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Exhibit 10.8 Estimated Sales and Expenses for Madison's U.S. and Canadian Business
Segments (in Milkons)
U.S. Business Canadian Business
Sales $320 C$4
Cost of matertals $50 C$200
Operating expenses $60 —
Interest expenses $3 cs$10
Cash flows $207 -C$206

Exhibit 10.9 Impact of Possible Exchange Rates on Cash Flows of Madison Co. (in Milions)

Exchange Rate Scenario

Sales
(1) US. sales $32000 $32000 $32000
-7 & -G A
() Canadian sales C$4= $ 300 c$4= § 320 C84= § 340 Z v 27 7w
@) Total sales in US. § $323.00 $323.20 $323.40 .
Cost of Materials and Operating Expenses ‘t%/ ?‘l S
{4)US. cost of materials $ 5000 $ 5000 $ 5000 »Y @ T ‘ﬂ '{ﬁ mx
(5) Canadian cost of matoriats 05200 =  §15000 C$200 =  $160.00 C$200 =  $17000 -
e s im0 . 7 B B 7
6) Total cost of materials inUS. § $20000 $21000 $220.00 .’z-ﬁv)\ @ n x% /
(7) Operating expenses $ 60.00 $ 60.00 $ 60.00
Interest Expenses.
(8) US. interest expenses $3 $3 $3
(9 Canalian inerest expenses c$10= $75 C$0= $B c$10 = $ 850

(10) Total interest expenses in U.S. $ $10.50 $11.00 $11.50

Cash Fows in U.S. Dolars bofore Taxes | ss250 s §3190



Exhibit 12.1 Original Impact of Possible Exchange Rates on Cash Flows of Madison Co. (in Milhons)

Exchange Rate Scenario

C$1 =875 Cs$1 = $.80 Ccs1 85
Sales
(1US. sales $320.00 $320.00 $320.0(
(2) Canadian sales35, & L. ?@z _ 300 c84= _ 320 c$4 34(
(3) Total sales n US. $ $323.00 $323.20 83;!
Cost of Materials
(4) U.S. cost of materials [% $ 50.00 $ 50.00 50.01
(5) Canadian cost of materials 35, 4~ /i gé§= _150.00 cszoo/ _160.00 8200 =/|7om
(6) Total cost of materials in US. § $200.00 $210.00 E
(7) Operating expenses $ 60.00 $ 60.00 $ 600
Interest Expenses
(8) U.S. interest expenses Y s 3 $ 3 $ 3
(9) Canadian intevest expenses 333, 4 374 it CS10)= 75 c$10 -/__a c$10 '/i
(10) Total interest expenses inU.S. § $ 105 s $ nsl
Cash flows in U.S.
dollars before taxes $ 5250 $ 4220 $ 319

Exhibit 12.2 Impact of Possible Exchange Rate Movements on Eamings under Two Alternative Operational Structures (in Milkons)

Exchange Rate Scenario CS$ = $.80 Exchange Rate Scenario C$ = $.85

Exchange Rate Scenario C$ = $.75

Original Proposed Original Proposed Original Proposed
Operational Operational Operational Operational Operational Operational
Structure Structure Structure Structure Structure Structure

(1) US. sales $3200 $32000 $32000 $320 $320.00 $32000
(2) Canadian sales 'r 320 Cs0= _16 C84= 340 CS20= _ 1700
$336

$ 62

(7) Operating expenses $ 60

e v SLL RIS LY T TN

8) US. Interest expenses 1“ $ 30 $ 100 $ 300 $ 7 3.3 $- 700
() Canadian interest expenses ap=_ 78 o8- _% o= 8w o _4 C$10= _ B850 C$5= _ 425
(10) Total interest expenses n US. § $105 $ 1075 $ 100 s $ 11.50 P RLY- ]
(11) Cash flows in U S. dofers beore tases $ 525 $ 25 s 22 se $ 39 $ 3875
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Expediting the analysis with computer
spreadsheets
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Exhibit 12.4 How o Restructure Operations to Balance the Impact of Currency Moverments
on Cash Inflows and Outflows

Recommended Action Recommended Action

When a Foreign When a Foreign

Currency Has a Greater Currency Has a Greater
Type of Operation Impact on Cash Inflows Impact on Cash Outflows

Sales In foreign currency units Reduce foreign sales Increase foreign sales
Reliance on foreign supplies Increase foreign supply orders Reduce foreign supply orders
Praportion of debt structure Restructure debt to increase debt Restructure debt to reduce debt
representing foreign debt payments in foreign currency payments in foreign currency
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A case study

Savor Co.'s dilemma

Assessment of economic exposure

Assessment of Each unit’s exposure

Identifying the source of the unit’s exposure
Possible strategies to hedge economic exposure

Exhibit 12.8 Assessment of Savor Co.'s Cash Flows and the Euro's Movements

(1) (2) (3) 4) (5)

Change in Change in Change in Change in

Unit A's Unit B's UnitC's Total Cash the Value
Quarter Cash Flows CashFlows Cash Flows Flows the Euro

1 . )
2 0 1 3

3 i 6 -1

4 1 1 1 -1

5 4 -5

. -1 ' 2 -5 b S
7 ] 3 1 4

9 ! 1 -4

Assessment of Each Unit’s Exposure

[o determine the source of the exposure, Savor applies the regression model scpa
rately to cach individual unit’s cash flows. The results are shown here (apply the re
gression analysis yourself as an exercise):

Slope Coefficient

c Coetficient = .45, which is statistically
significant (R-squared = .80)



Measuring Economic exposure

Sensitivity of cash flows to exchange rates

Using Regression Analysis to Measure Economic
Exposure. A firm’s economic exposure to currency movements can also be as
sessed by applying regression analysis to historical cash flow and exchange rate data as

follows:
PCF,= ag + aye, + p,
where

PCF, = percentage change in inflation-adjusted cash flows mcasured
in the firm’s home currency over period ¢
¢, = percentage change in the direerexchange rate of the currency
over period ¢
w. = random error term
a, = intercept
a, = slope cocfficient
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Managing translation exposure

Translation exposure occurs when an MNC translates each
subsidiary’s financial data to its home currency for consolidated
financial statements.

Even if translation exposure does not affect cash flows, it is a
concern of many MNCs because it can reduce an MNC'’s
consolidated earnings and thereby cause a decline in its stock
price.

Accounting methods(FASB-52)

1.The functional currency of an entity is the currency of
economic environment in which the entity operates.

2.The current exchange rates as of the reporting date is used to
translate the assets and liabilities of a foreign entity from its
functional currency into the reporting currency.

Accounting methods(FASB-52)

3.The weighted average exchange rate is used to translate
revenue, expenses, and gains and losses of a foreign entity
from its functional currency into the reporting currency.

4 Translated income gains or losses due to change in foreign
currency values are not recognized in current net income but
are reported as a second component of stockholder’s equity; an
exception to this rule is foreign entity located in a country with
high inflation.

Accounting methods(FASB-52)

5.Realozed income gains or losses due to foreign currency
transactions are recorded in current net income, although there
are some exceptions.

PREE
REINF A EEREBERHBER
ERiEISTNCIFS

Atranslation and remeasurement

Determinants of Translation Exposure

1.Proportion of its business conducted by foreign subsidiaries.
2.Location of foreign subsidiaries

3.Accounting methods



Remeasurement/Translation

Foreign Subsidiary Foreign Subsidiary Foreign Subsidiary
Foreign currency Foreign currency Foreign currency

Functional currency

Remeasurement

? 2 @ ﬂaf_% Functional currency Translation Remeasurement

Translation
Functional currency
Parent Company Parent Company Parent Company
Reporting currency Reporting currency Reporting currency

Foreign Currency Remeasurement € Translation

Subsidiary Subsidiary Parent Company
F Functionol Reporting
@ C:rr::\'::u > Currency: > Currency: -

Pl currencies, but needs to remeosure Convert subsidiory functional
its finonciols to its functionol currency to reporting currency
currency for reporting of Porent company.
Step 1) Remeasurement: Step 2) Translation:
Reported Reported Reported Reported
onl/s  inOCI onl/S inocl
Gains: & X Gains: » &

Losses: " X Losses: X ]




Managing translation exposure

Use of forward contracts to hedge translation exposure

If the pound depreciates over the year such that the average weighted exchange rate is
$1.50 over the year, the subsidiary’s earnings will be translated as follows:
{$4AR Translated carnings = Subsidiary carnings x Weighted average exchange rate
= 20 million pounds x $1.50
= $30 million

Faref WOYk ;

If the exchange rate had not declined over the year, the translated amount of earnings would

have been $32 million (computed as 20 million pounds X $1.60), so the exchange rate move

ments caused the reported earnings to be reduced by $2 million
However, there is a gain from the forward contract because the spot rate declined over
the year. If we assume that the spot rate is worth $1.50 at the end of the year, then the gain on

the forward contract would be:

Gain on forward contract = (Amount reccived from forward sale) = (Amount
paid to fulfill forward contract obligation)

= (20 million pounds x $1.60) -
(20 million pounds x $1.50)

= $32 million = $30 million
= $2 million
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