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As corporates adapt to the new-norm and as cross-border business collaborations arise, we noticed
more Saudi companies are now investing in vibrant emerging markets (EM), such as those represented
by the ‘BRICS’ — Brazil, Russia, India, China, and South Africa. The comparative advantages in labor cost,
natural resources, raw materials, growth prospects, and technology make these countries an investor
magnet. But it also magnifies Foreign Exchange (FX) risk management complexities for companies
accustomed to the relatively higher certainties of major currencies. In this bulletin, we will summarize
the key characteristics of emerging markets currencies, recap the hedging hurdles and attempt to
highlight the main risk management process differences when dealing with such currencies. For the
sake of simplicity, we will assume throughout the article that the exposure is only to a single currency
and that there are no offsetting / natural-hedging opportunities.

B How is managing EM currencies different from major pairs?

When managing a currency risk exposure, it is necessary to “
understand its hedging dynamics and back-test how it would’ve

historically performed under different hedging strategies. In
addition to trading challenges (like low liquidity, derivatives
market inefficiencies, counterparty, and country risk), dealing often means facing

with emerging and frontier market currencies often means facing
additional challenges like high ‘cost of carry’ and low predictive

power.

1- Cost of Carry:

Dealing with emerging and
frontier market currencies

additional challenges like
high ‘cost of carry’ and low

predictability , ,

Due to the high interest rates in emerging markets, forward contracts normally trade at relatively
higher cost than major currency pairs. The below chart compares the cost of carry, measured by the
spread between the 1-year forward rate and spot rates, for BRICS and the major pairs:
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As shown above, the BRICS, to varying extents, have a higher cost of carry when compared to major
pairs. Investment returns in BRL, for example, could be eroded due to the high ‘expected’ year-on-

year

currency movements.

2- Low Predictability:

The second challenge in managing emerging markets' currency risk is the low predictability of future
movements. Taking the sterling pound (measured by GBPUSD) and Russian rubble (measured by
USDRUB) as an example, we backtested the ‘mis-realization’ spread between the 12-month forward
strike and the realized spot rate (on contract expiry date) over the last 20-years measured by
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As demonstrated above, the USDRUB mis-realization spread moved within a significantly wider range
as opposed to GBPUSD. Such variations could weaken the forward rate as a forecast and budgeting
tool for investors and ultimately inflate cash/value preservation hurdles.

Global practitioners attempt to overcome the low predictability challenge through deploying Early
Warning Signs (EWS) techniques, utilizing economic signals (like GDP growth, inflation, exports,
account balance, money supply metrics, capital inflows ... etc.) or market-based signs like credit
default swaps (CDS). Still, an investor would eventually need to accept relatively higher model risk
and lower predictability of future returns than major pairs.

Bl Optimizing a Hedge Strategy

Keeping in mind how emerging markets currencies are different, managing currency risk would follow
the usual FX risk management process shown below:

Common types / methods

Identify the Risk

Quantify and Estimate
the Risk

Determine the Effects
of the Risk

Manage the Risk

Monitor And Assess
Performance

FXRisk Types: Transaction risk, translation risk and economic risk

Common risk measurement methods: Monte-Carlo simulation, backtesting, scenario analysis,
Value at Risk (VaR)

Risk thresholds: Budget rate, EBITDA, EPS, dollar value, IRR, net investment value, break points

Hedge Program Selection: static / dynamic, Hedging Instruments: forwards, call/put, risk
reversal, cross currency swaps

Risk Reporting: Payout plan, valuation, accounting treatment, rebalancing requirements
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The main differences we noticed in managing emerging markets currency risk are as follow:

1- Risk Identification: considering the material impact of emerging markets currency, it is often
analyzed at the early investment due diligence stages.

2- Risk quantification: given the low predictability we discussed, relying on a single
guantification model is unadvisable. A hedger would want to stress the currency using various
techniques and backtest it in stressed economic conditions (like previous devaluation
episodes) to see how it would perform and if any ‘break points’ pop-up.

3- Risk Management Plan: it makes sense to consider reducing the cost of hedging by pushing
strike rates beyond at the money levels, but make sure you are not jeopardizing your hedging
objectives nor adopting an ‘open-ended’ risk profile. Moreover, try to understand how the
selected derivative contracts are delivered and what execution margins will be charged to
your entity.

B Summary

Investing in emerging markets could unlock a bundle of comparative advantages but would increase
currency risk management hurdles such as lack of certainty and high cost of hedging, thus, requires
greater due diligence efforts as opposed to major currency pairs. Make sure you understand the
inherent dynamics of the currencies in your portfolio, seek to deploy adequate risk quantification
methods, and optimize a hedging strategy that meets your objectives without exposing your entity
to an ‘impactful’ risk profile.

For more information, please contact Abdullah Alali, Associate Director at Ehata Financial,
Abdullah.alali@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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