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practicesby firms.

Measuringand managing exchangeraterisk exposureisimportant for reducingafirm'svulnerabilitiesfrom major exchangerate
movements, which could adver sely affect profit marginsandthevalueof assets. Thispaper reviewsthetraditional typesof exchange|
raterisk faced byfirms, namely transaction, translation and economicrisks, presentstheVVaR approach asthecurrently predominant
method of measuring a firm's exchange rate risk exposure, and examines the main advantages and disadvantages of various|
exchangeraterisk management strategies, includingtactical vs. strategicallyand passivevs. activehedging. | n addition, it outlines
a set of widely-accepted best practicesin managing currency risk and presents some of themain hedging instrumentsin the OTC
and exchange-traded markets. The paper also provides some data on the use of financial derivatives instruments, and hedging

Introduction

Exchange rate risk management is an inte-
gral part of every firm's decisions about foreign cur-
rency exposure. Currency risk hedging strategies en-
tail eliminating or reducing this risk, and require
understanding of both the waysthat the exchange rate
risk could affect the operations of economic agents
and techniquesto deal with the consequent risk impli-
cations. Selecting the appropriate hedging strategy is
often adaunting task due to the compl exitiesinvolved
in measuring accurately current risk exposure and
deciding on the appropriate degree of risk exposure
that ought to be covered. The need for currency risk
management started to arise after the breakdown of
the Bretton Woods system and the end of the US dollar
peg to gold in 1973 (Papaiocannou, 2001).
Types of exchange raterisk

Multinational firms are participants in cur-
rency markets by virtue of their international
ransactions. To measure the impact of exchange rate
movements on a firm that is involved in foreign cur-
rency denominated operations, i.e., theimplied val ueat-
risk (VaR) fromexchangeratemoves, weneed toiden-
tify the type of risksthat thefirmisexposed to and the
amount of risk encountered (Hakala and Wystup,
2002).The three main types of exchange rate risk that
we consider in this paper are (Shapiro, 1996; Madura,
1989):
1.Transaction risk, which is basically cash flow risk
and deals with the effect of exchange rate moves on
transactional account exposure related to receivables
(export contracts), payables (import contracts) or re-
patriation of dividends. An exchange rate change in
the currency of denomination of any such contract will
result in a direct transaction exchange rate risk to the
firm;

2. Trandation risk, which is basically balance sheet
exchange rate risk and relates exchange rate movesto
thevaluation of aforeign subsidiary and, inturn, to the
consolidation of a foreign subsidiary to the parent
company's balance sheet. Trandation risk for a for-
eignsubsidiary isusually measured by the exposure of
net assets (assetslessliabilities) to potential exchange
rate moves. In consolidating financial statements, the
trandation could be done either at the end-of-the-pe-
riod exchange rate or at the average exchange rate of
the period, depending on the accounting regulations
affecting the parent company.
3. Economic risk, which reflects basically the risk to
the firm's present value of future operating cash flows
from exchange rate movements. |n essence, economic
risk concerns the effect of exchange rate changes on
revenues (domestic sales and exports) and operating
expenses (cost of domestic inputs and imports).
M easurement of exchange rate risk

After defining the types of exchangerate risk
that a firm is exposed to, a crucial aspect of afirm's
exchange rate risk management decisions is the mea-
surement of these risks. Measuring currency risk may
prove difficult, at least with regards to trandlation and
economic risk (Van Deventer, Imai, and Mesler, 2004;
Holton, 2003). At present, awidely-used method isthe
value-at-risk (VaR) model. Broadly, value at risk is
defined asthemaximum|ossfor agiven exposure over
a given time horizon with z% confidence. The VaR
methodol ogy can be used to measure avariety of types
of risk, helping firmsin their risk management. How-
ever, the VaR does not define what happens to the
exposure for the (100 - z) % point of confidence, i.e.,
theworst case scenario. Sincethe VaR model does not
define the maximum losswith 100% confidence, firms
often set operational limits, such as nominal amounts
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or stop loss orders, in addition to VaR limits, to reach
the highest possible coverage (Papaioannou and
Gatzonas,2002).
1 Hedging strategies

Indicatively, transaction risk is often hedged
tactically (selectively) or strategically to preserve cash
flows and earnings, depending on the firm's treasury
view on the future movements of the currencies in-
volved. Tactical hedgingisused by most firmsto hedge
their transaction currency risk relating to short-term
receivable and payable transactions, while strategic
hedging is used for longer-period transactions. How-
ever, some firms decide to use passive hedging, which
involves the maintenance of the same hedging struc-
ture and execution over regular hedging periods, irre-
spective of currency expectations - that is, it does not
require that a firm takes a currency view.
Hedging benchmarks and performance

Hedging performance can be measured as a
distance to a given benchmark rate (Jacque, 1996).
The risk embedded in the hedge is usually expressed
as aVaR number that will be consistent with the per-
formance measure. Hedging optimization models, as
methods for optimizing hedging strategies for cur-
rency-denominated cash flows,help find the most ef-
ficient hedge for individual currency exposures, while
most of them do not provide a hedging process for
multiple currency hedging. Thus, both performance
and VaR are measured as effective hedge rates, calcu-
lated for each hedging instrument used and therisk in
terms of a confidence level.
Hedging and budget rates

Budget exchange rates provide firms with a
reference exchange rate level (Madura,1989). Setting
budget exchange rates is often linked to the firm's
sensitivities and benchmarking priorities. After de-
ciding on the budget rate, the corporate treasury will
have to secure an appropriate hedge rate and ensure
that there is minimal deviation from that hedge rate.
This process will determine the frequency and instru-
mentsto beusedinhedging. It should befurther pointed

out that persistent movesrelativetothenumerary (func-
tional) currency should bereflected inthe budget rates,
or strategic positioning and hedging should be consid-
ered.
Best practicesfor exchangerate risk management
For their currency risk management decisions,
firms with significant exchange rate exposure often
need to establish an operational framework of best
practices (Allen, 2003; Jacque, 1996). These practices
or principles may include:

1. Identification of the types of exchange rate risk that
afirmisexposed to and measurement of the associated
risk exposure. As mentioned before, this involves de-
termination of the transaction, trandation and eco-
nomic risks, along with specific reference to the cur-
renciesthat arerelated to each type of currency risk. In
addition, measuring these currency risks - using vari-
ous models (e.g. VaR)) - is another critical element in
identifying hedging positions.

Concluding remarks

Measuring and managing currency risk ex-
posure are important functions in reducing a firm's
vulnerabilities from major exchange rate movements.
These vulnerabilities mainly arise from a firm's in-
volvementininternational operationsand investments,
where exchange rate changes could affect profit mar-
gins, through their effect on sources for inputs, mar-
kets for outputs and debt, and the value of assets. Pru-
dent management of currency risk has been increas-
ingly mandated by corporate boards, especialy after
the currency-crisis episodes of the last decade and the
consequent heightened international attention to ac-
counting and balance sheet risks.

In managing currency risk, multinational
firms utilize different hedging strategies depending on
the specifictypeof currency risk. These strategieshave
becomeincreasingly complicated asthey try to address
simultaneoudly transaction, trandation and economic
risks.
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