
Lecture 6
Natural Hedging, Diversification and 
Insurance

� Implementing Natural Hedges
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� Diversification and Risk Management

� Various Forms of Portfolio Insurance

� Risk Management in Agriculture



What is a Natural Hedge?

� A natural hedge is the reduction in financial risk that can arise from an 
institution’s normal operating procedures. 

� Example, a company that has a significant portion of its sales in one 

country will have a natural hedge to at least part of its currency risk if it 

also has operations in that country generating expenses in the currency. 
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also has operations in that country generating expenses in the currency. 

Firms may act to increase natural hedges by changing sourcing, funding, 

or operational decisions, but natural hedges are less flexible, and more 

difficult to reverse, than financial hedges.

� The values of life insurance and annuity liabilities move in opposite 

directions in response to a change in the underlying mortality. Natural 

hedging utilizes this to stabilize aggregate liability cash flows.

� Natural hedges can be sources of sustainable corporate 

advantage.



Natural Hedges and Competitive Exposures

� Natural hedges involves making adjustments to 

marketing, production and capital structure to deal 

with competitive exposures

� Associated with inherent differences in competitiveness 
across firms in a given business sector due to differing 
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across firms in a given business sector due to differing 
exposure to particular risks, e.g., FX, interest rate

� Natural hedging is a long run, strategic process (vs. transactions 

hedging

� Financial institutions have inherent natural hedges, e.g., 

FX swaps, deposit/loan portfolios

� Not immune to problems such as duration gap



Accounting vs. Economic Exposure

� A key element in the development of a risk management philosophy 
is the method of measuring risk;  Reading: RSD, p.151-6.

� Accounting exposure measures on a transaction by transaction 
basis.  This approach is reflected in conventional textbook 
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basis.  This approach is reflected in conventional textbook 
presentations of a risk management involving derivatives that 
assumes that there is only one transaction of interest. 

� Economic exposure measures attempt to assess the impact of a 
specific financial or commodity price on the firm’s net cash flow.  
(Possible to run regressions.)



Hedging Corporate  Economic FX Exposure

� See headline on next slide for example of economic 

exposure.  See discussion in RSD, p.157-8

� How to measure the exposure?  Optimal hedging theory 

provides a regression
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provides a regression

� Is it necessary to hedge this risk?  PPP arguments 

provide a theoretical rationale for not hedging

Reading: RSD, p.161-3



Jump to first page



Questions Relevant to Formulating Natural 
Hedging Strategies for FX Exposure

� 1.  What is the foreign/domestic breakdown of sales?

� 2.  Are the company's key competitors foreign or domestic?

� 3.  What is the short and long run price elasticity of demand for 
firm output?
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� 4.  What is the foreign/domestic breakdown of production 
activities?

� 5.  What is the foreign/domestic breakdown of input sources?

� 6.  What currency is used to determine the firm's inputs and 
outputs?



Connection to Enterprise Wide Risk Mgmt.
(from Lec. 5)

� What is Strategic Risk Management?

Strategic risk management is the process of identifying, 
implementing and monitoring systems for managing  
the range of risks confronting the firm.
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the range of risks confronting the firm.

In the consulting industry (CI), strategic risk management 
corresponds to enterprise-wide risk management. CI 
refits often emphasize decision support systems, IT 
methods.  

���� the construction of natural hedges is a 
fundamental, if unrecognized, part of ERM



Diversification and Risk Management:
Preliminary Concepts
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Methods of Managing Risk (from Lec. 5)

� The actuarial science approach.  Deals with 

insurance risk where the random variable of 

interest is a loss function taking a value of 

either X(t) (the size of the loss) or zero.  
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either X(t) (the size of the loss) or zero.  

� Risk can be avoided; risk can be transferred; 

risk can be shared; risk can be reduced; and 

risk can be retained.

Reading:  RSD, p.120-2.



The Insurance Principle:
Independent Random Variables and Zero Risk
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Some Useful Definitions
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Definitions continued
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Examples
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The Minimum Variance Portfolio, 2 Assets
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