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[bookmark: _Toc172652935]1. Introduction 
Financial management is a method of controlling the flow of money in and out of an organsation. International Financial management encompasses the needs of every international business to sell services or products, balance the books, pay expenses and file taxes along with more complex processes such as, buying supplies, paying employees and submitting financial reports to Government agencies, by showing the obedience of the international organisations to the applicable regulations and laws. The aim of the report is to evaluate various theoretical frameworks and strategies that the multinational corporations use based on different International Financial Management (IFM) theories, in managing their exposure to foreign exchange risks.
[bookmark: _Toc172652936]2. Relevant Theories and Models of International Financial Management
International Fisher Effect  
The “International Fisher Effect (IFE)” is an economic theory to state the difference between the formal interest rates between two countries, due to the direct proportional to the changes in exchange rates of different currencies of the two countries, at any given time (Gürkaynak et al. 2021). On the basis of the independent nature of interest rates on other monetary variables, that provides a strong indication of the way the currency of a specific country is performing, the International Fisher Effect theory was recognised. 
The formula of International Fisher Effect is a financial and economic equation, relating to the nominal interest rates, expected inflation rates and real interest rates (Shobande and Shodipe, 2021). For example, if in the United States, the nominal interest rate is greater than that of the United Kingdom, the currency value of the former country should fall by the differentiated interest rates (Gürkaynak et al. 2021). The formula for calculating the strategy of international fisher effect is
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Figure 1: International Fisher Effect (IFE) 
(Source: Shobande and Shodipe, 2021)
“Real Interest Rate (Fisher Effect) = Nominal Interest Rate - Expected Inflation Rate”
International companies like Nike use the International Fisher Effect theory in relation to the hedging strategies to overcome foreign exchange risks in the cases such as a stronger dollar makes overseas production cheaper but the value of earned revenue is reduced in foreign currencies, due to the fluctuation in currency rates (Sec.Gov, 2024). 
Purchasing Power Parity
“Purchasing Power Parity is a macroeconomic analysis metrics” to analyse and compare the economic standard and productivity of living between countries (Egilsson, 2020). Through a “basket of goods” approach, a comparison to the currencies of different countries with the involvement of purchasing power parity strategy, where PPP stands as the exchange rate, in which the currency of one nation is converted into another for purchasing the same or the same amounts of a larger group of products (Vo et al. 2023). The calculation of “Purchasing Power Parity” is 
“S = P1/ P2”
“Where, S = the exchange rate of currency 1 to that of currency 2
	P1 = the cost of good X in currency 1 
	P2 = the cost of good X in currency 2”
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Figure 2: “Purchasing Power Parity”
(Source: (Egilsson, 2020))
“Purchasing Power Parity is one of the most  common metrics to measure the gross domestic product, related to the total market value of the goods and services produced in a country within a given period” (Egilsson, 2020). For example, McDonald uses the Purchasing Power Parity theory in the pricing strategy based on local purchasing power, where a McDonald in the USA priced differently than in India, considering the average income and cost of living in each country (Economist, 2024). 
[bookmark: _Toc172652937]3. Various Methods and Techniques to the Financing of an international business
Strategies to manage foreign exchange risks in multinational corporations are to transact their own currency, build protection into commercial relationships and hedging related to natural foreign exchange (Azwari et al. 2022). Forward contracts, short time borrowing and currency options in the hedging technique are used by the MNCs to manage foreign exchange risks. 
Transact own Currency
Strong brand companies can invoice in a single currency, like USD, by passing exchange risks to customers (Shenkar et al. 2021). The method is easier online, rather than in traditional practices, through local costs like salaries and taxes, which must be in local currency.
Hedging related to natural foreign exchange
By matching revenues and costs, a natural foreign exchange hedge enables to minimise the net exposure in foreign currencies with the requirement of a financial team for managing balance sheet and multi-currency P&B with the help of forward exchange contracts and currency options (Coronel-Pangol et al. 2022).
“Forward Exchange Contracts”
This helps businesses to lock in foreign currency rates for future transactions besides practicing businesses against rate fluctuations (Shenkar et al. 2021). 
Currency options
Currency options helps businesses to safeguard foreign exchange risks with flexibility with a premium for the right to sell currency at expected rate besides avoiding completion of mandatory transactions (Azwari et al. 2022). 
[bookmark: _Toc172652938]4. Various Theoretical Models of Corporate Value, International Cost of Capital and Financial Structure 
[bookmark: _Toc172652939]4.1 Theoretical Models of Corporate Value
There are several theoretical models related to Corporate Value, adopted by multinational corporations to manage their exposure to foreign exchange risks such as, Value at Risk, Economic Value Added. 
“Value at Risk’
“Value at Risk” is a statistic to quantify the extent of possible financial losses within a company, position or index over a specific time. Most commonly in the field of investment and in commercial banks, this metric is most commonly used by determining the probabilities and extent of potential losses in institutional portfolios (Maciel, 2021). VaR is used by the risk managers to control and measure the level of risk exposure. In risk management, MNCs use the calculation of VaR for the exposures of currency and understanding potential losses due to movements of exchange rates (Saidane, 2022). It is used in MNCs for establishing risk limits and thresholds besides informing about hedging policies, to identify positions by exceeding acceptable risk levels. 
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Figure 3: Concept of Value at Risk
(Source: Saidane, 2022)
VaR is used for providing quantifiable and clear measures of risks. Besides this, it is also useful in monitoring risks and setting risk limits. For example, IBM by using the VaR strategy successfully understands the potential losses due to the movement of current exchange rates (IBM, 2024). 
“Economic Value Added”
“Economic Value Added” is a measurement metric used for measuring the financial performance, calculated by reducing the cost of capital and depending on residual wealth, through operating profits and adjusted for taxes and cash basis (Najmah et al. 2021). It also can be mentioned as economic profit, as “it enables to capture the true economic profit of a company”. The formula for calculating EVA is
“EVA = NOPAT - (Invested Capital * WACC)
Where, (NOPAT = Net Operating Profit After Taxes) (Invested Capital = Debt + Capital Lease + Equity of Shareholders) and (“WACC = Weighted Average Cost of Capital”)”
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Figure 4: Economic Value Added
(Source: Raihan et al. 2021)
Through using EVA, MNCs are helped to evaluate the performance of foreign subsidiaries with the consideration of currency-adjusted returns by focusing on value creation and cost of capital (Raihan et al. 2021). For example, Eli Lilly Monsanto, an American Pharmaceutical company, improved its competitive positioning through the usage of EVA (Lilly, 2024). On the other hand, several disadvantages also encountered by MNCs with the application of EVA. As the calculation of EVA needs an accurate measurement of capital costs, it seems difficult for companies during international operations (Najmah et al. 2021). Another difficulty by using EVA is it finds sensitivity to account adjustment and assumptions. 
[bookmark: _Toc172652940]4.2 Theoretical Models of International Cost of Capital 
Several theoretical models are presented in relation to the international cost of capital, such as “Weighted Average Cost of Capital (WACC)” for MNCs and “Global Arbitrage Pricing Theory (GAPT)”.
“Weighted Average Cost of Capital (WACC)” for MNCs 
A company’s average after tax cost of capital from all sources are represented with the help of WACC, including preferred stock, common stock and other forms of debts (Vartiainen et al. 2020). The formula of “WACC” is
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Figure 5: Calculation of WACC
(Source: Author)
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Figure 5: “Weighted Average Cost of Capital (WACC)” 
(Source: Vartiainen et al. 2020)
“WACC” enables MNCs to incorporate different debts and cost of “equity” in various countries and an adjustment for different tax rates across countries (Steffen, 2020). Through the usage of “WACC”, companies are able to provide measures for overall costs of capital by delivering specific financial structure in the MNC’s. For example, Coca-Cola uses the “WACC” strategy to incorporate different debts and costs of “equity” and Coca-Cola through which the company generates higher returns of investment (Choomjai, 2021). On the other hand, disadvantages with the involvement of “WACC” in multinational corporations are developed due to its requirements of detailed information on cost or different countries and capital structure and the complexity in calculation during the business operations (Vartiainen et al. 2020). 
“Global Arbitrage Pricing Theory (GAPT)”
As a multifactor pricing asset model, “Global Arbitrage Pricing” theory is based on the idea that there can be a prediction for the return of asset by using the direct relationship between the expected return of the asset and a number of macroeconomic changings to capture systematic risks. MNCs through using this theory get help to understand the benefits of “international diversification” and it also enables companies to identify different macroeconomic factors that affect cost of capital (Salant, 2021). Calculation of Global Arbitrage Pricing Theory (GAPT) is held by

“E (ri) = rf + βi1 * RP1 + βi2 * RP2 + ... + βkn * RPn”
MNCs use this theory as it is a flexible model to incorporate numerous risk factors and besides this the theory also enables firms to operate in multiple countries with different economic conditions (Nyanga and Qutieshat, 2022). Through several advantages, this strategy also provides disadvantages because of its complexity and requirement of significant data. 
[bookmark: _Toc172652941]4.3 Theoretical Models of Financial Structure
Different theoretical models related to financial structure that multinational corporations use to manage the exposure to foreign exchange risks such as “Trade-off Theory” and Agency Cost Theory.
“Trade-off Theory”
“Trade-off theory” suggest firms to balance debts and tax benefits against the cost of financial distress (Ai et al. 2020). To manage risks related to exchange rates, “trade-off theory” is used by companies to maintain an “optimal capital structure”, through the usage of financial border like opinions and forward contracts. 
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Figure 6: Trade-off Theory
(Source: Ai et al. 2020)
It helps MNCs to incorporate distress costs and tax considerations besides accounting real-world “trade-offs” in decisions of capital structure. On the other hand, the “determination of precise trade-off theory” can be complex and may not capture different nature related to the risks of exchange rates (Brusov et al. 2023).  
[bookmark: _Toc172652942]5. Conclusion 
To conclude, the report explores various theories related to International Financial Management with the inclusion of “Purchasing Power Parity”, “International Fisher Effect (IFE)”, etc and models like Value at Risks, Economic Value Added. These frameworks and strategies help international corporations to manage foreign exchange risks by improving the global financial performance and optimisation of capital structure.  
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WACC = (E/V *Re) + (D/V *Rd * (1- Tc))
Where,

E = market value of the equity of firm

D =market value of the company’s debt

V=E+D

Re = Cost of Equity

Rd = Cost of debt

Te = Corporate Tax rate
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