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Abstract. Behavioral finance theory proposes that cognitive biases, like over-
confidence, loss aversion, and anchoring, have a strong impact on corporate de-
cision-making. This paper explores their impact on foreign exchange (FX) risk
management through three real-life case studies involving large multinational
and Chinese firms. Each case identifies the prevalent behavioral bias linked to
managerial actions and analyzes its consequences. The cases include
Volkswagen’s 2003 partial hedging strategy (anchoring and overconfidence),
CITIC Pacific’s speculative currency bets in 2008 (overconfidence and “gam-
bling” behavior), and Chinese airlines’ under-hedging during the 2014 renminbi
volatility (anchoring and loss aversion leading). This article draws on financial
reports, media coverage, and academic research to demonstrate how biased deci-
sions led to sub-optimal FX risk management and significant financial losses.
The implications for corporate risk management practices are summarized, with
emphasis on the importance of recognizing and mitigating behavioral biases.
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1 Introduction

Managing foreign exchange risk in an increasingly globalized economy is a key respon-
sibility for firms operating cross-border businesses. Exchange rates affect the value of
the firm and are a major source of uncertainty for multinationals, typically fluctuating
four times as much as interest rates and ten times as much as inflation [1]. Firms with
extensive foreign exchange-rate exposure and economies of scale in hedging activities
are more likely to use currency derivatives [2]. And the degree to which firms use de-
rivatives is related to its exposure through foreign sales and foreign trade [3]. A growing
body of research indicates that managerial traits, often overlooked in traditional risk
management theories, play an important role in firms' hedging decisions [4]. As indi-
viduals, managers are prone to behavioral biases influencing corporate financial deci-
sions and risk management, like overconfidence (overpredicting the ability to foresee
or influence foreign exchange movements), loss aversion (preferring to avoid losses
rather than realizing gains), anchoring (overreliance on past exchange rates or trends),
and herd effect [5]. These behavioral biases result in under-hedging, over-hedging and
even speculation in the guise of hedging.
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Previous work in behavioral corporate finance has shown how managerial biases
influence a variety of firm policies (investment, acquisitions, financing), and recent
work has extended this to risk management decisions [6]. For example, overconfident
CEOs consider themselves better-than-average, are involved with over-investment [7].
Prospect theory suggests that the value function is concave for gains, convex for losses,
and steeper for losses than for gains, leading to risk aversion in choices involving sure
gains and risk seeking in choices involving sure losses [8]. These behavioral impacts
help understand major losses from poor FX risk management, as in the 2008 financial
crisis, Aracruz, that lost US2.1 billion in currency derivatives, deviated from its optimal
hedge as the result of speculation with Over the Counter (OTC) derivatives [9].

This paper examines the intersection of FX risk management and behavioral biases
through three qualitative case studies. It highlights how specific biases shaped mana-
gerial decision-making and led to sub-optimal risk outcomes. Each case maps behav-
ioral biases to managers’ behaviors and outcomes, highlighting qualitative insights. The
paper concludes with key lessons learnt and implications for corporate governance and
risk management.

2 Volkswagen — Anchoring and Overconfidence in Hedging
Strategy

2.1 Case Background and Losses

Volkswagen AG, Europe’s largest automaker, provides a classic example of how cog-
nitive biases can undermine FX risk management [10]. In the early 2000s, Volkswagen
(VW) had considerable exposure to the U.S. dollar because much of its revenues came
from the United States, while costs were largely in euros. Historically, VW hedged
about 70% of expected USD revenues to protect against exchange rate risks. However,
in 2003, VW’s management hedged only 30% of its expected U.S. sales, a sharp depar-
ture from its usual policy. That coincided with a phase when the euro was appreciating
strongly against the dollar. Indeed, from early 2002 until the end of 2003, the exchange
rate rose from around 0.90 USD/EUR to 1.25 USD/EUR (the appreciation of the euro
against the dollar) — an unprecedented rise (Figure 1).

1.3000
1.2500
1.2000
1.1500
1.1000
1.0500
1.0000
0.9500
0.9000

0.8500

2002 Apr ul oct 2003 Apr Jul Oct

Fig. 1. USD/EUR Exchange Rate in 2002 and 2003 [11].
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The euro’s appreciation in 2003 meant that each unhedged dollar of revenue trans-
lated into fewer euros. Because VW had left 70% of its USD exposure unhedged, the
surge of the euro reduced Volkswagen’s euro-denominated earnings. By the fourth
quarter of 2003, VW reported that exchange rate effects had cut operating profit by
roughly €1.2 billion -- nearly half of the prior year’s profit [12]. VW’s CFO publicly
acknowledged the mistake, and the firm quickly reverted to more extensive hedging in
subsequent years.

2.2 Behavioral Bias Analysis

Anchoring and Recency Bias: Volkswagen’s decision-makers appeared anchored to the
historical strength of the USD, which had been stable against the euro for years before
2003. Expecting this trend to continue, executives underestimated the possibility of a
sharp reversal. Anchoring on past exchange rates led to adjusting the hedge ratio too
slowly relative to the new reality.

Overconfidence in FX Forecasting: Hedging only 30%, VW was effectively specu-
lating that the dollar would not weaken much further. Overconfidence could lead man-
agers to take directional bets (in this case, betting on the dollar not falling much) instead
of hedging risk neutrally, which is consistent with the selective self-attribution associ-
ated with overconfidence [13]. Additionally, VW’s confidence may let them selectively
focus on information supporting their expectation of a modest exchange rate movement.

2.3  Implications and Managerial Response

The managerial action, significantly reducing the hedge ratio, can be attributed to these
biases. The result was a severe profit decline and a reminder of the need of regulated
hedging. VW’s case serves as a cautionary example that even industry leaders are sub-
ject to biased reasoning in risk management. After 2003, VW increased its hedging and
enhanced internal FX risk evaluation procedures to avoid such unilateral bets.

3 CITIC Pacific (2008) — Overconfidence, “Gambling”
Behavior, and Complexity in FX Deals

3.1 Case Background and Losses

CITIC Pacific, a Hong Kong-listed conglomerate controlled by China’s CITIC Group,
faced one of the most dramatic FX risk management failures in 2008 [14]. The firm
held large foreign-exchange derivative positions in late 2007 and 2008, allegedly to
hedge the currency needs of its Australian mining operations. The size of these posi-
tions far exceeded CITIC’s underlying exposure and were leveraged manipulations of
the AUD and Euro against the USD. In 2008, the global financial crisis erupted, the
Australian dollar fell from $0.95 to $0.60 (Figure 2), and CITIC Pacific's gamble failed
miserably.
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Fig. 2. USD/AUD Exchange Rate in 2008 [15]

In October 2008, CITIC Pacific shocked investors by disclosing potential FX deriv-
ative losses of HK$14.7 billion (*US$1.9 billion), surpassing its entire prior-year profit
[16]. These losses originated from complex target redemption forward contracts and
other exotic derivatives that amplified currency fluctuations. Senior finance executives
entered these transactions without adequate authorization, circumventing internal con-
trols. Market reaction was immediate: CITIC Pacific’s share price collapsed 55%
within a day, falling over 80% from its peak to levels unseen since 1991. Credit rating
agencies downgraded its debt amid concerns about risk management and internal gov-
ernance failures. Two top executives resigned, and CITIC Pacific faced extensive legal
and regulatory investigations.

Analysts condemned CITIC Pacific’s aggressive approach to currency hedging,
characterizing it as speculation rather than genuine risk mitigation. Academic scrutiny
of this and similar cases (like Aracruz Celulose’s over $2 billion loss on FX speculation
in 2008) highlights managerial biases and agency issues underlying such catastrophic
decisions [17].

3.2 Behavioral Bias Analysis

Overconfidence and Illusion of Control: Executives likely exhibited extreme overcon-
fidence, believing they had superior FX insight or timing abilities. This aligns with the
illusion of control bias, where individuals overestimate their influence on outcomes.
Despite the unpredictability of currency markets, CITIC executives maintained concen-
trated positions, implicitly expecting sustained AUD strength.

Gambling Mentality and Loss Chasing: Management’s unwillingness to cut losses
reflected typical loss aversion and the sunk cost fallacy. To recover past losses, they
engaged in increasingly aggressive risk-taking. The derivatives used offered limited
upside but substantial downside risk, demonstrating risk-seeking behavior in losses,
consistent with prospect theory. Decision-makers appeared willing to accept high-prob-
ability, high-impact losses for a chance of breaking even—highlighting a psychological
attachment to prior commitments.

Anchoring and Wishful Thinking: CITIC's positions were based on certain exchange
rate levels (e.g., AUD/USD staying above a threshold). They may be based on pre-
crisis patterns, underestimating the potential for dramatic changes in market conditions.
Even if the global environment deteriorates, confirmation bias and wishful thinking
may have led them to maintain their positions in anticipation of a rebound.
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3.3 Implications and Managerial Response

CITIC’s unauthorized speculative trades, far beyond normal hedging needs, reflect bi-
ased decision-making overriding sound risk management and governance. The result
led to reputational damage, leadership changes, and prolonged legal consequences. This
case highlights the need for robust internal controls to rein in overconfident managers
and prevent risky “doubling down” behavior. Behavioral finance scholars often cite it
as a classic example of managerial hubris; Rodrigues and Zeidan, for instance, link the
CITIC and Aracruz losses to executive overconfidence and excessive risk-taking under
weak oversight [9].

4 Chinese Airlines and the 2014 RMB Surprise — Anchoring
and Loss Aversion in Under-Hedging

4.1 Case Background and Losses

For nearly a decade until 2013, under a regime of high inflexibility (fear of floating),
China's renminbi (RMB) slowly appreciated or remained stable against the U.S. dollar
under a tightly managed float [ 18]. This created a false sense of security among Chinese
corporations, leading many to neglect hedging against FX risks. Sectors such as airlines
and heavy industry are burdened with large dollar-denominated expenditures and debt,
such as Air China, China Eastern and China Southern.

In early 2014, the People's Bank of China unexpectedly permitted the RMB to de-
preciate sharply (Figure 3), falling 3.3% against the USD within four months - the larg-
est fall since its modern revaluation. Unprepared, China’s airlines suddenly shifted
from previous gains to significant losses. Air China alone lost ¥515 million ($83 mil-
lion), with similar impacts felt by corporates like steelmaker Baosteel.
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Fig. 3. RMB/AUD Exchange Rate in 2014 [19].

Corporate executives openly acknowledged their reasons behind the lack of hedging.
An Air China official explained that hedging was seen as a guaranteed cost that would
have forfeited the gains from a strengthening RMB [20]. This perception changed dra-
matically after the RMB's unexpected depreciation, prompting companies by mid-2014
to reconsider and adopt hedging instruments.
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4.2  Behavioral Bias Analysis

Anchoring and Confirmation Bias: Managers anchored to the longstanding RMB ap-
preciation and the government's perceived commitment to currency stability, dismiss-
ing volatility risks. Confirmation bias reinforced this view, selectively emphasizing on
evidence supporting continued RMB strength while ignoring signals of weakness. This
anchoring perpetuated a status quo bias toward remaining unhedged.

Loss Aversion and Regret Avoidance: Managers perceived hedging as locking in
certain losses, losing potential gains from a strengthening currency. As an Air China's
official illustrated, hedging seemed irrational during such periods. Consistent with pro-
spect theory, in a domain of gains, managers preferred risk-taking over securing
smaller, certain gains. Additionally, regret avoidance also discouraged hedging, as they
feared missing opportunities for potential currency appreciation.

Availability Heuristic and Herding: The lack of hedging expertise at the time and the
widespread practice of not hedging in the industry created a social proof that it was
acceptable not to hedge. With few recent examples of currency instability, policymak-
ers considered this risk negligible.

4.3 Implications and Managerial Response

These managerial biases significantly influenced the decision not to hedge FX risk,
leading to significant financial implications following the currency regime shift. The
airline case shows that hedging costs are obvious (fees, forward discounts), while ben-
efits are invisible until a crisis hits. Despite increased awareness of hedging after 2014
and regulators encouragement, many firms were again unprepared during the devalua-
tion of the renminbi in 2015, demonstrating a deep-rooted behavioral bias.

5 Implications

5.1 Awareness and Training

Financial risk managers should receive education on common cognitive biases. By ac-
knowledging and comprehending the impact of cognitive biases, investors can make
more informed choices, and financial professionals can develop strategies that align
with the realities of human decision-making [21]. Firms can use workshops or check-
lists to reduce biases, requiring scenario analysis to counter overconfidence.

5.2 Governance and Controls

Strong internal governance is vital for preventing biased or unauthorized financial de-
cisions. CITIC Pacific’s case highlights the necessity of clear internal controls limiting
individual discretion. Boards and risk committees should define hedging policies, per-
mitted instruments, and transaction limits to ensure transparency. Independent over-
sight functions should scrutinize decisions to detect emotional or biased reasoning, mit-
igating overconfidence through objective review.
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5.3  Strategy -- Rules-Based vs. Discretionary Hedging

Implementing rules-based hedging strategies, like fixed-percentage hedges or rolling
contracts, can minimize biases such as market-timing temptation. Structured policies
could have prevented Volkswagen’s missteps arising from subjective views. However,
regular policy reviews are important for updating assumptions, with procedures and
flexibility to adapt to changing risk appetites and market conditions.

5.4 Risk Culture -- Tolerance for Errors

Companies should foster a risk culture that does not view hedging as a "loss" during
favorable market moves. Separating FX hedging results from core operating evalua-
tions (employing mental accounting) can alleviate personal pressures on managers and
encourage proper risk management practices.

6 Conclusion

The case studies of Volkswagen, CITIC Pacific, and Chinese airlines demonstrate that
behavioral biases can cause significant mismanagement of foreign exchange risk, re-
sulting in severe financial consequences.

In conclusion, behavioral biases can significantly affect how firms manage FX risk.
These cases show that biases often result in two types of errors: omission errors, such
as failing to implement necessary hedging strategies, and commission errors, such as
engaging in excessive speculative activities. Recognizing these behavioral tendencies
enables firms to adopt more effective and disciplined risk management strategies. This
may include the implementation of rules-based hedging policies, independent monitor-
ing mechanisms, scenario-based stress testing, and raising awareness of psychological
traps such as overconfidence or loss aversion. Such interventions don’t eliminate risk
but help mitigate behavioral distortions that worsen it.

Importantly, the insights from behavioral finance are equally applicable to the man-
agement of other financial exposures, including interest rate, credit risk and commodity
price volatility risk. In these areas, decision makers are susceptible to similar biases,
which may weaken their judgement under uncertainty or lead to inconsistent risk-tak-
ing. Companies that systematically incorporate psychological factors into their risk
management practices are more likely to anticipate market volatility, respond effec-
tively to uncertainty, and maintain long-term financial stability. As the global financial
environment becomes increasingly complex and volatile, the ability to identify and mit-
igate behavioral biases is critical to the resilience and effectiveness of corporate risk
management. Firms that fail to adapt may find themselves repeatedly exposed to avoid-
able financial shocks, not because of a lack of data or models, but due to ignoring the
impact of human judgement under uncertainty.
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