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Currency Background and Speculation

I chose the Ghana cedi (GHS) for my project. This is the currency of my native country, Ghana and is available in six denominations (notes) as well as five coin denominations as shown on the first page. Ghana revamped its currency system in 2007 when the “new Ghana Cedi” was introduced, at which time 1 GHS was equal to 1 USD. However, over time, the GHS has failed to hold up against the dollar and has consequently been the weaker currency since.

My preliminary analysis showed that the GHS was slowly appreciating against the dollar earlier in the year, which was not surprising to me because this is an election year in Ghana and I suspect the government will put in efforts to reduce inflation in the country and stabilize the dollar in an effort to win votes, especially since the current government made stabilizing the dollar one of its paramount campaign promises in 2016. Once the COVID-19 crises started taking a toll on the U.S economy, I was confident that the GHS would do even better against the dollar, especially since Ghana, like most African countries, was among the least affected countries. Therefore, I speculated that the GHS would appreciate against the dollar between March 23 and April 17, 2020. 

With this speculation, I look the long position and bought GHS with my $1,000,000, with the goal to sell it on April 18, 2020 and make profit off the transaction. Details of the transaction and purchase made before the 25-day period is shown in Table 1 below. In total, I received GH¢ 5,650,000.00 (assuming any transaction costs are ignored). The USD/GHS exchange rate was then monitored during the 25-day period and the fluctuations are shown in Figure 1 on the next page. 

Table 1: Purchase of GHS with $1,000,000 
	Transaction details

	USD/GHS exchange rate on 3/23/2020
	5.65*

	Amount purchased
	$1,000,000.00

	Amount received
	GH¢ 5,650,000.00
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*exchange rate according the WSJ at https://www.wsj.com/market-data/quotes/fx/USDGHS/
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Table 2: Daily gains(losses) on speculation 
	Date
	USD/GHS
	GHS/USD
	% Change
	USD Equivalence*
	Gain(Loss)**

	3/23/2020
	5.65
	0.17699
	N/A
	$1,000,000.00
	$0.00

	3/24/2020
	5.6729
	0.17628
	0.40
	$995,963.26
	-$4,036.74

	3/25/2020
	5.75
	0.17391
	1.34
	$982,608.70
	-$17,391.30

	3/26/2020
	5.745
	0.17406
	-0.09
	$983,463.88
	-$16,536.12

	3/27/2020
	5.755
	0.17376
	0.17
	$981,755.00
	-$18,245.00

	3/30/2020
	5.755
	0.17376
	0.00
	$981,755.00
	-$18,245.00

	3/31/2020
	5.77
	0.17331
	0.26
	$979,202.77
	-$20,797.23

	4/1/2020
	5.7736
	0.17320
	0.06
	$978,592.21
	-$21,407.79

	4/2/2020
	5.765
	0.17346
	-0.15
	$980,052.04
	-$19,947.96

	4/3/2020
	5.775
	0.17316
	0.17
	$978,354.98
	-$21,645.02

	4/6/2020
	5.815
	0.17197
	0.69
	$971,625.11
	-$28,374.89

	4/7/2020
	5.8
	0.17241
	-0.26
	$974,137.93
	-$25,862.07

	4/8/2020
	5.775
	0.17316
	-0.43
	$978,354.98
	-$21,645.02

	4/9/2020
	5.775
	0.17316
	0.00
	$978,354.98
	-$21,645.02

	4/10/2020
	5.7749
	0.17316
	0.00
	$978,371.92
	-$21,628.08

	4/13/2020
	5.835
	0.17138
	1.03
	$968,294.77
	-$31,705.23

	4/14/2020
	5.81
	0.17212
	-0.43
	$972,461.27
	-$27,538.73

	4/15/2020
	5.835
	0.17138
	0.43
	$968,294.77
	-$31,705.23

	4/16/2020
	5.8
	0.17241
	-0.60
	$974,137.93
	-$25,862.07

	4/17/2020
	5.8
	0.17241
	0.00
	$974,137.93
	-$25,862.07

	
	
	
	
	
	

	25-day Gain(Loss)
	-$25,862.07


*Calculated as GHS 5,650,000/each daily exchange rate
**Calculated as Daily USD Equivalence – $1,000,000


Table 3: Summary of speculation
	Owned USD on 3/23/2020 (SRMar 23)
	$1,000,000.00 

	Bought GHS on 3/23/2020
	GH¢ 5,650,000.00

	Sold GHS on 4/17/2020 (SRApril 17)
	$974,137.93

	Loss*
	-$25,862.07

	Return**
	-2.59%

	Number of days
	25

	Annualized Return***
	-37.76%


*Loss was calculated as: SRApril 17 – SRMar 23 
**Return was calculated as: (Loss/SRMar 23) x 100
***Annualized return was calculated as: (Return) x (365/25 days)
Tables 2 and 3 contains details regarding the outcomes of my currency speculation. As shown, my prediction was totally wrong, and the GHS actually ended up depreciating considerably against the dollar during the period involved. Consequently, I loss a huge amount of more than $25,000 in the transaction, resulting in a very high negative annualized return of almost -40%. This project overall reflects the dangers and risks in currency speculation. Had I been right with my speculation, things would have turned out differently with me gaining profit in the transaction. It seems the very reason I founded my long position on must have been the same reason upon which I lost. My reasoning was that the corona crises was hitting the U.S hard and its economy was bound to suffer, ensuring that the GHS, which was already slightly appreciating against the dollar for most part of the beginning of the year, will do even better. As things turned out, Ghana also started having its own corona virus crisis shortly after, leading to the country shutting down its airport and instituting lockdowns and stay-at-home orders in major cities. Therefore, the uncertainties surrounding the effects of the crisis on Ghana’s economy likely contributed to the depreciation of the Ghanaian cedi against the dollar during the time. According to a very recent analysis by Deloitte, among the economic impact of the corona crisis on Ghana includes plummeting of estimated GDP growth of the country from the target of about 6.8% to 2.6% in 2020. Furthermore, disruption in the global supply chain is causing adverse declines in trading volumes and values, which is not good for a country that relies heavily on imports. Other effects of the corona crisis include contraction in Foreign Direct Investment (FDI) flows to Ghana, disruption of agriculture value chain, and shortage in supply of FX due to investor capital flight and decrease in exports. Overall, these factors likely contributed to the sudden high depreciation of the GHS against the USD during the period. Without any clear end in sight for the corona crises, it seems the GHS will most likely continue this trend against the dollar for the rest of the year. 

Hedging
Currency speculation and FOREX trading/investment all come with risks as demonstrated in my speculation project above. One major risk is currency fluctuations. Currency hedging is a strategy designed to mitigate the impact of currency or foreign exchange risk on international investments return, and allows investors to target local equity returns of international markets. Popular methods for hedging currency include forward contracts, spot contracts, and foreign currency options. A forward contract is a contract to buy or sell specific goods now for future delivery at an agreed upon price, and is one of more popular forms of hedging.

Assuming I was a U.S importer of cars from say Japan, I will enter into a forward contract with my bank and exchange the $1,000,000 into Yen for delivery to my Japan partners in 3 months. As part of the contract, I will pay an upfront transaction fee of 1.5% ($15,000), which ensures that the exchange rate is fixed to a particular determined rate. This contract rate is simply determined by the relationship: 1 unit of USD + interest rate in US = 1 unit of Yen + interest rate in Japan. Therefore, assuming that the current USD/Yen exchange rate is 1 USD = 105 Yen, then using the current U.S interest rate of 0.25% and the Japan interest rate of -0.1%, it implies that:

1 USD + 0.0025 = 105 Yen – 0.001%
Therefore,  1.0025 USD = 104.999 Yen
Therefore, 1 USD = 104.999/1.0025 = 104.737

The forward contract exchange rate will therefore be set to 104.737, which is lower than the current spot rate of the Yen as a result of the lower and negative interest rate in Japan currently compared to the U.S (likely caused by the corona virus crisis). With this predetermined rate, my partners in Japan will receive 104,737,000 Yen in three months, irrespective of any currency fluctuations during the 3 months. Alternatively, I can agree with my bank for the 3-month forward rate to be fixed to the spot rate, which will be the rate to be used in the contract. In either case, hedging protects the me as a company and ensures I do not lose any money should the interest rate or exchange rate change abruptly between the two countries during the time.

To further illustrate the benefits of using a forward contract, assuming that the Yen appreciates by 20% during the time, then the USD/Yen rate will be 1 USD = 87.281 Yen (assuming the USD value is constant during the period). Without the forward contract, I will incur an additional cost of $199,997.71 (that is, 104,737,000/87.281 – 1,000,000.00)) compared to the anticipated original payment of $1,000,000. By using the forward contract, I incur the transaction cost of $15,000 (calculated above), resulting a total cost to me of $1,015,000.00. Therefore, compared with the scenario where I do not use hedging, I’m saving $1,199,997.71 - $1,015,000.00 = $184,997.7086. Overall, the cost of hedging as a percent of the total volume of the import transaction will be about 1.5% (=15,000/1,015,000), whereas the cost of not hedging as a percent of the total costs of not hedging assuming a 20% appreciation of the Yen during the period will be about 17%. 
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