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Executive Summary and
Principal Findings
Foreign exchange exposure management has become an important
issue for corporations in the mid-1990s for a number of reasons. The
unraveling of the European Exchange Rate Mechanism and the decline
of the dollar against the Japanese yen and the Deutsche mark are
recent examples of continuing rate volatility. Currency exposure has
become a widespread issue as more corporations of all sizes source
and sell in overseas markets and compete both at home and abroad
with foreign companies. Derivatives-such as currency swaps, futures,
and options-which came into common use just over a decade ago,
have become a permanent fixture. The growing number of users has
caused the markets to become deeper and more stable. What appears
to be an infinite number of variations on these basic products has
been developed. But accounting standards and Securities and Exchange Commission (SEC) rules are still catching up. The Financial
Accounting Standards Board (FASB) continues its Financial Instruments
Project, begun in 1986, to develop a comprehensive statement covering hedging and the use of derivatives. Recent problems in some
companies with excessive risk taking and inappropriate use of derivatives have caused corporate managements to reexamine their risk
management policies and procedures, have invited regulatory scrutiny,
and may yet cause problems for some companies that lise derivatives
conservatively and have a good understanding of the risks. Finally, the
finance function within the corporation, from the control to the treasury side, is assuming an increasingly consultative role with line busi-
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ness units, and a partnering approach has emerged in activities such
as foreign exchange exposure management.

Principal Findings
The following text summarizes the principal findings of this research
project.
Foreign exchange exposure management was a highly visible issue
in the late 1970s, when rates were volatile and FASB Statement 8
required translation gains and losses to be reflected in the income
statement. It became less visible during most of the 1980s, after FASB
Statement 52 removed translation gains and losses from the income
statement. Recently, foreign exchange exposure management has received increasing attention as companies have become more involved
in international markets, the European Exchange Rate Mechanism has
been loosened, the dollar has become more volatile, and companies
have disputed with the FASB over issues such as hedging forecasted
transactions and dynamic portfolio management.
Most companies have written policies concerning foreign exchange exposure management. However, some policies emanate from
a concern with the effects of foreign exchange volatility but do not yet
incorporate the widening development and use of derivatives.
Senior management and boards of directors are becoming more
aware of the complexity of exposures and the need to understand
how they are managed, partly as a result of recent incidents related to
the use of derivatives, but treasury people in many companies believe
that management still has a way to go. In leading companies, treasury
is working with management to define business and financial risks, to
decide which of those risks the company is in the business of taking
and which it wants to hedge, to decide where on the risk spectrum
the company wants to be, to design hedging programs to fit the
company's risk tolerance, and to define benchmarks to measure and
control the hedging program.
Treasury is working more in a consultative capacity, supporting
line business units that assume P&L (profit and loss) responsibility for
foreign exchange exposure and hedging- decisions. In the past, treasury operated more independently and sometimes had more of a
profit-center orientation.
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In some larger companies, business units enter into hedging transactions with an internal treasury unit, and treasury hedges externally
for the company as a whole. In those companies, it is common for
business units to use a budget or benchmark rate to hedge the U.S.
dollar equivalent of their foreign currency earnings for performance
measurement purposes and to use relatively conservative hedging
strategies designed to make or slightly beat the benchmark rate.
Accounting considerations remain the single most important factor
influencing the practice of foreign exchange exposure management
today.
Because of the hedge accounting rules in Statement 52, which
govern when gains and losses on hedging instruments can be deferred
and recognized at the same time as gains and losses on exposed
transactions, few firms have financial hedging horizons beyond two
years, and most hedge only within a one-year time frame.
Because of current FASB hedge accounting rules and the requirement to mark to market hedging instruments that do not qualify for
hedge accounting treatment, most companies appe,ar to use the accounting model as the primary basis for measuring their exposure to
exchange gains and losses. Accordingly, they focus mainly on the
elements of transaction, translation, and commitment exposure that fall
squarely within the accounting model or generally accepted accounting principles (GAAP).
Current accounting rules discourage corporations from implementing some of the hedging strategies they would like, for example,
hedging forecasted transactions two to three years in the future with
derivatives with hedge accounting treatment. Because a defined forecasted foreign currency cash flow two to three years in the future is
not certain, FASB does not consider it to be economically equivalent to
a hedging instrument in which the parties have contractual rights and
obligations. The Board has questioned whether hedge accounting
treatment is appropriate for dynamic hedging, which is the use, of a
constantly adjusted hedge portfolio to hedge a constantly changing
portfolio of exposures. In 1992, the SEC announced that all complex
options used to hedge forecasted foreign currency transactions must be
marked to market. The SEC believes that hedge accounting treatment is
appropriate only for simple, "plain vanilla" purchased puts and calls. The
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SEC particularly opposes hedge accounting treatment for any transaction that includes selling an option.
While operating primarily within the accounting model in day-today exposure management, most practitioners have a good understanding that the accounting model does not capture the economic
and competitive impacts that exchange gains and losses have on their
companies.
While most companies believe they have good mental models of
the economic impacts of foreign exchange fluctuations on their businesses, only a few have formal, systematic approaches for analyzing
competitive and other economic exposures and for implementing operating and financial hedges based on that analysis. Some say they
would do more economic hedging if the accounting model reflected
the realities of an ongoing business concern more closely. Some say
that foreign exchange exposure is only one of many factors in operating decisions such as pricing, sourcing, and plant location. Economic
exposure is considered difficult to quantify and therefore difficult to
hedge. Cost curves and other information about competitors can only
be estimated. It is difficult to equate financial hedges with strategic
exposures. As a result, there is always the possibility of hedging
against exposures that do not exist. Strategic and competitive exposures fall outside the accounting model. While FASB considers possible ways that companies can hedge forecasted transactions and
receive hedge accounting treatment, it is not even considering hedge
accounting treatment for hedging strategic and competitive exposures.
The two most Widely used financial hedging tools are forward
exchange contracts and over-the-counter options. Forward exchange
contracts are used most readily for hedging booked transaction exposures, while options are used most extensively for committed off-balance-sheet transactions. Few companies interviewed were active in the
futures market. Swaps are well accepted as a primary (capital raising)
and secondary (hedging and trading) instrument.
The increasing depth of the options markets has made it more
possible throughout the business to protect against downside risk
while still allowing the possibility of upside gain.
Opinions differ on where hedging ends and speculation begins,
and how well complex options meet corporate needs. Some companies believe that transactions such as range forwards can be conserva-
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tive, cost-effective hedging instruments if properly managed. Others
believe that any form of option writing is entering the realm of
speculation. While recognizing that complex options, as opposed to
simple options, may reduce premium costs by more closely defining
the boundaries of protection, some companies prefer to construct their
own combinations of simple options because they understand them
more fully and can control their costs more effectively.
Foreign currency borrowings have been less noteworthy as a
hedging tool than they were in the 1980s. The two principal reasons
appear to be relatively low U.S. interest rates and reduced corporate
emphasis on translation exposures.
Tax planning considerations appear to be less of a driving force in
exposure management strategies than they were in the 1980s, when
centralized corporate borrowings were used both to hedge net investments and to create foreign source income.
The corporate practice of foreign exchange exposure management
has become more systematic and less driven by day-to-day currency
movements in the past 10 years. The development of relatively inexpensive computer power has spurred the development of increaSingly
complex derivative financial instruments, technical currency rate trend
analysis, and systems that help corporations identify exposures, simulate alternative exposure scenarios and hedging strategies, execute
hedging transactions, and manage portfolios of hedging instruments.
There are also system modules that allow the user to go beyond the
accounting model, analyzing and hedging competitive and other economic· exposures, but for reasons described above, those models do
not yet appear to be widely used.
Foreign exchange, interest rate, and commodity risk management
are becoming increaSingly integrated because they overlap, the hedging instruments are similar, and the same people in the company have
expertise in dealing with them.

Continuing and Changing Themes
Some of the trends and themes the researchers observed are continuations of trends that were evident as long as 15 years ago. Other
trends represent more of a break with the past.
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Continuing Themes
o Debate over the merits of centralization versus decentralization
o Hedging versus taking a view
o

Economic versus technical forecasts

o

Debate over the impact of hedging on share value

o Awareness of economic exposure, but little formal analysis or
concrete hedging activity

o

Operating decisions to minimize exposures and foreign exchange transactions

Changes
o Less profit-center and trading orientation
o Less willingness to take positions beyond operating exposures
in an attempt to make a profit

o Treasury acting with the line units in a consultative capacity,
with the line units assuming P&L responsibility for exposures
and hedging decisions

o Growth of inexpensive computer power, making more advanced systems available for analyzing exposure, analyzing
technical currency trends, viewing current rates and market
trends, executing orders and confirmations, and back-office
follow-up

How to Use This Book
This book is a survey of the practices of 22 corporations of various
sizes in a variety of industries. The purposes of the book are to
illustrate the best practices for the benefit of companies of all sizes in
all industries and to highlight the most important issues for the corporate financial officer. Banks and investment banking firms were interviewed in their capacity as vendors, but not in their capacity as
corporations managing their own exposure. This was because the way
a financial institution defines and manages its currency exposure is
different and far more complex than for other types of corporations-
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particularly a large financial institution that acts as a dealer in foreign
exchange and derivatives.

Results of Questionnaire
In a questionnaire, treasurers and foreign exchange managers were
asked to list the most important issues or concerns they face today as
practi~ioners in the field of foreign exchange exposure management.
They cited the following principal issues:

Exposure Identification.
o Capturing exposure data through systems
o Ensuring accuracy of exposure data
o

Integrating different exposures

o Forecasting exposures accurately
o Projecting foreign exchange impact on the planning and
reporting cycle

Exposure Management
o Centralizing exposure management
o

Managing counterparty credit risk

o

Establishing controls

o Facilitating internal management decisions and establishing
accountability

Accounting
o

Confusing accounting treatment

o
o
o
o
o

Out-of-date accounting rules
Changes and increases in accounting rules
Rules that limit ability to make decisions based on economics
Limitations of FASB Statement 52
Requirement for too many types of hedges to be marked to
market
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o Hedging anticipated transactions
o

Accounting for options

Systems
o

Systems development

o Integration of all risk management systems
Regulations
o

Markets and products moving faster than the regulatory bodies
and the accounting profession

o

SEC rules on mark to market

o

Changes and increases in Internal Revenue Service (IRS) and
SEC regulations

Disclosure and Education
o

Educating management and the board of directors

o

Educating brokers and dealers about motivation of corporate
hedgers

o Responding to push for disclosure of hedging policies and
practices

o Educating the reader to understand what is disclosed
o

Responding to bad press and its impact on hedging strategies

Market Limitations
o

Lack of availability of certain exposed currencies

o

Thinness of the market beyond a certain time frame

2
How the Practice Has Evolved
After a period of relative calm, foreign exchange exposure management has reemerged in the early 1990s as a hot topic in the corporate
world. Currency volatility was a severe problem for corporations in the
late 1970s when FASB Statement 8 required both transaction and
translation gains and losses to be reported in current earnings. Companies such as Union Carbide responded by taking a view of the market
and trading actively. In 1981, Statement 52 was issued, removing
translation gains and losses from the income statement except in
highly inflationary economies. The introduction of new derivative instruments the following year gave companies new tools to hedge their
exposures and to borrow fully hedged in foreign currencies.
By the late 1980s, rate movements began to calm down and U.S.
interest rates began to drop below the rates of other major countries,
removing much of the incentive for foreign ~urrency borrowing. The
use of options was growing, but often senior management had not yet
grown comfortable with them and considered option premiums too
expensive. When Statement 52 and low volatility made currency expo- .
sure less of an issue, many companies retreated to exposure management practices that did not go far beyond hedging foreign-currencydenominated payables and receivables with forwards. The European
Monetary System (EMS) had kept exchange movements among European currencies so stable that some companies were willing to use the
Deutsche mark as a proxy hedge for even Italian lira or Spanish peseta
exposures.
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The Economic Environment
The 1980s was a period of unprecedented financial innovation, technological development, and deregulation. Acting separately, each of
these three forces could have caused rapid financial change. Combined, they are gradually causing a global capital market to emerge.

Major Rate Movements
The era of floating rates began in 1973-, after the fixed exchange rate
agreement· established at Bretton Woods in 1946 broke down and the
United States abandoned the gold standard. Between then and 1988,
currency movements tended to follow identifiable trends over the long
term, for example, rising sharply in the early 1980s and falling in the
late 1980s. Recently, the dollar has fallen against the Deutsche mark
and particularly against the Japanese yen.

Pressure on the European Monetary System
The EMS, begun in 1979, reduced exchange rate volatility with the
adjustable peg system called the exchange rate mechanism (ERM). A
grid set relative fluctuation bands for nine European Union currencies,
as well as the Norwegian krone. The grid was severely pressured by
speculators in September and November of 1992 because of concern
that the economic fundamentals of participating countries remained
too divergent for close currency alignment. The differences in inflation
rates among the EMS countries had become narrower in recent years
but were still large and a source of potential future strain. There were
current account imbalances among the countries. Massive movements
of short-term capital overwhelmed the attempts of central banks to
defend the ERM parities with market intervention. Wider fluctuation
bands were implemented in 1993. Having grown accustomed to predictable exchange rates among European currencies, many companies
found themselves insufficiently hedged.

Growth of Foreign Exchange Trading
Currency trading is the largest and least regulated of world markets.
Because trades, are conducted over the telephone and through electronic trading systems among large financial institutions, this market
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cannot be regulated in the way a securities or futures exchange can.
Only 5 to 10 percent of trading volume results from routine commercial and personal transactions. Speculative trading among banks and
other investors, increased cross-border investment, and the growth of
currency futures and options have caused volume to grow exponentially. According to surveys by the Bank for International Settlements,
tQtal daily foreign exchange trading volume grew from about $300 billion in 1986 to $620 billion in 1989 and to $880 billion in 1992. Daily
trading is estimated to be substantially more than one trillion dollars
today.
In the EMS crisis, and when the G7 countries tried to stabilize
exchange rates, traders showed that they could overpower governments, as they have on repeated occasions since the Bretton Woods
system began to break down in the late 1960s. At that time, countries
with currencies under attack resorted to capital controls. Now such
measures are generally considered ineffective. National governments
can still implement fiscal and monetary policies and coordinate their
actions, but they cannot control their economies the way they did 30
years ago.

Development of a Global Capital Market
During the 1980s, many of the boundaries between national capital
markets dissolved and a truly global capital market began to develop.
International trade expanded. Businesses became more multinational.
International joint ventures increased. Issuers learned the benefits of
diversifying capital sources. Investors sought a broader spectrum of
opportunities in international markets. National financial markets became more interdependent through freer capital flows.

Depth of the Derivatives Market
The wave of financial innovation that began with interest rate and
currency swaps, options, and futures began just over a decade ago.
Since then, markets for derivatives have continually grown deeper and
more liquid as more companies use such instruments as options to
hedge foreign currency exposure. Some derivatives, such as simple
options, have become commodity products.
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Technology
Computer and communications technology has become more cost
effective in quantum leaps, transforming many industries, including
finance. Trading around the clock in principal financial markets is now
possible. New products such as index futures and portfolio insurance
would not be possible without computers.

More Systematic Approach
Corporations have adopted a more systematic approach to foreign
exchange risk management, with less reliance on day-to-day trading.
Options have provided users with increased flexibility to protect
against downside risk but still allow for upside profit potential. Large
amounts of data and complex exposure patterns have made up-todate electronic information systems crucial both for identifying and
quantifying exposures and for executing and closing trades. The front
office has become more automated with real-time data feeds, graphics,
and simulation capabilities. Back-office confirmation systems have
helped companies avoid the danger of misunderstanding and incorrectly executing transactions arranged on the telephone.

TreasuryoLine Working Relationships
Foreign currency experts once operated somewhat independently and
in isolation from other groups within the company. Sometimes the
foreign exchange group was a profit center. Now foreign exchange
experts work more as consultants and partners with business unit
managers. An increasing number of corporate managements believe
that foreign exchange volatility is an important part of the competitive
and financial environment in which business unit managers operate
and that those managers should not be measured in a way that factors
out foreign exchange movements. Foreign exchange specialists in the
treasury function are helping business units as consultants, but business unit managers are making final hedging decisions, and the P&Ls
on which they are· judged are bearing the full brunt of any gains or
losses that result from those decisions. Barbara Levchuk, Vice President in Foreign Exchange Marketing at Citibank, observes that in
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companies most receptive to the use of derivative products, the operating group with the exposure tends to develop hedging strategies
with the help of treasury and "take the hit" for foreign exchange gains
and losses.

Doing More with Less
We are in an era of restructuring, downsizing, and reengineering, and
treasury is affected along with every other function in the corporation.
One of the guidelines for Armstrong's exposure management practices
and recent systems enhancements is doing more with less. Time management is an important issue when companies consider whether
complex derivatives are worthwhile. It takes time to study how they
work, and after they are executed they must be continuously monitored.

View of the Market
No company in the survey hedges completely, nor do any go completely unhedged. Having a view of the market (that is, maintaining
some exposure to benefit from the expected direction of rate movements) is an important component of foreign exchange exposure
management strategy for most of these companies.

Integrated Risk Management
Companies have begun to coordinate their foreign exchange, interest
rate, and commodity hedging. The hedging instruments are similar and
will become more so as the markets continue to deepen. Interest rate
hedging strategies in different currencies are beginning to serve as
components of companies' foreign exchange hedging strategies. There
are economies of scale in centralized skill centers, because technical
knowledge in the three areas is similar and transferable. At Mobil
Corporation, petroleum trading and hedging is not in the same part of
the organization as foreign exchange exposure management, but many
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of the people involved have worked on both sides and know each
other well.

Emerging Markets
There is increased interest in emerging markets. Developing countries
are liberalizing their rules on foreign direct investment. John F. Welch,
Chief Executive Officer of General Electric Company, recently remarked that the company could double its size in China, India, Mexico, and Indonesia alone. Between 1986 and 1990, developing
countries received an average of $26 billion in foreign direct investment per year, with $14 billion going to East and Southeast Asia,
$9 billion to Latin America, and $3 billion to Africa.
The currencies of a number of emerging markets such as Hong
Kong, Malaysia, Mexico, and Singapore are now considered hard
currencies. Barbara Levchuk of Citibank notes a growing interest in
countries such as Thailand, Taiwan, Korea, and the Philippines. Michael Mavrogordato, former Assistant Treasurer of Eli Lilly, said in
early 1993 that he found Latin American financial markets easier to
deal with as they open up. Under FASB Statement 52, companies
generally designate the dollar as their functional currency in "soft" and
hyperinflationary currency markets. Dave Rusate, Assistant TreasurerForeign Exchange at General Electric (GE), recalls that five years ago
the dollar was the functional currency in more countries than not.
Now it is the other way around.
Forward and option markets are generally not yet developed in
emerging markets. Rusate says that you have to be creative-for example, finding companies to create long-dated forward contracts. In
these markets, ad hoc, two-party transactions are being arranged and
instruments are being developed just as parallel loans led to the first
swaps in the late 1970s and to an institutionalized market for swaps in
the early 1980s.

Foreign Exchange Asset Management
There is increasing interest in foreign exchange asset and liability
management, as investors and fund managers deploy more assets
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overseas. Investment banking firms are doing a relatively larger portion of their foreign exchange business with asset managers. Some
domestic cash managers are looking to overseas markets for better
yields, particularly in companies where foreign exchange and cash
management are coordinated. International assets are now about
15 percent of GE's $46 billion pension fund, compared to virtually
zero five years ago. Dave Rusate believes that the company's investment performance in U.S. equities and fixed income securities during
the 1980s will be difficult to replicate and that higher returns will be
available overseas in the 1990s. GE also has currency as a separate
asset class in its pension fund. Rusate is managing its foreign currency
assets internally. Rusate notes that the amount of money being managed by overlay managers and CTAs (commodity trading advisors,
some of whom specialize in currencies) is growing phenomenally.

Understanding of Risk Management
by Securities Analysts
Companies find that securities analysts' understanding of foreign exchange exposure and how it is managed is uneven but improving. In a
survey for this research project, five companies thought securities
analysts had a good understanding of their foreign exchange exposure
and how it is managed, and 10 thought they had a poor understanding. When Merck's Judy Lewent, Chief Financial Officer (CFO),
and John Kearney, Assistant Treasurer Global Capital Markets, did a
study in 1988, they concluded that securities analysts generally consider exchange gains and losses to be a second-order factor in
determining the share prices of pharmaceutical companies. Allan
Forster, Vice President and Treasurer of Interpublic, believes that
few analysts would have even considered foreign exchange exposure an issue for an advertising agency five to seven years ago.
Now, for truly global companies, analysts are more aware of such
issues as currency pricing flexibility and the effect of currency
fluctuations on earnings projections.
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Corporate Difficulties
Avoiding blowups is an important priority for top management. In
recent years, there have been a number of highly visible incidents of
unexpected large losses and misunderstanding by investors and ana1ysts concerning the nature of companies' exposures and their methods for hedging.

Concern about Derivatives
When dollar interest rates began to rise in early 1994, a number of
companies that had used derivatives to bet on continued low rates
were caught by surprise. Losses were particularly large when leveraged derivatives were used.
A study on the use of derivatives, headed by J. P. Morgan & Co.
Chairman Dennis Weatherstone and conducted under the auspices of
the Group of Thirty, concluded that the two principal risks of derivatives-the failure of a counterparty and a decline in the value of an
instrument-were similar to the risks financial institutions already face
when trading stocks and bonds.
In May 1994, the General Accounting Office (GAO), the investigative arm of Congress, released a report on derivatives commissioned
by the Senate and House Banking and Agriculture Committees. It
recommended increased regulation of companies that create derivatives, including guidelines on how to manage risk, required capital to
be set aside, and disclosure requirements. Corporations that use complex derivatives would be required to have adequate controls and
disclosure. The report pointed out that banks are subject to strict
supervision but that the sale of derivatives by securities dealers and
insurance companies is not regulated at all. While acknowledging that
only 11 percent of dealers' exposure is with other dealers, the GAO
explained that derivatives activity is concentrated in a handful of large
banks and securities firms. A failure of one dealer could have a ripple
effect on others and require a bailout by the Fed.
Federal Reserve Chairman Alan Greenspan expressed a different
view. He testified before a congressional panel that there was negligible risk that the rapidly growing market for financial derivatives
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might someday require a taxpayer bailout. In his opinion, there is no
need for new legislation to supervise derivative activities. He thinks
that dealing in derivatives may even be less risky than lending. Greenspan also said that current regulations, such as capital requirements,
are becoming less relevant to the type of risk management endeavors
undertaken by banks and securities firms. He said that regulators
should concentrate on a firm's processes for dealing with risk and
should ensure that a firm's risk management systems are effective. He
pointed out that derivatives dealers are regulated by investors, credit
rating agencies, and others concerned about counterparty risk.
Banking regulators already require banks to monitor and control
their risks, for example, by stress tests that show how much value
could be lost if interest rates or currencies moved by a certain amount.
FASB Statements 105 and 107 require increased disclosure of derivative
instruments held, their purpose, and the risks they entail. A 1994
exposure draft contains additional exposure guidelines. At a minimum,
there may be pressure for legislation requiring examination of dealers
to make sure they do not sell risky derivatives to unsophisticated
customers and prohibiting mutual funds from using derivatives to
evade fund investment restrictions, violating their fiduciary duties to
shareholders.

AccolUflting and Regulatory Issues
As FASB continues its Financial Instruments Project to develop comprehensive standards for derivatives and hedging, it is grappling with /
some particularly difficult issues, such as whether hedge accounting
treatment can be allowed for forecasted transactions and dynamic
portfolio management. A troublesome 1988 decision in Arkansas Best
Corporation v. Commissioner, which threatened ordinary tax treatment
for short-term interest rate and currency hedging gains and losses, was
successfully litigated by the Federal National Mortgage Association
(Fannie Mae) and followed by an IRS regulation that protects ordinary
treatment for most normal hedging situations. While FASB was considering the accounting treatment for complex options, SEC staff announced that complex options to hedge forecasted transactions could
not receive hedge accounting treatment. A complex option was defined as any option other than a simple purchased option.

3
Definition and
Measurement of Exposure
Corporate practice in identifying and measuring foreign exchange exposures has not changed substantially in most companies during the
past 10 years. Though there are some important exceptions, accounting
considerations continue to dominate corporate practices and concerns.
Many companies continue to feel constrained by the accounting
model and its implications for exposure measurement and management. The accounting model, or GAAP (generally accepted accounting
principles), is designed to measure the income of a given entity for a
defined period and the financial condition of that entity at a defined
point in time, such as the end of the accounting period. For larger
entities, the accrual method is generally used to match revenues and
expenses within the appropriate accounting period; a large part of the
judgment and many of the disputes that arise are related to the
fairness of revenue and expense recognition. Most assets are recorded
at historical cost, though some are recorded at market or the lower of
cost or market. Except through goodwill, which arises only in a corporate acquisition, the value of intangibles is not reflected in the balance
sheet. Accounting entries are based on events such as market transactions, reported in an unbiased manner and open to independent
verification. Occasionally, an accountant must make subjective estimates, for example, when rendering an opinion on an insurance
company's reserve for policy liabilities. But within the overall context
of the accounting model, it is still difficult to accommodate forecasted
events and their possible impact On the value of the firm. A more ideal
accounting model might value assets and liabilities according to the
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present values of their expected future cash inflows and outflows. It
might include th~ value of intangible items such as patents, copyrights,
and corporate knowhow, and any market value above or below the
recorded present value of assets and liabilities in a goodwill account.
The problem with such an ideal accounting model is the need for
subjective judgment, which is not compatible with today's accounting
and auditing standards.
Today, working within these constraints, companies largely define
their exposure in terms of consolidated net income and nonlocal
currency commitment impacts. Companies have become less concerned with equity adjustments, either periodically or cumulatively,
because under FASB Statement 52, translation adjustments related to
foreign subsidiaries with local functional currencies do not affect the
income statement.
Most companies appreciate the concept of economic or strategic
exposures, but given the constraints of the existing accounting model,
they have not gone far beyond developing a mental framework for
discussion with operations and senior management.
A few companies' have gone beyond the confines of the accounting model in their overall approach to foreign exchange exposure.
While embracing a small portion of the accounting model as part of
their exposure calculations, they define and measure the greater part
of their exposures in broader economic and competitive terms.

How Foreign Exchange Exposure
fits into the Accounting Model
One way to categorize the types of exposure is to distinguish between
those that fit within the accounting model and those that do not, as
illustrated in table 3.1. This distinction is important because many
companies actively manage only exposures that fit within the accounting model.
Foreign exchange exposure is broadly defined as the potential for
a firm's profitability, net cash flow, or market value to change because
of a change in exchange rates.

Definition and Measurement ofExposure
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TABLE 3.1 Foreign Currency Exposures and the Accounting Model
Within the
Accounting Model
Historical

Outside the
Accounting Model
Projected

Objective

Subjective

Translation exposure

Anticipated transactions

Transaction exposure

Forecasted transactions

Commitment exposure

Economic exposure
Competitive exposure

Hedge accounting

Speculative accounting
Mark to· market

There are five basic types of foreign exchange exposure:

Within the AccoWlting Model
Translation Exposure
Translation exposure is the potential noncash exposure on booked
items, and is reflected on the balance sheet. This arises from the need
to translate the financial statements of foreign subsidiaries (from their
functional currency) into the parent company's currency (U.S. dollars
for U.S. companies), before consolidation into the parent company's
financial statements. Assets, liabilities, revenues, and expenses originally measured in a foreign currency must be restated in terms of
home currency accounts under the accounting rules of the home
country. If exchange rates have changed since the previous reporting
period, the translation or restatement of subsidiaries' assets, liabilities,
revenues, and expenses will result in a translation adjustment in an
equity account of the parent if the subsidiary has a local functional
currency. The restatement will result in the recognition of foreign
exchange gains and losses in the parent's earnings if the subSidiary
has a dollar functional currency.

Transaction Exposure
Transacti()n exposure is exposure to rate changes between the time a
transaction in a foreign currency is booked and the time it is settled. It
is thus the potential cash exposure on booked items, and is reflected
on the balance sheet in accounts receivable and accounts payable.
Gains and losses are taxable.
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Commitment Exposure
Commitment exposure is the potential cash exposure on non-booked
(but firmly committed) items. Unlike Translation and Transaction Exposure, this is not reflected on the balance sheet. Examples include
future lease payments and sales and purchases that are contracted but
not yet booked.

Outside the Accounting Model
Economic Exposure
Economic exposure is the exposure of the net present value of the
firm's expected cash flows to unexpected rate changes in the future.
By definition, this is a more subjective exposure than exposures within
the accounting model. The reason economic exposure is concerned
with unexpected rate changes is that expected rate changes are already taken into account by product pricing, interest rates, and forward foreign exchange contracts. There are several categories of
economic exposure, including anticipated exposure and future net
income and cash flow .exposure.
Anticipated Exposure. This is business that is not committed, but is
very likely based on historical patterns.
Future Net Income and Cash Flow Exposure. To the extent that managers, investors, and analysts value the firm based on their estimates
of future net income or cash flows, the possible effect of foreign
currency fluctuations on net income or cash flows will affect their
valuations. This concept is discussed in more detail later in the chapter.

Competitive Exposure
Competitive exposure is concerned with the effect of currency rate
changes on competitors' cost curves. As trade barriers fall and world
markets become more integrated, competitors whose primary costs are
denominated in different currencies compete more and more in the
same markets. When the yen falls in relation to the dollar, a company
whose costs are mainly in yen becomes more competitive in relation
to a company in the same industry whose costs are mainly in dollars.
The problem with exposures outside the accounting model is that
they cannot be captured on the balance sheet under current accounting rules, so transactions intended to hedge those exposures cannot
receive hedge accounting treatment and must therefore be classified as
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speculative and marked to market. This situation is discussed in detail
in Chapter 4, Accounting and Regulatory Issues, and Chapter 5, Hedging and Risk Management Methods.

Other Ways to Categorize
Foreign Exchange Exposure
Foreign exchange exposure may be broken down in a number of
other ways as well.

Cash and Noncash Exposures
Transaction and economic exposures are generally cash exposures,
with some exceptions. If a U.S. company's foreign subsidiary has a
dollar functional currency, a local currency payable or receivable is a
noncash transaction exposure. If the foreign subsidiary has a local
functional currency, a dollar exposure creates cash exposure for the
subsidiary but d!Jes not create an exposure for the U.S. parent. Translation exposure IS a noncash exposure.

a

j

:

Pretax and After-Tax Exposures
Exposures and the instruments used to hedge them must be considered both before and after taxes. A large company with overseas
subsidiaries may hedge at either the parent or local subsidiary level.
The parent and the subsidiary may have different effective tax rates,
and therefore require different amounts of pretax hedges to cover a
given exposure after taxes.

Income Statement Impacts
Net income statement impacts are exchange adjustments reflected in
income statements that result from exposures in nonlocal currencies,
for example, transaction exposures; the restatement of foreign financial statements where the dollar has been designated as the local
functional currency; or the marking to market of financial transactions
not qualifying for "hedge accounting" treatment.
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Equity Statement Impacts
Equity statement impacts are caused by either the translation of foreign currency financial statements from their local functional currencies into the U.S. dollar or from transactions in foreign currencies
designated as "hedges of net investments" for subsidiaries having the
same functional currency designation (e.g., a Swiss franc borrowing by
a U.S. parent company designated as a hedge of its net investment
position in a Swiss subsidiary with a Swiss franc functional currency).

External and Internal Exposures
Companies have both external and internal exposures. Intracompany
exposures--exposures among the parent and subsidiaries-result from
intracompany trade or from financial transactions denominated in nonlocal functional currencies, including the U.S. dollar for foreign subsidiaries with local functional currencies.

Measurement Issues for Each Exposure Type
Quantifying a company's exposure under the various categories defined above is more complicated than it may seem for the following
reasons.

Income Statement Exposures
Companies have different ways of defining cash flow exposure. Some
companies are concerned with every line on the income statement
that is affected by ex<;:hange movements; others are concerned only
with cash impa.cts. There are noncash adjustments in the income
statement from use of the U.S. dollar as the functional currency of an
overseas operation. Some companies use the income statement as a
proxy for cash; others calculate just transaction exposure plus commitment exposure. Some are more concerned than others with the effect
of foreign exchange exposure on longer term net income and cash
flows. The different ways that companies define income statement and
cash flow exposure are driven more by policy than by any disagreement with the capital asset pricing model.
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Transaction Exposures
Such exposures cannot be simply netted or offset for hedging purposes. For example, an after-tax Deutsche mark exposure against the
French franc on the books of a French subsidiary is not the same as
an after-tax Deutsche mark exposure against the lira on the books of
an Italian subsidiary. In a company that manages exposure centrally,
after-tax currency exposures must be recast against the dollar before
positions can be offset for consolidated hedging purposes. In some
companies, foreign exchange exposure is managed at the business
unit level. In those companies, exposures cannot be netted for business-unit measurement purposes, though the corporation may realize
some of the advantages of netting by- having business units deal with
an in-house treasury management center or foreign exchange bank.

Commitment Exposures
Accountants are not consistent as to how far into the future a commitment will qualify for hedge accounting. Two years was the longest
time horizon for any company in this survey. Companies that hedge
forecasted cash flows more than two years in the future must mark to
market and forego hedge accounting treatment.

Intercompany Exposures
It is sometimes difficult for senior management to understand that
denominating intercompany transactions in U.S. dollars does not eliminate either transaction or translation exposures, just as a totally U.S.
dollar-denominated company must realize that it has not eliminated
competitive exposure.

Equity Statement Exposures
These adjustments are not as "pure" as they seem, i.e., they can
include Significant cash impacts from nonlocal currency transactions
designated as "hedges of net investments." Consider, for example, the
exchange adjustment on a Deutsche mark borrowing used to hedge
the net investment position of a German subsidiary. Adjustments of
both the exposed investment and the hedging transaction go into
equity, but both are not equal. The net investment adjustment is a
translation adjustment made in each accounting period until liquida-
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tion of the operation. The hedge adjustment is cash and subject to
local tax provision.

Economic Exposures
It is sometimes difficult to convince operating people to spend the
time to develop the necessary data. They already feel overburdened
by more routine headquarters accounting requirements. On-site visits
by financial people are usually required.

Competitive or Strategic Exposures
Calculating these exposures requires timely development of exchangeimpacted, pro forma income statements for competitors, plus extensive discussion with operations management about business strategy
implications. Assumptions about what competitors are doing can be
out of date or incorrect. Calculating and drawing conclusions concerning competitive or economic exposure may be very complex because
a company faces several competitors with costs denominated in several different countries. Financial hedges of economic exposure that
turn out not to be valid create new exposures for the c<?mpany.

How Different Types of Exposure
Exist Simultaneously
Professor Donald R. Lessard of the Massachusetts Institute of Technology (MIT) warns against trying to put a given exposure under only
one category. Transaction, translation, and economic exposures exist
Simultaneously and should be viewed the way a cube can be viewed
from different directions. A transaction exposure of a foreign subsidiary creates both transaction and translation exposure for the parent. A
transaction exposure may start out as an anticipated exposure, then
migrate to a commitment exposure, and finally become an accounting
exposure.
Lessard illustrates the way economic exposures have accounting
counterparts, and vice versa, in the matrix shown in figure 3.1. One
combination of exposures on the matrix does not overlap. The translation exposure created by fixed assets of overseas subsidiaries is not an
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economic exposure and is therefore labeled as "fictional" on the economic exposures axis.
Competitive exposure is not based on cost differences alone.
There are cross-border influences on both revenues and cost. For
example, Hewlett-Packard sells printers around the world. Transshipment will occur within Europe if prices are more than 3 percent out of
line between countries, and between Europe and the United States if
prices are out of line by more than 10 percent. From the U.S. perspective, there are several exposures. The U.S. dollar value of European
revenues is exposed in two ways. First, they are exposed to what
happens to local currency prices, and second, they are exposed to the
translation or conversion of those local currency revenues back into
dollars. U.S. revenues are also exposed through the interaction of U.S.
and European prices.
FIGURE 3.1 Economic Versus Accounting Exposures
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ECONOMIC EXPOSURE

Economic Exposure and Strategic Planning
Planning and modeling economic exposure appears to be informal in
most companies. It is difficult to construct economic exposure models.
Economic exposure modeling for a company as a whole is particularly
complicated when the company is in a number of different businesses.
Also, economic exposure is only one of many considerations when
companies make major strategic decisions, such as which country to
build a plant in. Other factors include labor, transportation, taxes, and
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special concessions at either the national or local level. How a number
of other companies approach the problem of economic exposure
management is described in Chapter 5, Hedging and Risk Management
Methods.
David Edelshain of the City University of London surveyed the
Times 1000 corporations in the United Kingdom concerning foreign
exchange exposure management. Companies indicated that most of
their exposure management attention was directed toward transaction
exposure, but that economic exposure accounted for most of their
vulnerability. Eleven percent of the companies initially indicated that
they were not vulnerable to currency volatility in any way, but after
reviewing the effects of economic exposure shown in figure 3.2, only
3 percent believed that they were not vulnerable.
FIGURE 3.2 Effects of Economic Exposure

01 Higher prices of imported products, whether those products are priced

01

in local currency or foreign currency
Reduced customer demand because of currency-induced price changes
Market share lost to competitors with less or different currency exposure in sales or costs
Loss of margin on sales priced in foreign currency when revalued into
home currency
Loss related to precontractual foreign currency quotations

Q

Loss on long-term contracts with preset price structures

01
OJ
01

01 Financial loss experienced by suppliers
01

Financial loss experienced by partners further down the supply chain,
such as manufacturers, distributors, or retailers

The companies surveyed generally agreed with the way Edelshain
categorized economic exposure.
Edelshain found that only a minority of chief executive officers
(CEOs) were involved in managing currency issues. Only 7 percent of
the companies surveyed reported that their corporate planning departments took any part in dealing with currency issues. In 10 percent of
the corporations, a formal committee provided expertise. In 15 percent
of the companies that replied, expertise was provided by an informal
committee of interested managers. (Later in this report, a formal committee at Eli Lilly and an informal committee at Applied Materials are
described.)
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Effect of Exposures on Net Income,
Cash Flow, and Share Value
Foreign exchange exposures and the way they are managed can have
different effects on net income, cash flow, and share value. Some
companies can manage for all three objectives simultaneously; others
choose which objective is most important.
Companies in the survey generally agree that discounting future
free cash flows is the most commonly accepted method today for
valuing a company, though in reality short-term earnings fluctuations
also have an important effect. Free cash flow is net income before
noncash charges, adjusted for required capital expenditures and adjustments to working capital. The discount rate is usually the company's weighted average cost of capital, multiplied by beta. (Beta is
the covariance between returns on a given asset and returns on the
market portfolio divided by returns on the market portfolio. It is a
measure over time of the extent to which a stock moves up or down
when the market moves up or down. A stock with a beta of more than
one moves to a greater extent than the market and vice versa.) Valuation estimates, of course, vary with estimates of future cash flow. To
the extent that a company's earnings and cash flows are in foreign
currencies, rate fluctuations will affect future cash flow measured in
dollars and therefore affect its share value.
Some companies in the survey are more concerned with cash flow
than net income exposure. Those companies tend to be reluctant to
incur cash costs to hedge noncash exposures, particularly since under
Statement 52 translation gains and losses may not affect the income
statement. Other companies are primarily concerned with quarterly
earnings reported to Wall Street. Because forecasting and hedging
future foreign currency earnings are imprecise by their very nature,
companies are sometimes not very concerned with possible differences between net income and free cash flow. However, Lessard of
MIT points out that there can be a substantial difference when a
company has a substantial capital expenditure program, particularly
when that program is directed more toward one region of the world
than others, with consequent lopsided currency requirements.
Transaction exposure may cause short-term net income or cash
flow fluctuations. However, companies such as Merck believe that
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short-term exposures cancel each other out in the long run and do not
have a substantial effect on share value.
Merck's management generally believes that the firm's value is
based on its ability to continually invest cash in research, keep the
multiyear pipeline of research projects full, and produce a reasonably
steady stream of new products based on that research. To the extent
that capital expenditures for research are relatively steady, there is a
consistent relationship between net income and cash flow. Absent
unusual factors affecting quarterly earnings, Merck may be better able
than some other firms to manage exposures for net income, cash flow,
and share value simultaneously.
Depending on whether a company operates more as a multinational or as a U.S.-based international company, overseas earnings and
cash flows may be treated differently. A multinational company reinvests most of its earnings where they are generated. Therefore, the
total free cash flow of a U.S.-based multinational would be the free
cash flow of its U.S. entities and the free cash flow of all of its foreign
subsidiaries translated into dollars. In contrast, a U.S.-based international company is more concerned with foreign currency earnings that
can be repatriated in cash back to the United States. The foreign
currency component of free cash flow for a U.S.-based international
company is primarily dividends. Many companies fall into both categories, reinvesting earnings from some subsidiaries and repatriating
earnings in the form of dividends from others.

Example: Interpublic
Cash flow from overseas operations is a very important component of
the total cash flow that is the basis for share value in this multinational
advertising firm. Seventy percent of Interpublic's earnings are outside
the United States. Allan Forster, Vice President and Treasurer, points
out that the ultimate indicator of share value is share price, which is a
reflection of current earnings and the market's opinion of projected
earnings and the quality of earnings. Interpublic is not a fixed-assetdriven business, so noncash charges to earnings are not substantial
and cash flow is basically equivalent to earnings.
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Example: General Electric
The free cash flow of overseas subsidiaries, translated into dollars, is
part of the free cash flow that is the basis for discounted cash flow
valuation of the company in dollars, even though a portion of that free
cash flow is not remitted to the United States.

Example: Mobil
Mobil has four basic groups of exposure:
Downstream Risk. Mobil's cost for oil is denominated in dollars. It
sells overseas at the gas pump in local currency. Mobil considers itself
short dollars on the day the gas is sold at the pump because currency
fluctuations are generally reflected very quickly and sometimes even
anticipated in local gasoline prices. Mobil views its exposure as an
overlay of transaction and economic exposure. It would be too simplistic to look at this as transaction exposure where gasoline with a
dollar cost was sold to a foreign sales subsidiary and paid for in the
local foreign currency in 30 days.
Capital Expenditures. Mobil spends money in many foreign currencies for exploration and production projects that will result in the sale
of oil in the world market for dollars. When Mobil decides to pursue a
project, it hedges all of the projected cash flows to protect the estimated net present value and rate of return for the project.
Earnings Remittance. If a subsidiary earns money and either plans to
reinvest the earnings overseas or is legally restricted from remitting
any of the earnings back to the United States in the form of dividends,
then Mobil does not hedge the earnings. These earnings are translated
into dollars in accordance with FASB Statement 52. On the other hand,
dividends from overseas subsidiaries are hedged as soon as they
become available for remittance (before they are declared) because
they support the dollar dividends Mobil pays to its shareholders.
Host Country Taxes. Oil-producing subsidiaries overseas have dollar
revenues and local currency expenditures. Earnings are translated into
local currency for the calculation of tax liability. As soon as the local
currency tax liability is incurred, it is hedged.
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Example: Merck
Judy Lewent, CFO, and John Kearney, Assistant Treasurer Global Capital Markets, did a comprehensive study in 1987 and 1988 to determine
the impact of foreign exchange volatility on Merck's share price and its
ability to execute its strategic plan. This was an important issue because at that time, half of Merck's sales and 40 percent of its assets
were overseas. From the study, Merck concluded that there is a significant currency mismatch between local currency sales in foreign markets and research, manufacturing, and operations in the United States,
but that it was not cost effective to eliminate this mismatch by decentralizing manufacturing sites and research activities.
Merck considers its exchange exposure to be primarily the result
of (1) possible changes in the U.S. dollar value of revenues to be
received in the future, i.e., "future revenue" exposure, and (2) changing net overseas asset values, i.e., translation and transaction impacts.

How Exposures Vary by IndustrY7 Company
Structure and Business or Operating Patterns
7

Accounting and economic exposures are a function of a number of
structural characteristics of an industry and a particular company.
Accounting exposure is caused by imports, exports, and operations
outside a company's principal country of domicile. Economic exposure is caused by a currency mismatch between costs and revenues.
Competitive exposure is caused by different currency denominations
of competitors' cost curves.
Lessard of MIT compares multidomestic competition with global
competition. With multidomestic competition, the parent firm acts as a
hub, supervising, assisting, and prOViding technology to dispersed
operations in various foreign locations. Most of the value added is in
the country where the product is sold. The controller in the head
office must consider exchange rates in comparing overseas subsidiaries'
performance, but those rates are outside the local managers' control.
With global competition, prices across different countries are interdependent; competitors have different national cost structures and they
have sourcing flexibility. Exchange rate fluctuations shift demand curves,
competitive positions of firms, and optimal production functions.
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Lessard describes several factors that contribute to the nature and
severity of a firm's competitive exposure. They include the following:

o

Degree of cross-border market integration; i.e., the extent to
which there is a world market and price for a product

o

Number and location of global competitors

o

Competitors' ability to shift production and other costs

o

Variable/fixed cost stnlcture of the industry

o

Product differentiation and price elasticity

Companies with the most competitive exposure are in industries
with high, worldwide market integration and are subject to a recurring
cost mismatch. A recurring cost mismatch, shown in figure 3.3, is
caused by a combination of a mismatch between revenues and costs
and a high degree of variable costs. A firm with low variable costs is
primarily concerned with building volume to increase profitability and
tends to have the flexibility to reduce prices in order to build volume,
even if it has a revenue/cost mismatch. If a product is differentiated or
unique, a company may have an opportunity to adjust prices to
compensate for a revenue/cost mismatch.
Figure 3.3 and the following examples illustrate how exposure
patterns vary by industry and company.
The overseas operations of McDonald's, Interpublic, and Merck are
examples of multidomestic competition with little competitive exposure.

Example: McDonald's
McDonald's is an example of low market integration and low recurring
cost mismatch. The company owns and franchises restaurants in 75
countries. Costs for operating the restaurants-such as food, labor, and
overhead-are mainly in local currency. Currency fluctuations affect
the dollar equivalent of earnings, payments made to the U.S., such as
royalties, and declared dividends. However, currency fluctuations have
a negligible effect on the operating performance of foreign operations
denominated in local currency, for example, the profitability of German restaurants that operate and are measured in Deutsche marks.
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FIGURE 3.3 Determinants of Competitive Exposure
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Example: Interpublic
Interpublic owns advertising agencies that compete primarily in local
markets, such as England and France, and incur costs denominated
primarily in the currencies of those countries. Interpublic faces virtually no competitive exposure from other agencies with cost curves
denominated in different currencies. For example, its French affiliate
competes with other French agencies in selling advertising services to
French companies.

Example: Merck
Merck conducts research in the United States and sells its products
worldwide, mostly in local currencies. It has high, fixed, dollar-based
research expenditures and relatively low, variable local currency expenses for packaging, advertising, and distribution.
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Example: Union Carbide
Dollar-based petroleum derivatives account for 40 percent of cost of
goods sold, with the remaining 60 percent in each producer's home
currency. This is the basis for competitive foreign exchange exposure.
Sales are typically dollar-denominated or dollar-indexed for commodity
products, but local-currency denominated for non-commodity products.

Example: Archer Daniels Midland
Archer Daniels Midland deals mainly in commodities that are priced in
dollars on the world market. The company has little competitive foreign exchange exposure because competitors have similar dollar costs.

Example: Mobil
Mobil's foreign exchange exposure is large and complex: Capital expenditures are in a variety of currencies for exploration and development contracts to produce oil that will be sold on the world market in
dollars and in turn sold in local retail markets for local currency.
However, Mobil's competitive exposure is low because its cost and
revenue patterns are similar to those of its competitors.

Example: Airbus
Airbus, the European airframe manufacturing consortium, faces high
competitive exposure because it sells in an integrated world market,
competing with companies like Boeing with costs denominated in
different currencies. It faces a l1ighrecurring cost mismatch because of
high variable costs and relative inflexibility in where it manufactures.

Interrelationship Between Foreign Exchange
and Interest Rate Exposure
Differences in interest rates and yield curves are the strongest single
determinant of foreign exchange rate fluctuations. If a country's interest rates are higher than U.S. rates, the currency is generally depreciating relative to U.S. dollars, though higher interest rates in the short
term can create demand for the currency for short-term investments.
Foreign exchange forward rates are a direct function of short-term
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interest rates in the countries concerned. The steeper the yield curve
in a foreign country, the greater the expectation for inflation and the
higher the likelihood that the currency will depreciate relative to the
U.S. dollar.
Companies are exposed to interest rate fluctuations in foreign
currencies, just as they are in the United States. Short- and long-term
interest rate exposures can offset short-and long-term foreign currency exposures. Interest rate swaps in foreign currencies may be used
as part of a company's foreign hedging strategy. This concept is
discussed in Chapter 5, Hedging and Risk Management Methods.

Internal Exposures and Budget Rates
In some large companies, such as General Electric and Mobil, exposures are defined at two levels: the exposure of the company overall
and the exposure of individual business units within the company.
These companies believe that foreign exchange exposure is an important competitive aspect of every business and that individual business
managers must be judged partly on how they manage that exposure.
They also want to have the advantage of centralized expertise in
treasury overlooking the exposure of the corporation as a whole.
When business managers submit their plans each year for revenues
in dollars, they use budget rates to convert the foreign-exchangedenominated portions of their budgeted earnings into dollars. During the course of the year, they work with treasury to hedge their
budgeted foreign currency earnings so that they will achieve at least
the budget rate and, with good management, a rate better than the
budget rate. The way General Electric and Mobil manage these systems is described in detail in Chapter 6, Policies, Responsibility, and
Performance Measurement.

...

4
Accounting and
Regulatory Issues
A large part of foreign exchange exposure management is driven by
accounting rules. Since currency volatility became an important corporate issue in the early 1970s, there has been a debate over whether
accounting rules reflect reality, particularly in the area of hedging.
Financial practices have been changing at such a fast pace that the
accounting profession and the FASB have had to struggle to keep up.
Statement 52, issued in 1981, solved some of the problems of Statement 8, but it was issued at the beginning of a wave of financial
innovation that established the foundation for the derivative financial
instruments we know today.
Many corporate financial officers believe that Statement 52 does
not permit them to hedge the financial risks they face in today's
environment without adverse accounting consequences. Bruce Wolfe,
Treasurer of Morton International, contends, "FASB 52 is a flawed
document to begin with. It does not allow a .corporation to be viewed
as a going concern. When you invest, you buy into all the risks that go
with a going concern, but 52 wants you to focus on the short run. It
ties your hands by saying you have to pull it all back into the current
quarter. The main problem of 52 is the decoupling of hedge result and
exposure. The issue of a going concern, how we manage financially
and how we report, affects both foreign exchange and the way debt is
reported. If you assume we are going out of business tomorrow, then
we ought to write down all of our assets every quarter." Stating some
concerns that go beyond Statement 52 and foreign exchange, Wolfe
notes that financial arrangements now have to be marked to market
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and reported in a footnote. He cites the quarterly profits and losses on
forwards that must be accounted for under Statement 52. He also cites
a $200 million no-call, 30-year debenture for which the market value
must be reported in a footnote. Last year Morton International had to
report the market value as $260 million, but Wolfe believes that this
has no relevance to shareholders or anyone else because they cannot
call the bond. He is not confident that all analysts understand that the
bonds are not readily marketable and not intended to be sold in
secondary markets.
FASB began its Financial Instruments Project in 1986. Because the
issues are so complex, it is still working on new accounting standards
to cover hedging and the use of derivative financial instruments. These
issues are also being addressed by the International Accounting Standards Committee (lAS C) and counterpart organizations in Australia,
Canada, Japan, and the United Kingdom. When FASB will issue a new
staten1ent will depend on the time required to resolve a number of
complex issues, such as hedging forecasted transactions, hedge treatment for dynamic portfolio management, and the accounting treatment
of derivative and synthetic financial instruments. In the meantime, the
SEC has ruled that complex options used to hedge forecasted transactions are not eligible for hedge accounting treatme"nt. Before discussing the current issues being debated, it is useful for us to review the
forces that led FASB to develop Statements 8 and 52. Statement 80,
Accounting for Futures Contracts, is discussed later in the chapter as it
relates to foreign exchange.

Translation Methods
When the floating rate era began in the early 1970s, one of the main
corporate concerns was translation of local-currency-denominated financial statements of foreign subsidiaries into the parent company's
home currency for the purpose of consolidation. There are four principal translation methods: current/noncurrent, monetary/nonmonetary,
temporal, and current rate.
At one time, most U.S. multinationals used the current/noncurrent
method for translation. Under this method, all the subsidiary's current
assets and liabilities are translated into the home currency at the
current exchange rate. Each noncurrent asset or liability is translated at
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the historical exchange rate, the rate when the asset was acquired or
the liability incurred. The income statement is translated at the average
exchange rate for the period, except for revenue and expense items
related to nonmonetary assets and liabilities.
The monetary/nonmonetary method differentiates between monetary assets and liabilities-those that represent a claim or obligation in
a fixed currency amount-and nonmonetary assets or liabilities. Monetary items such as cash, accounts receivable and payable, and debt
obligations are translated at the current rate, and nonmonetary items
such as inventory, fixed assets, and equity instruments are translated at
historical rates. Income statement items are translated at the average
exchange rate for the period, except for revenue and expense items
relating to nonmonetary assets and liabilities. Depreciation expense
and the cost of goods sold are translated at the same rate as the
corresponding balance sheet items. As a result, the cost of goods sold
and sales may be translated at different rates.
The temporal method is a slight modification of the monetary/nonmonetary method. Under the monetary/nonmonetary method, inventory is always translated at the historical rate. Under the temporal
method, inventory is normally translated at the historical rate, but it
may be translated at the current rate if it is shown on the balance
sheet at market value.
The current rate method is the simplest. All balance sheet items are
translated at the current rate, and income statement items are translated at the rates in effect when the transactions took place or, in some
cases, at average rates. This method is used by British companies.

Development of Statements 8 and 52:
Adapting to a Floating Rate Environment
Before 1976, companies and their accountants could choose which
translation method to use. Consequently, a given set of economic
circumstances could lead to a wide variety of accounting results. To
establish uniformly accepted translation standards, FASB published
Statement 8 in early 1976.
Statement 8 required companies to use the temporal method. The
virtue of Statement 8 was its consistency with other generally accepted
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accounting practices in requiring balance sheet items to be translated
in accordance with their measurement basis, historical or current
value. But the problems were immense. Translation gains and losses
were reflected in parent companies' income statements. Reserves for
currency losses, which companies had used to cushion the impact of
exchange rate changes, were no longer permitted. This caused turmoil
during the late 1970s when Statement 8 was in effect. Sometimes rate
volatility seemed to affect net income more than profit margins of
companies' underlying businesses.
Because of corporate dissatisfaction with Statement 8, FASB issued
Statement 52 in 1981. This statement requires the parent company to
deSignate a functional currency for each subsidiary, which mayor may
not be the local or reporting currency. Financial statements are translated from the subsidiary's functional currency to the parent com.pany's home currency. The functional currency is the currency of the
primary economic environment in which the affiliate generates and
expends cash. If a French subsidiary of a U.S. multinational operates
essentially as a French company competing with other French companies, the French franc is usually considered the appropriate functional
currency. On the other hand, if a French subsidiary operates mainly as
a sales conduit for products developed and manufactured in the
United States, then the U.S. dollar is usually considered the appropriate functional currency.
Under Statement 52, transaction gains and losses are generally
reflected in the income statement, but for foreign subsidiaries that
have local functional currencies, translation gains and losses are not
reflected in the income statement. Revenue and expense items on a
foreign subsidiary's income statement are translated at either the exchange rate on the day the items are recognized or a weighted average
rate for the period. Translation gains and losses are not reflected in the
income statement, but are booked in a separate equity account on the
parent's balance sheet. Gains and losses attributable to long-term
hedges of net investments in foreign subsidiaries and to other intercompany foreign currency transactions of a long-term investment nature are included in separate components of shareholders' equity.
Gains and losses from foreign currency transactions that hedge identifiable foreign currency commitments are deferred and recognized at
the same time as gains and losses on those underlying commitments.
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If the functional currency is the dollar, the temporal method defined in Statement 8 must be used for translation. Monetary items
denominated in a currency other than the functional currency are
remeasured into the functional currency and the resulting gains and
losses are reflected in the income statement. That means, for example,
if the functional currency of a foreign subsidiary is the dollar, all
foreign currency items are remeasured and affect income rather than
being translated and affecting an equity account outside of income.
The dollar must be used as the functional currency for subsidiaries in
highly inflationary economies.

Hedge Accounting: Background
Statement 52 also prescribes rules for hedge accounting. It covers
hedge accounting for foreign exchange forwards, foreign exchange
futures, and currency swaps, but not options explicitly. Statement 80,
Accounting for Futures Contracts, was issued in 1984; it covers accounting (including hedges) for all types of exchange-traded futures,
except foreign exchange futures, which are covered in Statement 52.
In Issue 87-1, the Emerging Issues Task Force (EITF) addressed hedge
accounting for other cash instruments used as hedging instruments
(e.g., U.S. government bonds) and did not reach a consensus. EITF
Issue 87-2 allowed, but did not require, the net present value method
for valuing foreign exchange contracts. EITF Issue 90-17 covers hedging foreign currency risks with purchased options, EITF 91-1 covers
hedging intercompany transactions, and EITF Issue 91-4 covers hedging foreign currency risks with complex options and similar transactions. Interest rate options, forwards, and swaps are not yet covered
by a formal accounting standard or EITF. Accounting practice in these
areas has been based on the closest possible analogy to existing rules.
Some of the features of Statements 52 and 80 and EITF Issue 90-17 are
summarized in table 4.1.
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TABLE 4.1 Current Hedge Accounting Guidelines
Statement 52

Statement 80

EffF90-17

What is
covered

Foreign exchange
forwards, futures, and
currency swaps

Exchange-traded
futures, except foreign
currency futures

Purchased options used
to hedge foreign
currency risk

Hedge criteria

Transaction approach:
Firm foreign currency
commitment (such as a
forward contract) is
designated as a hedge,
and gains or losses on
that commitment are
intended to offset gains
and losses on an identifiable commitment
(such as an agreement
to purchase or sell
equipment).

Enterprise approach:
Item to be hedged
exposes the enterprise
to price or interest rate
risk. The futures
contract reduces that
exposure and is
designated as a hedge.

Enterprise approach:
Item to be hedged
exposes the enterprise
to foreign exchange
risk. The purchased
option reduces that
exposure and is
designated as a hedge.

Assessment of
correlation

Not explicit

Initial and ongOing
assessment to determine
high correlation of
hedged position and
designated hedging
instrument. If such
correlation has not
been achieved, futures
contract can no longer
be accounted for as a
hedge, and gain or loss
must be recognized.

Consistent with
Statement 80

Accounting
if hedge
criteria
not met

If hedging transaction
exceeds amount of
related commitment,
excess gain or loss is
deferred to the extent
necessary to hedge
the commitment on
an after- tax baSis, and
gain or loss beyond
that amount may not
be deferred.

Mark to market

Not explicit; however,
mark to market implied

Cross-hedging

Not permitted unless
hedging with the same
currency is not practical
or feasible

Permitted if clear
economic relationship
exists and high
correlation is probable

Permitted for purchased
options in highly
correlated tandem
currencies
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TABLE 4.1 Current Hedge Accounting Guidelines (continued)
Statement 52

Hedging
anticipated
transactions

Pennitted for
identifiable foreign
currency commitments

Statement 80

Pennitted if hedge
criteria defined above
are met and
1. Significant
characteristics and
expected tenns of
anticipated transaction
are.identified (e.g.
date of transaction,
commodity, or type of
financial instrument,
and expected quantity
to be purchased or sold).
2. It is probable that
anticipated transaction
will occur based on
considerations such as
frequency of similar
transactions in the
past, financial and
operational ability of the
enterprise to carry out
the transaction, and
substantial commitment
of resources to that
particular activity.

EI7F90-17

Pennitted if hedge
criteria defined above
and criteria for hedging
anticipated transactions
in Statement 80 are met.
Hedge accounting not
appropriate for options
purchased to hedge
future net income or
competitive (strategic)
risk.

Split accounting Premiums and discounts Separate accounting for
for premiums
accounted for separately premiums and discounts
and discounts
from changes in value
generally not pennitted
of futures or forward
contracts used as hedges

Not covered

Valuing
speculative
foreign
exchange
positions

Market value

Market value

Not covered

Dynamic
portfolio
management

Not covered

Not covered

Not covered

Synthetic
instrument
accounting

Not covered

Not covered

Not covered

44

Foreign Exchange Risk Management: A Survey of Corporate Practices

When a forward foreign exchange contract is booked, Statement
52 requires the difference between the spot rate and the forward rate,
multiplied by the foreign currency amount, to be recorded as a discount or premium. It is calculated by multiplying the foreign currency
amount by the difference between the spot rate on that balance sheet
date and the spot rate on the day the forward contract was arranged.
On subsequent balance sheet dates, a gain or loss on the forward
contract is calculated by multiplying the foreign currency amount of
the contract by the difference between the spot rate on the balance
sheet date and the spot rate on the date the contract was arranged.
The gain or loss and the discount or premium are reported separately.
The intent of the rule is that the gain or loss on a simple foreign
exchange exposure, such as a 90-day Deutsche mark receivable or
payable, will be equally and concurrently offset by an opposite gain or
loss on a forward contract arranged to hedge that exposure. Currency
swaps, though far more complex and involving multiyear debt obligations in the currencies concerned, are considered to be similar to
forward contracts for accounting purposes; therefore, the hedging
rules in Sta.tement 52 are the same.
Since Statement 52 was issued, numerous derivative instruments
have been developed for hedging. Corporate hedging practices, never
as simple as offsetting each exposed transaction with symmetrical
hedging instruments, have become increasingly complex.

Hedge Accounting: Fundamental Issues
From the time it began the Financial Instruments Project in 1986, the
Board recognized that corporate hedging practices had become increasingly complex and that accounting rules for hedging transactions
were incomplete and inconsistent. The Board began active deliberations on developing comprehensive new standards for hedge accounting in 1992.
In developing new rules for hedging, the Board has grappled with
a number of fundamental issues, such as the following:

o

Are requirements for hedge accounting so strict that they inhibit financial officers from pursuing hedging strategies that
reduce the overall risk of their enterprises?

Accounting and Regulatory Issues

45

o What is the definition of exposure to risk? Does risk reduction
mean reducing the potential for losses or reducing the variability of fair values, earnings, or cash flows?

o

What is the difference between risk-reducing strategies and
risk-adjusting strategies? .

o

What impact should management intent have on hedge accounting?

o

Should designation of a hedging relationship be sufficient for
an enterprise to change the accounting on an item?

o What portion of realized and unrealized gains and losses
should a company be permitted to defer, and for how long?

o

Do the debits and credits that result from deferred gains and
losses meet the definition of assets and liabilities?

o

How can the effectiveness of a hedge be tested?

o Do interest rate, foreign exchange, and commodity price risks
arise from the change in the fair value of assets or liabilities, or
from the possibility of changes in expected cash flows?

o

Should hedge accounting be permitted for hedges of forecasted transactions?

o

Is hedge accounting worthwhile, given problems such as complexity, the elective nature of hedge accounting, the subjective
nature of relationships between exposed items and hedging
instruments, and the lack of comparability among companies,
which may choose different ways to account for similar exposures and hedging strategies?

A fundamental goal of the Financial Instruments Project has been
to define risk and the boundaries of hedging. In a June 1993 progress
report on its deliberations, FASB tentatively defined risk as the possibility that adverse consequences might occur, and it defined exposure
to risk as the condition of being unprotected against the possibility
that adverse consequences might occur. It defined hedging as a strategy of entering into transactions or financial positions with the primary
intent of protecting an entity from potential losses by reducing its
exposure to interest rate, foreign exchange, or commodity price risk.
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John Stewart, a partner of Arthur Andersen & Co. who specializes
in accounting standards issues, explains that the need for hedge accounting arises in part from our historical cost, transaction-based accounting system. Halsey Bullen, Project Manager at FASB, adds that
the instruments used to hedge tend to be marked to market or to have
shorter lives than the transactions they are hedging. The effects of
price or interest rate changes on many existing assets or liabilities are
not recognized in income until realized in a later transaction. If gains
or losses on underlying assets or liabilities are reported in a time
period different from losses and gains reported on the instruments
used to hedge those assets and liabilities, the accounting result could
be report related, offsetting accounts in income during different reporting periods. The reporting would tend to cause fluctuations in
income, implying increased exposure to price or interest rate changes
when, in fact, the exposure has been reduced.
The issue is further complicated because we have a mixed-attribute accounting system, with most items on the balance sheet recorded
at cost, some at the lower of cost or market (LOCOM), and some, such
as securities in a bank's trading account, marked to market. If an
exposed item is marked to market, there is no reason that a hedging
instrument should not be marked to market as well. If everything on
the balance sheet were marked to market, there would be less need
for hedge accounting. However, accounting for hedges of anticipated
transactions would still be an issue.
Though both Statements 52 and 80 provide for hedge accounting,
their criteria for hedge accounting are not the same. The overall
purpose of both statements is to achieve some sort of symmetry
between the accounting for hedging instruments and that for the
assets, liabilities, or transactions being hedged. If specified criteria are
met, gains and losses on the hedging instrument can be deferred and
recognized at the same time as gains and losses on the item being
hedged. Statement 52 provides for a transaction approach. Foreign
exchange forward or future transactions may be deSignated to hedge
particular exposed transactions, even if other positions already offset
that exposure. Statement 80, on the other hand, requires an enterprise
or business unit approach. If other positions already offset an exposure that a futures contract is supposed to hedge,. then the contract
will not qualify for hedge accounting.
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Statement 80 allows the designation of a futures contract as an
accounting hedge of an anticipated probable transaction, a transaction
that the company expects but is not obligated to carry out. Statement
52 allows hedge accounting only for a firm foreign currency commitment.
Statement 52 does not permit cross-hedging between currencies
unless a hedging instrument in the exposed currency is unavailable.
Statement 80 permits cross-hedging with futures if there is a clear
relationship and highly probable correlation between the hedged item
and the hedging instrument. An example of permissible cross-hedging
might be hedging an exposure such as a commercial paper obligation
with an instrument that has a different basis, such as a Treasury bill
future.
In March 1986, the American Institute of Certified Public Accountants (AICPA) published Issues Paper 86-2, in which it addressed hedge
accounting for option transactions. The paper essentially assumes that
foreign currency and other options are not covered by Statement 52
and extends the hedging concepts developed in Statement 80 to foreign currency and other options used to hedge anticipated transactions. In the absence of more authoritative literature, the paper was
followed in practice until EITF Issue 90-17 was issued, and essentially
reaffirmed that paper's recommendations. The EITF addressed several
issues:

o

Whether hedge accounting is appropriate when options are
used to protect against the effect of currency rate changes on
the net income of a foreign subsidiary with a functional currency different from that of the parent

o

The criteria an anticipated transaction must meet to qualify for
hedge accounting

o How exposure to risk should be evaluated
o Hedge accounting for intercompany transactions
EITF Issue 90-17 tentatively concluded that hedge accounting may
be used for purchased foreign currency options that hedge anticipated
transactions that create foreign currency risk. The task force reached
consensus that future net income does not qualify as an anticipated
transaction, because net income is the net result of many transactions
and accounting allocations. It concluded that the criteria for hedging
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anticipated transactions with purchased foreign currency options, including anticipated sales not denominated in the enterprise's functional currency, should be the same as those specified in Statement 80.
The task force concluded that hedge accounting is not appropriate for
purchased foreign currency options intended to hedge against strategic
or competitive risks, or against the effects of adverse currency changes
of future sales or net income of a foreign subSidiary denominated in
its own functional currency. This was consistent with Statement 52,
which defines a foreign currency transaction as a transaction in a
currency other than the subsidiary's functional currency. The task
force concluded that risk should be evaluated on a transaction basis,
consistent with Statement 52 and AICPA 86-2, and that the restrictions
on hedging with options purchased in a tandem currency should be
consistent with Statement 52. To qualify for hedge accounting, the
purchased option was to be designated as a hedge of an existing asset
or liability, a firm commitment, or an anticipated transaction, as indicated in AICPA 86-2.

Hedge Accounting:
Development of New Standards
Hedging methods and hedge accounting have been a subject of renewed interest not only because of a recent increase in foreign exchange volatility, but also because of uncertainty over existing and
forthcoming accounting rules for hedging, derivatives, synthetic financial instruments, and other risk-adjusting activities. Whether or not the
new rules allow hedge accounting treatment for hedges of forecasted
transactions will have. an impact on corporate use of derivative products. A requirement to mark all instruments used to hedge forecasted
transactions to market and to recognize gains and losses in the current
accounting period would be a disincentive for corporations to use
derivatives. Under the current U.S. accounting rules, corporations can
hedge forecasted transactions and receive hedge accounting treatment
only with interest rate and commodity futures and foreign currency
options.
Special accounting for hedging is a key part of the Financial
Instruments Project. An important objective has been to replace the
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inconsistent and incomplete hedge accounting rules in FASB Statements 52 and 80. From the corporate standpoint, hedging forecasted
transactions has been a particularly visible and controversial issue.
In a June 1993 progress report on its first 18 months of deliberations on these issues, the Board presented a number of ideas related
to possible future rules for discussion among corporations, accountants,
regulators, and other interested parties. They included the following:

o

Encompassing hedges in which the hedging instruments are
derivative financial instruments (such as options, swaps, futures, forwards) and cash securities (such as Treasury bonds):
Present FASB standards permit hedge accounting only for futures contracts and for foreign exchange transactions that
hedge foreign currency commitments.

o Permitting hedge accounting for cross-currency or proxy
hedges: Statement 52 requires use of the same currency unless
not practical or feasible.

o

Limiting deferral of gains and losses based on the effectiveness
of a hedge, and recognizing any excess gain or loss on hedging instruments in current period earnings: This is called the
"partial effectiveness approach." A hedge would be considered
effective to the extent that cumulative changes in the fair value
of the hedging instrument did not exceed cumulative unrecognized changes in the fair value of the hedged item since the
inception of the hedge. The total amount of deferred hedging
losses would be reported as a single asset and the total amount
of deferred hedging gains as a single liability. This would
replace the current requirement in Statement 80 to assess correlation for futures transactions on an ongoing basis.

o Clarifying that hedging means reducing the risk of adverse
consequences (losses), with risk reduction to be assessed at
the enterprise or business unit level at inception and on an
ongoing basis: This would recognize that some large corporations that are in a number of businesses hedge on a business
unit level. It would differ from both Statement 52, which has a
transaction approach, and Statement 80, which has an enterprise approach but does not have an ongoing test of the
hedge's effectiveness.
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The Board also attempted at that time to distinguish hedging from
other risk-adjusting activities, including dynamic portfolio management
and the creation of synthetic instruments. The Board has considered
the following ideas:

o Permitting specialized accounting for dynamically managed
portfolios using a mark-to-market pool approach, under which
all items designated to be included in a dynamically managed
pool would be reported at fair value, and changes in value
would be reported in current earnings.

o

Permitting specialized accounting for synthetic instruments, using an approach that accounts for imperfections in the synthesis. This would entail following the current practice in the
absence of formal guidance of, for example, accounting for a
fixed-rate debt instrument coupled with a fixed-ta-floating interest rate swap as floating-rate debt. The borrower would
have to mark to market only to the extent that the underlying
debt coupled with the swap did not replicate the characteristics of the prototype floating-rate debt instrument.

The Board considered an approach that would resolve the disparate practices in accounting for assets and liabilities that result from
derivative financial instruments by requiring that they be recognized
and measured at fair value. This approach also requires that changes
in fair value be reported in earnings, unless those derivative instruments are part of a hedge that qualifies for hedge accounting or are
part of a synthetic instrument strategy that qualifies for special accounting treatment as described above.
The Board also expressed an opinion that only hedges of interest
rate, foreign exchange, and commodity price risk should be accorded
hedge accounting treatment, and that other risks such as competitive
risk, strategic risk, and business cycle risk should not qualify for hedge
accounting treatment. With the latter, it is difficult for accountants to
have assurance that hedging instruments are symmetrical and have
prices moving in the opposite direction from the items that are
hedged. It is also difficult· to separate the effects of exchange rate
changes from other factors that may cause changes in revenues, costs,
prices, and market share.
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Hedging Forecasted Transactions
Statement 80 permits hedging forecasted transactions with futures if
the two following defined criteria are met:

o

Significant characteristics and expected terms of the anticipated
transaction are identified, for example, date of transaction,
commodity, or type of financial instrument, and expected
quantity to be purchased or sold.

o

It is probable that the anticipated transaction will occur based

on considerations such as frequency of similar transactions in
the past, financial and operational ability of the enterprise to
carry out the transaction, and substantial commitment of resources to that particular activity.
Within the accounting profession, opinions differ on the type and
maximum time horizon of a hedge of a forecasted transaction that
qualifies for hedging treatment. Statement 52 permits hedging only
"firm" foreign currency commitments. Whether to allow hedge accounting treatment for forecasted transactions and how to prescribe
rules for the actual accounting entries are among the most disputed
issues the Board is addressing as it develops more comprehensive
rules for hedging and using derivatives.
In the view of some experts, the reason for hedge accounting is to
compensate for differences in the way hedged items and hedging
instruments are recognized and measured. Recognition anomalies arise
because some assets and liabilities are recognized in the statement of
financial position, while others, such as some derivative financial instruments and firm commitments, are not. Measurement anomalies
arise because assets and liabilities may be measured in different ways
under existing accounting standards. Some assets and liabilities are
measured at historical prices, some are measured at current prices, and
some are measured on a combination of historical and current prices,
lower of cost or market (LOCOM). For example, a hedged asset may
be measured at historical cost and a hedging instrument may be
measured at current market. The effects of changes in prices, interest
rates, or currency rates on many assets and liabilities are not recognized in income until they are realized. For others, such as trading
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instruments or instruments held for sale, unrealized gains and losses
are recognized in income as market prices change.
In its deliberations, the Board has identified no similar accounting
anomalies in hedging of forecasted transactions. Furthermore, it points
out that forecasted transactions pose practical difficulties associated
with measuring fair value and applying an effectiveness test.
The Board says that the assets and liabilities associated with firm
commitments do not exist for forecasted transactions. A deferred gain
or loss associated with a hedging transaction cannot be characterized
as a surrogate for an asset or liability, because there is no existing
right or obligation associated with the forecasted transaction or its
change in value that would offset the deferred amount. The present
accounting model recognizes only present rights to future benefits and
present obligations for future sacrifices that are measurable and arise
from past transactions or events. Therefore, the Board has difficulty in
justifying accounting recognition of deferred gains and losses and
gains that arise from hedges of forecasted transactions as assets and
liabilities.
The Board does not consider a forecasted transaction such as a
DM 300,000 dividend expected two years from now to be economically equivalent to an instrument such as an option purchased to
hedge it. The option is a firm commitment, but the future dividend is
not.
The subjectivity of forecasted transactions makes them difficult to
measure reliably. It is difficult to separate the effect of foreigl.1 exchange rates from other factors on sales volume, prices, and costs.
When corporate financial officers refer to forecasted transactions, they
may mean a number of different things, such as revenues, margins,
net profits, or the discounted present value of future cash flows. For
forecasted transactions such as the purchase of raw materials, the sale
of hamburgers in Germany, or profits of a McDonald's German subsidiary, it may be difficult to sort out and measure currency risks from
other risks as they relate to future sales and related prices. For example, local German prices may adjust for exchange rate changes. Other
factors not related to exchange rate changes may affect the company's
performance in Germany. Some believe that it is difficult to imagine
how a gain or loss on a forecasted transaction can be accounted for
and linked to the hedge, for example, linking the revenues or profits
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from the sale of hamburgers in Germany to the gain or loss on a
Deutsche mark future or option. There is concern about the possibility
of accumulating large hedging gains and losses on the balance sheet
because they do not fit the conceptual definition of assets and liabilities and because large losses associated with hedging transactions
could be deferred indefinitely into the future.
Many corporations disagree with the views expressed above on
hedging forecasted transactions. In the words of Merlin Alper, Vice
President and Assistant Controller of lIT Corporation, "The future is all
we worry about." He believes that hedge accounting must include
forecasted transactions to reflect economic events. He does not believe
that the distinction between value and cash flow is useful. In Alper's
view, hedging should address variations in cash flows, not fair values
that have no likelihood of direct realization in the foreseeable future.
He do~s not think it is practical to require proving of offsets throughout the enterprise.
Ken Frier, Director of Foreign Exchange at Walt Disney Corporation, believes that hedge accounting should focus on the change in
value, but that value should correspond with discounted future cash
Hows. Disney applies a judgmental discount to derive a value of
revenues that is highly probable and hedgeable. Frier believes that the
criteria for hedge accounting for forecasted transactions used in Statement 80 are appropriate and workable. In line with those criteria, past
transactions that enable Disney to project probable levels of future
revenues include creation of characters, copyrights, contractual relationships with licensees, and other intellectual property rights that give
value to the Disney franchise.
For McDonald's, non-U.S. dollar cash flows are a significant component of revenues. In Treasurer Carleton Pearl's words, "The value of
the company is driven by future cash flows." He believes that hedging
is clearly a case where accounting should follow the economics at
hand. The absence of a formal contract should not preclude an entity
from seeking to reduce its risk to changes in price, interest rates, and
currency values. For example, McDonald's should be able to hedge its
next year's cash flo,,'s received from Germany in a way similar to a
company such as General Electric, which can hedge a firmly committed sale of a power plant one year from now. Pearl considers a twoto three-year horizon for forecasted transactions to be appropriate,
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even though the company's policy is currently more conservative. In
his opinion, this reflects the time frame most corporations use for
projection purposes and the period over which they actively seek to
reduce risk.
According to Judy Lewent, CFO of Merck, the earnings volatility
that would result either from not allowing hedge accounting for
hedges of forecasted transactions or from recognizing gains and losses
on hedging instruments would not be representative of the way the
company manages its business. She believes that decisions on what
accounting should be adopted in practice should not be based solely
dn preexisting concepts and definitions, and that defining enterprise
risk in terms of assets and liabilities is a parochial view that ignores
the types of risks normally associated with a going concern. For
Merck, it is strategically important to hedge cash flows from overseas
operations, because those cash flows are required to support the
company's research and thereby maintain and enhance its shareholder
value. In Lewent'$ view, a hedging program must be designed in an
overall enterprise context with consideration of the firm's long-term
objectives, cost-benefit trade-offs, and risk-return tolerance. She believes that accounting treatment should not be differentiated based on
the choice of hedging instrument, because the price of an item does
not describe the nature of the position, why a company is using an
instrument, and the nature of the underlying business it is hedging.

Dynamic Portfolio Management
Dynamic portfolio management is a technique of assessing the risk of
and managing a portfolio, or group, of assets and liabilities. It is
characterized by the continuous assessment and periodic adjustment
of the designated portfolio components. Since management commonly
selects a desired level of risk and aims to achieve that level, dynamic
portfolio management adjusts risk up and down; it does not simply
aim to reduce risk.
In considering accounting rules for dynamic portfolio management, the Board sees an issue of risk selection versus risk avoidance.
It is more comfortable in allowing hedging treatment for transactions
entered into for risk avoidance, i.e., using instruments designated on a
transaction-by-transaction basis that are demonstrated to perform in-
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versely with the transaction being hedged. However, in practice, most
companies do not simply put exact hedges in place on a transactionby-transaction basis and allow the hedges to remain unchanged until the
transaction is consummated-for example, hedging each foreign currency payable or receivable with a forward. They tend to look at all of
their exposures together as a portfolio, deciding whether to hedge fully
or partially depending on their currency view and constantly adjusting
their hedge portfolios. For large companies, the number of transactions
is so high that this type of portfolio approach is a practical necessity.
Because dynamic management of groups of items is so common,
the current hedge accounting rules that require the designation of
individual hedged items often seem arbitrary. Many companies designate hedged transactions and correlate them with hedges after the fact.
However, the Board has expressed concern about an element of
speculation in dynamic portfolio management and has continued to
question whether it fits the definition of hedging.
On the other hand, a company such as McDonald's considers its
n1ethod of dynamic hedging to be quite conservative. McDonald's
does not fully hedge its expected Deutsche mark receipts; it adjusts
the amount of its hedge based on its view of the dollar vs. the
Deutsche mark. The company reviews its hedge portfolio every day,
even though it does not necessarily adjust its hedge portfolio every
day. McDonald's Treasurer Carleton Pearl believes that there is a big
difference between adjusting a portfolio of forwards that hedge a
portfolio of real transaction risks and going beyond the company's
actual exposures to try to make more money by taking a view. He
believes that the former is not speculation, but the latter is.

Recent Board Deliberations
on Hedge Accounting
The Board and the Financial Accounting Standards Advisory Council
(FASAC) are continuing their efforts to develop special accounting
standards for transactions designated as hedges. They are exploring a
definition of exposure to risk that includes cash flow risks as well as
market risks. Among other models, they are studying an alternative
proposal for derivatives accounting from John Smith, a Deloitte &
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Touche partner who is a member of the Financial Instruments Task
Force. The key points of that proposal are as follows:

o All derivative instruments would be recognized as assets or
liabilities in the financial statement and measured at fair value.

o Derivative instruments would be classified either as held for
risk management (HRM) or held for trading. There would be
no held-to-maturity category.

o

To qualify as HRM, the derivative instrument would have to be
designated at inception. It could not be actively traded except
when it is part of a dynamic hedging program that is a documented part of a risk management strategy. It would be expected to have return characteristics that are opposite to those
of assets, liabilities, and firmly committed and forecasted transactions that are being hedged.

o Risk management would be considered to include both risk
reduction and risk selection.

o HRM derivatives could be specifically designated to an identified exposure or accounted for in pools based on similar
economic types. When designated to an identified exposure,
realized and unrealized gains and losses would be retained in
equity to the extent that offsetting gains and losses existed in
the identified item, and they would be recognized in earnings
in the same period as the identified item (subject to impairment tests). Other HRM derivatives would be classified in
pools based on the risk involved, for example, interest rates,
French francs, or copper prices. Unrealized gains and losses
would be recorded in equity, and realized gains and losses
would be retained in equity to the extent that offsetting gains
and losses (unrealized and unrecognized in income) exist on
items in the same pool.

o Two approaches are being debated for deferring certain gains
and losses on derivatives classified as HRM outside earnings as
a component of equity. One approach would be to defer all
gains and losses, realized or unrealized, that meet a certain
qualifying test. For example, an effectiveness test could compare the changes in value of the derivative and the hedged
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exposure and permit deferral to the extent that cumulative
gains and losses on the derivative instrument did not exceed
the cumulative change in value of the hedged exposure. A
second approach would be to establish a test for only realized
gains and losses. Unrealized gains and losses on HRM derivatives would be deferred in equity until they were realized.
Then an effectiveness test would be used to determine the
amount th~t would have to be deferred and the amount that
would be recognized in earnings. To the extent that a gain or
loss would not be realized until after a forecasted transaction
occurs, a derivative used to hedge a forecasted transaction
could receive hedge accounting treatment.

o The trading category would be a default category. Those instruments would be marked to market with gains and losses
recognized in income.
This proposal differs in several ways from conventional hedge
accounting approaches more consistent with Statements 52 and 80.
There would be no need to define exposure to risk and risk reduction,
to assess enterprise risk, or to test ongoing correlation. In place of
these disciplines is the requirement that realized gains and losses be
offset in the balance sheet with unrealized losses and gains. Some may
disagree with this approach because there is no constraint or test on
unrealized gains or losses on undesignated HRM derivatives.
The issues described above are still under debate, and there will
undoubtedly be more proposals considered and more discussions held
between FASB and the accounting profeSSion, regulators, and corporate users.
In November 1994, the Board tentatively approved an approach
that would require all derivatives to be marked to market in a way that
would essentially eliminate hedge accounting. For those derivatives
"held for risk management," gains and losses would be recorded in a
separate account in the equity statement; and would not be recognized in earnings until realized. There would be no restrictions on
which securities a company could designate as held for risk management. Nor would there be any restriction on the types of exposures
that could be hedged. A hedge of a competitive exposure two or three
years in the future could be hedged with favorable accounting treatment. To effectively hedge an exposure, the company's management

58

Foreign Exchange Risk Management: A Survey of Corporate Practices

would have to select a derivative instrument that matured at the same
time as the exposed item. When the derivative instrument matured,
gains or losses would have to be recognized in earnings. There would
no longer be any provision for deferral of gains and losses under
hedge accounting.
This approach is consistent with Statement 115, which applies only
to investment securities. Statement· 115 requires debt securities to be
put in one of three categories: "trading," "available for sale," or "held
to maturity." Securities that are available for sale are marked to market,
but the results of marking to market are reflected outside of earnings
in a separate component of equity, similar to the cumulative translation adjustment (eTA) account required by Statement 52.
For derivatives, the Board made a tentative decision that there
should be only two categories, "trading" and "other"-the latter being
essentially the same as available for sale. The Board does not believe
that the held to maturity category makes sense for derivatives, because
derivatives do not have features such as the recovery of the carrying
amount by the repayment of principal at maturity that makes accounting at amortized cost an appropriate treatment for debt securities held
to maturity.

Disclosure of Hedging Activities
On April 14, 1994, FASB issued an exposure draft, Disclosure about
Derivative Financial Instruments and Fair Value of Financial Instruments. The purpose of the proposed statement is to require improved
disclosures about derivative financial instruments-futures, forwards,
swap or option contracts, or other financial instruments with similar
characteristics. The Board recognized that this statement would be an
interim step but considered it important to issue additional disclosure
guidelines before the end of 1994 because of recent public concern
over the use of derivatives.
The proposed statement would also amend existing requirements
of FASB Statement 105, Disclosure of Information about Financial
Instruments with Concentrations of Credit Risk, and FASB Statement
107, Disclosures about Fair Value of Financial Instruments.
Statement 105 requires an entity to disclose the extent, nature, and
terms of financial instruments with off-balance-sheet risk of accounting
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loss. The Board proposes amending this statement to require that the
disclosure of the extent, nature, and terms of financial instruments
with off-balance-sheet risk distinguish between instruments held or
issued for trading purposes and instruments held or issued for purposes other than trading.
Staten1ent 107 requires an entity to disclose, either in the body of
the financial statements or in the accompanying notes, the fair value of
financial instruments for which it is practical to estimate that value.
Since Statement 107 became effective in late 1992, some disclosures
have been considered too highly aggregated by the netting of off-balance-sheet financial instruments, particularly derivative financial instruments, with related assets and liabilities. The Board has concluded that
the fair values of different types of financial instruments should not be
combined, aggregated, or netted, even if those instruments are considered related (for example, by a risk management strategy). As with
Statement 105, the Board amended this statement to require a distinction between financial instruments held or issued for trading purposes
and those held for purposes other than trading.
Statement 107 provides general guidance, rather than prescribing
standard methods and assumptions to be used in estimating the fair
value of financial instruments. It requires an entity to disclose its
assumptions and methods. The Board reaffirmed this approach in the
exposure draft. It recognizes that current practices vary, but believes
that financial instruments have such diverse characteristics that it is not
practical to establish hard rules for estimating fair value at this time.
For derivative financial instruments held or issued for purposes
other than trading, the exposure draft requires the following disclosur~
by class of derivative instrument:

o Description of a company's

ri~k

management objectives and

strategies for achieving them

o Description of the entity's objectives for holding the derivative
financial instrument

o Description of how the derivative financial instruments are
reported in the financial statements
o

For derivative instruments held for hedging anticipated transactions, a description of the anticipated transactions, the amount
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of hedging gains and losses deferred, and a description of the
events that result in recognition of those gains and losses
Companies are encouraged, but not required, to disclose quantitative information about the interest rate or market risks of derivative
financial instruments in a manner that is consistent with the way they
manage their risks and that allows comparison between the strategy
for holding those instruments and actual results. Quantitative information may include details about current positions and activity during the
period; hypothetical effects of possible changes in market prices on
equity or annual income; a gap analysis of interest rate repricing by
maturity date; duration of the financial instruments; or value at risk.
The Board asked for comments from corporations and financial
institutions about a number of specific issues. It received 140 corporate responses. This section summarizes selected comments.
1.

The Board asked respondents

if they believed a distinction

between derivative financial instruments held for trading purposes and purposes other than trading was appropriate.
Companies generally agree that such a distinction is appropriate.
2.

The proposed statement would encourage, rather than reqUire,

disclosure of quantitative information about interest rate and
other market risks of derivative finanCial instruments, as well
as of other assets and liabilities, in whichever of several suggested ways was consistent with the way the entity manages or
adjusts those risks.
Dwight Peterson, Vice President and Treasurer of 3M Corporation, expresses concern about requiring disclosures of quantitative information about baskets of risk that are not easily
explained or calculated. He believes that disclosures should be
based on the concept of materiality. He points out that 3M
considers detailed currency positions to be proprietary information.
Michael D. Richard, Assistant Vice President, Controller-Financial Accounting and Reporting, McDonald's Corporation,
believes that the company's interest rate and market risk can
be adequately addressed by a discussion of a company's exposures, its risk management objectives, its purposes for using

Accounting and Regulatory Issues

61

derivatives, and the types of derivatives it uses. McDonald's
provides that information in its management discussion and
analysis section. The company believes that sensitivity analyses
of derivatives on a stand-alone basis, without disclosing the
potential offsets in items being hedged, misrepresents their
integral role in managing financial risks. The company also
believes that once disclosure requirements are finalized they
should be required, not voluntary, to avoid inconsistencies in
disclosure among different companies.
John K. Wulff, Vice President, Controller, and Principal Accounting Officer of Union Carbide Corporation, believes that
disclosures of quantitative information about exposure to interest rate changes or other market risks associated with derivative financial instruments should be encouraged rather than
required. The ways companies manage market risks vary
widely, based on factors such as company philosophy and risk
management strategy. Requiring all entities to provide a single
set of quantitative measures, which mayor may not have any
relationship to the way the company manages risk, could be
misleading and would entail unnecessary cost.
Peter E. Nugent, Vice President and Controller of Merck & Co.,
believes that a majority of the suggested disclosures rely on
management's assessment of the future and are not sufficiently
free of bias to be useful to investors, creditors, and other users.
It would be more useful to provide the kind of information
about derivative positions that users need in making their own
assessments of risk. He notes frequent comments that disclosures concerning derivatives and other financial instruments
should be similar and that rules for debt securities held as
assets and other similar instruments do not require management to estimate value based on expectations of market performance. He thinks that quantitative disclosure at this point in
time should be voluntary because risk management and measurement techniques have not reached a level of sophistication
to ensure reliable, consistent disclosures of market sensitivities.
Commenting on recent published losses rel~ted to derivative
positions, Nugent says that investors and creditors who relied
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on the kind of information in the proposed disclosures would
have considered themselves misled.
R. D. Cooley, Accounting Director at Ford Motor Company,
expresses that company's opposition to proposed additional
disclosures about derivatives held for purposes other than trading. The company believes that such information-which
transactions are hedged, the types of hedging instrument used,
current positions, and how long the hedges have been in
place-is proprietary and could allow foreign-based automotive competitors without similar disclosure requirements to
gain an unfair competitive advantage. For example, foreign
exchange positions and hedging strategies form an integral
part of managing the company's cost structure and revenues,
and they. directly affect pricing strategies in the United States
and in foreign markets. He points out that if the proposed
disclosures were voluntarily exchanged among the major domestic automobile firms, the companies might be considered
to be in violation of Section 1 of the Sherman Act.

3. For derivative financial instruments held or issued for trading
purposes, the proposed statement would require disclosure of
average, maximum, and minimum fair values during the reporting period in addition to the period-end information already
required by FASB Statement 107.
Many companies comment that they do not trade derivatives
and that therefore this provision does not apply to them. A
number of others comment that this information would be
difficult and costly to collect and not meaningful to the user.
4.

The statement would require disclosure of net trading gains or
losses for derivatives held or issued for trading purposes.

D. J. Fitzpatrick, Chief Accounting Officer of General Motors
Corporation, believes that the disaggregation of gains and
losses on derivatives from gains and losses in other trading
activities would not be very useful for creditors and investors
and could possibly be damaging from a competitive standpoint. The company believes that all trading activities should
be grouped together, so that the financial statement user can
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get a good picture of the entity's total profitability from trading
activities.
5.

The statement would amend Statement 107 to improve disclosures about the fair value offinancial instruments.
Kenneth L. Thome, Senior" Vice President-Financial Operations of General Mills, Inc., disagrees with the proposed
amendment to Statement 107 requiring that all disclosures be
made either in the financial statements or in one place in the
accompanying financial footnotes. He believes that it is more
appropriate to include derivative disclosure in the same footnote as the underlying asset or liability being managed.
Earl Timmons, Vice President-Finance and Controller of DuPont, believes that mandating financial instrument fair value
disclosure in a single note to financial statements is totally
inappropriate for most nonfinancial entities. For example, he
questions the relevance of disclosing the fair value of debt
when early redemption is neither contemplated nor feasible.
He concurs with the Board's original decision in Statement 107
. that allows nonfinancial entities latitude in how fair values are
presented.

6.

The statement would require disclosure of certain information
categorized by class offinancial instrument.
Timmons of DuPont believes that for many synthetic instrument transactions the most meaningful disclosures are credit
risk and the fair value of the package as a whole. Disclosures
categorized by type of instrument would combine individual
pieces of these highly integrated transactions with unrelated
financial instruments and would only confuse users of financial
statements.
Richard of McDonald's Corporation believes that fait market
value disclosure by individual derivative type would not be
meaningful and could be misleading, because none of his
company's gains and losses on derivatives can be viewed on a
stand-alone basis. They are all used as a hedge of some other
item or as an offset of some other interest rate position. The
Board's proposed form of disclosure does not provide for
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offsets (hedged items). Richard believes that a breakout by
derivative type is appropriate only when derivatives do not
have offsetting positions and are therefore speculative.

7.

The proposed statement focuses largely on derivative financial
instruments and would require disclosures for derivatives that
are not required for other finanCial instruments: disclosures
about average, maximum, and minimum fair values; net trading gains or losses; hedging gains and losses; and purposes of
holding or issuing. The Board acknowledged that this requirement might result in an incomplete and misleading picture of
an entity's overall business and risk profile.
Some companies might provide other related information on
the positions that are hedged with derivatives and trading and
hedging with nonderivative instruments, while others might
not. The Board asked respondents if the focus of the project
should be extended to include some nonderivative instruments.
Timmons of DuPont expresses concern that Statements 105
and 107 were issued to improve disclosure about newer financial instruments such as derivatives and wonders whether any
realistic amount of disclosure will satisfy the demands of users.
He thinks it may be preferable to focus the Board's efforts on
comprehensive and definitive answers related to recognizing
and Ineasuring financial instruments. He suggests that if the
Board feels it must do something now, it should narrow the
scope of a new statement by excluding all derivative financial
instruments that are designated and accounted for as hedges of
existing assets, liabilities, and firm commitments.
Nugent of Merck notes that this exposure draft was a "quick
fix" to address mounting concerns about derivatives. It is difficult to analyze the risks related to the use of derivatives,
because of their complex nature and the relative lack of accounting guidance, whereas the risks related to more traditional, nonderivative financial instruments are generally well
understood. He sees the whole Financial Instruments Project as
evolutionary and this admittedly interim step as no exception.
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Robert C. Musser, Controller of Mobil Corporation, believes
that qualitative information can be useful in helping the reader
of financial statements understand how a company manages
risk. These disclosures should discuss in broad terms the risk
environment in which the company operates and the strategies
it employs, whether or not the company uses derivatives. Separate disclosure requirements for companies that use derivatives
could create an inaccurate impression that they have more risk
exposure than companies that do not use derivatives.
Fitzpatrick of General Motors Corporation observes that many
entities, including FASB, the SEC, the GAO, and the U.S. Congress, are pursuing improvements in derivative accounting
controls and reporting, but so far there has been a lack of
coordination among those entities. As a preparer of financial
statements, General Motors looks to FASB to coordinate the
framework for financial reporting but believes that this exposure draft falls short of that goal.
8.

The proposed statement covers derivative and other finanCial
instruments. It includes some commodity-based contracts such
as oil swaps that are settled in cash, but excludes nonfinancial
contracts that are settled by the delivery of commodities or other
physical assets.

Nugent of Merck agrees that the scope of the project should
not be expanded to include nonfinancial contracts held for
trading purposes. It would be inappropriate to expand the
scope of this disclosure requirement without expanding the
scope of FASB's entire Financial Instruments Project.
Commenting on the exposure draft as a whole, Carol Ashley,
Assistant Controller of The Dow Chemical Company, emphasizes that
her company's comments are from the perspective of an end user of
derivative products that is using these products primarily to manage
exposures to financial risk. She is concerned with two basic constraints, materiality and cost benefit. She notes that the use of derivatives has received so much attention recently that it has been blown
out of proportion in relation to the overall hierarchy of business risk of
many end users. For example, the risk of plant outages and casualty
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losses that Dow covers through insurance are larger than the interest
rate and currency risks that it covers with derivatives, but no disclosures are required. She believes that requiring specific disclosures
related to derivatives used in risk management activities without reference to the overall risk profile of a company is not useful and can
attribute more significance to the use of derivatives than is warranted.
She believes that the current problem is that many users of financial
statements do not have a basic understanding of derivatives, that the
problem is temporary, and that it is best addressed by educating users
about basic financial concepts that are generic across all companies. A
company should be required to make a general statement about its
financial risk management objectives and controls in place. Recent
financial losses reported by other companies were a result of ineffective controls and would not have been prevented by any disclosure
requirements.
Meanwhile, the SEC in recent months has requested substantial
information from large companies on their use of derivatives, for
example, internal policies for monitoring and controlling the use of
derivatives, lists of specific instruments the companies hold, their
terms, their maturities, and how they would affect the company's
income on a net and gross basis under certain conditions.
The Financial Executives Institute Committee on Corporate Finance
and the Committee on Corporate Reporting jointly formed the Derivatives Disclosure Task Force in 1994 to respond to additional reporting
requirements proposed by both FASB and the SEC. The task force's
objective was to consider the types of information related to a firm's
use of derivatives that would be useful, informative, and understandable to investors but also reasonable and practical for a company
to report on a regular basis.
The task force expressed concerns that reporting large quantities
of statistical and textual information would increase preparation and
auditing costs without giving the investor something of real benefit
and that it would increase complexity aqd concerns, rather than reducing them. The task force has explored an alternative approach that
emphasizes explaining each company's particular set of risk exposures
and strategies for dealing with them, rather than tabular detail.
The task force thought that improvements in disclosure should
strive to communicate the substance and significance of derivative use
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in concise, meaningful, and readily understandable form. Based on
those premises, it agreed on eight basic principles related to disclosure
of derivative financial instruments:
1. The best disclosure is the simplest disClosure that will commu-

nicate the substance and significance of a firm's derivatives
use. This should include a carefully developed narrative that
explain's a firm's overall exposure to market risk, how the firm
assesses and quantifies that risk, and how it uses derivatives,
all described in basic, understandable business language. It
should also include a few well-chosen statistics and a description of the firm's accounting policies with respect to derivatives. The company should consider what the reader will do
with the information, what conclusions the reader will draw,
and for what purpose. A one-size~fits-all approach should not
be mandated in footnotes. A list of contracts might be appropriate for a small firm. A duration-based analysis or a calculation of "value at risk" might be appropriate for a large firm,
depending on what the firm uses in its risk management process. The value-at-risk approach uses sophisticated financial
modeling to roll together all relevant financial data with certain
assumptions to derive a single figure that quantifies a potential
loss under specified conditions.
2. Though derivatives disclosure needs improvement, additional
disclosure should not be viewed as the principal solution to
the control problems that have arisen. Increasing disclosure of
statistics and detailed explanations will only serve to increase
concern and confusion.
3. Standards should not specify one particular format or location
in the footnotes for the disclosure of derivatives information.
Management should use its judgment and knowledge of the
enterprise to determine the most appropriate form and location
in which to present information related to derivatives clearly.
4. Discussion of management's internal controls, authorizations,
and procedures does not belong in footnotes. If management
wants to describe controls in the context of a company's overall risk management activities, the management discussion and
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analysis section of the annual report may be the most appropriate place to do it.
5. Reporting of notional amounts should be deemphasized. Notional amounts are only points of reference; they are not reliable indicators of market risk and can be misleading.

6. Derivatives disclosure should be risk oriented rather than product-type or instrument-type oriented. Listing the amounts of
each derivative used is not very useful. More useful is the
overall sensitivity of those exposures, i.e., how much risk of
potential loss they create for the enterprise.
7. Financial risk disclosures will be most useful if they describe
the value changes in both exposures and hedges.
8. Any disclosure framework should take into account that large
companies today generally hedge exposures with derivatives
on a portfolio basis, linking derivatives to netted exposures
rather than to individual transactions.

SEC Ruling on Hedging Forecasted
Transactions with Complex Options
In March 1992, while EITF Issue 91-4 was considering hedging foreign
currency risks with complex options and similar transactions, the SEC
staff unexpectedly announced that all complex options used to hedge
forecasted foreign currency transactions must be marked to market.
Complex options are defined as anything other than simple puts and
calls for specific items at specific strike prices. Not only would combination option writing and option purchase instruments such as range
forwards be prohibited from hedge accounting, but so would other
option products such as contingent options, participating forwards,
barrier options, and compound options that are designed to segment
risk and minimize cost. Those instruments would qualify for hedge
accounting treatment only if linked to firmly committed foreign currency transactions. Under the SEC staff announcement, a company
cannot get hedge accounting treatment for a compound option used
to hedge forecasted transactions, such as next year's sales, next year's
budget rate for intercompany transactions, or next year's translation
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rate used in consolidating the financial results of overseas subsidiaries
with local functional currencies. The SEC does not object to hedge
accounting for anticipated transactions using simple purchased options.

Arkansas Best: Tax Treatment
of Hedging Transactions
For.30 years, taxpayers have used the so-called Corn Products doctrine
to support their claim that securities purchased in the ordinary course
of business for the purpose of hedging, not investment, could be
afforded ordinary treatment.
In 1955, in Corn Products Refining Co. v. Commissioner, the court
imposed ordinary treatment for corn futures contracts because they
were a surrogate for inventory the company could not store. Subsequently, that decision and the "business test" that it implied became
the basis for almost all business hedging. If a derivatives transaction
related to the company's normal course of business, gains and losses
were ordinary. If the transaction were an investment, then gains and
losses were capital in character.
Under the Corn Products doctrine, any asset that met the Internal
Revenue Code Section 1221 definition of a capital asset was nevertheless regarded as a noncapital asset i( at the time it was sold or
exchanged, the taxpayer held it for business purposes. Ordinary gain
or loss treatment was available if the acquisition motive was for use in
the ordinary course of business, rather than for investment purposes.
Under Section 1221, the only assets that are defined as noncapital are
inventory, accounts receivable, copyrights in the hands of the creator,
depreciable business property, and certain U.S. government publications.
The Arkansas Best decision overruled the Corn Products doctrine
as subsequently developed by the courts. Ironically, the decision did
not concern hedging. In the U.S. Supreme Court case of Arkansas Best
Corporation v. Commissioner of Internal Revenue (1988), a holding
company had acquired additional stock of a subsidiary bank to provide the bank with additional capital in order to prevent its failure.
Subsequently, the company sold the shares at a loss. It claimed that
the stock was an ordinary asset, not a capital asset, and that it generated an ordinary loss when it was sold. Based on Corn Products, the
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company expected ordinary asset treatment because the asset was
acquired and held in the course of business for other than investment
purposes.
The Court held that stock was a capital asset within the meaning
of Internal Revenue Code Section 1221 and that the loss was thus a
capital loss. In this decision, the Court did not eliminate the Corn
Products doctrine, but it severely restricted its application to what can
be defined as inventory, returning to a literal reading of Section 1221.
The Court ruled that business purpose for buying an asset is irrelevant
to the determination of whether that asset is capital. For the proceeds
from an asset's disposition to be accorded ordinary treatment, they
must fall within one of the four definitions of noncapital assets in
Section 1221. The Court ignored specific language of the Corn Products opinion saying that capital assets should be defined narrowly and
exceptions applied broadly.
The Arkansas Best decision severely limited the ability of taxpayers
to characterize gains or losses on transactions as ordinary. The main
problem with Arkansas Best was that the transaction underlying the
hedge and the hedge itself were no longer assured the same income
tax treatment. A loss on a hedge could be defined as a capital loss for
tax purposes, despite the fact that it offset an ordinary business transaction.
This threatened to upset decades of tax planning. A large percentage of transactions that underlie hedges would normally result in
contrast, foreign currency and other hedgordinary gains or losses.
ing instruments would conform to the literal definition of capital assets
under Section 1221. The Corn Products doctrine had been used successfully for gains and losses on these instruments to be considered
ordinary. There was concern that the doctrine would no longer apply
as a result of the Arkansas Best decision.
The decision created confusion over federal income tax treatment
of transactions designed to hedge interest rate risk. Up to this pOint,
income and expenses from transactions designed to hedge the interest
rate exposure associated with debt had generally been treated as
ordinary. The Arkansas Best decision could be narrowly interpreted to
hold that only hedges of items explicitly excepted from capital asset
treatment-such as inventory, accounts receivable, and depreciable
business property-generate ordinary gains or losses.

In
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Arkansas Best conferred power on the IRS to examine tax treatment of hedging contracts in light of the decision on an issue-by-issue
basis. Initially, the IRS was reportedly pleased with the results in the
Arkansas Best case and did not seek to limit the decision. Apparently,
it believed that the decision advanced the goals of reducing complex~
ity in the tax system, minimizing the opportunities for manipulation of
the tax laws, and maximizing revenues.
Since that time, the tax rates for ordinary income and capital gains
have been the same. However, that could change and the treatment of
tax loss carry forwards is not the same. Capital losses and net operating losses (NOLs) can each be carried back three years. Capital ,losses
are carried forward 5 years while NOLs may be carried forward 15.
Unanswered questions included the scope of the Corn Products
doctrine; the definition of hedging, which generates ordinary gains
and losses; and the possible inclusion of transactions other than inventory hedging. A reasonable conclusion from Arkansas Best was that
any transaction related to the acquisition or protection of an asset
specifically excluded from the definition of a capital asset would
generate ordinary gains and losses. Inventory hedges-transactions
related to real or depreciable personal property used in a trade or
business-will be ordinary and not capital.
But the term "hedging" was not defined in either Corn Products or
Arkansas Best. The term has been used and defined in Sections 988
and 1256, but the definitions are restricted to those specific sections.
Congress enacted Section 988 and prescribed rules for the treatment of
certain foreign currency transactions So as to statutorily allow them
ordinary gain or loss treatment.
Section 1233 (g) uses the term "hedging" but does not define it.
The tax court analyzed Section 1233's use of the term in The Hoover
Co. v. Commissioner of Internal Revenue (1979), which involved currency futures, but provided its own meaning. For a transaction to be a
hedge, the court said it must provide a balanced market position, must
protect ordinary operating profits of the day-to-day operations, and
must protect against a true and established risk of ·loss. The Hoover
decision prevented the taxpayer from claiming ordinary losses on
currency transactions designed to hedge a potential accounting exposure, and it is probably not applicable to Corn Products.
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After Arkansas Best, several other related cases were brought to
the courts. In Cather v: United States (1993), cattle ranchers Robert and
Michael Cather declared ordinary hedging losses from options used to
limit market risk on selling cattle. They bought put options to establish
minimum selling prices and offset some of their premium expense by
selling call options with a higher strike price-in effect, a collar. This
created a hedge economically eqUivalent to a sho.rt futures position.
The IRS position was that short futures and options on short futures
are capital assets even if used as business hedges.
Both Federal National Mortgage Association (Fannie Mae) and
Ralston Purina involved liability hedges. Ralston Purina v. Commissioner of Internal Revenue (1993) was the first docketed case involving
an industrial corporation hedging liabilities with swaps. The company
used interest rate swaps to hedge floating rate debt. It made payments
to its banks in 1984 and 1985 to terminate those swaps. The IRS
claimed that those payments were not deductible under Internal Revenue Code Section 162 (Ordinary and Necessary Business Expenses) or
Section 165 (Ordinary Losses).
Like most financial institutions, the Fannie Mae earns a profit by
managing the maturities and interest rate sensitivities on both sides of
its balance sheet. It uses a variety of put options, short futures, and
short Treasury security positions to lock in its borrowing costs. Fannie
Mae lost on some of its hedges when interest rates fell in 1984 and
1985 and claimed those losses as ordinary. The IRS said they were
capital because they did not fit the exceptions of Section 1221 as
specified by the court in Arkansas Best. They were short futures
positions and purchases of put options, and all 1221 exceptions are
assets. The IRS position is that gains and losses from hedging transactions involving short positions can under no circumstances be considered ordinary.
When Fannie Mae appealed, the IRS told the U.S. tax court that "to
properly qualify for ordinary treatment, transactions must fall squarely
within one of the statutory exceptions." Referring to Arkansas Best, it
said that a long forward or futures position could be used in acquiring
inventory, but a short position or put could not, and neither could be
a substitute or surrogate.
Fannie Mae argued that its interest rate transactions gave rise to
ordinary gains and losses that were sanctioned by IRS long before
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Corn Products. In 1936, in GCM 17322, the IRS stated that using
futures contracts only to insure against the risks inheren,t in the taxpayer's business generates ordinary business income or loss. While
hearing Arkansas Best, the Supreme Court cited GCM 17322 and did
not indicate disapproval. Fannie Mae also contended that the hedging
losses on its interest rate contracts were in effect a substitl,ltion for
interest expenses, and that nonstatutory substitution doctrine permits
an item of income, expense, gain, or loss that substitutes for another
such item. Fannie Mae .argued that its hedging transactions are an
integral part of its business of acquiring and holding noncapital assets,
and they should therefore be treated as generating ordinary gains and
losses.
Fannie Mae was decided and the opinion came down on June 17,
1993. The court held that Fannie Mae in this case had incurred ordinary income and loss, but the court did not overrule Arkansas Best.. It
held that the instruments Fannie Mae was using fall within the negative definition and therefore were not capital assets.
The court considered the mortgage notes to be notes receivable.
They were acquired in the ordinary course of Fannie Mae's business.
The institution's job is to make a liquid market, so the acquisition of
the notes is performing a service. Hedging gains and losses related to
the acquisition of those notes can therefore be justified as ordinary.
The IRS issued temporary and proposed regulations in October
1993, followed by final regulations in July 1994. The regulations apply
to hedging transactions entered into on or after October 1, 1994. In
issuing the new regulations, the IRS acknowledged that the tax treatment of gains and losses on a business hedging transaction was an
element of the cost of that transaction to the business, that uncerta1nty
over tax treatment could prevent businesses from entering into transactions that would otherwise serve to reduce their risks, and that the
tax treatment of gains and losses on business hedging transactions had
been uncertain since Arkansas Best. Though the new regulations do
not cover all taxpayers' concerns, they allay most of the concerns
about hedging that have existed since Arkansas Best, including hedging of foreign exchange gains and losses in the normal course of
business. In general, the new regulations treat gains and losses on
most hedging transactions as ordinary rather than capital.

74

Foreign Exchange Risk Management: A Survey of Corporate Practices

Among the new provisions are the following:

o To qualify as a hedging transaction, a transaction must be
entered into in the normal course of business to reduce certain
specified risks of the taxpayer.

o The regulations restate the general matching rule, requiring
taxpayers to match the timing of income, deduction, gain, or
loss from the hedging transaction to the timing of the aggregate income, deduction, gain, or loss from the items being
hedged.

o

The matching rule applies to hedges of aggregate risk, even
though the taxpayer may not be able to associate the hedging
transaction with any particular item being hedged.

o

Items that can be hedged with ordinary tax treatment include
inventory, non inventory supplies (such as fuel for an airline),
anticipated purchases of assets, debt instruments, debt to be
issued, and aggregate risk.

o Transactions that are considered to reduce risk include transactions hedging particular assets or liabilities (microhedges),
transactions hedging groups of assets or liabilities (macrohedges), fixed-to-floating hedges, written options, and hedging
transactions that counteract other hedging transactions.

o The term "capital asset" is defined not to include property that
is part of a hedging

o

p~ogram.

Gains and losses on short sales or options that are parts of
hedging transactions are defined as ordinary income or loss.

o To enter into a hedging transaction, the taxpayer must have
risk when all of its operations are considered and must be able
to show that the hedge reduces the risk of the specific transaction that is being hedged or that it is part of a program to
reduce the overall risk of the taxpayer's operations.

o The regulations require taxpayers to maintain records describing
accounting methods used for each type of hedging transaction.

o

Hedging transactions must be identified before the close of the
day they are entered into, and hedged items must be identified
no more than 35 days after the taxpayer has entered into the
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hedging transaction. For hedging aggregate risk, the identification requirement is satisfied by a description bf the hedging
program and of the system for identifying hedges and hedged
items as part of that program.

o There are provisions for one member of a corporate group,
such as the parent company or an offshore finance company,
to hedge on behalf of another. A consolidated group may elect
for tax purposes to treat itself as either a single entity or a
group of separate entities. Under the single-entity approach,
transactions between members of a consolidated group are,not
considered hedging transactions for tax purposes because they
do not reduce the risk of the group.

International Accounting Standards
Although projects are under way in most major industrialized countries
to update the accounting for financial instruments, the detail in which
the rules address hedging and derivative instruments varies considerably by country. Given the depth of the FASB's Financial Instruments
Project, it is reasonable to predict that FASB's deliberations will provide" useful considerations for other countries, in the way that the joint
United States Federal Reserve/Bank of England study did for the international capital adequacy standards that were developed by the Basle
Committee of Bank Supervisors in 1988 and adopted by the major
Organization for Economic Cooperation and Development (OECD)
countries. In a study published the year before on the implications of
innovations in international banking, the Basle Committee pointed out
that the way accountants measure on- and off-balance-sheet transactions affects the decisions of regulators on matters such as capital
adequacy. Without international harmonization of accounting standards, competitive advantage could be won or lost, not on the basis of
economic performance, but on the basis of accounting standards and
regulatory requirements. Just as accounting standards affect the products banks offer and how they are priced, they also affect the ability of
corporations to hedge future revenues and profits· and protect their
long-term competitiveness.
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The most significant effort under way other than the FASB's is a
project of the International Accounting Standards Committee (lAS C) in
conjunction with the Canadian Institute of Chartered Accountants
(CICA) to develop recognition, measurement, and disclosure standards
for all types of financial instruments. CICA is providing staff support. A
steering committee is chaired by an American member of the IASC
and has representatives from Australia, Canada, France, Italy, Japan,
the Netherlands, and the United Kingdom. A summary of the whole
project is beyond the scope of this book, but it is useful to observe the
committee's conclusions on hedging. In establishing a hedge, an enterprise must first identify a position that exposes it to risk of loss from
price changes. For a hedge to be considered effective, there must be a
high degree of assurance that changes in the fair value of the hedging
instrument will correlate with equal and opposite changes in the fair
value of the hedged position. The item must be designated as a
hedge. The IASC originally planned to allow hedge accounting for
anticipated future positions only if there was a contractual commitment, but because respondents considered this unduly restrictive, it
has tentatively decided to permit hedging of highly probable future
transactions.
In the United Kingdom, Financial Reporting Standard (FRS) 4,
Reporting the Substance of Transactions, requires that the method of
accounting for linked transactions be defined based on the overall
effect, rather than on the accounting for each component part; in
other words, substance takes precedence over form. Financial instruments are defined as trades, investments, or hedges. Trades are
marked to market and investments are carried at the lower of cost or
market. The accounting for hedges is intended to provide symmetry
between profit recognition for hedges and for hedged positions. Thus,
a hedging instalment can be accounted for on an accrual basis or at
the lower of cost or market, or it can be marked to market, depending
on the accounting treatment of the underlying hedged position. To
qualify as a hedge, a transaction must be designated as such when it
occurs, and its price movements must correlate with price movements
on the underlying position. If a derivative is used for hedging an
anticipated future event, that event must be reasonably certain to
occur.
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Australian Accounting Standards Board (AASB) 1012 provides for
recognition of hedging instruments in connection with foreign exchange contracts. It is likely to be amended based on proposed new
hedging rules. In an effort to provide more useful and informative
financial reports, the Australian Accounting Research Foundation has
issued an exposure draft entitled Definition and Recognition of Elements of Financial Statements. The draft allows a broader definition of
assets, liabilities, revenues, and expenses, including balance sheet recognition of operating leases, executory contracts, and a range of financial derivatives. Two alternative ways to measure financial instruments
are proposed, net market value and purpose-led basis. The purposeled basis classifies financial instruments into three categories, depending on management's intention: investing and financing instruments,
trading instruments, and hedging instruments. Hedging instruments are
intended to offset a financial risk exposure, and they are measured on
the same basis as the exposure-cost or net market value.
In Japan, there has been some guidance on accounting for futures
and options, but there are no accounting rules on forward rate agreements, swaps, caps, floors, or "swaptions" (options on a swap). Futures cannot be designated as hedges for accounting purposes. Interest
rate swaps are accounted for on an accrual basis with no present
value calculation or mark to market. Currency swaps are marked to
market by banks, but not by securities firms, insurance firms, or
commercial companies. Banks must mark foreign currency options to
market; for other options they capitalize and defer the premium paid
or received until the option is exercised, is sold, or expires. The cash
exercise of an option is immediately recognized as a gain or loss;
when actual delivery is taken as a result of a call option, the premium
is capitalized together with the strike price as the purchase price of the
asset. For caps, collars, and floors used to hedge an existing interest
rate exposure, the premium is amortized over the period of the underlying debt obligation. Companies must disclose the market values of
listed futures, bonds, equities, and options, but there is no required
disclosure for over-the-counter derivative instruments. There is no
project under way to define mark -to-market or hedge accounting rules
for derivative instruments.
We can conclude that accounting rules vary considerably among
major countries and that new rules for hedging and derivatives are at
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various stages of development. In the case of hedging forecasted
transactions, the lAse's definition of highly probable future transactions and the United Kingdom's definition of reasonably certain future
transactions are generally considered to give companies more flexibility than current rules in the United States, but that is a matter for a
cOfl1pany to resolve with its auditors.

5
Hedging and Risk
Management Methods
This chapter describes why companies hedge foreign exchange exposure, the types of exposure they hedge, and the hedging instruments
they use.

Reasons to Hedge
Companies have a variety of reasons for full hedging, partial hedging,
or no hedging at all. Charles W. Smithson, Managing Director and
head of Chase Manhattan Bank's Global Risk Management Division,
points out that corporations have recently been exposed to much
greater risk in interest rates, currency exchange rates, and commodity
prices than ever before. But this does not necessarily mean that a firm
should hedge. Managing financial price risk does not necessarily increase the net present value of the firm.
A number of reasons have been cited in the past to demonstrate
why hedging might not enhance a company's value. Among those
reasons are the following:
D

Purchasing power parity (PPP) implies compensating levels of
exchange rates and prices.

D

Exchange rates even out over time.

D

Because future rates are uncertain, hedging does not reduce
uncertainty.
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o

Investors can diversify their own portfolios to compensate for
financial price risk.

o Investors may choose a stock because they want to diversify,
increasing their exposure to a currency risk.
However, what holds in theory over the long run is not necessarily
valid for a company that must report earnings and maintain its share
price from quarter to quarter. Despite valid theories supporting a
long-term outlook for corporate valuation, U.S. investors and stock
prices are still predominantly near-term oriented. The single most
important reason for hedging is to prevent sudden, unexpected reductions in earnings caused by foreign exchange fluctuations. Smithson
cites a number of other ways in which hedging can protect or enhance a corporation's share value.
D

Managing financial price risk, and therefore managing earnings
volatility, can reduce a firm's potential cost of financial difficulty or distress.

o Firms in financial difficulty experience higher contracting costs
with customers, suppliers, and employees. For example, customers place a higher value on service agreements and warranties and there is higher employee turnover in firms that are
experiencing financial difficulty.

o

Firms that hedge and reduce their earnings volatility reduce
their exposure to taxes over the long run, assuming a convex
tax schedule (one in which the effective rate of taxation increases with the amount of income).

o Managing financial price risks and smoothing earnings volatility has a positive effect on a firm's stock price.

Example: FMC
Ruud Roggekamp, Manager, Capital Markets and Corporate Finance,
describes FMC's risk management attitude as proactive and risk averse.
The company prices in local currencies for marketing reasons and
strives to reduce the resulting foreign exchange risk. Roggekamp describes the company's risk management philosophy as eliminating risk
in a smart way.
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FMC focuses on cash flow exposures but it also protects the
current part of the balance sheet. Translation exposure is hedged by
correctly structuring local balance sheets. Essentially, everything but
property, plant, and equipment is hedged. Equity is exposed, but that
is riot an issue because the company assumes continuity.

Example: Mobil
Joanne Hogan, Manager of Foreign Exchange, believes that after identifying its exposures, a company must decide why it wants to hedge
and how much. She believes that maximizing cash flow maximizes
share value. She is aware of the opinion that some investors buy stock
in a company such as Mobil because it is an internationally diversified
company; they have currency as an asset class in their portfolios and
want Mobil's foreign exchange exposure. Her response is that she
does not know why people buy Mobil stock, but she knows that if she
can deliver more cash flow than a fully hedged position, she has done
a good job.
Mobil does not hedge earnings of overseas subsidiaries that will be
reinvested overseas, but it does hedge the portion of earnings that will
be paid in dividends, including those that will be remitted to the
United States from overseas, because these earnings support the dividend that Mobil will pay to its shareholders.
For example, Mobil has always made money in Japan. It does not
hedge the future dividend payments from its Japanese subsidiary that
it expects to receive on a regular basis because incurring such a risk is
the underlying reason for the investment. However, Mobil does hedge
the portion of that subsidiary's monthly earnings that is available for
remittance of dividends as soon as monthly earnings are declared.
Mobil does not hedge mismatches between dollar costs and local
currency retail sales going forward because the company believes the
market will adjust for that. Hogan considers it inappropriate in this
industry to hedge for a 12-month horizon, because that would mean
ignoring the competitive dynamics of the local currency price. If the
dollar or pound sterling moves, then the local sterling price of gasoline
in the United Kingdom will move as well. Such a systematic risk is
part of the risk of being in the business. If the industry as a whole is
exposed to a risk, then that is a risk that Mobil believes it should keep.
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On the other hand, Mobil tries to get rid of risks that are different from
those of its industry competitors.

Hedging to Protect Share Value
If investors can most accurately estimate a company's share value by
discounting forecasted future earnings, this is consistent with Smithson's conclusion that reducing earnings fluctuation and uncertainty
tends to enhance share value.

Example: Merck
The core of Merck's strategic plan has been to invest a steadily increasing amount in research and development to furnish the basis for
future growth. A company such as Merck has a long planning horizon;
the time between beginning research and producing a marketable
drug is often as long as 10 years. Half of Merck's earnings are overseas
in foreign currency. Continued cash flow from both domestic ·and
overseas operations is necessary to support the company's capital
budget for research. Merck's experience, and that of the pharmaceutical industry in general, is that cash flow and earnings uncertainty can
lead to a reduction of growth in research spending and prevent the
company from executing its strategic plan.
Merck's exposure management program focuses on the volatility
and potential loss in the U.S. dollar value of net foreign currency
revenues that are earned and contipuously converted into U.S. dollars
through intercompany trade accounts, dividends, and royalties. Judy
Lewent, CFO, and John Kearney, Assistant Treasurer Global Capital
Markets, also believe that it is important to protect the company's
ability to pay a steadily increasing. dividend, because that expresses
management's confidence in future earnings.
Before designing a program to hedge this exposure, Merck did a
study to quantify the impact that currency movements could have. The
company looked at forecasts from banks and consultants and examined the major factors that would affect exchange rates such as capital
flows and the U.S. budget and trade deficits. It considered currency
rates that might trigger government intervention. It estimated the largest likely one-year movement of a currency such as the Deutsche
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mark or the Japanese yen, assigned probabilities to similar movements
in subsequent years, and estimated the longest period that a currency
was likely to move in one direction. In this way, the company determined a range of possible impacts of a strong or weak dollar and how
they would affect its strategic plan.
Merck has constructed a sales index that measures the relative
strength bf the u.s. dollar against a sales-weighted basket of foreign
currencies (see figure 5.1). In 1978, the base year, the index was 100.
An index rating above 100 percent indicates a positive exchange impact (i.e., foreign currencies have strengthened) and vice versa.
By 1985, foreign currencies had declined so that the index reached
a low of 60 percent.
Based on this study, Merck concluded that treasury had to play an
important role in hedging these currency cost and revenue mismatches
to prevent the company from suffering significant losses and volatility
in cash flow and u.s. dollar earnings.
FIGURE 5.1 Merck Sales Index
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Example: Union Carbide
Union Carbide tries to provide securities analysts with information to
help them understand better how a chemical company performs
through economic cycles and how a strong dollar affects profitability
and competitiveness. Investors take the economic cycles of the company into account when they buy the stock, so the company does not
hedge to reduce that cyclic nature.

How Hedge Horizons Vary
Companies in this study vary considerably in the time horizons of
earnings they are hedging to protect. This variation affects the rationales of their hedging programs and the instruments they use. Barbara
Levchuk of Citibank observes that most companies do not go out
beyond one year. General Electric, Union Carbide, Mobil, and Armstrong are examples of companies that have one-year hedge horizons.
Warren Posey, Assistant Treasurer of Armstrong World Industries, explains that his company has a one-year budget cycle and has had
experience in the past hedging earnings more than one year in the
future that did not materialize. John Fitzpatrick, Assistant Treasurer of
Union Carbide, explains that beyond one year the company makes
adjustments for risk through price changes. Treasury at Union Carbide
is increasingly involved in discussions with purchasing, marketing, and
manufacturing staff.

Example: Merck
Because Merck is concerned with protecting the level of cash flow
over several years in the future, it has a two- to three-year hedge
horizon. It generally does not hedge for more than three years into the
future because the cost of doing so with options is prohibitively
expensive.

Example: FMC
FMC does long term strategic hedges for selected product lines. It is a
bottom-up process; demand must first come from operations. In determining whether a strategic hedge is appropriate for one of FMC's
businesses, the company considers such questions as what potential
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competitive pressure could develop if the markets move in an unfavorable direction, whether there are high or low barriers to entry, and
whether it considers a currency to be over- or undervalued.

Hedging Commitment Exposure
Accounting rules are not precise on the definition of a commitment
and the maximum commitment period for which a company can use
hedge accounting. Practice varies among companies and their accountants. The maximum period of commitment exposure for which
companies interviewed for this project believe they can hedge and use
hedge accounting ranges from six months to two years. The foreign
exchange manager of one Fortune 500 company tends to think of all
anticipated transactions within one year as reasonably firm. The company's auditors have agreed, and even if they were to consider disputing some borderline cases, the amounts would not be considered
material.

Example: National Semiconductor
National Semiconductor has a backlog of three to four months of hard
orders. Beyond that, a pattern of business established over 25 years
helps justify a core of anticipated business that the company hedges.
National Semiconductor hedges local currency cash flows, not sales. In
accordance with the 1992 SEC ruling, the company uses put options,
not complex options, to hedge its anticipatory backlog. For example,
assume the company's local currency expenses are 30 percent of sales.
For $100 million foreign .currency sales next year, the company would
hedge $70 million with put options.

Example: Eli Lilly
Eli Lilly hedges expected revenue streams in key currencies 12 to
18 months in the future, using both option and forward strategies. The
company tries to discuss transactions with its auditors at the inception
stage, rather than after the fact. The company uses options because it
believes they make economic sense, not because options avoid accounting problems related to hedging commitment exposure. Options
are particularly suitable to a company such as Lilly that hedges selec-

86

Foreign Exchange Risk Management: A Survey of Corporate Practices

tively. FASB Statement 52 requires the company to mark some of its
hedges to market; Eli Lilly views this as simply a cost of doing
business.

Example: FMC
Ruud Roggekamp, Manager, Capital Markets and Corporate Finance,
cites an example of quoting a fixed price in Deutsche marks for a
three-month period. The company will lose if the Deutsche mark
weakens. FMC would consider using a forward if it was very confident
of winning the business and felt there was only a minor risk of having
to close out the forward at a loss because the company did not win it.
If the chances of winning the business were less certain but still high,
the company would use an option; if the chances were minimal, it
would probably leave it open.

Functional Currency Selection and Exposure
Management Strategy
Since FASB Statement 52 was published in 1982, functional currency
selection has been an important element in a company's exposure
management strategy. Whether a company selects the dollar or local
currency as the functional currency for its overseas subsidiaries varies
depending on the structure of the company's international operations.
Some companies make exceptions to their general rules for specialpurpose subsidiaries.

Example: Merck
Merck has a dollar functional currency throughout the world because
its business is selling products researched, developed, and managed in
the United States. Exposure management and hedging are centralized
in the company's headquarters office. Merck's French subsidiary looks
like a large local company, but it is basically a sales subsidiary.
Therefore, sales to overseas subsidiaries are financed internally, and
local currency accounts receivable and monetary positions create
translation exposure for the parent company in the United States.
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Example: Applied Materials
Applied Materials started with dollar pricing for its products and a
dollar functional currency for its overseas subsidiaries. Then, for marketing reasons, it began to price more in local currency. The company
switched to local functional currencies for most of its overseas subsidiaries at different times as the scope of their operations grew. Large
subsidiaries engaged in research and development and manufacturing
in Japan and the United Kingdom have had local functional currencies
for quite some time. The European sales subsidiaries switched to local
functional currencies a couple of years ago, as they evolved from
acting mainly as sales conduits to providing complete support for the
company's installed base, including service and spare parts. Applied
Materials still uses a dollar functional currency for its subsidiaries in
Korea and Taiwan.
Earlier, when the company's pricing and functional currency were
in dollars, it still had economic exposure because customers converted
the prices of its products into their local currencies and compared
them with those, of competitors. When the subsidiaries with dollar
functional currencies began to sell in local currencies, a transaction
exposure was created at the subsidiary level and a translation exposure was created at the parent level. Then when the company
switched to local functional currencies, the parent began to incur
transaction exposure for its sales to the overseas sales subsidiaries.

Example: Hewlett-Packard
Hewlett-Packard has a dollar functional currency as defined by Statement 52 for all its subsidiaries worldwide. Therefore, those subsidiaries
use the temporal method of accounting as defined in Statement 8.
Under this method, translation gains and losses are reflected in the
U.S. parent's income statement. The dollar functional currency is used
because the company's R&D, technology, and royalty stream is U.S.based. This means that foreign subsidiaries have only two currencies
to worry about, their own local currency and the dollar, even though
they may buy from factories in France, Germany, Scotland, and Singapore. From time to time, the company reevaluates the decision to use
the dollar functional currency worldwide with its auditors, but ends up
confirming its current practice.
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The downside of the dollar functional currency from the standpoint of a finance and administration director in a foreign subsidiary is
the need to. keep an extra set of books, but recently retired treasurer
George Newman adds that he really doesn't. He has one set but with a
computer can easily generate a second set as needed. An additional
consideration is the monetary cost of the forwards on the balance
sheet and potential erosion of equity resulting from translation adjustments in accordance with Statement 52.
For jOint ventures the balance sheet is a two-currency issue.
Hewlett-Packard, the U.S. venture partner, worries about balancing the
local currency side to minimize translation exposure. It has always
been the company's philosophy to hedge balance sheets. The local
joint venture partner has the opposite concern, balancing the dollar
side of the. subsidiary to limit its dollar exposure. There are occasional
disputes that call for compromise.
From the day Hewlett-Packard quotes a fixed local currency price
to its customers until the day it pays a dollar dividend, it has a risk.
That risk has two components, commitment risk and account receivable risk. It hedges foreign subsidiaries' balance sheets and net revenue streams (local currency revenues minus local currency expenses)
related to the backlog and prOjected new business. Balance sheet
exposure is hedged mostly with forwards, and less with borrowings
than in the past. Commitment exposure is hedged with forwards and
options. Newman admits the company could be criticized for incurring
the cost of this type of balance sheet hedging, but he says the company has never had to explain currency exposure as a problem and
has no evidence that securities analysts consider it an issue.

Multiyear Contracts
Multiyear contracts are a special challenge. Most of Bechtel's business
and part of Raytheon's business is bidding on and fulfilling multiyear
contracts. Revenues and costs for contracts are typically in several
currencies. These companies must take currency exposure into account when preparing bids. They must cope with uncertainty over
whether they will win the bids and the possibility of hedging something that will not materialize. Usually, they must wait a number of
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months to find out if they have won. When they win bids, they usually
fulfill contracts over a period of several years.

Example: Raytheon
Most of Raytheon's contract pricing is in dollars. A substantial number
of contracts entail procurement in foreign currencies. The period from
bid to award ranges from 3 to 24 months. There is some opportunity
to adjust pricing with the best and final offer, which is closer to the
award date. Contract pricing must take the company's currency view
into account. Information for forecasting rates comes from several
banks. The company does not use any other rate forecasting services.
Herb Deitcher, Senior Vice President and Treasurer, finds options unacceptable for covering foreign exchange exposure because of their
expensive nature, their being too expensive for covering contracts at
the bid stage, the inability to tie down the settlement date, and the
lack of coverage for the length of time between bid and award date.
Contracts are covered in the forward market as soon as they are
awarded. The company covers other foreign exchange needs by the
use of forwards for 90 percent of expected procurements 3 to
6 months forward, 60 percent 6 to 9 months forward, and 30 percent 9
to 12 months forward. Some export credit agencies of other countries
are willing to proyide insurance to cover rate movements beyond a
defined band. The company was also able to use its commercial paper
borrowing, together with a long-dated forward and a dual-currency
interest rate swap to provide financing at below-market rates for the
general borrowing needs of a U.K. subsidiary. On another occasion, it
proposed to hedge its foreign exchange risk in a currency without a
forward market by offering to pay 100 percent on day one for a longterm procurement in Korean won and received a discount for such early
payment equivalent to the lost cost of money. A standby letter of credit
was proposed to cover the contractor's performance against the advance
payment. Deitcher says it is difficult to net payments and receipts in a
given currency among different contracts because the timing of future
cash flows is generally subject to change.

Example: FMC
FMC uses options to cover some bid-to-award situations. The business
manager decides whether or not to use an option. It is treasury's job
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to help the business manager understand the risks and make informed
decisions. Manager of Capital Markets and Corporate Finance Ruud
Roggekamp explains that managers who are willing to use options
have a very clear understanding of their risks. He stresses that FMC
does not sell options because selling options does not reduce risk, it
merely enhances return.
Roggekamp explains that FMC sometimes puts provisions in contracts stating that the quoted price is based on today's forward market.
If the customer wants FMC to price in foreign currency, FMC will
reprice the contract when the customer agrees to accept the deal. FMC
calculates a weighted average forward rate of the cash flows based on
today's market. FMC reserves the right to reprice, in effect holding its
dollar price constant. The customer has the right to walk away from
the deal by not awarding FMC the contract. FMC is also willing to hold
the customer's price fixed, but in this case it puts the price of the
option in the contract. Its customers do not usually need such fixedprice protection unless they have only a limited source of suppliers.

Example: Bechtel
Paul Unruh, Senior Vice President, CFO, and Treasurer, explains that
generally Bechtel's contracts are fixed price in one currency with costs
in multiple currencies. Sometimes the company has the opportunity to
ask for payment in a basket of currencies to match the currencies of
contract costs. The company chooses overseas subcontractors because
of their suitability for the job, not for currency considerations. Tom
McCort in the controller'S organization adds that on all of Bechtel's
contracts, whether fixed price or cost plus, the company is careful to
address currency exposure issues from both the company's and the
client's perspective. Some have foreign exchange adjustment clauses
and inflation allowances that are satisfactory to all parties.

View of the Market
Virtually all corporations surveyed for this project hedge partially and
take a view of the market.
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Example: Eli Lilly
Eli Lilly monitors the market closely, including the various rate views
of numerous advisors. They have the flexibility to hedge selectively
within predefined limits and authorization levels. Ralph Harding, Manager, Worldwide Treasury Operations, explains that the company compares the results it would have achieved from full hedging with its
actual approach of selective hedging, finding that it does substantially
better with the latter approach.

Example: FMC
The core of FMC's program is not taking positions to speculate. Limits
are set to accommodate some mismatches in the portfolio and to
accommodate good business sense in executing hedges.

Averaging Positions
Michael Mavrogordato, former Assistant Treasurer, Domestic and International, at Eli Lilly, says, "Never assume you have to take a hedge
position all at once." The company generally tries to average its
positions when hedging.

Dynamic Hedging
Very few companies conform to the view of hedging implied in FASB's
current and proposed statements of financial accounting standards.
Hedging, in that view, is entering into a transaction that almost perfectly offsets the exposed item and leaving the hedge in place until the
exposed item is liquidated. Most large companies have too many
transactions to make this type of approach practical. Instead, companies usually look at "portfolios" of exposure, hedge with "portfolios"
of derivatives, and constantly adjust their hedges based on market
expectations.

Example: McDonald's
~

Carleton Pearl, Treasurer, periodically has his markets group adjust the
company's hedges based on their view of the market. They look at the
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portfolio every day, though they do not necessarily adjust it every day.
They believe that they can be more successful reevaluating their hedging strategy on an ongoing basis rather than just quarterly or monthly.
Pearl contends that it is not as complicated as it may seem and that it
is not a high-risk strategy. Unless you are hedging specific transactions, being fully hedged or never hedged is economically similar to
and riskier than a hedging strategy that is regularly reevaluated.

Hedging Equity Exposures
Most of the companies interviewed do not hedge equity exposures for
subsidiaries with local functional currencies. For example, Bruce Wolfe,
Treasurer of Morton International, hedges cash exposures such as
dividends and trade transactions. He does not hedge equity exposures,
because that amounts to risking hard dollars for accounting dollars.

Proxy Hedging
Since the exchange rates of countries participating in the European
Monetary System began to move outside their established bands in
September 1992, there has been less proxy hedging, or using an instrument denominated in one currency to hedge an exposure denominated
in a closely correlated currency. Some people believe that proxy hedging may still be effective between the Dutch guilder and the Deutsche
mark, where the correlation has always been particularly strong.

Example: National Semiconductor
Lieh Oung, Financial Analysis Specialist in National Semiconductor's
International Treasury, points out that hedging is not precise and that
a certain amount of imprecision in currency correlations can be tolerated. She has found the Deutsche mark-Swiss franc correlation to be
reasonably close.

Example: Varian Associates
Varian Associates used a vendor'S proxy hedging model until the
European Exchange Rate Mechanism (ERM) crisis in 1992. For some
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time, the Deutsche mark was used as a proxy for all the company's
European currency exposures. The model made money, particularly in
the long run, and the company did not second-guess it. Then, during
the ERM crisis in 1992, Jeannie Biermann, Manager of International
Finance, admits that the company second-guessed the model, pulled
out the company's exposures in French francs, Swiss francs, and
Swedish krona, and began to hedge those exposures individually.
Some European subsidiaries received a double hit, being long in
devaluing currencies and being the source of translation losses for the
parent. At this pOint, Biermann believes that Varian would have done
better just sticking to the model or, if it had wanted to break the
proxy, to break it following the model.

Hedging Instruments
Though the hedging practices of many companies in the survey do not
go much beyond hedging transaction exposure with forwards, there is
growing recognition at all levels of corporate management of the
flexibility provided by options. Futures are used mainly by banks; they
are used by relatively few corporations in specialized situations. Currency swaps have not been used very much in the last several years
by U.S. corporations because U.S. interest rates have been lower than
rates in most other major countries' currencies. They were first widely
used by U.S. companies in the early and mid-1980s to take advantage
of opportunities to borrow in lower cost currencies but also remain
hedged.

Forwards
Forwards are still the most frequently used foreign exchange hedging
instrument. They are used generally for booked cash flow exposures,
such as receivables and payables for exports and imports.

Stop-Loss/Take-Profit
With a stop-Ioss/take-profit strategy, a company asks a dealer to buy
or sell a currency if and when a particular rate is reached. Assuming
the willingness and reliability of the dealer, this strategy can be an
inexpensive alternative to an option.
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Futures
Financial futures are used primarily by banks. Archer Daniels Midland
is an exception; it is in the commodities business and is accustomed to
using commodity futures.

Options
The increasing use of options is one of the most important current
trends in foreign exchange risk management. As a result of increaSing
demand, options have become available in more currencies for longer
terms, and option markets have become more liquid. They are popular because they offer both downside protection and upside potential.
Companies can control the expense of options by segmenting their
risks, buying only as much protection as they need.
Methods for limiting the expense of options include buying "outof-the-money" options, buying and selling options simultaneously, and
using a variety of recently developed complex or "exotic" options.
Out-of the-Money Options. Out-of-the-money options provide protection only for large rate movements for a low premium. For example,
the spot rate for Japanese yen on March 8, 1994, was ¥105.80 per
dollar. The premium for an April 1994 call option on ¥100,000,000 was
$14,900 for a strike price of ¥105.26, $3,200 for a strike price of
¥10l.01, and $700 for a strike price of ¥98.04. If an importer of
Japanese products or components were willing to live with the risk
that the yen would become slightly more expensive, say ¥103 per
dollar, but was uncomfortable with a more substantial movement to,
say ¥98 to the dollar, a relatively inexpensive out-of-the-money option
could have been appropriate.
Complex Options. Complex options often provide less protection than
straight options, and that is by design. A straight option may provide
more protection than the user needs or wants to pay for. Sometimes
banks can segment straight options and sell the customer only what is
needed. Range forwards and cylinders were the first types of complex
options. They were combinations of simple options. Since their introduction in the mid-1980s, they have become widely used. Complex
options introduced in the last several years include average rate,
barrier, deferred-strike, and compound options.
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Range Forward. A range forward-also known as a min-max, cylin-

der, or collar-is a combination of a written option and a purchased
option. Range forwards allow a company to offset premium expense
with premium income. They can be effective instruments to provide
necessary protection and to limit premium expense for a company that
understands and carefully tracks its riSk related to options sold. They
were particularly popular before March 19, 1992, when the SEC issued
a ruling prohibiting hedge accounting for complex options used to
hedge forecasted transactions.

Example of Range Forward and Alternative Hedging Strategies
On June 14, 1994, a U.S. importer is considering alternative ways to
hedge a 250,000 Deutsche mark payment due in three months. The
importer knows that the dollar has been falling against the Deutsche
mark recently but is also concerned that in a choppy market the trend
could be reversed. The spot rate for the Deutsche mark is $0.6079, or
1.6450 Deutsche marks to the dollar, as shown in table 5.1. An easy
alternative would be to lock in the rate with a forward contract. The
three-month forward rate is currently $0.6072, or 1.6468 Deutsche
marks to the dollar.
TABLE 5.1 Spot and Forward Rates for Deutsche Marks-june 14,1994

u.s. $ Equivalent
Spot
30-day forward
90-day forward
180-day forward

.6079
.6076
.6072
.6075

Currency per U.S.$
1.6450
1.6459
1.6468
1.6462

Deutsche Mark Option Prices-june 14,1994
Price in cents per mark for a contract of 125,000 marks
Strike Price
.5950
.6000
.6050
.6100
.6150
.6200

Calls-Settle
Jul Aug Sep
1.38 1.58 1.80
0.99 1.25 1.48
0.67 0.95 1.21
0.43 0.70 0.96
0.26 0.51 0.77
0.14 0.36 0.60

Puts-Settle
Jul Aug Sep
0.14 0.35 0.57
0.25 0.51 0.75
0.43 0.71 0.97
0.69 0.96 1.22
1.02 1.27 1.52
1.40
1.85
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An importer willing to live with a rate up to $0.6200, or 1.6129
Deutsche marks to the dollar, could buy a three-month call option
expiring in September for a premium of $1,500. An alternative that
would practically eliminate the premium expense would be to create a
range forward by purchasing the call option described above and at
the same time selling a put option at a strike price of $0.5950, or
1.6850 Deutsche marks to the dollar for $1,425. The $1,500 premium
paid would be offset by a $1,425 premium earned for a net cost of
$75. By writing such a put option as part of the range forward
strategy, the importer would be committing to buy Deutsche marks at
the rate of $0.5950/1.6850 if the holder of the option exercised it,
thereby giving up the opportunity to benefit if the Deutsche mark
weakens beyond that point.
Another alternative would be to sell a put option for only half the
amount. This is called a participating strategy. If the Deutsche mark
weakened beyond the $0.5950/1.6850 strike price and the put option
was exercised, the importer would exchange DM 125,000 at that strike
price and exchange the other DM 125,000 at the prevailing spot price.
Average-Rate Option. The expiration value of an average-rate option

depends on the average price of the instrument or commodity over
the life of the option. An average-rate option generally costs less than
a conventional option because average prices are less volatile than
day-to-day prices. The strike price may be either fixed or floating.
When the strike price is fixed, the value of the option is the amount
by which the strike price is above or below the average price of the
underlying commodity, as determined by an agreed sampling of periodic market prices. When the strike price is floating, the expiration
value is determined by the difference between the average price over
the life of the instrument and the end-of-period spot price. The individual data points against which average-rate options are measured
tend to match specific accounting periods. For example, they may be
month-end or daily averages during a month. Fixed-strike, averagerate options are useful for hedging the translation of costs and revenues of foreign subsidiaries at average period rates in accordance with
Statement 52. Floating-strike, average-rate options are useful for hedging exposures. to end-of-period spot prices. Andy Robertson, Vice
President-Foreign Exchange of Goldman Sachs, comments that aver-
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age-rate options tend to be passive instruments used by companies
less active in the day-to-day management of their currency exposures.

Example: Hewlett-Packard
Hewlett-Packard has used average-rate options to protect its yen exposure over the life of some of its contracts with component vendors.
Compound Option. A compound option is an option on an option.
For example, the holder of a call option on an underlying call has the
right to purchase the underlying option at a predetermined time for a
specifieq premium amount, called the premium strike. Users of compound options are interested in limiting up-front cost but willing to
pay a higher premium later on if they ultimately need the hedge. The
initial premium strike is less expensive than the premium on the
underlying option, but the total cost is greater if the buyer decides to
assume the underlying option. There are variations. For example, the
premium may be paid in incremental stages over a period of time, or
the amount of the premium may be driven by the extent to which the
option is in the money. Compound options are useful for hedging
uncertain exposures such as contract bids.
Contingent Premium Option. A contingent premium option is a combination of an option and a forward that creates the appearance of no
premium. The forward rate is off-market by the amount of the premium; in effect, the bank finances the premium. The corporate user
pays no up-front premium but still has unlimited upside potential.
Robertson of Goldman Sachs believes that the contingent premium
option is not the right solution in most cases. To justify the expense,
the user needs a one-off, large exchange rate move-more of a gap
than a continuous movement. Contingent premium options are well
suited to the risk of a currency devaluation. They were used frequently
during the ERM crisis.
Barrier Options: Knock-Ins and Knock-Outs. Barrier options are used
to establish a hedge (knock-in) or extinguish a hedge (knock-out)
when a defined price level is reached. The option will either cancel or
appear at a particular price. Robertson describes this as a standard tool
that has been used for several years, often in combination with standard options. The purpose is to lower the cost and still leave the user in
a position where the worst case scenario is still acceptable. If the

98

Foreign Exchange Risk Management: A Survey of Corporate Practices

Deutsche mark is 1.66 today and a company wants to protect against a
further rise in the dollar, it can buy a DM 1.68 put/dollar call that
cancels at 1.62. If 1.62 is hit, it has another opportunity to hedge its
underlying exposure. Most active users are in the market on a day-today basis, and there is usually a fallback plan. If the option knocks out
or cancels, it will automatically be replaced with a forward or another
option. Terms can be agreed upon up front, but it still requires
vigilant, active management, unlike the average-rate option, which is
generally left alone.
Deferred-Strike Option. A deferred-strike option, or a similar lookback
option, allows the buyer to establish the strike price according to an
agreed-upon formula within a specified time prior to maturity. The
premium is substantially higher than for most other complex options.
The formula for determining the strike price is based on movement of
the spot rate. For example, the strike price may be the average spot
rate, the maximum or minimum spot rate, or a fixed percentage over
or under the spot rate at the end of the period. Robertson notes that
there are a lot of ways to customize this product. It is more useful in a
period of high volatility or uncertainty than in a more range-bound
market. For instance, if a treasurer thinks the dollar is going up but is
just as likely to fall five percent before rising, he or she can buy a
dollar call in which the strike floats for the first month of the option or
the entire period of the option. The length of the lookback period can
be varied according to the period of highest uncertainly or highest
expected volatility.
Binary or Digital Option. This type of option has a payoff of either
zero or one, hence the name. There is no protection unless a particular level is hit. The user pays a little less up front than with a plain
vanilla option, but unlike the case of a contingent premium option,
the value of the option is determined at expiration. It will be either in
the money with a value of one, or out of the money with a value of zero.
Diff Swap. A diff swap, also known as a currency-protected or cross-

rate swap, allows an investor to enhance yields without incurring
exchange rate risk. Investors have recently used diff swaps to exploit
the substantial difference between short-term yields in the United
States and other countries, such as Germany. In mid-1992, U.S. dollar
LIB OR (London interbank offered rate) was 3.5 percent and Deutsche
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mark LIBOR was 9 percent. A U.S. dollar investor could agree to pay
U.S. dollar LIBOR and receive Deutsche mark LIBOR minus a spread
of about 1 percent, reflecting the interest rate differential and anticipated foreign exchange movements, enhancing the investor's yield by
about 4.5 percent. Diff swaps are settled in dollars. At that time, the
yield curve implied by U.S. dollar forward rates was steeply positive
and the yield curve implied by Deutsche mark forward rates was
negative. The investor was betting that Deutsche mark LIB OR would
not fall as much and the U.S. dollar LIBOR would not rise as much as
the forward rate yield curves suggested. Forward rates are generally
not considered accurate predictors of future spot rates. A leveraged
version of the diff swap caused a number of corporations substantial
losses when U.S. interest rates began to rise in the spring of 1994.

Three-Legged Strategies. The user buys an at-the-money put or call,
say on the Deutsche mark, and sells both ends of the range against it.
The user either purchases a put spread and writes a Deutsche mark
at -the-money call or purchases a call spread and writes a Deutsche
mark at-the-money put. This allows the user to benefit from an exchange rate movement from current levels. Three-legged solutions
have become a standard feature of the options market, particularly in
recent times, when currency rates have been range-bound.
Robertson of Goldman Sachs summarizes the development of
complex options in several stages. First, there were combinations of
standard options. The range forward, or min-max, which allows the
user to buy protection on one end of the range and give up some
upside potential on the other, was a popular way to reduce option
premium expense. Then the market moved toward taking one aspect
of an option and allowing it to vary, often tailoring the product more
closely to the user's needs-for example, a narrower definition of
risk-while also minimizing the user's option premium expense.
Robertson admits that complex solutions are not always the best.
The corporation must thoroughly understand the risks. However, he
contends that large financial in~titutions have now developed complex
options that would be difficult for corporations to replicate by combining simple options. They are often developed through a combination
of complex mathematical modeling that carefully defines the risk, and
the ability of a large worldwide institution to offer such products
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depends on its capability to hedge the risk within its extensive book
of transactions.

Example: Morton International
Treasurer Bruce Wolfe sees a considerable advantage in using options
when the premiums are modest and can be amortized. But he describes options as "a murky area" for many companies and believes
that people's comfort levels are not raised when they read stories in
the newspaper about the possible speculative use of options by some
companies. Wolfe does not consider options invalid or inappropriate,
but he considers them inherently inefficient from a user's point of
view because the user is paying someone else to take a risk position.
Over time, with a large number of options, the user may pay more
with options than with forwards. Generally, Wolfe finds forwards to be
more efficient, more economically justifiable, and easier to explain.
But the accounting for forwards is a real problem.

Example: Interpublic
Interpublic, the international advertising concern, hedges translation
exposure and cash flows from overseas subsidiaries. It uses a combination of options and stop-loss orders for a combination of downside
protection and upside opportunity. Interpublic has used barrier options on occasion. It has. considered deferred strike options to achieve
the best possible translation rate for a given month, but found them to
be too expensive for the benefits they offer.

Example: National Semiconductor
As described by Rick Crowley, Assistant Treasurer, National Semiconductor's focus of activity in the last couple of years has been to catch
up to the market, to become more sophisticated than just "doing
forwards on autopilot," to become rpore timely and more flexible,
without adding too much cost. The company's policy is to hedge fully,
or to take a view when it is a conscious decision; this includes a
decision to hedge partially. When National Semiconductor takes a
view, it is often supported on the downside by options, and the
company allows itself to gain from volatility. For the last two years, the
company has been going through a learning curve on the cost and
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effectiveness of using options. Crowley considers National Semiconductor to be in the middle of the spectrum defin<:!d by aggressive
profit-center companies that are willing to take views and companies
that hedge everything.

Problems with Using Options
Opinion differs on how well complex options meet corporate needs.
In the view of some companies, some bankers appear more interested
in promoting their latest complex option products than in focusing on
the varying exposure profiles of their corporate customers. They point
out that each corporation has its own individual combination of exposures. Though a number of complex options developed recently are
more than just combinations of simple options, many large corporations would still rather construct their own hedge portfolios from the
more standard option contracts.
However, some of the complex options (such as range forwards)
that help corporations reduce their premium expense have been very
popular. Because they have been so widely used, the SEC prohibition
against using hedge accounting treatment for complex options to
hedge forecasted transactions came as a surprise. The prohibition was
based on the notion that any option other than a simple put and call,
and particularly any transaction that includes selling an option, is a
method for selecting risk, not reducing it.
John Fitzpatrick, Assistant Treasurer of Union Carbide, expresses a
widely held corporate belief that complex options are no more or less
risky than simple options. The purpose of complex options is to
reduce cost and to selectively keep some risk while putting the rest
back to the market. Fitzpatrick explains that buying an option at the
money and paying a fully loaded premium is transferring 100 percent
of the user's risk to the market. It is analogous to an insurance policy
with no deductibles. By selling an option and either reducing the
premium or bringing it back to zero, the user has in effect taken some
of that risk back onto its own books and assumed the responsibility to
manage it. A company must establish the controls to manage that short
position. It can set a stop. If the market goes against the company, it
can buy back the option. Such a short position is different from a
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naked position. Union Carbide would establish a naked position only
when it had an underlying commercial transaction.
Union Carbide and other large corporate users of instruments such
as range forwards are trying to convey to the SEC that they are not
trying to speculate when they use these instruments. Other corporations, such as National Semiconductor, are gradually expanding their
use of options but still prefer not to go so far as writing an option,
even as part of a range forward.

Coordinating Currency and
Interest Rate Risk Management
Companies that borrow and have exposures in the same overseas
markets have opportunities to combine foreign exchange and interest
rate risk management. Locking in a fixed rate for an overseas domestic
borrowing at an opportune time or arranging an interest-rate swap in
a foreign currency can be a good long-term hedging method.

Example: Merck
Looking back at relative interest rates in 1989, John Kearney at Merck
believes that he could have done some useful interest rate hedges to
protect the future cost of foreign exchange hedging. He explains that
since interest rate differentials are a significant component of the
up-front premium cost of purchased options, a hedging plan such as
Merck's-to purchase currency puts over a relatively continuous time
frame-has an implicit interest rate risk associated with it. In the
beginning of 1989, the cost of a one-year Deutsche mark put option
was about 3 percent, and U.S. interest rates were about 3 percent
higher than German interest rates. Then U.S. interest rates declined. By
the end of 1992, German interest rates were about 4 percent higher
than U.S. rates. This had a direct impact on option premiums. The
premium for a one-year Deutsche mark put increased to 7 percent for
a one-year period. "The potential to hedge the interest rate component
of anticipated hedges can easily be seen," Kearney says. "A combination
of a purchased floor on U.S. interest rates and a cap on German interest
rates would have offset much of this increased option premium."
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Figures 5.2 and 5.3 illustrate the cost of Deutsche mark puts and
U.S. dollar-Deutsche mark interest rate differentials from 1988 through
1993.
FIGURE 5.2 Cost of One-Year Purchased Deutsche Mark
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FIGURE 5.3 Cost of One-Year Purchased Deutsche Mark Put versus Interest Rate
Differentials 1988-1993
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Example: Cummins Engine Company
Bob Rehley, Director of Financial Risk Management, would like to see
a little more statistical proof of the interrelationship between interest
rate and foreign exchange exposures. He sees interest rates coming
into play for currency hedging in two ways. One is the cost of the
hedges. The other is changes in interest rates driving foreign exchange
rates. He notes that other factors (such as capital flows) can also be
important. Some bankers come to Cummins to pitch interest rate-currency rate correlation studies. Others says that a heavy equipment
manufacturer such as Cummins, subject to economic cycles, should
have mostly floating-rate debt. When interest rates go up, that means
the economy and Cummins' business are doing well, so the company's
business offsets its interest rate risk. Rehley says, "Prove it," but nobody has yet.
Cummins tested the interest rate-currency rate correlation between
the U.S. and Australian dollars. This was important because Cummins
has substantial Australian dollar exposure and funds itself mainly in
U.S. dollars. The company found little correlation. It also tested Australian dollars against the commodities in which Cummins has exposure,
such as copper and aluminum. The only useful correlation found was
between copper and the dollar.

Coordination of Currency Risk Management
and Worldwide Financing
A multinational corporation with worldwide financing needs has opportunities to combine borrowing with hedging. Accounts receivable
can be hedged with short-term borrowing in the same currency. Under
FASB Statement 52, long-term borrowing can be deSignated as a hedge
of a long-term investment and receive hedge accounting treatment. A
currency swap can be used if the. borrowing is not in the currency of
the investment the company is hedging.

Example: FMC
FMC borrows in local currency to balance out foreign balance sheets.
Its worldwide borrowing strategy is to borrow in the cheapest markets
and use swaps to adjust the profile of its debt portfolio. If the com-
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pany wants a five-year fixed facility, it does not necessarily have to go
to the bond market. If the cost turns out to be less, it might use a
five-year floating-rate note and swap it back to fixed. The company is
careful with refunding risk, making sure it is in different maturity
baskets. It manages its mix of fixed- and floating-rate debt to make
sure that cash flows don't get out of line, and it manages duration to
make sure that the market value of debt plus swaps doesn't get out of
line. It makes some correction for easily measurable assets in determining its net debt portfolio. It has a policy for dealing with counterparty credit risk, taking into account maturity of the transaction and
the credit rating of the financial institution. It uses International Swaps
and Derivatives Association (ISDA) documentation.

Example: Raychem
Raychem has traditionally used local borrowing outside the United
States when it has been subsidized or otherwise available on betterthan-market terms. The company's baseload financing has traditionally
been done in the United States, where costs have been generally
reasonable and the company has taken advantage of economies of
scale. In recent years, however, foreign operations have become a
much larger part of the company's business, and the resulting swings
in the currency translation account in equity have become quite large.
As a result, Raychem now looks for opportunities to place local currency debt outside the United States. A recent example was the financing of a new factory in Japan entirely with local debt, both subsidized
and market-rate.

Example: Morton International
Bruce Wolfe, Treasurer of Morton International, maintains centralized
control over a decentralized borrowing strategy. He believes that
adapting the company's financing to meet hedging needs at both the
parent and the subsidiary level has been a successful part of his
exposure management program and an area where' he has control. He
looks at operations worldwide and has the flexibility to capitalize
subsidiaries in any way that makes sense and to pull back dividends
when the timing is right. For Morton, arranging financing from subsidiary
to subsidiary is more suitable than setting up a finance company, which
would increase overhead and require parent company guarantees.
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Example: Archer Daniels Midland
Archer Daniels Midland has one Deutsche mark Eurobond outstanding. It was issued in 1987 and designated as a hedge of a net investment. Current rates are not favorable for similar issues. The company
made the deal not just to hedge its exposure, but also to get its name
in the European capital markets. Europe was an important area for
future expansion, but Archer Daniels Midland was not yet a household
name there.
Curren~y

Swaps

Currency swaps were developed and used in the 1980s as a way to
borrow fully hedged in foreign markets with lower interest rates.
Recently, U.S. corporations have not used them much because U.S.
interest rates have been lower than those in most other major industrialized countries. The use of currency swaps has continued to grow on
a worldwide basis.

Case Study in the Use of Derivatives: McDonald's
McDonald's is a global company with over 14,500 restaurants operating in 75 countries.· The company's Vice President and Treasurer,
Carleton Pearl, is a long-time participant in the foreign exchange and
global derivatives markets. His philosophy toward these markets is
straightforward. He says, "In our company, Treasury's job is not to
generate profits by trading in the financial and derivatives markets, but
is instead to help the company's restaurants provide the best value to
its customers by obtaining the lowest cost financing and the most
stable financing possible."
Accordingly, derivatives are used at McDonald's in place of other
financing techniques to meet operational needs and long-term business objectives, not to generate short-term profits independently.
McDonald's is an example of how the use of derivative financial
instruments is becoming part of the business strategy and operating
framework of global companies. The company's use of derivatives for
both interest rate and foreign exchange exposure management is interrelated and discussed together in this section.
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How McDonald's Uses Swaps
McDonald's approach to its financing and derivatives strategy is' directly related to the long-term nature of its business and its' desire to
control long-term occupancy costs. Accordingly, the companis consolidated debt portfolio consists primarily of long-term fixed-rate debt,
which generally ranges from 60 to 80 percent of the total Derivatives,
particularly interest rate swaps, help the management of this portfolio
in three ways:
o

By changing the mix of fixed and floating rate debt

o

By positioning the company for an expected change in interest
rate levels

o

By adjusting the average maturity of the portfolio

To achieve these objectives, McDonald's is currently party to about
40 interest rate swaps denominated in nine major currencies. Here are
two examples:
o

Recently, the company secured historically low fixed-rate U.S.
dollar funding by issuing $200 million of 40-year fixed-rate
bonds domestically. So as not to sacrifice the entire benefit of
low U.S. floating rates over the near term, the' company
swapped $100 million into 5-year floating-rate, debt and
$100 million into 7-year floating-rate debt. The swaps reduced
the interest cost on the bond by an average of over 200 basis
points at their inception.

o

In 1992, the company thought U.K. interest rates were going to
decline. In four separate transactions, the company swapped
£60 million of fixed-rate debt into floating-rate obligations. As
interest rates in the United Kingdom continued to decline, the
benefits from these transactions have increased and currently
exceed 200 basis points. Interestingly, the company used some
of the profits on these transactions to buy interest rate caps' on
other floating-rate loans.

In addition to using interest rate swaps in many countries, McDonald's is active in the foreign currency swap arena. It has more than 60
foreign currency swaps denominated in .11 currencies in its portfolio.
Its major objectives for using currency swaps are as follows:
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To provide access to foreign-currency financings that are either not
available or too expensive to access through other means. For example, the company frequently accesses the U.S. commercial paper market directly and swaps into foreign currencies to which it has less
favorable direct access in terms of timing, funds availability, or cost.
Such a strategy allowed the company to complete its Danish kroner
financing just before the Danish vote on the Maastricht Treaty, avoiding the unfavorable domestic interest rate hike after the vote. In
another case, the company used the same strategy to hedge against a
possible rise in rates as a result of Spanish parliamentary elections. It
paid off half of its domestic lines before the elections and the other
half afterward when rates turned out to fall.
In these and other cases, the swap markets have allowed the
company to fund its foreign operations at a lower cost than it could
realize by borrowing directly in local markets. From 1991 to 1993,
Pearl estimates that indirect swap market access to foreign currencies
saved the company and its local operations between 20 and 40 basis
points compared with direct market access.
To use economies of scale to reduce global borrowing costs. For example, the company borrowed more than DM 50 million for five years
through an attractive private placement. It then used DM 30 million to
repay more expensive domestic bank lines and swapped the remaining DM 20 million into fixed-rate Swiss francs for local use in Switzerland. The pricing on the swapped portion was 180 basis points lower
than direct local Swiss financing available at the time.
To capitalize on occasional arbitrage opportunities between the primary debt and swaps markets. For example, the company issued a
100 million New Zealand dollar bond. It then lent N.Z.$25 million to
its New Zealand sl,lbsidiary to allow repayment of more expensive
local bank loans. In addition, it swapped N.Z.$50 million back into
U.S. dollars and realized a domestic financing cost 11 basis points
below its normal commercial paper rate. The remaining N.Z.$25 million was designated as a long-term hedge.

Managing the Risks of Derivatives
McDonald's believes that the benefits of derivatives far outweigh the
risks. But to contain those risks, it has established a number of controls.
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1. Before the company enters into a currency swap, it ascertains
that the cost savings over available alternatives are worth the
incremental credit risk. As a general rule, the company believes that the swap must save 10 to 15 basis points compared
with the all-in cost of comparable foreign currency financing to
be cost effective.
2. The company generally limits the term of its currency swaps to
seven years. It has used swaps with maturities as long as 10
years, but only when they have produced unusual cost savings.
3. The company matches the potential exposure on a swap with
the credit quality of the counterparty. Generally, currency
swaps with maturities of four years or longer are executed only
with counterparties that have AA or better credit ratings. Interest rate swaps are less risky and they are executed with AA
credits and with other institutions that have a lower rating but
also have a major relationship with the McDonald's system.
4. The fourth way the company mitigates its risk is through portfolio diversification. Its swap portfolio of more than 100 transactions has, been spread among 23 different counterparties.
5. The company enters into transactions only if the counterparty
is willing to accept its standardized documentation. It uses the
Master Swap Agreement developed by the International Swaps
and Derivatives Association (ISDA) for all of its swap transactions. This documentation specifies the mutual right of offset
protection and adds liquidity to these transactions.

6. McDonald's quantifies the current market value of its swap
portfolio by counterparty and reports the results every two
months. For top management, the company also estimates the
potential exposures in the portfolio using internally developed
techniques. For each swap the company calculates one or two
standard deviations of potential interest rate and currency
movement to construct conservative and worst case scenarios.
Every six months the company compares its calculations using
this method with actual market results.
7. The company's approach to its exposures is dynamic in nature.
The company continually monitors the credit ratings of counter-
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parties. It may also reduce swap exposures when cost-effective
opportunities make themselves available. For example, when
the Eurobond pricing came into line with swap pricing, it
replaced currency swaps with new Eurobond issues. The
hedging purpose of the original swaps was maintained, while
the currency gains realized on the swap terminations reduced
credit exposures.

Working with Banks
Counterparty credit risk is an important consideration in choosing
financial institutions for derivatives transactions, particularly in currency swaps, which may extend as long as 10 years.
An investment banker cites an example of how rate shopping can
be counterproductive. A middle-market regional firm claimed to get
better rates from a local bank than from money center banks and large
investment banking firms. The reason turned out to be that the firm
made it obvious that it was rate shopping when talking to the money
center banks, even putting one bank trader on hold while calling
another bank for a quote. The company became known for dealing in
small amounts and for usually not accepting the quote. As. a result, it
was quoted the worst rates.

Example: FMC
Ruud Roggekamp, Manager, Capital Markets and Corporate Finance,
works with a small number of U.S. and European banks. He looks for
excellent pricing, good back-office support, and information on exotic
currencies. Most banks appear to have a product management approach, and the swap desk and the spot desk make their own prices.
The corporate account officer does not make prices.
When getting price quotes from banks, Roggekamp does not reveal which side he is on. He gets bid and offer prices on spot and
one-, two-, three- and six-month forwards, judges the spreads, and
takes what he needs. Occasionally, when given a bad price, he surprises the bank and takes the other side. He tries to give enough
business to each of his active-relationship banks to keep them appreciative.
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In addition to dealing with large multinational banks, FMC uses at
least one local bank in each country. For example, an indigenous
Spanish bank can do transactions without lifting fees. An Italian bank
can help FMC figure out local regulations.

Example: Hewlett-Packard
Hewlett-Packard (HP) has a scoring system for commercial banks and
investment banks based on the company's internal analysis and analysis and ratings from International Banking Credit Analysts (IBCA) ,
Moody's, and Standard & Poor's. The scores (excellent, very good,
etc.) are used to determine the amount of funds HP will extend in
every kind of transaction, including letters of credit, foreign exchange,
deposits, and even custody business. First the maximum exposure to a
given bank is defined and then it is divided by region. Then the
Europe division may say it doesn't need its portion for a particular
bank and give it to someone else. Treasurer Larry Tomlinson describes
some strained conversations in the past when bankers have learned
that their institutions have been downgraded. He has had to point out
that banks do this to each other. One banker from the foreign subsidiary of a large bank was shocked when HP requested a parent guarantee. Tomlinson pointed out that banks routinely ask corporations to
provide parent guarantees.

Example: Raychem
Raychem operates in over 40 countries and has attempted to establish
a good relationship with a least one local bank in each of these
countries. In addition, the company has selected a small number of
banks for worldwide relationships. These banks are typically the lead
bank for Raychem in their home countries, and they have relationships
with the company in several (or many) other countries. Raychem
attempts to concentrate as much business as possible with these banks
to maximize the company's influence on each institution.

Netting and Pooling
The use of techniques such as netting and pooling has not changed
very much in the last decade.
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Example: FMC
Business units are required to convert currency and to hedge certain
transactions over $50,000. The company effectively nets through its
centralized internal bank in Chicago. The headquarters' foreign exchange management unit charges business units interbank rates and
does not add any other costs except, in rare occasions, lifting fees
levied by French and Spanish banks. When it can, headquarters picks
up those expenses. Often, because of the size of FMC's transactions,
lifting fees are negligible in relation to the foreign exchange spreads.
Spanish banks used to charge 0.15 percent of the notional amount for
each transfer. FMC got around the problem by dealing with local
Spanish banks that were willing to waive the lifting fee in exchange
for the business.

Example: General Electric
Assistant Treasurer David Rusate notes that netting of exposures is
difficult when they belong to different business units that often use
different budget rates for exposure in a given currency. Also, potentially nettable exposures can easily become decoupled because of
timing differences and other problems.

Coordination Centers and
Other Offshore Vehicles
The use of coordination centers and other offshore vehicles has also
not changed substantially.

Example: Baxter
Baxter has a coordination center in Brussels, Belgium, which acts
primarily as an intercompany bank. A number of Baxter's overseas
manufacturing subsidiaries are located in tax havens; those units own
the coordination center. This stnlcture helps Baxter with the problem
of getting tax benefits in overseas locations but in effect losing those
benefits in taxes paid in the United States. For Baxter as a whole, this
structure helps lengthen the deferral period for overseas tax liability.
The center allows Baxter to manage its interest expense and consoli-
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date its overseas debt. Units with excess cash make loans to other
operating entities. The center also performs an internal factoring function for intercompany receivables. Exporters always sell in the local
currency of the buyer and factor their receivables with the center.
Selling receivables helps the subsidiaries accelerate their cash flow.

Example: FMC
FMC's coordination center in Brussels is used to coordinate intercompany loans. The center was capitalized with money borrowed by one
of FMC's businesses. The interest on that borrowing is tax deductible.
The coordination center lends the money to other subsidiaries and
receives interest income, which is essentially tax free. Dividends are
paid tax free to the business that capitalized the center, providing that
business with a tax arbitrage. Eventually, FMC pays taxes in the United
States, but the coordination center allows it to defer its tax liability.

Example: Raychem
Raychem first established a reinvoicing operation in its European coordination center in Belgium in 1984. Over time, this operation has
grown to manage intercompany transactions worldwide, and the company sees it as a major improvement in transaction efficiency and
currency exposure control. In late 1992, the operation was changed
from reinvoicing to "collections." This involved no real change in
transaction or exposure control procedures, but legal title now does
not pass through the coordination center. The change was made
because of a change in European value-added tax rules.

Economic and Competitive
Exposure Management
Economic exposure management is more an art than a science. It is
difficult to construct economic hedges against multiple competitors,
each with different foreign exchange exposures and a variety of different forces affecting its cost curve. Because of its long-term nature,
strategic hedging can be difficult. when a company does not see a
clear trend in the markets. Companies are sometimes reluctant to
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describe their strategic hedging activities because that is valuable information for competitors.

Example: Eli Lilly
Currency exposure plays a role in, but almost never drives, long-term
strategic decisions such as plant location. Assistant Treasurer Tom
Schroeder explains that the company tries to look at all factors that
influence the relationship between costs and prices. Treasury may
make suggestions, such as using a French manufacturing plant to
supply Europe rather than the whole world.

Example: FMC
Economic exposure is hard to analyze on an aggregate basis, because
the company is in a diverse group of businesses. Divisions plan their
own strategies and make their own purchasing and marketing decisions. The CFO and treasurer get involved with international investment decisions, for example, ensuring that foreign exchange
assumptions in capital budgeting proposals are realistic. One of the
main objectives of FMC's foreign exposure management program is to
educate operating managers in foreign exchange issues, particularly as
they relate to sourcing, plant location, and sales decisions. How the
company responds to economic exposure differs by business. In the
food machinery business, it is relatively easy for customers· to switch
suppliers, but it is also easy for FMC to relocate production because
the company has manufacturing locations all over the world. In the
chemical business, however, relocating production is complicated and
expensive, but it is also more costly and requires longer lead times for
customers to switch suppliers.

Example: Morton International
At Morton, strategic planning does not occur at the corporate level; it
is an integral part of day-to-day decision making at the business unit
level. Responsibility for identifying exposures, hedging and explaining
budget. variances rests with the business units, but treasury helps.
Colocating· plants and markets is the extent to which Morton integrates
strategic planning and economic exposure management. In Morton's
specialty chemical businesses, Treasurer Bruce Wolfe cannot see re1o-
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cating major plants and equipment based on foreign exchange exposure considerations. Currency exposure is an' overlay problem, not a
strategic problem. It is always to the customer's advantage to have
Morton as close as possible in the event there is a problem so Morton
can get material to the customer quickly. Products are technicaily
driven, so customer support and responsiveness are important. Morton's technical personnel are often in the customer's plant evaluating
how the material is used and telling people in their own plant how to
adjust the process to produce the chemical in the form the customer
needs. Foreign exchange is a moot problem.
Morton's plants cannot all do all things. There is a plant in the
Netherlands with specialized capabilities that manufactures for most of
Europe. This creates foreign exchange exposure, but the company
considers it more economical to deal with this financial problem than
to deploy this plant's specialized capabilities to other locations. Here,
the company can view Europe as having a bloc of currencies with
relative stability. Morton would not try to serve Japanese customers
with European plants because there would be both currency and
transportation problems, as well as the disadvantage of not being
close to the customer.
The company manufactures in relatively small batches, so there are
far fewer economies of scale than with a bulk chemical manufacturer
such as Union Carbide. A long production line for Morton would be 8
to 10 hours, compared with perhaps a month for a bulk manufacturer
producing a polyester of uniform quality. The company's competitive
advantage is flexibility, the ability to adapt quickly to a customer
requirement and the ability to make the changes necessary to produce
different equipment with the same machinery. These economics underlie the company's attitudes toward financing and colocating as
close as possible to the customer.
Morton's policy is to take views on the business, not financial
markets.

Example: Applied Materials
At Applied Materials, an informal group of senior financial managersincluding the senior vice president. of. finance, the treasurer, and the
heads of major overseas operations---discusses risk tolerances over the
next several years based on possible ranges of the yen and other
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important currencies and possible protective steps. The role of the
group has been evolving in a natural way. Nancy Handel, Treasurer,
would like to see an eventual title such as "risk committee" for the
group.
Treasury has designed a model for global economic exposure
management. They are not yet modeling competitors' income statements, but they have started to incorporate currency scenarios into
their business strategies for large customers such as IBM. If the dollar
moves in one direction, the customer may prefer to buy in dollars; if it
moves in the other direction, they may prefer to pay Deutsche marks.
Treasury's objective is to take into account what competitors are doing, but also to manage the relationship, rather than just reacting to
the customer.

Example: Bechtel
Bechtel has some flexibility in the location and currency of its subcontractors and vendors, but often particular vendors and contractors are
most suited to jobs for reasons that transcend currency exposure
management, for example, an Italian marine pipeline manufacturer.
Some of Bechtel's contracts have foreign exchange adjustment clauses
and inflation allowances.

Example: National Semiconductor
Economic exposure management is admittedly informal, though the
CEO has been working hard to develop a more sophisticated overall
strategic planning process. However, economic exposure is taken into
account in manufacturing plant location decisions. It is somewhat
mitigated by the fact that major competitors are U.S. companies selling
to the same markets.

Example: Hewlett-Packard
Hewlett-Packard's economic exposure extends from when it makes a
fixed-price dollar commitment to a customer until when it delivers the
product. The company reprices every quarter. Competitive exposure
comes mainly from indigenous manufacturers, for example, German
manufacturers selling in Germany. That does not include just national
companies; IBM is an indigenous manufacturer in many countries.
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Example: Cummins Engine Company
In the early 1980s, a former international assistant treasurer established
an informal information system within the company's international
network that he used to hedge both accounting and economic exposure. Later, a new treasurer became uncomfortable with the assumptions and methodology behind this system. During an earnings slump
in the mid-1980s, any avoidable form of earnings risk was considered
unacceptable. The company's primary objective since then has been to
hedge income statement exposure completely, as defined by Statement 52.
Cummins has substantially reduced its economic exposure by
building manufacturing plants in the three major economic regions of
the world-the United States, Europe, and Japan. Cummins tends not
to analyze economic exposure at the product level, because manufacturing and marketing come together at the top of the organization.

6
Policies, Responsibility, and
Performance Measurement
Policies
Almost every company surveyed for this research project has written
policies on foreign exchange exposure management. Owing to a number of recent large losses related to the use of derivatives, companies
are reexamining their policies and procedures and asking, "Could that
happen here?" Joanne Hogan, Mobil's Foreign Exchange Manager, is
concerned that companies are learning the hard way that their policies
do not cover all situations that can put a corporation at risk. They are
finding that they need specific guidelines, such as never selling a
naked (uncovered) option. Indeed, products and practices can change
so fast that it is easy for policies to become out of date.
John Kearney of Merck points out that a company must quantify
its risk and demonstrate how important it is. If the risk is not material,
it is hard to get senior management's attention.
Dave Rusate of General Electric observes that a corporation's culture determines policy and practice and that competition can influence
how policies are implemented. He also notes that results can change
philosophies, and policies can change rapidly once there is a deviation
from control. For example, decentralization may work well until there
is an incident or controls break down.
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Example: National Semiconductor
Rick Crowley, Assistant Treasurer, and Lieh Dung, Financial Analysis
Specialist, have given senior management a sensitivity analysis, showing trade-offs between the costs of hedging and the sometimes less
visible risk against which hedging protects. The costs are a combination of option premiums and interest differentials on forwards. The
way National Semiconductor's financials are set up, the hedging costs
are very visible. They are tracked and considered very important. The
exposure and the company's risk profile if there is a sudden move in
currency rates are less visible. Crowley and Dung have discussed the
company's risk tolerance, askirig how great an earnings hit would be
of serious concern and what expense the company is willing to incur
for protection. This ~xercise helps management develop its mindset.
The foreign exchange expense that National Semiconductor records and reports in its public financial statements reached an all-time
high of $18 million in fiscal 1991 and was reduced to less than $1 million in fiscal 1994. Crowley admits that this was partly due to luck, not
just skill. This expense includes the cost of contracts to hedge the
balance sheet, the cost of contracts for backlog hedging, and gains
and losses on the hedges. It does not include the impact from the
company's operations statement, for example, the impact of currency
on the margins and profitability. National Semiconductor uses a dollar
functional currency worldwide, and it therefore hedges foreign subsidiaries' balance sheets. Crowley explains that treasury quantifies total
P&L and translation adjustments separately. They want to prove to
themselves that they are actually reducing the volatility of earnings
caused by currency fluctuations and not aggravating the volatility of
earnings because of what they are doing. Crowley says that they have
been able to dampen the effects. The cost on the treasury P&L is
usually matched by a .gain on the operations side. In the best case, if
they are using -options correctly, they have a gain on both sides.
Through three quarters of fiscal 1994, the cost of hedging and the
offsetting gain in operations were even.
National Semiconductor's policy is to allow the upside where possible and look at the cost benefit. Treasury's objective is to dampen
the inherent risk of the company's operations and not add to it in any
way. This also reflects the view of the board. The company's policy
statement gives treasury the option of leaving open positions on the
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balance sheet or in the backlog, closing out contracts early, and
changing from forwards to options. Crowley notes that leaving an
open position can be viewed as speculative, but adds that mindlessly
rolling forward contracts carries its own inherent risks. Crowley admits
that other companies' use of range forwards might be considered a
different shade of gray; instead of writing an option, they may just
leave a position open. Both strategies are equally risky and have to be
managed carefully. Crowley cited an article on IBM's use of range
forwards in the periodical Derivatives Strategy. A former assistant treasurer at IBM hedged a Deutsche mark liability with a range forward,
took off different pieces at different times, and in the end used five
different options transactions to hedge one event. Crowley admits that
he did well, and such a transaction is great if it works, but he believes
that at certain times IBM increased rather than reduced its natural
exposure.

Example: Mobil
Joanne Hogan, Mobil's Manager of Foreign Exchange, takes the position that policies should not be initiated by the trading floor, but by
senior management in line with the corporate culture and spirit. Then
the trading floor must conform.
Hogan believes that management has to start by examining its
definition of risk. Is it concerned with uncertainty, or the risk of
financial loss? What risks is it willing (and not willing) to take? At
Mobil, risk management is not eliminating uncertainty, but limiting
financial losses. Mobil is willing to incur oil price risk because that is
the core of its business as well as that of its competitors, and it is a
risk its investors expect to take. It prefers to limit financial risks related
to foreign exchange and interest rate risk management. But having
defined its attitude toward risk, Hogan continues, management must
then examine why it wants to hedge, what it wants to hedge, and how
much. Mobil's hedging program is designed to fix an acceptable rate
of return on its basic businesses.
The mission statement for Mobil's centralized foreign exchange
bank defines core risk management objectives and trading objectives.
The core risk management objectives are threefold:
1. Facilitate the understanding of foreign exchange risks in
Mobil's businesses and ensure that the businesses' "positions at
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risk" are recognized by the foreign exchange bank. The foreign exchange bank works with the business units to define
their benchmarks, periodically reviews the benchmarks for
continued appropriateness, and reviews monthly "position at
risk" statements to make sure that they are consistent with the
businesses' benchmarks and that the businesses' recognized
gains and losses are booked in an objective and timely manner.
2.

Support affiliate foreign exchange hedging activities by providing transaction services, foreign exchange market intelligence,
advice on hedging techniques, and coordination of the resolution of financial accounting and tax issues, so that the affiliates
~ay reduce the dedication of their resources to managing
foreign exchange risk.

3. Maintain high standards of control and efficiency over thirdparty and affiliate transactions and administration.
In addition, there are two trading objectives:
1. Actively manage Mobil's foreign exchange risks by taking long

or short positions in the currencies to which Mobil's business
units are exposed and capture a portion of the opportunities
afforded by the worldwide unhedged foreign exchange risk
profile, within the corporation's risk tolerance levels.
2.

Demonstrate analytical rigor, interpersonal skills, and a prudent
risk-taking mentality when the foreign exchange bank staff
interacts with third parties and business units.

Example: Bechtel
Bechtel has a written policy statement, the essence of which follows:
1. Do not speculate. The company has zero tolerance for foreign

exchange risk.
2. A successful foreign currency risk management program requires the participation of every business line manager, the
procurement function, and the controller. All managers with
international responsibilities are involved in working with
treasury to identify exposures and implement methods to
hedge them.
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3.. Business managers are responsible for contacting treasury
when. they first recognize real or potential exposures. Treasury
will then work with them to develop an effective hedging
strategy. Treasury will try to net among contracts when possible, recognizing the inherent unpredictability of cash flows.
Figure 6.1 is an example of a large corporate foreign exchange risk
management policy.
FIGURE 6.1 Fortune 500 Manufacturer Treasury Department
Foreign Exchange Risk Management Policy'
1.

2.

Policy Objective
The objective of the treasury department's foreign exchange risk management policy is to preserve the U.S. dollar value of after-tax cash flow in
relation to non-U.S. dollar currency movements. The company will not enter
into foreign currency transactions for the sole purpose of speculating on the
potential future movement of the exchange rate for such currency. Speculation is defined as "entering into transactions which are not directly related to
hedging either a balance sheet or backlog position." However, the following
practices are permitted, given the proper levels of approval:
a. Leaving "open" positions on a balance sheet or backlog position
b. Closing out contracts (forwards and options) early .
c. Switching from forwards to options and vice versa
Definition of Exposure
a. Functional currency. The implementation of FASB Statement 52 has
resulted in the company's identification of the U.S. dollar as the functional currency of all major foreign-based operating units. The justification for this selection is that foreign operations are an integral part of
the parent company's primary business. As a result of selecting the U.S.
dollar as the functional currency for all major foreign-based operating
units, the translation of all nondollar monetary assets and liabilities into
dollars will directly affect the parent company's current period earnings.
b. Balance sheet exposure. The assets and liabilities on a foreign entity's
balance sheets are considered exposed only if they are denominated in
nonfunctional currencies. Inventories, fixed assets, .and any other assets
that are not readily transferrable to cash are not factored into the
exposure calculation for hedging purposes. While the book value of
inventory (carried at the lower of cost or market) and fixed assets
(carried at acquisition cost net of depreciation) is not subject to change
due to movement of exchange rates, it is important to) recognize that the
potential profit on the future sale of such inventory or fixed assets in
foreign currency is exposed to exchange rate fluctuations. Since the
timing and size of a future exposure is uncertain, it is difficult for the
company to enter into a hedge that is not considered speculative.
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FIGURE 6.1 Fortune 500 Manufacturer Treasury Department
Foreign Exchange Risk Management Policy (continued)
c.

3.

4.

5.

6.

Backlog exposure. When the company has entered into fIXed-price
commitments to deliver a product to a customer, there may be an
economic exposure as a result of exchange rate movements prior to
cash settlement of the committed transaction. The backlog information
is reported to corporate treasury on a regular basis. In the case of
offsetting expenses in a foreign currency, corporate treasury will net it
out on a consolidated basis before initiating any hedging activity. For
more detail, please see the backlog hedging policy.
d. Operating expenses. When the company has identifiable operating
expenses in a foreign currency without any offsetting sales, corporate
treasury, in conjunction with the division management of the operating
unit, may choose to hedge the currency selectively.
e. Other foreign currency fixed commitments. Corporate treasury will
hedge identifiable conversion exposures resulting from contractual
agreements for the division management on an individual basis. Some
examples of this include foreign currency loan repayments or capital
equipment purchase contracts in foreign currency terms.
Periodic Reporting Requirement
Both the backlog and balance sheet exposure data are reported to and
compiled by corporate treasury every fiscal period.
Hedging Instruments
Forward contracts and options are currently used. In addition, other derivative products, such as complex options, may be used to achieve a more
cost-effective hedging strategy while maintaining minimal risk and maximizing after-tax cash flow.
Performance Measurement
The CFO approves a budget based on the estimated cost of hedging the
company's balance sheet and backlog exposures, and treasury is measured
against that budget. The foreign exchange gains and losses show up in the
treasury P&L for the close of each accounting period.
Trading Authorization
The CFO, treasurer or assistant treasurer, and their designated personnel are
authorized to hedge the exposures defined in this policy. For control purposes, confirmation of trading is done by a different department and the
treasurer.
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FIGURE 6.1 Fortune 500 Manufacturer Treasury Department
Foreign Exchange Risk Management Policy (continued)
Authorization Levels for Hedging Transactions
Minimum Approval Level Required
Type of Transaction

Assistant
Treasurer

Treasurer

CFO

CEOI
Board

Balance sheet hedging:
Total hedge up to 6 mo.

xxxxx

Backlog hedging:
Firm backlog:
Japan

xxxxx

Europe

xxxxx

Anticipatory:
Europe:
Total hedge up to 6 mo.

xxxxx

Total hedge beyond 6 mo.
Switch or swap existing contracts

Complex options:

xxxxx
xxxxx
xxxxx

BulVbear spread
Capitalized options
Trigger/knock out
Lookback
Compound
Contingent
Average rate/spot

Combination options:

xxxxx

Range forward
Participating forward

Treasury Working with Line Units
An important trend in recent years is the treasury function's ·move
away from a profit center and toward a line-support orientation. In
most of the companies interviewed, the primary mission of treasury as
well as other parts of the finance function is to support line business
units as part of a multi-functional team. Treasury is not considered a
profit center in any of the companies interviewed.
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In the past, treasury was often provided information about exposures after the fact and conducted hedgirig operations independently,
sometimes with the objective of making a profit. Now treasury tends
to work with business unit managers to help them understand the
nature of their exposures and how they can be hedged. To an increasing degree, line business managers are making the ultimate decisions
concerning hedging strategies, bearing the responsibility in their P&Ls
for both underlying exposures and gains and losses on hedging transactions. Barbara Levchuk of Citibank observes that companies in
which line units assume responsibility for foreign exchange gains and
losses tend to be the most sophisticated users of derivative products.

Example: FMC
At FMC, treasury works with operating people to educate them on
foreign exchange issues to help them make intelligent purchasing and
sales decisions and to facilitate their pricing in local currencies. Business units are required to hedge all transactions over $50,000 internally with the parent. They may use forwards or options. FMC is not
trying to make money in foreign exchange. Its primary objective in
centralized foreign exchange management is to eliminate transaction
costs and pay spreads at corporate, rather than local, levels.

Example: Morton International
Morton International does not have a central strategic planning group.
Planning is integral to day-to-day processes and is done at the business unit level. Treasury works with the business units to control the
foreign exchange impact on budget variances. Morton's business units
are measured on a responsibility expense basis rather than on a pure
accounting basis. Bnlce Wolfe, Treasurer, and the company's tax experts find advantages in controlling funding and cash management on
a worldwide basis, so business units are not measured on interest
income and expense. On the other hand, business units are accountable for foreign exchange exposure as a responsibility expense. That
is controlled through a notional hedging program that allow:s the units
to transfer the risk to treasury before treasury goes to the open market
to protect the company.
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Example: Eli Lilly
At Eli Lilly, treasury works closely with the heads of strategic business
units such as medical devices, animal health, and pharmaceuticals.
The treasury staff and business unit heads work together on a committee called Global Exchange Management System (GEMS). They meet
once a month to go over foreign exchange results and discuss management of currency exposure. Treasury assumes responsibility for
transaction gains and losses. All economic and strategic gains and
losses are assigned to operating areas. Division heads take respons'ibility for these exposures. "Obviously, that keeps them interested," re:'
marks Michael Mavrogordato, former Assistant Treasurer. Discussions
are active and everyone has an opinion. 'Treasury is responsible for
monitoring exposures, staying close to the currency markets, 'and
using appropriate hedging instruments. It does not undertake exotic
transactions for their own sake; its objective is to monitor volatility.
Assistant Treasurer Tom Schroeder explains, "We are not engaged in
currency transactions to make a profit, but we have risk, whether we
like it or not. Our job is to try to deal with the risk." Mavrogordato
adds, "Communication and understanding is key. Our job is to strip
away the market complications and explain the bottom-line effect to
the business managers."
Ralph Harding, Manager, Worldwide Treasury Operations, continues, "The phrase 'risk reduction' has really crept into our vocabulary.
A problem that every currency manager J know has faced is thinking
you have a crystal clear view of the market and then trying to sell that
to line managers. 'You're going to like being unhedged,' or 'You
should fully hedge.' Six months later you're crushed. So this isn't the
approach we take. We explain to business managers that based on
exposures we have identified, they have a range of volatility, say plus
or minus 10 percent. Treasury can help the manager reduce that volatility by putting in a hedging program. That has worked well. It puts
the line people in a position of making an insurance-like decision,
rather than trying for one hour a month to put their heads in currency
markets so they become great long-term traders. '
"We discuss two costs, with them: first the market cost of doing the
hedges, and second, what we call the slippage from the plan rate. We
show how a particular strategy can help them stick to their plan
commitment. Then the business' managers know what it would cost
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them to buy that certainty and reduce the effect of currency volatility
on meeting their plan."
Schroeder continues, "We have reviewed our processes relating to
use of derivatives and made recommendations to GEMS (the oversight
committee) and to senior management. We started by revalidating risk
management philosophies and objectives. 'This is what we have been
doing, and this is what we are doing. Let's be sure we still feel that's
the right thing.' We considered all the recent articles written about
. derivatives. We considered the viewpoint of shareholders and outside
members of the board of directors who don't necessarily know the
individuals involved in doing these things and don't know our risk
management methods in detail. We have asked ourselves, from a
control standpoint, 'Does what we do lend itself to shareholders sleeping at night?' We concluded that we are doing the right thing in terms
of how we go about hedging ourselves. But we decided we needed a
little more formality in the process. We reviewed our policies with
GEMS, and together we agreed that we needed additional measures of
performance, results, and compliance with policies. We also agreed to
get GEMS involved in approving strategies ahead of time. Our reporting measures are tighter than they were before, from a control standpoint."

Example: Union Carbide
Union Carbide has changed significantly over the past 10 years, going
from a $10 billion conglomerate to a $5 billion chemicals and plastics
producer centered in North America. Throughout this change, however, the company has remained one of the largest exporting companies in the United States.
Union Carbide's commodity chemical manufacturing operations
are located in the United States and Canada; smaller non-commodity
facilities are located globally. Treasury operations have been centralized into corporate headquarters during this period. Currency and
interest rate management is an integrated function.
The company uses a one-year hedge horizon for exposures. According to John Fitzpatrick, Assistant Treasurer, "after that the company can usually make adjustments for risk through pricing changes."
Treasury is increasingly involved in such discussions. This is easier to
do now, because everyone concerned with sourcing, plant locations,
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and pricing is located in the United States. For example, the company
now has nine strategic business units. Each is global and is headed by
a vice president!general manager. Each unit has its own financial
director who reports direct-line to the business units but consults with
headquarters treasury, as a skill center. Treasury is far more centralized
than in the past, having dropped from a staff of 36 to 18. A large part of
the job of the treasury skill center is to provide information to business
managers who have global responsibilities.

Example: Cummins Engine Company
Bob Rehley, Director of Financial Risk Management, and Chuck Snavely, Assistant Treasurer, have been working on improving the accuracy
of cash flow projections in conjunction with business units' annual
operating plans. They are increaSingly comfortable with their annual
exposure estimates for just about every currency, and they want to
start doing some new types of hedges, such as options. To get approval to use these instruments, they are starting to educate senior
management. This is particularly important in light of recent incidents
in which companies suffered large losses on derivatives. Some business managers prefer option-based products over fixed hedging instruments such as forwards or swaps because in their competitive
environment, they cannot afford to lock in a price and have a commodity price decrease to the benefit of competitors while Cummins is
locked in. Options are therefore viewed as an important competitive
tool.
The company is reviewing and rewriting its foreign exchange,
interest rate, and commodity risk management policies. For example,
the commodity policy is a joint effort of· treasury and the purchasing
group. The purchasing group first tries to find a natural way to control
an exposure, for example, a fixed-price contract with a supplier. They
put prices on the purchasing solution, and gains and losses on these
arrangements are measured in the same way as financial instruments.
When they cannot do this, for example, because the. other party won't
accept it, Cummins turns to financial instruments to hedge commodity
price risk with banks or other financial institutions.
Cummins' policy has been to hedge all booked exposures and
most firm commitments. The time horizon has generally been three to
six months. Now Rehley expects that the hedging time horizon will
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move in line with the planning cycle, maybe a little longer. Cummins
will consider hedging new types of exposures. Now it is considering
hedging its forecasted P&L as well. In proposals to management,
treasury has recommended that .the company accept some mark-tomarket exposure but at the same time take some measures to control
it. The company has defined a set of parameters on how much
mark-to-market risk it is willing to take. It has defined the chances of a
position moving against the company, how much it could move in a
worst-case scenario, and whether the company is willing to lock in a
price to lock in an exposure.
The company's senior people think competitively. Treasury would
have a hard time limiting discussion to P&L flows alone. Management
is concerned about what happens over a given time frame if rates go
one direction or the other and about competitors' activities. Management's attitude toward risk taking is not just risk avoidance. Managers
are still conservative with regard to taking on financial risk; they do
not want Cummins to· be like the companies they read about that use
leveraged derivatives. But they recognize that the company is in business to take certain risks, and t~ey keep the distinction between
business and financial risk in mind. they prefer to avoid financial risks
that do not dampen cycles and could increase the overall risk profile
of the company.

Example: Archer Daniels Midland
All Archer Daniels Midland locations are connected electronically and
hedge with a central trading desk at the Decatur, Illinois, headquarters.
Each location has an account· and can trade at any time. There are
corporate. limits and policies on hedging. Exceptions can be made
with management approval. Trades are' executed automatically. The
central desk lays off corporate positions with banks.

Example: Varian Associates
Varian produces 80' percent of its products in the United States and
sells' 50 percent o(its products outside the United States. It has manufacturing subsidiaries in Australia,' Canada, Italy, and the United Kingdom, and'sales and service units in every major European country. It
has 'customers for its semiconductors in Japan and a joint venture and
. mutual marketing agreement with Tokyo Electron that includes selling
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some of that company's products in the United States. The company
used to have a European financial manager based in Zug, Switzerland,
but now all overseas subsidiaries are independent profit centers. Subsidiaries report balance sheets, purchase commitments, and backlogs
in all currencies every month to Jeannie Biermann, Manager of International Finance, in the company's Palo Alto headquarters. She is
responsible for all external hedging.
Each overseas subsidiary tends to deal in a variety of currencies
and accumulates a complex series of exposures that must be hedged
with the parent. For example, the French subsidiary may sell a product
to a Japanese customer, bill in yen, and source from Varian in the
United States. In this case, since the exposures are hedged by the
parent, the French subsidiary would be encouraged to buy from the
United States in yen. But if the French subsidiary sources a product for
a Japanese customer from the Canadian manufacturing subsidiary,
paying yen solves the exposure problem in France but complicates it
in Canada, so the subsidiary is encouraged to pay dollars.
Biermann receives exposure reports from all the subsidiaries and
can manage the corporation's external exposures, but subsidiaries· are
responsible for managing their own exposures for P&L reporting purposes and for arranging internal hedges with the headquarters office
as necessary. They are not authorized to arrange hedges on their own.
Biermann comments that some subsidiaries have learned the hard way
that they have to let headquarters know right away when they have an
order on the books. The business unit managers and treasury are
discussing the best system to allow centralized exposure management
and to allow the overseas units to protect their P&Ls.

Benchmarks
To measure performance of foreign exchange exposure management
against objectives, a company needs a benchmark.
Dave Rusate of General Electric (GE) considers defining the
benchmark a particularly important part of formulating a company's
policy. He says, "The benchmark is what is going to drive behavior."
The benchmark is particularly important at GE because business managers commit to a certain dollar level of earnings in accordance with
their plans.
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At Union Carbide, currency risk management is evaluated relative
to the unhedged benchmark of today's spot rate and a fully hedged
forward rate, as compared with other selective risk management measures the company takes.

Internal Budget Rates
In some companies, hedging internal budget rates is as important as
hedging externally.

Example: Interpublic
Interpublic updates budgets during the course of the year and reevaluates budget rates based on market view.

Example: Applied Materials
Treasurer Nancy Handel believes that the ideal system for Applied
Materials would be to measure divisions at standard budget rates and
let treasury absorb all hedging costs. The company used to allocate
hedging costs, such as option premiums, to operating division P&Ls,
thus making division managers responsible for the impact of hedging
decisions. This approach becanle unsuitable because Applied Materials
has multiple product groups selling to a relatively narrow customer
base, unlike companies such as FMC or GE that have divisions in very
different businesses. The company cannot afford to have inconsistent
pricing stemming from different hedging strategies among various
divisions. Handel explains that the company needs a coordinated
strategy for currency risk just as it has for managing other risks, such
as customer pressure or product performance.
Some large companies, such as GE and Mobil, believe that there
are advantages -in centralizing foreign exchange exposure management
for the company as a whole, but they also believe that each business
manager should be responsible for managing the exposure of that
business unit. In both cases, a headquarters unit oversees exposure for
the company as a whole and consults with business units on their
hedging decisions.
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Example: General Electric

o

General Electric is organized as a decentralized company of 12 businesses with 1994 sales totaling $60 billion CU.S.), of which approximately 40 percent are international revenues. Corporate Treasury acts
as a consultant to these businesses. The foreign exchange group
within Treasury consists of Dave Rusate, Assistant Treasurer based in
the Fairfield, CT, headquarters; Kevin Skehan, an analyst based at GE
Pension Trust in Stamford, CT; and Rob Farrow, Manager of Foreign
Exchange for Europe, stationed in London.
It is GE's policy not to hedge its equity in foreign subsidiaries since
these are long term investments. It is also GE's policy to eliminate
currency risk from the transaction exposures generated by the businesses. Once a business has entered into a firm commitment, as per
FASB 52, Corporate Treasury is notified of the exposure and renders a
hedging strategy recommendation to the business. The business will
either agree to the recommended strategy or request a modification to
the recommended strategy. Corporate Treasury will then execute the
agreed upon strategy on· behalf of the business to leverage its $13
billion CU.S.) of annual foreign exchange turnover with its group of 10
foreign exchange banks.
Rusate applies a portfolio hedging strategy for most exposures,
using a combination of options, forwards, and stop loss/take profit
orders to eliminate the currency risk that is generated from international sales and purchases. The portfolio approach also allows the GE
businesses to partially participate in any favorable currency movements.
The Foreign Exchange team at GE visits with the 12 businesses
frequently throughout the year to stay abreast of new projects and
new exposures that the businesses may be contemplating. In addition
to meeting with the business people, Corporate Treasury has a weekly
Foreign Exchange Quick Market Intelligence (QMI) Conference Call
that all the GE business people worldwide can dial into for a market
update on a timely subject. Rusate's views are supplemented by outside bank economists and/or other market specialists on the QMI calls.
Foreign Exchange forecasts are produced quarterly by Corporate
Treasury and communicated to the businesses to keep them aware of
potential devaluations, interest rate and political changes.
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The process has worked well to foster more frequent and timely
communication between Corporate Treasury and the businesses. Skehan is based in· Stamford at GE Pension Trust so that he can be a
captive resource to the International Equity and Bond Portfolio Managers, who have a growing amount of international assets under management.
Farrow is based in London and consults with GE's growing European businesses on their cross-currency exposures. All three locations
are tied into one centralized foreign exchange trading system.

Example: Mobil Corporation
At Mobil, operating units hedge with a central foreign exchange bank
within the corporation, and the foreign exchange bank hedges externally. Operating units, with the help of treasury, are responsible for
identifying exposures and selecting benchmark rates for hedging those
exposures. The benchmark rate is normally the forward rate. For very
long exposures, such as capital projects with IO-year time frames,
benchmark rates are based on interest rate yield curves in the currencies concerned. Operating units are required to submit their exposure
profiles monthly to treasury. They are free to hedge or not hedge.
They have complete discretion .over whether, when, and how to
hedge with the foreign exchange bank. Their decisions affect their
own financials for plan and actual reporting purposes, but they have
no bearing on gains and losses for the corporation as a whole. If they
do not hedge, an internal report will show the risk they chose to take
and how much they gained or lost. If they choose to hedge everything
at the benchmark rate, they will never be penalized for making a bad
decision. It is acceptable for affiliate managers to decide that they
have better things to do with their time than developing strategies to
beat the benchmark hedge rate; they can trust that the foreign exchange bank is doing the necessary hedging for the corporation.

Example: Hewlett-Packard.
Hewlett-Packard uses three rates internally:
1. The target or planning rate used for next year's budget is
determined by treasury, based on information from all the
business units and subsidiaries. Treasury collects data from
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everybody's forecasts and selects a number that represents
midpoint for the year. Then plans are made at the country
level and reported back to the businesses in dollars. The rate is
an important issue that can determine whether or not a business
or subsidiary can hire people or make capital expenditures.
2. The pricing rate is the rate at which HP converts dollar prices
to customers. It is protected for the following quarter for the
purpose of product pricing. It reflects the spot on the day it is
decided plus the hedging cost, which includes forwards and
option premiums. When prices are going up, this rate is extended for an additional one-month grace period. It is HP's
practice to give customers a one-month grace period before an
announced price increase takes effect, but to give customers
the immediate benefit of price decreases. Sometimes the rate is
also extended an additional month by a business group that
wants to make some product changes. Treasury protects the
rate with options and bills the business group for the premium.
3. The accounting rate is established by the controller's office,
and it changes when the dollar moves outside a band of plus
or minus 3 percent.
In a typical backlog hedge, HP offsets the difference between the
pricing rate and the accounting rate by gains and losses on forwards
plus premiums. The gains and losses go into the revenue line. If the
dollar is going down, revenue is increased because pricing is never
adjusted as quickly as the accounting rate is; it is more of· a step
function. On the other hand, when the dollar is going up, the accounting rate sometimes goes through the pricing rate. Treasury loses on
the difference between the accounting and pricing rates, but gains on
the related hedging contracts. Differences between the pricing and
accounting rates and contract gains and losses are all visible to the
businesses, and pricing is integrated. Each business unit prices differently, depending on its position in the market. In the printer business,
where HP has a substantial market share, the company can start with a
market price and work back. Other businesses start on a cost-plus
basis. The pricing rate is kept pure, but there are separate adjustments
for discounts. This keeps marketing indicators and foreign exchange
considerations separate on internal financial reports.

136

Foreign Exchange Risk Management: A Survey of Corporate Practices

Multinational customers test HP on prices. For example, if the
.pricing rate makes prices in the Netherlands appear lower, a company
may place all of its orders in Amsterdam.
Differences between the pricing and accounting rates and contract
gains and losses are the concern of business managers. Managers help
create the strategy. They are the ones who have to make decisions
about going longer or shorter than a quarter, but treasury must know
about their decisions in advance. The system is designed so that the
businesses can be flexible and move quickly.

Measurement Systems
In general, measurement criteria have become softer. This follows
naturally if the business manager makes the final decision on hedges
and assumes P&L responsibility for foreign exchange gains and losses
and treasury acts in a consultative role. How treasury adds value is the
most important single performance measure we observed in the interviews. Barbara Levchuk, Vice President in Foreign Exchange at Citibank, remarks that companies are focusing on how well
measurement systems meet the overall objectives and match the philosophy of the business. However, John Garnett, Treasurer of
Lexmark, notes that companies have not walked away from quantitative measures.

How Companies Are Organized for Foreign
Exchange Exposure Management
In the companies interviewed, responsibility for foreign exchange risk
management is generally shared by a manager who specializes in
foreign exchange and an assistant treasurer. Together they keep the
treasurer and the CFO informed.
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Delegation of Authority and
Dialogue with Senior Management
Corporations often set exposure limits that require senior management
approval. Reaching a limit may provide the treasurer and foreign
exchange manager a good periodic opportunity to visit with the CFO
(and sometimes the CEO) to review how the whole exposure management program is going.

Example: Mobil
Mobil used to have various levels of approval for hedging but unilateral approval down to the lowest level for decisions not to hedge.
Now the rule for business units is that they must hedge, except for a
defined bank of risk they are allowed to run. There are still limits, but
the CFO has delegated 100 percent of his limit to Joanne Hogan,
Manager of Foreign Exchange. When that limit is reached, the underlying transaction is usually important enough to justify a visit by Hogan
and the CFO to the chairman. At that point, the risk limit is normally
increased.
Hogan says, "We don't have to.stop and ask permission to do most
things, but when we do something big, we tell top management as a
matter of course." She adds that when people see unusually large
gains or losses on hedge transactions, she must often remind them of
the corresponding losses and gains on the underlying positions. Unusually large gains and losses sometimes lead people to question the
benchmarks, but Hogan's reaction is always the same. She says, "If
you deviate from the benchmarks, you are going to see one of those
major loss incidents right here." She cites an example of a large
position where the market moved in favor of Mobil's underlying position but caused a problem with her hedge. Hogan called the treas~rer,
who thanked her and said not to worry because he agreed with the
rationale of what they were doing. The loss on the hedge was substantially reduced by the time the position was closed, and the corporation made a large profit on the underlying position.
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Example: National Semiconductor
National Semiconductor's treasury has made an effort over the last
year to implement a policy and put boundaries and constraints on the
company's risk management activities so that they can act quickly
within defined parameters, but still know when they must get approval from a higher level. They have defined limits that require CFO
or even CEO approval.

7
Currency Management
Information Systems
Over the last decade, the corporate practice of foreign exchange
exposure management has hecome more systematic, analytical, and
oriented toward the full corporate planning cycle, in contrast to the
day-to-day, reactive, profit-centered trading approach of many leading
companies in the late 1970s. The ability of large corporations to adopt
this approach has been helped by two major developments. First,
options have allowed companies to protect themselves on the downside while retaining some potential for profit on the upside. Second,
advanced, affordable computer systems have made analyzing complex
exposures and hedging strategies more feasible.
That is not to say that many companies still don't have a long way
to go. Nancy Handel, Treasurer of Applied Materials, believes that
most companies' information systems are way behind where they
should be. Recently, she participated in a multifunctional task force to
develop specifications for a comprehensive manufacturing, planning,
and treasury information system to cover the period from opportunity
to collection, encompassing a one-year rolling business period. The
function of that task force has been absorbed by the information
systems component of a companywide reengineering effort. Treasury
is helping to design root information requirements for global exchange
risk management. Handel would like the new system to be able to
capture the currency component of any transaction anywhere in the
world.
The demand for more comprehensive systems has been motivated
by the following factors:
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D

Senior management has become more aware of the nature of
foreign exchange, interest rate, and commodity risks and of the
need for a systematic approach to corporate risk management.

D

As exposures and hedging strategies become more complex,
more control is needed.

D

Projecting corporate exposures and evaluating alternative
hedging strategies under various rate scenarios has become too
complex to do without the aid of specialized decision support
systems.

D

Increased disclosure,. including marking to market in some
instances, is required by accounting standards, investors, securities analysts, internal management, and regulatory authorities
such as the SEC.
There is pressure to reduce costs and do more with less
throughout the corporation; treasury participates with all the
other functions in downsiZing, reengineering, and continuous
improvement programs.

D

D

Advanced systems have become more affordable. The development of powerful, relatively inexpensive personal computers
and operating software has spawned a new generation of
applications software development. Until recently, the expense
of a high-end system was hard to justify. Companies that had
not used sophisticated hedging strategies through the years
asked, "Why now?" It was difficult to measure the performance
of risk management and risk management systems because
opportunity costs are hard to measure. The savings from cash
management systems were easier to justify, though the financial stakes were far smaller.

The Buy or Build Decision
Companies have generally taken one of four approaches in developing systems for foreign exchange exposure management:
1.

Adapt an internal accounting system or other internal information system.
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2. Use a system provided by a bank or other financial service
provider. Such a system tends to be transaction oriented, inexpensive, and not geared to complex exposure and derivative
instrument analysis.
3. Buy packaged software or a combination hardware-software
package. Advanced features developed in recent years have
made this option attractive to even some of the largest corporations. Prices have become affordable for smaller companies.
4: Buy or build a custom system. The requirements of some large
companies have outgrown standard software packages. Some
of these companies have turned to vendors who serve large
banks. However, there is not always a sharp distinction between packaged. and .custom systems. Companies offering software packages to the corporate market have recognized the
need to continue enhancing their systems and customizing
them to fit individual user needs.

Current Systems Features
The following functions are representative of foreign exchange exposure management software packages available today.

Gather, Categorize, and Report Exposures
o Collect exposure data from various entities.
o

Store parent and subsidiary tax rates.

o Calculate transaction, translation, and cash flow exposures.
o Calculate exposure by currency.
o Calculate and report exposures on a before- and after-tax basis
for a consolidated entity, such as a multinational corporation,
or for individual entities, such as subsidiaries.

o .Sort exposures by categories, such as business group, division,
or geographic region.
o Weight exposures for partially owned entities.
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Example. One vendor's microcomputer-based system has a company
file that allows multicompany, nonconsolidated exposure management, trading, and reporting. lt includes appropriate tax rates for use
in after-tax exposure calculations. An exposure item file features a
user-defined report hierarchy that is visually displayed for easy use
and updating. Exposure hierarchies may be defined as balance sheet,
income statement, forecasted cash flow, a specific commitment, or a
mix of these based on a company's hedging policies.
For example, a company's translation exposure report hierarchy
may start with specific exposed assets and liabilities, roll into total
exposed assets and liabilities, and then into net balance sheet exposure. A screen could show total transaction exposure forecasted over
three months in a given currency, hedges in place, and net exposure
after hedging over the same time ladder. The screen displays a comparison of the prior month's forecast for the current month with actual
results. This allows foreign exchange managers to establish a continual
feedback loop, receiving forecasts from the field, evaluating their accuracy and adjusting their own forecasts accordingly.
A report could start with expected individual dividends and royalties and roll into total dividends and royalties, hedges of dividends and
royalties, and net exposure. Reports could be designed to describe
total cash and noncash exposures, by currency or by subsidiary. There
is flexibility in the system for the user to design the report structure
and to change reports as business needs change. A translation rate file
records standard company exchange rates (budget or benchmark
rates) for translation of financial statements. Rates may be applied to
either the income statement (average period rates) or balance sheet
(end-of-period rates). The program has a copy feature to facilitate
entering a new month's data.
Example. Another vendor points out that each company defines its
exposure to financial market risk differently. Exposures may be a
group of transactions, revenue and expense items, a portfolio of debt
and investments, or planned purchases and sales that are affected by
rate or price fluctuations.
Figure 7.1 shows an example of an after-tax net currency exposure
report. The reference rate is chosen by the user. It may be a budget or
plan rate or a month-end accounting rate. "P&L" may represent all of
the company's earnings or the earnings of a division or business
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denominated in a given currency. Depending on the business, it could
show just transaction exposure related to imports and exports, or it
could include other categories such as dividends and royalties. This
format may be used for displaying current exposure or projected
exposure as of a given future date.
Translation exposure is shown in the three right-hand columns.
Section 20 exposure, as defined by Section 20 in PASB Statement 52,
consists of gains and losses on foreign currency transactions that are
designated as, and effective as, economic hedges of net investments in
foreign entities and intercompany foreign currency transactions that
are of a long-term investment nature. Under Statement 52, gains and
losses on these transactions are not included in net income, but are
reported in the equity account in the same manner as translation
adjustments.

Analyze Competitive and Economic Exposure
Example. The user could generate an exposure report similar to that
in figure 7.1 for a competitor. The net exposure shown in this summary report would be the result of pro forma income statement projections, in which changes in foreign exchange rates change the dollar
equivalent of competitors' costs and profits. If a competitor's costs
were denominated primarily in yen, a decrease in the value of the yen
FIGURE 7.1 Sample After-Tax Net Currency Exposure Report

XYZ Corporation
Corporate Treasury
After-Tax Exposure Report
(In Thousands of U.S.$)

Date: 1st Quarter 1994

After-Tax Summary: All Entities

Currency
Canadian $
Swiss franc
Deutsche
mark
French franc
Sterling
Italian lira

Reference
Rate

After-Tax Economic Exposure
RemttNet
P&L
tance Subtotal Hedges Total

Translation
Trans- Section
lation
20
Total

0.7706

-15151

2312

-12839

8677

-4162

14734

417

1.4855

2135

0

2135

-519

1616

0

0

-0

1.6865

-17810

1186

-16624

11654

-4970

21249

-119

21130

5.8710

4259

0

4259

-2027

2232

0

-51

-51

1.4775

23952

0

23952

-18778

5174

0

-148

-148

8

--

0

- 100

1646.7438

15

TOTAL:

-2600

Source: Multinational Computer Models, Inc.

-

0

15

-7

3498

898

-1000

-

-102

35982

0

15151

0
36082
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in relation to the dollar would increase the competitor's profitability
and flexibility to reduce prices, and vice versa. Depending on the
company's hedging strategy, this analysis could help the user decide
on various operational or financial hedging measures, such as changing prices, producing in different places, or arranging financial hedges
for effect of this type of economic exposure on net income.
Though some vendors have recently developed modules for economic and competitive exposure analysis, most companies are not yet
ready to use them because, as described in earlier chapters, the companies still approach economic exposure management informally.
They are generally more comfortable managing exposures that fit
within the accounting model. Some treasuries find it difficult to explain economic exposure analysis to senior management. Corporate
managements and the accounting profession are generally uncertain
about the accuracy and effectiveness of hedges designed to offset
competitive and economic exposure.

Analyze Alternative Risk Scenarios and Hedging Strategies
D

Link hedging transactions with exposed items.

D

Analyze groups or portfolios of exposures to identify statistical
or naturally offsetting positions.

D

Evaluate the sensitivity of the exposure portfolio to changes in
spot, forward, interest rates, volatility, and time.

D

Generate possible scenarios to preview the effects of different
hedging strategies under various user-defined market conditions.

Example. One vendor's system allows risk to be measured for any
specified time frame for an individual transaction or a group of transactions whose market behavior may be correlated, for example how
the market value of a transaction could be affected by changes in spot
or cash prices, volatilities, interest rates, and time left to maturity.
The system evaluates the cost of each potential strategy against the
risk it eliminates and the opportunity forgone, resulting in optimal
hedges consistent with the company's desired risk profile. The system
then suggests strategies based on user-defined parameters of risk (how
large a loss the company is willing to absorb), cost (how much the
company is willing to pay for protection), and opportunity (how much
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profit the company is willing to forego). The system can also suggest
alternative hedging strategies based on statistical probabilities; for example, it may generate a strategy for an 84 percent confidence interval
that the value of the currency will not fall below (or exceed) a certain
value.
Example. Another vendor's system provides information on potential
risks and returns of a portfolio of positions under any user-simulated
market conditions. The system is designed to run on a workstation
using a database management system. It is designed for a company
that actively trades options and other derivative instruments. It facilitates profitable trading in foreign exchange by quantifying and analyzing the profit potential and risk characteristics of a portfolio of foreign
exchange instruments.
Foreign exchange instruments evaluated by the system include
spot and. forward contracts (including cross-rates), foreign exchange
swaps, and tom/next (including cross-rates), futures contracts, overthe-counter options (including cross-rates), exchange-traded options
on spot and futures, average rate options, and barrier options.
Option prices and statistics are generated by proprietary option
trading models that include a jump process that models the observed
leptokurtic distribution of foreign exchange returns. (Daily proportional changes in exchange rates are considered leptokurtic because a
normal probability distribution is considered to be at best an approximation of the true empirical distribution.)
Trades of all types are entered into the system through screens that
resemble trade tickets. A portfolio of forward contracts can be marked
to market using spot rates and Eurocurrency rates.
The system provides on-screen, stand-alone portfolio analytics
such as delta, gamma, theta, vega, P&L, and simulation grids to measure the risk-return profiles of complex option portfolios. Reports may
be printed by any combination of portfolio, instrument, currency, and
counterparty. Delta measures the sensitivity of the option price to
changes in the underlying foreign exchange rate; it is the change in
the option price for each dollar change in the price of the underlying
foreign currency. Spot deltas for all instruments (forwards, futures, and
options) for all maturities are calculated given user-defined parameters
of the spot rate, interest rate, currency volatility, and the jump factor.
Delta increases as the option goes in the money, showing the in-
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creased price appreciation of the option as the underlying currency
price changes. Deep-in-the-money options change almost point for
point with underlying currency rate changes. Delta declines as an
option goes out of the money, which shows the decreased exposure
of option prices to underlying currency price declines. With this system, the user can vary market rate assumptions and see the effect on
the exposure portfolio. Alternatively, a delta maturity ladder gives
deltas according to' the maturity of the hedge instrument, allowing a
hedge that is interest rate neutral.
While the delta analysis simulates position changes in the foreign
currency, the system's value analysis simulates changes in the value of
the portfolio in the base currency as the market parameters are altered. The gamma analysis shows the risk of moving from a hedged to
an unhedged position. Gamma shows the risk inherent in delta, that
is, the change in delta caused by a change in the dollar price of the
underlying foreign currency. If gamma is small, delta is not sensitive to
changes in the underlying currency rate. If gamma is large, delta is
sensitive to currency rate changes. With a positive gamma, a position
will benefit from increased volatility. With a negative gamma, a position will benefit from decreased volatility.
The theta analysis shows the option value decay over time. The
greater the absolute value of theta, the larger the daily loss in option
value from holding a long position caused by the time decay of that
option position. Theta and gamma generate trade-offs. When theta is
at its lowest point, gamma is at its highest, and vice versa. In other
words, the greater the amount of time until the expiration date, the
greater the chance that the holder of the option can benefit from
volatility .
Vega measures the change in the option price in relation to
changes in the volatility of the underlying currency rate. The system's
. simulation analysis illustrates portfolio sensitivity to volatility and interest rate movements. An option pricing calculator may be used to
calculate implied volatilities, range forwards, and prices for averagerate and barrier options. Option pricing sheets are available for exchange-traded options.
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Analyze and Value Hedging Instruments
o

Value options: Some systems evaluate different ways of marking to market, such as mark to spot, mark to forward, closeout, or mark to user-defined forecast rates. These modules use
option pricing models such as Black-Scholes for Europeanstyle options or Cox-Ross-Rubinstein for American-style options. For accounting purposes, they value separately for time
and intrinsic value. They also calculate delta values.

o Use user-defined spot and forward rates to analyze and value a
currency swap as a single transaction or as separate legs of a
complex transaction.

Follow the Markets
o

Access and display rate, yield, and price data.

o

Provide the user with graphs, charts, and other analytic tools.

o Display data and graphics from multiple sources on user-defined
screens.
Example. A vendor provides real-time prices, rates, analytics, and
news. The service provides cross-rates, spot and forward rates in more
than 100 currencies, and prices for currency options, futures, and
options on futures. Prices are provided for a full range of government,
corporate, municipal, and mortgage-backed securities, LIBOR, commercial paper, repurchase agreements, and equities.
A full-color data presentation, graphic, and real-time analytic system allows the user to design composite pages and chart information
drawn from the rate file. For example, a page could be designed with
windows including current spot and forward rates for several currencies; yields and prices for selected short- and long-term securities; a
scrolling quote ticker; various charts; and rolling financial and world
news headlines.
Technical charting applications include moving averages, RSI, and
oscillator, allowing the user to evaluate historical price movements. A
graphics and analytics module allows users to design their own formulae, charts, and quote tables for use with data from the rate file. A
spreadsheet interface allows users to perform calculations with data
from the rate file and to display or graph the results in a composite

148

Foreign Exchange Risk Management: A Survey of Corporate Practices

page. An access service allows users to access prices, rates, and news
with a personal computer and a modem.

Manage Counterparty Relationships
o

Maintain files of contact names, telephone numbers, volume,
and current limits for each counterparty.

o

Record competitive quotes.

o

Record the most competitive counterparty for a particular
transaction type based on data from the last 90 days.

o Calculate brokerage fees and commissions for each transaction.
Example. One vendor's system offers four control files.

o

A parent bank limit control file provides spot and open-market
credit risk limits and maximum maturity limits for bank counterparties, against which new trades are verified. The system
can store and display bank credit ratings from Moody's, Standard & Poor's, Thompson Bankwatch, and International Banking Credit Analysts (IBCA).

o

A bank branch file contains relevant information about the

company's banking relationships, including names and addresses for confirmations, company accounts at banks used for
settlements, and forms of conftrmation (mail, fax, service bureau
transmission). Any number of bank branches may be associated
with a single parent bank.

o

A trader file contains all relevant information about bank traders with whom the company deals and includes a memo field
for miscellaneous' notes.

o

A confirmer file contains all relevant information about the
confirmation personnel the company deals with and includes a
memo field for miscellaneous notes related to settlement and
confirmation issues.

Compare Quotes from Different Banks
Example. One vendor's contract creation program allows comparison
of up to three competing bank quotes. The trader is reminded of
whether the lowest or the highest quote wins, based on whether the
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trader is buying or selling and the currency's rate format. A bank
performance report reviews win-loss statistics by bank, currency, or
trade volume.

Provide Back-Office Transaction Support
o Generate confirmations of trades.
o Monitor profitability of trades.
o Track cash flows into and out from nostro accounts. (The term
"nostro account" derives from the Latin word for "our." A
nostro account is our account with another institution. A vostro
account is another institution's account with our institution.)

o Forecast nostro account balances.
o Store receipt and delivery instructions for each counterparty for
each currency.

o

Issue payment and delivery instructions for currency settlements.

o

Match orders with transactions.

o Record gains and losses.
o

Transmit entries to the corporate general ledger.

Generate Correspondence
Example. One vendor's system generates numerous types of user-defined correspondence, such as confirmation letters, rollover letters, net
settlement letters, and check requests.

Track Positions
Example. One system monitors positions by currency, commodity,
instrument, trader, entity maturity, and a variety of other classifications
specified by the user.

Mark to Market
o At current spot or cash prices
o At close-out prices
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Manage Internal Trading Activity
o Allocate trades to entities within the organization.
o Manage trading and exposure linlits.
Example. One system tracks positions in relation to their limits for
gross, net, or delta amounts of financial transactions with counterparties, their market values, daily risk levels, and other user-defined
limits.

Generate Profit and Loss Reports
Example. One system generates a single report of exposures and
related trading gains and losses. Hedging results can be analyzed on
an accounting basis, or opportunity costs may be included for an
economic assessment.

Provide Audit Trails
Example. One system provides a data entry audit trail report for all
trades and exposures, allowing the user to view original entries and all
subsequent modifications.

Generate Management Reports
o Report maturity and magnitude of exposures.
o

Report exposures at all consolidation levels for businesses,
subsidiaries, groups, and divisions.

Example. One vendor offers a region file, containing user-defined
geographic groupings that can be associated with specific currencies
and subsidiaries in order to create customized regional reports and
summaries.

Recommended Considerations in
Choosing a Currency Management System
The following considerations may be helpful for a company that is
considering enhancing or replacing its existing system:
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o

Cost benefit analysis: The annual cost of the system should be
compared to the projected cost savings, which are primarily in
staffing. Some consideration should be given to functions such
as enhanced exposure reports or other management repqrts
that are not being performed now, but could be with the
proposed system.

o

Pricing: Vendors have different terms. Some vendors charge an
annual fee for the use of their software. Others charge a
one-time licensing fee and a relatively low annual maintenance
fee. Some vendors allow the user ownership of the current
version of the system; others only allow use of the system as
long as the customer continues to pay, therefore subjecting the
user to a risk of unknown price increases.

o Improved exposure management: As with any new system, the
user should not simply automate existing functions. Buying
sophisti<;:ated modeling capabilities that will never be understood or used may waste money, but a system with state-ofthe-art features may serve as a vehicle for the user to upgrade
the company's practice of exposure management.
.

o Vendor service and sensitivity: A list of system features is only
the beginning of what a user needs to know. Reporting features are helpful only when adapted to the user's needs. Vendor sensitivity to individual user needs and the support and
training that the vendor offers to get the system up and running and properly adapted to the user's needs may be the
deciding factors when. choosing a vendor..
The follOWing examples show how a number of companies have
addressed various systems needs.

Example: Archer Daniels Midland
Archer Daniels Midland has adapted its commodity pricing system to
its exposure measurement and trading activities. Today, the .company
operates in more than a dozen currencies and in large volume (close
to $1 billion annually in Europe alone). All of its trading and hedging
activities are transactional and short term, none exceeding 18 months.
According to Charles Archer, Treasurer, "All our locations hedge
foreign exchange exposure through our central trading desk in the

152

Foreign Exchange Risk Management: A Survey of Corporate Practices

same manner as our commodity activities." Everything is fully automated and all traders have an account in the system that allows them
to key in their trades through treasury work stations. All trades are
executed automatically with rates provided by Knight-Ridder. The central trading desk serves as the corporate bank. While there is some
hedging discretion built into the system, the company essentially follows a 100 percent fully hedged policy, with the central hedge desk
actually implementing the net hedges with outside banks. Thus, the
centralization and netting of corporatewide exposures is a key benefit
of the system. Ronald Bandler, Manager of Treasury Operations, describes a commodity system built entirely in-house, utilizing three
screens for its foreign exchange activities: one screen for trades not yet
covered but reported, one for trades included in overall positions, and
one for trades canceled due to errors or rate rejection.

Example: Merck, Sharp, & Dohme
Merck, Sharp, & Dohme, the European arm of Merck & Co., Inc.,
recently established a European treasury center in London to provide
centralized treasury management for the company's 45 entities in 14
countries. The center's mission is to act as a reservoir of treasury
expertise and improve treasury and foreign exchange management
within the European network. Its functions include concentrating cash
balances and improving investment returns, offsetting cash balances
and deficits among the European subsidiaries, and linking investment
and borrowing systems with foreign exchange flows. National treasury
centers in each country are responsible for local currency pooling and
for short.,.term liquidity requirements within corporate guidelines. They
borrow from or lend to the European treasury center. The European
treasury center's systems link an exposure management system and a
bank cash management system. The exposure management system
monitors and evaluates positions, records deals, measures performance, and supports back-office tasks such as confirmations, settlements, accounting entries, and management reports. Balance and
transaction information from European treasury center and national
treasury center bank accounts are reported into the treasury workstation by the bank system early each working day and can be updated
during the day. Weekly cash forecasts from national treasury centers
are reported by electronic mail and integrated into the system. With
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clearly defined positions, treasury can concentrate on borrowing, investment, and currency-hedging decisions. The exposure management
system provides decision support tools, such as the ability to compare
possible scenarios. When a transaction is initiated, payment instructions are automatically transmitted to the bank system. When the
system becomes seasoned and links between the European treasury
center and national treasury centers are further enhanced, the netting
of intercompany payments currently done by a third party will be
brought in-house.

Example: Interpublic
Allan Forster, Vice President and Treasurer, explains tqat Interpublic's
top management has a good understanding of the company's inherent
exposures. The core of the company's exposure information system is
the annual budget, which includes each unit's projected exposures.
The process starts each year with a bottom-up plan of earnings and
expenses in local currency, company by company. Then the three
systems of agencies (McCann Ericson, Lintas, Lowe Group) use budget
rates to convert earnings projections in local currencies to U.S. dollars.
Budgets are updated during the course of the year, and budget rates
are reevaluated and adjusted based on market view. Bruce Wallace,
Assistant Treasurer, and Paul Greto, Manager of Currency Risk Management, may do some hedging of the budget rate, but they also look
at performance based on where the market is at a particular time.
They try to stay in contact with all parts of the firm concerning any
future transactions that could create exposures.

Example: National Semiconductor
Lieh Oung, Financial Analysis Specialist in International Treasury, manages a system that collects monthly information from subsidiaries· in
Europe and Asia through an intracompany electronic mail system in a
standard template form. The first week of each month she receives a
period-end backlog which she uses to forecast future sales. She uses a
percentage estimate of local expenses in· determining hedge amount.
The second week, she receives a report of non-U.S. exposures on
each subsidiary's balance sheet.
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Example: Mobil
Because of the company's size and the specialized needs of its internal
foreign exchange bank, Mobil uses a transaction and information system designed for its needs by a vendor that has installed systems in
large banks, as well as in other large multinational corporations. The
system runs on a minicomputer. It has the following capabilities:

o

Instant mark to market

o

Trade confirmations

o

Entries to general ledger

o

Cash flow forecasts by currency for each affiliate

o

Subconsolidations such as country, region, or product group

o Consolidation of cash flow forecasts and exposures
o

"What-if" cash flow forecast modeling

o

Updating of forecasts at any time

o

Real-time record of all positions

o
o

Management reports
Analytical systems

o

Messages on each cash movement to

c~earing

bank (Citibank)

Mobil's system consolidates cash flow forecasts and implements
hedges for about 200 business units. The centralized foreign exchange
bank is responsible for hedging for the company as a whole, but for
performance measurement purposes, each business unit hedges with
the central foreign exchange bank.
Joanne Hogan, Mobil's Manager of Foreign ·Exchange, explains
that the first thing the company needed to centralize foreign exchange
management was a good deal capture and administration system that
could capture every trade, mark to market at any instant, link to the
financial administration function for confirmation, and link to the accounting system for entry to the corporation's general ledger. Mobil
executes 50 to 100 trades per day. It has trading offices in· London,
England, and Fairfax, Virginia, which are linked on-line.
Each business unit is responsible for submitting monthly forecasts
and updating them when there is a material change. The system
indicates when each unit last updated its forecast. Forecasts are dis-
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played on a daily basis going 10 days forward, on a weekly basis
going eight weeks forward, and on a quarterly basis going one year
forward. The forecasts over the one-year period are the basis for the
hedge program. The system allows "what-if" modeling to simulate
variations from the forecast.
The system allows marking to market of third-party hedges, net
positions, total exposures, or any subset of exposures. The system is
updated with current rates every 15 minutes for the purpose of mark.ing to market.
A report of deals booked by each trader is currently run twice a
day and will soon be run five times a day to show whether traders are
staying within their limits. If a trader closes a position at night and
opens it the next morning, Hogan knows about it within 12 hours.
A separate rate quotation system documents current market prices
for tax purposes when the central foreign exchange bank deals with
affiliates so that local tax authorities will not question the rates. Bidasked spreads can be adjusted. The only weakness of the system is
that is does not handle options.
Mobil's analytical systems include tic charting, rate feeds, data
feeds, and a basket hedging model (in the event European cross-rates
stabilize and proxy hedging becomes feasible again). Hogan expects
the system to have live spreadsheet capability within a year.
Hogan is more concerned about the size of risk to the corporation
than about the size of positions. The system does not use statistical
measures such as covariances and correlations, but a simpler simulation and replication of history. For example, if the company had held
its current portfolio over the last three years, how much would it have
gained or lost each day? Calculations to three standard deviations
(99 percent confidence) are based on this model. Statistically, once a
year, performance will break out of the boundaries of the model, and
there is no telling how far. Thus, there is a false sense of security with
the 99 percent confidence level. However Mobil has. not yet experienced a three-standard-deviation day.
As soon as the benchmark hedging guidelines have deemed that
there is an exposure, the exposure summary in the system is updated.
The foreign exchange bank arranges external hedges on behalf of the
corporation as a whole. Business units can hedge internally with the
foreign exchange bank as they wish. Transactions are categorized as
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third party or intercompany, and within intercompany by exposure
type. Hogan can look separately at exposures and the performance of
related hedges for separate categories, such as the crude product or
the capital expenditures. These system capabilities are required for
accounting purposes-what goes to P&L, what gets deferred, calculation of depreciation. The system helps determine when a transaction
does not meet the terms for hedge accounting and must be classified
as speculative and marked to market. The only items that are not
marked to market, and therefore do not come into the P&L, are
deferred capital entries that come into the P&L with depreciation,
hedges of net investment, dividends prior to declaration, intercompany
loans, and items that belong in a eTA (a cumulative translation adjustment account, an entry in a translated balance sheet in which gains
and losses from transactions have been accumulated over a period of
years).

Example: Lexmark
Lexmark is a privately held IBM alliance company founded in 1991.
According to John S. Garnett, Treasurer, the company's basic policy is
to "protect U.S. dollar after-tax consolidated income, that is, to eliminate uncertainty and exaggerated swings in income." The company
extends this policy to include unbooked, but future, cash flows out for
a rolling 12-month period.
Lexmark has only one overseas manufacturing and assembly facility in France. There, the main currency exposures, a function of
sourcing, are denominated in U.S. dollars and Japanese yen. Products
are distributed in Europe through local sales offices, which sell in local
currencies. As much as possible, exposures on the sales side are
reduced by adjustments in pricing. Garnett explains that projections
made by business unit managers are the basis of hedging transactions
implemented by treasury. The budget for the year is the starting point,
but business unit managers are responsible for updating their projections at least quarterly, letting treasury know when expected exposures differ from the original budget. They must understand that,
based on these projections, the company is' taking financial actions
'which will result in gains or losses; these are not just numbers that
corporate headquarters is requesting. If an exposure such as' a future
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cash flow is hedged, but does not occur, the gain or loss on the hedge
accrues to the business unit's P&L.
Lexmark has a lean treasury staff. A foreign exchange risk managenlent system was introduced to help monitor and track exposures,
both booked and anticipated. The company uses the system's forecasted income statement module to summarize and compile forecasted
cash flow exposures. This is helpful for internal presentations to explain exposures and hedging.
Lexmark has recently reorganized part of its business from geographic to business responsibilities. The system allows the user to
regroup outstanding transactions and compile exposures for the newly
defined business units. It prOVides the user a variety of sorting and
selection criteria, for example, capturing information for only the network printer business or only the European region.
Kurt Braun, Manager of Currency Exposure, finds the system's
database capability to keep track of the company's growing portfolio
of forwards and options to be invaluable. The portfolio of forwards
and options has grown rapidly in the company's first two years of
existence. The system provides daily ticklers and position sheets. It
allows Braun to make sure nothing has "fallen through the cracks." He
can, for example, list all the yen contracts Lexmark has done this year.
The system allows information to be stored and allc;>ws the company
to examine the activity they have undertaken in many different ways.
Preformatted reports allow Braun to look at everything by date. Braun
can summon all outstanding contracts and sort them by currency or
maturity date. He says, "You name it, the system can do it."
The company also uses the system to remeasure outstanding options and forwards. Before using the system, Braun had to call the
company's foreign exchange banks and get option values at the end
of each accounting period. Now he can use the system to calculate
those values. At the end of the year, option prices must still be
confirmed with banks for audit purposes. But Braun has shown the
auditors that the dollar pricing calculated by the system is conSistently
within 1 or 2 percent of the prices supplied by the company's banks.
Lexmark does not use the system for normal transaction exposures. Most of the company's transaction exposures arise from shipping parts and finished products to its French subsidiary, which serves
as an assembler and warehouse. The French subsidiary's transaction
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exposure in selling to sales subsidiaries in other countries and the
sales subsidiaries' exposures in buying from the French subsidiary are
reported by the subsidiaries in monthly reports to the head office.
Hedging is done in approximate amounts with forward contracts. The
monthly reports help the head office adjust the amount of the hedges.
Braun finds the system to be a powerful strategizing tool, creating
"what if" scenarios from anticipated hedging strategies. He explains,
"We start with the anticipated exposure data, for example $100 million
of a certain currency exposure, and then look at the cost of hedging
and the accounting ramifications. We put different hedging scenarios
into the system-hedging with forward contracts, an option strategy,
another option strategy, an option combination strategy, and so forth.
We can figure out what the accounting impact will be at year-end if
rates move in various ways. Given current market realities, should we
protect with a forward contract at this rate? Or should we do a put
option and be able to afford this level of protection, or an option
combination strategy, or maybe a put and some calls that have these
strike prices?
"We project, for example, the impact if the dollar rises to 1.80
Deutsche marks per dollar in 1995. We look at the economic and
accounting impact of these different hedging scenarios, given a whole
possible range of exchange rate outcomes. Some of those strategies
get hedge accounting treatment and some do not, depending on how
we structure them. One piece may get deferred accounting treatment,
and another may not. In some cases, such as a forward contract
hedging future cash flow exposure, we have no hope of getting
deferred accounting and we have to mark to market. We playoff
accounting reality and economic reality as we compare the costs of
option strategies and other hedging alternatives. It's 'push and pull.' If
we push down on cost, we get a little lower level of protection and a
little worse accounting impact. Then we start flipping the switches to
come up with the right balance between the cost, the effectiveness of
the hedge scenario, and accounting ramifications."
.

Example: Union Carbide
Union Carbide uses a vendor's microcomputer-based system at the
administrative level and at the strategic and educational level. At the
administrative level, the company uses the system to mark all its
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options contracts to market and to make the adjustments in the current
income statement. It uses the full scope of complex structures, such as
range forwards and knock-outs. This system is good for control, as all
contracts are marked to market daily. Any contract which moves in or
out of the money by more than 5 percent must be approved by
treasury.
At the strategic level the company will soon be adding modules of
the system that integrate interest rate management with foreign exchange management. The company has no plans at this time to integrate other aspects of risk management into the system (for example,
its stock repurchase plan or its commodity exposures).

Example: Armstrong
Over the years, Armstrong's foreign exchange exposure management
has become more complex because of market volatility and a growing
company presence overseas. To manage this process most effectively,
the company centralized exposure management in its headquarters.
The company has been successful in hedging foreign exchange by
utilizing a balance of fundamental, econometric, and technical trend
analysis, and the company considers its exposure management to be
world class.
According to Tom O'Neill, Manager of Corporate Cash and Foreign
Exchange, during the early 1990s Armstrong continued to manage its
growing worldwide foreign exchange exposures while trying to identify how it could spend less time in the process. The answer was to
automate and provide additional tools for decision making. The company determined that it could benefit from using a sophisticated foreign
exchange software system to manage its exposure. A new system would
need the following capabilities to meet Armstrong's requirements:

o Automated back-office capabilities
o Ability to gather worldwide foreign exchange exposures electronically

o "What if" decision modeling software to assist and speed up
hedging decisions.
Armstrong selected a vendor that could meet those key requirements and demonstrated a commitment to customer service, a proven
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track record with existing customers, and the ability to adapt its
system to meet Armstrong's particular needs.
Armstrong's system has allowed it to automate its back-office and
accounting operations. All trades are entered into a database, and the
system generates bank confirmations, exposure reports, required accounting entries, bank performance measurements, and hedging results.
The company wanted consistent foreign exchange exposure information for all of its subsidiaries worldwide. The system allows Armstrong to gather this information on a timely, uniform, and electronic
basis. As a result, the headquarters treasury has more accurate forecasted foreign exchange exposures than it had in the past and can
evaluate hedging alternatives with more certainty of exposure levels.
Warren Posey, Assistant Treasurer, points out that gathering exposure information on a timely basis is important for keeping up with
profitability and economic cycles. Every month, the treasury headquarters in Lancaster, Pennsylvania, receives updated cash flow and exposure forecasts from subsidiaries.
Using pricing models in its exposure management software package, Armstrong is able to generate option prices for desired hedging
strategies without spending the time to get information from its banks.
Additionally, the software allows the user to analyze different hedging
tools for a given exposure to determine the best alternatives, such as
using a forward contract, an option, or a mixture of the two. O'Neill
says, "The system provides us with the capability to analyze 'what if'
scenarios and alternative hedging strategies. The models provide the
information and tools to speed up decision making, which is important, because in a time of doing more with less we have less time to
spend on foreign exchange than we used to. We know our exposures,
we paint the picture for the type of hedging we want, and the system
helps us decide on the best route to take. With these systems, we can
substantially improve our hedging strategies and make changes
quickly without having to restart the process."

Example: General Electric
Dave Rusate, Assistant Treasurer, recently oversaw the replacement of
a software system designed primarily for corporate users with a new
system designed by a vendor with a strong reputation in equity- and
bond-trading systems. Features of the system include marking expo-
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sures and hedging transactions to market; linking contracts with exposures; showing net exposures across the entire company and by division; providing information to net among different component
businesses; eliminating paperwork related to executing transactions;
producing confirmations electronically; interfacing electronically with
banks and custodians; and allocating trades across the different accounts for which GE Pension Trust manages money. Eliminating paperwork and the associated errors and back-office processing costs is
a particular specialty of the vendor's systems. The system vendor
points out, "Approximately 9 out of 10 firms still continue to process
orders and executions through the traditional, time-consuming, and
error-prone manual ticket method. Scribbling out paper tickets, relaying executions, and doing calculations by hand makes errors a reality.
Lacking real-time position information puts you at an information
disadvantage and causes costly mistakes. Rekeying data into different
computer systems for various settlement and accounting processes is
redundant. Most important, spending hours looking for unaccounted
trades or mistakes is a waste of a valuable resource--a trader's time."
Rusate's next challenge is more systematic and timely gathering of
exposure management information worldwide. Currently, he and his
group must contact the component managers by telephone to ensure
they are aware of all exposures. They still hear on occasion of exposures after they have been consummated.

Example: Eli Lilly
Ralph Harding, Manager, Worldwide Treasury Operations, explains a
global currency model in a computer spreadsheet that he and his
colleagues have been developing and refining for some time. It allows
them to look at net positions, know how those positions are derived, .
and know their current value. Harding explains, "We enter an estimate
of exposures and hedges, we get live rate feeds, and we mark to
market real time. In today's volatile market, the dollar continues to
drop against the yen and Deutsche mark. We monitor exactly what is
happening to our position. I don't know how someone could do my
job without this capability; of course people did for hundreds of years!
This system is a key tool for us in monitoring our position, planning
our strategy, and making sure controls are in place. The model helps
us calculate hedge ratios and see where we are.
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"We believe that it is much more important to know our exposures
than to have a rate view. We moved from tracking historical data,
drawing charts, and trying to second-guess or pre-guess the market,
and spent those resources instead on developing the model and trying
to track exposures. Now we think we know what most of our exposures are, but we still struggle with valuing them on an ongoing basis.
That process has been like peeling away layers of an onion. At the
end of a month, we think we know how our exposures have behaved
and what has happened to the hedges we have. So, when the results
turn out differently, that causes us to go back and say, 'This exposure
would imply a result of X, what did you guys do?' This helps us find
new exposures we didn't know we had. For example, we found weird
results in the U.K. exposure report on a number of occasions. We
found that they usually have one to two million Irish punt on their
books, so whenever punt moved against sterling, their exposure report
showed a result we did not expect. This is a never-ending quest. We
learn from our mistakes.
"This also led us into cross-currency trading, and looking into
baskets of exposures on a portfolio basis. If we're long $10 million
against the Deutsche mark and short $10 million against the Swiss
franc, we're zero against Europe, but we own a large Deutsche markSwiss franc exposure. We have begun to manage those positions. We
manage the liquid currencies by trading them as Deutsche mark
crosses. That leaves us with a synthetic Deutsche mark position that
we manage separately. This allows us to trade the way the market
trades and reduce transaction costs at the same time."

Glossary
Accounting exposure
Used in two ways. In this study, we distinguish between foreign exchange
exposure that can and that cannot be captured by the accounting model. In !)ome
textbooks accounting exposure is synonymous with translation exposure. See
translation exposure.

Benchmark
A foreign currency translation rate used as an internal budget rate or as a
reference rate for measuring alternative hedging decisions.

Capital Asset Pricing Model (CAPM)
A method for valuing a corporation in which estimated future cash flows are
discounted at a rate equal to the firm's weighted average cost of capital multiplied by the beta, which is a measure of the volatility of a firm's stock price.

Commitment exposure
Foreign currency exposure arising from committed transactions denominated in
foreign currencies.

Competitive exposure
Economic exposure arising from the effects of foreign currency fluctuations on
the cost curves of competitors.

Cross rate
The exchange rate between two currencies other than the dollar, calculated using
the dollar exchange rates of those currencies.

CTA
CTA has two meanings:
Commodity Trading Advisor
One who provides advice on investing in currencies as a separate asset class.
Some also act in a separate function as overlay managers, advising on hedging
the currency risk in international asset portfolios.
Cumulative Translation Adjustment
An entry in a translated balance sheet in which gains and losses from transactions have been accumulated over a period of years.

Currency swap
A transaction in which two counterparties exchange specific amounts of two
different currencies at the outset and repay over time at a predetermined rate that
reflects interest payments and possibly amortization of the principal as well. The
payment flows are based on fixed interest rates in each currency.
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Derivative
A financial instrument whose value is derived from changes in the value of some
underlying asset such as a commodity, a share of stock, a debt instrument, or a
unit of currency.

Dynamic portfolio management
A technique of assessing the risk and managing a portfolio or group of assets
and liabilities. Dynamic management is characterized by continuous assessment
and periodic adjustment of the portfolio components.

Economic foreign currency exposure
Exposure of the firm's value to unexpected future currency rate changes.

Forecasted transaction
A transaction that is expected to occur but for which there is no firm commitment. Because no transaction or event has yet occurred, a forecasted transaction
does not give an entity any present obligations to future benefits or sacrifices.

Forward rate
The rate quoted today for delivery of a specific currency amount at a specific
exchange rate on a specific future date.

Forward transaction or forward contract
An agreement made to· convert foreign currency at a specific rate on a specific
date in the future, such as in 30, 90, or 180 days.

Futures contract
An exchange-traded contract between a buyer or seller and the clearinghouse of

a futures exchange to buy or sell a standard quantity and quality of a commodity,
financial instrument, or index at a specified future date and price. Futures
contracts commonly require daily settlement payments (known as the variation
margin) for changes in the market price of the contract and often permit or
require a final net cash settlement, rather than an actual purchase or sale of the
underlying asset.

Hard currency
A currency actively traded and easily converted to other currencies on wbrld
markets.

Hedge
To enter into a transaction to protect the home currency value of foreigncurrency-denominated assets, liabilities, or revenue streams.

Hedge accounting
Accounting treatment that allows gains and losses on hedging instruments such
as forward contracts and derivatives to be deferred and recognized when the
offsetting gain or loss on the item being hedged is recognized.

In the money
See option.
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Interest rate swap
A transaction in which two parties exchange interest payment streams of differing
character based on an underlying principal amo,unt.

Mark to market
To revalue securities at prevailing market prices or, in the case of some exotic
derivatives, estimated fair value.

Option
A contract that gives the purchaser the right to buy or sell an asset (such as a
unit of foreign currency) at a specified price within a specified time period. A call
option gives the holder the right to buy the underlying asset; a put option gives
the holder the right to sell it. An option is "in the money" if the holder would
benefit from exercising it now. A call option is in the money if the strike price
(the exercise price) is below the current market price of the underlying asset; a
put option is in the money if the strike price is above the market price. An
option is "out of the money" if the holder would not benefit from exercising it
now. A call option is out of the money if the strike price is above the current
market price of the underlying asset; a put option is out of the money if the
strike price is below the market price.

Out of the money
See option.

Overlay program
A program designed to reduce the currency risk in an international asset portfolio.

Participating strategy
A combination of a purchased option and a written option, with the written
option on a smaller foreign currency amount.

Range forward
A combination of a purchased option and a written option on equal amounts of
currency with a "range" between the strike prices. The premium on the written
option offsets the premium on the purchased option.

Soft currency
A currency that depreciates rapidly because of the country's high inflation rate.
Soft currencies are less actively traded on world markets than hard currencies
and are often subject to strict controls by the country's central bank.

Stop-Ioss/take-profit
A strategy under which a company asks a dealer to buy or sell a currency if and
when a particular rate is reached. Assuming the Willingness and reliability of the
dealer, it can be an inexpensive alternative to an option.

Strategic foreign exchange exposure
Exposure of a company's overall strategy to foreign currency fluctuations.
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Strike price
The exercise price of an option. See option.

Swap
An agreement in which two parties exchange payments over a period of time.
The purpose is normally to transform debt payments from one interest rate base
to another, for example, from fixed to floating or from one currency to another.
See currency swap, interest rate swap.

Tom/next
Tomorrow next, a spot foreign exchange quotation for settlement the next
business day rather than' in the usual two business days. Rates for "tom/next"
quotations are adjusted on a present-value basis.

Transaction exposure
Exposure of a transaction denominated in a foreign currency to changes in the
exchange rate between when it is agreed to and when it is settled.

Translation exposure
Exposure that occurs when the financial statements of subsidiaries with foreign
functional currencies are translated into the home currency of the parent for the
purpose of consolidation. Sometimes called accounting exposure.

View of the market
A company is said to "take a view of the market" when it deliberately remains
partially unhedged so it may benefit from expected movements in a currency.

Appendix
Selected Excerpts from Annual Reports
Related to Foreign Exchange
Applied Materials}
Results of Operations
While international markets provide the company with significant
growth opportunities, a certain element of risk exists with respect to
periodic economic downturns that could affect demand and fluctuations in foreign currency exchange rates. Significant company operations are conducted in Japanese yen, British pound sterling and other
European currencies. In an effort to minimize the effect of exchange
rate fluctuations on the results of its operations, the company hedges
certain portions of its foreign currency exposure through the use of
forward exchange contracts and options on foreign currencies. As a
result, exchange gains and losses resulting from foreign currency'transactions have not had a significant effect on the company's results of
operations.

Summary of Significant Accounting Policies:
Foreign Currency Translation and Hedging
The company's subsidiaries located in Japan and Europe operate using
local functional currencies. Accordingly, all assets and liabilities of
those operations are translated at current exchange rates at the end of
the period and revenues and costs at average exchange rates in effect
during the period. The resulting cumulative translation adjustments are
recorded directly in stockholder equity.
Foreign subsidiaries in the Asia Pacific region use the U.S. dollar as
the functional currency. Accordingly, assets and liabilities are translated at year-end exchange rates, except for inventories and property,
plant and equipment, which are translated at historical rates. Revenues
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and expenses are translated at average exchange rates in effect during
the year, except for costs related to those items which are translated at
historical rates. Foreign currency translation gains and losses are included in income as they occur.
Forward exchange contracts and options are purchased to hedge
certain existing firm commitments and anticipated foreign currency
denominated assets and liabilities over the next year. Gains and losses
on hedge contracts are reported as a component of the related transaction.

Commitments and Contingencies
At October 31, 1993, the company had forward exchange contracts
maturing at various dates throughout fiscal 1994 to exchange
$89,013,000 in foreign currency, primarily Japanese yen. The company
uses these contracts primarily to hedge the currency exposures relating
to firm purchase commitments from Japanese customers. The fair
value of forward exchange contracts at October 31, 1993 is estinlated
to be $88,816,000 based on quoted market prices of comparable
instnlments. The fair value of foreign currency option contracts is not
material at October 31, 1993.

Eli Lillf
Summary of Significant Accounting Policies:
Foreign Currency Swaps, Options, and Forward Contracts
The company enters into a variety of forward contracts, options, and
swaps in its management of foreign currency exposures and interest
rate risk. Realized and unrealized gains and losses on contracts that
qualify as deSignated hedges are deferred. Those contracts that do not
qualify as designated hedges are marked to nlarket, and the resulting
gains and losses are recognized in other income.

Financial Instruments: Risk Management Instruments
The fair values of the company's foreign exchange and interest rate
risk management instnlments (forwards, options, and swaps) are estimated, based on quoted market prices of comparable contracts. [A
chart follows which shows the carrying value and the fair value of risk
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management instruments as well as long-term debt, short-term investments' and non-current investments, including marketable equity, debt
securities, and nonmarketable equity, as of December 31, 1993.]

Financial Instruments: Off-Balance-Sheet Risk
The company enters into forward exchange contracts, option contracts, and foreign currency swaps to hedge foreign currency transactions on a continuing basis for periods consistent with its foreign
currency exposures. The effect of this practice is to reduce the impact
of foreign exchange rate movements on the company's operating
results. The company's hedging activities do not create exchange rate
risk because gains and losses on these contracts generally offset gains
and losses on the assets, liabilities, and transactions being hedged. In
addition, the company enters into interest rate swaps to manage its
interest rate risk.
At December 31, the stated, or notional, amounts of the company's
outstanding off-balance-sheet financial instruments' were as follows:
[Amounts are shown for forward exchange contracts, foreign currency
options issued, currency swaps, and interest rate swaps.]
Of the company's forward exchange contracts outstanding at December 31, 1993 and 1992, those which were denominated in European currencies amounted to 85 percent and 95 percent, respectively.
The forward exchange contracts generally have maturities that do not
exceed 12 months and require the company to exchange currencies at
rates agreed to at the inception of the contracts upon maturity. The
foreign currency options represent one part of an overall strategy
designed to hedge certain foreign currency exposures.

Foreign Currency
Net income for 1993, 1992, and 1991 included aggregate foreign currency losses of $1.0 million and $1.4 million and foreign currency
gains of $3.4 million, respectively. Translation gains or losses for operations in highly inflationary economies are included in income,
while substantially all other translation gains and losses are reported
through a separate account in stockholders' equity. The following
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table presents the foreign currency adjustments to key balance sheet
categories and the offsetting adjustment to stockholders' equity or
income. The 1993 decrease in stockholders' equity is primarily attributable to a stronger U.S. dollar in relation to European currencies,
particularly the Spanish peseta.
Interest earned on foreign marketable securities and debt service
costs are classified as interest income and expense, respectively, and
are not offset in the amounts shown below. In addition, foreign
currency impacts on marketable securities and debt in hyperinflationary economies are netting against interest income and expense and
are not shown in the amounts below. [A table follows that shows
gains and losses for cash and marketable securities, debt, working
capital, property, plant and equipment, net, and other assets. Then the
table shows how the total foreign currency adjustments to assets are
allocated between adjustments to shareholders' equity and gains or
losses in income.]

Hewlett-Packard4
Foreign Currency Translation
The company uses the U.S. dollar as its functional currency. Foreign
currency assets and liabilities are translated into U.S. dollars at end-ofperiod exchange rates except for inventories, prepaid expenses, and
property, plant, and equipment, which are translated at historical exchange rates. Revenues and expenses are translated at average exchange rates in effect during each period except for those expenses
related to balance sheet amounts that are translated at historical exchange rates. Gains and losses from foreign currency translation are
included in earnings.

Financial Instruments: Off-Balance-Sheet Risk
The company enters into foreign exchange contracts to hedge against
changes in foreign currency exchange rates. Such expenditures are a
result of the portion of the company's operations as well as assets and
liabilities that are denominated in currencies other than the U.S. dollar.
When the company's foreign exchange contracts hedge operational
exposure, the effects of movements in currency exchange rates on
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these instnlments are recognized when the related revenue and expenses are recognized. When foreign exchange contracts hedge balance sheet exposure, such effects are recognized when the exchange
rate changes. Because the impact of movements in currency exchange
rates on foreign exchange contracts offsets the related impact on the
underlying items being hedged, the instruments do .not subject the
company to risk that would otherwise result from changes in currency
exchange rates. The company had foreign exchange contracts of
$3.0 billion and $2.5 billion outstanding at October 31, 1993 and 1992,
respectively. The foreign exchange contracts require the· company to
exchange foreign currencies for U.S. dollars' and generally mature
within six months.
The company enters into interest rate swap agreements to manage
its exposure to interest rate" changes. The transactions generally involve the exchange of fixed and floating interest payment obligations
without the exchange of underlying principal amounts. At October 31,
1993 and 1992, off-balance-sheet exposures under interest rate swap
agreements were not material.

Financial Instruments and Related Disclosures
The company derives a significant portion of its cash flows from
revenues denominated in foreign currencies. The company relies on
sustained cash flows generated from these revenues to support its
long-term commitment to U.S.-dollar based research and development.
To the extent the dollar value of foreign denominated revenues is
diminished as a result of a strengthening dollar, the company's ability
to fund research and other dollar based strategic initiatives at a consistent level may be impaired.
To protec.t against the reduction in value of forecasted foreign
currency cash flows over the company's planning cycle, the company
has instituted a multiyear revenue hedging program to partially hedge
this risk. The company hedges forecasted revenues denominated in
foreign currencies with purchased currency options. When the dollar
strengthens against foreign currencies, the decline in the value of
foreign currency cash flows is partially offset by the recognition of

172

Foreign Exchange Risk Management: A Survey of Corporate Practices

gains in the value of purchased currency options designated as hedges
of the period. Conversely, when the dollar weakens, the increase in
the value of future foreign currency cash flows is reduced by the
recognition of the premium paid to acquire the options deSignated as
hedges of the period. Purchased currency options used to hedge
forecasted revenues currently have maturities of up to three years. The
fair value of' these options at December 31, 1993 and 1992 were
$127.6 million and $124.2 million respectively, which includes deferred
gains of $4.7 million in 1993 and $11.9 million in 1992.
In addition to hedging forecasted revenues, the company hedges
certain exposures to foreign currency fluctuations in net monetary
assets and liabilities denominated in foreign currencies. Forward exchange contracts and currency options used to hedge net monetary
assets and liabilities also have maturities of up to three years.
At December 31, 1993 and 1992, the company had contracts to
exchange foreign currencies, principally the Japanese yen, French
franc, and Deutsche mark, for u.s. dollars as follows. [A list of
amounts of purchased currency options, written currency options, and
forward exchange contracts follows']
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