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By operating in more than one country the financial decisions of the multinational companies can be affected in several ways, both positive and negative. Firstly, operating on a multinational level seems to influence the financing costs of the company as well as their access to capital during economic downturns (Erel, Jang and Weisbach, 2019).  Some of the most important risks for the multinational companies involves several risks such as political risks, economic risk, or exchange-rate risk. 
This assessment will focus on discussing the involvement of the exchange risk, the types of foreign exchange risks and what strategies the multinational companies use to manage those risks. 
[bookmark: _Toc173876532]Evaluation of strategies adopted by multinational corporations to manage the exposure to foreign exchange risks.
[bookmark: _Toc173876533]Foreign exchange risk 
Foreign exchange risk refers to the risk that will occur to the company’s financial performance because of currency fluctuations. According to Erel, Jang and Weisbach (2019) all companies, either domestic or multinational are exposed to currency risk at some extend. However, for the multinational firms this risk is bigger because a major part of their cash flow and costs are in foreign currencies. According to Hall, et al (2008) the foreign exchange risk arises because the multinational companies earn revenue in a variety of currencies while their expenses, including production costs and interest payment are typically in a different mix of currencies.
[bookmark: _Toc173876534]Types of foreign exchange risks
According to Hill and Hult (2021), foreign exchange risk is divided into three main categories: transaction, translation, and economic. 
Transaction risk it is the risk a company encounters when conducting financial transactions when conducting financial transactions across different jurisdictions. The prime source of this risk occurs between the delay in the transaction and its settlement. For example, if a company settles for a deal in a foreign currency and the exchange rate shifts unfavourably prior to the completion of the transaction, then is possible that the business will receive less revenue or face higher costs than anticipated. To mitigate the transaction risks the companies can use forward contracts and options (CFI, 2024). These strategies will be discussed later in the assessment. 
Translation risk, also referred to as translation exposure is the impact of currency exchange rates changes on the reported financial statements of a company. Translation exposure is concerned with the present measurement of the past events. (Hill and Hult, 2021). This risk does not involve the actual cash flow of the company but it affects the reported financial position and results of the company (CFI, 2024). Translation risk can be mitigated by entering a forward contract or buying swaps. These strategies will be referred to later in the assessment.
Economic risk, also referred to as forecast risk, is the threat that a company’s market value could be influenced by inevitable exposure to fluctuations in exchange rate. This type of risk occurs due to macroeconomics factors such as the geopolitical instability or government regulations (CFI, 2024). A good example to better understand the implications of this risk was provided by the Association of Chartered Certified Accountants (ACCA). For example, if a company exports from UK to a country in the eurozone and the euro declines in value for instance from €/£1.1 to €/£1.3, meaning per pound will get more euros, this therefore making the euro weaker. As a result, when priced in euros, the exports from the UK will be more expensive. So, in this example where the UK price is £100 instead of €110, will now cost €130 as a result making those goods or services to be less competitive in the European market.
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[image: ]According to the CFI (2024), one of the strategies that can be used by multinational companies to mitigate the exchange risk is hedging.  Hedging refers to a risk management strategy used by companies to offset losses in investments by taking an opposite position in a related asset. Hedging involves more techniques which can help multinational companies to mitigate the exchange risk. 







Figure 1. Common types of Hedging Arrangements (CFI, 2024, www.corporatefinanceinstitute.com )
As shown in the figure 1 above, some of there are few common types of hedging arrangement such as forward contracts, futures contracts, options contracts, and swaps. In the next section the report will discuss in more detail two of these techniques and their implications: forward contracts and futures contracts. 
First type of hedging used by multinational companies to mitigate the exchange risk is that they can lock exchange rates for future rates using forward contracts.  According to the GOV (2024), ‘‘a forward contract is an agreement to buy or sell a given quantity of a particular asset at a specified future date at a pre-agreed price’’. It is usual for those companies facing the foreign exchange risks to mitigate them by using forward contracts as will help to protect themselves against potential losses. A major advantage of using forward contracts is that they allow the participants involved in the contract to lock in a future price which can be crucial for industries with high volatility in prices such as oil industries (CFI, 2024). In conclusion, this strategy can help the multinational companies to ensure they know the exact exchange rate for a future date therefore allowing them to reduce the uncertainty and future potential loss. 
Another common hedging type used is futures contracts. A futures contract refers to the ‘’agreement to buy or sell a fixed quantity of a particular currency, commodity, or security for delivery at a fixed date in the future at a fixed price agreed at the date the agreement was reached’’ (GOV, 2024). These contracts help companies and investors to manage their exposure to currency fluctuations by locking in exchange rates in advance (CFI, 2024). In comparison to forward contracts, futures are marked to the market daily which if the market moves against the position it can lead to margin calls. 
According to CFI (2024), a swap is a derivative contract where two parties agree to exchange the predetermined cash flow of two financial instruments. There are few types of swaps such as interest rate swap, currency swap, commodity swap and credit default swap. In this report we are refiring to the impact of currency swaps. According to Hill and Hult (2019), a currency swap is the simultaneous purchase and sale of a given amount of foreign exchange for two different value dates. 
Some literature sources are arguing that options are more appropriate than forward and future for hedging contingent exposures due to their unique features and flexibility. According to ACCA (2024), options are ‘‘a form of derivative financial instrument in which two parties contractually agree to transact an asset at a specified price before a future date’’. An advantage of the options is that they give the holder the right but not the obligation to buy or sell at a predetermined price an asset. 
Besides hedging, another strategy which can be used is the operational strategy. This strategy includes techniques such as natural hedging, diversification, pricing strategies and local production. In the next section it will be discussed the natural hedging and diversification. According to CFI (2024), ‘‘a natural hedge refers to a strategy that reduces financial risks in the normal operation of an institution’’. Natural hedges are frequently employed to manage currency risks in business operations, through strategies such as matching revenue and costs, utilizing re-invoicing centres, and multi-currency loan facilities. In comparison with the financial hedges discussed earlier in the report, the natural hedges are less costly but also, they are less flexible. The less flexibility refers to the fact that to achieve a natural hedge, a company may need to alter its usual operating procedures but the new operation practices could possibly be against the company’s initial business strategy (CFI, 2024). In some cases, to maximize their hedging benefit, multinational companies may choose to use the both types.
[bookmark: _Toc173876536]Diversification is a strategic approach used by multinational companies to mitigate risks and enhance opportunities by spreading investments, operations and activities across different regions, products, markets, or currencies (Ebert and Griffin, 2013). It serves as a protection against economic, political and currency fluctuations in particular markets. There are different types of diversification such as geographic diversification, product diversification, currency diversifications, market, supply chain, investment, and operational diversification. One of the benefits of diversification is that by spreading operations, investments, and revenue sources across different areas, multinational companies reduce the impact of adverse conditions in any one area (CFI, 2024). Another benefit is that diversification provides access to new markets, new customer bases and revenue streams, therefore enhancing the company’s growth opportunities. And lastly, a well-diversified company is likely to experience more stable financial performance as the gains in one area Cn offset the losses in another.
Conclusion
The assessment discussed the foreign exchange risks faces by multinational companies. There was discussed two main strategies which can be used to mitigate this risk, the hedging strategy, and the operational strategy. This assessment identified that these strategies are crucial for multinational companies because they can help protect against the financial impact of currency fluctuations. Depending on the multinational company’s exposure, its market conditions and its risk tolerance, these strategies can be used either individually or in combination. Combining these strategies can sometimes prove to be difficult however not impossible. Despite the strategy chosen, if applied correctly it can help multinational companies not only to protect their financial health but also to maintain their profitability, to enhance their competitive advantage, and furthermore to operate efficiently across global markets. In summary, these strategies are important to the long-term success and the stability of the multinational companies in an increasingly interconnected and volatile global economy.
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