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Preface

As the field of international finance has evolved, so has the content of Multina-
tional Business Finance. In this fifth edition we identify three major trends and
themes that continue to differentiate international financial management from its
domestic counterpart.

As in previous editions, we perceive the multinational firm to be a unique
institution that acts as a catalyst and facilitator of international trade and as an
important producer and distributor in host countries where its affiliates are lo-
cated. The success of a multinational firm continues to be dependent on its ability
to recognize and benefit from imperfections in national markets for products,
factors of production, and financial assets.

Also carried over from earlier editions is the theme that volatile exchange
rates may increase risk, but they also create great opportunities for both investors
and firms to profit, given a proper understanding of exchange risk management.

NEW TO THE FIFTH EDITION

This fifth edition recognizes the increasing importance of global integration of
money and capital markets, a trend that is creating expanded opportunities for
both investors and organizations that need to raise capital. Although global inte-
gration of financial markets removes some market imperfections, which impede
the flow of capital internationally, excellent opportunities continue to exist for
investors to increase their returns while lowering their risks through international
portfolio diversification and for firms to lower their cost of capital by sourcing
it internationally.

The fifth edition of Multinational Business Finance has been revised to reflect
changes in the field of international finance occurring since the end of 1985. In
particular, we have added separate chapters on futures and options (Chapter 5)
and international portfolio diversification (Chapter 12, written by Cheol Eun).
A new introductory chapter focuses on trends and themes rather than goal con-
flict, while this latter topic is now treated as part of political risk in a thoroughly
revised Chapter 17.

Foreign exchange risk management is now explained in three separate chap-
ters. Instead of treating measurement of all types of foreign exchange risk in one
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vi Preface

chapter and management in a separate chapter, both measurement and manage-
ment are combined within chapters focusing on economic (Chapter 7), transac-
tion (Chapter 8), and translation (Chapter 9) foreign exchange risk. All other
chapters have been updated with the most recent data and any new theoretical
contributions found in academic and business literature.

This fifth edition of Multinational Business Finance is appropriate for the
same audiences as the first four editions. Earlier editions have been widely used
in international financial management courses in university degree programs,
university-run executive programs, and company management development pro-
grams in the United States and abroad.

Readers will find Multinational Business Finance most meaningful if they
have the background knowledge or experience equivalent to a basic finance
course. A previous course in international economics is desirable, but the text is
designed to cover sufficient economic material so that a separate background is
not essential.
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The final product is also the end result of the many valuable reviews and
suggestions received on earlier editions, all of which have guided us as our
thoughts evolved over the years. Particularly helpful have been comments from
David Babbel (University of Florida), James Baker (Kent State University), Mi-
chael Brooke (University of Manchester, England), Robert Carlson (University
of Hawaii), Payson Cha (The Cha Group, Hong Kong), Robert Chia (National
University of Singapore), Robert Cornu (Cranfield School of Management,
England), Steven Dawson (University of Hawaii), Gunter Dufey (University of
Michigan), Kare Dullum (Gudme Raaschou Investment Bank, Denmark), Vihang
Errunza (McGill University), William R. Folks, Jr. (University of South Caro-
lina), Lewis Freitas (University of Hawaii), Ian Giddy (Drexel Burnham Lamb-
ert), David Heenan (Theo Davies), Alfred Hofflander (University of California,
Los Angeles), Kenneth Knox (Tektronix, Inc.), Donald Lessard (Massachusetts
Institute of Technology), Rita Maldanado-Baer (New York University), Lee
Remmers (INSEAD, France), Alan Rugman (University of Toronto), R. J. Rum-
mel (University of Hawaii), Lemma Senbet (University of Wisconsin), Alan Shap-
iro (University of Southern California), Hany Shawky (State University of New
York, Albany), Norman Toy (Columbia University), Harald Vestergaard (Copen-
hagen Business School), Willem Winter (First Interstate Bank of Oregon), and
Richard Wright (Willamette University).

Inevitably woven into the fabric of this book are ideas received from faculty,
colleagues, and students at institutions where we have taught, both our home
universities of University of California, Los Angeles and Oregon State University
and our visiting stints at the University of California, Berkeley; Cranfield School
of Management, England; University of Hawaii, Manoa; Northern European
Management Institute, Norway; Copenhagen School of Business, Denmark; In-
stitute for the Development of Executives, Argentina; National University of
Singapore; and Dalian University of Science & Technology, People’s Republic of
China. Further ideas came from consulting assignments in Argentina, Belgium,
Canada, Denmark, Hong Kong, Indonesia, Japan, Malaysia, Mexico, the Neth-
erlands, Norway, People’s Republic of China, Taiwan, the United Kingdom, and
Venezuela.

Finally, we would like to rededicate this book to our parents, the late Wilford
Eiteman, Sylvia Eiteman, the late Harold Stonehill, and Norma Stonehill, who
gave us the motivation to become academicians and authors. We thank our
wives, Keng-Fong and Kari, for their patience through the years spent preparing
this edition. Eva Hofenbredl and Emily Arulpragasam deserve special thanks for
their excellent help in producing the final manuscript.

Pacific Palisades, California D.K.E.
Coruvallis, Oregon A.LS.



FIFTH EDITION

MULTINATIONAL
BUSINESS FINANCE



Contents

PART I
THE INTERNATIONAL FINANCIAL ENVIRONMENT

CHAPTER 1
Trends and Themes 3

Market Imperfections: A Rationale for the Continued Prosperity
of Multinational Firms

Fluctuating Exchange Rates

Global Money and Capital Market Integration
Organization of the Book

Questions

Notes

Bibliography

Directories of Multinational Firms
APFENDIX A: The Theory of Comparative Advantage 16

APPENDIX B: The 100 Largest U.S. Multinationals and
the 100 Largest Foreign Investments in the United States 19

CHAPTER 2
The International Monetary System 38

International Monetary System Before 1971

International Monetary Crisis of 1971-1973 and Reform
Floating Exchange Rates, 1973-Present

Summary

Questions

10
12
13
14
15

38
44
47
58
59



X Contents

Notes 59
Bibliography 60
CHAPTER 3

Balance of Payments and Parity Conditions 62

Measuring the Balance of Payments 63
Meaning of a Deficit or Surplus 69
Theory of Purchasing Power Parity 71
Fisher Effect 76
International Fisher Effect 77
Balance of Payments in Practice 78
Summary 84
Questions 84
Notes 86
Bibliography 87
CHAPTER 4

Spot and Forward Markets 89

Geographical Extent 89
Functions of the Foreign Exchange Market 90
Market Participants 91
Size of the Market 93
Types of Transactions 95
Foreign Exchange Rates and Quotations o7
Interest Rate Parity 105
Speculating in the Spot and Forward Markets 110
Summary 114
Questions 115
Notes 118
Bibliography 119
CHAPTER §

Futures and Options Markets 121

Foreign Currency Futures 121
Foreign Currency Options 126
Foreign Currency Options Markets 128

Use of Foreign Currency Options 131



Contents

xi

Summary 138
Questions 139
Notes 141
Bibliography 141
APPENDIX: Option-Covered Interest Rate Parity 143

PART II

FOREIGN EXCHANGE RISK MANAGEMENT

CHAPTER 6

Forecasting Foreign Exchange Rates 149

Forecasting under a Freely Floating Exchange Rate System 150
Forecasting under a Managed or Fixed Exchange Rate System 157
Foreign Exchange Forecasting in Practice 164
Summary 165
Questions 165
Notes 167
Bibliography 168
CHAPTER 7

Managing Economic Exposure 172

Types of Foreign Exchange Exposure 172
Economic Exposure 174
Impact of Economic Exposure 174
Illustration of Economic Exposure 175
Managing Economic Exposure 181
Summary 187
Questions 187
Notes 188
Bibliography 188
CHAPTER 8

Managing Transaction Exposure 190

Causes of Transaction Exposure 190
Contractual Hedges 191



xii Contents

Operating Strategies 199
Swap Agreements 206
Summary 210
Questions 210
Notes 214
Bibliography 214
CHAPTER 9

Managing Translation Exposure 216

Current Rate Method 216
Monetary/Nonmonetary, or Temporal, Method 217
Other Translation Methods 218
Technical Aspects of Translation 218
Ilustration of Translation Methods 221
Comparison of Translation Loss with Economic Loss 225
Consolidation of Accounts 226
Managing Translation Exposure 229
Active vs. Passive Management of Foreign Exchange Exposure 233
Summary . 235
Questions 236
Notes 240
Bibliography 241

APPENDIX: Translation Loss Measured during a Year of Operations 243

PART III
CAPITAL MARKETS AND FINANCING INSTRUMENTS

CHAPTER 10

Global Financial Markets 251

External Markets 252
Eurodollars and other Eurocurrencies 253
The International Bond Market 265
The International Market for Equities 275

Summary 283



Contents xiii

Questions 284
Notes 287
Bibliography 287

APPENDIX: Creation and Use of Eurodollars 291

CHAPTER 11
Cost of Capital and Financial Structure 298
Weighted Average Cost of Capital 298
Market Imperfections and Foreign Influences 300
Availability of Capital 301
Market Segmentation 304
Novo Industri A/S (Novo) 307
Foreign Exchange Risk and the Cost of Debt 313
Taxation 318
Disclosure 319
Optimal Financial Structure 319
Financial Structure of Foreign Affiliates 324
Choosing Among Sources of Funds

to Finance Foreign Affiliates 330
Summary 333
Questions 334
Notes 337
Bibliography 339
CHAPTER 12

International Portfolio Diversification 344

Global Risk Diversification:

A Case for International Investment 345
Risk and Return in the World Stock Markets 348
Choice of an Optimal International Portfolio 350
Effect of Fluctuating Exchange Rates 354
Performance of International Mutual Funds 357
Do Multinationals Provide International Diversification? 359
A Word of Caution 361
Summary 361

Questions 362



Xiv Contents

Notes 363
Bibliography 365

APPENDIX: Gains from International Portfolio Diversification:
An Equilibrium Analysis 369

CHAPTER 13

International Banking and the International Debt Crisis 375

Size of International Banking 376
Risks in International Lending 376
Management of an International Loan Portfolio 394
Types of Banking Offices 396
Comparing Bank Services 408
Summary 411
Questions 411
Notes 412
Bibliography 413

APPENDIX: The World’s Top S0 Banks: It’s Official—Japan
is Way Out Front 418

CHAPTER 14

Trade Documentation: Letters of Credit,
Drafts, and Bills of Lading 421

The Basic Import/Export Dilemma 421
Letter of Credit (L/C) 424
Draft 431
Bill of Lading 436
Additional Documents 439
Documentation in a Typical International Transaction 440
Summary 442
Questions 443
Notes 444
Bibliography 444
CHAPTER 15

Specialized Trade Financing: Export Credit Insurance,
Forfaiting, and Countertrade 445

Export Credit Insurance 446
Government Programs to help Finance Exports 449



Contents

Xv

Forfaiting 451
Countertrade 453
Summary 456
Questions 456
Notes 457
Bibliography 457
PART IV
DIRECT FOREIGN INVESTMENT DECISIONS
CHAPTER 16
Direct Foreign Investment Strategy 461
Strategic Motives for Direct Foreign Investment 462
Behavioral Motives for Direct Foreign Investment 464
Economic Motives for Direct Foreign Investment 467
Summary 477
Questions 478
Notes 479
Bibliography 480
CHAPTER 17
Political Risk Management 487
Goal Conflicts between Multinational Firms

and Host Governments 488
Goal Conflicts between the MNC and Government

Economic Policies 489
Goal Conflicts between the MNC and Noneconomic

Government Policies 494
Government Regulations That Conflict

with the Operations of the MNC 496
Assessing Political Risk 500
Negotiating the Environment Prior to Investment 502
Operating Strategies after the Investment Decision 506
Crisis Planning 512
Summary 513
Questions 514
Notes 515
Bibliography 516



xvi

Contents

CHAPTER 18
Multinational Capital Budgeting 520
Foreign Complexities 520
Project vs. Parent Evaluation 521
Adjusting for Risk-Parent Viewpoint 523
Adjusting for Risk-Project Viewpoint 525
Illustrative Example: Kim Electronics (Kimtron)

in Seoul, Korea 525
Sensitivity Analysis 530
Summary 536
Questions 536
Notes 543
Bibliography 544
PART V
MANAGEMENT OF ONGOING OPERATIONS
CHAPTER 19
Current Asset Management 549
Constraints on Positioning Funds 549
Unbundling International Fund Transfers 550
International Dividend Remittances 550
Royalties, Fees, and Home Office Overhead 552
Transfer Pricing 555
Blocked Funds 561
Managing International Cash Balances 565
Managing Receivables 571
Inventory Management 573
Summary 575
Questions 575
Notes 577
Bibliography 578
CHAPTER 20
Performance Evaluation and Control 581
Purposes of Multinational Control Systems 581
Complexities of International Performance Evaluation 582



Contents

Criteria for Performance Evaluation

The Impact of Exchange Rate Changes on
Performance Evaluation

Organizing for International Financial Management
Summary

Questions

Notes

Bibliography

CHAPTER 21
Comparative Accounting and Financial Statement Analysis 606

Classification of Different Accounting Systems
Specific Differences in Accounting Principles
Disclosure

Auditing

Use and Misuse of International Ratio Analysis
Summary

Questions

Notes

Bibliography

CHAPTER 22
Tax Influence on Decision Making 623

National Tax Environments

Parent Country Taxation of Multinational Operations
Organizing for Foreign Operations

Summary

Questions

Notes

Bibliography

APPENDIX: U.S. Taxation of Foreign-Source Income 642

Glossary 659
Author Index 669

Subject Index 672

xvii

583

587
595
602
602
603
604

607
610
612
613
614
618
619
620
620

624
630
633
636
637
639
639



