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Question 1          
 FX risk management is an issue of much concern for EADS.  Due to cash flow mismatch between 

dollar denominated revenues and costs, which are largely incurred in euro, EADS has to conduct hedging 

policy and, therefore, protect its EBIT against dollar decline. As Pons pointed out: “every 10-cent 

movement in the dollar-to-euro exchange rate against us is a €1 billion EBIT impact at EADS.” That is 

especially important for the competitiveness of EADS as Boeing, their prime rival, is US-based 

manufacturer. One more reason for the necessity of hedging policy is a time lapse about 8 years between 

payment commitments and actual cash receipt for the manufactured product.  

2) Double-pronged approached to FX risk management consists of FX risk mitigation and FX 

risk transfer.  

FX risk mitigation implies that EADS sources largely from the U.S or countries whose monetary 

systems use exchange rates pegged to dollar. It decreases the portion of costs, incurred in euro, as well as 

reduces risks of unexpected cost base growth because of dollar/euro fluctuations. 

FX risk mitigation also includes restructuring programs (i.e “Power 8 program”) which allow 

converting euro-denominated cost base into dollars. Such programs intended to reduce workforce and 

withdraw capital from European production sites as well as re-price it into U.S dollars. 

FX risk transfer is based upon using of derivatives, mostly forward contracts. Forward contracts 

are implemented to lock-in appropriate future exchange rate, at which future receivables will be converted 

into euro, and, in this way, protect company’s EBIT from losses because of dollar decline. According to 

Pons, this financial tool is an integral part of the business and used to prevent losses from dollar/euro 

fluctuations and gain time for the adjustment of “Power8 program.” 

Question 2 

 Speed grid is a mechanical hedging approach that is aimed to determine the weekly amounts of 

FX forward contracts to purchase in order to execute EADS’ hedging policy. The purchasing pace or 

hedging speed actually depends on the two following factors: year to hedge and dollar to euro forward 

exchange rate, i.e. the further ahead, the less is hedged per week; and the stronger the forward exchange 

rate was for the dollar against the euro, the higher were weekly amounts of forward contracts that traders 

had to purchase and vice versa.  

The underlying time diversification of the Speed Greed is defining in main purpose of EADS’ FX 

hedging policy that is to determine the speed of hedging or in other words the amount of forward 

contracts to purchase and therefore to protect company’s EBIT from losses because of dollar decline. 

However, considering the time diversification as one of the main advantage there are still two 

cons of Speed Grid approach. In extreme cases the Speed Grid’s functioning is not appropriate to EADS’ 

FX hedging policy. One of them reflects nowadays company’s situation i.e. the formation of significant 

gap between total amount of eligible exposure and company’s hedge book as the amounts of hedging 

according to Speed Grid model is too low. And another one is response of Speed Grid approach to reverse 

exchange rate movement, for instance, significant dollar increase goes beyond the $/€ forward rate in the 

model and leads to a very high speed of hedging, which in conditions of constantly increasing dollar 

makes this model insufficient. 

Question 3            
 Due to growth of orders for aircrafts, Airbus deliveries for years ahead surged that led to increase 

in overall dollar exposure. Along with this, EADS faced with unfavorable FX environment resulted in 

dollar decline against euro. As Pons stated: «The $/€ exchange rate had moved up steadily from around 

$1.20/€ in January 2006 to $1.47/€ two years later». The “Front Office” adhered to the Speed Grid 

application which dictated to reduce weekly’s hedging pace because of weakening dollar to euro. As a 

result, there was a significant gap between total amount of eligible exposure and company’s hedge book. 

“Its $/€ hedge book stood at only $44.7 billion—less than half of total hedgeable exposure of $94.2 

billion in April of 2008.” Thus, the current FX hedging policy seems to be ineffective in present market 

conditions. 
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The first alternative is to reset the Speed Grid to permit more rapid weekly hedging using 

forward contracts is suppose that even a minimum hedging speed will be enough to overcome the 

disadvantage of formation a gap between total eligible exposure and company’s hedge book.  

Covering the exposure gap by single large forward contract implies eliminating all the eligible 

exposure within one month. However, EADS Treasury has to carefully predict future exchange rate as 

there is high risk of dollar growth that will result in prevailing delivery exchange rate over future 

exchange rate and, therefore, losses after conversion. Secondly, it can be difficult to find counterparties to 

hedge such a great amount of cash. It will probably require huge expenses for seeking counterparties, 

evaluating and monitoring their credit default risk. 

The third option is to buy FX option which is supposed to be more flexible financial instrument 

than forward contracts. The EADS Front office may decide if it is worth to be exercised, depending on 

whether delivery exchange rate prevails spot exchange rate or not. It is especially advantageous when the 

dollar is instable. Considering this, the application of the FX options also lets EADS escape from 

unfavorable mark-to-market that it would have in case of forwards contracts. Secondly, it is beneficial for 

EADS from the counterparty’s perspective, as it minimizes the company’s default risk. Banks also get 

profit from option premium and become more willing to offer extra FX options. If, despite the 

predictions, dollar appreciated, EADS Treasury can resell FX options, and, thereby, return part of the 

option premium back.  

However, every medal has its reverse and FX options approach is not an exception. First of all, 

option premium is very expensive. According to research, hedging all the eligible exposure ($460 billion) 

would cost about the equivalent of Airbus EBIT in the 2007 year. Such a huge amount of cash could be 

invested in industrial development and profits from these strategic initiatives might compensate for the 

losses on currency exposure. In addition, finding reliable bank counterparty to emit large option could be 

difficult whereas the division of the whole large option into small ones and delivering them from different 

banks may provoke any kind of speculations on the market and, therefore, increase in prices for the 

derivatives. 

It is clear that every alternative has its pros and cons. To measure their effectiveness we attempted 

to calculate average exchange rates at which every strategy covers the eligible exposure gap (49167 

billion $) (Appendix:1 Description of alternatives evaluating process). The analysis was based on the 

historical data set, derived from Bloomberg. Collected data included weekly spot and forward 

EURO/USD exchange rates, weekly central strike prices of EURO/USD options, weekly premiums of 

EURO/USD options for the time span from 2000 to March of 2008. Applying every strategy mentioned 

above to the obtained data, we managed to calculate the average exchange rate at which hedged book 

could be converted during the time period between 2000 and March of 2008. (See Table 1.)  

Table 1 Average exchange rate for every strategy for the time period between 2000 and March of 2008. Source: Team 
Estimates 

Strategy Speed Grid Single forward FX options No hedging 

Exchange rate $/€ 1.149 1.008 1.023 1.355 

 

It can be clearly seen, that historically single forward strategy is more effective as it hedges 

eligible exposure at the lowest exchange rate that allows getting more profit on conversion. However, 

taking into account all the pros and cons, in our view, FX options strategy is more efficient. First of all, its 

exchange rate is the closest one to single forward contract. Secondly, from the point of riskiness it’s more 

flexible instrument: in case of depreciation of dollar we can benefit from the option as a result of our 

hedging policy, in case of appreciation of dollar, we can use our right not to strike and benefit from the 

spot exchange rate if option premium will be less than difference between exercise price and spot price. 

Additionally, in case of appreciation of dollar it will be not efficient and too costly to use a single forward 

contract due to its compulsory execution, what cannot be said about option. 

As a result we recommend FX option strategy. 
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Consideration of main approaches has led us to some new alternative approaches, which have been 

widely recognized by companies. Generally, each of these methods is a combination of derivatives: 

1) Continuous futures. It allows to mitigate significant negative movements of FX rate and to be 

close to current FX rate. Although, this contract require cautious approach to rolling position, 

which can effective mitigate influence of contango or backwardation. We recommend the 

method, which is known as “Panama Canal Method”. 

2) “Double hedge”. This approach includes two levels of hedging. The first level is a typical hedge 

contract (forwards or options) with certain limitation: to determine particular time period within 

which the approximate prognosis for the future spot rates, (e.g. 3 years) and use options after this 

period of time. The second level allows mitigating risk of volatility. Here, we recommend buying 

single or a few options which have some volatility index as underlying asset. 

3) “SPOT-swap combo”. This approach gives the opportunity to operate in the market for all 

hedging time. The technique is to buy foreign currency by SPOT FX rate. 

Question 4           

 To mitigate the credit default risk and credit spread volatility risk we need to perform certain 

techniques. First of all we need to carefully estimate creditworthiness of the banks we deal with. To 

assess this, treasuries usually refer to the credit ratings. However, banks which have credit ratings often 

offer options and forward contracts with very high premiums which definitely lead to losses on earnings 

for EADS. Plus, the amount of eligible exposure EADS has to cover is very large, that could make the 

company to deal with the banks that do not provide credit ratings. To assess the creditworthiness of such 

counterparties we have constructed a synthetic credit rating model, which let us define particular credit 

rating of the counterparty taking into account bank’s financial indicators.(see appendix 2:synthetic ). 

Along with this, the model provides the system of limits on the portion hedging instruments we are going 

to have dealing with the particular bank from the overall hedge amount keeping our default risk portfolio 

0.5 %.(see appendix 3:Limits). 

One more way to mitigate credit default risk is collateralization technique. This implies that the 

number of derivative contracts between EADS and particular counterparty are subjected to mark-to-

market and the threshold level is specified. If the total value of the contracts differs from the specified 

threshold, then the counterparty has to equal this difference of value by posting cumulative collateral. If 

the counterparty is unable to post the collateral, EADS has an option to close out derivative contracts at a 

current market price. If the value of the contracts moves in favor of the bank, it can reclaim collateral 

back. Possible bank’s collateral can be acceptable securities e.g. bonds or cash. Collateralization is a two-

way agreement, therefore, bank it its turn can ask for collateral from EADS if the mark-to-market favors 

banks. To avoid possible liquidity problem, instead of cash, EADS can post jet products or securities as 

collateral. Possible disadvantages of this technique is that in case of bank’s unwillingness to post 

collateral, closing out the contract at current market price can lead to negative value for EADS.  

 Another credit risk mitigation tool is known as downgrade trigger. This covenant states that if 

credit rating of the counterparty falls below a certain level, then EADS has an opportunity to close out 

derivative contract at its market value. The drawbacks of this approach can be, again, unfavorable 

derivative market spot rates on the moment of the counterparty’s credit rating fall. And it still does not 

remove the risk of huge credit rating fall (e.g. from A to default).  
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Appendix 1: 

 1) Description of alternative evaluating processes. 

The following data were used for the analysis: weekly spot and forward EURO/USD exchange 

rates, weekly central strike prices of EURO/USD options, weekly premiums of EURO/USD options. The 

time period of the data: from 2000 to March of 2008. Source of the data: Bloomberg. 

The aim of the analysis was to find out which alternative’s exchange rate could be the most 

beneficial, if we employ the alternatives on the historical period between 2000 and March of 2008.  

Due to the current slow speed of hedging the FX exposure gap must be closed. In our research we 

analyzed with what FX exchange rates on average the exposure gap could be closed employing the 

alternatives on the time period between 2000 and March of 2008. The FX exposure which hedging was 

simulated and its time structure: 

Table 2 Distribution of FX exposure by time 

Period FX exposure which must be 

closed ($ billions) 

Share in the cumulative FX 

exposure 

Current year 0 0,0% 

In 1 year 326 0,7% 

In 2 years 661 1,3% 

In 3 years 2531 5,1% 

In 4 years 3264 6,6% 

In 5 years 3930 8,0% 

In 6 years 10445 21,2% 

In 7 years 12050 24,5% 

In 8 years 15960 32,5% 

Cumulative 49167 100% 

Source: Company Data 

The forward and central strike prices were used for the same periods that were represented in the 

table. 

The example of calculating the average FX exchange rate for EURO/USD options alternative: 
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Table 3 Example of evaluation of option strategy 

Time 

period 

Period of 

hedging 

Strike 

price 

Spot price 

at 

expiration 

date 

FX rate of 

conversion 

(minimum of 

spot and strike 

prices) 

Option 

Premium 

Final FX rate (sum of 

price of FX deal and 

option premium) 

1 week 

1 year 1,065 0,887 0,887 0,0160 0,903 

2 years 1,079 0,895 0,895 0,0162 0,911 

3 years 1,098 0,985 0,985 0,0165 1,002 

4 years 1,115 1,120 1,115 0,0167 1,132 

5 years 1,133 1,227 1,133 0,0170 1,150 

6 years 1,151 1,211 1,151 0,0173 1,168 

7 years 1,168 1,260 1,168 0,0175 1,186 

8 years 1,186 1,353 1,186 0,0178 1,204 

The aggregate FX rate (at which all the FX gap was closed, if we start hedging on the 1st week) = 0,903 * 

0,7% + 0,911 * 1,3% + 1,002 * 5,1% + 1,132 * 6,6% + 1,150 * 8% + 1,168 * 21,2% + 1,186 * 24,5% + 

1,204 * 32,5% = 1,165 

Source: Bloomberg, Team Estimates 

This procedure was repeated for all other weeks from the time period between 2000 and March of 

2008. After that the average FX rate was calculated as the performance indicator of the alternative. 

The same idea was used for calculating the average FX rates for other alternatives. 
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 Appendix 2. Synthetic credit rating model 

The following sample was used for creating the model: 334 banks, which had long-term credit 

ratings of S&P, Moody’s or Fitch and whose financial statements were disclosed. The following 

information was used: banks credit ratingsby the date 01/01/2008, their financial statements by the 

date 01/01/2008 and sovereign credit ratings of the countries, in which banks operated, by the same 

date. The source of the information is Bloomberg. 

We employ the following relationship between actual credit ratings and their numerical analogues: 

 

Table 4 Discretion numbers of credit ratings 

Credit rating Score 

AAA 6 

AA 5 

A 4 

BBB 3 

BB 2 

B 1 

CCC / C 0 

Source: Team estimates 

According to the rating agencies methodologies, the macro rating of the country, in which a 

bank operates, is estimated at the beginning, than it is corrected with financial and business risks of a 

bank. Subsequently, in our model bank credit rating is calculated as multiplication of macro rating and 

bank financial score (number, which varies from 0 to 1).We employ sovereign credit rating as a proxy of 

macro rating. The final credit rating is determined with the help of rounding off. 

 

𝐵𝑎𝑛𝑘 𝑐𝑟𝑒𝑑𝑖𝑡 𝑟𝑎𝑡𝑖𝑛𝑔 = 𝑆𝑜𝑣𝑒𝑟𝑒𝑖𝑔𝑛 𝑐𝑟𝑒𝑑𝑖𝑡 𝑟𝑎𝑡𝑖𝑛𝑔 ×  𝐵𝑎𝑛𝑘 𝑓𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑠𝑐𝑜𝑟𝑒 

 

Bank financial score is determined in the following way: 

 

𝐵𝑎𝑛𝑘 𝑓𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑠𝑐𝑜𝑟𝑒 =  ∑ 𝑤𝑖 × 𝐹𝑎𝑐𝑡𝑜𝑟𝑒 𝑠𝑐𝑜𝑟𝑒𝑖

𝑛

𝑖=1

, 

where 

w(i) – weight of financial factor i (sum of all the weights is equal to 1) 

Factor score(i) –score of financial factor i (varies from 0 to 1) 
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In our model we employ the financial factors, which represent the groups: capital adequacy (Tier 1 

capital ratio), earnings (ROA), liquidity (Cash and cash equivalents to demand deposits), size (Total 

assets). Factors were chosen from their groups because of the highest correlation with bank financial 

score (bank financial score was calculated as ratio of sovereign credit rating to bank credit rating). We 

also tested factors from the group Assets quality, but none of them were statistically significant. 

The values of financial factors were converted to scores in the following way: 

Table 5 Scoring of factors 

Tier 1 capital 
ratio, % 

ROA, % 
Cash / Demand 

deposits 
Total assets, 

bln. $ 
Factor 
score 

<12.51 <0.32 <0.07 <4.7 0 

12.51 - 13.87 0.32 - 0.60 0.07 - 0.21 4.7 - 10.3 0.2 

13.87 - 14.86 0.60 - 0.87 0.21 - 0.39 10.3 - 22.7 0.4 

14.86 - 16.10 0.87 - 1.13 0.39 - 0.61 22.7 - 42.4 0.6 

16.10 - 18.0 1.13 - 1.62 0.61 - 0.98 42.4 - 121.7 0.8 

>18.0 >1.62 >0.98 >121.7 1 
Source: Team estimates 

The boundaries of intervals were determined with the help of quantities. 

Bank financial score is calculated with weighted summation of factors scores. The weights of the factors 

are the following: 

Table 6 Weight of factors 

Factor Weight 

Tier 1 capital ratio 6,2% 

ROA 26,3% 

Cash / Demand deposits 25,7% 

Total assets, bln. $ 41,8% 
Source: Team estimates 

The weights were estimated maximizing spearman rank correlation coefficient of actual bank 

financial scores and bank financial scores projected with the model. 

Default probabilities 

Table 7 Probability of default 

Rating \ 
Time to 
default 

1 2 3 4 5 6 7 8 

AAA 0,0% 0,0% 0,1% 0,2% 0,4% 0,5% 0,5% 0,6% 

AA 0,0% 0,0% 0,1% 0,2% 0,4% 0,5% 0,6% 0,8% 

A 0,1% 0,2% 0,3% 0,4% 0,5% 0,7% 0,9% 1,1% 

BBB 0,2% 0,5% 0,8% 1,2% 1,6% 2,0% 2,4% 2,8% 

BB 0,6% 2,0% 3,9% 5,6% 7,3% 8,7% 9,9% 10,9% 

B 4,3% 9,7% 14,0% 17,1% 19,5% 21,7% 23,3% 24,3% 

CCC / C 26,4% 35,6% 40,7% 43,8% 46,3% 47,2% 48,3% 49,1% 

Source: S&P 2008Annual Global Corporate Default Study and Rating Transitions 
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Appendix 3 

Limits 

To mitigate credit risk, we offer to apply limits on operations. Our team considers two periods: 

prosperity and depression. For each period we recommend to apply following criteria: 

Prosperity period (table 8): 

{
𝐿𝑖𝑚 ≤

0.005
𝑃𝐷

𝑃𝐷 ≤ 0.02
 

Depression period (table 9): 

{
𝐿𝑖𝑚 ≤

0.001
𝑃𝐷

𝑃𝐷 ≤ 0.01
 

 

Table 8 Limits for prosperity period 

Rating \ 
Time to 
default 

1 2 3 4 5 6 7 8 

AAA 100% 100% 100% 100% 100% 100% 100% 83% 

AA 100% 100% 100% 100% 100% 100% 83% 63% 

A 100% 100% 100% 100% 100% 71% 56% 45% 

BBB 100% 100% 63% 42% 31% 25% 0% 0% 

BB 83% 25% 0% 0% 0% 0% 0% 0% 

B 0% 0% 0% 0% 0% 0% 0% 0% 

CCC / C 0% 0% 0% 0% 0% 0% 0% 0% 
Source: Team estimates 

Table 9 Limits for depression period 

Rating \ 
Time to 
default 

1 2 3 4 5 6 7 8 

AAA 100% 100% 100% 50% 25% 20% 20% 17% 

AA 100% 100% 100% 50% 25% 20% 17% 13% 

A 100% 50% 33% 25% 20% 14% 11% 0% 

BBB 50% 20% 13% 0% 0% 0% 0% 0% 

BB 17% 0% 0% 0% 0% 0% 0% 0% 

B 0% 0% 0% 0% 0% 0% 0% 0% 

CCC / C 0% 0% 0% 0% 0% 0% 0% 0% 
Source: Team estimates 

 


