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APPROACH TO THE CHOICE OF CURRENCY RISK MANAGEMENT 

STRATEGY 

 

Controlling exchange rates, currency operations, currency risk is very 

important for the countries in order to develop. Exchange rates powerfully affect 

cross-border economic transactions. Trade, investment, finance, tourism, migration 

are all profoundly influenced by international monetary policies. Many developing-

country governments have searched for alternatives to the uncertainty that can prevail 

on international currency markets [1, p. 344]. 

Currency risk or foreign exchange risk is a type of financial risk. The need for 

currency risk management is caused by, as financial literature calls it, companies’ 

foreign exchange exposure. Foreign exchange exposure is a measure of the potential 

for a firm’s profitability, cash flow, and market value to change because of a change 

in exchange rates [2, p. 197]. 

Assuming that the company is exposed to currency risk adds responsibility to 

the financial manager. It requires him or her to measure this exposure, and maximize 

the profitability, net cash flow and market value of the firm based on these measures. 

Kirt C. Butler defines currency risk as the risk associated with the unexpected 

changes in exchange rates and foreign exchange exposure as the extent to which 
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unexpected changes in exchange rates affect the value of a firm’s assets or 

liabilities [2, p. 44]. 

Currency risk is the risk that the value of financial instruments owned by the 

bank will fluctuate due to changes in foreign exchange rates. The bank’s major 

currency positions are in Ukrainian hryvnia, U.S. dollars and Euros. Bank’s 

management sets limits on the level of exposure by currency and in total for both 

overnight and intra-day positions, which are monitored daily [3, p. 63]. 

The currency risk might make or break profitable transactions since it can 

cause the profit to be diminished if the exchange rate moves in the wrong direction. 

Hedging the foreign exchange risk is part of the management policy in most 

companies with activities abroad. There are direct and indirect currency risk occurs 

[2, p. 362].  

Currency risk arises through transaction exposure, economic exposure and 

transaction exposure. 

Transaction exposure measures the sensitivity (gains or losses) of realized 

values, measured in domestic currency, of the firm’s transaction cash flows, 

denominated in foreign currency, to unexpected changes in the exchange rate. More 

specifically it is the change in the financial position of the firm, measured in home 

currency per unit change in exchange rates [3, p. 192]. 

Transaction exposure could arise from the buying or selling of credit goods or 

services with prices denominated in foreign currency, the borrowing or lending of 

funds when repayment has to be made in foreign currency, taking part in a foreign 

exchange forward contract, through the acquisition of assets or through incurring 

liabilities denominated in foreign currency. 

The economic exposure, also called the operating exposure, measures any 

change in the present value of a company resulting from changes in future operating 

cash flows caused by unexpected changes in currency exchange rates. The analysis of 

economic exposure assesses the result of changing exchange rates on a company’s 

own operations over coming months and years and on its competitive position in 

comparison with other companies. By measuring the effects on future cash flows 
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related to economic exposure, the goal is to identify strategic moves or operating 

techniques that a company might wish to adopt in order to enhance its value in the 

face of unexpected exchange rate changes [2, p. 301]. 

Exposure to currency risk is calculated by the sensitivities of the future home 

currency value of the company’s assets and liabilities as well as the company’s 

operating cash flows to random changes in exchange rates. Thus, the exposure is 

measured by forecasting and analyzing all of the company’s future individual 

transaction exposures together with the future exposures of all the company’s 

competitors worldwide [2, p. 225]. 

There are two methods of the currency risk management: 

 Internal currency risk management;  

 External currency risk management. 

Internal currency risk management strategies are a tool used when companies 

wish to minimize the currency risk within the corporate group itself.  

The internal hedging techniques use characteristics of the company’s trading 

relationships without recourse to the external currency or money markets and 

therefore are usually simple in concept and operation. There are four main types of 

internal currency risk management strategies. They are:   

- strategy of Netting. It is applies when the company and its foreign 

subsidiaries net off intra-organizational currency flows at the end of each period, 

leaving only the balance exposed to risk and hence in need of hedging; 

- matching is a technique similar to netting, but involves third parties rather 

than foreign subsidiaries. With this strategy, a company tries to match its currency 

inflows by amount and timing with its expected outflows [2, p. 640]; 

- leading and lagging: to «lead» means to pay or collect early, whereas to 

«lag» means to pay or collect late. [3, p. 205]; 

Choice of invoice currency by using the strategy of hedging through the 

choice of invoice currency, a company can shift, share or diversify the exchange risk. 

The exposure to currency risk may involve current business transactions, future 

business transactions as well as financial statement translations.  
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However, as there are factors or risk, so are there strategies for dealing with 

them? For companies, there are a number of external methods to use for the currency 

risk management, namely the use of financial derivatives. The name derivative arises 

from the fact that the value of these instruments is derived from an underlying asset 

like a stock or a currency. 

Fig. 1 illustrates a more systematic approach of devising currency risk 

management strategy. By using these instruments, it is possible to reduce the risks 

associated with the management of corporate cash flow, a method known as hedging. 

The basic strategy is to remove from consideration all items that are self-

hedging so far as exchange rate risk is concerned, and to concentrate attention on 

those cash flows, assets and liabilities that are subject to exchange rate risk in the 

short term. 

Current conditions, both economic and political, in which Ukraine found itself 

today, are quite complex and hence it is difficult to choose the applying of further 

exchange rate regime that would meet current realities and contribute to the economic 

growth of the economy. The exchange rate regime certainly affects all sectors of the 

domestic economy, particularly affecting the interests of foreign economic activity 

entities. The suggested approach to the choice of currency risk management strategy 

will help bank’s management to make science based decisions. 
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