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[bookmark: _Toc171807567]Introduction
Multinational companies (MNCs) struggle with managing foreign exchange (FX) risks for several reasons. Currency fluctuations may adversely impact a company's bottom line if it advances its business internationally. This report analyses the ways that multinational companies (MNCs) deal with the risk associated with foreign exchange by using theories and real-life examples from the field of international financial management. In addition, it will offer findings on what will be the best strategy for managing foreign exchange risks effectively for MNCs. 
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There are several types of foreign exchange risks that Multinational companies face while operating their business in foreign countries. These are as follows:
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Figure 1: Types of Foreign Currency Risks
Source: (Bodnar et al., 2017)
Transaction Risk: Changes in exchange rates can affect the value of cash flows denominated with foreign currency. A U.S. company that expects to get €1 million in three months may see the value of this debt go down because the euro is losing value. According to Bodnar et al. (2017), 83% of U.S. companies made managing these kinds of contracts a top priority as an important part of their currency risk strategies.
Translation Risk: Translation risk, which is also known as accounting exposure, is the risk that a parent company faces when it changes the financial statements of its foreign subsidiaries into the currency that it uses for banking. According to a study by Hutson and Stevenson (2015) that examined 953 European companies, this risk was more common in companies that did a lot of business with other countries. Their results showed how complicated translation vulnerability is by showing that when these companies' home currencies lost 1% of their value, their company values went up by an average of 0.5%.
Economic Risk: This comprehensive risk includes the chance that changing exchange rates will make it harder for a business to succeed in the long run. As an example, a regularly strong yen could make Japanese exporters less competitive around the world. According to Dominguez and Tesar (2016), about 40% of businesses in eight non-U.S. markets were very vulnerable to changes in exchange rates. These businesses were mostly small and in the industrial and service industries.

[bookmark: _Toc171807569]Strategies for Managing Foreign Exchange Risks
1. Internal Hedging Techniques
a. Natural Hedging: Natural hedging makes a balance sheet hedge by structuring a business's operations to match its foreign currency inflows and outflows. This method can greatly lower the risks that come with transactions and translations. A well-known company that uses natural hedging successfully is Honda Motor Company. In the 1980s, when the yen was stronger against the dollar, Honda moved its cost base to match its revenue stream by establishing manufacturing facilities in the US. According to the 2016 Honda Annual Report, the company was able to lower its exchange risk by a large amount by manufacturing over 70% of its cars in North America. Pantzalis et al. (2018) studied 220 US multinational businesses and found that the quartile of companies with 17 or more countries of operation had 30–40% less exchange rate risk than the quartile of companies with 5 or fewer countries of operation.
b. Leading and Lagging: Leading and lagging refer to adjusting the timing of foreign currency payments and receipts based on expected changes in exchange rates. This strategy can be very helpful for controlling the exposure to short-term transactions. When the Brazilian real was volatile, Brazilian company Vale SA utilised this strategy to deal with the risks. Vale was able to handle its exposure to the declining local currency in 2015 by delaying real-denominated expenses and speeding up sales of iron ore that were paid for in dollars (Vale Financial Statements, 2015).






2. External Hedging Techniques
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Figure 2: Derivative Contracts
Source: (Bodnar et al., 2017)
a. Forward Contracts: A forward contract is an agreement to buy or sell a set amount of foreign currency at a certain rate and a future date. They are often used to protect transactions from risk because they are easy to use and let the investor lock in future exchange rates (Bartram et al., 2013). Microsoft Corporation provides a notable example of forward contract usage. In its yearly report for 2020, Microsoft discussed foreign exchange forward contracts worth $11.1 billion. According to Microsoft's 2020 annual report, these arrangements helped the company lessen the risk of fluctuations in foreign exchange rates for both projected sales and foreign currency-denominated balance sheet items.
b. Options: A currency option gives an investor the right, but not the obligation, to buy or sell foreign currency at a certain rate and within a certain period. They offer businesses some flexibility in uncertain markets so they can handle adverse shifts while still taking advantage of good ones (Hentschel and Kothari's, 2019). European aerospace company Airbus SE always uses currency options to lower its large dollar risk. Airbus kept a $26.4 billion portfolio of option hedges in 2019 to manage the disparity between its euro-denominated costs and dollar-denominated revenues (Airbus Financial Statements, 2019).
c. Swaps: Currency swaps involve exchanging a series of cash flows in one currency for those in another currency. They can transform the value of currency-denominated assets or liabilities and are especially useful for managing long-term exposure to foreign exchange. IBM provides an illustrative example of swap usage. IBM's 2020 annual report discloses that the company used cross-currency swaps valued at $7.1 billion to protect its net investments in overseas businesses and itself from fluctuations in the value of different currencies. According to Mian's research from 2014, 44% of Fortune 500 companies used currency swaps. Companies with more than one location were more likely to use foreign swaps. 
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Internal vs. External Hedging
For multinational companies, weighing the pros and cons of both internal and external balancing measures is very important. Internal hedging methods, such as operational adjustments and natural hedging, are often considered to be the most cost-effective first lines of defence against forex risk. Bartram et al. (2013) studied 7,319 non-financial firms in 50 different countries to get a better sense of this trade-off. They found that financial hedging, along with operational hedges, provided more protection against risk, especially for transaction exposure. Financial contracts helped companies lower their exposure to exchange rates even more than operational hedging alone by an extra 10-15%. 
However, the effectiveness of internal hedging shouldn't be underestimated. Carter et al. (2016) studied the U.S. airline industry and found that companies with operational hedges—the ability to change capacity in response to changes in demand—were better able to handle industry downturns. During industry crises, airlines with more operational flexibility were valued 30–40% more than those with less flexibility.
Effectiveness of Forward Contracts
Forward contracts are a great strategy to protect against expected future cash flows because they are easy to use and directly offset foreign exchange risk. Allayannis and Ofek (2014) examined 378 non-financial S&P 500 companies and found that using currency swaps, especially forwards, reduced exchange rate exposure by 10–15%.
However, the effectiveness of forwards can vary. Although using derivatives (mostly forwards) reduced total risk exposure, Guay and Kothari's research in 2013 on 234 large non-financial businesses found that the reduction in risk was often small compared to the overall risk of the company. They found that a 3% change in currency values would result in derivatives cash flows that were only 1.3% of operating cash flows. This indicates that forwards might not be enough to completely mitigate risk.
Options for Flexibility
Currency options offer a business a lot of flexibility, especially in uncertain environments. With their help, businesses can protect themselves from unfavourable moves and still take advantage of favourable ones. Géczy et al. (2014) evaluated 372 non-financial companies from the Fortune 500 and found that currency options may help with handling complex risk profiles. The study found that companies with more growth potential and fewer financial limitations were more likely to use currency options.
However, this flexibility comes at a cost. Hentschel and Kothari's (2019) study of 425 big U.S. firms found that using options was linked to less exposure to foreign exchange, but the effect was not very strong. They concluded that exchange rate fluctuations account for only 0.03% to 0.05% of the value changes experienced by firms in their sample, even if the value of the average firm's currency choices changed by 1%. As a result, businesses may not be utilising choices in the best way possible or maybe using them for purposes other than providing protection.
Role of Swaps
Currency swaps help businesses manage their long-term risk by letting them exchange streams of cash flows in different currencies. They are very helpful for protecting against translation risk and long-term economic risk. An analysis by Mian (2014) found that using currency swaps contributed to more global engagement. The study also found that 44% of Fortune 500 companies used them. Conversely, swaps require careful structuring and monitoring. A study by Faulkender (2015) on interest rate risk management (which is similar to long-term currency risk management) found that many companies used swaps for market timing and hedging instead of lowering their risk exposure. His estimates showed that hedging only explained about 6% of the interest rate exposure fluctuation caused by swap utilisation.
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The financial health and competitiveness of multinational companies rely on the effective management of foreign exchange risks. The empirical evidence reviewed in this report shows that there is not a straightforward approach to eliminating all the foreign exchange risks. However, using a mix of internal and external hedging methods can greatly reduce losses. When choosing a strategy, a company should consider a number of factors, such as the type of foreign exchange exposure it has, how much risk it is willing to take, and how well it can operate. In addition to operational and natural hedging, the company can include forwards, options, and swaps to help fine-tune its exposure as part of its risk management plan.
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