BUS 418 


Formula sheet is allowed: Double sided (half page) 
Chapter 1

The International Financial management distinguishes from the domestic financial management due to the following 3 dimensions: 

1) Foreign Exchange Risk: this is the risk that the foreign currency profits may evaporate in dollar (domestic) terms due unanticipated unfavorable exchange rate movements. 

Political risk: Political risk exists in international trade as the sovereign government has the right to movement of goods, capital and people across the border. The change in such laws is sometimes unexpected and unfavorable to many businesses. Taxes, tarrifs, restrictions etc Enron case in 1995 (300 million of dollars spent) 

2) Market Imperfections: one should be aware of the legal restrictions in the movement of goods, people and capital. Furthermore, one should have the know how about the shipping costs, transaction costs, information asymmetry. Tax arbitrage also exists. Excessive transaction and transportation costs. 
 
3) Expanded opportunity sets: optimize where to locate production and raise funds. 
As an international investor, one should have a diverse portfolio and invest in different opportunity sets. 

Goals of the management: mainly to maximize shareholder’s wealth. Owners of the stock represent broad society now. 

Japan, German and France want to maximize stakeholder’s wealth than shareholder’s wealth. This opposite in case of UK and USA. 

Bearer shares are a type of freely transferable securities, which only by ownership demonstrate participation in a company. In registered or conventional shares, the name of the owner is included and will also be entered in the shareholder’s register of the company. If a change in ownership is to be made, the share endorsement and change in the registry will be required. Sometimes, a legal proceeding to validate the transaction may be necessary.
By contrast, as no name is included in the bearer shares, any person who has them in their possession is recognized as the owner. If you wish to transfer these shares to a third party, it will suffice to just hand over the certificates. There will be no need for any paperwork or changes to the registry of the company (except for anti money laundering control in certain jurisdictions) because only the amount of bearer shares that were issued to create the company and their numeration are shown, without making any reference to their owners. It is similar to the operation of a cashier’s check, whereby any person presenting it can collect the amount contained therein.


Trade liberalization allows the countries to specialize in the production of goods and services for which they have comparative advantage. 

GATT: The general agreement on Tariffs and trades in 1947 is a multilateral trade agreement that has reduced many barriers to international trade

ASEAN (Association of the Southeast Asian Countries): 1967
1) Philippines 
2) Thailand 
3) Cambodia
4) Laos
5) Myanmar 
6) Vietnam
7) Singapore 
8) Malaysia 
9) Brunei 
10) Indonesia 

NAFTA (North American Free Trade Agreement): USA, Canada and Mexico (1994) 

EURO (1999)

· 		The challenge is that fiscal indiscipline of one euro-zone country can escalate to a Europe-wide crisis. 
The GREEK drama


A MNC is a firm that has been incorporated in one country and has production and sales in other countries. 

How they enter foreign markets
· Exporting/Importing 
· Licensing – gives local firms right to manufacture their products in exchange for royalties 
· Franchising – the foreign firm provides sales or service strategies in exchange for fees 
· Joint venture – two or more firms form a new legal entity, jointly owned by all of the firms 
· Starting a company from scratch 
· Mergers and Acquisitions 

· 	Domestic recessions or currency devaluations can be buffered by MNCs’ borrowing and trading abroad 

Fairness problems. The U.S. subsidizes its agriculture, even though developing countries have a comparative advantage. (J. Stiglitz)
 The global crisis leading to protectionism - increasing tariffs and trade litigation/technical barriers.
 Costs of openness
– Sometimes capital is not used wisely
– Foreign capital can leave quickly causing financial volatility; greater exposure to economic shocks
– Difficulty in taxing profits – MNCs shift to avoid
• Starbucks has reported taxable profit only once in 15 years in the UK, paid just £8.6m.


There are anti-globalization movements as well as the globalized companies are perceived to be villain in nature

The government should do Job retraining. 


Appendix

The theory of Comparative advantage 

Absolute Advantage: An absolute advantage exists when one person/country can produce a good more efficiently than another. 

Comparative Advantage: It exists when one party can produce a good at a lower opportunity cost than another party. 

The opportunity cost of producing one additional unit of good and/or service is the value of some other good that you have to give up in order to produce this additional unit. 

e.g. 
A: good in both cooking and investing
B: he is good in cooking but terrible in investing

Who should cook and who should invest? 
A: he has absolute advantage in both. But A will lose investment profits if he cooks. 
B: he has a comparative advantage in cooking because he will loose relatively less in investing because he is not so good at it. 

Therefore, A should invest and B should cook. 

Another example

Country A: 1 worker makes 2 casks of wine or 4 bundles of clothes 
Country B: 1 worker makes 4 casks of wine or 2 bundles of clothes 
 
      Both are efficient but Country A has a comparative advantage in making clothes as it will lose less wine. Opportunity cost for making clothes is 2/4 = ½ wine 

But for B; opportunity cost for making clothes= 4/2= 2 Wine 
Therefore, Country A should produce clothes and country B should produce wine. 

Now, lets make Country A completely inefficient
Country A: 1 worker makes 2 casks of wine or 4 bundles of clothes 
Country B: 1 worker makes 4 casks of wine or 6 bundles of clothes 
 
Country B has an absolute advantage in both 
What should they do? 

Opportunity cost for making clothes for A: 2/4= ½ wine or 0.5 wine 
Opportunity cost for making clothes for B: 4/6= 0.667 wine 

Its costly for country B to make clothes than for country A. Therefore, country B should indulge in the production of wine. Country A should manufacture clothes. 

Lets add more details 
Say, Country A has 100 workers and Country B has 60 

Country A: if all in clothes then clothes: 4x100= 400 and 200 less of wine units 
Country B: If all in clothes then clothes: 6x60= 360 and 6x4= 240 less of wine units

Therefore, the opportunity cost of making clothes is more for country B. Therefore, country A has a comparative advantage in making clothes. 
They should trade! 

Before trade: 
	Country 
	Clothes 
	Wine

	A
	400
	-200 

	B
	-360
	240



After Trade: 
	Country 
	Clothes 
	Wine

	A
	+20
	+20

	B
	+20
	+20




Chapter 4

Corporations:  they are jointly owned by multitude of investors and protected by limited liability. Apple, bmw etc 

Ownership vs control of the corporations
Agency problem: it is also known as the principal agent problem. It happens when the managers start to act in their own interest rather than that of the shareholders. 

Corporate Governance: it is the legal, financial structure controlling the relationship between the managers and the owners. The system of rules, practices and processes by which a company is directed and controlled. Corporate governance essentially involves balancing the interests of the many stakeholders in a company - these include its shareholders, management, customers, suppliers, financiers, government and the community. Since corporate governance also provides the framework for attaining a company's objectives, it encompasses practically every sphere of management, from action plans and internal controls to performance measurement and corporate disclosure.
Book: it is defined as the economic, legal and institutional framework in which corporate control and cash flow rights are distributed amongst shareholders, managers and other stakeholders of the company. 

Germany: Stakeholder perspective 
England: Code of best practice. At least three outside directors. Board chairman and the CEO should be different 
Japan: Inside dominated 

Following are the methods of overcoming the Agency Problem 
	Sr. no. 
	Method
	Pros
	Cons

	1
	Independent BOD
	Increased risk sharing, protection of minority shareholder’s interests
	Often not sufficiently independent of the management and thus ineffective

	2
	Partial concentration of ownership and control in the hands of large shareholders
	A large shareholder has the self interest to monitor the management’s activities to prevent abuses
	There is a possibility of collusion between management and large shareholder against smaller shareholders. Reduced liquidity in the stock 


	3
	Executive compensation with options of bonuses related to performance
	It provides a direct incentive to maximize the stock price 
	It is subject to manipulation of the stock prices. Also, rewards management for good luck. 

	4
	Clearly defined fiduciary duties for CEOs with class action lawsuit. 
	Provides a complimentary disciplining device
	Increases legal costs and enriches lawyers at the expense of stockholders 


	5
	Hostile Takeovers and proxy contests
	Directly disciplines bad management 
	Provides an incentive for raiders to expropriate wealth from creditors and employees


	6
	Incentive contracts
	Provides stock and stock options as an incentive to reduce the agency problem (which is mainly financial) 
	Greed is very subjective and the incentive might to be enough for everyone. 

	7
	Accounting Transparency 
	Reduce the inflation of the sales that affects the stock price. 
	Extra costs  

	8
	Debt
	
	

	9
	Listing of stock on an overseas exchange
	
	



Raider: An individual or organization that tries to take over a company by initiating a hostile takeover bid.

Law and the Corporate Governance 

Italy:  French civil law with weak shareholder protection. (top 3 shareholders own 59% on average) 
England: English common law with strong investor protection (top 3 shareholders own 19% on average) 
Threat of a hostile takeover (raider activity) keeps the management in line. As if the management is out of control the share prices will decline

The Sarbanes Oxley Act of 2001
Its mandatory act if the firm wants to be listed on the US stock exchange. Many companies find it burdensome costing millions of dollars. Therefore, they decide to list their stock on LSE. 

The act includes: 

· Accounting Regulation
· Audit committee
· Internal control assessment 
· Executive responsibility including criminal


The Cadbury Code of best practice: 90% of the firms listed on LSE comply with the norm 
However, the government asks to either comply or give a reason why the firm cannot. 
It is an ethical standard without the force of law

It requires the BOD to: 
1) meet regularly 
2) retain full and effective control over the company 
3) monitor executive management 




For the countries that do not have strong shareholder protection rights should: 
1) Have shares with superior voting rights 
2) Pyramidal ownership structure
3) Inter-firm cross holdings 
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