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Effective developed technique of hedging are providing the chance to mitigate risk, to concentrate on main business activities and to be in win-situation. 

Purpose of research is a study of the various internal and external techniques of risk management that can be use for multinationals.

Many companies use forward contracts and options, short term borrowing, discounting to mitigate a risk of foreign exchange transactions. Internal hedging techniques less used by companies as part of their hedging strategy. 

Management can set acceptable level of risk, which monitored daily. Management can monitors the risk of exchange rate changes. Management can make judgments to decide a fixed or variable rate is more effective for a particular period. However, the monitoring of risk not gives any safeguards against losses if the market situation will go beyond of the predicted limits. 
According the statistic data we see that a derivatives trading, for whatever reasons, are not durable in practice in both countries: India and Ukraine. The prospect of further research – searching of causes of this phenomenon.
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Introduction

Every multinational company enters into contract overseas leading to exposure to risk caused due to fluctuations in foreign exchange rate of currencies between two countries. It is therefore essential for MNC to manage and keep control over this exposure. Adverse fluctuations in exchange rates may result to the destructive changes and the big losses to the multinational company. So there need to design effective hedging tools to mitigate risk. Effective developed technique of hedging are providing the chance to mitigate risk, to concentrate on main business activities and to be in win-situation. 

Purpose of research is a study of the various internal and external techniques of risk management that can be use for multinationals.
I. Methods of hedging: overview of techniques

Forex risk management techniques are either internal techniques or external techniques Internal techniques are internally used by companies so as to offset risk and they form part of policy of company. These are techniques which do not let the exposure in foreign currency arise and if it arises they aim at minimizing it. External techniques whereas focuses on safeguarding against prospective losses caused due to movement in foreign exchange because of exposure in forex risk which internal techniques fail to mitigate. 
Internal Techniques are as follows :
1. Netting.

Netting is the process of setting off the exposures of different currencies when exchange rates fluctuate and gains on first exposed position are neutralized by second position (Francis, 2008).  Bilateral netting & multilateral netting are two different types of netting techniques.  

2. Matching.

Matching is technique which is applicable to multinational companies as well as importers and exporters in contrast to netting which is used mainly for intercompany transactions because of bulk transactions or group transactions ( Francis,2005). It can be used by the exporter/importer as well as the multinational company. In matching operation, the basic requirement is a two-way cash flow in the same foreign currency. 

3. Leading and Lagging. 

Leading is technique where payment is made earlier and in lagging payment is made at a later date by making adjustments in credit terms of company( Chandra, 1993) . The main focus of this technique is adjustment in company’s credit terms whereas matching and netting purely rely on being defensive. 

4. Pricing Policy.
Price variation and currency of invoicing policy (Powers, 2001) are two different types of pricing techniques. Companies enhance their selling prices in order to set off the negative effects of variation in exchange rates. 
5.  Trading or Financing Pattern.
This refers to variation in transfer price of transactions within the company. Price is increased or reduced of goods and services which is known as arbitrary pricing so as to cope up with fluctuations in exchange rate.

6. Asset and Liability Management.

Balance Sheet, Profit and loss statements and cash flow statements are adjusted in this technique. It has two approaches. In first approach, assets exposed , revenues, cash inflows are increased which have exposure in strong currency and aims at increasing cash outflows, liabilities and assets having exposure in weak currency when firm use this technique in a aggressive manner. Foreign exchange gains and losses are reduced by establishing relationship between exposure affected assets, liabilities, revenue , expenses and cash inflows and outflows without taking into consideration role of weak or strong currency in defensive technique.  
External techniques are following:
1. Forward Exchange Contracts.
It is agreement between two parties in which currencies are exchanged at some future predefined date or duration at price which is agreed upon exchange rate.  It aims at safeguarding against risk caused due to fluctuation in exchange rate. 

2. Short term Borrowing. 

This technique aims at borrowing currencies in order to hedge risk which may arise due to fluctuations in exchange rate and removes difficulties which are mainly of deciding settlement dates and continuing foreign currency streams. 

3. Discounting.
This technique has similarities with short term borrowing technique. In discounting techniques, the effective discount rate less the home currency deposit rate rather that the foreign currency borrowing rate less the home currency rate as is short term borrowing techniques, is the cost. 
4. Forward Cover 

It is applied when purchases as well as sales have to be hedged. Forward purchases cover & forward sales cover are two types of forward cover used.  

5. Cross Currency Booking. 


Reserve Bank of India has permitted banks to book on behalf of the customers, merchant cover in cross currency i.e. allowed customers to have their exposure in any one of the currency, which may be the cross currency or the rupees( Michigen, 2001). This is relaxation from the earlier provision of booking necessarily in currency rupee terms. The facility of cross-currency forward booking is not worthwhile if the customers' exposure is in US$ since in such a case, he would require forward contract in US$ and rupee terms only.
II. Different techniques of hedging which TNCs use.

Infosys has subsidiaries in many countries such as Australia, Austria, Belgium, Brazil, Czech Republic, China, Germany, India, Israel, Mexico, Netherlands, Portugal, Romania, Poland, Switzerland, Singapore, Sweden, USA, UK, France, Japan.
That's why the company makes payments in various foreign currencies (Table 1), many of which are convertible, but nevertheless subject to risks of currency fluctuations.
Table 1 - Activity of Infosys in foreign currency- Standalone
                Rs in crores

	Indicators
	2015
	2014

	Earnings
	46158
	43157

	Expenditure
	22045
	21777

	Net foreign exchange earnings (NFE)
	24113
	21380

	NFE/earnings (%)
	52.2
	49.5


Activity of the company characterized by the following features: 1) revenues and expenses are difficult to predict; 2) there is a strong dependence of the company's revenue from customers located in the United States and Europe; 3) there is a strong dependence on customers, concentrated in certain sectors of the economy. On these grounds the factors that affect the economy of the United States, Europe, and the specific sectors of the economy also affect the revenues of Infosys. On the results and operations of the company also strongly influenced by fluctuations in exchange rates, because the company is multinational. Of great importance for the efficient operation also has the ability to enter into contracts with buyers at a fixed price. 
Infosys has the Risk Governance structure which includes the Risk Management Committee, the Risk Council, the Office of Risk Management, the Unit Risk Managers and the Infoscions. The purpose of risk management framework make the identification, evaluation and mitigation of difference kinds of risk. The risk management framework includes identification of elements of risk, reporting about it, disclosures, mitigation and monitoring them. 

Infosys uses in its activity a foreign exchange forward and an option contracts. The use of them reduces the risk. Forward and options contracts estimated on fair valued at each reporting date. The gain or loss from these transactions are recognized in the Statement of Profit and Loss.   
On standalone basis, transaction and translation gain of Rs. 26 crores and Rs. 495 crores for years ending march 31,2015 and march 31,2014 respectively. Forward/ option contract gain of Rs. 499 crores for year ending March 31 2015 and loss of Rs 217 crore for year ended March 31,2014. On consolidated basis, foreign exchange gains/losses include transaction and translation loss of Rs. 34 crores for year ending 31 March 2015 and gain of Rs.475 crores for year ending March 31,2015 whereas forward and options contracts gain of Rs. 514 crore for year ending March 31,2015 and loss of Rs. 253 crores for year ending March 31,2014.

On consolidated basis, balance of Translation reserve on March 31 2015 was Rs. 332 crores as compared to Rs 376 crores for previous year.

As on 31 March 2015, Infosys foreign currency exposure not hedged by derivative instrument amounted to Rs. 568 crores as against 539 crores during last year.

The following table gives details in respect of outstanding foreign exchange forward and options contracts (Table 2).

Table 2 - Outstanding foreign exchange forward and options contracts

	Particulars
	As at March 31,

	
	2015
	2014

	
	in million
	in crore
	in million
	in crore

	Forward contracts outstanding
	
	
	
	

	In USD
	716
	4,475
	751
	4,500

	In EUR
	67
	447
	64
	531

	In GBP
	73
	671
	77
	772

	In AUD
	98
	466
	75
	415

	In CAD
	12
	59
	-
	-

	In SGD
	25
	114
	-
	-

	Options outstanding
	
	
	
	

	In USD
	-
	-
	20
	-

	Total
	x
	6,232
	x
	6,338


The Group's DTEK Energy B.V. (formerly DTEK Holdings B.V.) activities expose it to a variety of financial risks. DTEK exposed at risk of changes in exchange rates and interest rates and prices of financial instruments. 
Risk management is carried out by the Department of Treasury, in close cooperation with operational units in accordance with policies approved by the Supervisory advice. The Department of treasury identifies and evaluates financial risks and proposes a methodology for risk management, which allows to minimize them.

Increasing internal instability in the country resulted in volatility in the foreign exchange market and caused a significant drop hryvnia against major foreign currencies.

Management monitors the risk of exchange rate changes, The Group hedges its currency positions in US dollars, Russian rubles and euros.

The following table presents a sensitivity analysis of the financial result and capital before tax to reasonably possible changes in the balance sheet date exchange rate respective functional currencies of Group entities with all other variables (Table 3).

Table 3 - Sensitivity analysis of the financial result and capital before tax to reasonably possible changes of exchange rate of functional currencies

[image: image1.emf]
As the Group generally has no significant interest-bearing assets, earnings and cash flows from operating activities are generally not dependent on changes in market interest rates. Exposure of interest rate risk of the Group's linked with long-term and short-term borrowings. 
As at 31 December 2014 and 31 December 2013, the majority of borrowings Groups with variable interest rates denominated in US dollars, Russian rubles and euros. As of December 31, 2014 61% of the total amount of borrowings provided the Group with floating interest rate (31 December 2013 - 70%).

Fixed or variable interest rate on the Group's borrowings is set at the time of new borrowings. Management makes judgments to decide whether a fixed or variable rate would be more favorable to the Group over the expected term to maturity. 
Risk of increased market interest rate monitors Corporate Finance Department of the Company together with the Treasury Department. Corporate Finance Department is responsible for planning the financial schemes (the ratio of equity and debt) and activities in the field of borrowing. The interest rate on fixed-rate instruments reviewed at the end of their validity. The interest rate on instruments are floating rate is reviewed constantly.

Gains and losses recognized as part of the hedging reserve in equity. Cross-currency swap contracts interest rate as of December 31, 2014 recognized in the income statement results in the period or several periods during which the hedged forecast transaction affects the income statement.

As of December 31, 2014 fixed interest rates ranging from 15% to 22% (in 2013 - from 6.4% to 18%). As described in Note 19, the Group's borrowings involved in different floating rates, while on hedged borrowings set MosPrime rate. 
The level of risk changes in commodity prices The Group's exposure is limited because the price of the Group's products are established by the National Commission regulation Electricity Ukraine on the basis of settlement-analytical method forecast wholesale prices. The Group produces the bulk of the coal required for their work generators and controls the production of coal so as to meet the need for carbon. This Group is exposed to the risk of changes in coal prices due with the Group exported coal. To manage this risk, the Group enters into contracts coal sales at a fixed price.

In addition, the Group is exposed to commodity price risk on equity securities in connection with the presence of her investments, available-for-sale. Equity securities, held by the Group are limited to securities of Ukrainian companies, are engaged in the production and distribution of electricity, but within that market sector group fully exposed to changes in prices of equity securities. 
The Group operates mainly in Ukraine, therefore, the level of foreign exchange risks to which it is exposed is defined borrowings, derivatives tools settled by the gross amount in cash and deposits, most of which are denominated in US dollars, euros and Russian rubles or linked to these currencies.
The effective interest rate and currency denomination of loans and borrowings as at the balance sheet date were as follows (Table 4).
Table 4 - The effective interest rate and currency denomination of loans and borrowings of DTEK Energy B.V.
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During 2011-2013 DTEK concluded agreements for a swap of RUB denominated loans with floating rate for a USD and EUR denominated loans with fixed rate. The Group adopted hedge accounting for these transactions starting from 1 January 2013. The Group designated these swap agreements as cash flow hedge and recognized a net loss of UAH 471 million in other comprehensive income. A position of this net loss was reclassified during the year to profit and loss to follows: a foreign exchange gain on RUB denominated future inflows in the amount of UAH 3,098 million was transferred to foreign exchange losses on financing activities; an operating  foreign exchange loss on USD/EUR denominated future outflows in the amount of UAH 856 million was transferred to net operating foreign exchange gains; and finance income related to a portion of the difference in forward interest rates in the amount of UAH 210 million was transferred to finance costs.
Starting from 1 July 2014 management decided to discontinue the hedge accounting application since does not expect the hedge will be highly effective in the future. Cash flow hedge discontinued prospectively. The cumulative loss on the hedging instrument that has recognized in other comprehensive income from the period when the hedge was effective will remain separately in equity and reclassified to profit or loss in the period when the forecast transactions occurs. The hedged highly probable forecast transactions denominated in foreign currency expected to occur at various dates during the next 12 month and subsequently until the payments of borrowings.
III. Analysis of the volume of operations with derivatives in India and Ukraine. 
The world's leading and most diverse derivatives marketplace is CME Group. CME Group handles 3 billion contracts worth approximately $1 quadrillion annually (on average)
.

There are 22 stock exchanges in India. Reserve bank of India (RBI) is the governing body on the stock market. 

Established in 1875, BSE (formerly known as Bombay Stock Exchange Ltd.), is Asia's first & fastest Stock Exchange with the speed of 200 micro seconds and one of India's leading exchange groups. More than 5500 companies are listed on BSE making it world's No. 1 exchange in terms of listed members. The companies listed on BSE command a total market capitalization of USD 1,68 Trillion as of March 2015. It is also one of the world's leading exchanges (5th largest in March 2015) for Index options trading (Source: World Federation of Exchanges)
. 
The National Stock Exchange (NSE) is India's leading stock exchange covering various cities and towns across the country
.NSE have been trading such derivatives: 1) equity derivatives; 2) currency futures (FX futures); 3) interest rate futures contract (NSE bond futures).
Options and futures are by far the most common equity derivatives. Two major products under Equity derivatives are Futures and Options, which are available on Indices and Stocks.  Currency Derivatives are available on four currency pairs viz. US Dollars (USD), Euro (EUR), Great Britain Pound (GBP) and Japanese Yen (JPY). Currency options are currently available on US Dollars. An Interest Rate Futures contract is "an agreement to buy or sell a debt instrument at a specified future date at a price that is fixed today." The underlying security for Interest Rate Futures is either Government Bond or T-Bill. Exchange traded Interest Rate Futures on NSE are standardized contracts based on 6 year, 10 year and 13 year Government of India Security (NBF II) and 91-day Government of India Treasury Bill (91DTB). All futures contracts available for trading on NSE are cash settled.

The number and volume of operations with derivatives on NSE of India are shown in Table 5.

Table 5 - Currency derivative traded in NSE of India: Overview

	Year
	Currency Futures
	Currency Options
	Total
	Average Daily Turnover



	
	No. of contracts


	Turnover


	No. of contracts

	Notional Turnover


	No. of contracts
	Turnover


	

	
	
	[image: image8.png]


(cr.)
	
	(cr.)
	
	(cr.)
	(cr.)

	2015-2016
	14,76,90,107
	9,65,230.08
	7,48,00,914
	4,81,176.16
	22,24,91,021
	14,46,406.23
	15,387.30

	2014-2015
	35,55,88,963
	22,47,992.34
	12,50,75,731
	7,75,915.32
	48,06,64,694
	30,23,907.67
	12,705.49

	2013-2014
	47,83,01,579
	29,40,885.92
	18,18,90,951
	10,71,627.54
	66,01,92,530
	40,12,513.45
	16,444.73

	2012-2013
	68,41,59,263
	37,65,105.33
	27,50,84,185
	15,09,359.32
	95,92,43,448
	52,74,464.65
	21,705.62

	2011-2012
	70,13,71,974
	33,78,488.92
	27,19,72,158
	12,96,500.98
	97,33,44,132
	46,74,989.91
	19,479.12

	2010-2011
	71,21,81,928
	32,79,002.13
	3,74,20,147
	1,70,785.59
	74,96,02,075
	34,49,787.72
	13,854.57

	2009-2010
	37,86,06,983
	17,82,608.04
	-
	-
	37,86,06,983
	17,82,608.04
	7,427.53

	2008-2009
	3,26,72,768
	1,62,272.43
	-
	-
	3,26,72,768
	1,62,272.43
	1,167.43


We can see the growth in the number of contracts in derivatives that are traded on the National Stock Exchange of India until 2012, after which there has been a decline in them (Pic. 1). Moreover, there is a drop in sales both in the number of futures and options. The same trend we are seeing in terms of turnover and in Indian rupees (Pic. 2).
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Pic. 1 - Number of derivative traded on stock exchanges of India
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Pic. 2 - Turnover of derivatives in India

In Ukraine, the regulatory function of the exchange market entrusted to the National Securities and Stock Market Commission (NSSMC). Officially 10 organizers of trade registered on NSSMC. According to nssmc
 on the results of trading on the Ukrainian organizers of trading volume of exchange contracts with securities in January-December 2014 amounted to 629,43 billionUAH. 

In 2014 in Ukraine to the stock exchange lists of organizations included 226 derivatives. This is 12.74% less than in 2013 year, when to the stock exchange lists were included 259 derivatives (Pic.3).
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Pic. 3 - Number derivatives admitted to trading on the stock exchanges of Ukraine

Derivatives market within the last two years was reduced. Thus, according to the results 2014 trading volume in derivatives was decreased more than twice (pic.4).
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Pic. 4–Turnover of derivatives on the stock market of Ukraine

In the overall structure of the volume of trading on the market of securities the derivatives amounted to only 40% of the total trading volume on the stock market(pic.5).
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Pic. 5–Specific weight of derivative turnovers on the stock market of Ukraine

When viewed in context by type of market, all operations were carried out in the spot market section.

Thus, we see that the derivatives trading, for whatever reasons, are not durable in practice in both countries. The prospect of further research – searching of causes of this phenomenon.

Conclusions.

Hedging techniques can classified into internal and external depending on their use - within or outside the enterprise group.

Many companies use forward contract and options, short term borrowing, discounting to mitigate a risk of foreign exchange transactions. Internal hedging techniques less used by companies as part of their hedging strategy. 

The aims of shared risk management program are to minimize the potential negative impact on the financial performance for those risks that are amenable or risk management is not a core activity of TNCs.

Management can set acceptable level of risk, which monitored daily. Management can monitor the risk of exchange rate changes. Management can make judgments to decide a fixed or variable rate is more effective for a particular period. Borrowings at variable interest rates expose the Group to interest rate risk. Borrowings issued at fixed interest rates expose the Group changes in the fair value of the interest rate.

However, the monitoring of risk not gives any safeguards against losses if the market situation will go beyond of the predicted limits. 

According the statistic data we see that a derivatives trading, for whatever reasons, are not durable in practice in both countries: India and Ukraine. The prospect of further research – searching of causes of this phenomenon.
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