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Description


1. In what way(s) is Tiffany exposed to exchange-rate risk subsequent to its new distribution agreement with Mitsukoshi? How serious are these risks? Answer: About 15% of (1992) sales of $492mln or ~ $75mln will now be earned in Yen, but will have to be reported in $. At a Net Income (1992) of $25mln, the r isks caused by this exposure are significant. Data from exhibit 6 shows that in a 6-month period (Apr-Sep) exchange rates fluctuated as much as 10%. (from 133.3 0 ¥/$ to 120.07 ¥/$). A 10% downward fluctuation like this would translate into a th ird of a drop in net results ($25mln -/- $75mln x 10%) to $16.67mln, assuming ev erything else stays the same (e.g. all costs incurred in $, prices to consumers remain unchanged). 1.In what ways is Tiffany exposed to exchange-rate risk subsequent to its new di stribution agreement with Mitsikoshi? How serious are these risks? Tiffany is exposed to foreign exchange risk by selling directly to the Japanese market. When they sold wholesale to Mitsukoshi, Mitsukoshi bore all the foreig n exchange risk. Under this new agreement Tiffany is now exposed to the volati le fluctuations in the yen-dollar exchange rate. Since Tiffany is making profi ts in yen they have to convert the yen to dollars to take back to their home cou ntry. Since the yen is thought to be overvalued in comparison to the dollar, t he future exchange rate can decrease Tiffany's profits. Also, the extreme vola tility in the exchange rate creates significant uncertainty in what the future e xchange rate and profits will be if left unhedged. The most important foreign exchange risk facing Tiffany is... 2. Should Tiffany actively manage its yen-dollar exchange-rate risk? r why not?



Why o



Answer: Tiffany should actively manage its ¥/$ exchange rate risk for the follow ing reasons: 1. The possible impact on its result as described in the answer to question 1 is significant; 2. There are strong indicators (on a PPP-basis the Yen is highly overvalued) t hat a correction will occur, which might mean even larger exchange-rate fluctu ations than have occurred in the past. The way Tiffany manages its ¥/$ exchange-rate risk is of course a function of ho w exchange-rate development scenario s relate to the cost involved in [the instrum ents used in] managing this riks. 3. If Tiffany were to manage exchange-rate risk activity, what should be the objectives of such a program? Specifically, what exposures should be actively managed? How much of these exposures should be covered, and for how long? Answer: The objectives of an exchange-rate risk management program should be t o put the value at risk within a range that is acceptable for the company, which will depend of the risk appetite of management. The exposure to be actively managed are... I. Statement of Issue Should Tiffany hedge against translation risk from their Japanese subsidiary? II. Relevant Facts Establishment of Tiffany-Japan with new responsibility of setting yen prices and managing currency risk. Eurodollar 3-month forward rate 3.25% Euroyen 3-month forward rate 3.1875 Yen/Dollar spot rate ¥106.3500



3-months forward ¥106.3300 94 SEP call price 1.99 (100ths of a cent per yen, ¥6,250,000/contract) 93.5 SEP put price 2.03 (100ths of a cent per yen, ¥6,250,000/contract) First six months of fiscal year, dollar depreciated from 124.80 to 106.35 or 3.1 5% per month. Three-month forward quotes also reflect dollar depreciation from 1 24.865 to106.33 or 3.16% per month. Technical chart indicates dollar depreciation. III. Relevant Assumptions Management policy to grow aggressively using retained earnings. Tiffany sales: one percent of $20 billion Japanese jewelry market or approximately $200 million Zero growth assumption due to restructuring and Japanese perception of managemen t. Purchase of inventory from Mitsukoshi through Tiffany-Japan, therefore, in yen a nd no currency risk. Net profit margin of six percent. This is arrived from reviewing the past trend of selected ratios in Exhibit 3. The current 3.2% reflects the buyout, etc. and is probably low. However, the trend has been downward and six percent reflects c ontinuance of the trend as management responds to the buyout. IV. Conclusion/Recommendation No hedge since dollar is expected to depreciate against the yen. No translation risk since appreciating yen will convert to more dollars in the translation to t he home currency. If hedging was desired for forward rate analysis of a depreciating dollar, hedge by buying 26 SEP 94 calls. This isn t relevant for Tiffany s risk exposure, however . For Tiffany s translation risk (depreciating yen), the best hedge would be to buy 93.5 SEP puts for 2.06 or...
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