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[bookmark: _heading=h.gjdgxs]Introduction 
The report considers the experience of multinational corporations and their management of exchange rate risks. The process of globalisation in the last several decades has led to the development of approximately 60,000 multinational companies with a significant impact on the global economy (EMA, 2018). Moreover, the countries around the world have gradually converted from fixed or pegged exchange rate regimes to floating ones (Stone et al., 2008). Currently, approximately 45% of countries, including the largest and most advanced economies, adopt floating exchange rate regimes (Stone et al., 2008). This is a major factor for the existence of exchange rate risk faced by global companies operating in different geographic markets. As explained by Picardo (2023), currency volatility leads to transaction, translation and operating exposure. Thus, exchange rate risk can negatively affect business operations and profitability based on the experienced exchange rate fluctuations between currencies (Picardo, 2023).
The report aims to analyse the theoretical concepts explaining exchange rate fluctuations, possible hedging strategies and their respective performance in providing effective risk management of exchange rate fluctuations. 
[bookmark: _heading=h.30j0zll]Theoretical discussion 
There are three main types of exchange risk factors: transactional, translational and economical. 
1. Transaction risk, or cash flow risk in essence, is concerned with how changes in exchange rates affect transactional account exposure associated with payables (import contracts), receivables (export contracts), and dividend repatriation. Any such contract will expose the firm to a direct transaction exchange rate risk in the event that the currency of denomination changes. (IMF 2006)
2. Translation risk, also known as balance sheet exchange rate risk, is essentially related to exchange rate movements in the valuation of a foreign subsidiary and, consequently, in the consolidation of a foreign subsidiary onto the balance sheet of the parent firm. The exposure of net assets (assets less liabilities) to possible changes in currency rates is typically used to calculate translation risk for overseas subsidiaries. (IMF 2006)
3. Economic risk, which essentially represents the risk that changes in exchange rates will have on the company's present value of future operating cash flows. Economic risk essentially relates to how fluctuations in currency rates affect operating costs (cost of domestic inputs and imports) and revenues (domestic sales and exports). (IMF 2006)
 Furthermore, four main theories provide an explanation of exchange rate fluctuations. The information can be used by MNC in understanding the main causes of exchange rate changes and their better management. 

To begin with, the interest rate parity is the first major theoretical model considered in the discussion. The framework suggests that the difference in interest rates between two nations can determine the exchange rate changes (Teall, 2022). Hence, the differential in interest rates is used to explain the potential disparity between the spot exchange rate and the forward one (Teall, 2022). This is important, as companies can use the information to expect future exchange rate changes. 
Uncovered interest rate parity is another model, which is closely related to the previous one, but explaining in more detail the impact on exchange rates (CFI, 2024). The theory states that the disparity in nominal interest rates between two nations is equivalent to the relative fluctuations in the foreign exchange rate throughout the same time frame (Orellana and Pino, 2021). The uncovered Interest rate parity theory operates on the assumption that a country with a higher interest rate will witness a devaluation of its domestic currency compared to the foreign currency with a lower interest rate (Orellana and Pino, 2021). Thus, multinational companies must analyse interest rate changes to explain fluctuations in exchange rates.  
The international fisher effect (IFE) posits that disparities in nominal interest rates between nations can serve as a reliable indicator for anticipating fluctuations in currency exchange rates (Hatemi, 2009). Based on the IFE's propositions, nations with higher nominal interest rates tend to have greater rates of inflation. As a consequence, their currency is expected to depreciate versus other currencies of countries with lower interest and inflation rates, respectively (Hatemi, 2009). Empirical support for the validity of IFE is inconclusive, and in recent times, there has been a shift towards using direct estimation of currency exchange fluctuations based on anticipated inflation (Hatemi, 2009). According to this model, multinational companies must be aware of the inflation differentials which impact exchange rates. 
Purchasing power parity (PPP) is a widely used macroeconomic indicator that allows for the comparison of economic productivity and living standards across different nations (Eun et al., 2021). PPP evaluates the currencies of various nations using a "basket of goods" approach (Callen, 2024). PPP refers to the exchange rate at which the currency of one country may be exchanged into another country's currency to buy the same quantities of a wide range of items. According to the PPP theory, equilibrium is achieved when the exchange rate leads to the same prices of products in both countries (Eun et al., 2021). Thus, exchange rate fluctuations are explained by the market mechanisms leading to price equalisation – an important fact to be considered by multinational companies (Eun et al., 2021; Callen, 2024). 
The discussed theories provide different perspectives regarding the determinants of exchange rate fluctuations. Multinational companies must consider factors, such as interest rates changes, inflation differential, price differences and expectations. Considering the different theoretical perspectives and their mixed empirical support, the management of currency risk continues to be a challenge. The next section of the report considers the available hedging strategies in the field. 
[bookmark: _heading=h.1fob9te]Risk management strategies.
In finance, hedging refers to a process of risk reduction which is typically done by using different financial instruments and derivatives (Scott, 2023). 
In some cases, multinational companies mitigate exchange rate via natural hedging – a strategy requiring adding assets that have negative correlation (Borad, 2024). The strategy avoids the use of financial instruments; instead, companies tend to incur expenses in the same currency in which profits are generated (Borad, 2024). Since costs and revenues are denominated in the same currency, there is protection against unfavourable exchange rate fluctuations.
Hedging exchange rate risk is commonly done by purchasing forwards and futures contracts. Both are agreements between two parties with several insignificant differences. Futures are contracts that follow standardised terms and are publicly traded on established exchanges (Eun et al., 2021). In contrast, forwards are negotiated directly between parties and the terms of the contract are tailored to each unique circumstance (Eun et al., 2021). Given these differences, futures are more popular than forwards in terms of trading volume (Stålstedt, 2006). Despite the differences, both types of contracts essentially function in the same manner. More specifically, it is important to determine a fixed price for a financial instrument, such as currency pair, commodity and others, with the requirement that the contracts must be fulfilled on a certain date in the future (Krugman et al., 2018). These are legal requirements, which must be respected, as the involved parties must complete the transaction at the specified expiration date and in accordance with the negotiated/stated terms (Eun et al., 2021). Multinational companies can purchase futures or forward contracts to „lock” the current exchange rate for a period in the future (Hull, 2012). Thus, companies neutralise the risks of unfavourable exchange rate fluctuations, however, they may also miss an opportunity stemming from desirable exchange rate changes (Hull, 2012). 
Exchange rate fluctuations may also be managed by using a specific type of derivates – currency options (Keefe et al., 2019). There are many variations of currency options and strategies to be considered by multinational companies (Stålstedt, 2006). In general, there are two main types of options – call and put (Keefe et al., 2019). Call options provide the right to purchase a given financial asset at a specified price and date in the future (Krugman et al., 2018). Respectively, put options provide the right to sell a financial asset at a specified type and date in the future (Krugman et al., 2018). Options only provide rights and option owners are not legally obligated to execute the purchased option (Eun et al., 2021). This is important because option owners may do nothing if exchange rate changes are in a favourable direction, thereby paying only the price of the unexercised option. And vice versa – having an option can effectively protect multinational companies from experiencing potentially negative exchange rate fluctuations. 
In some cases, currency swaps can also be used as a hedging technique. A currency swap, by definition, is a bilateral agreement where two parties exchange equal amounts of money in different currencies (Eun et al., 2021). The parties are engaging in a mutual lending agreement, where they will lend money to each other and repay the amounts on a certain date and at a specific exchange rate (Mitchell, 2023). The duration of swaps can vary significantly, ranging from several months to many years, depending on the specific terms of the deal (Mitchell, 2023). For example, if a global corporation requires a loan in a certain currency and anticipates a substantial appreciation of that currency in the future, a currency swap can effectively protect the company from repaying an increased amount of money due to the appreciation of the exchange rate (Mitchell, 2023). 
As discussed, there are different hedging strategies to mitigate the exchange rate risk. The following chapter discusses the main advantages and disadvantages of each approach.
[bookmark: _heading=h.3znysh7]A critical evaluation of hedging strategies
The discussed hedging strategies have specific advantages and disadvantages which must be addressed. In general, natural hedging is effective in mitigating exchange risks and companies do not need to pay for acquiring financial hedges (Borad, 2024). Nevertheless, the evidence shows that natural hedging requires a precise and pro-active approach to risk management which is often different to be executed accordingly (Borad, 2024). 
When financial hedges are discussed, the advantages of forwards and future stem from their simplicity and transparency which promote high understanding (Kaplan, 2020). These instruments, however, may not be available, especially when considering forward contracts (Kaplan, 2020). In addition, they eliminate the upside potential for profit if exchange rate changes are favourable given the fact that the involved parties are required to execute the exchange at an initially determined price (Kaplan, 2020). In contrast, options provide the opportunity to benefit from favourable exchange rate changes since these derivatives do not require compulsory execution (Eun et al., 2021). Despite this key advantage, options tend to be significantly costlier and more difficult to understand in comparison to futures and forward contracts (Bound, 2024). 
Findings indicate that exchange rate risk hedging is a complex and often costly process. There is not a single solution to be applied by multinational companies. 
[bookmark: _heading=h.2et92p0]Conclusion
To sum up, the evidence shows the significance of managing exchange rate risk by multinational companies. There are different theories explaining currency fluctuations, but they fail to accurately predict price changes with a high level of certainty. Therefore, multinational companies must apply hedging techniques as protection against uncertainty and unfavourable changes in the foreign exchange markets. The selected hedging strategy must be conducted given the goals, risk tolerance, context and financial specifics of each organisation. 
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