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LECTURE 1 

OVERVIEW OF INTERNATIONAL FINANCE
CHAPTER REFERENCE – CHP 1
Q. WHAT IS THE GOAL OF A FINANCIAL MANAGER?

Q. WHAT IS AN MNC? 

ANY FIRM THAT ENGAGES IN SOME FORM OF INTERNATIONAL BUSINESS can be considered an MNC. Examples – Coca Cola Co. – 160 countries and 40 different currencies – 60 % of annual operating income is generated outside the US.

What is the AGENCY ISSUE?

· Any manager who does not own 100 % of the company is an agent of the owners of the company.

· The agency issue is the idea that while financial managers recognize the goal of shareholder wealth maximization, they are also concerned with personal wealth, job security and fringe benefits. Such concerns may make a manager reluctant or unwilling to take more than moderate risk if they perceive that taking too much risk might jeopardize their jobs or reduce their personal wealth.

· THE RESULT is less than maximum return and a potential loss of wealth for the owners.

What is the AGENCY PROBLEM?

· The likelihood that financial managers may place personal gorals ahead of corporate goals. 

How can corporations solve the AGENCY PROBLEM? – Market force and Agency costs.

· MARKET FORCE

· MAJOR shareholders can exert pressure on management to perform. When necessary they can use their voting rights to replace management.

· Threat of takeover – motivates management to act in the best interests of the firm’s owners.

· AGENCY COSTS 

· The cost of monitoring management behavior, ensuring against dishonest acts of management AND giving managers the financial incentive to maximize share price.

· COMPENSATION PLANS

· INCENTIVE PLANS – tie management compensation to share price. E.g. grand stock options to management. Managers can buy stock at market price at time of the grant, and if the market price rises they can sell their shares for a higher price.

· PERFORMANCE PLANS – tie management compensation to EPS and growth in EPC. Performance shares – shares of stock given to management as a result of meeting the stated performance goals are used in these plans.

· CASH BONUSES – cash payments tied to the achievement of certain performance goals.
Q. HOW IS THE AGENCY PROBLEM DIFFERENT FOR MNCs?

Agency costs are normally larger for MNCs than for purely domestic firms.

· The sheer size of the MNC.

· The scattering of distant subsidiaries.

· The culture of foreign managers.

· Subsidiary value versus overall MNC value.

Impact of Management Control
· The magnitude of agency costs can vary with the management style of the MNC.

· A centralized management style reduces agency costs. However, a decentralized style gives more control to those managers who are closer to the subsidiary’s operations and environment.

· Some MNCs attempt to strike a balance - they allow subsidiary managers to make the key decisions for their respective operations, but the decisions are monitored by the parent’s management.

