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Understanding less usage of foreign exchange forwards in small

firms through optimal choice theories

Kim Yun-Yeong*

— |1 ABSTRACT

The paper shows that a firm may not use the foreign exchange forwards even if its
owner has risk averse preference, it behaves as a profit maximizer and the forward
rate reflects a rational expectation. The key reason why the firm does not use the
forwards is due to the less utility level of forward usage than non-usage. Such
tendency is often observed whenever the marginal productivity of input is relatively
low. In this case, the forward rate which may be located at the expected mean level
of future spot rate, may induce the relatively low level of utility. This theory may
explain why small size firms do not often cover the foreign exchange risk through

the forwards,

Key Words : Forwards, Marginal productivity of input, utility

JEL classification : C3, F4

* Dept of International Trade
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