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[bookmark: _Toc163516460]Introduction

 International Financial Management (IFM) entails dealing with a variety of risks, the most significant of which is foreign exchange risk. Multinational businesses (MNCs) are always exposed to foreign exchange swings since their activities span many nations. In this paper, we examine MNCs' methods for managing foreign exchange risks, drawing on theoretical frameworks, empirical data, and critical analysis. Although foreign exchange risk is just one of many business potential risks that multinational corporations (MNCs) face, managing it has become one of the most important aspects of total financial management. Whether MNCs want to avoid foreign exchange losses or maximise exchange profits, they must determine the size of their exposure and manage it to an appropriate level. 
Foreign exchange (FX) risk, often known as currency risk, is a constant concern for multinational corporations (MNCs) functioning in a globalized world. Exchange rate fluctuations may have a substantial influence on a multinational corporation's profitability, competitiveness, and overall financial health. To traverse this complicated terrain, multinational corporations use a variety of ways to control their exposure to foreign exchange risk, depending on International Financial Management (IFM) ideas. This report will investigate different strategies while assessing their usefulness and limits using relevant literature.

[bookmark: _Toc163516461]Understanding FX

To have a better understanding of foreign currency markets and dangers, we must first grasp the economic causes that produce exchange rate fluctuations. Exchange rates are determined by demand and supply in the currency trading market. These needs and supply result from worldwide commerce and money flows. The balance of payments, which tracks payments made by citizens of one country to the rest of the globe over a certain time period, provides a wealth of information on these international movements.

As a result, it sheds a lot of light on the supply and demand for different currencies, the potential evolution of their exchange rates, and the global financial system in general. Politicians, the news media, and currency experts from corporations, commercial banks, investment banks, and mutual funds all analyze balance of payments information on a daily basis. Currency traders anxiously await the publication of new balance of payments numbers because they know exchange rates will react to the new data. We'll look at how the balances of various subaccounts relate to local and international saving and investment decisions, and how they might ultimately decide a country's financial and economic health (Hodrick, 2014).
[bookmark: _Toc163516462]Hedging and Hedge Funds

Hedge funds merge investors money and invest it in a wide range of financial strategies that are generally outside the authority of regulators. They are formed either outside of major financial centers or through private investment partnerships. Wealthy people and institutions, such as pension funds, insurance companies, and banks, are among the investors. Hedge funds are not required to invest in specific types of securities or use specific investment procedures since they are not subject to conventional regulatory oversight. For example, they have significantly more flexibility than unit trusts when it comes to 'going short', which means selling an asset first and then purchasing it later, preferably at a lower price They can also borrow several times the fund's size to speculate on a slight shift in currency rates, share prices, orange juice futures, or whatever they believe will rise (or fall) (Franklin R. Edwards, 2003) 
As the hedge fund enterprises grows, hedge funds may play an increasingly crucial role in influencing asset values. Private equity firms operate in a similar manner to hedge funds, raising capital from wealthy individuals and organizations and investing in a variety of particular companies. These corporations can be private (i.e., not traded on the stock market), but bigger private equity groups, such as Kohlberg Kravis Roberts & Co. and The Blackstone Group, also invest in publicly traded companies and take them private. Private equity firms often have influence over their companies' management, frequently bringing in new teams focused on increasing the overall value of the business. Private equity companies are becoming more active in foreign acquisitions, and they may own actual multinational corporations. Hedge funds and private equity firms are frequently looking for companies with inadequate corporate governance as possible candidates for value-creation operations (Arnold, 2012).

[bookmark: _Toc163516463]Forward Contracts

Forward contracts lock in an exchange rate for a future transaction, providing certainty and mitigating transaction risk. However, they require upfront costs and expose the MNC to potential losses if the actual exchange rate moves favorably compared to the contracted rate.
A forward contract between a bank and a customer states that a specific quantity of one currency will be delivered at a predetermined future date in exchange for payment in another currency. The forward rate, or defined exchange rate, is established when the parties engage into the contract. If you owe someone foreign money at some point in the future, you can "buy the foreign currency forward" by arranging with a bank to provide a particular sum of foreign currency to you on the day you require it. At that point, you must pay the bank an amount of domestic currency equal to the forward rate multiplied by the quantity of foreign currency. The total amount you would have to repay the bank is computed today and is unaffected by the actual value of the future exchange rate. Therefore, utilizing a forward contract removes transaction exchange risk (Hodrick, 2014).

[bookmark: _Toc163516464]Transaction Rates
Corporations, institutional investors, and individuals face transaction exchange risk when they enter into a transaction in which they must pay or receive a certain amount of foreign currency on a future date. Because the future spot exchange rate cannot be predicted with precision and might fluctuate in an adverse direction, such a transaction may result in a loss (Edelshain, 1997).
 According to the given example by Hordrick (2014) ‘If Motorola, a US corporation, is importing some electrical equipment from Hitachi, a Japanese company. Motorola orders the equipment and pledges to pay a specific number of yen in 90 days. Motorola does nothing between the time it enters into the transaction and when the yen payment is expected to occur. As a result, Motorola will be compelled to acquire the amount of yen owed to Hitachi in dollars on the future spot market. If the dollar suddenly drops relative to the yen, Motorola will have to pay more than planned.’ This is one of many examples of how dinamic the transaction exchange rate can be. In this case speaking subjectively, however cases like the one mentioned above are frequently occure in the finacial world and it shows that the MNC are really rellying on financial statements, and up to date information and credible sources to operate their international transactions and investor’s comunications.



[bookmark: _Toc163516465]Objectives of managing foreign exchange risk

In general, many of the MNCs polled prioritize foreign exchange risk management. However, there are other techniques for coping with this danger. According to reports, many companies ultimate strategy in foreign exchange risk management is defensive, with the goal of minimizing foreign exchange losses. Other stated aims of controlling the foreign exchange risk include lowering cash flow volatility, hedging the risk regardless of foreign exchange risk perceptions, and safeguarding earnings from swings. Figure 1 shows that there’s a substantial variation between the purpose of controlling the risk management and the respondent areas (Marshall, 2000)

According to Marshall (2000) ‘This discrepancy is driven by Asian Pacific MNCs, since responses from UK and USA MNCs are relatively similar, with 85% of UK and USA respondents desiring cashflow consistency and reducing profits fluctuations. The result for UK and US MNCs is consistent with earlier single-country research in these areas. Although not statistically significant, MNCs in the biggest size quartile were primarily concerned with minimizing profits swings, whilst MNCs with the highest degree of internationalisation had the primary goal of ensuring cashflow stability. In contrast, 60% of Asia Pacific MNCs' primary goal is to reduce profit swings, while just 25% seek cash flow predictability’.
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Figure 1: Objectives (Marshall, 2000)

[bookmark: _Toc163516466]Transaction Risk: The risk of loss due to exchange rate variations between the agreement and settlement. For example, if an MNC agrees to acquire goods in euros with payment due in three months, transaction risk arises if the euro appreciates against the company's native currency during that time. 
[bookmark: _Toc163516467]Translation Risk: This risk refers to how changes in exchange rates affect the financial statements of a multinational corporation's overseas subsidiaries when they are consolidated with the parent firm. A weakening of the subsidiary's functional currency compared to the parent's currency might result in a fall in reported earnings, even if the subsidiary's performance in its local market stays stable.
[bookmark: _Toc163516468]Economic risk refers to the long-term impact of exchange rate changes on an MNC's competitiveness and profitability. A company's exports may become more expensive and less competitive in overseas markets if its local currency continues to appreciate.
[bookmark: _Toc163516469]Conclusion

This report has examined the specifics of foreign exchange (FX) risk and the various strategies that multinational corporations (MNCs) could employ in order to manage it successfully. We looked at the fundamental concepts of FX risk, such as transaction risk, translation risk, and economic risk. Understanding the economic forces that influence currency rates can provide MNCs with useful insights regarding anticipated volatility. 

The paper then looked at numerous risk management techniques, each of which had its own set of pros and drawbacks. Forward contracts offer stability but have upfront expenses. Currency options provide freedom but at a charge. Diversification among currencies and geographical regions can reduce the impact of exchange rate swings while increasing complexity. 
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