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DOZIER INDUSTRIES (B)

Richard Rothschild, the chief financial officer of Dozier Industries, was still contemplating
how best to manage the exchange risk related to the company’s new sales contract. The £1,057.500
balance of the contract was due in three months on April 14, 1986, creating a long position in British
pounds. Rothschild had spoken previously to John Gunn, an officer in the Interational Division of
Southeastern National Bank, about hedging his long pound exposure. Gunn had explained two
alternatives available to Dozier to reduce the exchange risk: a forward contract or a spot transaction.
Either transaction would ensure that Dozier receive a set dollar value for its pound receivable,
regardless of any change in the value of the pound. Given his previous analysis of the foreign
exchange market, Rothschild was concerned that both of these hedging alternatives would lock ina
profit margin below the 6% he had originally anticipated for the contract. He wondered if there were
some way to get the upside potential without all the risk.

The pound had weakened since his bid submission date on December 3 (see Exhibit 1), but
he was not entirely convinced it would continue to fall, or at least not as much as the forward rate
indicated. If the future spot rate were greater than the current forward rate, an unhedged position
could lead to a gain, whereas a hedged position would create an opportunity lost. Rothschild
wondered if other alternatives were available, and he again called John Gunn at the bank for advice.

Gunn explained that Rothschild could also use currency options to hedge against his
uncertain foreign exchange exposure. Options provide a means of hedging against volatility without
taking a position on expected future rates. Gunn explained that there are two basic varieties of
options contracts: “puts” and “calls.” A put gives the holder the right, but not the obligation. to sell
foreign currency at a set exercise or “strike” price within a specified time period. A call gives the
holder the right to buy foreign currency at a set price. In comparison with a forward or futures
contract, the holder of an option does not have to transact at the agreed-upon price, but has the
choice or option to do so. Gunn told Rothschild that options are complicated and increase the front
end cost of hedging in comparison with a forward hedge. He said Rothschild could find the
prevailing option contract prices in the Wall Street Journal (see Exhibit 2).
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It appeared to Rothschild that options contracts might provide some benefit. He wondered if
options contracts were the best alternative for Dozier right now. He also wondered whether he could
have used options contracts when preparing his bid.




