Explain the use & importance of Currency swaps in international business 
10 Marks

The foreign exchange market serves two functions: 

1. Converting currencies

2. Reducing risk. 

There are four major reasons firms need to convert currencies

1. The payments firms receive from exports, foreign investments, foreign profits, or licensing agreements may all be in a foreign currency. In order to use these funds in its home country, an international firm has to convert funds from foreign to domestic currencies.

2. A firm may purchase supplies from firms in foreign countries, and pay these suppliers in their domestic currency

3. A firm may want to invest in a different country from that in which it currently holds underused funds

4. A firm may want to speculate on exchange rate movements, and earn profits on the changes it expects. If it expects a foreign currency to appreciate relative to its domestic currency, it will convert its domestic funds into the foreign currency

The fact that exchange rates can change on a daily basis depending upon the relative supply and demand for different currencies increases the risks for firms entering into contracts where they must be paid or pay in a foreign currency at some time in the future.
A currency swap is the simultaneous purchase and sale of a given amount of currency at two different dates and values

Currency swap involves exchanging principal and fixed interest payments on a loan in one currency for principal and fixed interest payments on a similar loan in another currency.

The parties to a currency swap will exchange principal amounts at the beginning and end of the swap. The two specified principal amounts are set so as to be approximately equal to one another, given the exchange rate at the time the swap is initiated.

Currency swaps help global firms achieve long-term financing and financial risk management objectives. The motivations for using swap contracts fall into two basic categories: commercial needs and comparative advantage

For example, suppose company A is located in the U.S. and company B is located in England. Company A needs to take out a loan denominated in British pounds and company B needs to take out a loan denominated in U.S. dollars. These two companies can engage in a swap in order to take advantage of the fact that each company has better rates in its respective country. These two companies could receive interest rate savings by combining the privileged access they have in their own markets.
Another example, Company C, a U.S. firm, and Company D, a European firm, enter into a five-year currency swap for $50 million. Let's assume the exchange rate at the time is $1.25 per euro (i.e., the dollar is worth $0.80 euro). First, the firms will exchange principals. So, Company C pays $50 million, and Company D pays ¬40 million. This satisfies each company's need for funds denominated in another currency (which is the reason for the swap).


Then, at intervals specified in the swap agreement, the parties will exchange interest payments on their respective principal amounts. 

To keep things simple, let's say they make these payments annually, beginning one year from the exchange of principal. 

Because Company C has borrowed euros, it must pay interest in euros based on a euro interest rate. 

Likewise, Company D, which borrowed dollars, will pay interest in dollars, based on a dollar interest rate. 

For this example, let's say the agreed-upon dollar-denominated interest rate is 8.25%, and the euro-denominated interest rate is 3.5%. 

Thus, each year, Company C pays ¬40,000,000 * 3.50% = ¬1,400,000 to Company D.  Company D will pay Company C $50,000,000 * 8.25% = $4,125,000. 

The parties will net the payments against each other at the then-prevailing exchange rate. 
If, at the one-year mark, the exchange rate is $1.40 per euro, then Company C's payment equals $1,960,000, and Company D's payment would be $4,125,000.  In practice, Company D would pay the net difference of $2,165,000 ($4,125,000 - $1,960,000) to Company C.  
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Finally, at the end of the swap (usually also the date of the final interest payment), the parties re-exchange the original principal amounts. These principal payments are unaffected by exchange rates at the time
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Swaps are extremely useful in international business because:

1. They allow moving out of one currency into another for a specified time period without incurring foreign exchange risk

2. They allow companies to obtain long-term foreign currency financing at lower costs than would have been possible with direct borrowing

Swaps also help companies hedge against interest rate exposure by reducing the uncertainty of future cash flows. 

Swapping allows companies to revise their debt conditions to take advantage of current or expected future market conditions. As a result of these advantages, currency and interest rate swaps are used as financial tools to lower the amount needed to service a debt.

Currency swaps allow companies to take advantage of the global markets more efficiently by bringing together two parties that have an advantage in different markets. Although there is some risk associated with the possibility that the other party will fail to meet its obligations, the benefits that a company receives from participating in a swap far outweigh the costs.
Currency swaps  shorter version  pg 162 4.3.1 & 4.3.3

A currency swap could be regarded as a sophisticated type of forward exchange. It is a trade involving two currencies by means of the simultaneous purchase and sale of a given amount of foreign exchange for two different value dates. 
· Swaps are extremely useful in international finance because: 

· they allow moving out of one currency into another for a specified time period without incurring foreign exchange risk 

· they allow companies to obtain long-term foreign currency financing at lower costs than would have been possible with direct borrowing. 

This is the ideal arrangement for moving out of one currency into another for a limited period of time without incurring foreign exchange risks. A common kind of swap is "spot against forward". 

Currency swaps enables firms to ensure themselves against foreign exchange risks.
4.3.3 pg 162  Conclusion

Swaps are an efficient way to meet a firm’s need for foreign currencies, because swaps combine 2 separate transactions into one.  Firms can accordingly avoid foreign risk by matching the liability created by borrowing foreign currencies with the assets created by lending domestic currency, both to be repaid at the known future exchange rate. This technique is known as hedging exchange risk.
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