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Multinational corporations (MNCs) operate in a global environment that exposes them to various financial risks, particularly foreign exchange risks. Foreign exchange risk arises from the volatility of foreign currency exchange rates and can significantly affect the profitability, cash flow, and financial position of an MNC (Pellegrino et al., 2023). To mitigate these risks, corporations adopt different strategies, which can be broadly categorised into internal and external techniques. This report provides an in-depth evaluation of these strategies based on International Financial Management theories.
Types of foreign exchange risk
· Transaction exposure: Arises from the effect of exchange rate fluctuations on the value of a company's future cash transactions in foreign currencies.
· Translation exposure: This occurs when consolidating the financial statements of subsidiaries operating in different currencies into the parent company's reporting currency (Bank, 2016).
· Economic exposure: Reflects the risk that a firm’s present value of future cash flows can be affected by unexpected exchange rate fluctuations.
Exchange rate volatility can lead to unpredictable financial results, alter competitive position, affect the value of foreign investments, and impact the cost of capital and firm valuation.
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1. Financial hedging strategies
Multinational Corporations employ financial hedging to mitigate the risks of volatile foreign exchange rates. Four primary financial instruments are central to these strategies: forward contracts, futures contracts, options, and swaps.
a) Forward contracts: These are tailor-made agreements where MNCs agree to buy or sell a currency at a specific rate on a future date, allowing them to stabilise transaction costs or revenues regardless of market fluctuations (Tiwary, 2019). They are especially useful for budget certainty but preclude benefiting from potential favourable rate movements.
b) Futures contracts: Futures are standardised contracts traded on exchanges that commit the parties to exchange currencies at a specified rate on a predetermined date. They require margin deposits and are marked-to-market daily, offering liquidity and the reassurance of a clearinghouse guarantee, albeit with less flexibility than forwards (Santillán-Salgado et al., 2016).
c) Options contracts: Options provide MNCs the right, not the obligation, to trade a currency at a specific rate, allowing flexibility to capitalise on favourable exchange rates while limiting the downside risk. The premium for this potential protection is the maximum loss, which positions options as currency risk insurance.
d) Swap Contracts: Swaps are agreements to exchange cash flows in different currencies or convert fixed to variable interest payments to manage foreign exchange and interest rate risks (Tiwary, 2019). They can be tailored to the unique requirements of an MNC, such as aligning the currency of income with outlays, effectively counteracting foreign exchange risk.
2. Operational Hedging Strategies
Multinational Corporations (MNCs) frequently incorporate operational hedging within their risk management strategies to tackle foreign exchange risks. This method encompasses various strategic business tactics designed to reduce the effects of currency fluctuations.
a) Currency diversification: MNCs can mitigate the risks tied to the fluctuation of any singular currency by engaging in currency diversification for their transactions (Álvarez-Díez et al., 2016). This tactic may include the distribution of cash reserves across different currencies, setting contract prices in varied currencies, or executing operations in a portfolio of currencies. Such measures enable the offsetting of potential declines in one currency with profits from another, thereby achieving a more balanced currency risk profile.
b) Risk sharing: Risk sharing constitutes a cooperative approach wherein the foreign exchange risk is mutually distributed among partners or customers through contractual agreements. Incorporating clauses related to currency adjustments in international contracts, for example, mechanisms for pricing modification in response to foreign exchange rate changes, allows for the risk burden to be equitably shared, preventing any single entity from shouldering the entirety of the risk from unfavourable currency fluctuations (Maggiori, 2017).
c) Leading and lagging: This strategy entails adjusting the schedule of cash flows to leverage expected shifts in currency values. Should a currency be projected to appreciate, the execution of payments is hastened or 'led' to secure advantageous exchange rates. Conversely, if a currency is expected to weaken, payments are ‘lagged’ or delayed (Tiwary, 2019). It requires astute timing and a good understanding of currency trends but can save considerable costs when executed correctly.
d) Exposure netting: MNCs operating in multiple currencies often engage in exposure netting. This entails offsetting receivables and payables in the same or correlated currencies to reduce the net exposed position. Such a strategy is effective in lowering transaction costs and consolidating positions, diminishing the MNC's overall exposure to currency risk.
3. Natural hedging strategies
Natural hedging is an approach where multinational corporations (MNCs) align their operational business decisions with foreign exchange risk management. This involves strategic planning and organisational adjustments to naturally offset the impact of currency fluctuations without solely depending on financial derivatives.
a) Market selection: Strategic market selection plays a pivotal role in natural hedging. MNCs can select markets that have currencies moving inversely to each other. By doing so, they ensure that while one market might experience currency depreciation, another might see appreciation, naturally balancing out the foreign exchange impact on earnings (Maitha, 2020). For example, suppose an MNC operates in both a country with a strengthening currency and one with a weakening currency. In that case, the gains and losses can offset each other, stabilising the overall financial performance.
b) Product pricing: Modifying the pricing structure for goods and services across international markets can act as a practical defence against the risks associated with currency fluctuations. MNCs may raise prices in regions experiencing currency devaluation or decrease where the currency is appreciating, effectively transferring a portion of the exchange rate risk onto consumers (Pellegrino et al., 2023). This tactic, commonly known as 'pass-through,' can significantly safeguard profit margins without relying on financial hedging tools.
c) Operational flexibility: MNCs with a versatile operational structure can reallocate manufacturing and procurement across various global regions as a reaction to shifts in currency values. This means establishing production facilities in multiple currency zones, which allows shifting production to areas where the currency is weaker to take advantage of lower costs (Tiwary, 2019). Similarly, sourcing raw materials from countries with depreciating currencies can reduce input costs. This approach not only hedges against currency risk but also enhances the company's agility in responding to geopolitical and economic changes.
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Several theoretical frameworks provide the foundational support for the practice of hedging in International Financial Management:
Purchasing Power Parity (PPP) and Interest Rate Parity (IRP): These parity conditions offer insight into how future exchange rates are determined by current price levels and interest rates. PPP suggests that currency values will adjust to neutralise the effect of inflation rate differentials between two countries (Yoon and Jei, 2020). Consequently, hedging based on PPP would protect against the adverse effects of unexpected inflation on exchange rates. IRP posits that the difference between two countries' interest rates will equal the differential between the current and future exchange rates. Hedging under IRP aims to guard against unexpected shifts in exchange rates due to changes in interest rate differentials.
International Fisher Effect (IFE): The IFE expands on the IRP by stating that a currency with a higher interest rate will depreciate against a currency with a lower interest rate by an amount approximately equal to the interest rate differential (Shobande and Shodipe, 2021). Companies may use hedging to protect against the potential exchange rate movements anticipated by the IFE.
Portfolio Theory: From the perspective of portfolio theory, currency risk can be mitigated through diversification. Just as an investor reduces unsystematic risk by holding a diversified portfolio of assets, an MNC can spread its currency exposure across various markets to minimise the overall foreign exchange risk (Tiwary, 2019). This theory underpins strategies such as currency diversification and operational flexibility, suggesting that a well-diversified approach to managing currency can significantly reduce the company’s total risk exposure.
An integrated approach considers a combination of financial and operational hedging techniques. It aligns foreign exchange risk management with the company’s financial objectives and corporate strategy, creating a holistic defence against foreign exchange volatility.
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Foreign exchange risk presents a significant challenge to MNCs, demanding diligent management to safeguard the corporation's value. While financial hedging offers direct protection against foreign exchange volatility, it comes with a cost that must be balanced against the potential benefits. Operational and natural hedging are strategic and often less costly but may require structural changes to business operations.    An effective foreign exchange risk management strategy is typically a blend of these approaches, customised to the specific risk profile and business context of the MNC.
The selection and implementation of appropriate hedging strategies require an in-depth understanding of the theoretical principles of IFM, as well as practical insights into market conditions and the MNC's business model. As global markets evolve, MNCs must remain agile, regularly reviewing and adjusting their foreign exchange risk management strategies to align with changing market dynamics and corporate objectives.
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· Continuous assessment: Regularly evaluate the foreign exchange risk exposure as business activities and market conditions change (Maggiori, 2017).
· Hedge accounting: Employ hedge accounting practices to align the timing of gains and losses on hedging instruments with the underlying exposure (Bank 2016).
· Training and expertise: Invest in training financial managers in the latest IFM theories and market practices to enhance decision-making.
· Technology utilisation: Leverage advanced analytics and forecasting tools for better prediction of market movements and risk assessment.
· Policy development: Develop a comprehensive foreign exchange risk management policy that clearly defines the risk appetite, designated hedging strategies, and responsible parties within the organisation (Tiwary, 2019).
By implementing these recommendations, MNCs can better manage their foreign exchange risk exposure, thereby protecting their financial performance from the adverse effects of currency market volatility.
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