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[bookmark: _Toc162953698]INTRODUCTION
Risk management has emerged as one of the most significant concerns for multinational corporations. As internationalisation, overseas trade, and global integration increase, MNC managers, treasurers, and risk management teams become more concerned about foreign exchange. Following the 2008 global financial crisis, many multinational corporations throughout the world shifted their perspective on the need of effective risk management. (Antoci, 2015)
Multinational businesses (MNCs) utilize a wide range of external exposure (risk) management strategies, as well as contractual connections outside of their companies, to minimize (or re-allocate) foreign exchange (FX) risk. These hedging techniques include forward exchange contracts, short-term borrowing, financial futures contracts, currency options, discounting bill receivables, factoring receivable currency overdrafts, currency swaps and this report will introduce part of them. (Kallianiotis, 2013)
[bookmark: _Toc162953699]International Finance Management Theories
International finance studies economic relationships between multiple nations. Large organizations like NBER and IFC research it, and the US Federal Reserve focuses on policies related to foreign trade and international markets.
As a result several theories were developed and here we will briefly mention some of them:
[bookmark: _Toc162953700]The Mundell-Fleming model
The model's origins can be traced back to Robert Mundell in the early 1960s. Mundell was a Canadian economist and Fleming was a British economist.
Mundell won the Nobel Prize in Economics in 1999.
Mundell and Fleming were members of the IMF's Research Department at the time.
The term Mundell Fleming BoP (IS-LM BoP), which was put forth by Robert Mundell (1991) and Marcus Fleming (2000), outlines the short-run connection between output, interest rate, and exchange rate.
Mundell-Fleming is a variant of IS-LM that combines International Economics and Macroeconomics. Unlike IS-LM, which focuses on a closed economy, Mundell- Fleming focuses on a small, free-trade economy.
With the goal of comprehending market conditions, governmental policies, and global trade patterns, the model highlights the significance of global trade and politics.
For instance, fixed exchange rate policies have a bigger impact on monetary policy than flexible exchange rate policies do on fiscal policy, according to Mundell-Flemming. In the case of fixed exchange rate policies, the opposite is true.
[bookmark: _Toc162953701]The International Fisher Effect
The American economist Irving Fisher generated the international Fisher Effect (IFE), which believes that fluctuations in the exchange rates of two countries' respective currencies at any given time are directly correlated with differences in their nominal interest rates.
For instance, the International Fisher Effect (IFE), which forecasts identify and future exchange rate movements, is based on nominal interest rates. The IFE tries to predict and fully understand changes in exchange rates, which sets it apart from other inflation-based techniques.
This theory implies that a nation with low interest rates will also have lower inflation, which will raise the real value of that nation's currency compared to another. In contrast, a nation with high interest rates will see a rise in inflation, which will lead to a decrease in the value of its currency.
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[bookmark: _Toc162953702]Optimum Currency Area Theories
Based on Abba Lerner's research, Canadian economist Robert Mundell first put forth the OCA theory in 1961. According to the theory, there exists an ideal geopolitical region that ought to have a single currency. This geopolitical area does not, however, always adhere to national borders. The ideal currency area may consist of multiple nations, parts of multiple nations, or areas within a single nation. 
Theoretically, a single currency can maximize economic efficiency as long as all participants satisfy the following 4 criteria:
· A significant adaptable, and integrated labor market that eradicates unemployment within a particular area and permits workers to relocate anywhere in the nation.
· Regional trade mismatches are eliminated when capital mobility is paired with wage and pricing flexibility.
· A centralized budget or control system to transfer wealth to underprivileged regions affected by capital and labor mobility. This presents a political obstacle because wealthy areas might not want to distribute their excess to underprivileged areas.
· In order to prevent an unexpected event in any one area, all of the participating regions have equivalent business cycles and timing for economic data.
International economist Peter Kenen, a professor at Princeton University, suggested incorporating a fifth criteria of production diversification within the geopolitical region.
[bookmark: _Toc162953703]Purchasing Power Parity (PPP)
Based to the purchasing power parity (PPP) theory, exchange rates balance themselves when each nation's purchasing power is equal to that of the other. Argued differently, the ratio of the prices of a certain set of goods and services in the two countries should equal the exchange rate between them. A country's exchange rate has to fall in order to return to PPP when its domestic price level rises (for instance, as a result of inflation).
Economists use the concept of purchasing power parity, or PPP, to compare the prices of various nations. PPP comes in two different forms: absolute and relative. Relative PPP describes the rate at which price levels, or inflation rates, change, whereas absolute PPP compares the level of prices across nations.
The appreciation rate of a currency is defined as the difference between the inflation rates of a foreign country and its home country, according to the absolute PPP proposition.
[bookmark: _Toc162953704]Intrerest Rate Parity (IRP)
Interest rate parity, or IRP for short, is a theory based on the difference between the forward and spot exchange rates.
Interest Rate Parity is the fundamental relationship between interest rates and currency exchange rates .
The main objective of interest rate parity is to make sure that, regardless of interest rates, the hedged returns from various currencies are supposed to be equal.
Interest rate parity is a tool used by forex traders to find arbitrage opportunities.
[bookmark: _Toc162953705]Strategies to manage the foreign exchange risks
Due to their operations in several countries with various currencies, Multinational Corporations are subject to foreign exchange risks. They use a range of tactics to manage these risks, including:
[bookmark: _Toc162953706]1. Natural Hedging
A natural hedge is an investment strategy that seeks to reduce risk by investing in securities whose performance is negatively affected by an internal or natural cause.
Within an organization, natural hedges are also possible when losses in one area of the business are balanced by gains in another, and vice versa.
For instance, when repatriating revenue, a company with significant sales in just one country would be exposed to currency risk. Relocating operations to a nation where costs can also be incurred in foreign currency, however, may mitigate this risk. It would be considered that this is a natural hedge.
[bookmark: _Toc162953707]2. Forward Contracts 
A forward contract is a foreign exchange contract wherein the parties agree to buy one currency on a given date at a given rate and sell another on a different date within a year. (Reilly, 2023)
The exchange rate decided upon today to be exchanged at a later time is known as the forward rate. The spot exchange rate may be used as the basis for this calculation, and it can be modified to account for extra factors like the duration of the transfer and the currencies you are exchanging. It is not necessary for the forward rate agreed upon today to coincide with the exchange rate on the day of exchange. That is why is called forward.
[bookmark: _Toc162953708]3. Option Contracts
Financial instruments called options are based on the price of underlying securities, such as stocks. In an options contract, the buyer has the option to buy or sell the underlying asset specified in the contract at a price, either at the expiration date of the contract or within a specified period of time, depending on the contract type they hold. (Hargrave, 2022)
Put and call options are the two types of options contracts. It is possible to buy and sell both kinds of options. Call options are used to reduce exposure to the security, while put options are used to speculate on the price of the security.
[bookmark: _Toc162953709]4. Currency Swaps
Currency swaps are contracts between parties to exchange interest and principal payments in two currencies at a predetermined exchange rate. They are derivatives used to lock in a specific exchange rate or protect against changes in the exchange rate, with flexible payable interest rates.
[bookmark: _Toc162953710]5. Netting
Netting is a technique used to reduce risk in financial contracts by connecting or aggregating several financial obligations. It is commonly used by stock traders to balance positions by using gains from one position to offset losses from another.
[bookmark: _Toc162953711]6. Diversification
Currency diversification involves using multiple currencies to mitigate exchange rate risks and profit from favorable currency movements. It is important to consider a long-term currency strategy to generate optimal risk-adjusted returns. Sharp negative movements in major currencies can have a high impact on portfolio performance.
[bookmark: _Toc162953712]7. Centralized Treasury Management
Centralized treasury financial management (CTFM) is the process of consolidating a company’s treasury operations into one department or team. It’s a way of managing finances that helps companies manage financial risks and maximize cash flow.
Businesses can better manage financial risks by implementing centralized treasury. Risks associated with managing cash include interest rate, credit, and foreign exchange risks. By centralizing oversight and control over cash management operations, centralized treasury functions assist businesses in managing these risks.
[bookmark: _Toc162953713]Conclusion
There are a lot of financial risk involved when the companies are dealing with foreign currencies.
That is why, in order to ensure the growth and profitability of the company and to keep the stockholders satisfied, an efficient management and a good knowledge of strategies that tackle the issues that may arise in foreign exchange transactions are of utmost importance.
I have mention here just few of them but there are more and probably, considering the speed that economy develops, new instruments will appear in order to control the investments and the profitability of the MCN’s.
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The formula for calculating the IFE is as follows:
E =[(i;-ip) / (1+iy)] - (iq-ip)
Where:

¢ E=Percentage change in the exchange rate of the country’s currency
¢ |I,=Country's A's Interest rate

¢ l,=Country's B's Interest rate




