Chapter 17:  Risk Management in Non-Bank Corporations
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1.
Introduction

While academics intensively discuss the question whether corporations should manage risk or not, many corporations are engaged in risk management activities.  Nance, Smith and Smithson (1993) surveyed 169 large risk firms in order to find what determine their hedging policy.  They find significant relationship between the use of derivatives and tax and dividend policies.  Dolde (1993) also survey Fortune 500 companies,  and found that 85% of the responding firms have used derivatives.  Larger firms tended to use derivatives more than smaller firms in the sample.

A survey conducted by the Wharton School and Chase Manhattan Bank (1995) found that more than a third of the responding companies use derivatives.  This percentage of usage increase sharply among larger firms, (with market value greater than $250 million), with 65% responding positively.  Most firms (75%) using derivatives employ them for hedging specific transactions and contractual commitments and 40% use them to hedge positions on the balance sheet.

The striking difference in risk management between banks and non-banks corporations (NBCs) is that banks are regulated and are required by their regulators to manager their credit and market risks and to hold sufficient capital against their risky positions.  Since 1988 banks must hold enough capital against their credit risk, and from 1998 they must also account for their exposure to market risk.  NBCs are not subject to similar regulation and are not required to hold minimal capital (with insurance companies and investment banks as an exception in many countries).

While NBCs (or non-financial corporations (NFCs), to be more accurate) are not required to hold minimal capital, a recent initiative of the SEC imposes on all publicly traded companies the requirement to disclose their risk management policy, and also present their quantified exposure to market risk (see section 5 below).  Undoubtedly, the issue of risk management in NBCs is generating momentum and gets greater attention from market participants as well as from internal management.  This process is enhanced by the advancement of risk management in banks, and the greater importance banks are giving to risk management by their corporate clients.  The process also benefits from the expansion of financial markets and the availability of many financial instruments to hedge risks.  Another contributing factor is the greater concern that Boards of Directors show about the internal management procedures and control and the exposure of the firms to risk to which the Board members may be liable.

In Section 2 we discuss in detail the pros and cons of risk management by NBCs.  It should be remembered however that NBCs manage risks, and always have managed risks.  There is no business that is not exposed to business risk.  The volatility of its earnings due to changes in its business environment, in the nature of its competition, changes in its production function due to new technologies or factors affecting its suppliers, and more.  Firms do not sit idle when confronted with business risks, but they respond in various ways.  The simplest example is the policy to hold inventories of raw materials in order to allow smooth production in case of unexpected interruptions in order to allow smooth production in case of unexpected interruption in the supply lines.  Also inventories of finished products are held to accommodate unexpected increase in demand.  Another risk reduction strategy is to sign long-term supply contracts at a fixed price, or long term contracts with significant clients.  Many horizontal and vertical mergers are organized in order to reduce uncertainties (and not necessarily to enhance values).

Another prime example of risk reduction activity is the purchasing of property insurance, even at a price that is higher than the actuarial value of the damage.  Very few question the rationale of purchasing property insurance by a firm, so what is the difference between an insurance contract and a put option?  The academic literature has tackled this question and proposed various answers.  (See the Reference list - especially Stulz (1996)).

We believe that the relevant question is not whether corporations should engage in risk management, but rather, how should they manage risk in a rational way.  Every firm has to decide what risks to accept and what risks to hedge and at what price.  In Section 3 we discuss in detail the procedure for risk management in a corporation and emphasize the need to clarify the objectives and goals that should be achieved in a given time framework and within a given budget.

It should be remembered that risk reduction is usually achieved at a cost.  Therefore the firm has always to consider the trade-off between risk and return.  The firm should plan how much risk it would like to incur, including business risk, market risk, credit risk, operational risk, etc. and how much is it willing to pay for risk reduction.

In Section 4 we discuss the recent accounting standards to deal with derivative instruments and hedging activities by corporations.  The emphasis has been put on reporting on derivatives by providing their fair values in the balance sheet. Another important element is the qualitative disclosure of policies and strategies followed by corporations.  Section 5 summarizes the recent disclosure requirements imposed by the SEC on all publicly traded companies and the first year results.

2.
Why Manage Risks

2.1
Why not Manage Risks?

The starting point to the discussion whether firms should manage their risks is the Perfect Capital Market (PCM) assumption.  If markets are perfect in the sense that they are highly competitive, and participants are not subject to transaction costs, commissions, contracting and information costs, nor to taxes, then financial risk hedging activity cannot increase a firm’s value.  This strong conclusion is based on the famous work of Modigliani and Miller (1958), who showed that the value of a firm under the PCM assumption couldn’t be changed merely by financial transactions.  The economic reasoning is that what the firm can do in the financial markets, the individual investor can do (or undo) on the same terms and conditions.

This line of reasoning is also behind the work of Sharpe (1963) on the Capital Asset Pricing Model (CAPM).  (see also Ch. 1 for a review of the models).  In his work, Sharpe establishes that in a world with PCM, firms should not worry about their specific (or idiosyncratic) risk, and base their investment decisions only on their systematic (or beta) risk.  All specific risks, according to this theory, are diversified away in the investors’ portfolios, and the diversification is costless.

The perfect capital market assumption, and all financial models that are based on this assumption lead to the conclusion that firms should not engage in any risk reduction activity, which individual investors can do or their own (without any disadvantage due to economies of scale, for example).  However, the models do not imply that risk reduction activity, synergetic to the operation aspect of the firm should also be avoided.  For example, by hedging the price of a commodity, which is an input in its production process, the firm can stabilize its costs and hence also it is pricing policy and maybe achieve a competitive advantage in the market place.  Such advantage cannot be replicated by the outside investor, hedging the fluctuation in the price of the commodity.

Another concern raised by those opposed to active risk management by NBCs is that “hedging is a zero-sum game and cannot increase earning or cash flows.  Reducing volatility through hedging simply moves earnings and cash flows from one year to another”. (Ralfe, 1996)  This line of argument is implicitly based on the perfect capital market assumption that the prices of derivatives fully reflect their risk characteristics and therefore using them cannot increase the value of the firm in a consistent way.  It implies that self-insurance is a more efficient strategy.  Ralfe emphasizes this point by arguing that actually trading derivatives is a negative-sum game due to the transaction costs of trading derivatives.

One additional argument against risk hedging is that it distracts management from their core business.  Risk management requires certain skills and knowledge; it also requires infrastructure, and data acquisition and processing.  Especially in small and medium size corporation management may lack the skills and time need to engage in such activity.  Actually empirical evidence indicate that small firms are not much engaged in risk hedging as compared to large scale corporations.

With the new SEC disclosure requirements (see Section 5) and the new accounting standards, such as FAS 133 and IAS 32 (see Section 8), it can be argued that firms may avoid trading derivatives in order to reduce the cost of compliance, or to protect their confidential information on forward looking underlying transactions (i.e. future scales in certain currencies).  In some cases, with the new standards, economic hedging can increase the accounting earning variability, and therefore may decrease the demand for hedging.

2.2
The Reason for Managing Risks

The traditional approach to risk management by corporations is to claim that firms hedge in order to decrease the change of default and to reduce the cost of financial distress (e.g. Smith and Stalz, 1985).  The argument is based on market imperfection when there are costs associated with financial distress.  It is, therefore, expected that smaller firms will have greater incentive to hedge (see Nace et al. (1993)).  However, as noted above, smaller firms tend to avoid hedging activity.

A related argument is that managers act in their own self interest, since they may have limited ability to diversify their personal wealth which is, usually, heavily invested (directly and indirectly) in their own company, they have an incentive to reduce volatility (see Stulz (1984) and Santomero (1995)).  This approach is consistent with the “agency theory”.  This argument implicitly assumes that managers find it costly to diversify their risks in the marketplace.  DeMarzo and Duffie (1992) support the self-interest argument by claiming that the observed results of the firm provide signals on the talent of management.

An important argument in favour of hedging is that companies try to reduce the cost of capital and enhance their ability to access additional funds to finance growth opportunities (see, for example, Froot, Schasfstein and Stein (1993, 1994), Stulz (1990), and Santomezo (1995)).  The volatility of earnings may cause the firm to look for external financing, if the internal sources are insufficient, at a high cost.  The cost of volatility of cash flows is in rejecting investment opportunities.  It should be noted that debt capacity of the firm may be also adversely affected by higher volatility.

Another line of argument in favour of hedging is the tax effect due to progressive tax rate. (see Santomero (1995), Smith and Stulz (1985), Stulz (1996)).  The idea is that volatility in earning induces higher taxes than stable earnings.  Ralfe (1996) argues against this reasoning by pointing out that in many countries such an incentive does not exist.  Berkman and Bradbury (1996) support this claim by pointing out that in New Zealand corporations are not subject to progressive taxation.


Stulz (1996) suggests a new reasoning for hedging activities. He proposes a model where the corporation hedges its down side risk, but preserves its ability to exploit profitable opportunities in relation with its comparative advantage and possibly its private information. This is a policy of insuring against “costly lower-tail outcomes”, similar to the effect of purchasing a deep-out of the money put option

An empirical study by Géczy, Minton and Schrand (1997) investigates why firms use currency derivatives.  Rather than analyze questionnaires, the researchers are looking at characteristics of Fortune 500 non-financial corporations that had in 1990 potential exposure to foreign currency risk from foreign operations or from foreign denominated debt.  They found that approximately 41 percent of the firms in the sample (of 372 companies) have used currency swaps, forwards, futures, options or combinations of these instruments.  The major conclusion of the study is”… that firms with greater growth opportunities and tighter financial constraints are more likely to use currency derivatives”.  They explain it by the policy of firms to reduce the fluctuation of cash flows in order to be able to raise capital for growth opportunities.

2.3 
Hedging Operations versus Hedging Financial Positions

In Chapter 1 we discussed the typology of risks. We further discuss it in the next section, with special emphasis being placed on the NBCs. It is important to look at the basic components of risk in discussing whether risk in the corporations should be hedged. Let us emphasize again that all corporations are exposed to uncertainties, and therefore all corporations should monitor their risks, account for them in the strategic plan, and very often manage the risks actively. 

Should firm hedge risks and engage in risk reduction activities? Before we can answer  this question we should make a clear distinction between hedging activities related to the operations of the firm, and hedging related to the balance sheet. If a company chooses to hedge activities related to its operations, such as hedging the cost of raw materials (e.g., gold for a jewelry manufacturer), it has clearly implications on its ability to compete in the market place. It has not only a price effect but also a size effect, i.e. it can impact both the price and the amount of products sold. Obviously, such effect cannot be replicated by an outside investor in his own investment account. When an American manufacturing company buys components from a French company, it has an option to fix the price in French francs or in U.S. dollars. If the French company insists on fixing the price in French francs, the American company can opt to avoid the foreign currency risk by hedging it. This is basically an operational consideration, outside the scope of the CAPM model, or the perfect capital market assumption. In a similar way, if a company exports its products to foreign countries, then the pricing policy for each market is an operational issue. For example, an Israeli high tech company in the infrastructure business is submitting a bid to supply equipment in Germany over a period of three year period, at predetermined prices in DM. If most of the costs are in dollar term, then it is very natural for the company to hedge the future DM revenues. Why should the company stay in a risky position which is not at the core of its business activities?

It should be remembered that uncertainty attracts too much of management attention. Moreover, uncertainty makes planning more difficult, and optimization of operations and processes more complicated. The companies should concentrate on areas where they have comparative advantages, and avoid areas where no added value can be generated. Therefore, reducing risk in the production process and in selling activities is usually advisable. 

The story is different when it comes to hedging the balance sheet of the firm. Why should a firm try to hedge the interest rate risk on its loan? Why should they swap a fixed rate for a variable rate, for example? In this case, the perfect capital market assumption can play a role if we believe financial markets are perfect. But, by the same token, if financial markets are perfect why shouldn’t the firm engage in derivative trading? The trading, in such a case, is a fair game and nobody is hurt from such activity. The only condition for claiming that “nobody is hurt” is that the firm policy is fully transparent and disclosed to all investors. It is therefore important for the SEC and the accounting board to impose disclosure rules that will make the relevant information public (see Sections 4 and 5 in this chapter on disclosure rules).

If one argues that financial markets are not perfect, then the firm may have some advantage in hedging its balance sheet. It may have economies of scale, and some time better information than the investors. Therefore, the firms can reduce risks more efficiently. 

The conclusion is that firms should engage in risk management concerning their operations. Firms can engage in financial risk hedging of their assets and liabilities as long as they disclose their hedging policy. In any case, the firm must manage its risks and make relevant decisions (remembering that no decision is also a decision…and not necessarily an optimal one).

3.
Procedure for Risk Management

Risk Management in banks has been developed over a long period of time, with active and intensive involvement of the regulators.  The intensified global competition in banking in the 80’s led to coordinated efforts of bank regulators to create a more uniform system for risk management in banks all over the world.  This effort culminated in the BIS Accord and further directives concerning credit risk and market risk assessments.

Non-financial corporations were never regulated concerning their capital requirements to accommodate risks.  They were never required to measure or manage their risks.  Only lately the SEC issued directives for reporting market risk exposure by publicly traded companies (see section 5).  The SEC disclosure requirements came as a response to the huge increase of derivative trading by NB-corporations, and some recent events where corporations suffered unexpected major losses due to their exposure to derivative positions (see chapter 16).  While derivatives are used extensively by many NB-corporations, mainly to hedge specific transactions, it is often not clear whether the firm generally has an overall view of its risks and a clear policy for risk management.  What is proposed in this section is a procedure that should be followed in order to establish a clear policy for risk management and a plan for managing the risks.

3.1
Determining the objective Function

A corporation should not engage in costly risk management before deciding clearly on its objective function in terms of risk and return.  Without clear goals, determined and accepted by the Board of Directors, management is at risk of engaging in non-consistent, costly activities to hedge some risks, with no obvious benefit to the firm and it owners.

A prime example to emphasize the need to clearly specify a feasible objective function is the question whether the firm is concerned with its economic or accounting profits?  The two measures of profit do not necessarily coincide and their risk exposure is vastly different at times.  To be more specific let us follow an example of a US firm, purchasing a plant in the UK, serving clients mainly in England, for a sum of one million pounds sterling.  The investment is financed with a one million £ loan from a British bank.  From economic point of view, the sterling loan backed by a plant in the UK is fully hedged.  However, if the plant is owned and managed by the US company (“long arm test”) its value is immediately translated into US dollars, while the loan is kept in pounds.  Hence, the company’s accounting profits are exposed to FX risk: if the pound will be more expensive in dollar terms at the end of the year, the company will show financial costs and a reduction in profits.

Should the U.S. company hedge this kind of accounting risk?  If they do and buy a futures contract on the pound, their accounting exposure will be hedged, but now the company is exposed to economic risk!  In this case there is no strategy to protect both the accounting and economic risks simultaneously.  It should be noted that while most managers claim that they are concerned with economic risk only, in practice many corporations, especially publicly traded corporations, hedge their accounting risks in order to avoid fluctuations in their reported earnings.

It is the Board prerogative to decide to smooth accounting profits even at significant economic costs, but such a decision should be made by the Board, and conveyed to management as a guiding policy for management actions.  If the Board is concerned with economic risk due to market factor, this policy should also be made clear, and a budget should be allocated (in a similar way to allocating budget for property insurance.)

Another important factor that should be made clear by the Board is the time horizon for any set objectives.  Should hedging be planned to the end of the quarter or end of the accounting year? or, should it be set three years in the future?  It should be noted that hedging a future expected transaction with a long-term option or futures contract has both accounting and tax implications.  For example, should the firm hedge a sales order from a French customer to be delivered two years from now?  Remember that the income will be allowed on the books only upon delivery, while the futures contract will be market-to-market at the end of each quarter.   It may have also a tax liability if at the end of the tax year it shows a profit.

The objective function to be set should not be a slogan such as “maximum profit at minimal risk”.  The objectives should be set in clear, executable directives, and also the criteria for examining whether the objectives were reached should be set in advance.  Most Board members who went through a basic course in Finance will declare that the objective function is to maximize the market value of the firm to its owners.  It sounds good and is basically correct and serves well as a slogan.  The question of the CFO will be how to translate it into daily risk management operations?  Therefore the Board should declare what does it want to maximize as intermediate objectives: accounting profits or economic profits, short term profits or long term profits?

The Board of Directors should also consider which of the risks, to which the corporation is exposed to, should be hedged, and what risks the company should assumes as part of its business strategy.  A Jewelry company can decide to hedge all its inventory exposure to gold and silver prices and take no actions concerning its profits margins on sales due to competitive pressure.  (The later can also be hedged or reduced for example, by signing long term contracts with distributors for fixed prices.)

One additional approach the Board can take is to decide on risk limits, i.e. to allow management to operate within a given zone of prices and rates, and be exposed to the risk within the zone, but disallow risk exposure beyond the limits.  In such a case the limits should be set in a clear way.  For example a British company can decide to have a dollar exposure not above five million dollars and an exposure of a billion Japanese Yen at most.  It can also decide to tolerate fluctuations of the dollar rate within the exchange rate zone of 1.5 $/t to 1.6 $/t and hedge the risks below 1.5 and 1.6.

We don’t want to underestimate the complexity of defining the objectives of the corporation in a way that can be translated into policy: both strategy and tactics.  However, it is essential for the Board of Directors to tackle these issues and revise them periodically.  It is the responsibility of the Board to set the objectives, monitor their implementation and compensate managers on the basis of achieving the set goals. (see also 3.6 below)

3.2
Mapping the Risks

After objectives were set and the general nature of risks to be managed was identified, it is essential to map the relevant risks and estimate their current and future magnitudes.  For example, let us assume the Board has decided not to hedge business risks due to its specific market situation and the nature of its competition, but rather hedge foreign currency risks due to current FX positions and future expected FX transaction within a year.  Now, the office of the CFO has to map the specific risks due to exchange rates fluctuations.  It should record all assets and liabilities which value is sensitive to exchange rate changes, and should classify all these positions by the relevant currency to which they are sensitive.  In addition, information from the sales or marketing division should be collected on firm orders from foreign clients for each currency due in the coming year, as well as expected orders from foreign clients to be filled during this period.  (A decision should be made on whether to hedge non-confirmed expected sales.  It can be decided, for example, to base the hedge on expected revenues.)  Then, all expected expenses during the year that are denominated in foreign currencies should be traced with the help of the production division.  Again, a separation between firm purchasing commitments and uncertain purchase orders should be considered.  The timing of cash inflows and outflows can then be matched, for each foreign currency. 

Mapping risks can be done along the lines described in Chapter 7, Section 9 when discussing the typology of risk exposure.  The risk factors and risky positions should be identified systematically, starting with the business risk of the firm, and moving to its market risk and credit risk.  Also, operational risk elements should be identified.

Figure 1 maps, in general terms, the risks of a firm, showing the risks stemming from the assets and operations side and those due to the financial structure of the firm.  It should be noted that for banks most of the risks on the assets side are credit risks and some are market risks, while general business and operational risks are of smaller importance.  For NB-corporations most of the risks on the assets side are business and due to operations, and the relative significance of credit and market risks is smaller.


The mapping of market risk factors is required by the SEC for publicly traded companies starting from 1998.  Firms have to assess and quantify the exposure they face with derivative instruments and other financial instruments, to changes in interest rates, exchange rates, commodity prices and equity prices.  (See Section 5.)  However, the SEC does not require to assess real positions of the firm or future expected cash flows that are sensitive to the same changes.  Management, needless to say, cannot ignore those matched or unmatched positions.

In some firms the exposure to credit risk can be substantial especially if they own corporate bonds, or if they gave loans or credit to other firms.  Another source of credit risk is due to the financial strength of the counterparty on some derivatives owned by the firm and as swaps or futures, i.e. in cases that the counterparty has a contingent future obligation to pay the firm.

In mapping the risks it is important to differentiate between risks that can be insured, risks that can be hedged and those risks that are non-insurable and non-hedgeable.  This classification is important in matching instruments to minimize the risk exposure of the firm.

3.3
Instruments for Risk Management

The next step after mapping the risks is to find the relevant instruments for risk management.  Some of the instruments can be internally devised.  For example, a US firm with many assets denominated in British pounds, can borrow money in pounds and achieve a natural hedge (at least economic hedge, if not necessarily accounting hedge, as discussed above in 3.1).  One division with a DM liability may be hedged internally against another division with DM denominated assets.  Therefore, internal opportunities should be considered first.

In mapping the risks it was recommended to identify those risks that are insurable.  Now, competing offers to insure those risks should be collected.  It should be remembered that generally, trying to sell risks in order to avoid them is a costly activity.  Therefore in management should evaluate each activity that can be insured and make a decision based on the costs and benefits if the proposal whether to insure the risk and on what terms.  The firm can decide to fully insure some risks and partially to insure others, and maybe to keep some insurable risks uninsured.  Many well-diversified companies, operating in many different geographical areas opt to self-insure their property including cars, plants and equipment.

There are plenty of financial instruments for hedging risks.  A distinction should be made between exchange-traded instruments and over-the-counter (OTC) instruments.  The exchange-traded instruments are on a limited number of underlying assets and are standardized, meaning that their striking prices and maturities are well defined and are set in advance by the exchanges.  The OTC products are issued by commercial and investment banks and are tailored to the customers’ needs.  Hence an OTC option of the British pound can be for the size, and maturity that fits the need of the customer and at a striking price that suits the client’s strategy.  However, exchange traded instruments may be more liquid and they are traded with greater transparency.

The active markets for exchange traded instruments are mainly the Chicago Board Options.  Exchange (CBOE) with active markets in equity and index options, the Philadelphia Options Exchange which is the leader in foreign exchange options, the Chicago Board of Trade (CBOT) with enormous activity in futures on stock indexes, bonds, and major commodities, the Chicago Mercantile Exchange (CME) trading futures on currencies and the International Monetary Market (IMM) with options trading on futures on foreign currencies and on bonds and interest rates.  These are also active markets for options and futures in London (LIFFE), Paris (MATIF), Frankfurt (DTB), Zurich (SOFFEX) and in most major countries, financial centers.

In Chapter 1 we supplied quantitative information on the OTC markets compared to the volume of exchange traded instruments.  It is clear that the market for FX and interest rate based derivative products are huge and much large than the markets for standardized products.  While standardized instruments are mainly “plain vanilla” options and futures, the OTC market contains many more products, with special features.  All the swap markets are OTC, also all the exotic options are not traded on exchanges.  The variety of instruments is huge and actually, investment bankers are willing to price almost any possible derivative based on known, traded underlying financial instruments.

The question that must be asked is which are the instruments that are the most suitable to hedge the specific risky positions of our firm, what are the costs associated with entering into positions, and how is the liquidity of each instruments, once the firm wants to change or close down on some of its positions.  Another concern in the OTC market is the credit risk associated with the counterparty to each contract.  Trading against low quality counterparty can be problematic once the firm wants to liquidate its positions.

3.4
Constructing and Implementing a Strategy

After the goals are met, the risky positions are well identified and quantified, and the instruments for hedging risks are located, the CFP and his team must construct a strategy.  The ways to balance between the costs of benefit of hedging must be found.  Hence current costs as well as future costs (upon liquidating or changing positions) should be established.  It is merely justified to filly insurance or hedge all risks.  The market conditions for hedging may change constantly, and low risk premium charged on a certain derivative product can change and due to change in price can make a certain strategy uneconomical.

The office of the CFO must have access to relevant information and data as well as to statistical tools and models to help estimate the relevant parameters.  In addition, there should be a commitment to certain pricing and hedging models to help in the formation of the strategy.  A firm can opt to purchase the needed statistical estimate and or the model from out vendors.  In such a case the officers in charge of risk management should have profound understanding of the tools employed to reach trading decisions.

In general, in constructing a strategy it should be decided whether to hedge risks with static strategies or to do it dynamically.  A static strategy means that a hedging instrument is purchased against a risky position and it is maintained as long as the risky position exists.  This kind of strategy is relatively easy to implement and monitor.  An alternative approval is to hedge the risks dynamically by trading derivatives almost continuously in order to calibrate the combined position.  This strategy calls for much greater managerial efforts in implementing and monitoring the positions and may require higher transaction costs.  An example to illustrate the two approaches is the following.  A US company exporting to France is expected to receive 5 million French franks (FF) 3 months from now and is interested to hedge the downside risk, i.e. the risk that the $ will devalue against the FF.  The static approach can be easily implemented by buying a 3-month put option on the FF and keeping it until the money is received from France.  A dynamic approach can be to buy a large term put option, with lower relative risk premium, and adjust the quantity of the put so that it has the same delta as the original put in the static strategy.  The dynamic strategy will require to adjust the position on a daily or weekly basis and maybe to increase or decrease the quantities of options, and possibly switching to other options with still lower relative risk premiums.  The later approach requires sophisticated and reliable models to trade and monitor the positions.

An important consideration in the strategy is the decision on the planning horizon for hedging.  The horizon can be fixed at the end of a quarter or the end of the tax year, or, it can be a rolling horizon.  Investment horizon should be set in a way consistent with performance evaluation.

An important consideration in devising a strategy within a time framework is accounting issues and potential tax effects.  Accounting for derivatives is quite complex and is constantly being revised.  Under the current rules, derivative used for hedging and only if they are perfectly matched to an underlying position, including quantities and dates, can be reported together with the underlying risky positions.  If the positions are not perfectly matched the profit or loss will appear in the financial costs.  Accounting rules can affect how derivatives are presented quarterly or end of year financial reports, and how they affect the profit and loss statement.  The rules are under revision now and the new rules will try to better accommodate risk management.

Tax considerations can be very important since they affect the real cash-flow of the firm.  Different instruments for different maturities may head to differential tax liabilities, and the tax treatment is also inconsistent among countries.  A multinational corporation can have advantages in using derivatives in one country to hedge its positions in another country.  These issued are too complex to try to recover them here, but it is highly recommended to use tax advice in devising hedging strategy, and in its implementation.

In devising a strategy for risk management a budget should be allocated to this activity as a function of the size of the positions, the goals to be achieved and the riskiness of the relevant underlying positions, as well as the time horizon.  What is so obvious in most NB corporations when budgeting convention insurance activity, is still not obvious when it comes to financial risk hedging.  It should be clear to Board members as well as to management that risk reduction activity is usually costly, and therefore not always optimal and, for sure, should not be done at any cost.  By having a budget, priorities can be determined based on their economic attributes.

A strategy is only as good as its implementation.  One can have an ideal plan, but once the plan has to be translated into action deviation from plan can be expected.  Prices in the marketplace can change adversely and make some hedge unprofitable.  Since different people are responsible within the firm on establishing risky positions and hedging positions, a special care should be paid to monitor all positions continuously.  For example, if the French client paid after two rather than three months, the 3 month put must be liquidated before it matures.

3.5
Performance Evaluation

Risk Management system must be evaluated periodically based on its performance.  Criteria for performance evaluation should be set by the Board of Directors in a way that is consistent with the objective and intermediate goals.  Performance evaluation should be based on the extent that overall goals were achieved and not on the basis of the profit or loss of specific derivative transactions.

A very common trap for performance evaluation is to come at the end of the year and claim that the firm would have been better off without the hedging activities.  This statement can be completely correct, but at the same time completely irrelevant for the evaluation of the managers engaged in risk management.  They should be judged only on whether the present objectives have been readied, and not on their ability to forecast the future.  It should be realized that always, by definition, when a risky position is perfectly hedged, at the end of the hedging period one side of the hedged position would show a profit while the other side will show a loss.  The problem is that we never know in advance which side will increase in value and which side will loose value.  If the goal was set to eliminate risk, and risk is eliminated then the risk manager has done his job well.  He should not be kept liable if the hedging instrument lost money (since, in this case, the underlying risky position made money).

The risk manager should be encouraged to save on costs of hedging, and to reduce tax payments due to derivatives.  He should act within a given reasonable budget.  Major deviations from the budget should be explored and explained.

When evaluating the performance of risk management, the Board of Directors should also decide whether to change its policy.  Objectives and goals can be changed based on better experience or based on changes in market environment, or competitive pressures.  There is nothing wrong with changing objectives as long as the changes are based on thorough analysis and thinking and they are consistent with other activities of the firm.

It should be noted that with the new SEC disclosure risks (see section 5), decisions on policy changes in market risk management should be made public if the changes are material.  It can be expected that management will be more and more involved with risk management in the future, and hence it is so important to have the whole procedure arranged in a consistent way.

4.
Accounting Reports

In chapter 1 we discussed the problems with accounting principles which make it difficult to use the accounting reports for risk assessment.  The accounting viewpoint is ex posed, after the fact, allocating costs and revenues retrospectively.  Risk management is forward looking by nature.  Over the last few years, with the expansion in derivatives trading, and the hedging activities by corporations, the accounting institutions came out with new statements on how to report positions containing options and contingencies and how to report on hedging activity, and when and how to recognize profits and losses.  In this section we review some of the latest developments.

The adequacy of disclosures about market risk was a major concern of the SEC, which conducted a study during 1994 and 1995 of approximately 500 firms submitting their annual reports.  The review showed that the 1995 disclosures were more informative than the 1994 disclosures due partially to the introduction of FAS 119, “Disclosure about Derivative Financial Instruments and Fair Value of Financial Instruments” in October 1994.  However the SEC concluded that inventors still need improved disclosures about the market risk exposure of the firm.  (The SEC disclosure requirements of market risk exposure, insured in January 1997 are summarized in Section 5.)  The SEC staff, when reviewing the annual reports, came with the following observations
:

1. “Footnote disclosures of accounting policies for derivatives often were too general to convey adequately the diversity in accounting that exists for derivatives.  Thus, it often was difficult to determine the impact of derivatives on registrants' statements of financial positions, cash flows, and results of operations.

2. Disclosures about different types of market risk sensitive instruments often were reported separately.  Thus, it was difficult to assess the aggregate market risk exposures inherent in these instruments.

3. Disclosure about reported items in the footnotes to the financial statements, MD&A, schedules, and selected financial data may not have reflected adequately the effect of derivatives on such reported items.  Thus, information about the reported items may have been incomplete and could be misleading.”

4.1
International Accounting Standards No. 32 (“IAS 32”): “Financial Instruments: Disclosure and Presentation” (March 1995).

IAS 32 deals with the presentation of financial instruments in the books of the company.  First it requires a company to clarify each instruments as an asset or a liability according to the terms of the instrument, and to maintain this classification over time.  It is classified as a liability if the firm is obligated to pay in cash or in kind (including in other financial instruments) to the counterparty.  If the financial instrument is complex and contains, for example, liability and equity components (such as convertible bonds), the instrument should be broken down and the components should be classified separately.  Netting of assets and liabilities is allowed only if offsetting can be legally enforced, or if the corporation will write-off both asset and liability simultaneously.

IAS 32 also deals with disclosures.  The corporation is required to disclose information for all financial instruments, both on- and off- balance sheet, pertaining to the characteristics of the instruments and their size.  In particular the information should include material conditions that may impact timing, size and uncertainties concerning future cash flows.  The company should disclose the accounting policy and principles used in the reporting including classification and measurement methods.

If financial instruments expose the firm, in a material way, to either market risk, credit risk or liquidity risk, it should disclose information about these instruments, including their notional values, maturity dates, periodic payments (of dividends or interest), terms of options, etc.  The disclosure should reveal relationships among various related instruments.  The disclosure should also provide information on the assumption made to determine the fair value of the instruments and how profits and losses are determined (either realized or unrealized).  In some case the company should provide sensitivity analysis of its financial assets and liabilities to changes in interest rates.

It is recommended that corporations discuss their policy concerning the use of financial instruments, and the purpose of employing them.  The discussion should include statements on the risk management policy of the firm, its hedging strategy, how it coups with concentration risk.  The standard recognizes the fact that some companies provide such information in their Management Review of financial statement, rather than as footnotes to the financial statement.

IAS 32 requires firms to provide the fair value of financial instruments, both on- and off- balance sheet.  The fair value disclosure will be accompanied by an explanation of the methods and assumptions used in reaching the values.  In some cases, for non-traded instruments, it may be advised to provide a range of values rather than a single value.  In case the fair value is below the book value, the company should explain why they don’t adjust the book value.

4.2
Financial Accounting Standard (FAS) 133

FAS 133, which deals with accounting procedures for derivatives and for hedging activities, was issued in June 1998.  Actually, the previous accounting standard for derivatives had been issued in 1984.  As a result the previous accounting procedures were inadequate for treating complex derivative securities.  FAS 133 is a comprehensive treatment of the accounting rules concerning derivatives and hedging activities, and it will have profound impact on financial and non-financial corporations.

The key principles underlying FAS 133 are:

· Derivative instruments represent rights and obligations, which characterize reported assets and liabilities.

· Fair value is the most appropriate measure for financial instruments in general and derivative instruments in particular.

· Only assets and liabilities should be reported as such in the financial reports.

· Special accounting rules should be applied on hedged items, but is should be limited to suitable transactions only.  One criterion is the assessment of the offsetting of changes in fair values or in cash flows due to the risk being hedged.

The Accounting Board demands that all derivatives should be reported in the balance sheet based on their fair values.  Recognition of losses or profits due to changes in fair values will depend whether the derivative is approved for hedging.  If it is not considered as a hedging tool, profits and losses will be recognized at each reporting period, based on the change in value during the period.

In the case of derivative instrument is used to hedge the fair value of an underlying position, then only the net change in the fair value of the derivative and the underlying position is recognized in the profit and loss for the reporting period.

In the case that cash flow is hedged, then the change in value of the hedging instruments is reported in a special capital account, and will be defined until the time that the underlying position is affecting the profit and loss statement.  If the hedging is only partial, the part of the profit or loss from the derivative due to the excess amount will be immediately assigned to the profit and loss account.

FAS 133 is applicable to the first quarter report for the reporting year stating after June 15, 1999.  Hence, all the companies, which submit their annual reports for 1999, based on December 31, 1999, will have to comply with FAS 1333 in the first quarter of 2000.  By that time corporations engaging in derivative trading will have to assess the impact if the new rules, especially the assignment of derivatives to assets and liabilities by their fair values, and the reflection of the hedging activities on the accounting profits and losses.  For example, it may be the case that static hedging positions will be adversely affected by introducing greater uncertainty to the accounting profit and loss statement.

FAS 133 contains extensive disclosure requirements, which replace those of FAS 80 and FAS 105 with respect to off- balance sheet financial instruments, and instruments subject to credit risk, and FAS 119 on the disclosure about derivatives and fair values of financial instruments.  The disclosure encompasses both qualitative and quantitative requirements.

Companies are required to reveal their objectives in holding or issuing derivative instruments, as well as other instruments that can be used for hedging.  The report should separate between tools to hedge fair values and cash flows, and also for tools to hedge foreign currency exposures.  The companies should describe their policies for risk management for each type of risk.  A description of policies applies also for derivatives that are traded not for hedging purposes.  Each company should describe how it identifies risk, monitors and manages it.  Also it should provide information on the financial instruments it uses to reduce risks and how the instruments are affecting the risks.  It is expected that such disclosure will help the users of the financial reports to better understand the nature of the company’s activities and be able to analyze the impact of such activity on the firm’s value and on its future financial reports.

The quantitative information should help the analyst in determining whether the objective of management was achieved.  The quantitative disclosure is a function of the type of hedging activity.  If derivatives are used to hedge fair value then the information should include the profit or loss reported in the current period due to ineffective hedging or excess hedging.  If the instruments are used to hedge cash flows then, in addition, the report should include description of transactions or events that may cause to reclassify profits or losses, within 12 months.

The company should also explain the time horizon for hedging future cash flows due to expected transactions.  The amount of profits and losses in current period due to the termination of hedging activities should be specified.

FAS 133 does not require separate quantitative information on derivatives that are not used for hedging.  Such information is encouraged but not required.  The Board encourages companies to provide any information, which can add to better understand the policy and position of the company and its exposure to risks.

5.
Reporting Requirements by Securities Authorities

5.1
The SEC Reporting Requirements

At the end of January 1997 the SEC released its new disclosures requirements, both quantitative and qualitative, concerning market risk exposure of traded companies.  The disclosures pertain to market risk sensitive instruments including derivative financial and commodity instruments, and other financial instruments.  Derivative financial instruments include futures, forwards, swaps, options, swaptions, forward rate and spread agreements, etc.  Other financial instruments include, among others, loans, structured notes, mortgage-backed securities, indexed debt instruments, interest-only (IO) and principal-only (PO) obligations, deposits, different types of debt obligations, etc.  The disclosure is relevant for all market risk sensitive instruments to which the firm is committed, and which are affected by changes in exchange rates, interest rates, commodity prices, stock market indexes and other broad market indexes.

The background to the SEC disclosure requirements is the expanded use of derivative instruments by corporations as well as the significant increase in the variety and magnitude of debt instruments used to raise capital.  The increased exposure to market risk by publicly traded companies led to unexpected significant losses at certain times, without advance warning that such losses could have been expected.  Moreover, it was realized that the current accounting procedures do not yield sufficient information on the risk exposure of the firm due to abrupt changes in market prices.  The traditional full disclosure requirements imposed by the SEC missed to address the issues related to risk exposure.  The major reason for that was the dependence of the requirements on existing accounting principles, and these principles are not geared to deal with uncertainty.  Accounting procedures are set to deal with past income and expenses, and not with future, uncertain receipts and payments.  A team of SEC conducted a research and check hundreds of annual reports of corporations for the years 1994 and 1995 and forward that firms with similar objectives concerning risk management have reported differently on identical derivative positions.  The team noted that FAS 119 has improved the quality of information, but was not sufficient.  (In Section 4 we describe some of the accounting reporting for derivative instruments and for hedging activities.)

The risk reporting requirements proposed by the Basle Committee gave a major boost to the efforts of the SEC to impose new risk disclosure requirements on non-bank corporations.  The BIS initial efforts were in the area of credit risk and only later on it added reporting and capital requirements pertaining to market risk.  The SEC reporting requirements focus only on market risk exposure, and only for market risk sensitive instruments.

The SEC in forming its disclosure requirements used the following guiding principles:

· “Disclosures should make transparent the impact of derivatives on a registrant’s statements of financial positions, cash flows, and results of operations;

· Disclosures should provide information about a registrant’s exposures to market risk:

· Disclosures should explain how market risk sensitive instruments are used in the context of the registrant’s business;

· Disclosures about market risk exposures should not focus on derivatives in isolation, but rather should reflect the risk of loss inherent in all market risk sensitive instruments;

· Market risk disclosure requirements should be flexible enough to accommodate different types of registrants, different degrees of market risk exposure, and alternative ways of measuring market risk;

· Disclosures about market risk should address, where appropriate, special risks relating to leverage, option, or prepayment features; and

· New disclosure requirements should build on existing requirements, where possible, to minimize compliance costs.”

The disclosure requirements of the SEC are composed of two parts: qualitative and quantitative information.  The qualitative disclosure requirements of the SEC include:

1. Description of the market risk exposure of the firm at the end of the fiscal year.

2. How are these exposures managed (including the objectives and general strategies and major instruments used to manage market risks)?

3. Major changes in market risk exposure or changes in the risk management strategies.

In particular, the SEC requires companies to explain which accounting methods are used to report on derivative positions, whether the fair value method, the deferral method or the accrual methods are used.
  If different accounting methods are used for different derivatives or market risk sensitive positions, the company should note so, and explain the criteria and reasoning for selecting the accounting methods.

The qualitative information should be presented separately for positions entered for trading purposes and those entered for other purposes.  The objective of the quantitative disclosure is to allow the investor to assess the potential for future losses due to market risk exposure.

Since the risk disclosure requirements are new, and in order to allow for greater flexibility the SEC allows firms to choose among three quantitative methods to present their financial risks: tabulation, sensitivity analysis or VaR.  In addition the SEC allows quantifying risks from three bases: earnings, cash flows or fair values.  Hence, each reporting company can choose one of the nine permutations.  Moreover, the SEC permits companies to report different financial risks by different methods as long as the report is done consistently.  As a consequence, it is almost impossible to compare the reported risks across companies in related industries.  At this stage SEC opted for greater flexibility at the cost of obscuring comparability.

As already mentioned the quantitative reporting can be done according to one of three methods:

1.
Tabular Presentation

The company can present all or some of its market risk sensitive instruments in tables.  The information to be included in the tables should allow the analyst to determine the expected future cash flows from the instruments, for each of the next five years.  Cash flows expected beyond five years can be aggregated.  The tables should also include the fair value of the instruments.  This kind of reporting is quite similar to the gap analysis banks have prepared for their asset/liability management.

The information should allow the investor to analyze the impact of market risk on the firm’s future cash flows, by supplying the basic data needed as input for models.  The instruments should be segregated in the tables based on common market risk characteristics, in such a way that the information will be relevant.  Therefore, reporting will be separated;

a)
for instruments for trading and other than trading purposes;

b)
by sensitivity to different market risk factors (foreign currencies interest rates, etc.)

c)
by specific risk factors exposures within each exposure category (e.g. specific currencies, specific commodities, etc.)

The reporting firm is responsible to aggregate or segregate instruments in tables, keeping in mind that the criterion is to the extent the information is applicable to analyze future exposure to market risk.

2.
Sensitivity Analysis
The sensitivity analysis should provide information on the potential for losses due to market risk factors.  The SEC allows three bases for sensitivity analysis:

a)
accounting earnings

b)
fair values

c)
cash flows

The reporting firm can opt to use any of the above bases for any group of financial instruments.

The reporting firm has to select hypothetical changes in risk factors, such as interest rates, foreign currency exchange rates, commodity prices and other relevant rates or prices, and assess their impact on future earnings, fair values or cash flows.  The changes in risk factors should be “reasonably possible” near term changes.  “Near term” means a period of time going forward up to one year from the date of the financial statement.  “Reasonably possible”, is defined by FAS 5 (“Accounting for Contingencies”), and it means the chance of a future transaction or event occurring is more than remote but less than likely.  If there is no economic justification for selecting hypothetical changes, the reporting firm should use rate and price changes of at least 10 percent.

The sensitivity analysis must be accompanied by a description of models and assumptions used in the analysis.  In particular the reporting should include the following information:

a)
Definition of  “loss” (i.e. in earnings, fair values or cash flow);

b)
The description of the economic model used in assessing the impact of change in the risk factors;

c)
The types of instruments covered by the model;

d)
All relevant assumptions underlying the model and pertaining to the model’s parameters.

3.
Value at Risk (VaR)
The VaR reporting allows the firm to summarize the potential loss from all market risk sensitive instruments in one number.  The VaR is the expected future loss, within a given time period, such that the probability of incurring higher loss is set in advance, say at 5%.
  The report should include the assumptions on the probability distribution of changes in market factors (such as interest rates, commodity prices, stock market indexes etc.) and the resulting probability assessment of losses from financial instruments.

The VaR can be based on accounting earnings, fair values or cash flows.  For each category of assets for which VaR is reported, one of the following reporting methods should be used:

a)
The low, average and high amounts, or the distributions, of VaR for the reporting period.

b)
The low, average and high amounts, or the distribution, of actual changes in fair values, earnings or cash flows occurring during the reporting period.

c)
The number of times (or percentage) the actual changes in fair values, earnings or cash flows exceeded the VaR during the reporting period.

The report must include all relevant assumptions on models used, and parameter estimation methods.  In particular the firm should specify how loss is defined, which instruments are included, and what method for estimating the VaR is used (e.g. variance/covariance method, historical simulation, or Monte Carlo simulation).

Since quantitative reporting can be partial and not reveal the true exposure to market risk factors, the SEC requires the firm to supply qualitative information on the potential discrepancies between the quantitative assessment, and the economic exposure.  For example, holding physical commodities for hedging purposes is not formally included in the reporting requirements but can, nevertheless, impact the exposure of the firm to changes in commodity prices.  The firm should clarify the limitations of quantitative reporting.

The SEC applies the “Safe Harbor” clause for the market risk exposure reporting.  The reports contain forward-looking information, and the quantitative reporting can reveal, directly or indirectly, information on future expected activities of the firm.  Therefore, the SEC provides the protection of the reporting firm under the Safe Harbor rules.

5.2
Survey Results of SEC Disclosure Requirements

In 1999 KPMG published its “Survey of Disclosure: SEC Market Risk”.  For the survey KPMG selected 30 companies from the Standard & Poor’s 500 list, representing the 24 industry categories.  KPMG reviewed the Market Risk disclosures filed by these companies with the 1997 Annual Reports.

Five companies disclosed information for both trading and non-trading instruments.  It is not clear whether the other 25 companies held instruments solely for non-trading purposes.  Four of the five firms used VaR and one company used sensitivity analysis.  Of the five companies two are utilities and they are only exposed to commodity risk.

Two thirds of the companies in the survey used one method consistently for all risk exposure categories, i.e. tabular presentation, sensitivity analysis or VaR.  The distribution of the reporting companies for instruments kept for non-trading purposes was as follows:

Reporting

Method




Market Risk

Factor
Tabular
Sensitivity
VaR

Interest Rate
10
17
4

Foreign Currency
5
15
6

Commodity
4
6
1

Equity
1
6
1

Source: KPMG




Table 1:  Non-Trading Disclosure Alternative Used for Each Market Risk Exposure

Two firms only provided information on market risk exposure for segments of the business.  For example, AIG Inc. gave quantitative information for its General Insurance and Life Insurance segments (based on VaR) as well as for its Financial Services (based on Sensitivity Analysis) and the holding company.

Three quarters of the firms disclosed, qualitatively, on material limitations in their quantitative reporting.  Some companies stated that the sensitivity analysis does not reflect potential changes in sales levels or the effect on competitive risk.  Other companies noted that the effects of cross correlation among market risk factors are ignored.  It was also said that the models exclude items such as anticipated transactions, firm commitments, receivables, and account payable denominated in foreign currencies.

It was felt that the quantitative information alone is not sufficient to convey the information on the extent of the true economic exposure to market risk.

Twenty companies used sensitivity analysis for at least one of their risk exposures.  Almost all provided the year-end reporting amount, and only one company provided the low average and high sensitivity analysis.  Fifteen of the twenty companies used loss of earnings as a basis for the sensitivity analysis, eleven used loss in fair values and only in four cases the analysis was based on cash flows.  The most common modeling technique was the change in net present value (NPV).  Six companies used duration as the basic model.

Nine companies used VaR analysis for at least one of their risk exposures.  All reported year-end amounts only.  Chase Manhattan Corp. provided information on the number of days the trading losses exceeded the VaR.  However, it should be noted that VaR statistics for the reporting period is not required for the first year of reporting (i.e. 1997).  The VaR analysis was applied to loss in earning in four cases, to loss in fair value in six cases, and only in one case to the loss in cash flows.

Historical simulation was used in 4 cases, Monte Carlo simulation in 3 cases, and also there were 3 cases of using the variance/covariance method.

The SEC conducted its own survey of disclosure made by companies and made the following general observations:

· Companies have not provided sufficient information about the relevant terms of the instruments in their tabular presentations.  Also segregation of instruments was inadequate.

· In case that instrument are sensitive to more than one risk factor, companies failed to include that instrument in each market risk category.

· There were instances where contract terms were not sufficient to derive future cash flows for each year.

· Companies failed to provide adequate information about the types of instruments included in the VaR and sensitivity analysis.

· Insufficient information is given on the models and assumptions used in deriving the VaR and the sensitivity analysis.

· Many companies failed to supply qualitative information on how they manage their market risk exposure.  General strategies and instruments used during the year were not sufficiently disclosed.

In private discussion with the SEC it is revealed that the flexibility given by the SEC in choosing the reporting models and the loss base, and the ability to apply different models and loss basis for different group of financial instruments, creates a situation where it is impossible to compare market risk exposure across firms.  The SEC may consider ways to reduce flexibility in order to increase comparability.

Now the reader is invited to look at the actual reporting of three American companies: Merck, Nike and Microsoft.  In Appendix 1 we include exerts from their annual reports for 1998 where they discuss their policy with regard to hedging and discussion of their exposure to market risk.  It should be noted that part of the information is in the Management Review or Management Discussion and Analysis, preceding the financial statement, and part of the information is in footnotes to the financial statements.  The reader should also note how little information is provided by Microsoft on their exposure to market risk.

5.3
Reporting Requirements in Israel

In August - October 1998 the exchange rates world wide experience dramatic changes, and as a result volatilities of exchange rate more than doubled.  Small countries were especially affected, and in particular if businesses used borrowing facilities in different currencies from the local one.  For example, in Israel many local construction firms took loans denominated in US dollars, Japanese Yens and Swiss Francs.  These firms tried to achieve “cheap” borrowing compared to the local interest rate.  As a result of the sharp changes in international exchange rate and the rapid devaluation of the Israel Shekel, the firm’s that borrowed in foreign currencies suffered significant accounting losses.

In October 1998 the “Galai Commission” was asked by the Israeli Securities Authority to provide recommendations on reporting requirements to be imposed on traded non-financial companies, with respect to their risk exposure.  The commission submitted its recommendations in August 1999.

The information on exposure to risk will be limited to market risk, and will be part of the Board’s report, which accompany the financial statements.  The basic objectives in reporting the exposure to market risks according to the Commissions are:

1. Increase the awareness of the Board of Directors and Management to the way risks are being managed by emphasizing the responsibility of Board members to the potential risk exposure of the firm, it is expected that the decision making process will be improved, and monitoring it will be enhanced.

2. The financial management of the corporation will have clearer instructions on the goods of the firm with respect to risk management, budgets will be defined, and limits be set.

3. The investors will have better information on the risk exposure of the firm and how it is being managed.  The investment public should be less surprised by fluctuations in profits due to changes in market risk factors.

Similar to the SEC approach, the “Galai Commission” recommended that reporting will be divided to qualitative and quantitative information.  However, the commission felt that requiring companies to use models at this stage might delay the implementation.  Therefore, a two stage approach was advised: to ask immediately for quantitative information that is less demanding, but to recommend that after two years a more sophisticated tools to quantify risks will be used.

The qualitative information asked by the Commission is more detailed than the SEC requirements:

· To name the officer in charge of risk management in the corporation (and to specifically state if such role is being fulfilled).

· What is the policy of the Board with respect to market risk exposure

· What is the objective the Board wants to achieve in its risk management activities (e.g. to hedge accounting earnings or economic values)

· What are the risk limits (if any) set by the Board.

· What basic tools are used to hedge risks

· How risks are being monitored?  And is there a contingency plan in case of a deviation from the strategy set by the Board?

· If strategy or goals have changed - an explanation of the change should be provided.

· Is risk management activity being budgeted?

The qualitative information at the initial stage will be based on tabular presentation with emphasis given to foreign currency and inflation rate exposure.  It is felt that most companies are mainly exposed to fluctuation in exchange rate and inflation rate.  The qualitative information requirements are:

1. Balance sheet statement decomposed according to foreign exchange sensitivities.  For example if 20% of fixed assets are located in the US and 10% in France, and the rest are local, then fixed assets will appear in three columns for each of the functional currencies.  By decomposing assets and liabilities it is believed that investors get a better understanding of the static exposure to exchange rate fluctuations.

2. For the reporting period, the company should report on the maximal gap experienced (on a monthly basis) between assets and liabilities, with and without derivatives, for each functional currency.

3. A table describing all derivative instruments, and other financial instruments sensitive to market risk factors, should be included.  The table will separate between instruments held for trading and non-trading purposes.  The instruments for non-trading purposes will be segregated to those recognized for accounting hedging and those that are not recognized by accounting rules as hedging.  

The table will separate each family of derivatives (i.e. options, futures, swaps, etc.) and according to exposure factor (i.e. $/Shekel exchange rate, £/Shekel exchange rate, interest rate, inflation rate, etc.).  For each group of instruments these tables should separate between long and short positions, and between instrument maturing within a year and instruments maturing after a year.  For each cell in the table two values should be included: notional value and fair values.

Appendix 1: Examples of Reports on Risk Exposure by Nike, Merck, and Microsoft, 1998.

A. Report by Nike

Market Risk Measurement 

Foreign exchange risk and related derivatives use is monitored using a variety of techniques including a review of market value, sensitivity analysis, and Value-at-Risk (VaR). The VaR determines the maximum potential one-day loss in the fair value of foreign exchange rate-sensitive financial instruments. The VaR model estimates were made assuming normal market conditions and a 95% confidence level. There are various modeling techniques that can be used in the VaR computation. The Company's computations are based on inter- relationships between currencies and interest rates (a 'variance/co-variance' technique). These interrelationships were determined by observing foreign currency market changes and interest rate changes over the preceding 90 days. The value of foreign currency options does not change on a one-to-one basis with changes in the underlying currency rate. The potential loss in option value was adjusted for the estimated sensitivity (the 'delta' and gamma') to changes in the underlying currency rate. The model includes all of the Company's forwards, options, cross-currency swaps and yen-denominated debt (i.e., the Company's market-sensitive derivative and other financial instruments as defined by the SEC). Anticipated transactions, firm commitments and accounts receivable and payable denominated in foreign currencies, which certain of these instruments are intended to hedge, were excluded from the model. 

The VaR model is a risk analysis tool and does not purport to represent actual losses in fair value that will be incurred by the Company, nor does it consider the potential effect of favorable changes in market rates. It also does not represent the maximum possible loss that may occur. Actual future gains and losses will differ from those estimated because of changes or differences in market rates and interrelationships, hedging instruments and hedge percentages, timing and other factors. 

The estimated maximum one-day loss in fair value on the Company's foreign currency sensitive financial instruments, derived using the Va R model, was $11.7 million at May 31, 1998. The Company believes that this amount is immaterial and that such a hypothetical loss in fair value of its derivatives would be offset by Increases in the value of the underlying transactions being hedged. 

The Company's interest rate risk is also monitored using a variety of techniques. Notes 5 and 14 to the Consolidated Financial Statements outline the principal amounts, weighted average interest rates, fair values and other terms required to evaluate the expected cash flows and sensitivity to interest rate changes. 
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Derivatives

The Company enters into foreign currency contracts in order to reduce the impact of certain foreign currency fluctuations. Firmly committed transactions and the related receivables and payables may be hedged with forward exchange contracts or purchased options. Anticipated, but not yet firmly committed, transactions may be hedged through the use of purchased options. Premiums paid on purchased options and any gains are included in prepaid expenses or accrued liabilities and are recognized in earnings when the transaction being hedged is recognized. Gains and losses arising from foreign currency forward and option contracts, and cross- currency swap transactions are recognized 'in income or expense as offsets of gains and losses resulting from the underlying hedged transactions. Hedge effectiveness is determined by evaluating whether gains and losses on hedges will offset gains and losses on the underlying exposures. This evaluation is performed at inception of the hedge and periodically over the life of the hedge. Occasionally, hedges may cease to be effective or may be terminated prior to recognition of the underlying transaction. Gains and losses on these hedges are deferred and included in the basis of the underlying transaction. Hedges are terminated if the underlying transaction is no longer expected to occur and the related gains and losses are recognized in earnings. Cash flows from risk management activities are classified in the same category as the cash flows from the related investment, borrowing or foreign exchange activity. See Note 15 is for further discussion. 
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NOTE 14 - FAIR VALUE OF FINANCIAL INSTRUMENTS: 

The carrying amounts reflected in the consolidated balance sheet for cash and equivalents and notes payable approximate fair value as reported in the balance sheet clue to the short maturities. The fair value of long-term debt is estimated using discounted cash flow analyses, based on the Company's incremental borrowing rates for similar types of borrowing arrangements. The fair value of the Company's long-term debt, including current portion, is approximately $384.4 million, compared to a carrying value of $381.0 million at May 31, 1998 and $295.9 million, compared to a carrying value of $298.2 million at May 31, 1997. See Note 15 for fair value of derivatives.

NOTE 15 - FINANCIAL RISK MANA(3EMENT AND DERIVATIVES: 

The purpose of the Company's foreign currency hedging activities is to protect the Company from the risk that the eventual dollar cash flows resulting from the sale and purchase of products in foreign currencies will be adversely affected by changes in exchange rates. In addition, the Company seeks to manage the impact of foreign currency fluctuations related to the repayment of intercompany borrowings. The Company does not hold or issue financial instruments for trading purposes. It is the Company's policy to utilize derivative financial instruments to reduce foreign exchange risks where internal netting strategies cannot be effectively employed. Fluctuations in the value of hedging instruments are offset by fluctuations in the value of the underlying exposures being hedged. 

The Company uses forward exchange contracts and purchased options to hedge certain firm purchases and sales commitments and the related receivables and payables including other third party or intercompany foreign currency transactions. Purchased currency options are used to hedge certain anticipated but not yet firmly committed transactions expected to be recognized within one year. Cross- currency swaps are used to hedge foreign currency denominated payments related to intercompany loan agreements. Hedged transactions are denominated primarily in European currencies, Japanese yen and Canadian dollars. Premiums paid on purchased options and any realized gains are included in prepaid expenses or accrued liabilities and recognized in earnings when the underlying transaction is recognized, Deferred option premiums paid, net of realized gains, were $21.7 million and $14.5 million at May 31, 1990 and 1997, respectively. Gains and losses related to hedges of firmly committed transactions and the related receivables and payables are deferred and are recognized in income or as adjustments of carrying amounts when the offsetting gains and losses are recognized on the underlying transaction. Not realized and unrealized gains on forward contracts deferred at May 31, 1998 and 1997 were $12.0 million and $28.0 million, respectively. 

The estimated fair values of derivatives used to hedge the Company's risks will fluctuate over time. The fair value of the forward exchange contracts is estimated by obtaining quoted market prices. The fair value of option contracts is estimated using option pricing models widely used in the financial markets. These fair value amounts should not be viewed in isolation, but rather in relation to the fair values of the underlying hedged transactions and the overall reduction in the Company's exposure to adverse fluctuations in foreign exchange rates. The notional amounts of derivatives summarized below do not necessarily represent amounts exchanged by the parties and, therefore, are not a direct measure of the exposure to the Company through its use of derivatives. The amounts exchanged are calculated on the basis of the notional amounts and the other terms of the derivatives, which relate to interest rates, exchange rates or other financial indices.

The following table presents the aggregate notional principal amounts, carrying values and fair values of the Company's derivative financial instruments outstanding at May 31, 1998 and 1997. 

(in millions)



National Principal Amounts
Carrying Values
Fair Values
National Principal Amounts
Carrying Values
Fair Values

Currency Swaps
$ 300.0
$30.8
$30.3
$ 200.0
$19.4
$13.7

Forward Contracts
2,453.1
3.0
62.3
2,328.5
14.8
47.4

Purchased Options
232.4
7.7
1.9
413.7
9.7
9.4

Total
$2,985.5
$41.5
$94.5
$2,914.2
$43.9
$70.5

At May 31, 1998 and May 31, 1997, the Company had no contracts outstanding with maturities beyond one year except the currency swaps which have maturity dates consistent with the maturity dates of the related debt. All realized gains/losses deferred at May 31, 1998 will be recognized within one year. 

The counterparties to derivative transactions are major financial institutions with high investment grade credit ratings and, additionally, counterparties to derivatives three years or greater are all AAA rated. However, this does not eliminate the Company's exposure to credit risk with these institutions. This credit risk is generally limited to the unrealized gains in such contracts should any of these counterparties fall to perform as contracted and is immaterial to any one institution at May 31, 1998 and 1997. To manage this risk, the Company has established strict counterparty credit guidelines which are continually monitored and reported to Senior Management according to prescribed guidelines. The Company utilizes a portfolio of financial institutions either headquartered or operating in the same countries the Company conducts its business. As a result, the Company considers the risk of counterparty default to be minimal. 
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B. Report by Merck

A significant portion of the Company's cash flows are denominated in foreign currencies. The Company relies on sustained cash flows generated from foreign sources to support its long-term commitment to U.S. dollar-based research and development. To the extent the dollar value of cash flows is diminished as a result of a strengthening dollar, the Company's ability to fund research and other dollar-based strategic initiatives at a consistent level may be impaired. To protect against the reduction in value of foreign currency cash flows, the Company has instituted balance sheet and revenue hedging programs to partially hedge this risk. 

The objective of the balance sheet hedging program is to protect the U.S. dollar value of foreign currency denominated net monetary assets from the effects of volatility in foreign exchange that might occur prior to their conversion to U.S. dollars. To achieve this objective, the Company will hedge foreign currency risk on monetary assets and liabilities where hedging is cost beneficial. The Company seeks to fully hedge exposure denominated in developed country currencies, such as those of Japan, Germany, France and Canada, and will either partially hedge or not hedge at all exposure in other currencies, particularly exposure in hyperinflationary countries where hedging instruments may not be available at any cost. The Company will minimize the effect of exchange on unhedged exposure, principally by managing operating activities and net asset positions at the local level. The Company manages its net asset exposure principally with forward exchange contracts. These contracts enable the Company to buy and sell foreign currencies in the future at fixed exchange rates. For net monetary assets hedged, forward contracts offset the consequences of changes in foreign exchange on the amount of U.S. dollar cash flows derived from the net assets. Contracts used to hedge net monetary asset exposure have average maturities at inception of less than one year. A sensitivity analysis to changes in the value of the U.S. dollar on foreign currency denominated derivatives and monetary assets and liabilities indicated that if the U.S. dollar uniformly weakened by 10% against all currency exposures of the Company at December 31, 1998 and 1997, Income before taxes would have declined by $53.9 mil- lion and $10.9 million, respectively. The balance sheet hedging program has significantly reduced the volatility of U.S. dollar cash flows derived from foreign currency denominated net monetary assets. The cash flows from these contracts are reported as operating activities in the Consolidated Statement of Cash Flows. 

The objective of the revenue hedging program is to reduce the potential for longer-term unfavorable changes in foreign exchange to decrease the U.S. dollar value of future cash flows derived from foreign currency denominated sales. To achieve " objective, the Company will partially hedge forecasted sales that are expected to occur over its planning cycle, typically no more than three years into the future. The Company will layer in hedges over time, increasing the portion of sales hedged as it gets closer to the expected date of the transaction. The portion of sales hedged is based on assessments of cost-benefit profiles that consider natural offsetting exposures, revenue and exchange rate volatilities and correlations, and the cost of hedging instruments. The Company manages its forecasted transaction exposure principally with purchased local currency put options. On the forecasted transactions hedged, these option contracts effectively reduce the potential for a strengthening U.S. dollar to decrease the future U.S. dollar cash flows derived from foreign currency denominated sales. Purchased local currency put options provide the Company with a right, but not an obligation, to sell foreign currencies in the future at a predetermined price. If the value of the U.S. dollar weakens relative to other major currencies when the options mature, the options would expire unexercised, enabling the Company to benefit from favorable movements in exchange, except to the extent of premiums paid for the contracts. While a weaker U.S. dollar would result in a net benefit, the market value of the Company's hedges would have declined by $86.3 million and $67.0 million, respectively, from a uniform 10% weakening of the U.S. dollar at December 31, 1998 and 1997. Over the last three years, the program has reduced the volatility of cash flows and mitigated the loss in value of cash flows during periods of relative strength in the U.S. dollar for the portion of revenues hedged. The cash flows from these contracts are reported as operating activities in the Consolidated Statement of Cash Flows. 

In addition to the balance sheet and revenue hedging pro- grams, the Company hedges interest rates on certain fixed and variable rate borrowing and investing transactions. Interest rates are hedged with swap contracts that exchange the cash flows from interest rates on the underlying financial instruments for those derived from interest rates inherent in the contracts. For foreign currency denominated borrowing and investing trans- actions, cross-currency interest rate swap contracts are used, which, in addition to exchanging cash flows derived from rates, exchange currencies at both inception and termination of the contracts. On investing transactions, swap contracts allow the Company to receive variable rate returns and limit foreign exchange risk, while on borrowing transactions, these contracts allow the Company to borrow at more favorable rates than otherwise attainable through direct issuance of variable rate U.S. dollar debt. The cash flows from these contracts are reported as operating activities in the Consolidated Statement of Cash Flows. 

A sensitivity analysis to measure potential changes in the market value of the Company's investments, debt and related swaps from a change in interest rates indicated that a one percentage point increase in interest rates at December 31, 1998 and 1997 would have positively impacted the net aggregate market value of these instruments by $424.8 million and $60.0 million, respectively. A one percentage point decrease at December 31, 1998 and 1997 would have negatively impacted the net aggregate market value by $616.6 million and $71.0 million, respectively. The increased impact of a change in interest rates on the net aggregate market values at December 3 1, 1998 primarily results from increased levels of longer-term fixed rate debt. 
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Financial Instruments 

Foreign Currency Risk Management 

The Company has established revenue and balance sheet hedging programs to protect against reductions in value and volatility of future foreign currency cash flows caused by changes in foreign exchange rates. The objectives and strategies of these programs are described in the Analysis of Liquidity and Capital Resources section of the Financial Review. 

The Company partially hedges forecasted revenues denominated in foreign currencies with purchased currency options. When the dollar strengthens against foreign currencies, the decline in the value of foreign currency cash flows is partially offset by the recognition of gains in the value of purchased currency options designated as hedges of the period. Conversely, when the dollar weakens, the increase in the value of foreign currency cash flows is reduced only by the recognition of the premium paid to acquire the options designated as hedges of the period. Market value gains and premiums on these contracts are recognized in Sales when the hedged transaction is recognized. The carrying value of purchased currency options is reported in Prepaid expenses and taxes or Other assets. 

The Company continually reviews its portfolio of purchased options and will adjust its portfolio to accommodate changes in exposure to forecasted revenues. The most cost-effective means of decreasing coverage provided by purchased options is to write options with terms identical to purchased options that are no longer necessary. Deferred gains or losses that accumulate on purchased options prior to writing an offsetting position will remain deferred and are recognized when the hedged transaction occurs. Subsequent changes in the market value of the written options and related purchased options are recorded in earnings. Because the changes in market value of the purchased options equally offset the written options, there is no net impact on earnings. The carrying value of written currency options is reported in Accounts payable and accrued liabilities or Deferred income taxes and noncurrent liabilities. 

Deferred gains and losses on currency options used to hedge forecasted revenues amounted to $12.6 million and $45.3 million at December 31, 1998 and $95.4 million and $5.9 million at December 31, 1997, respectively. 

The Company also hedges certain exposures to fluctuations in foreign currency exchange rates that occur prior to conversion of foreign currency denominated monetary assets and liabilities into U.S. dollars. Prior to conversion to U.S. dollars, these assets and liabilities are translated at spot rates in effect on the balance sheet date. The effects of changes in spot rates are reported in earnings and included in Other (income) expense, net. The Company hedges its exposure to changes in foreign exchange principally with forward contracts. Because monetary assets and liabilities are marked to spot and recorded in earnings, forward contracts designated as hedges of the monetary assets and liabilities are also marked to spot with the resulting gains and losses similarly recognized in earnings. Gains and losses on forward contracts are included in Other (income) expense, net, and offset losses and gains on the net monetary assets and liabilities hedged. The carrying values of forward exchange contracts are reported in Accounts receivable, Other assets, Accounts payable and accrued liabilities or Deferred income taxes and noncurrent liabilities. 

At December 31, 1998 and 1997, the Company had con- tracts to exchange foreign currencies, principally the Japanese yen, French franc and Deutschemark, for U.S. dollars in the following notional amounts: 


1998
1997 

Purchased currency options

$ 4,583.5
$ 1,462.7 

Forward sale contracts

1,972.3
1,500.9

Forward purchase contracts

542.8
412.1 

Interest Rate Risk Management 

The Company uses interest rate swap contracts on certain borrowing and investing transactions. Interest rate swap contracts are intended to be an integral part of borrowing and investing transactions and, therefore, are not recognized at fair value. Interest differentials paid or received under these con- tracts are recognized as adjustments to the effective yield of the underlying financial instruments hedged. Interest rate swap contracts would only be recognized at fair value if the hedged relationship is terminated. Gains or losses accumulated prior to termination of the relationship would be amortized as a yield adjustment over the shorter of the remaining life of the contract or the remaining period to maturity of the underlying instrument hedged. If the contract remained outstanding after termination of the hedged relationship, subsequent changes in market value of the contract would be recognized in earnings. The Company does not use leveraged swaps and, in general, does not use leverage in any of its investment activities that would put principal capital at risk. 

In 1995, the Company entered into a five-year combined interest rate and currency swap contract with a notional amount of $231.3 million at December 31, 1998 and $313.6 million at December 31, 1997 and, in 1997, a seven-year interest rate and currency swap contract with a notional amount of $344.1 million at December 31, 1998 and $334.2 million at December 31, 1997. In 1998, a portion of the 1995 swap contract was terminated in conjunction with the sale of a portion of the related asset with an immaterial impact on net income. These swaps convert two different variable rate Dutch guilder investments to variable rate U.S. dollar investments. The market values of these contracts are reported in Other assets or Deferred income taxes and noncurrent liabilities with unrealized gains and losses recorded, net of tax, in Accumulated other comprehensive income. 

At December 31, 1997, the Company had one variable maturity interest rate swap contract outstanding with a notional amount of $85.0 million to convert 7.25% U.S. dollar callable debt issued in 1997 to variable rate U.S. dollar debt. This swap contract was terminated in February 1998 in conjunction with the retirement of the callable debt. 

Fair Value of Financial Instruments 

Summarized below are the carrying values and fair values of the Company's financial instruments at December 31, 1998 and 1997. Fair values were estimated based on market prices, where available, or dealer quotes. 


1998
1997


Carrying Value 
Fair Value 
Carrying Value 
Fair Value 

Assets 





Cash and cash equivalents

$ 2,606.2
$ 2,606.2
$1,125.1
$1,125.1 

Short-term investments

749.5
749.5
1,184.2
1,184.2 

Long-term investments

3,607.7
3,604.3
2,533.4
2,531.8 

Purchased currency options

170.2
137.5
54.6
144.1 

Forward exchange contracts and currency swaps

72.8
72.8
197.0
197.0

Interest rate swaps

--
--
.1 
.3 

Liabilities 





Loans payable and current portion of long-term debt

$ 624.2  
$ 654.7  
$ 902.5
$ 900.5 

Long-term debt

3,220.8
3,336.5  
1,346.5
1,387.0 

Forward exchange contracts and currency swap

86.1
86.1
22.0
22.0 

A summary of the carrying values and fair values of the Company's investments at December 31 is as follows: 


1998
1997


Carrying Value
Fair Value 
Carrying Value
Fair Value 

Available-for-sale





    Debt securities

$ 2,639.0
$ 2,639.0
$1,947.2
$1,947.2

    Equity securities

1,000.6
1,000.6
887.6
887.6

Held-to-maturity securities

717.6
714.2
882.8
 881.2 

A summary of gross unrealized gains and losses on the Company's investments at December 31 is as follows: 


1998
1997


Gross Unrealized
Gross Unrealized


Gains
Losses
Gains
Losses

Available-for-sale





    Debt securities

$ 22.1
$ (12.5)
$ 11.1
$(2.8)

    Equity securities

124.1
(64.2)
11.3
(91.9)

Held-to-maturity securities

.6
(4.0)
2.9
(4.5)

Gross unrealized gains and losses with respect to available-for-sale investments are recorded, net of tax and minority interests, in Accumulated other comprehensive (loss) income.

Available-for-sale debt securities and held-to-maturity securities maturing within one year totaled $535.5 million and $214.0 million, respectively, at December 31, 1998. Of the remaining debt securities, $1.8 billion mature within six years. 

At December 31, 1998, $507.3 million of held-to-maturity securities maturing within five years set off $507.3 million of 5.0% nontransferable note obligations due by 2003 issued by the Company. 

Concentrations of Credit Risk 

As part of its ongoing control procedures, the Company monitors concentrations of credit risk associated with financial institutions with which it conducts business. Credit risk is minimal as credit exposure limits are established to avoid a concentration with any single financial institution. The Company also monitors the creditworthiness of its customers to which it grants credit terms in the normal course of business. Concentrations of credit risk associated with these trade receivables are considered minimal due to the Company's diverse customer base. Bad debts have been minimal. The Company does not normally require collateral or other security to support credit sales. 
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C. Microsoft

Foreign exchange 

A large percentage of the Company's sales, costs of manufacturing, and marketing is transacted in local currencies. As a result, the Company's international results of operations are subject to foreign exchange rate fluctuations. 

Investments value sensitivity 

The Company's investment portfolio is subject to interest rate and market price risk. A 10% increase in treasury security yields would reduce the carrying value of interest-sensitive securities at June 30, 1998 by $128 million, and a 10% decrease in market values would reduce the carrying value of the Company's publicly traded equity securities by $300 million. Many of these equity securities are highly.
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Financial instruments 

The Company considers all liquid interest-earning investments with a maturity of three months or less at the date of purchase to be cash equivalents.  Short-term investments generally mature between three months and five years from the purchase date. All cash and short-term investments are classified as available for sale and are recorded at market. Cost approximates market for all classifications of cash and short-term investments; realized and unrealized gains and losses were not material. 

Publicly tradeable equity securities are recorded at market; unrealized gains and losses are reflected in stockholders' equity. The pretax unrealized gain was $1.4 billion at June 30, 1998. 

Financial Risks 

The Company's investment portfolio is diversified and consists primarily of short-term investment grade securities. Interest rate fluctuations impact the carrying value of the portfolio. While no hedge was in place on June 30, 1998, the Company routinely hedges the portfolio in case of a catastrophic increase in interest rates.   At June 30, 1997 and 1998, approximately 31% and 40% of accounts receivable represented amounts due from ten customers. One customer accounted for approximately 13%, 12%, and 8% of revenue in 1996, 1997, and 1998. 

Finished goods sales to international customers in Europe, Japan, and Australia are primarily billed in local currencies. Payment cycles are relatively short, generally less than 90 days. European manufacturing costs and international selling, distribution, and support costs are generally disbursed in local currencies. Local currency cash balances in excess of short-term operating needs are generally converted into U.S. dollar cash and short-term investments on receipt. Therefore, foreign exchange rate fluctuations generally do not create a risk of material balance sheet gains or losses. As a result, Microsoft's hedging activities for balance sheet exposures have been minimal. 

Foreign exchange rates affect the translated results of operations of the Company's foreign subsidiaries. The Company hedges a percentage of planned international revenue with purchased options. The notional amount of the options outstanding at June 30, 1998 was $2.1 billion. At June 30, 1998, the fair value and premiums paid for the options were not material. 
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Figure 1.  Firm-wide Approach to Risk Management
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� It is interesting to follow the reports of some publicly traded companies and read their comments on the limitations of their risk exposure report.  Some of the information can be found in the Survey of Disclosures: SEC Market Risk compiled by KPMG in 1999.  For example, from page 8 of the Survey we find: “Dell Computer Corporation and Phillip Morris Companies Inc. provided VAR amounts for foreign currency risk and cautioned that the model excluded items such as anticipated transaction, firm commitments, receivables, and accounts payable denominated in foreign currencies.  In addition, they commented that a loss in fair value of foreign currency instruments for hedging anticipated transactions is typically mitigated by increases in the value of the underlying exposure.  Dell Computer Corporation also added “firmly committed transactions” to their comment on loss of fair value of foreign currency instruments since their model excluded these types of transactions.”


� See Kolb (1991) for a description of the exchanges for futures.


� From Release No. 48 of the SEC (1997)


� According to the fair value method derivatives are included in the balance sheet in their economic values and changes in values are reported in the periodic profit and loss statement.  The deferral method allows firms to postpone the reporting profits and losses and to match the positions in derivatives to the on-balance items that were hedged.  The accrual method allows firms to account for cash flows from derivatives in the profit and loss accounts.


� For a detailed analysis of VaR see Chapter 5.


� From remark of J. Goodwin at the 1998 twenty-sixth National Conference on Current SEC Developments (Dec. 9, 1998)
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