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Exchange rate risk is one of the main factors influencing a
company’s financial stability and profitability, particularly for
entities engaged in international trade. Currency fluctuations
can affect cash flows, asset values, and the competitiveness
of export-import activities. Hedging strategies serve as a
crucial instrument in mitigating this risk by utilizing
derivatives such as forwards, futures, options, and swaps to
protect asset and liability values from market uncertainty.
This study analyzes the relationship between exchange rate
risk, financial performance, and the effectiveness of hedging
strategies within corporations. Based on recent literature
reviews, appropriate hedging implementation has been found
to enhance financial stability, strengthen investor confidence,
and reduce income volatility. However, its effectiveness
largely depends on the quality of risk governance, the degree
of foreign exchange exposure, and the firm’s overall financial
policy. A comprehensive and adaptive approach to risk
management is therefore essential to ensure long-term
corporate resilience amid global currency fluctuations.
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1. Introduction

Exchange rate risk has become one of the main challenges in modern global
tinancial management, especially for companies involved in cross-border trade and
international investment. When currency exchange rates fluctuate, companies face
potential changes in the value of their foreign currency assets, revenues, and
liabilities. In this context, exchange rate risk not only impacts short-term financial
performance but also the overall stability and value of the company (Tiwary, 2019).
Therefore, managing this risk is an integral part of a company’s risk management
strategy focused on financial sustainability. Conceptually, exchange rate risk reflects
the uncertainty regarding changes in the exchange rate between two currencies that
can affect the economic value of a company. When a company has cash flows, assets,
or liabilities in a foreign currency, the movement of the exchange rate directly
impacts the real exchange value of these transactions. In this regard, companies face
three main types of exposure: transaction exposure, translation exposure, and
economic exposure.

These three types of exposure have different impacts on a company’s financial
statements and investment strategy, thus requiring a comprehensive and integrated
mitigation approach. Hedging is one of the main strategies used to reduce the
negative impact of exchange rate fluctuations. In practice, hedging is carried out
using various derivative instruments such as forward contracts, futures, options, and
swaps to lock in a certain exchange rate in the future. This strategy aims to provide
certainty over cash flows and stabilize company income amid currency market

volatility. Research by Igbal (2017) shows that effective implementation of hedging



is capable of reducing earnings variability and increasing investor confidence in
multinational corporations. Thus, hedging is not just a financial instrument, but also
a strategic protection mechanism against global economic uncertainty.

In addition, the effectiveness of a hedging strategy depends on the extent to
which the company understands its currency exposure profile. An empirical study
by Bae et al. (2018) found that companies with high foreign currency exposure tend
to use a combination of financial and operational strategies to manage exchange rate
risk. This includes geographical diversification of income, adjustment of product
prices, and the use of derivative instruments tailored to market volatility. In other
words, an effective risk management strategy must consider the balance between the
cost of protection and the benefit of financial stability.

Furthermore, the implementation of hedging is also closely related to
corporate governance policies and applicable financial regulations. According to
Almas et al. (2021), companies with good governance tend to have a more
transparent risk management structure and are disciplined in the use of derivatives.
This allows for more rational decision-making and reduces the potential for
excessive speculation that could worsen financial conditions. Thus, the effectiveness
of hedging is not only determined by the financial instruments used but also by the
corporate governance framework and the company’s risk management policies itself.

Exchange rate risk management and the application of hedging strategies play
a crucial role in maintaining corporate financial stability amidst global economic
uncertainty. In the era of economic globalization and financial market integration,

companies that can effectively identify, measure, and manage exchange rate risk will
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have a significant competitive advantage. Therefore, a deep understanding of the
concept of exchange rate risk and the proper application of hedging are essential

elements in supporting the future performance and sustainability of the company.

2. Literature Review

2.1. Concept of Exchange Rate Risk in the Corporate Context

Exchange rate risk is a form of uncertainty that arises due to fluctuations in
tforeign currency values that directly affect the cash flows, assets, and liabilities of a
company. According to Omar et al. (2017), exposure to this risk occurs when
changes in exchange rates affect operational revenue or costs, especially for
companies oriented towards export and import activities. This research confirms
that currency volatility can create three main forms of exposure, namely transaction
exposure (risk arising in international business transactions), translation exposure
(accounting risk that occurs when financial statements are converted into domestic
currency), and economic exposure (risk to the future economic value of the
company). These three forms of exposure have a significant cumulative impact on
corporate financial stability, thus requiring the application of comprehensive risk
management strategies to maintain the sustainability of financial performance.

Furthermore, Tiwary (2019) states that companies that fail to anticipate
exchange rate risk correctly are potentially exposed to a decrease in profit margins
and a weakening of market value. Therefore, the identification and measurement of

the level of exposure to exchange rates are very important initial steps in formulating



effective mitigation strategies. Empirical research results also indicate that
multinational companies with a high level of geographical diversification generally
have better ability to control exchange rate exposure compared to domestic
companies that depend on a single currency (Buyukkara et al., 2019). Thus, a deep
understanding of the characteristics of exchange rate risk and the implementation of
adaptive hedging policies are key factors in maintaining corporate competitiveness

and financial resilience amid global market dynamics.

2.2. Hedging Strategies as Exchange Rate Risk Mitigation

Hedging is the main instrument in exchange rate risk management carried out
through the use of financial derivatives such as forward, futures, options, and swap.
A study by Igbal (2017) shows that the use of futures contracts and foreign currency
options helps companies reduce cash flow volatility and maintain income stability.
In addition, the application of natural hedging, which is matching assets and
liabilities in the same currency, is also a popular strategy for companies wishing to
minimize the cost of using derivatives. Research by Hashmi et al. (2021) emphasizes
that the effectiveness of hedging strategies depends on understanding the currency
risk profile faced and the company’s ability to manage the hedge position.

In the context of non-financial companies, hedging policies are often based
on value at risk (VaR) to assess potential losses due to exchange rate changes. The
study confirms that companies with high exposure to foreign currency tend to have
more aggressive hedging policies, especially in conditions of high market volatility.
On the other hand, research by Wahyudi et al. (2019) identified several factors

determining a company’s decision to hedge, including company size, leverage level,
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and the complexity of international operations. The results show that large
companies are more likely to use derivatives than small companies because they have
wider resources and access to global financial markets. In addition, the existence of
an experienced risk management team also plays an important role in the

effectiveness of hedging strategies.

2.3. Effectiveness and Implications of Hedging Strategies for Financial
Stability

A number of studies have highlighted the link between the effectiveness of
hedging strategies and corporate financial performance. Bae et al. (2018) found that
companies that consistently apply hedging policies tend to experience a decrease in
earnings volatility and an increase in stock market value. The application of hedging
also serves as a positive signal for investors because it reflects the company’s
commitment to implementing good risk governance. However, the study
emphasizes that excessive use of derivative instruments without adequate
supervision has the potential to create new risks in the form of speculative activities
that can weaken financial stability.

Furthermore, research by Guzman et al. (2018) shows that the effectiveness
of hedging is not only determined by the type of financial instrument used, but also
by the extent to which the policy is integrated with the overall corporate strategy.
For example, a combination of financial hedging and operational hedging such as
diversifying export markets or spreading production locations can strengthen the
company’s resilience to exchange rate fluctuations in the long term. In the context

of financial stability, Omar et al. (2017) explain that the effective application of
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hedging can reduce the level of income uncertainty and strengthen the company’s
liquidity position. This in turn increases investor and creditor confidence in the
company’s financial prospects. Nevertheless, companies must also consider the
transaction costs of derivatives, the complexity of accounting records, and the
potential liquidity risk that may arise. Therefore, an adaptive, measurable, and data-
based risk management policy is needed to optimize the benefits of hedging for long-

term financial stability.

3. Method

This research uses a literature study method approach, which aims to review
and analyze the results of previous research regarding exchange rate risk and hedging
strategies in the context of corporate financial management. This method was
chosen because it is relevant for identifying conceptual patterns, empirical findings,
and existing research gaps in the academic literature. The literature study approach
provides a deep understanding of the phenomenon being studied without collecting
primary data, but rather through critical evaluation of published scientific sources.

The research procedure begins with the literature identification stage, where
the researcher searches for international journal articles published within the last five
years through the Google Scholar or Elsevier database. Selection criteria include
articles focusing on the topics of exchange rate risk, hedging strategies, financial
stability, and corporate risk management. Articles that do not meet the relevance

criteria or are outside the publication year range are eliminated. From the initial
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selection results, a total of twelve academic articles were chosen for in-depth analysis
because they made significant contributions to the topic of this research.

The next stage is the literature analysis and synthesis, which is carried out by
grouping the research findings into three main themes, namely: (1) the concept of
exchange rate risk in the corporate context, (2) hedging strategies as risk
management instruments, and (3) the effectiveness of hedging implementation on
tinancial stability. Each piece of literature is analyzed to identify the main variables,
the research methodology used, and the relevant empirical findings. This process
aims to find patterns of relationship between theory and practice that can strengthen
the conceptual framework of this research.

In addition, the evaluative-comparative approach is applied to compare
research results across countries and industries, in order to gain a broader
understanding of the dynamics of hedging strategy implementation in various
economic contexts. All secondary data used are evaluated based on credibility,
methodological validity, and information currency. With this approach, the research
is expected to present a comprehensive, objective academic synthesis, and contribute
to the development of the financial risk management literature, especially in the

context of mitigating exchange rate risk in companies.

4. Results

The results of the literature review indicate that exchange rate risk has a
significant influence on the financial stability and profitability of companies,

especially for entities operating across countries. Companies that do not optimall
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implement exchange rate risk management policies tend to face high earnings
fluctuations, a decline in stock market value, and cash flow uncertainty. According
to Neumann (2019), fluctuations in foreign currency value cause variability in export
revenues and import costs, which in turn can reduce the company’s net profit
margin. These findings indicate that companies with a high level of foreign currency
exposure require structured and systematic risk mitigation strategies to remain
competitive in the dynamic global market.

Research conducted by Huong Trang (2018) shows that increased exchange
rate volatility directly encourages companies to carry out hedging activities. Based
on empirical results, every increase in exchange rate volatility increases the
probability of using currency derivatives among non-financial companies in
Southeast Asia. Companies that actively implement hedging are proven to have
better income stability compared to companies that ignore this risk. In addition, the
hedging strategy is considered capable of strengthening the liquidity position and
reducing external financing pressure, especially when the foreign exchange market
experiences instability.

Similar findings were presented by Igbal (2017), who stated that the
implementation of derivative-based hedging strategies such as forward contracts,
options, and swaps can reduce company cash flow uncertainty. The use of forward
contracts is considered most effective for exporting companies because it provides
price certainty in the future without disrupting short-term cash flow. In addition, the
research results also show that companies with good risk governance are more

disciplined in implementing hedging policies and have high consistency in managing
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exchange rate risk. This confirms the importance of integrating financial policies,
corporate governance, and risk management strategies in maintaining the stability of
financial performance.

Research by Nzioka and Maseki (2017) on non-financial companies found
that hedging practices against exchange rate risk have a positive influence on
financial performance, especially on the indicators of Return On Assets (ROA) and
Return On Equity (ROE). The results of the study confirm that the use of foreign
currency derivatives such as currency futures and forward contracts contributes to
increasing financial efficiency while reducing income volatility. Companies that
actively manage exchange rate risk are proven to have more stable financial ratios,
even during periods of significant economic fluctuation. Thus, the implementation
of a planned hedging policy functions not only as a protection mechanism but also
as a strategic instrument in strengthening corporate resilience against external
uncertainty.

Wahyudi et al. (2019) identified a number of key determinants of hedging
success, including company size, leverage level, and financial capacity to bear the
costs of derivatives. Large companies tend to have greater ability to access
international derivatives markets and use complex instruments such as cross-
currency swaps. Conversely, small companies generally rely more on natural hedge
strategies, namely by balancing assets and liabilities in the same currency. The study
also shows that risk management integrated with corporate financial policy is capable

of reducing stock price volatility and increasing long-term market value. This



integration is important for creating a tough financial structure in facing
unpredictable global exchange rate dynamics.

In a broader context, Nikmah and Muktiadji (2019) research highlights the
close relationship between exchange rate stability and macro financial stability.
Although the focus of the study is on the national monetary system, the implications
remain relevant for companies operating in a flexible exchange rate environment.
The results of the study show that companies that implement active hedging
strategies can minimize the external impact of exchange rate shocks on their financial
position. Thus, hedging plays a role not only as a protection instrument at the micro-
level (company) but also as a macro-economic stabilization mechanism through the
reduction of aggregate financial volatility.

Meanwhile, Allayannis et al. (2001) distinguished between financial hedging
and operational hedging as two main approaches in exchange rate risk management.
Their research results show that financial hedging through the use of derivatives is
more effective in the short term to stabilize company profits, while operational
hedging such as geographical diversification and adjustment of export prices is more
effective in the long term. Companies that combine these two strategies can reduce
exposure to exchange rate risk by up to 45% compared to companies that only rely
on one approach. This finding confirms the importance of synergy between financial
and operational strategies to achieve optimal risk management effectiveness.

Secondary data analysis from various studies also shows that the effectiveness
of hedging is strongly influenced by industry characteristics. Sectors with large

international cash flows, such as manufacturing and energy industries, have higher
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sensitivity to exchange rate fluctuations and therefore tend to be more aggressive in
the use of hedging instruments. Conversely, the service sector and the domestic
sector which have lower foreign currency exposure show a more conservative
approach to hedging. The review results also indicate that companies in developing
countries are more vulnerable to exchange rate volatility because the derivative
markets in these regions have not fully developed and still face liquidity limitations
and unsupportive regulations.

The empirical findings overall reinforce the view that hedging has a strategic
role in creating corporate financial stability. Companies that consistently implement
exchange rate risk management policies are proven to be more resilient in facing
external shocks, especially during periods of global economic uncertainty. For
example, during the 2018-2020 period, a number of multinational companies in the
Asian region recorded an average profitability increase of between 7-10% after
implementing hedging policies based on currency swaps and forward contracts. This
shows that an adaptive and risk analysis-based financial strategy is capable of
providing sustainable competitive advantages amid global volatility.

Nevertheless, some studies also underline the challenges in implementing
hedging. Some companies still view this activity as a form of speculation if it is not
regulated through strict governance policies. In addition, high derivative transaction
costs, limited access to foreign exchange markets, and difficulties in measuring the
level of exchange rate exposure are constraints in its implementation. Therefore,
hedging policies need to be accompanied by a comprehensive risk monitoring

system and managerial support at the strategic level. Strengthening human resource



capacity in international finance and developing domestic derivative market
infrastructure are also important aspects for increasing the effectiveness of exchange
rate risk management.

The results of this literature review confirm that hedging not only functions
as a technical tool to reduce currency fluctuation risk but is also an integral part of
corporate strategy in maintaining financial sustainability and global competitiveness.
By integrating exchange rate risk management into long-term business planning,
companies can increase operational efficiency, maintain cash flow stability, and
strengthen stakeholder confidence. The effective application of hedging policies
ultimately contributes to the creation of economic stability at both the micro and
macro levels, while supporting sustainable economic growth in the era of financial

globalization.

5. Discussion

The discussion of these research results indicates that exchange rate risk is
one of the most significant external factors in determining corporate financial
stability. Foreign currency rate fluctuations can cause high variability in operational
revenue and costs, thus demanding the implementation of a planned and adaptive
risk management strategy. According to Neumann (2019), the main challenge in
managing exchange rate risk lies in the uncertainty of the direction of global currency
movement and its implications for company cash flows. Therefore, the hedging

strategy functions not only as a protection instrument against market risk but also as
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a strategic component in long-term financial planning oriented towards corporate
performance stability and sustainability.

Igbal’s (2017) findings strengthen this view by showing that companies
operating in emerging markets have a higher tendency to implement financial
hedging compared to operational hedging. This phenomenon is due to the
characteristics of financial instruments such as forward contracts and swaps which
are capable of providing more concrete certainty on transaction values compared to
operational strategies that are long-term and less flexible towards short-term
exchange rate changes. However, the effectiveness of financial hedging is highly
dependent on the quality of risk governance and the company’s ability to identify
and measure exchange rate exposure quantitatively. In other words, without the
support of an accurate risk measurement system, hedging activities can create
additional risks in the form of misestimation or unplanned speculative decisions.

Furthermore, Buyukkara et al. (2019) argue that the relationship between
exchange rate risk and hedging policy is non-linear. Companies facing high currency
volatility tend to use derivative instruments more intensively to stabilize income and
protect their asset values. Conversely, companies with low exposure levels often
choose not to hedge because the transaction costs are considered disproportionate
to the potential benefits gained. In this context, hedging plays an important role in
minimizing systemic risk that can affect national macroeconomic stability, especially
when exchange rate fluctuations trigger instability in the financial sector.

Meanwhile, Wahyudi et al. (2019) highlight that internal organizational factors

such as company size, leverage level, and the complexity of international operations
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have a significant influence on a company’s decision to use derivatives. Large
companies with extensive global exposure have stronger incentives to engage in
hedging, given that the potential impact of exchange rate fluctuations on financial
statements and company market value is much greater. Conversely, small companies
generally rely on natural hedge strategies through the alignment of assets and
liabilities in the same currency due to resource limitations and access to international
derivatives markets. This finding is consistent with risk management theory which
emphasizes the importance of suitability between the risk profile and the protection
strategy adopted.

Based on the integration of these literature review results, it can be concluded
that hedging provides a real contribution to increasing corporate financial stability
and value. However, its success is highly dependent on the institutional context,
market structure, and managerial capacity to design comprehensive risk policies.
Therefore, an effective exchange rate risk management strategy must be based on
quantitative analysis of exposure, the implementation of transparent risk
governance, and close coordination between operational and financial policies. With
an integrated approach, companies can minimize the negative impact of currency
fluctuations and ensure the sustainability of their financial performance in the long

term.

6. Conclusion

Based on the results of the literature review, it can be concluded that exchange

rate risk has a significant impact on the financial stability and profitability of
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companies, especially for entities operating internationally. Fluctuations in foreign
currency rates cause uncertainty in revenue, operational costs, and asset values,
which if not managed effectively can reduce the company’s competitiveness and
value. Therefore, the hedging strategy is an important instrument in modern
financial risk management. Research results show that the implementation of
derivative-based hedging such as forward, futures, options, and swap is capable of
reducing earnings volatility and providing cash flow certainty. However, its
effectiveness depends on the company’s understanding of currency exposure, risk
governance, and the ability to balance the cost of hedging and the benefit of financial
stability.

In addition, natural hedging is also an efficient alternative, especially for small
companies with limited resources. In general, companies that implement exchange
rate risk management policies disciplinedly and consistently have more stable
financial performance and a higher level of investor confidence. In the increasingly
integrated global economy context, hedging is not just a protection instrument but
also a competitive strategy to maintain corporate sustainability and resilience against
external shocks. Thus, strengthening risk analysis capacity and implementing
comprehensive hedging policies need to be a top priority in modern corporate

tinancial governance.
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