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R R R 446,517,683 191,218,035 2,546,136,516 833,443,698
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AR 27 —592,455,527 | —591,258,238 | —674,843,825 | —674,373,379 | —673,412,583
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CH 8> 2006EFH 2009E7HK| 4453 MPETLE I MY 24
(1) MFaefE 2A
(29 - H9)
T £ 20064 20074 2008 | 2000¢
TAE AR
ZAp5k 8,989,184,715 | 10,560,624,429 | 26,084,117,668 | 20,187,524,290
EX R 6,767,042,440 | 8,750,700,310 | 23,760,015,323 | 17,346,962,643
S 2222,142275 | 1,809,924,119 | 2324,102,345 | 2,840,561,647
B &(FAHE) 304.53% 483.48% 1022.33% 610.69%
A E W
B3} =k 1,071,019,208 526,147,808 | 4223321471 | 2,189,873,751
3 Al APk 0 0| 8,572,553,159 | 4,725,802,521
S = 5A) 546,237,547 412,747,185 | 8,486,851,102 | 4,370,462,511
217 Al R A 0 0| 4,030,483,157 | 2,446,705,487
HBGE A7t s A9
A 7,918,165,507 | 10,034,476,621 | 13,288,243,038 | 13,271,848,018
B3 6,220,804,893 | 8,337,953,125 | 11,242,681,064 | 10,529,794,645
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T+ 2 20064 20074 20084 2000\
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The Effectiveness of Exchange Rate Risk
Management Practice by the Korean Shipbuilders

Jeongsun Kim" - Jun—Yong Shim" - Manwoo Lee™""

<{Abstract>

Shipbuilders typically face the risk of uncertain future cash flow due to the change in exchange
rates because their operations largely depend on U.S. Dollar denominated foreign orders for
generating revenue. In order to manage currency risk exposure and reduce the firms’
vulnerabilities from major exchange rate movements, they often enter into forward contracts that
fix the rate at which they can convert the foreign currency into the domestic currency at pre-
specified time in the future.

Prior studies suggest that active currency risk management using the financial derivatives have
positive impact on the capital market by increasing firm value (Aretz and Bartram 2010 ; Kwon
et al. 2011), signaling the manager’s ability (DeMarzo and Duffie 1995), and enhancing the
usefulness of accounting information (Lee and Shin 2013). Hedging activities, however, also have
downsides. For example, unrestricted use of the derivatives instruments can lead to a large loss
that can haunt the firm’s entire operations. In addition, there is a fair chance that using hedge
accounting may mislead the investors regarding the firm’s performance and financial position by
distorting the economic substance of the entity’s risk management activities.

This study analyzes the real -world effectiveness of financial derivatives as part of the hedging
practice by the Korean shipbuilders. For many firms in the industry, significant depreciation of
Korean Won in 2008 at the onset of the global financial crisis resulted in a large loss from the
change in fair value of the outstanding forward contracts. Inaccurate reflection of the firm’s
economic reality in the financial statements called for a change. In order to prevent capital
impairment by some firms, the Financial Supervisory Service revised the rules of hedge
accounting to permit the use of fair value hedge accounting.

The results of this case study suggest that the shipbuilders using the forwards showed lower
profit ratios and more stable debt ratios than would have shown otherwise. By entering into the
forward contracts, companies not only incurred revaluation losses but also forfeited large sales
revenue when foreign exchange rate rose suddenly. This result implies that the foreign currency

hedging strategies using the derivatives was ineffective.

* Ph. D Student, Korea University Business School, kjsun@korea.ac.kr, 010 —2596—9838
** Ph, D Student, Korea University Business School, simjunyong@korea.ac.kr, 010—7799—9911
##%% Professor, Korea University Business School, leemm@korea.ac.kr, 02—3290—1927
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The results of this study suggest that the hedging activities undertaken by these firms should be
evaluated more strictly by carefully analyzing the economic implication behind them. Caution
should be given for the ineffective exchange rate risk management as any inadequate treatment of
the risk can be penalized by the investors.

<Key words> Financial Crisis, Shipbuilders, Derivatives, Hedge Accounting
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