
C H A P T E R 17
Multinational Financial
Management*

The United States has had plenty of company in the global economic crisis.
According to the International Monetary Fund (IMF), 2008 was a terrible year
globally. World output (measured by real GDP) averaged 4% growth per year

from 1999 to 2007 but grew by only 3.2% in 2008. Most of the 2008 growth
was due to the BRIC countries (Brazil, Russia, India, and China), which averaged
almost 7% growth. In contrast, the U.S. economy grew by only 1.1% in 2008.

But as bad as 2008 was, the IMF predicted a much worse 2009: the world’s
real GDP was forecast to fall by 1.3%, making this the first year since World War II
to exhibit worldwide contraction. The IMF predicts positive growth in 2009 for
some countries (including Qatar, China, and India), but 78 of 182 countries it
tracks are predicted to have declines in real GDP, including the following:

Country
2009 (Predicted)

Change in Real GDP

United States −2.8%
Germany −5.6
Japan −6.2
Brazil −1.3
Russia −6.0
Botswana −10.4
Iceland −10.6
Latvia −12.0

The IMF predicts that it will be 2011 before the world economy returns to its 2008
level and that the United States won’t make up its lost ground until 2012.

According to the United Nations, corporations retrenched by cutting their
foreign direct investments (such as factories, warehouses, and retail operations in
foreign countries) by 54% in the first quarter of 2009. Cross-border mergers and
acquisitions dropped by a whopping 77% in the same period.

Is this retrenching short-sighted? Foreign operations are risky, but that is
where the IMF predicts the most economic growth. As you read this chapter,
think about the risks and rewards of international business ventures.

Sources: International Monetary Fund, World Economic Outlook, April 2009, http://www.imf.org/external/

pubs/ft/weo/2009/01/pdf/text.pdf; Laurence Chandy, Geoffrey Gertz, and Johannes Linn, “Tracking the Global

Financial Crisis: An Analysis of the IMF’s World Economic Outlook,” Wolfensohn Center for Development at Brook-

ings, May 2009; and UNCTAD, “Global Flows Halved in 1st Quarter of 2009,” press release, June 24, 2009.

*Earlier editions of this chapter benefited from the help of Professor Roy Crum of the University of Florida
and Subu Vemkataraman of Morgan Stanley.
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Managers of multinational companies must deal with a wide range of issues that
are not present when a company operates in a single country. In this chapter, we high-
light the key differences between multinational and domestic corporations, and we dis-
cuss the effects these differences have on the financial management of multinational
businesses.

17.1 MULTINATIONAL, OR GLOBAL, CORPORATIONS
The terms multinational corporations, transnational corporations, and global
corporations are used to describe firms that operate in an integrated fashion in a
number of countries. Rather than merely buying resources from and selling goods
to foreign nations, multinational firms often make direct investments in fully inte-
grated operations, from extraction of raw materials, through the manufacturing pro-
cess, and to distribution to consumers throughout the world. Today, multinational
corporate networks control a large and growing share of the world’s technological,
marketing, and productive resources.

Companies “go global” for many reasons, including the following.

1. To broaden their markets. After a company has saturated its home market, growth
opportunities are often better in foreign markets. Thus, such homegrown firms as
Coca-Cola and McDonald’s are aggressively expanding into overseas markets,

Corporate Valuation in a Global Context

The intrinsic value of a firm is determined by the size,

timing, and risk of its expected future free cash flows

(FCF). This is true for foreign as well as domestic opera-

tions, but the FCF of a foreign operation is affected by

exchange rates, cultural differences, and the host coun-

try’s regulatory environment. In addition, global finan-

cial markets and political risk can affect the cost of

capital.
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and foreign firms such as Sony and Toshiba now dominate the U.S. consumer
electronics market.

2. To seek raw materials. Many U.S. oil companies, such as ExxonMobil, have major
subsidiaries around the world to ensure access to the basic resources needed to
sustain the companies’ primary business lines.

3. To seek new technology. No single nation holds a commanding advantage in all tech-
nologies, so companies scour the globe for leading scientific and design ideas. For
example, Xerox has introduced more than 80 different office copiers in the United
States that were engineered and built by its Japanese joint venture, Fuji Xerox.

4. To seek production efficiency. Companies in high-cost countries are shifting pro-
duction to low-cost regions. For example, GE has production and assembly
plants in Mexico, South Korea, and Singapore; Japanese manufacturers are shift-
ing some of their production to lower-cost countries in the Pacific Rim.

5. To avoid political and regulatory hurdles. For example, when Germany’s BASF
launched biotechnology research at home, it confronted legal and political chal-
lenges from the environmentally conscious Green movement. In response, BASF
shifted its cancer and immune system research to two laboratories in the Boston
suburbs. This location is attractive not only because of its large number of engi-
neers and scientists but also because the Boston area has resolved many contro-
versies involving safety, animal rights, and the environment.

6. To diversify. By establishing worldwide production facilities and markets, firms
can cushion the impact of adverse economic trends in any single country. In
general, geographic diversification helps because the economic ups and downs of
different countries are not perfectly correlated.

Self-Test What is a multinational corporation?

Why do companies “go global”?

17.2 MULTINATIONAL VERSUS DOMESTIC FINANCIAL
MANAGEMENT
In theory, the concepts and procedures discussed in earlier chapters are valid for both
domestic and multinational operations. However, six major factors distinguish finan-
cial management in firms operating entirely within a single country from that of
firms operating globally.

1. Different currency denominations. Cash flows in various parts of a multinational
corporate system will be denominated in different currencies. Hence, the effects
of exchange rates must be addressed in all financial analyses.

2. Economic and legal ramifications. Each country has its own unique economic and
legal systems, and these differences can cause significant problems when a cor-
poration tries to coordinate and control its worldwide operations. For example,
differences in tax laws among countries can cause a given economic transaction to
have strikingly different after-tax consequences, depending on where the transaction
occurs. Similarly, differences in legal systems of host nations, such as the Common
Law of Great Britain versus the French Civil Law, complicate matters ranging from
the simple recording of business transactions to the role played by the judiciary in
resolving conflicts. Such differences can restrict multinational corporations’ flexibil-
ity in deploying resources and can even make procedures that are required in one
part of the company illegal in another part. These differences also make it difficult
for executives trained in one country to move easily to another.

WWW
Interesting reports about
the effect of trade on the
U.S. economy can be found
on the United States Trade
Representative’s home
page at http://www.ustr
.gov.

Chapter 17: Multinational Financial Management 693

http://www.ustr.gov
http://www.ustr.gov


3. Language differences. The ability to communicate is critical in all business transac-
tions, and here U.S. citizens are often at a disadvantage because they are gener-
ally fluent only in English, whereas European and Japanese businesspeople are
usually fluent in several languages, including English.

4. Cultural differences. Even within geographic regions that are considered relatively
homogeneous, different countries have unique cultural heritages that shape values
and influence the conduct of business. Multinational corporations find that mat-
ters such as defining the appropriate goals of the firm, attitudes toward risk,
dealings with employees, and the ability to curtail unprofitable operations vary
dramatically from one country to the next.

5. Role of governments. In a foreign country, the terms under which companies com-
pete, the actions that must be taken or avoided, and the terms of trade on various
transactions often are determined not in the marketplace but by direct negotia-
tion between host governments and multinational corporations.

6. Political risk. A nation might place constraints on the transfer of corporate re-
sources or even expropriate assets within its boundaries. This is political risk, and
it varies from country to country. Another aspect of political risk is terrorism
against U.S. firms or executives. For example, U.S. and Japanese executives are at
risk of being kidnapped in Mexico and several South American countries.

These factors complicate financial management, and they increase the risks faced by
multinational firms. However, the prospects for high returns and better diversifica-
tion make it worthwhile for firms to accept these risks and learn how to manage
them.

Self-Test Identify and briefly discuss six major factors that complicate financial management

in multinational firms.

17.3 EXCHANGE RATES
An exchange rate specifies the number of units of a given currency that can be pur-
chased with one unit of another currency. Exchange rates appear daily in the financial
sections of newspapers, such as The Wall Street Journal, and on financial Web sites,
such as http://www.bloomberg.com. The values shown in Column 1 of Table 17-1
are the number of U.S. dollars required to purchase one unit of a foreign currency; this
is called a direct quotation. Direct quotations have a dollar sign in their quotation and
state the number of dollars per foreign currency unit, such as dollars per euro. Thus, the
direct U.S. dollar quotation for the euro is $1.3276, because one euro could be bought
for 1.3276 dollars.

The exchange rates given in Column 2 represent the number of units of a foreign
currency that can be purchased for one U.S. dollar; these are called indirect quota-
tions. Indirect quotations often begin with the foreign currency’s equivalent to the
dollar sign and express the foreign currency per dollar, such as euros per dollar.
Thus, the indirect quotation for the euro is €0.7532. (The “€” stands for euro, and it
is analogous to the symbol “$.”)

Normal practice in currency trading centers is to use the indirect quotations (Col-
umn 2) for all currencies other than British pounds and euros, for which the direct
quotations are given. Thus, we speak of the pound as “selling at 1.4915 dollars, or at
$1.4915,” and the euro as “selling at $1.3276.” For all other currencies, the normal
convention is to use indirect quotations. For example, for the Japanese yen, we would
quote the dollar as “being at ¥98.8600,” where the “¥” stands for yen. This conven-

WWW
The Bloomberg World Cur-
rency Values site provides
up-to-the-minute foreign
currency values versus the
U.S. dollar. The site can be
accessed at http://www
.bloomberg.com/markets/
currencies/fxc.html.
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tion eliminates confusion when comparing quotations from one trading center—say,
New York—with those from another—say, London or Zurich.

We can use the data in Table 17-1 to show how to work with exchange rates. Sup-
pose a tourist flies from New York to London, then to Paris, and then on to Geneva.
She then flies to Montreal, and finally back to New York. Her tour includes lodging,
food, and transportation, but she must pay for any other expenses. When she arrives
at London’s Heathrow Airport, she goes to the bank to check the foreign exchange
listings. The rate she observes for U.S. dollars is $1.4915, which means that £1 will
cost $1.4915. Assume that she exchanges $3,000. How many pounds will she get?

Pounds¼ Dollars
Dollars=pound

¼ $3; 000
$1:4915 per pound

¼ £2; 011:40

She then enjoys a week’s vacation in London, ending with £1,000.
After taking a train under the Channel to France, she realizes that she needs to

exchange her 1,000 remaining pounds for euros. However, what she sees on the
board is the direct quotation for dollars per pound and the direct quotation for dol-
lars per euro. The exchange rate between any two currencies other than dollars is
called a cross rate. Cross rates are actually calculated on the basis of various curren-
cies relative to the U.S. dollar. For example, the cross rate between British pounds
and euros is computed as follows:

Cross rate of euros per pound¼ Dollars=Pound
Dollars=Euro

¼ Euros
Pound

¼ $1:4915 per pound
$1:3276 per euro

¼ 1:1235 euros per pound

She would receive 1.1235 euros for every British pound, so she would receive
1,123.50 euros = (1.1235 euros/pound)(1,000 pounds).

Selected Exchange RatesTABLE 17-1

DIRECT QUOTATION:
U.S. DOLLARS

REQUIRED TO BUY ONE
UNIT OF FOREIGN

CURRENCY
(1)

INDIRECT
QUOTATION: NUMBER
OF UNITS OF FOREIGN
CURRENCY PER U.S.

DOLLAR
(2)

Canadian dollar 0.8238 1.2139
Japanese yen 0.0101 98.8600
Mexican peso 0.0758 13.1978
Swiss franc 0.8795 1.1370
U.K. (British) pound 1.4915 0.6705
Euro 1.3276 0.7532

Note: The financial press usually quotes British pounds and euros as direct quotations, so Column 2
equals 1.0 divided by Column 1 for these currencies. The financial press usually quotes all other cur-
rencies as indirect quotations, so Column 1 equals 1.0 divided by Column 2 for these currencies.

Source: The Wall Street Journal, http://online.wsj.com; quotes for April 14, 2009.
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She has 800 euros remaining when she finishes touring in France and arrives in
Geneva. She again needs to determine a cross rate, this time between euros and Swiss
francs. The quotes she sees, as shown in Table 17-1, are a direct quote for euros
($1.3276 per euro) and an indirect quote for Swiss francs (SFr 1.1370 per dollar).
To find the cross rate for Swiss francs per euro, she makes the following calculation:

Cross rate of Swiss francs per euro ¼ Swiss francs
Dollar

� �
Dollars
Euro

� �
¼ ðSFr 1:1370 per dollarÞð$1:3276 per euroÞ
¼ 1:5095 Swiss francs per euro

Therefore, for every euro she would receive 1.5095 Swiss francs, so she would re-
ceive 1,207.60 Swiss francs = (1.5095 Swiss francs per euro)(800 euros).

She has 500 Swiss francs remaining when she leaves Geneva and arrives in Mon-
treal. She again needs to determine a cross rate, this time between Swiss francs and
Canadian dollars. The quotes she sees, as shown in Table 17-1, are an indirect quote
for Swiss francs (SFr 1.1370 per dollar) and an indirect quote for Canadian dollars
(1.2139 Canadian dollars per U.S. dollar). To find the cross rate for Canadian dollars
per Swiss franc, she makes the following calculation:

Cross rate of Canadian dollars

per Swiss franc ¼
Canadian dollars

U:S: dollar

� �
Swiss francs
U:S: dollar

� �

¼ 1:2139 Canadian dollars per U:S: dollar
SFr 1:1370 per U:S: dollar

¼ 1:0676 Canadian dollars per Swiss franc

Therefore, she would receive 533.80 Canadian dollars = (1.0676 Canadian dollars per
Swiss franc)(500 Swiss francs).

After leaving Montreal and arriving at New York, she has 100 Canadian dollars
remaining. She sees the indirect quote for Canadian dollars and converts the 100 Ca-
nadian dollars to U.S. dollars as follows:

100 Canadian dollars ¼ 100 Canadian dollars
1:2139 Canadian dollars per U:S: dollar

¼ $82:38

In this example, we made three assumptions. First, we assumed that our traveler
had to calculate all of the cross rates. For retail transactions, it is customary to display
the cross rates directly instead of a series of dollar rates. Second, we assumed that
exchange rates remain constant over time. Actually, exchange rates vary every day,
often dramatically. We will have more to say about exchange rate fluctuations in the
next section. Finally, we assumed that there were no transaction costs involved in ex-
changing currencies. In reality, small retail exchange transactions such as those in our
example usually involve fixed and/or sliding-scale fees that can easily consume 5% or
more of the transaction amount. However, credit card purchases minimize these fees.

Major business publications, such as The Wall Street Journal, and Web sites, such
as http://www.bloomberg.com, regularly report cross rates among key currencies.
A set of cross rates is given in Table 17-2. When examining the table, note the fol-
lowing points.

WWW
For a nice currency calcu-
lator to determine the
exchange rate between
any two currencies, see
http://finance.yahoo.com/
currency.
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1. Column 1 gives indirect quotes for dollars—that is, units of a foreign currency
that can be bought with one U.S. dollar. Examples: $1 will buy 0.7532 euro or
1.1370 Swiss francs. This is consistent with Table 17-1, Column 2.

2. Other columns show number of units of other currencies that can be bought
with one pound, one Swiss franc, etc. For example, the euro column shows
that 1 euro will buy 1.6116 Canadian dollars, 131.2465 Japanese yen, or
1.3276 U.S. dollars.

3. The rows show direct quotes—that is, the number of units of the currency of the
country listed in the left column required to buy one unit of the currency listed
in the top row. The bottom row is particularly important for U.S. companies, as
it shows the direct quotes for the U.S. dollar. This row is consistent with Col-
umn 1 of Table 17-1.

4. Observe that the values on the bottom row of Table 17-2 are reciprocals of the
corresponding values in the first column. For example, the U.K. row in the first
column shows 0.6705 pound per dollar, and the pound column in the bottom row
shows 1/0.6705 = 1.4915 dollars per pound.

5. By reading down the euro column, you can see that 1 euro is worth 1.5095 Swiss
francs. This is the same cross rate that we calculated for the U.S. tourist in our
example.

The tie-in with the dollar ensures that all currencies are related to one another
in a consistent manner—if this consistency did not exist, then currency traders
could profit by buying undervalued and selling overvalued currencies. This pro-
cess, known as arbitrage, works to bring about an equilibrium wherein the same
relationship described earlier exists. Currency traders are constantly operating in
the market, seeking small inconsistencies from which they can profit. The tra-
ders’ existence enables the rest of us to assume that currency markets are in
equilibrium and that, at any moment in time, cross rates are all internally
consistent.1

Key Currency Cross RatesTABLE 17-2

DOLLAR EURO POUND SFRANC PESO YEN CdnDlr

Canada 1.2139 1.6116 1.8105 1.0676 0.0920 0.0123 —

Japan 98.8600 131.2465 147.4497 86.9481 7.4906 — 81.4400
Mexico 13.1978 17.5214 19.6845 11.6076 — 0.1335 10.8722
Switzerland 1.1370 1.5095 1.6958 — 0.0862 0.0115 0.9367
United Kingdom 0.6705 0.8901 — 0.5897 0.0508 0.0068 0.5523
Euro 0.7532 — 1.1235 0.6625 0.0571 0.0076 0.6205
United States — 1.3276 1.4915 0.8795 0.0758 0.0101 0.8238

Source: Derived from Table 17-1; quotes for April 14, 2009.

1For more discussion of exchange rates, see Jongmoo Jay Choi and Anita Mehra Prasad, “Exchange Risk
Sensitivity and Its Determinants: A Firm and Industry Analysis of U.S. Multinationals,” Financial
Management, Autumn 1995, pp. 77–88; Jerry A. Hammer, “Hedging Performance and Hedging
Objectives: Tests of New Performance Measures in the Foreign Currency Market,” Journal of Financial
Research, Winter 1990, pp. 307–323; and William C. Hunter and Stephen G. Timme, “A Stochastic Dom-
inance Approach to Evaluating Foreign Exchange Hedging Strategies,” Financial Management, Autumn
1992, pp. 104–112.
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Self-Test What is an exchange rate?

Explain the difference between direct and indirect quotations.

What is a cross rate?

Assume that the indirect quote is for 10.0 Mexican pesos per U.S. dollar. What is

the direct quote for dollars per peso? (0.10 dollars/peso)

Assume that the indirect quote is for 115 Japanese yen per U.S. dollar and that the

direct quote is for 1.25 U.S. dollars per euro. What is the yen per euro exchange

rate? (143.75 yen per euro)

17.4 EXCHANGE RATES AND INTERNATIONAL TRADE
Just as the demand for consumer goods such as Tommy Hilfiger clothing and Nike
shoes changes over time, so does the demand for currency. One factor affecting cur-
rency demand is the balance of trade between two countries. For example, U.S. im-
porters must buy yen to pay for Japanese goods, whereas Japanese importers must
buy U.S. dollars to pay for U.S. goods. If U.S. imports from Japan were to exceed
U.S. exports to Japan, then the U.S. would have a trade deficit with Japan, and there
would be a greater demand for yen than for dollars. Capital movements also affect
currency demand. For example, suppose interest rates in the United States were
higher than those in Japan. To take advantage of high U.S. interest rates, Japanese
banks, corporations, and sophisticated individuals would buy dollars with yen and
then use those dollars to purchase high-yielding U.S. securities. This would create
greater demand for dollars than for yen.

Without any government intervention, the relative prices of yen and dollars would
fluctuate in response to changes in supply and demand in much the same way that
prices of consumer goods fluctuate. For example, if U.S. consumers were to increase
their demand for Japanese electronic products, then the accompanying increase in
demand for the yen would cause its value to increase relative to the dollar. In this
situation, the strong yen would be due to fundamental economic forces.

However, governments can and do intervene. A country’s central bank can artifi-
cially prop up its currency by using its reserves of gold or foreign currencies to pur-
chase its own currency in the open market. This creates artificial demand for its own
currency, thus causing its value to be artificially high. A central bank can also keep its
currency at an artificially low value by selling its own currency in the open markets.
This increases the currency’s supply, which reduces its price.

Why might an artificially low currency be a problem? After all, a cheap currency
makes it less expensive for other nations to purchase the country’s goods, which cre-
ates jobs in the exporting country. However, an artificially low currency value raises
the cost of imports, which increases inflation. In addition, high import prices allow
competing domestic manufacturers to raise their prices as well, further boosting in-
flation. The government intervention that causes the artificially low value also contri-
butes to inflation: When a government creates currency to sell in the open markets,
this increases the money supply, and, all else held constant, an increasing money sup-
ply leads to still more inflation. Thus, artificially holding down the value of a currency
stimulates exports but at the expense of potentially overheating and inflating the econ-
omy. Also, other countries—whose economies are being weakened because their man-
ufacturers cannot compete against the artificially low prices—may retaliate and impose
tariffs or other restrictions on the country that is holding its currency value down.

For example, China had for many years artificially held down the value of the
yuan (also called the rinminbi). This helped make China the world’s largest exporter
and greatly stimulated its economy. However, by 2004 the Chinese economy was
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growing at an unsustainably high rate, and inflation was rising rapidly. The United
States and other nations began urging the Chinese government to allow the yuan to
rise, which would help their economies by slowing Chinese exports and stimulating
their own exports to China. On July 21, 2005, the Chinese government suddenly an-
nounced that it was changing the exchange rate to allow the yuan’s value to rise by
2.1%. The Chinese government has continued to allow the yuan to appreciate
slowly, and it now (June 2009) stands at about 0.1466 dollars/yuan versus 0.1217 dol-
lars/yuan in June 2005. Notice that this change has made it somewhat cheaper for
Chinese to buy from America (a yuan now buys more dollars) and more expensive
for Americans to buy from China.

A currency that is artificially high has the opposite effects: Inflation will be held
down and citizens can purchase imported goods at low domestic prices, but exporting
industries are hurt, as are domestic industries that compete with the cheap imports.
Because there is relatively little external demand for the currency, the government
will have to create demand by purchasing its own currency, paying with either gold
or foreign currencies held by its central bank. Over time, supporting an inflated cur-
rency can deplete the gold and foreign currency reserves, making it impossible to
continue propping up the currency.

The following sections describe ways that governments handle changes in cur-
rency demands.

Self-Test What is the effect on a country’s economy of an artificially low exchange rate? Of an

artificially high exchange rate?

17.5 THE INTERNATIONAL MONETARY SYSTEM
AND EXCHANGE RATE POLICIES
Every nation has a monetary system and a monetary authority. In the United States,
the Federal Reserve is our monetary authority, and its task is to hold down inflation
while promoting economic growth and raising our national standard of living. More-
over, if countries are to trade with one another, we must have some sort of system
designed to facilitate payments between nations. The international monetary system
is the framework within which exchange rates are determined. As we describe in this
section, there are several different policies used by various countries to determine ex-
change rates.2

A Short History Lesson: The Bretton Woods
Fixed Exchange Rate System
From the end of World War II until August 1971, most of the industrialized world
operated under the Bretton Woods fixed exchange rate system administered by the
International Monetary Fund (IMF). Under this system, the U.S. dollar was linked to
gold (at $35 per ounce), and other currencies were then tied to the dollar. The
United States took actions to keep the price of gold at $35 per ounce, and central

2For a comprehensive history of the international monetary system and details of how it has evolved, con-
sult one of the many economics books on the subject, which include Robert Carbaugh, International Eco-
nomics (Mason, OH: South-Western Cengage Learning, 2008); Mordechai Kreinin, International
Economics: A Policy Approach, 10th ed. (Mason, OH: Thomson/South-Western, 2006); Jeff Madura, Inter-
national Financial Management (Mason, OH: Thomson/South-Western, 2008); and Joseph P. Daniels and
David D. Van Hoose, International Monetary and Financial Economics, 3rd ed. (Mason, OH: South-
Western, 2005).

WWW
The International Monetary
Fund reports a full listing of
exchange rate arrange-
ments. See http://www.imf
.org/external/np/mfd/er/
index.asp. The IMF also
publishes a more detailed
listing in its Annual Report
on Exchange Arrange-
ments and Exchange
Restrictions. For another
listing of world currencies,
see http://fx.sauder.ubc.ca/
currency_table.html.
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banks acted to keep exchange rates between other currencies and the dollar within
narrow limits. For example, when the demand for pounds was falling, the Bank of
England would step in and buy pounds to push up their price, offering gold or for-
eign currencies in exchange for pounds. Conversely, when the demand for pounds
was too high, the Bank of England would sell pounds for dollars or gold. The Fed-
eral Reserve in the United States performed the same functions, and central banks of
other countries operated similarly. These actions artificially matched supply and de-
mand, keeping exchange rates stable, but they didn’t address the underlying imbal-
ance. For example, if the high demand for pounds occurred because British
productivity was rising and British goods were improving in quality, then the under-
lying demand for pounds would continue in spite of central bank intervention. In
such a situation, the Bank of England would find it necessary to continually sell
pounds. If the central bank stopped selling pounds then their value would rise; that
is, the pound would strengthen and exceed the agreed-upon limits.

Many countries found it difficult and economically painful to maintain the fixed
exchange rates required by Bretton Woods. This system began to crumble in August
1971, and it was abandoned completely by the end of 1973. The following sections
describe several modern exchange rate systems.

Freely, or Independently, Floating Rates
In the early 1970s, the U.S. dollar was cut loose from the gold standard and, in effect,
allowed to “float” in response to supply and demand caused by international trade
and international investing activities. According to the International Monetary
Fund, about 42 countries currently operate under a system of floating exchange
rates, whereby currency prices are allowed to seek their own levels, with only modest
central bank intervention to smooth out extreme exchange rate fluctuations. The
IMF reports that about 31 currencies have freely, or independently, floating ex-
change rates; these currencies include the dollar, euro, pound, and yen.

Currency Appreciation and Depreciation. Suppose the dollar cost of a pound is
$1.4915, as shown in Table 17-1. If there were increased demand for pounds caused
by a U.S. trade deficit with Great Britain, then the price of pounds might increase to
$2.5. In this situation the pound is said to be appreciating, because a pound would
now buy more dollars. In other words, a pound would now be worth more than it
previously was. This is called currency appreciation. Conversely, the dollar would
be depreciating because the dollar now buys fewer pounds (a dollar would previously
buy 1/1.4915 = 0.6705 pounds, but afterward it would buy only 1/2.5 = 0.4 pounds).
This is called currency depreciation. Notice that the more costly pound would
make British imports more expensive to U.S. consumers, which would reduce
imports—and, consequently, the demand for pounds—until the exchange rate
reached equilibrium.

Exchange Rate Risk. Exchange rate fluctuations can have a profound effect on
profits and trade. For example, in 2002 the euro exchange rate was about $0.87 (i.e.,
0.87 dollars per euro). In 2009, the exchange rate was about $1.33. Consider the im-
pact this has on profits and trade. For example, a hand-blown glass from the Italian
island of Murano cost about €50 in 2002. Ignoring shipping costs and taxes, a con-
sumer in the United States could have purchased this glass for €50($0.87/€) = $43.50.
Assuming the price in 2009 still was €50, it would cost €50($1.33/€) = $57.86. Thus,
the change in exchange rates obviously hurt Italian exports to the United States.
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On the other hand, U.S. vintners were able to export wines to Italy much more
profitably in 2009 than in 2002. For example, suppose a bottle of Pinot Noir cost a
California vineyard $10 to produce in 2002 but could be sold for €17 in Europe. In
2002, the profit would have been €17($0.87/€) − $10 = $14.79 − $10 = $4.79. Assum-
ing no change in production costs, the bottle’s profit in 2009 is €17($1.33/€) − $10 =
$22.61 − $10 = $12.61. Thus, U.S. exporters to Europe have benefited by the change
in exchange rates.

The volatility of exchange rates under a floating system increases the uncertainty
of the cash flows for a multinational corporation. Because its cash flows are generated
in many parts of the world, they are denominated in many different currencies.
When exchange rates change, the dollar-equivalent value of the company’s consoli-
dated cash flows also fluctuates. This is known as exchange rate risk, and it is a ma-
jor factor differentiating a global company from a purely domestic one.

Managed Floating Rates
In a managed floating rate system, there is significant government intervention to
manage the exchange rate by manipulating the currency’s supply and demand. The
government rarely reveals its target exchange rate levels if it uses a managed float re-
gime because this would make it too easy for currency speculators to profit. Accord-
ing to the IMF, about 53 countries have a managed floating rate system, including
Colombia, India, Singapore, and Burundi.

Pegged Exchange Rates
In a pegged exchange rates system, a country locks, or “pegs,” its currency’s ex-
change rate to another currency or basket of currencies. It is common for a country
with a pegged exchange rate to allow its currency to vary within specified limits or
bands (often set at ±1% of the target rate) before the country intervenes to force
the currency back within the limits. Examples in which a currency is pegged to an-
other country’s currency include Bhutan’s ngultrum, which is pegged to the Indian
rupee; the Falkland Islands’ pound, which is pegged to the British pound; and Barba-
dos’s dollar, which is pegged to the U.S. dollar. An example of a currency being
pegged to a basket is China, where the yuan is no longer just pegged to the U.S. dol-
lar but rather to a basket of currencies. The Chinese government will not reveal ex-
actly which currencies make up the basket, but the U.S. dollar, the euro, the yen, and
the South Korean won are certainly components.

Currency Devaluation and Revaluation. As indicated previously, countries
with pegged exchange rates establish a fixed exchange rate with some other major
currency or basket of currencies. When a government reduces its target fixed ex-
change rate, the result is a currency devaluation; increasing the rate results in a cur-
rency revaluation. For example, from 1991 through early 2002, Argentina had a
fixed exchange rate of 1 peso per U.S. dollar. Imports were high, exports were low,
and the Argentinean government had to purchase huge amounts of pesos to maintain
that artificially high exchange rate. The government borrowed heavily to finance
these purchases, and eventually it was unable to continue supporting the peso. (In-
deed, the government defaulted on some of its obligations.) As a result, the govern-
ment had to devalue the peso to 1.4 pesos per dollar in early 2002. Notice that this
made the peso weaker: Before the devaluation, 1 peso would buy 1 dollar, but after-
ward 1 peso would buy only 71 cents (1.4 pesos per dollar = 1/1.4 = 0.71 dollar per
peso). The devaluation lowered the prices of Argentine goods on the world market,
which helped its exporters, but prices rose for imported goods, including oil. The
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initial shock to the Argentine economy was severe, as employment fell in those indus-
tries that were not exporters. The problem was exacerbated because many Argentine
companies and individuals had incurred debt that was denominated in dollars, which
instantly cost much more to service. However, the economy gradually improved, aided
by increased exports, tourism, and employment rates. Still, the initial pain caused by
devaluation helps explain why many countries with fixed exchange rates tend to post-
pone needed measures until economic pressures build to explosive levels.

Given the expense of maintaining an artificially high exchange rate and the pain of
large devaluations, many countries that once had pegged exchange rates now allow
their currencies to float. For example, Mexico had a pegged exchange rate prior to
1994, but it depleted its foreign reserves trying to support the peso and was forced
to devalue it. Mexico’s currency now floats, as does that of Argentina.

Convertible versus Nonconvertible Securities. A pegged exchange rate isn’t
necessarily a deterrent to direct investment in the country by foreign corporations—
as long as the local government’s central bank supports the currency and devaluations
are unlikely. This was generally the case in the Bretton Woods era, so those curren-
cies were considered to be convertible because the nation that issued them allowed
them to be traded in the currency markets and was willing to redeem them at market
rates. This is true today for all floating-rate currencies, which are also called hard
currencies because of their convertibility. Some pegged currencies are also at least
partially convertible, because their central banks will redeem them at market rates
under specified conditions.

However, some countries set the exchange rate but do not allow their currencies
to be traded on world markets. For example, the Chinese yuan is allowed to float in a
very narrow band against a basket of securities. However, the yuan can be legally
used and exchanged only within China. Furthermore, the Chinese government im-
poses restrictions on both residents and nonresidents from freely converting their
holdings of yuans into another currency. Thus, the yuan is a nonconvertible cur-
rency, also called a soft currency. When official exchange rates differ from “market
rates” or when there are restrictions on convertibility, a black market will often arise.
For example, in mid-2008 Venezuela’s official exchange rate was about 2.15 bolivars
per dollar, but black market prices were estimated to be around 3.25.

A nonconvertible currency creates problems for foreign companies looking to make
direct investments. Consider the situation faced by Pizza Hut when it wanted to open a
chain of restaurants in the former Soviet Union. The Russian ruble was not convertible,
so Pizza Hut could not take the profits from its restaurants out of the Soviet Union in
the form of dollars. Because there was no mechanism to exchange the rubles it earned in
Russia for dollars, it seemed that investing in the Soviet Union was essentially worthless
to a U.S. company. However, Pizza Hut arranged to use the ruble profit from the res-
taurants to buy Russian vodka, which it then shipped to the United States and sold for
dollars. Pizza Hut managed to find a solution, but lack of convertibility significantly in-
hibits the ability of a country to attract foreign investment.

No Local Currency
A few countries don’t have their own separate legal tender but instead use the cur-
rency of another nation. For example, Ecuador has used the U.S. dollar since Sep-
tember 2000. Other countries belong to a monetary union, such as the 16 European
Monetary Union nations in 2009 whose currency is the euro, which is allowed to
float. In contrast, member nations of the Eastern Caribbean Currency Union, the
West African Economic and Monetary Union (WAEMU), and the Central African
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Economic and Monetary Community (CAEMC) use their respective union’s cur-
rency, which is itself pegged to some other currency. For example, the Eastern Ca-
ribbean dollar is pegged to the U.S. dollar, and the CFA franc (used by both the
WAEMU and CAEMC) is pegged to the euro.3

Self-Test What is the difference between a fixed exchange rate system and a floating rate

system?

What are pegged exchange rates?

What does it mean to say that the dollar is depreciating with respect to the euro?

What is a convertible currency?

17.6 TRADING IN FOREIGN EXCHANGE
Importers, exporters, tourists, and governments buy and sell currencies in the foreign
exchange market. For example, when a U.S. trader imports automobiles from Japan,
payment will probably be made in Japanese yen. The importer buys yen (through its
bank) in the foreign exchange market, much as one buys common stocks on the New
York Stock Exchange or pork bellies on the Chicago Mercantile Exchange. However,
whereas stock and commodity exchanges have organized trading floors, the foreign
exchange market consists of a network of brokers and banks based in New York,
London, Tokyo, and other financial centers. Most buy and sell orders are conducted
by computer and telephone.

Spot Rates and Forward Rates
The exchange rates shown in Tables 17-1 and 17-2 are known as spot rates, which
means the rate paid for delivery of the currency “on the spot” or, in reality, no more
than two days after the day of the trade. For most of the world’s major currencies, it
is also possible to buy (or sell) currencies for delivery at some agreed-upon future
date, usually 30, 90, or 180 days from the day the transaction is negotiated. This
rate is known as the forward exchange rate.

For example, suppose that a U.S. firm must pay 500 million yen to a Japanese firm
in 30 days and that the current spot rate is 98.8600 yen per dollar. If spot rates re-
main constant, then the U.S. firm will pay the Japanese firm the equivalent of $5.058
million (500 million yen divided by 98.8600 yen per dollar) in 30 days. But if the spot
rate falls to, say, 90 yen per dollar, then the U.S. firm will have to pay the equivalent
of $5/(90 ¥/$) = $5.56 million. If the spot rate increases to 109, the firm will pay only
$5/(109 ¥/$) = $4.587 million. The treasurer of the U.S. firm can avoid this variabil-
ity by entering into a 30-day forward exchange contract. Suppose this contract pro-
mises delivery of yen to the U.S. firm in 30 days at a guaranteed price of 98.8100 yen
per dollar. No cash changes hands at the time the treasurer signs the forward con-
tract, although the U.S. firm might have to put some collateral down as a guarantee
against default. Yet because the firm can use an interest-bearing instrument for the
collateral, this requirement is not costly. The counterparty to the forward contract
must deliver the yen to the U.S. firm in 30 days, and the U.S. firm is obligated to
purchase the 500 million yen at the previously agreed-upon rate of 98.8100 yen per
dollar. Therefore, the treasurer of the U.S. firm is able to lock in a payment

3A few countries, such as Bosnia and Herzegovina, have currency board arrangements. Under this system,
a country technically has its own currency but commits to exchange it for a specified foreign money unit
at a fixed exchange rate. This requires it to impose domestic currency restrictions unless it has the foreign
currency reserves to cover requested exchanges.

WWW
Currency futures prices are
available from the Chicago
Mercantile Exchange
(CME) on their Web site at
http://www.cme.com. Cur-
rency spot and forward
rates are available from the
Bank of Montreal Financial
Group at http://www4.bmo
.com
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equivalent to $5.060 million = (¥500 million)/(98.8100 ¥/$), no matter what happens
to spot rates. This technique is called hedging.

Forward rates for 30-, 90-, and 180-day delivery, along with the current spot rates
for some commonly traded currencies, are given in Table 17-3. If you can obtain
more of the foreign currency for a dollar in the forward than in the spot market,
then the forward currency is less valuable than the spot currency and the forward
currency is said to be selling at a discount. In other words, if the foreign currency
is expected to depreciate (based on the forward rates), then the forward currency is
at a discount. Conversely, since a dollar would buy fewer yen and francs in the for-
ward than in the spot market, the forward yen and francs are selling at a premium.

Self-Test Differentiate between spot and forward exchange rates.

Explain what it means for a forward currency to sell at a discount and at a

premium.

17.7 INTEREST RATE PARITY
Market forces determine whether a currency sells at a forward premium or a dis-
count, and the general relationship between spot and forward exchange rates is spec-
ified by a concept called “interest rate parity.”

Interest rate parity means that investors should expect to earn the same return on
security investments in all countries after adjusting for risk. It recognizes that when you in-
vest in a country other than your home country, you are affected by two forces—returns on
the investment itself and changes in the exchange rate. It follows that your overall return
will be higher than the investment’s stated return if the currency in which your investment
is denominated appreciates relative to your home currency. Likewise, your overall return
will be lower if the foreign currency that you receive declines in value.

To illustrate interest rate parity, consider the case of a U.S. investor who can buy
default-free 180-day Swiss bonds that promise a 4% nominal annual return. The

Selected Spot and Forward Exchange Rates, Indi rect Quotat ion: Number
of Uni ts of Foreign Currency per U.S. Dol lar

TABLE 17-3

FORWARD RATES
a

SPOT RATE 30 DAYS 90 DAYS 180 DAYS

FORWARD
RATE AT A

PREMIUM OR
DISCOUNTb

Britain (Pound) 0.6705 0.6705 0.6705 0.6702 Premium
Canada (Dollar) 1.2139 1.2137 1.2129 1.2111 Premium
Japan (Yen) 98.8600 98.8100 98.7100 98.4900 Premium
Switzerland (Franc) 1.1370 1.1365 1.1352 1.1331 Premium

Notes:
a These are representative quotes as provided by a sample of New York banks. Forward rates for other currencies and for
other lengths of time can often be negotiated.

b When it takes more units of a foreign currency to buy a dollar in the future, then the value of the foreign currency is less
in the forward market than in the spot market; hence the forward rate is at a discount to the spot rate. When it takes fewer
units of a foreign currency to buy a dollar in the future, the forward rate is at a premium.

Source: The Wall Street Journal, http://online.wsj.com; quotes for April 14, 2009.
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180-day foreign (Swiss) interest rate, rf, is 4% ÷ 2 = 2% because 180 days is one-half
of a 360-day year. Assume also that the indirect quotation for the spot exchange rate
is 1.1370 Swiss francs per dollar, as shown in Table 17-3. Finally, assume that the
180-day forward exchange rate is 1.1331 Swiss francs per dollar, which means that
in 180 days the investor can exchange 1 dollar for 1.1331 Swiss francs.

The U.S. investor could receive a 4% annualized return denominated in Swiss
francs, but if he ultimately wants to consume goods in the United States, then those
Swiss francs must be converted to dollars. The dollar return on the investment
depends, therefore, on what happens to exchange rates over the next 6 months. How-
ever, the investor can lock in the dollar return by selling the foreign currency in the
forward market. For example, the investor could simultaneously do the following:

1. Convert $1,000 to 1,137.00 Swiss francs in the spot market: $1,000(1.1370 Swiss
francs per dollar) = 1,137.00 Swiss francs.

2. Invest the Swiss francs in a 180-day Swiss bond that has a 4% annual return, or a
2% semiannual return. This investment will pay 1,137.00(1.02) = 1,159.74 Swiss
francs in 180 days.

3. Agree today to exchange the Swiss francs in 180 days at the forward rate of
1.1331 Swiss francs per dollar, for a total of (1,159.74 Swiss francs) ÷ (1.1331
Swiss francs per dollar) = $1,023.51.

Hence this investment has an expected 180-day return in dollars of $23.51/$1,000
= 2.351%, which translates into a nominal annual return of 2(2.351%) = 4.702%. In
this case, 4% of the expected 4.702% is coming from the bond itself while 0.702%
arises because the market believes that the Swiss franc will strengthen relative to the
dollar. Observe that, by locking in the forward rate today, the investor has eliminated
all exchange rate risk. And since the Swiss bond is assumed to be default-free, the
investor is certain to earn a 4.702% annual dollar return.

Interest rate parity implies that an investment in the United States with the same
risk as the Swiss bond should also have a return of 4.702%. When we express interest
rates as periodic rates, we can express interest rate parity by the following equation
(later in the chapter we will use a slightly different version of interest rate parity
when we consider multi-year cash flows):

Forward exchange rate
Spot exchange rate

¼ 1þ rh
1þ rf

(17-1)

Here rh is the periodic interest rate in the home country, rf is the periodic interest
rate in the foreign country, and the forward and exchange rates are expressed as di-
rect quotations (that is, dollars per foreign currency).

Using Table 17-3, the direct spot quotation is 0.87951 dollar per Swiss franc =
(1/1.1370 Swiss francs per dollar), and the direct 180-day forward quotation is 0.88253 =
(1/1.1331). Using Equation 17-1, we can solve for the equivalent home rate, rh:

Forward exchange rate
Spot exchange rate

¼ 1þ rh
1þ rf

¼ 1þ rh
1þ 0:02

¼ 0:88253
0:87951

1þ rh ¼ 0:88253
0:87951

� �
ð1 þ 0:02Þ ¼ 1:023502

(17-1a)
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The periodic home interest rate is 2.3502%, and the annualized home interest rate is
(2.3502%)(2) = 4.700%, the same value we found before excepting a slight difference
due to rounding.

After accounting for exchange rates, interest rate parity states that bonds in the
home country and the foreign country must have the same actual rate of return in
the investor’s currency. In this example, the U.S. bond must yield 4.700% to provide
the same return as the 4% Swiss bond. If one bond provides a higher return, then
investors will sell their low-return bond and flock to the high-return bond. This ac-
tivity will cause the price of the low-return bond to fall (which pushes up its yield)
and the price of the high-return bond to increase (driving down its yield). These ef-
fects will continue until the two bonds again have the same returns after accounting
for exchange rates.

In other words, interest rate parity implies that an investment in the United
States with the same risk as a Swiss bond should have a dollar value return of
4.700%. Solving for rh in Equation 17-1, we indeed find that the predicted interest
rate in the United States is 4.702%, the same return except for the slight rounding
difference.

Interest rate parity shows why a particular currency might be at a forward
premium or discount. Note that a currency is at a forward premium whenever
domestic interest rates are higher than foreign interest rates. Discounts prevail if
domestic interest rates are lower than foreign interest rates. If these conditions
do not hold, then arbitrage will soon force interest rates and exchange rates
back to parity.

Self-Test What is interest rate parity?

Assume that interest rate parity holds. When a currency trades at a forward pre-

mium, what does that imply about domestic rates relative to foreign interest rates?

What does it imply when a currency trades at a forward discount?

Assume that 90-day U.S. securities have a 4.5% annualized interest rate whereas

90-day Swiss securities have a 5% annualized interest rate. In the spot market, 1 U.S.

dollar can be exchanged for 1.2 Swiss francs. If interest rate parity holds, what is the

90-day forward rate exchange between U.S. and Swiss francs? (0.8323 $/SFr or

1.2015 SFr/$)

On the basis of your answer to the previous question, is the Swiss franc selling at a

premium or discount on the forward rate? (Discount)

17.8 PURCHASING POWER PARITY
We have discussed exchange rates in some detail, and we have considered the rela-
tionship between spot and forward exchange rates. However, we have not yet ad-
dressed the fundamental question: What determines the spot level of exchange rates
in each country? Although exchange rates are influenced by a multitude of factors
that are difficult to predict, particularly on a day-to-day basis, market forces over
the long run work to ensure that similar goods sell for similar prices in different
countries after taking exchange rates into account. This relationship is known as
“purchasing power parity.”

Purchasing power parity (PPP), sometimes referred to as the law of one price, im-
plies that the levels of exchange rates and prices adjust so as to cause identical goods
to cost the same amount in different countries. For instance, if a pair of tennis shoes
costs $150 in the United States and 100 pounds in Britain, then PPP implies that the
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exchange rate must be $1.50 per pound. Consumers could purchase the shoes in Brit-
ain for 100 pounds, or they could exchange their 100 pounds for $150 and then pur-
chase the same shoes in the United States at the same effective cost (assuming no
transaction or transportation costs). Here is the equation for purchasing power
parity:

Ph = (Pf)(Spot rate) (17-2)

or

Spot rate ¼ Ph

Pf
(17-3)

Here

Ph ¼ The price of the good in the home country ð$150 in our example;
assuming the United States is the home countryÞ:

Pf ¼ The price of the good in the foreign country ð100 poundsÞ:

Note that the spot market exchange rate is expressed as the number of units of
home currency that can be exchanged for one unit of foreign currency ($1.50 per
pound).

Purchasing power parity assumes that market forces will eliminate situations in
which the same product sells at a different price overseas. For example, if the
shoes cost $140 in the United States then importers/exporters could purchase
them in the United States for $140, sell them for 100 pounds in Britain, exchange
the 100 pounds for $150 in the foreign exchange market, and earn a profit of $10
on every pair of shoes. Ultimately, this trading activity would increase the
demand for shoes in the United States and thus raise Ph, increase the supply of
shoes in Britain and thus reduce Pf, and increase the demand for dollars in the
foreign exchange market and thus reduce the spot rate. Each of these actions
works to restore PPP.

Note that PPP assumes that there are no transportation or transaction costs and
no import restrictions, all of which limit the ability to ship goods between countries.
In many cases, these assumptions are incorrect, which explains why PPP is often vio-
lated. An additional problem for empirical tests of the PPP theorem is that products
in different countries are rarely identical. There are frequently real or perceived dif-
ferences in quality that can lead to price differences in different countries.

Still, the concepts of interest rate parity and purchasing power parity are vitally
important to those engaged in international activities. Companies and investors
must anticipate changes in interest rates, inflation, and exchange rates, and they often
try to hedge the risks of adverse movements in these factors. The parity relationships
are extremely useful when anticipating future conditions.

Self-Test What is meant by purchasing power parity?

A computer sells for $1,500 U.S. dollars. In the spot market, $1 = 115 Japanese yen.

If purchasing power parity holds, what should be the price (in yen) of the same

computer in Japan? (¥172,500)
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Hungry for a Big Mac? Go To Malaysia!

Purchasing power parity (PPP) implies that the same

product will sell for the same price in every country af-

ter adjusting for current exchange rates. One problem

when testing to see if PPP holds is that it assumes that

goods consumed in different countries are of the same

quality. For example, if you find that a product is more

expensive in Switzerland than it is in Canada, one ex-

planation is that PPP fails to hold, but another explana-

tion is that the product sold in Switzerland is of a higher

quality and therefore deserves a higher price.

One way to test for PPP is to find goods that have

the same quality worldwide. With this in mind, The

Economist magazine occasionally compares the prices

of a well-known good whose quality is the same in

nearly 120 different countries: the McDonald’s Big Mac

hamburger.

The accompanying table provides information col-

lected during early 2009. The second column shows

the price of a Big Mac in local currency. For example,

a Big Mac costs 62 rubles in Russia. The second column

shows the cost in dollars (based on the actual exchange

rate in the fourth column), which is the amount you

would pay in that country if you exchanged dollars for

local currency and then purchased a Big Mac at the lo-

cal price. For example, the exchange rate is 35.7 rubles

per dollar, which means that a Big Mac in Russia costs

$1.73 = (62 rubles) ÷ (35.7 rubles per dollar), subject to

rounding in the exchange rate used by The Economist.

The third column backs out the implied exchange

rate that would hold under PPP. For example, the 62-

ruble price of a Big Mac in Russia compared to the

$3.54 price in the United States gives us the implied

PPP exchange rate of (62 rubles per Big Mac) ÷ ($3.54

per Big Mac) = 17.5 rubles per dollar. The last column

shows how much the local currency is overvalued or

undervalued relative to the dollar. The ruble is underva-

lued by 51%: (17.5 − 35.7)/35.7 = −0.51.

The evidence suggests that strict PPP does not hold,

but the Big Mac test may shed some insights about

where exchange rates are headed. Most European cur-

rencies are overvalued against the dollar, while most

other currencies are undervalued. The Big Mac 2009

test suggests that European currencies will fall over

the next year or so but that most others will rise.

One last benefit of the Big Mac test is that it tells us

the cheapest places to find a Big Mac. According to the

data, if you are looking for a Big Mac, head to Malaysia

and avoid Switzerland.

Big Mac prices

in local
currency

in
dol lars

Impl ied PPP*
of the Dollar

Actual
exchange rate :

Jan 30th

Under (− ) /Over (+)
Valuat ion against

the dol lar ,%

United States† $3.54 3.54 - -
Argentina Peso 11.50 3.30 3.25 3.49 −7
Australia A$3.45 2.19 0.97 1.57 −38
Brazil Real 8.02 3.45 2.27 2.32 −2
Britain £2.29 3.30 1.55‡ 1.44‡ −7
Canada C$4.16 3.36 1.18 1.24 −5
Chile Peso 1,550 2.51 438 617 −29
China Yuan 12.5 1.83 3.53 6.84 −48
Czech Republic Koruna 65.94 3.02 18.6 21.9 −15
Denmark DK 29.5 5.07 8.33 5.82 43
Egypt Pound 13.0 2.34 3.67 5.57 −34
Euro Area§ €3.42 4.38 1.04** 1.28** 24
Hong Kong HK$13.3 1.72 3.76 7.75 −52
Hungary Forint 680 2.92 192 233 −18
Indonesia Rupiah 19,800 1.74 5,593 11,380 −51
Israel Shekel 15.0 3.69 4.24 4.07 4

708 Part 7: Managing Global Operations



17.9 INFLATION, INTEREST RATES, AND EXCHANGE RATES
Relative inflation rates, or the rates of inflation in foreign countries compared with
that in the home country, have many implications for multinational financial deci-
sions. Obviously, relative inflation rates will greatly influence future production costs
at home and abroad. Equally important, inflation has a dominant influence on rela-
tive interest rates and exchange rates. Both of these factors influence decisions by
multinational corporations for financing their foreign investments, and both have an
important effect on the profitability of foreign investments.

The currencies of countries with higher inflation rates than that of the United States
will by definition depreciate over time against the dollar. Countries where this has
occurred include Mexico and all the South American nations. On the other hand, the
currencies of Switzerland and Japan, which have had less inflation than the United
States, have generally appreciated against the dollar. In fact, a foreign currency will, on aver-
age, depreciate or appreciate against the U.S. dollar at a percentage rate approximately equal to
the amount by which its inflation rate exceeds or is less than the U.S. rate.

Relative inflation rates also affect interest rates. The interest rate in any country is
largely determined by its inflation rate. Therefore, countries currently experiencing
higher rates of inflation than the United States also tend to have higher interest rates.
The reverse is true for countries with lower inflation rates.

Big Mac prices

in local
currency

in
dollars

Implied PPP*
of the Dollar

Actual
exchange rate:

Jan 30th

Under (−)/Over (+)
Valuation against

the dollar,%

Japan ¥290 3.23 81.9 89.8 −9
Malaysia Ringgit 5.50 1.52 1.55 3.61 −57
Mexico Peso 33.0 2.30 9.32 14.4 −35
New Zealand NZ$4.90 2.48 1.38 1.97 −30
Norway Kroner 40.0 5.79 11.3 6.91 63
Peru Sol 8.06 2.54 2.28 3.18 −28
Philippines Peso 98.0 2.07 27.7 47.4 −42
Poland Zloty 7.00 2.01 1.98 3.48 −43
Russia Ruble 62.0 1.73 17.5 35.7 −51
Saudi Arabia Riyal 10.0 2.66 2.82 3.75 −25
Singapore S$3.95 2.61 1.12 1.51 −26
South Africa Rand 16.95 1.66 4.79 10.2 −53
South Korea Won 3,300 2.39 932 1,380 −32
Sweden SKR 38.0 4.58 10.7 8.30 29
Switzerland CHF 6.50 5.60 1.84 1.16 58
Taiwan NT$75.0 2.23 21.2 33.6 −37
Thailand Baht 62.0 1.77 17.5 35.0 −50
Turkey Lire 5.15 3.13 1.45 1.64 −12

*Purchasing-power parity: local price divided by price in the United States

†Average of New York, Chicago, Atlanta, and San Francisco ‡Dollars per pound

§Weighted average of prices in euro area **Dollars per euro.

Source: The Economist, Feb. 4, 2009. Copyright © 2009 The Economist Newspaper, Ltd. All rights reserved. Reprinted with

permission. Further reproduction prohibited. www.economist.com.

WWW
For current international
interest rates, go to http://
www.bloomberg.com and
select Market Data. Then
select Rates and Bonds.
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It is tempting for a multinational corporation to borrow in countries with the low-
est interest rates. However, this is not always a good strategy. Suppose, for example,
that interest rates in Switzerland are lower than those in the United States because of
Switzerland’s lower inflation rate. A U.S. multinational firm could therefore save in-
terest by borrowing in Switzerland. However, because of relative inflation rates, the
Swiss franc will probably appreciate in the future, causing the dollar cost of annual
interest and principal payments on Swiss debt to rise over time. Thus, the lower inter-
est rate could be more than offset by losses from currency appreciation. Similarly, multina-
tional corporations should not necessarily avoid borrowing in a country such as
Brazil, where interest rates have been very high, because future depreciation of the
Brazilian real could make such borrowing end up being relatively inexpensive.

Self-Test What effects do relative inflation rates have on relative interest rates?

What happens over time to the currencies of countries with higher inflation rates

than that of the United States? To those with lower inflation rates?

Why might a multinational corporation decide to borrow in a country such as Brazil,

where interest rates are high, rather than in a country like Switzerland, where

interest rates are low?

17.10 INTERNATIONAL MONEY AND CAPITAL MARKETS
One way for U.S. citizens to invest in world markets is to buy the stocks of U.S. mul-
tinational corporations that invest directly in foreign countries. Another way is to
purchase foreign securities—stocks, bonds, or money market instruments issued by
foreign companies. Security investments are known as portfolio investments, and they
are distinguished from direct investments in physical assets by U.S. corporations.

From World War II through the 1960s, the U.S. capital markets dominated world
markets. Today, however, the value of U.S. securities represents less than one-fourth
the value of all securities. Given this situation, it is important for both corporate
managers and investors to have an understanding of international markets. Moreover,
these markets often offer better opportunities for raising or investing capital than are
available domestically.

Eurodollar Market
A Eurodollar is a U.S. dollar deposited in a bank outside the United States. (Although
they are called Eurodollars because they originated in Europe, Eurodollars are actually
any dollars deposited in any part of the world other than the United States.) The bank in
which the deposit is made may be a non-U.S. bank, such as Barclays Bank in London; the
foreign branch of a U.S. bank, such as Citibank’s Paris branch; or even a foreign branch of
a third-country bank, such as Barclays’ Munich branch. Most Eurodollar deposits are for
$500,000 or more, and they have maturities ranging from overnight to about 1 year.

The major difference between Eurodollar deposits and regular U.S. time deposits
is their geographic locations. The two types of deposits do not involve different
currencies—in both cases, dollars are on deposit. However, Eurodollars are outside
the direct control of the U.S. monetary authorities, so U.S. banking regulations,
including reserve requirements and FDIC insurance premiums, do not apply. The
absence of these costs means that the interest rate paid on Eurodollar deposits can
be higher than domestic U.S. rates on equivalent instruments.

The dollar is the leading international currency. However, British pounds, euros,
Swiss francs, Japanese yen, and other currencies are also deposited outside their home
countries; these Eurocurrencies are handled in exactly the same way as Eurodollars.
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Eurodollars are borrowed by U.S. and foreign corporations for various purposes
but especially to pay for goods imported from the United States and to invest in
U.S. security markets. Also, U.S. dollars are used as an international currency or
medium of exchange, and many Eurodollars are also used for this purpose. It is inter-
esting to note that Eurodollars were actually “invented” by the Soviets in 1946. Inter-
national merchants did not trust the Soviets or their rubles, so the Soviets bought
some dollars (for gold), deposited them in a Paris bank, and then used these dollars
to buy goods in the world markets. Others found it convenient to use dollars this
same way, and soon the Eurodollar market was in full swing.

Eurodollars are usually held in interest-bearing accounts. The interest rate paid on
these deposits depends (1) on the bank’s lending rate, since the interest a bank earns
on loans determines its willingness and ability to pay interest on deposits, and (2) on
rates of return available on U.S. money market instruments. If money market rates in
the United States were above Eurodollar deposit rates then these dollars would be
sent back and invested in the United States, whereas if Eurodollar deposit rates
were significantly above U.S. rates, which is more often the case, then more dollars
would be sent out of the United States to become Eurodollars. Given the existence of
the Eurodollar market and the electronic flow of dollars to and from the United
States, it is easy to see why interest rates in the United States cannot be insulated
from those in other parts of the world.

Interest rates on Eurodollar deposits (and loans) are tied to a standard rate known
by the acronym LIBOR, which stands for London Interbank Offered Rate.
LIBOR is the rate of interest offered by the largest and strongest London banks on
dollar deposits of significant size. On May 8, 2009, LIBOR rates were just a little

Greasing the Wheels of International Business

What do bribery and tax shelters have in common?

Both are targets of international regulation.

Thirty-seven countries have now signed the Organi-

zation for Economic Cooperation and Development’s

Anti-Bribery Convention. This requires each country to

pass legislation making it a crime for companies to

bribe public officials. The United States, which signed

the convention, has been the most aggressive in prose-

cuting violators. It is interesting that this prosecution

has not been limited to U.S. companies but also has

extended to foreign companies whose stocks are listed

in the United States. For example, Statoil, a Norwegian

firm, was fined $10.5 million in 2006 for bribing Iranian

officials. Subsidiaries of Vetco International, headquar-

tered in the United Kingdom, were fined $26 million in

2007 for bribing Nigerian officials. Siemens, a German

company, holds the record for the largest fine paid to

date (2009), with over $1.6 billion paid to regulatory

agencies in the United States and Germany.

Among the international organizations striving to re-

form global taxation and eliminate tax-shelter abuse are

the Joint International Tax Shelter Information Centre,

the Seven Country Working Group, and the Leeds Cas-

tle Group. Their goals include improving transparency,

eliminating double taxation, and abolishing tax havens.

What does the reformation of tax havens have in

common with the elimination of bribery? First, both of

these problems distract companies from focusing on

their core business issues, and both create uneven

playing fields where providing the best product at the

best price isn’t as important as who you know (and

bribe!) or how clever your lawyers are. Second, these

problems reduce transparency in capital markets, mak-

ing it harder for investors to identify the best firms.

When investors are uncertain about a company, the

cost of capital goes up. Thus, there is a direct link be-

tween transparency and a company’s ability to raise

capital at a fair price.

Sources: Janet Kersnar, “View from Europe,” CFO,

June 2007, p. 25; and Kayleigh Karutis, CFO, “Global

Norming,” May 2007, p. 22.
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above domestic U.S. bank rates on time deposits of the same maturity—0.75% for
3-month CDs versus 0.99% for LIBOR CDs. The Eurodollar market is essentially a
short-term market; most loans and deposits are for less than 1 year.

International Bond Markets
Any bond sold outside the country of the borrower is called an international bond. How-
ever, there are two important types of international bonds: foreign bonds and
Eurobonds. Foreign bonds are bonds sold by a foreign borrower but denominated in
the currency of the country in which the issue is sold. For instance, Nortel Networks
(a Canadian company) may need U.S. dollars to finance the operations of its subsidiar-
ies in the United States. If it decides to raise the needed capital in the United States,
then the bond would be underwritten by a syndicate of U.S. investment bankers,
denominated in U.S. dollars, and sold to U.S. investors in accordance with SEC and
applicable state regulations. Except for the foreign origin of the borrower, this bond
would be indistinguishable from those issued by equivalent U.S. corporations. However,
since Nortel is a foreign corporation, the bond would be a foreign bond. Furthermore,
because it is denominated in dollars and sold in the United States under SEC regula-
tions, it is also called a Yankee bond. In contrast, if Nortel issued bonds in Mexico
that were denominated in pesos then they would be foreign bonds, not Yankee bonds.

The term Eurobond is used to designate any bond issued in one country but de-
nominated in the currency of some other country. Examples include a Ford Motor
Company issue denominated in dollars and sold in Germany and a British firm’s
sale of euro-denominated bonds in Switzerland. The institutional arrangements by
which Eurobonds are marketed are different than those for most other bond issues,
with the most important distinction being a far lower level of required disclosure
than is usually found for bonds issued in domestic markets, particularly in the United
States. Governments tend to be less strict when regulating securities denominated in
foreign currencies, because the bonds’ purchasers are generally more “sophisticated.”
The lower disclosure requirements result in lower total transaction costs for
Eurobonds.

Eurobonds appeal to investors for several reasons. Generally, they are issued in
bearer form rather than as registered bonds, so the names and nationalities of
investors are not recorded. Individuals who desire anonymity, whether for privacy
reasons or for tax avoidance, like Eurobonds. Similarly, most governments do not
withhold taxes on interest payments associated with Eurobonds. If the investor
requires an effective yield of 10%, then a Eurobond that is exempt from tax with-
holding would simply need a coupon rate of 10%. Another type of bond—for
instance, a domestic issue subject to a 30% withholding tax on interest paid to
foreigners—would need a coupon rate of 14.3% to yield an after-withholding rate
of 10%. Investors who desire secrecy would not want to file for a refund of the tax,
so they would prefer to hold the Eurobond.

More than half of all Eurobonds are denominated in dollars. Bonds in Japanese
yen, German marks, and Dutch guilders account for most of the rest. Although cen-
tered in Europe, Eurobonds are truly international. Their underwriting syndicates
include investment bankers from all parts of the world, and the bonds are sold to
investors not only in Europe but also in such faraway places as Bahrain and Singa-
pore. Up to a few years ago, Eurobonds were issued solely by multinational firms,
by international financial institutions, or by national governments. Today, however,
the Eurobond market is also being tapped by purely domestic U.S. firms, which often
find they can lower their debt costs by borrowing overseas.
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International Stock Markets
New issues of stock are sold in international markets for a variety of reasons. For ex-
ample, a non-U.S. firm might sell an equity issue in the United States because it can
tap a much larger source of capital than in its home country. Also, a U.S. firm might
tap a foreign market because it wants to create an equity market presence to accom-
pany its operations in that country. Large multinational companies also occasionally
issue new stock simultaneously in multiple countries. For example, Alcan Aluminum,
a Canadian company, issued new stock in Canada, Europe, and the United States si-
multaneously, using different underwriting syndicates in each market.

In addition to new issues, outstanding stocks of large multinational companies are
increasingly being listed on multiple international exchanges. For example, Coca-
Cola’s stock is traded on six stock exchanges in the United States, four stock
exchanges in Switzerland, and the Frankfurt stock exchange in Germany. Some 500
foreign stocks are listed in the United States—an example here is Royal Dutch Petro-
leum, which is listed on the New York Stock Exchange. U.S. investors can also invest
in foreign companies through American Depository Receipts (ADRs), which are cer-
tificates representing ownership of foreign stock held in trust. About 1,700 ADRs are
now available in the United States, with most of them traded on the over-the-counter

Stock Market Indices around the World

In the United States, the Dow Jones Industrial Average

(^DJI) is the most well-known stock market index. Simi-

lar indices also exist for each major world financial cen-

ter. As shown in the accompanying table, India’s market

has had the strongest performance during the past 10

years while Japan’s has had the weakest.

Hong Kong (^HSI)

In Hong Kong, the primary stock index is the Hang

Seng. Created by HSI Services Limited, the Hang Seng

index is composed of 33 large stocks.

Great Britain (^FTSE)

The FT-SE 100 Index (pronounced “footsie”) is the most

widely followed indicator of equity investments in Great

Britain. It is a value-weighted index composed of the

100 largest companies on the London Stock Exchange.

Japan (^N225)

In Japan, the principal barometer of stock performance

is the Nikkei 225 Index. The index consists of highly

liquid equity issues thought to be representative of the

Japanese economy.

Germany (^GDAXI)

The Deutscher Aktienindex, commonly called the DAX,

is an index composed of the 30 largest companies trad-

ing on the Frankfurt Stock Exchange.

India (^BSESN)

Of the 22 stock exchanges in India, the Bombay Stock

Exchange (BSE) is the largest, with more than 6,000

listed stocks and approximately two-thirds of the coun-

try’s total trading volume. Established in 1875, the

exchange is also the oldest in Asia. Its yardstick is the

BSE Sensex, an index of 30 publicly traded Indian

stocks that account for one-fifth of the BSE’s market

capitalization.

Note: For easy access to world indices, see http://finance.

yahoo.com/m2 and use the ticker symbols shown above in

parentheses.

Relat ive 10-Year Performance (Star t ing Values = 100)

Uni ted States Germany Great Bri ta in Hong Kong India Japan

May 1999 100 100 100 100 100 100
May 2009 80 97 71 150 369 57
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(OTC) market. However, more and more ADRs are being listed on the NYSE,
including England’s British Airways, Japan’s Honda Motors, and Italy’s Fiat Group.4

Self-Test Differentiate between foreign portfolio investments and direct foreign investments.

What are Eurodollars?

Has the development of the Eurodollar market made it easier or more difficult for the

Federal Reserve to control U.S. interest rates?

Differentiate between foreign bonds and Eurobonds.

Why do Eurobonds appeal to investors?

17.11 MULTINATIONAL CAPITAL BUDGETING
Until now we’ve discussed the general environment in which multinational firms
operate. In the remainder of the chapter, we see how international factors affect key
corporate decisions, beginning with capital budgeting. Although the same basic prin-
ciples apply to capital budgeting for both foreign and domestic operations, there are
some key differences. These include the types of risks faced by the firm, cash flow
estimation, and project analysis.5

Risk Exposure
Foreign projects may be more or less risky than equivalent domestic projects, and
that can lead to differences in the cost of capital. Higher risk for foreign projects
tends to result from two primary sources: (1) exchange rate risk and (2) political
risk. However, international diversification might result in a lower risk.

Exchange rate risk concerns the value of the basic cash flows in the parent com-
pany’s home currency. Foreign currency cash flows turned over to the parent must be
converted into U.S. dollars, so projected cash flows must be translated to dollars at the
expected future exchange rates. An analysis should be conducted to ascertain the effects
of exchange rate variations on dollar cash flows; then, on the basis of this analysis, an
exchange rate risk premium should be added to the domestic cost of capital. It is some-
times possible to hedge against exchange rate risk, but it may not be possible to hedge
completely, especially on long-term projects. If hedging is used, then the costs of doing
so must be subtracted from the project’s operating cash flows.

Political risk refers to potential actions by a host government that would reduce
the value of a company’s investment. It includes at one extreme expropriation of the
subsidiary’s assets without compensation, but it also includes less drastic actions that
reduce the value of the parent firm’s investment in the foreign subsidiary.6 Included
here are higher taxes, tighter repatriation or currency controls, and restrictions on
prices charged. The risk of expropriation is small in traditionally friendly and stable

4For an interesting discussion of ADRs and the costs faced by listing companies when the ADR is under-
written by investment banks, see Hsuen-Chi Chen, Larry Fauver, and Pei-Ching Yang, “What Do Invest-
ment Banks Charge to Underwrite American Depository Receipts?” Journal of Banking and Finance, April
2009, pp. 609–618.
5Many domestic companies form joint ventures with foreign companies; see Insup Lee and Steve B.
Wyatt, “The Effects of International Joint Ventures on Shareholder Wealth,” Financial Review, November
1990, pp. 641–649. For a discussion of the Japanese cost of capital, see Jeffrey A. Frankel, “The Japanese
Cost of Finance,” Financial Management, Spring 1991, pp. 95–127. For a discussion of financial practices
in the Pacific basin, see George W. Kester, Rosita P. Chang, and Kai-Chong Tsui, “Corporate Financial
Policy in the Pacific Basin: Hong Kong and Singapore,” Financial Practice and Education, Spring/Summer
1994, pp. 117–127.
6For an interesting article on expropriation, see Arvind Mahajan, “Pricing Expropriation Risk,” Financial
Management, Winter 1990, pp. 77–86.

714 Part 7: Managing Global Operations



countries such as Great Britain or Switzerland. However, in Latin America, Africa, the
Far East, and Eastern Europe, the risk may be substantial. Past expropriations include
those of ITT and Anaconda Copper in Chile; Gulf Oil in Bolivia; Occidental Petro-
leum in Libya; Enron Corporation in Peru; BP, ConocoPhillips, ExxonMobil, and
Chevron in Venezuela; and the assets of many companies in Iraq, Iran, and Cuba.

Note that companies can take steps to reduce the potential loss from expropria-
tion, including one or more of the following.

1. Finance the subsidiary with local capital.
2. Structure operations so that the subsidiary has value only as a part of the

integrated corporate system.
3. Obtain insurance against economic losses from expropriation from a source such

as the Overseas Private Investment Corporation (OPIC).

If OPIC insurance is purchased, then the premiums paid must be added to the
project’s cost.

Several organizations rate countries according to different aspects of risk. For exam-
ple, Transparency International (TI) ranks countries based on perceived corruption,
which is an important part of political risk. Table 17-4 shows selected countries. Den-
mark, New Zealand, and Sweden are rated by TI as the most honest countries, while
Somalia is the most dishonest. The United States is ranked eighteenth.

Cash Flow Estimation
Cash flow estimation is more complex for foreign than domestic investments. Most
multinational firms set up separate subsidiaries in each foreign country in which
they operate, and the relevant cash flows for the parent company are the dividends

Consumer Finance in China

The financial frontier for consumer finance is in China,

where applicants must often wait more than a month to

get a credit card and even longer for car loans or home

mortgages. But that is changing quickly, as GEMoney (for-

merly known as GE Capital) is among a host of financial

players looking to partner with or become part owners of

Chinese banks. Other foreign investors include financial in-

stitutions fromall over theworld, such as Citigroup (United

States), ING Group (Netherlands), Hang Seng Bank (Hong

Kong), and the Royal Bank of Scotland. Even investment

banks (Goldman Sachs) and private equity firms (New-

bridge Capital) are in the hunt.

What makes Chinese banks attractive? First, China is

now allowing foreign-owned banks to make direct loans

to Chinese customers. Second, China has a huge con-

sumer base with a growingmiddle class that is purchasing

homes, cars, and other consumer goods. Third, many Chi-

nese banks might be considered “fixer-uppers” because

they hold too many uncollectible loans (up to 9.2% of their

loan portfolios), have weak information technology sys-

tems, and provide poor customer service. These problems

are viewed as opportunities by GE Money, which brings

considerable business expertise (in addition to cash) to

the partnership. For example, GEMoney helped Shenzhen

Development Bank (SDB) introduce aWal-Mart credit card,

an Auchen credit card (Auchen is a large French retailer),

and variousmortgage services. All the results aren’t yet in,

but GE has helped SDB reduce the time to get a credit card

from over a month to just 5 days.

Investing in China isn’t without risks, with an esti-

mated 60% of partnerships not providing the return that

was anticipated at the deal’s inception. Problems include

insufficient pre-deal planning, a lack of focus and traction

in the immediate post-deal period, a failure to integrate

cultures, and a lack of flexibility in adapting to local con-

ditions. Still, the potential rewards are enormous, so you

should expect to see more foreign investment in China.

Source: Don Durfee, “Give Them Credit,” CFO, July 2007,

pp. 50–57.
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and royalties paid by the subsidiaries to the parent, translated into dollars. Dividends
and royalties are normally taxed by both foreign and home country governments,
although the home country may allow credits for some or all of the foreign taxes
paid. Furthermore, a foreign government may restrict the amount of the cash that
may be repatriated to the parent company. For example, some governments place a
ceiling, stated as a percentage of the company’s net worth, on the amount of cash
dividends that a subsidiary can pay to its parent. Such restrictions are normally
intended to force multinational firms to reinvest earnings in the foreign country,
although restrictions are sometimes imposed to prevent large currency outflows,
which might disrupt the exchange rate.

Whatever the host country’s motivation for blocking repatriation of profits, the
result is that the parent corporation cannot use cash flows blocked in the foreign
country to pay dividends to its shareholders or to invest elsewhere in the business.
Hence, from the perspective of the parent organization, the cash flows relevant for
foreign investment analysis are the cash flows that the subsidiary is actually expected
to send back to the parent. Note, though, that if returns on investments in the for-
eign country are attractive and if blockages are expected to be lifted in the future,
then current blockages may not be bad; however, dealing with this situation does
complicate the process of cash flow estimation.

Some companies attempt to circumvent repatriation restrictions (and to lower
their taxes) through the use of transfer pricing. For example, a foreign subsidiary
might obtain raw materials or other input components from the parent. The price
the subsidiary pays the parent is called a transfer price. If the transfer price is high
then the foreign subsidiary’s costs will be high, leaving little or no profit to repatriate.
However, the parent’s profit will be higher because it sold to the subsidiary at an
inflated transfer price. The net result is that the parent receives cash flows from the
subsidiary via transfer pricing rather than as repatriated dividends. Transfer pricing

The 2008 Transparency Internat ional Corrupt ion
Percept ions Index (CPI)

TABLE 17-4

TOP-RANKED COUNTRIES BOTTOM-RANKED COUNTRIES

RANK COUNTRY
2008 CPI
SCORE RANK COUNTRY

2008 CPI
SCORE

1 (tie) Denmark 9.3 147 (tie) Bangladesh 2.1
New Zealand 9.3 Kenya 2.1
Sweden 9.3 Russia 2.1

4 Singapore 9.2 Syria 2.1
5 (tie) Finland 9.0 166 (tie) Cambodia 1.8

Switzerland 9.0 Kyrgyzstan 1.8
7 (tie) Iceland 8.9 Turkmenistan 1.8

Netherlands 8.9 Uzbekistan 1.8
9 (tie) Australia 8.7 Zimbabwe 1.8

Canada 8.7 173 (tie) Chad 1.6
11 Luxembourg 8.3 Guinea 1.6
12 (tie) Austria 8.1 Sudan 1.6

Hong Kong 8.1 176 Afghanistan 1.5
14 (tie) Germany 7.9 180 Somalia 1.0

Source: http://www.transparency.org.
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can also be used to shift profits from high-tax to low-tax jurisdictions. Of course,
governments are well aware of these possibilities, so governmental auditors are on
guard to prevent abusive transfer pricing.

Project Analysis
First, consider a domestic project that requires foreign raw materials, or one where
the finished product will be sold in a foreign market. Because the operation is based
in the United States, any projected nondollar cash flows—costs in the first example
and revenues in the second—should be converted into dollars. This conversion does
not present much of a problem for cash flows to be paid or received in the short run,
but there is a significant problem in estimating exchange rates for converting long-
term foreign cash flows into dollars because forward exchange rates are usually not
available for more than 180 days into the future. However, long-term expected for-
ward exchange rates can be estimated using the idea behind the interest rate parity
relationship. For example, if a foreign cash flow is expected to occur in 1 year, then
the 1-year forward exchange rate can be estimated using domestic and foreign gov-
ernment bonds maturing in 1 year. Similarly, the 2-year exchange rate can be
estimated using 2-year bonds. Thus, foreign cash flows can be converted into dollars
and added to the project’s other projected cash flows, and then the project’s NPV can
be calculated based on its cost of capital.

Now consider a project to be based overseas, so that most expected future cash
flows will be denominated in a foreign currency. Two approaches can be used to
estimate such a project’s NPV. Both begin by forecasting the future cash flows
denominated in the foreign currency and then determining the annual repatriations
to the United States, denominated in the foreign currency. Under the first
approach, we convert the expected future repatriations to dollars (as described
earlier) and then find the NPV using the project’s cost of capital. Under the second
approach, we take the projected repatriations (denominated in the foreign cur-
rency) and then discount them at the foreign cost of capital, which reflects foreign
interest rates and relevant risk premiums. This produces an NPV denominated in
the foreign currency, which can be converted into a dollar-denominated NPV
using the spot exchange rate.

The following example illustrates the first approach. A U.S. company has the
opportunity to lease a manufacturing facility in Great Britain for 3 years. The com-
pany must spend £20 million initially to refurbish the plant. The expected net cash
flows from the plant for the next 3 years, in millions, are CF1 = £7, CF2 = £9, and
CF3 = £11. A similar project in the United States would have a risk-adjusted cost of
capital of 10%. The first step is to estimate the expected exchange rates at the end of
1, 2, and 3 years using the multi-year interest rate parity equation:

Expected t-year forward exchange rate ¼ ðSpot exchange rateÞ 1þ rh
1þ rf

� �t
(17-4)

where the exchange rates are expressed in direct quotations and the interest rates are
expressed as annual rates, not periodic rates. We are using the interest rate parity
equation to estimate expected forward rates because market-based forward rates for
maturities longer than a year are generally not available.

Suppose the spot exchange rate is 1.8000 dollars per pound. Interest rates on U.S.
and U.K. government bonds are shown below, along with the expected forward rate
implied by the multi-year interest rate parity relationship in Equation 17-4:
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Maturity (Years)
1 2 3

rh (annualized) 2.0% 2.8% 3.5%
rf (annualized) 4.6% 5.0% 5.2%
Spot rate ($/£) 1.8000 1.8000 1.8000
Expected forward rate based
on Equation 17-4 ($/£)

1.7553 1.7254 1.7141

The current dollar cost of the project is £20(1.8000 $/£) = $36 million. The Year-1
cash flow in dollars is £7(1.7553 $/£) = $12.29 million. Table 17-5 shows the com-
plete time line and the net present value of $2.18 million.

Self-Test List some key differences in capital budgeting as applied to foreign versus domestic

operations.

What are the relevant cash flows for an international investment: the cash flow

produced by the subsidiary in the country where it operates, or the cash flows in

dollars that it sends to its parent company?

Why might the cost of capital for a foreign project differ from that of an equivalent

domestic project? Could it be lower?

What adjustments might be made to the domestic cost of capital for a foreign

investment that are due to exchange rate risk and political risk?

17.12 INTERNATIONAL CAPITAL STRUCTURES
Companies’ capital structures vary among countries. For example, the Organization for
Economic Cooperation and Development (OECD) recently reported that, on average,
Japanese firms use 85% debt to total assets (in book value terms), German firms use
64%, and U.S. firms use 55%. One problem when interpreting these numbers is that
different countries often use different accounting conventions with regard to (1)
reporting assets on the basis of historical versus replacement cost, (2) the treatment of
leased assets, (3) pension plan funding, and (4) capitalizing versus expensing R&D
costs. These differences make it difficult to compare capital structures.

A study by Raghuram Rajan and Luigi Zingales of the University of Chicago at-
tempted to account for differences in accounting practices. In their study, Rajan and
Zingales used a database that covered fewer firms than the OECD but that provided
a more complete breakdown of balance sheet data. They concluded that differences
in accounting practices can explain much of the cross-country variation in capital
structures.

Net Present Value of Internat ional Investment (Cash
Flows in Mi l l ions)

TABLE 17-5

YEAR

0 1 2 3

Cash flows in pounds −£20 £7 £9 £11
Expected exchange rates (pounds/dollar) 1.8000 1.7553 1.7254 1.7141
Cash flows in dollars −$36.00 $12.29 $15.53 $18.86
Project cost of capital 10%
NPV $2.18
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Rajan and Zingales’s results are summarized in Table 17-6. There are a number of
different ways to measure capital structure. One measure is the average ratio of total
liabilities to total assets—this is similar to the measure used by the OECD, and it is
reported in Column 1. Based on this measure, German and Japanese firms appear to
be more highly levered than U.S. firms. However, if you look at Column 2, where
capital structure is measured by interest-bearing debt to total assets, it appears that
German firms use less leverage than U.S. and Japanese firms. What explains these
conflicting results? Rajan and Zingales argue that much of the difference is explained
by the way German firms account for pension liabilities. German firms generally in-
clude all pension liabilities (and their offsetting assets) on the balance sheet, whereas
firms in other countries (including the United States) generally “net out” pension as-
sets and liabilities on their balance sheets. To see the importance of this difference,
consider a firm with $10 million in liabilities (not including pension liabilities) and
$20 million in assets (not including pension assets). Assume that the firm has
$10 million in pension liabilities that are fully funded by $10 million in pension as-
sets. Therefore, net pension liabilities are zero. If this firm were in the United States,
it would report a ratio of total liabilities to total assets equal to 50% ($10 million/$20
million). By contrast, if this firm operated in Germany, both its pension assets and
liabilities would be reported on the balance sheet. The firm would have $20 million
in liabilities and $30 million in assets—or a 67% ($20 million/$30 million) ratio of
total liabilities to total assets. Total debt is the sum of short-term debt and long-
term debt and excludes other liabilities, including pension liabilities. Therefore, the
measure of total debt to total assets provides a more comparable measure of leverage
across different countries.

Median Capital S t ructures among Large Industr ia l ized Countr ies (Measured in
Terms of Book Value)

TABLE 17-6

COUNTRY

TOTAL
LIABILITIES
TO TOTAL

ASSETS
(UNADJUSTED

FOR
ACCOUNTING
DIFFERENCES)

(1)

INTEREST-
BEARING
DEBT TO

TOTAL ASSETS
(UNADJUSTED

FOR
ACCOUNTING
DIFFERENCES)

(2)

TOTAL
LIABILITIES
TO TOTAL

ASSETS
(ADJUSTED

FOR
ACCOUNTING
DIFFERENCES)

(3)

DEBT
TO TOTAL

ASSETS
(ADJUSTED

FOR
ACCOUNTING
DIFFERENCES)

(4)

TIMES-
INTEREST-

EARNED
(TIE)
RATIO

(5)

Canada 56% 32% 48% 32% 1.55
France 71 25 69 18 2.64
Germany 73 16 50 11 3.20
Italy 70 27 68 21 1.81
Japan 69 35 62 21 2.46
United Kingdom 54 18 47 10 4.79
United States 58 27 52 25 2.41

Mean 64% 26% 57% 20% 2.69
Standard
deviation

8% 7% 10% 8% 1.07

Source: Raghuram Rajan and Luigi Zingales, “What Do We Know about Capital Structure? Some Evidence from

International Data,” The Journal of Finance, Vol. 50, no. 5 (December 1995), pp. 1421-1460. Reprinted by permission of

John Wiley & Sons, Inc.
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Rajan and Zingales also make a variety of adjustments that attempt to control for
other differences in accounting practices. The effects of these adjustments are
reported in Columns 3 and 4. Overall, the evidence suggests that companies in Ger-
many and the United Kingdom tend to have less leverage, and that firms in Canada
appear to have more leverage, than firms in the United States, France, Italy, and
Japan. This conclusion is supported by data in the final column, which shows the
average times-interest-earned ratio for firms in a number of different countries.
Recall from Chapter 3 that the times-interest-earned ratio is the ratio of operating
income (EBIT) to interest expense. This measure indicates how much cash the firm
has available to service its interest expense. In general, firms with more leverage have
a lower times-interest-earned ratio. The data indicate that this ratio is highest in the
United Kingdom and Germany and lowest in Canada.

Self-Test Are there international differences in firms’ financial leverage? Explain.

17.13 MULTINATIONAL WORKING

CAPITAL MANAGEMENT
Working capital management in a multinational setting involves more complexity than
purely domestic working capital management. We discuss some of these differences in
this section.

Cash Management
The goals of cash management in a multinational corporation are similar to those in
a purely domestic corporation: (1) to speed up collections, slow down disbursements,
and thus maximize net float; (2) to shift cash as rapidly as possible from those parts of
the business where it is not needed to those parts where it is needed; and (3) to max-
imize the risk-adjusted, after-tax rate of return on temporary cash balances. Multina-
tional companies use the same general procedures for achieving these goals as
domestic firms, but the longer distances and more serious mail delays make such
devices as lockbox systems and electronic funds transfers especially important.

Although multinational and domestic corporations have the same objectives and
use similar procedures, multinational corporations face a far more complex task. As
noted earlier in our discussion of political risk, foreign governments often place
restrictions on transfers of funds out of the country. So even though IBM can trans-
fer money from its Salt Lake City office to its New York concentration bank just by
pressing a few buttons, a similar transfer from its Buenos Aires office is far more
complex. Buenos Aires funds must be converted to dollars before the transfer. If
there is a shortage of dollars in Argentina or if the Argentinean government wants
to conserve dollars so they will be available for the purchase of strategic materials,
then conversion, and hence the transfer, may be blocked. Even if no dollar shortage
exists in Argentina, the government may still restrict funds outflows if those funds
represent profits or depreciation rather than payments for purchased materials or
equipment, because many countries—especially those that are less developed—want
profits reinvested in the country in order to stimulate economic growth.

Once it has been determined what funds can be transferred, the next task is to get
those funds to locations where they will earn the highest returns. Whereas domestic
corporations tend to think in terms of domestic securities, multinationals are more
likely to be aware of investment opportunities all around the world. Most multina-
tional corporations use one or more global concentration banks, located in money
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centers such as London, New York, Tokyo, Zurich, or Singapore, and their staffs in
those cities, working with international bankers, are able to take advantage of the best
rates available anywhere in the world.

Credit Management
Consider the international cash conversion cycle for a foreign company importing
from the United States: The order is placed, the goods are shipped, an account pay-
able is created for the importer and an account receivable is created for the exporter,
the goods arrive in the foreign country, the importer sells them, and the importer
collects on the sales. At some point in this process, the importer pays off the account
payable, which is usually before the importer collects on its own sales. Notice that
the importer must finance the transaction from the time it pays the account payable
until it collects on its sales. In many poorer, less-developed nations, the capital mar-
kets are not adequate to enable the importer to finance the cash conversion cycle.
Even when foreign capital markets are available, the additional shipping time might
lengthen the cash conversion cycle to such an extent that the importer can’t afford
the financing costs. Thus, there is enormous pressure on the exporter to grant credit,
often with very lengthy payment periods.

But now consider the situation from the exporter’s point of view. First, it is much
more difficult for the exporter to perform a credit analysis on a foreign customer. Sec-
ond, the exporter must also worry about exchange-rate fluctuations between the time
of the sale and the time the receivable is collected. For example, if IBM sold a com-
puter to a Japanese customer for 90 million yen when the exchange rate was 90 yen
to the dollar, IBM would obtain 90,000,000/90 = $1,000,000 for the computer. How-
ever, if it sold the computer on terms of net/6 months and if the yen then fell against
the dollar, so that 1 dollar would now buy 112.5 yen, IBM would end up realizing only
90,000,000/112.5 = $800,000 when it collected the receivable. Hedging with forward
contracts can reduce this exchange rate risk, but what about the credit risk?

One possibility is for the importer to obtain a letter of credit from its bank
whereby the bank certifies that the importer will meet the terms of the account pay-
able or else the bank will pay. However, the importer often must pay the bank a rel-
atively large fee for the letter of credit, and letters of credit might not be available to
companies in developing countries.

A second option is for the importer to essentially write a check to the exporter at the
time of the purchase, but one that is postdated so that it cannot be cashed until
the account payable’s due date. If the importer’s bank promises that it will “accept”
the check even if there are insufficient funds in the importer’s account, then the check
becomes a financial instrument that is called a banker’s acceptance. If the bank is
strong, then this virtually eliminates the credit risk. In addition, the exporter can then
sell this banker’s acceptance in the secondary market if it needs funds immediately. Of
course, it must sell the banker’s acceptance at a discount to reflect the time value of
money, because the banker’s acceptance is essentially a short-term financial security
that pays no interest, similar to a T-bill. Financing an international transaction via a
banker’s acceptance has many benefits for the exporter, but the importer often must
pay the bank a relatively large fee, and this service might not be available to companies
in developing countries.

A third alternative is for the exporter to purchase export credit insurance, in which
an insurer makes a commitment to pay the exporter even if the importer defaults.
Sometimes the “insurer” is a government agency, such as the Japanese Ministry of
International Trade and Industry (MITI) or the United States Export-Import Bank.
Other times, the insurer is a private insurance company. These large insurance
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companies have developed expertise in international credit analysis, and they can
spread the risk over a large number of customers. These advantages allow them to
offer credit insurance at rates that often make it less costly than either letters of
credit or bankers’ acceptances. In fact, export credit insurance has been so successful
that it has virtually killed the market for bankers’ acceptances and has become the
primary method companies use to manage the credit risk of international sales.

Inventory Management
As with most other aspects of finance, inventory management for a firm in a multina-
tional setting is similar to but more complex than for a purely domestic firm. First,
there is the matter of the physical location of inventories. For example, where should
ExxonMobil keep its stockpiles of crude oil and refined products? It has refineries
and marketing centers located worldwide, and one alternative is to keep items con-
centrated in a few strategic spots from which they can then be shipped as needs arise.
Such a strategy might minimize the total amount of inventories needed and thus
might minimize the investment in inventories. Note, though, that consideration will
have to be given to potential delays in getting goods from central storage locations to
user locations all around the world. Both working stocks and safety stocks would have
to be maintained at each user location as well as at the strategic storage centers.
Problems like the Iraqi occupation of Kuwait in 1990 and the subsequent trade
embargo, which brought with it the potential for a shutdown of production of about
25% of the world’s oil supply, complicate matters further.

Exchange rates also influence inventory policy. If a local currency—say, the
Danish krone—were expected to rise in value against the dollar, then a U.S. company
operating in Denmark would want to increase stocks of local products before the rise
in the krone, and vice versa if the krone were expected to fall.

Another factor that must be considered is the possibility of import or export quotas
or tariffs. For example, Apple Computer Company was buying certain memory chips
from Japanese suppliers at a bargain price. Then U.S. chipmakers accused the Japanese
of dumping chips in the U.S. market at prices below cost, and they sought to force the
Japanese to raise their prices.7 This led Apple to increase its chip inventory. Then com-
puter sales slacked off, and Apple ended up with an oversupply of obsolete computer
chips. As a result, Apple’s profits were hurt and its stock price fell, demonstrating
once more the importance of careful inventory management.

As mentioned earlier, another danger in certain countries is the threat of expropri-
ation. If that threat is large, then inventory holdings will be minimized and goods will
be brought in only as needed. Similarly, if the operation involves extraction of raw
materials such as oil or bauxite, processing plants may be moved offshore rather
than located close to the production site.

Taxes have two effects on multinational inventory management. First, countries
often impose property taxes on assets, including inventories; when this is done, the

7The term “dumping” warrants explanation, because the practice can be so important in international
markets. Suppose Japanese chipmakers have excess capacity. A particular chip has a variable cost of $25,
and its “fully allocated cost,” which is the $25 plus total fixed cost per unit of output, is $40. Now suppose
the Japanese firm can sell chips in the United States at $35 per unit, but if it charges $40 then it won’t
make any sales because U.S. chipmakers sell for $35.50. If the Japanese firm sells at $35, it will cover var-
iable costs plus make a contribution to fixed overhead, so selling at $35 makes sense. Continuing, if the
Japanese firm can sell in Japan at $40 but U.S. firms are excluded from Japanese markets by import duties
or other barriers, then the Japanese will have a huge advantage over U.S. manufacturers. This practice of
selling goods at lower prices in foreign markets than at home is called “dumping.” U.S. firms are required
by antitrust laws to offer the same price to all customers and, therefore, cannot engage in dumping.
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tax is based on holdings as of a specific date, such as January 1 or March 1. Such
rules make it advantageous for a multinational firm (1) to schedule production so
that inventories are low on the assessment date, and (2) if assessment dates vary
among countries in a region, to hold safety stocks in different countries at different
times during the year.

Finally, multinational firms may consider the possibility of at-sea storage. Oil,
chemical, grain, and other companies that deal in a bulk commodity that must be
stored in some type of tank can often buy tankers at a cost not much greater—or
perhaps even less, considering land cost—than land-based facilities. Loaded tankers
can then be kept at sea or at anchor in some strategic location. This eliminates the
danger of expropriation, minimizes the property tax problem, and maximizes flexibil-
ity with regard to shipping to areas where needs are greatest or prices highest.

This discussion has only scratched the surface of inventory management in the
multinational corporation—the task is much more complex than for a purely domes-
tic firm. However, the greater the degree of complexity, the greater the rewards from
superior performance, so if you are willing to take challenges along with potentially
high rewards then look to the international arena.

Self-Test What are some factors that make cash management more complicated in a

multinational corporation than in a purely domestic corporation?

Why is granting credit riskier in an international context?

Why is inventory management especially important for a multinational firm?

Summary
Multinational companies have more opportunities but also face different risks than
do companies that operate only in their home market. This chapter discussed many
of the key trends affecting the global markets today, and it described the most impor-
tant differences between multinational and domestic financial management. The key
concepts are listed below.

• International operations are becoming increasingly important to individual
firms and to the national economy. A multinational, transnational, or global
corporation is a firm that operates in an integrated fashion in a number of
countries.

• Companies “go global” for these reasons: (1) to expand their markets, (2) to
obtain raw materials, (3) to seek new technology, (4) to lower production costs,
(5) to avoid trade barriers, and (6) to diversify.

• Several major factors distinguish financial management as practiced by domestic
firms from that practiced by multinational corporations: (1) different currency
denominations, (2) different economic and legal structures, (3) languages, (4)
cultural differences, (5) role of governments, and (6) political risk.

• When discussing exchange rates, the number of U.S. dollars required to
purchase one unit of a foreign currency is called a direct quotation, while the
number of units of foreign currency that can be purchased for one U.S. dollar is
an indirect quotation.

• Exchange rate fluctuations make it difficult to estimate the dollars that overseas
operations will produce.

• Prior to August 1971, the world was on a fixed exchange rate system whereby
the U.S. dollar was linked to gold and other currencies were then tied to the
dollar. After August 1971, the world monetary system changed to a floating
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system under which major world currency rates float with market forces, largely
unrestricted by governmental intervention. The central bank of each country
does operate in the foreign exchange market, buying and selling currencies to
smooth out exchange rate fluctuations, but only to a limited extent.

• Pegged exchange rates occur when a country establishes a fixed exchange rate
with a major currency. Consequently, the values of pegged currencies move
together over time.

• A convertible currency is one that may be readily exchanged for other
currencies.

• Spot rates are the rates paid for delivery of currency “on the spot,” whereas the
forward exchange rate is the rate paid for delivery at some agreed-upon future
date—usually 30, 90, or 180 days from the day the transaction is negotiated. The
forward rate can be at either a premium or a discount to the spot rate.

• Interest rate parity holds that investors should expect to earn the same risk-free
return in all countries after adjusting for exchange rates.

• Purchasing power parity, sometimes referred to as the law of one price, implies
that the level of exchange rates adjusts so that identical goods cost the same in
different countries.

• Granting credit is more risky in an international context because, in addition to the
normal risks of default, the multinational firm must worry about exchange rate
changes between the time a sale is made and the time a receivable is collected.

• Credit policy is important for a multinational firm for two reasons: (1) Much
trade is with less-developed nations, and in such situations granting credit is a
necessary condition for doing business. (2) The governments of nations such as
Japan, whose economic health depends on exports, often help their firms com-
pete by granting credit to foreign customers.

• Foreign investments are similar to domestic investments, but political risk and
exchange rate risk must be considered. Political risk is the risk that the foreign
government will take some action that will decrease the value of the investment;
exchange rate risk is the risk of losses due to fluctuations in the value of the
dollar relative to the values of foreign currencies.

• Investments in international capital projects expose firms to exchange rate risk
and political risk. The relevant cash flows in international capital budgeting are
the dollars that can be repatriated to the parent company.

• Eurodollars are U.S. dollars deposited in banks outside the United States. Interest
rates on Eurodollars are tied to LIBOR, the London Interbank Offered Rate.

• U.S. firms often find that they can raise long-term capital at a lower cost outside
the United States by selling bonds in the international capital markets. Inter-
national bonds may be either foreign bonds, which are exactly like regular
domestic bonds except that the issuer is a foreign company, or Eurobonds,
which are bonds sold in a foreign country but denominated in the currency of
the issuing company’s home country.

Questions
(17–1) Define each of the following terms:

a. Multinational corporation
b. Exchange rate; fixed exchange rate system; floating exchange rates
c. Trade deficit; devaluation; revaluation
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d. Exchange rate risk; convertible currency; pegged exchange rates
e. Interest rate parity; purchasing power parity
f. Spot rate; forward exchange rate; discount on forward rate; premium on forward

rate
g. Repatriation of earnings; political risk
h. Eurodollar; Eurobond; international bond; foreign bond
i. The euro

(17–2) Under the fixed exchange rate system, what was the currency against which all other
currency values were defined? Why?

(17–3) Exchange rates fluctuate under both the fixed exchange rate and floating exchange
rate systems. What, then, is the difference between the two systems?

(17–4) If the Swiss franc depreciates against the U.S. dollar, can a dollar buy more or fewer
Swiss francs as a result?

(17–5) If the United States imports more goods from abroad than it exports, then foreigners
will tend to have a surplus of U.S. dollars. What will this do to the value of the dollar
with respect to foreign currencies? What is the corresponding effect on foreign in-
vestments in the United States?

(17–6) Why do U.S. corporations build manufacturing plants abroad when they could build
them at home?

(17–7) Should firms require higher rates of return on foreign projects than on identical
projects located at home? Explain.

(17–8) What is a Eurodollar? If a French citizen deposits $10,000 in Chase Bank in New
York, have Eurodollars been created? What if the deposit is made in Barclays Bank
in London? Chase’s Paris branch? Does the existence of the Eurodollar market make
the Federal Reserve’s job of controlling U.S. interest rates easier or more difficult?
Explain.

(17–9) Does interest rate parity imply that interest rates are the same in all countries?

(17–10) Why might purchasing power parity fail to hold?

Self-Test Problem Solution Appears in Appendix A

(ST–1)
Cross Rates

Suppose the exchange rate between U.S. dollars and euros is €0.98 = $1.00 and the
exchange rate between the U.S. dollar and the Canadian dollar is $1.00 = C$1.50.
What is the cross rate of euros to Canadian dollars?

Problems Answers Appear in Appendix B

EASY PROBLEMS 1–4

(17–1)
Cross Rates

A currency trader observes that, in the spot exchange market, 1 U.S. dollar can be
exchanged for 9 Mexican pesos or for 111.23 Japanese yen. What is the cross rate
between the yen and the peso; that is, how many yen would you receive for every
peso exchanged?
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(17–2)
Interest Rate Parity

Six-month T-bills have a nominal rate of 7%, while default-free Japanese bonds
that mature in 6 months have a nominal rate of 5.5%. In the spot exchange market,
1 yen equals $0.009. If interest rate parity holds, what is the 6-month forward
exchange rate?

(17–3)
Purchasing Power Parity

A television set costs $500 in the United States. The same set costs 550 euros in
France. If purchasing power parity holds, what is the spot exchange rate between
the euro and the dollar?

(17–4)
Exchange Rate

If British pounds sell for $1.50 (U.S.) per pound, what should dollars sell for in
pounds per dollar?

INTERMEDIATE PROBLEMS 5–8

(17–5)
Currency Appreciation

Suppose that 1 Swiss franc could be purchased in the foreign exchange market for 60
U.S. cents today. If the franc appreciated 10% tomorrow against the dollar, how
many francs would a dollar buy tomorrow?

(17–6)
Cross Rates

Suppose the exchange rate between U.S. dollars and the Swiss franc is SFr1.6 = $1
and the exchange rate between the dollar and the British pound is £1 = $1.50. What
then is the cross rate between francs and pounds?

(17–7)
Interest Rate Parity

Assume that interest rate parity holds. In both the spot market and the 90-day
forward market, 1 Japanese yen equals 0.0086 dollar. In Japan, 90-day risk-free secu-
rities yield 4.6%. What is the yield on 90-day risk-free securities in the United
States?

(17–8)
Purchasing Power Parity

In the spot market, 7.8 pesos can be exchanged for 1 U.S. dollar. A compact disc
costs $15 in the United States. If purchasing power parity holds, what should be the
price of the same disc in Mexico?

CHALLENGING

PROBLEMS 9–14

(17–9)
Exchange Gains and

Losses

You are the vice president of International InfoXchange, headquartered in Chicago.
All shareholders of the firm live in the United States. Earlier this month, you
obtained a loan of 5 million Canadian dollars from a bank in Toronto to finance
the construction of a new plant in Montreal. At the time the loan was received, the
exchange rate was 75 U.S. cents to the Canadian dollar. By the end of the month, it
has unexpectedly dropped to 70 cents. Has your company made a gain or loss as a
result, and by how much?

(17–10)
Results of Exchange

Rate Changes

Early in September 1983, it took 245 Japanese yen to equal $1. More than 20 years
later, that exchange rate had fallen to 108 yen to $1. Assume that the price of a
Japanese-manufactured automobile was $8,000 in September 1983 and that its price
changes were in direct relation to exchange rates.

a. Has the price (in dollars) of the automobile increased or decreased during the
20-year period because of changes in the exchange rate?

b. What would the dollar price of the car be, assuming the car’s price changes only
with exchange rates?

(17–11)
Spot and Forward

Rates

Boisjoly Watch Imports has agreed to purchase 15,000 Swiss watches for 1 million
francs at today’s spot rate. The firm’s financial manager, James Desreumaux, has
noted the following current spot and forward rates:
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U.S. Dol lar /Franc Franc/U.S. Dol lar

Spot 1.6590 0.6028
30-day forward 1.6540 0.6046
90-day forward 1.6460 0.6075
180-day forward 1.6400 0.6098

On the same day, Desreumaux agrees to purchase 15,000 more watches in 3 months
at the same price of 1 million francs.
a. What is the price of the watches, in U.S. dollars, if purchased at today’s spot rate?
b. What is the cost, in dollars, of the second 15,000 batch if payment is made in 90

days and the spot rate at that time equals today’s 90-day forward rate?
c. If the exchange rate for the Swiss franc is 0.50 to $1 in 90 days, how much will

Desreumaux have to pay (in dollars) for the watches?

(17–12)
Interest Rate Parity

Assume that interest rate parity holds and that 90-day risk-free securities yield 5% in
the United States and 5.3% in Germany. In the spot market, 1 euro equals $0.80
dollar.
a. Is the 90-day forward rate trading at a premium or a discount relative to the spot rate?
b. What is the 90-day forward rate?

(17–13)
Foreign Investment

Analysis

After all foreign and U.S. taxes, a U.S. corporation expects to receive 3 pounds of divi-
dends per share from a British subsidiary this year. The exchange rate at the end of the
year is expected to be $1.60 per pound, and the pound is expected to depreciate 5%
against the dollar each year for an indefinite period. The dividend (in pounds) is ex-
pected to grow at 10% a year indefinitely. The parent U.S. corporation owns 10 million
shares of the subsidiary. What is the present value, in dollars, of its equity ownership of
the subsidiary? Assume a cost of equity capital of 15% for the subsidiary.

(17–14)
Foreign Capital

Budgeting

Solitaire Machinery is a Swiss multinational manufacturing company. Currently,
Solitaire’s financial planners are considering whether to undertake a 1-year project
in the United States. The project’s expected dollar-denominated cash flows consist
of an initial investment of $1,000 and a cash inflow the following year of $1,200.
Solitaire estimates that its risk-adjusted cost of capital is 14%. Currently, 1 U.S. dol-
lar will buy 1.62 Swiss francs. In addition, 1-year risk-free securities in the United
States are yielding 7.25%, while similar securities in Switzerland are yielding 4.5%.
a. If this project were instead undertaken by a similar U.S.-based company with the

same risk-adjusted cost of capital, what would be the net present value and rate
of return generated by this project?

b. What is the expected forward exchange rate 1 year from now?
c. If Solitaire undertakes the project, what is the net present value and rate of re-

turn of the project for Solitaire?

SPREADSHEET PROBLEM

(17-15)
Build a Model:

Multinational Financial
Management

Start with the partial model in the file Ch17 P15 Build a Model.xls on the textbook’s
Web site. Yohe Telecommunications is a multinational corporation that produces and
distributes telecommunications technology. Although its corporate headquarters are lo-
cated in Maitland, Florida, Yohe usually must buy its raw materials in several different
foreign countries using several different foreign currencies. The matter is further
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complicated because Yohe usually sells its products in other foreign countries. One
product in particular, the SY-20 radio transmitter, draws its principal components—
Component X, Component Y, and Component Z—from Germany, Mexico, and Eng-
land, respectively. Specifically, Component X costs 84 euros, Component Y costs 650
Mexican pesos, and Component Z costs 105 British pounds. The largest market for the
SY-20 is in Japan, where it sells for 38,000 Japanese yen. Naturally, Yohe is intimately
concerned with economic conditions that could adversely affect dollar exchange rates.
You will find Tables 17-1, 17-2, and 17-3 useful for this problem.
a. How much, in dollars, does it cost for Yohe to produce the SY-20? What is the dol-

lar sale price of the SY-20?
b. What is the dollar profit that Yohe makes on the sale of the SY-20? What is the

percentage profit?
c. If the U.S. dollar were to weaken by 10% against all foreign currencies, what would

be the dollar profit for the SY-20?
d. If the U.S. dollar were to weaken by 10% only against the Japanese yen and

remained constant relative to all other foreign currencies, what would be the dollar
and percentage profits for the SY-20?

e. Using the forward exchange information from Table 17-3, calculate the return on
90-day securities in England if the rate of return on 90-day securities in the United
States is 4.9%.

f. Assuming that purchasing power parity (PPP) holds, what would be the sale price of
the SY-20 if it were sold in England rather than in Japan?

Mini Case

Citrus Products Inc. is a medium-sized producer of citrus juice drinks with groves in Indian River
County, Florida. Until now, the company has confined its operations and sales to the United
States, but its CEO, George Gaynor, wants to expand into Europe. The first step would be to set
up sales subsidiaries in Spain and Sweden, then to set up a production plant in Spain, and finally to
distribute the product throughout the European common market. The firm’s financial manager,
Ruth Schmidt, is enthusiastic about the plan, but she is worried about the implications of the
foreign expansion on the firm’s financial management process. She has asked you, the firm’s
most recently hired financial analyst, to develop a 1-hour tutorial package that explains the basics
of multinational financial management. The tutorial will be presented at the next board of direc-
tors’ meeting. To get you started, Schmidt has supplied you with the following list of questions.
a. What is a multinational corporation? Why do firms expand into other countries?
b. What are the six major factors that distinguish multinational financial management from fi-
nancial management as practiced by a purely domestic firm?
c. Consider the following illustrative exchange rates.

U.S. Dol lars Required to Buy
1 Uni t of Foreign Currency

Euro 1.2500
Swedish krona 0.1481

(1) Are these currency prices direct quotations or indirect quotations?
(2) Calculate the indirect quotations for euros and kronor (the plural of krona is

kronor).
(3) What is a cross rate? Calculate the two cross rates between euros and kronor.
(4) Assume Citrus Products can produce a liter of orange juice and ship it to

Spain for $1.75. If the firm wants a 50% markup on the product, what should
the orange juice sell for in Spain?

resource
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(5) Now assume that Citrus Products begins producing the same liter of orange
juice in Spain. The product costs 2 euros to produce and ship to Sweden,
where it can be sold for 20 kronor. What is the dollar profit on the sale?

(6) What is exchange rate risk?
d. Briefly describe the current international monetary system. How does the current

system differ from the system that was in place prior to August 1971?
e. What is a convertible currency? What problems arise when a multinational com-

pany operates in a country whose currency is not convertible?
f. What is the difference between spot rates and forward rates? When is the for-

ward rate at a premium to the spot rate? At a discount?
g. What is interest rate parity? Currently, you can exchange 1 euro for 1.27 dollars

in the 180-day forward market, and the risk-free rate on 180-day securities is 6%
in the United States and 4% in Spain. Does interest rate parity hold? If not,
which securities offer the highest expected return?

h. What is purchasing power parity? If grapefruit juice costs $2 a liter in the United
States and purchasing power parity holds, what should be the price of grapefruit
juice in Spain?

i. What effect does relative inflation have on interest rates and exchange rates?
j. Briefly discuss the international capital markets.
k. To what extent do average capital structures vary across different countries?
l. Briefly describe special problems that occur in multinational capital budgeting,

and describe the process for evaluating a foreign project. Now consider the fol-
lowing project: A U.S. company has the opportunity to lease a manufacturing fa-
cility in Japan for 2 years. The company must spend ¥1 billion initially to
refurbish the plant. The expected net cash flows from the plant for the next 2
years, in millions, are CF1 = ¥500 and CF2 = ¥800. A similar project in the
United States would have a risk-adjusted cost of capital of 10%. In the United
States, a 1-year government bond pays 2% interest and a 2-year bond pays
2.8%. In Japan, a 1-year bond pays 0.05% and a 2-year bond pays 0.26%. What
is the project’s NPV?

m. Briefly discuss special factors associated with the following areas of multinational
working capital management:
(1) Cash management
(2) Credit management
(3) Inventory management

SELECTED ADDITIONAL CASE

The following case from Textchoice, Cengage Learning’s online library, covers many of the
concepts discussed in this chapter and is available at http://www.textchoice2.com.

Klein-Brigham Series:
Case 18, “Alaska Oil Corporation.”
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