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Executive Summary

The responsibilities of the treasurer are expanding and commodity
management is increasingly moving from procurement to treasury. In this
paper, Reval demonstrates how technology can help treasurers better
understand commodity exposures and more effectively implement hedging
programs.

Introduction

Treasury is in different stages of transformation around the world, and what is
included in treasury’s remit is different too. There is a notable increase amongst
multinational corporates for treasury to manage commodity risk. We have seen
this at Reval, and a recent gtnews risk survey® indicates that 44% of treasurers

are already responsible for commaodity risk management.

This is the case for a few reasons:

. Greater need for global visibility of all financial risks

. Understanding the correlations amongst different asset classes
o Optimizing hedging strategies for significant cost savings

. Growing volatility of commodity prices around the world

Previously, many companies — commodity consumers — were reluctant to hedge
commodity price risk as they believed their shareholders expected them to be
fluctuating according to the market prices. However, the volatility and
subsequent impact on the bottom line is no longer sustainable, and hence needs
to be actively managed and hedged. Similarly, the banks that are financing
those companies are not in favour of this volatility and are looking for more

secure profit margins.

This is relevant not only for consumers and producers of commodities, but also
for many organisations that have some exposures to non-financial items. For

example, airlines are exposed to jet fuel and diesel, but also to emissions as

! gtnews: 2013 Treasury Risk Survey
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they look to reduce their carbon foot print. Retailers are exposed to fuel costs for
deliveries as well as many soft exposures — wheat in the cereal, in the biscuits, and
in the beer they sell, for example. Beverage companies not only are exposed to the

ingredients to make the beverage, but also the paper, aluminium and plastic costs.

Commodity exposure management is a complex area, but getting on top of
commodity risks can have a significant financial impact. The following guide helps
treasurers better understand what they need to determine the Return on

Investment of commodity risk management:

Making exposures across the company visible
Monitoring and assessing risk correlations
Considering the impact of IFRS 9, IFRS 13, EMIR and Dodd Frank

Leveraging SaaS technology

N

Making Exposures across the Company Visible

Having a single solution that captures all of the exposures across the group is a key
objective for many treasurers. Once a company identifies its interest exposures,
commodity exposures, and foreign currency exposures, another challenge is
dealing with multiple data systems as companies need to understand their
exposures. For example, a risk manager of a UK based organization may need to
consider the FX risk associated with those commodity exposures. This company
might be buying or selling commodities that are routinely denominated in USD,
whereas their functional currency may be GBP, bringing on more FX risk that needs
to be managed and hedged. Treasury and Risk Management (TRM) solutions
delivered as an all-in-one Software-as-a-Service solution with advanced
commodities capabilities (i.e. not just FX or interest modules of a TMS) will be able
to capture the commaodity exposures in terms of notional quantity (tones, barrels,
pounds etc.) and determine the price risk (relating to expectations as noted below)
and the associated FX risk, automatically. This ensures that FX hedging policies are

really being applied to all FX exposures across the group.
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Constant monitoring is required as any slight changes in commodity forecasts will alter FX exposures and
thus both will need to be actively managed. Keeping commaodity price risk in procurement and FX risk in

treasury may result in companies missing this exposure.

Determining the quantity of the exposures is necessary, but also important is the forecasting of prices.
Quotable indices for commodity prices are not 100% correlated to physical prices given basis differences
such as location factors and grade and quality features. It is common, therefore, to model the historical
pricing trends and predict future prices on that basis. This is only possible with a SaaS TRM solution that
can examine price correlations and build out future curves based on this analysis. This kind of analysis is

also invaluable for the mechanics of hedge accounting as noted below.
Monitoring and Assessing Risk Correlations

Many companies are missing out by not considering correlations amongst the asset classes. In recent
surveys it was found that as much as 40-50% of the cash flows at risk of a company that has exposures
to multiple interest rates, foreign currencies and commodities can be reduced just by considering the
correlations amongst the asset classes. SaaS TRM solutions that have built-in Cash flow at Risk (CFaR)
modelling capabilities facilitate the monitoring of the correlation impact and the determination of any
natural hedges in place and residual risk left to be hedged. Following on from this, companies can then
perform what-if analyses and stress tests to determine the impact by just hedging one or two of the
significant contributors to that risk and assessing the overall potential impact on the bottom line. This too
is not a one-off exercise that companies can pay a consultant to do at the start of the hedging policy. In
today’s volatile market and the uncertainty many companies are facing around their highly probable cash
flows, correlations need to be monitored regularly as they too can change or be broken due to market

factors outside of the company’s control.
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Below is an illustration of how CFaR can be used for a multinational company with multiple asset class

exposures.

@ CFaR of portfolio of exposures across the asset classes ona standalone basis i.e. ignoring
correlation

- This shows us that based on the portfolio of exposuresyou have a 5 % chance that your cash flows
will be—EUR19.6m and a 95% chance thatthey will be +EUR18.5m. It appears thatthe exposure
that is contributing to this the most is the Aluminum in USD.

28.89

Functiona rain 2 2

1 A 2

2 Functional ICE-Agricult USD -31,922,249.11 -3,174,40539  3,035,180.86 16%
1 Functional ICE-Energya GBP -263,074.4 +94,588.06 75,186.77 O3}
2 Functional ICE-Energys USD -12,677,08299 .3,855,30551 3,132,034.24 20%
1 Functional Foraign Exchi ARS 682,188 56 +39,447 56 42,822 o%
S Functional Foraign Exchi AUD 13,897,349.93 -1,62061556 1,773,111.32 8%
2 Functional  Foreign Exchi CHF 2,945,663.15 -363,149.52 390,712.98 2%
2 Functional Foreign Exchi GBP 28,846,13491 -1,516,639.91 1,491,594.09 8%
1 Functional Foceign Exchi IPY 32,535.09 -3,011.70 3,230.78 0%
1 Functional Foreign Exchi NOK 599,986.45 -29,427.58 31,018.80 0%
1 Functional Foraign Exchi PLN 5,241,557.40 -397,520.40 424 573.10 2%
2 Functional Foreign Exchi RUB 485,857.04 -29,454.73 29,275.66 0%l
2 Functional Foreign Exchi USO 45,012,308.70 -2,301,378.70  2,459,656.30 12%
2 Functional Foreign Exchi ZAR §5,475,0558.21 528,946.77 541,754 81 3%
2 Functional InterestRate EUR -182,654,392 96 570,391.04 47337696 3%
1 Functional Aluminum USD -30,148,723.45 .5095,32455 463387545 (ES)

-154,443,811. 43 -19,620,465.18 1854858222

Source: Reval

Note above that 26% of the potential cash at risk resides in the US-based Aluminium price risk (at the
5th percentile). More specifically, the model sees a 5% chance of an additional cash loss of $5m EUR

over and above the expected mean outcome.

1 Functional  Grain usg ~,928.89 587.41 14838 o CFaR of portfalio of

2 Functional  ICE- Agsicult USD -31,922,249.11 £05,117.02  1,768,TES.26 75 exposures across the

1 Functional G- [rergy » GBP -168,074.47 k107565 -26,247 1 e

2 Functional  ICE -Erbngy & LSO 12,677,082 99 .3,319,15476 330470474 a3 asset classes ona

1 Functional  Foreips Eschi ARS 82, 158.56 4,690.19 33,791.38 w|  portfolio basis i.e.

5 Functional  Foreipn Eschi aUD 13,597 349.93 F05,62181 -2,282,124.18 £ . . .

1 Functional  Foreipn Exchi CHF 2,543, 663.15 -719.024.02 -292,808.02 1% incorp c:ratmg correlation

2 Functional  Foreipn Eschi GEBP 28,846,134.91 45165191 220,205.09 &% - This shows us that your worst

1 Functional  Foreigs Exchu JFY 31,535.08 -1,BIE 63 3,531.38 o5 case scenarnio isreduced from

1 Punctional  Foreign Excha NOK 80 906 45 1551465 =35 384 48 0% —EUR18.6m to—-EURS.1m h&’

1 Functional  Forsigs Exchi PLY 5,241557.40 332,267.40 -185,525.43 55 o I

2 Bunctional  Foreign Exchy RUB 459,857.04 13,150.93 -20,931.06 ow|  censidering correlstion

2 Funcrional  Foreips Exch LSD 5,012,308 70 125,581 30 2,162,731.30 a2 between the a=zet claz=es=. In

2 Functional  Foreign Exchi ZAR 5,475,055.21 48,756.41 567,276.52 1M this case, asmuch as60% of

2 Funcronal  Intenest Rave EUR -182,654, 352 96 =A54,503 .04 +320,BE7.04 B5% .

1 Functional  dluminueem  USO -30,148,723.45  -2,31196455  4.086,541.45 yourrisk has been reduced
15444381143 .8.13153619 7 ,855,539.60 ﬂ justconsidering correlation.

We normally find between

40% and 60% of the risk is
reduced when considering

correlation.
@ Original worst case scanario based on standalons method -19,620,465 18|
Revised worst case scenario based on portfolio method -§,131,536.15
Therefore reduced exposure by considering correlation ~595|
——

Source: Reval

REVAL

© 2014 Reval.com, Inc. All Rights Reserved | 5 single Solution. Total Visibility™




Once the model incorporates correlations in the market, we see a marked improvement in the overall
potential cash loss at the 5th percentile of 59%. The big risk associated with Aluminium has also reduced
significantly from a potential loss of $5m EUR to a loss of only $2.3m. This is a good example of why
taking into account correlations can be very powerful. As there are often significant natural hedging

opportunities across the portfolio the actual exposure to be hedged can be reduced.

When risk managers decide to hedge, decision makers often want to view the risk profile pre and post
hedge - this is where scenario or ‘what-if’ analysis are useful. Below we can see two portfolios compared

under the CFaR model — one pre-hedge and one post-hedge.

Cashflow at Risk Report Async @ Portfolio1 —
Fortfolo exposures only
I Pertichs 1 (Feogueriy) Portfolio 2 -
W Portfioks 2 (Freguercy)
exposures and

_ \l hedge
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@ Analysis:
This analysisindicates that by hedging your commodity exposure to
Aluminum you have reduced your tail risk ascan be noted above by
comparing Portfolio 1 and Portfolio 2 histograms. The following slide
provides the ahsolute savings.
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l@ OFiginal worst CasE SCRNATIo Dased on sTandalons mathad 2,131,53%6.19)
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Source: Reval

The graphic shows how the desired hedging strategy has reduced the overall CFaR exposure by yet

another 48% to potentially a level of exposure that management is comfortable with.

As noted above, best practice today is to look at commodity exposures and FX exposures together. This
is because global manufacturers are usually short commodities and long currencies (selling product
globally). It is useful to group currencies together, e.g. dollar bloc, yen bloc, euro bloc, commodity bloc,
as commodities can be negatively or positively correlated to different currencies; for example, base metal
(copper, steel, and aluminium) prices are correlated with AUD, BRL and ZAR. Along with long currency
and short commaodity positions, correlations often create natural hedges, which can mitigate the need for
hedging in some cases. For commodities that can’t be hedged, this can be particularly helpful, for

example to vehicle manufacturers or metal fabricators selling globally.
Considering the Impacts of IFRS 9, IFRS 13, EMIR and Dodd Frank

Today, hedge accounting for commodity exposures is not easy. One of the fundamental reasons for this
is the inability of a company to hedge a component of its non-financial risk exposure. All risks, or just the
FX risk, are permitted to be the designated risk in a non-financial hedged item, hence the need as noted
above to be able to understand (and model) entire exposures and all risks related to those exposures.
Companies need to have a hedge accounting solution that facilitates the capturing and monitoring of this

basis risk as it will alter the accounting outcomes.

Overall, there are four regulations that impact commodity risk management significantly:
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IFRS 9 - Those companies permitted to early adopt the very long awaited IFRS 9 chapter on hedge
accounting can get some relief to hedge their non-financial exposures. For those companies, it is now
possible to only hedge a component of their non-financial items, if it is separately identifiable and readily
measurable.

IFRS 13 - In order to comply with IFRS 13 commaodity hedgers have to ensure that their derivative
positions are valued according to the new definition of fair value, which requires both credit risk (that of
your counterparty) and non-performance risk (the company’s own credit risk) to be quantified and
reported on.

EMIR and Dodd Frank —The European EMIR regulation and its US counterpart Dodd Frank govern the

use of derivatives and reporting requirements.

An all-in-one SaaS TRM solution enables companies not only to view risk holistically, but also to adapt

nimbly to the ever changing regulatory requirements.
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Leveraging SaaS Technology

Due to the change in ownership of managing commodity price risks companies are looking for one
solution to house all exposures and to leverage advanced risk management functionality to better
optimize hedging strategies. Treasurers have a greater desire for a single solution that manages both
treasury and risk on the same platform, rather than conventional TMS's or spreadsheets. The impending
accounting and regulatory changes mentioned above indicate some of the reasons why the Software-as-
a-Service delivery model is becoming the preferred option, allowing companies to focus on their business
needs rather than on deciding which patches or which upgrades they need and rewriting yet another
business plan to secure more funding for a compliant solution. With SaaS technology, accessibility
anywhere at any time via a web browser ensures every single user on the platform’s community is
working in the same environment and on the latest software version. When addressing changes in
regulation, upgrades are done seamlessly and effortlessly and are available to all users of the TRM
solution in a timely fashion. The other significant advantage is that an integrated platform provides
reliable market data that is often difficult to obtain through traditional market sources and is often very

costly, particularly for commodities.
Conclusion

With the aid of advanced analytics and Saa$S solutions to perform Treasury and Risk Management,
companies are able to have a holistic view of risk. They are able to work collaboratively across the
enterprise to gain the visibility they need to understand and monitor their exposures, decide the optimal
hedging strategy and better communicate their results and strategies to key stakeholders. In this way,
treasury is increasingly becoming a more strategic advisor to the company and ultimately sitting at the
financial nerve centre of the organization. Utilizing advanced techniques like Cash Flow at Risk,
companies can understand the interaction between risks and obtain actionable hedge recommendations
to optimize, minimizing CFaR within limits of hedge cover targets. This same approach can also be used
to validate hedge cover targets to ensure that they result in optimal risk management. With SaaS TRM
technology and the sophisticated analytics needed to manage risk holistically, companies can avoid being

left behind by not considering all risks on a centralized and globalized basis.
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