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Introduction
There are a multitude of issues that multinational corporations (MNCs) face in the context of the dynamic and linked global economy. One of these challenges stands out as a substantial threat to the MNCs' financial stability, and that risk is foreign exchange risk (FX risk). Changes in exchange rates have the potential to have a significant influence on the profitability, operational efficiency, and overall business strategy of multinational corporations (MNCs). Multinational corporations (MNCs) adopt a variety of measures to reduce these risks, each of which is adapted to the specific circumstances, risk tolerance, and market conditions of the MNC.
Main Body
The Strategies for the Management of Transaction Risk
The timing variations that occur between the occurrence of expenses and the receipt of revenue in various currencies are the source of transaction risk on the market. Due to the fact that adverse exchange rate changes can either reduce profitability or raise costs, this risk can have a major impact on the financial performance of a multinational corporation (Fan and Stevenson, 2018). Multinational corporations (MNCs) utilise a variety of hedging measures, such as forward contracts, currency swaps, and options, in order to reduce the risk associated with transactions.
In the context of multinational corporations (MNCs) and their counterparties, forward contracts are bilateral agreements that stipulate the purchase or sale of a particular quantity of currency at a predetermined exchange rate on a future date (Czinkota, Ronkainen and Moffett, 2021). The multinational corporation is protected from unfavourable currency fluctuations thanks to the locking in of the exchange rate, which guarantees that the cost or revenue will continue to be predictable in the native currency. In particular, the utilisation of forward contracts is advantageous for the purpose of hedging against the transaction risk that is associated with particular transactions, such as the importation of products or the exportation of services. It is possible for multinational corporations to effectively protect themselves against fluctuations in the exchange rate that occur up to the day of the transaction if they lock in the currency rate at the time that the contract is initiated.
Currency swaps are transactions in which two parties voluntarily exchange their respective currencies for a predetermined amount of time (Czinkota, Ronkainen and Moffett, 2021). A hedge against the risk of long-term transactions can be achieved through the utilisation of this method, which is more adaptable than forward contracts. MNCs have the ability to control their total foreign exchange risk profile by entering into currency swaps, which allow them to balance their exposure to particular currencies. In comparison to forward contracts, currency swaps have a number of additional benefits (Czinkota, Ronkainen and Moffett, 2021). First, they make it possible for multinational corporations to tailor the exchange rate to their particular requirements, which could result in cheaper transaction costs as compared to forward contracts. The second advantage is that they offer a larger degree of flexibility in terms of adjusting the period of the hedge, which can be very useful when it comes to protecting against long-term transaction risk.
The right, but not the responsibility, to buy or sell a foreign currency at a predetermined price within a specified period of time is presented to multinational corporations (MNCs) through the use of options. Because of this element of flexibility, options are especially useful for hedging against fluctuations in currency rates that are not anticipated. Multinational corporations are able to safeguard themselves against unfavourable movements by acquiring options, which allows them to avoid the expenses that are connected with forward contracts or currency swaps (Luo and Shenkar, 2017).
In order to protect oneself against the transaction risk that is caused by fluctuating exchange rates, options are frequently utilised. Through the purchase of an option, multinational corporations are able to efficiently limit their potential losses in the event that currency rate movements are unfavourable, while yet maintaining the flexibility to profit from favourable exchange rate movements. Because of the special circumstances of the multinational corporation (MNC), such as the type of its transactions, its risk tolerance, and the conditions of the market, the choice of transaction risk management approach is contingent upon these factors (Luo and Shenkar, 2017). The use of forward contracts is appropriate for hedging against particular transactions, but currency swaps provide a larger degree of flexibility for hedging over a longer period of time. Although options offer the greatest degree of flexibility, it is necessary to carefully evaluate the potential costs and benefits of each option.
The Strategies for the Management of Translation Risk
The process of converting assets and liabilities denominated in a foreign currency into the currency of the multinational corporation's home country for the purpose of financial reporting is a source of translation risk (Zaveckaite and Ulbinaite, 2018). In order to mitigate this risk, multinational corporations make use of Forward Rate Agreements (FRAs) and money market hedges.
Similar to forward contracts, forward risk assessments (FRAs) are primarily concerned with hedging risks on the balance sheet rather than specific transactions. There is a way for multinational corporations to reduce the influence that currency swings have on their reported financial performance (Zaveckaite and Ulbinaite, 2018). This is accomplished by locking in the exchange rates at which their foreign currency assets or liabilities will be translated.
Money market hedges are investments made in short-term money market instruments that are denominated in currencies other than the ones used in the money market (Zaveckaite and Ulbinaite, 2018). When it comes to hedging against short-term movements, this method is particularly beneficial since it mitigates the impact that fluctuations in exchange rates have on the value of foreign currency liabilities.
Methodologies for the Management of Economic Risk
Economic risk comprises the more extensive impact that fluctuations in exchange rates have on the entire business performance of a multinational corporation (Marano, Tashman and Kostova, 2017). For the purpose of mitigating this risk, multinational corporations utilise pass-through pricing, strategic diversification, and dynamic hedging.
Spreading out operations over a number of various nations and currencies is an example of strategic diversification. This helps to mitigate the impact of unfavourable swings in any one currency (Marano, Tashman and Kostova, 2017). Through the implementation of this strategy, the risk exposure is diversified, and the impact of unfavourable currency movements on the whole business portfolio is substantially reduced.
Pass-through pricing is a method of offering products at prices that are adjusted to reflect fluctuations in currency exchange rates. By successfully passing on the risk exposure to the market, this technique has the potential to be beneficial in transferring the costs or advantages of currency movements to clients (Marano, Tashman and Kostova, 2017).
Making adjustments to hedging methods in accordance with the current market conditions, risk appetite, and corporate objectives is what is meant by the term "dynamic hedging" (Marano, Tashman and Kostova, 2017). This strategy enables multinational corporations to respond proactively to unanticipated fluctuations in currency rates, so preserving control over their foreign exchange exposure and maximising the efficiency of their hedging strategies.
An Empirical Investigation of the Effectiveness of Hedging
Numerous studies on the efficiency of hedging have produced contradictory findings. Some research has demonstrated that hedging can significantly reduce foreign exchange losses for multinational corporations (MNCs), while other studies have demonstrated that the benefits of hedging may be counterbalanced by the costs of the hedging instruments themselves. The efficiency of hedging techniques is contingent upon a number of elements, such as the particular circumstances of the multinational corporation (MNC), its individual level of risk tolerance, and the current market conditions.
Conclusion
MNCs are exposed to a wide variety of foreign exchange risks, which calls for an all-encompassing strategy for risk management. Transaction risk management, translation risk management, and economic risk management are frequently used in conjunction with one another, with each of these tactics being adapted to the particular circumstances of the multinational corporation. In order to effectively manage foreign exchange risk, it is necessary to take into account some fundamental factors, such as conducting regular assessments of foreign exchange risk exposure, doing cost-benefit analyses of hedging methods, taking into consideration complex hedging techniques, and maintaining a transparent hedging strategy. The ability of multinational corporations (MNCs) to protect their profitability and overall business performance in the face of fluctuating currency rates can be achieved via the careful selection and implementation of appropriate hedging techniques.
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