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After studying this chapter, you will be able to

¥ Appreciate the need for management of foreign exchange exposure
# Know the different techniques of foreign exchan

# Comprehend the techniques of natural hed
transaction exposure

ge exposure management
ges and contractual hedges used for managing

# Understand the techniques used for hedging the operating exposure
# Understand the techniques used for hedging the translation exposure
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INTRODUCTION

Exchange rate volatility has been a major source of macroeconomic uncertainty a_ffefcnn%
the value of the firms in the floating exchange rate regime. Firms with low hqu{ldlt'{itj’
times find themselves being pushed to financial distress due to exchange rate v art;tivel
Effective and efficient management of exchange rate exposure has therefore become impe o
for the firms in order to maximize their value. Management of foreign exc_hange t(}ipfirms
refers to the process of elimination and/or minimization of the loss accruing ‘Eange rate
due to the changes in the exchange rate. The process through which exc
€Xposure is managed is known as ‘hedging’.
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HEDGING TECHNIQUES

Z?Jf)bzgn;:\uti }:Egeging techpiques used for managing foreign-exchange exposure may be
those used fo marex categories, nan}ely those used for managing the transaction exposu're,
exposure. Wherens atgf’lmg the ope.ratmg exposure, and those us-ed for managing the translattt?n
A ,Osue trafns}a;ctlc?n exposure and .the operating exposure toget‘her result in
by matume g8 haspbeerrled(‘) t e ﬁr.m, the translation exposure is the accounting exposure
. iscussed in Chapter 13.

- The hedgmg. techniques used for managing the transaction exposure are broadly divided
INto two categories—natural hedges and contractual hedges. Natural hedges are composed
of leads and lags, cross hedging, currency diversification, sharing of risk, pricing the transactions,
back to b-aCk loans, currency swaps and ‘matching the cash flows’. These techniques are internal
to the firm and hence are often called the ‘internal techniques’ as they do not involve
any contractual relationship with any parties outside the firm. The contractual hedges, on
the other hand, are external in nature, hence called ‘external techniques’ at times as they
result in creating contractual relationship with external agencies. Included under the
contractual hedges are forward market hedge, hedging through currency futures, hedging through
currency options and money market hedge.

Similarly, the techniques used for managing the operating exposure are in the form of
financial, marketing and production strategies. Whereas, the financial strategy shall include
long-term transaction exposure hedging such as matching of cash flows, parallel loans and currency
swaps, and matching of liabilities with assets; marketing strategy shall comprise strategies like
selection of the new market, product innovation/planning; and production strategy shall
comprise of sourcing of product and product inputs, input mixing, fix plant location and
productivity improvement.

The hedging techniques used for managing the translation exposure are the balance
sheet hedge and a mixture of balance sheet hedge with contractual and natural hedges.

Figure 14.1 depicts the different hedging techniques as mentioned above.

HEDGING TECHNIQUES FOR TRANSACTION EXPOSURE

NATURAL HEDGES

Natural hedges, also known as internal techniques of hedging, include the following.

L. Leads and lags ‘ o _ |
Leads and lags are the type of natural hedges which fall within the firm’s interna

financial management technique to manage its exposure to foreign exchange VOlatlllty{.:
‘Lead’ means advancing or accelerating the timing of receipt or ofhpayfngnt of
foreign currency, ‘Lag’ means delaying or decelerating or postponing }t1 ehtlmlng (ins
receipt a payment by modifying the credit terms. The purpose in both the c.asesh

to reduce the burden of debt. For example, in the event of c?ep.)re.cmn}:m mﬂt e
home currency, an importing firm can advance its payment to minimize the outtiow

: o ncy.
of cash and the reverse in case of appreciation of home currency
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Hedging techniques
For managing transaction exposure For For managing
managing translation exposure
operating
exposure
Natural hedges (also known as Contractual hedges (also
internal techniques) comprising  known as external techniques) Mai
ainly through
1. Leads and lags 1. Forward market hedge o Bal a¥1 - sheget
2. Cross-hedging 2. Hedging through hed
3. Currency diversification currency futures LCge
4. Sharing of risk 3. Hedging through » Balance sheet
5. Pricing the transactions currency options hedge with
6. Back to back loans 4. Money market hedge contractual
7. Currency swaps and natural
8. Matching the cash flows hedges
Financial strategy Marketing strategy Production strategy
1. Long-term transaction 1. Selection of new market . 1. Sourcing of product and
exposure hedging suchas 2. Product innovation/planning prc->d.uct inputs
matching of cash flows. 3. Pricing policy g I;{‘x‘:‘lg oftllr;;;uts
d nc . Plant locatt
S;;E;gel It GFIC, CUIEERC) 4. Productivity improvement
7. Matching of liabilities with
assets

Figure 14.1 Different hedgin

2.

g techniques for managing the foreign exchange exposure.

Cross-hedging

‘Cross-hedging’ as a tec
when a particular currency desired to }Je
market and as an alternative, a substitute currency whose vo

correlated with the desired currency is identified and hedged.

hnique for managing the transaction exposure is adopted
hedged can't be hedged in a forward
latility is highly

iversification ;
Currency di the firm undertakes transactions

iversificati o a situation where
Currency diversification refers t e allr

lving a lar ber of foreign currencies rather than a relativel
involv
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be :1p{)lrclc1unon in some other currency(ies) which will compensate the loss and the
overa oss gets minimized. This may not be possible if the firm trades with a
relatively small number of currencies involved in.

4. Sharing of risk
Sharing of risk is a contractual agreement wherein the buyer and the seller agree

to share the foreign currency exposure. The arrangement is made in such a way that
if the exchange rate falls below or goes above the agreed rate which is usually the
spot rate plus or minus a certain percentage, the difference gets passed to either
party. Consequently, the burden of loss does not fall on any single party and the

loss ultimately gets reduced.

5. Pricing the transactions
tion in the pricing of the

Foreign currency exposure can be managed through a varia
o ways to cause a variation in the pricing. They are price

e variation is effected by making up or down
se the adverse impact of any exchange
f agreement, may increase the selling

transactions. There are tw
variation and currency invoicing. Pric
in the transaction price (sale price) to neutrali

rate changes. The exporter, upon the rerms o
price in terms of foreign currency when the home currency appreciates so that the

ultimate earnings remain the same. Under the currency of invoicing, the exporting
firm will invoice the bills in home currency or any other currency that will help

him recover his costs.

or credit swap is yet another

6. Back to back loans
nown as parallel loans
uch a way that the risk of

Back to back a loan, also k
technique of the exposure management. It operates in s - e
exposure involving two parties belonging to two diffgent countries g'e;:s 805535. 3
Indian parent company, for example, has to lend to its UK subsidiary £1 :gloozg(]))
at the same time the UK parent company has to lend an equal amount ( e
to its Indian subsidiary. Now instead of the money really moving OUF. 0 the
the Indian parent company lends in India to the
lends to the Indian

respective country on remittances, UK SopaRy
: i and the parent
Indian subsidiary of the UK and oid any loss due to currency

subsidiary in the UK money equivalent to £10,000 ro av

fluctuations.
7. Currency swaps o ik ies hange
* ¢ ~ A o ‘0 arIIES tO CXC g
C ! ; are foreign exchange agreements between the two p s
yesensy SREps aie 1 - S ts of a loan in one currency for an equivalen
pme s another currency. Currency

al and/or interest pa e T
andjor Intgrest s ‘ b(‘; c‘)Perate int
ounter dcrw‘;?\wr e swaps, the currency swaps

inltke : St >
fact that.l *° 1 Under the currency swap arrangements, the
f the P"nC'p‘ql; owings with each other through a swap
of borr advantage to the parties

by the comparative

the princip
he line of interest rate

amount of principal
swaps are over the ¢
swaps, except for the
e exchange o

xchange the currency
motivated

, an
he interest rat

may involv

borrowers ¢
dealer. Currency swaps arc

to the agreement.
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8. Matching the cash flows
Under the concept of ‘matching the cash fl
currency inflows and outflows, both in terms o
the risk of exchange rate fluctuations.

ows’, firms try to match the foreign
f magnitude and timing, to minimize

CONTRACTUAL HEDGES

re 14.1 the contractual hedges include the forward market hedge,

As depicted in Figu
tions, and money market hedge.

hedging through currency futures and currency op

Forward Market Hedge

The foreign exchange risk in terms of loss (or gain) to the trader (exporter or importer)
may be managed (i.e. reduced, in case of loss) through forward market hedging where
currencies are bought and sold forward. The forward buying and/for selling will depend on
whether the trader, called the hedger, is taking the long or short position. An exporter
is said to have taken long position if the exports are billed in foreign currency. Similarly,
an importer takes short position when imports are billed in foreign currency.

Now in order to minimize the foreign currency exposure, exporter taking long position
sales, i.e. agrees to sell under forward contract, a fixed sum of foreign currency at an agreed
rate and on an agreed date. An importer, on the contrary, taking the short pasition, buys
or agrees to buy under forward contract a certain amount of foreign currency at an agreed

price and date.

Example of Long Position (by the exporter)

ABC Ltd., an Indian exporter sells goods to XYZ of Japan for 25,000 Y receivable three
months hence. ABC Ltd. anticipates that the ¥ which is currently trading at T40/¥,( i.e.,
the spot rate is Z40/¥) with the same (T40/¥) as the forward rate, will depreciate (fall) by
10% after three months, i.e., the ¥ will be (T40 — T4 or) 36/Y. Assuming that this
anticipation holds good, the export earnings of ABC Ltd. will get reduced by ¥1,00,000,
(i.e. 25,000¥ x %4). To avoid this, ABC Ltd. would enter into a forward contract for three
months to sell 25,000¥ at T40/¥. By this arrangement, ABC Ltd. will earn
Z1,00,000 which will equally offset the loss due to a fall in the exchange rate.

hort Position (by the importer)

o fears appreciation in the value of a foreign currency, say ¥, against the
Indian rupees, will enter into a forward contract to sell specified sum
of ¥ at a predetermined rate and date. The following example illustrates the concept:
Basic Industries Ltd., an Indian importer buys goods from Fundamentals Led. of Japan
for 50,000 ¥ payable three months hence. Basic Ltd. fears that ¥ which is currently trading
ot Z40/¥ in the spot and forward markets, will appreciate by 10% after three months, to
become 44/Y. If the Yen really appreciates as anticipated, the import bill of Basic Ltd. will
increase by Z2,00,000 and its earnings will be down by ¥2,00,000 (i.e. 50,000¥ x ¥4). To

Example of S

An importer wh
home currency, say

Scanned with CamScanner



b}

€ months g buy 50,000y

y offset the Jogs due to 3

Hedging through Currency Futures

Under the currency futures, cur
at a specified ‘rate’ of exchange
clearing house and brokers with c
of currency futures is like that
lies with the fact that in a for

rencies are'bought and sold like any other commodities
and on a fixed maturity date, with the involvement of 3
onsideration of brokerage. Whereas, the mode of operation

ward contract, there is no clearing house, no fixed date of
maturity, no brokerage, and no fixed amount. In the currency futures, however, only a

limited number of currencies and for a relatively smaller amount are traded.

Under the currency futures arrangement, an importer buys currency futures, whereas
an exporter sells currency futures. The importer protects itself from the loss due to

currency appreciation, and the exporter protects itself from the loss
depreciation.

For example, an exporter selling goods for 5,000 USD at the prevailing rate of
T46/USD on a three months term may agree to sell currency futures at 46 or 47/USD
on fear for depreciation in the USD that the USD will become T44/USD. Similarly, an

importer will enter into a contract to buy currency futures on anticipation of a currency
appreciation like ¥46/$ now to ¥51/$ later.

due to currency

Hedging through Currency Options

Currency options are used for hedging risk and for making speculgtiyve Fmﬁts.— II::ed;?
future market, the currency option is a derivative market wherein a argﬁ Vl;)u i
currencies are bought and sold. Under the mechanism of currency Oﬁﬂoni’i otneif thye price
the option but not the obligation to the contract. T}.le buyer exerc?lsgs ;ne;‘;er o havs the
is favourable to him after the expiry of the option terms/perlotc-) the option seller, in
privilege of exercising the option, the buyer pays a .pren-l:iu?; the option seller, in case

addition to the option price, i.e. an additional amount is pal’ terminate the option by not

the option price goes in favour of the bL}YeT- The. bu’;hr iy orter buys a call option and the

performing the obligation, thus allowing it to expire. [he m?sj referred to forward contract

exporter buys a put option. Hedging through currency opilc;n P

in case of a strong and highly volatile exchange market.

Working of Currency Option Mgt ol el
i i be illustrated throug
The working of currency option can

option and put option.

Call Option for the Importer

o PR
An importer who anticipates apprecnat:lmle
for selling the foreign currency. For exa ar}:y ,ex
payable two months hence. The comp

'” buY a put Option
w;oo ds worth £50,000
£ and decides to

; a7
the foreign curren
nABC India Ltd. imports

pects an appreciation in

Scanned with CamScanner



E INTERNATIONAL ACCOUNTING

purchase call option at ¥70/£ with ¥0.5/£ as premium. If the spot rate on maturity is
71.5/£, the company will go for exercising the call option as it will help the company gain
by 50,000 or (¥50,000R71.5) calculated as follows:
The Company pays
(50,000 x ¥70) + 50,000 x 0.5
= ¥35,00,000 + ¥25,000
= ¥35,25,000

In the absence of (call) option, the company would have paid 50,000 x X715 =
Z35,75,000. Therefore, the company saves Z35,75,000 — ¥35,25,000 = Z50,000. Hence,

ABC India Led. will exercise the call option.

Put Option for the Exporter

An exporter who fears depreciation in the
selling the foreign currency. For example,
$50,000 to Privilege Inc. of the USA on a
that USD will depreciate over the period and therefor
by buying put option to sell USD on maturity at I49.
If the spot rate on maturity comes to Z48.5/USD, Super Sales wi

= ¥24,25,000.
When it goes for put option, it will receive (50,000 x ¥49.5) - (50,000 x 0.5) =
Z24,75,000 — 25,000 = Z24,50,000. Under the put option, Super Sales Ltd. gains by

¥25,000.

foreign currency will buy a put option for
Super Sales Ltd. has exported goods worth
three months term. Super Sales Ltd. expects
e would go for a put option hedging
5, with a commission of 0.5/USD.
11 receive 50,000 x T48.5

Money Market Hedge

Under the money market hedging mechanism, an importer, in order to cover the foreign
currency ‘payables’ will borrow local currency; convert the local currency so borrowed to
desired foreign currency payables; and invest the converted amount of foreign currency for
the payment period in such a way that the principal together with interest will be equal

to the cost of the import.
has to make a payment of 50,000 USD four months hence.

For example, an importer
If the rate of interest is 12% per annum, the foreign currency to be invested initially for

0, us .
four months shall be é—%—g = 48,077 USD which will earn 50,000 USD on maturity-

s therefore the importer has to borrow local currency (say;
Indian Rupee) of 48,077 USD x 40 or 19,23,080 which will be converted to Z19,23,080/
740 = USD 48,077 and invested at 12% for 4 months to earn an interest of 1,923 USD,
and to generate 50,000 USD; with the principal amount of 48,077 USD and interest of

1923 USD taken together.
The exporter, in order to cov

Going by the sequence of event

er future receivables will first borrow foreign currency
(48,077 USD), convert it to Indian currency (say 48,077 X Z40/USD = %19,23,080) and
invest £19,23,080 at 12% p.a. for 4 months to earn interest of 376,923 which, together
with the principal amount of £19,23,080, will be equal to Z20,00,003 or 50,000 usD.
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HEDGING TECHNIQUES FOR OPERATING EXPOSURE

As stated before and depicted in Figure 14.1, the techniqu .
i i €s ;
the operating exposure are in the form of financial ma:lk ti used for managing
strategy. ‘Planning for operating exposure is a tOta'I manae E, AnC geKliCElan
H . 3 ement o1 o1-
because it depends on the interaction of strategies in finance, mafketin reslilonlslbﬂlty
production’[l]. g, purchasing and
Financial strategy shall include the long-term transaction exposure hedging such as matchin
of cash flows, P c.tral‘le.l loans and currency swaps, and matching of liabilities with assets. Restructuring
of assets and liabilities shall be undertaken in a way that any decline in the firm’s earnings
must also have a corresponding decline in the liabilities to be served.
Marketing strategy shall comprise strategies like selection of new market, production
planning and product pricing; and production strategy shall consist of alternative sourcing

of product inputs, input mixing, and plant location.

MARKETING STRATEGY

The Selection of New Markets
of marketing strategy firms adopt to manage the
exporting goods will not find exports competitive

if the domestic currency of the firm appreciates (or the importing currency depreciates).
Say, ABC Co. exports goods worth 10,000 USD on a 2 months term when the prevalent
exchange rate is Z48/USD. The export becomes uncompetitive if the exchange rate after
two months becomes ¥44/USD. In such case, it would be ideal for ABC Co. to explore
the new market and withdraw from the present market, i.e. to stop exporting to the
ome currency is appreciating.

The selection of new markets is a part
operating exposure. A firm, for example,

country against which the h

Product Innovation/Planning

If due to appreciation of home
leading to a fall in export sales, firms can make up the decreas
heir customers.

new and innovative products to t _

‘Companies often respond to exchange risk by altering their product strategys which
deals with such areas as new product introduction, product line decisions, and.PF_OdUC;
innovation. One way to cope with exchange rate fluctuations is to change the timing ©
the introduction of new products’2].

s becomes uncompetitive

currency, the export of firm :
e in sales by offering the

Pricing Policy
i ; ; : i do
Ihe firm exporting the products may change its can:alogue/llstecj price up of
cﬁon whether the home currency appreciates of depreciates agaYZ it
rrency in order to maintain the level of profit. For example, X )

of cost and profit of ¥39 and 6 against the selling price of T45 per unit,
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;]nolfj ;\fhéﬂ the exch:?nge ratc? is T45/USD, that is, the selling price is 1 USD per unit.
?40/{)30. pee appreciates against dollar at the time of settlement, for example, it becomes
Sl US,Dto maintain the same profit the selling price per unit has to be increased to

; from 1 USD, so that the firm generates the same amount of sales, i.e. 345,000
at the new exchange rate of T40/USD which will bring ¥45,000R40 or 1,125 USD for
1,000 units or 1.125 USD/unit.

PRODUCTION STRATEGY

The production strategy that may be used by the MNCs for managing their foreign
exchange exposure ranges from alternative sourcing of product and product inputs, mixing
of inputs, plant location and productivity.

Sourcing of product and product inputs—TFirms who import products and/or inputs from
other countries will find it useful a strategy to look for alternative sources of supply in the
event the exporting country’s currency appreciates. In other words, when the currency of
the country supplying product or inputs appreciates, the input buying firms have to find
alternative sources of supply from other countries that may be cheaper.

Mixing of inputs—Firms experiencing unfavourable fluctuations in the exchange rates
on import of inputs may, in order to contain cost, go for limited imports, while sourcing
the rest of the requirements from indigenous sources. The exercise thus results in using
a mix of imported and locally arranged inputs.

Plant location—Locating plants and production units in other countries whose currencies
are either stable or are depreciating in comparison to home currency is yet another means
of managing the adverse effect of foreign exchange risk. The option is particularly useful
when the home currency appreciates and the foreign currency depreciates, as an appreciated
he product costs and decreases the export earnings. “Third
country plant locations are also a viable alternative in many cases, depending especially
on the labour intensity of production or the projections for further monetary realignments.
Many Japanese firms, for example, have shifted production offshore—to Taiwan, South
Korea, Singapore and other developing nations, as well as to the United States—in order
to cope with the high yen'[3].

Productivity improvement—Productivity improvement, by adopting retrenchment strategy
such as closing down of inefficient plants; resorting to large-scale automation; cost reduction
and quality improvements, has also been seen as benefiting the MNGs in their efforts t0

managing the foreign exposure.

home currency increases t

HEDGING TECHNIQUES FOR TRANSLATION EXPOSURE

Translation exposure of accounting exposure as it is also called is associatf.ed with the
cranslation of financial statements of forglgn sgbmdiaries into the parent’s reporting c1'Jrr.en_CV
for the purpose of consolidation of the fmancml perff)rmance of parent and the substfilarllfs
raken together- “Translation exposure 1S the potential for an increase or decrease In ¢ e
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E
nt’s net wor . \m
pi?;:e the last tra:slac?d feportEd net income caused by a ¢}, ,
;re kil e balanclon.h [4] The techniques used for managin at?lge In exchange rates
e sheet hedge and balance sheet Bed & the translation exposure
hedges. ge with contractual and natyral

—

BALANCE SHEET HEDGE

Balancg IShielt bedge is done by either reducing the ‘exposed’ assets witho t red

ose i i o ut r i

exposed liabilities or increasing the exposed liabilities without reducing the ex;osl:aillng t}tle
dassets.

To illustrate the concept, the followi
. o i ’ ing balance sheet of Si
Indian subsidiary before translation may be taken into conls?:ﬁlrzioﬁ_ Co of Canada, an

Balance sheet of Simplex & Co. of Canada as on 31.03.2011 (before translation)

Liabilities Canadian §  Assets Canadian $
Equity and reserves 10,000 Land and building 6,000
Bonds and debentures 12,000 Plant and equipment 8,000
Accounts payable 10,000 Long-term investments 12,000
Outstanding 8,000 Inventories (at market value) 8,000

Accounts receivable 4,000

Cash 2,000
Total 40,000 Total 40,000

When the above balance sheet is translated into the home currency, Le. the Indian
rupee, under the ‘current and non current methods’, all the current assets and the current
liabilities will be multiplied by the current rate, and the non-current assets and the non-
current liabilities except owner’s equity will be multiplied by the historical rate. The differenc,e
in the balance sheet representing gain or loss will be directly attributed to the owners

: b}
equity which could have been a different value under the ‘monetary/non-monetary or
hapter 2. This gain or loss is thus due

‘
temporal’ methods of translation as discussed in C
o translation.
A gain will increase the net worth of the fir
€ concerned about such exposure, but a loss will
SE ;Cause of concern for the management needing the managements:
ch exposure, either to eliminate or to reduce the loss on translation: .
Now before going into the management part, let us find out the amount 1(1)e Cuﬁemc.a
*hat is associated with translation of Simplex & Co’s balance sheet ur}llde;l itstorical L
NON-current methods of translation taking the current rate at T41 and the

9 per Canadian dollar (C9).

m and hence the management may not

decrease the net worth and hence will
{'s attention to manage
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Balance sheet of Simplex & Co. after translation

Liabilities C$ Rate Translated Assets C$ Rate Translated
amount amount

z 7 4 4

Equity and reserves 10,000 3,82,000" Land and building 6,000 39 2,34,000

Bonds and debentures 12,000 39  4,68,000 Plant and equipment 8,000 39 3,12,000
Accounts payable 10,000 41 4,10,000 Long-term investments 12,000 39 4,68,000

Outstanding 8,000 41 3,28,000 Inventories
(at market value) 8,000 41 3,28,000
Accounts receivable 4,000 41 1,64,000
Cash 2,000 41 82,000
Total 40,000 15,88,000 Total 40,000 15,88,000

*Note: The value of equity and reserves would have been 23,90,000 if multiplied by the
historical rate of Z39, against ¥3,82,000 which is the balancing figure on translation. The loss in
the net worth therefore is 28,000 which has been directly attributed to owner’s equity. This loss
may even go up or down under the two other methods of translation, namely monetary/method

monetary and temporal methods.

The translation loss in the instant case of ¥8,000 needs to be managed in order to
get eliminated or minimized. Now, going by the balance sheet hedge, if the ‘exposed’
assets, namely, long term investments of the subsidiary company is reduced by 4,000 C$
from the present 12,000 C$ to say 8,000 C$ and the inventories increased by 4,000 C$
from 8,000 C$ to 12,000 C$, all other things remaining unchanged, the new balance sheet
and the corresponding revised translated balance sheet would be as under:

Revised Balance sheet of Simplex & Co. of Canada as on 31.03.2011(before translation)

Liabilities Canadian $§  Assets Canadian $
Equity and reserves 10,000 Land and building 6,000
Bonds and debentures 12,000 Plant and equipment 8,000
Accounts payable 10,000 Long-term investments 8,000
Qutstanding 8,000 Inventories (at market value) 12,000

Accounts receivable 4,000
_ Cash 2,000
Total 40,000 Total 40,000
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Revised Balance sheet of Simplex & Co. after translat;
ion
Liabilities C$ Rate Translated Assets
Amount C$ Rate Translated
? z . amoun?t
10,000 3,90,000" Land and building 6,000 39 2,34,000

Equity and reserves
Bonds and debentures 12,000 39 4,68,000 Plant and equipment 8,000 39 3,12,000

10,000 41 4,10,000 Long-term investments 8,000 39 3,12,000

Accounts payable
8,000 41 3,28,000 Inventories

QOutstanding
(at market value) 12,000 41 4,92,000
Accounts receivable 4,000 41 1,64,000
Cash : 2,000 41 82,000
Total 40,000 15,96,000 Total 40,000 15,96,000

The revised translated balance sheet shows that the equity and reserves has become
Id have obtained by multiplying 10,000

%3,90,000 which is just equal to the value that wou
C$ by 39 per C$ the historical rate without a loss in the net worth. This exercise
i.e. long-term investments

amounts to balance sheet hedge wherein the ‘exposed’ assets,
was reduced and inventories increased without reducing the exposed liabilities, with the

translation loss being ‘nil’. A similar exercise may be undertaken to manage the translation
loss by increasing the exposed liabilities without reducing the exposed assets.

BALANCE SHEET HEDGE WITH CONTRACTUAL AND NATURAL HEDGES

e and contractual and natural hed
ranslation loss. Whereas, the balance sheet
d above and the techniques of natural and
and forward contracts along with a host of

ge techniques may

A combination of balance sheet hedg
be applied by the MNCs to manage their t
hedge technique may be the one as discusse
contractual hedges may include leads and lags
other techniques as has been discussed before.

NEED FOR HEDGING '
ght holding

. | of thou
to some debate with one schoo O oach) an i

The need for hedging has been subject .
the opinion that fhe%e is no need th) go for hedging (the hedging lrrele‘éa for hedging (the
the other school of thought holding the opinion that there: 8 © nele vant’ approach has
fedging relevant approach) and firms must g0 for it. The hedging <(:PPP) operates and
ts foundation on several grounds. First, the purchasing power pa“;y d by the movement
.therefme any movement in the exchange rate will be equally mach ewill not be affected.
In the price a5 g result of which the financial performance® of : hedilf':‘:anrent countries, when
. states that ‘the home currency price of a co dity 1n neries’ Seco' ;
O0verted into a common currency at the spot rate,

C an . H
8¢s in the exchange rate cause both loss and g
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:?1?}??3}0‘:}5\: k;ilrcx::s}npg:olr?:fnrcun tend- to average out or offset each other as a consequence
v ol e remalr'ls'upaffected in the .long run. Third, shareholders
% petent and rationale enough to minimize the currency risk by portfolio diversifications,

ence no need for hedging by the firm itself. Fourth, hedging does not add to the value
of the firm and instead uses up its scarce resources because hedging involves costs and
hence the firm’s value gets reduced. Fifth, in case of market equilibrium in parity condition,
the expected NPV of hedging is zero, and hence going for hedging will not be beneficial
to the firm.

The arguments in support of hedging, on the other hand are, first, PPP does not hold
good in the short run; second, hedging helps maintain cash flows; third, NPV of hedging
is often positive and fourth, management can hedge the risk better than individual shareholders,
hence hedging is essential to maximize the value for the firm. '

The benefits of hedging have been always higher than the limitations and hence in
practice firms go for hedging by adopting all the aforesaid techniques of hedging.

SUMMARY

The exchange rate volatility has been a major source of macroeconomic uncertainty affecting
the value of the firms in the floating exchange rate regime. Firms with low liquidity at
times find themselves being pushed to financial distress due to the exchange rate volatility.
Effective and efficient management of exchange rate exposure has therefore become imperative
for the firms in order to maximize their value. Management of foreign exchange exposure
refers to the process of elimination and/or minimization of the loss accruing to the firms
due to changes in the exchange rate. The process through which the exchange rate
exposure is managed is known as ‘hedging’.

The techniques used for managing the foreign exchange exposure broadly falls into
three categories, those used for managing the transaction exposure, those used for managing
the operating exposure, and those used for managing the translation exposure.

The hedging techniques used for managing the transaction exposure are broadly divided
into two categories—natural hedges and contractual hedges. The natural hedges are composed
of leads and lags, cross hedging, currency diversification, sharing of risk, pricing the transactions,
back to back loans, currency swaps and ‘matching the cash flows’. These techniques are internal
to the firm and hence are called the ‘internal techniques’. They do not involve any
contractual relationship with any external parties outside the firm. On the other hand,
the contractual hedges are external in nature, hence known as ‘external techniques’. They
result in creating contractual relationship with external agencies. Techniques such as
forward market hedge, hedging through currency futures, hedging through currency options ai
money market hedges fall under the contractual hedges. et

The techniques used for managing the operating exposure are in the form of financial,
marketing and production strategies. Financial strategy includes long-term transaction 63;‘205”:)6
hedging such as the matching of cash ﬂow.s, parallel loans 'and currency swaps, and matc Tﬁet,
liabilities with assets; marketing strategy includes strategies such as selection of new ma
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product innovation/planning; and production strategy shall

and product inputs, input mixing, plant location and pro disglvfzilse- sourcing of product
The hedging techniques used for managing the translation exy improvement.

sheet hedge and a mixture of balance sheet hedge with contractual and I:Ellrel:;lred the balance
There are arguments for and against the use of ‘hedging’ as a too?r?o edges.

foreign exchange exposure. However, as the benefits of hedging outpla lt'hfélalt_lag'mg' the

firms particularly the ones who are exposed to foreign currency volatilit Yres : lmlﬁaglqns,

to minimize the effects of such volatility on their value, FRBAIET SR caE

KEY TERMS

Balance sheet hedge is the hedging technique used for managing the translation exposure.

Contractual hedges are techniques other than natural hedges used for managing the transaction
exposure. Included under the contractual hedges are forward market hedge, hedging through
currency futures, hedging through currency options and money market hedge.

Credit swap, also known as back to back loans, or parallel loans is a technique of exposure

management that operates in such a way that the risk of exposure involving two parties
belonging to two different countries gets offset.

Cross-hedging is a transaction exposure management technique which is adopted when a
particular currency desired to be hedged can’t be hedged in a forward market and as an

alternative, a substitute currency whose volatility is highly correlated with the e
curtency is identified and hedged.

: : i other
Currency future is a technique wherein currencies are bought and sqld (ljlke a;}irth =
commodities, at a specified ‘rate’ of exchange and on 2 ﬁxc'ed m?tl[;rltlz' at:,
involvement of a clearing house and brokers with consideration of brokerage.

i exchange the
Currency swaps are foreign exchange agreements between the two partleisv;(l)em ammgmt i’
Principal and/or interest payments of a loan in one currency for an equ
principal and/or interest payments of a loan in another currency.

is managed.
Hedging refers to the process through which exchange rate exposure 1S g

‘matching
1 cy swaps and ‘m
oning of risk, pricing the transactions, back to back loans, currency
the cash flows’.

. .ored with the
Yoo d is associate
TTans[ation exposu-re or accountir.lg exposure as It 18 3150 Calle

: ency
2 repoftlng curr
t ; ) AT the parents  ?
:)a“sillat‘on of financial statements of foreign subsidiaries into the P ont and the subsidiaries
rt

. : e of par
tak € Purpose of consolidation of the financial performanc
N together,
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