEDGING: The practice of using financial
instruments to manage the risks of an uncertain
future exchange rate. Hedging allows a company
to reduce the uncertainty of its future revenues.

REVISITED

SPOT FOREIGN EXCHANGE: Such contracts allow
the immediate exchange of foreign currency
cash flows into an alternative currency. The
transaction involves the purchase or sale of
foreign exchange at a rate that is agreed today
for physical delivery in two business days.

TERMS OF TRADE

FORWARD EXCHANGE CONTRACT: These contracts provide for the exchange of foreign currency cash
flows into an alternative currency on a future settlement date (beyond two business days). They reduce
uncertainty about the value of future cash flows.

CURRENCY OPTIONS: Such options specify a foreign exchange contract and give the owner the right to
enter into the specified contract during a pre-agreed period of time.

FLEXIBLE FORWARDS: They combine the security of a Forward Exchange Contract with the flexibility of a
currency option. In so doing, they provide protection against adverse exchange rate movements.

24-HOUR MARKET WATCH: This tool helps businesses monitor foreign exchange exposures and execute
transactions. A client selects a desired market spot rate level and instructs the bank to execute the deal

if the target level is reached.

FOREIGN CURRENCY ACCOUNTS: Currencies can be received into these accounts and then held until
payment or exchanged into Australian dollars at a time of the business’s choosing.

Sources: Treasury Corporation of Victoria, The Hudson Institute, Commonwealth Bank of Australia, OzForex
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A swing either way in the currency
is a gamble most exporters want to avoid,
according to Gilmour, who says the goal
with hedging is not to score extra money
but to protect the business from losses.

“Hedging is more of a risk management
process than a punting process,” he says.
“(Three to six months) gives exporters
some ability to forecast their revenue
streams in Aussie dollar terms so they can
be certain about their profit margins.”

Exporters are usually given a choice
between spot rates and forward rates.
The spot rate — the price at which the
currency is currently trading — is a function
of market conditions and interest rates
between Australia and other trading
counterparts. Today’s spot rate of, for
example, 76.36¢ is adjusted depending on
the timeframe of the agreement. A two-
year forward rate could be set at 74.50c.

Interbank rates — the bid and offer
rates at which international banks transact
with each other — are often reserved for
larger exporters.

Another commonly used hedging tool
is the currency option. This is a simple
but effective device for exporters. It acts
as insurance against the Australian dollar
strengthening against another currency.

If, for instance, an exporter buys an option
at 57c and the currency rises above that
mark, the exporter retains 57c as its rate.
However, if the rate drops below 57¢ the
exporter gets the benefit of the lower rate
against the US dollar.

“It puts a ceiling on the rate, but not a
floor,” says Gilmour.

Nothing comes for free, of course. An
exporter can expect to pay 1 to 2 per
cent of the transaction for an option that
provides a reasonable hedge for three to
six months.



A 24-hour market watch is also a
widely used forex tool. It allows exporters
to execute transactions without having to
constantly monitor currency markets.

If, for instance, an exporter knows it
has $100,000 coming in from an offshore
client and the current rate is 72c, for
example, it can order the provider to lock
in the rate as soon as it hits a certain lower
rate — say 69c. In this way, the business will
not miss the advantageous rate if markets
swing quickly.

Many exporters appreciate the flexibility
of a Foreign Currency Account. If
the business does not have a US dollar
account, banks usually convert income
automatically, even if the prevailing rate
does not suit the trader. However, with a
Foreign Currency Account, exporters can
leave money from contracts in the account
and convert it at a time of their choice.

Large multinational companies, in
particular, also use so-called natural
hedges to protect their businesses. A
mining company like BHP Billiton might
take comfort from the fact that the dollar
broadly tracks movements in key export
commodity prices, while other companies
could establish operations overseas or
negotiate contracts in Australian dollars
to negate currency risks. Another ploy
is to delay borrowing money for a year
if there is an expectation that the dollar
could strengthen.

The rising Australian dollar has been a
major slug for exporters.

Consider a trader who sells
flowers to the US and earns $US10,000
a contract.

Fantastic Flowers, a fictitious company,
would have earned $20,000 when the
Australian dollar was worth a mere US50c
in 2001.

Supposing that same exporter now
trades with an Australian dollar worth
US75c, those flowers would return
only $13,300.

Imagine, however, if Fantastic Flowers
had locked in a currency deal with a
financial institution at US50c — it would
still have been coming up roses today!

A CASE STUDY: FANTASTIC FLOWERS

Beaut Fruit, a fictitious grower of citrus
for Australian markets, wants to export
oranges to California.

As a new exporter, the business must
first identify if it has a currency risk. In
other words, how significant is Beaut
Fruit’s exposure to currency markets?

If the exporter expected to generate
only 10 per cent of sales from export
markets, it would clearly have foreign
currency exposure. However, that
relatively small slice of the business
might not justify spending a lot of time
and money managing such a risk.

In this case, the owners expect
80 per cent of future sales to come out of
California, so the stakes are high. Small
movements on the foreign exchange market
could seriously affect the company.

BEAUT FRUIT

A CASE STUDY

FOREIGNEXCHANGE

The best way to manage the risk is through
hedging. Beaut Fruit estimates earnings of
$US10,000 a month. It hopes the greenback will
strengthen against the Australian dollar because
it is receiving payment in US currency. What the
owners do not want is to be lying awake at night
worrying about exchange rate shifts. If they do
not hedge, they will be at the mercy of currency
markets every time a payment is made.

If the Australian dollar appreciates 10 per
cent, for instance, Beaut Fruit’s earnings will
drop by about $1000 a month. Of course, if the
value of the Australian dollar falls, the business
will benefit.

Beaut Fruit asks for a currency contract to
ensure it can convert the $US10,000 each month
at a rate of 76¢ to the greenback.

Income is assured — along with the business
and the jobs of its workers.

HOMEWORK PAYS OFF

As with any business activity, knowledge
is power. Exporters are urged to scour
the internet to examine foreign currency
issues. Banks and other foreign exchange
specialists also have comprehensive
websites explaining terms and strategies.
Those exporters that choose not to do their
homework are likely to walk into a foreign
exchange service provider unprepared and,
as a result, may walk out with a poor deal.
Brendan White, general manager,
head of Institutional and Corporate
Sales at the Commonwealth Bank,
says a number of smaller exporters
typically and reasonably focus on
day-to-day business issues, but are often
unaware of — or do not have the time to
properly assess — currency markets and
hedging strategies. “We're not saying they
need to actively manage their foreign
exchange exposures,” White says.

“What we're saying is that they need to
be aware of the volatility that does exist
in financial markets.”

White says, on average, the Australian
dollar, moves about 12c a year. “So there’s
a high degree of volatility in it ... (For) an
exporter, those movements in the currency
can affect their profits and bottom line.”

For all the difficulties that a high
Australian dollar is causing, exporters
remain resilient.

According to the May edition of the
DHL Export Barometer, Australian
exporters are cautiously optimistic about
the future despite the impact of a high
dollar and other political and economic
conditions. Most exporters surveyed remain
positive about export orders over the next
12 months, although overall confidence is
lower than in November 2004.

Demonstrating their flexibility,
respondents to the DHL Export Barometer »
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indicated that they are learning to do
business effectively — despite a relatively
high Australian dollar.

The report adds: “Furthermore, price
rises — particularly in agriculture and
mining — have countered some of this
exchange rate impact, and most exporters
don’t regard the exchange rate as an
impediment to future investment and
global expansion.”

An economic survey by The Age
agrees, predicting the Australian dollar
will continue to fall slightly over the
next 12 months. In the wider economic
community, opinion is mixed.

ANZ chief economist, Saul Eslake,
believes the Australian currency could fall
as low as US66¢ by the middle of next
year. At the other end of the spectrum,
Peter Brain of the National Institute of
Economic and Industry Research, expects
the dollar to rise to US79c. The survey
average has the dollar sitting at US73c by
the end of the financial year. An Access
Economics report forecasts a long-term
decline to US64c by 2009.

Back at Austrade, Harcourt says
exporters also have varying views on
the currency. “Expectations regarding
the Australian dollar are mixed, with
one-quarter of exporters believing it will
weaken against the US dollar and one-
quarter expecting it to strengthen over the
next 12 months,” he says.

Looking at the next 12 months, 60 per
cent of exporters expect their orders to
increase, while 36 per cent forecast similar
trading levels.

The DHL Export Barometer indicates
that exporters are growing used to
an exchange rate that sits around the
mid to high 70c mark in US dollar
terms. Although, it is causing some
consternation, with 58 per cent of
exporters claiming it has had a negative
impact on sales over the past 12 months.
A further 56 per cent anticipate that it will
have a negative impact over the next year.

Unless Treasurer Peter Costello reprises
Keating’s salad days, it seems that
exporters will have to live with the high
dollar and its effects. e
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The Chinese juggernaut is on the radar
screen of all exporters around the world.

And Beijing’s surprise decision recently
to revalue the country’s exchange rate,
known as the yuan, by 2.1 per cent is of
ongoing significance.

Instead of fixing the yuan to the US
dollar, China’s central bank has adopted
a ‘crawling peg’, which means the yuan
is regularly adjusted against a basket of
major currencies.

The revaluation is seen as the
first overdue step in a series of likely
adjustments. US officials have long been
calling for a revaluation in the order of
20 per cent or more.

A more flexible exchange rate
regime is expected to open the way for further
revaluations and should benefit Australian
exports over the long term. Australia is a major
commodity exporter of iron ore, wool, crude
petroleum, coal and LNG to China, so the
higher value of the yuan should ultimately help
Australian giants, such as Rio Tinto and BHP
Billiton. On a smaller scale, Austrade estimates
that about 10 per cent of all SME exporters
sell to China — and most of them do not have
a hedging strategy. For such SMEs, further
revaluations of the yuan will create uncertainty,
and they are advised to seek advice on foreign
currency management.

Wayne Woonton, head of Corporate
Foreign Exchange, Victoria-Tasmania for the

WHAT’S UP WITH THE YUAN?

Commonwealth Bank, notes that the Australian
currency across all markets is the fifth-most
traded currency in the world with daily
turnover of $100 million in a $1.6 trillion-a-day
global market.

“They’re pretty frightening numbers when
you think about it, and they’re so large that
they don’t make a lot of sense to some export
clients,” he says. “They don’t see where their fit
is in all of that.”

With clients, one of Woonton’s first questions
is to ask if they have a hedging policy.

They invariably flinch. “It sounds very formal
and they don’t want half an inch of documents
in front of them.”

However, he says, developing a strategy can
be as simple as sitting down with an adviser
and determining what the business will do if
certain currency events occur.

Many exporters, says Woonton,
underestimate the potential fluctuation of
currencies. They build in a bottom-line margin
of 20 per cent on export deals and then say:
“I'll stick 3c fat on it (through currency
contracts) and go from there”.

Such a strategy ignores historical shifts,
according to Woonton, who notes that the
rebound of the Australian dollar from 47c to 64c
was “pretty damn quick”.

“That got rid of not only the 3c fat but also
the 20 per cent margin.”

And the currency surge from 67¢ to 80c was
a “one-way move over about two years”.



