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Leer	en	español	Ler	em	português	Most	senior	executives	understand	that	volatile	exchange	rates	can	affect	the	dollar	value	of	their	companies’	assets	and	liabilities	denominated	in	foreign	currencies.	Not	many,	however,	understand	that	exchange	rates	can	have	a	serious	impact	on	operating	profit.	Fewer	corporations	have	given	managers
responsibility	for	overseeing	this	operating	exposure.	Nevertheless,	operating	exposure	is	often	a	large	cause	of	variability	in	operating	profit	from	year	to	year,	and	many	decisions	depend	on	a	good	understanding	of	it.	In	the	long	run,	managers	should	consider	operating	exposure	when	setting	strategy	and	worldwide	product	planning.	In	the	short
run,	understanding	operating	exposure	will	often	improve	operating	decisions.	Also,	the	evaluation	of	a	business	unit	and	its	managers	should	occur	after	exchange	rate	effects	have	been	taken	into	account	since	they	are	outside	management’s	control.	Operating	exposure	has	become	more	important	for	several	reasons.	Exchange	rates	are	more
volatile	in	the	world	of	managed	floating	rates	than	during	the	period	of	U.S.	expansion	in	the	international	economy.	More	and	more,	countries	follow	divergent	monetary	policies.	At	the	same	time,	markets	are	becoming	more	global.	The	United	States	no	longer	has	a	70%	or	80%	world	market	share	in	key	industries	but	shares	markets	more	equally
with	Europe	and	Japan.	Because	of	these	changes,	exchange	rates	affect	the	operating	profits	of	companies	in	globally	competitive	industries,	whether	or	not	they	export	their	products.	In	fact,	changes	in	exchange	rates	can	often	affect	the	operating	profit	of	companies	that	have	no	foreign	operations	or	exports	but	that	face	important	foreign



competition	in	their	domestic	market.	By	understanding	the	long-	and	short-run	behavior	of	exchange	rates,	we	can	understand	how	they	affect	operating	profit.	In	the	long	run,	changes	in	the	nominal	dollar-foreign	currency	exchange	rates	tend	to	be	about	equal	to	the	difference	between	the	U.S.	and	foreign	inflation	rates	in	the	price	of	traded
goods.	If	the	U.S.	inflation	rate	is	4%	higher	than	Germany’s	during	the	year,	the	deutsche	mark	will	tend	to	strengthen	approximately	4%	against	the	dollar.	This	long-term	relationship	between	exchange	rates	and	price	levels—usually	called	purchasing	power	parity	(PPP)—implies	that	changes	in	competitiveness	between	countries,	which	would
otherwise	arise	because	of	unequal	inflation	rates,	tend	to	be	offset	by	corresponding	changes	in	exchange	rates.	In	the	short	run	of	six	months	to	several	years,	however,	exchange	rates	are	volatile	and	greatly	influence	the	competitiveness	of	companies	selling	to	the	same	market	but	getting	materials	and	labor	from	different	countries.	This	short-
run	change	in	relative	competitiveness	results	from	changes	in	the	nominal	exchange	rate	that	are	not	offset	by	the	difference	in	inflation	rates	in	the	two	countries.	If	the	deutsche	mark	strengthens	4%	against	the	dollar	and	the	German	inflation	rate	is	1%,	a	U.S.	exporter	to	a	German	market	served	primarily	by	German	producers	would	see	its
dollar	price	rise	5%.	If,	however,	the	inflation	rate	in	the	United	States	is	4%,	or	3%	higher	than	the	German	inflation	rate,	the	operating	margin	of	the	U.S.	producer	will	rise	by	only	one	percentage	point.	This	example	shows	that	the	change	in	relative	competitiveness	does	not	depend	on	changes	in	the	nominal	exchange	rate—the	number	of
deutsche	marks	obtained	for	each	dollar—but	on	changes	in	the	real	exchange	rate,	which	are	changes	in	the	nominal	exchange	rate	minus	the	difference	in	inflation	rates	in	the	two	countries.	Thus,	in	the	case	of	the	U.S.	exporter	to	Germany,	the	change	in	the	nominal	exchange	rate	is	4%	but	the	change	in	the	real	exchange	rate	(which	then	affects
operating	profit)	is	only	1%.	Because	changes	in	real	exchange	rates	reflect	deviations	from	PPP,	over	long	periods	of	time	the	cumulative	change	in	the	real	exchange	rate	tends	to	be	smaller	than	that	of	the	nominal	exchange	rate.	The	volatility	of	real	exchange	rates	in	the	time	frame	of	six	months	to	several	years,	however,	causes	an	exaggerated
variability	in	operating	margin.	Operating	Exposure	Traditional	analysis	of	currency	exposure	focuses	on	contractual	items	on	the	balance	sheet	such	as	debt,	payables,	and	receivables	denominated	in	a	foreign	currency	whose	dollar	value	is	affected	by	nominal	exchange	rate	changes	(see	Exhibit	I).	The	company	may	enter	into	forward	contracts	to
hedge	this	contractual	exposure.	Exhibit	I	Currency	Exposure	A	traditional	analysis	recognizes	two	types	of	impact	on	profits.	One	arises	from	translation	of	contractual	items	outstanding	at	year	end,	and	the	other	involves	transactions	completed	during	the	year.	Accounting	statements	contain	the	information	required	to	define	this	contractual	or
accounting	exposure.	With	the	adoption	of	FASB	52	in	1981,	physical	assets	also	enter	into	the	calculation	of	foreign	currency	translation	gains	and	losses.	In	general,	however,	these	gains	or	losses	bear	little	or	no	relation	to	operating	exposure.	In	economic	terms,	these	contractual	items	are	properly	identified	as	exposed	to	changes	in	exchange
rates.	In	many	cases,	however,	this	contractual	exposure	captures	only	a	small	part	of	exchange	rates’	total	impact,	which	should	include	the	real	exchange	rates’	effect	on	such	non-contractual	items	as	revenues,	costs,	and	operating	profit.	By	hedging	its	contractual	exposure	but	failing	to	take	operating	exposure	into	account,	a	company	may	be
raising	its	total	exposure.	A	company’s	operating	and	contractual	exposure	may	have	different	origins,	so	that	in	many	cases	the	two	exposures	will	indeed	have	opposite	signs.	The	company	must	take	into	account	both	contractual	and	operating	exposure.	Unfortunately,	the	difference	in	emphasis	in	considering	each	type	of	exposure	tends	to	make
practitioners	defensive	who	are	accustomed	to	dealing	with	contractual	exposure,	while	operating	managers	will	view	it	as	something	outside	their	responsibility.	It	is	hard	to	maintain	a	balanced	perspective	when	the	effects	of	changes	in	nominal	exchange	rates	are	identified	separately	in	the	income	statement	but	the	effects	of	changes	in	real
exchange	rates	on	revenues	and	costs	are	not.	To	overcome	these	difficulties,	companies	must	ensure	that	both	the	operations	and	the	finance	divisions	understand	operating	exposure	and	must	define	an	appropriate	sharing	of	responsibility	for	its	management	between	the	two.	We	can	separate	the	effects	of	exchange	rates	on	operating	profits	into
margin	effects	and	volume	effects.	We	shall	illustrate	each	type	of	effect	with	examples	based	on	composites	of	companies.	Economy	Motors,	a	U.S.	small-car	manufacturer,	sources	domestically,	sells	exclusively	in	the	home	market,	and	has	no	foreign	debt.	Traditionalists	would	say	the	company	has	no	exposure	to	changes	in	exchange	rates.	The	fact
is,	however,	that	its	operating	profit	is	exposed	to	changes	in	the	real	yen-dollar	exchange	rate.	The	company	competes	in	the	United	States	with	Japanese	manufacturers	who	are	the	market	leaders.	When	setting	a	dollar	price	in	the	United	States,	the	Japanese	companies	consider	their	yen	costs.	Exhibit	II	illustrates	the	competitive	position	of
Economy	Motors.	In	a	year	when	the	yen	and	the	dollar	are	at	parity,	Economy	Motors’	dollar	costs	equal	the	dollar-equivalent	costs	of	its	Japanese	competitors,	and	Economy	Motors	enjoys	a	normal	operating	profit	margin.	The	same	is	true	when	the	dollar	costs	of	Economy	Motors	in	the	base	year	bear	their	normal	relationship—but	are	not
necessarily	equal—to	the	dollar-equivalent	costs	of	its	competitors.	Exhibit	II	The	Effects	of	Yen	Depreciation	on	the	Competitive	Position	of	Economy	Motors	If,	in	a	later	year,	Japan	experiences	a	higher	inflation	rate	than	the	United	States,	and	if	the	yen	weakens	in	line	with	PPP,	the	competitive	position	of	Economy	Motors	does	not	change.	The	rise
in	the	dollar-equivalent	costs	of	the	Japanese	companies	from	Japanese	inflation	minus	the	effect	of	the	yen	depreciation	equals	the	rise	of	Economy	Motors’	costs	from	domestic	inflation.	In	this	case,	the	nominal	exchange	rate	has	changed	with	no	change	in	the	real	exchange	rate	or	in	Economy	Motors’	competitive	position.	If,	however,	the	yen
weakens	relative	to	the	dollar	by	an	amount	more	than	required	by	PPP,	the	dollar-equivalent	costs	of	the	Japanese	companies	will	be	less	than	the	costs	of	Economy	Motors	and	the	competitive	position	of	Economy	Motors	will	weaken.	This	was	the	case	between	1980	and	1984	for	many	U.S.	companies,	including	Chrysler,	RCA,	Zenith,	and	Black	&
Decker,	that	compete	with	Japanese	imports.	This	example	illustrates	several	characteristics	of	operating	exposure:	Operating	exposure	bears	no	necessary	relation	to	accounting	or	contractual	exposure.	The	structure	of	the	markets	in	which	the	company	and	its	competitors	source	labor	and	materials	and	sell	products	determines	operating
exposure.	Measurement	of	operating	exposure	must	accordingly	take	these	factors	into	account.	Measurement	of	accounting	exposure	has	traditionally	considered	only	the	company	itself.	The	country	in	which	goods	are	sold	or	inputs	sourced	does	not	necessarily	affect	operating	exposure.	As	we	saw,	while	it	sells	only	at	home,	Economy	Motors	still
has	a	high	yen	exposure.	Operating	exposure	is	not	necessarily	linked	to	the	currency	in	which	prices	are	quoted.	Operating	profit	varies	with	real	exchange	rate	changes.	Market	Structure	The	importance	of	market	structure	in	determining	operating	exposure	is	evident	in	the	following	two	cases:	Specialty	Chemicals	(Canada),	the	Canadian
subsidiary	of	a	U.S.	company,	distributes	chemicals	produced	by	its	parent	in	the	United	States.	With	few	fixed	assets,	it	has	little	debt.	It	quotes	prices	in	Canadian	dollars.	A	weak	Canadian	dollar	reduces	the	U.S.	dollar	value	of	the	company’s	Canadian	dollar	receivables,	and	from	an	accounting	viewpoint	Specialty	Chemicals	is	exposed	because	of
these	receivables.	Looking	beyond	the	accounting	treatment,	we	see	that	when	the	Canadian	dollar	weakens,	Specialty	Chemicals’	costs	will	go	up	in	Canadian	dollars.	This	raises	a	number	of	questions:	Does	Specialty	Chemicals	have	a	Canadian	dollar	operating	exposure?	Should	it	construct	a	Canadian	manufacturing	plant	to	match	revenues	and
costs?	Should	the	company	issue	Canadian	dollar	debt	so	that	if	the	Canadian	dollar	weakens,	it	can	reduce	the	U.S.	dollar	value	of	its	repayments?	To	answer	these	questions,	Specialty	Chemicals	must	examine	the	structure	of	the	marketplace	in	which	it	sells	its	product.	The	company	and	all	its	competitors	import	products	from	the	United	States.
Any	rise	in	Canadian	dollar	costs	is	felt	equally	by	everyone,	with	no	change	in	their	relative	competitive	position,	and	is	reflected	quickly	in	a	higher	price.	This	price	responsiveness	offsets	the	cost	responsiveness	so	there	is	no	operating	exposure	except	in	the	very	short	run.	Issuing	Canadian	dollar	debt	or	building	a	plant	in	Canada	would	introduce
a	new	operating	exposure	where	none	existed.	This	analysis	holds	in	industries	in	which	several	U.S.	companies	collectively	dominate	the	world	market,	like	mainframe	computers	and,	until	recently,	commercial	aircraft.	Operating	exposure	often	differs	greatly	among	companies	that	appear	similar	but	sell	to	markets	with	different	structures.	As	in
the	previous	case,	Home	Products	(Canada),	the	Canadian	subsidiary	of	a	U.S.	company,	purchases	its	product	from	its	parent.	Its	competitors,	however,	have	manufacturing	facilities	in	Canada	and	have	the	largest	share	of	the	Canadian	market.	If	the	Canadian	dollar	weakens	in	real	terms,	the	company’s	Canadian	dollar	costs	will	rise	without	any
associated	rise	in	price.	Thus	cost	is	responsive	without	any	offsetting	price	response	so	that	Home	Products	has	a	Canadian	dollar-U.S.	dollar	operating	exposure.	Home	Products	can	reduce	this	exposure	by	building	a	plant	in	Canada	or	by	using	a	financial	hedge	to	offset	the	effect	of	the	real	exchange	rate	change.	Or	if	Home	Products	raises	its
Canadian	market	share	to	become	the	market	leader,	it	may	be	able	to	raise	prices	to	offset	some	or	all	of	the	higher	Canadian	dollar	costs	caused	by	a	weakening	Canadian	dollar,	thereby	reducing	its	operating	exposure.	This	competitive	situation	is	typical	of	many	companies	in	the	U.S.	consumer	goods	industry,	such	as	Procter	&	Gamble,	Colgate-
Palmolive,	and	Dart	&	Kraft.	A	Canadian	exporter	to	the	United	States	with	a	small	share	of	the	U.S.	market	will	be	affected	by	changes	in	the	real	Canadian	dollar-U.S.	dollar	exchange	rate	in	opposite	ways	to	Home	Products.	When	the	Canadian	dollar	weakens	in	real	terms,	Home	Products’	profits	will	decline	but	the	Canadian	exporter’s	will
increase.	Exhibit	III	summarizes	the	effect	of	various	combinations	of	cost	responsiveness	and	price	responsiveness	on	the	size	of	the	resulting	operating	exposure	in	these	examples.	Exhibit	III	Operating	Exposure	Matrix	We	can	apply	the	same	analysis	to	the	more	realistic	but	also	more	complex	case	of	companies	that	compete	globally	rather	than
in	specific	national	markets.	Consider	the	case	of	Global	Instrumentation	(GI),	a	U.S.	company	that	sells	precision	measurement	instruments	worldwide	and	is	its	industry’s	market	leader.	Since	product	requirements	do	not	vary	from	country	to	country	and	transshipment	costs	are	a	small	part	of	the	product’s	value,	its	prices	are	approximately
uniform	worldwide.	Since	its	products	represent	a	small	fraction	of	its	customers’	total	costs,	demand	is	quite	insensitive	to	price.	Nevertheless,	GI	management	does	not	allow	prices	and	margins	to	become	so	high	as	to	encourage	other	companies	to	enter	the	market.	GI	sets	its	prices	taking	into	account	its	costs	and	those	of	actual	and	potential
competitors.	If	most	of	its	potential	competitors	are	also	U.S.-based,	its	prices	in	dollars	will	be	quite	independent	of	exchange	rates.	If	GI	is	attempting	to	discourage	potential	competitors	in	other	countries,	it	will	set	lower	dollar	prices	in	periods	of	relative	dollar	strength.	Compare	this	case	with	Earthworm	Tractors,	a	U.S.-based	manufacturer	of
heavy	construction	equipment.	Its	prices	vary	somewhat	across	countries	because	of	high	shipping	costs	and	variations	in	product	specifications.	It	faces	two	important	competitors	in	Germany	and	Japan.	The	cost	positions	of	the	three	companies	are	such	that	exchange	rate	fluctuations	shift	cost	and	price	leadership,	and	so	basic	world	prices,
whether	measured	in	dollars,	yen,	or	deutsche	marks,	respond	to	exchange	rate	changes.	These	cases	illustrate	some	other	characteristics	of	operating	exposure:	Differences	between	competitors	in	sourcing,	technology,	or	country	of	manufacture	introduce	operating	exposure.	Market	leaders	will	usually	have	lower	operating	exposure.	Operating
exposure	is	peculiar	to	particular	businesses.	A	company	with	subsidiaries	in	any	given	country	is	likely	to	have	several	operating	exposures,	so	it	must	evaluate	the	exposure	of	each	business	unit	separately.	A	standard	accounting	treatment,	by	contrast,	combines	the	exposures	of	the	various	businesses	in	an	area	company.	Companies	facing	the
same	real	exchange	rate	may	have	opposite	operating	exposures.	Effects	on	Volume	In	some	cases,	real	exchange	rate	changes	will	have	their	most	important	impact	not	on	operating	margins	but	on	volume.	United	Kingdom	Airways	is	a	fictitious	U.K.-based	charter	airline	that	sells	package	tours	to	the	United	States.	As	the	pound	sterling	weakens
relative	to	the	dollar	in	real	terms,	the	company	will	carry	fewer	British	travelers	to	the	United	States.	Since	the	travel	cost	is	less	than	half	the	total	cost	of	a	vacation,	a	seller	of	travel	services	can	do	little	to	offset	the	rising	cost	of	a	trip	to	the	United	States.	Laker	Airways,	a	U.K.-based	company,	seems	to	have	directed	its	marketing	mainly	at
British	travelers.	With	a	marketing	strategy	more	evenly	balanced	between	travel	originating	in	the	United	States	and	the	United	Kingdom,	it	would	have	experienced	little	effect	on	the	demand	for	total	air	travel	between	the	two	countries	due	to	changes	in	the	real	exchange	rate.	Although	fewer	British	tourists	would	visit	the	United	States	when	the
dollar	was	strong,	more	Americans	would	travel	to	Britain.	Until	1980,	Laker	transported	a	rising	number	of	British	tourists.	This	was	mostly	because	the	pound	was	strengthening	beyond	its	parity	with	the	dollar.	In	1980,	however,	Laker	financed	new	aircraft	purchases	in	dollars,	thereby	doubling	its	exposure.	When	the	pound	later	weakened,	Laker
was	forced	into	bankruptcy.	Measuring	Operating	Exposure	A	company	can	readily	determine	contractual	or	accounting	exposure	from	accounting	statements.	Operating	exposure,	on	the	other	hand,	cannot	be	estimated	in	this	way.	The	measurement	of	operating	exposure	requires	an	understanding	of	the	structure	of	the	markets	in	which	the
company	and	its	competitors	obtain	labor	and	materials	and	sell	their	products	and	also	of	the	degree	of	their	flexibility	to	change	markets,	product	mix,	sourcing,	and	technology.	The	estimate	of	operating	exposure	will	not,	however,	be	as	precise	as	an	estimate	of	contractual	exposure.	Treasury	staff	can	usually	have	successful	dialogues	with
operating	management	to	obtain	this	information.	Since	most	managers	have	the	information	to	answer	these	questions	but	lack	the	analytical	framework	to	use	it	themselves,	treasury	staff	will	usually	have	to	coordinate	the	audit	process.	For	many	companies	this	represents	a	closer	involvement	of	the	treasury	group	with	operations	and	an	enlarged
treasury	responsibility.	The	treasury	function’s	involvement	in	operating	considerations	reflects	the	fact	that	the	impact	of	exchange	rates	on	a	company’s	profit	is	in	some	sense	a	financial	effect	and	is	to	a	large	extent	outside	the	control	of	the	business,	yet	it	corresponds	to	an	important	aspect	of	the	external	competitive	environment.	The	exposure
audit	with	operating	management	should	include	the	following	questions:	Who	are	actual	and	potential	important	competitors	in	various	markets?	Who	are	low-cost	producers?	Who	are	price	leaders?	What	has	happened	to	profit	margins	when	real	exchange	rates	have	shifted	markedly?	What	flexibility	does	the	company	have	to	switch	production	to
countries	with	undervalued	currencies?	Operating	management	will	welcome	this	dialogue	because	an	understanding	of	operating	exposure	can	improve	operating	decisions	and,	as	we	will	see,	can	help	measure	managerial	performance.	Economy	Motors,	for	example,	is	likely	to	gain	market	share	when	the	dollar	is	weak	and	when	its	Japanese
competitors	face	falling	yen-equivalent	prices—if	management	has	anticipated	these	circumstances	in	its	contingency	planning.	Managing	Exposure	In	managing	contractual	and	operating	exposure,	companies	have	both	business	and	financial	options	(see	Exhibit	IV).	A	company	may	reduce	its	contractual	exposure	by	changing	the	invoicing	currency,
which	is	a	business	option.	Since	contractual	exposure	is	a	function	of	nominal	exchange	rates,	the	financial	instruments	available	for	offsetting	this	exposure	also	involve	nominal	exchange	rates.	The	company	may	accordingly	manage	the	exposure	by	borrowing	in	a	foreign	currency	or	by	entering	into	forward	contracts	to	buy	or	deliver	the	foreign
currency.	Or	the	company	may	believe	that	its	knowledge	of	the	future	direction	of	exchange	rates	is	superior	to	the	market’s	and	choose	not	to	cover	all	or	part	of	its	contractual	exposure.	Exhibit	IV	Exposure	Management	In	managing	operating	or	non-contractual	exposure,	the	business	options	are	often	strategic	instead	of	tactical.	And	since
changes	in	real,	not	nominal,	exchange	rates	influence	operating	exposure,	the	traditional	financial	instruments	used	to	manage	contractual	exposure	are	not	very	effective.	Companies	have	three	business	options	for	managing	operating	exposure:	A	company	may	choose	to	configure	each	of	its	various	businesses	to	reduce	the	operating	exposure	of
that	business,	for	example,	by	carefully	selecting	manufacturing	sites.	Or	a	company	may	differentiate	its	product	so	that	it	has	a	smaller	operating	exposure	than	a	commodity	product	in	an	otherwise	similar	market	structure.	When	a	company	introduces	a	new	product	class,	the	operating	exposure	starts	out	small	and	then	grows	as	competing
products	enter	the	market.	These	structural	hedges	generally	have	an	associated	cost	that	reduces	the	expected	rate	of	return	of	the	business.	To	limit	operating	exposure,	for	example,	a	company	may	build	plants	in	many	countries	and	forgo	major	economies	of	scale.	As	a	result,	the	company	reduces	both	expected	cash	flows	and	the	degree	of
exchange-rate-related	variability.	Parent	companies	may	alternatively	allow	individual	businesses	to	have	large	operating	exposures	but	may	select	a	portfolio	of	businesses	that	have	offsetting	exposures	so	that	the	company	as	a	whole	has	only	a	small	exposure.	With	this	strategy,	management	must	carefully	review	the	individual	business	units’
operating	results	after	correction	for	the	effects	of	operating	exposure.	Or	the	company	may	choose	to	exploit	exchange	rate	volatility	by	configuring	its	businesses	to	have	the	flexibility	to	be	able	to	increase	production	and	sourcing	in	countries	where	currencies	become	strongly	undervalued	in	real	terms.	This	will	tend	to	add	costs	of	switching
locations	and	building	excess	capacity,	but	it	will	reduce	average	operating	costs	across	a	spectrum	of	exchange	rates.	Depending	on	the	tradeoff	between	the	additional	expense	and	cost	savings,	switching	locations	will	represent	a	good	investment	for	some	companies	as	it	will	increase	average	profitability	and	at	the	same	time	reduce	exchange-
rate-related	profit	variability.	A	business	may	also	be	able	to	modify	its	product	and	marketing	mix	to	meet	changed	market	conditions.	These	business	responses	differ	in	important	respects.	Configuring	specific	businesses	to	reduce	operating	exposure	and	possibly	to	exploit	exchange	rate	volatility	will	alter	both	average	profit	levels	and	exchange-
rate-related	variability	in	profits.	Hence	fairly	priced	financial	options	that	have	zero	net	present	value	will	not	accomplish	the	same	result.	The	second	option,	pooling	businesses	to	reduce	operating	exposure,	has	no	direct	impact	on	expected	operating	cash	flow.	Therefore	appropriate	financial	instruments	can	achieve	the	same	end.	If	fairly	priced,
financial	options	will	have	no	effect	on	the	company’s	expected	gain	or	loss.	Further,	in	contrast	to	business	options,	which	may	involve	relocating	a	manufacturing	plant,	for	example,	they	can	be	modified	to	reflect	changing	circumstances	at	little	or	no	cost.	Thus	they	clearly	are	preferable	to	business	options	that	lower	expected	profits	to	reduce
exchange-rate-related	risk.	Given	the	organizational	costs	of	building	a	portfolio	of	businesses	with	offsetting	operating	exposures,	financial	options	are	also	likely	to	dominate	diversification	that	is	undertaken	solely	to	reduce	exchange-rate-related	variability	in	profits.	The	most	common	financial	option	for	offsetting	operating	exposure	is	to	borrow
long	term	in	a	foreign	currency.	This	borrowing,	however,	which	is	equivalent	to	a	dollar	borrowing	coupled	with	a	long-dated	currency	swap,	is	at	best	an	approximate	hedge	for	operating	exposure.	The	dollar	cost	of	foreign	currency	borrowing	fluctuates	with	the	nominal	exchange	rate,	while	operating	exposure	is	a	function	of	the	real	exchange
rate.	The	nominal	and	real	exchange	rates	often	diverge	over	time.	Also,	companies	are	unaccustomed	to	lending	long	term	in	a	foreign	currency	when	that	is	required	to	offset	a	cost	exposure.	A	company	can	somewhat	improve	its	operating	exposure	by	selling	short-term	forward	contracts	on	a	rolling	basis.	Although	this	policy	contradicts	the
conventional	wisdom	that	companies	should	finance	long-term	foreign	operations	with	fixed-rate	foreign	currency	borrowing,	in	most	cases	it	provides	a	better	offset	to	operating	exposures.	Existing	swap	transactions	provide	no	improvement	because	they	essentially	replicate	either	the	fixed	or	the	floating	rate	options,	perhaps	with	lower	transaction
costs.	In	simulations	from	1977	to	1985,	for	example,	we	found	that	a	U.S.	exporter	to	Germany	with	a	“normal”	profit	margin	of	15%	would	have	experienced	swings	in	profitability	ranging	from	a	high	of	35%	to	a	low	of	nearly—30%	in	line	with	swings	in	the	real	dollar-deutsche	mark	exchange	rate.	If	the	company	had	attempted	to	hedge	its
operating	exposure	with	fixed-rate	foreign	currency	borrowing	or	its	equivalent,	a	long-dated	currency	swap,	its	profit	margin	would	have	varied	between	8%	and	30%.	With	floating	rate	borrowing,	or	rolling	sales	of	short-term	forward	foreign	exchange	contracts,	these	margins	would	have	varied	between	17%	and	41%.	While	these	higher	margins
might	suggest	that	this	short-term	hedge	was	the	best	alternative,	they	actually	show	that	the	short-term	hedge	was	a	poor	counterbalance	to	the	variation	in	operating	profits	that	might	under-	or	overshoot	in	the	future.	It	is	possible	to	design	a	new	kind	of	financial	instrument	that	meets	these	objections	to	the	use	of	existing	instruments.	Unlike
previously	available	hedges,	this	one	is	linked	to	the	real	exchange	rate	and	hence	is	particularly	appropriate	for	offsetting	operating	exposures.	Like	existing	long-dated	currency	swaps,	it	may	involve	either	two	industrial	counter-parties,	which	in	this	case	have	opposite	operating	exposures,	or	one	party	and	a	financial	institution.	It	will	generally	be
possible	to	identify	two	companies	with	opposite	operating	exposures	with	respect	to	the	same	real	exchange	rate.	The	operating	exposure	hedge	is	a	contractual	arrangement	between	two	such	companies.	Operating	exposure	losses	by	one	party	are	offset	by	operating	exposure	gains	of	the	counter-party.	This	allows	the	company	to	offset	closely	the
variability	in	operating	profits	caused	by	real	exchange	rate	changes.	Previously	available	instruments	do	not	move	with	changes	in	the	real	exchange	rate	and	therefore	have	limited	usefulness	in	managing	operating	exposure.	A	company	entering	into	this	operating	exposure	hedge	has	no	expected	long-run	gain	or	loss	because	any	expected	change
in	the	real	exchange	rate	is	incorporated	in	the	initial	pricing	of	the	contract.	On	a	year-to-year	basis,	however,	any	decrease	(or	increase)	in	the	normal	operating	profit	due	to	short-run	changes	in	the	real	exchange	rate	will	be	offset	by	a	corresponding	gain	(or	loss)	on	the	hedge	contract	so	as	to	reduce	the	variability	in	operating	earnings
associated	with	changes	in	the	real	exchange	rate.	In	addition,	the	termination	provisions	of	this	hedge	allow	the	company	to	retain	a	strategic	flexibility	that	would	not	be	available	with	a	structural	hedge	to	manage	operating	exposure.	Measuring	Management	When	evaluating	the	quality	of	a	business	and	its	management’s	effectiveness,	executives
should	consider	the	effect	of	exchange	rates	on	a	company’s	operating	profit.	Changes	in	real	exchange	rates	cannot	usually	be	predicted	over	the	planning	cycle	of	a	business	with	sufficient	accuracy	to	be	useful	in	developing	plans	and	budgets.	It	is	unreasonable	to	hold	operating	managers	accountable	for	the	effects	of	exchange	rates	on	operating
profits	that	are	outside	their	control,	so	the	measurement	and	incentive	compensation	of	the	managers	should	be	based	on	reported	results	after	correction	for	operating	exposure	effects.	A	company	can	accomplish	this	end	in	several	ways.	One	is	to	allow	operating	managers	to	enter	into	hedge	contracts	with	corporate	treasury	so	that	they	can
“contract	away”	their	exposures.	This	stratagem	closely	parallels	the	treatment	of	transaction	exposures	in	many	companies,	whereby	operating	units	implicitly	sell	foreign	currency	receivables	to	the	treasury	function	at	the	forward	rate	or,	in	an	equivalent	transaction,	the	operating	units	are	charged	local	currency	financing	costs	on	those
receivables.	A	second	method	is	to	adjust	the	actual	performance	of	the	unit	for	variations	in	the	real	exchange	rate	after	the	end	of	the	period.	A	third	way	is	to	adjust	performance	plans	in	line	with	variations	in	the	real	exchange	rate.	The	third	approach	is	generally	preferable	to	the	second	since	it	can	measure	operations’	true	profitability	as	well	as
the	operating	manager’s	contributions	to	this	profit.	The	choice	between	the	first	and	third	options,	however,	will	depend	on	the	nature	of	the	business	and	its	organization.	Some	people	argue	that	a	company	can	overcome	this	problem	by	measuring	performance	on	an	unadjusted	basis	in	local	currency	rather	than	in	dollars.	The	assumption
underlying	this	view	is	that	the	unit	in	question	has	no	operating	exposure	from	a	local	currency	perspective	and	hence	its	dollar	profits	should	move	one	for	one	with	the	real	exchange	rate.	This	will	be	true,	however,	only	in	special	cases	where	there	is	little	global	pricing	influence.	Every	one	of	these	approaches	requires	before-the-fact	estimates	of
the	company’s	exposure.	To	use	any	of	these	approaches,	the	company	must	understand	its	operating	exposures.	Given	the	complex	interactions	between	currency	fluctuations	and	other	factors	affecting	demand	and	competitiveness,	however,	exact	models	and	hence	exact	performance	or	budget	adjustments	will	probably	be	impossible.	This
uncertainty	underscores	the	need	for	open	and	continuing	communication	between	top	executives	and	operating	managers	to	improve	understanding	of	these	exposures	and	also	to	anticipate	responses	to	possible	exchange	rate	scenarios.	This	communication	not	only	will	provide	a	better	basis	for	after-the-fact	measurement	but	also	will	make	the
company	more	aware	of	its	potential	responses.	In	the	end,	a	suitable	response	to	the	risk	of	volatile	exchange	rates	will	raise	profits	and	reduce	risks.	The	Roman	Empire	was	openly	based	upon	military	power	and	conquest,	and	the	primary	sources	of	Roman	wealth	were	first	plunder,	and	then	taxes	and	tribute	exacted	from	the	provinces.	The
Romans	spent	this	money	freely	on	real	goods	and	services	imported	from	the	provinces	so	that,	in	our	modern	terms,	they	had	a	steadily	very	large	negative	balance	of	trade—in	fact,	throughout	the	imperial	period	Italy	had	to	import	food	to	survive.	This	system	worked	fine	as	long	as	there	were	new	lands	to	plunder	of	their	precious	metals;	but
even	before	the	fall	of	the	Republic,	in	the	intervals	between	fresh	conquests,	the	Roman	economy	showed	the	symptoms	of	key	currency	crises	similar	to	those	in	the	United	Kingdom	during	the	nineteenth	century.	Money	drained	out	of	Rome	to	pay	for	African	wheat	and	Eastern	luxuries,	interest	rates	rose	to	crisis	levels,	the	provinces	were	not
permitted	to	borrow	in	Rome	and	Romans	were	required	to	invest	their	money	only	in	Italy.	During	these	periods	the	coinage	was	frequently	debased,	and	the	provinces	were	forced	to	pay	their	taxes	in	gold	and	silver	bullion	while	they	had	to	accept	the	alloyed	Roman	coins	at	their	previous	metallic	value	in	payment	for	exports	to	Rome.	Obviously,
this	system	only	worked	as	long	as	there	were	Roman	legions	around	to	make	it	work.	In	the	years	after	Caesar	Augustus	it	began	to	work	less	well	because	the	moral	and	physical	fibre	of	the	Roman	people	was	deteriorating.	During	the	Republic	Rome	had	been	a	nation	of	sturdy	farmers	and	well-disciplined	soldiers	believing	firmly	in	a	religion	that
preached	the	patriotic	and	martial	virtues.	It	was	a	place	you	had	to	respect	even	though	you	wouldn’t	want	to	live	there.	The	rot	set	in	with	the	unheard-of-idea	of	actually	paying	the	soldiers,	and	from	then	on	it	was	straight	downhill	to	the	imperial	welfare	state	of	the	Caesars.	The	sturdy	paganism	of	the	Republic	gave	way	to	a	thousand	debilitating
religions	from	the	East	and	the	practice	of	a	thousand	vices	from	all	over	the	Empire.	The	birth	rate	declined	as	the	Romans	decided	to	have	fun,	not	children,	so	that	the	legions	had	increasingly	to	be	filled	up	with	expensive	and	unreliable	mercenaries.	This	moral	decay	was	reflected	in	the	declining	metallic	value	of	the	Roman	coinage.	At	the
beginning	of	the	imperial	period	Caesar	Augustus	brought	the	treasure	of	Egypt	to	Rome	and	purified	the	coinage,	but	Nero	diluted	the	silver	denarius	by	10	percent.	By	260	A.D.	the	silver	content	of	the	denarius	was	down	to	5	percent,	and	the	Roman	Empire	was	well	on	its	way	to	collapse.	A	version	of	this	article	appeared	in	the	July	1986	issue	of
Harvard	Business	Review.
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