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Corporate Treasury
needs a solid basis

A company-wide risk position in which all risk categories are mapped with respect to their terms is the pre-
requisite for solid bank treasury consulting. This article shows how to compute and evaluate this risk posi-
tion and how to quantify the inherent risks.

For a professional risk man-
agement the corporate treas-
urers may currently use the
full range of modern deriva-
tive instruments, and can pre-
cisely manage their FX and in-
terest risks without being han-
dicapped by a given liquidity
need.

By selling treasury instru-
ments to their customers the
banks have the possibility to
access additional, continuous
profit potentials. These deriv-
ative instruments are often a
lot more profitable than the
traditional credit business in
terms of risk/return ratio. How
can the banks benefit from
this trend? Besides the usual
preconditions like excellent
product know-how and attrac-
tive prices, we would identify
the definition of clear bench-
marks as one of the key fac-
tors for successful treasury
operations.

As treasury activities are
most developed in banks, we
would like to outline the state
of the art of a well-structured
bank treasury (ALM) before
going on to describe, in analo-
gy, the prerequisites for corpo-
rate treasury.

The basis of a smooth bank
treasury operation is the tak-
ing over of all total bank inter-
est and FX positions at the
market rates valid on the con-
clusion date. In this way mar-
ket risks are bundled and trans-
ferred to the ALM. The ALM
may now decide to hedge the
risks (since the reference rate

is the actual market rate, the
result of the ALM is zero) or
stay in the risk position (in this
case the ALM will profit if the
final price is better than the
fixed reference rate). As a con-
sequence, the ALM has a
clearly defined responsibility.

Putting this principle into
banking practice may entail a
lot of problems, as the bench-
mark is not that clear for
numerous positions — e.g. cus-
tomer products with no defi-
ned interest adjustment, equi-
ty, other assets & liabilities,
etc. In order to be able to ma-
nage and measure the risks,
these positions have to be
mapped by assuming the
terms and interest adjust-
ments. For this mapping pro-
cess a mixture of different
terms (e.g. 50% overnight,
50% 6-month rate) or roll-
over rates may be selected as
the benchmark for the ALM.
Before starting to manage the
overall position it is absolutely
essential to discuss the bench-
mark for every single position,
work out the pros and cons
and finally fix and document
the chosen benchmark.

Implementation
within the company

The first important step is to
ensure company-wide under-
standing of the starting posi-
tion - the critical point being
to fix an appropriate bench-
mark. This benchmark (FX rate,
interest rate) is the given price
used by the corporate treasur-
er to fix the result. To illustrate

this point we would like to
start with a comprehensive ex-
ample. The same procedure
and consequences also apply
to more complex positions
(other assets & liabilities, for-
eign currency participations,
foreign currency offers, etc.).

Example:

In practice internal calculation
prices, budget prices or actual
spot rates are generally used
to measure the treasury result.
The resulting problems can be
illustrated using the following
concrete example:

A German customer
with USD imports

* Price: usD 1,000,000
e Term: in 12 months
* Calculation rate:  1.0500
* EUR/USD spot: 1.1500
* EUR/USD 12-mth: 1.1350
Approach 1:
Benchmark =

calculation price (1.05):

the treasurer can lock in a
risk less profit by closing the
position with the actual out-
right rate of 1.1350.

Instead of the calculated EUR
952,381 (1,000,000/1.05) he
has to pay only EUR 881,057
(1,000,000/1.1350).

Approach 2:

Benchmark =

spot rate (1.15):

as the actual outright rate is
below the benchmark, the
treasurer can only equal or
outperform the benchmark by
taking risks.
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The use of calculation prices or
spot rates results in windfall
profits or “dream” rates that
can only be achieved by tak-
ing additional risks.

The success of the treasury
activity is in both cases domi-
nated by the choice of the
benchmark rather than by the
actions of the treasurer.

Approach 3:

In order to establish an objec-
tive benchmark we propose to
use the rate at which the posi-
tion can actually be closed.

The rate for the "no-risk posi-
tion” is the actual outright
rate (in our example 1.1350).

Using this method the treasur-
er may decide whether to
hedge the risk (treasury result
= 0) or to stay in the risk
(benchmark to evaluate the
treasury result is thus the cor-
responding outright rate).

On the basis of that simple
example it should be clear
that the ideal benchmark
must be the corresponding
outright rate if the treasury is
responsible for managing mar-
ket risks. However, putting
this principle into practice can
also entail a number of prob-
lems for the corporate treas-
ury, the main reason being
that for most positions the
identification of the bench-
mark and the corresponding
mapping is not as clearly de-
fined as in our cited example.

To be continued on Page 2
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with the customer
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benchmarks the risk limit
and the risk

position

This may be the case for:

* Foreign currency
participations

* Budgeted sales
and expenses

* Land and buildings

* Equity

* Investment projects

* Offers

In order to be able to meas-
ure the risk and define the
responsibility of the treasury,
benchmarks have to be de-
fined for all these positions.

Risk Measurement

As the benchmark is the "no-
risk position”, the treasurer
can either close the position
without any profit or try to
outperform the benchmark by
taking risks. These risks have
to be limited if they are to stay
manageable for the company
as a whole.

An essential prerequisite for
effective risk measurement is

Applying

treasury

know-how
Defining Recommend-
the market ing strategies
view of the using treasury
customer instruments

A

Locking-in the result and
using potentials for
additional business

Discussing Reacting
the result in case of
compared unexpected
to the market
benchmark moves

the use of objective criteria.
These may be fulfilled by
using statistical methods like
VaR (Value at Risk) approach-
es. One common factor in all
VaR (or Cash Flow at Risk)
approaches is the MTM valua-
tion, showing the possible
costs of closing the position
with possible market changes
and thus returning to the no-
risk position.

By using historical volatili-
ties and correlations as objec-
tive risk parameters it be-
comes possible to compare
single positions and evaluate
the company’s total risk posi-
tion. As banks, and treasury
departments in particular,
have a great deal of experi-
ence in this area as well as
the required data at their dis-
posal, they are able to offer
valuable support to their cus-
tomers.

Compared with the common
bank standard of measuring
the risk using an assumed

holding period of one day, the
holding period for corporate
treasury exposures has to be
redefined. The main factor
influencing the choice of hold-
ing period is the time lag
required to react to market
changes.

Risk measurement can also
be illustrated by the simple
example we used above.

* Volatility EUR/USD:  10%
* Meaning that the rate is not
lower than probability

* 1.0350 84%
* 0.9602 95%
* 0.8820 99%

Interpretation:

The probability that the
EUR/ USD rate is not below
0.8820 is 99%, or, if the po-
sition is not covered, the
probability that the possi-
ble loss on that position is
not higher than EUR 252,730
compared to the benchmark
= outright (1,000,000/ 1.1350)-
(1,000,000/ 0.8820) is 99%.

¢ Loss limit: EUR 100,000
* Required
confidence level: 99 %
As the effective risk (~253,000)
exceeds the loss limit (100,000)
by a factor of 2.53, the maxi-
mum open position is USD

395,000 (1,000,000/2.53).

Conclusion:

The steps described above are
an essential prerequisite for
traditional bank consulting,
their aim being to define the
"optimum” strategy for the
given market view and inter-
nal risk limits. The advantage
of this approach is that the
bank’s arguments and pro-
posed strategies can be evalu-
ated using an objective criteri-
on. In our view, implementa-
tion of the described steps is a
sine qua non for the establish-
ment of an active corporate
treasury operation.



