Pan Continent Grain, Inc.
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      1998

      1999

      2000

     2001

     2002

Terminal Value

Repatriated to US$

   

   

at $.80 to A$1

   

2,290,000

2,012,000

1,882,000

1,800,000

1,800,000

4,800,000

DCF

20%

1,908,333

       

 

1,397,222

       

 

1,089,120

       

 

868,056

        

 

723,380

        

 

1,929,012

            

 

Sum of DCF

   

7,915,123

       

 

   

   

   

   

   

Initial investment

(6,900,000)

      

 

Project NPV

1,015,123

 

 

Scenario 1B

      1998

      1999

      2000

     2001

     2002

Terminal Value

Repatriated to US$

   

at $.65 to A$1

1,860,625

 

 

1,634,750

 

 

1,529,125

 

 

1,462,500

 

1,462,500

 

3,900,000

   

 

DCF 

20%

1,550,521

       

 

1,135,243

       

 

884,910

          

 

705,295

        

 

587,746

        

 

1,567,323

            

 

Sum of DCF

6,431,038

       

 

Initial investment

(6,900,000)

      

 

Project NPV

(468,962)

  

 

Holding aside the question of net exposure, is the project acceptable using standard DCF analysis of repatriated before-debt charge Australian cash flows to the U.S. if the exchange rate stays at 80 cents throughout?  If after the construction period, it goes to 65 cents?



If the exchange rate stays at $0.8, then the project NPV is positive and should be accepted.  However, if the exchange rate falls to $0.65 to the Australian $, then the NPV becomes negative, and the project should be rejected.  We assume that the exchange rate decreases to $0.65 for all cash flows.  



2. Does the project have attributes of a natural hedge?  A partial natural hedge?  No natural hedge?  What is the direction and rough magnitude of the exchange-rate risk, if any as it related to the value of the Aussie dollar?

Yes, there is a partial natural hedge, assuming that 50% of processing expenses (seed costs) are determined by the global markets.  As the Australian currency weakens relative to the $, prices will stay constant since they are determined by the global markets.  However, labor and energy expenses are local costs and therefore, with inflation, costs will rise.  


3. Should the project be hedged?  Why or why not?

Yes, because there’s only a partial natural hedge, and there’s exchange rate risk exposure that can be mitigated by hedging.


4. If your answer to question 3 is yes, should it be with a financing hedge?  With a currency hedge (futures, forwards or options)?  With an operating hedge?  How would you place a hedge with respect to direction and rough magnitude? 

We should hedge the portion of expenses that does not have a natural hedge – the residual exposure.  

Operating Hedge:  Finance the equivalent amount to 50% of expenses with a loan from an Australian bank.


Forward/Futures Contract:  Lock in a forward rate higher than the anticipated exchange rate with inflation in Australia (the closer to the $0.80, the better).

Currency Option:  Purchase a put to sell Australian currency at a specified price (close to $0.80).



