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This report evaluates different strategies to manage exposure to foreign exchange risks by multinational corporations. The report evaluates the effectiveness of adopted hedging techniques to manage foreign exchange risks. Multinational corporations have to make their transactions in foreign currencies resulting in exposure to foreign exchange rate fluctuation that can affect their profitability and value of assets. The effectiveness of strategies used by firms is evaluated by considering some large multinational companies to see the importance of foreign exchange risk hedging strategies. 
[bookmark: _Toc174781620]Foreign Exchange Risk and Hedging Techniques
The exchange rate risk exposure measurement and management are important for multinational corporations to reduce their vulnerabilities from major exchange rate movements. This can adversely influence profitability and financial position by affecting the value of revenue, costs, assets, and liabilities. Multinational organisations are members of currency markets by virtue of their international transactions involving two or more currencies. To measure and handle exchange rate risk inherent in Multinational organisations, these organisations have to estimate the particular kind of current risk exposure, suitable hedging strategies and techniques to deal with foreign exchange risk (Papaioannou, 2006).
Multinational organisations have several alternatives to select the most suitable one or more hedging techniques such as forward contracts, futures, options, swaps, etc. Forward contracts are mostly used by firms to hedge because forward contracts are developed based on the need of the firm. A firm can enter into a forward contract with another firm by fixing volume, exchange rate, and time providing greater flexibility to both parties. However, this technique has a risk of default for either party.  Futures are tradable and available in the market in standard sizes. A firm can take futures to hedge its foreign exchange risk without an issue of default of a party to the contract. Multinational organisations use options in most cases because options provide the right to use hedging instruments according to market conditions to maximise their performance. Swaps are also an important hedging technique and multinational organisations use this technique to exchange debts, receivables, interests, etc. in forging currencies to counter unwanted changes in the foreign exchange market (Blanco, et al., 2018, p. 31).
[bookmark: _Toc174781621]Critical Analysis of Foreign Exchange Risk Strategies
According to Ahmed, Fairchild, and Guney (2020) the impact of hedging, using derivatives, including swaps, futures, options, and forwards, is ambiguous on a multinational firm’s financial performance and value. The theoretical analysis provides that managers use derivatives to hedge foreign exchange exposure to improve the performance and value of firms but the impact of applied strategies to manage foreign exchange risk is not apparent because sometimes firms have high performance while sometimes the same firms provide low performance with same strategies to control the risk of changes in foreign exchange rates. However, hedging policies’ impact is based on period and contract type because firms' value and financial performance improve during a crisis period while no such impact in the normal period (Ahmed, et al., 2020, p. 35).
For example, Tesco plc used cross-currency swaps to manage cash flows on fixed-interest rate foreign currencies debts and forward contracts to manage foreign exchange exposure of purchase cost of diesel for its operational activities. However, Tesco plc suffered a net finance cost of £53 million in 2016 and £46 million in 2015 resulting from hedge ineffectiveness supporting no importance of strategies used to control and measure foreign exchange exposure (Tesco plc, 2016, p. 119). 
Rolls-Royce used forward rate agreements and interest rate swaps during 2016 and 2017 to manage foreign exchange exposure. Rolls-Royce reported mixed results: the net value gains of £2,648 million in 2017 and a loss of £4,420 million in 2016 presenting the effectiveness of adopted strategies in 2017 and ineffectiveness in 2016 to support the performance of the applied strategies by multinational organisations is based on period and contract type (Rolls Royace plc, 2017, p. 189).
According to Huang (2024) Coca-Cola HBC changed its hedging strategies for its business in Russia after the Russian-Ukraine war in 2022 by declining rouble-denominated liabilities and improving rouble-denominated cash position, including cash equivalents. Coca-Cola HBC improved its financial performance and value of assets by using its risk-hedging strategies. The importance of foreign exchange risk hedging strategies can be seen through the Coca-Cola Company’s foreign exchange exposure hedging in 2022 when the U.S. dollar exchange rate increment due to the improvement of interest rates by the Federal Reserve. The Coca-Cola Company improved its profitability performance significantly by having hedging derivatives to secure itself from fluctuations in foreign exchange rates. The Coca-Cola Company improved its liabilities nominated as hedging derivatives and declined its assets nominated as hedging derivatives. Therefore, the risk hedging techniques adopted by multinational organisations are effective in improving their performance and value of assets (Huang, 2024, p. 7). 
According to Lenee and Oki (2017), foreign exchange risk management is fraught with several difficult econometric and mathematical applications in modelling doubts and possibly results from the application of several hedging strategies. The study on the effectiveness of hedging techniques of 5 financial firms and 5 non-financial firms of the FTSE 100 Index presents that hedging techniques are beneficial for firms to improve their financial performance by managing foreign exchange exposure. However, financial and non-financial firms have a significant difference in the use of hedging techniques. Non-financial firms use futures, forwards, options and swaps for managing their cash flows to improve return on capital employment and assets while financial firms use financial derivatives to hedge interest rate risks. The use of futures and forwards has a more effective impact on firms than options and swap contracts indicating hedging techniques have a different impact on the performance of firms (Lenee & Oki, 2017, pp. 29-30). 
According to Bartram (2019), the use of derivatives as risk hedging strategies is not an easy task because of higher costs and limited access to imposing restrictions on using foreign exchange exposure hedging instruments efficiently among multinational organisations. Most multinational organisations use hedging instruments according to their view on market conditions regarding expected changes in exchange rates. Multinational companies use derivatives to reduce foreign exchange risk and no evidence exists of corporate speculation with derivatives. The use of a particular type of strategy is also based on the market conditions. However, most companies are ineffective in using risk-hedging strategies to manage foreign exchange exposure to improve their profitability and financial position. The impact of the economic environment and market conditions is significant in controlling the effectiveness of foreign exchange hedging strategies (Bartram, 2019, p. 32). 
According to Coqueret and Tavin (2016), the use of derivatives to hedge foreign exchange risk is common practice among multinational organisations but the effective use of derivatives is crucial for firms to improve their financial performance. The market has a lot of uncertainties and the impact of uncertainties on the effectiveness of adopted derivatives or risky hedging is significant. A firm cannot employ all the time a single strategy to control and manage foreign exchange exposure. Multinational organisations have to evaluate all possible strategies suitable to the given conditions of their work to improve the benefits of using risk hedging strategies. Several companies suffer foreign exchange losses nevertheless they have futures and options to control their fluctuations in exchange rates. The proper management of foreign exchange risk is quite difficult because there are several economic and non-economic factors such as interest rates, inflation rates, economic growth, trends, trade disputes, etc. to affect the performance of the taken risk hedging techniques (Coqueret & Tavin, 2016, pp. 652-653). 
According to Ito, Koibuchi, Sato, and Shimizu (2016), multinational companies use financial and operational hedging strategies to stay in the market with their competitiveness and financial strength. Companies are effective in using suitable risk-hedging strategies to improve their financial firms. The study of Japanese companies shows that the use of foreign exchange exposure hedging strategies helps to improve fiancial performance by avoiding fluctuations in the foreign exchange market to maintain the smooth flow of funds through managing revenues and costs associated with their operational activities. The effective use of risk hedging strategies by companies need to understand market conditions to ensure a suitable selection of needed hedging instruments as all instruments are not effective for all market conditions. The future is uncertain so the perfect solution to the foreign exchange exposure is not available for firms but firms can secure themselves to a great extent by using risk hedging techniques (Ito, et al., 2016, pp. 21-22).
[bookmark: _Toc174781622]Conclusion
The report concludes multinational organisations are effective in using foreign exchange risk hedging strategies to measure and manage their foreign exchange exposure but they are not effective all the time because market conditions have a significant influence on the effectiveness of taken hedging techniques. Firms have to understand the market conditions and uncertainties to select the most suitable strategy to control foreign exchange risks. Multinational organisations use forward contracts, futures, swaps, and options to manage their foreign exchange fluctuations to improve their financial performance. multinational organisations change their strategies but all the time they are not effective in using strategies perfectly to avoid foreign exchange losses. 


References
Ahmed, H., Fairchild, R. & Guney, Y., 2020. Is corporate hedging always beneficial? A theoretical and empirical analysis. The European Journal of Finance, 26(17), pp. 1746-1780.
Bartram, S., 2019. Corporate hedging and speculation with derivatives. Journal of Corporate Finance, Volume 57, pp. 9-34.
Blanco, I., Peña, J. & Rodriguez, R., 2018. Modelling electricity swaps with stochastic forward premium models. The Energy Journal, 39(2), pp. 1-34.
Coqueret, G. & Tavin, B., 2016. An investigation of model risk in a market with jumps and stochastic volatility. European Journal of Operational Research, 253(3), pp. 648-658.
Huang, Y., 2024. Analysis of Currency Risk Hedging Strategies in Multinational Companies: A Case Study of the 2022 Russo-Ukrainian War and Surge in US Dollar Exchange Rate. In SHS Web of Conferences, Volume 188, pp. 1-7.
Ito, T., Koibuchi, S., Sato, K. & Shimizu, J., 2016. Exchange rate exposure and risk management: The case of Japanese exporting firms. Journal of the Japanese and International Economies, Volume 41, pp. 17-29.
Lenee, T. & Oki, J., 2017. Financial derivatives and firm performance: empirical evidence from financial and non-financial firms. British Journal of Economics, Management & Trade, 16(4), pp. 1-36.
Papaioannou, M., 2006. Exchange Rate Risk Measurement and Management: Issues and Approaches for Firms. [Online] 
Available at: https://www.imf.org/external/pubs/ft/wp/2006/wp06255.pdf
[Accessed 16 08 2024].
Rolls Royace plc, 2017. Independent Auditor's Report. [Online] 
Available at: https://www.rolls-royce.com/~/media/Files/R/Rolls-Royce/documents/annual-report/2017/rr-ar2017-other-information.pdf
[Accessed 16 08 2024].
Tesco plc, 2016. Annual Report and Financial Statements 2016. [Online] 
Available at: https://www.tescoplc.com/media/264194/annual-report-2016.pdf
[Accessed 16 08 2024].




















Page | 2 

image1.jpeg
UNIVERSITY OF WALES
Trinity Saint David
London





