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There exists a large body of academic and practitioner
work evaluating corporate market risk management.
An early theory, proposed by Franco Modigliani and
Merton Miller (1958, 1961, 1963), was that changes

in capital structure and risk management by a
corporation were irrelevant because investors could
fine tune their individual portfolios. Modigliani and
Miller made many assumptions regarding transaction
costs, taxation, information symmetries, lending, and
bankruptcy. |, working together with a colleague and
a professor, published a lengthy study testing each of
these assumptions for my previous employer - listed
below. We found that the M-M assumptions do not
hold in today’s capital markets, a result matched by
other authors. Other studies have quantified the
impact of risk management on firms across industries,
geography, and time.

The following will summarize work by me and others
in an attempt to answer three crucial questions:

1. Do firms hedge currency risk?
2. Which currency risks are hedged?
And most importantly,

3. What are the costs and benefits of managing
currency risk?

DO FIRMS HEDGE CURRENCY RISK?

The International Swaps and Derivatives Association
(ISDA) conducts user surveys on derivative use. The
most recent survey, 2009, of the world'’s 500 largest
companies proclaimed “Over 94% of the world’s
largest companies use derivatives to help manage
their risks” in the survey news release. By excluding
financial firms, the percentage of firms that use
derivatives is 92%, but this is still a formidable number.
Figure 1 lists overall derivative usage and Forex
derivative usage by industry.
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Basic Materials 97% 85%
Consumer Goods 91% 94%
Health Care 92% 72%
Industrial Goods 92% 86%
Services 88% 85%
Technology 95% 92%
Utilities 92% 88%
Average 92% 85%

Figure 1: 2009 ISDA Survey on Large Corporate Derivatives Use

WHICH CURRENCY RISKS
ARE HEDGED?

We'll rely on the previous work of me and my
associates for an answer to the second question. |

led the Portfolio and Risk Strategy Group (PARS) at
BofA and then BofA/ML, where we conducted annual
surveys on risk management. Each survey polled
about 200 U.S. firms, both public and private and
across industries, on their risk management practices.

Figure 2 displays the results of three recent surveys.

Survey Year:

Exposure Type ‘

2008 2009 ‘ 2010
Balance Sheet 96% 94% 87%
Anticipated Transactions 79% 89% 85%
Earnings Translation 19% 13% 25%

zalance Sheet Translation / 259% 18% 15%
et Investments

Figure 2: PARS Surveys on Risk Management, Exposure Hedging
by Category

As the respondents to the PARS survey were bank
clients, there is a bias towards firms that manage
risk, but as the survey was conducted across
interest rate, commodity, and forex clients, not all
of the respondents hedged foreign exchange risk.
Overall, the results are similar to the percentages
of hedgers determined by the ISDA survey. Current
and anticipated transactional exposures are hedged
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by a large percentage of firms, while translational
exposures are hedged by far fewer firms. These results
correspond with the hedge practices of a single firm
discussed in the next section.

WHAT ARE THE COSTS AND BENEFITS
OF MANAGING CURRENCY RISK?

The first two papers that we will cite are by Allayannis
and Weston (2001) and Bartram, Brown, and Conrad
(2009). The Allayannis and Weston paper analyzed
hedging practices and the market valuation impact
across 720 large U.S. non-financial firms. They found
a market valuation premium for firms that managed
market risk — across interest rate, FX, and commodities
— compared with firms that did not manage market
risk. They found that firms that managed market risk
had a market value premium of 4.87% compared to
non-hedge firms.

Bartram, Brown, and Conrad studied the market
impact of FX hedging by large non-financial firms
across 47 countries. In addition to market valuation,
they studied the impact on several aspects of risk.

The results for both studies — double digit percentage
declines across risk categories with single digit
percentage increases in firm value — are summarized in

Figure 3.
METRIC A8 pa BBS& na
Total Rlsk -—- 3% to 10% lower
Market Risk 6% to 22% lower

Cash Flow Risk 10% to 25% lower

Firm Value 5% higher 1% to 7% higher

Figure 3: Estimated Risk and Valuation Impact of Hedging

The final academic study that we will discuss is by
G.W. Brown (2001). While other studies relied on
market data for their analyses, Brown spent three
months with a firm to analyze what risks they managed
and why. Figure 4 lists aspects of the firm's exposure
profile and risk management operation.
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Annual Sales $10bin
Percentage Foreign Sales Jus;(l),lc;)der
Countries Selling To Sl
than 50

Foreign-currency Functional Entities 24
Exposure Types Hedged

Balance Sheet Yes

Anticipated Transactions Yes

Translation No
Derivative Use

Notional Amount at Year-end $3bln

Notional Amount used Throughout Year $15blin
Foreign Exchange Staff

Full-time on FX Risk Management 4

Part-time on FX Risk Management 7

Figure 4: Firm Statistics, Brown (2001)

This firm provides an excellent opportunity to study
risk management costs and benefits. Before discussing
numbers, we should report that the overall goals of
the risk management program are to increase the
certainty of operating margins and to reduce the
negative impacts of currency changes.

Estimating trading costs at %2 of the bid/offer spread,
the firm has annual hedge costs of $2.3MM. Also on
the cost side, professional staff and related costs are
estimated at $1.5MM per year. On the benefit side of
the equation, Brown worked with the firm to estimate
the variability of key financial measures before and net
of hedge results. On a quarterly basis, the standard
deviation of earnings was reduced to $15.7MM from
$20.1MM, a reduction of 22% while the standard
deviation of cash flows was reduced to $14.9MM from
$24.2MM, a reduction of 38%. It should be noted that
these variability reductions are roughly comparable

to those reported by Bartram, Brown, and Concord
(2009).

The market value of the firm is not disclosed, but if
we use the average P/E multiple for Industrial firms
within the S&P 500 at the time of the study, we can
create an estimate. Brown provides mean earnings
on a hedged and unhedged basis, with mean hedged
earnings $24.8 million higher for the hedged case.
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Applying the Industrial P/E multiple produces a
market capitalization of $16.3 billion and $15.7 billion,
hedged and unhedged respectively, an increase for
hedging of $600 million or 4%. The costs and benefits
of the FX hedge program from the Brown study are

displayed in Figure 5.

LULUEINOCII M Professional | Direct Hedge | Total - $3.8

($MM) Staff - $1.5 Cost - $2.3

Benefits Market Mean Annual | Std Dev Qtrly | Std Dev Qrtly
(SMM) Capitalization Earnings Earnings Cash Flow
Hedged $16,262 $678 $15.70 $14.90
Unhedged $15,667 $653 $20.10 $0.24
Change $595 $24.80 -$4.40 -$9.30

% Change 4% 4% -22% -38%

Figure 5: Cost and Benefit Comparison for Brown (2001)

For an annual cost of $3.8 million, mean earnings were
increased, implying a higher market capitalization,
with both earnings and cash flow volatility reduced.
While the value of lower earnings and cash flow
volatility might be difficult to explain, and market
capitalization varies for a host of factors, the
investment of less than $4 million annually to improve
average earnings by nearly $25 million seems like

an important data point, if only for a single firm,
supporting the management of FX risk.

CONCLUDING THOUGHTS

We've reviewed a number of surveys and academic
studies. The surveys display that a large percentage of
firms hedge currency risk, and that transactional risk

- both current and anticipated - are hedged by most
of these firms while translational risks are hedged

by a much smaller number of firms. The academic
studies have documented both an increase in market
valuation and a decrease in various risk measures
associated with firms that hedge FX risk.
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The most compelling support for corporate currency
management may come from Brown (2001). While
Brown only studied a single firm, his results are
compelling and the size of the firm, exposure profile,
and hedge practices are similar to a large numbers
of firms. Whether a separate firm will realize the
same ratio of benefits to costs demonstrated by
Brown cannot be determined here. But the study, at
a minimum, provides an excellent example of a risk
management program as well as a framework for the
evaluation of other risk management programs.

Overall, we believe that the combined evidence across
our surveys and studies argues for currency hedging
as the standard practice rather than the exception.
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