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1. Introduction
The globalization of economies around the world has caused a surge in international trade and investments (Grossman & Helpman, 2015). Corporations have expanded their operations in foreign markets to benefit from the low cost of production, cheap raw materials, new revenue streams, low-cost capital, etc. However, the functional currencies of these corporations are different from than businesses or parties they do business with in other countries. The value of the currency may be different from the date of signing the contract and the actual settlement or delivery of the contract. This creates a risk factor of changes in the exchange rate and exposes firms to foreign exchange risk (Bank, 2016). These foreign exchange risks can be mainly categorized into transaction risks, translation risks, and economic risks. The adverse movement in the foreign exchange rates can significantly impact the profitability and cash flows of a firm. Thus, it is important that corporations use several financial and non-financial strategies to protect themselves from exposure to foreign exchange risks. The main aim of this report is to examine different strategies and techniques used by corporations across sizes and industries to hedge from unfavorable foreign exchange fluctuations. 
2.1. Foreign exchange risk
Exchange rate risk is the financial loss caused to a company due to adverse changes in the exchange rates between currencies (Omar et al., 2017). These adverse changes can be caused by several macro and non-macro-economic factors. The strategies used by corporations to minimize or eliminate foreign exchange risk are mainly classified into financial and non-financial strategies.


2.1.1. Financial strategies
The financial strategies for hedging exchange rate exposure includes derivative financial instruments.
a. Currency Forwards 
Forward Exchange Contract is the widely used technique by companies around the world to hedge their exposure to exchange rate risk. A forward contract is a financial agreement between parties to buy or sell a set quantity of foreign exchange at an agreed rate and date in the future (Hassan & Mano, 2019). It allows companies to lock in an exchange rate for transactions in the future and eliminate any losses that occur due to any unfavorable change in the exchange rate. There will be no effect on the future transactions a company expects to settle in the future. This reduces uncertainties in the cash flows and budgets (Bartram, 2019). The forwards contract is traded over the counter with no organized exchanges. The main benefit of this technique is that companies can tailor the terms of the contract to meet their specific needs. The terms of the contract are communicated with each other, minimizing any scope of ambiguity. However, there are certain fees and transaction costs associated with currency forwards. Moreover, currency forwards are binding agreements. A company is obligated to exercise the contract even if the movement in the exchange rate is favorable for the firm. It is also difficult to predict how exchange rates will change, causing challenges in determining the optimal level of hedging. Further, the lack of organized exchanges leads to counterparty risk. The failure of the counterparty to perform the contract on the specified data may result in losses for the company. 
b. Currency Options
Currency options are another popular method of exchange risk hedging. Currency options provide the options holder the right but not an obligation to purchase or sell a certain amount of foreign exchange at a predetermined rate (strike price) within a specified period (expiration date) ((Liu, 2015). These are derivatives based on underlying currency pairs. Currency options are generally categorized into currency call or currency put. 
i. Currency call
A currency call is a financial agreement that gives the holder of the option the right but not an obligation to purchase a specified amount of foreign exchange at a strike price within the expiration date. Currency call is used by corporations when they expect foreign currency to appreciate and benefit from the rise in value.
ii. Currency put
Currency put gives the option holder the right but not an obligation to sell a set quantity of foreign exchange at a strike piece within the expiration date. Currency puts are bought with the intention that the underlying currency will fall in the future. Companies can sell at a better price if the exchange rate of the currency drops below the strike price. 
The main advantage of the currency options lies in the flexibility they offer in exercising the contract. A corporation is not obligated to exercise the contract, The Currency option will only be exercised if the movement in the underlying currency is unfavorable for the firm to limit the losses. It offers the company an option to benefit from any favorable change in the exchange rate. The loss in this situation is the amount of premium paid to purchase the option. However, options are very risky and the premium paid to buy the options is quite high which depends on the expiration date and strike price. 
c. Currency Swaps
Currency swaps a financial agreement between parties located across borders. It involves exchanging principal and interest payments in one currency for equivalent amounts in another currency between two parties. Parties to the contract borrow simultaneously in one currency and lend in another at the beginning of the contract. The spot rate is used to exchange equivalent principal amounts (Hilander, 2014). The interest is paid throughout the duration of the contract at agreed-upon intervals while principal amounts are re-exchanged at the end of the contract either at a predetermined rate or spot rate. It is a flexible technique of risk management as parties to the contract negotiate terms according to their mutual benefits and understanding (Bejol & Livingstone, 2018). It also allows companies to keep the translation and borrowing costs at the minimum since no middlemen or agencies are involved. However, there is a possibility that the counterparty may fail to perform their payment obligations, resulting in loss for the other party. 
2.1.2. Non-financial hedging strategies
Non-financial hedging strategies do not involve the use of financial instruments for hedging purposes. It generally includes strategies within the company itself to manage risk exposure. 
a. Netting
Netting is a process of offsetting exposure in one currency with exposure in the same or another type of currency. Under this method, two or more obligations that need to be settled are combined to arrive at a net figure (Ito et al., 2016). A consolidation of cash flows (payables and receivables) denominated in different currencies takes place within the company to determine the net amount. Transactions among the different business subsidiaries and segments are matched into a single payment. This results in offsetting currency exposures and lowering transactions. It is a cheaper technique since no conversion of currencies takes place. However, for effective netting of a large volume of transactions, it is critical to have a robust centralized, and automated system for matching and netting transactions automatically. 
b. Matching
 This is the simplest technique of managing foreign exchange risk as it involves the matching of foreign currency inflows and outflows. Under this method, the currency denomination of revenue streams is matched with currency denomination expenses and vice versa. If a corporation earns revenues in one currency and incurs costs in the same currency, it can use the foreign exchange generated through sales to pay off costs incurred in the same currency. For example, a company pays its foreign debt obligations using the foreign currency earned through sales in the same country. This eliminates the need for using contractual financial instruments. Companies can take advantage of their normal operations to manage exposure to exchange rate risks. While netting happens within the company, matching involves third parties too.
c. Lead &Lag
Lead &Lag is another important non-financial and internal hedging strategy. It involves changing the date and time of payment and receipts in anticipation of fluctuations in the currency values (Acca, n.d.). For example, if a company expects the underlying currency value to fall, it may make efforts to collect the receivables in the foreign currency at the earliest. On the other hand, if there is an indication that the underlying currency will rise in value, it will prepone the payments in the foreign currency. Lagging is just the opposite of leading. Under lagging if a company anticipates that the value of a currency will rise, it will delay the payments and the collection of receivables in foreign currency to a future date. This technique can be done both between intra-company and intercompany. However, intra-company is more feasible. It is another cost-effective technique for minimizing exposure as no financial instruments or middlemen are involved. 






 
3 Conclusion
Currency appreciation and deprecation occur quite frequently in today's globalized world. A corporation may have operations and financial transactions denominated in both the strong and weak currencies. However, movement in any direction in the value against their functional currencies may significantly impact their operations and profitability. Corporations can choose from a wide range of strategies both financial (currency forwards, currency options, swaps) and non-financial strategies (matching, netting, leading, and lagging) to eliminate or minimize exposure to exchange risk rates. It is critical that corporation’s factor in the pros and cons of these strategies as well as their risk management objectives to choose the most effective technique.  





















References 
1. Acca. (n.d.). Foreign currency risk and its management. Available at: https://www.accaglobal.com/gb/en/student/exam-support-resources/fundamentals-examsstudy-resources/f9/technical-articles/forex.htmlv

2. Bank, B., 2016. Foreign exchange risk management.
3. Bartram, S. M. (2019). Corporate hedging and speculation with derivatives. Journal of Corporate Finance, 57, 9-34

4. Bejol, P., & Livingstone, N. (2018). Revisiting currency swaps: hedging real estate investments in global city markets. Journal of Property Investment & Finance, 36(2), 191-209.

5. Grossman, G.M. and Helpman, E., 2015. Globalization and growth. American Economic Review, 105(5), pp.100-104.

6. Hassan, T. A., & Mano, R. C. (2019). Forward and spot exchange rates in a multi-currency world. The Quarterly Journal of Economics, 134(1), 397-450

7. Hilander, I. (2014). Short-term funding in foreign currency by major Swedish banks and their use of the short-term currency swap market. Sveriges Riksbank economic review, 1, 1- 23

8. Ito, T., Koibuchi, S., Sato, K. and Shimizu, J., 2016. Exchange rate exposure and risk management: The case of Japanese exporting firms. Journal of the Japanese and International Economies, 41, pp.17-29.

9. Liu, Y., Chen, X., & Ralescu, D. A. (2015). Uncertain currency model and currency option pricing. International Journal of Intelligent Systems, 30(1), 40-51

10. Omar, A., Taufil Mohd, K.N. and Ahmad, N., 2017. Exposure to foreign exchange rate risk: A review of empirical evidences. Journal of Insurance and Financial Management, 2(5), pp.79-91.

image1.png
#»% ] nfysgol Cymru
N ¥ Drindod Dewi Sant
Y University of Wales
Trinity Saint David




