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1. Introduction 

International financial management is essential for multinational corporations. It involves international investing and financing decisions about how to maximise the value of MNCs. Furthermore, it gives companies a perspective about the influences of movements in exchange rates, foreign interest rates, inflation and labour costs all affecting cost of production and prices (Madura, Hoque and Krishnamurti, 2018, p. 3). One of the main goals of a MNC is to maximize shareholder wealth. Managers are expected to take decisions that will increase stock price and serve stakeholders interest as a way to obtain funds and support its operations. As a result, management is used to motivate employees and organise resources efficiently; marketing, to increase consumer awareness and accounting and finance- to record the financial information about revenue and expenses of the MNC and evaluate the outcomes of various strategies (Madura, Hoque and Krishnamurti, 2018). A major factor that affects a MNC’s business strategies, cost of operations and revenue is the exchange rate movements. Therefore, a MNC needs to adopt certain strategies to manage exposure to exchange rate risks that affect their performance in overseas market.
This report includes an evaluation of strategies MNC uses to manage the foreign exchange risks.


2. Foreign exchange risks
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Figure 1: MNC Environment (Madura, Hoque and Krishnamurti, 2018, p. 1)

Foreign exchange risks result from the use of foreign currencies in international operations which MNCs exchange to support logistical operations, facilitate foreign investment, and sustain partnerships (Fig.1).
The foreign exchange rate is central for determining the economic situation of a country as it provides financial security, increases purchasing power and allows global trades (Akter, 2021). This rate fluctuates depending on the supply and demand of the currency. A higher exchange rate would make export expensive and import cheaper for a country. The opposite, lower exchange rate makes the export more affordable but the import costly. Therefore, a higher exchange rate makes a country’s economic conditions favourable as it helps keep the balance of trade lower (Akter, 2021).
From the number of factors that influence the exchange rate, five are the most important: inflation, interest rates, income levels, government control and changes in expectations. These factors shift the demand and supply axis and create a new exchange rate in a new equilibrium position (Akter, 2021).
In summary, foreign exchange risks refer to the losses that may incur from a foreign transaction due to currency fluctuations. All businesses and investors that expect foreign cash flow are directly exposed and most firms bear indirect or competitive exposure. Consequently, managing foreign exchange risk is critical for businesses success. It enhances value because it moderates cash flow volatility- mitigating underinvestment, decreasing the chances of financial distress and costs and reducing the cost of debt (Hutson, Laing and Ye, 2019).
The inevitability of foreign exchange risks means that a MNC needs to adopt effective strategies to sustain their profitability. There are three types of exposure:
· Economic- represents a risk that a company’s value may decline as a result of currency movement causing a loss in competitive strength (Arnold, 2013).
· Translation risks arise when financial data denominated in one currency is expressed in terms of another currency. To counter this risk a company can hedge by borrowing in the same currency as the denomination of the assets (Arnold, 2013).
· Transaction risks- transactions made in foreign currency that have variable value in home currency because of exchange rate movement (Arnold, 2013).
Businesses that engage in frequent international operations may consider multicurrency accounts that offer a valuable shield against the unpredictability of foreign exchange risks. These accounts simplify international transactions as they consolidate various currencies in one place. They streamline cross-border payments, reduce transfer costs and enhance cash flow management, providing a competitive edge in the global market (Pratt, 2023).

3. Managing foreign exchange risk
Theories that inform the foreign exchange risk management are IRP (Interest Rate Parity), PPP (Purchasing Power Parity), and IFE (International Fisher Effect).
The IRP theory indicates that interest rate variation in two nations offsets the difference spot exchange rate and the forward exchange rate. The theoretical framework indicates that different currencies should have the same hedged investment returns irrespective of the prevailing interest rates. The PPP theory assesses the currencies' relative value through the comparison of their purchasing power (Arnold, 2013). The IFE theory states that the projected disparity between two currencies’ exchange rates is roughly equal to their nation’s NIR (nominal interest rates) (Shobande & Shodipe, 2021). Therefore, nations with high NIR experience high inflation rates and currency depreciation. 

4. Strategies to manage exposure 
Derivatives are financial instruments used to speculate, invest and hedge in financial markets (Oldani, 2005). The hedging strategy involves taking currency market positions that offset losses associated with exchange rate fluctuations. The shareholder value theories of financial risk management suggest that in reducing the volatility of expected future cash flows, hedging creates value.

Derivatives as hedging strategy can be summed up as:
· future contracts- increase market efficiency and liquidity. They are widely used to hedge and speculate in both financial and commodity markets (Oldani, 2005)
· options contacts- give clients the right to sell and purchase currency at a specific price (Oldani, 2005)
· swaps- tend to create new investment opportunities in order to hedge against any type of risks such as interest rate and credit default (Oldani, 2005)
· forwards refer to customised agreements that enable MNCs to create exchange rates for future contracts, which protects them against potential currency volatilities (Oldani, 2005)
· repos used to finance liquidity not to speculate or hedge (Oldani, 2005)

Every hedging strategy offers diverse protection, flexibility, and financial ramifications, which improves MNCs’ risk exposure. 

· Currency risk sharing implements a collaborative approach to managing risks.
Essentially, the risk management process involves modifying service/product prices based on the changes in currency values, ensuring a fair distribution of the financial burden (Jacque, 2013). The strategy enables all MNCs to accomplish long-term goals of profit maximisation and continuous expansion. 

· The netting strategy supports the foreign exchange risk management process 
through a sustained balance between payables and receivables in diverse currencies (Tiwary, 2019). For instance, a corporation transfers components of £15m to its foreign subsidiary. In the same month the subsidiary has to transfer goods for £30m to the mother company. Instead, it nets out the values of receivables and payables and sends £15m. The strategy minimises the need to convert currencies, which reduces costs and exposure (Tiwary, 2019). Generally, netting supports MNCs in reducing credit, reducing chances of credit default, and maintaining adequate liquidity to ensure optimal performance. 

· Matching is effective in eliminating currency exposure when the exposure
cash flow is relatively constant, by acquiring a debt denominated in the particular currency (Tiwary, 2019). For example, a U.S company receives predictable dollar cash inflow with continuing export sales to Canada. The U.S firm uses this to pay the principal and interest payments on Canadian dollar debt and matches the cash flow (Tiwary, 2019). 

· Back-to-back loan- businesses borrow each other’s currency for equal value at 
current spot rate. For example, a British and a Dutch firms lend pound and euro respectively to invest, avoiding the exchange market entirely (Tiwary, 2019).
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Figure 2: FERM model (Jacque, 2013)



5. Conclusion

The integration of economies has allowed businesses to flourish profitably by taking advantage of lower cost production factors and favourable market conditions for their products and services. However, these advantages come with a factor of risks associated with floating exchange rate system which makes the MNCs highly vulnerable to potential losses or gains due to foreign exchange rate fluctuations. Although FX risks have significant impact on the financial performance of businesses that operate internationally, they can be identified, managed and mitigated. After a company had identified the risks and the exposure it can hedge by opting for operational and/or financial strategies. As Figure 2 shows a FERM model could be employed to ensure performance success. Ultimately, the risk management strategies enable businesses to strengthen their logistical operations, facilitate foreign investment and sustain global partnerships.
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Identify firm’s attitude toward risk:
is management “risk-paranoid” or simply “risk-averse”?

Establish objectives for Foreign Exchange Risk
Management (FERM): “Risk-locking vs. Risk-
smoothing vs. Risk-taking” and define appropriate
performance indices.

Measure exposure to Foreign Exchange Risk (on a
rolling basis): ex post transaction and translation vs.
ex ante economic/operating exposure. How does the
firm compare with its key rivals?

Identify currencies which are grossly
over/undervalued. Generate forecast for each
currency in probabilistic terms. Forecasts should be
continuously updated.

Simulate pro-forma budgets under multiple scenarios
to gauge in probabilistic terms “cash flow at risk.”
Measure also the impact of worst exchange rate
scenarios on key performance indices.

Set optimal percentage of exposure to be hedged (as a
function of firm’s attitude to foreign exchange risk).

Compare costs and benefits of applying different
forex instruments and techniques. Set internal
guidelines governing the use of forex derivatives for
hedging purposes.

Incorporate hedging policies in the performance
cvaluation system in setting budget and tracking
performance.

Implement FERM policies.

Compare results of FERM policies with FERM
objectives. Variance analysis leads to recalibration of
FERM objectives.





