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Abstract

The following paper aims to present an analysignaincial risk management
practices of large Estonian companies. The maiitc isghe companies’ reasoning behind
hedging/not hedging financial risks — interest ardhange rate, as well as commaodity risk.
In addition, the paper touches on topics of finahcompetence and the coverage of financial
risk management in financial policies, as welll@sinstruments which large Estonian
companies use to hedge financial risks. The stsithased on qualitative research and
incorporates interviews with 15 large Estonian cames. In addition, after interviewing the
sample companies the authors were able to iderdifpus trends. The authors also
interviewed four representatives of three banksaipey in the region — Nordea, SEB and
Swedbank. From these interviews the authors wdeetaliind convergences/divergences of
the opinions of the companies and the counterganfithe hedging process — the banks. The
results of the study are company-specific and megsizations can be made about the
overall trends in Estonia. However, the authorsitbseveral common trends within the
chosen sample, which have been brought out ingtigos focusing on the discussion of
results.

Keywords: Hedging; large Estonian companies; financial ms&knagement; financial risk

policy; financial risk strategy;
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1. Introduction
Risk in general can be thought of as the probgliit a potential loss. Most

companies, unless they are non-profit organizatisway between fear and greed, meaning
that they would like to maximize their profits, Whtonsidering the risks that come with it.
Starting from the mid 1990s, risk management hasioe an increasingly important topic
among companies (Froot, Scharfstein, & Stein, 19B8¢ reasons behind this vary from
economic turmoil to globalization as a whole. Thegess of risk management is when
companies define, measure and manage the riskthéhapossess (Financial Times Lexicon,
2015). There are many sub-categories under riskagemnent. This paper focuses on
financial risk management, mainly market risksteliest rate, currency and commodity
risks. The authors have chosen a qualitative methaghalysis, in order to answer the

research question and supporting hypotheses pesskatér in the paper.

Today’s economic environment is rather volatile dadd to predict. Oil prices are almost at
their record lows (Raval, 2015), interest ratesre@r zero, or even negative (Wolf, 2015). In
addition, the euro has depreciated close to paiity the United States dollar and the
Russian ruble has taken a steep downturn due fmogcal events. All these factors remind
companies how exposed they really are to variaks @nd make shareholders, creditors and

even employees learn about underestimating exposueehard way.

Hedging, by definition, is the strategy of mininmgior eliminating risk, mostly using
financial instruments (Financial Times Lexicon, 28D1The topic itself is wide due to a large
amount of different financial risks as well as thet that there are numerous potential

approaches to the issue.

Considering Estonia’s history and previous membprshthe former USSR, hedging of
financial risk is a relatively new opportunity tHatancial managers need to take into
account. Given Estonia’s status as an emergingehégohli, 2014), earlier studies on this
topic and region are virtually non-existent. It slibbe noted that when it comes to financial
risk hedging, there is a considerable differendevben emerging and developed economies
(Bartram, Brown and Fehle, 2009).

Since the authors have decided to research thecialaisk management of large Estonian
companies, they provide numerous contributionfi¢oaicademic field of the respective topic

in Estonia. Firstly, the authors will explore hdvetcompanies in the sample are hedging
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their financial risk. Secondly, the paper providesexplanation of the decisions companies
make when hedging their risk exposures. Lastlyptyger will investigate what role a

company’s financial policy plays in financial riskanagement.

All together, the study will fill the research gafthe determinants affecting financial risk
management decisions in this emerging economy., Thagesearch question is formulated

as such:

What are the reasons behind using/not using finanal instruments to hedge

financial risk among large Estonian companies?

The paper is structured in the following way: thistfsection gives the reader an overview of
previously published papers on relevant topicss#geond section presents the research
question, as well as assisting hypotheses, whele@mnstructed with the help of the findings
of previous studies; thirdly, the readers are ohieed to the sample of companies of the
study, the reasoning behind it, as well as thecira of the analysis to follow; after that, the
authors present overviews of conducted interviews fnini-case format; this is followed by
an analysis of the correspondence of the key fgglimith the visions of bank

representatives.
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2. Literature Review

The upcoming list and explanations of previougditere should raise awareness of
the topic and in the end give the reader an ideatahe value this paper will provide when
combined with previously published works.

In order to bind the research paper and form @sgikypotheses next to the research
guestion, the authors selectively grasp necessatings from previous papers. The
theoretical background behind financial risk mamaget is not clear-cut. There are many
theories due to the wide range of research donesé@’have been proven in academic papers,
but they all stand separately, which means thaétiseno certain theory that would fit to all
papers concerning financial risk management. Dukdwariance of applicable theories used
by previous papers on this topic, the authors limegded to construct a theoretical
framework, which is a combination of existing la&ure. The authors acknowledge, that the
results from studies based on various countries) as Thailand, cannot be directly applied
to Estonia.

2.1. Determinants of hedging

There are many previous academic papers, whichthaveughly investigated the
determinants regarding financial risk hedging. Urtle determinants it is mostly meant
which companies tend to hedge more and which legstively, companies that are large in
size are more prone to include hedging in thearigial policy. The argument here is that
large companies are more exposed to the outskige because they are large in scope, their
exposures can also be nominally larger. Also, enefits that firms gain by hedging
constitute a large portion of their tax costsslhot the case in Estonia, but in other parts of
the world where companies face a progressive catpaax system, they are more
incentivized to hedge. What is more, times of erreeconomic turmoil can result in
companies going bankrupt, be it a recession iro#eeall economy, their sector or an
independent financial decision. This has made comepanore ready to hedge, in order to
protect themselves from such events. The previauslgtioned hedging determinants are
covered in different amounts of detail by NancejtBrand Smithson (1993), Smith and Stulz
(1985), Hagelin (2003), Dionne and Triki (2012), &&n (2010) and Ramlall (2009).

The most common finding from previous academic papegarding the determinants is that

hedging increases firm value. Boulter and WongqRai3) showed how hedging lowers a
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company’s financial risk. This, in turn, leads thigher return on assets, thus increasing
company value. The same goes for looking at theidarexchange exposure of a company.
Hagelin (2003) investigated foreign exchange (fpeposure in his paper and found that
firms can increase their value when they hedgexferposure. International or multinational
companies often have revenues in more than onerayrtherefore, locking in the price or
hedging it with some other instrument increases fialue, as it decreases the risk exposure.
Mayers and Smith (1982) tackle this issue fromfeint perspective, but end up with the
same conclusion. When companies use hedging tleevothtility of cash flows is reduced,
thus leaving them with lower transaction costsisfrdss (Mayers and Smith, 1982).
Considering that, a clear connection between hedai firm value can be drawn.
Modigliani and Miller (1958) showed that financdiktress has no impact on company value.
This, however, is only true when you take into astmther assumptions, such as identical
borrowing costs and no transaction costs etc., wtiacnot necessarily apply in the real
world. Therefore, hedging financial risk and redgcfinancial bankruptcy costs will lead to

a higher value of the company.

There is, however, a controversy in the underlyivepretical background of corporate
financial hedging. Hentschel and Kothari (2001)éhatated in their article that there is
actually no benefit from derivatives; there is mwomomic or statistical effect from derivatives
on firm risk. This has brought up a question altbatseriousness of corporate hedging policy
and whether it simply decreases shareholders’ \thhaeigh expenses. The authors consider

this finding interesting and attempt to test itidity in the case of Estonian companies.

2.2. Agency costs

To continue, agency costs are important in largepamies and can reach high levels
if there is not enough attention paid to them. Agyecosts arise between management,
shareholders, and bondholders. In various setteays) group wants to be better off at the
expense of the other group. Large companies ang bsith internal and external financing.
The latter refers to both equity and bond issua8o&e shareholders and bondholders both
bear risk, it does not mean that it is the saméédin groups. In fact, shareholders may be
eager to engage in projects that have a high lioladf cash flows. The reason being that
while bondholders’ return is fixed by the intereste they receive, shareholders’ upside
potential is unlimited. In addition, bondholders asually prioritized in the case of

insolvency, meaning that even though the risk sing the entire investment exists, they are
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still more likely to recover a part of their claimpposite to the shareholders. Now linking
this to the previous point of reducing cash floviawidity, if a company uses hedging
instruments to bring down the volatility of casbvils, then it also reduces agency costs, in
return also reducing the company’s cost of capidaMarzo and Duffie, 1995). An example
of agency costs in the case of this paper is theagexs’ financial competence, i.e. if the
manager is does not have the competence in makiagdal decisions then the additional

costs associated with it are agency costs.

One problem that coincides with agency cost, babiged using derivatives as hedging
instruments is underinvestment. It has been pravainthere is a positive relationship
between a firm’s derivative use and its growth appaties (Gay and Nam, 1998).
Underinvestment in essence is when there are noanydturn investment opportunities, but
shareholders decline to put money in those prognte they do not receive anything from
that. It would, however, be beneficial for bondtesk] because this is a good way for them to
earn interest on their investment that comes witivarisk. It comes out of Gay and Nam’s
(1998) paper that non-financial corporations witv lcash balances tend to use more
derivatives for leverage because they need exténaaicing. Therefore, hedging can be

beneficial as it offers companies financing oppuaittas to still engage in projects.

There can be a situation when hedging is costlyitazeth only then pay off if the income
exceeds the cost of hedging (Smith and Stulz, 1988)managers often engage in costly
hedging instruments when they should actuallymévour of shareholders. This usually
happens because managers are trying to increasexpected utility. They gain motivation
from the fact that their employment takes place eveelatively short time period, in which
they need to show growth of a company but at theesame keep their reputation. In this
sense hedging destroys value and shareholdersdstraaite a compensation plan for
managers so that it discourages managers using®weeesources on hedging risks that do
not satisfy the criteria (Smith and Stulz, 1985).

As previously mentioned, using derivatives can cedagency costs, however, there is a
negative side to it as well. Hedging has been fdordecrease shareholder wealth. Tufano
(1998) stated that hedging could be an incentivenfanagers to take on pet projects. Pet

projects are known to have smaller returns, thesedesing shareholders’ wealth.
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2.3. Hedging possibilities

When it comes to hedging financial risk, thereasome-and-only approach. Reducing
financial risk does not necessarily have to be eoted with hedging instruments such as
options, swaps, futures/forwards etc. Brown, Craitb Haushalter (2006) talk about
selective hedging in their paper. What they medhascompanies can also attempt time
market prices and by doing so, they try to decreigks and increase the potential gain. They
prove, however, that selective hedging has not edaamy proof of giving abnormal gains in
economic nor operating performances. Hagelin (20@3)brought out a different perspective
of alternative hedging. He has explained that jitassible to structure a company’s balance
so that assets meet liabilities (Nance, Smith, &tlsson, 1993). In addition to that, it is
possible to play with the debt-equity ratio - irase the equity portion and lower the debt
portion, hence lower interest-bearing liabiliti&sis may not actually be the best solution,
since debt provides a company with tax shields,dewleasing debt would result in the
company losing its value and incur more costs.lizasbmpanies can use convertible debt to

turn debt holders into shareholders when thingsaboeit to get worse.

Boulter and Wongchan (2013) stated in their palp&t tnatching cash flows is one popular
way to reduce costs and risk. For this type of apgin, companies need to correctly match
both cash inflow and outflow.

2.4. Hedging instruments

The previous paragraph concentrated on variousihgg@gssibilities, which do not
require use of a specific instrument. The authuosyever, have decided to concentrate a part
of their work on instruments that large Estoniampanies use in order to hedge their
financial risk. For this matter, the authors hastet some papers, which have tried to grasp
information about these instruments.

The main hedging instruments that this paper facosewill be described in a later
paragraph. Literature on this topic is concentrated hedging instruments that are most
commonly used by firms — options, futures, forwaadd swaps. There is not much written
about these instruments, rather they pass by i antisles related to hedging. For example,
Bessembinder (1991), Cisar and Dufala (2010) amdlIbiand Bucur (2012) have covered at
least one, if not all, of these instruments inttipaiper. Boulter and Wongchan (2013) have

written that forwards are most commonly used fonaging transaction exposure, at least in



Artur Luhadar, Karl Vaan 10

a Thailand example. Also, previously mentioned fana¥future rate agreement (FRA) by
Nicula and Bucur (2012) can be considered as otfeecdlternatives for financial

instruments for hedging financial risk.

2.5. Hedging disclosure & policy

Hedging itself can be considered one of the fir@inoanager’s crucial roles —to
downsize the firm’s exposure to financial risk. §Hiowever, does require enough
competence to record dealings with instruments tiseyfor that matter. Consequently,
hedging disclosure can become a big issue wheimdeaith financial instruments. Two
ways have been used to deal with hedging activtie balance sheet and on balance sheet.
Smith and Bahrman (1997) write that there can bppropriate use of derivatives by
managers, therefore, internal management of heawiads to be present in order to monitor
hedging activities. This is an important risk mag@gnt function that can help companies
abstain from excessive risk and probability of dgsprofitability. Bonaci, Filip, Strouhal and
Matis. (2012) state that there is a need for agaate system of surveillance that could be a
part of sound corporate governance policies.Widgely accepted, that managers should act
on behalf of shareholders, therefore, in ordectwporate governance to work soundly, all
dealings and practices with hedging and finanastruments should be overviewed. A good
example of a country, which does not have goodaisice requirements of hedging activity,
is Thailand. Boulter and Wongchan (2013) preseaiptiper about Thailand companies and
one of the key insights is that companies there ¢ansistent hedging policies and disclosure
systems.

2.6. Hedging around the world

In order to get a broader view of how companiesagartheir financial exposure in
different parts of the world, the authors have alsred a relatively large number of articles
that tackle this issue. Derivative usage arounduiéd differs substantially when
considering academic papers written about thictdpne of the most important risks that
multinational companies face is foreign exchangk. iBerkman, Bradbury and Magan
(1997) have brought out that companies in diffeezm@nomies do not have the same
perception of the exposures they are facing withifm exchange. He has used an example
of companies in New Zealand and the United Stédtéeback and Hagelin (1999) have
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proved the same fact, but instead they have takeué&n as one of the countries that they
compare with Berkman, Bradbury and Magan (1997¢pdp addition to the fact that
companies in different countries do show differdertivative instrument holdings and usage,
they also show that one of the reasons why thieréifice is present is that managers have
different knowledge about derivatives. Not havinknaw-how of derivatives might bring
along a lot of trouble, because from the papearit @lso be seen that large companies engage
in more speculative activities than smaller comeant he latter can turn into the loss of
shareholder value if derivatives are being misuBagtram, Brown and Fehle (2009) made
extensive international research to obtain evideficerivative usage. They find that in
developing countries where derivatives marketdess liquid, companies tend to hedge less.
This finding has a lot of explaining power as ttaye taken 50 countries and 7319

companies into their sample selection.

One more interesting paper, Lievenbruck and Scl{@#dd4) that has been published
recently, sheds light on cultural reasons, whicghnaffect hedging reasons in different
countries. They find that there is a negative retehip between long-term orientation and
probability for hedging. In addition to that thegabvered that countries where male
dominance is present, the level of hedging withomystis less outstanding. This study,
however, excludes other country-specific metrioghere is evidence of a strong impact of

culture on hedging, but it is vital to understahe possible shortcomings of it.

In the table below the authors have summarized pbositive and negative sides of financial

hedging coming from the literature review.

Positive Negative

Can protect from bankruptcy, soften Managers may want to increase their
affects from recession or independent | expected utility
financial decisions

Increases firm value Decreases shareholder wealth

Decreases cash flow volatility Requires competamzeknowledge

Decreases bankruptcy costs Hedging disclosure e@otnplicated

Decreases cost of capital Policy or internal mameaye should be
in place

Solves underinvestment problem Misuse can leadgtoIbsses

Table 1: Summary of literature review. Made by theAuthors.
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2.7. Research gquestion and hypotheses

Considering the previous research done about fiahrisk management and hedging,
the authors have brought out all the necessarynfygscheeded for the research. There is no
single theory for the topic under research, theegfthe authors have decided to combine
various theoretical findings, from both the litena review as well as external sources, such
as textbooks etc. These link the motivations, jrast and various phenomena in the field of

corporate financial hedging.

From the literature review it becomes clear thatetis quite a lot written about financial risk
management and hedging. However, to the authomsvladge, there has not been any
qualitative research done focusing on the reasdmind the usage of financial instruments
for hedging purposes in the Baltic region. The arglare not able to cover all the aspects of
the gap, therefore leaving an opportunity for fartresearch. It must be noted that that the
results of this research are not to be used to mekeralizations about risk management

practices in Estonia or in the Baltics.
The authors formulate the following research qoesti

What are the reasons behind using/not using finanal instruments to hedge

financial risk among large Estonian companies?

In order to assist the process the authors hav&rumted various hypotheses that are derived
from the literature review and/or other previoustiplished research on the topic. These will
help structure the analysis of interview responassyell as form the theoretical aspect of the
paper. To prove/disprove the hypotheses, the aatiere constructed the questionnaire

accordingly.

2.8. Hypotheses

H1: Financial managers are aware of the financialisks they are exposed to and know
how to reduce these exposures.
The authors believe that financial competence pdalgsge role in the manager’'s

decision to hedge. It has been found, that managelifferent economies have different
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perceptions of risk (Berkman, Bradbury and Mag&®97). The authors assume that Estonian

managers are financially competent at identifyisgs and hedging possibilities.

H2: The more significant the exposure, the more ligly the manager would hedge the
financial risk.

As described in the theoretical framework, a heglgictivity can only pay off if the
additional income from the hedge exceeds the das{®mith and Stulz, 1985). The
authors expect that managers still only decidestigk once the exposure exceeds a certain

level from which the amount under risk is significén the eyes of the manager.

H3: Large companies have a financial policy in plag, that covers the treatment of
specific financial risks.

In order for risk management to work soundly, tine fneeds to treat its risks
consistently. For example, Smith and Bahrman (1887)d that, without a consistent policy
in place, there is risk of inappropriate use of\ddives by managers. Therefore the authors

believe that such mismanagement can be avoideddiynal risk management policy.

H4: Financial managers are independent to make thdecision to engage in hedging
activities.
Previous studies have found a connection betweamdial management, agency cost

and underinvestment. (DeMarzo and Duffie, 1995anof 1998). The authors also believe
that this is the case in Estonia. The oversiglat wifanager’s actions affects the chance of
agency costs occurring i.e. if a manager has tortejli decisions to a supervisor/board then

he/she is less likely to make reckless decisiorsder to enhance personal goals.

H5: The high cost of the hedging activity can causthe manager to decide against
hedging the risk, despite the significance of thexposure.

Due to the small size of the Estonian market, titaas believe that the banks
operating in the region offer hedging productsaatsiderable mark-ups or spreads. In
addition, the authors believe that due to the megibigher perceived risk and their smaller
relative size, Estonian companies are not ablsecthe services offered by larger

multinational banks.
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3. Methodology

3.1. Data and description of a sample

To define the target group, the authors choseattge$t companies in Estonia by
revenue. The authors have chosen to interview thielyargest companies for numerous
reasons. Firstly, hedging activities often involied costs, which means that companies
with larger revenues and risks are more likelyge these products as they have nominally
higher exposures (Smith and Stulz, 1985). In aslditihe authors believe that as hedging
activities require additional financial competeacel input, larger companies are more likely

to have such resources available. (Froot, Scharfated Stein, 1993).

The reasoning behind not choosing a specific sitiustry is the size of the Estonian
market. As the Estonian market is relatively snthkre are only a few large companies
operating in each sector. The arising problemas ttiee sample would be very small. The
latter also indicates that there is a consideraldmce that not all companies will agree to the
interview due to fearing that they may expose sofrtheir competitive advantages to their
competitors. Lastly, there is a chance that theagars do not have time or decline the
interview for other reasons. With these reasonsbioed, the authors argue for the rationale

of the choice of companies interviewed.

However, as the sample contains larger-than-aveEagian companies, the findings of this
paper cannot be generally applied to the entireritat market. The reason being, that due to
larger nominal revenues and overall resourcesetargmpanies are more likely to have

better financial competence in their management.

The authors will also conduct interviews with magagof banks, who are in charge of both
corporate credit management and customer relafijpmsanagement. The reasoning behind
this is that banks have regular contact with a wadeye of companies of different sectors,
industries, sizes, debt levels and managementsadihers believe that the bank managers
will be able to give feedback and comments on éiselts obtained from the interviews, as
well as a general overview of the market and itslémcies. The authors, however,
acknowledge that this is still only the opinionaofew professionals with expertise in the
field.
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The previously mentioned bank representativesvigered are from SEB, Swedbank and
Nordea bank. The representative from SEB bankhslEBoosalu, the head of Markets. The
representative from Swedbank is Darius Gecevitheshead of Markets. The representatives
from Nordea Bank are Peter Treialt, the head op@a@te Banking and Gunnar Maemets,
head of Markets. While interviews with Peter Tre@id Ethel Soosalu were conducted face-
to-face, Gunnar Maemets and Darius Gecevicius refgabto the interview guestionnaire via
email. The motivation for the chosen sample of bamkesentatives is the supervisor’'s
recommendation as well as a lack of time and uat#yt of being able to confirm interviews

with more banks.

Lastly, there is a reason why the authors haveaesth&stonian companies to their sample.
Akin and Kose (2008) found difference in hedgingewht comes to emerging and
developing markets. In addition to that Berkmaradbury, and Magan (1997) stated that
companies in different economies perceive thedifflerently. Due to time constraint and
geographical difficulties, the authors have chasaly Estonian companies. The authors
believe that the arguments presented give addltrefevance of the chosen sample and
research method.

In the table below, the authors have listed comggmmwhich have already agreed to have an
interview on this topic.

Company name Main operating activity

Eesti Energia AS Shale oil chemicals and electricity

manufacturing

Elering AS Electricity transmission system managemen{
Tallinna Sadam AS Port authority

Eesti Raudtee AS Railway administration

Estonian Air AS Air transport of passengers and goods

Viru Keemia Grupp AS Shale oil and chemicals manufacturing

Alexela Group OU Energy, metal works and property development
VOPAK E.O.S. Operation of oil products terminals

Bominflot AS Sales of fuel oil and bunkering of ships

Baltic Maritime Logistics Group AS Maritime, rail and road transport

Liviko AS Production of alcoholic beverages

M.V Wool AS Fish production
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Nordic Contractors AS Construction and real estate development
Merko Ehitus AS Construction and real estate development
U.S. Invest AS Real estate investment and development

Table 2: List of companies interviewed. Made by théwuthors.

3.2. Research design and method

The authors have decided to analyze companiesrmucting mainly face-to-face
interviews with financial managers or managersaasible for financial planning and
management in the target companies, as well asibanlagers. It must be noted that a few
interviews were conducted via email. This drawblaa& been pointed out in the respective
interviews. The interview process will consist efrg-structured questionnaires, which
means that there will be specific questions regarthie firms’ financial risk strategies and
the motivations behind them as well as additiongsgions that come up during the
interview. The questionnaire is based on both ésearch question, as well as the supporting
hypotheses. The reasoning behind using a quaétatiethod of designing our research is the
type of the research question and additional hygs®k. The authors aim to find out the
reasoning behind the actions of companies’ findmoécy. As previously done literature
indicates, most similar papers have used a sunetfiod, where they are able to indicate the
determinants of hedging and intuitively explain thasoning behind them. The authors,
however, are more interested in the reasoningditlee actions, not what instruments
companies exactly use. Consequently, the authdirapgroach financial managers or
managers responsible for financial planning, astiibors believe that they have the most
competence in this area and would provide the medistole information. The authors have
decided to conduct face-to-face interviews becafitee semi structured questionnaires,
which imply that there is a considerable improv@apossibility when it comes to reasoning
and getting all explanations for the actions remgaydinancial risk management. As it was
previously mentioned that the questionnaire is s&tmictured, it is also important to note
that all questions there are open-ended. All ingésvs will be conducted in Estonia. This is
because the authors believe that the answers pebbig interviewees will have more quality
when asked in their native language of Estoniacabse not all interviewees can understand

and/or express themselves fully in English.
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There are also numerous shortcomings or biaseshatuthors are aware of and
acknowledge when conducting interviews, and aftedwanalyzing the results. First of all,
one of the major problems with interviews is thare might be subjective experiences and
opinions, therefore leaving authors with the inimee’s subjective view. In addition, there
is a probability of fabrications, deceptions, exagdions or distortions. The authors are
planning to use a secondary source of data inaitme 6f interviews with bank managers.
Lastly, there may be a problem with mutual undediteag of questions asked and answers
given to these questions.

3.3. Case study description
Considering the topic of research, the authorebelthat a case study format is

necessary for describing and comparing various eomeg and their financial policy

regarding hedging practices. For this purposeattibors will use a case study method in
order to structure the analysis of the resultsiobthfrom the interviews. The information
obtained from each company will be presented ifviddal sections. Afterwards, the

authors will analyze and present distinctive treaod practices among the sample, as well as
feedback and comments from bank interviews. Howeteranalysis will be based on and
confined to the sample and cannot be derived asrgepractices or trends in Estonia. In the
section of data and description of the sampleattieors will cover the choice of companies
and other data sources. In addition, it can bedtagere that authors will use an embedded
and multi case design of case study. The autherssing many companies in the sample and
studying only a small part of each company, thessfthe choice of the case study design is
such. A case study itself requires multiple sounfaaformation; the authors fulfill this
requirement in this paper. It must be noted thafitmal “mini-case studies” are based only

on qualitative information.

The idea of having a case study strategy in thempegme from De Castro, Khavul and
Bruton (2014). Their paper is not related to th@ddout the idea of doing mini case studies
can be applied to this paper as well. Furthermbieeauthors gained more confidence in
using case study as a strategy, as this methobldeasproven to be widely common and
effective (Perren and Ram, 2004)

In order to use case study as a strategic todhfsmpaper’s analysis part, the authors are
constructing a case study protocol. The purposeisto clearly state the sequence of actions

taken in order to conduct the research. Case stratgcol also provides reliability of the
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study, as it allows others to replicate it.

3.4. Financial Risks
Financial risk is the uncertainty caused by themsea which a company finances its

operations or receives its revenues. In this pygeauthors will focus on three types of
financial risk, which can be subcategorized as etaiikks — interest rate risk, foreign
exchange risk and commodity price risk (Dun & Btagkst, 2015). The authors believe that
these are the most common and widespread typé&samicfal risk that can be relatively easily
hedged.

A firm becomes exposed to foreign exchange risknndrggaging in import or export
operations in more than one currency that is xetfin terms of the domestic currency. Thus
there is the risk that one of the currencies camemio detriment for the company. This leads
to the company either receiving less money forrteeports or having to pay more of

imported goods, in terms of their domestic currency

The second risk that this paper examines, is isteate risk. Interest rate risk can only affect
a company that has taken on debt obligations.dseteates are a key part of governments’
monetary policy and are used to stimulate the emgria times of economic downturn by
decreasing interest rates and to prevent the ecpfrom overheating by increasing them
(Reilly and Brown, 2010). A company is exposedieiiest rate risk when it holds a loan
with a floating interest rate on its balance shigeaddition, the authors believe that the
decision to hedge interest rates should not deperide managers’ opinion of current and
future interest rate levels. This means that conggashould not attempt to time the market
for profit, but should instead hedge their risk @ygre and operate in their main business

segment.

The third and last financial risk that this papéelt fecus on is commodity risk. Commodities
are raw materials that can be bought or sold withquidity issues. If a firm’s end product

or raw materials are widely traded commoditiesnttiey are exposed to the risk of the
materials’ price volatility. For example, a cormrfeer's income depends hugely on the
market price of corn during harvest season. Inelangrkets companies are able to hedge this

risk by locking in specific prices and quantities & point in time in the future.
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3.5. Financial hedging instruments

The two most basic types of derivatives are optant forwards. Options give the
buyer a right, not obligation, to buy/sell a spiecgfood for a specified price at a specified
time. On the other hand a forward contract obligéte buyer to buy a specific amount of a
specific good at a specific point in time for adfied price. The third commonly used
derivative is a future, which is in essence a fodythe main difference is that futures are
traded on secondary markets and involve standardizpiration dates, quantities and prices.
Forwards, on the other hand, are tailor-made auktt over-the-counter (Reilly and Brown

2010). Derivatives are mainly used for hedgingifpreexchange and commodity risk.

An interest rate swap is the most common way ofjmeginterest rate risk. It involves two
parties switching future cash flows, resulting meside switching from paying a fixed rate to
paying a floating leg and vice versa. (Reilly amd8n 2010) In the case of Estonian loan
obligations, the floating leg is the 6 or 12-moBRHRIBOR. In addition, the interest rate

swap costs a fixed margin for the buyer.
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4. Results

4.1. Fully- and partially state-owned companies

4.1.1 Eesti Energia AS

Eesti Energia AS is an Estonian national produtetextricity and shale oil. Eesti
Energia can, in some ways, be considered the lacgegpany in Estonia. For example, their
total assets are almost 3 billion euros. The compaerates in the Baltics and in other parts
of the world, such as USA and Jordan. The intervieés conducted with Kadri Haldre who

is in charge of financial risk and liquidity managent.

Eesti Energia’s main business is mining of oil sheatd production of electricity and shale oil
products from it. As their business is the salbaih electricity and oil products at world
market prices, they are exposed to the price fatzins of these commodities. This gives

them a considerable motivation to hedge the expssoirtheir revenue streams.

The main reason behind their hedging is to ensweetiability of revenues and profits. This
allows them to meet target ratios set by debtodstarkeep their credit ratings. By meeting
these goals they are able to gather financingderaio invest into the new projects. In order
to meet such internal and external demands they aatrict financial policy, which has been
approved by the board of trustees. For example, ®¥eir electricity production in 2015

has already been hedged. In different proportibase hedges extend as far as 3 years in the
future. In terms of the oil, they hedge more wheargms are high and vice versa. The risk
manager was not able to give any certain propothanhthey hedge as it can vary year-to-

year.

Eesti Energia has a special risk management departf@nergy trading department) whose
main duties are to carry out hedging trades. lewoto conduct these trades efficiently Eesti
Energia is a member of Nasdaq, which enables tberartduct electricity hedges.
Furthermore, they have contracts with 20 diffetsariks for trading instruments related to

the oil.

Due to Eesti Energia’s capital intensity, they sigmificant amounts of debt financing in the
form of bank loans, as well as bonds, which allhing maturities. They have currently

hedged around 99% of their loan portfolio.
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Eesti Energia uses large amounts of oil shaleddywre electricity, so they are exposed to a
rather specific financial risk. A key cost input them are carbon emission quotas, the price
of which can also carry volatility. The Company buliese quotas upfront in order to avoid

having to purchase them at spot prices.

They mainly use standardized forward contractselbag swap agreements. In the risk
manager’s opinion options are too expensive anethee they avoid using them regularly.
She emphasized that even though they have the koawwithin their company to use
complicated option strategies, their main line e$ibhess is production, not trading. Hedging
activities as active as this gives considerablpaesibility to the traders making the hedges,
however, the Company’s financial policy sets tlaelérs specific limits that they have to
follow. The traders regularly report their actiggibut as long as they follow the company’s

financial policy they have a certain amount of tee.

As the price of oil is denominated in US Dollargsk Energia is also exposed to the
movement of this currency. To hedge this risk theg forward agreements for oil, which are

denominated in euros.

In general, due to Eesti Energia’s state-owned ostrije they take a conservative approach
to financial risk management. In their hedging fices they try to keep processes as simple

as possible while still minimizing risks at the satime.

4.1.2. Elering
Elering is an Estonian state-owned independentralig system operator. Its main

activity is to supply electricity to the consumevish the highest quality at all times. Their
business is of a local character, thus factorstiffg their financial risks arise from internal
actions. The interview was conducted with Peep 8paio is the CFO and a member of the

board.

During the interview it became evident that Elens@pened to interest rate risk, commodity
risk and somewhat to foreign exchange risk. Ther@st rate risk is the biggest of all three.
Elering has hedged 50% of the loan portfolio, laguhe other half floating. As the owners
and operators of infrastructure, their businessstal intensive. Thus, their liabilities are
mostly long-term. From one perspective, Eleringditio diversify their financing by taking

and paying back loans. When a loan is amortizedlaeyidecide to take another one, then
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through the interest cycle they are left with a position of all the interest rate levels.
Another interesting aspect Mr Soone mentionedenrtkerview was that Elering a calculated
regulatory EBIT. This is being regulated every yaarording to the interest rate level in the
market. The logic behind it is that when interegés are high then Elering pays higher
interest but at the same time they can ask higiiéfstas well. The reason here is that one
component of the tariff is regulatory EBIT, whictfegts the tariff that Elering can ask from

customers.

Regarding Elering’s main activity, which is the ogtion and maintenance of the electricity
infrastructure, they need to buy electricity to gamsate for network losses. In their
commodity risk area the same rule applies as wittrést rate risks — a regulatory hedge.
When the price of electricity is high then the edstr Elering are higher, too, however, they
can ask a higher tariff from the customers. Mr Sostated that Elering would not gain
practically anything if they were to use derivatimstruments, hence they have decided to
hedge naturally.

Most of Elering’s business is in euros. There &imam time to time, some transactions in US
dollars, but overall its share is insignificantliir total business. This is also the reason why

Elering has not hedged the currency risk so far.

Elering has a definite financial risk managemericgpwhich is approved by the
management. The policy bounds risk managementéuotain extent, but leaves enough
flexibility at the same time, so that Elering casiy adjust to the market situation. Everyday

decisions are made by Mr Soone solely and he te dpgie in this process.

Mr Soone stated in the interview that if they dad hedge a risk by using financial
instruments then it did not necessarily mean tiag wvere ignoring it. The key aspect of
Elering’s assessment of financial risks is the idieation of natural hedges. This rationale is

the backbone of Elering’s financial risk management

4.1.3. Tallinna Sadam AS
Port of Tallinn is the largest port authority iretBaltic Sea. Its main activity is to

provide port services, such as cargo and passéadfer both on and off the ships. The
company is state-owned and has restructured iiadmsfrom a service port into a port of

landlord type. In addition to the port in Tallirthe company incorporates five other harbors
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in Estonia. The interview with the representati#®ort of Tallinn was the only one in the
sample, that took place in the form of email coeaéipn and not a personal meeting. The
interview was conducted with the treasurer of Bbiallinn, Marju Zirel. In addition to that,
the authors also collected some information whiaé een used in this thesis from the

company’s annual reports.

The Company has mentioned foreign exchange ristkeim yearly report even though the
exposure is not significant. Proportionally theraeds in foreign currencies constituted
0,01% of all accruals. Most of Port of Tallinn’sntacts are denominated in euros in order to

minimize foreign exchange risk.

The company is prone to interest rate risk du¢sttarge portion of loans in the balance
sheet. Interest rate risk derives mainly from |loeign loans. Temporary deposits are
conducted with a fixed interest, thus, do not ingpasy risk. A part of the company’s loans
are with a floating interest rate risk, thus makiingm vulnerable to the fluctuation of interest
rates. The company’s aim is to keep half of the lpartfolio fixed. This is implemented by

using swap instruments.

Port of Tallinn conducts a sensitivity analysestider to evaluate the interest rate risks. In
other words, they analyse the effect of interest naovement to the company’s net profit. As
at 31.12.2013, a 1% change in interest rates waftddt Port of Tallinn’s net profit by
roughly 640,000 euros.

Since Port of Tallinn is a state-owned companyftimelamental principles are rather
conservative and accrue from optimizing risks. @opently, the policy regarding risk
management is strict and has definite limitatidriee latter refers to the principle that 50% of

the loan portfolio has to be fixed.

All matters concerning interest rate risks and neglthem with various instruments, has
shown that Port of Tallinn is capable of takingecaf risk management according to their
needs. When asked whether they are competent emodglaling with financial risks, the
answer was that according to questionnaires coadumt banks, Port of Tallinn has been

categorized as a competent client in terms of irdmnstruments.
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4.1.4. Eesti Raudtee AS
Eesti Raudtee is the Estonian national railwayastiucture operator and developer.

The company’s main responsibilities are the maemer and development of the railways in

Estonia. The interview was conducted with the CF@mas Virro.

The main foreign currencies that the company dease the Russian Rouble and US Dollar.
However, the company avoids exposure to the fluicing of these currencies by

denominating the contractual amounts in Euros.

As the company also owns the railway itself, thegorporate debt to finance the construction
of the railroads. This makes them exposed to isteete risk. However, Mr Virro admitted
that the company’s debt level is low (ca 45 midiafilities vs. ca 320mio of assets) and a
proportion of the debt is due as a bullet payment gear. However, until the end of 2014
they had fixed 50% of their interest rate exposiifere is currently no certain decision
regarding hedging or not hedging the risk. The Gie&d that the reason why they hedged
their risk in the first place was not that the esyne@ was considerable but in order to secure
future cash flows. He added that they were stithimm process of deciding whether to hedge
their remaining debt amounts or not, arguing thhahethough interest rates were low, interest

rate swaps had become considerably more expensive.

As the company does not have a written officiahficial policy, the topic of risk
management is discussed in the committee of ridkraternal audit. This committee meets 8-
10 times a year but financial risks are only disewdlsa few times per year due to the small
exposures. In addition, the company has set defiinits regarding decision-making
authority — amounts up to 400thousand euros catebieled by the executive board, larger
amounts need the approval of the board of sharet®l&®egarding the know-how of
financial instruments the CFO said that the compamaple to define its needs but consults

the banks regarding the implementation.

The CFO stated that the company’s financial risksralatively simple which allows them to

make rather straightforward hedging decisions.

4.1.5. Estonian Air AS
Estonian Air is an Estonian aviation company plytewned by the Estonian

government and SAS Group. They provide passengesport on regular international
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flights, charter flights and cargo. Estonian A@ett consists of 7 aircrafts. The interview was
conducted with Indrek Randveer, the COO of Estoiian

The company is mainly exposed to two risks: insceanf aircrafts and passengers, and fuel.
The latter constitutes a large part of their expenrs30% of their total expenses are fuel.
Today they have profited from the oil prices sistonian Air had not taken any steps to
hedge their fuel prices. This has been their gjyasince the establishment of the company.
In order to compensate the higher oil price Esto/ia raises its ticket prices when

necessary.

By nature, Estonian Air is a service company asidkély priority is the safety of their
passengers. Therefore, they dedicate a considexatdeant of effort and time to insure their
aircrafts and passengers from potential risks.réason being that when an airplane is not

flying, they still need to cover its maintenancpenxses as well as lease payments.

As it was mentioned earlier, Estonian Air has €raifts, which have all been leased. This
makes Estonian Air exposed to the fluctuationstdrest rates. However, they have decided

not to hedge this risk.

There are many reasons that explain why Estoniad@és not hedge their exposures to
interest rates and fuel prices. The manager satcahthe movements of interest rates have
not been large, the financial effects have not lwegsiderable either. Furthermore, the
manager admitted that they have chosen not toingecial instruments for risk
management. He admitted that it also takes a loba and effort to manage financial risks.
Especially when the Company does not currently fzefedl-time CFO present. Above all

Estonian Air prioritizes the insurance of theip#énes and passengers.

The company regularly holds board meetings, bairfamal risk topics are not covered in
every meeting. The decision process is usuallyedast and management is mostly

responsible for financial risk decisions.

Due to their financial risk management Estonianekijoys optimal financial inputs of its
operations. According to Mr Randveer, the compaasyjhst been lucky. He also mentioned
that if there were a need for hedging in the futtlren the primary reason behind it would be

the volatility of the risks, rather than the sigraince of the loss.
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4.2. Privately owned companies

4.2.1. Viru Keemia Grupp AS

Viru Keemia Grupp AS (VKG) is Estonia’s largest méacturer of shale oil and
chemicals, with 2,4 million tons of oil shale ar@b3ons of crude oil processing capacity.
VKG's value chain starts from the extraction of hilale to the sale of fine chemicals. VKG
has a total of four shale oil production plantsy t¥ which are newer and more efficient and
one additional plant is under completion. All tdgatthey provide jobs to over 2300 people.

The interview was conducted with Margus Kangropdaunder and active shareholder.

Most of VKG-s revenues come from the sales of shilproducts. As these products are
denominated in US Dollars, they are exposed tdltintuations of this currency.
Furthermore, as the prices of shale oil produasaghly sensitive to the world price of all,
VKG'’s revenues are exposed to this commodity’s aiskvell. As VKG operates in a highly
capital intensive sector, they incorporate largeams of debt financing into their

operations. As a result of all these aspects VKi@asa significant interest rate risk.

VKG does not have an official financial or risk nagement policy and started actively
focusing on risk management in 2002. The reasamglibis has been that when VKG started
using more debt financing then it was a resulisk management covenants set by the banks.
For example, VKG needs to have a certain partaf ghale oil production hedged 15-
months up front. However, they have a contractight to hedge less if they have sufficient
liquid assets to cover the margin requirement. @ube fact that these covenants seem strict
to the company, these covenants have become tiebrbbarks for their risk management.

The interviewee stated that he would prefer ndtetdge any commodity risk because a

company should be able to sustainably operate ekanprices at all times.

Historically the company has hedged their commodsty by simultaneously buying put
options and selling call options, however, as oigs are so low they have opted for swaps.
In addition to that, VKG differentiates its hedgmmounts by factories. They have currently
hedged the production of their newer, more efficfantories while increasing/decreasing
production capacities depending on the current etgrkices. As a result of falling oil prices,

VKG recently had to shut down both of their oldess efficient shale oil factories.

Due to the construction of three new productionlifees, VKG has a significant amount of
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long-term debt. They have decided not to hedge thigirest rate risk, arguing that there is a
natural hedge. Meaning that when interest ratesigte the oil prices are also high which
allow them to service their debts. The managerchtitat regarding debt, liquidity also plays

an important role, as they have to repay 35miosir@015 and 50mio euros in 2016.

Even though VKG has a CFO, the company also incatps the interviewee into the
hedging decisions as he has 11-years of work expeziin the banking sector. Over time the
decision process has been established so that Mgrkanakes the final decision. Arguing
that sometimes situations require fast reactioncamtot falter behind bureaucracy. He also
claimed that their hedging decisions are sometimhesnotional and opportunistic character.
Due to their relatively small size in terms of therld’s oil producers, they are not able to
open limits in worldwide banks. They are currentiyng the services of the locally operating
Nordic banks and can see the significant margidssgneads being incorporated into their
hedging instruments. In the long term, VKG woullio be able to have no obligations to

hedge positions by ensuring low breakeven prices.

4.2.2. Alexela Group OU
Alexela Group OU is an Estonian industrial groupiva wide range of activities.

Starting from the production of car trailers, opiera of both light- and dark oil terminals,
mining and production of oil shale products andiegavith real estate development. The

interview was conducted with Andreas Laane, the ©@EB&Iexela Group AS.

In order to finance their expansion through acdjoiss and investments Alexela currently
has one outstanding syndicate loan with a long nitgtrhey have not hedged the interest
risk of this loan because they plan on renegotadind restructuring their loan agreements in
2 years. Furthermore, the manager pointed ouctivag¢ntly the price difference between the
spot rate and the swap rate is enormous and adrtfitk he does not see interest rates rising
in the medium term. In addition to that, the CEQdwes that when interest rates rise then
the economy will also be doing better, resultingpétter business performance for the group.
In other words, they see a natural hedge in thggrations. However, if interests were higher

then they would definitely hedge a certain proportior security.

Although most of Alexela’s dealings are in eurassdme extent they are exposed to the
currency risk of the US Dollar as well as the Swhd{rona and Norwegian Krona. The most

significant exposure among these is the US daksAlexela sells oil products at world
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market prices, which are quoted in US dollars. Aasther part of the group buys various gas
components in US dollars, they have the opportunityedge the currency risk by matching
cash flows, however, this is currently not the c@dexela does not hedge their currency risk,

having the argument that they have seen and etilaspositive trend for the currency.

Due to the fact that a majority of Alexela’s op@as are conducted in the energy sector,
they are exposed to several commodity price fluaina. Currently Alexela has hedged
around 60% of their oil production to ensure sota®ibty in the extremely volatile market.
They have made it with the help of forward agreemmarth banks. Furthermore, as these
forward agreements are denominated in euros, tteegimultaneously hedging parts of their
currency risk as well. In addition to that, Alexglduces and sells electricity which they
hedge to certain amounts The main reason forgtitsait they offer a fixed price to their
customers, so it makes sense for them to lockribegof their inputs. Alexela also operates
a chain of gas stations. However, they do not hélgje exposure to gasoline prices as the

entire market is floating, making it riskier to fysd

Alexela has a financial policy, which also covask management, however, it does not
cover the specific management of financial riskee €xecutive board regularly meets and
discusses the current situation regarding variopis$, including financial risks. For
example, they can set a target to hedge half af shale oil production. Due to the loose

financial risk management policy they are flexitdegquickly adapt to new situations.

The CEO said that the main reason Alexela is hegdtjiair exposures to some extent is
pressure from the banks. If it were up to the mansnt then they would hedge minimum
amounts because according to their experiencejigedges not yield positive results. In
terms of financial competence, the CEO of the grisupe former head of Nordea Bank
Estonia and the CFO has worked at the French baciét® Générale, dealing with forex and
commodity risk. In his opinion hedging only pay$when prices are high, to ensure stable
large profits. Furthermore, the CEQ's vision istthedging only pays off if you know all the
inputs and outputs of the business. However, iflpald only one of the variables then you

are limiting your own opportunities.

4.2.3. VOPAK E.O.S. AS
Vopak E.O.S. is the largest independent oil pragltetminal operator in the Baltics. The

company operates four modern terminals, which ple@wa total storage capacity of over 1
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million cubic meters. The interview was made witleksandr Snatkin, the CFO of Vopak
E.O.S..

As Vopak EOS provides storage and handling seiwitiee oil value chain, they are only
directly exposed to the price of oil through thwiitway transportation segment, where it is
used as fuel. However, the price of oil plays gédawle in their revenues indirectly. Mr
Snatkin identified two key aspects to this indiregposure. Firstly, when oil prices are high
then the market is more active and there are mm®mers. Secondly, when oil prices are
suffering fast drops, Vopak’s credit risk increaaesustomers may become insolvent. This,

however, is a risk that cannot be hedged usingdiainstruments.

However, as a part of Vopak’s revenues are in Uido they are exposed to its fluctuations
relative to the euro. Vopak did not identify thsasignificant risk, arguing that their cash
inflows have always considerably exceeded outfland that the potential gain from hedging
the foreign exchange risk is miniscule. Furthermtire company’s liabilities and expenses

are in Euros, meaning that matching foreign culyerash flows as a hedge is not possible.

Regarding liabilities, Vopak uses bank financingléoger projects, these usually involve
long debt maturities. This leaves Vopak exposetiednterest rate risk. However, they claim
that this risk constitutes such a small proportbtheir total expenses that they do not
consider the risk nor the potential gain from hedgignificant. The representative also said
that speculating with interest rates was not theim activity. Furthermore, Mr Snatkin said
that hedging for the purpose of financial plannggot very beneficial either as the expense

is insignificant in their eyes.

Vopak EOS has a formal financial policy, which & a strict guideline but more of an
overview of the risks that Vopak is exposed to dadr significance. This policy has been
created in cooperation with Price Waterhouse Caoaerd is updated annually. In addition,
the company conducts stress tests and other soeype analyses when forecasting their
financial results. The manager said that risk mamant is a topic which concerned the

management and, if necessary, required the appobtiaé shareholders or executive board.
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The manager stated that they had never used amglicated instruments, one of the reasons
being that they did not have the know-how withia tompany and there was no direct need
for it in their opinion. However, the company realy consults with banks about various

potential financial products regarding hedging skl management.

4.2.4. Bominflot AS
Bominflot is a supplier of bunker fuels and lubritsa As a subsidiary of Bomin

Bunker Holding GmbH, they are part of a worldwidewp. Their aim is to purvey oil with
the lowest cost possible. Due to the fact thahengequence of transporting oil, Bominflot
takes ownership of the product themselves, thezetbey take upon some risks. Bominflot
does not speculate with the oil, simply sellsagistics. The interview was conducted with

Aleksandr Golubev, the Chief Commercial Officer.

Bominflot’s main business activity is in US dollar®wever, their books are in euros. Due to
the deals they have in US dollars, Bominflot is@sed to foreign exchange movements.
When they buy in US dollars then they simultaneptisidge the risk by using forward

contracts.

Since Bominflot is a subsidiary of the group thieeyt have little, if at all, power, to take
action in various areas. For example, the compagyihbilities but these belong actually to
the mother company. In addition, they do not hedtgrest rate risk, because in their words

interest rate movements are slow and small, thuiaffecting their business significantly.

Oil logistics constitutes the majority part of theusiness operations, consequently they are
exposed to oil price movements. Bominflot, howewass insured 100% of their storage,
meaning that if they buy oil physically then theyl $utures and vice versa. Such action is
also clearly stated in their financial policy amesulation in this case has never been taken
under consideration. Their core idea is to usthalhecessary hedging instruments in order

not to profit from them, but not to lose money.

When it comes to making hedging decisions and ifiguout what kind of hedge to use, then
it is being done on the spot. In addition, theyndbneed to bring in external advisors on

these matters, because they have know-how in house.

Bominflot makes their hedging decisions by followitmeir rather strict hedging policy. As

they have a well-defined risk management policy gudeline they also have the financial
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competence within the company. However, when tlseaesituation that is not stated in the
policy then the policy still states clearly who deé¢o be notified and included in the process

in this case.

4.2.5. Baltic Maritime Logistics Group AS
Baltic Maritime Logistics Group (BMLG) is an Estami logistics firm offering

different types of maritime, rail and road trangm@rvices. The company operates in 6
member states of the European Union, as well asi&usazakhstan and Belarus. The

interview was conducted with Ants Ratas, membahefboard.

As transport with trains, ships and trucks is ate&mntense business, BMLG incorporates
debt to finance purchasing of new vessels and sraskwell as the building of warehouses
and other buildings. This leaves them exposedtarast rates. BMLG does not hedge their
interest exposure, arguing that banks have comgtafd them that interest rates have
reached their “bottom” while in reality they hawalén further. In addition, BMLG values the
freedom of being able to pay back liabilities ahefdchedule, which the interest rate swap
would restrict since they would have to pay for skaap price difference as a lump sum, if
interest rates have fallen further. They have aswaggotiated with banks to have this sort of

early repayment clause in their loan contracts.

A key cost in BMLG's operations, especially vessidguel, which constitutes around 25%
of a ship’s total costs. To hedge their exposum@ltprices they always index the prices of

their services with regards to the price of fuekavling that if the price of fuel increases by
2% then the price of their service also increaseth®é same amount. The same indexation,

however, does not apply in the case of fuel priadisg.

In addition, BMLG has dealings in US Dollars andgrto hedge their exposure to the
currency by matching cash inflows and outflows. dwer, if they are not able to completely
hedge the underlying risk and the currency movasmagthem, then this means a small

decrease in their profit margin, which is not andigant amount in their eyes.

Mr Ratas said that the transportation market iisetr more volatile than their financial
risks and that this is a risk they cannot limititlexposure to. Mr Ratas said that this is a risk
they have to live with and that if they suffer, iteo is everyone else in the industry. Mr
Ratas also stated that as a large part of the ghegigransport are connected to the price of

oil (pellets, oil shale, chemicals etc.), thenifgloil prices can result in unpaid invoices.
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Thus arguing that a slow and steady market is rbatfer to operate in than one that rises

and falls constantly.

4.2.6. Liviko AS
Liviko is an Estonian alcohol producer that wasbkshed in 1898. Producing more

than 70 brands of alcoholic beverages, Liviko ofgsran more than 20 export markets. In
addition, Liviko represents more than 600 impodedk brands in Estonia. The following

interview was conducted with Gea Reimann, the CFOwiko AS.

As a raw input to its products Liviko regularly phases ethanol from the Americas. Due to
the contracts being in US Dollars, Liviko has asidarable exposure to the movement of the
EUR/USD currency pair. To reduce their forex riskiko actively hedges their exposure
through currency options and swaps. The basic iptex of their hedging are defined in the
company’s financial policy. Liviko’s financial paly is rather flexible and the manager can
go against the policy with the confirmation of #heecutive board. Every year the board

analyses the upcoming financial year and setsinggggets regarding risk management.

Today a distinctive criteria to Liviko’s hedgingtisat they do not pay option premiums. To
avoid this they both buy and sell options simultargy. The buying and selling of options is
done by the CFO herself, however, they regularhysott with banks regarding various ways

of hedging their forex exposures.

To finance their operations Liviko uses both slaod long term credit lines. Currently
Liviko does not hedge any of their interest rasi.riThe reason being that the interest rate
swap has always been costly in their eyes. Howé@vehe current near-zero interest rate

climate Liviko has started considering hedgingrthag-term loans.

4.2.7.M.V. Wool AS

M. V. Wool is an Estonian family-owned fish prodiact company, founded in 1988.
The company was nominated as “family-company ofyder 2013” by Forbes Magazine
Estonia. The interview was conducted with Mati Weia, the founder and active
shareholder.

According to the owner, M.V. Wool operates in aywsegmented market, meaning that each

company has a well-defined area of expertise aodyats.
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As M.V. Wool imports most of their raw fish from Neay, they have exposures to the
Norwegian Krone. They hedge this risk in two websstly, they try to match cash flows of
payments and revenues. In addition, when they ittpeir goods to Sweden they
denominate the contracts in Norwegian Krone. lre¢hey are under- or over hedged by a

significant amount they make forward agreementh tanks.

The company is by nature conservative when it caimésverage. Their view is that debt has
to be paid back as soon as possible. The compaeytwad debt when they were building a
factory, however, the debt was paid back in two ahalf years even though the loan

schedule was five years.

In order to ensure that they receive money fronctistomer, they have used factoring,
which is a “purchase-of-receivables” service ofteby banks. All invoices from abroad have

been fully factored, thus M.V. Wool carries zeredit risk in their imports.

When it comes to making decisions then all famignnibers, who are actively working in the
company, have a say and decisions are made cedigctEven though, Mr Vetevool himself
is in charge, but he really respects his family fiers’ views and arguments for and against

decisions.

4.2.8. Nordic Contractors AS

Nordic Contractors AS is an Estonian holding conypidat operates in the
construction and real estate sector. The most fapbcompanies in the Nordic Contractors
group are Nordecon AS, a public construction corgard Arealis AS, a real estate
developer. The interview was conducted with AndbblEmagi, the chairman of the

supervisory board.

Through its construction activities Nordic Cont@sthas exposure to only one commodity,
which is bitumen. This oil product is a key componia road construction and its price is

always contractually hedged.

In addition, Nordic Contractors owns numerous effwildings. Currently they have only
hedged half of the interest exposure of one buildinthe Nordea Bank building in Tallinn.
This hedge was a requirement by Nordea Bank —itlaadier of the construction. This hedge
will expire this year and it is highly unlikely tha will pay off since it was made during

considerably higher interest rates. In general tieye not hedged their exposures because
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they see the swap rate being too high, with redpettte spot rate. However, with the current
near-zero interest rates they are considering hgdgore of their exposures. This is being

done for both the low interest expenses, as wedlagty in the future.

Due to the fall of the Ukrainian hryvnia, Nordic @wactors faced a 1,2 million euro loss

from discounting claims. This, however, is currgrh unrealized loss so if the currency
returns to its previous levels the company’s lossildl disappear. When asked about whether
it was possible to hedge this exposure Mr Hoberséigi that they have not looked into how
they could have protected themselves from it. Wade public company Nordecon AS has a
financial policy that transfers the responsibibifyfinancial risk management to the board.

Arealis, however, does not have a financial padli@t covers the treatment of financial risks.

In terms of financial competence and know-how MbEIfh&gi said that they understand
what they want and cooperate with banks to findtsmhs. Mr Hobemé&gi admitted that, in

his opinion, only a few banks actively promote spobducts.

4.2.9. Merko Ehitus AS

AS Merko Ehitus is an Estonian public constructtompany which provides both
professional project solutions and develops realtesMerko Ehitus is listed on the Tallinn
Nasdaq exchange under the ticker symbol MRK1T.ifitezview was made with Signe
Kukin, the CFO of Merko Ehitus.

As Merko’s main business activity, constructionai®cal business, they mainly operate in
the Baltic States and are not exposed to consitefateign exchange risks. However,
Merko has a few suppliers outside the Eurozoneirbilite eyes of the management these

deals are not significant in size.

The only financial risk that Merko carries is irgst rate risk. However, due to the short
duration of most construction projects the loaresitites are usually under 24 months. As a
result of this Merko does not hedge their interatd risks. Even though they have various
overdraft and other credit lines open, Merko dassuse these facilities due to their strong
existing balance sheet and liquidity. Merko do@syéwver, use both factoring and supply
chain management products, provided by banks. ésetinterest-bearing liabilities,

however, are short-term, Merko does not hedgentieedst rate risks resulting from them.

As a public company Merko has a clearly structurieain of command and decision powers.
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The manager added that she is competent in thefdg@ncial instruments but due to the
small size of Merko’s financial risks they do neeuhedging instruments. Merko’s financial
policy also says that their financial departmerniisharge of dealing with financial risks,

however, that they are currently insignificantennis of their balance sheet.

4.2.10. US Invest AS

US Invest is an Estonian private equity investnoampany, specializing in, but not
limited, to real estate. With an investment portfaf around 170 million euros the company
is @ major or sole shareholder in more than 60 @mes with over 5000 employees. Their
investments are made in the Baltics, Russia andibér The company has one majority
owner Urmas Sd6rumaa. The interview was conductddMartin Uhtegi, the CEO of US

Invest.

Even though US Invest has investments and dealing&raine and Russia, today their

currency risk from there is minimal due to contsdating pre-emptively made in euros.

As US Invest mainly invests into a relatively sasset class of real estate, they incorporate
considerable amounts of bank financing in eachstmaent. US Invest assesses the feasibility
of hedging interest rate risk with a case-by-cage@ach, thus there is no strict financial
policy. The company mainly invests into cash flosngrating real estate projects, which they

divide into two different categories and hedgingqgpices.

Firstly, if the project only has one source of imeas the tenant and the contract is binding
and cannot be terminated, then it would make senkedge the interest rate. The reason
being that in this case they can relatively acalygtredict the income and thus locking in

the cost will allow forecasting the entire projecstable cash flow. On the other hand, if a
project has a large number of short-term contradtexpiring at different times then they
believe it is not optimal to hedge the interes¢ régk. Due to the short-term nature of the
rental contracts, the rental income will follow eomic cycles. In this case a natural hedge
appears, as interest levels are usually high damgconomic boom and vice versa. Meaning

that interest rates will be strongly correlatedht® rental income generated by the project.

In addition to the rental income dynamics, US Ineessesses the interest rate expense and
liquidity as a component of expenses. By assedsjoglity they determine the opportunity

cost of entering the interest rate swap agreemasrit,requires a one-time payment.
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Consequently, if the bank does not require theasterate to be hedged then they prefer to
use this money in other projects. Another arguragainst hedging is its binding property.
For example, if a loan contract is cancelled thengwap still remains, which requires a one-

off settlement of the price difference.

All'in all, US Invest does not follow a specifiméincial policy but has, instead, opted for a

case-by-case approach. So far they have not fialiynbienefited from any interest rate swap.
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5. Discussion of results

The following table below illustrates how each camyp corresponded with the hypotheses
presented by the authors. The table presents faoaeview, however, the specific results
and identified trends/outliers will be discussedhie following part. Firstly, the specific
hypotheses presented in the previous part of #&gtwill be addressed, afterwards the
answers to the research question will be provea company-specific basis. Lastly, the
authors will present notable findings, combinediite views of bank representatives. A

more detailed case of each company is discussthe iResults part of the paper.

H1 H2 H3 H4 H5

Eesti Energia AS TRUE TRUE TRUE FALSE | TRUE
Elering AS TRUE TRUE TRUE TRUE TRUE
Tallinna Sadam AS TRUE TRUE TRUE FALSE | FALSE
Eesti Raudtee AS TRUE TRUE FALSE TRUE TRUE
Estonian Air AS TRUE TRUE FALSE TRUE N/A
Viru Keemia Grupp AS| TRUE TRUE FALSE TRUE TRUE
Alexela Group AS TRUE TRUE FALSE TRUE TRUE
VOPAK E.O.S. TRUE TRUE FALSE TRUE TRUE
Bominflot AS TRUE TRUE TRUE FALSE | FALSE
Baltic Maritime

Logistics Group AS TRUE TRUE FALSE TRUE TRUE
Liviko AS TRUE TRUE TRUE TRUE TRUE
M.V. Wool AS TRUE TRUE FALSE TRUE TRUE
Nordic Contractors AS| TRUE TRUE | Both TRUE | TRUE
Merko Ehitus AS TRUE TRUE TRUE TRUE N/A
U.S. Invest TRUE TRUE FALSE TRUE TRUE

Table 3: Overview of the company-specific hypothesi Made by the Authors.

H1: Financial managers are aware of the financialisks they are exposed to and know
how to reduce these exposures.

All companies in the sample were aware of the fomanrisks they are exposed to and how to
hedge these risks. A minor exception was in the ca®ordic Contractors AS, who had
identified their financial risks, however, recenglyffered a 1,2 million euro loss from the fall
of the Ukrainian hryvnia. The company had not labkeo the possibility of hedging this
position, as it was a claim that was denominatetienUkrainian currency.

H2: The more significant the exposure, the more ligly the manager would hedge the
financial risk. [

All companies in the sample agreed that in mosts#se more significant a risk, the more

likely they are to hedge this risk. The significanbowever, derives from a rather subjective
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benchmark in the manager’s view. Key aspects, aotwthis benchmark depends on, are:
the size of the exposure, both nominally and asregmtage of revenues, liabilities or costs.
However, this benchmark also depends on the owaskdtility of the risk.

H3: Large companies have a financial policy in plae that covers the treatment of
specific financial risks.

The hypothesis that received the least confirmatiaa that regarding the presence of a
financial policy that covers the treatment of fingh risks. Eight companies out of fifteen did
not have a formal financial policy, which also cs/éhe financial risks. These companies
either do not have significant financial risks lneit eyes or simply make decisions based on
the current situation. It must be also noted thaitdit Contractors AS is the holding
company of two companies, one of which had an afergioned policy and the other one did
not.

H4: Financial managers are independent to make thdecision to engage in hedging
activities. [

The managers of most companies were relativelypiedéent to make hedging decisions.
There is, however, a direct link to the existenta financial policy and its coverage of the
treatment of financial risks. Eesti Energia, foaewle, has a detailed risk management
policy and guideline, which sets various benchmarks boundaries to the managers,
reducing room for managerial opportunism. Even mauoe to the relatively large size of the
company, Eesti Energia has a special risk managete@artment. An opposite example is
U.S. Invest, which treats its financial risks ocage-by-case basis without any clear financial
policy.

H5: The high cost of the hedging activity can causte manager to decide against
hedging the risk, despite the significance of thexposure.[]

A majority of the companies in our sample (elevenhaf fifteen) agreed that the cost of
hedging plays a role in the hedging decision. Alexi®r example, brought this out as one of
the reasons why they have not currently hedged ithterest rate risk and also plan not doing
this in the near future. In the case of EstonianitAs not possible to prove or deny this
hypothesis, as they do not hedge any risks usirapéial instruments and the main reason
was the lack of resources within the company. éndhise of Merko Ehitus the interview did
not provide any evidence for this hypothesis, ay tto not have any significant financial
risks. Bominflot and Tallinna Sadam both stated thay hedge financial risks to be

conservative, despite its cost.
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RQ: What are the reasons behind using/not using femcial instruments to

hedge financial risk among large Estonian companié€s

Eesti Energia AS

The main rationale behind Eesti Energia’s hedgiagiices is to secure the stability of
revenues and profits. Through their active hedgiragtices they are able to meet their target
ratios and gather financing.

Elering AS

Due to their nominally large loan portfolio and ¢pdebt schedules, Elering hedges half of
their interest rate exposure. A key part of Elesriancial risk management is the
identification of natural hedges. As Elering isiaftastructure operator and a monopoly, if
their expenses were to exceed revenues then thelg wionply request for permission to
apply higher fees.

Tallinna Sadam AS

Tallinna Sadam hedges their financial risks becafiseeir state-owned nature, which results
in conservativeness. In addition, they are consistetheir hedging practices and hedge
despite its profitability.

Eesti Raudtee AS

As Eesti Raudtee does not have a written finapmbfty, which covers the treatment of
financial risks, they analyse the necessity of imeglgn a case-by-case basis. Furthermore,
they mainly carry interest rate risk, which theylge for certainty of future cash flows and
financial planning.

Estonian Air AS

Estonian Air also does not have a written finanpd@llcy, while also lacking the resources to
use financial instruments for hedging. This leadsd hedging with financial instruments
within the company.

Viru Keemia Grupp AS

VKG makes hedging decisions on a case-by-case, lasksng a consistent pattern of
hedging practices. Overall, they are less risksa/ar their hedging decisions and most of the
hedges that they do make are requirements setlgrdeln addition, they noted that
hedging oil products through banks operating inrédggon is expensive in their eyes.

Alexela Group OU
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As Alexela has various financial risks they hawfeerent approach to each one. They do

not hedge the price of oil in their retail salegrent since the revenues are always at market
prices and margins are very tight. They hedge pditiseir electricity production due to the
fact that the end product offered to the customatdo at a fixed rate. In addition, they hedge
parts of their shale oil production for securitydan order to reduce risks. They have not
currently hedged the interest rate risk due tarhi@in to renegotiate their loan contract in the
near future. However, they also do not plan on mggthe proceeding exposure due to their
vision of continuously low interest rates and tlymsicant cost of the hedging activity.
VOPAK E.O.S AS

Vopak does not hedge their financial risks becalusg are insignificant in their eyes.
Bominflot AS

Bominflot has a straightforward guideline for hedgrisks. They hedge 100% of their oil
exposure because they are the middlemen, not tiiiper of their products.

Baltic Maritime Logistics Group AS

BMLG lacks a consistent policy for financial riskshey do not hedge their interest rates
because they do not believe the banks when thez Edy that interest rates cannot go any
lower. In addition, they hedge their foreign exapamisk by matching cash flows, thus there
is no need for financial instruments. In genefajrtvision is to sustainably operate at market
prices.

Liviko AS

Liviko does not hedge their interest rate expos@eause they find it costly. However, they
actively hedge their foreign exchange risk duddaignificance.
M.V. Wool AS

M.V. Wool hedges their foreign exchange risk beeahgy are conservative in nature. They
hedge this partially through factoring and panidiirough forward contracts. Furthermore,
they carry a principle to hold a minimal amountebt in the company and when taking
loans, they hedge the interest rate.

Nordic Contractors AS

Nordic Contractors has hedged a small amount af lien portfolio (half of the loan of one
office building) because it was a requirement gethle bank. They have not hedged more
because they have always seen the swap rate hgytgaelative to the spot rate.

Merko Ehitus AS
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Merko does not hedge any of their risks due to themg insignificant.

U.S. Invest AS

U.S. Invest hedges their interest rate risk onsg-t®y-case basis. They mostly try to hedge
the risk of a project which revenues are also g#ésibcastable. Furthermore, they consider
liquidity as an important factor of the hedgingity, meaning that by hedging a risk they
are also reducing their liquidity because the hddgstrument needs to be secured by an

asset.
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6. Notable findings
The following is a description of the interestimgrtds and observations that have

been identified by the authors during interviewghwthe companies. In order to evaluate the
findings, the authors have asked for comments/opsirom the counterparties of the

hedging activity — the bank representatives.

As discovered from the interviews and the hypoth#st received the least confirmation,
most companies in the sample do not have a wifitt@mcial policy that also covers the
treatment of financial risks. This is also the lggdivergence of the opinions between the
companies and the banks. The banks, in genemahgtyragreed that a larger company
should have such a policy in a written form howetleat the policy needs to be regularly
reviewed. The exception was Swedbank, where Mr Geics argued that it depends on each
company’s size and complexity and that in gendérleixistence of such policy usually
results in lower financing costs for the company.Tvkialt, from Nordea bank commented
that taking an ad-hoc approach to such a topicyaweasults in making emotional and
subjective decisions, which usually end up beirgwihong ones. He added that having a
written policy of not hedging is also a policysimply needs to be thought through and well
argued. As a large part of the companies in thepkaof this study had active majority
shareholders, another bonus of such policy isitlmatluces the manager’s fear of making
such decision. If the hedge turns out to be ungaiole, then the manager was simply

following the policy and cannot be blamed for thgion.

However, when asked about the significance of ¥p@sure and whether it should be
hedged, all companies unanimously agreed. The sam@n was shared by the banks,
which added that it is still a subjective topicsignificance can be evaluated very differently.
In addition, the nature of the risk can influenlee decision. For example, Mr Maemets said
that foreign exchange risk can even be hedgednmstef single invoices, whereas raw
materials, such as steel, can be considerably diffieult, if not impossible, to hedge. Mrs
Soosalu’s opinion was that in order to reducevtlieerability to this sort of subjectivity, a
company should also cover key benchmarks in tieantial policy. Mr Gecevicius stated,
however, that a company’s hedging strategy, meahi@groducts used, should still remain

flexible and under constant supervision.

Another interesting case, discovered by the authas the unpopularity of options among

the three large shale oil producing companies — VKI@xela and Eesti Energia. The reason
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was that they are too expensive as well as havisgexulative nature. At the same time, the
authors believe, which makes this case even mageesting, that due to their size and risk
exposures, these companies can be consideredadhmwmost financial competence within
the company. The banks had various explanatiotiee opinions that share a common
trend. Firstly, Mr Maemets commented that virtwatling platforms have created false
illusions of prices, as the products used by tlvesepanies are over-the-counter tailor-made
products. In Mr Maemets’ eyes, it is also veryidifft in Estonia to get rid of the public
opinion of the options as a speculative instrum&hich they are definitely not, if used for

hedging purposes.

When asked about financial competence, Mrs Soasatlithat a company’s main purpose is
not to know everything about various financial instents and their usage. This is where the
bank can contribute through know-how and proposm®ua solutions to each company’s
case. She added, however, that a company shoulthwetsubjective opinions of various
instruments. All other bank representatives sh#irisdopinion. For example, due to the
downward trend of interest rates, during the pastads practically all interest rate swaps
have made a loss for the buyer. This has causegamaes to form a reluctance to hedging
interest rates, which is based on a rather short-personal experience. All bank
representatives stated that due to human natumgares can have a relatively short
memory when it comes to this topic. Even more, Mievhets added that usually companies
are interested in hedging once the market hasdine@mved considerably against them. This

is again an issue that can be avoided, if coverdlded company’s financial policy.

Due to the fact that many companies in the samplea have a detailed financial policy,
several companies had also experienced a case thiedbank had included hedging

requirements in the loan terms.
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7. Conclusion
As previously mentioned, risk management is a wagéc with various approaches to

conducting research. Even with the company-speagroach used in this paper we can, in
short, say that there are several issues whereargegpand banks both share the same
opinion, however, there are still numerous diveogsn When looking at the hypotheses
presented in the paper then most of the hypotHeses strong confirmation or rejection.
The rejected hypotheses usually found strong ajppioythe banks. For example, most
companies in the sample did not have a writtemfirad policy that covers the treatment of
financial risks, while banks found that companiesudd have the aforementioned written
policy. In other words, most of the hypotheses weesented rather straightforwardly.
However, there are still issues where there wdferdnces among the companies, not to

mention the banks that argued unanimously agadiesspecific statements.

The authors presented five hypotheses in the papeder to explain the rationale behind
hedging/not hedging financial risks among the l&g®nian companies. Within the sample,
valuable information as well as interesting knowjedhas been gathered regarding the risk

management field as a whole.

The first two hypotheses found strong confirmatomong the companies. Firstly, all the
companies were aware of the financial risks thesevexposed to and how to theoretically
hedge them. Secondly, all the companies agreedh®anore significant a financial risk, the

more likely they were to hedge this risk.

When asked about the manager’s independence ohghkidging decisions, all but three
companies considered the decision to be rathepertient. The last hypothesis, which
concentrated on the cost effect on the hedgingsaecreceived mixed answers and cannot

be explicitly confirmed nor denied.

Based on the individual cases presented in therptq@eauthors were able to form answers
to the research question. However, due to the sizalof the sample, the answers to the
research guestion cannot be translated to be tlergjepractice of Estonian companies as a

whole.

As a result of the findings of this paper, the amhave identified several potential
implications for further research on the topicskEand foremost, as the sample only covers

15 large Estonian companies, then the most obwi@ysto continue the study would be to



Artur Luhadar, Karl Vaan 45

narrow the sample to a specific sector or a diffesize of companies, or a combination of
the two. The authors believe that the findings sinailar study among medium size
companies would be considerably different fromdhes in this study. Furthermore, another
topic the authors identified was that numerous @mgs in the sample found hedging, as a
whole, to be too expensive. A potential study fosasild be to identify the specific products

that companies find more expensive, as well asghsoning behind this.

However, as the most controversial finding of faper was regarding the presence of a
detailed financial policy in the company, the aushgee this as a definite phenomenon for a
further research. For instance, it would be of gre@rest to specify the effect of such a
financial policy in the company in order to show tralidity of the strong opinion of the
banks that such a policy should exist.
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Appendix 1. Questionnaire for companies

(1) Is your company exposed to financial risks, in yopinion?

If yes, then which?

Do you hedge these risks?

(2) Do you consider these risks/exposures to be sogmt?
(3) What makes a risk significant, in your opinion? @ample, the overall amount

under risk or the volatility of the underlying)
Would you say that this is the reason that you bdtgse risks?

(4) What kind of financial instruments do you use?

(5) How well do you consider yourself to understan@ficial instruments?
Do you consider yourself familiar with optionagtgies etc.?

(6) In your opinion, has hedging historically paid off?

(7) If a hedging activity yielded a NPV of 1Eur, theowid you still consider doing it?
Meaning that does the saved amount have to bdismmt, for you to decide to
hedge?

(8) What would you say are the main determinants inftireg your hedging decisions?

(9) Would you say that the overall global economic toitrimfluences your decision to
hedge a financial risk?

(10) How independent are you to make this sort of des(To hedge or not)

(11) Does your company have a financial policy/strategy?

How strict is this policy?
If there is room for “opportunistic” behaviour, wimin charge of these

decisions.
(12) Are you always involved in meetings where theséc®pre discussed?

Does it also cover hedging of financial risks?
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Specific questions regarding risk:

The following questions depend on the answers fpoerious questions.
Forex

What are the main currencies that’s fluctuation gioeiexposed to?

When deciding to hedge/not, do you also considar personal expectation of the exchange

rate?

Do you also consider your expectation of the oVenahtility of the rate? Would this make
you more likely to hedge?

Interest rate
Are you more likely to hedge when the loan schedulgith a longer duration?

When deciding to hedge/not, do you also considar personal expectation of future interest

rates?

Do you also consider your expectation of the oVenahtility of interest rates? Would this

make you more likely to hedge?
Commodities

When deciding to hedge/not, do you also considar personal expectation of future

commodity prices?

Do you also consider your expectation of the oVvexahtility of the commaodity price?
Would this make you more likely to hedge?

Do you treat commodity risk as you would treat igneexchange or interest rate risk?
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Appendix 2. Questionnaire for bank representatives

1)
)

Do you always determine a company’s exposure anfiral risks?
How do you determine a financial risk to be sigr@fit? Do you also take a

company’s natural hedges into account?

(3) What makes a risk significant, in your opinion? @aample, the overall amount

(4)
(5)
(6)
()
(8)

9)

under risk or the volatility of the underlying)

Are all/some of these processes governed by afgpguaideline/instruction?

How do you decide which financial instrument toaeenend to a customer?

In your opinion, is it always rational to hedgegngicant financial risk?

What makes you include hedging obligations in loavenants/terms?

Would you say that the global economic turmoil tregle you review previous
practices regarding identifying risks and suggeshiadging instruments?

In your opinion, should a company have a finangaicy that covers financial risk

management?

(10) What is your opinion of the following statements?

It is currently pointless to hedge risks as thepa@sts a considerable amount more
than spot rates and no-one forecasts interestniabeg in the medium-term.

If both your income and expenses are variable, tfeelging only one of these is
basically “shooting yourself in the foot”.

The spreads of less popular financial instrumeiceprare a lot wider, when offered
by local banks in Estonia.

Options are too expensive.

It is pointless for me to hedge my interest rag& biecause | may want to refinance or
renegotiate or even repay my loan before the cudeadline.

One should hedge more when margins are high, mgehethen margins are lower
and hedge more for safety when margins are very (Gammaodities)

A state-owned company should be more conservatigaiak-averse in financial risk
management.

Why should we hedge risks? If we are doing bad #uweare others in the industry.
Hedging never pays off; you are always on the psind. Especially in the case of

interest rates.



