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Abstract: Risk protection and precaution are noticeable present, especially in times of a pandemic
like Covid 19. However, it is not only in times of abruptly upcoming and unexpected situations like
Corona that companies and economic entities are exposed to opportunities and threats. Internal and
external developments that could influence the organization’s aims are defined as risks. Hence, it is
important to emphasize that every operational activity is associated with risks and is consequently
a challenge for companies. The purpose of this paper is to contribute to the identification and clas-
sification of individual risks. In this regard, the objectives and relevance of risk management are
highlighted. Through the accomplishment of a classic literature review and the application of a com-
parative methodology the procedure of how hedging instruments are applied, is elaborated. Twenty
articles in financial journals provide the foundation of this paper and indicates that various business
concerns have a high awareness of risks inherent in business transactions, although they are still
very hesitant to insert hedging instruments. Their uncertainties consist in defining and classifying
the relevant risks plus identifying the appropriate hedging methods for them. Thus, this research
can add new dimensions to hedging transactions and, particularly, express the benefits and oppor-
tunities of hedge accounting.
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1. Introduction

Risk exists in everything. After careful consideration and dissection of these words, it becomes clear
that no activity, no movement is without risk. When you go for a walk, there is a risk of falling and
breaking your foot; when you invest, you can lose your money. The same applies to companies. Internal
and external developments that could influence the organization’s aims are defined as risks (Wolf &
Runzheimer, 2003).

Especially in times of crisis, the concept of risk is widely discussed by the public and society. Current
events such as the still ongoing health crisis caused by COVID-19 or the war situation between Russia
and Ukraine are probably the most famous illustrations of risk. This causes companies must handle the
resulting economic implications. Therefore, thorough risk management should be an essential compo-
nent of economic decisions (Schwenzer et al., 2020). Recent market analyses and current research indi-
cate that risk management, which is defined by data collection, aggregation, evaluation, and reporting
is becoming increasingly important (Lange & Quast, 1995). Hedging transactions are conducted to re-
duce risks and compensate for any potential financial losses (Franz & Bauernfeind, 2016). Effective and
open handling of potential risks contributes to the higher achievement of corporate goals (Hornung et
al., 1999). Hedging transactions are conducted to reduce risks and compensate for any potential finan-
cial losses (Franz & Bauernfeind, 2016). There is no denying the subject's volatile nature.

Thus, the state of knowledge leads to the fundamental hypothesis of this paper, that the more measur-
able the value of risk, the greater the application of Risk management, especially Hedge Accounting.
The pandemic is expected to increase the usage of Hedge Accounting. The purpose of this paper is to
contribute to the identification and classification of individual risks. In this regard, the objectives and
relevance of risk management are high-lighted. The aim is to add new dimensions to hedging transac-
tions and, particularly, express the benefits and opportunities of Hedge accounting.
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The paper is divided into two major sections. Based on a literature review, chapter one of this paper
fundamentally reviews different types of risk in corporate setting (e.g., strategic, financial, and opera-
tional) and defines technical terms. Subsequently, the possibilities and trends of risk management, es-
pecially Hedge Accounting are listed and justified in detail. The second chapter describes the technique
utilized for the literature review as well as the findings achieved. Investigation is conducted into the
issue of how frequently listed Austrian companies employ hedging instruments. These practice-rele-
vant data will support the findings of the literature review.

2. Literature Review
2.1. Risks and uncertainties

2.1.1. The scientific definition of risks

There is no consensus on the origin of the term “risk” itself. Commonly occurring you can find the
assumption that the perception is derived from the Italian word “risico”, some is translated as ven-
ture or hazard. Basically, this means the possibility of a wrong decision due to human error or im-
perfect information.
In the financial glossary, the meaning of risk is not different. Risk implies uncertainty regarding the
expected returns on investments (Surbhi, 2017).
Nowadays risk describes the deviation of the recent result from the original expectation. The inter-
pretation is value-neutral, as the deviation from the result can be either positive or negative.

Risk is a danger that is simultaneously associated with an opposing opportunity.

2.1.2. Definition of uncertainty

Uncertainty refers to a situation, where multiple alternatives may result in a specific outcome. How-
ever, the probability of achieving the expected result is questionable (Surbhi, 2017). Insufficient in-
formation or knowledge about the present condition prevents defining or predicting future results
or events.

Uncertainty cannot be measured in quantitative terms. Probabilities are unknown.

2.1.3. Key differences between risk and uncertainty

Table 1. Differences Risk and uncertainty.

RISK UNCERTAINTY
meaning probability of win- implies a situation,
ning or loosing where the future event
something worthy is unknown
ascertainment measurable not measurable
outcome possible outcome is unknown
common
control monitorable not monitorable
minimization Yes No
probabilities assigned not assigned

source: Surbhi , 2017.

2.2. Risks in corporate life
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2.2.1. Different types of risk

Based on the definition of risk, it emerges, every transaction, taken in uncertainty, is characterized by
a risk factor that occurs to varying degrees (Wolf & Runzheimer, 2003). Thus, potential risk factors
must be recognized and identified in advance (Lange & Quast, 1995).

The following illustration provides an overview about various occurring types of risk in corpo-
rate life:

Figure 1. Overview of risk types.

corporate risk

internal risk o R external risk
financial risk operational risk

market risk

risk of liquidity

== Credit/loan risk of debt

source: Author’s review

Fundamentally, one distinguishes three main groups strategic risk, financial risk, and the operational
risk of a company (Meyer, 2008). The commercial risk embraces the strategic risk. In addition, the
various types of risks are divided into internal and external. The causes of external risks lie outside
the company, while the causes of internal risks can be influenced by the company (Schellenberger,
2008).

The focus of this paper concentrates on the financial risks and their management. Hence, the subse-
quent paragraph elucidated those financial risks, who appear frequently.

Financial risk refers to the possibility of incurring losses on a business venture or prospective ex-
penditure (Verma, 2022). It describes the chance that a company's cash flow does not allow to cover
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all commitments in the scenario of a financial risk. In government sectors, financial risk implies the
inability to control monetary policy and or other debt issues (Verma, 2022). This type of risk is one
with high priority for every business. A distinction is made between market risk, risk of liquidity and
risk of debt.

Market risk is triggered by fluctuations in the prices of financial instruments (Diller, 2008). Directional
Risk and Non-Directional Risk are two main categories for market risk. Directional risk can occur
from shifts in stock prices, interest rates, and other factors. On the other hand, volatility risks might
be non-directional risks (Verma, 2022).

The general interest rate risk is an illustrative example of a recognized market risk. Interest rate risk
is the term for variations in market interest rates caused on by a positive or negative deviation from
the expected outcome (Eichhorn, 2006). Furthermore, interest rate risk involves unexpected modifi-
cations to the current structure of rates. Thus, this sort of hazard is considered as external risk, which
an economic entity cannot influence in any way.

Risk of liquidity results from inability to complete due transactions. Asset Liquidity Risk and Fund-
ing Liquidity Risk are two categories for liquidity risk. Asset liquidity risk originates when there are
insufficient sellers or customers to execute buy and sell orders, respectively.

On the contrary, credit risk arises when an economic entity is unable to fulfill its obligations to coun-
terparties. The two categories of credit risk are sovereign risk and settlement risk (Verma, 2022). For-
eign exchange policies that are challenging to implement often result in sovereign risk. The other
perspective, settlement risk develops when one taxpayer receives but the other fails to comply out
the agreements.

Credit spread risk is a unique type of credit risk. Credit spread is the term used to describe the spread
between two interest rates, the hazardous interest rate and the risk-free interest rate, known as the
credit, spread. The yield of a transaction, put simply. The riskier the transaction, the bigger the yield.
Whether the default probabilities of interest and redemption payments are above, or average de-
pends on economic trends, which fluctuate daily, sometimes even hourly (Ramming, 2015).

2.2.2. Risk identification

The first step of successful risk management is identification. Before appropriate risk management
activities to minimize several risks are considered, the relevant uncertainties of the respective busi-
ness must be exposed.

The primary hazards to the company are the focus of risk identification. Typically, a SWOT analysis
(Strengths, Weaknesses, Opportunities, Threats) is the first step in identification process. A swot anal-
ysis examines the connection between the relevant weak points and the company's business aims
even while providing a general picture of a company's risk management. The aim of this analysis is
to identify the main internal and external factors that have an influence on the company's develop-
ment and value. The awareness of the risks present is the output, to put it simply.

The following methods have been established for identifying financial risks:

e Reviewing corporate balance sheets

e Studying statements of financial positions

e investigating the operating plan's inadequacies for the com-
pany

e Comparing metrics to other companies of the same industry

e Employing statistical analysis techniques to identify the com-
pany’s risk areas
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2.2.3. Risk classification

Risk classification is based on the outcome of the contemporary, regular, and complete identification
of corporate risks. To keep the classification simple and comparable, it is essential to find a standard-
ized definition of risks for the whole entity before starting the identification. The objective is a quan-
titative evaluation of the identified risks according to their probability of occurrence and possible
level of damage. After this analysis, a suitable risk strategy can be discussed.

In general, risks are classified during categorization to be assigned to the appropriate dimension of
the risk model. The next step is the risk assessment.

This is subdivided into two dimensions:

e Probability of occurrence
e Possible magnitude of impact

A risk map is used to visually display the outcome of the risk assessment. This serves as the founda-
tion for creating a risk management strategy.

2.2.4. Risk strategies

Identification and ensuing classification serve as the foundation for creating a viable risk strategy
(Kantox, 2019). By combating the potential concerns that have been identified, risk factors are re-
duced.

A general overview of how risks can be managed in businesses is shown in the accompanying
graphic:

Figure 2. Risk strategies

source: Author’s review

To avoid risks, a business operation must eliminate refrain from engaging in an activity that entails
those risks. It works well to prevent losses for a business, but it also has the unintended consequence
of sacrificing the chance to make money (Wanner, 2020).

The process of minimizing a risk's impact and probability of occurrence, along with the risk factor, is
known as risk mitigation (Wanner, 2020). Essentially, a distinction is made between cause- and effect-
related risk minimization. Effect-related means that precautions are taken against possible effects of
the risk. Cause-related means that the risk itself is acted upon, such as in the case of automatic shut-
down of a machine when a certain engine temperature is exceeded.

Risk management must determine how significant the risk entails for the organization. Carrying risks
implies fully accepting the danger and resting there.
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When risks have a financial consequence, they are frequently transferred. A typical example is insur-
ance. Nevertheless, clauses and other comparable terms generally belong to the category of risk trans-
fer, whereby risk is transmitted (Wanner, 2020).

2.2.5. Risk management

Risk management is often considered to be the process of minimizing or reducing risks. The goal of
risk management is not the complete elimination of risks or the creation of perfect security. Rather,
successful risk management focuses on conscious and controlled risk-taking to secure the associated
opportunities (Fasse,1995). Scope for action is set for the management of a company so that it can
successfully adapt to changing conditions and continue to exploit future potential for success (Hor-
nung et al., 1999).

The following risk management principles can be encapsulated:
e preserving the business's existence
e preserving future success
e market value increase of the economic entity

e minimizing or lowering risk-related expenses

Figure 3. Risk management process

Risk

Management

source: (Fasse, 1995)

To achieve these requirements, risk awareness is the first step. Therefore, the management must
demonstrate this awareness and error-tolerant culture. This can initiate a continuous risk manage-
ment process that includes identification, assessment, control, monitoring, and reporting.

Risk management changes the culture of a business organization. Companies that tend to focus more
on risk management tend to be more proactive as compared to other companies which can be reac-
tive. Risk management forces the companies to take a hard look at each of their business processes
and decide what can possibly go wrong. This detailed what-if analysis helps companies become more
proactive and forecast probable issues. Businesses that heavily utilize risk management typically
have fewer business interruptions.

With proper procedure every company can prepare for any potential shocks. On the one hand, the
daily issues are dealt with, but catastrophic situations are also considered. Despite the minimal like-
lihood of actual disasters occurring, every economic organization should be ready for them. More
than ever, the still-going Corona crisis has demonstrated this. The unexpected lockdown and total
shutdown of the economy took many businesses off guard, and many lacked a backup plan (Fasse,
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1995). In times of crisis, awareness, and management to minimize losses and keep them under con-
trol. It also improves competitiveness. Effective risk management also assists in the creation of budg-
ets. Business processes are continually improved, and this leads to a greater understanding of them,
which also results in more knowledge when it comes to budgeting. One can make a more precise
projection.

Risk management may be summed up as a creative yet controlled process of becoming ready for any
event that might arise in the future.

2.3. The hedging of risks

2.3.1. Hedging

Risk management with derivative financial instruments is referred to as hedging (Lange & Quast,
1995). To reduce risks and compensate potential asset losses, hedging transaction are concluded
(Franz & Bauernfeind, 2016). A hedging relationship requires an underlying transaction and a and a
corresponding hedging transaction.

According to the international accounting standard board (IASB) definition, recognized assets and
liabilities, off-balance sheet liabilities, unrecognized firm commitments (e.g., a machine that has al-
ready been ordered but will only be delivered in the (e.g., a machine that has already been ordered
but will not be delivered until the following year). serve as an underlying transaction (Ferro, 2015).
Hedging instruments are designated derivative or non-derivative assets, financial liabilities or finan-
cial liabilities whose fair value or cash flows are expected to offset changes in the fair value or cash
flows of a designated hedged item. Financial instruments that are primary and derivative can both
be utilized as hedging tools.

Different hedging strategies can be distinguished. Basically, it has to be decided whether a single
transaction (Micro-Hedging), several similar transactions (Portfolio-Hedging) or a portfolio of differ-
ent risks (Makro-Hedging) is to be hedged (Buschmann, 1992). With micro-hedging, a single, pre-
cisely defined forward position is hedged (Steiner et al., 1995). The hedged item and the related hedg-
ing instrument can be clearly assigned to each other. Similar underlying transactions are pooled to-
gether and hedged as one distinct underlying transaction in a portfolio hedge. Contrary to micro
hedges, a direct distribution of gains and losses resulting from the underlying holdings and hedging
instruments is not conceivable.

Macro hedging involves hedging one or more underlying transactions of different types. As opposed
to the micro hedge and portfolio hedge, this hedging strategy accounts for the existing countervailing
risk-compensating effect and mitigates the risk associated with the overall position of the bank's port-
folio (Scheffler, 1994).

2.3.2. Hedge Accounting

Hedging concentrated on financial risks. It addresses reducing ventures plus compensation of poten-
tial asset losses via corresponding safeguards (hedging) transactions. Hedge Accounting is the deno-
tation for the illustration of these hedging activities. The requirements for Hedge Accounting are
regulated by the accounting standards of the international accounting standard board IAS 39 and
IFRS 9. Companies have the suffrage to choose between both standards for their annual reporting.

If a business has hedged its risks and engaged in hedging, this procedure must also be followed. The
consolidated financial statements must also provide a numerical representation of this process.
Hedge accounting's goal is to reveal how an entity's risk management has an impact on its financial
position. Both IAS 39 and IFRS 9 distinguish between the hedge accounting models of fair value
hedge, cash flow hedge and net investment hedge.
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Changes in the market value of assets that have already been recognized are offset by the fair value
hedge. Changes in the fair value of firm commitments that occur off-balance-sheet are hedged. The
cash flow hedge protects against the risk of volatility by hedging fixed or highly probable future cash
flows. Net foreign investment investments are protected from currency risk by the net investment
hedging (IASB, 2019).

An explanation of hedging and subsequent hedge accounting is shown in the diagram below:
Figure 4. Example for hedging — cashflow hedge

[ What is hedging? ] IFR§ ho;

= designating one or more hedging instruments so that their change in fair value

is an offset to the change in fair value or cash flows of a hedged item
Hedging
instrument

Enters intoforward contract to sell

Sells goods for 20 mil. EUR
payment expected in 9 months

l AFTER 9 MONTHS: | Receives 20 wil. EUR

source: (CPDBox, 2022)

In this example a US company and sell some goods to European customers for let us say 20 million
euros. The European customers invoice is due in 9 months. However, we are afraid that due to foreign
currency rate fluctuations we will get significantly less in US Dollars. Therefore, it enters into offset-
ting foreign currency, we make a forward contract with the bank to sell them 20 million euro for some
fixed rate after nine months. This is a common example for a cash flow Hedge.

Summarized the benefits out of Hedge Accounting are the following;:

e P&L volatility is minimized
e Creditworthiness goes up
Banks and other lending institutions extend credit to compa-
nies based on their creditworthiness, which is determined by
several factors. Predictability in future earnings is also a posi-
tive factor in creditworthiness.
e Executives can also benefit
Executive compensation is usually tied to company perfor-
mance, which is often measured in quarterly earnings. When
earnings are impacted by FX gains and losses caused by hedg-
ing exposure, this can also have an impact on executive com-
pensation. By smoothing out the P&L, compensation can be
more accurately calculated.
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3. Methodology

Objective and research question

Risk management and its hedging are integrating, according to scientific community. This article as-
sumes that the measurability of a risk has a significant influence on the risk management activities of
a company and that hedging instruments are increasingly used due to crises such as the currently
ongoing Covid 19 crisis. Based on a traditional literature review, the existing scope of various risks is
elaborated and possibilities for hedging them are identified. The aim is to add new dimensions to the
risk managers' education and to show the associated benefits. The primary research questions "How
do I identify a risk and its measurability?" and "Are hedging methods such as hedge accounting in-
creasingly used in times of crisis?" accompany the entire research process and form the basis for the
technique section of this article.

The emphasis of the technique section is on a descriptive frequency analysis regarding the use of
hedge accounting in Austria. The aim is not to present a thorough investigation of which risks are
hedged with which hedging instruments. The aim is to reflect the current state of risk identification
and to use concrete examples, ten well-known listed Austrian companies, to question whether the
use of hedge accounting has increased over the duration of the Corona pandemic and whether the
basic hypothesis that crises increase the use of hedge accounting can be confirmed.

Clarification of the evaluation method

This paper used a quantitative research approach. Following the completion of the classical literature
research, ten listed Austrian companies were analyzed, and their published annual financial state-
ments and annual reports were collected. During the research, only documents published in the Wie-
ner Zeitung were used. There were no restrictions regarding the companies' sector, such as concen-
trating on certain industries. The main argument for using all sources was to capture the widest pos-
sible range of background information on the existing risk management system of Austrian compa-
nies. However, it was obvious that only literature based on sound, comprehensible sources was in-
cluded in the analysis. All the underlying documentation focuses on publications in 2019, before the
pandemic, and 2020, during the pandemic.

Each company has a different focus in its publications, so the consolidated financial statements were
categorized in a first step. The underlying objective was to filter which company applies hedge ac-
counting and which does not. This compilation was done for 2019 as well as for 2020. The following
figures were outlined:

Table 2. categories usage of Hedge Accounting.

Usage of Hedge No usage of Hedge

Accounting Accounting
2019 6 4
2020 7 3

source: Author’s own design

4. Results

As stated in the previous chapter, the quantitative research for this work was conducted by
building categories for the criteria if Hedge Accounting was used in the annual statement or not. The
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hypothesis that in times of crisis during the COVID 19 pandemic the usage of Hegding increases was
investigated. The period2 2019 and 2020 were analyzed.
The compilation of the results showed the following outputs:

Figure 5. Usage of Hedge Accounting 2019.

usage of Hedge Accounting 2019
ATX companies Austria

Yes
60% = No
source: Author’s own design
usage of Hedge Accounting 2020
ATX companies Austria
Yes
= No

70%

Figure 6. Usage of Hedge Accounting 2020

source: Author’s own design

The results clearly show that the use of hedge accounting has not changed or increased significantly
despite the ongoing pandemic. Finding six hits in 2019, seven out of ten companies are using hedge
accounting in 2020. That is not a significant difference.

This partly refutes the hypothesis and shows that many companies are certainly aware of potential
risks, although, they are still very hesitant to insert hedging instruments.
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5. Discussion

The entire research of this article was accompanied by the basic hypothesis that the more measurable
the value of risk, the greater the application of Risk management, especially Hedge Accounting. It
supports the fundamental hypothesis that the Covid 19 pandemic is expected to increase the usage
of Hedge Accounting.

The activity of risk management is facing a transformation. The literature confirms that risk manage-
ment is becoming increasingly important and extensive. Digitization can provide optimal support in
this regard. Risk identification and subsequent classification are the basic building blocks of success-
ful risk management. Looking at the results of the underlying descriptive frequency analysis, it is
surprising to see that companies have not significantly increased the use of hedge accounting in their
financial statements despite the ongoing pandemic and contrary to expectations. It can be assumed
from the results that Austrian companies are aware of existing risks, yet there seems to be uncertainty
about the right hedging strategy. According to the literature, there is a suitable hedging instrument
for every risk that occurs. However, choosing the right hedge seems to be challenging in practice.
Deloitte also supports this assumption and emphasizes in its publications that companies are gener-
ally well informed about existing risks but lack the expertise regarding the right hedging strategy
(Deloitte, 2016, p.5). The cost factor of professional advice makes companies shy away from involving
an expert here.

Risk management expands its competences. However, this also goes hand in hand with newly emerg-
ing risks. More captured data also means more attack surface for external hackers who want to access
internal company data. The know-how of risk management must change the focus is on putting to-
gether the right packages of measures. For this, the necessary knowledge must be acquired.
Therefore, it is worth mentioning that experience with hedge accounting is currently still very limited
and has considerable growth potential (Deloitte, 2016, p.5).

This paper is limited to a quantitative investigation of whether hedge accounting is used in Austrian
listed companies. The literature was consulted to qualitatively support the results, but not to deter-
mine the future hedging instruments to be recommended. Subsequently, it would be interesting to
examine exactly the relevant possibilities of risk management in relation to hedge accounting based
on concrete entrepreneurs, related to the respective industry, and to show the advantages or also
limitations of certain hedging instruments. The present study is limited to a first impression of the
Austrian market about hedge accounting and does not offer any representative results.

6. Conclusion

In conclusion, it can be stated that digitalization is becoming more and more important around risk
management. The Big 4 firms provide information and support around hedge accounting and the
risk identification and risk classification that is necessary in advance. It is important to emphasize
that they are aware that the risk management sector will be affected by the changes brought about by
digitalization. It is obvious that risk management will evolve. The hypothesis that the more measur-
able a risk is, the greater the application of risk management can be confirmed. However, the descrip-
tive frequency analysis shows that no clear statement can be made between the correlation of crises
and the application of hedge accounting. Risk management and hedge accounting go hand in hand.
This confirms the basic assumption that hedge accounting is applied on the Austrian market, even if
only very hesitantly. However, it would be interesting to know which specific hedging instruments
should be used for which type of risks and how hedge accounting could become more transparent
for companies. This is where the further research of this article comes in, by going through the process
of functioning hedge accounting step by step to find out which possibilities lie behind it and which
methods could be relevant for companies in the future.
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