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Introduction

Foreign exchange (FX) mainly refers to the global marketplace where currencies are traded.
Foreign exchange significantly involves with the exchange of one currency with the another one,
and the foreign exchange market is mainly giving the facilities (Cartea et al, 2019). Foreign
exchange risk is an inherent challenge for the multinational corporations (MNCs) to properly
operate various currencies. Exchange rate fluctuations can be able to significantly impact on an
organisation’s profitability as well as competitive position, along with valuation of market. Effective
management of foreign exchange risks is complicated to properly safeguard against any kinds of
unfavourable movements in the exchange rates. This report will be delved into the different types
of strategies that MNCs adopt to properly manage the foreign exchange risks along with drawing

on International Financial Management (IFM) theories.



Understanding Foreign Exchange Risks

Foreign exchange risk significantly arises from the uncertainty in the exchange rates between
different two currencies over time. MNCs experience different types of foreign exchange risks

including:

Transaction Risk: This type of risks mainly occurs at the time a company has payables
denominated in a foreign currency. Rates of exchange movements between the data of

transaction and the data of settlement can be able to a financial profit or loss (Rindfleisch, 2020).

Translation Risk: It is also known as the risk of accounting, and this translation risk arises when
an organisation’s financial statements significantly consolidate the foreign subsidiaries financials
with the currency of home. Fluctuations in the exchange rates can be able to significantly affect

the earnings that are reported along with values of balance sheet.

Economic Risk: Economic risk mainly refers to the long-term impact on the changes of exchange
rate on an organisation’s future flows of cash and the competitive position in the global markets.
Economic risk can be able to alter the value of future revenues as well as costs along with share

of market.



Strategies for Managing Foreign Exchange Risk

To reduce these kinds of risks, MNCs use a variety of financial as well as strategies of operational

activities. These can be broadly categorized into the strategies of internal along with external.

Internal Hedging Techniques

Natural Hedging: Natural hedging mainly involves the alignment of cash inflows and outflows in
the same foreign currency, significantly mitigating the exposure to the exchange rate fluctuations
(Bartram, 2019). For instance, a company that properly earns revenue in euros can be able to
seek to match their costs including, as payments from suppliers or servicing of debt in euros. This
mitigates the need to convert currencies with the help of extension, reduces the risk of transaction.
Empirical studies support the effectiveness of the natural hedging to mitigate exposure of FX.
German MNCs continuously employ the natural hedging to properly manage the foreign exchange

risk specifically for the different kinds of projects that are for long-term.

Operational Flexibility: Operational flexibility is the best strategic allocation of production as well
as sourcing activities for the different countries to reduce the economic risk. With the help of
diversifying operational activities all over the world, MNCs can be able to shift their production
and sourcing to different countries with the favourable exchange rates. For instance, global
production of Toyota significantly allows the company to properly adjust with the levels of

production in response to the movements of exchange rates.

Leading and Lagging: This technique mainly involves with the timing of payment of foreign
currency obligations to take different kind of advantage for the expected exchange rate
movements. For example, of an organisation expects the foreign currency to deprecate, it may
boost the lagging to settle the liabilities at a rate of favourable. If an appreciation is significantly
anticipated, the company may expedite the leading of payments to lock in the present rate of

currency.



External Hedging Techniques

Forward Contracts: Forward contracts are one of the most used financial instruments to properly
hedge the risk of transaction. A forward contract mainly locks in a rate of exchange for a future
data and significantly ensuring that the organisation knows the exact rate of pay or receive in its
home currency, regardless of the future movement for exchange rate. Most of the firms are using
currency derivatives including, forward contracts, tend to have higher value of firm, as these

instruments significantly manage the exposure of foreign exchange (Adler et al, 2019).

Currency Options: Currency options significantly give MNCs the right obligation to properly buy
or sell a currency at a pre-determined rate. Different types of options can be able to provide more
flexibility compared to the forwards contract, as they properly allow all the companies to benefit
from the movements of favourable exchange rate at the time of protecting against the adverse
shifts. European MNCs continuously use different options to hedge their exposure, specifically in

the volatile currency markets.

Currency Swaps: Currency swaps mainly involve with the exchange of principles as well as
payments interest in different types of currencies. A common application of the currency swaps
in the significantly hedge the debt of foreign denominated along with allowing all the companies
to convert the debt within their home currency and lock in the exchange rate for the full duration
of that loan. Most firms with their significant foreign operational activities as well as financing tend
to use the currency swaps as the initial hedging tool (Ranaldo, 2023). The flexibility of currency
swaps, combined with their ability to properly manage rate of interest along with exchange rate

risks, make them a valuable instrument in the strategies of MNC’s hedging.

Money Market Hedging: Money market hedging mainly involves borrowing as well as lending in
different types of foreign currencies to properly manage the risk of transaction. This approach is
essential to effectively locks in the present exchange rate. Large and financially sophisticated
MNCs are the more likely to properly use hedges of market because of the complexity along with

costs that are associated with this kind of technique.



Strategic Considerations

Centralized vs. Decentralized Hedging: MNCs must need to decide whether to centralize their
activities of hedging at the level of corporate along with allow the individual subsidiaries to properly
manage the FX risks. Centralized hedging can be able to lead for the better outcomes because
of economic scale and expertise at the time and decentralized approaches may be effective in
complex and quickly changing environments (Tiwary, 2019). Centralized hedging significantly
allows the subsidiaries to significantly tailor different types of strategies for the local conditions
along with respond rapidly to the fluctuations of currency. Empirical studies can be able to offers

mixed evidence on the effectiveness for the centralized versus decentralized hedging.

Hedging Policy and Risk Management Framework: Properly developing a formal hedging
policy as well as framework for risk management is complicated for MNCs to manage in an
effective way of FX risk. This kind of framework should need to outline the organisation’s risk
appetite as well as the instruments along with strategies to be used along with structure from
government to manage the exposures of FX. All the companies hedging policies tend to achieve

the outcomes for better financial conditions.

Empirical Evidence and Case Studies: Empirical research properly underscores the best link
between hedging as well as value of firm (Grindler and Potrafke, 2019). Most of the firms using
derivatives to hedge foreign exchange risks tend to have the lower earnings along with higher
valuation multiplies that are compared to the non-hedging firms. This significantly suggests that
the effective risk management can be able to protects against the losses and increases the value
of shareholders. Different types of case studies properly highlight the benefits of effective risk
management of FX. For instance, general electric’s different types of proactive hedging policies
have the historical allowance and through this company can be able to reduce FX risks along with
protect their global earnings.



Conclusion

In conclusion, properly managing foreign exchange (FX) risk is very important for all the
multinational corporations (MNCs) to maintain highest profitability along with a competitive edge
in the global markets. Different kinds of strategies such as internal hedging techniques like the
internal hedging and operational flexibility, and different types of external tools including forward
contracts, and the currency swaps can be able to reduce the FX risks. Empirical evidence is
essential to support the effectiveness of these kinds of strategies to increase the value of firm with
the help of mitigating potential losses because of the fluctuations of currency. A well-structured
hedging policy as well as a thoughtful approach to significantly risk management to enable MNCs
to safeguard the operational activities and ensuring the stability for a long-term financial stability

along with success in an unpredictable economy of global.
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