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It takes just a tiny glimpse of uncertainty in the financial markets to send businesses scrambling to
hedge their exposure. Then come the inevitable questions: why, what, when, and how? Part of the
overarching goal of financial risk management is managing foreign exchange (FX) risk. And by
“managing”, we mean conducting proper due diligence and navigating various elements within the
firm (and the market) to create the most appropriate and implementable FX hedging strategy. This

article explains the basics.

Il Why Should | Hedge?

For some firms, the approach is purely reactive. For example, a bank covenant could obligate a firm
to hedge a specific fraction of its FX exposure. For others, the program is more proactive — to prevent
a threshold breach, let us say. Over the long run, though, firms often encounter both.

The “why” is typically addressing the need to protect the firm against the potential impact of FX
volatility on the P&L. Hence, returning to the risk appetite, tolerance, and capacity is vital to
answering this question. Then dive into your objectives to identify the triggers and metrics you must
protect.

B What Comes Next?

You should consider any hedging activity (FX or otherwise) holistically. We have seen instances where
the Investment Division hedges its FX exposure without considering the exposure sitting with the

Treasury Division next door. Some FX exposure offsets
other exposure; a firm could have FX payables and

receivables that almost cancel each other. If so, then

answering the “what” question becomes straightforward, Once you identify a net FX
due to the net zero exposure in this case. exposure, you can hedge it
Once you identify a net FX exposure, you can hedge it appropriately by understanding
appropriately by understanding your “whys” (your your “whys” (your objectives,
objectives, appetite, tolerance, capacity, etc.). What is the appetite, tolerance, capacity,
optimal hedge ratio? No one answer exists for that but etc.)

understanding the “whys” will help you determine the

appropriate hedge ratio and solve for proper coverage.

Lastly, every firm should explicitly answer, what is the

appropriate hedging product? In general, vanilla hedging products (such as FX forward or basic
options) will suffice. However, much also depends on the market itself and what hedging instruments
it offers. Therefore, analyzing the depth and the market maturity of the currency under consideration
is critical.
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M When Should | Implement?

Trying to time the market or catch a specific price should never determine when you implement a
hedge. Instead, effective risk management implements a hedge as soon as the pre-identified triggers
are activated.

That said, timing can be an important factor depending on the strategy that is appropriate for your
objectives. For example, consider translation risk (changes in the exchange rate that affect the
accounting value of foreign currency assets and liabilities). If we are hedging translation risk, then
the strategy toward FX hedging could be less dynamic than other strategies. Alternatively, a more
dynamic FX hedging approach is warranted if transaction risk is the concern. Transaction risk is
represented by the FX impact on ongoing FX payables and receivables during the ordinary course of
operation.

B The “How” Is in the Details!

Some firms choose to hedge FX exposure via on-balance sheet hedging (i.e., no derivatives are
needed). For example, funding the foreign operation with debt denominated in the same foreign
currency might offset the FX receivables. However, the most significant risk in this approach remains
when FX receivables or debt repayments are misaligned.

Alternatively, the firm could use derivatives to hedge its FX ‘ ‘
exposure. This approach has the advantage of customizing

FX hedge implementation
comes in various forms, but it
is crucial to set an efficient

hedging protocol to
implement a fair and

the hedge to match the actual needs.

A crucial “how” is the selection of a suitable hedge
program. FX hedging programs can be static (implemented
at the outset) or dynamically managed throughout the
year. While static programs work well for short-term transparent strategy
exposures with high certainty, dynamic programs distribute

the implementation throughout a fiscal year to smoothen , ’
exchange rates’ variability impact on earnings.

Another equally important “how” is hedge execution. FX hedge implementation comes in various
forms, but it is crucial to set an efficient hedging protocol to implement a fair and transparent
strategy. The protocol ensures burdens such as slippage costs and undisclosed margins risks are kept
to the minimum.

For more information, please get in touch with Muadh Alhusaini, Co-Managing Partner at Ehata
Financial, Muadh.alhusaini@ehata.com.sa, you can also read the article from the website here.
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ABOUT EHATA

Ehata is a specialist financial risk management advisory firm, licensed and regulated by the Capital Market Authority (license
No. 17183-20). We are independent practitioners with expertise covering interest rate, foreign exchange, commodities, and
derivatives. We leverage on our technical capabilities and market know-how to ensure that our clients get the excellence of
the advice and the satisfaction that comes with it.

DISCLAIMER

Ehata Financial Company is authorized and regulated by the Capital Market Authority (license no. 17183-20). Ehata Financial
Company may only undertake the financial services activities that fall within the scope of its existing CMA license. Principal
place of business in Saudi Arabia: King Fahad Rd, Avenue Building, 5th Floor, P.O. BOX 241106, Riyadh 11322. The information
contained in this article was prepared by Ehata Financial Company. Though the information herein is believed to be reliable,
Ehata Financial Company makes no representation as to its accuracy or completeness. You should not rely solely on this
communication when making a decision whether or not to enter into a derivatives transaction. If you are not an experienced
user of derivatives, if you are not capable of making independent trading decisions and you do not understand the terms and
risks related to derivatives transactions, you should refrain from entering into such transactions. You should consult your own
legal, tax and accounting advisers with respect to any proposed derivatives transaction. Under no circumstances shall we or
any of our associates or any of our associates’ respective directors, officers, employees or agents, be liable for indirect or
consequential losses including any failure to realize any profit, advantage or opportunity relating to the transaction or
otherwise. The information contained in this article should not be reproduced in any form without the express consent of Ehata
Financial Company. The information contained in this article from the sender shall not be considered as advice or solicitation
to buy or sell any securities.
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