
 
 

 

 

 

 
 

Mike Jones mike.jones@asb.co.nz  
 

 

Please refer to the important disclosures at the end of this document. 

Summary 
• Central bank catch-up footy remains in the driving seat, puncturing global 

growth, dividing FX market performance, and inverting yield curves.  

• We try and rise above the uncertainty with two Special Topics. The first looks at 

the benefits of dynamic FX hedging and the second outlines how FX swaps can 

be used to optimise cash management.  

Foreign Exchange 

• Recent volatility has pushed some NZD spot rates through the trigger levels of 

our duration model. NZD/CAD and NZD/USD are around “cyclically low” levels 

according to the model, meaning conditions in these pairs may be suitable for 

exporters to extend the duration of hedges. 

• For importers, inflation at 30-year highs reinforces our point around linking your 

hedging strategy to your pricing strategy. FX risk may have reduced, but we 

certainly don’t advocate an unhedged strategy. 

• We flag a NZD/JPY cross near 7-year highs and through the topside trigger level 

of our duration model as notable for importers.  

Interest Rates  

• Heightened uncertainty about a possible turning point warrants caution about 

adding to levels of fixed-interest rate cover, particularly for those already within 

treasury limits. Market-pricing and break-evens now look roughly ‘fair’, having 

been stretched only a few weeks ago. 

• Still, for some, business-related factors may tilt the risk-reward balance in favour 

of adding to hedges. Rates have risen a lot, and upside floating rate scenarios 

may not be tolerable for some business models. 

Looking for opportunities in the fog  
Welcome to the Corporate Hedging Toolbox - our practical guide for treasury risk managers. We use a variety of quantitative 

tools to make sense of financial markets, and offer hedging considerations to address some of the challenges facing corporate 
treasuries. Contact mike.jones@asb.co.nz or go here to subscribe.      
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As forewarned last time, the RBA finally fell on its 

dovish sword, eroding NZD/AUD support. The 

trend has turned and we expect more downside. 

It’s all about USD sentiment. And we expect the 

USD to run into some speedbumps as the Fed 

grows more concerned about recession. 

The uptrend is losing steam. While near-dated 

rates remain biased higher, we expect the trend 

for curve flattening to continue. 
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 Pick a path! Uncertainty reflected in NZD pricing 

We reckon inflation is peaking but there are some 

uncomfortable truths to face on the activity front 

over the coming 12 months.  
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Foreign Exchange - Market Themes   
    

• There’s been a string of FX records broken since 

our last CHT, most of them at the NZD’s 

expense.  
 

• The USD climbed to 20-year highs, the NZD/USD 

fell to two-year lows, and the NZD/AUD slid to 

5-year lows. Going against the grain, a 24-year 

low in the JPY lifted NZD/JPY to 7-year highs. 

This spot rate volatility has led to some changes 

in our duration model. 
 

• Relative monetary policy expectations explain 

most of these movements, with commodity 

prices largely MIA as drivers of currencies. The 

Fed has shifted more hawkish (USD) while the Bank of Japan (JPY) remains steadfastly dovish. 

 

Spot Position  

Currency forecasters continue to call for 

appreciation in the NZD/USD over coming years, as 

they have done for some time. Consensus forecasts 

have the currency trending up to around 0.6400 by 

the end of this year, and 0.6700 by the end of next.  

The gap to the forward curve has hence become 

ever wider, but we’d pay this little heed. Forecasters 

have had a pretty rough time of it. Few, if any, have 

correctly picked the NZD depreciation that has 

played out. As a slightly damning example, the one 

standard deviation NZD/USD probability cone (based 

on options pricing) assigns a zero probability to parts 

of the “high” analyst forecast in the chart above being hit.  

This all highlights our often-made point that forecasts should not inform currency hedging decisions. It’s too difficult 

and forecasts are too unreliable. We prefer objective measures like where the NZD is in relation to the historical cycle 

(see histograms) and where available all-in hedged rates are compared to the past five years (see duration model).  

Hedging Instrument - Forwards1   

Given the wild moves in FX spot rates, forward points are currently less of a consideration for corporates looking at 

all-in hedged rates (where the all-in hedged rate = spot rate + forward points).  

Reinforcing the point, there’s also been relatively little movement in forward curves over the past three months. 

Forward points are determined by relative interest rates between two currencies.  

 

1 See Appendix for the ‘what’ and ‘when’ of the hedging instruments discussed in this section.  

FX Hedging Considerations – What should you be thinking about? 
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With rates going up fast nearly everywhere, relative 

interest rates haven’t moved much. The modest 

exceptions are the lift in NZD/AUD points (as the 

RBA has played catch-up to the RBNZ’s hawkish 

ways) and the fall in NZD/JPY points (as the Bank of 

Japan has remained steadfastly dovish). Still, the 

impact of declining forward points on all-in NZD/JPY 

forward rates has been easily offset by the sharp 

appreciation in the spot rate. 

 Hedging Instrument - Options  

Volatility is up across all financial markets as 

economic uncertainty and growing recession risks 

are baked into market pricing.  

The greater the risk you claim on your insurance, 

the higher the cost of that insurance. And so it has 

been with FX options pricing. Higher implied FX 

volatility (“vols”) directly lifts the costs of purchasing 

FX options as there’s a higher chance the buyer will 

ultimately exercise the option.  

The chart shows the FX vols curve (implied volatility 

for various terms out to two years) is both relatively 

high and flat. In other words, options traders are 

not pricing a return to normality any time soon. 

Often, bouts of market risk aversion produce a 

downward sloping vols curve as traders price lower vols in future. Things can change of course, but this is not the case 

in the current environment.  

Collar options can be useful in an environment of high vol.  There’s a wide range of collar instruments available but 

the common feature is the simultaneous buying of 

one option and selling of another. This effectively 

nullifies some of the cost impact of the spike in 

implied volatility.  

The cost of buying put options – insuring against a 

NZD/USD depreciation – has increased by more than 

the cost of call options (insuring against an 

appreciation). This is typical of volatile periods and 

is reflected in a mild fall in the option volatility 

“skew”  – chart opposite. This change makes collar 

option structures slightly more favourable for 

exporters, to the detriment of importer option 

structures.    
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Hedge Tenor  
 

Our hedge duration model tries to figure out when NZD cross rates might be close to cyclical extremes – and hence 

when risk managers should re-examine the duration of 

hedges. It does this by tracking the deviations of 12-

month hedged rates from 5-year averages (see box 

below for a full explainer).  

The volatility in currency markets of late has seen a few 

of the model’s high/low triggers hit. NZD/CAD has moved 

into “cyclically low” territory, and forward rates are also 

close to the model’s NZD/USD 0.6122 “cyclically low” 

trigger. 

For those exporters (importers) exposed to these 

currency pairs, it might be worth thinking about 

extending (shortening) hedge duration, or increasing 

(reducing) hedge ratios.  

For the NZD/JPY, the reverse of the above applies. The 

model’s NZD/JPY trigger has been hit on the topside as 

JPY weakness has pushed this cross to “cyclically high” 

levels. Exporters may thus like to think about winding 

back hedge duration, with importers potentially adding 

to duration or cover levels.   

 

 

 

Hedge Duration Explainer – How far out should you hedge? 

Decisions around FX hedge tenor should be driven primarily by business requirements – things like the timing of exposures, 

treasury policies, and commercial requirements for certainty or flexibility. The influence of financial market factors on tenor 

decisions should be a secondary, but nevertheless important, consideration. It’s these market factors that we discuss above.  

For an exporter, an opportune time to be thinking about increasing FX hedge duration (i.e. increasing the average tenor of the 

hedge book) is when available hedge rates are close to cyclical lows. Conversely, exporters should think about winding back their 

average hedge duration when hedged rates are cyclically high. Of course, for importers, the reverse of all this applies.  

By gradually increasing/reducing hedge duration when the currency moves into historically high/low areas, corporates may be a ble 

to add incremental value to their hedging strategies relative to typical benchmarks. One way to get an objective steer on where the 

NZD might be in the cycle is via models that track all-in hedge rates relative to some sort of average. This is the essence of our 

hedge duration model. It tracks 1-year forward hedged rates against a 5-year moving average. It generates a cyclically high/low 

“signal” – a possible trigger to rethink hedging duration – when hedged rates move more than one standard deviation away from 

this average.  

Note that none of the ‘triggers’ in the table should be treated as gospel. The idea is to provide a simple quantitative (and hence 

objective) ‘heads-up’ that the cycle (up or down) might be close to peaking. Conversation starters, if you will.  
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-1 st dev 
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NZD/USD 0.7435 0.6122  

NZD/JPY 82.62 65.00  

NZD/AUD 0.9952 0.8685  

NZD/EUR 0.6341 0.5211  

NZD/GBP 0.5735 0.4492  
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We’re keeping the Strategy section short this time around, to allow room for our two Special Topics below.  

• In general, market conditions have continued to swing in favour of exporters. The NZ dollar spot rate has fallen 

against all the major currencies over the past 3-4 months and forward points remain negative for all pairs. 

Together, these trends have pushed all-in forward rates for some NZD pairs to multi-year lows.   
 

• As a result, our duration model (results above) is indicating both NZD/USD and NZD/CAD are around ‘cyclically 

low’ levels. In other words, some exporters might find currency market conditions suitable for either extending 

the duration of their NZD/USD and NZD/CAD hedges, or just adding cover in existing duration buckets (i.e. 

increasing hedge ratios).  
 

• Options have become more expensive in the current, more volatile environment (covered above). This makes 

the economics of breaking even on premium spend more difficult. It’s an environment that lends itself more to 

looking at collars. A collar is a package that entails both buying and selling an option, nullifying to some extent 

high option volatility (and consequent high premium cost) as a consideration. As noted above, the NZD/USD 

volatility ‘skew’ – a key determinant of collar pricing – has recently moved in a favourable way for exporters.  
 

As an illustrative example, for an exporter to breakeven (relative to doing a forward) on the purchase of a six-

month vanilla call option with an ‘at the money’ strike (see glossary) the NZD/USD would have to fall around 5 

cents. That’s possible of course, but doesn’t seem like an encouraging risk/reward.  
 

As an alternative, a zero-cost collar protecting 0.6600 as a worst-case rate comes with a floor around 0.5850. This 

allows 4.5 cents worth of participation in any future downside, while limiting any adverse moves to 0.6660. That 

feels like a better risk-reward. Still, keep in mind the reduced participation of a collar. In an environment of 

heightened uncertainty you want to ensure you have plenty of ability to participate in any large NZD declines that 

might occur (either via an unhedged component of the book, or via purchased vanilla options).  

 

 

• Conditions in foreign exchange markets remain difficult for importers and other natural buyers of foreign 

exchange. NZD spot rates, outside of the NZD/JPY, have continued to fall – in some cases to multi-year lows, and 

generally in contrast to the forecasting consensus. Forward points, having been positive for a number of years in 

some NZD crosses, have reverted to normality and are negative. This means there is an extra ‘cost’, relative to the 

spot rate, to importers hedging forward. 
 

• It’s worth highlighting the point we made in the last CHT around linking your hedging strategy to your pricing 

strategy. It’s arguably even more pertinent now with NZ inflation at 30-year highs. In a high inflation 

environment, the impact of FX volatility on output prices may be less than in the recent past. In other words, 

measured FX risk may have reduced. Any time this is the case, there’s generally less of a need to hedge. 
  

• Still, and despite unpalatable-looking spot rates, we certainly don’t advocate running an unhedged strategy. It’s 

hard to remember a more uncertain economic backdrop. Hedging away a reasonable chunk of a firm ’s FX risk at 

least removes one source of this uncertainty.   
 

• In our last CHT we suggested it might be prudent to add to NZD/EUR and NZD/GBP hedges given how far and how 

fast those currencies had climbed. Both have since eased off their highs, vindicating this strategy to some extent. 

But we’ve now got NZD/JPY holding around 7-year highs, and one-year all-in NZD/JPY hedge rates have broken 

through the “cyclically high” trigger of our duration model.  
 

Against this backdrop, there may be merit in looking to increase NZD/JPY hedging duration or outright levels of 

cover. The rub is that forward points in NZD/JPY are quite taxing for those needing to buy the JPY. For example , a 

Exporter Strategies 

Importer Strategies 
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one-year forward is around 4% lower than the current spot rate. Still, a forward may be the best of the bunch as 

far as hedging options go. The risk-reward on options products looks very poor to us, reflecting the spike in 

implied volatility and unfavourable volatility skew.  

 

 

FX hedging doesn’t have to be “set and forget”. Existing hedges can be restructured to capitalise on favourable market 

movements when they occur. Indeed, it’s good practise to take an active approach to hedging opportunities, 

particularly when using FX options. A purchase of an option can be thought of as ‘buying time’. Making maximum use 

of an option’s time value by taking advantage of opportunities ensures you ’re getting bang for your premium buck. 

 

There’s no better time to look at dynamic FX hedging than when markets are volatile and the spot rate has moved a 

long way from where a hedge may have been executed. Like now! The NZD/USD has fallen about 7 cents from the last 

time we put pen to CHT paper. Here are a couple of hypothetical examples:  

 

1. An importer (or natural seller of NZ dollars) locked in a string of contracts to buy the US dollar forward  back 

when the NZD/USD forward curve was up around 0.6900 in April. These contracts are now deeply ‘in the money’, 

but there’s uncertainty about what might happen from here. One option is to restructure some of these forwards. 

The positive valuation of the existing forwards can be embedded in new hedging contracts, either paying for 

option premium, or by providing above-market rates on new forward contracts. 
  

o Pros: Reduced future FX risk, participation in favourable FX moves (if options used), potential to 

smooth average rate on hedged book  

o Cons: Requires partial give-up of hedging gains on existing forwards 

 

2. An exporter (or natural buyer of NZ dollars) purchased some NZD/EUR call options with strikes around 0.6500 

back when NZD/EUR surged higher through March and April. The NZD/EUR spot rate has since fallen to 0.6100, a 

long way from the options strikes, but there ’s still a way to go before the options expire.  

 

In this case, the options have arguably done their job, buying the exporter time to participate in a favourable 

move. But if they are simply left to run until expiry, there ’s a risk the spot rate could head back up again in the 

meantime, an opportunity missed. The exporter could ‘tear-up’ the options, or sell them back to the bank, and 

replace them with forward contracts. The options will be worth next to nothing, but the new, lower hedged FX 

rate from the forward contract locks-in the lower spot rate, meaning the original purchase of the option has more 

than paid for itself. 
 

o Pros: Locks-in a favourable FX move, reduces FX risk,  

o Cons: Can no longer participate if favourable FX move continues  

  

CHT Special Topic 1: Dynamic FX Hedging 
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Rising interest rates everywhere have brought cash management considerations into sharper focus. Funding costs are 

rising, and so is the opportunity cost of not optimising cash usage across an organisation, including any foreign 

currency holdings. 

 

FX swaps are a risk management tool that can help optimise cash management. You can think of a FX swap as a way of 

shifting cash around different currencies while remaining hedged against movements in  FX rates (for the term of the 

swap). For those that are already familiar with “pre-delivering” or “rolling out” FX forward contracts, a FX swap is 

essentially the instrument in behind these transactions shifting the hedge around.  

 

In terms of the mechanics, an FX swap is comprised of a spot transaction (the “near leg”) paired with a forward 

transaction (the “far leg”), that reverses the initial spot transaction. The cost or benefit of executing a swap largely 

reflects the interest rate differential between the two currency pairs at the relevant term.  

 

It’s best to consider an example. A corporate has foreign exchange (US dollars) sitting in a foreign currency bank 

account. The cash will ultimately be used to pay a foreign currency invoice in two months’ time but is not needed right 

away. Meanwhile, the corporate has a drawn bank facility or overdraft in NZ dollars that is providing a source of 

working capital to the business. 

 

An FX swap is used to convert the USD to NZD at the spot rate, with a return transaction (the “far leg”) simultaneously 

agreed to send the NZD back to USD in two months’ time. The diagram below sets out the various flows and 

hypothetical costs involved in the transaction. In this case, the execution of the swap has enabled the corporate to a) 

lower their NZD interest cost by repaying part of their NZD facility for two months, b) timed the return of the USD to 

enable payment of the FX invoice on time, c) maintained a hedged FX position.  The net benefit in this hypothetical 

example is around NZ9k (assuming a debt facility cost of 4%).  

 

  

 

 

 

 
 

CHT Special Topic 2: Using FX swaps as a cash management tool 
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• The NZ wholesale swap curve is 10-100bps 

higher than at the time of the last CHT, 

continuing the trend increases in play since late 

2020.  
 

• But unlike the recent trend for parallel shifts up 

in the curve, recent increases have been 

concentrated at the short-end. As a result, the 

yield curve is now mildly inverted. The end of 

the tightening cycle is creeping into view, and 

markets are thinking more closely about the 

timing of cuts.  
 

• Given the front-loading of rate hikes and soggy 

activity indicators, we might have expected a greater degree of curve inversion. That we haven ’t likely reflects 

simmering worries about high inflation becoming entrenched – the dreaded “wage-price spiral”, which would see 

rates remaining higher for longer.   

 

• The marginally inverted yield curve reflects markets thinking about a turning point in the interest rate cycle. 

Markets and economists all see another 100-150bps of RBNZ tightening, but the forecasting interest is 

increasingly around the timing of a possible RBNZ easing cycle.  
 

• There’s a huge amount of uncertainty about if/when this turning point may occur . The doves are saying the 

economy is already buckling under the weight of the RBNZ’s aggressive rate rises, and inflation and labour market 

pressure will soon be released, necessitating earlier and sharp rate cuts. In contrast, the hawks reckon that high 

inflation risks becoming entrenched, and it will be a long time before the RBNZ can take its foot off the brakes.  
 

• This uncertainty, in of itself, might be a reason to hold off on adding to levels of fixed-rate cover, particularly 

for those corporates that are within treasury limits already. Interest rate hedging ratios should hopefully be at, 

or above, treasury policy midpoints already given we ’ve now been in a rising interest rate environment for just 

over 18 months. Ideally, interest rate hedge ratios are lifted through the early-to-mid part of the cycle, with extra 

flexibility incorporated into a hedging strategy as the cycle gets closer to maturity. 
 

• Market OCR tightening expectations have reverted from levels that looked excessive to now being similar to 

ASB’s own view (see here). This strikes a 

reasonable balance between the two-way risk 

noted above. In addition, having looked decidedly 

stretched only a few weeks ago (including when 

we started writing this document!), break-evens 

now look a lot more reasonable. This all leaves us 

largely on the fence when it comes to assessing 

the fix vs. float decision from an economics 

stand-point.  
 

• The above are all hedge strategy inputs related 

to current financial market conditions. But for 

some, business-related factors may tilt the risk-

Interest Rates – Market Themes 

Interest Rates – Hedging Considerations & Strategies 
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reward balance in favour of adding to fixed-rate hedging in the current environment. Some may put a higher 

price on certainty, and are happy to take the risk floating rates begin to fall earlier than what is priced to hedge 

away some of the uncertainty in the market. Indeed, some firms may have a business model and/or interest 

coverage metrics and covenants that simply cannot tolerate an upside scenario in floating rates. For corporates 

in this camp, the reduction in curve steepness and “carry cost” associated with entering fixed-rate hedges will be 

welcome (chart above). 
 

• For those that have treasury policy ‘minimum’ interest rate hedge ratios to maintain, in theory this would be a 

great time to consider optionality – swaptions or caps – as a way to lift ratios while maintaining some flexibility to 

participate in a potential turning in the interest rate cycle. But, alas, the NZ interest rate options market remains 

beset with thin liquidity meaning the economics often doesn’t stack up. We continue to look upon Australia’s 

more developed interest rate vols market with envy. 
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NZD/USD short-term fair-value range          0.6800-0.7200 
 

• FX “fair-value” (FV) models have borne so little 

resemblance to reality recently that we’re almost 

loathe to report the results. But we report them here 

for consistency.  
 

• The NZD/USD spot rate and FV diverged noticeably in 

late 2021, and this divergence remains, with FV 

estimated in a 0.6800-0.7200 range. The divergence is 

largely a reflection of the opposing trends in the 

NZD/USD and commodity prices 
 

• FV is based on the NZD/USD’s historical relationship 

with commodity prices, risk appetite, and NZ-US 

interest rate differentials. 

 

 

 

NZD/AUD short-term fair-value range          0.9000-0.9400 

 

• The NZD/AUD cross rate continues to adjust lower in 

line with a narrowing NZ-AU interest rate differential, a 

risk we’ve flagged for a while. The RBA remains behind 

the RBNZ in the race toward tighter policy conditions.  
 

• Our NZD/AUD “fair-value” model essentially approves 

of this downtrend. The model currently sees a 0.9000-

0.9400 FV range. On this basis, spot is currently around 

“fair”, but should rate differentials continue to narrow 

FV will move lower, justifying a still lower NZD/AUD.   
 

• The model is based on NZ-AU interest rate spreads, 

relative commodity prices, and relative equity market 

performance. 

 

 

 

NZD/USD long-run equilibrium     0.6800 

• The NZD continues to hug its long-run equilibrium 

level. Our real effective exchange rate model estimates 

the trade-weighted NZ dollar is broadly “fair” (that is, 

neither overvalued nor undervalued).   
 

• For the NZD/USD, the OECD model we use puts the 

long-run PPP equilibrium at 0.6800. This means the 

NZD/USD is around 7% “undervalued” on a long-run 

basis.  
 

• None of these valuations are sufficiently stretched to 

have any implications for the NZD at this point in the 

cycle. A valuation gap of 15-20% is historically 

indicative of a currency cycle that’s about to turn.  
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•  

NZD Position in the Cycle – Histograms  

  

  

  
 

 

 

NZ Yield Curve – RBNZ pricing   
 

• Both economist and market-implied RBNZ cash rate 

expectations have continued to ramp up over the past 

quarter. But having priced an OCR end-point above 4.5% 

at one stage, markets have cooled their jets more 

recently and now expect an OCR peak a shade below 4%.   
 

• Our own forecasts are now closely aligned to market 

expectations, now that the latter have been reined in. 

ASB Economics expects an OCR peak of 3.75%, with the 

risks to our forecasts skewed marginally to the upside. In 

short, short-dated interest rate pricing – having for some 

months looked excessive – now looks around fair.  
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Forward Pricing & Breakevens   
 

• The yield curve is modestly inverted out to the five-year 

point. Forward rates (chart opposite) imply small falls in 

the front-part of the yield curve in coming years, but 

with a long-end basically anchored around where it is 

now. 
 

• These implied falls in rates are pretty small fry in the 

grand scheme of things. Markets are likely walking a line 

between wanting to price a more aggressive RBNZ 

easing cycle on one hand, but being wary of the risk 

inflation proves sticky on the other. 
 

• We like to use ‘breakeven’ analysis as a framework for 

assessing the value in fixing interest rate risk now, 

relative to staying on floating rates. This analysis uses 

forward swap rates (see table below). If break-evens 

appear stretched, there’s likely to be more value in 

staying floating vs. fixing your interest rate risk (and vice 

versa).  
 

• Having looked decidedly stretched only a few weeks ago 

(including when we started writing this document!), 

break-evens now look a lot more reasonable. And the 

similarity to our own view leaves us with a view interest 

rate market pricing looks fairly balanced.  
 

• Consider an example. To be better off fixing for 2 years 

(at a current swap rate of 3.76%) relative to floating, the 

current 1y swap rate of 3.83% must be above 3.66% in 

one year’s time (the 1y forward rate). In other words, 

sometime in the next year the 1y rate would have 

peaked and will be factoring in cuts. 
 

• Bear in mind this sort of analysis frames the hedging 

decision as driven only by market-related variables. In 

reality, business-related factors like a company’s risk 

appetite and desire for certainty are at least as 

important in the decision (see hedging strategy section). 
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% %

Last CHT

Spot 6m 1y 2y 3y 5y

1y 3.83 3.90 3.66 3.44 3.34 3.41

2y 3.76 3.70 3.56 3.39 3.32 3.44

3y 3.66 3.60 3.49 3.36 3.35 3.46

4y 3.58 3.54 3.44 3.38 3.38 3.48

5y 3.53 3.50 3.44 3.39 3.40 3.51

10y 3.52 3.51 3.49 3.48 3.50 3.56
Notes: Rates are indicative only and based on market mids

NZ Swap Curve - Forward Start Matrix
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Instrument What When 

FX forward Hedging an FX exposure using a forward 

contract ‘locks-in’ a future exchange 

rate, thereby costlessly providing 

certainty.  

 

Forward exchange rates are determined 

by adding market-determined forward 

points to the spot rate.  

 

Forward points are driven by relative 

interest rates between two countries.  

Prudent situations to hedge using FX forwards might 

be when an FX exposure becomes certain (for example 

a future foreign currency payment is contracted) or 

when the currency is currently at an acceptable level 

for a corporate but the risk of an adverse movement 

would materially impact revenue or cost lines. 

We don’t necessarily advocate “view-based” hedging, 

but a forward would also be the best hedging product 

for an exporter (importer) that had a strong view that 

the currency was about to appreciate (depreciate). 

Bear in mind though, that if the currency moves in a 

favourable direction, you are still locked in to deal at 

the agreed rate, that is, there is zero participation.  

FX option FX options provide the buyer with the 

right, but not the obligation, to buy/sell 

foreign exchange at a pre-agreed rate 

(the option “strike”) at some point in the 

future.  

Options are usually structured to protect 

a ‘worst-case’ rate, while also allowing 

varying amounts of participation in 

favourable currency movements. There 

is usually a premium payable.  

Implied volatility (currency “vol”) is the 

key market-determined component of 

option pricing. The other components – 

spot rate, maturity, strike, amount – are 

usually stipulated by the buyer. 

Options provide flexibility. Buyers of options are not 

‘locked-in’ to do anything (other than pay the option 

premium).  

This being the case, situations where options offer 

value are when a future exposure is uncertain in terms 

of timing, size, or probability of occurring. Options can 

be used to hedge or partially hedge the exposure but, 

if it doesn’t materialise or it changes, a buyer can 

simply walk away or sell the option back to a bank. All 

that would have been lost is the option premium.  

Options also offer a prudent alternative to corporates 

going ‘un-hedged’. For example, an exporter requires 

FX cover at a lower rate than current spot and believes 

there is a good chance the NZD can fall. Going 

unhedged carries significant risk. But by buying a call 

option, the exporter is protected at a worst-case rate 

in the event they are wrong.   

Interest rate 

swap 

An agreement between two parties to 

exchange a stream of interest payments 

for a set period of time.  

In a corporate context, swaps are most 

commonly used to convert a series of 

floating interest rate payments (for 

example on bank debt) to fixed interest 

A corporate will enter a fixed for floating swap 

anytime it wishes to increase the percentage of debt 

hedged onto fixed rates. 

This could be for business reasons, for example a 

corporate’s debt load is increasing, or it needs to 

protect covenants or rating agency metrics from the 

possibility of higher interest costs. Or it could be for 

Appendix - Which Hedging Instrument When?      
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Option Moneyness – A description of where an option’s strike price lies in relation to the spot rate. The further “out-

of-the-money” an option is the further away the strike price is from market and the less valuable and cheaper the 

option is.  

NZD Put Option – The right but not the obligation to sell NZ dollars and buy foreign currency at an agreed rate on a 

particular date.  

NZD Call Option – The right but not the obligation to buy NZ dollars and sell foreign currency at an agreed rate on a 

particular date.  

Option Strike – The price at which foreign exchange is transacted in an option contract if the option is exercised.  

FX Implied Volatility (often referred to as option “vol”)  –  Forward looking view of the likely volatility of a particular 

currency over a certain period. Key determinant in option pricing.  

FX Collar – Obtained by the simultaneous purchase and sale of out-of-the-money put and call options, thus locking in 

a narrow range of possible hedge rates. A collar provides a worst-case rate but also limits participation to a best-case 

rate in beneficial currency movements.  

Zero-Cost Collar – A collar structured for zero cash cost to the buyer. The cost of purchasing an option offering 

protection to the buyer is exactly offset by premium earned from the simultaneous sale of another option limiting 

participation in favourable moves.  

Option Volatility “Skew” – The difference in implied volatility between a call and a put option that are the same 

distance out of the money. The skew is essentially the market’s (traded) preference for puts over calls and hence 

affects the pricing of collars, which incorporates both.  

 
 
  

payments, as a means of hedging 

against the risk that market interest 

rates might rise.  

Note that an interest rate swap can only 

hedge against market or base rates 

rising, a swap cannot hedge the 

funding/credit component of interest 

costs.    

market reasons, for example the economy starts 

running hotter, increasing the risk market interest 

rates rise.  

Interest rate 

swap – forward 

start 

An interest rate swap contract agreed 

today but with a delayed start date.  

A corporate wishes to hedge future interest rate risk 

now. For example, debt might be low now but forecast 

to increase materially in three years’ time, and a 

corporate wants to hedge against the risk that interest 

rates rise between now and then. 

Glossary  
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Disclaimer 

This document is published solely for informational purposes.  It does not constitute an offer to sell or solicitation to 
buy any security or other financial instrument and is not intended to be financial advice.  This document has been 
prepared without taking account of your objectives, financial situation, or needs. Before acting on the information in 

this document, you should consider the appropriateness and suitability of the information, having regard to your 
objectives, financial situation and needs, and, if necessary seek appropriate professional or financial advice.  

We believe that the information in this document is correct and any opinions, conclusions or recommendatio ns are 

reasonably held or made, based on the information available at the time of its compilation, but no representation or 
warranty, either expressed or implied, is made or provided as to accuracy, reliability or completeness of any 
statement made in this document. Any opinions, conclusions or recommendations set forth in this document are 
subject to change without notice and may differ or be contrary to the opinions, conclusions or recommendations 

expressed elsewhere by ASB Bank Limited. We are under no obligation to, and do not, update or keep current the 
information contained in this document. Neither ASB nor any person involved in the preparation of this document 
accepts any liability for any loss or damage arising out of the use of all or any part of this document.   

Any valuations, projections and forecasts contained in this document are based on a number of assumptions and 
estimates and are subject to contingencies and uncertainties. Different assumptions and estimates could result in 
materially different results. ASB does not represent or warrant that any of these valuations, projections or forecasts, 
or any of the underlying assumptions or estimates, will be met.  
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