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Learning Management System

Multinational Financial Management
(Lecture 1 &2)
Learning Objectives

· Goal of MNC

· Theories of International Finance

· International Business Methods

· International Opportunities

· Exposure to International Risk

· Overview of an MNC’s Cash Flows
· International Business Methods

· International opportunities

· Overview of an MNC’s Cash Flows
· Exposure to International risk

· Impact of Financial Management and International Conditions on Value
This chapter introduces the multinational corporation as having similar goals to the purely domestic corporation, but a wider variety of opportunities.  With additional opportunities come potential increased returns and other forms of risk to consider.  The potential benefits and risks are introduced. The commonly accepted goal of an MNC is to maximize shareholder wealth. Financial managers throughout the MNC have a single goal of maximizing the value of the entire MNC. 
The agency costs are normally larger for MNCs than purely domestic firms for the following reasons. 

  
First, MNCs incur larger agency costs in monitoring managers of distant foreign subsidiaries.  

      Second foreign subsidiary managers raised in different cultures may not follow uniform goals. 

      Third, the sheer size of the larger MNCs would also create large agency problems.

International Business Methods include the following:
· International trade involves exporting and/or importing.

· Licensing allows a firm to provide its technology in exchange for fees or some other benefits.

· Franchising obligates a firm to provide a specialized sales or service strategy, support assistance, and possibly an initial investment, in exchange for periodic fees.
· Firms may also penetrate foreign markets by engaging in a joint venture (joint ownership and operation) with firms that reside in those markets.
· Acquisitions of existing operations in foreign countries allow firms to quickly gain control over foreign operations as well as a share of the foreign market.
· Firms can also penetrate foreign markets by establishing new foreign subsidiaries.

· Many MNCs use a combination of methods to increase international business.

· In general, any method of conducting business that requires a direct investment in foreign operations is referred to as a direct foreign investment (DFI).

Growth in international business can be stimulated by (1) access to foreign resources which can reduce costs, or (2) access to foreign markets which boost revenues.  Yet, international business is subject to risks of exchange rate fluctuations, foreign exchange restrictions, a host government takeover, tax regulations, etc.

The constraints faced by financial managers attempting to maximize shareholder wealth are:

· Environmental constraints—countries impose environmental regulations such as building codes and pollution controls, which increase costs of production.

· Regulatory constraints—host governments can impose taxes, restrictions on earnings remittances, and restrictions on currency convertibility, which may reduce cash flows to be received by the parent.

· Ethical constraints—U. S.-based MNCs may be at a competitive disadvantage if they follow a worldwide code of ethics, because other firms may use tactics that are allowed in some foreign countries but considered illegal by U. S. standards.

The International Monetary System 

(Lecture 3)
Learning Objectives

· Evolution of the International Monetary System

· Current Exchange Rate Arrangements

· European Monetary System

· Euro and the European Monetary Union

· The Mexican Peso Crisis

· The Asian Currency Crisis

· Fixed versus Flexible Exchange Rate Regimes

Bimetallism: Before 1875: A “double standard” in the sense that both gold and silver were used as money. Some countries were on the gold standard, some on the silver standard, some on both. Both gold and silver were used as international means of payment and the exchange rates among currencies were determined by either their gold or silver contents. Gresham’s Law implied that it would be the least valuable metal that would tend to circulate. 
Classical Gold Standard: 1875-1914: During this period in most major countries:

· Gold alone was assured of unrestricted coinage

· There was two-way convertibility between gold and national currencies at a stable ratio.

· Gold could be freely exported or imported.

The exchange rate between two country’s currencies would be determined by their relative gold contents.
There are shortcomings: The supply of newly minted gold is so restricted that the growth of world trade and investment can be hampered for the lack of sufficient monetary reserves. Even if the world returned to a gold standard, any national government could abandon the standard. 
Interwar Period: 1915-1944: Exchange rates fluctuated as countries widely used “predatory”depreciations of their currencies as a means of gaining advantage in the world export market. Attempts were made to restore the gold standard, but participants lacked the political will to “follow the rules of the game”. The result for international trade and investment was profoundly detrimental.  

Flexible exchange rates were declared acceptable to the IMF members. Central banks were allowed to intervene in the exchange rate markets to iron out unwarranted volatilities. Gold was abandoned as an international reserve asset. Non-oil-exporting countries and less-developed countries were given greater access to IMF funds. 
Free Float 

The largest number of countries, about 48, allow market forces to determine their currency’s value.
Managed Float
About 25 countries combine government intervention with market forces to set exchange rates.

Pegged to another currency
Such as the U.S. dollar or euro (through franc or mark).

No national currency
Some countries do not bother printing their own, they just use the U.S. dollar. For example, Ecuador has recently dollarized.

Eleven European countries maintain exchange rates among their currencies within narrow bands, and jointly float against outside currencies. Objectives were to establish a zone of monetary stability in Europe and to coordinate exchange rate policies vis-à-vis non-European currencies and to pave the way for the European Monetary Union.
Balance of Payments
(Lecture 4)
Learning Objectives

· Balance of Payments

· International Trade Flows

· Factors affecting International Trade Flows

· Correcting a Balance of Trade Deficit

· International Capital Flows

· Agencies that facilitate international flows

· How international trade affects MNCs
This chapter provides an overview of the international environment surrounding MNCs. The chapter is macro-oriented in that it discusses international payments on a country-by-country basis.  This macro discussion is useful information for an MNC since the MNC can be affected by changes in a country’s current account and capital account positions.

The current account balance is composed of (1) the balance of trade, (2) the net amount of payments of interest to foreign investors and from foreign investment, (3) payments from international tourism, and (4) private gifts and grants. The capital account is composed of all capital investments made between countries, including both direct foreign investment and purchases of securities with maturities exceeding one year.
A high inflation rate tends to increase imports and decrease exports, thereby increasing the current account deficit, other things equal. Governments can place tariffs or quotas on imports to restrict imports.  They can also place taxes on income from foreign securities, thereby discouraging investors from purchasing foreign securities.  If they loosen restrictions, they can encourage international payments among countries. Major IMF objectives are to (1) promote cooperation among countries on international monetary issues, (2) promote stability in exchange rates, (3) provide temporary funds to member countries attempting to correct imbalances of international payments, (4) promote free mobility of capital funds across countries, and (5) promote free trade.
The IMF in involved in international trade because it attempts to stabilize international payments, and trade represents a significant portion of the international payments. The euro allowed for a single currency among many European countries. It could encourage firms in those countries to trade among each other since there is no exchange rate risk.  This would possibly cause them to trade less with the U.S. 

The euro can increase trade within Europe because it eliminates the need for several European countries to exchange currencies when trading with each other.
International Financial Markets
(Lecture 5)
Learning Objectives

· To describe the background and corporate use of the following international financial markets:

· Foreign exchange market

· International money market,

· International credit market

· International bond market, and 

· International stock markets.
Motives for Using International Financial Markets are that he markets for real or financial assets are prevented from full integration by barriers like tax differentials, tariffs, quotas, labor immobility, communication costs, cultural and financial reporting differences. Yet, such market imperfections also create unique opportunities for specific geographic markets, helping these markets attract foreign creditors and investors. Investors invest in foreign markets:

· to take advantage of favorable economic conditions;

· when they expect foreign currencies to appreciate against their own; and

· to reap the benefits of international diversification.
Creditors provide credit in foreign markets:

· to capitalize on higher foreign interest rates;

· when they expect foreign currencies to appreciate against their own; and

· to reap the benefits of diversification.

Borrowers borrow in foreign markets:

· to capitalize on lower foreign interest rates;

· and when they expect foreign currencies to depreciate against their own.
The foreign exchange market allows currencies to be exchanged in order to facilitate international trade or financial transactions. The system for exchanging foreign currencies has evolved from the gold standard, to agreements on fixed exchange rates, to a floating rate system. The market for immediate exchange is known as the spot market. Trading between banks occurs in the interbank market. Within this market, brokers sometimes act as intermediaries. 

The growing standardization of global banking regulations has contributed towards the globalization of the industry.

· The Single European Act opened up the European banking industry and increased its efficiency. 

· The Basel Accord outlined risk-weighted capital adequacy requirements for banks. The proposed Basel II Accord attempts to account for operational risk.

Currency Derivatives
(Lecture 6 & 7)
Learning Objectives

· To differentiate among forward, futures and option contracts.

· To explain how forward contracts are used for hedging based on anticipated exchange rate movements;

· To explain how currency futures contracts and currency options contracts are used for hedging or speculation based on anticipated exchange rate movements. 

· Hedging strategies using future and options.
A forward contract is an agreement between a firm and a commercial bank to exchange a specified amount of a currency at a specified exchange rate (called the forward rate) on a specified date in the future. Forward contracts are often valued at $1 million or more, and are not normally used by consumers or small firms.  When MNCs anticipate a future need for or future receipt of a foreign currency, they can set up forward contracts to lock in the exchange rate. The % by which the forward rate (F ) exceeds the spot rate (S ) at a given point in time is called the forward premium (p ).

F = S (1 + p ) 

F exhibits a discount when p < 0.

Currency futures contracts specify a standard volume of a particular currency to be exchanged on a specific settlement date. They are used by MNCs to hedge their currency positions, and by speculators who hope to capitalize on their expectations of exchange rate movements. The contracts can be traded by firms or individuals through brokers on the trading floor of an exchange (e.g. Chicago Mercantile Exchange), automated trading systems (e.g. GLOBEX), or the over-the-counter market. Brokers who fulfill orders to buy or sell futures contracts typically charge a commission. 

Enforced by potential arbitrage activities, the prices of currency futures are closely related to their corresponding forward rates and spot rates. Currency futures contracts are guaranteed by the exchange clearinghouse, which in turn minimizes its own credit risk by imposing margin requirements on those market participants who take a position.

Currency options provide the right to purchase or sell currencies at specified prices. They are classified as calls or puts. Standardized options are traded on exchanges through brokers. Customized options offered by brokerage firms and commercial banks are traded in the over-the-counter market.

Option owners can sell or exercise their options, or let their options expire. 
Call option premiums will be higher when:

(spot price – strike price) is larger; the time to expiration date is longer; and the variability of the currency is greater.

Firms may purchase currency call options to hedge payables, project bidding, or target bidding.

One possible speculative strategy for volatile currencies is to purchase both a put option and a call option at the same exercise price. This is called a straddle.  By purchasing both options, the speculator may gain if the currency moves substantially in either direction, or if it moves in one direction followed by the other.

European-style currency options are similar to American-style options except that they can only be exercised on the expiration date. For firms that purchase options to hedge future cash flows, this loss in flexibility is probably not an issue. Hence, if their premiums are lower, European-style currency options may be preferred.
Government Influence On Exchange Rates
(Lecture 8)
Learning Objectives

· To describe the exchange rate  systems used by various governments;

· To explain how governments can use direct and indirect intervention to influence exchange rates; and

· To explain how government intervention in the foreign exchange market can affect economic conditions.

· Explain why bonds are issued.

Exchange rate systems can be classified according to the degree to which the rates are controlled by the government:

· fixed

· freely floating

· managed float

· pegged

Fixed Exchange Rate System Rates are held constant or allowed to fluctuate within very narrow bands only.
Freely Floating Exchange Rate System: Rates are determined by market forces without governmental intervention.

Each country is more insulated from the economic problems of other countries. Central bank interventions just to control exchange rates are not needed. Governments are not constrained by the need to maintain exchange rates when setting new policies.

Pegged Exchange Rate System: The currency’s value is pegged to a foreign currency or to some unit of account, and thus moves in line with that currency or unit against other currencies.

Dollarization refers to the replacement of a foreign currency with U.S. dollars. Dollarization goes beyond a currency board, as the country no longer has a local currency.

Within the euro zone, there is neither exchange rate risk nor foreign exchange transaction cost.

This means more comparable product pricing, and encourages more cross-border trade and capital flows. It will also be easier to conduct and compare valuations of firms across the participating European countries. Each country has a central bank that may intervene in the foreign exchange market to control its currency’s value. 

A central bank may also attempt to control the money supply growth in its country.

Direct intervention refers to the exchange of currencies that the central bank holds as reserves for other currencies in the foreign exchange market.  Direct intervention is usually most effective when there is a coordinated effort among central banks and when the central banks have high levels of reserves that they can use.

Forecasting Exchange Rates
 (Lecture 9)
Learning Objectives

· To explain how firms can benefit from forecasting exchange rates;

· To describe the common techniques used for forecasting; and

· To explain how forecasting performance can be evaluated

MNCs need exchange rate forecasts for their:

· hedging decisions,

· short-term financing decisions,

· short-term investment decisions,

· capital budgeting decisions,

· earnings assessments, and

· long-term financing decisions.

The numerous methods available for forecasting exchange rates can be categorized into four general groups:

· technical,

· fundamental,

· market-based, and

· mixed.

Technical forecasting involves the use of historical data to predict future values. e.g. time series models. Fundamental forecasting is based on the fundamental relationships between economic variables and exchange rates. E.g. subjective assessments, quantitative measurements based on regression models and sensitivity analyses. Market-based forecasting uses market indicators to develop forecasts. The current spot/forward rates are often used, since speculators will ensure that the current rates reflect the market expectation of the future exchange rate. MNCs are likely to have more confidence in their forecasts as they measure their forecast error over time. Forecast accuracy varies among currencies. A more stable currency can usually be more accurately predicted. If the forecast errors are consistently positive or negative over time, then there is a bias in the forecasting procedure.

Measuring Exposure To Exchange Rate Fluctuations (Lecture 10)
Learning Objectives

· To discuss the relevance of an MNC’s exposure to exchange rate risk;

· To explain how transaction exposure can be measured;

· To explain how economic exposure can be measured; and

· To explain how translation exposure can be measured.

This chapter distinguishes among three forms by which MNCs are exposed to exchange rate risk:  (1) transaction exposure, (2) economic exposure, and (3) translation exposure.  It should be emphasized that a firm sometimes benefits due to exposure.  Yet, it typically would prefer to control its own destiny and therefore be insulated from exposure.  Each firm differs in degree of exposure.  A firm should be able to measure its degree of each type of exposure as described in this chapter.  Then, it can decide how to cover that exposure using methods described in the following two chapters.

Although exchange rates cannot be forecasted with perfect accuracy, firms can at least measure their exposure to exchange rate fluctuations.
Exposure to exchange rate fluctuations comes in three forms:
· Transaction exposure

· Economic exposure

· Translation exposure

The degree to which the value of future cash transactions can be affected by exchange rate fluctuations is referred to as transaction exposure. MNCs can usually anticipate foreign cash flows for an upcoming short-term period with reasonable accuracy. After the consolidated net currency flows for the entire MNC has been determined, each net flow is converted into a point estimate (or range) of a chosen currency.  The exposure for each currency can then be assessed using the same measure.
Economic exposure refers to the degree to which a firm’s present value of future cash flows can be influenced by exchange rate fluctuations. Some of these affected cash flows do not require currency conversion. Even a purely domestic firm may be affected by economic exposure if it faces foreign competition in its local markets. The exposure of an MNC’s consolidated financial statements to exchange rate fluctuations is known as translation exposure. In particular, subsidiary earnings translated into the reporting currency on the consolidated income statement are subject to changing exchange rates.
Managing Transaction Exposure

 (Lecture 11)
Learning Objectives

· To identify the commonly used techniques for hedging transaction exposure;

· To show how each technique can be used to hedge future payables and receivables; 

· To compare the pros and cons of the different hedging techniques; and

· To suggest other methods of reducing exchange rate risk.

A primary objective of the chapter is to provide an overview of hedging techniques.  Yet, transaction exposure cannot always be hedged in all cases.  Even when it can be hedged, the firm must decide whether a hedge is feasible.  While a firm will only know for sure whether hedging is worthwhile after the period of concern, it can incorporate its expectations about future exchange rates, future inflows and outflows, as well as its degree of risk aversion to make hedging decisions.

Transaction exposure exists when the future cash transactions of a firm are affected by exchange rate fluctuations. When transaction exposure exists, the firm faces three major tasks:

· Identify its degree of transaction exposure.

· Decide whether to hedge this exposure.

· Choose a hedging technique if it decides to hedge part or all of the exposure.

To identify net transaction exposure, a centralized group consolidates all subsidiary reports to compute the expected net positions in each foreign currency for the entire MNC. Note that sometimes, a firm may be able to reduce its transaction exposure by pricing its exports in the same currency that it will use to pay for its imports. Hedging techniques include:

· Futures hedge,

· Forward hedge,

· Money market hedge, and

· Currency option hedge.

MNCs will normally compare the cash flows that would be expected from each hedging technique before determining which technique to apply. A futures hedge uses currency futures, while a forward hedge uses forward contracts, to lock in the future exchange rate. Recall that forward contracts are commonly negotiated for large transactions, while the standardized futures contracts tend to be used for smaller amounts.

To hedge future payables (receivables), a firm may purchase (sell) currency futures, or negotiate a forward contract to purchase (sell) the currency forward. The hedge-versus-no-hedge decision can be made by comparing the known result of hedging to the possible results of remaining unhedged, and taking into consideration the firm’s degree of risk aversion. If the forward rate is an accurate predictor of the future spot rate, the real cost of hedging will be zero. If the forward rate is an unbiased predictor of the future spot rate, the real cost of hedging will be zero on average.

If the forward rate is an accurate predictor of the future spot rate, the real cost of hedging will be zero.

If the forward rate is an unbiased predictor of the future spot rate, the real cost of hedging will be zero on average. A money market hedge involves taking a money market position to cover a future payables or receivables position.

For payables:
· Borrow in the home currency (optional)
· Invest in the foreign currency

For receivables:
· Borrow in the foreign currency
· Invest in the home currency (optional)

A currency option hedge uses currency call or put options to hedge transaction exposure.

Since options need not be exercised, they can insulate a firm from adverse exchange rate movements, and yet allow the firm to benefit from favorable movements. Currency options are also useful for hedging contingent exposure. Some international transactions involve an uncertain amount of foreign currency, such that over hedging may result. One solution is to hedge only the minimum known amount. Additionally, the uncertain amount may be hedged using options. In the long run, the continual short-term hedging of repeated transactions may have limited effectiveness too.

Managing Economic Exposure And Translation Exposure (Lecture12)
Learning Objectives

· To explain how an MNC’s economic exposure can be hedged; and

· To explain how an MNC’s translation exposure can be hedged.
Economic exposure refers to the impact exchange rate fluctuations can have on a firm’s future cash flows. Recall that corporate cash flows can be affected by exchange rate movements in ways not directly associated with foreign transactions.

The economic impact of currency exchange rates on us is complex because such changes are often linked to variability in real growth, inflation, interest rates, governmental actions, and other factors. These changes, if material, can cause us to adjust our financing and operating strategies. An MNC can determine its exposure by assessing the sensitivity of its cash inflows and outflows to various possible exchange rate scenarios. The MNC can then reduce its exposure by restructuring its operations to balance its exchange-rate-sensitive cash flows. Note that computer spreadsheets are often used to expedite the analysis. Restructuring to reduce economic exposure involves shifting the sources of costs or revenue to other locations in order to match cash inflows and outflows in foreign currencies.

The proposed structure is then evaluated by assessing the sensitivity of its cash inflows and outflows to various possible exchange rate scenarios.

Restructuring operations is a long-term solution to reducing economic exposure. It is a much more complex task than hedging any foreign currency transaction. MNCs must be very confident about the long-term potential benefits before they proceed to restructure their operations, because of the high reversal costs. Restructuring may involve:

· increasing/reducing sales in new or existing foreign markets,

· increasing/reducing dependency on foreign suppliers,

· establishing/eliminating production facilities in foreign markets, and/or

· increasing/reducing the level of debt denominated in foreign currencies.

Possible Hedging Strategies:

· Pricing policy – Reduce prices when the euro depreciates.

· Hedging with forward contracts – Sell euros forward to hedge against the adverse effects of a weak euro.

· Purchasing foreign supplies – Costs will be reduced during a weak-euro period.

· Financing with foreign funds – Costs will be reduced during a weak-euro period.

· Revising the operations of other units – So as to offset the exposure of Unit C.

When an MNC has fixed assets (such as buildings or machinery) in a foreign country, the cash flows to be received from the sale of these assets is subject to exchange rate risk. A sale of fixed assets can be hedged by creating a liability that matches the expected value of the assets at the point in the future when they will be sold.
Direct Foreign Investment

 (Lecture 13)
Learning Objectives

· To describe common motives for initiating direct foreign investment (DFI); and

· To illustrate the benefits of international diversification.
The main purpose of this chapter is to illustrate why MNCs often use DFI and to suggest the various factors involved in the DFI decision.  The specifics involved in quantifying costs and benefits of DFI are discussed in the following chapter.  Thus, this chapter should be covered in general terms as to the costs and benefits of DFI.  The chapter implicitly suggests that each firm may benefit from DFI by capitalizing on some unique perceived advantages of the foreign market.  Yet, all DFI decisions relate to the MNC’s overall risk and return objectives.

· MNCs commonly consider DFI because it can improve their profitability and enhance shareholder wealth.
· In most cases, MNCs engage in DFI because they are interested in boosting revenues, reducing costs, or both.
The European Union’s recent expansion enables members to transport products throughout Europe at reduced tariffs. New low-wage members (such as Poland, the Czech Republic and Romania) were thus targeted for new DFI by MNCs that wanted to reduce manufacturing costs. However, there is a tradeoff – thousands of jobs were lost in Western Europe. The optimal method for a firm to penetrate a foreign market is partially dependent on the characteristics of the market. For example, if the consumers are used to buying products from local firms, then licensing arrangements or joint ventures may be more appropriate. Before investing in a foreign country, the potential benefits must be weighed against the costs and risks associated with that specific country. In particular, the MNC will want to review the foreign country’s economic growth and other macroeconomic indicators, as well as the political structure and policy issues. As conditions change over time, some countries may become more attractive targets for DFI, while other countries become less attractive. Europe (especially Eastern Europe), Latin America, and Asia now receive a larger proportion of DFI than in the past.
The key to international diversification is to select foreign projects whose performance levels are not highly correlated over time. In this way, the various international projects are less likely to experience poor performance simultaneously. In terms of return, neither new project has an advantage. With regard to risk, the new project is expected to exhibit slightly less variability in returns if it is located in the U.S. However, estimating the risk of the individual project without considering the overall firm would be a mistake. Some governments allow international acquisitions but impose special requirements on the MNCs that desire to acquire a local firm. Such conditions include environmental constraints, restrictions on local sales, and employment requirements
Multinational Capital Budgeting
(Lecture 14 & 15)
Learning Objectives
· To compare the capital budgeting  analysis of an MNC’s subsidiary with that of its parent;
· To demonstrate how multinational capital budgeting can be applied to determine whether an international project should be implemented; and

· To explain how the risk of international projects can be assessed.
This chapter identifies additional considerations in multina​tional capital budgeting versus domestic capital budgeting. Should the capital budgeting for a multi-national project be conducted from the viewpoint of the subsidiary that will administer the project, or the parent that will provide most of the financing? The results may vary with the perspective taken because the net after-tax cash inflows to the parent can differ substantially from those to the subsidiary.
Such differences can be due to: 
· Tax differentials
· What is the tax rate on remitted funds?

· Regulations that restrict remittances 

· Excessive remittances 

The parent may charge its subsidiary very high administrative fees. A parent’s perspective is appropriate when evaluating a project, since any project that can create a positive net present value for the parent should enhance the firm’s value. However, one exception to this rule occurs when the foreign subsidiary is not wholly owned by the parent.
The following forecasts are usually required:

· Initial investment

· Consumer demand over time

· Product price over time

· Variable cost over time

· Fixed cost over time

· Project lifetime

· Salvage (liquidation) value
When an MNC is unsure of the estimated cash flows of a proposed project, it needs to incorporate an adjustment for this risk. One method is to use a risk-adjusted discount rate. The greater the uncertainty, the larger the discount rate that should be applied to the cash flows. An MNC may also perform sensitivity analysis or simulation using computer software packages to adjust its evaluation.
Sensitivity analysis involves considering alternative estimates for the input variables, while simulation involves repeating the analysis many times using input values randomly drawn from their respective probability distributions.

Multinational Restructuring
(Lecture 16)

Learning Objectives
· To introduce international acquisitions by MNCs as a form of multinational restructuring;

· To explain how MNCs conduct valuations of foreign target firms;

· To explain why the valuations of a target firm may vary among MNCs; and

· To identify other methods of multinational restructuring.
Building a new subsidiary, acquiring a company, selling an existing subsidiary, downsizing operations, and shifting production among subsidiaries, are all forms of multinational restructuring. MNCs continually assess possible forms of multinational restructuring to capitalize on the changing economic, political, and industrial conditions across countries. An international acquisition enables a firm to immediately expand its international business since the target is already in place. The firm also benefits from the established customer relationships. However, establishing a new subsidiary usually costs less, and there will not be a need to integrate the parent’s management style with that of the target. The volume of foreign acquisitions by U.S. firms has increased consistently since 1993. In particular, European firms have been attractive targets in view of the more uniform regulations across European Union member countries, the momentum for free enterprise in Eastern Europe, and the inception of the euro.
Like any other long-term project, capital budgeting analysis can be used to determine whether a firm should be acquired. Hence, the acquisition decision can be based on a comparison of the benefits and costs as measured by the net present value (NPV). Although the Asian crisis had devastating effects, it created an opportunity for some MNCs to pursue new business in Asia. In Asia, property values had declined, the currencies were weakened, many firms were near bankruptcy, and the governments wanted to resolve the crisis. However, MNCs must also consider the lowered economic growth rates in Asia.

In Europe, many countries have adopted  the euro as the local currency. This simplifies the analysis for an MNC that is comparing possible target firms in the participating countries.
Target-Specific Factors 

· Target’s previous cash flows – These may serve as an initial base from which future cash flows can be estimated.

· Managerial talent of the target – The acquiring firm may allow the acquired firm to be managed as it was before the acquisition, downsize the firm, or restructure its operations.

Country-Specific Factors 

· Target’s local economic conditions – Demand is likely to be higher when the economic conditions are strong.

· Target’s local political conditions – Cash flow shocks are less likely when the political conditions are favorable.

· An MNC should periodically reassess its DFIs to determine whether to retain them or to sell (divest) them.

· The MNC can compare the present value of the cash flows from the project if it is continued, to the proceeds that would be received (after taxes) if it is divested.

Multinational Cost of Capital and Capital Structure (Lecture 17 & 18)

Learning Objectives
· To explain how corporate and country characteristics influence an MNC’s cost of capital;

· To explain why there are differences in the costs of capital across countries; and

· To explain why there are differences in the costs of capital across countries; and

· To explain how corporate and country characteristics are considered by an MNC when it establishes its capital structure.
A firm’s capital consists of equity (retained earnings and funds obtained by issuing stock) and debt (borrowed funds).  The cost of equity reflects an opportunity cost, while the cost of debt is reflected in the interest expenses. Firms want a capital structure that will minimize their cost of capital, and hence the required rate of return on projects. The capital asset pricing model (CAPM) can be used to assess how the required rates of return of MNCs differ from those of purely domestic firms.
CAPM:
ke
=
Rf + b (Rm – Rf )

     Where,


       ke
=
the required return on a stock



Rf
=
risk-free rate of return


Rm
=
market return


b
=
the beta of the stock
A stock’s beta represents the sensitivity of the stock’s returns to market returns, just as a project’s beta represents the sensitivity of the project’s cash flows to market conditions. The lower a project’s beta, the lower its systematic risk, and the lower its required rate of return, if its unsystematic risk can be diversified away. An MNC that increases its foreign sales may be able to reduce its stock’s beta, and hence reduce the required return. However, some MNCs consider unsystematic project risk to be important in determining a project’s required return. Hence, we cannot say whether an MNC will have a lower cost of capital than a purely domestic firm in the same industry. 
The cost of capital can vary across countries, such that:

· MNCs based in some countries have a competitive advantage over others;

· MNCs may be able to adjust their international operations and sources of funds to capitalize on the differences; and
· MNCs based in some countries tend to use a debt-intensive capital structure.

A firm’s cost of debt is determined by: 

· the prevailing risk-free interest rate of the borrowed currency, and 

· the risk premium required by creditors.

· The risk-free rate is determined by the interaction of the supply of and demand for funds. It is thus influenced by tax laws, demographics, monetary policies, economic conditions, etc.
· The risk premium compensates creditors for the risk that the borrower may default on its payments. 

· The risk premium is influenced by economic conditions, the relationships between corporations and creditors, government intervention, the degree of financial leverage, etc.

· A firm’s return on equity can be measured by the risk-free interest rate plus a premium that reflects the risk of the firm. The cost of equity represents an opportunity cost, and is thus also based on the available investment opportunities. It can be estimated by applying a price-earnings multiple to a stream of earnings. High PE multiple ( low cost of equity.

When the risk level of a foreign project is different from that of the MNC, the MNC’s weighted average cost of capital (WACC) may not be the appropriate required rate of return for the project. There are various ways to account for this risk differential in the capital budgeting process. The overall capital structure of an MNC is essentially a combination of the capital structures of the parent body and its subsidiaries. The capital structure decision involves the choice of debt versus equity financing, and is influenced by both corporate and country characteristics. As economic and political conditions and the MNC’s business change, the costs and benefits of each component cost of capital will change too.  An MNC may revise its capital structure in response to the changing conditions. For example, some MNCs have revised their capital structures to reduce their withholding taxes on remitted earnings. A larger amount of internal funds may be available to the parent. The need for debt financing by the parent may be reduced.
The revised composition of debt financing may affect the interest charged on debt as well as the MNC’s overall exposure to exchange rate risk. A smaller amount of internal funds may be available to the parent. The need for debt financing by the parent may be increased. The revised composition of debt financing may affect the interest charged on debt as well as the MNC’s overall exposure to exchange rate risk. An MNC may deviate from its “local” target capital structure when local conditions and project characteristics are taken into consideration. If the proportions of debt and equity financing in the parent or some other subsidiaries can be adjusted accordingly, the MNC may still achieve its “global” target capital structure.
Country Risk Analysis
(Lecture 19 &20)

Learning Objectives
· To identify the common factors used by MNCs to measure a country’s political risk and financial risk;

· To explain the techniques used to measure country risk; and

· To explain how MNCs use the assessment of country risk when making financial decisions.
This chapter attempts to acquaint the student with various forms of risk that must be considered by a multinational corpora​tion.  Methods used to assess country risk are defined.  It should be emphasized that country risk is often difficult to assess.  Furthermore, it may change over time.  A firm should incorporate the country risk assessment in its decision of whether to begin (or continue) business in a particular country.  If it decides to conduct business there, it should continue to assess country risk as it decides whether to expand in that country. 

Country risk represents the potentially adverse impact of a country’s environment on an MNC’s cash flows. Country risk analysis can be used:
· to monitor countries where the MNC is currently doing business;

· as a screening device to avoid conducting business in countries with excessive risk; and

· to revise its investment or financing decisions in light of recent events.

Political Risk Factors
· Attitude of consumers in the host country, some consumers are very loyal to locally manufactured products.

· Actions of host government, the host government may impose special requirements or taxes, restrict fund transfers, and subsidize local firms. MNCs can also be hurt by a lack of restrictions, such as failure to enforce copyright laws.

· Blockage of fund transfers, if fund transfers are blocked, subsidiaries will have to undertake projects that may not be optimal for the MNC.

· Currency inconvertibility, the MNC parent may need to exchange earnings for goods if the foreign currency cannot be changed into other currencies.

· War, internal and external battles, or even the threat of war, can have devastating effects.

· Bureaucracy, bureaucracy can complicate businesses.

· Corruption, corruption can increase the cost of conducting business or reduce revenue.

Indicators of economic growth, the current and potential state of a country’s economy is important since a recession can severely reduce demand. A country’s economic growth is dependent on several financial factors - interest rates, exchange rates, inflation, etc. A macroassessment of country risk is an overall risk assessment of a country without considering the MNC’s business. A microassessment of country risk is the risk assessment of a country with respect to the MNC’s type of business. The overall assessment thus consists of macropolitical risk, macrofinancial risk, micropolitical risk, and microfinancial risk. Note that there is clearly a degree of subjectivity in:
· identifying the relevant political and financial factors,

· determining the relative importance of each factor, and

· predicting the values of factors that cannot be measured objectively.

The checklist approach involves rating and weighting all the macro and micro political and financial factors to derive an overall assessment of country risk. The Delphi technique involves collecting various independent opinions and then averaging and measuring the dispersion of those opinions.

Quantitative analysis techniques like regression analysis can be applied to historical data to assess the sensitivity of the business to various risk factors. Inspection visits involve traveling to a country and meeting with government officials, firm executives, and consumers to clarify uncertainties. The procedures for quantifying country risk will vary with the assessor, the country being assessed, as well as the type of operations being planned. Firms use country risk ratings when screening potential projects, and when monitoring existing projects. One approach to comparing political and financial ratings among countries is the foreign investment risk matrix (FIRM ). The matrix displays financial (or economic) and political risk by intervals ranging from “poor” to “good.” Each country can be positioned on the matrix based on its political and financial ratings.
Long-Term Financing
(Lecture 21 &22)
Learning Objectives
· To explain why MNCs consider long-term financing in foreign currencies;

· To explain how the feasibility of long-term financing in foreign currencies can be assessed.

· To explain how the assessment of long-term financing in foreign currencies can be adjusted for bonds with floating interest rates.
Since MNCs commonly invest in long-term projects, they rely heavily on long-term financing. Once the capital structure decision has been made, the MNC must consider the possible sources of equity or debt, and the costs and risks associated with each source. Many MNCs obtain equity funding in their home country, and engage in debt financing in foreign countries. The cost of debt financing depends on the quoted interest rate and the changes in the exchange rate of the borrowed currency over the life of the loan. To estimate the cost, an MNC needs to:

· determine the amount of funds needed,

· forecast the issue price of the bond, and

· forecast the exchange rates for the times when it has to pay the bondholders.

If the borrowed currency appreciates over time, an M NC will need more funds to cover the coupon or principal payments. The potential savings from issuing lower-yield bonds denominated in a foreign currency should be weighed against the potential risk of incurring high costs if the borrowed currency appreciates over time. When issuing bonds in a foreign currency, the exchange rate is very important. However, a point estimate does not account for forecast uncertainty.

Hence, a probability distribution of the exchange rate should be developed and used to compute the expected financing cost and its probability distribution. The exchange rate probability distribution can also be fed into a computer simulation program to generate the probability distribution of the financing cost. The exchange rate risk from financing with bonds in foreign currencies can be reduced in various ways. 

· Offsetting cash inflows
· Foreign currency receipts can help offset bond payments in the same currency.

In particular, an MNC can aggregate its cash inflows from all euro-zone countries to cover the payments for its euro-denominated bonds. A firm may hedge its exchange rate risk through the forward market. However, the firm may not be able to save costs due to interest rate parity.
A currency swap enables firms to exchange currencies at periodic intervals. It can be a useful alternative to forward or futures contracts. In a parallel (or back-to-back) loan, two parties simultaneously provide loans to each other (or to a subsidiary of the other party) with an agreement to repay at a specified point in the future. A firm may issue bonds in several foreign currencies for diversity. To avoid the higher transaction costs associated with multiple bond issues, the firm may develop a currency cocktail bond.
One popular currency cocktail is the Special Drawing Right (SDR). Before making the debt maturity decision, MNCs may want to assess the yield curves of the countries in which they need funds. A yield curve is shaped by the demand for and supply of funds at various maturity levels in a country’s debt market. An upward-sloping yield curve means that the annualized yields are lower for short-term debt than for long-term debt. 

Continuing financial innovation has resulted in a number of variations: 

· Accretion swap – increasing notional value. 

· Amortizing swap – decreasing notional value

· Basis (floating-for-floating) swap

· Callable swap

· Forward swap – swap begins at a future date

· Putable swap

· Zero-coupon swap

· Swaption – swap option

Short-Term Financing
(Lecture 23 & 24)

Learning Objectives
· To explain why MNCs consider  foreign financing;

· To explain how MNCs determine whether to use foreign financing; and

· To illustrate the possible benefits of financing with a portfolio of currencies.
This chapter explains short‑term liability management of MNCs, a part of multinational management that is often neg​lected in other textbooks.  From this chapter, students should learn that correct financing decisions can reduce the firm’s costs.  While foreign financing costs cannot usually be perfectly fore​casted, firms should evaluate the probability of reducing costs through foreign financing.

Euronotes are unsecured debt securities with typical maturities of 1, 3 or 6 months. They are underwritten by commercial banks. MNCs may also issue Euro-commercial papers to obtain short-term financing. MNCs utilize direct Eurobank loans to maintain a relationship with Eurobanks too. Before an MNC’s parent or subsidiary searches for outside funding, it should determine if any internal funds are available. Parents of MNCs may also raise funds by increasing their markups on the supplies that they send to their subsidiaries. An MNC may finance in a foreign currency to offset a net receivables position in that foreign currency. An MNC may also consider borrowing foreign currencies when the interest rates on such currencies are attractive, so as to reduce financing costs.

The actual cost of financing depends on

· the interest rate on the loan, and

· the movement in the value of the borrowed currency over the life of the loan.

The effective financing rate, rf , can be written as:





rf = (1 + if )(1 + ef ) – 1

where,



if
=
the foreign currency interest rate

ef
=
the %( in the foreign currency’s spot rate =
St+1 – S 
There are various criteria an MNC must consider in its financing decision, including

· interest rate parity,

· the forward rate as a forecast, and

· exchange rate forecasts.

· Interest Rate Parity (IRP) 

If IRP holds, foreign financing with a simultaneous hedge of that position in the forward market will result in financing costs that are similar to those for domestic financing. If the forward rate is an unbiased predictor of the future spot rate, then the effective financing rate of a foreign loan will on average be equal to the domestic financing rate. Firms may use exchange rate forecasts to forecast the effective financing rate of a foreign currency, or they may compute the break-even exchange rate that will equate the domestic and foreign financing rates. Sometimes, it may be useful to develop probability distributions, instead of relying on single point estimates.
Financing International Trade
(Lecture 25 &26)

Learning Objectives
· To describe the methods of payment for international trade;

· To explain common trade finance methods
· To describe the major agency that facilitates international trade with export insurance and/or loan programs.
This chapter first suggests why international trade can be difficult.  Then, it explains the various ways in which banking institutions can facilitate international trade by resolv​ing problems faced by the exporter and importer. In any international trade transaction, credit is provided by either 

· the supplier (exporter), 

· the buyer (importer), 

· one or more financial institutions, or 

· any combination of the above.

· The form of credit whereby the supplier funds the entire trade cycle is known as supplier credit.

Prepayments 

· The goods will not be shipped until the buyer has paid the seller.

· Time of payment : Before shipment

· Goods available to buyers : After payment

· Risk to exporter : None

· Risk to importer : Relies completely on exporter to ship goods as ordered 

Letters of credit (L/C) 

· These are issued by a bank on behalf of the importer promising to pay the exporter upon presentation of the shipping documents.

· Time of payment : When shipment is made

· Goods available to buyers : After payment

· Risk to exporter : Very little or none

· Risk to importer : Relies on exporter to ship goods as described in documents

Drafts (Bills of Exchange) 

· Time of payment : On maturity of draft

· Goods available to buyers : Before payment

· Risk to exporter : Relies on buyer to pay

· Risk to importer : Relies on exporter to ship goods as described in documents

Consignments 

· The exporter retains actual title to the goods that are shipped to the importer.

· Time of payment : At time of sale by buyer to third party

· Goods available to buyers : Before payment

· Risk to exporter : Allows importer to sell inventory before paying exporter

· Risk to importer : None

Open Accounts 

· The exporter ships the merchandise and expects the buyer to remit payment according to the agreed-upon terms.

· Time of payment : As agreed upon

· Goods available to buyers : Before payment

· Risk to exporter : Relies completely on buyer to pay account as agreed upon

· Risk to importer : None
International Cash Management
(Lecture 27 &28)

Learning Objectives
· To explain the difference in  analyzing cash flows from a subsidiary perspective versus a parent perspective;

· To explain the various techniques used to optimize cash flows;
· To explain common complications in optimizing cash flows; and

· To explain the potential benefits and risks of foreign investments.
This chapter emphasizes the decisions involved in the manage​ment of cash by an MNC.  The additional opportunities and risks of cash management for an MNC versus a domestic firm should be stressed.  There are actually three key components of the chapter.  The first is distinguishing between subsidiary control over excess cash versus centralized control.  An argument is made in favor of centralized control.  The second component is optimizing cash flow.  Several techniques are recommended to optimize cash flow.  Finally, the decision of where to invest excess cash should be discussed with consideration of all factors that need to be incorporated for this decision.
The management of working capital has a direct influence on the amount and timing of cash flow.
· Subsidiary expenses – It is difficult to forecast the payments for international purchases of raw materials or supplies because of exchange rate fluctuations, quotas, sales volume volatility, etc.
· Subsidiary revenue – International sales may be more volatile than domestic sales because of exchange rate fluctuations, business cycles, etc.
· Subsidiary dividend payments – If the payments and fees (royalties, overhead charges) for the parent are known and denominated in the subsidiary’s currency, forecasting cash flows will be easier.
After accounting for all cash outflows and inflows, the subsidiary must either invest its excess cash or borrow to cover its cash deficiencies. If the subsidiary has access to lines of credit and overdraft facilities, it may maintain adequate liquidity without substantial cash balances. The centralized cash management division of an MNC cannot always accurately forecast the events that affect parent- subsidiary or intersubsidiary cash flows. It should, however, be ready to react to any event by considering any potential adverse impact on cash flows, and how to avoid such adverse impacts. The more quickly the cash inflows are received, the more quickly they can be invested or used for other purposes.
Common methods include the establishment of lockboxes around the world (to reduce mail float) and preauthorized payments (charging a customer’s bank account directly).
Managing blocked funds: A government may require that funds remain within the country in order to create jobs and reduce unemployment. An MNC can shift cost-incurring activities (like R&D) to the host country, adjust the transfer pricing policy (such that higher fees have to be paid to the parent), borrow locally rather than from the parent, etc. Managing intersubsidiary cash transfers. A subsidiary with excess funds can provide financing by paying for its supplies earlier than is necessary. This technique is called leading. Alternatively, a subsidiary in need of funds can be allowed to lag its payments. This technique is called lagging.
When a subsidiary delays its payments to the other subsidiaries, the other subsidiaries may be forced to borrow until the payments arrive. Some governments may prohibit the use of a netting system, or periodically prevent cash from leaving the country.
The abilities of banks to facilitate cash transfers for MNCs may vary among countries. The banking systems in different countries usually differ too. Excess funds can be invested in domestic or foreign short-term securities, such as Eurocurrency deposits, Treasury bills, and commercial papers. Sometimes, foreign short-term securities have higher interest rates. However, firms must also account for the possible exchange rate movements. Centralized cash management allows for more efficient usage of funds and possibly higher returns. When multiple currencies are involved, a separate pool may be formed for each currency. Funds can also be invested in securities that are denominated in the currencies needed in the future.
If an MNC is not sure of how exchange rates will change over time, it may prefer to diversify its cash among securities that are denominated in different currencies. The degree to which such a portfolio will reduce risk depends on the correlations among the currencies. Dynamic hedging refers to the strategy of hedging when the currencies held are expected to depreciate, and not hedging when they are expected to appreciate. The overall performance is dependent on the firm’s ability to accurately forecast the direction of exchange rate movements. 
Derivatives Usage in  Risk Management by Non-Financial Firms: 
Evidence from Greece
(Lecture 29 &30)
Learning Objectives
· To explain the key findings and important implications with respect to the usage of derivatives in Greece. 

· The  results  of  the  survey  indicate  that  the  use  of  derivatives  in risk management is not wide spread among domestic firms.

· It is observed that large firms are more likely to use derivatives contrary to the small size ones.

· Firms use derivatives  mainly  to  manage  their  interest  rate  risk  and  secondary  their  foreign exchange risk. 

· The main purpose of the hedging policy of domestic firms is to reduce the volatility in cash flows.

· Firms appear to use sophisticated risk assessment methods, such as value at risk (VaR). 

· The use of options by firms is limited and the more common excuse for this behavior is their high cost. 

· Very interesting is the conclusion that most firms develop an internal risk management department. 

· Finally firms using derivatives state that their hedging policy is not influenced by any domestic macroeconomic factor. 

· Business environment of the country not to be favorable of derivatives use. 

· In  conclusion,  the  approach  of  the  domestic  non-financial  firms  that  use  derivatives  is  in  line with the  international  hedging practices.

· This convergence is verified by the comparative evidence of different surveys that is presented. 

· The repetition of this  survey  in the  near future  is  expected  to  lead  to  valuable  conclusions  as  to  the  evolution  of  risk management by Greek  non-financial  firms through time, both in quantitative and qualitative terms.     

International Equity Markets

(Lecture 31)
Learning Objectives
· A Statistical Perspective

· Market Structure, Trading Practices, and Costs

· International Equity Market Benchmarks

· World Equity Market Benchmark Shares

· Trading in International Equities

· Factors Affecting International Equity Returns
Almost 90% of the total market capitalization of the world’s equity markets is accounted for by the market capitalization of the developed world. The other 10% is accounted for by the market capitalization of developing countries in “emerging markets”.

· Latin America

· Asia

· Eastern Europe

· Mideast/Africa

Recently the growth rates in these emerging markets have been strong, but with more volatility than we have here at home. The equity markets of the developed world tend to be much more liquid than emerging markets. Liquidity refers to how quickly an asset can be sold without a major price concession.

So, while investments in emerging markets may be profitable, the focus should be on the long term.

The equity markets of the developed world tend to be much more liquid than emerging markets. Liquidity refers to how quickly an asset can be sold without a major price concession.

So, while investments in emerging markets may be profitable, the focus should be on the long term. Emerging Markets tend to be much more concentrated than our markets. Concentrated in relatively few companies. That is, a few issues account for a much larger percentage of the overall market capitalization in emerging markets than in the equity markets of the developed world.

· Primary Markets: shares offered for sale directly from the issuing company.

· Secondary Markets: provide market participants with marketability and share valuation.

· Dealer Market: the stock is sold by dealers, who stand ready to buy and sell the security for their own account. In the U.S., the OTC market is a dealer market.

· Auction Market: Organized exchanges have specialists who match buy and sell orders. Buy and sell orders may get matched without the specialist buying and selling as a dealer.

· Automated Exchanges: Computers match buy and sell orders
International Banking and Money Market
(Lecture 32)
Learning Objectives
· International Banking Services

· Reasons for International Banking

· Types of International Banking Offices

· Capital Adequacy Standards

· International Money Market

· International Debt Crisis

International Banks do everything domestic banks do and:

· Arrange trade financing.

· Arrange foreign exchange.

· Offer hedging services for foreign currency receivables and payables through forward and option contracts.

· Offer investment banking services (where allowed).

Types of International Banking Offices
· Correspondent Bank

· Representative Offices

· Foreign Branches

· Subsidiary and Affiliate Banks

· Edge Act Banks

· Offshore Banking Centers

· International Banking Facilities
A correspondent banking relationship exists when two banks maintain deposits with each other. Correspondent banking allows a bank’s MNC client to conduct business worldwide through his local bank or its correspondents. A representative office is a small service facility staffed by parent bank personnel that is designed to assist MNC clients of the parent bank in dealings with the bank’s correspondents. Representative offices also assist with information about local business customs, and credit evaluation of the MNC’s local customers. A foreign branch bank operates like a local bank, but is legally part of the the parent. It is subject to both the banking regulations of home country and foreign country. It can provide a much fuller range of services than a representative office. Branch Banks are the most popular way for U.S. banks to expand overseas.

A subsidiary bank is a locally incorporated bank wholly or partly owned by a foreign parent. An affiliate bank is one that is partly owned but not controlled by the parent. U.S. parent banks like foreign subsidiaries because they allow U.S. banks to underwrite securities.  Edge Act banks are federally chartered subsidiaries of U.S. banks that are physically located in the U.S. that are allowed to engage in a full range of international banking activities. The Edge Act was a 1919 amendment to Section 25 of the 1914 Federal Reserve Act.

An international banking facility is a separate set of accounts that are segregated on the parents books. An international banking facility is not a unique physical or legal identity. Any U.S. bank can have one. International banking facilities have captured a lot of the Eurodollar business that was previously handled offshore. Bank capital adequacy refers to the amount of equity capital and other securities a bank holds as reserves. There are various standards and international agreements regarding how much bank capital is “enough”  while traditional bank capital standards may be enough to protect depositors from traditional credit risk, they may not be sufficient protection from derivative risk. For example, Barings Bank, which collapsed in 1995 from derivative losses, looked good on paper relative to capital adequacy standards e
nsure the safety and soundness of the banking system.

