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Abstract

This dissertation is purposed to seek apl@ation on the measeiment and management
foreign exchange exposure aheé applicationn China.

Although China has a tremendous improvemené@mnomy in the recent three decades, its
financial derivatives market is still undevelopé&imited available derivatives constrain the
corporate foreign exchange exposures mamagé A case study of chem International
Corporation is present for the research. By examining the firm's hedging data, the
motivation and objective of the foreign exchaigdisclosed, and the techniques employed
by the firm are effective for managing the foregxchange exposure. This dissertation also
suggests a well-structured and holistic strategglving the financialpusiness and market

environment is a crucial factorrfexchange exposure management.



List of Figures

List of Tables

Chapter One: Introduction
1.1 Corporate risk management
1.2 Foreign exchange exposure management
Chapter Two: Literature Review
2.1 Introduction
2.2 Classification of foreign exchange exposure
221 TranslatiofExposure
2.2.2 Transactioxposure
2.2.3 Economi&xposure
2.3 Management of foreign exchange exposure
2.4 Hedging techniques of foreign exposure management
24.1 Currencyorwards
2.4.2 Currencyptions
2.4.3 Currencyutures
244 Currencygwaps
245 Moneymarkethedge
2.4.6 Foreign currency borrowing
2.4.7 Currencyisk sharing
2.5 Objective of foreign exchege exposure management

Table of Contents

11

11

11

11

12

13

14

20

22

25

26

27

27

28

20

30



Chapter Three: Background of China
3.1 Development of Chinese foreign exchange regime
3.2 Status quo of China derivative market

3.3 Importance of hedging foreign exchange risk in China

Chapter Four: Research Methodology
4.1 Introduction

4.2 Research methodology

421 Qualitativanethodology

422 Casstudy

4.2.3 Semi-structureidterview

424 Question designing of research and interview
425 Participant of interview

4.2.6 Process of interview

Chapter Five: Case Study
5.1 Introduction of Sinochem International Corporation
5.2 Identification and measurement of exposure
5.3 Organization of foreign exchange risk management
5.4 Strategy and objective of foreign exchange exposure management
55 Operation of foreign excinge exposure management

5.6 Summary

Chapter Six: Conclusion and Limitation
6.1 Conclusion
6.2 Limitation

References :

36

36

39

41

44

44

44

44

46

46

47

a7

48

49

49

51

54

57

63

65

65

69

70

56



List of Figures

Figure 1:
Figure 2:
Figure 3:
Figure 4:
Figure 5:
Figure 6:
Figure 7:
Figure 8:
Figure 9:
Figure 10:

Figure 11:

List of Tables

Table 1:
Table 2:
Table 3:

Table 4:

Annual increase of global trade volume

Current account balance of global trade

GDP of China 2002-2006

International trade value of China 2002-2006

Exchange rate of Chinese yuanragjdi.S. dollar (July 2005 - July 2008)
Trade surplus of China 2003-2007

Sales revenue of Sinochem 2003-2007

Net profit of Sinochem 2003-2007

Percentage of impornidiexport trade of Sionchem 2003-2007
Proportion of international trade of Sinochem 2003-2007

Organization of foreign excigee exposure management in Sinochem

Annual increase and current account loalanf global trade in the past decades

Previous studies on figne exchange exposure management

Economic development of China in past five year

Page

37
37
42
42
49
50
52
52

55

10
33

36

Exchange profit from the appreciation of Chinese yuan of Sionchem 2003-2007 53



Chapter One: Introduction

1.1 Corporate risk management

Corporate risk management is an importaeiment of a firm's overall business strategy.
Stulz (1996) draws on extant theories of cogp@irisk management to argue “the primary
goal of risk management is to eliminate throbability of costly lower-tail outcomes -

those that would cause financial distressnmake a company unable to carry out its

investment strategy”.

Enterprise risk management has capturedatitention of risk management professional
academics worldwide. Unlike the traditionalilésbased” approach to corporate risk
management, the key of enterprise risk ngamaent is managing the risk on the company
level which enables firms to benefit from amtegrated approach to managing risk that
shifts the focus of the risk managemembdtion from primarily defensive to increasing
offensive and strategic (Liebenberg & Ho2003). The major external factors that have
driven firms to approach risk managemenaimore holistic behaor are a broader scope
of risk arising from factorsuch as globalization industrgmsolidation, and deregulation;
increased regulatory attentido corporate governance; amechnologicalprogress that

enhance the better risk analy@iller, 1992; Lam and Kawamto, 1997).

In the past decade, our acknowledgment of risk management has been change by many
events and developments, such as of semed scandals including the subprime mortgage
meltdown, the asset backed commercial papdrsructured investment vehicle debacle,

the Asian crisis, the failure of long term capithle Russian debt cirssand the bursting of

the technology bubble.



1.2 Foreign exchange exposure management

In the recent decades, a tremendous attentioislofnanagement has been paid, particularly
in the realm of foreign exchange exposure ape#) in corporate practice and the literature

in a range of world.

Demirag and Goddard (1992) indicate tHateign exchange management has been
increasing highlighted due to the continuingpwgth of internationatrade and of world
financial market over the past thirty yeassnce the movements of the exchange rate
change the terms of competition with famweifirms for domestic exporter and imports,
input price with interationally pricing and the value aissets denominated in foreign

currencies (Bodnar and Gentry, 1993)

Since the breakdown of Bretton Wood systém1973, the volatilityof foreign exchange
rate has affected the whole world inevitabiizerefore, the volatilityof both current and
future cash flows of internatnal and domestic firms has bgeid more attention (Bartov
et al., 1996), as cash flow volatility not only enbes the probability that a firm will need
to access capital markets, but also insesathe relevant cosdf those projects,
consequently, firms value shrinks. (Shaparal Titman, 1985; Lessard, 1990; Froot et al.,
1993; Minton and Schrand, 1999).

A multinational firm makes itself vulnerabl® potential gains and losses subject to
changes in the values of its assets whichdareeminated in foreigourrencies. Exporting,
importing, and investing in subsidiaries abroad hold the potential for exposing the firm to
foreign exchange risks. In the recent decafibesjgn exchange risks has formed one of the

most challenging and persistent problems for the managers of multinational firms who are

! The Bretton Woods systemdsmmonly understood to refer to the internationanetary regime that prevailed from the
end of World War Il until the early 1970s. Taking its name from the site of the 1944 conference that created the
International Monetary Fund (IMF) and World Bank, the BretWoods system was histafirst example of a fully
negotiated monetary order intendedgmvern currency relations among sovereigatest. In principle, the regime was
designed to combine binding legal obligations with muéiial decision-making conducted through an international
organization, the IMF, endowed withnlited supranational authority. In ptme the initial schme, as well as its
subsequent development and ultimatenide, were directly dependent on theeferences and policies of its most
powerful member, the United States.
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supposed take the responsibilities of efficier@nagement of their firms’ foreign exchange

risks by implement of a optimal strategy.

From the data of Internammal Monetary Fund, the growtbf the internéional trade,
particularly for the unbalance of the import angort make the foreign exchange risk to a
more important position. Here below pleaselfthe annual data indtpast then years.

Figure 1: Annual increase of global trade volume

Annual increase of global trade volume
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Figure 2: Current account balance of global trade
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Table 1. Annual increase and current accounbalance of global trade in the past

decades

1998| 1999 2000 2001 2002 2003 2004 2005 2006 2007

Annual increase of

461 | 579| 1217 0.27 354 538 1069 7.63 9/18 6.78
global trade (%) ‘ >

Current account

- -86.0| -124.5 -176.4 -163/|8 -132.2 -628 -10.5 09 8l.5 167.6
balance (Billion USD)

Source: data from the official website of International Monetary Fund, available at: <http://www.imf.org>

No company can assert that it could igntive impact of international economic changes
and exchange rate movements, even a lboal as it could not be isolated from the
competition from the market. Among the uneetties, currency exposure has come under

the spotlight.

With the motivation the perpetual developmenbos$iness and increase of the firm’s value
continuously, the firms should manage the exge exposure as a well-structured and
implemented currency risk management strategy not only reduces of risk in future cash
flows therefore improving the planning capiyp of the firm, but also reduces the
likelihood that the firms’ cash flows will falbelow a necessary minimum; meanwhile as
the markets are usually in disequilibrium because of structural and institutional
imperfections, as well as the unexpected erfeshocks (such as amil crisis or war),
managing the exchange risk with a forward-iogkperspective, could also add the firm’s

value by accurately predict the movement of the exchange rate.

The purpose of this disser@ati is to discuss the importance of the corporate foreign
exchange exposure management and how tigehehe risk in different scenarios. The
second section of the article is the literatweview which incluohg the categories the
foreign exchange risks; motivation, objectiaed techniques of foreign risk management.
The third section presents the back growfdChinese foreign currency market and

international trade status. The fourth secfioovides a case study of the foreign exchange

10



risk management in Sinochem Internatioi@orporation, a Chinese listing company.

Finally a conclusion is given.

Chapter Two: Literature Review

2.1 Introduction

Foreign exchange risk refers to a risk thaassociated with the uncertainty of the exchange
rates. Therefore, the investment's valuetioé financial assets is changing due to the
exchange rate’s fluctuation, thisk usually affects the businese export and import, and it
also affects investors’ international invesht®e For example, if one currency must be
converted to another currencyrtake a certain investmentgetihany changes in the currency
exchange rate will cause thaethalue of investment to eithdecrease or increase when the
investment is sold and converted back intodhginal currency. It is implied that the loss
caused by the foreign exchange movement could be both direct as a result of an unhedged
exposure and indirect as thefliemnce on the firm’'s financiastatements (e.g. cash flow
statement, balance sheet and income statepesth) more, the share price as well (Muller &
Verschoor, 2006). The volatility of currency fluations performed in the last few decades
heightened the interest in the potential expesof multinational firms to foreign exchange

rate risk, and this issue $iavoked a lot of research.

Muller & Verschoor (2006)ndicate in their repdrof survey and suggtions that from a
theoretical perspective, a general view iddhthat exchange rate fluctuations are an
important source of macroeconomic uncertainhych is typically affected by the balance
of payments, interest rates and inflationaées (Buckley, 2004; Shapiro, 2006). They
should thus have a significamhpact on firm value, regardie of whether the firm is

domestically or internationally orienté8hapiro, 1975; Hoddet982; & Marston, 2001).

11



2.2 Classification offoreign exchange exposure

Ankrom (1974) is the first person who divgléhe foreign exchangexposure into three
separate heading: translatierposure, transaction exposua@d economic exposure. It is
later developed by others &ots in their books ( DemiraggGoddard, 1994; Eteman et al,
2007; Shaprio, 1999; and Buckley, 2004)

221 Translation Exposure

Theoretically, a firm with overseas subsidiails/ facing translation risk. Translation
commonly refers the preparation of statemexizressed in terms dbme currency units,

the amounts expressed in foreign currency to home currency.

Shaprio (2006 p.337) definethé translationexposure arises from the need, for purposes
of reporting and consolidation, to consoltda, to convert the fiancial statements of
foreign operations from the local currencies involved to the home currency. If exchange
rates have changed since the previous reponiegod, this translation, or restatement, of
those assets, liabilities revaes, expenses, gains, and losses that are denominated in

foreign currencies will result iforeign exchange gains or losses.”

Demirag & Goddard (1994, p.97) further expldimat translation exposure exists as the
reason of the need to periodically comdaie or aggregate parents’ and foreign

subsidiaries’ financial statements.

2.2.2 Transaction Exposure

Ankrom (1974) defines &ansaction exposure éhe exposure arising from future actions
that are contained in sales and profit plan assumptions rather than in balance sheet
accounts. While translation exposure measures tffect of currency value changes on
balance sheet accounts, trangacexposure measures the effect of the same change on
the operating performance of the firm. Transaction exposure is difficult to quantify as it
relates to the possib®nsequences of future actionse(@rag & Goddard (1994), as it is

the effect of exchange rate changes ommodted cash flows such as account receivables

12



(Chow and Chen, 1998). Ankrom9(24) points out that transamti exposure can arise, for
example, on future product sale in a fgrecurrency. Shapiro (2006) gives an example
for sources of transaction exposure; crosgler trade, borrowing and lending in foreign

currencies, and sales activitiesforeign subsidiaries.

2.2.3 Economic Exposure

Economic exposure results from the fact that a company’s economic value will change as
a result of a movement of exchange ratesidadly, this means that economic exposure is
the present valdeof assets minus liabilities which @hge in value with exchange rate
changes (Demirag & Goddard, 1994, p.113). This is the change in the net present value of
expected future, after-tax, flows. In othernd®, economic exposure is the extent to which

the market value of a firm or subsidiaryaciges when exchange rates changes (Click &
Coval, 2002). Demirag & Godda (1994) split the economiexposure into two types:
transaction exposure and real @gigg exposure, while Eitemaat al (2007) point that the
economic exposure is also called competitbreoperation exposure due to the price
changing with the exchange rate. Shapi2006) explains the terminology economic
exposure is the extent to which the value effirm — as measured by the present value of

its expected cash flows changed with the exchange rates.

Both translation and transaction exposure sdrert term effects and are supposed to be
effectively managed by well-sictured hedging approaches.rfexample, a firm has some
contractual cash flows denominatiedforeign currency at some future dates. The certain
amounts of cash flows are stipulated in thatcct, while the exchange rate is the only
uncertain source for the firm. Thereforee texposure can be lagilly hedged by using
financial technigques such as derivativesudahg forward contract, currency option and
currency swaps. However, those financial instruments could not eliminate the foreign
exchange risk absolutely (Pantzalis et 2001), as the expliciexposure such as the

volatility of cash flow can be managed bgdncial instruments or other economic method,

2 present value is the value on a givetedsf a future payment or series oftfte payments, discounted to reflect tinee
value of moneyand other factors such as/estment risk Present value calculations are widely used in business and

economics to provide a means to compare cash flodiffextent times on a meaningful "like to like" bssi
13
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but the implicit risks original from thenarket cannot be hedged. Meanwhile, economic
exposure is a long-term effect which tHiectuation of exchage rate caused the
undulation of the firm’s long-term cash flows or real net dgsesition, moreover, which

is hard to be assessed and managed.

2.3 Management of foreign exchange exposure

As the prior introduction, unexpeat fluctuation in foreign eshange rates have been an
important concern to firms with foreign tradeinternational businesgperation since it will

cause the uncertainty of future cash flows, and therefore the value of the firms will be
affected. The impact of exchange rate mmogats on a firm is determined by whether the
firm has a long or short economic positiorfareign currency (Bartov and Bodnar, 1993). If

the firms has long net position in foreign currerbg expected future cash inflow (revenue)

will be influenced by the exchange rate. For example, the depreciation of the home
currency will benefit these firms, who havepert business and / doreign operations that

have current or future cash inflows denomindteébreign currency. Contrarily, firms with

short net positions in foreign currency, the expected future cash outflows (expenses)
changed with the fluctuation of exchangéerarhese firms withmporting business have
woes when the home currency deprecatingri@® & Bodnar, 1993Kiyamz, 2003). The
exchange rate movements also affect the putemestic firms through effects on aggregate
demand or on the cost of traded inputs. Dstisefirms that sell goods competing with
imports will also be exposed to exchange rate movements (Jorion, 1990), As the exchange
rate can directly lead the change of relafwvice on domestic and foreign goods that affect
both the current and future expected cash sla# firm with the international operation,
consequently, extending to the whole market. It is obviously irreverthiat foreign risk

management has become a major endeavagademics, practitioner and regulators.

In the foreign exchange exposure managentedging is an often use method which is

® Real net asset position means the market value of the total assets less of the market value of the liabilities
(Click and Coval, 2002).

14



defined as the act of reducing uncertaiabput the unknown future price movements in a
commodity, financial security and foreignroency. And hedging is frequently used to

predict future cost and secure upcoming easlifiiteman et al (2007) also indicate that
the owner of the existing asset could bet@cted from loss by hedging. Namely, hedging
a particular currency exposure means establjsan offsetting currency opposition so as
to lock in a home currency value for the ety exposure and théseeliminated the risk

posed by currency fluctuations (Shapiro, 2006)

The determinant factors of whether implemarhedging strategy are the expenditure and
the benefit. As the movement of the exchargje is unknown, the future return or loss of
hedging becomes uncertain and unpredictable. The central topic of the foreign exchange
risk management, whether companies shdwdge exchange exposure or not, and what
kind of method should be employed for hedgimayve attracted a number of studies to

discuss.

Some previous studies give the negatiuggestion of hedging the exchange risk, since
they believe hedging can increask and hedging is too costlgiteman et al (2007) give

the reasons that firm should not hedge the axgh exposure, since the most of the firm’s
shareholder’s portfolio are much more divaesifthan the individual firm’'s, therefore the
firm's hedging could not increase shao&ler’s value obviously. Meanwhile, the
management of exchange exposure doesorease the expected cash flow but consumes
some of firm’s resource and therefore reduce the cash flow, even the agent problem will
also cause the bias of the spirit of ttoeeign exchange management which makes it
unworthy. It is admitted that the market iffidult to predict. The motivation to reduce the
variability is some times driven by accounting reason and it's meaningless to the firm’s
value. Furthermore, efficient market themidtelieve that investercan see through the
“accounting veil” and therefore ta already factored the foreign exchange effect into a

firm’s market valuation.

Hagelin (2003) Glaum (1990) and Dufey (1972und no evidence shows that hedging
15



translation exposure increases firm vallggelin (2003) emphasized that translation
exposure should not be hedgeditabas an insignificant edtt on firm value and also
creates additional transaction exposure. Soenen & Madura (B89@1pPritamani, et al
(2004) suggest although hedging is an inguar activity for reducing currency risk,
practically, it may also increasesk, as it is very easy toru hedging into speculation, if
the firm take an aggressive strategy on adb (2000) says: hedging could also be used to
restructure positions in financial reports, whreduces market risk but meanwhile increase
the credit risk. Zenoff, (1978points out that given thafranslation and transaction
exposures are not synonymousducing the former could cause increase in the latter,
and vice versa. Brown's (2001) case studiggests that the cosif initiating and
maintaining a hedging program with derivatiigsnot trivial, and he could not give a
positive support for hedging the exchange rate exposure. Guay and Kothari (2003)
conclude that the value of using derivatiteshedge the firm’s exposure is economically
small in relation to their entitievel of risk exposure by reggsion the data from 234 large

non-financial corporations, whighk consist with Brown'’s find.

However, majority of the previous studigve the optimistic support. Adler and Dumas
(1984) mention that the financial hedge cbrgéduce the likelihood of loss form exchange
exposure. Chow and Chen (1998) also supfios point of viewas hedging activities
might affect foreign exchange exposure. Kmwith well-structuredhedging activities may

have a relief on to reduce the losstbe foreign exchange exposure.

According to the survey conded by Jesswein et al (19983 overwhelming majority of
firms believe that managing currency riskwisrthy, however, insuifient supportive data
is available for the opinion, as most ofetlirms are reluctant to open their hedging
activities. Hegelin (2003) find that no evidence $bow that derivatives, which is often
used for hedging purposes, will lead the fianpositive leverage. Nevertheless, Gilman
(1995) explains that hedging taties is a measure to recel the number of variables
affecting profitability, espeaily in non-financial instituibns. As exchange movements

could hardly be predicted accurately and profession@gmirag and Goddard, 1994),
16



firms should design a spe@fl risk hedging strategypased on their own firm’s
characteristics to minimize the volatility of the factors affecting the profits. Rationally,
hedging should only to be considered whea ¢fffects of unexpected exchange rates are

significant (Shapiro, 1999).

After investigating the peofmance of the foreign exchange management in UK
multinationals, Belk and Glaum (1990) resulittthe management of transaction exposure
is the focus of corporate exchange risknagement, because the transaction exposure

influences the firm'’s real cash flow.

In fact, firms prefer to use natural hedgen stead of financial hedging instruments
(derivatives) to overcome the currency riski® (gambling in treasureMarch 2003), which

can be evidenced by the prior empirical studsesh as Moffet and Karlsen (1994) describe
that production, financial and marketing policies can be asetbols to manage economic
currency exposures as natuhadging'. As being in a globzation business environment,
diversification of international operations isicial for multinational corporations to manage
operating exposure. So it can provide companies maintain competitive advantage and

defensive reactions to adverse exchange rate movement.

Bodnar et al (1999) carry out three different surveys in 1994, 1995 and 1998. They find
from the 1995 survey that derivatives are used most commonly to reduce the volatility of
firm’s cash flows and derivative usage amongéafirms was greater than the usage in
smaller firms. The latter find is also reinforced in their survey of 1998, which is that 78

percent derivative use is still not as widespredaalf of the surveyed U.S. companies.

Martin Glaum (1999) did an empirical study erchange risk management of 154 large
German non-financial corporations, which results that the majority of the firms concern
managing their transaction exposure, and rabdtem adopted a selective hedging strategy
based on exchange rate forecasts, small mieswtf firms did not hedge foreign exchange

risk at all, and only few firms could hedgeeir transaction exposure completely. More
17



detailed information is given about the magement of US-dollar exchange exposure;
Glaum finds that only 16 percent of the firaue fully hedged. The majority of firms had

realized hedge ratios between 50 and 99 peréethtee-country study of risk management
by Belk (2002) results that 66 percent of gemple companies highly centralized their
exposure management, 19 percent lowly camtdltheir exposure management and only

15 percent decentralized their exposure management.

Marshall (2000) made a survey on UK, USA &atific Asian companies and he indicates
that general foreign exchange risk managerngeah important activity for many MNC. It

has been reported that the overall objectiviieign exchange risk management of many
firms is defensive in an attempt to minimise foreign exchange loss (Tran, 1980 and
Rodrigues, 1981). Other stateljectives of managing exchangek include: reducing the
volatility of cash flows (Copeland and Jgsh996, Cummins et al., 1998) and protecting
earning fluctuations (Tran, 1980Previous research by ¢sard (1990) and Belk (1990)
who suggests that transaction exposurthés most actively managed foreign exchange

exposure.

Kim and Kim (2006) give the examples af survey of large US multinationals by
Business International and Arthur Anders&nCo. which found thaB5 percent of the
sample companies hedged their transaatixposure, while only 26 percent hedged their
translation exposures. Apparently, only soofethe executives think that they should
hedge paper gains and losses for translatixposure and potential exchange gain and
losses from future operations (economic exp®sun addition, mosof the executives do
not pay too much attention to these two typeexposure, because they believe that these
exposures are not as importasttransaction exposure. Thengf, transaction exposure is

more likely to be hedged in the company’s perspective.

Unlike transaction and translation expasureconomic exposure is less numerical
measurable and more difficult to manage. Tievement of exchange rate will bring the

changes in the competitive environment, and individual firm has the different sensitivity
18



of the future cash flow of thunexpected exchange ratawpes. Moles (2002) suggest
that the management of economic exposure ldhioa a significanbbjective of foreign
exchange risk management because of itsiderable effect on a firm’s cash flow and
competitive position. Belk and Glaum (1990) finattthe real exchange rate doesn’t have

a significant impact on firm’s competitive positicn the market. This also explained by
Shapiro (2006), who concluglethat a firm’s economicx@osure on foreign exchange
movements is attributed to the differentiated its products is, the internationally
diversified its competitive ighe ability to shif production, the sounag of inputs among
countries, and fluctuations in the real exabe rate. To some extent, the more the
activities of firm in foreign markets thkarger its economic exposure a firm will be

expected to face.

However, Shapiro (2006) says that fgntan hedge of trandfon exposure while
economic exposure with the chaexcof long-term existence, is hard to manage simply by
financial hedging techniques, this exposueguires the firm to make a longer-term
operation plan. A strategic reorientationagferating policies includg pricing, sourcing,
location of productions and finaing should be considerdé@sides the financial hedging
instruments. Those approaches to marthgeeconomic exposure are defined by Moffet
and Karlson (1994) as natural hedging. Stagdn a globalization business environment,
diversification of international operation is crucial for multinationals to cope with the
economic exposure. Nature hedging not qrigvides firms opportuniis of maintaining

the competitive advantage but also hints femlgve reaction to agrse exchange rate
movements. If the domestic prodien or service cost of a firns affected by an exchange
rate changes, the firm can shift product sog from those countries whose currency is
depreciated or remove the plant to #heiThe strategic marketing and production
adjustment is similar in cost-effective persipee. Froot et al (1993) believe that the
existence of a natural hedging in which cash inflows and outflows are positively
correlated.

Although the diversification ofsources and production acsosegion can offset the

long-term exposure, it is an assumption only holds when the market is efficient.
19



Unfortunately, in the real world, the market is not always efficient since the existence of
information asymmetries, government interventions, and monopoly f(?degle, 1991).
Moreover, the factors affecting the exchangges are complicated, e.g. economic attribute,
arbitrage activities, legislatiopolitical conflicts and naturalisasters. It is concluded by
Demirag and Goddard (1994) that no single nhadeheory could be used to precisely
predict the direction of exchange rates raitampirically and nor theoretically. Eiteman

et al (2007) suggest the exchange risk candalged by pricing in firm’s home currency or

in whichever currency the costs are booked. But in a global competitive market, this
strategy could not be sustainasl the firms are always coetmg with firms who get the
favour from the exchange movements. Moexpwshapiro (2006) indates that the more
efficient market is, the more random the exu® rate moves. Therefore, efficiency of

natural hedging seems somewhat ambiguous.

2.4 Hedging techniques of foreig exchange exposure management

Derivatives, a variety of financial insments emerge according to the demands on the
financial market for against the differentclyange exposure the firm encounters. Those
financial techniques are employed be the camypas external hedging tools, such as
forward and future contracts, swap, optiarsd so on. Each of them differs to hedge
different exchange risk in different s@ios. There are mangtudies involving the
positive effectiveness of using these techniques, such as Allayannis and Ofek (1997),

Allayannis and Weston (2001) and Geczy et al (1997).

24.1 Currency exchange forwards

A forward foreign exchange contract is amesgnent to exchange one currency to another

with a specific quantity, where the exchange ra fixed on the day dhe contract but the

actual exchange takes place on a pre-deternuia¢el in the future. The predetermined
exchange rate is the forward exchange rHte. amount of the transaction, the value date,

the payments procedure, and the exchange rate are all advanced stipulated in the contract,

namely before the exercise of the contr&cirward contracts in n@ currencies can be
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available daily with maturities of up t80-, 90-, and 180-day Two types of forwards
contracts are often used: deliverable fogafface amount of currency is exchanged on

settlement date) and non-demable forwards (which asettled on a net cash basis).

Normally, a currency forward contract is ugedhedge exposures that are short to medium
term and with the certain timing. It is very portant for the firm’s treasurers to take a
forward contract, as they can fix the costs of imports and exports in advance for the
payable or receivable amount.lét of empirical researches such as Belk et al. (1990),
Bodnar et al. (1996), Mallin et al. and (2006yicated that the most frequently used
hedging derivatives is forwarexchange contract. With foexds, the firm can be fully
hedged for the transaction exposures. Howes@ne risks includingettlement risk that
exchange rate moves in the opposite directiertheir forecast, and counter party risk
which the other party is unable perform on tloatract, the high cost of forward contracts

will sometimes prevent firms to escise this tool to fully hedge their exchange exposure.

Forward contract are easy to use and cheldeffective, for example, Avon successfully
escaped from the Asian Financial Crisisli®97 by selling about 50 million US dollars
worth of five Asian coherencies forwardaagst the U. S. dollar (Shapiro, 1999). And
there is no extra premium cost out of the fovarice itself, as the premium cost has been
added into the forward priceRedhead (2001) further pemted that forwards are
particularly useful for short to medium expos or with the certainty timing. Additionally,
Shapiro (1999) mentions the loss of forwarditest should be offset by sales gains. In
other words, if the future exahge rate of the home currgndepreciates further than the
forward raté, the income can offset the loss of forward contracts. However, in this
situation, whether the sellingrice is forced down by thigend of currency depreciation.
Meanwhile, the forward rate is generally determined by referring to the interest rate
differentials between two countries, thereforés bften be described that exchange rate is

an unbiased future exchange rate. The detation of forward exchange rate assumes

4 Forward rate refers an exchange rate quoted today féensett at some future dat€he rate used in a forward
transaction.
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purchasing power parity and interest rate parftyand freely floating exchange rates
(Woods, 2001) Actually, there are a lot of famts including financial distress,
governments, oil price and etffecting real exchange rafe¥he forward rate is only one

of a number of possible rates the futures, as other facs could influence expected
future rate. However, every coin has a flide. Woods (2001) indates that although the
forward contract lock the company’s future @aime into the forward rate, it could not
resistant the threaten form the depreciatioora# currency. The technique gives certainty

of the firm’s future cash flows, but could naiotect the company against absolute adverse
exchange rate impact on earnings. In consistence with Wood's view, Redhead (2001)
emphasise the reality that forward contractéai® the firm from the likelihood of getting
potential profit gains. And such hedging med also could influence the firm’s bank
credit line, since the firm’s additional loan in a limited credit will be reduced accordingly.
Additionally, Grant & Soenen (1991) givereegative view of using long-term forward
contract to hedging the exposuas even if the techniqu®uld freeze the volatility of
exchange rate effects, the inflation rate differentials between the countries still remain
exposure. This means that economic exposguld not be heddeunder the forward
contracts, as another exposure would beterehich does not exist originally. Apparently,

it is an evidence to support Shapiro’s vidvat economic exposure is difficult to hedge

with financial techniques due tsitharacter of long-term effects.

2.4.2 Currency exchange options

Another widely used hedging technique agrrency exchange options. These are also
contracts, which give theght, but no the obligation, texchange an amount of one
currency to another at a predetermined f&tell, 1998). Bartram (2006) indicates that
option is a very versatile approach to hedbe risk, especially when the exposure is

uncertain. One character ofightechnique is the amounhd the exercise price can be

5 Purchasing power parity is the theory that the price teftitionally traded commodities should be the same in every
country, and hence the exchange rate between the twacieseshould be the ratio of price in the two countries.
® Interest rate parity is the theory that the difference in national interest rate for security of similar risk and mailtity sho
be equal to but opposite in sing to the forward exchaaigediscount or premiumifthe foreign currency.
" Real exchange rate is an index of foreign exchangestedjifor relative price levathanges since a base period.
Sometimes referred to as real effective exchange rate, it is used to measure purchasing-power-adjusted changes in
exchange rates.
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tailor-make or negotiable in an OYC market (Redhead, 2001; Eitman et al., 2007).One
significant difference between options and fomvaontracts is optiongive the holder of
the contract a right to buy or sell a certainoamt of a certain currency at a predetermined
price called strike or exercise pricentil or on a specified date, but the holder is not
obliged to execute the contract, so options sg@re flexible, but the seller of a currency
option has an obligation to perform the contifithe holder requiresthe right to buy is a
call; and the right to sell isamed as a put. Of course,like the forward contract, an
option premium should be paid by thoskonobtain such a right. Different opt®antail
different level of risks, which is probabtiie reason why hedging insudivided opinions.
The holder of a call option, whicgives the buyer #hright to by an assets by an agreed
date at a promissory pricean benefit from a price incress (profit is the difference
between the market price and the strikegominus the premium), while the call holder can
choose not to excise the option when the price decreases (locked in loss of the option
premium). A put option gives the buyer the rightsell an asset by an agreed date for a
promissory price, and the holder can benefit if the price decreases. = The common use of
options is to buy a protective put option to cother exchange risk of future cash flow or a
call option for anticipated payments (Stambaugh, 19943 recommended by Maugham
(2000) to buy a call or a put aph to protect against a fogei exchange loss, but to keep
all the possible gain. Gnan (1995) says that optionseasimilar as insurance contracts
because both of them are against the tigk,options leave opportities open for price
gains. Conversely, by selling a call or mtion, the firm puts itself in the exposure of
limited gain but unlimited loss. Generally,ettmotivation for selling an option could be

attributed to earn the pream or to offset the cost of buying opposite options.

Recommended by Dufey et al (1995), optionslzamised to hedge cabws that may not
take place, such as a contract bid, for instaificke bid is take, options can be exercised,

but if the bid is declinedt could be revocable. So the maximum loss of option is only

8 OTC (Over-the-counter ) trading is tmdefinancial instrumentsuch asstocks bonds commoditiesor
derivatives directly between two parse It is contrasted withexchange tradingwhich occurs via
corporate-owned facilities constructed for the purpose of trading.
® The fixed price at which the owner of an option can msehin the case of a call, or sell, in the case of a
put, the underlying asset.
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concerning the premium expenditure. Also, fican use such technique to sustain its
competitiveness advantage in a global market, through buying the options on its main
competitor’s working currency. If the competitor's home currency depreciates, the
competitor will have the predominate by recgcihe price because the cost on its home
currency is getting lower and the relative benefit from the revenue will increase resulting
from the depreciation of its home currendyoling the currency options mentioned
previously, firms can get a portion of compathon of the weakness in competition or

reduce profits by execution of the option in hékdnns, 1996).

Options, with characters such as simplicitgxibility and lower cost comparing with
forwards, and the predicted maximum loss—which is the premium, therefore has become
increasing popular as a hedgidgvise to protect firms aget the exchange movements.
Whenever there is uncertainty in the sakecash flows or thaiming of cash flows,
currency option contracts woulde superior to traditionahedging instruments such as
forward contracts. Grant and Marshall (1997fthat a frequent usd both forwards and
options (respectively 96 perdeand 59 percent) after exanmg the extent of derivative

use and the reasons for their use by carriedwoveys in 250 large UK companies,. They
conclude that comparing to the elementsggisons for the use of forwards are company
policy, commercial reasons and risk averswhijle the primary reasons for firms to use
options are a good understandingraftrument, and price are prominent. The latest survey
on 287 multinationals by ACT / Citi (2008) on foreign exchange risk management shows a
consistent result that a majority of respondents (72 pertaityise options spend premium

to purchase options and of those firmrgging premium, 40percent indicate defined

budget spend.

However, there are some limitation and wesds associated withptions. The financial
institutions and brokers setwery high level as the mininmu contract size of an option,
actually options is not suitable for small-scitens. Some researchers also oppose that firms
buy options for an uncertain bid (Kim andnkKi2006). They claim that taking the bid is

unnecessary if the promised rate move uodasble for the holder, but the premium is
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considerable. Dufey et al (1995) also remititls option users that even though the rate is
unfavourable, the holder still has the commitment to execute the option. It is implied that the
protection function of options is somewhiaited. Maugham (2000) further highlights that

the theoretically committed high margin benefits of option might not work when néduzd.
gains or losses caused by option do not corretata one-to-one or linear fashion with
exchange rate movements. Briefly, the tielaship between premium and exchange rate
gains is not stable, as it aiges with anticipated vatility and othe unpredictable factors as
well. This increases the comgity of involving with an opion. Giddy et al (1995) therefore
suggest the firms not leveraf@ gaining profits through finecial instruments, should not

enter into option contracts.

Summarily, various debates on options aending on different perspectives. Options, not

only can be used as risk cooittools, but can also be operated for speculation purposes.

2.4.3 Currency futures

Currency future is another financial instrument to hedge the risk of foreign exchange
volatility impact; it is an exchange-trade@ntract specified a standard volume of a
particular currency to be exchanged on a&cffr settlement date. Similar to forward
contract, both of them allow a firm to buy ofls®ertain currency at a fixed price and at a

future point in time.

But, there are some differences betweeneheas techniques. The tiwre characteristics

differ from forward as it is standardizdabth for amounts and delivery date (normally in
calendar date such as March, June, Septemhbeé December), while forward is for any
amount and any delivery date witte agreement of two partiesnother difference is that a
forward contract is traded by phoaoetelex, it is canpletely independent of location or time,
where as all clearance for futures markets are handled by an exchange clearing house. The
most significant difference is in terms of liquiden, futures contracts are settled by offset of
gains and losses daily, while forward contsaate settled by actual delivery whether full

delivery of the two currencies or net value onlytte contract maturity. It is believed that
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daily cash compensation feature largely elimesatiefault risk. Both futures market and
forward market are important approaches tdgeethe exchange riskien (2002) indicates

“Firms uncomfortable with thencertainty involved in receiving a fixed payment in foreign
currency can easily hedge the transaction using either futures or forward contracts.” But
Belk and Glaum (2002) find that none of the cams in their survey &s currency futures,
because the characteristics of exchange traded futures most often do not enable the
companies to hedge their positions perfectly. Mallin et al (2001) find that only nine
companies out of 231 respondents in thenvey used currency futures. Forwards and
futures serve similar purposes, which are both tenth have identical rates, but differ in

their applicability. Most big companies us$erwards; whereas futures tend to be used

whenever credit risk may be a problem.”

24.4 Currency swaps

In the recent years, a new financial derivative nhamed currency swaps for hedging foreign
exchange exposure appears in the market, asddégveloping quickly. Since its launch the
global maker in early 1980’s, mency swaps market has becoome of the largest financial
derivative markets in the world. Revealing itg/sterious mask, the currency swap is a
foreign exchange agreement between twdaigm to exchange a given amount of one
currency for another and, after a specified peabtime, to give back the original amounts
swapped. It can be negotiated fowide range of maturities up at least 10 years, and can

be regarded as a series of forward contracts.dtdinarily used whea firm operates in one
currency but need to borrow in another curger@urrency swaps are often associated with
interest rate swaps, as themmon cross currency swaps the cross-currency coupon swap
which is to pay fixed and receive floatimgterest payment meantime buying the currency
swap. Another commonly used approach @ssrcurrency basis swap which is operated as

to pay floating interest in a currency ancteiwe floating interestn another currency.
Currency swaps enable each contracting parborrow in their comparative favorable
market, and both parties can benefit from the swaps by reduction in borrowing costs. The
use of swaps now has grown rapidly in veestcountries. Grantna Marshall (1997) found

that the use of swaps and famds/futures is dominant idK. Bodnar et al. (1993) found
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that swaps dominate for intereate risk management in USon-financial, global firms are
the primary users of currency swaps. The motivation of these firms for using currency swaps
is closely linked with theirdng-term hedging and financing strategies, which is positively

related to the firm’s economexposure (Goswami et al, 2004).

2.4.5 Money market hedge

Defined by Goddard (1994, p.139money market hedge is the process of borrowing in the
money markets, converting the funds borrowethatspot rate into the currency in which
payment is due, and investing in the secoadntry. The total receipts, principal plus

interest from foreign currary investment is thamsed to make payment for goods.”

Money market hedge is advanced for its fewmrstraints on the amount of the contract size,

it could be negotiated with ¢hbanks or lenders. Meanwhilg also be conducted when
forward, option, future or swapnarkets are not availablat arm’s length in some
undeveloped derivative marketdpnes et al. (1998) advisas applicable guideline for
money market hedge, which sugggethat if the differential othe interest rates in two
countries is less than the forward spot rabte ost of the forward cover), funds should be
moved towards the market with lower interest rate. Otherwise, they should be kept in the
higher interest market. One possible disadvant@igmoney market hedge is that it could
probably involve expensive corporation resousgee the firms is required to concerning

the regularly examine interest rate differentials and exchange rate movements. In some
countries, the amount of foreign currency bwirg is constrained by their legislations due

to the political andccounting reasons.

2.4.6 Foreign currency borrowing

Demirag & Goddard (1994) bele that foreign currency bowing is a major foreign
currency risk management device, which iplegal as borrowing in a foreign currency in
which the company expects to have futwash inflows from the exports or other
operations; these cash inflows can be usedherinterest and principal payment on the

foreign currency loan. The extent of such pawis is not subject to foreign exchange risk,
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although the company must make sure theresterates that arpayable on the foreign
currency loan. Such loans are generally arednfpr flexible pewds and possibly with

variable rather than fixed rates of interest.

2.4.7 Currency risk sharing

Demirage & Goddard (1994, p.13@pint that currency risk austomized hedge contract
including in the trade transaction between twanare parties is an approach to achieve the
currency risk sharing purpose. Such an agesgns usually suggestdad be employed by
those firms who are involved in long-term teadontracts; these agreements can reduce the
frequency of contract revisiomsd the effects of currency flu@tion on profitsbecause this

technique is working for price constant.

The application of the risk hedging techniquesfien regarded as merely a speculative trick,
as they (particularly for derivatives) sometinresults the insufficient transparency of the

firm’'s financial disclosures; or, thewre used for the purpose of avoiding capital
requirements, manipulating accounting ruled aredit rating and evading taxation (Dodd,

2000). Derivatives, especially for options, casoabe adopted to increase the level of
market risk exposure. And, they are novajs designed on risk protection, instead, are
employed to raise cheaper funds (Haddda2BQ0) HSBC suggests that the strategy of
hedging should be programmed, and the implentientahould also be carried out in stages
over a period of time, e.g., for one year. Thnsspecified exploitation could be conducted

for the development on favorable currency moves (Anon, 1997).

Geczy, Minton, Schrand (1997) ggests that firms could us#erivatives to reduce the
volatility of cash flow. Makar, DeBruin andHuffman (1999) presergvidence that using
foreign exchange derivatives in large firms increases with the level of foreign currency
exposure. This may probably because large multinationals are more capable to take
advantage of the economies of scale in the transaction costs of foreign exchange derivatives
(Nance, Smith and Smithson, 1993). If firmseu®reign currency derivatives to hedge

against exchange-rate movements, then tlee afisderivatives shad reduce the foreign
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exchange exposure. In another word, the $ derivatives should decrease foreign
exchange exposure for firms with potential |ogsd increase (decrease in absolute value)
foreign exchange exposure for firms with guaial gain (Allayanrs and Ofek, 2001). The
empirical evidence of Nguyen and Faff (2008pgorts the opinion that the use of foreign
currency derivatives reduces short-term fgneexchange exposure, as the return horizon
lengthens, foreign currency derivatives appearbe less effective in hedging foreign

exchange risks.

Empirical examination of hedging theoridsas been difficult due to the general
unavailability of data on hedug activities. In the beginning of the 1990s, the information of
a firm’s action of taking derivatives heldiyately as a very important component of
strategic competitiveness, till the middle of 199Ghe firms were required to disclose the
notional amount of derivatives and other finahanstruments. However, few studies (e.g.,
Allayannis and Ofek, 2001; Nguyen and Faff02phave yet use the actual notion amount
of derivatives to measure its impact on éxposure, while many studies (e.g., He and Ng,
1998; Chow, and Chen, 1998; Nguyen and FA4303) use substitute-hedging proxies of the
hedging incentives. They consider that Srrwith a greater incéiwme to hedge should
actively manage the foreign exchange riskg aesults in less exposed to exchange rate
fluctuations. In addition, they hypothesize thatltinationals with gre@r financial leverage
are more likely to hedge.hts, the exposure is lower (elde and Ng, 1998; Chow, and
Chen, 1998; Nguyen and Faff, 2003). The firintok-to-market value of equity is a proxy
for a firm’s growth opportunities. The lowéne book-to-market ratidhe greater a firm’s
incentive to employ more currency derivatiteshedge in order to reduce underinvestment
costs (e.g. He and Ng, 1998; Chow, and rCh#998). Firm size is also a factor for
economies of scale in hedging costs. Large firms that have access to risk management
programme, or that have economies of scalsawing cost, are more likely to hedge than
smaller firms. However, there are circumstances where smaller firms have more incentive to
hedge than larger firms; for instance, #erafirms will hedge more because they face
greater bankruptcy costs.¢e He and Ng, 1998; Chow, a&hen, 1998; Nguyen and Faff,

2003).
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The results of Elliott, Huffman and MakarO@3) also present the positive relationship
between the exposure of foreign currency askl the level of foreign borrowing, indicating

that this debt may be used as a hedge.yAflais and Ofek (2001) state that a firm with
revenues denominated in foreign currencies (cash inflows) can issue foreign debt, since it
creates a stream of cash outflowsn a foreign currency. By holding
foreign-currency-denominated cash infloarsd outflows simultaneously, one can remove

the foreign exchange exposure. The resultalialyannis and Ofek2001) are that exposure
through foreign sales is posiily and significantly related ta firm’'s decision to issue

foreign debt and to tHevel of foreign debt.

2.5  Objective of foreign ekhange exposure management

A company’s decision to hedge against thpstential losses may be determined by its
forecasts for foreign-currency values. (Kim and Kim, 2006)

In order to assess whether adgmg strategy is to be undaken, it is important to
evaluate all of the & involved before. Most hedging dtrgies involve premium, interest
or transactions costs, which can be comstle, especially if options are involved.

(Demirag & Goddard, 1994).

A company can benefit from the preceding teghes only in the circumstance that it can
forecast future exchange rates more accurately than the general market. For example, if
the company has a foreign currency cash inflow, it would hedge only if the forward rate
exceeds its estimate of the future spot'fat€onversely, with a foreign currency cash
outflow, it would hedge only if the forward rateas below its estimated future spot rate.
Apparently, it is following tle profit-guaranteeing dictunf buy low — sell high. However,

attempting to profit from foreign exchangedoasting is peculatingither than hedging.

Rationally, the feasibility of a hedging strgyeis appraised by whether a firm could

10 Spot rate refers to the price at which foreign exchange transaction to be settled (paid for) on the second following
business day.
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recognize and measure the existing and potential risk, then the firm should decide such
risks are material and acceptablenot. If the risk is acceptadlit should be hedged with
the cheapest effective meanspobtection. The managers mucide the adopted policy

is in an aggressive or a defensive style.

Zenoff (1978) points out the most frequentlycorring objectives, explicit and implicit, in
management behaviour in order as: minimizirggslation exposure, earnings fluctuations
owing to exchange rate flti@tions, transaction exposuregonomic exposure, foreign
exchange risk management cost and avoidurgrises (this objective involves preventing
large foreign exchange losses). Bodnar &@ldum (1999) give some popular goals of
hedging are summarized as: minimizing fluctuatisznaccounting earnings and in real

cash flows, and protecting the appence of the balance sheet.

Empirical research sellts state in many studies likeaat and Marshall (1997) who made

a survey of 250 large UK companies indictitat the primary objective of their treasury
department is to reduce risiad 90 percent of them do ngpeculate. Others did some
comparisons with different countries, suah Bodnar and Glaum (1999) found that US
companies focus their use of derivativesigk management primarily on minimizing the
variability in cash flow and minimizing flucations in accounting earnings as a second
objective, while a majority(55.3 percent) of German companies chose minimizing
accounting earnings as their most importarjecve. Also Marshall (2000) found that
Asian multinationals is similar to Germanftus on accounting earning. They argue that
the differences may be attributed to dissimilarity in accounting regulations where
accounting rules in the non-WBuntries made stronger linketween accounting earnings
and cash flows. Most large multinationals manage their foreign exchange risk by using a
pre-established exposure management gyateor example in Lewent, and Kearney
(1990)’s case study of Merck, the firm used following five steps for currency exposure
management: (1) projecting exchange rate \lat{2) assessing thienpact of the 5-year
strategic plan, (3) deciding whether to hedige exposure,(4) selecting the appropriate

financial instrument, (5)anstructing a hedging program.
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Here below please find the some représtare empirical study on foreign exchange

exposure in deferent coures and period in Table 2.
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Table 2: Previous studies on foreign exchange exposure management

vely

uce

DI

Author Period of data collection Sample Key findings
(country and
size)
Jorion P. (1990) 1971-1987 287 U.S Significant cross-sectional differences in the relationship
multinationals between the value of U.S. multinationals and the exchangg rate.
This association, called exposure, was found to be posit
and reliably correlated with thdegree of foreign involvement.
Exposure without foreign operations does not appear to differ
across domestic firms.
Bodnar, Hayt and 1994-1995 350 U. S. Derivatives use increased by firms.
Marston (1996) nonfinancial firm Forward / future contracts were most frequently used hedging
derivatives.
Allayannis and 1993 378 S&P 500 Firms us currency derivative for hedging significantly red
Ofek (1997) nonfinancial firms the exchange expose/
The decision to use derivatives depends on exposure fact
Chow and Chen 1975-1992 1,110 Japanese Exchange rate exposure is the association between chan

(1998)

nonfinancial firms
listed on TSE

ges in

firm value and exchange rate changes, Japanese firms are
overwhelmingly negatively exposed, i.e. their equity retyrns

decrease as yen depreciates

Japanese firms are more adversely affected by yen depreq
if they are in the industries with higher imports ratios and in
non-traded industries, and less detrimentally affected if the
in the industries with higher exports.

jation
the
y are
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Author

Period of data collection

Sample
(country and _size)

Key findings

He and NG (1998) 1979-1993 171 Japanese 25% of the sample firm's stock returns experienced
Multinationals economically significant positive exposure effects firm| is
exposed to exchange-rate fluctuations.
Highly leveraged firms, or firms with low or firms with low
liquidity, tend to have smaller exposures exchange exposure is
found to increase with firm size.
Bartov and Bodnaf 1995-1997 197 U. S. Firms in both countries primarily use derivatives to manage
(1999) multinationals and risks from fluctuating financial prices. While German firms are
126 German more likely to use derivatives as Germany is a smaller more
multinationals open economy, leading to greater exposure of its firms to
financial price risk, especially foreign exchange rates |and
commodity prices
The determinants of derivative use are primarily driven by
economic considerations «u as activities and firm
characteristics and not the result of corporate culture or other
country-specific differences.
Mallin, Ow-Yong, | 1997 231UK Derivatives usage to hedge financial price risk is yvell
and Reynoldg non-financial established amongst larger UK companies
(2001) companies Objective of using derivatives i®© manage fluctuations in
accounting earnings,
Pantzalis, Simking 1989-1993 220 U. S. Operational hedge is a signifidadeterminants of exchange

and Laus(2001)

multinationals

risk as measured by ‘breadth’ and ‘depth’ dimensions
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Author

Period of data collection

Sample
(country and _size)

Key findings

sitive

1]

to

psure

Allayannis and 1996-1998 720 large U.S. Firm value and the use of currency derivatives has a po
Weston(2001) nonfinancial firms relationship
Hedging premiunis statistically and economically significant
for firms with exposure to exchange rates and is on average
4.87% of firm values
Kiymaz (2003) 1991-1998 109 Turkish listed Turkish firms are highly exposed foreign exchange risks
firms and importing firms tend to have the highest exposur
exchange rate risk
Nguyen and Faff 1997-1999 1l44ustralian The used of foreign currencyrilatives reduces the short-term
(2003) nonfinancial exchange rate exposure, but it is less effective for the exp
multinationals in longer horizons (12-24 months).
ACT / Citi (2008) | 2007-2008 287 nonfinancial Main objective of exchange risk management is for sm

firms
(diversified
industries and
nations)

earning volatility and reduce transaction risk.
Forward contract is most frequently used instruments
options are wildly used.

poth

and
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Chapter Three:  Background of China

3.1 Development of Chinese foreign exchange regime

The Chinese economy is developing quickilyce China opened its door to the world
since 1978. The average yearly growthGiP from 1978 to 2006 is 9.7 percent, the
GDP of 2006 is USD 2,633 billion, which is 57.7 ésthan 1978’s. The total value of
import has an average growth rateldf21 percent during this period, in 2006, the
total amount of international trade ¥SD17,604 billion, which is 85.3 times than
1978's. After entered the new millenniutte Chinese economy stepped on a new
level. During 2003 to 2007, the rate of yearly economic growth exceeds 10 percent for
the continued five years and reached & height of 11.9 percent in 2007. China is
becoming the third major exporters all over the world. From the data of published by
the National Bureau of Statistics of Chin#he balance of the import and export is
increasing, due to the fast increasing expbinerefore, the floating of exchange rate
has a tremendous impact on the Chinese ecgnespecially for the exporting firms.
Obviously, foreign exchange exposure should be paid sufficient attention.

Table 3: Economic development of China in past five years

2002 2003 2004 2005 2006
GDP 1,453.90 1,639.87 1,932.06 2,236.06 2,633.28
Total Value of
Import & Export 620.77 850.99 1,154.55 1,421.91 1,760.40
Total Export 325.60 438.23 593.3P 761.95 968.94
Total Import 295.17 412.76 561.28 659.95 791.46
Balance 30.43 25.47 32.09 102.00 177.48

Unit: Billion USD
Source: data from the official website of National Bureau of Statistics of China, available at

http://www.stats.gov.cn
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Figure 3: GDP of China 2002-2006
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Source: data from the official website of National Bureau of Statistics of China, available at
http://www.stats.gov.cn

Figure 4: International trade value of China 2002-2006
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Source: data from the official website of National Bureau of Statistics of China, available at
<http://www.stats.gov.cn>

There are considerable of prior works atmniting to describing the foreign exchange
management, but few is concerned for exchaateexposure of Chinese firms, either

examining hedging practices in China One available journal is written by Patrick J.
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Schena (2005), who finds that internatiooaéntated Chinese firms have experienced
significant foreign exchange exposurdéthaugh no empirical evidence shows that
Chinese firms are engaged in hedging activities when measured against the trade-
weighted index, it is indicated that ChieeBrms in particular exporters concerning

with some kinds of foreign exchangeski management. It should be noted that
research is undertaken in the old Chinaseency system which the Chinese yuan was
pegging with U.S. dollar. Furthermore, @ foreign exchange market in China is
imperfect due to the foreign exchangeministration mechanism, the currency
derivatives are comparatively undiversified anodtly. Consistent to Patrick J. Schena
points out that the peg, acts to mdkedging unnecessary against the US and HK

dollars and is likely sustainable only as long as currency controls remain in effect.

The exchange rate of Chinese yuan heenbpegged to the U.S. dollar at Yuan8.28/$
since early 1997. This peg has been sustatheough the Asian Financial Crisis of
1997/1998, and had provided a fixed and stable currency base for the rapid
development and growth of the Chinese economy into the new century. The Chinese
economy continued to grow extremely ragiel more than 10 percent in real GDP
terns — and the growth rate was increghi too large to remain a second-rate
exchange rate country. More and mamaices from outside China called for the
Chinese yuan to be transitioned to a floatinghaxge rate and join the U.S. dollar, the
euro, and the Japanese yen in the forefobrihe global financial system. Eiteman et

al. (2007, p.59) gave a case which describes a voice from U.S.: during 2004 and 2005,
the U.S. government had continued to urge China to revalue the yuan from its decade-
long pegging to the U. S. dollar of Yuan8.28/$. The U.S. argued that the growing
Chinese trade surplus with the U. Sdicated that the yuan was considerably
overvalued.

Consequently, the Chinese foreign currency exchange regime was reformed on July

21st, 2005. On that day, the Chinese goweent and the People’s bank of China

38



officially changed the value of the @lese yuan. The People’s Bank announced that
the pegging of yuan to the U.S. dollaowid be would abandoned, and the People’s
Bank of China allows the value of the yuanrise to Yuan8.11/$ immediately, and
allows the value of the yuan to fluctuat@@® percent per day over the previous day’s
closing price going forward. Such a manadledting exchange rate system is based

on the market supply and demand, so the exchange rates of Chinese yuan is
determined and adjusted according to “aled of currencies” floating. Under the a

new currency regime, the exchange of China is more elastic, but simultaneously it also
brings higher foreign exchange exposureGbinese firms, particularly those involved

a large portion of international business and multinational companies as well.

3.2 Status quo of China derivative market

After entered 1980's, the financial derivativesrkets are develapy rapidly. So far,

there are more than 1,200 kinds of derivegiyproducts in the international financial
market. The transaction value of derivas all over the world in 2002 is 13.5 times
higher than the value of 1986, and the mavkdtie is the 4.5 timesf the total value

of global GDP of that year.&k in 1991 in U.Sthe derivatives market and the trading
volume has reached U.S. gross domestidpet of 140 percent, the development of
derivatives is far exceeding the average growth rate of the national economy and other

financial assets.

Although the currency derivatives in Chindgins in 1997, due to pegging exchange
rate regime in that period, the transaction was not developed. Till the reform of the
exchange rate regime on July®212005, the Chinese yuan flexible management
system and the exchange rate fluctuatiemsourage the development of the derivative

market.

In 2004, the China Banking Regulatory Commission official republic‘ltiterim
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Rules on Derivative Business of Financial Institu#s stipulated in the first article,
the purpose of thénterim Rule’is ‘regulate and supervises the financial institutions
engaging in derivatives transactions and téeetively control the risks involved in

derivative transaction of h financial institutions.’

Recall development and reform of the foreign exchange regime, the currency

derivatives are developing gradually in Ghirwhich could be demonstrated in the

following timetable:

e On May 18, 2005, the foreign currency trade witfght main currencies launched
the inter-bank market

e On August 8, 2005, the currency forward laches the inter-bank market

e On April 24" 2006, Chinese yuan and foreign currency swap launched the
inter-bank market, banks are alloweéd use swap for hedging and position
structural adjustment

e On August i, 2006, the pound sterling / Chinese yuan became the trade currency in

China spot rate market

So far, the available currency derivativee® mainly concerning in forward contracts
and swaps. With the stable developinggoess, in 2006, the daily forward contract
transaction national wide is about UBID million for inter-bank section. For the
nonfinancial institute’s swapransaction, only principacould be swapped, but the
interest could not be changed between pasties. While both of the principal and

interest could be changéat inter-bank transaction.
There are three kinds of main probleimshe Chinese derivative markets:

First of all is the limitation of participarand fund of the trade. For the nonfinancial

institutes, the strong foreign currency administration system is imposed. In this
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circumstance, all the participants are trading with the motivation of reducing the risk;
no one would like to invest in such a market.

Second, the expectation of unilateral ap@gon of Chinese yuaoause the most of
participants would like to #6JS dollar and buy Chinese yuahgerefore, the market is

not active.

The third one is about theystem. The derivative mieet is driven by thé&tate Foreign
Exchange Administration. The availableogucts are designed by the Administration
with the incentive of controlling systemigsk. Not based on customer orientation,
these derivatives are not diversified. Theref the currency Chinese foreign currency

market is a closed market.

3.3 Importance of hedging forggn exchange risk in China

Starting from July 21, 2005, China reformed #xchange rate regime by moving into

a managed floating exchange rate regragsed on the market supply and demand with
reference to a basket of currencies. Chengsan will no longer be pegged to the U.S.
dollar and the exchange rate regime was awed with greater flexibility. On July 21

2008, the third anniversary of exchange rate regime reform, the exchange rate was
Yuan6.8217/$, the Chinese yuan appreciated e 21% in the past three years,
please see the movement of the exchangedaring the three years in the following

Figure 5.
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Figure 5: Exchange rate of Chinese yan again U.S. dollar (July 2005 — July 2008)
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Figure 6: Trade surplus of China 2003-2007
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Source: data from the official website of National Bureau of Statistics of China, available at
<http://www.stats.gov.cn>

According to the data from National Bureaf Statistics for China, the surplus of
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international trade in China increases tradwusly in the pasftive years, so the
appreciation of Chinese yuan seriously aois the profit even the survival of the
enterprises, especially for the exportingns, as the expected cash flow of export

settlements will reduced by the depreciation of U.S. dollar.

According to the repoft from the People’ Bank o€hina, a survey conducted the
import and export firms, although the teadmount increased, éhprofit decreased
obviously. 46.3% the total earning reduced. 5®$i have the positive profit, while 15
have negative profit (11 firms’ profit turn from positive to negative), especially in
textile industry, the profit declined 50%he appreciation of RMB is the original
factor of profit declining among Chinese tiragl firms, which plays a more significant

role than the externanvironmental deterioraticand tight monetary policy.

In the scenario that the Chinese yanppraciating ceasing against U.S. dollar in the
past three year, the firms with U.S. doli@enominated cash inflow should consider
hedging the currency risk by tingost available financial datives and other hedging
approaches such as: forward contracts (to eliminate fluctuation of the foreign exchange
rate affecting the future cash inflow / Baw), foreign currency borrowing or money
market (to profit from the appreciation Ghinese yuan, especially for the small and

middle scale firms), swap andtaslishing overseas subsidiaries.

L «Financial Operation Report of Shanghai in 200B5ued by the People’s Bank of China on Februafy 2806
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Chapter Four: Research Methodology

4.1 Introduction

In the previous chapter, the relative theoretical knowledge of exchange risk
management has been examined in an extergerature review. It is crucial to
introduce the employed research methodologgr o the presentation of findings of
this research study.. Thissearch paper has adoptedragk case study approach as its
research purpose is in an attempt to camyan in-depth analis of exchange risk
management in Sino-chem. A case study apprisaappropriate to provide an analysis

of the context and process which illuminates the theoretic issues being studied (Hartley,
2004). Based on the nature of this stuglyalitative methodology ibelieved as an
effective way for generating visual data timalips to identify and assess the context
and process of currency risk managemeriimo-chem. The proipal data collection

is semi-structured interview complemant with the compay annual reports and
documentation. This chapter intends to esent the chosen research methodology and
principal data collection method that haseh employed, along with description of the

actual research process.

4.2 Research methodology

42.1 Qualitative methodology

This section is going to provide a Hridiscussion of qu#htive methodology by
quoting its theoretical underpinnings and #dvantages to the understanding of
exchange risk management in a particolganization. The choe of using qualitative
methodology is designed according to the natidirthe dissertationopic as to assess

the degree of the implementation the risk ngamaent in a chosen company in depth.
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It has been debated that ¢teiive methodology is for partitar value for researches
that seek to explore organisational goalkdiges and process in the organizations and
to understand failures of policies andgtices (Marshall and Rossman, 1999). Tesch
(1990) indicates that the qualitative researabemot concerned with objective truth,
but rather with the truth as the inforntaperceives it. Thus, the main task of
gualitative methodology is tanderstand and interpret humbehaviour in terms of
meaning but not he causal relationship of retscience. This corresponds Skinner et
al (2000)’'s remark that ‘qualitative reselarfocused on people’s experiences and the
meanings they place on the events, preegsand structures diieir normal social
settings, which provides an holistic view, through the participants’ own words and
perceptions, oh how they understand, accéamand act within these situations.’
Consequently, the advantages of qualitative methodology are strong supports for the
adoption of qualitative methodology in thiissertation. Differenfrom quantitative
research method which predominantly fosusa factual knowledge and singular truth,
gualitative research is more rich and divin the sense that it introduces different
levels of interpretations and stresses thpartance of the subject. This is extremely
important in this research paper, becauseekchange rate moventeis difficult to
predict and has the different impacts onpcoate operations. In this case, qualitative
methodology is appreciate in examining the theoelaborated in the literature review
as well as appreciatinghd understanding the complexiiy the corporate strategy
decision. This argument is supported by PHE383) who demonstrates that in-depth
and open-end qualitative research has almost become a necessity to capture the
complex and multi-dimensional behaviour patterns within organisations. Although
gualitative methodology has been justifiedthis research paper, the methodology per
se is not free freedom defection. BrymgB004) maintained that qualitative
methodology is too subjective and the intetgtien will be profoundly affected by the
subjective leaning of the researcher. He a#ses the concerns for generalization and

lack of transparency. With the awarenesshaflse potential problems, it is argued that
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gualitative methodology remains appropriate beeanf its relevance to the nature of

research topic and questions.

4.2.2 Case study

Being a research method, case study has lbean in many researches, such as
business management, education androsfeeial works. Gerring (2006) made a
comprehensive argument on the case study method. He defined that case concerns a
“spatially delimited phenomenon observedaasingle point intime or over some
period of timé&, therefore, case study, basicallyais approach attempt to explain some
holistic behaviours in a phenonmn Case study is more abqarfctical issues in the
real world, as Yin (1994) ghit is a research strajg which involves an empirical
investigation of “a particular phenomenon withts real life context using multiple
sources of evidence”. According to these a@pithh explanations, it is can be seen that
case study is a vehicle that enables re$eais to develop a deeper understanding on

various particular events managerial sectors.

4.2.3 Semi-structured interviews

This research study relies on semi-struaurgerviews as thenain data collection
method. Structured interviews are particularbeful to identify aespondent’s attitude,
motives and behaviour by encouraging the gen® talk freely and to express his or
her ideas on the subjects matter under disons#i has been a popular tool to measure
subjects’ attitudes toward their jobs, cojeas, and work organizations (Das, 1983).
In a semi-structured interview, subjects axpected to express their own opinions and
feeling over the issues generated from tdfsopen-ended questions prepared by the
interviewer. Qualitative resech method not only allowsexibility in the interview
and recognizes the interaction between interviewer and interviewees which might to
encourage answer in depth, but also hasthvantages of a structural approach which

enables the relevance of the answer easprteess of data colléon and transcribing.
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Briefly, it is the contention that a semi-structured interview approach allows the

researcher to remain flexible and ati\egto participant’s view and opinions.

4.2.4 Question designing of research and interview

All interviews, adopted open question fornaae to encourage interviews to express
their opinions freely; meanwhile, they as#ll remaining linkage and focusing on a
particular topic. During the interview g through, new insights may emerge in the
way that the interviewee further develops the interviewers’ answer of questions that
were found most interesting and willingtadk about. It was of paramount importance
that the order of interviewuestions was arranged withlideration and skill to make
response effectively. In thisase, all research questionsre designed to follow the
theoretical structure developadthe literature review. Prels are suggested in order to
follow-up responses and elicit greater defesim interviewees (King, 1994). Such a
semi-structured interview question design is expected to be ideally tailored to the

exploration of different levels of meanings.

The list of research questionstbfs dissertation are here blow:
1. Does Sinochem have foreign exchange exposure?
2. How does Sinochem manage theesign exchange exposure?

3. What is objective of the exchange exposure management in Sinochem?

4.2.5 Participant of interview

This research paper lies on purposivenging (Silverman, 2005) of its interview
participant. As Denzin and Lincoln (2000pserved that many qualitative researchers
employ purposive, not random, sampling methods in the way that individuals, groups
or settings are sought out where the procebsing studied are most likely to occur.

As suggested in the literature review deapexchange risk management should be

arranged in the corporate léwsith a specified strategy. is a tactic in which the
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“participants who are best suiteto provide a full description of the research topic are
intentionally selected{Gerbert et al., 1999). This meaihsit the researehn will pick

up individual participants in order to arnsmresearch questions and achieve research
objectives. On that basis, the risk corlingf manager is chosen as the interviewee.
Due to the limitation of time and resource, it is unrealistic for this qualitative research
to include many individuals in Sinochem, theope of this qualitative investigation is

restricted.

4.2.6 Process of interview

An initial contact with Sinochem regang request for interview was made by
telephone in early June. Permission wasdhfer granted for allowing the author to
conduct interview inside the company. Afeonfirmation of the schedule from the
interviewee, the interview was then carried on Jurfe 2008. It has been argued that
the interactive nature of an interview will be seriously interrupted by the attempt to
take audio record during the interview; moreover, respecting to the regulation of the
observed company, only notes were takes a record. Inteiew was conducted
individually and laste@dbout 90 minutes due to the titag of the interiewee. Further
detailed data was communicated by telephone and email in July and August. Both
English and Mandarin were the language i ititerview, some terminologies of risk
hedging techniques were used in English and the remained were communicated in
Chinese. However, as the ltation of the available hedyy products in the Chinese
market, some terminologies of employeddi@g approach were translated in to

English by the author aimed for explanation.
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Chapter Five: Case Study

5.1 Introduction of Sinochem International Corporation

Sinochem International Corporation, ddished in 1998, was derived from the
business of rubber, plastics, chemigadoducts & logistics and transportation
operations, and publicly listed at Shanghai Stock Exchange (code: 600050) in 2000.
The firm’s development strategy is focusing on the transformation from a foreign trade
agent company to an integrated solutiop@ier with large marketing capability and
stable profitability. The business of scopeSaiochem consists of four sectors rubber,
chemical engineering, metallurgy energy, ahdmical logistics. The sales revenue of
the firm reached USD1.9 with the custn® over 100 countries and regions in the

world.

Figure 7: Sales revenue of Sinochem 2003-2007

Sales of Sinochen from 2003 to 2007
(Unit: 000,000 USD)
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Source: data from 2005, 2006 and 2007 annual reports of Sinochem International Corporation, available
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atwww.sinochemintl.com

Figure 8: Net profit of Sinochem 2003-2007

Net profit of Sinochem from 2003 to 2007
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Source: data from 2005, 2006 and 2007 anmapbrts of Sinochem International

Corporation, availablat www.sinochemintl.com

Ranking the first place in domestigiefied chemical products logistompany, the
Sinochem has a market share over 21 peiicetiite high-end market of internal trade
shipping. In the field of rubber business tharket share of our natural rubber sales
has been ranked the first place for sevemars. Besides the consolidation and
enhancement of leading position in current trade marketing, the company established
the sourcing bases in Thailand, Malaysiayg@pore and Southern China. The firm
has consolidated and expanded the strateligme¢s with such core suppliers as JSR,
DSM, EXXONMOBIL, THAIRUBBER, etc.,meanwhile, through the integration of
marketing, industry, technology and bramdrubber business field, the company’s
customer-oriented services have begeatly promoted, with the embedding of
supplier system with transnational tyrerparations, such aMichelin, Bridgestone

and Goodyear, as well as domestic tyre enterprises.
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As for metallurgy & energy business unitn8chem, being the singest coke exporter
in China, annually exporteearly 1.5 million ton coke imecent two years, which
occupies 10 perceof the total domestic export vahe. Relying on its sound logistics
organizing capacity and considerablervems, the firm not only makes great
contributions to the profits growth of tlyear 2004, but also wins the public trust from
suppliers and customers,pesially international purasers. In the year 2005, under
the market environment of coke price deelithe company, fully availing itself of its
leading position in the field of coke expoas well as its strategic cooperation
partnership with large-scale steel compariie Asia, Europe and North America. On
another, Sinochem vigorously exploits ow&rs new markets and customers, including

India, Brazil.

As the traditional business of the company, the chemical business maintains its
competitive edge in the trade distribution field, with the export volume of paraffin
taking up 8 percent of thettd volume nationwide, andehimport volume of pesticide

taking 10 percent of the total domestic import volume.

5.2 Identification and measurement of exposure

Form 2003 to 2007, Sinochem’s annual foreigmlér accounts for thetal trade of the
Sinochem about 60 percent. The proporibdnmport business from 2003 to 2007 is
listed in the following table 2.  Principally, of the value of import is larger than the
export of each year, therefore, the ampation of Chinesgyuan won't reduce the
company’s total revenue; accordingly, the exajeprofit of these years is listed in the

table 3.
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Figure 9: Percentage of import ad export trade of Sinochem 2003-2007

Percentage of Import and Export of Sinochem
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Source: data from the 2005, 2006 and 2007annual reports of Sinochem International Corporation,
Available at:www.sinochemintel.com

Figure 10: Proportion of international trade of Sinochem 2003-2007
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Source: data from the 2005, 2006 and 2007annual reports of Sinochem International Corporation,
Available at:www.sinochemintel.com
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Table 4: Exchange profit from the appieciation of Chinese yuan of Sinochem

2003-2007

2003 2004 2005 2006 2007

Exchange profit 15,233.27| 51,083.94 64,292.64 22,909.82| 27,449.32

Source: data from the 2005, 2006 and 2007annual reports of Sinochem International Corporation,
Available at:.www.sinochemintel.com

Although the unilateral appreciation of Chinese yuan brings the profit to Sinochem as
a whole result due to its business strugtuhe exchange exposures exist in the
operation and development of the firm. bnsistence with the #oretical study in the

prior literature review, Siochem has three kinds of foreign exchange exposures:

Translation exposure:

Sinochem has two wholly owned subsidegri Sinochem international FZE in U.A.E
and Sinochem International (oversea3EPLTD based in Singapore. Among the
annual sales of the whole group in the y&a2007, 7.3% came from the subsidiary in
U.A.E, and 27.8% from theubsidiary in Singapore.

According to rules of ‘Accounting Standarfis Enterprise No. 33 — foreign currency
translation’ issued by Ministrgf Finance of China, firmare required to consolidate
their foreign currency denominated assertl diabilities into their balance sheets.

Therefore, the translation exposure esiaccording to the consolidation.

Transaction exposure:

The precious data show thhe foreign trade accounts fabout 60 percent of the total
annual trade, therefore, the anticipatechcasiow and outflowwill change with the

movement of the exchange rate, so botkhefcost and profit is uncertain because of
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the floating exchange rate.

Economic exposure:

The supply and demand requests in the etadgke varying with the exchange rate,
although it's a long-term effect, but thigposure does change the business structure of

the firm.

When the USD depreciates, firm’s profit @fport will be deducted as the anticipated
cash inflow will decrease against the Chinese yuan. The firm naturally covers such loss
by raising the sales price, but this actioill also reduce the competitive advantage in

the market. Even if the major of the suppliers take theame action of raising price
simultaneously, the demand of the market will be cut down which breaks market
equilibrium. Thus, the market status is tagniworse. In the markegierspective, it is
difficult to hedge the economic exposure through derivatives.

In contrast, such exchange rate movementeanh the increment of import profit. The

cost decreases with the depreciationJ&D, which can not only enhance the firms
competitive capacity but also stimulate tharket demand, therefore, Sinochem could

benefit from a larger net piibbr an increment of sales.

Vice versa for the appreciation of USD, ecoimexposure exists due to the exchange

loss import and gain in the export.

5.3 Organization of foreign exchange exposure management

The general manager takes the full respalitsilof approval of Sinochem’s foreign
exchange exposure management stratégsactically, the nm@ager of Foreign
Exchange Department is the authorise@xecutive of the stragy. His duty includes

monitoring the implement of the strgie performance review, and preparing
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adjustment of the strategy applicat according to the market status.

The manager reports to the CFO of the fibmasically, they haveneeting every two
weeks which is primary for the reviewirtge currently foregn exchange position,
business condition and decision of the fgneéxchange strategy for the next period. A
team including four employees is organizia Foreign Exchange Department. This
team. Please find the organization of exchange exposure management team in the

following figure 11.

Figure 11: Organization of foreign exchage exposure management in Sinochem

General Manager

CFO
Manager
Foreign Exchange
Department
Staff A Staff B
Staff C Staff D
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5.4 Strategy and objective of foreign exchange exposure

management

As the previous introduction of Sinochemtégyn trade, the firm has a natural hedge
of due to its business structure. But dadasng the existence foreign exchange, the
firm also takes the financial instrumentsdontrol the currencgxposure effectively

through the cooperation witthe settlement bank by employing a mixture of forward

contract, money markets and other techniques.

Sinochem uses foreign currency purchakeward contracts and money market to
reduce the exposure due to the currenogtélations involving actual and probable
anticipated transactions with its fagei currency commitments. In view of the
unexpected losses and uncontrollable factoferigign currency derivatives, Sinochem
seeks a conservative foreign risk managensérategy which limits on chosen of the
types, size and timing of the derivative piogss. It also indentifies the detailed

procedures followed by all the staff concagihe foreign exchange risk management.

The objective of Sinochem'’s foreign exchamganagement is minimizing the earnings
and cost volatility, reducing the transao risk and maintaining the competitive

advantages.

To reach these targets, the firm has the following principle for the hedging the

exchange exposures:

. Principally denominated in USD, addj other relative settlement currency
properly if necessary and establishing wedsified currency settlement system.
when choosing other currency as setéat method, it should be considered
prudentially on the amount of the value, as the exchange rate fluctuation of

Chinese yuan is relative to USD, and gredictability of USD’s movement is
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stronger than other currency

. Involving the fluctuation range of exchangee in to the commaodities’ price (this
principle is based on the commodities which the firm owns the pricing right in the
market, e.g. if the exchangate increase 5 percent, thece should rise 5 percent
correspondingly)

. With the expectation of Chinese yuan appreciation, payment terms such as letter of
credit at sight and down payment ar@sgly recommended; reversely, time letter
of credit and deferred payment are suggested to be taken.

. Using the booking exchange rate to defihe cost of the trading items, but the
sales price should float withe change of currency rates

. Sharing the currency risk with counterfyaof the contract, both of the buyer and

seller take 50 percent risk thfe exchange rate volatility

5.5 Operation of foreign exchange exposure management

The annual international trade of chemisattor is about USD250 million. In 2007,
Sinochem imported paraffin approximately USD 53million with the payment of 60/90
days letter of credit or telegraphitransfer. The export to Cuba is about
USD160million with the general payments teoin360 days letter of credit, which is
used for the principal of the foreign currgrimorrowing. The trade of metal is USD 22
million, and it is almost balanced for impand export; similar to the metal, chemical
with a trade of USD 12.5 million also havalance in import and export. The payment
from the customer is 30-90 days lettercoédit or telegraphic transfer. Although the
Sinochem take the strategy of deferring the irtgmb payment, it is required that the
Sinochem should take the customer’s finahcost of foreign currency borrowing of
the payment, usually, the interest rate is at LIBB®50bps, which rate is higher than

the Sinochem’s domestic cost of borrowingertfore, the firm isstrategizing to

2 IBOR is the abbreviation ahe London Interbank Offered Rate, which refers a dailgrence rate
based on thenterest ratest whichbanksoffer to lendunsecuredunds to other banks in the London
wholesalemoney markefor interbank markgt
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financing through foreign currency bowimmg against their import contract.
Meanwhile, as the expectation of USD depon, it is practical to increase the USD

debt and reduce the Chinese yuan debt.

The annual export of coke about 1,300,000 ton at thaqa between USD170 to 180

per ton. Among these contracts, the payment from Indian Steel is 180 days letter of
credit, and all the financial cost of currgrimorrowing is bore by the customers, thus,

no extra cost will occur. But for the contta with UK and USA buyer, the majority is
long-term agreements, moreover, due to the weak position of negotiation, the company
cannot transfer the risk to those customeéth the linkage ofthe exchange rate

movement. This is exposure is mostly covered by the forward contracts.

The monthly import of iron sand is 200,0Qihtat the unit price USD70 per ton, for
those contracts, deferred payment is prefeito benefit the @oreciation of Chinese
yuan, meanwhile, the foreign currency bevimg with these contract is also a

financing approach for the company.

Less than other commodities, the averagport of steel is about, 2,000 to 3,000 tons
monthly. But in the second half of 208igh-quality steel expts reached 30,000 to
40,000 tons. The forward contracts were ayptl as the hedgingdhnique for these

transactions.

Financial position is the biggest probleatéd by the coke business, as the purchasing
of the material occupies the 5.31 percehthe total position hold by headquarters.
Compared to with other hedging approacich as forward corgct, USD borrowing

by exports contract is adveed by saving the relative fineial cost of the operation.
Moreover, for the payment of imports, adoptof deferred payment (without the extra

cost) and borrowing USD by imports will further reduce the financial cost.
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The annual export of PVC is 30,000 tonshwa total of USD 24 million. Peak season

of this business is the first and the thaalendar quarter, duringhich the export is
about USD 16 million, for the remained-skason period the export is around USD 8
million. The majority of payment terms o&aeivable are letter of credit at sight,
telegraphic transfer as well as some timing payments which are all hedged by the

foreign currency borrowing while the relagifinancial cost is born by the buyer.

Import is mainstream of rubber business siiit with a few of export orders. This
business fully enjoys the benefits of tappreciation of the Chinese yuan. On the
condition of no extra financial expense caljsthe deferred payment is suggested to
enjoy the benefit of appreciation of Chinese yuan against the USD. Therefore, the firm

prefer leave these exposureghe day-to-day operation.

In 2007, the annual income of its subsidiaryJ.A.E, Sinochem international FZE in
U.A.E, is about USD25.81 million with ¢hprofit of USD9.75 million, among this, the
main operation profit is USD 4.72 milliomd the balance of pfit USD 5.03 million

is from selling the ships (sold in February 2007). To hedge the depreciation of the USD
cash flow, the holding company used the meoas a part of payment for another
domestic subsidiary, Hainan Shipping'sigsipurchasing order, which was USD4.7
million in the end of February and USDnillion. Thus, with the natural hedging

technique, there’s no exahge loss on the income.

Due to the depreciation of U.S. dollar, Sipgee subsidiary is used for a platform of
U.S. dollar financing. Its financial positi@ould not only used for the payment for the
normal trade, but also can be a naturalgimeg approach for the U.S. dollar assets.
Because the firm believes that if the assletisominated in foreign currency increase,

the foreign currency liability should also increase accordingly.
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An example was given by the treasure assistant to the GM, he got a report which was a
payment of USD 10 million would be receivéd three months, for a conservative
prediction that the Chinese yuan would agate against USD for 4% yearly in 2007,

if he took no action on that future cashfliow, the exchange loss of the payment in
three months would be (4%/12) *3 = 1%bout USD100,000. To hedge such an
exposure, he took financial instrumentsieththe cost was (BOR-2.8)*3, at that
corresponding period, the one-year LIBORswabout 5.4%, thushe cost rate =
(5.4-2.7)%/12*3 = 0.9%, therefer deducted the financiabst, the company could

save USD10 million * (1-0.9)% = USD 10,000.

According to the trade value and frequg with commercial banks, Sinochem has
more favorable monthly rates of finang, which are (LIBOR + 60~80 bps)/12 for
USD borrowing and (LIBOR- 2.5~2.7)/12 rfoforward contracts. But the risk
management department also considerssfite rate before ghoperation of forward
contracts, because the forward rate ofirsglUSD will be probably lower than the spot

rate at that time, in this point of view, thiem will bear an exchange loss. Moreover, in

the process of forward contracisan extension of the contract is necessary, the firm
can use close position or currency swap to reach the requirement. Even the forward
contracts are flexible and easy to controldn’t be wildly adopted in the scenario

when the firm is in tight financial position because of its large fund occupation.

The currency swaps is a solution gétting position by swapping the foreign
currencies. Besides saving the short-term fimgncost, it can also bring the benefit of
premium of Chinese yuan against USD. Thec@&l factor of the swaps operation is the
timing and amount of settlement. A casehe operation in Sinochem represents the
advantage of the hedging approach. The fietd a cash of USD5 million in the end

of 2006, and another some amount and cuyr@agment was supposed to executive in
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three month, meanwhile, the firm had a gdpChinese yuan in short term. The risk
management department took a three-month swap for the USD1.5 million, which was
selling the USD at sight and then buyingJ® three month. The whole story of the
operation is on December 12, 2006, the company converted USD 1.5 million to get
Chinese yuan 11.75 million (the spot rate was 7.83), on March 12, the firm used

Chinese yuan 11.66 for repurchasing ttf&D (the forward rate was 7.7735)

Constrained by the limitation hedging apprceesiavailable in Chinese market and the
regulation from the China Administration Bbreign Exchange, forward contracts is
the most frequent used derivative agmio for the company’s risk managements.
Synchronizing with other facts affected the cost of trade commodities, the cost on
foreign cost should be confirmeThe main function of forard contract is locking in

the cost and profit; meanwhile, it can also reduce the volatility of future cash flow.

With the consideration of the firm's nancial position, foreign currency (USD)
borrowing in money market is also appsoach to hedge the exchange risk and

financing, especially for the fimaial cost from the customer.

The uncertain factors such as the overpgagment from the customer will lead other
problem of the financial cost and relatioperations. For instance, the company has a
forward contract of buying USD at a speciatajas the receivable is supposed to be
collect before or on that date and be usedhe position of the forward contract. If the
customer could not make the payment oneti the firm has to use other financial
position for the performance of the undeslin forward contract, otherwise, the
failure executions will not only affect the firsncredit negatively, but also will cause
the punishment from the State Adminiswma of Foreign currency. Therefore,
according to these conditions, hedging a quastethe firm’s total foreign trade by

financial instruments is a rational gy for the currency risk management.
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The firms make a hedging plan referring to ttale monthly, in the view of financial
cost, credit risk and structured naturatigpmg and other uncertain factors, the hedging
ratio of is about 24 percent of the tofmreign trade generally. Basically, this
conservative hedging plan is operated gved days; in othewords, the hedging
operation is fine and could be flexibly adgdtif the trade and market status change

quickly.

Currently, the company makes the hedging plan according to the total trade, but the
risk management department is going to takeadical strategy, which is offering an
individual financial stution for each big order with corapative higher potential risk.

This plan can lead to a more effective risk management.

Besides the hedging the currency risk onstaxg contract, the department also
cooperate with trade departments by offgra predict exchange rate in the future,
which helps them to make the decisiorthie contract negotiatn. Sinochem trends to
promote a balance hedging approach to ebitairihe exchange rate risk. The approach
is designed as generatingeerse cash follow which is against the existing currency
exposure with the same currency, amourd &ming. Theoretically, this approach is
advanced for the low cost and high effiggnbut it is difficult to carry as the

requirement of perfect coordination and caagpien cross the departments in the firm.

Consequently, the research questionsth@d dissertation can be partly answered.
Sinochem is exposed in the foreign excharage as its business and operation models.
To cope with such problem which leadgs #aconomic loss by cash flow volatility and
weakening the competitive capability, the fitrses financial instruments to hedge the
risk it facing, such as forward contrastyaps, foreign debt borrowing, money market,
as well as the money market. For the fidiett some prevailing techniques cannot be

found in the interview probably such as optend future didn’t be found in the firm’s
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hedging portfolio can be probly attribute to two reas), one is the undeveloped
financial derivative market status in Chitlag other is the potentiask will cause. As
the principal objective of Sinochem’s currgrexposure management is to reduce the
volatility of the profit, so &ompany level well-structured hedging strategy is tailed for
all the international busiss involved. And Sinochem aws speculation and high
financial cost in the foreign exchange riknagement. Moreover, from the data of its
annual report, it is implicate although thgernational trade pportion of the years
2006 and 2007 are very close, the companysadie import and export structure to

enjoy the appreciation of Chinese yuan.

5.6 Summary

Since the reform of Chinese foreign exchange regime on July 21st, 2005, the Chinese
yuan is confronted the mounting pressafecontinues appredian. The reform and

the expected appreciation have a significefiect on the international business of
Sinochem. The volatility of Chinese yuandtitly influences the cost and income of

the firm, one hand, the appreciation ofil@&se yuan will reduce ¢hincome of export
business settlement, on the other hand, it wdb denefit the cost of settlement of
import trade. Withal, the revenue and fraff overseas subsidiaries will also be

affected negatively when consolidaiatb the firm’s financial statements.

The fluctuation of the exchange rate hass tharious influences on difference business
modules. The appreciation of Chinese ybhas a downside effect on the metallurgy
and energy business thatetimajority focuses on the outbound trade, but it's a

preference for import of chemical and rubber modules.

Comparatively low cost andekible in the contract vaduand timing, forward contract
is the most frequently used as a ribkdging technique in exporting business,

particularly with the expectation of Chinese yuan appreciation. Moreover, the
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forward contract also has a function of loakin the cost otommodities. Actually,

when a forward contract will be conductedisitimportant to aare the forward rate
might lower than the spot rate when sell the USD, thus will cause the exchange loss.
Meanwhile, if the firm is in tight financial status, and has already taken the financial

cost of the inventory, the forwambntract won’t be adopted widely.

Overall, the amount of individual coke rdoact is large, and the timing of the
receivable is relatively longnd uncertain, thus increass® potential risk cause by
exchange movement, so the prompt settliest and locking in the cost by forward
contact are main effective approached fas kind of currency risk. On the other hand,

in the view of the financial fund requiremeftthe forward contrast foreign currency

debt is recommended as a preéd hedging approach. Iirde, the risk management
department arranges the forward contracts according to the actual statues of USD
receivable and payable of the whole group. Meanwhile, a diversified currency on

receivable and payable should be takethéinternationarade contracts.

As the expectation of USepreciation, Sinochem suggests financing with USD
borrowing, in other words, this approach tege a part of the interest by the benefit
of USD depreciation throughéneasing the USD debt and reducing the Chinese, so the
relative financial cost could be decreadgesides, deferred the USD payment can also
reduce the cost of purchasing USD (the scenario without extra financial

expenditure).

Sinochem has an alert awareness that exchange rate movement is a fact affecting the
commodity’s cost, it is required toflect the change of currency rates in the
pricing on the export trades to against segposure, consequently to keep the fixed

the profit.
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Based on the exchange ratevimg trend, Sinochem takg®arly financing strategy
which is increasing the USD debt and redgdhe Chinese debt. (adding USD debt by
USD borrowing, namely exchanging the USD borrowing by export contracts to
Chinese yuan to reduce the cash flow loah€hinese loans). Further more, in the
settlement of international trade, the firmagtgizes in paying with weak currency and
receiving with the strongs. The payment amports is expected in USD due to its

depreciation predictions.

Summarily, the international business of Simem has a trade deficitherefore, the
loss caused by the depreciation of USD is thas the gain from the appreciation of

Chinese yuan, consequently, the firrmégt of exchange rate movement.

Chapter Six:  Conclusion and Limitation

6.1 Conclusion

The impact of exchange rate volatility on a company depends mainly on the
company’s business structure, its indugtrgfile and the naturef its competitive
environment. This dissertation reviewhe mainstream ofthe theoretical and
investigates in the foreigexchange management and vatbase study of the currency
exposure hedging program of Sinochem, a @hiase trading company. The result of

the paper is as following:

Generally there are three currency expesutranslation, transaction and economic
exposure, exist in the multinational enterpsisieie to the movement of exchange rate..
These exposures can be both long run dmiftsun. A well- structured strategy can
help the firms to hedging the exchange ri&kcurate analysis of the risk movement

and choice of appropriate financial instrurhean hedge the risk. However, it is
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impossible to eliminate the risk absolutely.

In fact, the boundary of long term anbost term currency risk is ambiguous; the
notion is only from the pepgctive of corporate risk magement. Prediction of the
exchange rate movement is carried with e@iogl and theoretical data; therefore, it is
impossible to get the accurate future exule rate in advance. However, an
expectation of future movemeat the currency rate is an important fact of the strategy

and operation of corporation risk management.

An effective corporate currency risk megement programhsuld be designed and
implemented on a holistic level of the firm, and the feasibility, cost, timing and
categories of currency and busss structure are the mairctiar should be considered.

A diversified hedging portfolio is more pesfed to against the currency exposure.

Both advantage and disadvantages are associated in each hedging approach, whatever

natural hedging, derivatives, financial instruments are.

Borrowing foreign currency against the do@mhdiscount is a frequent effective way
to hedge the risk and it is also a solutionshort-run financing, however, the interest
caused is relative higher than the norrfmahncing. Therefore, this approach is not
recommended if the firm with sufficiemtash flow. Currency swaps can mitigate the
firm’s tight financing position with the reding the short term financing cost. If swaps
are traded in a proper exchange rate, the éam also benefit from the premium. As a
result they may help firms pay less inteyésit could also resuih them paying more.
Forward contracts are recommended tadeefor known future cash flows. Their
unchangeable fixed-rate provides a predheiteed cash flow for firms; however, it may
also cause loss. Options are suggested to hedgetain future money or to be used in

a volatile monetary system, because holdersio have the obligation to exercise, and
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if the exchange rate moves in favor oé tholders, they can exercise the options and
therefore take advantage of the exchange maovements. Nevertheless, the cost of
options is believed to be expensive. Sdima sell options to earn premiums in order

to offset the expensive hedge cost. In thay, if the future exchange rate does not
move as they predicted, they are obligedexercise the options no matter how
unfavorable the rate is.

Natural hedging is saving cost but the feasibility is due to the capital and business
structure of the firm; whereas, the conmdation of financialreport with overseas

subsidiary’s data will raise theconomic exposure at the same time.

No perfect instrument can totally hedge tturrency risk. The company should make

the tactic decision on to theawn status and risk attitude.

China has a very close link with global mei the fast growing of GDP and foreign
trade is a good demonstration. Meanwhile, ttuehe unbalance of its international
trade structure, which is the export is higtiean the import, thus the foreign currency
exposure if firmly affect the economy in i@h. The Chinese yuan appreciates rapidly
against the US dollars since its refoofnforeign exchangeegime in July 2%, 2005.
Moreover, the biggest trade surplus partokBChina is the United States. Thus, the
appreciation of Chinese yuan caused a ssraaurency risk for th profit of Chinese

enterprises.

In addition, many corporations startedkimaden their business scope by setting up
subsidiaries and affiliated abroad, therefofirms based in China very are very
sensitive with exchange rate movementsitigaarly in trade industry, as a large
portion of the revenue are trade in US dullavhile the firm’s cost and expenditure

expenses are denominated in Chinese yuan,.
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Under such circumstances, firms could hetexempted from involving in exchange

rate management. The case study is about Sinochem, a large trade multinational in
China who has substantial exchange ratposures. This firm takes a structured,
diversified and conservativerategy for the currency risk management. The wild use

of forward contracts and aney market shows its maobjective is the reducing the
volatility of cash flow and locking the pribfand cost of the trade. The 24% hedging
ration also shows that firm has a explicitdhcial budget on the financial cost of the
hedging operation. In addition, no option is used as a currency risk hedging approach.
Some given examples in the day-to-day ofi@nashow the effectiveness of the firm’s

currency risk management.

From the study, it is found that the appré&oia of Chinese yuan against US dollar has

a great impact on Chinese firms. Adadiitally, form the net gain of the forward
contracts the firm entered, it implies thiatthe firm took no action on hedging
practices, an likelihoodf large loss from foreign currency exchange fluctuations will
happen. The finding partly answer the sgsé question, although a single case study
definitely could not represent all the Chinese firms, some basic ideas relating to
hedging strategies toward exchange rab@ement were discovered. When firms have
different risk appetite, the hedging activitiedl be different. An implication of this

case study is if a firm is more concedrebout hedging cost and focusing on reducing
volatility in profits, the forward contracend currency swaps will be more frequently
used. In contrast, when an organization is more interested in improving it income,
options is preferred. However, none hedging methods can guarantee a gain, and each
of them carries some disadvantages. Marsagkould design a tging strategy with

the comprehension of all factors concerned for the best service of firm’'s development
and value increase. Moreover, the ngera should also acknowledge the risks

involved with the hedge activities accordingly.
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6.2 Limitation

Due to the constraints of time and inforroatiavailability, this paper only focused on

an individual firm. It is not aepresentative of all the firms in China, but it could be a
comprehensive sample of managing foreign exchange exposure in a large
multinational Chinese firm. Meanwhile, Sinochem is a trade deficit firm who is benefit
from the appreciation of Chinese yuan, wdees most of the trading companies are
more concerned in export business. Initaold, Sinochem is a large listed company, it

is more flexible to take various of hedgiinstruments, which might not available for

small or medium scale firms.

Researching by case study method, this pdpes not present quiative analysis on

the impact of exchange rate movement and how firm measure and review the currency
risk management performance. Being a singdse study, this paper does not aim to
disclose the whole currency risk managamkevel in Chinese firms, but tries to
explore the internal risk management straedd tackle exchange rate fluctuation in

an objective manner, by collecting datanfr published reports and some internal
documents. However, the usage of derivatives is a sensitive topic for the listed
companies; some of the disclosure is nesg and inaccessible to the public due to the
information asymmetry, even for study paoses. No detailed information about
financial instruments with hedging purposesild be found in the annual reports. Only
some successful example were given by the firm.. Therefore, this paper works on the
limited information disclosed in the annual reigand on other resources. If a future
study could be carried with more detailddta, it could be more concentrated on
evaluating the effectiveness of the hedgingvdies in a statistical way, i.e., using

optimal hedge ratios to examine whettiex hedge output reaches profit maximization.
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