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[bookmark: _Toc162989177]Introduction
Small companies as well as large multinational corporations (MNCs) with numerous overseas affiliates need to comprehend international financial management, or IFM. It is also crucial for a lot of enterprises that are not aware of the benefits of doing international business. Organizations have to understand how their overseas rivals will affect shifts in inflation, labor costs, and exchange rates. Two economic factors that affect foreign competitors are pricing policy and cost of production.. To make wise financial and investment decisions, offshore financial managers of multinational corporations (MNCs) that have significant foreign operations that account for a significant portion of their sales must be knowledgeable about the complexities of international finance. (Ragunath, 2019)
A multinational corporation (MNC) is a completely foreign-owned business that creates subsidiaries or branches all over the world through foreign direct investment (FDI). Because they need to make foreign investments, large multinational companies unavoidably invest and recover substantial amounts of foreign exchange worldwide, receive and remit significant sums of foreign currency, and incur significant foreign currency debt. As a result, for combined businesses, foreign exchange risk is always a major concern and debate point.(Wang, 2020)
This report will briefly introduce some of the International Financial Management theories, which are the exposure risks and what strategies the Multinational Corporations may use in order to manage the foreign exchange risks.
[bookmark: _Toc162989178]Theories and Models in International Financial Management
· Efficient Market Hypothesis (EMH) also known as efficient market theory, believes that there is no such thing as consistent alpha generation and that share prices are a function of all information available to the market. Stated differently, the Efficient Market hypothesis maintains that a stock's price on an exchange is always equal to its fair value. It also means that a shareholder is not permitted to sell a stock at a premium or purchase a stock below its fair value.
· The Mundell-Fleming Model: the main focus is the interaction that takes place between the market of goods and the money market condering that the level of the good’s price stays the same.
· International Fisher Effect theory makes the supposition that alterations in the spot exchange rate between countries are reflected in nominal interest rates.
· The optimum currency area theory states that specific regions would have the highest degree of economic efficiency if each state or country in the area utilized the same currency.
· Purchasing Power Parity (PPP) argues that there is a contrast of the absolute purchasing power of different currencies through evaluating prices across locations for particular goods.
· Interest Rate Parity (IRP) is the equation that reflects the relation between current exchange rate and interest rate and how to obtain the equilibrium state.
[bookmark: _Toc162989179]Foreign Exchange Risk Exposure
There are several risks that MCN’s are facing when they have to take into consideration the currency exchange rate: 
1. Transaction risk - cash flow risk is basically what transactional risk is. It describes how shifts in exchange rates impact a company's exposure on its transactional account, be it dividend repatriation, payable (for import contracts), or receivable (for export contracts). The company will be directly susceptible to foreign exchange rate risk in the scenario in which the currency of such a contract changes.
2. Translation risk - is simply foreign exchange rate risk on the balance sheet. Modifications in foreign exchange rates have an impact on foreign subsidiary valuations and, consequently, on how foreign subsidiaries are consolidated on the parent company's balance sheet. The extent to which foreign subsidiaries are susceptible to foreign exchange is usually used to calculate their foreign exchange risk (net assets less liabilities). Depending on the accounting rules that apply to that parent company, consolidated financial statements may be translated at the end of the period using either the current exchange rate or the average of the exchange rates during the period. As a result, income statements are usually translated using the period's current exchange rates. Exposures on the balance sheet of foreign subsidiaries are typically translated at the current exchange rates in effect at the time of consolidation.
3. Economic risk Economic risk is essentially the risk that changes in exchange rates may impact on a company's present value of future operating cash flows. Economic risk basically refers to how fluctuations in exchange rates affect a company's exports and domestic sales as well as operating costs (which comprise costs related to imports and domestic inputs). Economic risk is typically associated with the cash flow operations of a company's foreign subsidiaries and parent company. Developing a strategy for managing currency risk requires the recognition and quantification of the various types of currency risk. (Ganti, 2020)
[bookmark: _Toc162989180]Strategies to manage the foreign exchange risk exposure
There are numerous resources accessible to companies that choose to take control of FX risk, ranging from very simple and affordable options to far more complicated and expensive options.
[bookmark: _Toc162989181]Transact in your own currency
Companies with a strong brand can only transact in one currency, passing on exchange risk to local customers. Taxes and salaries need to be paid in local currency. Online companies may not have this issue.
[bookmark: _Toc162989182]Expand the Security of Your Business Contracts and Relationships

Large infrastructure projects have long-term contracts with foreign currency, which can affect profitability due to fluctuating exchange rates. Companies can include a clause to recoup revenue if exchange rates exceed agreed amount, but this carries foreign exchange risk and must be negotiated.
Exchange rate clauses in contracts can mitigate foreign exchange risk, but require clear legal wording and disclosure of exchange rate indices. Regular review ensures appropriate steps are taken to recover losses. (Ainsworth, 2019)
[bookmark: _Toc162989183]Natural Foreign Exchange Hedging
In order to reduce net exposure, a natural foreign exchange hedge matches revenues and expenses in foreign currencies. The supply chain is made simpler, but finance teams are left to handle multiple currency P&L and balance sheet management.
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[bookmark: _Toc162989184]Financial Instruments for Hedging Arrangements
Trading with hedging instruments is the most intricate, but arguably most well-known, method of forex hedging. A forward contract and a currency option are the two fundamental types of hedging tools.
[bookmark: _Toc162989185]The Forward Contract 
A forward contract, sometimes just called a "forward," is an agreement to buy or sell an asset at an agreed-upon price on a given future date. A forward contract is a derivative because it is tied to the underlying asset that has been scheduled for delivery on a particular day.
A forward contract is a sort of contract that, in order to minimize price volatility, locks in a price for an established period of time. When a forward contract is signed in, the seller takes a short position and the buyer takes a long position. The contract's buyer gets advantages from rising prices for the underlying asset, while the seller gets value from falling prices for the same asset.
There are four primary factors to keep in mind regarding forward contracts. The four aspects are outlined below: 
There are four main elements that need to be taken into account when creating a forward contract
1. The underlying asset to which the contract refers.
2. The contract's end date. This is when the contract is settled with the delivery of the asset and the payment is made by the seller to the buyer.
3. Price. This is the price that the buyer will pay on the maturity/expiry date. This will include the currency in which the payment will be made.
4. Quantity. This is the volume of the contract. This will specify the specific amount of the asset to be purchased and sold.
[bookmark: _Toc162989186]Currency Option
A contract that offers the buyer the right, but not the obligation, to buy or sell a specific currency at a particular exchange rate on or before a specified date is known as a currency option, additionally referred to as a forex option. The seller purchases this right by covering the premium. (Chen, 2022)
Currency options are derivatives used by investors to hedge against foreign currency risk. Trading options in forex markets offers various strategies based on the type of option and broker, with decentralized markets having more diverse characteristics than centralized exchanges.
Currency options trading offers forex traders unlimited upside potential with little downside risk. They profit from market forecasts based on news related to the economy, politics, or other subjects, and they hedge open positions in the forex cash market. Securities and commodity deals are settled immediately on the cash market.
We can distinct two types of options, calls and puts.
· Call options give holders the opportunity to buy an asset at a predetermined price; however, the option expires and loses value if the stock falls short of the strike price. When investors anticipate a rise in the share price, they buy calls; when they anticipate a decline, they sell them.
· Put options give the right to sell an underlying asset at a specified price. Investors buy puts if they think the share price of the underlying stock will fall, or sell one if it will rise. Put sellers hold a "short" expecting the market to move upward.
[bookmark: _Toc162989187]Conclusion
The are many strategies that MCN’s can use, on top of the ones that were mentioned above, strategies such as : netting, currency swaps, Leading and Lagging etc.
The primary goal of all MCN’s is to keep their stockholders happy, making sure that through their decision the progress and profit margins are insured.
So when they are developing overseas business they need to use all the tools and strategies that economic environment is providing so that the company is protected against undesirable foreign exchange shifts.
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Graphical lllustration of a Natural Currency Hedge
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