
Foreign
exchange risk
and the corporate 
treasurer:
What makes
a good hedge?



The first step in managing risk is to work out the specific risks you want 
to address. This is usually a three-step process:

Managing risk

Having completed this exercise, the treasurer must then select the 
appropriate instruments. In this paper, we’ll use the example of foreign 
exchange risk to examine the entire risk lifecycle and the relevant 
choices and considerations.

1. DETERMINING what kinds of risk 
the organisation faces

2. QUANTIFYING the financial size of 
the risks and their potential impact

3. SELECTING which risks need to be 
mitigated, and whether full or partial 
mitigation is needed



Forecast
This is the risk arising from a business transaction 
which generates a foreign exchange flow (e.g. 
an income generated from exporting goods). If a 
company manufactures its products in the UK and sells 
them in Germany, it will price the sale in euros and so is 
exposed to changes in the euro-to-pound (EUR/GBP) 
exchange rate when it is forecasting its sales revenue. 
This risk is based on estimated cash flows.

Revaluation
Once a sale has been agreed, there is usually a period 
before the buyer has to settle the agreed sum. If we 
continue the example from the previous point, there is 
now a precise amount in euros which will be received 
on a future date, but the resulting sum in pounds 
Sterling is uncertain because the exchange rate may 
move.

Balance sheet
One of the side effects of doing business abroad is 
that there are often cash and other balance sheet 
items accounted for in foreign currencies. These 
may be the result of completed sales, or could 
represent the operational cash balances of a foreign 
subsidiary or branch. Whatever the reason, these 
will be revalued on an ongoing basis and will have a 
changing impact on the company’s equity value.

Earnings
The balance sheet revaluation problem is not 
restricted to cash balances. Profits earned in a 
foreign subsidiary or branch are usually accounted 
for in the operation’s local currency. This means 
that, until they are converted to the company’s base 
accounting currency, their value can continue to 
fluctuate.

Types of foreign exchange risk
There are two main sources of foreign exchange risk; transaction risk and 
translation risk. Each of these can be broken down into separate areas, 
and we will examine these in turn.

Transaction risk

Forecast

Enter
market

Sale
made

Receive
sales

revenue

Financial
year
end

Revaluation Earnings

Balance sheet

Translation risk

Transaction risk Translation risk



Foreign exchange hedging approaches
When a treasurer purchases financial 
instruments with the intention of reducing 
risk, this is called hedging. It is important 
to note that the purpose of a hedge is 
never to generate profits, but to reduce 
the possibility or (if loss cannot be avoided 

at all) the amount of a potential loss. 
There are three basic approaches, and 
the choice between them is partly driven 
by the degree of certainty surrounding 
the cash flow and partly by differing 
accounting standards.

Where cash flow is certain
When future cash flows are certain, it 
is possible to precisely hedge a risk. In 
foreign exchange terms, this would involve 
using a forward contract (fixed rate, for 
a fixed amount of foreign currency, on a 

fixed future date). This has the feature of 
being precise and certain, matching the 
certainty around the cash flow. It would 
be a good approach to use for revaluation 
risk.
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Where cash flow is uncertain
There are occasions when the amount and 
date of future cash flows are uncertain. 
This is the case for forecast risk and often 
for balance sheet translation risk. In these 
cases, the treasurer knows that there will 
be exposure in the future, but has only 
a forecast based on plans or previous 
performance to base their actions on. 

There are two ways of approaching this 
problem. The first is to look at the entire 
period in question, which is probably 
somewhere between three and 18 months 
(depending on the firm’s underlying 
business cycle), take the budgeted 
exposure and to hedge a proportion of it.

If a firm expects to sell goods or services 
worth £1 million into Germany over the 
next 12 months, the treasurer might decide 
to hedge 80% of this, buying instruments 
to cover £800,000 of exposure. These 
instruments could be forward contracts, 
as with revaluation risk, but it may be 
worthwhile to consider using options.

With options*, a firm can enjoy the upside 
of currency movements when they move 
in the favour of the firm, but be protected 
against the downside when the market 
moves against it.

There are two problems with looking at 
the entire period in question. The first one 
is that the firm can be exposed to a very 
sudden exchange rate change when the 
end of each hedge period is reached. 

The second is that not all cash flows have 
the same degree of uncertainty across 
a period; those which are closer to the 
current point in time can often be forecast 
with greater certainty. This approach 
treats them as being a homogenous set of 
forecasts.

*FX options can carry a high level of risk and may not be 
appropriate and/or suitable for everyone. Please take all 
reasonable steps to understand certain key concepts before 
transacting in FX options. More information is available at 
currenciesdirect.com/options and in our product disclosure 
statement.



A slightly more sophisticated way is 
to layer the hedges over time. In this 
example, the treasurer may break the next 
12 months into a series of “time buckets”. 
For example, this might be 0–1 month, 	
2–3 months, 3–6 months and 6–12 months. 
The treasurer could then take a view on 
the accuracy of the forecasts and develop 
a strategy around this.

An example would be to hedge the first 
period at 80%, the second at 65% and 
the third at 50%. As time moves forward, 
so the near-term hedges would expire, 
and the treasurer could adjust the next 
period’s hedges to the higher level as 
certainty increases. This means that the 
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treasurer can adopt a rolling strategy 
based on forecast certainty. As with the 
first approach, the use of options could be 
considered for this kind of activity.

When either of these approaches is used 
for hedging balance sheet translation risk, 
it is referred to as net investment hedging. 
This is because the expected net balance 
sheet position is hedged, rather than the 
individual cash flows which build it.

The instruments and approaches are the 
same, but the treasurer needs to look 
instead at the lively cash and other asset 
and liability positions in foreign currencies 
over the coming periods.



Where hedge accounting isn’t suitable
When selecting a hedge approach it is, of 
course, important to ensure that it covers 
the risks that it is designed to cover. It can, 
however, also be necessary to consider 
the accounting treatment of the hedge in 
the company’s books. Hedge accounting 
treatment works to produce net P&L 
entries for the original risk and subsequent 
hedge transactions, but it can only be 
applied in situations permitted under the 
various accounting standards.

Although it is beyond the scope of this 
article to cover this in technical detail, in 
principle it is necessary to show how the 
hedge transaction is related to identifiable 
risks. This can sometimes be hard to do 
for some foreign exchange risks. Where 
this is the case, it is necessary to adopt a 
different approach.

Where there is a foreign subsidiary 
involved, one approach would be to 
regularly return earnings into the parent 
company’s domestic currency, using 
either spot or forward transactions and so 
reducing the retained earnings exposure.

Whatever your exposures are, start by 
taking a global view of financial risk across 
the firm’s operations. The risks then need 
to be analysed into type and probability, 
and appropriate hedging strategies 
designed and executed. Not all risks need 
to be hedged but, when they are, using 
the right combination of approaches and 
instruments can produce a result which 
is targeted and appropriate to the level 
of certainty which exists for your firm’s 
business.



RISK WARNING

Any product descriptions contained within this presentation intend to provide a simplified overview 
of the referenced FX derivative product and is strictly for information purposes only. For the sake 
of simplicity, it may only provide one of a possible number of configurations and may not make 
considerations for margins, available market rates, or other relevant factors. It is not offered as an 
endorsement, advice, recommendation or solicitation to buy or sell FX derivative products. It is not 
directed at any particular persons located outside the UK or EEA, and is not intended for distribution 
to, or use by, any jurisdiction or country where distribution or use could contravene local laws or 
regulations. FX derivative products can carry a high level of risk and may not be appropriate and/
or suitable for everyone. Please take all reasonable steps to understand certain key concepts before 
transacting in FX derivative products. More information is available at currenciesdirect.com/options 
and in our Product Disclosure Statement. Currencies Direct Financial Markets Limited is authorised and 
regulated by the Financial Conduct Authority for the conduct of designated investment business. 	
FRN. 495699
 
DISCLAIMER

This document is for information purpose only and is being furnished on a confidential basis. The 
information contained in this document is not intended as an offer, and it should not be construed 
as an advice, invitation, solicitation, recommendation or inducement to engage in any investment, 
hedging, arbitrage or speculative activity. In particular, neither Currencies Direct Limited or Currencies 
Direct Financial Markets Limited are acting as your financial advisor or agent. Before considering 
entry into a transaction(s) of the types mentioned herein, any prospective transaction participant 
should consult with their own legal, regulatory, tax, financial or accounting advisors to the extent they 
consider it necessary and make their own independent investment, hedging and/or trading decisions 
(including decisions regarding the suitability of this/these transaction(s) for their own benefits). This/
these transaction(s) involves risks, and unless specified otherwise returns, performance and capital 
are not guaranteed. Moreover, past performance is not indicative of the future. This document is 
preliminary and subject to change without notice. Although this document includes information 
obtained from sources believed to be reliable, Currencies Direct Limited and Currencies Direct 
Financial Markets Limited do not warrant its accuracy and completeness. Currencies Direct Limited 
and Currencies Direct Financial Markets Limited make no assurance as to the consummation or 
completion of any transaction that may be considered as a result of the indicative terms, conditions 
and information contained in this document. Any “forward-looking” information in this document 
(such as illustrative cash flows, rates, yields or returns) is based upon some assumptions about future 
events or conditions and is intended only to illustrate hypothetical results under those assumptions 
(not all of which may be specified herein). Actual events or conditions may not be consistent with, 
and may differ materially from those assumed. This document contains confidential information, and 
its distribution or the divulgence, in whole or in part, or disclosure of any of its contents, without prior 
consent of Currencies Direct Limited or Currencies Direct Financial Markets Limited is prohibited. This 
document should not be distributed or passed to any person or entity in any jurisdiction in which such 
distribution would violate any applicable law.



Corporate foreign exchange risk management

Define, measure and manage your 
foreign exchange risk exposures
With over two decades of experience in international payments and foreign exchange, we are 
one of Europe’s leading international payment providers. Our clients range from SMEs to large 
corporates and we use our extensive experience to enable businesses from all sectors to mitigate 
risk and achieve substantial foreign exchange savings.

We will support your growth through conscious planning, forecasting, and execution. We’ll give 
you the support you need to make more informed decisions when it comes to currency, and help 
you to plan for your future foreign exchange needs.

Your money is safe. 
Currencies Direct Ltd has 
the highest possible Dun 
& Bradstreet credit rating. 
Currencies Direct Financial 
Markets Ltd (CDFM) is a 
wholly owned subsidiary 
of Currencies Direct Ltd. 
All funds are held in client 
segregated accounts. 

CDFM are authorised and 
regulated by the Financial 
Conduct Authority 
(FCA) for the conduct of 
designated investment 
business, which includes 
currency options and 
options-based hedging 
solutions (firm reference 
number (FRN) 495699).

Every year, we move 
more than £2 billion 
in aggregate client 
volumes through 
the global foreign 
exchange spot, forward 
and options markets. 

CDFM has strategically 
hired top talent from the 
brokerage and corporate 
and investment banking 
industries to give you 
high value, suitable and 
appropriate foreign 
exchange risk management 
solutions. 

Currencies Direct Ltd is a UK brokerage firm with almost 300 employees. It provides private, corporate 
and institutional clients with foreign exchange products through its 15 offices across Europe, the 
Middle East, Africa, the Asia Pacific region and North America.

Currencies Direct Financial Markets Ltd (CDFM) is a wholly owned subsidiary of Currencies Direct 
and offers foreign exchange options and derivative solutions. CDFM is authorised and regulated by 
the Financial Conduct Authority for the conduct of designated investment business (firm reference 
number 495699). 

Credit rating
Dun & Bradstreet	  
Level 1

Authorised
by the Financial 
Conduct Authority

£2 billion
Annual foreign 
exchange volumes

Expertise
Corporate foreign 
exchange risk 
management expertise

corporate@currenciesdirect.com            +44 (0) 20 7847 9480             currenciesdirect.com/business


