


Why should you hedge anyway ?

» KPMG research under 1.200 North European corporates during the period between 2003 en 2014 proves
a (negative) correlation between the volatility of the cashflow and the level of investment

= Correlation appears to be 50% meaning that each 1% increase of the volatlity results in a 0.5% lower
investment

= Correlation is higher for corporates with a lowel level of directly available cah
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- Firms are holiding more cash reserves when the cah flows deems to be volatile
Capex as a total % of total assets�- The correlation was twice as high duriing 2008 and 2009

Although  not being tested, this indicates that the companies are preserving cash to meet possible cash shortfalls instead of investing this money�
This indicates a possible loss of value as a result of a too high (percieved ) cash flow volatility


What should be the effect of hedging ?

Cashflow distibution before hedging

Cashflow distibution after hedging

Probability

S
- e S
Total Cashflow Requ‘rements
Interest and ividend Replacement Mew - Reduction of the probability of
repayments Investments Investments unsufficient cash
of loans

A substantial reduction of the probability of having unsufficient cash for new investments
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As it will be impossible to mitigate all risks

The basic choice is : which probability of having insufficient cash to meet the investment requirements is acceptable. ?

Based on this choice, your hedging strategy should be based upon.

Logically we have to take into account that there various type of risk which will determine the volatiliy of your cashflow.


.

The many of types of risks to take into

account ...
Risks
Commercial Risks
Risks

Level of Operational
Cashflow Risks
Interest
Risks
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For each company the composition of these risk is different but these are the main type or risk.

Defining your hedging strategy starts with the identification of the risk and determing the exposure (ie. the impact on the cashflow)  This is no new infornation for you , I would hope for you.

Next step is then to determine your risk appetite. In this step you will select the risks you want to mitigate and which youw would like to keep (no risk no profit).�Logically you will keep the commercial risk but all other risks are to be considered to be mitgated.�
So per risk type you can decide to mitigate or not.

Unfortunately the world is a bit more complex ….
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And these risks are also correlated ...

Commodity
NEE
_ Counterparty
Commercial Risks
Risks

Level of Operational
Cashflow Risks
Interest
Risks
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Because these risk are correlated to each other 

Examples :

Commodity Risk – FX risk ; example onions bought in US$ and sold in EUR’s

Commodty Risk – Commercial Risks : example oil/kerosine expsoure of airline (strategic risk)�
Commodity Risk – Counterparty risk : example risk on financial institution or suppliers�
Direct risk of hedging commodity risk in relation to risk of margin calls (example Billiton)

What is the consequence of this ?????

Integral Risk Management

Lot of companies do manage their risk is silo’s”:

Treasures : FX/Interest
Procurement Managers : Commodity
Finance : Counterparty Risks
Sales Manegers : Commercial Risks



Therefore the right expertise must be
moblized ...

Board of Directors —) VAN N Definition of the Risk Appetite

_ _ «V . Determining the Hedging Strategy
Risk Committee —) 6T
AAAA
: . Q) Execution of the Hedging Strategy
Risk Execution E—) o
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Defining a adequate Risk Governance is key

Board of Directors : defining the acceptable probability of cash shorthages and the risk appetite 

Risk Comittee : the core of the Risk Governance; shoudl contain all relevant functions and translate this to a hedging strategy�
Risk Execution : Doing the deals ; with a proper seperation of the frot and back offcie

Expertise required:

Board of Directors : Understanding the main risks

Risk Committee : more the risk technical expertise in relation to the business risks ; should contain an Board member

Risk Execution : timing of the deals ; good negotiating skills ; daily oversight by one of the Risk Committee members


S
Elements of Integral Risk Management

. . Determing the Hedge Strategy
Risk Management Policy

+ Risk Appetite ‘
* Risk Governance (limits) /

Analyse exposure and results

Management
by the Risk Committee / /

G Execution of the Hedge Strategy
~ A/

Reporting Exposure and Results
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Risk Governance is not only a formal issue of putting things on paper but is omething hat should work in practice.

Risk Governance  should be supported by an effectiveplanning and control cycle.

This means that there is are regular meeting of the Risk Committe to review the hedging results (not specific to the hedge P&L but the effect on the volatility of the cash flow)
But also monitoring the changes of the business environment and the impact on the hedging strategy


Be carefull with biaises during the
decision proces...

Attribute Confirmation
subsitution bias

[@)V/=1
confidence
bias

Ambiguity
Aversion
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