Nl"l the April Risk!
Translation risk can be a particulany difficull rek brociporate reasurass o manage. Kevin
Lesber and Ward Naughton suplore e challenges that this risk pressnts, FX Columnist
Wolfgang Koester discusses questions corparate board members should ask about unan-
ficipated profits from FX, while ERM Columnist Bruce Branson addresses whether ERM
enhances shareholder valie Finally Arthany Scaglions and Pracheer Bansal talk about
Earnings Violatilky Maragement and the risks imahed,

Risk Analysis

Translation Risk A
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The reiationsmip between hedging translation and transaction risk
Eerein Lester and Ward C Muawghton

Translation misk, resulting from the conversion of a foreign subsidiarys financial statements
into the group reporting cumrency, can be a particularly difficult rizk for a corporate treasurer
to manage. The most obvious difficully in managing translation risk is the fact that, by its
veTy nature, translation rsk is an ex-post measure of nsk; it measunes nskwhich has already
oocurmed. As such, it does not affect near term cash flows, and attempts to manage this dsk
using traditional financial hedges like forward contracts often result in cazh few mismatches.,

In addition, particularly when loclkang at the iszue of hedging eamings translation, as
apposed to balance sheet translation. the accounting standards both in the U5, and under
[nternational Accounting Standards (143} do not recognize earnings translation as a qualife-
ing tisk for hedge arcounting. As such. hedging eamnings translaton risk divectly wAll often
create additional eamnings volatlity, as the FX efects of several quarters are concentrated into
asingle reporting pericd.

The 1ssue of how to manage earnings translation therefore remains a dilemma for many
companizs, 3 FX volablity can have a significant impact on consolidated eamings per share.
[n fact, despite the fact that most companies will forus to a moch greater degree om hedging
their transaction risk, it can be argued that it is this nsk to consolidated earnings per share
which actually attracts the attention of the investment community

5o, 1f a company decides that the effect of FX volanlity on eamings translation iz something
that needs to be managed, tut is reluctant to hedge this risk -:l1n:cl| due to hedge acooumting
restrictions, what can they do?

A patential solution to this dilemma is to understand the link between transaction and
translation risk. Consider a U5, company with a profitable European (EUR functionall
subsidiary Assuming that the priority 15 to protect consolidated U5, dollar camings, 1t is
imipoTant to comsider how a transactional h-:dgmg program nught affect this objective. For
excample, if the European subsidiary was to have U5, dollar receivables, and it was to decde
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Black Ink
and Red Flags

Questions corporate boand members
should ask about unanticipated
profits from foreign exchange
Wolfgang Roester

45 3 board member of a multinational cor
poration, are you being told that the weak
dollar has resulted in increazed corporate
revermes and probts? Today, the multitude
of risks aszociated with foreign exchange
exposune has largely been masked by the
long-term decline of the U5, dollar rela-
tive ta other major currencies. Rather than
highlighting flawss in accounting amd foreign
exchange eXposUe Management processes,
1.5, multinationals have regarded theze
surprizes a5 8 “gift.” In reality, no surprise is
a good surprise when you are talking about
gocounting practices. While windfalls from
the weak dollar have allowed many CFOs to
cazt a blind eye to irregularities that typically
plague multi-currency accounting and for-
eign exchange nsk managemerit, the trend
can't combinue focever (ust ask fellow board
members or CFOs of Canadim or Asian
mudtinationals).

Managing foreign exchange risk is
harder than you think

“Foreign .::-u:l'mny CHPCEUTE MANAZETeTt
i the toughest job in Anance,” zays former
Microsolt CFO John Cormors—and with
good reason. Positing a confident, weell-
mformed responze o any of the following
Fr-related questions 1s no easy task for any
corporate board member, or for amy member
of their organization:
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Translation Risk continued from page 1

to hedge this transaction sk, the overall risk to consclidated U5, dollar earnings would
acmually be increased (as the company essentially adds to its eurodollar exposuret. Likewise,
adecision to hedge U.5. dollar payables would actually decrease risk to consolidated eamings
(as the overall eurcdollar position is reduced!. As such, in this simple example, m can be
demonstrated that fme tuning a companys transaction hedging program can be a ussful ool
in managing the consclidated eamings nisk. The additional bomus of this approach is that any
hedging activity could also qualify for hedge accounting. Likewise, it should also be noted
that m certain cases a transaction hedgng program can aciually result in an increased nsk to
consolidated earnings. This 1= not a reason for a company to ignore fransaction hedging o
ever. [nfact, it s Just the opposite. 1t just emphasizes the importance of carefully designing
and managing a transaction hedging program, with particular comsideration o the cotporate
risk management objedives,

In addition to earnings translacion them is the question of balance sheet translaton which
many ZFOs are generally less concemed about smoe its treatment, via hedge scommting, allonws
executives to heep the P&L effect off the moome statement (at Jeast until the underlying assets
ar Lishility are zold, liquidated. or extinguished). ‘With the prolomged weakening of the U5, dol-
lar cver thee past few years today's Amenican financial executives in particubar must plan for the
ultimate reverzal of such trends and think longer term how foreign currency assets and habibities
will be managed in the frpare. For cxample, if a company i= thinking about makang a divestiure
af such assets in the next 2-3 years it could consider deploying a low-cost options strategy that
helps insulate against fubure adverse curency exchange rate fuctmations.

As iz often the case when it comes to managing financial risk. the first step is o firse formu-
late a clear risk management objective, and then devize a strategy to allow that objectve to be
achieved. I minimizing the risk to consolidated earnings is an important corporate risk man-
agement chjective, the potential impacts of a transaction hedgng program st be carefully
comsidered. A transaction hedgmg program can be used as atool o help achieve camings
tranzlation hedging objectves, and even if it is not, the effect of a transaction hedging pro-
gram on these ohjectives should be canefully considered.  Finally, any hedging strategy should
be carcfully monitored to ensure it contmues to assist in the realisation of the companys nsk
management objectives, and does not acially result in higher levels of Anancial risk. &

Blrvin Lester s a senfor consultant ar HiFX Inc., a firm providing speciaiized forelm exchange advice and
transactional services fo miigdle market companies. He can be reached of koan fester@hibocom,

Wird . Megghton is an the Evecutive Advizory Counal of HEX Inc. Previowsty he served as trea-
surer af the mult-Hillion dollar firm ComMark International, Inc. and as CFO of Systemix, Inc., a
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