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PREFACE

The basic thrust of this fourth edition of Foundations of Multinational Financial
Management is to provide a conceptual framework within which the key financial deci-
sions of the multinational firm can be analyzed. As in the sixth edition of Multinational
Financial Management, my more comprehensive book on this topic, the approach is to
treat international financial management as a natural and logical extension of the princi-
ples 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
dimensions unique to international finance.

Foundations focuses on decision making in an international context. Analytical
techniques 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 examples,
both numerical and institutional, that demonstrate the use of financial analysis and rea-
soning 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 foundation. Seemingly disparate facts and events can
then be interpreted as specific manifestations 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, concentrating on those deci-
sion elements that are rarely, if ever, encountered by purely domestic firms. These ele-
ments include multiple currencies with frequent exchange rate changes and varying rates
of inflation, differing tax systems, multiple money markets, exchange controls, seg-
mented capital markets, and political risks such as nationalization or expropriation.
Throughout the book, I have tried to demystify and simplify multinational financial man-
agement by showing that its basic principles rest on the same foundation as does corpo-
rate finance.

The emphasis throughout this book is on taking advantage of being multinational.
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.

Foundations of Multinational Financial Management is a shorter version of my other text,
Multinational Financial Management (MFM). It emphasizes broad concepts and practices
rather than extensive quantitative material, Compared to MFM, Foundations reduces the
range and complexity of the subject matter covered. Although Foundations is intended
primarily for an undergraduate audience, it is suitable for use in masters level courses
where there is not enough time to cover the full range of topics dealt with in MFM or
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where the students do not have the necessary preparation for using MFM. It is also suit-
able for use in bank management and other executive development programs.

Foundations of Multinational Financial Management presumes a knowledge of basic cor-
porate finance, economics, and algebra. However, it assumes no prior knowledge of inter-
national 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. These features
have been incorporated and enhanced in Foundations.

Distinctive topic coverage includes the following:

Extensive discussion of the basic concepts of absolute and comparative advantage
as well as some insight into the gains and income redistributions associated with
free trade and the consequences of barriers to trade (Appendix 1A: The Origins
and Consequences of International Trade)

Role of expectations in determining exchange rates (Chapter 2)
Extensive discussion of the Mexican currency crisis in 1994-1995 (Chapter 2)

Discussion of currency boards and the role of central bank credibility in the con-
text of the dramatic changes made recently in Argentina and New Zealand
(Chapter 2)

Analysis of the September 1992 and August 1993 European currency crises
(Chapter 3)

Discussion of monetary union, optimum currency areas, and the development of
the euro (Chapter 3)

Use of the balance-of-payments framework to assess the economic links among
nations (Chapter 4)

Discussion of country risk analysis for both companies and banks, along with an
analysis of the dramatic changes taking place throughout Latin America, Eastern
Europe, and China and their implications for economic growth (Chapter 5)

Comprehensive discussion of the foreign exchange market and its institutions
and mechanisms, including electronic trading (Chapter 6)

Understanding currency futures and options contracts (Chapter 7), and their use
in exchange risk management (Chapter 10)

Use of currency risk sharing in international contracts (Chapter 10)
Comparing hedging alternatives when there are transaction costs (Chapter 10)
Discussion of cross-hedging using a simple regression analysis (Chapter 10)

Discussion of how to structure and use currency collars (or range forwards) and
currency cylinders to hedge exchange risk (Chapter 10)

Identification of the economic, as opposed to accounting, aspects of foreign
exchange risk (Chapter 11)

Development of marketing and production strategies 0 cope with exchange risk
(Chapter 11)

Analysis of how Japanese firms have coped with yen appreciation (Chapter 11)
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# Discussion of the functions, consequences, and globalization of financial markets
and the links between national and international capital markets (Chapter 12)

» Discussion of the external medium- and long-term financing options available to
the multinational corporation (Chapter 12)

# Discussion of the Eurocurrency and Eurobond markets (Chapter 12)
» Use of interest rate and currency swaps (Chapter 13)

s Evaluation of foreign currency denominated debt (Chapter 14)

e Design of a global financing strategy (Chapter 14)

# Discussion of alternative approaches to estimating the cost of capital for foreign
operations (Chapter 14)

e Understanding the nature and consequences of international portfolio investment
(Chapter 15)

Analysis of exchange risk associated with foreign portfolio investments (Chapter 15)
Development of global strategies of MNCs (Chapter 16)
Assessing the true profitability of a foreign operation (Chapter 17)

® ¢ @& @

Valuation of the growth options often associated with foreign investments
(Chapter 17)

‘Role of countertrade in financing international trade (Chapter 18)

# Calculating the cost of acceptance financing and factoring (Chapter 18)

@ Costs and benefits of managing interaffiliate fund flows on a global basis
(Chapter 20)

e Discussion of new transfer pricing issues and “earnings-stripping” charges
involving foreign company operations in the United States (Chapter 20)

e Integration of tax management with financial management based on the Tax
Reform Act of 1986 and subsequent tax law changes (Chapter 20)

CHANGES TO THE FOURTH EDiTioN

Changes that have been made to the fourth edition include the following:

e Parts I and Il remain as before Environment of International Financial Management
and Foreign Exchange Risk Management, respectively. The other sections of the
book have been rearranged. Previously, the organization of the text was Part III
(Working Capital Management), Part IV (Financing Foreign Operations), and Part
V (Foreign Investment Analysis). The texts new organization is Part I11 (Financing
Foreign Operations), Part 1V (Foreign Investment Analysis), and Part V (Working
Capital Management). The aim was to deal with the financing subject matter,
including the cost of capital, prior to discussing the investment decision,

& The old Chapter 20 (Political Risk Measurement and Management) has been split

into Chapter 5 (Country Risk Analysis) and Appendix 17A (Managing Political
Risk).

® The old Chapter 15 (International Banking Trends and Strategies) has been elim-
inated with the section on Coyntry Risk Analysis in International Banking moved
into Chapter 5.
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e The section on interest rate parity theory has been transferred from Chap’ter 6
(The Foreign Exchange Market) to Chapter 8 (Parity Conditions in International
Finance) where it provides the link between the spot and forward exchange mar-
kets and money markets.

# The section of Chapter 12 (International Financing and International Financial
Markets) on interest rate and currency swaps has been placed into a new Chapter
13 (Special Financing and Interest Rate Risk Management Vehicles).

At the same time that the book has been updated, reorganized, and shortened, new
material has been added, including the following;

# Many new solved numerical problems in the body of the chapters to illustrate the
application of the various concepts and techniques presented in the text along
with a number of new end-of-chapter problems

o Extensive discussion of the Asian currency crisis in 1997-1998 (Chapters 1 and 2)

» Discussion of the causes and consequences of the introduction of the euro
(Chapter 3)

« Demonstration of double-entry bookkeeping in balance-of-payments accounting
(Chapter 4)

@ Presentation on how to compute gains, losses, and maintenance margins on a
futures contract (Chapter 7)

¢ A discussion of currency spreads and knockout (or barrier) options (Chapter 7)

» Introduction of a modified Black-Scholes option pricing model to the pricing of
currency options and a discussion of its shortcomings (Chapter 7)

# A discussion of recent research on biases in the forward exchange rate and possi-
ble causes, including the peso problem (Chapter 8)

# Discussion on linking currency forecasts to specific decision rules (Chapter 8)

@ Discussion and comparison of the three basic types of exposure—accounting
exposure, transaction exposure, and operating exposure (Chapter 9)

» Extended discussion on the design of a hedging strategy (Chapter 10)

# Discussion of managing the risk management function, including lessons learned
from some highly publicized cases of derivatives-related losses (Chapter 10)

@ Discussion of international differences in corporate governance and the economic
consequences of those differences (Chapter 12)

e Discussion of how to calculate effective costs of Eurocurrency loans and
Eurocommercial paper and all-in costs of Eutobonds (Chapter 12)

¢ Discussion of fixed-for-fixed and fixed-for-floating currency interest rate swaps
(Chapter 13)

o Discussion of interest rate risk management techniques, including forward rate
agreements, forward forwards, and Eurodollar futures (Chapter 13)

« Extended discussion of calculating the cost of capital for multinational companies
(Chapter 14)

e Discussion of the home bias in international portfolio investing and the effects of

hedging on the efficient frontier for internationally diversified portfolios (Chapter
15)

e Addition of two new cases, including one on Indonesia’s decision of whether to
establish a currency board (Rescuing the Indonesian Rupiah with a Currency
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Board) and a second on Brazils decision to defend its currency (Brazil Fights a
Real Battle)

The book also contains many new charts and illustrations of corporate practice that
are designed to highlight specific techniques or teaching poinis. Again, the emphasis is
on reinforcing and making more relevant the concepts developed in the body of each
chapter. To make the text more suitable as a teaching vehicle, I have added numerous
questions and problems at the ends of the chapters, most of which are based on up-to-
date information and real-life situations.

The pedagogical thrust of the book is greatly enhanced by including the following learn-
ing and teaching aids:

1.

Focus on Corporate Practice. Throughout the text, there are numerous real-world
examples and vignettes that provide actual applications of financial concepts and
theories. They show students that the issues, tools, and techniques discussed in
the book are being applied to day-to-day financial decision making.

. Extensive Use of Examples and Illustrations. Numerous short illustrations and

examples of specific concepts and techniques are scattered throughout the body
of most chapters.

. Lengthier Illustrations of Corporate Practice. There are seven, longer illustrations

of actual company practices, at the end of key chapters, that are designed to
demonstrate different aspects of international financial management.

. Problems and Discussion Questions. There are hundreds of realistic end-of-chapter

questions and problems that offer practice in applying the concepts and theories
being taught. Many of these questions and problems relate to actual situations
and companies.

. Learning Objectives. Each chapter opens with a statement of its action-oriented

learning objectives. This statement enhances learning by previewing and guid-
ing the reader’s understanding of the materials that will be encountered in the
chapter.

. Key Terms. The end of each chapter also contains a list of key terms.
. Key Concepts. Most pages contain one or two key ideas in the margins next to the

point where these ideas appear in the text. Highlighting these key ideas serves as
an effective study and review tool for students.

. Glossary. The back of the book contains a Glossary that defines all the key terms

appearing in the text.

. Supplements. A complete set of ancillary materials is available for adopters of

Foundations to supplement the text. These include:

An Instructor’s Manual containing detailed solutions to the end-of-chapter ques-
tions and problems and tips for teaching each chapter.

A Testbank containing over 160 additional questions and problems suitable for
use in multiple choice exams.

A Study Guide written by Professor Anderea L. DeMaskey, University of Nevada,
Reno, is available. The Study Guide contains detailed chapter outlines and a num-
ber of solved questions and problems.



KV PREFACE

THAMNKS

I have been greatly aided in developing Foundations of Multinational Financial
Management by the helpful suggestions of the following reviewers: Robert Aubey,
University of Wisconsin; James Baker, Kent State University; Donald T. Buck, Southern
Connecticut State University, C. Edward Chang, Southwest Missouri State University; Jay
Choi, Temple University; Robert C. Duvic, University of Texas, Austin; Janice Wickstead
Jadlow, Oklahoma State University; Steve Johnson, University of Texas at El Paso; Boyden
C. Lee, New Mexico State University; Marc Lars Lipson, Boston University; Richard K.
Lyons, University of California, Berkeley; Dileep Mehta, Georgia State University;
Margaret Moore, Franklin University; William Pugh, Auburn University; Bruce Seifert,
Old Dominion University; Jay Sultan, Bentley College; Paul J. Swanson, Jr., University of
Cincinnati; and Steve Wyatt, University of Cincinnati.

My family, especially my wife Diane, as well as my mother and three brothers, have
provided me (once again) with continual support and encouragement during the writ-
ing of this book. 1 appreciate the (usual) cheerfulness with which Diane and my chil-
dren, Thomas and Kathryn, endured the many hours I spent writing the fourth edition
of this text.

A.CS.
Pacific Palisades



PART I

Preface xi

CHAPTER 1

CONTENTS

INTRODUCTION. MULTINATIONAL ENTERPRISE
AND MULTINATIONAL FINANCIAL MANAGEMENT 1

1.1 The Rise of the Multinational Corporation 2

1.2 The Internationalization of Business and Finance 10

1.3 Multinational Financial Management: Theory and Practice 16
1.4 Outline of This Book 22

Questions 24

APPENDIX 1A THE ORIGING AND CONSEQUENCES OF
INTERMATIONAL TRADE 24

ENVIRONMENT OF INTERNATIONAL
FINANCIAL MANAGEMENT

CHAPTER 2

CHAPTER 3

CHAPTER 4

CHAPTER 5

THE DETERMINATION OF EXCHANGE RATES 32

2.1 Setting the Equilibrium Spot Exchange Rate 33
2.2 Expectations and the Asset-Market Model of Exchange Rates 37
2.3 Fundamentals of Central Bank Intervention 52

Questions 58 + Problems 61 e« Bibliography 62

THE INTERNATIONAL MONETARY SYSTEM 64

3.1 Alternative Exchange Rate Systems 65

3.2 A Brief History of the International Monetary System 68
3.3 The European Monetary System and Monetary Union 79
3.4 Emerging Market Currency Crises 89

3.5 Summary and Conclusions 91

Questions 92 = Problems 93 < Bibliography 94

THE BALANCE OF PAYMENTS AND INTERNATIONAL
ECONOMIC LINKAGES 9%

4.1 Balance-of-Payments Categories 96

4.2 The International Flow of Goods, Services, and Capital 101
4.3 Coping with the Current-Account Deficit 106

4.4 Summary and Conclusions 115

Questions 117 « Problems 118 « Bibliography 120

COUNTRY RISK ANALYSIS 121
5.1 Measuring Political Risk 122 .



Wi LONTEMTS

PART |11

LHMAPTER &

CrHaprTERr 7

CHAPTER B

5.2 Economic and Political Factors Underlying Country Risk
5.3 Country Risk Analysis in International Banking 138
5.4 Summary and Conclusions 142

Questions 142 « Problems 143 » Bibliography 145

THE FOREIGN EXCHAMGE MARKETY 146

6.1 Organization of the Foreign Exchange Market 147
6.2 The Spot Market 152

6.3 The Forward Market 160

6.4 Summary and Conclusions 164

Questions 165 » Problems 165 » Bibliography 167

CURRENCY FUTURES AND QOPTIONS MARKETS

7.1 Futures Contracts 169

7.2 Currency Options 174

7.3 Reading Currency Futures and Options Prices 189
7.4 Summary and Conclusions 191

Questions 192 » Problems 193 + Bibliography 194

127

168

FPAaRITY CONDITIONS IN INTERMNATIONAL FINANGE

AMD CURRBEMNCY FORECASTIMG 194

8.1 Arbitrage and the Law of One Price 197

8.2 Purchasing Power Parity 199

8.3 The Fisher Effect 206

8.4 The International Fisher Effect 213

8.5 Interest Rate Parity Theory 217

8.6 The Relationship Between the Forward Rate and the
Future Spot Rate 222

8.7 Currency Forecasting 225

8.8 Summary and Conclusions 231

Questions 233 = Problems 235 = Bibliography 237

Part [ Case Sudies 238

Casel.l: Oil Levies: The Economic Implications 238

Casel2: President Carter Lectures the Foreign Exchange Marhets 238
Casel.3: Rescuing the Indonesian Rupiah with a Currency Board 239
Casel.4: Brazil Fights a Real Battle 243

FOREIGN EXCHANGE RISK MANAGEMENT

CHAPTER 9

MEASURING ACCOUNTING EXPOSURE 251

9.1 Alternative Measures of Foreign Exchange Exposure 252

9.2 Alternative Currency Translation Methods 253

9.3 Statement of Financial Accounting Standards No. 8 255
9.4 Statement of Financial Accounting Standards No. 52 257



PART III

CHAPTER 10

CHaPTER 11

9.5 Transaction Exposure 262
9.6 Accounting Practice and Economic Reality 262
9.7 Summary and Conclusions 265

Questions 265 = Problems 265 + Bibliography 266

MANAGING ACCOUNTING EXPOSURE 268

10.1 Designing a Hedging Strategy 269

10.2 Managing Transaction Exposure 276

10.3 Managing Translation Exposure 291

10.4 Hlustration: Managing Transaction Exposure for the
Toronto Blue Jays 293

10.5 Summary and Conclusions 294

Questions 295 » Problems 296 = Bibliography 299

MEASURIMNG AMD MANAGING ECONOMIC EXPOSURE 300

11.1 Foreign Exchange Risk and Economic Exposure 301

11.2 The Economic Consequences of Exchange Rate Changes 304
11.3 Identifying Economic Exposure 308

11.4 Calculating Economic Exposure 310

11.5 Managing Operating Exposure 315

11.6 Hllustration: Avon Is Calling in Asia 325

11.7 Summary and Conclusions 326

Questions 327 « Problems 328 < Bibliography 331

Pave [l Case Studies 333
CaseIL.1: Rolls-Royce Limited 333
Case I1.2: The Mexican Peso 333

FINANCING FOREIGN OPERATIONS

CHAPTER 12

CHAPTER 13

INTERNATIONAL FINANGCING AND INTERNATIONAL
FiNANCIAL MAaRKETS 2335

12.1 Corporate Sources and Uses of Funds 336

12.2 National Capital Markets as International Financial Centers 342
12.3 The Euromarkets 355

12.4 Development Banks 373

12.5 Project Finance 376

12.6 Summary and Conclusions 377

Questions 374 = Problems 379 - Bibliography 380

SPECIAL FINANCING AND INTEREST RATE RISK
MANAGEMENT VEHIGLES 381
13.1 Interest Rate and Currency Swaps 382

13.2 Interest Rate Forwards and Futures 389
13.3 Valuing Low-Cost Financing Opportunities 392



Vili COMTENTS

13.4 Summary and Conclusions 396
Questions 397 < Problems 397 » Bibliography 399

CHAPTER 14 THE CosT OF CAPITAL FOR FOREIGH INVESTMENTS 400

14.1 The Cost of Equity Capital 401

14.2 The Weighted Cost of Capital for Foreign Projects 402
14.3 Discount Rates for Foreign Investments 399

14.4 The Cost of Debt Capital 412

14.5 Establishing a Worldwide Capital Structure 414

14.6 Summary and Conclusions 422

Questions 423 =« Problems 425 » Bibliography 425
Part ] Case Studies 427

Case IIL.1:  Plano Cruzado 427
Case II1.2:  Multinational Manufacturing, Inc. 427

PART IV FOREIGN INVESTMENT ANALYSIS

CHAPTER 15 INTERNATIONAL FPORTFOLIO INVESTMENT 431

15.1 The Benefits of International Equity Investing 432

15.2 International Bond Investing 445

15.3 Optimal International Asset Allocation 446

15.4 Measuring the Total Return from Foreign Portfolio Investing 447
15.5 Measuring Exchange Risk on Foreign Securities 448

15.6 Summary and Conclusions 450

Questions 450 = Problems 451 » Bibliography 453

CHAPTER 16 CORPORATE STRATEGY AND FOREIGN
HRECTY INVESTMEMNT 455

16.1 The Process of Overseas Expansion 456

16.2 Theory of the Multinational Corporation 458
16.3 The Strategy of Multinational Enterprise 460
16.4 Designing a Global Expansion Strategy 469
16.4 Summary and Conclusions 472

Questions 473 + Problems 474 » Bibliography 475

CHAPTER 17 CapiTAL BUDGETING FOR THE
MULTINATIONAL CORPORATION 477

17.1 Basics of Capital Budgeting 478

17.2 Issues in Foreign Investment Analysis 484

17.3 Foreign Project Appraisal: The Case of International
Diesel Corporation 487

17.4 Political Risk Analysis 496

17.5 Growth Options and Project Evaluation 498



PART V

CONTENTS

17.6 Summary and Conclusions 502
Questions 502 + Problems 503 + Bibliography 504

ArPPENDIX 1 7A: MANAGING POLITIGAL Risk 505

Part 1V Case Studies 509
Case IV1:. The International Machine Corporation 509
Case IV2:  Euro Disneyland 510

MULTINATIONAL WORKING CAPITAL MANAGEMENT

X

CHAPTER 18 FINANCING FOREIGN TRADE 517

18.1 Payment Terms in International Trade 518

18.2 Documents in International Trade 526

18.3 Financing Techniques in International Trade 528

18.4 Government Sources of Export Financing and Credit
Insurance 532

18.5 Countertrade 537

18.6 Summary and Conclusions 540

Questions 541 =+ Problems 542 « Bibliography 543

CHAPTER 19 CURRENT ASSET MANAGEMENT AND SHORT-TERM
FINANCING 544
19.1 International Cash Management 545
19.2 Accounts Receivable Management 558
19.3 Inventory Management 560

19.4 Short-term Financing 562
19.5 Summary and Conclusions 572

Questions 573 » Problems 573 = Bibliography 575

CHAPTER 20 MANAGING THE MULTINATIONAL
FINANCIAL SYSTEM §77

20.1 The Value of the Multinational Financial System 578

20.2 Intercompany Fund Flow Mechanisms: Costs and Benefits 581
20.3 Designing a Global Remittance Policy 598

20.4 Summary and Conclusions 602

Questions 603 * Problems 603 * Bibliography 605

GLOSSARY 607

INDEX 623



