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Multinational corporations (MNCs) with operations and transactions in multiple currencies face considerable foreign exchange risk. Foreign exchange risk refers to the possibility that sudden, unpredictable currency rate movements could negatively impact their value (Madura, 2022). Management of foreign exchange risk is of critical importance for multinational corporations (MNCs), to safeguard profit margins and cash flows. According to Shapiro (2014), approximately 80% of MNCs use financial instruments as part of their foreign exchange risk mitigation strategies; leading/lagging payments as well as derivative products like forwards/futures/options/swaps may all help shield an MNC against this exposure. MNCs commonly employ multiple approaches when dealing with these exposures.
MNCs frequently employ leading and lagging payments as an internal strategy, which seeks to create a natural hedge by matching cash inflows and outflows by currency (Eiteman et al, 2016). Where possible, an MNC should time their export revenue receipt to coincide with their payment obligations to foreign suppliers or creditors - this helps avoid or reduce currency conversion through FX markets and requires no complex financial instruments for implementation. However, its application is limited as perfectly matching cashflows is often not possible when an MNC has obligations that must be settled at certain dates. Overall this strategy provides some protection; however, most firms use other forms of external hedging strategies in conjunction with it.
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Forward contracts are popular external hedging tools which obligate both a multinational corporation (MNC) and bank counterparty to exchange an agreed sum at an agreed exchange rate on an agreed date in the future. (Madura, 2022). Forward contracts offer budgeting certainty while safeguarding against adverse FX movements relative to their locked rate, offering customization in terms of contract size and maturity to match specific cashflow exposures (Eiteman et al, 2016). Forward contracts offer several disadvantages; most notably they do not allow participants to participate in favorable exchange rate movements and introduce credit risk from possible counterparty default (though banking regulations and collateralisation can help limit this). Overall though, forwards contracts provide an inexpensive and effective hedge for short-term FX risks on known obligations; according to Hagelin (2003)'s survey 47% of US MNCs utilized them frequently when managing transaction exposure.
Currency futures work similarly to forwards by trading on exchanges and offering buyers the ability to lock in an exchange rate prior to any future obligation (Shapiro, 2014). Futures contracts offer some key differences to futures contracts in terms of standardised contract sizes, lower counterparty default risk and margin requirements that impose liquidity pressures. Furthermore, futures contracts feature higher trading volumes to allow easy entry and exit and daily settlement (Madura 2022). However, discrete contract sizes and settlement dates may not align perfectly with specific corporate cash exposures. While flexible and lower risk hedging are key features of an optimal portfolio strategy, matching terms to internal requirements may prove more challenging. Currency options are another popular derivative, providing the right but not the obligation to transact at an agreed upon rate for a future period (Eiteman et al, 2016). Options allow participants to take advantage of favorable rate movements while protecting against worst-case rates. But since options do not impose an obligation, their benefits may not fully materialise. Unfortunately, options incur an upfront premium cost which makes them more costly than forwards; however, options offer more flexible and potentially cheaper protection than futures.
Currency swaps are highly effective hedges for MNCs, enabling companies to swap interest repayments and principal on debt denominated in multiple currencies (Madura & Schnusenberg, 2013). This strategy locks in foreign currency obligations associated with borrowing or bonds to eliminate risk and lower financing costs long-term - though complex documentation between counterparties may be required between suppliers (usually banks rather than exchanges). According to research by Hagelin (2003), 32% of US MNCs surveyed used currency swaps indicating reasonable adoption.
External financial instruments provide comprehensive protection for known currency exposures, with forwards and options offering relatively flexible hedging. Their application by MNCs to uncertain future revenues or inputs, however, can be far more complex (Shapiro 2014). Academics have raised numerous criticisms against standard financial hedging theories in this regard. De Marzo & Duffie (1991) argue treasury departments within multinational companies often face difficulties precisely defining exposures, pricing appropriate hedges and managing basis risk effectively. Hu (2013) asserts that practical factors often prevent multinational corporations (MNCs) from effectively offsetting exposures and executing hedges as the theory dictates. MNCs face serious difficulties accurately quantifying cross-border revenues, costs and investments over a time span exceeding 6-12 months.
Internal operational adjustments can help mitigate risks without solely relying on external market instruments. Multinational corporations frequently adjust transfer prices for intragroup trading to transfer funds between subsidiaries located across high and low tax jurisdictions (Eiteman et al 2016). This mechanism allows for managed centralisation of currency exposures for hedging purposes, providing internal offsets when needed. Unfortunately, other factors besides currency risk influence optimal transfer pricing decisions that could conflict with pure risk objectives. Switching invoicing of exports and imports back and forth within one's own currency is one of the key internal mechanisms used for central currency risk management (Friberg, 2021), although its effectiveness depends on pricing power and customer acceptance of an MNC. Operational approaches offer adaptive mechanisms which complement financial hedges without perfectly stabilising currency risk.
Numerous empirical studies have examined the hedging policies employed by multinational corporations (MNCs). Belk & Glaum (1990), using a small sample from UK-based MNCs, found that they typically hedge around 45% of transaction exposure on average. But policies to hedge uncertainties in future cashflows were far less developed. Elliott et al (2003) conducted an examination of US multinationals across manufacturing, services and resources sectors and discovered an average hedging ratio of just 19% of total firm value - reflecting how difficult it can be managing uncertain exposures. Edelshain (1995) noted that firms with greater international involvement utilized more comprehensive currency risk management practices. She reported an array of hedging ratios ranging from 20%-70% of foreign revenues hedged amongst surveyed US firms. Allayannis & Ofek (2001) conducted an analysis of Canadian firms by employing average hedging, with average reduction in currency fluctuations of approximately 5% on firm value impact. Though imperfect, empirical evidence demonstrates currency hedging - including selective use of derivatives - creates material economic value for multinational corporations by stabilising risk.
Foreign exchange risk management can be an intricate endeavor for MNCs, yet leading and lagging cashflow payments provide an ideal means of partial protection against this exposure. Currency forwards, futures, options and swaps offer effective protection from risk associated with known exposures; however, their efficacy diminishes when used against uncertain foreign income and costs in the future. Firms deploying selective hedging strategies based on operational practices, treasury risk management frameworks and tailored financial instruments to manage international business exposures effectively. Empirical analysis of multinational corporations shows their policies reduce, yet don't completely eliminate, currency risk volatility. Given these constraints, this hybrid approach enables value creation by stabilising risk to support offshore operations and create value.
Financial hedging instruments have grown increasingly sophisticated over time; however, knowledge gaps exist regarding their optimal application by multinational corporations (Friberg & Wilander 2008). Transaction cost economics argue that proprietary firm advantages have an influence over the relative effectiveness of various hedging approaches (Dohring 2008). Unfortunately, however, they can be hard to measure exactly and thus include in theoretical financial pricing models. Information asymmetries between centralised Treasury functions and local business units around the world can wreak havoc with coordinated global FX risk management (Bodnar et al, 1998) due to agency issues introduced through information asymmetries between them; gathering accurate exposure data could potentially hamper financial hedging outcomes (Bodnar et al, 98).
Empirically, many studies attempt to test whether conventional derivatives pricing theories correspond with MNC behavior with mixed results (Bartram, Brown & Conrad, 2011). Outcomes depend on specific home country institutional factors and corporate governance structures (Nguyen & Faff, 2002), while overall adoption of some currency derivatives is evident; its effect on firm value remains less clear; indeed some studies indicate selective hedging programs may add greater value than comprehensive policies (Allayannis et al, 2012), in line with an argument that completely stabilising currency volatility by stabilisation can remove potential upside upside benefits as well.
Strategic considerations must ultimately play into finding an acceptable balance between stabilizing FX risk to support offshore operations and taking advantage of any favorable rate fluctuations. Central supervision is always necessary; however, both tight controls and highly decentralized approaches have their own drawbacks. MNCs often resort to selective hedging due to the difficulty in implementing textbook risk reduction plans even where these would theoretically be optimal (Bodnar & Gebhardt 1999). FX risk management depends heavily on skilled Treasury personnel with experience applying judgment due to the complexities involved in translating various derivative instruments into suitable hedge coverage for multinational corporations worldwide. Their knowledge enables effective corporate hedging practice.
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Overall there is no one-size-fits-all mechanistic solution; rather selective/adaptive policies using operational adjustments along with financial instruments necessary are used under expert interpretation and oversight by experts in-house experts in MNCs.
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