INTRODUCTION
Q: What are the current trends in the international economic and financial environment?

A:


Liberalization


Expansion of Technology and Transportation


Increasing Global Competition


Development of Banking, Legal, and Accounting systems


Integration of Financial Markets


Euro – unification of currencies

Q: What are the implications of these trends for businesses? 

A:


Expanded sales


Diversity of sources 


Acquire resources – financial, technological, and labor


Minimize competitive risk

Q: Why is International Finance a separate course?

A:


Because of additional opportunities and risks



Regulatory: labor, capital, local content, and 

Capital Flows: rules and regulations, political risks (i.e. civil unrest, nationalization, and taxes. In addition, there are opportunities for transfer pricing and re-sourcing of materials



Exchange Rates: Fixed versus floating

Financial Goals and Corporate Governance
Multinational Enterprise (MNE) – a firm that has operating subsidiaries, branches, or affiliates located outside of its home market. 

Q: How are purely domestic firms affected by international finance?

A: 
Import/Export components


Exposure to foreign competition


Relationships with customers and suppliers
The Globalization Process

Phase I – Domestic Operations 

Goal: Develop a sustainable competitive advantage - reduce the costs of value creation and/or add value by improving customer service.
Constraints: size, international competitors, international sources of capital
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	Key drivers to transition:

· International competitors, buyers, and suppliers

Issues:

· Foreign exchange risks (price quotes, payments & receipts)

· Credit risk management (credit quality of buyers and sellers)


Phase II – International Trade

Establish foreign sales and service affiliates
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	Key drivers to transition:

· Strategic & cost advantages (establish manufacturing activities abroad or license foreign firms to produce and service products)

Issues:

· Identify sources of competitive advantage


Phase III – Multinational 

Q: What are the main advantages of entering foreign markets?

A: 
Global market


Economies of scale & scope


Diversification

Q: What are the challenges?

A: 
Uncertainty



Foreign exchange risks



Government intervention (blocked funds, taxes)



Credit risk



Changes in public opinion (nationalism)


Differences



Laws, tax regimes, employee expectations, customer preferences


Transaction costs


Financial Structure
Management Objectives:  What is the Goal of Management?
Shareholder Wealth Maximization vs. Corporate Wealth Maximization

	Shareholder Wealth Maximization

(U.S., U.K., Canada, Australia, and New Zealand)

· Shareholder wealth is the value of the shareholder’s investment in the company

· Profit oriented – maximize return for a given level of risk

Risk is defined as the added risk that a firm’s shares bring to a diversified portfolio. (unsystematic risk)

Systematic risk – the risk of the overall market. This risk is “undiversifiable.”
· One-share-one-vote
	Corporate Wealth Maximization

(Continental European and Japan)

· Corporate wealth includes: technical, marketing, and human resources

· Stakeholder oriented (stakeholders include: management, labor, the local community, suppliers, creditors, and the government)

Total risk – operating and financial risk is important.

· Dual classes of voting shares and other anti-takeover provisions


Primary stakeholders – individuals or entities that directly influence the development and implementation of the corporate strategy.

Shareholder wealth maximization is becoming increasingly more popular:

1. International capital favors this model

2. MNEs increasingly dominate their industry segments.

Q: What do shareholders want?

A:  Shareholders want: transparency, honesty, clearly defined objectives, and measurable results.

Q: What drives value? (Global Perspective 1.2)

A: Innovation, quality, customer care, management skill, alliances, R&D, technology, brand recognition, satisfied employees, and environmental awareness.

Q: What destroys value?

A: 


Strategic: Customer demand shortfalls, competitive pressure, M&A integration problems, misaligned products, customer pricing pressure, loss of a key customer, regulatory problems, R&D delays, supplier problems  

Hazards: Lawsuits and natural disasters

Operational: cost overruns, accounting irregularities, management ineffectiveness, supply chain issues

Financial: Foreign macroeconomic issues, high input commodity prices, interest rate fluctuations
	Top 5 Companies in Europe

1. BP

2. Royal Dutch/Shell Group

3. DaimlerChrysler

4. Total

5. Allianz
	Top 5 Companies in Asia

1. Toyota Motor

2. Nippon Telegraph & Telephone

3. Hitachi

4. Honda Motor

5. Sony


Q:  What are the major sources of foreign exchange exposure? 

A:

Transaction exposure - The extent to which income from individual transactions is affected by fluctuations in foreign exchange values. 

Translation exposure (accounting exposure) - The extent to which the reported consolidated results and balance sheets of a corporation are affected by fluctuations in foreign exchange values. 

Operating exposure (economic exposure) - The extent to which a firm’s international earning power is affected by changes in interest rates.
The International Monetary System

Exchange rate – the price of one country’s currency in units of another currency.

Direct Quotation – is the home currency price of a unit of foreign currency.  For example, $0.50/ Bds$ is a direct quote for the U.S. dollar (as the home currency) and the Barbados dollar (as the foreign currency).  This is also known as “American terms.”  The Wall Street Journal uses this format for listing quotes under the heading “U.S.$ equivalent.”

Indirect Quotation – the foreign currency price of a unit of home currency. For example, 1.99Bd$/$ is an indirect quote for the Barbados dollar (as the foreign currency) and the U.S. dollar (as the home currency).  This is also known as “European terms.” The Wall Street Journal uses this format for listing quotes under the heading “Currency per U.S.$.”

Spot exchange rate – the quoted price for foreign exchange to be delivered immediately.

Forward rate – the quoted price for foreign exchange to be delivered at a future date.

Forward premium (or discount) – the percentage difference between the spot and forward exchange rates.

Example:

Suppose the current spot rate for Japanese yen is ¥114/$ and the current forward rate for the Japanese yen is ¥112/$. 


[image: image3.wmf]360¥114/$-¥112/$360

1001007.14%

¥112/$90

SF

xxxx

Fn

-

==


Then the Japanese yen is trading at a forward premium of 7.14% (i.e. in 90 days the yen is expected to appreciate – it will take less yen to buy $1.00)

Note: a “strong” currency is one that is expected to appreciate relative to a major trading currency. 

Eurocurrencies – domestic currencies of one country on deposit in a bank in a second country (i.e. eurodollar, euroyen, and euroeuro)

History of Foreign Exchange Rates
The Gold Standard (1876 – 1913)

· Gold has been a medium of exchange since 3000 B.C.  The “rules of the game” were simple; each country set the rate at which its currency unit could be converted to gold.  So the currency exchange rates were in effect “fixed.”  But, expansionary monetary policy was limited to the government’s supply of gold.

· The Gold Standard was in effect until the outbreak of WWI.
The Inter-War Years and WW II (1914 – 1944)

· During this period, currencies were allowed to fluctuate.  Increasing fluctuations in currency values became realized as speculators sold short weak currencies.  In 1934 the US adopted a modified gold standard.

· During WWII and its chaotic aftermath, the US dollar was the only major trading currency that continued to be convertible to gold

Bretton Woods and the International Monetary Fund (1944)

· At the end of WWII, the Allied Powers met at Bretton Woods, New Hampshire to create a post-war international monetary system.

· The International Monetary Fund was created to:

· Help countries defend their currencies against cyclical, seasonal, or random disruptions. 

· Assist countries having structural trade problems if they promise to take adequate steps to correct these problems.
· The International Bank for Reconstruction and Development (World Bank) was created to help fund post-war reconstruction and has since then supported general economic development.

· The Bretton Woods Agreement established a US dollar-based international monetary system and created two new institutions - the International Monetary Fund (IMF) and the World Bank.
Fixed Exchange Rates (1945 – 1973)

· The currency arrangement negotiated at Bretton Woods and monitored by the IMF worked fairly well during the post-WWII era of reconstruction and growth in world trade.  However, widely diverging monetary and fiscal policies, differential rates of inflation, and various currency shocks resulted in the system’s demise.  

· The US dollar became the main reserve currency held by central banks resulting in a consistent and growing balance of payments deficit which required a heavy capital outflow of dollars to finance these deficits and meet the growing demand for dollars from investors and businesses.

· Eventually, the heavy overhang of dollars held by foreigners resulted in a lack of confidence in the ability of the US to meet its commitment to convert dollars to gold.  The lack of confidence forced President Richard Nixon to suspend official purchases or sales of gold by the US Treasury on August 15, 1971.

· This resulted in subsequent devaluations of the dollar.

· Most currencies were allowed to float to levels determined by market forces as of March, 1973.
Fixed versus Flexible Exchange Rates

Exchange Rate Regime Classifications

1. Exchange arrangements with no separate legal tender
2. Currency board arrangements

3. Other conventional fixed peg arrangements

4. Pegged exchange rates with horizontal bands

5. Crawling pegs

6. Exchange rates within crawling bands
7. Managed floating with no pre-announced path for the exchange rate

8. Independent floating
Robert Mundell’s “Impossible Trinity” or “Open-economy Trilemma”
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According to this theory a “perfect” currency would have the following characteristics:

1. Exchange rate stability

2. Full financial integration

3. Monetary independence

But this is impossible.

If a government chooses fixed exchange rates (Exchange Rate Stability) and capital mobility, it has to give up monetary autonomy. 

Examples: Ecuador, Panama

If it chooses monetary autonomy and capital mobility, it has to go with floating exchange rates. Examples: Brazil, United States

Finally, if it wishes to combine fixed exchange rates with monetary independence, it has to limit capital mobility. 

Example: Malaysia (from 1998-2002)
Q: What are the benefits of a fixed exchange rate system?

A: 
 Stability in international prices


 It is inherently anti-inflationary

Q: What are the challenges of a fixed exchange rate system?

A:
Central banks must maintain large quantities of hard currencies and gold to defend the fixed rate


Fixed rates can be inconsistent with economic fundamentals

BAFFLING PIGS (12 original members of the euro)

Belgium, Austria, Finland, France, Luxembourg, Ireland, Netherlands, Germany, Portugal, Italy, Greece, and Spain.

DUKS (non-members)

Denmark, United Kingdom, and Sweden

Q: What are the three ways the euro affects markets?
A:


1) Countries within the euro zone enjoy cheaper transaction costs


2) Uncertainty is reduced


3) Prices become more transparent

Final Project

The World Factbook: http://www.cia.gov/cia/publications/factbook/index.html
Potential value drivers (destroyers) Chapter 1

Resources for Finance Courses

www.investopedia.com

Resources for your Career

LIFA Exam: www.the-ira.org

CFA Exam: www.cfainstitute.org
Practice Homework Problems
Chapter 1 – Questions 1 & 2
Chapter 2 – Problems 1 & 8

Participation Opportunity

Bring 1 example of a career in international finance

(+0.5 point for any example)

(+1 point for a unique example)

Participation Points

To receive 100% in participation you must earn 30 participation points during the semester:

(+2 points for coming to class on time)

(+1 point for coming to class)

(+1 point for bringing homework before we discuss it)

(+0.5 point for bring homework after we discuss it)

(-1 point for missing class)

(+2 points for an optional presentation)
(+0.5 for bringing relevant material (i.e. articles) to class for discussion)
(+1 point for a participating in a "pop quiz")
Case write-ups

There are three case write-ups.  Each write-up should not exceed three pages (single-spaced).  
· Introduction (no more than 1 paragraph)


10 points – Summarize the case

· Outside Information about Country, Industry & Company (no more than 1-2 paragraphs)


10 points (cite sources!! -5 points for no reference to the source)

· Links to material we have covered


10 points (please cite) – This includes chapters we have covered, class notes, suggested websites/resources.

· Answer the case questions (60 points)

· Professionalism (10 points) – No typos, on time, references, overall appearance, and page length (max 3 pages).
Case write-ups are due in class at 4:30 (late papers will be accepted up to 1 week late but will automatically loose 20 points).  Note: the first case is due next week!
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