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[bookmark: _Toc161015083]Introduction
For multinational corporations (MNCs) with global operations, fluctuations in exchange rates indicate the depreciation of their currency value and pose risks to their cash flows and profitability. In the case of MNCs dealing with foreign exchange risk, international financial management is imperative to preserve their competitiveness and reach their goals. The MNCs frequently use a broad set of risk management strategies to mitigate the risks eminent in the foreign currency market. This report will briefly describe the foreign exchange risks, relevant IFM theories and strategies by these companies to deal with foreign exchange risk. 
[bookmark: _Toc161015084]MNCs and Foreign Exchange Risks
Multinational corporations (MNCs) operating in the global market are exposed to various types of foreign exchange risks (Shapiro, 2009). This risk can drastically hamper their financial performance. Foreign exchange risks arise from currency exchange rate fluctuations, and they affect an MNC's financial aspect denominated in foreign currencies (Bekaert and Hodrick, 2012). The primary types of foreign exchange risk are discussed below with suitable examples.
[bookmark: _Toc161015085]Transaction Risk
It is the risk with transactions in foreign currencies due to fluctuations in exchange rates between the transaction date and the settlement date (Horcher, 2011). For instance, if British Petroleum exports goods to the Europe, it will receive payment in Euro. At that time the payment value in GBP will vary according to the inconsistent exchange rate at the time of settlement. If the pound appreciates against the dollar between the transaction date and the settlement date, the MNC will receive fewer pounds for the same amount of dollars, resulting in a loss.  
[bookmark: _Toc161015086]Translation Risk
When an MNC consolidates its foreign subsidiaries' financial statements with denominations in different currencies into its parent company's reporting currency, it may be exposed to this risk (Horcher, 2011). Because fluctuations in exchange rates are consistent and they can lead to distortions in the reported financial results. even if there are no underlying changes in the subsidiaries' operations or cash flows. 
[bookmark: _Toc161015087]Economic Risk
It is also known as forecasting risk. It implies that the exchange rate fluctuations can impact the PV of an MNC's cash flows in the future (Horcher, 2011). This risk can affect the MNC's competitiveness, market share, and long-term profitability in different markets.
There are many MNCs that face difficulties due to these risks. For instance, GlaxoSmithKline reportedly closed operations in Nigeria due to unfavourable exchange rate movements, particularly the weakness of emerging market currencies against the pound (Ohuocha, 2023). Another British MNC Reckitt Benckiser suffered a loss in Southeast Asia last year. Particularly, in Bangladesh, the company’s profit and earnings per share decreased significantly due to the sharp decline of the native currency’s value against the USD (The Financial Express, 2023).
[bookmark: _Toc161015088]International Financial Management Theories and Foreign Exchange Risk Management
Multinational corporations (MNCs) can employ various international financial management theories and strategies to mitigate foreign exchange risks. These theories provide discuss the dynamics of relevant rates (exchange, interest rates) and inflation and help MNCs form risk management strategies.
[bookmark: _Toc161015089]Interest Rate Parity (IRP) Theory
It implies the interest rate differential between two countries should be equal to the percentage difference between the forward exchange rate and the spot exchange rate with an assumption of no restrictions on capital flows (Madura and Fox, 2023). MNCs can evaluate the potential for arbitrage opportunities: If the IRP condition is violated, MNCs can take advantage of the interest rate differential and the forward rate to earn riskless profits through covered interest arbitrage. Besides, using the IRP relationship, MNCs can estimate future exchange rates based on the interest rate differential and the current spot rate. This will aid the MNCs in hedging and risk management decisions. However, the IRP theory assumes perfect capital mobility and ignores factors like transaction costs and country risk premiums (Zhang and Dou, 2010). So, it has limited practical application.
[bookmark: _Toc161015090]Purchasing Power Parity (PPP) Theory
This theory suggests that exchange rates should adjust to equalise the purchasing power of different currencies (Shapiro, 2009). MNCs can assess the over- or undervaluation of currencies through the comparison between the actual exchange rate with the theory’s one. It will identify potential currency misalignments and adjust MNCs’ pricing strategies accordingly. However, it relies on the assumption that goods and services are 100 percent exchangeable. It is not practical with Trade barriers, transportation costs, and non-tradable products and services in play.
[bookmark: _Toc161015091]Fisher Effect
According to Titman et al. (2020) this effect implies the relationship between nominal interest rate, the real interest rate, and the expected inflation rate. But in doing so, MNCs with a global reach who could be dividing nominal interest rates into real interest rates and projected inflation may evaluate real returns. The actual figure of return on their investment made outside of their nation will be defined with this method. As stated by Titman et al. (2020) there is no doubt that multinational corporations have the ability to look into the effects of inflation on their cash flows through the Fisher effect and make a decision to charge different prices or hedge against risks. The fundamental problem is that the Fisher's effect holds the assumption that market participants have rational expectations about inflation in future time periods and it may not always be the case in the real world. According to Hutson and Stevenson (2010), multinational companies will be able to reduce currency risks by setting up operations in most countries in the world or via the application of operational hedging methods. Another way for the multinational corporations to reduce the risk of their transactions and translations is for them to make use of the financial hedging mechanisms.
[bookmark: _Toc161015092]Foreign Exchange Risk Management Strategies
[bookmark: _Toc161015093]Hedging 
It allows MNCs to mitigate or transfer their exposure to currency fluctuations and protect their profitability and cash flows (Crabb, 2002). Here is the evaluation of some common hedging techniques that MNCs use.
Currency Forwards and Futures: MNCs can fix an exchange rate for a future date by using currency forwards and futures contracts (Alfaro et al., 2021). It can shield them from unfavourable changes in the exchange rate. For instance, an UK MNC may sign such contract to sell a particular foreign currency at a fixed exchange rate if it anticipates receiving payment in that currency in a year. That will remove the possibility of the euro falling in value relative to the pound. It provides assurance on future cash flows and facilitates financial planning and budgeting. However, these contracts are inflexible, and the MNC is obligated to fulfil the contract regardless of market conditions (Opie and Riddiough, 2020). Moreover, they only protect against transaction risk, not translation or economic risk.
Currency Options: Currency options give multinational corporations (MNCs) the opportunity, but not the responsibility, to buy or sell a currency at a fixed exchange rate on or before a specific date (Opie and Riddiough, 2020). MNCs can profit from favourable currency movements while being protected from unfavourable ones by options. But because the MNC pays a premium up front, these are more expensive than forwards or futures. 
Currency Swaps: This procedure provides advantages for exchanging principle and interest payments in various currencies. This method effectively transfers their liabilities from one currency to another (Clark and Judge, 2009). This is particularly effective against translation risk and aligns MNCs’ cash flows with their functional currency. However, they involve complex financial instruments and may require specialised expertise to manage effectively.
Although hedging is effective, but it may not always be cost-effective or suitable for certain types of foreign exchange risk. For instance, in 2018 Unilever suffered a €4.7 billion translation loss in despite their €25 billion hedging (Dunbar, 2018). It also slashed euro-denominated turnover by nearly 9%. MNCs therefore should often adopt a comprehensive risk management approach that combines hedging with other strategies (operational hedging, diversification, cash flow management and exposures.
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Figure: Unilever foreign exchange hedging and translation losses (Dunbar, 2018)
[bookmark: _Toc161015094]Currency portfolio diversification 
MNCs use this strategy to mitigate foreign exchange risk by holding assets, liabilities, and cash flows in multiple currencies. This spreads out their exposure, reducing the impact of unfavourable movements in any single currency. Implementation involves diversifying asset holdings, liabilities, and operations, and naturally matching revenues and expenses across currencies.
The key advantages are risk reduction, flexibility, and potential cost-effectiveness compared to financial hedging. However, it can be complex to manage, and may face operational constraints, and currency correlations during crises can limit its effectiveness. MNCs should carefully assess their exposures, set diversification targets, and combine this strategy with other risk management techniques like hedging for a comprehensive approach.

[bookmark: _Toc161015095]Conclusion
Effective foreign exchange risk management is a crucial for MNCs profitability and survival in the global financial environment. IFM theories such as PPP (Purchasing Power Parity), IPR (Interest Rate Parity), and The Fisher Effect are effective. MNEs normally hedge their currency portfolio with a combination of diversified and hedged currency instruments. MNCs’ hedging includes forwards, futures, options, and swap contracts. On the other hand, diversification is a protection mechanism against the unfavourable currency movement. While hedging limits exposure to various markets and currencies. Additionally, MNCs can assess their risk profile to show any distinctive risk characteristics. Overall MNCs must constantly review their strategies, change and adapt their operational approaches to the changing market conditions. 
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