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Abstract: Risk is an integral part of everyday business. Doing
business outside the borders of the national economy implies
settlements and payments in different currencies and carries with it
the occurrence of risks of changes in exchange rates, interest rates on
the international market and the like.

Globalization has led to the fact that economic entities are
necessarily directed to do business with foreign economic entities,
either in the role of buyer or in the role of seller. In both cases,
payment is implied, but also settlement in domestic and foreign
currency, since in the Republic of Serbia the official currency is the
dinar, and most foreign exchange operations are performed in euros
and dollars. The problem can arise on several grounds, due to the
mismatch between the realization of business and payments, due to
the overestimation or underestimation of the domestic currency in
relation to the foreign currency, but also due to numerous other
reasons.

Having in mind the above, the aim of this paper is to point out the
need for risk management in foreign exchange operations of
economic entities, which significantly affects the stability of the
financial and overall economic system of a particular national
economy.

Keywords: risk, risk management, foreign exchange operations,
currency.
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1. Introduction

By its definition, the foreign ex-
change risk can be defined as the
possibility for a company that is
doing business with partner compa-
nies from abroad, to be affected by
a variation in the exchange rate
between its local currency and the
currency used in a transaction with
a foreign country.According to na-
tional laws, each transaction in one
country should be made in the local
national currency. This problem
will not be issue if there would be
one unique - single currency for all
entities that are involved in inter-
national busineses. But when we
have situation such is today, there
can be a foreign currency risk.
Even in the countries that are
members of European Union there
are still countries that are using its
own currency (Hungary and Bul-
garia for example). Also, when we
are concidering Republic of Serbia,
where the local currency is Serbian
dinar, when Serbian companies are
doing business with foreign compa-
nies, they must do exchange of local
currency for foreign when they are
importing and sending money and
foreign currency for local, when
they are exporting and receiving
money.

In situations mentioned in previous
section, very important issue is the
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reality of foreign exchange rate.
For example if we have the situa-
tion of overestimated local currency
import and
othervise, if we have the situation

we are supporting
of underestimated local currency
we are supporting export. Also, a
lot of factor, including political sta-
bility, geopolitical relations, offer
and demand etc. are influ-encing
on the exchange rate.

The level of the risk is directly
proportional to the level of depen-
dence of one national economy to
other national economies, ie. it is
depending of the level of import
and export, beside the factor of
proper estimation of local currency.

2. Foreign exchange rate risk
- risk of change in the ex-
change rate and possibili-
ties for its overcoming

According to the National Bank of
Serbia [NBS, 2022] the risk of
changes in the exchange rate oc-
curs with all businessmen who
have a currency mismatch of assets
and liabilities in conditions of more
or less fluctuating exchange rates.
Due to the nature of the business,
the risk of changes in the exchange
rate is most pronounced among
businessmen engaged in foreign
trade.

For the importer - who has the
obligation to pay imports in foreign



currency on a certain day in the
future - the risk of exchange rate
change means the risk that the
domestic currency weakens, so on
the day of his foreign currency
obligation he must pay more dinars
than planned and record a loss. At
the same time, the importer would
benefit if the domestic currency
strengthened, because in the future
it would settle its obligation with
less dinars.

For the exporter, on the contrary,
the strengthening of the domestic
currency means a potential loss
because when exchanging foreign
currency from exports for domestic
currency he gets a smaller amount
of dinars, while weakening the do-
mestic currency means a potential
gain for him - when exchanging
foreign currency from exports he
gets more dinars.

What importers and exporters have
in common is that, due to the risk
of changes in the exchange rate,
they do not know in advance what
their final financial result will be.
That i1s why they cannot calculate
the risk of a change in the price of
their products in advance, which
makes it difficult for them to plan
their business. Therefore, the basic
function of hedging against ex-
change rate risk is to eliminate the
consequences of uncertainty re-
garding the movement of the ex-
change rate in the future.

Ekonomski signali, 2022, 17(2): 001 - 012

For businessmen - importers and
exporters, the specific advantages
of contracting protection against
exchange rate risk are the fol-

lowing: [NBS, 2022]

- the possibility of a clear calcu-
lation of cash flows in the future,

- the possibility of forming the
prices of their products that
certainly enable the realization
of business plans,

- business stability and the ability
of the company to focus on its
core business.

The best way to protect against
exchange rate risk is complete
of the
of cash

harmonization currency

structure inflows and
outflows of the company, because it
eliminates foreign exchange risk
from business (natural insurance
against exchange rate risk or so-

called natural hedging).

This way of protection against the
risk of changes in the exchange
rate is the best because it is free
and exclusively related to the busi-
ness of the company itself. Howev-
er, there are few businessmen who
can provide this type of protection.

According to the NBS, Business-
men who cannot provide "natural
hedging" can use instruments of
hedging against foreign exchange
the
which are based on

risk 1in form of wvarious

contracts,
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buying or selling currency at a
predetermined rate. Since the price
of these instruments - contracts is

practically derived from another

financial instrument (exchange
rate, interest rates, indices, etc.),
they are called financial deriva-

tives.

Diagram 1. Foreign Exchange Risks classification

Foreign Exchange Risks

Transaction
Risk

Source: Author

Foreign exchange risks can be clas-
sified into the following three types
of risks:

1. transaction,
2. translation and

3. economic risk.

Transaction Risk exposure occurs
only when there is a temporal coin-
cidence between the "assumption"
of the obligation and its payment.
Features of transaction risk:

- Inconsistency between the cur-
rency in which the price is
expressed and the currency in

which the costs are expressed;
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Translation
Risk

Economic
Risk

- Gains or losses are caused by
differences between the planned
exchange rates used in determin-
ing the price and the exchange
rates realized during the collec-
tion, when the conversion from
the currency of sale to the
currency of costs. Gains and

losses are the difference between

the amount of risk converted at
the planned rate and the actual

exchange rate;

- Determining the time of curren-
cy conversion is very important if
you want to link items in the
currency to be converted.



Therefore, transactional currency
risk can be defined as: risk that
may lead to non-realization of

planned earnings in financial
transactions in which the selling
price and costs are not in the same
currency, due to opposite changes
in exchange rate value compared to
the exchange rate used in determ-
ining price and, that is, between
the period of determining prices
and charging for the service ren-

dered.

Banks that have decided to operate
in the international market in the
long run are constantly faced with
this risk, so this is one of their key
decisions at which level they will
recognize transaction risk. It pri-
marily depends on the type of busi-
ness in question and the instability
of the currency in question.

Understanding foreign exchange
risk and developing a definition of
currency risk for many multina-
tional corporations and banks be-
gins with t¢ranslational exposure,
also known as accounting or bal-
ance sheet exposure.

This exposure in the narrowest
sense grows out of the need to
translate the assets, receivables,
capital and liabilities of a given
corporation (bank) denominated in
foreign currency as the balance
sheet and income statement of its

subsidiaries - entities established
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in foreign countries, that is, the do-
mestic currency.

Translation is performed on the
basis of valid accounting standards
established by the
Finance, or by an officially elected

Ministry of

accounting and bookkeeping body,
internal or international.

The accounting effect of foreign ex-
change exposure is only part of the
currency risk faced by international
corporations and banks. The start-
ing point for understanding and
managing this type of exposure is
in the accounting methods used to
"translate" the given positions in
the balance sheet and income state-
ment denominated in different cur-
rencies 1into one common-parent

currency.

The differences between realized
and unrealized effects have impor-
tant bookkeeping and tax stan-
dards.

High volume of direct investments
of
American corporations and banks

abroad, increasing presence

on all continents, liberalization of
the
world, deregulation of banking and

capital movements around
financial systems, as well as the
abolition of foreign exchange con-
trols in most leading developed
countries, after many years of de-
bates. they forced the American au-
thorities to deal in more detail with

the bookkeeping and accounting of
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foreign currency-foreign exchange
positions.

FEconomic, future or expected ex-
posure to foreign exchange risk
implies future relative changes in
currency prices, which could have
an impact on the effects of the
bank's operations in the near or
distant future. Thus, the essence of
economic exposure to exchange rate
risk comes down to thison risk ex-
posure resulting from a real change
in the exchange rate in relation to
the currencies of competitors, 1ie,
which has the opposite effect on
competitive costs, sales, profits and
market share.

Important characteristics of eco-
nomic exposure to currency risk
are:

- That it occurs before an economic
transaction and usually deter-
mines whether it will occur,

- That it is related to real, not
nominal changes in exchange
rates,

- It can generally be said that it
does not appear in the financial
statements,

- That it can affect our domestic
sales in local currency,

- To strive to have different time

spans.

Considering the future effects of
changes in real exchange rates is a
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very important, but at the same
time complex task of forecasting by
economic entities involved or wish-
ing to join the international ex-
change. This work is extremely
important for long-term arrange-
ments such as the establishment of
branches or subsidiaries abroad,
when it is necessary to assess long-
term economic and financial
trends, and within them the effects
of changes in real exchange rates.
There are methods for predicting
changes in exchange rates and
which can be classified into two

groups:

1. Econometric models with the
help of mathematical patterns,

2. Subjective assessments of a team
of experts or individuals of rela-
tive variables on the movement
of course height.

The important fact is that economic
exposure to exchange rate risk is a
dynamic category, difficult to de-
sign and part of the overall ex-
change rate risk. In this context, an
adequate professional-analytical
approach to the concept of total
foreign exchange risk by the bank's
management team 1s necessary,
bearing in mind both the static and
dynamic aspects of this category of

bank risk exposure.



3. Some of the financial in-
struments used for reduc-
ing the risk of change in
foreign currency

Some of the basic financial instru-
ments used to hedge exchange rate
risk are:

- foreign exchange futures (for-
wards) - which allow the pur-
chase or sale of one currency for
another at a predetermined rate
with an execution date on a
specific day in the future;

- Side panels currency swaps -
which involve contracting the
simultaneous purchase and sale
of two currencies at predeter-
mined rates on two different
dates in the future;

- currency options - which give the
option buyer the right (but not
the obligation) to buy or sell a
certain currency at a prede-
termined rate within a predeter-
mined period or on a pre-

determined day in the future, for

which the option buyer pays a

premium.

The price of foreign exchange for-
wards or swaps is usually a calcu-
lation category. It i1s determined
based on the current exchange rate
of the currency being bought/sold
and the difference in interest rates
on the two currencies. This formula

Ekonomski signali, 2022, 17(2): 001 - 012

starts from the assumption of
equalizing the yield of two curren-
cies within the contract. Therefore,
buyers of foreign currency, which
bear a lower interest rate than, for
example. dinars, in the future they
pay foreign currency at a higher
forward rate than the current one
(compensation of the seller's in-
come). This forward exchange rate
should not be viewed as a pre-
diction of exchange rate movements
in the future, but as a calculation
category derived from the interest
rate differential. According to one
of the selected methodologies, a
calculator is calculated for calculat-
ing the forward price for determin-
ing the forward price of individual
currency pairs, which can be used
to determine the amount of the
forward exchange rate depending
on the maturity of the transaction
and selected interest rates.

Forward purchase of foreign
currency for a businessman means
additional costs if the current ex-
change rate on the date of execu-
tion of the transaction is lower than
the agreed forward exchange rate
(since the purchase of foreign ex-
change at the current exchange
rate on the date of execution may
be cheaper). Forward sale of foreign
exchange for a businessman means
giving up potential extra profit if
on the date of the transaction the
current exchange rate is higher
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than the agreed forward exchange
rate (since more dinars can be ob-
tained for selling foreign exchange
on the market at the current
exchange rate).

Both cases represent an opportu-
nity cost of forward sale of foreign
currency, which should be viewed
as a small price that the company
may pay for the purchase of cer-
tainty, ie for security and responsi-
bility towards itself, shareholders
and employees.

For a businessman who wants to
protect himself from the movement
of the exchange rate in one direc-
tion, but above all does not intend
to give up potential profits if the
exchange rate would move in the
opposite direction, it 1s recom-
mended to buy adequate options.

When concluding a contract on for-
ward purchase of foreign currency,
businessmen should pay attention
to what kind of forwards are
offered to them. In our market,
banks often offer so-called. covered
forwards, according to which the
payment of all or part of the dinar
equivalent is requested in advance,
whereby the businessman received
the purchased currency on the
desired date in the future. In this
way, banks protect themselves
from credit risk - the risk that a
businessman will not fulfill his
obligation in the future, but in re-
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turn offer a more favorable forward
price. Which forward will be more
favorable to the businessman de-
pends on whether he currently has
dinars for forward purchase of
foreign currency, whether and in
what amount interest and interest
rates are used on the dinar deposit,
which are used in calculating the
the
methodology of calculating that ex-

forward exchange rate, as
change rate. In order to compare
the cost-effectiveness of classic for-
ward foreign exchange purchases
and covered forward foreign ex-
change purchases, we provide a cal-
culator for comparing the prices of
forward foreign exchange purchase
agreements.

The question also arises: How to
compensate the deficit of one cur-
rency with the surplus of another,
while protecting against the risk of
exchange rate changes?

In this case, the company has the
possibility of concluding currency
swaps 1n which the businessman
would sell foreign exchange for
dinars in the first leg, and after a
certain time, he would buy that
foreign exchange at the forward
exchange rate. In this way, the
businessman eliminates the risk of
changes in the exchange rate in his
business and gets a basis for calcu-
lating the price of his product. An
example of currency swaps can be



found in the publication Financial
Derivatives.

4. Most valuable currencies
in the world

It is often said that the value of
some good is depending by its
usefulness and the demand for it.
So, it can be said that currencies
that are most demanded are also
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the most valuable. But except that,
economist that are dealing with
monetary issues like to said, that
when we are talking about curren-
cy worth we can say that "every-
thing is in the trust". The value of
one currency is the picture of its
national economy strenght. In pic-
ture below, we are presenting the
most demanded (traded) currencies
in the world.

Picture 1. The most traded currencies in the world in 2016.

Most Traded Currencies By Value (2016)

[ e
[®@] Japanese Yen _ 21.6%
EE British pound 12.8%
@ Australian Dollar [ 5.9%
B+0 Canadian Dollar [ 5.1%
Swiss Franc . 4.8%
Bl ChineseYuan | 4.0%
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Hong Kong Dollar I 17%
I'|. Norwegian Krone | 1.7%
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Turkish Lira
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1.4%
B Russian Ruble | 1.1%
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0% 10% 20%

30%
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% Daily Share
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Source: Bank for International Settlements (BIS)

*The total sum is 200% because each currency trade always involves a currency pair.

Source: [BIS, 2016]
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As expected, the most traded cur-
rencies, on the daily bases, are US
Dollar and Euro. The total per-
centage sum is 200% because each
transaction has 2 directions - one
currency for other.

Also, interesting can be to see

which country is holding most of
foreign currencies at total (doesn’t
matter which). It is shown in Pic-
ture 2 where we can see that China
is the country with most foreign
currencies holding in foreign money
reserves.

Picture 2. Top 10 countries with foreign money reserves

China's the Biggest Foreign Currency Holder

Ranking of states holding most foreign currency reserves warldwide (in billion dollars)

China il

3,140

Japan o | [N 1210

switzerland 1 | NEEEEE 770
saudi Arabia IE1 | 430
Hong Kong EX I +30
india == I <00
south Korea ;| [ 320
Russia mmm - 370
Brazil B3 | 360

Singapore I 2o

SlOJO)

@statistaCharts  Source: IWF

As of March 2018, figures rounded

Source: [Statista, 2022/

5. Conclusion

The risk of changes in the exchange
rate occurs with all businessmen
who have a currency mismatch of
assets and liabilities in conditions
of more or less fluctuating ex-
change rates. Due to the nature of
the business, the risk of changes in
the exchange rate is most pro-
nounced among businessmen en-
gaged in foreign trade.
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The best way to protect against ex-
change rate risk is complete harmo-
nization of the currency structure
of cash inflows and outflows of the
company, because it eliminates for-
eign exchange risk from business
(natural insurance against ex-
change rate risk or so-called natur-

al hedging).



Foreign exchange risks can be
classified into the following three
types of risks:transaction, transla-
tion and economic risk. Each of
them must be concidered and man-
aged on the proper way in order to
be reduced.
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Rezime: Rizik predstavlja verovatnoéu da ¢e do¢i do nepozeljene
pojave za ucesnike u odredenom poslu. Rizik je sastavni deo
svakodnevnog poslovanja. Poslovanje van granica nacionalne
ekonomije podrazumeva obracune i plaé¢anja u razli¢itim valutama i
sa sobom nosi 1 pojavu rizika od promene deviznog kursa, kamatnih
stopa na medunarodnom trzistu 1 sli¢no.

Globalizacija je dovela do toga da su privredni subjekti nuzno
upuceni na poslovanje sa inostranim privrednim subjektima, bilo u
ulozi kupca ili u ulozi prodavca. U oba slucaja podrazumeva se
plaéanje ali i obracun u domacdoj i inostranoj valuti, buduéi da je u
Republici Srbiji zvani¢na valuta dinar, a da se najvise deviznog
poslovanja obavlja u evrima i dolarima. Problem moze da nastane po
vise osnova, zbog neuskladenosti realizacije posla i placanja, zbog
precenjenosti ili podcenjenosti domace valute u odnosu na inostranu,
ali i brojnih drugih razloga.

Imajuéi navedeno u vidu, cilj rada jeste da se ukaze na neophodnost
upravljanja rizikom kod deviznog poslovanja privrednih subjekata,
Sto znacCajno utice na stabilnost finansijskog ali i1 celokupnog
privrednog sistema odredene nacionalne ekonomije.

Kljuéne redi: rizik, upravljanje rizikom, devizno poslovnje, valuta.
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