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[bookmark: _Toc162630495]Introduction
Foreign exchange risks are currency risks that originate from changes in the relative value of currency valuations. The changes result in unpredictable gains or losses during international payments, and during the conversion of profits or dividends from one currency to another, according to Picardo et al. (2023). For this reason, exchange rate risk is an integral part of international financial management that helps multinational firms make decisions concerning foreign currency exposure. IMF strategies help MNCs reduce or eliminate this risk, which takes three forms: transaction exposure, translation exposure, and economic exposure (Eiteman et al., 2016; Eun et al., 2021). This individual report explores the different strategies used by the IMF to manage the risks of exposure to foreign exchange risks to provide insights into the best practices for addressing the exchange rate risks.
[bookmark: _Toc162630496]Exposure to Foreign Exchange Risks and their Management Strategies
[bookmark: _Toc162630497]Transaction Exposure Risk Management
Transaction exposure risk occurs when a business engages in commercial transactions that are denominated in a foreign currency, exposing the business to a risk of losses (Kenton and Ganti, 2022). This risk can be managed through the use of foreign exchange derivatives such as forward contracts, future contracts, and hedging. In forward contracts, an international firm enters into an agreement allowing it to pay or receive a fixed amount of foreign currency at an agreed date (Eiteman et al., 2016; Morstyn et al., 2018). The future amount to be paid or received is based on the current exchange rates. This strategy essentially converts the uncertain future exchange rate of a foreign currency into an asset (the certain home currency) and preserves the current value to use in the contract's life (Titman et al., 2018). The second strategy for managing transaction exposure risk is future contracts, which have a similar function to forward contracts (Conlon, Cotter and Gençay, 2016; Almeida et al., 2017). The future contracts strategy entails obliging buyers to purchase an underlying asset in the future at a predetermined price – this allows business organisations to speculate the direction of foreign exchange rates and help prevent losses from unfavourable exchange rate changes. The third strategy for managing transaction risk is the hedging strategy (this hedging strategy can be applied to all three risks). In managing transaction risk, international financial management uses selective/tactical hedging to preserve earnings and cash flows depending on the organisation's view on the future exchange rates of the currencies involved in its transactions. Hedging reduces the unpredictability and volatility of currency movement to eliminate or minimise losses due to exchange rate fluctuations by aligning a project's cash flow and budget with expected revenues and costs in foreign currencies. Organisations use tactical hedging for their short-term accounts receivable or payables and strategic hedging for long-term transactions (some organisations might maintain a passive hedging structure that is executed on a regular basis irrespective of the currency expectations).
Organisations also apply operational techniques to manage transaction exposure by adopting operational strategies that offset existing foreign currency transaction exposure. These techniques include risk shifting, currency risk sharing, leading and lagging, and re-invoicing centres. In risk shifting, the business organisation invoices all of its transactions in the home currency, shifting the currency risk to the foreign company or client. However, this strategy is not widely accepted because neither of the transacting organisations would want to bear the foreign exchange risk alone; however, they can enter into an agreement for the firm with the lowest cost to accept the other’s domestic currency. In the currency risk-sharing technique, where the transacting organisation enter an agreement to share losses or gains at an agreed rate (Wang and Huang, 2021). Leading and lagging reduces the transaction exposure risk by timing currency foreign cash flows (Tiwary, 2019). When the foreign currency is appreciating, the business can pay off its liabilities early and take its receivables later (leading), and when currency depreciates, the business takes its accounts receivables first and pays off liabilities after (lagging). The re-invoicing centres strategy involves the use of a separate corporate subsidiary tasked with managing finances in one location – the parent company sells its products or services to the foreign market only through the subsidiary that handles transactions in the local currency, absorbing all the transaction exposure (Tiwary, 2019). For example, Trident Corporation US factory ships goods directly to Trident Brazil, which sells the goods in Brazilian currency, and the factor re-invoices Trident's HQ in Los Angeles.
[bookmark: _Toc162630498]Translation Exposure Risk Management
Translation exposure risk or balance sheet exposure risk arises from the translation of currencies in financial statements, affecting the values of an organisation's equities, liabilities, assets or incomes. The business has to consolidate its worldwide operations in its home currency or the US dollar in order to indicate its financial position for a certain period. During the consolidation, financial statements denominated in foreign currencies could indicate loss or gain in the event of foreign exchange rate changes before the reporting dates. This risk can be avoided by using historical exchange rates at the time of record to represent realised cash flows; however, particular covenants such as loan agreements, assets, and liabilities must be reported using the current currency exchange rates as dictated by the GAAP. In addition to GAAP adherence, organisations also have to observe the translation standards set by their home countries. For example, American-based organisations have to adhere to the United States Federal Accounting Board standards (Edwards, 2020). The liabilities and assets must use current exchange rates during translation because they retain value; thus, their translation exposure is not a real gain or loss but a perceived one. On the contrary, equity accounts and cash flow can use historical exchange rates to avoid a distortion of the financial result when a transaction is settled. The translation risk can also be managed using infrequent and non-systemic hedging techniques to avoid the impact of possible exchange volatility on net assets or liabilities. In this hedging technique, the business organisation purchases currency swaps to lock the exchange rate at a fixed point for a set period of time (Tiwary, 2019; Hendrawan, 2017). The company can also avoid payment in foreign currency and request its clients to pay it using its domestic currency, transferring the risk associated with currency exchange to the clients.
[bookmark: _Toc162630499]Economic Exposure Risk Management
Economic exposure risk (or operational exposure risk) involves the strategic evaluation of foreign relationships and transactions. Economic exposure risk management is concerned with handling the implication of any changes in future cash flows that might be caused by changes in exchange rates or operating positions in foreign markets. It aims to provide IFM with a comprehensive understanding of the structure of foreign markets in terms of competitors, labour, materials, services or products, and consumers in order to determine the dependency or vulnerability of the organisation due to future exchange rate movements; therefore, its economic exposure risk management's role optimises the organisation positions in anticipation in changes of exchange rates. In terms of operating exposure, the economic exposure risk helps ascertain the extent to which changes in exchange rates impact its value. The economic exposure risk can be managed through market selection, pricing strategy, and product strategy. In the market selection strategy, the business takes advantage of foreign economies through diversification or exchange rate risk between strong currency markets and weak currency markets. For example, when Mexico devaluated its peso in 1994, Goodyear Tires' revenue was reduced by 20% in Mexico – the company addressed this decline by quickly starting tyre exports to the United States and Europe, whose markets had stronger currencies (Valentini and Pegoretti, 2022). The pricing strategy emphasises leveraging exchange rates to increase market share and profit margins. Organisations from weak currency markets benefit more from weak home currencies, while importers benefit more from strong domestic currencies. In the product strategy, IFM involves making product and product development decisions that will minimise the impact of foreign exchange rate changes on production or product research and development. IFM leverages exchange rates to shift to lower production cost markets and source components from favourable overseas markets; for example, Honda, a Japanese car maker, built a North American factory when the yen was stronger than the US dollar (Minchin, 2021; Chen, 2017). The company shifted back to importing cars from Japan to the US when the yen became weaker than the dollar.
[bookmark: _Toc162630500]Conclusion
International business organisations transact in multiple currencies, which exposes them to transaction, translation, and economic exposure risks. In order to protect themselves from these risks, the organisation use different strategies to address loss or gain risks from exchange rate volatilities. The strategies include foreign exchange derivatives such as forward contracts, future contracts, and currency swaps, or operational strategies such as re-invoicing, leading and lagging, market selection and product management. Last, they can use hedging strategies, including selective, infrequent/non-systemic, and diversification.
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