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Hedging refers to a risk investment strategy used to safeguard against risk due to changes in the price of assets or currency exchange rate. AIFS used hedging to protect itself against constant changing exchange rate between the dollar and the euro. AIFS needed hedging because a student wishing to study aboard paid in US dollars and had to convert the US dollars to euros when paying for students expenses in Europe. To ensure maximum profit, AIFS had to find a way to reduce risk arising from currency exchange rates changes. This paper will investigate AIFS currency risk hedging. AIFS uses mainly currency forward contract and currency options to hedge its bottom line from damaging exchange rate changes.  
There are two types of hedging that AIFS considered namely forward contract and currency option. Forward contact involves agreeing to exchange a certain number of dollars at a particular exchange rate. In a forward contract hedging system, one cannot opt out of the contract even if the exchange rate offered is higher than the existing market exchange rate. Currency option hedging program involves an agreed upon exchange rate for a certain amount of funds, but one has the option to opt out of the contract if the existing market rate is lower than agreed exchange rate. However, unlike a forward contract, option call a fee incurred. 
AIFS was faced with a dilemma on how and how much to hedge; because AIFS has to hedge its cost two years in advance. AIFS has to estimate the number of customers it expects to come up with the expected general cost level. Additionally, AIFS second dilemma involves coming up with the specific ration on how to balance the currency forward contract and currency option.
AIFS History 
AIFS facilitates exchange program for students between the US and Europe universities and high school. In the program, college students have the opportunity to study aboard with all courses having academic credit. While high school students get the opportunities to travel aboard for 1 to 4 weeks. 
AIFS from previous experience relating to news of war, political uncertainty, and terrorism had to find a way to hedge its cost estimates from exchange rate and sales reduction volumes. High school sale volume was more affected compared to high school sales due to uncertainties. The main previous experience that reduced sales volume for AIFS includes 1986 terrorism acts, 1991 Gulf War, 2001 September 11, and 2013 Iraq war. In all this cases, AIFS projected sales declined by almost 60% affecting their business negatively. To ensure that AIFS did not face such kind of risk again a hedging program needed. 
AIFS uses hedging to protect itself from three kinds of risk namely bottom-line risk, volume risk and competitive pricing risk. Bottom-line risk involves hedging against increased prices if the exchange rate mainly increases. Increases in exchange rate example from 1.2 to 1.3 increases the total cost AIFS will incur. Under bottom-line risk, AIFS hedges to ensure that exchange does not impact the business projected sales by increasing the cost estimates. Volume risk involves protecting itself from projected sales changes since all sale volume hedge are only projected sales. AIFS uses this system to protect its self from cases of decline or increases in projected sales like the effect of 2013 Iraq war on sales volume. Finally, competitive pricing risk means AIFS setting prices in such a way that exchange rate changes do not affect prices increases, ensuring AIFS maintains a competitive advantage over its competitors. 
However, sales volume risk and bottom-line risk were the most significant risk to analysis, thus, the success of hedging system depends on the exchange rate and the final sales volume; because the success of hedging ensures no impact on prices. Additionally, AIFS records indicate price increase of $200 does not affect the sales volume.
Bottom line risk is of importance because the US dollar per Euro exchange rate was significantly unstable as indicated in the below picture as of from May- June 2014. With the unstable exchange rate, AIFS faced potential losses if the dollar become weaker, thud the need for hedging. 
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AIFS banks with 6 different banks that it has developed a long standing relationship. All the 6 banks have granted AIFS with lines of credit thus reducing the transaction cost and ensuring better hedging price for forward contract and currency option at a low premium cost. 
Bottom-line Risk Hedging
 	AIFS estimated the number of students is 25,000 with each student expected expense €1000, in total the whole expense budget is €25,000,000. If no hedging system, the following provides the cost, AIFS in dollars to be experienced with the different exchange rates. 
	Exchange Rate
	Amount (euros )
	Projected amount in Dollars

	1.01
	25,000,000
	25,250,000

	1.22
	25,000,000
	30,500,000

	1.48
	25,000,000
	37,000,000



To ensure maximum protection fromn unexpected changes in exchange rate, AIFS has an agreed exchange rate of 1.22 for €25,000,000 with the option of either hedging using option or forward contract and a premium rate of $1,152,500 or a combination of both. 
	Final volume: _____25,000__________
	Benefits

	
	USD Exchange Rate (USD/EUR)

	% Cover
	Contracts
	Options
	1.01
	1.22
	1.48

	100%
	0%
	100%
	(6,405,000)
	0
	6,347,500

	100%
	25%
	75%
	(6,500,000)
	(1,250,000)
	5,250,000

	100%
	50%
	50%
	(6,000,000)
	(750,000)
	5,750,000

	100%
	75%
	25%
	(5,750,000)
	(500,000)
	6,000,000

	100%
	100%
	0%
	(3,725,500)
	(1,525,000)
	4,975,000

	0%
	0%
	0%
	(5,250,000)
	      0
	6,500,000



For a 100% hedging system with 100% option, AIFS reduces its cost by $6,405,000 if the exchange rate at 1.01, while the cost would have increased the cost by $6,347,500 if the exchange rate is 1.48, thus protect AIFS, can protect itself if the dollar weakens. With 100% contract, AIFS reduces its cost by $3,725,500 if the exchange rate is 1.01 and would have increased the cost by $4,975,000 if the exchange rate is 1.48. With Hedging AIFS can protect itself from any additional if the dollar weakened to 1.48. However, without hedging AIFS reduces cost it by 5,250,000 if exchange is dropping to 1.01 and increases cost by 6500,000 if exchange rate raises to $1.48 
Volume Sale Risk Hedging
Volume sale risk explained by AIFS shifting box by linking high and low sales to in the money and out of  money exchange rates.  
Actual Sales Volume Compared to projected

High

Low	Exchange Rate
           Out-of-Money           In-the-Money
If AIFS is experiencing low sales and low on funds, AIFS is will be having excess currency, however, if they had an option contract they would be able to opt out of the contract and buy euros at the market rate. Additionally, the loss would be lower than if the projected sale volume remained constant. However, with low sales volume and in the funds interest rate the gain realized. However, the again would be smaller than the gain with the projected sales remains constant.
With high sales volume and low on funds, a loss realized and currency option hedging would be the best program. If sales are high, and the exchange rate is in the money, gain realized, and the option would be the best choice because AIFS can opt out of the contract.
Conclusion
Based on sales volume fluctuation and exchange rate change, sales volume prove to be the most advance risk because exchange rate does not tend to fluctuate highly than volume fluctuation. Thus based on the two risks currency option would be the best hedging program. 
Additionally, if considering exchange rate fluctuation that determines the bottom-line risk, currency option is the best program to choose because the AIFS has the option to either opt out or obligate the contract depending on the prevailing market exchange rate. However, if one has to a combination of currency option and currency contract 75% option and 25% contract would be the best choice of hedging.
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