INTERNATIONAL FINANCE
WEEK 11-FINANCIAL MANAGEMENT IN MULTINATIONNAL FIRMS
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1.O INTRODUCTION
International businesses should necessarily have determined, flexible, approachable, and innovative employees who have a clear understanding of when to capture expansion opportunities. That's how effective Multinational Financial Management can be done within huge enterprises. 
Moreover, they should understand international economics to expect the impact on their bottom line and global markets for effective communication of their organization’s culture to various audiences. 
However, if you do not understand international markets properly, it could be risky as the products of various international companies are not always customized for the markets. Multinational Corporate Finance is big and the international markets possibly have various cultural understandings and preferences about the product. 
Companies operating internationally conduct business across national borders, by selling goods, products, or services to customers in foreign countries, establishing branches or joint ventures in foreign markets, or using material or labor from overseas producers. 
These are some examples of companies operating internationally:
Coca-Cola: One of the largest beverage companies operating in over 200 countries and territories across the world.
Toyota: This Japanese automaker owns production facilities and sales networks in various countries such as the U.S, China, and Europe.
Nestle: This Swiss food and beverage giant operates in over 190 countries having more than 2000 brands.
Samsung: This South Korean technology company has made a global presence, with manufacturing facilities, Research and Development centers, and sales offices in various countries.
HSBC: It is one of the world’s largest banks, operating in more than 60 countries, and has made a remarkable presence in Asia, Europe, and North America.

2.0 OBJECTIVES
At the end of this lesson, you should be able to-
· Understand the factors responsible for emergence of globalized financial markets.
· Understand meaning, nature, and scope of international financial management.
· Describe goals for international financial management.
· Discuss multinational capital budgeting.
· Explain the factors affecting cash flows in multinational investment decisions.
· Discuss the various risk adjustment methods in capital budgeting.



3.0	MULTINATIONAL FINANCIAL MANAGEMENT
3.1 Definition
What Is Multinational Financial Management?
Many companies operate internationally in some fashion. They may engage in commerce or transactions with customers, suppliers, and other businesses located in other countries. They may own or oversee operations, facilities, or offices in other countries to facilitate activity.
All businesses own financial resources to support their activities. Any business that operates internationally will own financial resources globally. Multinational financial management concerns the strategic oversight of these resources to help the business achieve its goals.
What is Multinational Financial Management? 
Multinational financial management involves making financial decisions, managing foreign exchange risk, and complying with local tax laws and regulations. This involves analyzing exchange rate movements, managing foreign exchange exposure, making capital budgeting decisions, and managing working capital effectively. The objective of MFM is to maximize shareholder value while minimizing financial risks associated with international operations.
Most companies operate internationally in their own style. They either prefer commerce or transactions with customers, producers, and various businesses from other countries. Some companies may own or manage operations, facilities, or offices in other countries to enhance business activities. 
Businesses own financial resources to support their activities. A business functioning internationally owns financial resources at a global level. 
Multinational financial management is related to the strategic failure of the resources to enable businesses in achieving their goals. 
Financial management refers to the process whereby businesses prospectively control, assess, and control the activities related to their financial resources to optimize the business objectives. 

In What Context Is Multinational Financial Management Used?
All businesses own financial resources. A financial resource is any asset owned by the business that has monetary value and is highly liquid, meaning it can be converted to cash relatively quickly. Of course, cash is a financial resource, but many other assets fall into this category, such as loans, stocks, bonds, certificates of deposit, bank accounts, and credit.
Businesses may own financial resources domestically, which is in their home country or the country in which they operate primarily. Businesses that operate internationally will own multinational financial resources, too. Financial resources are important to a business because they support and enhance operations and goals. In the same way that an individual or family owns financial resources, such as a savings account to pay for vacations and college tuition, businesses own financial resources, such as investments or loans, to generate capital for business growth.
Financial management generally is the process by which businesses strategically monitor, analyze, and direct activities concerning their financial resources to maximize their business objectives. Multinational financial management consists of the same activities concerning financial resources that are spread across international borders.
3.2	The need for multinational financial management
Why Do Businesses Need Multinational Financial Management?
Businesses operate internationally for a variety of reasons:
· Emerging markets in foreign countries provide some businesses an excellent opportunity for growth and expansion.
· Labor markets in other countries can sometimes offer businesses an opportunity to create their product at a lower cost.
· Some businesses need to expand into other countries for access to certain raw materials, products, or supplies that they cannot acquire domestically.
· Some nations offer unique specializations or highly skilled talent pools that businesses can tap into to help them produce a superior product.
· Many businesses find that their product or service is especially popular in other markets.
· Finally, regulations and tax laws in some countries may be friendlier to a particular business’s method of production or commerce.
3.3	Basic elements

What Are the Basic Elements of Multinational Financial Management?
Financial management generally involves several basic steps:
· A business must gather the important information related to its finances and decision-making.
· With that information at hand, the next step involves long-range planning and developing a strategy for how to manage financial resources.
· Specific tactics will provide direction to the business for implementing the strategy.
· A business must also monitor changing circumstances in the relevant environments and make appropriate adjustments.
· Lastly, businesses must implement their financial plans—involving decision-making, coordinating, and directing various actions within the business.
· In many respects these steps apply equally to domestic and international financial management. However, there are important distinctions. While international commerce offers many unique opportunities, it also presents uncertainties.
· In the process of implementing the basic steps of financial planning, businesses must also be mindful of several unique challenges when it comes to multinational financial management.
· The politics of foreign countries can present many challenges. At the most basic level, the unfamiliarity of another country’s political environment can throw a curveball at a business’s strategic plan. In the extreme, politics in some countries can be extremely volatile and possibly even dangerous for a foreign operation.
· Businesses that operate in other countries must also familiarize themselves with cultural and language differences. Attitudes about work, business, social interaction, and the product or service provided feed different and unfamiliar dynamics that can be positive or negative for a foreign owned business.
· Similarly, market differences in other countries can impact the activities of a business.
· All businesses need capital to function properly, and like cultural and market differences, the costs of capital can vary from one country to the next. These differences should be factored into the business’s financial planning.
· Related to capital costs are the relevant currency exchange rates. Nations have their own currency, and in the case of Europe, several nations share one currency, the Euro. The value of each currency relative to another is different and changes daily. For example, one Mexican Peso may be worth less than one U.S. Dollar. A U.S. Dollar may be worth less than one Euro.
· These exchange rates change daily. A business that operates in one or more of these countries will have to take separate steps to account for these vagaries as it concerns the revenue it receives, how and where this money is invested, and when and if it is converted to the business’s home currency.
· Lastly, in each country the role of government in business is different, and the laws concerning taxes, the environment, consumers, and workers will vary. All these differences can significantly affect a business and its finances.

3.4 Nature and scope of international financial management 
Like any finance function, international finance, the finance function of a multinational firm has two functions namely, treasury and control. The treasurer is responsible for financial planning analysis, fund acquisition, investment financing, cash management, investment decision and risk management. On the other hand, controller deals with the functions related to external reporting, tax planning and management, management information system, financial and management accounting, budget planning and control, and accounts receivables etc. For maximizing the returns from investment and to minimize the cost of finance, the firms have to take portfolio decision based on analytical skills required for this purpose. Since the firm has to raise funds from different financial markets of the world, which needs to actively exploit market imperfections and the firm’s superior forecasting ability to generate purely financial gains. The complex nature of managing international finance is due to the fact that a wide variety of financial instruments, products, funding options and investment vehicles are available for both reactive and proactive management of corporate finance. Multinational finance is multidisciplinary in nature, while an understanding of economic theories and principles is necessary to estimate and model financial decisions, financial accounting and management accounting help in decision making in financial management at multinational level.  Because of changing nature of environment at international level, the knowledge of latest changes in forex rates, volatility in capital market, interest rate fluctuations, macro level charges, micro level economic indicators, savings, consumption pattern, interest preference, investment behavior of investors, export and import trends, competition, banking sector performance, inflationary trends, demand and supply conditions etc. is required by the practitioners of international financial management.
.
3.6 Goals for international financial management
 The foregoing discussion implies that understanding and managing foreign exchange and political risks and coping with market imperfections have become important parts of the financial manager’s job. International Financial Management is designed to provide today’s financial managers with an understanding of the fundamental concepts and the tools necessary to be effective global managers. Throughout, the text emphasizes how to deal with exchange risk and market imperfections, using the various instruments and tools that are available, while at the same time maximizing the benefits from an expanded global opportunity set. Effective financial management, however, is more than the application of the newest business techniques or operating more efficiently. There must be an underlying goal. International Financial Management is written from the perspective that the fundamental goal of sound financial management is shareholder wealth maximization. Shareholder wealth  maximization means that the firm makes all business decisions and investments with an eye toward making the owners of the firm– the shareholders– better off financially, or wealthier, than they were before. Shareholders are the owners of the business; it is their capital that is at risk. It is only equitable that they receive a fair return on their investment. Private capital may not have been forthcoming for the business firm if it had intended to accomplish any other objective.
International financial management is related to managing finance of MNCs. There are five methods by which firms conduct international business activities– 
licensing, franchising, joint ventures, management contracts and establishing new foreign subsidiaries. • Licensing: A firm in one country licenses the use of some or all of its intellectual property (patents, trademarks, copyrights, brand names) to a firm in some other country in exchange for fees or some royalty payment. Licensing enables a firm to use its technology in foreign markets without a substantial investment in foreign countries.
 • Franchising: A firm in one country authorizing a firm in another country to utilize its brand names, logos etc. in return for royalty payment. 
• Joint ventures: A corporate entity or partnership that is jointly owned and operated by two or more firms is known as a joint venture. Joint ventures allow two firms to apply their respective comparative advantage in a given project. 
• Establishing new foreign subsidiaries: A firm can also penetrate foreign markets by establishing new operations in foreign countries to produce and sell their products. The advantage here is that the working and operation of the firm can be tailored exactly to the firm’s needs. However, a large amount of investment is required in this method. 
 • Management contracts: A firms in one country agrees to operate facilities or provide other management services to a firm in another country for an agreed upon fee.

4.0 MULTINATIONAL CAPITAL BUDGETING
4.1 Factors to Consider in Multinational Capital Budgeting
Factors that influence capital budgeting analysis include;
1. Exchange rate fluctuations, this will have a direct impact on the amount of cash inflows realized by the parent company. Though a company could hedge against these fluctuations the expected may include or exclude in the calculations.
2. Inflation Capital budgeting may include or exclude inflation in the calculations, when inflation is significantly high the calculations can appear confusing as the numbers are unrecognizably high. So it is helpful to work with inflation adjusted estimated.
3. Financing arrangement, many foreign projects are partially finance by finance subsidiaries. Foreign subsidiaries may borrow locally or lease out equipment to finance the investment, this will affect estimated cash flows of the project.
4. Blocked funds, in some cases the host country may block transfer of earnings to the parent MNC. Some governments require that earning be reinvested in the country for a period of time before being repatriated. Such restrictions will affect the accept/reject decision of the project.
5. Uncertain salvage value, the salvage value of a project has significant impact on the NPV of the project. If the MNC is unable to forecast the salvage value of project it may incorporate various possible outcomes of the salvage value with different effects on the project’s NPV.
6. Impact of project on prevailing cash flows, if a project’s implementation has an impact on the parent company’s cash flows this will have to be put in to consideration as foregone cash flows.
7. Host government incentives, foreign projects proposed by MNC’s may have favorable impact on economic conditions in the host country and are therefore encouraged by the host government. Any incentives offered by the government in the hosting country must be incorporated in the capital budget analysis.
8. Real options, some projects contain real options which may allow for additional business opportunities. Since the opportunities can generate cash flows they can enhance the value of the project.


4.1.1 Evaluating International Investment
The basic principles applicable to an international investment decision are similar to a domestic investment decision. The incremental cash flows of the investment should be discounted at an appropriate cost of capital to the risk of the investment. If the investment has a positive net present value it should be accepted. One factor that differentiates the international investment decision from the domestic investment decisions is the fact that to discount the cash flows in foreign currency.
There are basically two alternative ways to state the cash flows and the discount them. One can use the parent company’s local currency cost of capital to discount the cash flows in their local currency or the foreign subsidiary’s foreign currency cost of capital to discount the cash flows in foreign currency.
4.1.1.1 Cash Flows in Parent Company’s Currency
Estimates of the cash flow will be made in the foreign currency, these should then be converted to the parent’s own local currency at the expected future or forward exchange rates. The firm can forecast the exchange rates based on the inflation or interest assuming that international parity conditions will hold. These cash flows will then be discounted at the parent company’s cost of capital.
A firm making an investment in a foreign country should  separate its investment decision from its feelings about the future exchange rates. The firm should accept profitable estimated in the parent company risk. Since the investments cash flow have been estimated in the parent company’s currency the parent company’s weighted average cost of capital should be used. The after tax cost of debt can be calculated using the parent companies cost of borrowing and the tax rate that applies to the parents company’s home country. as for the cost of equity, the capital asset pricing model can be used (CAPM). The main issue that arises when selecting an appropriate cost of equity is the relevant market portfolio to be used when estimating. Beta coefficient “What is the appropriate benchmark marked index?” the answer to this question will depend on whether the international financial markets are integrated or segmented.
In fully integrated financial markets both firms and individual investors are free to invest anywhere in the world. In this case the firms cost of capital does not depend on nay country. investors could diversify internationally and obtain from the global diversification benefits themselves. In this case Beta is calculated relative to the world market index. International markets may also be segmented, for a number of countries particularly emerging markets allow firms to invest internationally but not individual investors or the only diversify domestically. In this case, the market portfolio in the CAPM formula would represent the domestic market portfolio. The relevant risk measure in pricing assets will be beta measured against the domestic market portfolio. The cash flows are then discounted at the appropriate cost of capital and if the NPV of the project is positive then the project should be accepted and if negative the project should be rejected.
4.1.1.2 Cash Flows in Subsidiary Currency
The second approach is to discount the cash flows in the foreign subsidiary’s cost of capital and estimate the NPV in terms of the foreign currency. The NPV in the foreign currency will then be converted to the parents company’s local currency using the spot exchange rate. The decision rule is the same, if the project has a positive NPV accept if it has a negative NPV reject the project.
4.1.2 Subsidiary versus parent perspective
Should the capital budgeting for a multinational be considered from the view point of the subsidiary that will administer the project or the parent that will most likely finance much of the project? Since the parent is financing the project then it should be evaluating the results from its own perspective. Feasibility, of the capital budgeting analysis can vary with the perspective because the net after – tax cash inflows to the subsidiary can vary significantly form those to the parent. Differences could arise due to some of the following factors.
1. Tax differentials: The parent MNC needs to consider how earnings remitted form the subsidiary will be taxed in the home country. If the home country levies high taxes the project may seem viable from the subsidiary’s point of view but not the parent MNC point of view.
2. Restricted remittances: Consider a subsidiary operating in a country when the government restrictions require that a percentage of the earnings remain in the country, since the parent company may never have access to those funds the project will not seem attractive to the parent company although it may be attractive to the subsidiary.
3. Excessive remittances: IF a parent charges its subsidiary high administrative charges because the management is centralized to the headquarters the fees represent an expense to the subsidiary. Project earnings may appear low from the subsidiary’s point view but high from the parent.
4. Exchange rate movement: When earnings are remitted form the subsidiary it is normally in the subsidiary’s currency and they have to be converted to the parent company’s currency/ the amount received by the parent is influenced by the existing exchange rate. If the project is assessed by the existing exchange rate. If the project is assessed from the subsidiary’s perspective, the cash flows forecasted for the subsidiary do not have to be converted to the parent’s currency.
4.2 Risk Adjustment in the Capital Budgeting Analysis
The NPV presented earlier is suitable for analyzing capital expenditure that is average risk in comparison to the firm. Some projects may be riskier than average. The risk adjusted discount method is an appropriate method to handle such a situation. This approach involves adjusting the discount rate upwards or downwards for increases or decreases in level of risk as appropriate. The discount rate needs to be adjusted when the project risk differs from that of the firm.
4.2.1 Certainty Equivalent Method
Another way to adjust for risk in the NPV framework is the certainty equivalent method. This approach extracts the risk premium form the expected cash flow to convert them into equivalent risk less cash flows which are then discounted at the risk-free rate of interest. This is achieved by multiplying the risky cash flows by a certainty equivalent factor that is one or less. Therefore, the riskier the investment the smaller the certainty – equivalent factor. In general cash flows tend to be more risky the further in to the future they are expected to be received.
4.2.2 Sensitivity Analysis
Each cash flow does have its own probability attached to it and hence the realized value that may result for a particular cash flow may be different from the expected. To examine these possibilities the financial manager typically performs a sensitivity analysis. In a sensitivity analysis different scenarios are examine by using different exchange rate estimates, inflation rate estimates and cost and pricing estimates in the calculation of NPV. In essence the sensitivity analysis allows the finance manager to analyze business risk, economic exposure, exchange rate uncertainty and political risk inherent in the investment. This will put the finance manager in a position to fully understand implications of planned capital expenditures.

4.2.3 Risk Adjusted Discount Rate
The risk adjusted discount rate is intended to reduce the worth of a project by a degree that reflects the risk the project exhibits. Often this will be a constant rate such as 10%, the compound process means that the risk discount from the future periods will increase significantly. For example in the case of a 10% discount the reduction in cash flows in year 3 will be some 35% calculated as (1-1.133). if the projected cash flows over periods have different degree of uncertainty that do not match the constant rate approach separate adjustments can be made. Despite its subjectivity the risk adjusted discount rate is a commonly used technique.
4.2.4 Simulation 
Simulation can be used for a variety of tasks including the generation of probability distribution for NPV based on a range of possible values for one or more input variables. This is usually performed with the aid of computer package.
5.0 POLITICAL RISK OF FOREIGN INVESTMENTS
Investment in a foreign country is not only exposed to the exchange rate, but also to the political risk. A firm’s exposure to political risk depends on the host country’s political system, its economic conditions and the government’s policies and actions towards foreign direct investment (FDI). Political risk will vary from one country to another. Total avoidance of political risk is not possible as all countries do have some degree of political risk. Firms should have a strategy of managing political risk, it can insure its foreign investments with international insurance companies but this is not a guarantee against the economic value but just the initial investment.
There are two ways in which a firm can handle political risk in capital budgeting, one is to increase the cost of capital used to discount future cash flows for the political risk. Another method is to adjust cash flows by making conservative forecasts of cash flows when political risks are high.
[bookmark: _Hlk135983341]6.0 MULTINATIONAL INVESTMENT DECISION
A decision to invest a broad may require an evaluation of the future project to determine whether the implementation of the projects is going to add value to the investing company. The technique of capital budgeting is almost similar for both the international and domestic companies. However, some additional complications occur in the case of international capital budgeting which influences the computation of the cash flows and the determination of the required rate of return – discount rate. The capital budgeting decision can be looked at either from the subsidiary’s perspective or the parent’s perspective. At the very beginning of multinational capital budgeting, a question arises as to whether the cash flows should be computed from the viewpoint of the subsidiary. This question arises because the cash flows flowing to the subsidiary may not be represented entirely by the cash flows accruing to the parent company. In some cases, the cash outflows accruing to the subsidiary are treated as cash inflows to the parent company. It may be possible that the cash flows accruing to the subsidiary may be large enough to justify the investment but the one accruing to the parent company may not justify the investment. It may therefore be difficult to make a decision regarding acceptance vs. rejection of a proposal mainly because of the disparities between the cash flows of the parent and its subsidiary.
The parent may not accept the investment proposal due to low cash inflows on account of exchange rate controls applied by the host government. Although the cash flows of the project in question is adequate for implementation, the parent company may charge an exorbitant price for the technology and management, then the cash flows flowing to the parent may be larger than the one flowing to the subsidiary justifying the investment from the parent company while the subsidiary may reject such investment.
Also changes in exchange rate may change the cash flows of the parent company. When the host currency appreciates, then the parent company will get a larger flow of cash in terms of its own currency. This may change the accept/reject decision.
Since the parent company is the investor, then its cash flows will be taken into account in the context of the international capital budgeting. In this case then, cash flows from the subsidiary to the parent will be considered as cash inflows while cash flowing from parent to subsidiary will be treated as cash outflow.
The parent company will agree to the investment only if the Net Present Value (NPV) is positive from its point of view and not from the viewpoint of the subsidiary.
[bookmark: _Toc183678332]6.1 Factors affecting cash flows 
[bookmark: _Hlk135983656]6.1.1  Initial investments (I)
If the entire project cost is met by the parent company, then the entire amount of initial investment is treated as cash outflow. In some cases however, the project may be partly financed by the subsidiary itself through local borrowing. Such local borrowing does not form part of initial outflows.
In other cases the subsidiary makes additional investments for expansion out of its retained earnings. This should be treated as an operating capital (O.C) since in the absence of investments, these funds could have been remitted to the parent company. Therefore, investments from retained earnings should be treated as initial cash outflow from the parent company’s perspective.
NB: however, there may be exchange controls whereby the host government does not allow the subsidiary to repatriate any cash flows to the parent company. Such funds are held in the host country and are known as blocked funds. For example, some countries may require the earnings generated by the subsidiary be reinvested locally for at least three years before they can be remitted.
Blocked funds penalize the company because the returns on such reinvestments may be less than the required rate of return by the company.
The use of blocked funds is not treated as a cash outflow from the parent’s perspective and so should not be treated as initial cost to the extent that the funds are blocked.
[bookmark: _Toc183678333]Example
Assume that a project cost $15 million to a subsidiary. The parent company makes an initial investment of $10 million and a sum of $2 million is reinvested from blocked funds while $1 million is made by the subsidiary’s local borrowing. At the same time, the host government provides some subsidies for the project which amount to $0.5 million.
Required:
Compute the initial investment from the parent’s perspective.
[bookmark: _Toc183678334]Solution
			M ($)
Project cost		15
Blocked funds		(2)
Borrowed funds 	(1)
Subsidies 		(0.5)
Net investment	11.5

[bookmark: _Toc183678335]Host Government Subsidies or Incentives
Some foreign projects proposed by MNC’s may have a favorable effect on the host country and therefore would be encouraged by the host government. The host government may offer incentives for such a project which MUST be considered within the capital budgeting analysis.
[bookmark: _Toc183678336]Example
The government may offer lower tax rate to the subsidiary which would enhance operating cash flows. If the government subsidizes initial investments, then the MNC’s initial investments would be reduced.
The exchange rate to be used should be the spot rate for the subsidiary’s retained earnings, for initial investment. However, when considering the operating cash flows, then the forecast exchange rates must be used.
6.1.2 Operating cash flows
As a normal practice, the revenue generated through the sale of a subsidiary’s products is shown as an operating cash inflow from the parent’s perspective. However, it should be subjected to downward adjustment by the lost income in exports, previously made to these markets. However, the investment in the subsidiary may lead to imports of components and raw materials from the parent company. Such imports should be considered as additional revenue.
[bookmark: _Toc183678337]Example
Assume that a subsidiary is earning $15 million p.a. through the sale of a product in the local market and a sum of $3 million through exports to a third country. But this Project replaces the parent company’s exports by $7 million. The subsidiary however imports components from the parent company worth $2 million p.a.
Required:
Compute the total operating cash inflow on account of sales from the parent’s perspective.
[bookmark: _Toc183678338]Solution
				$
Local sales			15m
Add: Export sales		3m
         Imports 			2m
Less O.C			(7)m
Net investment 		13m

Transfer price
One common approach to setting international transfer prices adapted by MNCs is to seek to minimize the group’s overall tax liability. The objective is to set transfer prices in order to report low profits in countries with high tax rates and high profits in countries with low tax rates. This objective is frustrated however by many governments that may require transfer prices to be set on an arms-length basis (using the current market prices).
However, the principle may be useful while transferring goods with no external market. If transfer prices are set in the basis of minimizing tax, then this will have consequences for the whole company. However, the principle behind a good transfer pricing system is that it should;
a) Maintain divisional autonomy
b) Assess divisional performance objectively
c) Ensure goal congruence
Autonomy will be compromised if the parent fixes transfer price throughout the group to minimize total tax. This can have adverse motivational consequences. However, objective of reducing the group’s total tax should be considered in line with the adverse consequences that it may have.
[bookmark: _Toc183678340]The use of tax havens
A tax haven is a country which imposes low tax rate. Usually a country may offer low tax rate in order to attract foreign investments to create jobs for its workforce. A tax haven will be most attractive with the following criteria;
a) Low corporation tax rate
b) Low withholding tax on dividend paid to overseas parent company.
c) Comprehensive tax treaties with other countries to avoid double taxation
d) Stable economy with low political risk
e) Lack of exchange controls
f) Good communication with the rest of the world
g) Developed legal framework so that the rights of the foreign investors can be safeguarded.
The tax effect should be considered as a cash inflow to the parent company.

iii) Local borrowing
When a subsidiary makes local borrowing to meet a part of initial investments and pays interest on such borrowings, then the amount of interest payment should be deducted from the operating cash inflows.
iv) Inflation rate
May influence both the costs and revenues streams of the project and therefore the inflation rate differential needs to be taken into account.
v) Exchange rate fluctuation influences the size of the cash flow. Changes in exchange rate may be reflected by changes in inflation rates but there could be other factors which may affect exchange rates. From the parent’s point of view, appreciation in the currency of the host country will be favorable and will increase the size of the cash in flows in terms of the home currency. This gain may be partially offset by high inflation rate but if the rate of inflation is expected to decrease, then the parent may delay receiving the funds until the strengthening of the currency.
Terminal cash flows (salvage value)
Some adjustments have to be made on the salvage value (terminal CF). There may be provisions that the project will revert to the host government after a certain period on payment of a specified amount. In this case, the specified amount is the terminal cash flow. If the project is disposed in the terminal year, then the scrap value is considered as the terminal cash inflow. If the salvage value is uncertain, then the parent makes various estimates of the salvage value and carries out a sensitivity analysis over the various possible salvage values.
Illustration:
ABC Ltd is a Kenyan MNC with a subsidiary in Tanzania. The Tanzanian subsidiary has an opportunity to invest in a project costing Tsh 500m with the parent company contributing Tsh 300m. The subsidiary will use Tsh 100m from its retained earnings and will borrow Tsh 100m at 10% locally. The subsidiary will have to import some inputs from the parents company resulting Tsh 50m p.a. to the parent company.
The project will resort in operating savings before depreciation and taxes Tsh 200m p.a. in real terms and will have a salvage value at the end of 5 years of Tsh 50 m. If the project is undertaken, the parent company would suffer from diseconomies of scale amounting to Tsh 10m p.a. 
The appropriate nominal discount rate in Tanzania is 30%. The company uses straight-line depreciation method and the following exchange rate is expected:
	Spot rate		Tsh 10/Ksh 1
	End of 1st year		Tsh 12/Ksh 1
	End of 2nd year 	Tsh 12.5/Ksh 1
	End of 3rd year 	Tsh 12.5/Ksh 1
	End of 4th year 	Tsh 13/Ksh 1
	End of 5th year 	Tsh 15/Ksh 1
The inflation rate in Tanzania is expected to be 6% during the project life.
Assume that the net operating cash flows from the project are paid as dividends to the parent company at the end of each year.
Required:
Advice the company on whether to undertake the investment (use the parent perspective)
Solution
							Tsh ‘m’
Direct investment					300
Subsidiary’s R/E					100
Initial cost 						400
Operating cash flows
							Tsh ‘m’
Savings before depreciation, interest and taxes	200
Imports of inputs					50
Diseconomies of scale					(10)
Interest on loans 10% (100m)				(10)
Before tax total savings				230
Less: Tax 30%						69
After tax savings					161
Add: depreciation tax shield [(500-50)/5]30%	27
Net operating cash flows				188
					Amounts in Tshs ‘m’
	Year
	0
	1
	2
	3
	4
	5

	Initial cost
	-400
	
	
	
	
	

	Operating Cash flows (Tsh)
	
	188
	199.28
	211.24
	223.9
	237.34

	Salvage value
	
	
	
	
	
	50

	Exchange rate
	10
	12
	12.5
	12.5
	13.5
	15

	Amounts in Ksh
	-40
	15.67
	15.94
	16.9
	16.59
	19.16

	PVIF15%
	1
	0.8696
	0.7561
	0.6575
	0.5718
	0.4972

	PVs
	-40
	13.65
	12.05
	11.11
	9.49
	9.526



NPV = Kshs 15.81
Decision; accept the project because the NPV is positive.

If operating cash flows are not remitted until the third year
					Amount in Tsh ‘m’
	Year
	0
	1
	2
	3
	4
	5

	Initial cost
	-400
	
	
	
	
	

	Operating Cash flows (Tsh)
	
	188
	199.28
	211.24
	223.9
	237.34

	Accumulated cash flows
	
	
	
	
	598.52
	

	Salvage value
	
	
	
	
	
	50

	Tax on dividends 20%
	
	
	
	
	 
	 

	Net cash flows
	
	
	
	
	
	

	Exchange rate
	
	
	
	
	13.5
	15

	Amounts in Ksh
	
	
	
	
	
	

	PVIF15%
	
	
	
	
	0.5718
	0.4972

	PVs
	
	
	
	
	
	


Reinvestments earn interests which add to the accumulated cash flows.			
7.0 CONCLUSION
The objective of an MNC is to maximize the value/wealth of the shareholders. Shareholders of an MNC are spread all over the globe. Financial executives in MNCs have to take decisions that conflict with the objective of maximizing shareholders wealth. It has been observed that as foreign operations of a firm expand and diversify, managers of these foreign operations become much concerned about their respective subsidiaries and are tempted to make decisions that maximize the value of their subsidiaries. These managers tend to operate independently of the MNC parent and view their subsidiary its single, separate units. Thus, when a conflict of goals occurs between the managers and the shareholders, then ‘agency problem’ starts. Further, the goal of wealth maximization looks simple but when it is to be achieved in different circumstances and environment then MNCs are various strategies to prevent this conflict. The simplest solution is to reward the financial managers according to their contribution to the MNCs on a regular basis. Another alternative may be to fire managers responsible for not considering the goal of the parent company or probably give them less compensation/reward. Here, a holistic view of wealth maximization should be followed rather than a narrow approach. Theoretically speaking, manager of an MNC should take decisions in accordance with the latest changes/challenges from/in the environment. There may be a multiplicity of currency and associated unique risks a manager of an MNC has to face. A well diversified MNC can actually reduce risks and fluctuations in earnings and cash flows by making the diversity in geography and currency work in its favor. 
Sometimes the goal of value maximization can not be attained just because of internal and external constraints. Internal constraints arise due to ‘agency problem’ while external constraints are caused by environmental laws which may tend to reduce the profit of the organization (subsidiary profits) like building codes, disposal of waste materials and pollution control etc. The regulatory constraints are caused by differing legislations affecting the business operations and profitability of subsidiary e.g. taxes, currency convertibility laws, remittance restrictions etc. On the other hand, there is no uniformity in code of conduct that is applicable to all countries. A business practice in one country may be ethical in that country but may be unethical in another. 
In view of globalization and its impact on the economy of the world, it is pertinent to note that financial management of multinational companies, has adapted to changes in the environment. The theory and practice of international financial management is in consonance with the tax environment, legal obligations, foreign exchange rates, interest rate fluctuation, capital market movements, inflationary trends, political risk and country risk, micro and macro economic environment changes, ethical constraints etc. The objective of wealth maximization can be achieved if financial manager has the knowledge of economics, investment climate, tax implications and strategies in multinational settings. Further the scope of multinational finance has widened its horizon with the emergence of innovative financial instruments and mechanism supported by multilateral trade agencies like WTO- and regional blocks like ASEAN, NAFTA, SAPTA etc. There are various challenges from the environment and accordingly the scope and 17 relevance of multinational financial management has increased in recent past.
8.0 SELF ASSESSMENT QUESTIONS
1. Explain the objective of multinational financial management? What are various aspects of the world economy which have given rise to international financial management?
2. “In globalized era the functions of finance executives of an MNC have become complex”. In your view what are the factors responsible for decision making in international financial management?
3. Discuss the nature and scope of international financial management by a multinational firm.
4. How international financial management is different from financial management at domestic level.
5. Why international financial management is important for a globalized firm.
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