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Fluctuation in exchange rate is everyday occurrence. From those that are holidaymaker making a plan for overseas trip and speculating when and how local currency can be obtained to the multinational organisation purchasing and selling in numerous countries, the effect of getting it wrong can be huge. Therefore, management of foreign exchange risk is very important (Bernoth and Herwartz 2021). Making investment in foreign exchange assets has proved to be merits of diversification and majority of investors take the benefits international assets. If the foreign exchange securities are issued in USD, the portfolio of an individual will experience currency related risk. 
Currency risk is a type of risk where one currency simply moves against another currency, negatively creating an impact on the overall return from investment. The investors can agree to take currency risk and hope for best or they can simply employ hedging strategies to mitigate or eliminate the risk (Salomao and Varela 2022). The present study is based on understanding types of foreign exchange risk and strategies adopted by multinational companies in managing the foreign exchange risk exposure. 
[bookmark: _Toc152253971]Types of foreign exchange risk:
Fundamentally, there are three types of foreign exchange exposure that multinational corporations face. Namely, transaction exposure, translation exposure and economic or operating exposure. 
Transaction Exposure: 
The transaction exposure is regarded as the simple form of foreign currency exposure. Transaction exposure, arises because of actual business transaction that takes place in foreign currency (Alfaro, Calani and Varela 2021). This type of exposure happens because of time difference amid an entitlement to obtain cash from the customer and actual physical receipt of cash. In case of payables, it involves the time amid placing purchase order and settlement of invoice. 
For example, a UK based multinational corporation that wishes to purchase a piece of equipment and following receipt of quotes from number of suppliers both domestic and foreign, has decided to purchase in Euro from a company located in Germany. The cost of equipment is €100,000 and when placing order the exchange rate between €/£ stood 1.1. This implies that the cost to UK based multinational company now stands £110,000. After three months when the invoice becomes due for payment, the Euro € has become weak and the €/£ exchange rate has become 1.2 (Rampini, Viswanathan and Vuillemey 2020). The cost that will be incurred by company to settle the payment of €100,000 would stand £120,000. The transaction exposure has led to added unanticipated cost to the company of £10,000 and this means that the company may have bought the equipment at less price from an alternative supplier. 
Translation Exposure
The translation exposure is at times known as exchange rate exposure. The translation exposure represents conversion of financial statements of overseas subsidiary company from its local currency to the reporting currency of parent company. This situation arises because the parent company has obligations to report to stockholders and controllers that requires the company to provide a consolidated accounting set in its reporting currency for all its holdings (Mueller, Stathopoulos and Vedolin 2017). The translation risk generally happens when the company has assets, liabilities, equities or income held under overseas currency. The translation risk happens when the company is required to translate these assets back to its home currency. The translation exposure is normally found in multinational companies since their operations and assets are based in overseas currency.
For example, assuming that a US company takes the decision of setting up a subsidiary in UK to manufacturing specific type of equipment. The subsidiary company in UK is required to report its financial statements in Pound and the US parent company will be required to translate those financial statements into USD. 
Economic or operating Exposure: 
This is a final form of foreign exchange exposure. The economic or operating exposure happens due to the effect of unanticipated and unavoidable fluctuations of currency on future cash flow of the company and market value which is long-term in nature (Nouajaa and Viviani 2023). This form of exposure can create an effect on the long-term strategic decisions involving where a company can make investment to increase its manufacturing capacity. A stronger overseas currency can make the manufacturing inputs very expensive and may contribute to reduced profitability. 
The economic exposure can hamper the competitive position of the company (Abbassi and Bräuning 2019). For instance, if it is found that local currency has gained strength, the local manufacturers will have to have very intense competition from overseas manufacturers whose goods and services will turn less expensive and affordable.
[bookmark: _Toc152253972]Strategies adopted by multinational corporations in managing their exposure to foreign exchange rate risks: 
The primary question that multinational corporations should ask is whether it should bother trying to mitigate the risk. It may that a multinational company may agree to take the risk of movement in currency as the cost incurred in doing business and it is prepared to deal with possible volatility in earnings (Ito and McCauley 2020). The multinational companies might have high amount of profit margins which may provide cushion against volatility in exchange rate. Alternatively, the multinational company might have very strong band or competitive advantage which allows them to increase prices of their goods in order to offset the adverse movements. In spite of this, multinational corporations are employing strategies to manage their exposure to foreign exchange risk. 
To manage the financial risk the multinational companies are using transaction risk and accounting risk for ex-post risk prevention. Along with these methods, the multinational companies are also performing ex-ante prevention strategically and operationally (Saunders, Cornett and Erhemjamts 2021). Considering the theory of internal control, the ex-ante method of risk management is much more effective than the ex-post control. It is a better option to prevent risk, the multinationals companies are required to introduce a greater number of policies or guidance at the company level. This includes localizing the purchase of raw materials and the process of internationalization. 
The multinational companies are managing economic risks by using operational strategy that is aimed at adjusting or simply changing the present business operations of the company to prevent the possibility of risks related with future fluctuations in currency. The operational risk management of multinational companies involve diversification of production facilities and marketing of products (Chakrabarti and Sen 2023). The multinational companies are expanding their operation facilities and sales to mixture of markets. Furthermore, the multinational companies are considering acquisition of its vital inputs from different number of regions. Furthermore, the multinational companies are seeking financing from capital markets of different regions.  
To manage foreign exchange risk, multinational companies are creating protection through commercial relationships or contracts. Several companies are managing large number of infrastructure projects in areas of oil and gas, energy or mining industries which are usually for long-term purpose or contracts (Su 2018). The long-term contracts may involve huge amount of foreign currency. The contracts might last for several years and exchange rates while agreeing to contracts might last for several years. The exchange rate while agreeing to contract and setting price might fluctuate and hamper the profitability. 
The multinational companies are building foreign exchange clauses in contract which allows revenues to get recouped in the event of deviation in exchange rate greater than the agreed amount (Hutson, Laing and Ye 2019). This process simply passes the foreign exchange risk on the customers or suppliers and requires negotiation similarly like contract clause. 
The multinational companies are managing the foreign exchange risk through hedging. A foreign exchange hedge happens when a company can match the revenues and cost in foreign currency in way that net exposure gets reduced or eliminated (Rampini, Viswanathan and Vuillemey 2020). For example, a US based company conducing business functions in Europe and producing income in Euro might look to source product from Europe to supply it in domestic US business so that the Euros can be used. 
Besides this, the multinational companies are managing foreign exchange risk by hedging currency risk with exchange traded funds. There are large number of exchange traded funds that emphasize on long term purchase and sell exposure to several currencies (Chugh, Sharma and Mehta 2017). The exchange traded funds which holds large number of securities can consider including currency position which experience gains or losses due to the movement in currency exchange rate. The currency option provides the multinational companies with right but not the obligation to purchase and sell a currency at a particular rate on or prior to the specific date. They are considered identical to forward contracts but the multinational companies are not forced to finish the transaction when the date of contract expiry arrives. 
[bookmark: _Toc152253973]Conclusion: 
On a conclusive note, the hedging strategies can be used in safeguarding the foreign investment from the currency risk when the funds are converted back to the multinational company home currency. Furthermore, the multinational companies are also employing currency exchange traded funds to mitigate the exposure of portfolio towards the performance of a currency exchange rate. The analysis shows that the forward contracts help in providing rate lock to allow foreign funds to get transformed back to home currency at a later date.


[bookmark: _Toc152253974]References:
[bookmark: _Hlk152253657]Abbassi, P. and Bräuning, F., 2019. Financial Stability Effects of Foreign-Exchange Risk Migration. Working Paper. http://dx. doi. org/10.2139/ssrn. 3483234.
Alfaro, L., Calani, M. and Varela, L., 2021. Currency hedging: Managing cash flow exposure.
Bernoth, K. and Herwartz, H., 2021. Exchange rates, foreign currency exposure and sovereign risk. Journal of International Money and Finance, 117, p.102454.
Chakrabarti, P. and Sen, S., 2023. Foreign currency borrowing and risk exposure of firms: An emerging market economy viewpoint. Journal of Policy Modeling, 45(6), pp.1246-1261.
Chugh, A., Sharma, R. and Mehta, K., 2017. Forex Risk Management by SMEs and Unlisted Non-financial Firms: A Literature Survey. Journal of Technology Management for Growing Economies, 8(2), pp.145-166.
Hutson, E., Laing, E. and Ye, M., 2019. Mutual fund ownership and foreign exchange risk in Chinese firms. Journal of International Financial Markets, Institutions and Money, 60, pp.169-192.
Ito, H. and McCauley, R.N., 2020. Currency composition of foreign exchange reserves. Journal of International Money and Finance, 102, p.102104.
Mueller, P., Stathopoulos, A. and Vedolin, A., 2017. International correlation risk. Journal of Financial Economics, 126(2), pp.270-299.
Nouajaa, G. and Viviani, J.L., 2023. Foreign Exchange Risk Hedging Policy: Evidence from France. In Essays on Financial Analytics: Applications and Methods (pp. 3-26). Cham: Springer International Publishing.
Rampini, A.A., Viswanathan, S. and Vuillemey, G., 2020. Retracted: Risk management in financial institutions.
Rampini, A.A., Viswanathan, S. and Vuillemey, G., 2020. Retracted: Risk management in financial institutions.
Salomao, J. and Varela, L., 2022. Exchange rate exposure and firm dynamics. The Review of Economic Studies, 89(1), pp.481-514.
Saunders, A., Cornett, M.M. and Erhemjamts, O., 2021. Financial institutions management: A risk management approach. McGraw-Hill.
Su, S., 2018, June. An investigation of foreign exchange risk management in Chinese multinational companies compared with US and UK MNEs. In 2018 2nd International Conference on Management, Education and Social Science (ICMESS 2018) (pp. 530-534). Atlantis Press.
image1.jpg
University of Wales
Trinity Saint David




