Boeing, a U.S. aircraft manufacturer, has signed a contract with Lufthansa, the German Airliner. Lufthansa will buy one 787 aircraft for a contract price of 300 million euros. Delivery will be immediate, and a 300 million-euro payment will be made by Lufthansa to Boeing in 1 year.

Note: You may first want to review 


an Excel spreadsheet that shows the calculations

 HYPERLINK "https://acuonline.instructure.com/courses/2779/files/417982/download?wrap=1" \o "Preview the document"  associated with a similar problem beginning at the bottom of p. 199 of the textbook.

Givens: 

· Spot rate in dollars for one euro: $1.20

· 1-year forward rate for one euro: $1.15

· U.S. annual interest rate: 1.0%

· European Union annual interest rate: 0.6%

Required:
· Accomplish the following:

1. Compute the sale price of the aircraft in dollars if it were paid for today in dollars.
Today in dollar is £300,000,000* 0.60%=$36,00,00,000.
2. Assume Boeing will NOT hedge against a potential transaction loss and accepts 300 million euros in 12 months from the date of the sale. Compute Boeing’s exchange rate (FX) gain or loss if the spot rate for euros:
Gain=(F−ST)×£300 million
a. Increased to $1.30 
b. Increased to $1.50

c. Increased to $2.00

d. Decreased to $1.10

e. Decreased to $1.00

f. Decreased to $0.75
	Receipts from the European Sale

	Spot Exchange Rate on the Maturity Date
	Unhedged Position
	Forward Hedge
	Gains/Losses from Hedge

	$1.30
	$39,00,00,000
	$34,50,00,000
	-$4,50,00,000

	$1.50
	$45,00,00,000
	$34,50,00,000
	-$10,50,00,000

	$2.00
	$60,00,00,000
	$34,50,00,000
	-$25,50,00,000

	-$1.10
	-$33,00,00,000
	$34,50,00,000
	$67,50,00,000

	-$1.00
	-$30,00,00,000
	$34,50,00,000
	$64,50,00,000

	-$0.75
	-$22,50,00,000
	$34,50,00,000
	$57,00,00,000


3. Assume Boeing hedges the potential FX transaction risk through a Currency Forward Contract Hedge. In other words, the company "sells 'Forward'" the receivable from Lufthansa at the prevailing Forward Rate:

a. What would this Currency Forward Contract Hedge cost Boeing?
Hedging Accounts Receivable Using Forward Contract is £300,000,000* 1.15=$345,000,000
b. What would be the FX gain/loss if Boeing purchased the Currency Forward Contract Hedge and the spot rate increased to $1.30 in 12 months?
Gains/Losses from Hedge is -$4,50,00,000
c. What would be the FX gain/loss if Boeing purchased the Currency Forward Contract Hedge and the spot rate decreased to $1.00 in 12 months?
Gains/Losses from Hedge is $64,50,00,000
4. What would be the cost if Boeing used a Money Market Hedge instead? Show your computations.
	 
	Pounds
	Dollars
	 

	1. Borrow pounds, discounted
	£29,82,10,736
	 
	0.60%

	2. Convert to cash at spot rate
	 
	$35,78,52,883
	$1.20

	3. Invest in cash for 1-year
	 
	$36,14,31,412
	1.00%

	 
	 
	 
	 

	4. "Cost" of hedge
	 
	-$14,31,412
	-0.40%


5. Assume Boeing hedges the FX risk by buying a FX option. The option has a "strike" price of $1.15 and costs $0.01 per euro. 

a. What type of option (call or put) would Boeing need to buy? Explain.
Since Boeing is going to exercise its put option on the pound whenever the future spot exchange rate falls below the exercise rate of $1.15, it is assured of a “minimum” dollar receipt of $341,970,000 from the European sale.
b. What is the upfront cost of purchasing the option?
The upfront cost of purchasing the option is $30,00,000-$30,000=$30,30,000
c. Describe what Boeing would do in 12 months, and the financial ramifications, if the spot price increased to $1.50 per euro.  Show your computations.
Proceeds is 300.000,000*1.50=$45,00,00,000
Less cost expiring option is -$30,00,000

Net proceeds is $44,69,70,000
d. Describe what Boeing would do in 12 months, and the financial ramifications, if the spot price decreased to $0.90 per euro.  Show your computations.
Proceeds is 300.000,000*0.90=$27,00,00,000

Less cost expiring option is -$30,00,000

Net proceeds is $26,69,70,000
