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To manage foreign currency risk, multinational companies (MNCs) can employ a variety of measures. Natural hedging is the practice of aligning currency income with costs in order to reduce total risk. MNCs utilize forward contracts, currency swaps, options contracts, balance sheet hedging, lead and lag methods, diversification, and netting to lock in exchange rates and manage currency risk (Shapiro, 2018).
Forward contracts are contracts to purchase or sell a currency at a specified future date and exchange rate. Currency swaps entail swapping cash flows in one currency with another in order to get the currency required for transactions and manage currency risk. Contracts for options grant the right, but not the duty, to purchase or sell a currency at a defined price within a certain time (Madura, 2018).
Balance sheet hedging is arranging an MNC's assets and obligations to reduce the impact of exchange rate fluctuations on net worth. Lead and lag tactics affect cash flow timing by speeding collections in a strong currency (leading) or postponing payables in a declining currency (lagging). Diversification enables MNCs to operate in various geographic zones as a natural hedge, as currency moves are not always completely linked across markets (Eiteman, et al., 2016).
Netting is the consolidation of payables and receivables in multiple currencies to decrease net exposure and transaction costs. These methods are frequently used in tandem, and the decision is influenced by factors such as the nature of the firm, risk tolerance, and market circumstances (Levi, 2019).
Theories
Natural hedging, forward contracts, currency swaps, options contracts, balance sheet hedging, lead and lag tactics, diversification, and netting are some of the ways that multinational companies (MNCs) might utilize to manage foreign exchange risk. Natural hedging is the practice of aligning currency income with costs to reduce total risk. Forward contracts are agreements to buy or sell a currency at a specified future date and exchange rate. Currency swaps include swapping cash flows with another firm in a foreign currency, assisting multinational corporations in obtaining the currency they want for transactions and managing currency risk. Contracts for options grant the right, but not the duty, to purchase or sell a currency at a defined price within a certain time. Balance sheet hedging is arranging the MNC's assets and liabilities in such a way that the impact of currency fluctuations on net worth is minimized (Bartov & Bodnar, 1996).
Leading and lagging strategies entail changing the timing of cash flows, either by speeding collections in a strong currency (leading) or deferring payables in a declining currency (lagging). Diversification enables MNCs to operate in a variety of geographic zones as a natural hedge because currency fluctuations are not always fully linked across markets. Netting is the process of combining payables and receivables in multiple currencies in order to decrease net exposure and transaction costs (Adler & Lehmann, 1983).
These methods are frequently employed in tandem, and the decision is influenced by a variety of factors, including the nature of the firm, risk tolerance, and market circumstances. MNCs analyse and adapt their foreign exchange risk management strategies on a regular basis to keep up with changing economic situations and business objectives.
MNCs can manage foreign exchange risks using theoretical models such as Purchasing Power Parity (PPP), Interest Rate Parity (IRP), International Fisher Effect (IFE), Asset Market Model, Efficient Market Hypothesis (EMH), Transaction Cost Economics, Mundell-Fleming Model, and Dunning's Eclectic Paradigm (OLI Model). These models assist multinational corporations in identifying the most effective techniques for managing foreign exchange risks and ensuring that their operations are coordinated with the demands of their worldwide consumers (Eiteman, et al., 2016).
To comprehend global financial operations, international economic management (IFM) entails critically reviewing major studies, ideas, and empirical facts. Purchasing Power Parity (PPP), Interest Rate Parity (IRP), International Fisher Effect (IFE), Asset Market Model (Branson's), Efficient Market Hypothesis (EMH), Transaction Cost Economics, Mundell-Fleming Model, and Dunning's Eclectic Paradigm (OLI) are examples of key IFM ideas. Short-term validity, risk neutrality, risk aversion, and the importance of investor mood and irrational conduct in affecting exchange prices have all been challenged.
Behavioural finance experts have challenged the EMH, claiming that market inefficiencies arise owing to psychological causes. Although transaction cost economics gives insights into the costs of cross-border transactions, its generalizability across varied institutional settings is called into doubt. Mundell's model has been criticized for simplifying assumptions, notably the assumption of perfect capital mobility. Although the OLI model is frequently used to explain foreign direct investment (FDI), its expansion to regional and global dimensions is required to investigate the changing structure of multinational firms (Shapiro, 2002).
Scholars contribute to an ongoing discussion that refines our knowledge of global financial phenomena by critically assessing these important IFM ideas, while noting the inherent complexity and problems in applying theoretical frameworks to various and dynamic real-world circumstances.
Foreign exchange risks
Foreign exchange risks are inevitable in worldwide business and must be managed effectively. Transaction exposure, which derives from currency fluctuations affecting specific transactions, and translation exposure, which impacts the valuation of foreign subsidiaries in consolidated financial statements, are two examples of these risks. Economic exposure refers to the effect of exchange rate variations on future cash flows and market value, whereas operating exposure includes transaction, translation, and economic exposures (Kho, et al., 2009).
Country risk, which affects exchange rates and causes uncertainty, is another major risk. According to research, exposure to nation risk influences stock returns and volatility. Interest rate risk, which affects currency values and cross-border funding, is another issue to be concerned about. . Credit risk refers to the probable default of a counterparty in a forex transaction, and research has shown that it is critical to address credit risk in currency markets to avoid negative effects (Bartov & Bodnar, 1996).
Liquidity risk occurs when changing a less-traded currency into a more liquid one becomes difficult. According to research, liquidity risk influences exchange rate fluctuations. As evidenced by the 2008 global fiscal crisis, systemic risk entails greater dangers to the global financial system.
Empirical data backs up the theoretical knowledge of foreign currency risks, with organizations that actively manage transaction exposure, assess economic exposure, and include risk management measures outperforming in terms of stock returns and overall financial performance (Shapiro & Allen, 2010). However, for successful risk management, a comprehensive strategy is required, and firms must constantly review (Bartram & Bodnar, 2007).
The empirical data backs up the theoretical knowledge of currency risks. Firms that actively manage transaction risk, evaluate economic risk, and implement risk management methods do better in terms of stock returns and overall financial performance. Country risk and interest rate risk have been shown to influence stock returns and volatility (Branson, 1983).
It is important to realize, however, that foreign exchange risks are dynamic and interrelated. Effective risk management necessitates a comprehensive strategy that considers the interaction of multiple hazards. Furthermore, the empirical environment may change, necessitating constant reassessment of corporate plans in response to changing market conditions (Adler & Lehmann, 1983).
Finally, for multinational firms to manage the complexity of foreign currency risk, a comprehensive knowledge of foreign exchange risks supported by empirical data is critical. It allows for informed decision-making, risk minimization, and financial performance protection in the face of currency swings and uncertainty (Fama, 1970). Foreign exchange risks are inevitable in worldwide business and must be managed effectively. Transaction exposure, which derives from currency fluctuations affecting specific transactions, and translation exposure, which impacts the valuation of foreign subsidiaries in consolidated financial statements, are two examples of these risks. Economic exposure refers to the effect of exchange rate variations on future cash flows and market value, whereas operating exposure includes transaction, translation, and economic exposures (Bartov & Bodnar, 1996).

Country risk, which affects exchange rates and causes uncertainty, is another major risk. According to research, exposure to nation risk influences stock returns and volatility. Interest rate risk, which has an influence on currency values and cross-border funding, is a concern (Dungey, et al., 2015).
Multinational businesses (MNCs) in a globalized business environment face significant challenges in managing currency risks. Common strategies include natural hedging, forward contracts, currency swaps, options contracts, diversification, leading and trailing, strategic planning and forecasting, and financial derivatives. Natural hedging involves denominating transactions in a currency that offsets risk or matching revenues and expenditures in the same currency. Forward contracts fix future exchange rates but do not protect against economic risk and require excellent forecasting. Currency swaps allow MNCs to exchange cash flows in multiple currencies, reducing transaction risk and gaining access to advantageous financing arrangements. Options contracts allow MNCs to purchase or sell currencies at a fixed rate, but do not remove all forms of currency risk. Diversification involves operating in multiple countries with different currencies but does not completely remove currency risk due to international economic conditions. Leading and trailing may require precise scheduling and add operational challenges to payment cycle management. Strategic planning and forecasting are essential for MNCs to control risk proactively, but forecasting is challenging due to unforeseen occurrences. There is no one-size-fits-all solution for controlling FX risks, so MNCs must constantly evaluate and modify their strategies to capitalize on opportunities in the worldwide marketplace.
Conclusion
In conclusion, controlling foreign exchange risks is a vital component of multinational corporations' (MNCs') operations in today's worldwide economic climate. As evidenced by numerous tactics and theoretical models, MNCs have a broad collection of instruments at their disposal to overcome the problems provided by currency fluctuations.
To summarize, multinational enterprises must have a detailed grasp of foreign exchange risks that is supported by empirical evidence in order to negotiate the complexities of the worldwide business scene. This knowledge enables educated decision-making, risk reduction, and financial performance protection in the face of currency fluctuations and unpredictability. As multinational corporations continue to engage in global marketplaces, their capacity to adapt and modify their foreign exchange risk management strategies will be critical for long-term success.
To address transaction, translation, and economic exposure, forex risk management solutions such as natural hedging, forward contracts, and currency swaps are used. Although theoretical models such as PPP, IRP, IFE, and EMH give insights, they have limits. Transaction, translation, economic, national, interest rate, credit, liquidity, and systemic hazards are all examples of foreign currency risks. It is critical to manage these risks to improve stock returns and financial performance. However, due to changing market conditions, a comprehensive risk management approach that considers numerous dangers is required.
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