Chapter 1 - Globalization and the Multinational Firm 



Finance: 1) Corporate Finance (Demand for Capital) and 2) Investments (Supply of Capital).  Internal vs. External finance.

Corporate Finance: Internal Issues like dividend policy, capital structure, working capital management, strategy/policy, optimal growth rate, etc.

Investment Decisions: Investors, fund managers, commercial and investment banks, pension funds shopping globally for investments.

GOAL OF FIRM? 
WHY STUDY INTL FINANCE? Highly globalized and integrated world economy. 

Between 1980-1995, volume of world trade doubled. International trade has been increasing much faster than world output. 1950-1995, world output increased 6x, world trade increased 16x, world currency activity has increased something like 50x. 

Example: GM produces cars in 50 countries, sells cars in almost 150 countries. GM is a typical multinational corporation (MNC). 

Much of intl. trade is for inputs, parts, supplies, raw materials, NOT finished goods. Intense global competition has resulted in relentless cost cutting measures - finding cheapest cost of production by relocating production to the cheapest country, outsourcing purchase of parts, etc. Economic problem = coordination problem.

Result of global economy: few products are made exclusively in one country anymore. IBM computers might be assembled in Malaysia, with Taiwanese monitors, Korean keyboards, US made microchips, with software developed by US and Indian engineers, advertising services of a UK company, financing from banks in Holland and Germany. 

US cars vs. "foreign" cars??

Financial markets are also highly and increasingly integrated. Capital flows instantly around the world, seeks the highest return, stays were it is well treated, leaves when it is not well treated. MNCs have shares of stock cross- listed on foreign stock exchanges. Advantages?? More liquid, access to more capital. 

All major economic functions - consumption, production, investment - are highly globalized.  We consume, invest, produce, work and sell in a global economy/marketplace.  Financial managers and investors have to understand international dimensions of finance. Even twenty years ago, it wasn't necessary to study int'l finance/econ, now it is essential, due to the "global shift."
WHAT IS DIFFERENT ABOUT INT'L FINANCE/ECONOMICS? 

1. Foreign Risks: Int'l trade/investment requires dealing with foreign currency, receiving €s (in the future) or paying in €s (in the future), which exposes a company/investor to CURRENCY RISK.  Risk of an adverse exchange rate movement.  See Exhibit 1.1 for ex-rate volatility on page 6.

Exporter: Receiving € in 6 months. Worried about? 
Importer: Paying € in 6 months? Worried about?

Also, there are potential Political Risks for MNCs making investments and doing business overseas. Building production facilities overseas is a long term investment. Political climate can change and present risks.  Example, page 6, U.S. company invested $300m in India starting to build a nuclear plant, contract was cancelled because of a change in political climate.  May be hard to enforce a contract in a foreign country. 

2. Market Imperfections/Barriers to Trade: Various frictions and impediments, such as protectionist legislation, dumping laws, trade restrictions, tariffs, quotas, etc.  Threats/Opportunities: Honda produces cars in US to circumvent trade protection against Japanese cars in US. 

Transaction Costs of doing business/investing overseas need to be considered, e.g. differences in tax treatment. 

3. Expanded Opportunities: MNCs have access to larger markets to buy/sell/produce products. Investors have access to an expanded set of investments, can result in reduced risk exposure and/or higher returns through international diversification. 


SHAREHOLDER WEALTH MAXIMIZATION - Goal of the firm, especially according to the free market model of business in the U.S. Can mean maximizing profits, maximizing share price. Why is shareholder wealth maximization the best goal? 

To maximize shareholder wealth in the long run, a firm must: a) offer competitive prices, b) offer competitive wages, c) offer courteous service and d) find the lowest cost, most efficient method of production. These outcomes serve the public and serve the community. Invisible hand principle. 
Shareholder wealth maximization is not always the main focus in other advanced/developed economies like Germany, France and Japan, where shareholders are just one of the "stakeholders," in addition to employees, suppliers, banks, communities, etc., and in other less developed/advanced economies.  However, as the world economy and capital markets become more integrated, the trend worldwide is towards greater focus on shareholder wealth maximization.   

Recent issue: Corporate scandals at Enron, WorldCom, etc., illustrate the possibility that managers don't always act in the best interest of shareholders, the "principal-agent" problem resulting from the "separation of ownership and control."  Self-interested corporate managers took advantage of the shareholders, illustrates the issues of "corporate governance" (financial and legal framework for regulating the relationship between a firm's management and shareholders) and the "market for corporate control."  Shareholders of the firm need to be adequately protected with strong corporate governance, since they are they are the owners of the firm and it is their capital that is at risk.   

  

GLOBALIZATION OF THE WORLD ECONOMY: RECENT TRENDS
What does "globalization" mean? 

1. Gradual deregulation and integration of world financial and banking industries - more competition, more innovation (currency futures and options, multicurrency bonds, international mutual funds, foreign stock index futures and options, cross-listing of securities).  Foreign exchange markets, capital markets and banks have all been significantly deregulated in the last 20 years, resulting in "globalized financial markets."  It is now much easier to invest and sell stocks internationally, due to deregulation of financial markets.  Examples: foreign firms like Sony, Toyota, Fiat sell stock on the NYSE; and U.S. firms GM and IBM are cross-listed for sale stock exchanges in London, Paris, Frankfurt, facilitating intl. investment. 

Several major factors contributing to globalization have been the advances in information technology and telecommunications = lowering of transaction costs and information costs. Investors/firms/traders now have instant access to news, market information affecting their investments, overseas operations, etc. Information technology has facilitated the financing, order- processing, transportation costs, etc. resulting in an explosion of international trade for goods and an explosion of investment in global financial markets.

See Exhibit 1.3 on page 14, using EXPORTS/GDP as a measure of trade openness, volume of int'l trade. U.S. went from 3% to 6.5% from 1950-2003, Canada went from 13 to 33.4%, Korea from 1% to almost 33%, Thailand from 7% to about 55%! Overall, world trade went from 7% in 1950 to 20% in 2003, almost a 3x increase!   

2. Advent of the Euro (€) - Major development in globalization, introduction of a single currency in 2002 for most of Europe, affecting more than 300m people in 13 countries in the Eurozone (European Union countries except U.K., Sweden, and Denmark, but now including Slovenia).  Ten more countries (Czech Republic, Poland, etc., joined EU in 2004, and several more later, e.g. Turkey), so the Euro could eventually be the currency in 25 countries, and could pass the U.S. dollar as the most important and powerful currency.      

Monetary policy is now conducted by the European Central Bank (ECB) in Frankfurt, modeled after the German central bank (Bundesbank).  ECB has an inflation target of 2% for the Eurozone.

Main advantages of the Euro?  Main disadvantages of the Euro? 

European bonds and stocks have now been redenominated into Euros, facilitating the flow of capital into and around Europe, resulting in continent-wide capital markets, comparable to the U.S. in depth, volume and liquidity.  Companies can issue securities and raise capital much more efficiently now in Europe, on more favorable terms.  M&A activity has increased in Europe (now exceeds U.S.), capital markets are now more integrated, and there has been "financial disintermediation" as firms can issue financial securities more easily now to raise capital instead of relying on bank loans.         

Until WWI, the £ was the dominant global currency, then the dollar emerged as the dominant currency.  Foreign currency is quoted against the $, most currency transactions involve the $ on either the buy or sell side, and many major world commodities (oil, wheat, gold, coffee) are traded in dollars (invoice currency, "petrodollars").  Advantage of having the dominant world currency: International transactions (trade or investment) can be conducted in dollars, eliminating __________________ . 

Euro could eventually challenge the dollar as the world's dominant currency.  Could eventually be three major currencies in the world: ¥, € and $?  

3. Trade Liberalization - The first important argument for int'l trade was made by British economist David Ricardo in his 1817 book, "Principles of Political Economy," where he outlined the Theory/Law of Comparative Advantage and the benefits from "Specialization": 

Individuals, firms, regions, or nations will gain by: a) specializing in the production of goods, services or products that they can produce efficiently and cheaply (low opportunity cost producers), and then b) engaging in trade for goods for which they are inefficient, high cost (opportunity cost) producers.

Point: U.S. should specialize in goods where we have a comparative/relative advantage (relative efficiency advantage) in production, Mexico (other countries) should specialize in goods for which they have a comparative advantage.  Then allowing trade between U.S. and Mexico will benefit BOTH countries.  Total world production and world consumption will be greater under free trade, compared to self-sufficiency (autarky = no trade), even if one country has an absolute advantage over another country.  

Example: Suppose that the U.S. is 10x more efficient than Mexico at growing soybeans but only 2x more efficient than Mexico at growing tomatoes.  U.S. has an absolute advantage over Mexico, we are more efficient at growing both products.  However, we have a relative (comparative) advantage at growing soybeans, and Mexico has a relative advantage at growing tomatoes.  Both countries will gain (more total production and more total consumption) if U.S. specializes in growing soybeans and Mexico specializes in growing tomatoes, and then trade takes places between the two countries.     

See Appendix 1A on pages 22-23.  
Main point: Comparing no trade (Exhibit A.1) to specialization and trade (A.2), a) World Output has increased for both goods from 140 to 160 units, and b) World Consumption has increased for BOTH goods in BOTH countries.  Conclusion: Both countries are better off with trade compared to no trade.  

Policy conclusion of Ricardo: Trade is WIN-WIN, making both parties (buyer/seller) better off. Restricting trade will prevent mutually advantageous trade from taking place.  Liberalizing and increasing free trade will increase prosperity, wealth, welfare and the standard of living of the world's citizens.  

At the global level, GATT (General Agreement on Tariffs and Trade) was an int'l organization of trading partners seeking to liberalize (increase) trade, reduce trade barriers around the world.  Founded in 1947, meetings took place periodically to reduce tariffs, quotas, subsidies, barriers to trade. 

The second-to-last round of talks, the Uruguay Round, started in 1986, ended in 1994, with 117 nations agreeing to reduce trade barriers, tariffs by 38%, etc. WTO (World Trade Organization) was also established to replace GATT starting in 1995, and to enforce rules and resolve trade disputes between member countries.  WTO currently has 151 member countries (30 other countries have applied), headquartered in Geneva, Switzerland, and accounts for about 97% of world trade.  In 2000, new talks (Doha Round) started, focusing mainly on agricultural issues (subsidies), completion was scheduled for January 2005, but was extended and just recently (July 2006) were suspended.   

Regional Trade Agreements: 1) European Union (15 countries, with 10 more approved for membership) has eliminated barriers to the free flow of goods, capital and people throughout Europe, now with a single currency in 12 countries.    

2) North American Free Trade Agreement (NAFTA) in 1994, established to create a "free trade area" in Canada, US and Mexico, where goods can move freely among the countries with out trade barriers like tariffs, to be phased out over a 15 year period.  Mexico's Export/GDP ratio has increased from 2% in 1973 to 29% in 2001, largely as a result of NAFTA.   

4. Privatization in the 1980s and 1990s.  Privatization = selling off publicly-owned state enterprises to the private sector. Part of the collapse of socialism, communism, collectivism, central planning. "Tragedy of the commons."  Friedman: P,P,P.

Examples: Czech Republic, under Vaclas Klaus, gave state enterprises to its citizens with vouchers and then were sold by auction, 1700 companies were privatized from 1991 to 1995. Russia is in the process of privatizing state-operated businesses and farms, and 11m state-owned apartments.    

Benefits of privatization: 1) Increased operational efficiency and productivity from private operation, often by as much as 20% compared to government operation, 2) attracts foreign capital, and 3) fuels economic growth.   



MULTINATIONAL CORPORATIONS 

In addition to international trade, MNCs have fueled globalization through FDI (foreign direct investment), investments in other countries, to start business, open up subsidiaries, build production facilities, offices, distribution centers, etc.  Examples: Toyota and Honda investing in factories in the U.S., GM and Ford investing in factories in Russia, Mexico, Canada, Wal-Mart and Starbucks expanding globally.  FDI has been growing faster annually (10%) than int'l trade (3.5%).   

MNC (GM for example) is a firm incorporated in one country (U.S.), which has production and sales operations in many countries. MNCs might typically buy raw materials and parts in one country (Brazil), with financing obtained in another country (UK), to produce products in another country (U.S), to export and sell final products in many other countries (Canada, Mexico), and place short-terms funds in another country (Japan). 

See page 18 for a list of the largest 40 MNCs. Note: IBM has 60% of sales in foreign markets, Exxon has 70%, GM 26%, Ford 33%, etc.  

Advantages of the global economy for MNCs: 
1. Spreading fixed costs like R&D over global sales. 
2. Global purchasing power over suppliers, GM buying steel for factories in 50 countries.
3. Lower labor costs, maybe. 
4. Better access to capital.  
5. Greater operational efficiencies. 
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