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PREFACE

APPROACH

The basic thrust of this eighth edition of Multinational Financial Management is to
provide a conceptual framework within which the key financial decisions of the
multinational firm can be analyzed. The approach is to treat international financial
management as a natural and logical extension of the principles learned in the
foundations course in financial management. Thus, it builds on and extends the
valuation framework provided by domestic corporate finance to account for dimen-
sions unique to international finance.

MFM focuses on decision making in an international context. Analytical tech-
niques help translate the often vague rules of thumb used by international financial
executives into specific decision criteria. The book offers a variety of real-life exam-
ples, both numerical and institutional, that demonstrate the use of financial analy-
sis and reasoning in solving international financial problems. These examples have
been culled from the thousands of illustrations of corporate practice that I have
collected over the years from business periodicals and my consulting practice. By
scattering the best of these examples throughout the text, students can see the
value of examining decision problems with the aid of a solid theoretical founda-
tion. Seemingly disparate facts and events can then be interpreted as specific mani-
festations of more general financial principles.

All the traditional areas of corporate finance are explored, including working
capital management, capital budgeting, cost of capital, and financial structure.
However, this is done from the perspective of a multinational corporation, concen-
trating on those decision elements that are rarely, if ever, encountered by purely
domestic firms. These elements include multiple currencies with frequent exchange
rate changes and varying rates of inflation, differing tax systems, multiple money
markets, exchange controls, segmented capital markets, and political risks such as
nationalization or expropriation. Throughout the book, I have tried to demystify
and simplify multinational financial management by showing that its basic princi-
ples rest on the same foundation as does corporate finance.

The emphasis throughout this book is on taking advantage of being multina-
tional. Too often companies focus on the threats and risks inherent in venturing
abroad rather than on the opportunities that are available to multinational firms.
These opportunities include the ability to obtain a greater degree of international
diversification than security purchases alone can provide as well as the ability to
arbitrage between imperfect capital markets, thereby obtaining funds at a lower
cost than could a purely domestic firm.
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FEATURES

Multinational Financial Management is designed for use in masters-level courses. It is
also suitable for use in bank management and other executive development programs.

Multinational Financial Management presumes a knowledge of basic corporate
finance, economics, and algebra. However, it does not assume prior knowledge of
international economics or international finance, and is therefore self-contained in
that respect. For those who are not familiar with Multinational Financial Management,
here are some of the distinctive features that have led to its widespread adoption:

® Discussion and comparison of the three basic types of exposure—account-
ing exposure, transaction exposure, and operating exposure (Chapter 4)

® Extended discussion on the design of a hedging strategy (Chapter 4)

® Discussion of managing the risk management function, including lessons
learned from some highly publicized cases of derivatives-related losses (Chapter 4)

® Use of currency risk sharing in international contracts (Chapter 4)
® Comparison of hedging alternatives when there are transaction costs (Chapter 4)
® Discussion of cross-hedging using a simple regression analysis (Chapter 4)

® Discussion of how to structure and use currency collars (or range for-
wards) and currency cylinders to hedge exchange risk (Chapter 4)

® Identification of the economic, as opposed to accounting, aspects of for-
eign exchange risk (Chapter 5)

® Development of marketing and production strategies to cope with
exchange risk (Chapter 5)

® Analysis of how Japanese firms have coped with the appreciation of the
yen (Chapter 5)

® Discussion of the functions, consequences, and globalization of financial mar-
kets and the links between national and international capital markets (Chapter 6)

® Discussion of the external medium- and long-term financing options avail-
able to the multinational corporation (Chapter 6)

® Discussion of international differences in corporate governance and the
economic consequences of those differences (Chapter 6)

® Discussion of project financing (Chapter 6)
® Discussion of the Eurocurrency and Eurobond markets (Chapter 7)

® Discussion of how to calculate the effective costs of Eurocurrency loans
and Eurocommercial paper and all-in costs of Eurobonds (Chapter 7)

® Evaluation of foreign-currency-denominated debt (Chapter 8)
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® Extended discussion of calculating the cost of capital for multinational
companies (Chapter 8)

® Analysis of how globalization has affected the cost of capital (Chapter 8)
® Design of a global financing strategy (Chapter 8)

® Discussion of alternative approaches to estimating the cost of capital for
foreign operations (Chapter 8)

® Understanding of the nature and consequences of international portfolio
investment (Chapter 9)

e Discussion of the home bias in international portfolio investing and the effects
of hedging on the efficient frontier for internationally diversified portfolios (Chapter 9)

® Analysis of exchange risk associated with foreign portfolio investments
(Chapter 9)

® Development of global strategies of MNCs (Chapter 10)
® Assessment of the true profitability of a foreign operation (Chapter 11)

® Valuation of the growth options often associated with foreign investments
(Chapter 11)

® Role of countertrade in financing international trade (Chapter 12)
e Calculation of the cost of acceptance financing and factoring (Chapter 12)

® Costs and benefits of managing interaffiliate fund flows on a global basis
(Chapter 14)

® Discussion of new transfer pricing issues and “earnings-stripping” charges
involving foreign company operations in the United States (Chapter 14)

® Integration of tax management with financial management based on recent
tax law changes (Chapter 14)
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CHAPTER

INTRODUCTION: MULTINATIONAL
ENTERPRISE AND MULTINATIONAL
FINANCIAL MANAGEMENT

What is prudence in the conduct of every private family can scarce be folly
in that of a great kingdom. If a foreign country can supply us with a commodi-
ty cheaper than we ourselves can make it, better buy it of them with some
part of the produce of our own industry employed in a way in which we have

dvantage.
some advantage Apam SMITH (1776)
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1.1 . The Rise of the Multinational Corporation

1.1 THE RisSeE OF THE MuLTINATIONAL CORPORATION

Despite its increasing importance today, international business activity is not new. The
transfer of goods and services across national borders has been taking place for thou-
sands of years, antedating even Joseph’s advice to the rulers of Egypt to establish that
nation as the granary of the Middle East. Since the end of World War 11, however,
international business has undergone a revolution out of which has emerged one of
the most important economic phenomena of the latter half of the twentieth century:
the multinational corporation.

A multinational corporation (MNC) is a company engaged in producing and
selling goods or services in more than one country. It ordinarily consists of a parent
company located in the home country and at least five or six foreign subsidiaries,
typically with a high degree of strategic interaction among the units. Some MNCs
have upward of 100 foreign subsidiaries scattered around the world. The United
Nations estimates that at least 35,000 companies around the world can be classified
as multinational.

Based in part on the development of modern communications and transporta-
tion technologies, the rise of the multinational corporation was unanticipated by the
classical theory of international trade as first developed by Adam Smith and David
Ricardo. According to this theory, which rests on the doctrine of comparative advan-
tage, each nation should specialize in the production and export of those goods that it
can produce with highest relative efficiency and import those goods that other nations
can produce relatively more efficiently.

Underlying this theory is the assumption that goods and services can move
internationally but factors of production, such as capital, labor, and land, are rela-
tively immobile. Furthermore, the theory deals only with trade in commodities—that
is, undifferentiated products; it ignores the roles of uncertainty, economies of scale,
transportation costs, and technology in international trade; and it is static rather than
dynamic. For all these defects, however, it is a valuable theory, and it still provides a
well-reasoned theoretical foundation for free-trade arguments. But the growth of the
MNC can be understood only by relaxing the traditional assumptions of classical
trade theory.

Classical trade theory implicitly assumes that countries differ enough in terms of
resource endowments and economic skills for those differences to be at the center of any
analysis of corporate competitiveness. Differences among individual corporate strategies
are considered to be of only secondary importance; a company’ citizenship is the key
determinant of international success in the world of Adam Smith and David Ricardo.

This theory, however, is increasingly irrelevant to the analysis of businesses in
the countries currently at the core of the world economy—the United States, Japan,
the nations of Western Europe, and, to an increasing extent, the most successful East
Asian countries. Within this advanced and highly integrated core economy, differences
among corporations are becoming more important than aggregate differences among
countries. Furthermore, the increasing capacity of even small companies to operate in
a global perspective makes the old analytical framework even more obsolete.
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