
The Chief Financial Officer (CFO) was 
concerned about the efficacy of the current 
FX hedging program for earnings translation 
risk. The Group’s FX exposure - large now 
and growing rapidly - was predominantly 
sourced from strongly performing overseas 
subsidiaries.

A common theme of our work is that we find that client needs are substantially different to client 
wants. This is because clients get drawn into the tactical weeds of the detail of transactions, whereas 
we commence from a holistic, strategic and enterprise-wide perspective.

The growing contribution of overseas subsidiaries earnings 
affected Group financial performance, bank covenants, and 
credit rating metrics on consolidation to Group financial 
statements.

Marengo Capital was asked to review the Group’s exposure to 
earnings translation risk and to develop a FX risk management 
strategy to hedge the exposure efficiently, effectively, and 
economically. The primary challenge was to negotiate the 
tension between economic risk and accounting risk to arrive at a 
practical solution within the CFO’s risk appetite.

This case study is a case in point. The client want was to hedge 
the volatility in Group reporting currency earnings caused by 
the functional currency earnings of overseas subsidiaries, which 
are retained in the overseas subsidiaries. The client had hedged 
overseas earnings translation risk with zero cost collars and 
non-functional currency transaction risk with forward exchange 
contracts.

Our holistic, strategic needs analysis of the entire exposure to 
FX risk, not only earnings translation risk but also structural risk, 
net asset translation risk and transaction risk, found that:

• the hedging programs increased earnings translation risk;

• the hedging programs did not reduce economic risk, but did 
increase accounting risk;

• transaction costs from bank margins embedded in forward 
exchange rates and option strike prices, were unnecessarily 
large; and

• counterparty credit risk exposure was also excessive.

We designed a FX risk management strategy consisting of a 
bespoke hedging strategy and a bespoke hedging protocol, 

which allows the client to calibrate FX hedging to the CFO’s 
risk appetite, not just at present but also in the future, as FX 
markets and possibly even CFO risk appetite change.

We elevated FX risk management to the consolidated Group 
level, and centralised FX risk management in the Group. In 
doing so, we exploit natural hedging to net exposures to do 
the heavy lifting for hedging economic risk over long horizons, 
without introducing accounting risk in intermediate horizons. 
Non-functional currency transaction exposures effectively 
become designated hedges for consolidated reporting currency 
earnings translation exposures, without negatively affecting net 
asset translation risk. A win-win-win scenario.

We also designed a FX hedging protocol to guide and direct 
client hedging of the relatively small, residual net exposure in FX 
markets which is both temporally and spatially aware to FX spot 
rates, allowing static or dynamic calibration of hedging programs 
between forward exchange and option contracts. The protocol 
informs hedge construction and supports negotiation with bank 
counterparties.
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As well as managing risks within the CFO’s appetite, the 
volume of derivative transactions is radically reduced, saving 
an estimated US$400,000 per annum in embedded 
bank margins, and substantially reducing client exposure to 

counterparty credit risk. Marengo Capital always ensures that 
the long term enterprise value clients receive is much greater 
than the engagement fees clients pay. It’s our raison d’être.

Our recommendations provide a strategic structural solution for hedging the economic risk in 
earnings translation without introducing accounting risk.
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