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Preface

Businesses evolve into multinational corporations (MNCs) so that they can capitalize on
international opportunities. Their financial managers must be able to assess the interna-
tional environment, recognize opportunities, implement strategies, assess exposure to
risk, and manage that risk. The MNCs most capable of responding to changes in the
international financial environment will be rewarded. The same can be said for the
students today who may become the future managers of MNCs.

INTENDED MARKET

International Financial Management, 12th Edition, presumes an understanding of basic
corporate finance. It is suitable for both undergraduate and master’s level courses in in-
ternational financial management. For master’s courses, the more challenging questions,
problems, and cases in each chapter are recommended, along with special projects.

ORGANIZATION OF THE TEXT

International Financial Management, 12th Edition, is organized to provide a background
on the international environment and then to focus on the managerial aspects from a
corporate perspective. Managers of MNCs will need to understand the environment
before they can manage within it.

The first two parts of the text establish the necessary macroeconomic framework.
Part 1 (Chapters 1 through 5) introduces the major markets that facilitate international
business. Part 2 (Chapters 6 through 8) describes relationships between exchange rates
and economic variables and explains the forces that influence these relationships.

The rest of the text develops a microeconomic framework with a focus on the mana-
gerial aspects of international financial management. Part 3 (Chapters 9 through 12) ex-
plains the measurement and management of exchange rate risk. Part 4 (Chapters 13
through 18) describes the management of long-term assets and liabilities, including
motives for direct foreign investment, multinational capital budgeting, country risk anal-
ysis, and capital structure decisions. Part 5 (Chapters 19 through 21) concentrates on the
MNC’s management of short-term assets and liabilities, including trade financing, other
short-term financing, and international cash management.

Each chapter is self-contained so that professors can use classroom time to focus on the
more comprehensive topics while relying on the text to cover other concepts. The manage-
ment of long-term assets (Chapters 13 through 16 on direct foreign investment, multina-
tional capital budgeting, multinational restructuring, and country risk analysis) is covered
before the management of long-term liabilities (Chapters 17 and 18 on capital structure
and debt financing) because the financing decisions depend on the investment decisions.
Nevertheless, these concepts are explained with an emphasis on how the management of
long-term assets and long-term liabilities is integrated. For example, multinational capital
budgeting analysis demonstrates how the feasibility of a foreign project may depend on the
financing mix. Some professors may prefer to teach the chapters on managing long-term
liabilities prior to teaching the chapters on managing long-term assets.

The strategic aspects, such as motives for direct foreign investment, are covered before
the operational aspects, such as short-term financing or investment. For professors who

XX
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prefer to cover the MNC’s management of short-term assets and liabilities before the
management of long-term assets and liabilities, the parts can be rearranged because
they are self-contained.

Professors may limit their coverage of chapters in some sections where they believe
the text concepts are covered by other courses or do not need additional attention
beyond what is in the text. For example, they may give less attention to the chapters in
Part 2 (Chapters 6 through 8) if their students take a course in international economics.
If professors focus on the main principles, they may limit their coverage of Chapters 5,
15, 16, and 18. In addition, they may give less attention to Chapters 19 through 21 if
they believe that the text description does not require elaboration.

APPROACH OF THE TEXT

International Financial Management, 12th Edition, focuses on management decisions
that maximize the value of the firm. The text offers a variety of methods to reinforce
key concepts so that instructors can select the methods and features that best fit their
teaching styles.

B Part-Opening Diagram. A diagram is provided at the beginning of each part to illustrate

how the key concepts covered in that part are related.

Objectives. A bulleted list at the beginning of each chapter identifies the key concepts

in that chapter.

Examples. The key concepts are thoroughly described in the chapter and supported

by examples.

International Credit Crisis. Coverage of the international credit crisis is provided in

each chapter where applicable; this coverage focuses on European countries that

have experienced problems in making their debt payments and on the exposure of
their banks to credit problems.

Term Paper on the International Credit Crisis. Suggested assignments for a term

paper on the international credit crisis are provided at the end of Chapter 1.

Web Links. Websites that offer useful related information regarding key concepts are

provided in each chapter.

Summary. A bulleted list at the end of each chapter summarizes the key concepts.

This list corresponds to the list of objectives at the beginning of the chapter.

Point/Counter-Point. A controversial issue is introduced, along with opposing

arguments, and students are asked to determine which argument is correct and to

explain why.

Self-Test Questions. A “Self-Test” at the end of each chapter challenges students on

the key concepts. The answers to these questions are provided in Appendix A.

B Questions and Applications. Many of the questions and other applications at the end
of each chapter test the student’s knowledge of the key concepts in the chapter.

B Continuing Case. At the end of each chapter, the continuing case allows students to
use the key concepts to solve problems experienced by a firm called Blades, Inc.

(a producer of roller blades). By working on cases related to the same MNC over a
school term, students recognize how an MNC’s decisions are integrated.

B Small Business Dilemma. The Small Business Dilemma at the end of each chapter
places students in a position where they must use concepts introduced in the chap-
ter to make decisions about a small MNC called Sports Exports Company.

B [nternet/Excel Exercises. At the end of each chapter, there are exercises that expose
the students to applicable information available at various Web sites, enable the ap-
plication of Excel to related topics, or a combination of these. For example, students
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learn how to obtain exchange rate information online and apply Excel to measure
the value at risk.

B Integrative Problem. An integrative problem at the end of each part integrates the
key concepts of chapters within that part.

B Midterm and Final Examinations. A midterm self-exam is provided at the end of
Chapter 8, which focuses on international macro and market conditions (Chapters 1
through 8). A final self-exam is provided at the end of Chapter 21, which focuses
on the managerial chapters (Chapters 9 through 21). Students can compare their
answers to those in the answer key provided.

B Supplemental Cases. Supplemental cases allow students to apply chapter concepts to
a specific situation of an MNC. All supplemental cases are located in Appendix B.

B Running Your Own MNC. This project allows each student to create a small inter-
national business and apply key concepts from each chapter to run the business
throughout the school term. The project is available in the textbook companion site
(see the “Online Resources” section).

B International Investing Project. Located in Appendix D, this project allows students
to simulate investing in stocks of MNCs and foreign companies and requires them
to assess how the values of these stocks change during the school term in response
to international economic conditions. The project is also available on the textbook
companion site (see the “Online Resources” section).

B Discussion in the Boardroom. Located in Appendix E, this project allows students to
play the role of managers or board members of a small MNC that they created and
to make decisions about that firm. This project is also available on the textbook
companion site (see the “Online Resources” section).

B The variety of end-of-chapter and end-of-part exercises and cases offer many
opportunities for students to engage in teamwork, decision making, and
communication.

ONLINE RESOURCES

The textbook companion site provides resources for both students and instructors.
Students: Access the following resources by going to www.cengagebrain.com and
searching ISBN 9781133947837: Running Your Own MNC, International Investing
Project, Discussion in the Boardroom, Key Terms Flashcards, and chapter Web links.
Instructors: Access textbook resources by going to www.cengage.com, logging in
with your faculty account username and password, and using ISBN 9781133947837 to
search for instructor resources or to add instructor resources to your account.

INSTRUCTOR SUPPLEMENTS

The following supplements are available to instructors.

B Instructor’s Manual. Revised by the author, the Instructor’s Manual contains the
chapter theme, topics to stimulate class discussion, and answers to end-of-chapter
Questions, Case Problems, Continuing Cases (Blades, Inc.), Small Business Dilem-
mas, Integrative Problems, and Supplemental Cases.

B Test Bank. The expanded test bank, which has also been revised by the author,
contains a large set of questions in multiple choice or true/false format, including
content questions as well as problems.

B Cognero™ Test Bank. Cengage Learning Testing Powered by Cognerd™ is a flexible
online system that allows you to: author, edit, and manage test bank content from
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multiple Cengage Learning solutions; create multiple test versions in an instant;
deliver tests from your LMS, your classroom, or wherever you want. The Cognerc™
Test Bank contains the same questions that are in the Microsoft® Word Test Bank.
All question content is now tagged according to Tier I (Business Program Interdis-
ciplinary Learning Outcomes) and Tier II (Finance-specific) standards topic,
Bloom’s Taxonomy, and difficulty level.

B PowerPoint Slides. The PowerPoint Slides clarify content and provide a solid guide
for student note-taking. In addition to the regular notes slides, a separate set of
exhibit-only PPTs are also available.

ADDITIONAL COURSE TOOLS

B Cengage Learning Custom Solutions. Whether you need print, digital, or hybrid
course materials, Cengage Learning Custom Solutions can help you create your
perfect learning solution. Draw from Cengage Learning’s extensive library of texts
and collections, add your own original work, and/or create customized media and
technology to match your learning and course objectives. Our editorial team will
work with you through each step, allowing you to concentrate on the most impor-
tant thing—your students. Learn more about all our services at www.cengage.com/
custom.

B The Cengage Global Economic Watch (GEW) Resource Center. This is your
source for turning today’s challenges into tomorrow’s solutions. This online portal
houses the most current and up-to-date content concerning the economic crisis.
Organized by discipline, the GEW Resource Center offers the solutions that in-
structors and students need in an easy-to-use format. Included are an overview and
timeline of the historical events leading up to the crisis, links to the latest news and
resources, discussion and testing content, an instructor feedback forum, and a
Global Issues Database. Visit www.cengage.com/thewatch for more information.
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PART 1

The International Financial
Environment

Part 1 (Chapters 1 through 5) provides an overview of the multinational
corporation (MNC) and the environment in which it operates. Chapter 1 explains
the goals of the MNC, along with the motives and risks of international business.
Chapter 2 describes the international flow of funds between countries. Chapter 3
describes the international financial markets and how these markets facilitate
ongoing operations. Chapter 4 explains how exchange rates are determined, and
Chapter 5 provides background on the currency futures and options markets.
Managers of MNCs must understand the international environment described

in these chapters in order to make proper decisions.
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CHAPTER
OBJECTIVES

The specific
objectives of this
chapter are to:

B identify the
management goal
and organizational
structure of the
MNC,

B describe the key
theories that justify
international
business,

B explain the
common methods
used to conduct
international
business, and

B provide a model for
valuing the MNC.

L

Multinational Financial
Management: An Overview

Multinational corporations (MNCs) are defined as firms that engage in
some form of international business. Their managers conduct international
financial management, which involves international investing and
financing decisions that are intended to maximize the value of the MINC.
The goal of these managers is to maximize their firm’s value, which is
the same goal pursued by managers employed by strictly domestic
companies.

Initially, firms may merely attempt to export products to a certain country
or import supplies from a foreign manufacturer. Over time, however, many of
these firms recognize additional foreign opportunities and eventually
establish subsidiaries in foreign countries. Dow Chemical, IBM, Nike, and
many other firms have more than half of their assets in foreign countries.
Some businesses, such as ExxonMobil, Fortune Brands, and Colgate-
Palmolive, commonly generate more than half of their sales in foreign
countries. It is typical also for smaller U.S. firms to generate more than
20 percent of their sales in foreign markets; examples include Ferro (Ohio)
and Medtronic (Minnesota). Seventy-five percent of U.S. firms that export
have fewer than 100 employees.

International financial management is important even to companies
that have no international business. The reason is that these companies
must recognize how their foreign competitors will be influenced
by movements in exchange rates, foreign interest rates, labor costs,
and inflation. Such economic characteristics can affect the foreign
competitors’ costs of production and pricing policies.

This chapter provides background on the goals, motives, and valuation of
a multinational corporation.

1-1 MANAGING THE MNC

The commonly accepted goal of an MNC is to maximize shareholder wealth. Managers em-
ployed by the MNC are expected to make decisions that will maximize the stock price and
thereby serve the shareholders’ interests. Some publicly traded MNCs based outside the
United States may have additional goals, such as satisfying their respective governments,

3
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creditors, or employees. However, these MNCs now place greater emphasis on satisfying
shareholders; that way, the firm can more easily obtain funds from them to support its opera-
tions. Even in developing countries (e.g., Bulgaria and Vietnam) that have just recently
encouraged the development of business enterprise, managers of firms must serve share-
holder interests in order to secure their funding. There would be little demand for the stock
of a firm that announced the proceeds would be used to overpay managers or invest in
unprofitable projects.

The focus of this text is on MNCs whose parents wholly own any foreign subsidiaries,
which means that the U.S. parent is the sole owner of the subsidiaries. This is the most
common form of ownership of U.S.-based MNCs, and it gives financial managers
throughout the firm the single goal of maximizing the entire MNC’s value (rather than
the value of any particular subsidiary). The concepts in this text apply generally also to
MNC:s based in countries other than the United States.

1-1a How Business Disciplines Are Used to Manage the MNC

Various business disciplines are integrated to manage the MNC in a manner that max-
imizes shareholder wealth. Management is used to develop strategies that will motivate
and guide employees who work in an MNC and to organize resources so that they can
efficiently produce products or services. Marketing is used to increase consumer aware-
ness about the products and to monitor changes in consumer preferences. Accounting
and information systems are used to record financial information about revenue and
expenses of the MNC, which can be used to report financial information to investors
and to evaluate the outcomes of various strategies implemented by the MNC. Finance
is used to make investment and financing decisions for the MNC. Common finance
decisions include:

whether to discontinue operations in a particular country,
whether to pursue new business in a particular country,
whether to expand business in a particular country, and
how to finance expansion in a particular country.

These finance decisions for each MNC are partially influenced by the other business
discipline functions. The decision to pursue new business in a particular country is based
on comparing the costs and potential benefits of expansion. The potential benefits of
such new business depend on expected consumer interest in the products to be sold
(marketing function) and expected cost of the resources needed to pursue the new busi-
ness (management function). Financial managers rely on financial data provided by the
accounting and information systems functions.

1-1b Agency Problems

Managers of an MNC may make decisions that conflict with the firm’s goal of maximiz-
ing shareholder wealth. For example, a decision to establish a subsidiary in one location
versus another may be based on the location’s appeal to a particular manager rather than
on its potential benefits to shareholders. A decision to expand a subsidiary may be moti-
vated by a manager’s desire to receive more compensation rather than to enhance the
value of the MNC. This conflict of goals between a firm’s managers and shareholders is
often referred to as the agency problem.

The costs of ensuring that managers maximize shareholder wealth (referred to as
agency costs) are normally larger for MNCs than for purely domestic firms for several
reasons. First, MNCs with subsidiaries scattered around the world may experience larger
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agency problems because monitoring the managers of distant subsidiaries in foreign
countries is more difficult. Second, foreign subsidiary managers who are raised in
different cultures may not follow uniform goals. Third, the sheer size of the larger
MNCs can also create significant agency problems. Fourth, some non-U.S. managers
tend to downplay the short-term effects of decisions, which may result in decisions for
foreign subsidiaries of the U.S.-based MNCs that maximize subsidiary values or pursue
other goals. This can be a challenge, especially in countries where some people may per-
ceive that the first priority of corporations should be to serve their respective employees.

EXAMPLE Two years ago, Seattle Co. (based in the United States) established a subsidiary in Singapore so
that it could expand its business there. It hired a manager in Singapore to manage the subsidiary.
During the last two years, the sales generated by the subsidiary have not grown. Even so, the
manager hired several employees to do the work that he was assigned. The managers of the par-
ent company in the United States have not closely monitored the subsidiary because it is so far
away and because they trusted the manager there. Now they realize that there is an agency prob-
lem. The subsidiary is experiencing losses every quarter, so its management must be more closely
monitored. @

Parent Control of Agency Problems The parent corporation of an MNC may
be able to prevent most agency problems with proper governance. The parent should
clearly communicate the goals for each subsidiary to ensure that all of them focus on
maximizing the value of the MNC and not of their respective subsidiaries. The parent
can oversee subsidiary decisions to check whether each subsidiary’s managers are satisfy-
ing the MNC’s goals. The parent can also implement compensation plans that reward
those managers who satisty the MNC’s goals. A common incentive is to provide man-
agers with the MNC’s stock (or options to buy that stock at a fixed price) as part of their
compensation; thus the subsidiary managers benefit directly from a higher stock price
when they make decisions that enhance the MNC’s value.

EXAMPLE When Seattle Co. (from the previous example) recognized the agency problems with its Singapore
subsidiary, it created incentives for the manager of the subsidiary that were aligned with the par-
ent’s goal of maximizing shareholder wealth. Specifically, it set up a compensation system whereby
the manager’s annual bonus is based on the subsidiary’s earnings. @

Corporate Control of Agency Problems In the example of Seattle Co., the
agency problems occurred because the subsidiary’s management goals were not focused
on maximizing shareholder wealth. In some cases, agency problems can occur because
the goals of the entire management of the MNC are not focused on maximizing
shareholder wealth. Various forms of corporate control can help prevent these agency
problems and thus induce managers to make decisions that satisty the MNC’s share-
holders. If these managers make poor decisions that reduce the MNC’s value, then an-
other firm might acquire it at the lower price and hence would probably remove the
weak managers. Moreover, institutional investors (e.g., mutual and pension funds) with
large holdings of an MNC’s stock have some influence over management because they
will complain to the board of directors if managers are making poor decisions. Institu-
tional investors may seek to enact changes, including removal of high-level managers or
even board members, in a poorly performing MNC. Such investors may also band to-
gether to demand changes in an MNC, since they know that the firm would not want
to lose all of its major shareholders.

How SOX Improved Corporate Governance of MNCs  One limitation of the
corporate control process is that investors rely on reports by the firm’s own managers for
information. If managers are serving themselves rather than the investors, they may
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EXAMPLE

exaggerate their performance. There are many well-known examples (such as Enron and
WorldCom) in which large MNCs were able to alter their financial reporting and hide
problems from investors.

Enacted in 2002, the Sarbanes-Oxley Act (SOX) ensures a more transparent process
for managers to report on the productivity and financial condition of their firm. It
requires firms to implement an internal reporting process that can be easily monitored
by executives and the board of directors. Some of the common methods used by MNCs
to improve their internal control process are:

establishing a centralized database of information,

ensuring that all data are reported consistently among subsidiaries,

implementing a system that automatically checks data for unusual discrepancies
relative to norms,

speeding the process by which all departments and subsidiaries access needed

data, and

making executives more accountable for financial statements by personally verifying
their accuracy.

These systems made it easier for a firm’s board members to monitor the financial
reporting process. In this way, SOX reduced the likelihood that managers of a firm can
manipulate the reporting process and therefore improved the accuracy of financial infor-
mation for existing and prospective investors.

1-1c  Management Structure of an MNC

The magnitude of agency costs can vary with the MNC’s management style. A central-
ized management style, as illustrated in the top section of Exhibit 1.1, can reduce agency
costs because it allows managers of the parent to control foreign subsidiaries and thus
reduces the power of subsidiary managers. However, the parent’s managers may make
poor decisions for the subsidiary if they are less informed than the subsidiary’s managers
about its setting and financial characteristics.

Alternatively, an MNC can use a decentralized management style, as illustrated in the
bottom section of Exhibit 1.1. This style is more likely to result in higher agency costs
because subsidiary managers may make decisions that fail to maximize the value of the
entire MNC. Yet this management style gives more control to those managers who are
closer to the subsidiary’s operations and environment. To the extent that subsidiary
managers recognize the goal of maximizing the value of the overall MNC and are
compensated in accordance with that goal, the decentralized management style may be
more effective.

Given the clear trade-offs between centralized and decentralized management
styles, some MNCs attempt to achieve the advantages of both. That is, they allow
subsidiary managers to make the key decisions about their respective operations while
the parent’s management monitors those decisions to ensure they are in the MNC’s
best interests.

How the Internet Facilitates Management Control The Internet is making it
easier for the parent to monitor the actions and performance of its foreign subsidiaries.

Recall the example of Seattle Co., which has a subsidiary in Singapore. The Internet allows the
foreign subsidiary to e-mail updated information in a standardized format that reduces language
problems and also to send images of financial reports and product designs. The parent can then
easily track the inventory, sales, expenses, and earnings of each subsidiary on a weekly or
monthly basis. Thus, using the Internet can reduce agency costs due to international aspects of
an MNC’s business. ®
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Exhibit 1.1 Management Styles of MNCs
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Part 1: The International Financial Environment

1-2 WHY FiRMS PURSUE INTERNATIONAL BUSINESS

Three commonly held theories to explain why firms become motivated to expand their
business internationally are (1) the theory of comparative advantage, (2) the imperfect
markets theory, and (3) the product cycle theory. These theories overlap to some extent
and can complement each other in developing a rationale for the evolution of interna-
tional business.

1-2a Theory of Comparative Advantage

Multinational business has generally increased over time. Part of this growth is due to
firms’ increased realization that specialization by countries can increase production
efficiency. Some countries, such as Japan and the United States, have a technology advan-
tage whereas others, such as China and Malaysia, have an advantage in the cost of basic
labor. Because these advantages cannot be easily transported, countries tend to use their
advantages to specialize in the production of goods that can be produced with relative effi-
ciency. This explains why countries such as Japan and the United States are large producers
of computer components while countries such as Jamaica and Mexico are large producers
of agricultural and handmade goods. Multinational corporations like Oracle, Intel, and IBM
have grown substantially in foreign countries because of their technology advantage.

A country that specializes in some products may not produce other products, so trade be-
tween countries is essential. This is the argument made by the classical theory of comparative
advantage. Comparative advantages allow firms to penetrate foreign markets. Many of the
Virgin Islands, for example, specialize in tourism and rely completely on international trade
for most products. Although these islands could produce some goods, it is more efficient for
them to specialize in tourism. That is, the islands are better-off using some revenues earned
from tourism to import products than attempting to produce all the products they need.

1-2b Imperfect Markets Theory

If each country’s markets were closed to all other countries, then there would be no interna-
tional business. At the other extreme, if markets were perfect and so the factors of produc-
tion (such as labor) were easily transferable, then labor and other resources would flow
wherever they were in demand. Such unrestricted mobility of factors would create equality
in both costs and returns and thus would remove the comparative cost advantage, which is
the rationale for international trade and investment. However, the real world suffers from
imperfect market conditions where factors of production are somewhat immobile. There
are costs and often restrictions related to the transfer of labor and other resources used for
production. There may also be restrictions on transferring funds and other resources among
countries. Because markets for the various resources used in production are “imperfect,”
MNC:s such as the Gap and Nike often capitalize on a foreign country’s particular resources.
Imperfect markets provide an incentive for firms to seek out foreign opportunities.

1-2c Product Cycle Theory

One of the more popular explanations as to why firms evolve into MNCs is the product
cycle theory. According to this theory, firms become established in the home market as a
result of some perceived advantage over existing competitors, such as a need by the mar-
ket for at least one more supplier of the product. Because information about markets and
competition is more readily available at home, a firm is likely to establish itself first in its
home country. Foreign demand for the firm’s product will initially be accommodated by
exporting. As time passes, the firm may feel the only way to retain its advantage over
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competition in foreign countries is to produce the product in foreign markets, thereby
reducing its transportation costs. The competition in those foreign markets may increase
as other producers become more familiar with the firm’s product. The firm may develop
strategies to prolong the foreign demand for its product. One frequently used approach
is to differentiate the product so that competitors cannot duplicate it exactly. These
phases of the product cycle are illustrated in Exhibit 1.2. For instance, 3M Co. uses one
new product to enter a foreign market, after which it expands the product line there.

There is, of course, more to the product cycle theory than summarized here. This
discussion merely suggests that, as a firm matures, it may recognize additional opportu-
nities outside its home country. Whether the firm’s foreign business diminishes or
expands over time will depend on how successful it is at maintaining some advantage
over its competition. That advantage could be an edge in its production or financing
approach that reduces costs or an edge in its marketing approach that generates and
maintains a strong demand for its product.

1-3 How FirRMS ENGAGE IN INTERNATIONAL BUSINESS

Firms use several methods to conduct international business. The most common
methods are:

B international trade,
B licensing,
B franchising,

Exhibit 1.2 International Product Life Cycle

(1) (2]
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country and possibly
(40) to reduce costs.
Firm’s foreign business
declines as its competitive
advantages are eliminated.
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