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 Report International Financial Management (IFM) theories, evaluate the different strategies that multinational corporations often adopt in managing their exposure to foreign exchange risks.
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[bookmark: _Toc150114436]Introduction
Every multinational company faces foreign exchange rate risk, as exchange rates are bound to fluctuate daily. There is always risk for businesses of losing money because the fluctuation of the value of major currencies keeps rising and falling throughout the day, making cross-border transactions uncertain. Therefore, there is a need for adopting strategies to mitigate these risks. Multinational companies that are prone to these risks have several measures in place that help them avoid losses because of foreign exchange rate fluctuation. Several companies operate in foreign markets by selling their products/services in their local currency (Chernov, Crealand Hördahl, 2023). However, this leads to losses in the long run, as they run the risk of losing their clients to businesses that are flexible in terms of payment methods and available currency options. This report is being generated to analyze some of the International Financial management theories that help avoid the same.
[bookmark: _Toc150114437]Concept of International Financial Management, and relation to theories
International Financial Management refers to the decision-making processes regarding investments and finances of multinational companies in foreign markets. It has been stated by Seabrooke and Tsingou (2021) that while making these decisions, it is crucial for companies to consider the additional complexity brought around by exchange rate risk, and exchange rate forecasting. Several key theories and models are relevant to managing foreign exchange risk, such as PPP (Purchasing Power Parity), Dornbusch Overshooting Model, and Balance of Payments Theory.
[bookmark: _Toc150114438]The Purchasing Power Parity (PPP) is a term used to analyse, and compare economic productivity, and standards of living between different countries. In terms of PPP, two currencies are at equilibrium when both the currencies can buy identical baskets of goods. As stated by Chileshe et al. (2022), this metric is used by governmental agencies to compare the consequences of investing in currencies of countries using different exchange rates. However, the PPP is not a good metric to compare exchange rates, as there are factors such as Transport Costs, Tax Differences, Government Intervention, Non-Traded Services, and Market Competition that affect the prices of goods differently in different countries (Chilesheet al., 2022). This makes the PPP a subjective metric for comparison.
[bookmark: _Toc150114439]Dornbusch Overshooting Model states that every time a new monetary policy is introduced, a new equilibrium is achieved between prices and quantities, and owing to the “stickiness” of goods prices, a new equilibrium will be reached, which will be short-term (Rüth, 2020). This is followed by a long-term equilibrium in the exchange market, the domestic money market, and the goods market, therefore generating an overreaction to monetary changes, which slowly dies out. This leads to long run equilibrium. This model is often used to compare exchange rate risks between different currencies, and is accurate, owing to the several assumptions and logical derivatives obtained from the model.
[bookmark: _Toc150114440]Types of exchange rate risks
The three different types of exchange rate risks that are to be considered while making decisions regarding finances and investments of a multinational company, which are as follows:
Transaction risk: These risks refer to the foreign exchange rate risks that come around because of cash transactions. Ji, Liu and Fan (2019) state that whenever a transaction is carried out in the form of denomination of any kind, it will bring about the possibility of direct transaction exchange rate risk to the business carrying out the transaction. Transactional risks span over a very small period.
Translation risk: Translation risk to an MNC is measured by calculating the value of net assets being exposed to foreign exchange rates. Whenever income statements of a business are translated, the average exchange rate over a period is utilized very often (Ji, Liu and Fan, 2019). However, the balance sheet exposures of the business in foreign markets are translated at the current exchange rate that prevails during consolidation.
Economic risk: It refers to the risk posed to the present value of cash flows that will be operable in future because of exchange rate fluctuations. Ji, Liu and Fan (2019) also stated that these risks concern the effects posed by the effect of exchange rates on the revenues being generated by an MNC. It is important for businesses operating in foreign lands to be able to identify different currency risks, to develop a strategy for managing currency risk.
[bookmark: _Toc150114441]Strategies for managing foreign exchange rate risks
Once the types of exchange risks are identified for an MNC, the financial department of the company must decide regarding the need for hedging these risks, some of which can be explained as follows:
[bookmark: _Toc150114442]Risk Avoidance: This is the easiest, and the most common way of hedging against exchange rate risks. However, it does not completely mitigate the risk, but rather pass it on to the company’s supplier, or the customers. In the views of Seabrooke and Tsingou (2021), this brings a lot of risk for the parties involved, except the company itself, it is not trusted as much as other strategies, and cannot be adopted within competitive environments.
[bookmark: _Toc150114443]Risk reduction: As stated by Avdjiev et al. (2019), transaction risks are hedged to protect the earnings of a company. There is a tactical way of doing the same, and is opted by most MNCs, as it allows them to hedge the transactional currency risk related to transactions that are payable, or short-term receivables. On the other hand, strategic hedging is used to prevent risks related to transactions that span over a longer period. In addition to these two, passive hedging is another option, in which currency expectations are not accounted for. Yıldırım, Erdoğan and Tarı (2022) further state that the same hedging structure is utilized over several hedging periods regularly.
In case of translation risks, the risks are not hedged frequently, and are hedged in a non-systematic manner. Singhal, Choudhary and Biswal (2019) further state that this kind of hedging is not prioritized over the former one.
Forward contracts are agreement that allow companies to protect themselves from sudden fluctuations by signing a contract with third-party companies that are reputable, and can provide insurance from the risks that foreign investments should be subjected to (Shin, and Pyo, 2019). To sign a forward contract, it is required for the company to calculate the profits obtained by signing the contract, as well as the cost of signing the contract. The former should always outweigh the latter significantly.
Strategic Risk Management: As stated by Dharmiyanti and Darmayanti (2020), companies acquire an idea regarding reference rate with the help of budget exchange rates, which are decided in different ways. They are often set at the same level as PPP rates, because tactical hedging might be required in case the forecasts provided by the PPP model prove to be ineffective. Some companies also like to set their budget rate on the base of their sales calendar (He, Liu and Zhang, 2021). 
Risk Transfer: According to Sikarwar (2021), some companies like to transfer their risks to third-party insurers that share the risk with these companies. In case the MNC incurs a loss because of foreign exchange rate risk, the insurer will bear the loss with the company, and the extent to which it will do so, is decided by the premiums paid by the company. For third parties to share their risks, the MNC that needs to be insured is required to pay certain premium amount that will enable the insurer to take the risk. The insurer then handles the foreign exchange rate risks with the help of professionals (Ciorciari, 2019).
Risk acceptance: According to Fani et al. (2022), companies often accept risks related to long-term assets, as the fluctuations in their rates are not that sudden in nature. Therefore, these risks are easier to manage, and can be handled by the company with relative ease.
[bookmark: _Toc150114444]Conclusion
It can be concluded that the risks posed to MNCs because of exchange rate fluctuations are very prominent, and are of various types. The three prominent ones are Transactional risks, Transformational risks, and Economic risks. It is important for a company operating on foreign lands to be able to handle these different types of risks, as each risk is very capable of causing losses to the company. Several strategies can be adopted for businesses to avoid these risks, such as hedging, forward contracts, generation of invoices in local currencies, budget rate determination for hedging, and political risk insurance through 10K annual filings and establishment of entities to strategize how to avoid these losses. However, it is important for companies to assimilate information regarding the kinds of risks they are vulnerable to, before strategizing a method to manage foreign exchange rate risks. Companies must analyze the exposure of its assets, or cash flows to exchange rates fluctuations, and assess its impact, before they choose to go with a certain hedging strategy or an instrument.
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