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Summary 
We’ve rejigged the format of our third CHT and included our first Special Topic.  

Interest rates 

• The spectre of negative wholesale interest rates has been the biggest 

theme of the past quarter. We provide six implications for corporates 

managing interest rate risk. 

• Overall, we think the current environment supports lower levels of fixed 

interest rate hedging cover. For most, interest rate risk has reduced. 

• For those whose treasury policies require cover to be topped up or 

maintained, this might be the time to consider interest rate optionality. 

Foreign exchange 

• FX spot, forwards, and option pricing has continued to gradually normalise 

after the March Madness. The recent increase in the NZD/USD spot rate has 

closed some of the valuation gaps previously suggested by our models. 

• For exporters, the NZD/USD is starting to look a little rich based on our fair-

value model, and there’s some low probability/high impact downside risks 

from the US election. A higher share of options in the book may be prudent.  

• Importers may wish to re-examine cover levels in the NZD crosses, 

particularly NZD/AUD, given falling interest rate differentials and upcoming 

event risk. Options look expensive but forward pricing has improved.  

• Our Special Topic takes a look at how corporates should react to exchange 

rate shocks like that in March. Hunker down, or wade in? 

 

 

 

Shocks, Risks, and Politics 
Welcome to the Q3 Corporate Hedging Toolbox - our practical guide for corporate 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 to subscribe.      
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NZD/USD - Forecasts vs. Market Pricing

Feature Chart: NZD forecasts & market pricing    

Both economies have suffered COVID resurgences 

of some kind. Overall fundamentals continue to 

favour the AUD though, in our view. 

Has been feeling the updraft from crumbling USD 

sentiment. We expect consolidation ahead. The US 

election is a big risk to prepare for.     

The zero barrier has fallen.  
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The NZ economy bounced out of lockdown faster 

than anyone expected. But we suspect things will 

get harder over the coming six months.  
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Foreign Exchange - Market Themes   

Foreign Exchange 

• The chart opposite sums it up nicely. The NZD has 

fallen relative to most currencies over the past three 

months, as the spectre of negative interest rates has 

burst onto the local scene.  

• NZD/USD has been a notable exception to this 

general underperformance, rising around three cents 

since the last CHT.  

• This reflects the ailing fortunes of the US dollar, which 

spent most of August and September crawling along 

two-year lows. Not only is the US’s poor handling of 

the COVID crisis weighing on the outlook, but 

contracting US interest rate differentials have reduced USD demand.  

• The EUR tends to be regarded as the “anti-USD” and has thus benefitted the most from the weak greenback.  

• Looking ahead, the coming quarter will see political factors further complicate the already hazy outlook for FX 

markets. Both the NZ and US elections are set to take place, with markets particularly sensitive to the latter.   

 

Spot Position  

The Bloomberg consensus expects the NZD/USD to 

remain on its gradual post-COVID uptrend through to 

around the end of 2022. The forward curve, by contrast, 

remains dead flat.  

Notably, the distribution of both FX forecasts and the 

probability cone (derived from options pricing) have 

narrowed relative to the last CHT, implying uncertainty 

about the NZD outlook has reduced a little. Our 

quantitative models (see valuations section) confirm 

fundamentals remain supportive of NZD/USD around 

current levels.  

Even if you believe the trend in NZD/USD is postive, 

we’re bracing for more FX volatility ahead. Economies 

have recovered faster-than-expected from lockdown 

shock, but the longer-term outlook remains far from 

clear. Global risk appetite, and by association the NZD, 

will thus remain jumpy. And as we discuss in the Strategy 

section, event risk for the coming quarter is massive.  

Corporates should prepare for all of this by stress testing 

budget rates, making use of the FX orderboard,  thinking 

about optionality, and generally trying to be nimble 

where possible.  

FX Hedging Considerations – What should you be thinking about? 
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Hedging Instrument - Forwards1   

NZ dollar forward curves have continued to move higher following the abrupt decline seen in March (chart above).  

NZD/USD forward points are back to being positive at some tenors (forward rates higher than spot), while NZD/AUD 

points are at the highest level since early 2019. In fact, forward points for most NZD currency pairs are trading around 

the highest/least negative they’ve been for over a decade. This is a direct result of NZ interest rates being so low 

relative to offshore rates. All of this has increased the cost, relative to spot, of hedging forward for exporters, and 

reduced it for importers.  

 

On an all-in basis, which is what really matters for most, forward hedged rates are only a little above the long-run 

average, with the exception of NZD/GBP and NZD/AUD (12% and 6% above respectively).    

 

Hedging Instrument - Options  

Similar to forward markets, FX option market pricing has 

continued to slowly revert back to where it was prior to the 

March COVID shock. Implied option volatility, the key 

market-determined ingredient in FX options pricing, seems 

to have settled into a higher range in the post-COVID world. 

This makes sense to us given the permanently higher level 

of uncertainty about the outlook.  

The implication for corporates is that the cost of using 

options for insurance/flexibilty is higher than pre-crisis. 

However, as the chart shows, it’s not what we’d term “expensive” relative to long-run averages. And, as discussed in 

the next section, there are still situations where increased use of FX options can add value to a FX hedging strategy.  

Hedge Tenor  

In our view, decisions around FX hedge tenor should be 

driven primarily by business requirements – things like 

the timing of exposures, treasury policies, and 

commerical requirements for certainty and/or flexibilty. 

The influence of market factors on tenor decisions should 

be a secondary, but neverthless important, consideration. 

We discuss these market factors here.  

For an exporter, an opportune time to be thinking about 

increasing FX hedge duration (i.e. increasing the average 

tenor of hedges) is when available hedge rates are around 

cyclical lows. Exporters should think about reducing 

hedge duration when hedge rates are cyclically high. For 

importers, the reverse applies.  

By gradually increasing/reducing hedge duration when 

the currency moves into historically high/low areas, 

corporates may be able to add incremental value to their 

hedging strategies relative to typical benchmarks.  

One way to get an objective steer on currency cycles is 

via models that track all-in hedge rates relative to some 

 

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

low 

Cyclically 

high 

NZD/USD 0.7460 0.6100   

NZD/JPY 82.70 64.00   

NZD/AUD 0.9954 0.8705   

NZD/EUR 0.6480 0.5270   

NZD/GBP 0.5750 0.4450   
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sort of average. Our hedge duration model (table above) tracks 1-year forward hedged rates against a 5-year moving 

average. It generates a high/low “signal” – a possible trigger to rethink hedging duration – when hedged rates move 

more than one standard deviation away from this average.  

The model is not generating any signals at the moment. In fact, with the possible exception of the “cyclically low” 

trigger for  NZD/EUR, current market rates are not even close. Most NZ dollar FX pairs have recovered strongly from 

the March declines and now sit close to the middle of recent ranges. 

 

As outlined in the prior section, overall market pricing is now slightly less favourable for exporters relative to our last 

CHT. The NZD/USD spot rate is higher (although cross rates are mostly lower), and forward curves have all ground 

higher. This validates the approach we talked about in our last CHT of exporters increasing hedge duration/ratios on 

dips. But what now?  

 

Recent changes in market pricing, and the overall postion of the NZD spot rate are neither here nor there in the grand 

scheme of things. There hasn’t been anything from a markets perspective to alter the previously recommended 

strategy of using episodes of risk aversion and NZD weakness to add to hedges. We suspect we’ll see more short-term 

NZD shake-outs over the quarter ahead.  

 

Our short-term “fair-value” model – see valuations section – and duration model (above) are both updated weekly 

and provide some objective levels to think about in terms of altering hedge levels. For example, the NZD/USD recently 

poked its nose above our model’s short-term fair-value range for the first time since February 2019. Currency models 

are only one consideration in the hedge strategy mix, but this was one indicator suggesting exporters may wish to 

hold back for a time.  

 

Another thing worth highlighting is the heavy event risk we’re about to plough into. And this is not just the standard 

COVID/uncertainty line that’s now de rigueur for economists. Over the coming quarter two elections will be held, both 

with potentially major relevance for the NZD. New Zealand’s is on 17 October and the US election is on 3 November. 

The latter has much more potential to throw around currency markets. Given the vastly different policy platforms of 

the two US Presidency candidates, the implications for markets coming out the other side could be large. Our CBA 

colleagues discuss the various permutations here. Suffice to say, a Biden victory would cause the least ripples as it’s 

partly priced in already. A Trump victory is expected to see a large appreciation in the USD, and falls for AUD/USD and 

NZD/USD. There’s also the possibilty of a disputed election like in 2000, which could deliver a 2-3% lower NZD/USD.  

 

An exporter wanting to allow for the risk of a lower 

NZD/USD in the latter stages of 2020 could look at a short-

dated call option. This would lock-in a worst-case rate, and 

allow participation in any currency sell-off that might 

eventuate after the US election (or the NZ election in 

October for that matter). Unfortunately, short-dated options 

are not as cost effective as would normally be the case. The 

market has already allowed for some US election volatility, 

and the NZD/USD vols curve has an obvious “kink” up 

around November.  

 

Another alternative would be to use a collar but we’ve grown a little colder on collars relative to our last two CHTs. 

The pricing for such has moved unfavourably from an exporter’s perspective. The volatility “skew” as it is known has 

soared from where it fell to in March (see chart). In addition, the ability to participate in any (potentially large) 

downside would be capped under a collar. 

Exporter Strategies 
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Exporters’ losses are importers’ gain. The NZD/USD spot rate, forward points in all NZD FX pairs, and the FX volatility 

“skew” have all moved in importers’ favour since our last CHT.  

 

Putting ourselves in the shoes of a corporate exposed to a falling NZ dollar, there are two risks we’d be thinking about 

over the next 3-6 months. First, the spectre of negative wholesale interest rates becoming more entrenched in NZ 

could see NZD cross rates continue to underperform. Interest rates in NZ have been falling faster than in many 

offshore markets and this differential is what matters for currencies (which are a relative price). The NZD/USD, by 

contrast, dances more to the beat of general USD sentiment. 

 

We flagged the idea of topping up NZD/AUD cover levels in our last CHT. The cross has indeed since declined, but we 

remain of the view it can fall some way further given the historically high starting point (see “Histograms” section) and 

dragging relative fundamentals. Forward points also remain favourable from a historical standpoint, such that the 12 

month all-in hedge rate is still around 6% above the long-run average. It therefore might make sense for importers to 

shift cover levels up toward policy maximums.  

 

Second, as covered in the section above, some of the scenarios stemming from the US election could spell sharp falls 

in the NZD/USD and AUD/USD. No one has a clue what will happen of course, but there appear to be more downside 

scenarios for the NZD/USD than upside. In terms of hedge instruments, NZD FX options are almost always more 

expensive for a seller of NZ dollars and, as noted above, options maturing around the US election are now 

commanding a premium. So it may be preferable to look at forwards in this case.  

 

  

Importer Strategies 

CHT Special Topic – FX Shock Treatment   

The V-shaped round trip in the NZD/USD this year has brought back to the fore questions about how corporates 

with FX exposures should react to exchange rate shocks.   

Hunker down and wait out the carnage? Or look out for opportunities, and wade in? Who in an organisation 

should be making the calls on what to do? And based on what? These questions are all the more difficult when 

addressed in the eye of the storm. In the aftermath of the March Madness we’ve heard tales of regret on both 

sides. Exporters kicking themselves for not scooping more cover when the NZD/USD had collapsed to below 

0.6000. Or importers loading up only for the currency to rebound.  

Hindsight is a wonderful thing of course. But now might be an opportune time to reflect on how your FX hedging 

strategy is set up, and to test if anything should be done differently next time around. Below we provide five 

principles to think about. 

1. An FX hedging strategy should fit the nature of the FX exposure. An organisation’s FX risk needs to be 

properly understood before a hedging policy can be set. For example, how predictable are FX exposures (size 

and timing), and what is the impact of FX on the business? Back-testing and scenario analysis can help here. If 

FX risk is small relative to other business risks, for example because a corporate can readily alter price, then 

the need to react during periods of market volatility would be less than otherwise. Everyone’s exposure 

profile will be different and so everyone’s hedging strategy should be different.   
 

2. Set up your policy in peace time. The best way to be nimble and avoid eye-of-the-storm decision making is to 

agree action plans (and controls) with Board and senior management before the crunch comes. Ideally, the 

plans would be built into the treasury policy. The plan might simply to be to pause and assess. Or, for more 

active managers, we favour pre-agreed objective rules/actions that might be triggered by certain scenarios. 
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For example, when the currency falls more than 5 cents in two weeks, or one-standard deviation below a 

certain moving average, an exporter might lift hedge ratios by x, or increase the average duration of forward 

cover by y. Our hedging duration model is one example of an objective ‘trigger’-type model. Setting pre-

agreed rules to cover a range of events ensures a corporate can quickly respond to changes in market 

settings. 
 

3. Don’t concentrate decision-making on individuals. Necessary Board/management approvals for altering BAU 

hedging plans should be built into policy documents so treasury mangers have the authority to act when the 

situation arises. This also avoids individuals being forced to make subjective calls in the heat of the moment.  
 

4. Use the right tool for the job If missing an FX opportunity is a big deal to your firm, think about using a 

hedging instrument that allows more participation in favourable movements than a spot or forward 

transaction. Option structures usually cost, but premium spend and level of participation can be tailored to 

suit individual needs. Another feature of options not always well understood is that, while there is a set 

maturity date, options provide flexibility throughout the period of ownership. That is, they can be torn up, 

cashed up, or restructured at any point should a corporate wish to capitalise on market movements.  The 

level of optionality in a corporates’ FX book can, and should, be flexed in response to market conditions and 

upcoming events.  
 

5. Keep your eyes on the prize. Don’t get lured into being speculative. The goal of your FX hedging strategy – 

whether it be protecting a budget rate, limiting variability in COGS, or meeting ratings agency metrics etc. – 

should not change as a result of wild swings in market rates. 
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• It’s still all about ‘lower for longer’ in interest rate 

markets, but now there’s the added kicker of negative 

policy rates being explicitly factored into the wholesale 

yield curve. The consensus now expects the OCR to be 

cut to negative in the first half of 2021.  
 

• NZ swap yields are down a further 15-25bps from last 

quarter, and at the time of writing are below 0.2% all 

the way out to five years. The curve remains positively-

sloped, and has even steepened a little in line with 

small increases in offshore long-dated bond yields.   
 

• The NZ and global economies are recovering from lockdown shock faster than most have expected. But the RBNZ 

nevertheless wants borrowing rates lower to help speed the recovery.  It’s a similar story offshore. Most notably, 

the US Federal Reserve has shifted its interpretation of its policy goals such that US interest rates will remain 

extraordinarily low even as the US economy regains its composure in coming years. This is a big deal in our view. 

US Treasury bonds are the global benchmark for interest rates and now look set to stay lower for even longer.  

 

So what do near-zero or negative wholesale interest rates mean for corporates thinking about interest rate risk?  

1. It’s pretty unlikely corporates will be paid to borrow money even if the OCR falls below zero. The limit on how 

far the OCR can fall is thought to be around -1%. Given typical credit margins applied to base interest rates, most 

debt facilities will continue to attract positive rates of interest. However, it’s conceivable that some shorter-term 

facilities could turn negative, depending on what else is going on at the time. 

 

2. Interest rate risk has reduced for most corporates (for a given level of debt), which implies less of a need to 

hedge it. Given how low floating interest rates are, they would have to rise a fair way from here to really trouble 

most corporates in terms of interest coverage/debt servicing. That is, most business models won’t be based on 

long-run interest rates remaining as low as they are currently. The contribution of base interest rates to firms’ 

overall cost of funds will have reduced markedly over time, which also implies less of a need to manage base rate 

risk. For example, for a corporate paying BKBM plus a, say, 200bps credit spread, the base rate component is 

currently 13% of the total funding cost, compared to an average of 55% in the past decade (during which BKBM 

averaged 2.4%). 

 

Most quantitative models of interest rate risk will be 

showing a reduced risk as well. This is because the 

volatility of interest rates has been falling over time 

alongside the absolute level. So models that use 

standard deviation ‘shocks’ for scenario testing – like 

Cash Flow at Risk models – will be showing less of an 

impact on interest expense from an unexpected 

interest rate shock.  

 

The most obvious exception to all this is for regulated 

entities like some utilities whose interest rate risk is 

prescribed according to some combination of prevailing market interest rates.  

Interest Rates – Market Themes 

Interest Rates – Hedging Considerations 
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3. Negative floating rates may impact the effectiveness of new and existing interest rate swap hedges, another 

reason to be cautious about adding to hedges. We flagged this in our last edition, and it’s become even more 

pertinent. It relates to the mis-match between bank loans that have a zero rate floor (meaning the base rate a 

borrower pays is ‘floored’ at zero rather than being able to go negative) and any pay-fixed swaps overlaid on the 

borrowing that, per convention, do not. This would mean that if BKBM went negative a borrower would ‘pay’ for 

negative rates on the swap (via receiving a negative rate on the float leg) without receiving the usual offset on the 

loan, thanks to the zero floor. In other words, swap hedges could become ineffective in their purpose of providing 

interest cost certainty. Not just in an economic sense, but potentially in a hedge accounting sense too (relevant 

for those that engage in such), risking the re-introduction of P&L volatility onto the income statement.  

 

4. Aside from the loan documentation issues in (3), it would otherwise be business as usual for interest rate swap 

markets should interest rates go negative. A corporate that fixed its interest rate risk via a pay-fixed interest rate 

swap would still receive a payment from a bank on each fixing date in which the agreed fixed rate is below the 

floating rate, and vice-versa. One or both of the rates in question being negative doesn’t change these mechanics. 

The diagram below provides a stylised 

example.  

 

5. Tenor matters. It’s not necessarily the case 

that, if the OCR was cut below zero, the 

entire wholesale yield curve would fall into 

negatives. There is a limit to how far the OCR 

can be lowered (we think it might be around 

-0.75 to -1.0%). The market knows this, and 

so a negative OCR would probably see the 

curve steepen, with longer-end rates possibly 

staying positive.  

 

6. Re-examine your risk. Unlike the FX ‘shock’ 

discussed in our Special Topic, the secular 

decline in interest rates to almost zero over the past 10 years is more of a slow-burn. But it is still arguably a 

‘shock’. In this sense, it’s worth re-examining interest rate hedging strategies to check they are still relevant, and 

still match a corporates’ risk profile. Most importantly, what is the risk that is being managed and how is it 

measured? Once that is set the objectives and benchmarks of the hedging strategy can be re-evaluated. For 

example, for some corporates, interest rate risk may not be sufficiently material to hedge at all. For others it may 

be that even though base rate risk has reduced, interest rate risk is actually increasing thanks to an increased 

forecast debt load over the next few years.  

 

• Overall, we think the current environment supports lower levels of average fixed interest rate hedging cover. 

Corporates might consider letting fixed interest rate hedging ratios erode towards the lower end of policy bands. 

Not only is outright interest rate risk declining for most (see above), but the outlook for wholesale interest rates is 

tilted to the downside thanks to the RBNZ’s bias to cut the OCR futher.  

 

• For those whose treasury policies require levels of cover to be topped up or maintained, this might be the time 

to look at interest rate optionality. It’s a more prudent alternative relative to going unhedged, for those that 

want the ability to participate in lower rates. An interest rate option – most commonly a “cap” – allows the buyer 

to specify a worst case rate (the “strike”, typically referenced to BKBM) at which they are protected for a string of 

“reset” dates over a given term, while being able to participate in interset rate moves to the downside. A 

Interest Rates – Strategies 
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premium is payable for the increased flexibility.  

 

As an alternative to a cap, a swaption is another product that would allow a corporate to participate in future 

interest rate declines while remaining hedged against adverse moves. Once again a premium is payable. A 

swaption allows the buyer the right, but not the obligation, to enter into a swap at some future date, at a 

specified rate. At maturity, the swaption owner can decide to enter a swap if the pre-agreed rate is below the 

market rate on the day. Or, if market rates have fallen below the swaption rate, the owner can just walk away. 

 

• To our minds, there’s no easy fix to the zero-rate floor/interest rate swap mis-match issue mentioned above. 

It’s been suggested that a corporate with such a mis-match should close out pay-fixed swap contracts as one way 

of ‘fixing’ the problem. We are not fans of this approach. First, swaps are not the problem, it’s the zero-rate 

clause in loan docs that is causing the issue. This being the case, the first port of call should be to the bank. 

Second, closing out swaps now doesn’t avoid the problem, it crystalises it. Markets are already pricing a negative 

floating rate, so closing out at current levels would involve a potentially large upfront payment.  

 

Another way of potentially addressing the issue is to buy a ‘floor’ at zero, an interest rate option that pays out if 

BKBM goes below zero. In this way, a corporate has partially hedged themselves if rates do go below zero, as the 

cash flows from the option would help offset the negative cash flows from the swap/loan mis-match. However, 

this option adds more complication into the mix, and a premium would be payable that may well be prohibitively 

expensive given there is already a high chance of a negative OCR priced in.  

 

• It’s probably a story for down the track, but we can’t help but feel that if we did see negative swap rates in the 

mid-to-long part of the curve (5-10-year), it would represent a compelling opportunity to lock in cover. 

Negative floating rates, if they did transpire, are not expected to stick around for the long term. Indeed, they 

could be considered an “emergency” monetary policy setting. So locking in a negative base rate for 5+ years may 

offer value for a borrower that is not constrained by the zero rates floors mentioned above. 
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NZD/USD short-term fair-value range          0.6250-0.6650 

 

• Our short-term valuation model is designed to provide 

an objective estimate of where the NZD/USD roughly 

“should” be based on its usual fundamental drivers: 

commodity prices, global risk appetite, and NZ-US 

interest rate differentials.  
 

• Fair value (FV) has lifted around 2 cents since the last 

CHT. The model currently estimates a 0.6250-0.6650 

range. In other words, NZD/USD spot is broadly “fair” 

but is starting to creep into the upper reaches of the 

model’s range. 
 

• Risk appetite (proxied by the VIX index) has become a 

more important driver of FV since the COVID crisis 

struck. The chart opposite shows the improvement in 

global risk appetite has contributed most of the 

increase in FV over the last three months. 
 

• Acting in the opposite direction, NZ-US interest rate 

differentials have fallen as local markets have factored 

in a negative OCR. Falling interest rates may further 

weigh on the currency over the coming quarter. 

 

 

 

NZD/USD long-run equilibrium     0.6900 

• The recent shift up in the currency has reduced the 

extent it is estimated to be “undervalued” on a long-run 

basis. According to our preferred real effective exchange 

rate model (chart opposite) its now just 3.5% 

undervalued, down from 8.5% in our last CHT. 
  

• This is neither nor there. Long-run valuations tend to 

signal a change in currency direction only when 

valuations become stretched, i.e. when the currency is 

at least 20% above/below the long-run equilibrium. 
 

• It’s a similar story for NZD/USD as for the TWI. The OECD 

estimates the long-run purchasing power parity 

equilibrium of NZD/USD to be around 0.6900. At current 

spot rats this implies a relatively small “undervaluation”. 
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NZD Position in the Cycle – Histograms  

  

  

  

 

NZ Yield Curve – RBNZ pricing   

• The RBNZ has promised to keep the OCR at 0.25% until 

March. Financial markets expect the OCR to be lowered 

soon after.  It’s priced at -0.17% by May.  
  

• Our view is that the OCR will be lowered to -0.5% in April 

(in combination with a “Funding for Lending” 

programme). At face value, this suggests wholesale 

interest rates can fall a little further over the coming 3-6 

months, although we’d take any forecast with a grain of 

salt at the moment!  

 

Forward Pricing & Breakevens   
 

• Not only is the NZ yield curve very low and very flat, but 

it is expected to stay that way for some time. For 

example, according to interest rate forwards, in two 

years time the NZ swap curve will be a little higher but 

still below 0.5% out to the 5-year tenor (chart below).  
 

• “Breakeven” analysis is useful in thinking about whether 

it is a good time to fix or float (see table). For example, 
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Official Cash Rate Expectations

Spot 6m 1y 2y 3y 5y

1y 0.13 -0.06 -0.02 0.05 0.16 0.56

2y 0.04 -0.01 0.01 0.10 0.23 0.70

3y 0.04 0.03 0.06 0.17 0.34 0.80

4y 0.07 0.08 0.12 0.27 0.46 0.88

5y 0.12 0.15 0.21 0.38 0.57 0.94

10y 0.53 0.58 0.64 0.77 0.91 1.15
Notes: Rates are indicative only and based on market mids
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in the swap market it is possible to fix today for 5 years 

at 0.12% (all rates are indicative). The ‘breakeven’ on 

fixing for this 5-year term is for the 3y swap rate to be at 

or above 0.17% in 2 years time (from 0.04%). A rise of 

only 14bps in 2 years is pretty easily achievable but we 

suspect we’ll see better entry points over the coming 

year or so given our expectation the OCR is lowered 

further next year.   
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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 occuring. 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 

payments, as a means of hedging 

against the risk that market 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 convenants or rating agency metrics from the 

possiblity of higher interest costs. Or it could be for 

market reasons, for example the economy starts 

running hotter, increasing the risk market interest 

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.  

 
 
 
 

  

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.    

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 recommendations 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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