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OPINION

FLEXIBILITY OR HEDGING?

Antonio Mello, John Parsons and Alexander Triantis dispute the view that there is a
straight choice between relocating production or hedging for companies coping

with currency fluctuations

L arge and rapid swings in exchange rates provide a major challenge

to firms competing in today’s globally integrated market-place. In
the 1980s, it was the competitiveness of US firms that suffered. Today,
it is German and Japanese producers that face competitive pressures
from their strong currencies. Volatile exchange rates pose a competi-
tive challenge for all firms and all countries.

One way to respond to exchange rate movements is to shift pro-
duction to where the currency is cheap. An even more proactive step
is to set up global operations to allow relocation of production in re-
sponse to exchange rate movements.

Firms also manage exchange rate exposure by hedging with deriv-
atives such as futures, options and swaps. Some companies choose the
currency denomination of their debt and other obligations with an eye
to providing a hedge against exchange rate movements.

Operating flexibility and financial hedging are often regarded as al-
ternative strategies. For example, academic theorists have argued that
“exchange rate-induced volatility can be hedged by selling a forward
contract on the foreign currency... Alternatively, the firm could hedge
through an on-balance-sheet strategy; it might relocate production fa-
cilities abroad...” (Nance, Smith & Smithson, 1993).

A 1993 report by the Economist Intelligence Unit recommended
moving production abroad to mitigate currency exposure. The impli-
cation is that firms that set up operations abroad shield themselves
against exchange rate movements and therefore have less need for fi-
nancial hedging. Conversely, according to this view, a well-crafted set

of financial hedges can protect the firm from currency movements so
that the firm feels less pressure to shift production abroad.

Neither of these conclusjons is correct. Firms with global operations
are exposed to currency risk and can profit from a wisely structured
financial hedging strategy. And no amount of hedging can transform
a single firm based in a country with an overvalued currency into a low-
cost competitor. Operating flexibility and financial hedging are not al-
ternatives to each other. To see why this is so, we look first at the dis-
tinct roles served by the two activities and then at how they interact.

Corporations value the ability to respond rapidly to changes in the
economic environment. One of the reasons why firms have created
global networks of production sites is to take advantage of fluctuat-
ing exchange rates. A firm with production plants in Japan and in
the US can decide to shift more production to its US plant as the yen
appreciates. ' -

According to the Financial Times (September 26, 1995): “Ever since
the yen began its sharp ascent against major currencies... hardly a
day has gone by without one Japanese company or another revealing
plans to set up production overseas.”

The advantage of flexibility is the option it provides of shifting pro-
duction to the lowest cost site. Flexibility means that the firm’s costs
will, on average, be lower than its competitors’ through a wide range
of exchange rates. The firm with operations in different countries can
always produce at the cheapest cost regardless of how exchange rates
move. Rather than insulating the firm from exchange rate movements,
operating flexibility allows the firm to take advantage of these fluctu-
ations and press its competitive edge.

Some have argued that firms with operations in multiple countries
should not hedge. The value of their flexibility, the argument goes,
increases with the volatility of the exchange rate and hedging reduces
volatility. This argument is flawed because hedging does not reduce
the volatility of the exchange rate upon which the firm’s operating op-
tions are contingent. Flexibility directly increases profitability, whether
or not the firm hedges.

Financial hedging helps the firm in a different fashion, allowing it
to lock in its profits despite volatile exchange rates. Hedging is just a
side bet, adding to profits made under rising exchange rates but sub-
tracting the same amount of profits made under falling exchange rates.
Alternatively, if the firm wants to hold on to its profits under falling
exchange rates, then it will have to pay an option premium to com-
pensate the seller of the hedge for giving it guarantees in the face of
rising exchange rates.

The firm’s competitiveness is determined on the left-hand side of
its balance sheet. Hedging is about the right-hand side of the balance
sheet. If the firm is not competitive in what it produces at the prevail-
ing exchange rate, hedging will only trade off profits made at one ex-
change rate with losses made at another. Hedging cannot consistent-
ly improve the firm’s overall profitability.

But hedging can improve the firm's prospects in an indirect fash-
ion. The insurance bought against a rise in exchange rates may be well
worth the expense paid or the upside foregone. In the face of a rising
exchange rate and increasingly uncompetitive operations, a hedge
buys the firm time. The hedge helps the firm avoid further, purely fi-
nancial, problems that arise from exposure to volatile exchange rates.
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With the protection the hedge offers, the firm can weather a cash-
flow squeeze and make a transition in the face of new competitive
realities. Without the hedge, an unexpected bad &xchange rate out-
come might force the firm to abandon valuable investment opportu-
nities or even to become insolvent. Some of the reasons for hedging
are discussed in Shimko (1995), Lewent & Kearney (1991) and Mal-
oney (1991).

Although flexibility and hedging perform different roles, they in-
teract with each other in some complex ways. While exchange rate
volatility increases the value of both, the other factors determining the
value of each are distinct. A well-designed strategy of risk manage-
ment must take into account the nature of the interactions and how
these affect the value of the firm.

The case analysed in the box illustrates that the value of operating
flexibility can increase as a result of hedging and that the amount of
hedging may be positively related to the degree of flexibility in the
firm. The latter result clearly runs counter to conventional intuition
that operating flexibility and hedging are alternative strategies.

Operational flexibility and financial hedging are important tools in
exchange rate risk management. As exchange rates become more
volatile, the values attributable to both financial hedging and operat-
ing flexibility increase. However, that does not imply that a firm can
use one as a substitute for the other. Hedging and flexibility differ in
at least three key ways. First, hedging reduces the volatility of the
firm's cashflows without changing the underlying risk of the firm’s
assets, while flexibility alters the profitability and the risk profile of
the assets. Second, flexibility gives the firm a permanent edge by re-
ducing production costs, while hedging provides insurance, which
minimises the adverse effects associated with fluctuations in a firm's

cashflow. Third, flexibility is an investment decision by a firm that
chooses to set up operations abroad. Hedging, on the other hand, is
a financing decision that alters the currency composition of the firm’s
capital structure.

It is precisely because financing and investment decisions are in-
separable that it is important to take full account of the degree of flex-
ibility in designing a hedging programme, as well as to understand
how hedging affects flexibility. Risk management programmes should
be designed to integrate operating flexibility and financial hedging
strategies (we showed how to design such an integrated strategy for
a multinational firm in Mello, Parsons & Triantis, 1995). If, instead, a
firm acts on the basis of an apparent substitutability between flexi-
bility and hedging, it may end up foregoing considerable value in a
volatile environment. B
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