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Abstract

We document that gold mining firms have consistently realized economically significant cash flow

gains from their derivatives transactions. We conclude that these cash flows have increased

shareholder value since there is no evidence of an offsetting adjustment in firms’ systematic risk. This

finding contradicts a central assumption in the risk management literature that derivatives

transactions have zero net present value, and highlights an important motive for firms to use

derivatives that the literature has hitherto ignored. Although we find considerable evidence of

selective hedging in our sample, the cash flow gains from selective hedging appear to be small at best.
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The company recognizes that opportunities may exist to improve spot exchange rates
as well as gold and silver spot prices through hedging.—Placer Pacific Limited,
Annual Report, 1996.

We won’t hedge our gold reserves! We believe gold prices are going to rise!—Franco-
Nevada, Annual Report, 1999.

1. Introduction

The above statements are puzzling because the existing theories of corporate hedging
assume that the use of derivatives does not itself increase a firm’s value. Rather, the use of
derivatives is thought to add value by alleviating a variety of market imperfections through
hedging. Why, then, do some firms claim that ‘‘hedging’’ (as in the case of Placer Pacific) or
‘‘not hedging’’ (as in the case of Franco-Nevada) can directly enhance their revenues?
First, it is possible that managers believe that they can create value for shareholders by
incorporating speculative elements into their hedging programs. It is also possible that the
pricing of derivatives contracts in some markets gives rise to positive derivatives cash
flows. These issues have received little attention in the literature on corporate risk
management, possibly due to a lack of adequate firm-specific data on derivatives usage.
We address the question of whether using derivatives is intrinsically valuable by

examining a unique database that contains quarterly observations on all outstanding gold
derivatives positions for a sample of 92 North American gold mining firms from 1989 to
1999.1 This data set allows us to infer and analyze on a quarterly basis over a ten-year
period the actual cash flows that stem from each firm’s derivatives transactions. We
compare the actual cash flows with benchmarks to determine both whether firms make or
lose money using derivatives, and what the sources of these gains or losses may be.
We find that the firms in our study generate positive cash flows that are highly significant

both economically and statistically. Moreover, these positive cash flows are statistically
significant in both rising and falling markets. Our sample firms realize an average total
cash flow gain of $11 million, or $24 per ounce of gold hedged per year, while their average
annual net income is only $3.5 million. The bulk of the cash flow gain appears to stem from
persistent positive realized risk premia, i.e., positive spreads between contracted forward
prices and realized spot prices. We find no evidence that the use of derivatives has
increased the systematic risk for the firms in our sample. These findings imply that firms’
derivatives transactions translate into increases in shareholder value.
Furthermore, we find considerable excess volatility in firms’ hedge ratios over time,

which is consistent with evidence provided by Dolde (1993) and Bodnar et al. (1998) that
managers incorporate their market views into their hedging programs. Stulz (1996) refers
to this type of speculation as ‘‘selective hedging.’’ However, we find that the average cash
flow gains from selective hedging are small at best.
We make two major contributions to the risk management literature. First, we show that

a central tenet of hedging theory, that derivatives transactions have zero net present value,
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1An extensive literature studies hedging activity in the gold mining industry. See, for example, Tufano (1996,

1998), Shimko and McDonald (1997), Petersen and Thiagarajan (2000), Chidambaran et al. (2001), and Adam

(2002). Tufano’s 1991–1993 data set and our 1989–1999 data set share a common source, namely, the quarterly

survey conducted by Ted Reeve, an analyst at Scotia McLeod, of outstanding gold derivatives positions at major

North American gold mining firms.
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