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LECTURE 3 

OVERVIEW OF INTERNATIONAL FINANCE

CHAPTER REFERENCE – CHP 1
Q. WHAT ARE THE THEORIES OF INTERNATIONAL BUSINESS? WHICH IS THE MOST POPULAR?

Q. WHAT ARE THE COMMON METHODS OF INTERNATIONAL BUSINESS?

INTERNATIONAL OPPORTUNITIES

Because of possible cost advantages from producing in foreign countries or possible revenue opportunities from demand by foreign markets, the growth potential becomes much greater for firms that consider international business. 

INTERNATIONAL OPPORTUNITIES IN TERMS OF INVESTMENTS – the marginal returns on projects for the MNC are above those of the purely domestic firm because the MNC has an expanded opportunity set of possible projects from which to select.

INTERNATIONAL OPPORTUNITIES IN TERMS OF FINANCING – Growth in assets size requires increased debt, which forces a business to increase its periodic interest payments to creditors. Consequently, the firm has a greater probability of being unable to meet its debt obligations. To the extent that creditors and shareholders a higher return for a more highly indebted firm, the cost of capital to the firm rises with its volume of assets. An MNC can obtain capital funding at a lower cost than the purely domestic firm can. This advantage is due to the MNCs larger opportunity set of funding sources around the world. 

OPPORTUNITIES & GROWTH OF MNCs IN EUROPE 

· Single European Act 1987 – Industrialized countries in Europe agreed to make regulations more uniform and to remove many taxes on goods traded between these countries. 

· Removal of the Berlin Wall 1989 – symbolic of new relations between east and West Germany. Encouraged free enterprise in ALL eastern European countries and the privatization of businesses that were owned by the government. E.g. Coca Cola Co, GM, etc.

· Inception of the Euro 1999 – MNCs no longer had to face the costs and risks associated with converting one currency to another. Use of single currency also allowed for a single monetary policy in those countries.

· Expansion of the EU 2004 – more opportunities at more countries.

OPPORTUNITIES IN LATIN AMERICA 

· NAFTA 1993 

· GATT 1993

OPPORTUNITIES IN ASIA 

· Removal of investment restrictions 1990s

· Impact of the Asian Crisis 1997

EXPOSURE TO INTERNATIONAL RISK

· Exchange rate movements – Since exchange rates fluctuate over time, the cash outflows required to make payments change accordingly. Consequently, the number of units of a firm’s home currency needed to purchase foreign supplies can change even if the suppliers have not adjusted their prices.  When the home currency strengths, products denominated in that currency become more expensive to foreign customers, which may case a decline in demand and therefore a decline in cash inflows. FOR MNCs WITH SUBSIDIARIES IN FOREIGN COUNTRIES, EXCHANGE RATE FLUCTUATIONS AFFECT THE VALUE OF CASH FLOWS EMITTED BY SUBSIDIARIES TO THE PARENT. WHEN THEPARENT’S HOME CURENCY IS STRONG THE REMITTED FUNDS WILL CONVERT TO A SMALLER AMOUNT OF THE HOME CURENCY.

· Exposure to foreign economies when MNCs enter foreign markets to sell products, the demand for these products is dependant on the economic conditions in those markets. E.g. the Asian financial crisis.

· Exposure to political risk – country risk analysis, terrorism, etc.

Valuation Model for an MNC
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Domestic Model
where E (CF$,t ) = expected cash flows to be 

                              received at the end of period t
            n = the number of periods into the future in

                   which cash flows are received

            k = the required rate of return by investors
Valuing International Cash Flows
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where E (CFj,t ) = expected cash flows denominated

                             in currency j to be received by the

                             U.S. parent at the end of period t
            E (ERj,t ) = expected exchange rate at which

                              currency j can be converted to 

                              dollars at the end of period t
            
          k = the weighted average cost of capital of 

                  
   the U.S. parent company

Q. MzF Cigarette corporation based in USA  had expected cash inflows of $100,000 from local business and 1,000,000 Bangladeshi taka from business in Bangladesh at the end of period t. Assuming that Taka’s value is expected to be $.007, what is the expected dollar cash flow for MzF Cigarette corporation ? 
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