LSBA GLOSSARY

¥/ 1L.ONDON SCHOOL OF BUSINESS
AND ADMINISTRATION

Professional Certificate in Global Business Financial Risk Analysis

Foreign Exchange Risk

Foreign Exchange Risk

Foreign exchange risk, also known as currency risk or exchange rate risk, refers to the potential for financial
losses resulting from fluctuations in exchange rates between different currencies. This risk arises when a
company engages in international trade or investment activities and is exposed to changes in currency
values.

Concept

Foreign exchange risk is a significant consideration for businesses operating in the global marketplace.
Companies that buy or sell goods and services internationally, make investments in foreign markets, or have
foreign subsidiaries are all exposed to foreign exchange risk. This risk can impact a company's financial
performance and cash flow, making it essential for organizations to manage and mitigate their exposure to
currency fluctuations.

Related Terms

1. Exchange Rate: The price of one currency in terms of another, determined by the foreign exchange
market.

2. Translation Exposure: The risk that a company's financial statements will be affected by changes in
exchange rates when consolidating foreign subsidiaries.

3. Transaction Exposure: The risk that future cash flows will be impacted by changes in exchange rates for
specific transactions denominated in foreign currencies.

4. Economic Exposure: The risk that a company's competitive position and future cash flows will be affected
by changes in exchange rates.

Explanation

Foreign exchange risk can arise from various sources, including transaction exposure, translation exposure,
and economic exposure. Transaction exposure occurs when a company has outstanding foreign currency-
denominated payables or receivables. For example, if a U.S.-based company imports goods from Europe
and pays in euros, a depreciation of the euro against the U.S. dollar would increase the cost of imports for
the U.S. company.

Translation exposure, on the other hand, impacts multinational companies with foreign subsidiaries. When a
company consolidates the financial statements of its foreign subsidiaries into the reporting currency,
changes in exchange rates can affect the reported financial results. For instance, if a U.S.-based
multinational company has a subsidiary in Japan, a stronger yen against the U.S. dollar would lead to higher
reported profits when the subsidiary's financials are translated into U.S. dollars.

Read online: https://certificates.Isba.org.uk/glossaries/3048307/ London School of Business and Administration - 19 Jun 2026
foreign-exchange-risk



__ "LSBA GLOSSARY

Y LONDONSCHOOL OF BUSINESS
AND ADMINISTRATION

Economic exposure, also known as operating exposure, refers to the impact of exchange rate movements
on a company's competitive position and long-term cash flows. This type of exposure is more difficult to
quantify and manage compared to transaction and translation exposure. For example, a company that
competes with foreign firms in its domestic market may face pricing pressure if its competitors' currencies
depreciate, making their products cheaper in the local market.

Managing foreign exchange risk involves various strategies, including financial hedging, operational
hedging, and natural hedging. Financial hedging techniques such as forward contracts, options, and futures
can help companies protect against adverse exchange rate movements. Operational hedging involves
diversifying production facilities or sourcing inputs from multiple countries to reduce exposure to currency
fluctuations. Natural hedging refers to matching revenues and expenses in the same currency to offset the
impact of exchange rate changes.

Challenges in managing foreign exchange risk include the complexity of global markets, regulatory
considerations, and the unpredictability of exchange rate movements. Companies must continuously
monitor currency markets, assess their exposure to foreign exchange risk, and implement appropriate risk
management strategies to protect their financial performance.

Examples

1. A U.S.-based company that exports goods to Europe faces foreign exchange risk if the euro depreciates
against the U.S. dollar. To mitigate this risk, the company can enter into a forward contract to sell euros at a
predetermined exchange rate, locking in a favorable rate to protect its export revenues.

2. An Australian company that has subsidiaries in Asia is exposed to translation risk when consolidating its
financial statements. If the Australian dollar strengthens against Asian currencies, the company's reported
profits may decrease due to the translation of foreign subsidiary earnings at lower exchange rates.

In conclusion, foreign exchange risk is a critical consideration for businesses engaged in international
activities. Understanding the different types of foreign exchange risk, implementing risk management
strategies, and staying informed about market developments are essential for companies to navigate the
challenges of operating in a globalized economy.
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