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Executive Summary

This article locks into the management of
exchange vare visk ar o UK -listed com-
pany. The focus is particulaviy on the
firw’s npcmfmﬁ exchange visk, fov which
it uses o synthesis of thvee diffevent risk
mamgmzam appronches. These include
the wse of lomg-term financial bedging
wnstraments, opevarional sdjustments
based on veal options theory, and the cuv-
vency deneminasion of debt. Practice ar
the case company is ynigue, i that the
SJormey approach bas beew comsideved
inappropriate by the theovetical literature
and the inttey is seldom wsed to manage
fivans’ venl cash flow exposuves. In general,
it bas imporviant implicasions jor wulti-
nationals, especinily with vefevence to the
use of eperational adjustments and the
cuvvency denowminasion of debt. © 2004
Wiley Perviedicals, Inc.

-rate risk constitutes
he most common forms
that firms in the interna-
rena encounter;, and in
recent vears, the management

of this risk has become one of

the key factors in overall finan-
cial management {(Marshall,
2000; Werner, Brouthers, &
Brouthers? 1996). This article
reports the risk management
practices of a farge UK. company.
I particular, it focuses oo the
firm’s operating exchange risk,
although it does draw some
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attention to the other forms of
exchange risk. There is limited
empirical research in this area at
present and this represents a sig-
nificant gap in the lterature,
since results from prior studies
indicate that corporate practices
may be less than optimal
becaunse there are large discrep-
ancies between theory and prac-
tices at multinational companies
{MMNCs). Practices at ABC plc,}
the case company, Ulustrate the
practical application of real
options and use of the carrency
denomination of debt and
financial instruments to manage
its operating risk. These may, in
turn, serve to inform practices
at other MNGCs.

Before looking into the specifics
of exchange risk management,
the account below starts with a
consideration of how corporate
visk manageroent, in general,
may influence corporate market
value. In a world with complete
and perfect markets, corporate
risk  mansagement  cannot
enhance  sharcholder  value
because sharcholders can man-
age the risk themselves (“home-
made”  hedging) or more
appropriately, they can diversify
their risk through portfolio
investment. In the real world,
however, where information is
not easily and costlessly avail-
able, sharcholders may not be
optimally placed to diversity

L This 15 2 fictidous name, used to protect the
identity of the company.

away and/or manage all poten-
tial risks. Further, risk manage-
ment at the firm level will serve
to reduce its total risk (Huctua-
tions in income), which will, in
turn, influence overall value by
reducing the costs of financial
distress by stabilizing cash
flows; reducing tax charges,
where a progressive tay system is
in place and reducing mounitor-
ing costs by improving share-
holder pertormance evaluation
{ Meulbrock, 2002} Further,
Froot, Scharfstein, and Stecin
{1993} showed that income sta-
bilization increases the potential
for a firm to invest in new value-
adding investment projects by
guaranteeing a  consistent
stream of cash inflows with
which to invest.

Within the scope of the unam-
biguous objective to enhance
shareholder value, managers
need to determine the bases of
their financial risk management
strategies. Of the two options
available, they need to decide
whether they intend to manage
their downside risk  while
retaining upside potential or
whether they need to manage
both their downside and upside
risks. While the latter strategy
confines cash flow volatility
within very specific limits, the
tormer strategy allows the
potential of higher returns. The
individual circumstances facing
the firm, and the relative costs
of pursuing one strategy over
the other, will belp determine
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its optimal course of action
{ Meulbrock, 2002). Further,
the firm will need to consider
whether it will bedge all s
exposures or only a part of
them. Finally, there may be
considerations of whether it
classifies its risk in terms of a
change in reported earnings or
a change in cash flows—value
measures that are theoretically
the same but difter in reality.

Moving to the context of
exchange-rate risk specitically,
this risk has been commonly cat-
egorized into three different
forms to assess ifs impact on
overalf firm valie. These three
forms arc transtation risk, trangac-
ton risk, and operating exchange
risk. Translation risk is  an
accounting risk; it represents the
translation gains and losses that
arise when firms restate the finan-
cial statements of thewr foreign
subsidiaries into parent currency
terms tor the purposes of consol-
idation. This risk, concerned with
the external reporting of past
cvents, is not considered to have
anty meaninghul implications for
the tuture cash flows and, in tarn,
for the market valoes of firms
(Dufey, 1972;  Srinivasulu,
1981). Consequently, academics
advocate that this risk should not
be managed.

Transaction exchange risk is a
cash flow risk that materializes
when companics seek to convert
their committed, foreign currency
cash flows into home currency

terms, and the rates of exchange
here are not known with cer-
tainty. For most MNCs, this is
the most obvicus and casily
identifiable form of exchange
rate risk—accounting records of
future receipts and payments in
foreign currencies will give the
firms an indication of their
exposure levels across different
currencies. Companies may use
a variety of tools and techoiques
to manage their transaction risk.
They may, for example, use
financial instroments such as
forward contracts to introduce
the certainty of exchange rates
at the time when the transac-
tions are first engaged into.
Alternatively they may use options
contracts to preserve the possi-
bility of an upside potential,
while protecting themselves
from a downside risk. Transac-
tiont tisk management practices
have been widely surveyed and,
together with observing the use
of a range of financial products,
rescarchers have found that a
majority  of firms follow a
“sclective” hedging  strategy
{Glaum, 2002). That s, they
hedge only those positions in
which thev expect a currency
loss, while leaving open all other
positions in which they expect a
carrency gain. This strategy
clearly relies on managers’ fore-
casts of future exchange rates.

Operating exchange-rate risk is
concerned with the effect of long-
term movements in exchange
rates on a fum’s expected future
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cash flows, and in turn on the
overall market value of the firm.
Exchange rates here can have a
more profound effect on the
future cash flows of a firm (than
in transaction risk) since the cash
flows are not committed. Conse-
quently, movements in exchange
rates may actually alter the frm’s
abilities to generate these cash
flows by influencing their level ot
sales, prices, and input costs.

in globalized industries, firms
typically self in 2 number of mar-
kets with different currency
habitats, often in competition
with firms whose cost structires
differ along the currency dimen-
ston. Adverse movements in
exchange rates may, as a result,
create  large  misalignments
between {1) the company’s cost
structure and its revenue struc-
ture and/or (2) the company’s
cost structure and its competi-
tors’ cost structures {Dufey,
1972; lessard, 1989). When
quoted in a common Currency,
these currency movements will
result in the level of costs of the
company increasing as compared
to its revemues in the former
instance. In the latter instance,
they will increase as compared to
the competitors’ costs. In both
instances, the competitive pro-
file of the firm may alter consid-
erably and result in a loss of
market share and/or reduced
protit margions. 1o the light of is
impact oo the business profile of
firms, operating exchange-rate
risk has been unsurprisingly cat-

egorized as the most important
form of exchange-rate risk (Belk
&  Glaum, 1990; Miller &
Rewer, 1998},

Operating exchange-rate risk is
difficult to measure and manage.
Notwithstanding the inpovative
and sophisticated nature of
tinancial instruments available
today, financial hedging can do
little to protect fums from oper-
ating exchange-rate risk and can
indeed become counterproduc-
tive (Belk & Glaem 1990; Soe-
aen, 1991). Hedging a foreign
currency denominated cash flow
consistendy with financial instru-
ments, for exampile, will do hitde
to eliminate the ctfects of long-
term movements in exchange
rates since the hedge rates
attained will themselves reflect
these trends of the foreign
exchange markets (Capel, 1997,
Srintvasulu, 1981). Conse-
guently, financial hedging is only
a short-term solution that buys
companics the time in which to
react with a more permanent risk
management stratcgy.

In addition, conventonal finan-
cial hedging can be counterpro-
ductive in that it can actually
create operating exchange risk
for a firm (Belk & Glaum, 1990,
Soenen 1991). There may be
instances when the competitors
of a firm have the same currency
cost structure as itself. If the firm
hedges consistently in the finan-
cial markets while its competitors
do not, the latter can take advan-
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tage of favorable exchange rates
when they materialize. The com-
pany, already tied into forward
contracts, will be unable to capi-
talize upon these exchange rates
and will as a result suffer a com-
petitive disadvantage.

Since its conception, two frame-
works, qualitative and quantita-
tive, bhave been developed to
assess the operating exchange-
rate risk of companies. The quan-
titative framework uses statistical
regression techniques to deter-
mine the sensitivity of a compa-
ny’s market value to movements
in exchange rates; while exchange
rates here comprise the inde-
pendent variables, corporate mar-
ket wvalue is the dependent
variable. The resulting correla-
tion coefficients that reflect the
firm’s sensitivity to exchange-rate
movements can then be used as a
basis of a financial bedging strat-
egy. Lhabitant and Tinguely
(2001) and Aabo (2001), how-
cver, pointed to 2 variety of sta-
astical problems associated with
the quantitative measurement
system and the hedging strategy
that stems from it. In reference 1o
the latter, Aabo (2001) wrote,
“The opumality of such a strategy
is dabious” (p. 385).

The gualitative framework (Miller
& Reuer, 1998; Soenen & Madu-
ra, 1991} views operating risk as a
business risk rather than a financial
one, since it alters the competitive
profile of a fm. It contends that
operational adjustments such as

pracorement and marketing mix
changes are required to manage
the exchange-rate risk.  Such
adjustments alter the currency mix
of revenuies and costs to optimize
the musalignments as caused by
currency movements and, as a
result, accommodate these move-
ments. An exporting company
oy, tor example, seek to source
some of its input materials trom its
sates market during a home cur-
rency revaluation. Thus, when the
ievel of revenues from this market
decreases as a result of the revalu-
ation, the company can be com-
pensated for by a corresponding
decrease in S operating  Costs.
Other  operational  measures
include migration of production
between existing manufacturing
facilities, setting up new tacilities
and production rationalization
strategies. Overall, the qualitative
frarnework views the management
of operating exchange-rate risk as
a general roanagement issue, one
that involves various organization-
al facrors and not merely a techni-
cal issuc to be left to foreign
exchange specialists.

Botteron {2001} discussed the
use and value of real options. The
author explained thar real options
add valae to strategic decisions by
incorporating an element of flexi-
bility in global project evaluation.
Flexibility in the context of oper-
ating exchange risk would enable
companies to actively manage
their risk by providing them with
the opportunity to switch
between manufacturing  sites,
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suppliers of input materials, and
sales markets, across national bor-
ders, as necessary. Of the range of
different real options acknowl
edged by Botteron (2001, most
are applicable to manage a com-
pany’s operating risk.

Farlier empirical studies looking
into the corporate management ot
operating risk have generally con-
cluded that firms do not appear to
comply with practices suggested
in theory. Aabo (2001), for exam-
ple, reported that at least some of
the firms in his study had not
reached a systematic risk manage-
ment of their operating exposures.
Simifarly, Belk and Edelshain
{1997} reported that while a small
mumber of firms in their sample
occasionally  used  operational
measures, choice of these meas-
ures was generally limited and
tinancial  instruments, despite
warnings from the theoretical
literature, dominated the operat-
ing risk management programs.

The practices at ABC ple, the case
company, as reported below pro-
vide a new insight into the nwan-
agement of operating risk. They
may, in farn, serve to inform prac-
tices at other MNCs and also help
explain the behavior reported in
carlier empirical research (e.g.,
Belk & Edelshain, 1997).

ABC plc was selected as a suitable
case based on “opportunity and
convenience” {Jorgenson, 1989);
the researcher had access to sen-

ior management and, more

importantly, the firm encoun-
tered extensive exchange-rate risk
{below). At the sclection stage,
the rescarcher wsed annual
reports and specialist trade press
to determine the extent to which
ABC plc was likely to suffer from
exchange-rate risk and later veri-
fied this with the management at
the fum. Data was collected
through senu-structured inter-
views, internal company docu-
ments, and publicly available
information. Interviews were

held with the group treasurer,
assistant treasurcr, purchasing
manager, pricing manager, and
corporate planping manager.

ABC ple is 2 UK. -listed company
that operates in the manutactur-
ing industry {(synonymous to the
automotive industry) and sells
difterentiated, specialist products.
The company operates in two
markets, the United Kingdom
{representing approximately 30%
of sales) and the United States
{representing approximately 70%
of sales}), and sells its products in
these markets in UK. sterling and
U.S. dollar terms, respectively.
The company has 2 manufactur-
ing base in the United Kingdom
and a long established sales sub-
sidiary in the United Stares.
Further, the company recently
started up a purchasing unit in
the United States, as cyplained
below. The company faces exten-
stve competition from firros io the
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United States, Germany, and, to
some degree, Japan.

ABC ple  cencounters  and
acknowledges all three forms of
exchange risk. Translation risk, as
rraditionally defined, is, however,
a relatively minor concern
because the company has only a
very small asset base overseas.
Transaction and operating risks
are more extensive. The compa-
ny receives U.S. dollars for its
sales in the United States and
needs to convert them into UK
sterling terms, the currency in
which it incors most of its costs
and which is also the currency of
the parent company.

More specifically, in the case of
the firm’s operating exposure,
the U.S. dollar revenue base
combined with a UKL sterling
cost base causes an extensive
currency mismatch, This, in
turn, means that a significant,
long-term appreciation of the
UK. sterling {(against the U8,
dollar) has the potenual to
crode away a notable propor-
tion of the company’s sterling
cash flows {and, in turn, ster-
ling market value).

The competitive element of
operating risk discussed earlier is
not a critical issue for ABC ple,
despite 1ts US., German, and
Japavese competitors (in both
the UK. and the U.S. markets).
The primary manner in which
competitors pose an exchange-
related threat to a company i

when they respond to favorable
movements in exchange rates
through product price reduc-
gons in an attempr (o capture a
part of the firm’s market share.
Operating in a specialist goods
market, the pricing manager at
the firm explained that, strategi-
cally, competitors are not in a
position to lower product prices
(because of favorable move-
ments in exchange rates or oth-
erwise) because of the negative
cffect that this strategy would
have on the market position of
the brands. Industry participants
avoid product price cuts because
these would hort the upmarket
image of the companies’ prod-
ucts, which have been so con-
sciously and carefully
established. The pricing manag-
er explained (and showed evi-
dence) that favorable
moverments in the rates of
exchange tor the company itself,
its German competitors, or its
Japanese competitors are likely
to be accrued in terms of higher
profitability rather than as an
attempt at higher market share,
Sundaram and Mishra (1991}
had discussed differences in the
operating exchange exposures of
firms who operated in differenti-
ated goods markets to those
who sold homogenous goods.
Sirnilarly, Aabo’s (2001) research
found a company that talked
about a price-insensitive market
in which product prices were
determined by tactors such as
quality and appropriate distribu-
tion networks.
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Mottett and Karlsen (1994} and
Lewent and Kearney (1990

had also discussed the role of

product characteristics when
assessing the operating cxpo-
sare of a firm. Discussing the
pharmacentical industry, the
authors explained that industry
participants expericnce negligi-
ble competitive effects of oper-
ating risk since the industry i
heavily regulated (price-con-
trolled), with little scope for
participants to dictate their own
pricing policics.

Overall, the competitive cffects
of operating risk are not an
issue for ABC ple. At the same
time, however, it is critical to
cknowledge that the firm is
oot in a position to pass along
any adverse currency effects to
customers as product price
increases. The fierce competi-
tion trom the U.S. and German
tfirms disallows ABC ple to
increase product prices due to
tear of long-term market share
loss. In conclusion, then, the
U.S. dollar revenoe-U. KL ster-
ling cost mismatch detfines the
operating exposure at ABC plc.
This cuarrency mismatch also
forms the basis of the firm’s

transaction risk, management of

which, as discussed below, is
sabsumed in the management
of the firmy’s operating risk. The
next section reviews the historic
risk management approach

ABC plc and s followed by an
account of current practices.

pERS@EG’?iVE

The current risk management
program at ABC plc was devel-
oped in the early 1990s. This
followed a period of extensive
exchange-related  losses  that
resufted from a large sterling
appreciation against the ULS. dol-
lar during the rmid- to late 1980s.

Up uvntil the early 1990s, ABC
plc had followed a relatively simo-
ple and what can be termed a
traditional approach to currency
risk management. The company
had hedged forward its forecast-
ed U.S. dollar-denominated cash
inflows on a consistent, rolling
basis for a period of up o 12
months ahead.

In the early 1980s, the UK
sterling had devaloed against
the U.S. dollar, rating as low as
£1.00/81.20 and had then
strengthened to reach a value of
almost £1.00/$2.00 in the late
1980s. The company had
gained a significant competitive
advantage during the devalua-
tion of the carly 1980s, but saw
this benefit vanish qoickly when
the UK. sterling strengthencd
during the mid- to late 1980s.
The company’s 12-month-for-
ward hedging strategy had pro-
tected its income (cash Hows) in
the initial period bat soon the
forward rates attained in the
external markets were reflective
of the appreciation of the ster-
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ling and the company saw its
profitability wane. Indeed, for
the financial year 1987-1988,
the company attribated a
£200m  {approximately 40%)
reduction in ifs earnings to the
revaluation of the sterling, and
management decided to review
its hedging program.

Following the review, manage-
ment at ABC ple reached two
key and interrelated conclusions.
First, the 12-month cover had
ot provided it with adequate
cover, and sccond, consistent
with the theoretical literature
(Soenen, 1991; Srinivasulu,
1981), the financial hedging
strategy was, on its own, insufhi-
cient and needed to be supple-
mented  with  longer-term
strategic measures. The account
below introduces the renewed
risk management program at
ABC plc based on this philoso-
phy and then details specitic
approaches used by the firm,

RISK MANAGEMENT
PROGRAM

The primary objective of the
renewed risk management pro-
gram at ABC plc is to reduce
the level of volatility in cash
flows as caused by movements
in exchange rates because man-
agement believes that there i
sufficient business risk within
the firm (that arising from its

core activities) without atterop-
ting to increase
financial risk. Management will,
however, capitalize upon favor-
able movements when the
Opportunity arises, as explained
below, Overall, the risk man-
agement objective at ABC ple
can be summuarized as reducing
cash flow volatility, with an
emphasis on reducing the
downside risk while capturing
potential upside gains.

The managenment process s
based on a five-year cycle since
this has, ontil recently, been the
effective limit on hedging con-
tracts in financial markets, bat,
more importantly, becaase it
aligns neatly with the compa-
ny’s business planning cycle

Given the long-term nature of

the company’s products, man-
agement produces a detailed
five-year quantitative plan as
part of its strategic plaoning
process. Thereafter, it takes a
“snap shot”? view of the next
five years. In his research, Aabo
(2001} also found that the type
of businesses that firms operat-
ed in closely shaped their risk
management time horizons.

The new program comprises an
operational strategy, a strategy
based on the currency denomi-
nation of its debt porttolio, and
a hnancial instrument-based

% A less demailed, though quarsified,
strategic plans beyond five yesrs,
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strategy. While the three strate-
gies are interrclated and inte-
grated, they arc discussed
separately in this article for the
case of discussion.

TH :
HEDGING STRATEGY

ABC plc’s operational strategy is
centered on adjusting the cur-
rency mismatch of its U8, dollar
revenue base and UKL sterling
cost base. It relies primarily on
sourcing adjustments. In broad
terms, when the UK sterling is
at a high, the company vses U.S.
supplicrs in an atternpt to match
the smaller sterfing revemucs with
lower sterling costs. On the
other hand, when the sterling is
at a low, management secks to
capitalize on the favorable mar-
ket conditions and uses local
suppliers to minimize costs,
while generating high sterling
tevenues.

Whilc the dollar sourcing strat-
cgy is currently pursued for a
large portion of the company’s
input factors, a significant por-
tion of the costs remains UK
sterling-based. Labor costs, for
example, are sterling-based.
Certain componentry, the pur-
chasing manager explained, is
also  sterling-based. This is
because the company pursues
long-term relationships with
the suppliers of these compo-
nents for reasons such as joint
innovations {where the two

work together on rescarch and
development) and technologi-
cal dependence. Here there is
little opportunity for ABC ple
to switch to U.S. suppliers in
the short- to medium-term
period, and on a more long-
term basis; such close working
relationships, the purchasing
director explained, are not fea-
stble across borders.

Up until the 1990s, when the
renewed risk management pro-
gram was introduced, ABC ple
had relied purely on local suppli-
crs. When the review of the risk
management strategy had high-
lighted the need for operational
measures, ABC ple considered
and exercised the option (a real
option) to set up a small pur-
chasing tearn in the United
States. This real option, man-
aged from headquarters, was val-
ued bighly because it entaded a
relatively low set-up cost and,
more importanty, it introduced
a new level of Hlexibility into the
company, which enabled it to
switch between UKL and US.
suppliers. The company took a
serics of steps to fully opera-
tionalize the option and opt-
mize its value.

First, to implement the U.S.
dollar sourcing strategy at the
purchasing level, the treasury
department worked closely with
the purchasing unit at the head
office, ensuring that managers
here tully understood the risks of
currency trading, the need to
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source from real U.S. dollar cost
bases, and their involvement in

the process. The concept of

operating risk management was
taken extremely seriously by the
company and it later became one
of the aspects of the eight-point
global sourcing policy at the
company. This sourcing policy
delineated the various issues that
a purchaser needed to consider
before reaching a purchasing
decision, and while these includ-
ed clements such as product
specification, product quality,
etc., operating risk management
also became a consideration.

At the initial stage, one key issue
that the firm faced was that a
U.S. dollar-based sourcing strat-
egy, although simple in concept,
had been difficult to implement
in practice. The group treasurer
here explained that “it was casy
for a 1.8, dollar sourcing strate-
gy to be misinterpreted and
turned into a general call for
dollar prices irrgspective of the
supplicrs’ natural cost base.” In
other words, purchasers viewed
attaining U.S. dollar dnveicing
as pursuing the U.S. dollar
sourcing stravegy. Thas, at first,
purchasers focused on British
suppliers who agreed to price in
U.5. dollars. What the firm
found in this instance, however,
was that these suppliers charged
quite high prices, sometimes
even higher than the equivalent
ULI sterling price because they
sought to protect themselves
from any adverse UK. ster-

fing-U.8. dollar exchange rate
movement. They were obvi-
ously concerned with this rate
of exchange because, being

British companies, they
incurred sterling costs and

sought to maximize sterling
profits, while pricing in U.S.
dollars. Lhabitant and Tinguely
(2001) had noted the issue of
the currency of invoicing when
considering operating  risk.
Though their discussion cen-
tered on assessing operating
risk, the same principles apply
when secking to manage it.

To resolve the issue, the treas-
ary department took two meas-
ures. First, it edocated the
purchasing team, emphasising
the role of U.S.-based suppliers
who were concerned with U.S.
dollar-based costs and profits
and were theretore unlikely to
react to movements io the ULS,
dollar—U K. sterling rate. Sec-
ond, the company introduced
what it termed a dual payment
policy. This policy sought to
resolve the problem of misinter-
preting U.S. dollar invoicing as
U.S. dollar sourcing. Here man-
agement pays suppliers with
U.S. dollar cost bases, in U.S.
dollars, and suppliers with
British cost bases in UK. ster-
ling. With only the U.S. dollar
cost bases being paid for in U.S,
dollars, the currency of invoic-
ing essentially becomes the cur-
rency of sourcing. The dual
payment policy has also been
extended to suppliers who have

Thunderbird Internadonal Business Review * May-Junce 2004

... purchasers
viewed aftaining
(1.5, doflar
invoicing 85
pursuing the
(.5, dollar
sourcing
sirategy,

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyaa,



.. . the company
actively encour-
ages ifs
suppliers to
source from the
Unifed Stales
Whenitisin

Hs inferests to
o s0.

t
A5
fay]

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyaa,

Alpa Dhanani

a mixed cost base—a UK. ster-
ling and a U.S. dollar cost base.

As mentioned above, ABC plc is
closely connected to some
British suppliers for some of its
componentry. The company has
cascaded the philosophy of dollar
purchasing to this supplier com-
munity. Thus, the company
actively encourages its suppliers
to source from the United States
when it is in its interests to do so.
The dual payment policy men-
tioned above is used in these
instances: the company uses a
split payment system, paying for
all natural U.S. dollar costs
incurred by the supplier in U.S.
dollars, and for the remainder in
sterling terms, the sappliers’ base
currency. This payment policy
ensures that ABC plc’s operating
risk is managed for; and suppliers
do not take onto themselves any
torm of exchange-rate risk.

A further issue to note at ABC
plc is that approximately 30% of
the company’s purchascs can be
sourced internally. While some of
these “internal” components
comprise those that are “fixed”?
in sterling terms, others can be
sourced externally. With regards
to the dollar sourcing strategy,
these components are treated in
the same manner as those pur-

3 Fixed costs in sterling or ULS. dollar terms, in
this case, refer to elements of the cost seructure that
cannot be changed to U.S, dolfar ov sterling rerms
respectvely, An example is fabor costs that are ster
ling-based, given a British manufacturing site. They
are novr necessarily fixed in the way the term fixed
costs is used in management accounting,

chased externally. Thus, when the
sterling increases in valoe and
opportanitics to source from the
resulting lower dollar bases mate-
rialize, ABC plc capitalizes apon
them. This situation is typical of a
make /buy dedision in manage-
ment accounting; in this case,
sourcing from the United States
is compared to manufacturing io
the United Kingdom, Finance
personnel with dual reporting
respousibilities to the purchasing
and finance directors are respon-
sible for reaching such decisions,
taking into consideration the var-
ious issucs such as opportunity
costs, sunk costs, ete.

The new purchasing strategy at
ABC plc has also meant that
the purchasing community no
longer restricts itself to the
.5, for U.S. dollar sourcing,
rather it has become more
global, scurcing from countries
such as Mexico and South
Korea whose currencies are tied
strongly to the U.S. dollar. The
company in this instance has
experienced a signiticant ad-
vantage of cheaper labor and
overhead costs in these coun-
tries. Component prices here
are on occasion cheaper than
those in the United Kingdom,
even when the UKL sterling is
as low as $1.20/£1.60, when
imports would usually become
very expensive,

While the company lacks a formal
performance evaluation systern
to  motivate its purchasing
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departments to seck foreign
suppliers to manage its operat-
ing exchange risk,* it has in place
two measures that encourage the
puarchasing community to look
at exchange rates as an issue
when reaching purchasing deci-
sions. First, the eight-point
purchasing strategv that the
company uses highlights the
involvernent of the purchasing
department in the management
of operating risk, Second, a liai-
son officer between the pur-
chasing and finance

departments monitors actions of

the purchasing managers to
ensure that they actively search
for and negotiate with foreign,
U.S.-based suppliers, particular-
ly when the sterling is strong.
The Haison officer in turp
reports the purchasing depart-
ments’ progress to the finance
department.

Overall, while the company’s risk
management prograro currently
focuses on purchasing adjust-
ments {and the currency denom-
ination of debt—see below),
management is aware that if the
UKL sterling were to reach an
ali-time high against the U.S.
dollar over a long period, its cur-
rent strategies may be insuth-
cient to increase the proportion
of U.S. dollar costs in its overall
cOst structure to an appropriate
level. Here the firm realizes that

wbn_'} it can bc meas

it will need to take more drastic

measures such as a relocation of

its manufactoring base, with
which costs currently fixed in
sterling terms (e.g., labor) will be
switched to U.S. dollar terms.
Another measure that the com-
pany has considered is the option
to establish new sales sites. This
will not only introduce the tlexi-
bility to switch berween markets,
it will also introduce an element

ot diversification in which a high
Euro {against the UK sterling),
for example, may compensate for
a low U.S. dollar.

EENQMENATEQN OF DEBY

As explained in the previous sec-
tion, ABC plc endeavors to
increase the component of US.
dollars in its cost structure o
protect its profitability when the
UK. sterling is at a high. Togeth-
er with its purchasing strategy,
roanagement uses the currency
denomination of its debt for this
purpose. It secks ULS. dollar-
denominated debt since  the
interest and principal repayments
on these will be made in US.
doliars. While financial in natere,
this strategy rests on the same
prm ciples as those of the compa-
ny’s purchasing strategy.

The currency denomination of

debt is not as lexible a policy as
that for purchasing adjustments,
because it is not possible to
alternate berween U.S. dollar
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debt and UK sterling debt
readily, and thus a certain pro-
portion s maintained in U8
dollar terms. This sitvation is
becoming less intense as firms
can increasingly rely on the cur-
rency swaps marketr. When a
medium- to long-term UKL
sterling appreciation or depreci-
ation materializes, ABC plc will
swap (some of} its UK. sterling
debt for U.S. dollar debt, or
vice versa, provided that it is
confident in the direction of
currency movements, The con-
pany has made a conscious deci-
sion to overlook shorter-term
sterling depreciation, as it does
not believe that it can do any-
thing meaningful over this peri-
od and will forgo any potential
gains. At the same time, the
sterling appreciations are gener-
ally covered by a fived level of
U.S. dollar debt.

While translation risk (transla-
tion gains and losses as reported
in annual accounts) is not of
concern to ABC ple, the ransla-
tion process had caused it con-
cern when it first introduced the
U8, dollar-denominated debt
within its debt portfolio. The
company had traditionally relied
on the gearing ratio for funding
arrangements, but with the debt
denominated in U8, dollars,
the translation process had had
the potential to alter the value
of this ratio considerably in the
light of the translation standard
operational in the United King-
dom (SSAP 20). When the UKL

sterling was at a low as com-
pared ro the U.S. dollar, for
example, the gearing ratio was
adversely affected because the
value of debt in sterling terms
increased. This, in turn, had
implications for the breach of
contract for the loan covenants
at ABC plc. In their research of
U.K. companies’ exchange risk,
Walsh (1986} and Davis,
Coates, Collier, and Longden
{1991} also reported that sever-
al firms were concerned with
the adverse effects of the trans-
lation process on their balance
sheet ratios, particelarly the
gearing ratio.

To resolve this issue at ABC ple,
management shifted attention
from the traditional gearing ratio
to the interest coverage ratio as a
basis tor s funding arrange-
meunts. Together with being suit-
able as a basis for funding
arrangements, the interest cover-
age ratio is not adversely attected
by the translation process when
the firm uses U.S. dollar debt to
manage its operating risk. Both
the company’s revemues and
interest charges are, in this case,
transiated from U.S. dollars into
U K. sterhing at the same rate of
exchange. So the translation
process does not alter the actual
value of the ratio. This, in turn,
means that the currency denom-
ination of debt is not aligned to
avoid the translationary effect on
the tirm’s gearing ratic and is
therefore available to manage its
operating exposure.
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THE CASE: FINANCIAL
HEDGING STRATEGY

The current financial instru-
ment-based hedging strategy at
ABC plc was developed in the
carly 1990s when the firm’s
entire risk management pro-
gram was reviewed. The compa-
ny began with a cost-
volume-profit (CVP) analysis,
familiar to management ac-
countants. [t sought ro establish
a “break-even exchange rate”
for the firm in light of its profit
objectives, Manageroent decid-
ed that it it could attain this rate
in the external hedging markets,
it would be in a position to
achieve its financial objectives
without the interference of
exchange-rate movements.

The break-even exchange rate,
calcolated during the review
process, used the ftollowing
equation:

7.8 ver($/E excr) + UK. yey —
[(§ve) (§/Eexr) + (Eve) +
£ fc] =£IT

where, V.8 .vev and UK. rep
refer to revenues gencrated in
the U.8. and the UK. markets,
respectively; §/£ exr is the
break-even exchange rate to be
determined; § ne. and £ vy, are
the U.S. dollar and UK. ster-
ling variable costs, respectively;
£ fle. are the sterling fixed costs;
and £I1 is the profit objective of
the company in UKL sterling
terms. The terms fixed costs and

pavinble costs are not used in the
same capacity as traditional
management accounting. Rather,
fixed sterling costs refer to ele-
ments of the cost structure that
cannot be changed ro another
currency (such as labor costs,
which will always be in sterling
terms because of the UK. man-
utacturing base). Variable costs,
on the other hand, quoted in
.8, dollar terms or UKL ster-
ling terms, are those for which
the company can switch between
UK and US. (or other} sup-
pliers.

Even though the financial
information for the variables in
the equation may change on a
vear-to-year basis, generally,
changes occurring on the left-
hand side should be reflected
on the right-hand side. Cost
reduction strategies and io-
creases in levels of sales volume,
for example, should both be
reflected as improvements in
the profitability of the firm.
Conscquently, the break-even
rate was not cxpected to alter
significantly over the course of
time, provided that the US.
dollar-U K. sterling mix in the
equation remained constant.
Financial information required
for the variables in the equation
above was derived from two
sources: the company’s sales
and sourcing strategies in the
few years prior to the review
and its furure strategic plan at
the time, which was guantified
for a five-year period.
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When the company first detee-
mined its break-even exchange
rate, it realized that this rate
should be one attainable in the
external markets over the long-
run period, the period for which
the company intends to manage
its risk. The group treasurer
explained rhis situation 4s one in
which the company did not want
to be profitable just within a
small range of exchange rates,
which were far from what the
real rate, in €CONOMIC terms, was
supposed to be. The company
looked to the purchasing power
parity (PPP) for the prediction
of the long-term rate in its
capacity as the sound economic
theory over long-term periods.
On consultation with various
banks, however, management
realized that there were large
discrepancies in what the long-
term rate was actually predicted
at. At this stage, the company
made a conscious decision to
consider a wider range of rates.
It was particolarly concerned
about the apper limit of the ster-
ling (i.e., a strong sterling) since
this situation represented one in
which corporate profits could
crode signiticantly. Here man-
agement realized (and acted on)
the notion that it could alter the
U8, dollar-U KL sterling cost
base of the firm and draw the
break-even exchange rate rowards
a sterling appreciation. This, in
turn, gave birth to the company’s
previously described operational
and currency denomination of
debt strategies.

In terms of its financial hedging
strategy, ABC plc uses the break-
even exchange rate as a guide for
future external hedges. It has
increased its pertod of hedge
cover from the original 12
months to a period of up to five
vears. Forward contracts form
the basis of the firm’s hedging
strategy because these instru-
ments  are relatively  cheap,
extend to long periods of time,
and can be tadored to the com-
pany’s specifications.

The company justifies its five-
year hedging strategy on the
grounds that it has detailed
quantitative information about
its future plans for this time
period. On occasion, the treas-
ury  group transacts hedges
beyond five years, but this tends
to be on an opportunistic basis
where the market rates available
are clearly tavorable (i.c., better
than the break-even rate). Less-
detailed guantitative plans form
the basis for these transactions.
Even if plans do not materialize
as cxpected, the company
believes it 1s unlikely to lose out
from an overhedge because it
can roll forward the hedges far-
ther into the future. At the same
time, such a long period of cover
allows it to refrain from hedges
when the exchange rates in the
markets are particularly unfavor-
able. Where the company is cov-
ered for the next anoual year,
the rate attained in the hedge
markets becomes the budget
rate for that vear.
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ABC plc is clearly aware that it
may end up locking itself in at a
rate that turns out to be less
favorable than the actual spot
rate at the time. The company is
comfortable with this position,
since it has guaranteed itself its
rarget profit at the hedge rate
and looks at the more favorable
rate foregone as an opportunity
loss. Its aim is ultimately to
ensure that it takes out any neg-
ative consequences of a sterling
appreciation on the overall levels
of reported income. From a
more positive  perspective, the
treasurer explained that the
company could perhaps benefit
from the favorable spot rate by
using it as the basis for future
hedges in which the forward
rates will reflect the beneficial
rate. As mentioned ecarlier, it
may also transact hedges beyond
its five-year norm to take advan-
tage of a superior rate.

The company’s management of
operating exchange risk, it
should be noted here, subsumes
its management of transaction
risk. Both of thesc risks are 2
result of the UK sterling-U.S.
dollar exchange rate. The com-
pany uses either financial instru-
ments or operational measures
1o shield its expected future cash
flows from movements in this
exchange rate. When these
materialize as actual foreign cash
flows and, in turn, as transaction
risk, they are already hedged for
by the firm’s holistic, longer-
term nanagement strategy.

The financial risk management
approach at ABC plc is based on
its objective to reduce its cash
flow variability to movements in
exchange rates, though, the
company does, when the oppor-
tunity arises, capitalize on favor-
able exchange-rate movements,
In Hght of its British origins and
consequently high UK sterling
costs, ABC ple is in the position
to generate higher profits when
the sterding levels are at a low®
The company’s emphasis is
therefore on its need to protect
itself trom high sterling levels.

ABC plc’s risk management strat-
egy 18 based on a combination of
three different approaches, as
described above. The overall
strategy pursueed can be described
as what Meulbrock (2002 termed
integrated  risk  management.
First, it is based on a combination
of approaches. Second, 1t is strate-
gic in natare in that it assesses the
effect of exchange-rate fluctua-
fions on the value of the entre
firm, and uses real options o
manage its risk. And third, based
on the real options notion, the
exchange-risk managerent strat-
egy s subsumed within the firm’s
entire tisk management frame-

§ Even now, sfter lntroducing 2 U.S. doffar
based purchasing strategy and U.S. dollar-bssed
deby, a significant porton of ABC pic’s costs are
ixed” ip sterling tevms, because of the British
manutsceuring sice, long-term relationships with 2
significant portion of British suppliers, etc. The
resulting UKL stesling cost-UL8. doflar revenue
mismarch still means thas ABC is quite profirable at
relatively low rates of sterling,.
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work. Here, for cxample, with
reference o components based
on long-term relationships with

supplicrs, there was a contlict of

interest berween secking U.S.-
based suppliers to manage the
furm’s exchange risk and main-
taining the long-term relation-
ships with British supphers for
reasons of technological depend-
ence and competitive advantage.
The company here clearly reached
a decision about which sk to
retain and which to manage.

Finally, with reference to the
three risk approaches adopted by
the firm, while cach is distinctive
in its own right, they are also all
closely connected. In the former
case, the courrency denomination
of debt fives costs in U.S. dollar
terms for medium-term periods;
the purchasing strategy, based on
real options, allows considerably
more tHexibility between U.S.
dollar-based costs and U ster-
ling-based costs; and finally, the
tinancial hedging strategy secks
to cover unmatched doliar
inflows in the external markets at
rates within a range deemed
“acceptable” by the firm. In
terms of the connection between
the approaches, when the hedge
rates that the company can attain
indicate a high sterling level,
purchases of U.S. dollar-based
materials will increase, as they
will become cheaper in home
currency terms. This, in turn,
means that the level of cover
required i the hedge markets
will fall, since there will be a

higher level of natural hedging.
Conversely, when the sterling is
at a low, ABC plc will revert to
local suppliers, and the level of
hedging for U.S. dollar inflows
will  increase.  Consequently,
when the treasury department
intends to attain cover in the
external hedge markets, it com-
muoicates with the purchasing
team to determine the levels of
toreign purchase and, in turn,
the levels of unmatched cash
tflows, which need to be covered.
Of course, there are occasions
when purchasing strategics may
differ from that anticipated and
the level of cover either exceeds
the actoal cash flows or falls
short of it. Here the treasury
rolls the hedges farther into the
future, brings them forward,
and/or use, spot markets, as
appropriate.

THE CASE: IMPLICATIONS

The account above about the
operational risk management
practices of ABC ple serves sev-
eral purposes. First, alongside
prior studies {(Aabo, 2001; Mot~
fert & Karlsen, 1994), it serves
to reveal a new pattern of oper-
ating exchange risk, in which
firms with particular types of
products {differentiated, special-
ist products, or price-regulated
products) may not experience
the competitive ettects of oper-
ating risk. Iodeed, Marshall
(2000) reported in his survey
that a notable portion of respon-
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dents believed that their firms
did not experience a significant
impact of operating risk. The

diversity in the level and type of

operating exchange risk may in
turn explain the diversity in risk
management practices previcus-
Iy observed.

Second, the case may help
explain the results of prior
empirical research. Belk and

Edelshain (1997} reported that
MNCs in the UK. failed to use
the variety of operational meas-
ures described in the literature
to manage their operational risk
and instead concentrated on
long-term  use of financial
instruments. Here at ABC ple,
the firm’s hedging strategy con-
tinues to play a significant role
in its overall risk management
program, even though this may
appear to be incongruous with
the theoretical hterature. Simi-
farly, Lewent and Kearney
(1990} looked into the prac-
tees of Merck ple, a pharma-
ceutical company, and reported
that the financial options domi-
nated the company’s exchange
risk  management program.
Both sets of companies, it must
be noted, do not suffer from
direct competitive operating
risk  and are consequently
unconcerned with the negative
ettects of financial instrument
based strategies described earli-
er. Overall, results here support
the view by Suodaram and
Mishra (1991} that the nature
of the business that a fum

involved with determines the
type of operating exchange rate
risk it experiences, which, in
turn, determines the appropri-
ate risk management strategy.

The financial hedging strategies
at ABC ple (and Merck plo), it
must be noted, tace a new chal-
lenge. The reporting require-
ments of FRS 13, a new
accounting standard for account-
ing for derivatives in the United
Kingdom, may deter the frm
from using such long-term
hedges since it will be required
to disclose the market value of its
dertvatives in its annual financial
statements. In the past, financial
derivatives at ABC plc were
treated as  off-balance sheet
nsfruments—management  just
needed to satisfy its auditors that
these financial derivatives were
used for hedging purposes only,
While the accousting standards
bodies in the Uspited Kingdom,
the United States, and the inter-
mational arena have introdoced
{or are in the process of intro-
ducing) accounting standards for
derivatives activities to protect
investors from speculative actvi-
tics, there is the possibility that
such reporting requirements may
curb the management of finan-
cial risks at firms. Further
research into the impact of the
accounting standards on corpo-
rate practices will be insightful.

In terms ot operational meas-
ures, consistent with Belk and
Edelshain’s (1997} results,
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ABC plc relies primarily on one
type of measure—purchasing
adjustments (though it is aware
of others). Management is con-
tent (at this point in time) that
this strategy suffices. Perhaps it
is important to acknowledge
here that some firms may not
have access to some of the oper-
ational  measures prescribed
because of the nature of the
businesses that they operate in.
Further, even if such opportu-
nities occur theorctically, they
may be difficult to implement
inn practice. As scen in the case
of ABC plc, the company was
unable to introduce {flexibility
into all purchasing decisions
because a significant portion
involved close long-term rela-
tionships with British suppliers
for reasons of technological
dependence and competitive
advantage. A significant num-
ber of respondents in Marshall’s
(2000) survey reported that
there were no ettective tools for
them to manage their operating
risk, and, in instances where
they were available, the costs
often cutweighed the bencfits.

Third, in the event that there are
some firms who have not consid-
cred the implications of their
operating risks, practices at ABC
ple may serve to inform develop-
ments at these firms. ABC plc, in
response to large exchange-
based losses, reworked its entire
risk management program. In
particular, given its circum-
stances, management used a real

option to introduce tlexibility
into its sourcing decisions. In
turn, to operationalize and opti-
mize this opton, the company
has undertaken a series of diverse
measures. These include estab-
lishing a close working relation-
ship between the treasury and
the purchasing department,
encouraging and monitoring a
purchasing policy that takes coun-
stderation of operating risk, and
setting up a dual payment policy
to address issues raised by the
latter. Further, the company
cascaded the U.S. dollar sourc-
ing strategy to its British sopplier
community, with whom it is
closely connected, and extended
the strategy to components that
can be manufactured within
ABC plc and o countries other
than the United States whose
currencies are closely tied to the
U.S, doltar.

Finally, the company’s approach
to the currency denomination of
debt is  also  innovative, It
denominates a portion of its debt
in U.S. dollars to manage its
operating risk, and, in turn, its
transaction risk. When the com-
pany  first  introduced  this
approach, it became aware of the
potential adverse effects thar this
strategy could have on its gear-
ing ratio. The translation process
operational in the United King-
dom would increase the level of
debt as guoted in UK. sterling
terms it the UK sterling was at
a low at the balance sheet date.
The company overcame this
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issue by changing focus from the
gearing ratio as a basis for its
funding arrangements to the
interest coverage ratio.

Prior studies into the relevance
of translation exchange risk sug-
gest that MNGCs in the United
Kingdom and the United States
are concerned more with the
impact of the translation process
on the balance sheets of the par-
ent companies because of its
impact on the gearing ratios of
firms (Davis ct al., 1991; Walsh,
1986}, Companics protect this
ratio by aligning the corrency of
their debt with that of their
assets. What this has meant
from the cash flow perspective is
that firms no longer have access
to the currency of debt to man-
age their real exchange, transac-
tion, and operating exchange
risks. To resolve this issue, com-
panies can, like ABC plc, shift
their attention to the interest
coverage ratio. This ratio, not
affected by the translation
process, will “free up” the cur-
rency denomination of debt to
manage the firms’ real cash flow
CXPOsures.

CONCLUSIONS

This article locked into the
management of exchange risk,
particolarly operating exchange
risk, at a British firm, ABC plc.
The practice at the company is
unigue in that i comprises a
successful long-term financial

instrument-fed strategy coupled
with a currency denomination
of debt- and purchasing-based
strategy. Despite inconsistency
with the theoretical Hrerature,
usetulness of the former strategy
can be attributed, in part, to the
particular #vpe of operating
exchange risk experienced by
ABC plc, in which it does not
suffer from direct competitive
operating risk. While use of this
strategy may be restricted to
firmas with characteristics similar
to those of ABC ple, that of the
currency denomination of debt
and purchasing adjustments,
based on real options theory,
has important implications for
firms, in general. Consequences
of the new hedge accounting
standard in the United King-
dom on the financial instru-
ment-based strategy have yet to
be determined. 8
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