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Abstract

One of the great puzzles of international finance research has been the surprising finding that firm

value is only mildly sensitive, if at all, to exchange rate fluctuations. This runs against the

conclusions of the standard net discounted cash flow theory. In this article we examine this puzzle,

and provide some insights by looking at whether the result is peculiar to large economies like the US,

using improved methodology including a residual regression model, the use of individual firm data,

and looking at the effect of different exchange rates. We do find clear evidence that exchange rate

movements affect the value of listed firms. We also find that the direction and degree of sensitivity is

dependant on the currency used.
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1. Introduction

The effect of exchange rate movements on the value of a firm has become an important

field in both academic research and practical investment analysis. Academic researchers

and industry investors are faced with important questions to answer: (i) does the volatility

of exchange rates affect firm value and (ii) is this exchange rate effect reflected in stock

prices? Then, if the answers are yes, the next two questions are: (iii) how sensitive is the

value of firms to exchange rate movement and (iv) what factors are important in

determining the degree of this sensitivity?
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Conventional wisdom and economic theory suggest a positive answer to the first

question—changes in the relative prices of domestic and foreign goods are widely

believed to influence the current and future expected cash flows of the firms with foreign

sales and operations abroad. This should change the NPVof the firm, and thus the market

capitalisation of the firm will react to movements in exchange rates. Even firms that are

mainly domestic in nature may also be affected by exchange rates as their input and output

price linkages, or their supply and demand chains, or their competitors’ prices, might be

influenced by currency movements.

The efficient market hypothesis would also argue that this information should be priced

into share prices immediately. The size of the reaction will be complex, as it will depend

on the various determinants of the NPV, the diversification of the firm’s cash flows and

assets/liabilities, and the expected duration of the change in the exchange rate. However,

the effect should be significant. Note that only unexpected changes in the exchange rate

will affect share prices, as expected changes will already be priced in.

There is a two-step linkage here: (i) changes in exchange rates should affect firm value

and (ii) and investors should recognize this information and price it into shares. A failure

to find a relationship between exchange rates and share prices could be caused by the

break down of either link. We would argue that, given the unusually exposed nature of the

New Zealand (NZ) economy, both these links, in theory, should be stronger in NZ than in

the US.

The puzzle in this area arises because previous empirical studies have shown only

mixed results with regard to the impact of unexpected changes in foreign exchange rate on

firm value. Findings vary depending on the firm sample selection and models employed.

However, the general research conclusion is that firm value is only mildly sensitive to

exchange rate fluctuations, if at all.

There have been a limited number of research papers that have documented a small but

significant correlation between exchange rate movements and changes in firm value. Choi

and Prasad (1995), Booth and Rotenberg (1990) and Frennberg, (1994) did find significant

sensitivity. However, the mean values of that sensitivity were far lower than they should be

in theory. Conversely Jorion (1990), Amihud (1994), Gao (2000), Doidge et al. (2000), Di

Iorio and Faff (2002) and Griffin and Stulz (2001) found only weak or insignificant

sensitivity of firm value to exchange rate exposure, Bartov and Bodnar (1994) found only

a lagged relation, implying a degree of market inefficiency, and Allayannis (1997), Chow

et al. (1997) and Bodnar and Wong (2000) found only exposure over a long horizon.

Jorion (1990) and Shin and Soenen (1999) also found that hedging activities exhibit

economies of scale and, consequently, the magnitude of exchange rate exposure is less for

large firms than for small firms.

The failure to find the expected theoretical relationship has normally been explained in

two ways: (i) there were methodological issues, or (ii) there is a basic theoretical failure of

the fundamental cash flow model to match reality. We, however, would argue that it is also

possible that the relative lack of sensitivity found in previous studies is a peculiarity of

large markets. Given that the US stock market is large, with domestic factors playing a

predominant role in the determination of both share and consumer goods prices, it is

possible that investors are not very focused on changes in international factors. There also

tends to be a high degree of price stickiness in the goods market, and delayed exchange
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