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[bookmark: _Toc172833525]Introduction
Foreign exchange risk is important in managing multinational business ventures that run their operations in different countries to avoid occurrences of loss as a result of the volatility of currencies in the global markets. These risks include transaction risk which affects the MNC’s financial stability, translation risk used in translating foreign currency to the parent company, and economic risk influencing strategic decisions (Augustin et al., 2024).
[bookmark: _Toc172833526]MNCs and Foreign Exchange Risks
Foreign Exchange risks present to Multinational Corporations (MNCs) indulging in cross-country operations. These risks can be broadly categorised into three main types: Transaction risk refers to the inherent uncertainty of transacting in a different country, while translation risk is the process of translating financial statements of international operations into the parent company’s home country currency.
[bookmark: _Toc172833527]Transaction Risk:
This type of risk is associated with foreign currency when translating from one currency to another at a different date from the transaction of the contractual amount. For instance, where an MNC commits itself to a contract where prices are in a foreign currency, rates of exchange determine the costs of goods or services bought for sale, thus influencing the margins for the company. Transaction risk is more applicable to organisations that conduct business internationally or to those with a large number of transactions in foreign currencies (Bhalla, 2022).
[bookmark: _Toc172833528]Translation Risk:
This is the risk that is incurred when translating the financial statements of a subsidiary, division or operation from another currency to the one that is used by the parent organisation. Foreign exchange rates translate into changes in reported revenues and expenses, assets, and also liabilities. This risk mostly applies to MNCs that have international operations whose earnings are reported in a single global statement. The translation risk affects the company’s financial ratios for evaluating the general performance of an MNC (Suhadi, 2024).
[bookmark: _Toc172833529]Economic Risk:
Economic risk, operating exposure, or strategic risk refers to the potential variability of the MNC’s present value due to changes in the exchange rates between the periods when the forecasts are made and the actual realisation of the expected revenues. In this aspect, it differs from both the transaction and translation risks in that the economic risk is broader orientated by encompassing the long-term impact of any fluctuation in the exchange rate on the competitive advantage of the MNC and its profitability (Gautam, Jaiswal and Keshari, 2023). Macroeconomic risk is among the main variables that influence pricing strategies, market share and investment strategies in international markets and thus is important when it comes to strategy and risk analysis (Greenwald, Sloan School of Management and Stein, 2023).
Conclusively, the three types of foreign exchange risk transaction, translation, and economic affect the conducting of business by MNCs differently. Minimising them hence necessitates the use of both financial and operational instruments and enhanced knowledge of theories of international financial management.
[bookmark: _Toc172833530]International Financial Management Theories and Foreign Exchange Risk Management
In international financial management, some sets of theories encompass different areas of operations and risk such as foreign exchange risks. Some of these theories are; the Interest Rate Parity (IRP), the Purchasing Power Parity (PPP), and the Fisher effect.
[bookmark: _Toc172833531]Interest Rate Parity (IRP) Theory: 
IRP advocates for the relationship between the interest differential of two countries to be equivalent to the anticipated change in exchange rates within the same period. It suggests that due to the existence of arbitrage opportunities, accurate and sustained gains from interest rate differentials are not possible – any variation in the exchange rate will cancel out such gains. IRP is valuable for MNCs when a firm has to choose between borrowing in one currency or another or having to hedge interest rates in more than one country (Spjut, 2020).
[bookmark: _Toc172833532]Purchasing Power Parity (PPP) Theory: 
In PPP it is believed that exchange rates between two currencies will fluctuate until a set of goods and services in the two countries are of the same value. As purged in PPP in its absolute form, exchange rates are supposed to mirror price level differences. In its relative form, PPP means that changes in exchange rates should be equivalent to the difference in rates of international inflation. PPP is very important for MNCs in forecasting long-term expectations of the exchange rates and comparing the relative worth of the currencies for price fixing and investment (Jacque, 2013).
[bookmark: _Toc172833533]Fisher Effect:
The Fisher Effect is the phenomenon of the relationship between the nominal interest rate, real interest rate, and expected inflation rate. Actual interest rates in any country, or nominal rates in economic terms, are said to be the sum of the real rates of return and inflation rates. Hence, expected inflation drives nominal interest rates and subsequently, the exchange rates. The Fisher Effect is also applied by MNCs in predicting the movement of interest rates and their implication on currencies so that an MNC can devise its best financial plan and control risks (Ji, 2018).
These theories give MNCs a way to assess and forecast the fluctuations in currency value, the differences in interest rates and inflation’s general effects in global markets. Applying these theories allows MNCs to minimise the negative effect of exchange risks when making financing decisions as well as decisions on investment and hedging known to help manage these risks in international operations (Smith, 2022).
[bookmark: _Toc172833534]Exchange Risk Management
One of the most important hedging techniques for MNCs is forex risk management in a bid to reduce some cash flow loss due to fluctuations in foreign exchanges. Several strategies are employed to manage these risks effectively: 
[bookmark: _Toc172833535]Hedging:
Hedging is the utilisation of financial instruments to reduce the effect that adverse currency movement causes. Some basic instruments that are used in hedging are forward contracts, futures, options, and currency swaps. For instance, an MNC can use the forward contract to fix the exchange rate for future transactions to eliminate most of the uncertainties in the cash flows. Thus, hedging helps to regulate profit margins and keep a constant financial position in uncertain foreign exchange rates (Lum and Islam, 2022).
Natural Hedging: Natural hedging focuses on the triggering of operations or financing undertakings that have an inherent tendency for hedging away particular types of foreign exchange risks. For example, an MNC might facilitate revenues in foreign currency against the same amount of expense in the same foreign currency and hence has a small net effect on exchange rate fluctuation. This approach relies on operational flexibility to manage the extent of hedging instruments that have to be obtained externally (Lundstrum, 2021).
Leading and Lagging: These two are considered to be the leading and lagging procedures where payments and receipts are timed to cope with the fluctuations in the foreign exchange rates. To further enhance the organisation’s profits, leading involves paying off foreign currency debts before the exchange rates are more favourable while lagging involves deferring receipts of foreign currency to avoid a probable loss of the exchange rates. All these strategies need to be accompanied by efficient cash flow management as well as forecasting for the best currency transactions (Miller, 2014).
[bookmark: _Toc172833536]Currency Portfolio Diversification:
MNCs are also able to manage risk through diversification of the currency in which they have chosen to operate. This means that through the process of translating some of its assets and liabilities into various foreign currencies, it is in a position to be very efficient in its operations by using the foreign exchange fluctuations to its advantage by compensating for a loss by making a gain on the other. Floating diversifies risk and provides a greater cushion against shocks that could affect a single geographical region’s economy or when events that are unfavourable to a particular currency occur (Miller, 2014).
Risk-sharing Agreements: Solution: Contractual relationships with suppliers, customers or financial institutions may include options that can hedge or maybe transfer the currency risk. For instance, the supplier from a different country might accept to bill in the MNC’s reporting currency or adopt half of the currency volatility. Regulations that accompany these agreements entail the definition of needed contractual provisions and parties’ respective risks.
Operational Strategies: Other operational activities include; outsourcing treasury functions, establishment of regional hedging desks and reconsideration of contractual provisions are also effective in exchange rate risks. In this respect, MNCs can promote the effectiveness of financial activities and use obligatory unified policies in the sphere of risk in all subsidiaries (Oxelheim, Alviniussen and Jankensgard, 2020).
Every strategy has its slight benefits and drawbacks. On the other hand, hedging gives assurance by eliminating risk factors but this may also result in certain costs especially when the exchange rate movements would have rewarded the firm’s decision to hedge. Natural hedging uses operational links and therefore it may not completely offset currency risks. Since leading and lagging strategies entail a forecast and market timing appropriately, they are consequently more complicated. Having various currencies helps, spread the risk but the main disadvantage, the management of the various currencies complicates the process of managing the organisation’s finances. Counterparties and legal are the essence of risk-sharing agreements (Qarni and Gulzar, 2021).
[bookmark: _Toc172833537]Conclusion
In conclusion, MNCS need to implement sound strategies for the management of foreign exchange risks to ensure that MNCs do not lose their financial soundness and viably compete across borders. Thus, by using hedging, using natural offsets, diversification, and adjusting operational structures, the effects of currency risk may be reduced by MNCs. However, each strategy has its strengths and weaknesses and thus requires a complete and changing risk control system. In the future, MNCs will need to explain shifts in market conditions and innovation in financial technology to overcome global risks of exchanges.
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