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[bookmark: _Toc161521487]Introduction
The international exposure of MNCs to divergent currencies and foreign exchange risks across their various operating countries may result in negative financial reporting performance and instability. The main focus of this report is the foreign exchange risk management problems MNCs face. It looks at these theories in depth as well as the strategic hedging instruments, forwards, currency options, swaps and netting. Furthermore, in its analysis, the report evaluates critically those tools' limits and how they can be put into practice. The report is aiming at raising the awareness of international currency market risk management strategies for MNCs.
[bookmark: _Toc161521488]MNCs and Foreign Exchange Risks
MNCs can be exposed to different types of foreign exchange risks which can arise from their global outreach and cross-border trading activities. 
1. [bookmark: _Toc161521489]Transaction Risk
Along with the fact that MNCs have to take into account transaction risk as one of their key foreign exchange risks, there are also other risks that the companies may face. This risk arises when MNCs are doing financial operations including international sales, purchases, or lending that are in foreign currencies (Niepmann and Schmidt-Eisenlohr, 2017). MNCs may curb transactional risks through hedge strategies (Gautam et al., 2023). For instance, say that a UK business is expecting payment from the US in June, but the invoice was made in January. The rate of exchange will surely have changed in the period. To illustrate this, if the deal is worth £1,000,000 and the dollar’s value against the pound sterling went from US$1.40 in January to US$1.50 in June, the UK company would lose £47,619.
2. [bookmark: _Toc161521490]Economic Risk
MNCs incur different types of economic risk which can be attributed to the exchange rates fluctuation that can have an adverse impact on their market value and cash flows (Maggiori, 2017). Risk can be economic conditions, geopolitical instability, and government regulations, which can impede MNC's competitiveness in the market and profitability (Andrew, 2017). To prevent this risk from derailing their business, MNCs disperse their operations across different countries and currencies, thus insuring themselves from any single market. For example, the dollar exchange rate volatility peak in 2023 as the airline costs rise (Georgiadis, 2023).
3. [bookmark: _Toc161521491]Translation Risk
Another significant issue of translation risk or exposure is also facing by the MNCs. The risk originates in MNCs converting and translating the financial statements of their international subsidiaries or operations into the reporting currency of their parent companies, which is their home currency (Shapiro & Hanouna, 2023). A distortion of the MNC operating results will be a result of the foreign currency rate adjustments that will affect the balance sheet and will make it hard for the MNC to determine the assets, liabilities and equity. The translation risk of MNCs can be reduced by adopting the hedging strategies such as currency swaps that aim to mitigate the effect of currency fluctuations on the consolidated financial statements which are of the MNCs as well (Shapiro and Hanouna, 2023). 

[bookmark: _Toc161521492]International Financial Management Theories and Foreign Exchange Risk Management
Modern Portfolio Theory (MPT), Capital Asset Pricing Model (CAPM), and Real Options Theory are among the three most influential theories in the realm of international risk management. 
1. [bookmark: _Toc161521493]Modern Portfolio Theory (MPT)
Modern Portfolio Theory or MPT theory is the first important theory in finance that helps to build efficient portfolios by balancing the risk and return. It was first developed by Harry Markowitz in the1950s (Surtee and Alagidede, 2023). The theory provides a premise that an investor should diversify his holdings across different asset classes in a way that will lower unsystematic risk (that is to say, risk that is specific to an asset) and at the same time capture the possibility of a higher return (Lukomnik and Hawley, 2021). 
In international exchanges, MPT helps to diversify their portfolios across various countries, and industries and thus lower the country specific and industry specific risks (dos Santos and Brandi, 2017). Through allocating some of their capital to assets with low or negative correlations, investors can diversity the portfolio risk without sacrificing long-term expected returns.
2. [bookmark: _Toc161521494]Capital Asset Pricing Model (CAPM)
Capital Asset Pricing Model (CAPM) that helps describe the systemic risk and expected returns for assets or portfolios. The model assumes that the expected rate of return on an asset is proportional to its beta, which is known as systematic risk and measures an asset's sensitivity to general market movements (Rossi, 2016).
In terms of international finance, CAPM can be increased more if the other risk factors are considered. Some of these risk factors are country risk, currency risk and political risk (Bajpai and Sharma, 2015). In this case, International Capital Asset Pricing Model (ICAPM) can be taken into account.

Strategies for Managing Financial Exchange Risk
1. [bookmark: _Toc161521497]Currency Hedging
Currency hedging is a deliberate profit-shielding mechanism that corporations and investors utilize in order to minimize the risks connected with the ever-changing exchange rates (Opie and Riddiough, 2020). Some of the most frequently used hedging devices and their benefits and drawbacks are indicated as follows:
[bookmark: _Toc161521498]Forward Contracts
The main method of currency hedging is the application of forward contracts. These contracts enable the parties to the transaction to lock in exchange rate and thereby to protect themselves from the uncertainty of currency movements (Polak and Ulrych, 2024). For example, suppose an American company is due to be paid with euros six months from now. It can buy a forward contract to sell the euro at a fixed rate, thus eliminating the risk of the euro depreciating against the US dollar during this period.
A drawback of forward contracts is that the parties get stuck in the agreed exchange rate, thus losing possible advantage of market exchange rate changes.
[bookmark: _Toc161521499]Currency Options
One more well-known hedging instrument is currency options. As opposed to the forward contracts, options give their holders a right (but no obligation) to negotiate a currency transaction at a set price either immediately or in a few days (Hong Xing et al., 2024). This flexibility could be an advantage as when the buyer profits from gains of the exchange rate, it also serves as a limitation of losses from the market.
One disadvantage of an options contract is that you have to pay a premium in advance, regardless of whether it gets exercised or not. Thus, the currency option instruments enable companies to maintain the flexibility required for currency risk management and earn more due to positive exchange rate movements while minimizing losses due to negative ones.
[bookmark: _Toc161521500]Currency Swaps
Currency swap is yet another hedging strategy between the parties who undertake to exchange the cash flows that are in difference currencies (Mohammed, 2024). It gives them the ability to cover currency risk as long as they are not turning the principal amount from one currency to another. An example would be a company with dollars as revenues and euro costs so that it will be able to enter a currency swap to get its dollar cash flow into euros at a fixed rate that will help in mitigating the effects of the fluctuations in the currency on its financial performance.
A key challenge associated with currency swaps is that they might result in counterparty risk as the other party in the swap arrangement may end up not fulfilling its obligations. However, this risk will be minimized through a well-thought-out process of choosing counterparties and using the appropriate legal documents. 
2. [bookmark: _Toc161521501]Netting
The netting method is a risk-management strategy utilized by multinational companies (MNCs) to address international financial management issues. It enables a multinational company to do cross-currency offsetting in various subsidiaries or divisions which are a part of the MNC (Abboud, 2024). Through combining and consolidating their foreign exchange transactions, MNCs tend to lower their overall foreign exchange risk exposure. MNCs can use netting to take advantage of the pre-existing natural hedges in the organisation where inflows of the same currency and outflows of the opposite currency neutralize each other (Burvenich et al., 2024).
Netting, however, becomes less efficient in cases when there is a significant divergence in the time of currency inflows and outflows. An example of netting in the international financial management is that a multinational corporation is able to settle its receivables in US dollars, which its US subsidiary holds, against its payable in US dollars to the Canadian supplier, thus minimizing its foreign exchange expense.

[bookmark: _Toc161521502]Conclusion
Country-to-Country transactions put MNCs at risk and threaten their financial stability as well as profitability. Therefore, they should properly manage their foreign exchange risks. This report has discussed several theories and strategies, such as using instruments to hedge, consisting of forwards, options, and swaps, as well as netting and portfolio diversification methods. This notwithstanding, these solutions may be very effective, but it should be noted that there are some limitations and real-world implementation challenges that should be given the due consideration. In the end, it is a combination of risk management knowledge and measures that will be best suited to the specific circumstances of an MNC as it faces exchange rate risks in a variety of currencies and regions.
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