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UNIT-1
MULTINATIONAL FINANCE: CONCEPT& FUNCTIONS

Lea mming ohjectives are: To know:

s  Coneept & importance of Multinational Finance
s Scope of Multinational Finance

e Tvpes of Multinational Finance: Multilateral, Bilseral, Direct, Indirect,
Macro glc.

o Financial Management: Functions, Significance, Development, nature, etc.
o  Multinational Financial Managemem Vs Domestic Financial Management
# Risk and Return trade ofl : Concept. Measurement, CML, SML, ete.

e Aspects of Multinational financial environment; Institutions, Instruments,
ete.

»  Multinational Financial System: Markets, Foreign exchange, etc.
o Cilobal Financial Markets — New York, Tokyvo, London & European Union

L CONCEFPT & IMPORTANCE OF MULTINATIONAL FINANCE

Multingtional finance is borderless flow of fnance amongst different
ertities. Multinational finanee involves search for finance that does not stop at
national borders or boundary lines but spans around and goes beyond national
territories, Global fnance similarly, involves search for investmicnl oppeitunitics
anywhere across the globe, So, Multinational finance can be ~oon in terms of
territory free demand for finance by firms, governments or individuals and
supply of the same by firms, governments or mdividuals,

Global trade governed by the system of comparative cosis. leads o
mullinational linance as well since mvestment follows trade W leverape
competencics gained through trade. The carly twenticth centuny saw the growih
of nationalist forces first on the political plane and then on the cconomic-
finance-trade planes as well. While nationalist feelings are line in the political
arena. the same are not so in the ecomomic-finance-trade comexts in view ol
economic interdependence of nations. And this was realized n the last quarter ol
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the 20th century and that globalist feelings, replacing the nationalist teelings on
ecoammic-finance- planes emenged almost all over the world, including
China. Soviet Union and prominent East European nations, which were core

communist ideology driven cconomies. This is the re-dawn of the legacy of

Adam Smith, the greatest political cconomist of the 18th century.

Eeonomies, trade and finance know no national borders. By their nature
these are not confinable through man-made feters for long time. Economics,
trade and finance are truly international, multinational, global and transnational.
We may say the continents of the world and some nations are divided by waters.
But. beneath the depths of even the deepest Pacific Ocean. land mass unifies
continents and countries. So, peogruphical divisions based on political ASPHCTS

are man-made. But the nature unifies, And this applics 1o global economy. ol

which global finance is an integrul part,
L.1. Concept of Multinational Finance

Multinational finance can be taken as the sum total of mulinational
financial resources available for conversion ino phvsical or knowledge based
mvestments. Thus it represents investible funds and investments made out of the
SHMIE,

According to Prof. Selvam, Multinational Financial Management s
delined as the “application of Principles and Practice of the General
management  functions  namely, Planning, Organizing. Directing, Co-
voordinating and Controlling the Operative functions of Financial Managemen
mumely. Cross border Investment, Cross border financing and Cross border
seryiving of Capital™,

Mubtnanenal finance can be taken o mean the market mechanism thal
Fiwiitare fobal mnestments and financing. A market mechanism is 4 must for
maping up ol mvestible funds and  directing  the same into  profitahic
Wivestients - Hhat fs, multinational financial market comprising financiers and
wivestors or ereditors and borrowers is a prerequisite of efficient global finance.

Sudtinatwnal Financial Management s management of fimance in o
it b doniext. [tean be seen in different shades as below:
L Multmatinal §inance in a broader sense refers to wsing ‘mudtinational finance
Jor mdivsinal devedoapment . Multinational finunce here refers 1o: multilateral
finance. hiliteral finance. unilateral finance, private finance (individual and
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institutional), governmental finance, portfolio finance, direct finance, equity
finance, debt finance and so on. Managing the procurement and investing and
servicing the cross-border finance are the core aspect of multinational financial
management.

i, Multinational Finance in a vig-media sense refers io the managing the affairs
af a multinationalregional finemcial system encompassing the mulhtinational
finance markets - the institutions, instruments and interactions’ involving
multinational mobilization of capital and multinational spread of imvestment.

. Multinational Finance in a narrow semse refers to managing entity specific
tapping of multinational finance and /or making multinational investment,

1.2 Importance of study Multinational Financial Management

We are now living in a world where all the major economic functions,
L€, consumption. production, and investment, arc highly globalized. It is thus
esscntial  for financial managers to  fully understand  wvital multinational
dimensions of financial management. This global shift is in marked contrast 1o o
situation that existed some thinty ago. that is prior w 1980, Prior o 1980
multinational finance prevailed in the world, but most of that was the legacy of
multilateral capital. Since 1945 with the establishment of World Bank and
International Monetary Fund and their affiliates multilateral  form  of
multinational finance went into developmental and business projects in the
member countries. Since 1980s, there is a new thrust, This is a great deal of
private capital flows across nations from MNCs, Investment Institutions, Mutual
funds. Banks, Non-resident citizens and non-residents. The:2 is opportunity for
evervone whu knows the style of tapping the global finowee and investing the
same. Since carly 199 Indian and Chinese companies have been tapping global
finance very eloquently. Since 2006 Indian companies heve started scquiring big
MNCs amidst stiff competitive bids from globsl eompitors. These and other
developments have been unfo'ding many opportunities as well us threats. Hence
study of multinational finance pays one well.

L SCOPE OF MULTINATIONAL FINANCE

As o subject of studyv, the scope of mualtinational finance is ever
increasing. As the drive for liberalization, privatization and globalization (LPG)



gathers momentum further and further, the scope of multinational finance 15
elastically increasing.

Institutions providing Finance: lirst of all. multmational finance can be
looked in terms of the class of bodies that provide the finance. Are they
multilateral bodies like World Bank or IMF or private firms and Individuals!
Coming 1o investments elfected, are the investments entreprencurial, e, direct
or portfolie  or  indirect? Macro  level  finance  such  as  financing
developmental/reconstruction activities undentaken by Governments or micro
level finance such as funding a specific firm? Multinational business finonce and
multinational state finance are other components,

Instruments of finance: Sccond, multinational finence deals with fustruments
af finance - equity or debt. Dhirect equity, Global Depository Receipts (GDRs),
Amencan Depository Receipts (ADRs), Indian Depository Receipts (IDRs), ele
are the eguity forms of linance. The debt securitics and their modes are many
and diverse. The comparison and contrasts between global equity and global
debt is a part of multinationa] finance studies

Classes of investments: Third, muoltinational business finance deals with the
classes of fvevimemts effected. Foreign Direet Investment (FDI) and Foretgn
Portfolio Investments (FPI} are prominent types. The nature, features, need and

significances of plobal investments have to be brought into the ambit of

multinational finance.

Evaluation of technigues for fixed asset investments: Fourth, multinational
business finance mvolves evaluation of fived avser investments or capital
budgeting, Apprmisal techniques, particularty Adjusied Present Value.
Inwernational Capital Asset Pricing model, ete., are involved. Handling political
and ceonomic risk associated with investments s another aspect of foreign
i e,

Corrent asset - current liability management: Fifth, international crren
viswer < wreerenr Nahiliny managemen. international inventories management.
amageinent of intemational credits and management of cash and liquidity are
Birther aspects of multinational finance.

I wreign exchange regimes and rates: Sixth, foreign exchange (in short, forex)
manigement s an ntegral part of mipliinational finance, Types of quotations,
trades. instruments, and markets, ele., are mvolved.
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Management of forex risks: Seventh, management of forex risk arising ou of
fluctuations in currency rites and dealing with ranslation risk, transaction risk
and operating risk are an import aspect of multinational finance.

Derivatives segment: Fighth, multinational finance deals with exchange and
currency options; futures, swaps and the like. This is the derivatives segment of
multinational finance, which is unfolding into grand dimensions of financial
management at global and national levels.

Taxation and accounting issues: Ninth, multinational finance has to get related
with multinational taxation amd aoconnting issues and the like. Transfer pricing,
lending and lagging payments, etc have taxation and accounting implications
with governance contours, Multinational finance thus draws from other
disciplines immensely.

Multitude of subjects: 1ast multinational finance makes use of a multitude of
subjects in evaluation of projects. programmes and policies. Some of them are
mathematics, siatistics, information science and operations rescarch. The scape
of international finance is thus exhaustive.

In n way scope of multinational finance is also your syllabus,

3 TYPES OF MULTINATIONAL FINANCE

lhey are different types of multinational finance. These are explained below:
3.1 Multilateral Finance

The term ‘multilaternl’ refers to treaty or agrecnients among three or more
parties or nations. Multinational finance is financial wrungement involving
plural number of nations.

Multilaternl financial arrangements are intended W render mutual
financial assistances amongst nations. Nations are pot equally endowed with
resources. National are not enjoying same fatz all the time. There may be ups
and downs, At times of need nations need supporting hands. When the exchange
crisis hit the South East Asian nations, during 1997-98, they needed sop il
support. When the severe carthquakes/tsunami hit nations, the natwons nevded
support to rebuild the affected fortunes. These sre recent examples. In the 1940
the 11 World War ravaged economies needed “assistances  hen came o bemng
the World Bank and International Monetary Fund, driven b the collective action
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ol the world nations, Later Intemational Development Association, Internationsl
Finance Corporation. Asian Development Bank, African Development Bank,
ele., came into being. All are the results of collective decisions of the member
nations 0 form and benefit form these instinitions. These institutions help capital
transfer from capital rich countries 1o capital poor countries. Multinational
financial institutions, referred 1o above, are crested by world nations, for notions
and of mations, These institutions are given birth 10 by the nations. These are
meant for the member nations, The resources of these institutions collectively
belong 1o these member nations.

Multitateral finance is largely debt capital, rather than equity  type,
Multilateral finance s generlly provided 1o government or guasi-government
institutions which may be passed later by them to private seclor organizations.
Multilateral finance mostly carries commercial e of interest rather than a
concessional rate. Multilsteral finance routed through governmental bodics
generally 1s used 1o fund social and hasic infrastructural projects. As debl capital
assistances these are, debt servicing obligation vested on the government.
Generally a longer initial moratorium period and longer repayment period are
the order. To ensure that funds are used effectively. conditionalities are added as
strings to the fund provided.

World  Bank and International Development  Association provide
assistances  for  development covering agriculture, energy, environment,
cducation health & nutrition. social sector, financial institution development,
telecommunication, transporation, urban  development, water & SEWErIge,
public sector management etc. Tables | and 2 give the operational data of Waorld
Bank and International Development Association

Tuble 1: World Bank Operational Summary Data for Recent Fiscals {Fig. Mn

L'S%)
Head of Items FY o l FY 05 I Fyod | FYo3 FYo2
—_ - — = - — |- —
11045

11231 | 11452

I T
Commitments | 14135 | 13611
I

(1 which development 4.906 4.264 4,453 4,187 7,384

| palicy lending




| Number of projecis 112 118 87 9 96
| Of which development | 21 | 23 1% 2] | 21
policy lending
Ciross disbursements 11,833 9,722 10,109 |[11.921 | 11,256
Ot which development 5.406 3,605 4,344 5,484 4,673
pohey lending ‘
Principa] repayments | I 3,600 148059 | 18479 | 193877 | 12,025
{including prepayments)
Net disbursements (L76T) | (S.08T) | (BATO) | (7.956) | (769)
Loans outstanding 103,004 | 104,401 | 109,610 | 116,240 | 121,589
e e — R =
Un-disbursed loans 134938 |33,744 (32,138 | 33,031 |36353
Odperating income 1,740 1.320 1.696 | 3,021 1.924
Usable capital and 133339 (32072 31332 [30.027 | 26901
reservcs
- Equity-to-loans ratio 33% 31% 20% | 2Ma 123%
e — .
Table 2: IDA Operational Summary Data for Recent Fiscals (Fig. Mn LS3)
FYD6 FY05 FY04 FYil3 | FYO2
Commitments 9,506 £.696 0.035 7-282 2068
| OF which development | 2425 | 2,301 1698 | 1831 2,447
policy lending | ;
| - ! I M. | | o
 Number of projects | 167 160 158 141 | 133




O which development | 30 ! 32 23 24 23

| policy lending
Ciross dishursements £.010 §.950 6,936 7.019 6,612
Of which development | 2,425 | 2,666 1,685 2,795 %172
policy lending !
Principal repavments | 1,680 : 1.620 398 1,369 1063
Net dishursements 7230 | 7330 5538 5.651 3,549

| Credits outstanding 127028 120907 | 115743 | 106877 | 96372
Un-disbursed credits | 22,026 22330 | 23098 | 22429 | 22.510

i 4 ! M2

Un-disbursed grants | 3,630 3,021 I 2,358 1.3l6 148
Mevelopmentgrant | 1939 | 2035|1697 | 1016 | 154 |
expenses '

Intermational Monetary Fund provides assistances for meeting balance of
payments problems, for structural adjustments requirements. poverty reduction,
debi-relief for heavily indebted poor countries, growth facilitation and so on.

The amount owstanding under the different credit facilities extended by
the IMFE aggregated o 4 peak of SDR 73 billion at the end of April 2003, but
later depleted down 1o SDR 69 billion @ the end of April 2004, then drastically
dovwn 10 SR 23 billion at the end of April 2006

3.2 Private Multinational Capital and causes
Private capital is exploding into a big bang of late ot national and global levels.
3.2.1 Private Multinational Capital

Multinational Private Capital is capital contributed by foreign citizens,
horeign companies, multinational corporations and the like. The present era is the
ern of multinational private capital. Multinational private capital flows into
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multinational markets in search of better investment opportunities. Portfolio
diversification and opporiunity serang are the causcs

Private capitzl is now tusted as a means of cncouraging mvestments
stock in third world countries. Third world countries, in the past, depended on
multilateral capital, But they failed 1o make effective use of the capital, which
resulted in mounting external debl. And debt servicing became a problem. And
moare conditionalities added for subsequent borrowings made the countries
realize the folly of the policy of sticking to multilateral capital. They saw the
great opporiunity in the private capital markel. The success of the Asian
economies and the South American economies. kindled the interest of
governments of other third world nations to taste the nectar of private capital. In
private capital, debt servicing need is not there for the government. It s an issue
between the financier and borrower. In private equity capital, even this need is
not there,

Multinational  private  capital comes with technology, marketing,
management and other skills. Capital flows into sectors which have potentials of
growth. Thus capital market efficiency 15 in balance.

3.2.2 Causes for Private Multinational Capital

The responsivenzss of private capital 1o opportunities i emerging
markets started to improve in the 1990s because of both internal and external
tactors.,

Internal Factors: Internal factors improved private risk-return characieristics for
forcign investors through three main channels. First, ereditworthiness improved
as 1 resull of external debt restructuring in a wide range of countries. Second.
productivity gains were obtained from structural reforms.  privigization,
liberalization, globalization and the eswmblishment of  confidence
macroeconomic  management  in  several developing  countries: that  had
undertaken successful stabilization progeams. Third. countnies adopting fixe.]
exchange rate regimes became increasingly sttractive (o investors owing to the
transfer of the risk of exchange rate volatility - at lcast in the short fun - from
investors o the government.

Cvelical and structural forees: In addition, because ol bath cyelical and
structural forces, external influences plaved a significamt role in the capital
inflow surge of 1990s, Cyclical forces were the dominmant explination i ih




carly 1990s, when the decline in world real interest rates “pushed” investors to
emerging markets. The persistence of private capital inflows after the increase in
world interest rates in 1994 and the Mexican crisis of 1994.95 sugpests,
however. that structural extermal forces were also a1 work Mergers and
acquisitions are the major drivers of cross-border capital Nows during 2004-
206y

Developments in the financial structures of capital-exporting countries: Two
developments in the financial structures of capital-exporting countries increased
the responsiveness of private capital 10 cross-border investment opportunities.,
First, falling communication costs, strong competition, and rising cosis in
domestic markets led firms in industrial countries to produce abroad to increase
their efficiency and profits. Second, institutional investors become more willing
and able 10 invest in emerging market countries because of their higher long-
term expecied rates of return, wider opportunities for risk diversification owing
to their broader and deeper securities markets, and greater feasibility of investing
as their capital accounts were liberalized

Competitiveness of global markets: Intcgrated global market has the single
largest benetit of becoming more competitive, more efficient and more pregnant
with opportunities that have silenced even the hard core critics of market
mechanism. If funds can be generated at an overseas destination cheaply or
mnvested at higher rates ol return, even communist govemments winl o grab the
same and when they do it they have no platform to speak against multinational
financing, investment and capital. Efficiency silences critics more emphatically,

3.3 Multinational Direct Finance

Multinational Direct Finance is [imance commined in entreprencurial
ventures. It might be i the form of taking over a running firm, Moating o new
anil, foiricy in @ venture run by another firm or similar to any of these, Direct
cupital 12wt o investment in physical assets as against financial nsseis

Diirect 1 s penerally equit tvpe. I votercsted in managemeni and
contriv] roepe bilines, It comes with technology,  arket. and management. It is
long term 1 re

Dhrect hinance shifis the risk of business 1o toe investor, who s a foncien
entity. Dhirect finance boosts GDP growth rate 0% it supplements domestic
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mvestment efforts, financially and otherwise, Multinational Direct Finance has
the ability to reduce the incremental capital output ratio, because of its innate
ahilities and this augurs well for recipient nations, for they can achieve higher
GDP growth given “he invesiment level

The Gross Fixed Capital Formation in the third world countries trebled
between 1986 and 2000 because of Multinational Direct Finance. Besides
Income generation. employment generation 5 there. 60% of manufacturing
employment in Singapore 18 due to multinational direct finance. Mulinational
FDI Aows prew in 2006 for the third consecutive vear to reach U'S%1.2 tmillion,
according to UNCTAD. This represents 8@ 34 percent increase from 2005,
although still short of the record of USS1.4 tmllion set in 2000, FDI flows to
developed countries in 2006 rose by 48%. well over the levels of the previous
two years, and reached US$ 0.8 wrillion. FDI flows w0 developing countries and
cconomics in transition (comprising South-East Europe and the Commonwealth
of Independent States) rose by 10 %6 and 56 %6, respectively. in 2006, reaching
record levels for both groups of economies. Mulinational Direct Finance brings
into the recipient economy 4 Es, namely, efficiency. equity, experience and
expertise. In return, there is just one E, is the expatriation of profils.

1.4 Multinational Indirect Finance

Indirect finance- chases Mnancial secunties or paper assels in the
secondary market, as opposed to direct finance which goes after requiring
physical assets and mansgement control. Investments i floating shares,
debentures, bomnds and their variants are called indirect finance or portfolin
finance.

Portfolio finance is meant to effect ponlolio clanges. The objective is
risk diversification and optimization of return-risk equation, It need not be long-
term. I can land in and take ofT a1l short notice. It s a Gor weather fend.
according to soma.

Indirect Anance can render benefits to o couniry, just the way direc
finance can. Secondary market activation. market efficiency improscment. right
valuation. eic., help immensely the nation in attracting direct capital as well
Individually primary capital market can be stirred up.

Indirect finance was conspicuous by its absence until 1982 1 he mdireat
linance flow for developing countries stood ot a figure of$ 37 bo during 1991 It
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ook wirgs 1o wuch a figure ol § 114 bn during 1993, A slide wok place later
andl in 1998 the flow was just § 37 bn.

1.2 Multinational Macro Finance

Multinational Macro Finance refers to finance flows at the macro or
aggregate level. It covers multilateral, bilateral, unilateral, private, direct and
indirect capital flows taken in aggregate terms.

Muacro  finance flows are influenced by macro level factors like
regional/nanons  opportunmes, polineal siability, exchange rate regime. legal
environment, economic cveles, capital market conditions, labor market trends.
product market position and so on,

3.6 Multinational Micro Finance

Multimationnl Micro Finance 15 concemied with finance flows inte o
specilic unit or firm or comparny or o specilic project. While macro environment
conditions the micro level capital Tows, the same are further influenced by unit
specilic factors hke s management. market potentials, strengths, weaknesscs.
oppartunities, threats, product portfolic, perlomance expectations ele.

Micro level multinational fnance flows can be seen in terms of flows
hetween 4 purent and o subsidiary of the parent orgamization as well The
followmg Gigure 11 gives an secount of the financial flows

Fig 1.1. Financial Mlows within MNC Parent and Subsidiary
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4. FINANCIAL MANAGEMENT

| inancial management is management of linance. That is, managing the
prowurement. and deployment of finonce and also dealing with useful application
of nel earmngs generated. The galaxy of activitiés involved in the process is
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what financial management consists of. When these activities spread over
several countries and continents, multinational financial management sprouts.
With this prelude, let us study fnancial management in some detail, before
furthering our deliberations on multinational financizl management

4.1 Concept of Financial Management

Finance is a eritical input to business creation, sustenance, growth and
development. Like blood to our [ife, finance i vital to businesses. So long as the
quantity and quality of blood and ‘its flow through the veins and arteries are fine
the human life is sustained. Else it stumbles and mtlamus The same is the case
for business units as well with respect to the quantity and quality of their finance
and its flow in and out on an even keel: Business units need finance in the form
of fixed capital required for creating and/or acquiring fixed assets and working
capital for meeting day-to-day routine, regular and operational expenses.

4.1.1. Definitions of Financial Management

What is meant hy finaricial mmgmmnt‘i' It is very su'r!pl: indeed.
Financial management is mahagement principlés and practices applied fto
finance. Howard and Upton view that financial management is the application
of general management functions: fo:the area ‘of financial decision making.
General management functions include plaoping, execution and control,
Financial decision making includes decisions ag to, size of investment, sources of
ca.]mm extent of use of different sources of capital and distribution of excess of
income. Financial management, is therefore, planning, execution and control of
investment of money resources, raising of such resources and purposeful
spending of excess income. '

Howard and Upton define financial management as “that administrative area or
set of administrative functions in an organization whith have to do with the
management of the flow of cash so that the organization will have the means to
carry oul ils objectives as satisfactorily as possible and ot the same time mests its
obligations as they become due,

Bonneville and Dewey interpret that financing consists in the raising. providing
and managing all the money, capital or funds of any kind to be used in
connection with the business. A:mnimg 1o James C. Van Horne and John M.

Wachowicz financial management is concerned with uqulslnnn financing and
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management of assets with some overall goal in mind. Osbon defines financial
management as the “process of acquiring and wtilizing funds by a business™,

Considering all these v'ews, financial management may be defined as that
part of management which is concerned mainly with raising funds in the most
economic and suitable manner, using these funds legitimately s possible;
planning future operstions and future developments through financial
accounting, cost accounting, budgeting, statistics and other means. Financial
management provides the best guide for future resource allocations. It designs
and implements certain financial plans, investment plans and value addition
plans.

4.1.2. Essence of financial managemont

The essence of financial management lies in that, that the institution
concerned (i) has adequate and appropriate capital for its diverse activities, (ii)
has utilized the capital in the most efficient and dynamic way to create or acquire
adequate and appropriaste asscts and (i) uses the excess of income over
cxpenses in the most approprisic way. An explenation of these is attempted
below.

i Adequacy and appropriateness of Capital

Capital is the financial resources at the disposal of a firm. Capital might
be owned capiral (e, contributed by the owners) or borrowed capital (i.e.,
borrowed by the owners from banks and other lenders for the purposes of the
nstitution). Capital might be long rerm (ie, permenently committed in the
nstitution in creating andfor acquiring fived asscts like land, building,
machinery, etc) or shori-ferm (i.e., temporarily used and perhaps later returned
and re-obtained and retumed after use). Adequate long-term and short-term
capital are needed for a business.

Capital must not only be adequate, but appropriate to. Appropriateness
al source of capital (owned and borrowed, domestic and foreign, short-term and
long-term) is much more important. Source must match the need or utilization,
Source of capital must be economical, flexible and hassle fres,

ii. Efficient and dynamic deployment of capital

When capital is deployed, that is used, assets are created or acquired.
Assets in the form of fixed assets like land, building, plant, tumiture, fittings,
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equipment, vehicles, etc,, must be adequate for the instifution given its activitics.
Floating assets in the form of stores and consumables (raw materials like
chemicals, coal, fuel, reams of stationery, etc), receivables in the of form of dues
from customers, and bank balance and cash in hand must an institution maintam.
Efficiency of assets means better returns and less risk from the assets,

The assets must be most useful. most rewarding, most dynamic and most
forward looking. Appropriate assets give high return at relatively less risk of
fuctuation in the returns. Most of these assets most appreciate in value and/or
beast depreciate in value.

iii. Appropriate Use of net-earnings

When both the funds and assets are adequate and appropriate, the
institution will definitely make more income than expemses. The excess of
income over expenses, that is net earnings, must be rightly used, It could be
used to expand activities, 1o build deposits and reserves, o institute scholarship
to deserving leamers, to diversify, to moderate and so on.

4.1 Importance of Finance

Finance is very important to business or any institution. Sound financial
position of an institwion influences its 1) range and quality of business activities,
it} profitability of its activities, i) liquidity and solvency of the institution, iv)
expansion and diversification programs and v) Goodwill of the institution. These
are explained below,

i Scale and Quality of Activities

The scale of activities carmied on is influenced by the financial strength of
the institution. Sound financial footing enables going for more activities, beties
facilitics, etc. The financially strong institutions float innovative projects quite
often and create quality infrastructure, recruit the best talents, There a virtuous
circle of one good thing leading to the nexi and further leading to the best is
found.

ii. Profitability

Sound finance is always reflected in comfortable level of profitability
which immensely contribute to growth, vitality, diversification and so on.
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jii. Liquidity and Solvency of Institutions

Liguidity refers 1o ability to repay short-term loans taken from banks or
other sources. Solvency refers to ability 1 pay interest and repay long-term
lpans laken from banks / financial institutions ( equipment suppliers on deferral
credit facilities extended. Business institutions must wke care of liquidity and
solvency as two eves, because lack of liquidity, ie., ill-liquidity and lack of
solvency. 1.6, insolvency can ruin any institution. Better financial management
placing emphasis on the right source of borrowing, nght quantity ol hormowing,
right cost of borrowing and right utilization of the borrowed sum will save the
mstitution from the crnises of illiquidity and inselvency.

iv. Expansion and diversification

Sound financial management ensures expansion and diversificaiion of
activities of the institution. Any institution must grow with time and ahead of
time, Ceographical expansion with new satellite institution at far and near
places, vertical expansion by backward and forward integration, mtellectual
expansion, etc., are signs ‘of development. Diversification involves mult-
pronged development, as against linear expansion. The world is a dynamic siage.
Diversilication of projects, products, services offered, strategic alliances with
renowned institution within and outside the country and nexus with educational
mstitulions o provide trmning for t.‘mpiﬂ-}t'l:h are needed these days. These are
Jneans by which the institution remains linked with the outer world from which

St sources opportunities and encounters threats, Financial allocations of adequate
size is needed for these

v. Goodwill

The goodwill that an institution creates is the greatest asset. Goodwill is
built through years of dedicaled service — business and community. Community
services include sdoption of villages for up-liftment, espousing to social,
ecological and environmental causes and s0 on, While attitudinal commitment is
needed, readiness 1o commit financial resources is further needed.

4.3 Nature of Finance Management

Nature of financial management 15 concerned with its functions, its goals,
trade-ofT with conflicting goals, its indispensability, its systems, its relation with




other subsystems in the firm, its covironment, its relationship with other
disciplines, the procedural aspects and its equation with other divisions within
the organization.

Integral part of overall management: Financial Management is on integral
part of overall management. Financial considerations are involved m all
husiness decisions. Acquisition. maintenance, removal or replacement of assets,
employee compensation, sources and costs of different capital. Production,
marketing, finance and personnel decision, almost all decisions for that mater
have financial implications. Therefore. financial management is pervasive
throughout the organization.

Valuation of the firm: The central focus of financial management is valwation
aof the firm, Yes, institutions have marker value, Financial decisions are directed
al increasing/maximization’ optimizing the value of the institution as depicted in
Figure 1.1 below.

Risk-return trade-off: Financial management essentially involves risk-return
rrade-off. Decisions on investment involve choosing of types ol assets which
generate returns accompanied by risks. Generally, higher the risk, returns might
be higher and vice versa. So, the financial manager has to decide the level of risk
the firm can assume and satisfy with the accompanying return. Similarly,
cheaper sources of capital have other disadvantages. So to avail the benefit of the
low cost funds, the finm has w put up with certain risks. So. risk-return trade-off
is there throughout, Fig, 1.2 implies this aspect of financial management also,

Survival, growth and vitality: Financial management affects the swrvival,
orowth and vitality of the institution. Finance is said 10 be the life hlood of
institutions. The amount, type, sources, conditions and cost of finance squarely
influence the fumctioning of the institution,

Investment, raising of capital, distribution of profit: Finonce functions, Le.
imvestemeni, raising of capital, distribution af profir. are performed in sl fims -
business or non-business. big or small, proprietars or corporiie tnderiakings,
Yes, financial management is a concern of every concern




Fig. 1.2 Valuation Orientation of Financial Management
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Sub-system of the business system: Financial management 15 a sub-svsiem of
the busimess system, which has other subsystems like production. marketing,
personnel and research wings/activitics. In systems arrangement financial sub-
- system is to be well-coordinated with others and other sub-systems well matched
with the financial sub-system of the institution.

External, legal and ecconomic environment: Financial management of an
mstitution 15 inflluenced by the ccrernwl, legal and economic environment, The
legal constraints on uwsing a particular type of funds or on investing in a
particular type of activity, etc,, affect financial decisions of the mstitution
Fimarncial management is, therefore, highly influenced/constrained by external
114 IR HITHENIL,

Multi disciplines: Financial management is related 10 other disciplines (ke
SR, econamics,  lacalion, operalfions research. mathematios, vhalistics'
etes It dravs bebvily Trom these disciplines. The relationship betwoen financial
management ond supportive disciplines 1s depicted in figure 1. 3given boelow.
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Fig.1.} Relationships between Finance and other Disciplines
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Procedural finance functions: There are some procedural finance functions -
like record keeping, credit appraisal and collection, inventory replemishment and
issue, ctc. These are routine and normally delegated 1o bottom level management
executives.

Special characteristic of the business: The nature of fnance function is
mfluenced by the special characteristic of the business. In a predommantly
technology oriented institution like CSIR, it is the R & D functions which get
more dominance, while in o university or college the different courses offered
and research which get more priority and so on.

4.4 Evolution of Financial Management

Finance, as capital, was part of the economics discipline for a long time.
S0, linancial management until the beginning of the 20th century was not
considered 4s a separnte entity and was very much a part of cconsmics. micro
economics | monetary ceonomics / fiscal ceonomics.

In the 1920s, lguwidiy management and ruising of copinl  assumed
Importance

In the 1930s, there was the Crread Depression, e, all round price fall,
business failures and declining business, This forced the business 1w be
extremely concerned with sofvemey, survival, reorgamization and so o



Finuneial Management emphasized on solvency management and on debt-equity
proportions. Besides external control on businesses became more pronounced.

Iill early 1950s financial management was concerned with maintaining
the financial chastiry of the business. Conservatism, investor/lender reloted
protective covenants/information processing, issue mapagement, el were the
prime concerns. It was an oursider-looking-in function,

From the middle of 1950s financial management turned imto an fesidler-
lipoking-in function. That is, the emphasis shified o utilization of funds from
rising of funds. So, choice of mvestment, capitel investment appraisals. etc..
assumed importance. Objective criteria for commitment of funds in individual
assits were evolyved,

Towards the close of the 1950s Modighiarn and \Miller expert finance
professors, even argued that sources of capital were imelevant and only the
investmend decivions were refeven). Such was the total tum in the emphasis of
financial management

In the 19605 portfolio management of assets pained importance. In the
selection of investment opportunities portfolio approach was adopled. Certain
combinations of assets pive more overall retumn given the risk or give a certain
return for g reduced risk. So. selection of such combination of investments
pamed eminence,

In the 19705 the Capital Asser Pricing Model (CAPM), Arbitrage Pricmg Model
( APM). Option Pricing Model (OPM), ete., were developed - all concerned with
how to choose financial assets, In the 1980s further advances in financial
management were found, Conjunction of personal taxation with corporate
waation. linancinl signaling, efficient market hypothesis, efc,, were some newer
dimensions ol corporate financial decision paradigm. Further Merger and
Acygiusition INM&A) became an imporiant corporate sratcgy with domieste
RS

| e 19808, saw the era of fimancial globalizaiion. Globalization 15 the
e ol the day. Capital moved West to East, North 10 South and so on. 5o,
miloational  financial  management, multinational investmeni  management,
forcien exchange risk management, etc., become more imporiant topics, Now
Merger and Acquisition (M&A) became an importani corporaic siralegy with
outsourced funds.




In late 1990s and early 2010s, governance gol preeminence and fimancial

disclasure and related norms are being great concerns of financial management,
The dawn of 21% Century is heralding a new era of financial management with
cyber support.
The developments till mid 1950s are branded as classical fimancial management.
This dealt with cash management, cash flow management, raising capital, debt-
cquity norms, issue management. solvency management and the like. The
developments since mid - 1950s and up to 1980s, are branded as moadern
financial  management,  1he emphasis is on assel management, portiolio
approach, capital asset pricing model, financial signaling, efficient market
hypothesis and so on. The developments since the 19905 may be called posi-
modern financial management with great degree of multinational financial
integration, inter net supported finances and 50 on,

4.5 Significance of Financial Management
The significance of financial management is now dealt

i, Financial Mansgement covers a very large spectrum of aetivities of an
institution. True, whatever an institstion docs it has a financial
implication, Hence its pervasiveness and significance. Finance knowledge
is 1 must for all irrespective of position. place, portfolio and what not.

ii. Financial Management inflvences the profitabiliy or retum on investment
of a business. Yes, the choice of capital investment decisively affect the
profitability of an institution.

iii. Financial Management affects the solvency position of an instituticn.
Solvency refers to ability to service debes. paring intercst and repaying
principal as these become due. Income and nutur: ol debis - both concerns
of financial management, covemn the solvency aspect. Hence the
significance of financial management,

iv. Financial Management affecrs the ligading position ol an nstitution.
Liquidity refers to ability 1o repay short term loans. | flicient cash
management, cash flow management and management ol relutions with
tie banker influence the level of liquidity. All these factors ure aspects of
financial management.




V. Financial Management affects cost of eapital. Able financial managers
find and use less cost sources, which in wm contributes. 1 income, In
using fixed cost sowrces of capital. the efficacy of sound financial
management would be Known well. Variable cost source of capital are the
arder of the day. Finance savvy persans go for a mix of both fixed and
variable cost sources of capital,

vi. Financial Management, i well steered can ward off difficulties such as
restrictive covenants imposed by lenders of capital. inflexibility in capital
structure, dilution of management control on the affairs of the institution
and so on. Failure to do so, has landed many institutions in difficulties and
financial mess, :

vii. Good financial management enables an institution w0 commuand capiral
resorrees. There is always capital available at attractive terms, if finance
is handled well. Even overseas capital can be easilv mobilized, il sound
financial management is ensured.

vill, Market value of the institution can be increased through efficient and
effective financial management.

ix. Fffective financial management is necessary for the survival growih
cxpeansion and diversificarion of any institution,

% Financwal Management sipnificamtly  influences the business’s eredil
rafing,  emplovee  commitment, suppliers”  confidence, customers®
patronage and the like

s1. Fimancial Management 18 an exercise on OIS TG CONIY iven revennes, "
or aptinizing revenues given costy. This is vitl w ensure purposeful
resouree nllocation.

vt Today financial management has swdiinational dimersions with eross g
horder opportunity (o mop up resources and put up investments. Late 2006
and Early 2007 saw two Indian firms, belonging (o the Mittals and the
Patas went with remarkable cross border mvestments acquiring businesses
overscus amidst iough competitive bidding.

The significance of financial management can be well appreciated if one
considers the ananlogy which was presented earbicr (o0 in this chapter, Finance is
what bicod 13 W living beings. Financial manasgement is what the blood
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circulation system is to living beings. The functions of heart, veins. arteries, eic.,
in maintaining the circulation of blood are life's worth 1o living beings. So is the
worth of financial management to an institution.

4.6 Finance Functions

Finance functions simply refer to functions of financial management. The
functions of financial management are divergent, Several classifications are
used. Here are presented the functions of financial management as noted by
eminent authors. Chart 1.1 gives the details.

Chart .1.1 Functions of Financial Manapement
Authors 1 2 . 3 4
Robert W Financial Raising of Invesiment Meeting
Johnson Planning and funds funds special
eyt problems
Grunwald Investment of | Providing Generating Maximizing
Nemmars J fimnds liquid assets | earmnings Retums
Van Home & ' Investment | Financial Dividemnd
Wachowice | function | funetion function
Earnest W. ' Financial | Financial co- | Financial -
| Walker planning ordination comtrol
Weston & | Financial Fixed asset L apital Individual
Brigham | planning and | and workimg  siroctune financing
control capital decisions cpisendes
| managemen

e

Well. The above figure presents the functions of financiul management,

or finance functions shortly, as perceived by the different authors. | ot us look at
them in a more analvtical way. Finance functions are classificd on two
dimensions - managerial and operative. The managerial financial functions
mclude planning. organization, dircction, coordinastion and control of the
operative functions. The operative functions include investment funetion/policy.
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financing function/policy and dividend distribution function/policy. We have a
matrix of functions as given in Chart 1.2,
Chart .1.2 Matrix of Finance Fanctions

Operative Managerial Functions

Functions of = = T T
| Firiskioe Planning | Organizang | Direction | Coordination | Control

Investment
Funetion / Policy/
decision

Financing
Funetion | Policy/
DBecision
Dividend
Function' Policy/
Decision

Euch one of the operative functions has gol 1o be planned organized,
dirvited, coordinated and comrolied ably. Investiment function is concerned
wilh the asset to be acquired. Fixed and current assets are peeded. Commitment
of funds in them is dealt by investment function. Financing [unction is
concerned with the capital sources 1o be tapped, Equity and debt funds are
avaikible. The mix of them is dealt by nancing function. We mas put this way.
e tvestment function deals with the “asset side” of balunee sheet and
Minving function with the “liabilities side’ of halance sheet. Finance function
Jeals with how much of income 10 be distribuied as reward for owners and how
miwh be retdined. Evidently, each of the operative functions involves o host of
Jinwnsions ns b0 sipe, varicty, proportions. timing. sourcing and so on réquiring
v elal managerial approach to decide each on each dimension. Hence the
by of managerial and operative functions and hence the matrix form s

chusen,

Sow o more detailed account of each of the operative functions is atterpled.
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4.6.1 Investment Function

A detoiled discussion on investment function of financial management is
* taken up. This function essentially covers the following:

i} the total amount to be committed in assets, its global spread and so on
i) the proportion of fixed to current assels
iii) the mix of fixed assets to be acquired
iv)  the timing, sourcing and acquisition of fixed assets
v) the evaluation of capital investments as to risk and return features,
sensitivity of benefits to changes in critical determinants of performance
vil  the mix of current asscis
vii) the management of each item of current assets to optimize liquidity and
returm
viil) the effecting of a healthy porifolio of assets
ix) strategic mergers and acquisitions and other strategic Investments

x) risk complexion of assets and portfolio of assets/projects and their
sensitivity to changes in critical performance determinants

Actually the above aspects of investment function are concerned with
much pregnant issues with which financial management s concerned. The first
aspect deals with the size of the firm, the second and third deal with the level of
risk the institution is willing to assume, the fourth with appraisal of mvestment
as to their camings potentinl, pay back period, etc, the fifth with actual
execution of investment decisions, the sixth with the liquidity of the business,
the seventh with structural and circulatory aspects of current assets and the
eighth with the overall balancing of various imvesiments held by the imstitution
taking into account competing and divergent clamms.

Invesiment function is. concerncd cupital budgeting and current asset
management, Capital budgeting deals with fixed assets management, Investment
appraisal, capital rationing and acquisition, moinenance.  replacement and
renewnl of fived nssets come under fived wcls management  Inventors
management, receivables management, markeiable sceurities management, cash
management and working capital admimsirution come under current assets
management. A good deal of planning, organization, coordination and control is
noeded in every decision arca.
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4.6.1 Financing Function

The financing function refers 1o raising necessary funds for backing up the
nvestment function. Financing function is dealing the capital structure of the E
husiness and covers the following: I

¢ determmation of wial capital to be raised and break-up of the same
between global and domestic sources

* determination of the debt-equity rates or the proportion of debt to
equity capital and the mix of long term and short-lerm capital and
global and domestic equity/debt

* delermination of the level of fixed-change funds like bonds.
debentures. loans, ec.

* determination of the sources of borrowing - development banks,
public or private, domestic or global

s determination of the securitics/charges to be given

s determination of the eost of capital

s determination of the extent of lease financing

* determination of the degree of sensitivity of earnings per share 1o
eamings before interest and 1axation

*  determination of the method of raising capital-public issue or private
placement or nghts issue, under-writing and brokerage, book-
building, choice of merchan bankers, listing with stock exchanges
and the like i

o the legal restrictions. i’ any, on the scale. form, timing and other
aspects of rasing capital

Like mvestment function, financing function also affects the liquidity (less
short term debt means more liquidity), solvency (more equity means maore
solvency). carnings potential (low cost capital means more ::ﬂmln,s} flexihility
of capital structure (more equity, more flexibility ), owner's control on affairs
(more debt and less equity mean more concentration of control on the affairs of
the institution) and so on. That is, financing function is equally influences the
fortunes of the business greatly. But authors like Modigliani and Miller would
argue that financing is not all that relevant requiring our deep concern, Amy
capital mix or structure is equally good or bad as any other.
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4.6.3 Dividend Function

The third and lasi, but not the least important function of financial
management is dividend distribution function. The fruits of the carefully
executed earlier two functions are the earnings. How the eamings are to be
utilized, s the concern of the distribution function, How much of the earnings o
he distributed as dividend to the owners, Retaining the eamings and ploughing
back the same in the mstitution itself may become necessary because: the
institution can invest more meaningfully than the owners; the institution can get
cctablished and can modermize, diversify and expand using the retained earners.

A well thought out plan of action is called for. Hence the significance of
this function.

There is another classification of finance functions. Treasurer functions
and controller functions are the two types. Treasurer's responsibilities include
assel management, capital budgeting, hank-institutional relationship, credil
management, dividend disbursement, investor's relations. insurance  risk
management, lax analysis, etc. The controller deals with accounting. data
processing, budgeting, internal contrel, government reporting, ele.

4.7 Goals of Financial Management

Goals provide the foundation for any managerial .'u::iwillg.'. They ore the
ends toward which all activities are directed. The purpose and direction of an
organization are seen in its goals. Goals act a8 maotivilers. serve as the standards
for measuring performance. help in coordination ol muliiplicity of tasks. help in
identifving inter-departmental relationships and so on. Sumphy put. goals ane
what vou aim at. So, goals have to be specific and quantitative. Cienerally. goals
are multiple. Financial management may pursue  different poals such as
increasing eamings by 0% every ycar. reducing cost of capital by 1%,
maintaining the debt-equity ratio at 3:2 and so on. Let us exanvine all these in
detail.

The goals can be classified in many ways, Officil poals, operative goals
andl operational goals arc one classification. Official poals arc the general aims
of the organization. Maximization of returm on investment and market value ma
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be fermed as official goals. Operative goals ndicate what the oreanization is
really attempting to do. They are focused and  lp in €holce making. Fxpected
refurmn on investment. cost of capital, debt-eqr v norms, e, along with time
horizon are specified on their acceptable ranges/iimits are stated keeping in view
the official goals. The operational goals arg more directed, quantitative and
verifiable. The scale, mix and timing of speffic form of finance are detailed
Lhe official. operative and operational goals are structured with o pyramidal
shape, the official goals at the top (concerned with the top exccutives), operative
pels ot the middle (concerned with middle management) and operational goals
al the base.

The poals can be classified in a functional way, Retumn related poals,
solvency related goals. liquidity related goals, valuation related goals, risk
related goals, cost related goals and so on. Return related poals refer to the aims
on minimum, average and maximum returns. What should be the minimum
return from a project in order (o accept the same, what should be average return
the firm should setle for and what is the optimum retum possible (for risk
increases with return). Similarly, goals as to salvency, hguidity, moarket value
et can be thought of. You have to state to what extent the stated goal factor is
important and be actively pursued/and the extent of the goal factor required, the
minimum, average and the maximum levels he specified. The differemt poals of
financial management are given below in Fig. 1.4,

Fig. 1.4 Goals of Financial Management

| Meximizarion or constrained Minimization or constrained
Edtini zation € bt lmidzaitven
| 1 -

1 Net Famings vih Risk

il Nel Eamings ability vil)  Cost of Capital

) Lwguidiny viii) - Dilution of Control

IV ) Solvency

Vi Flexibiliry
J ix) EV A Maximization .

) Wealth Maximization
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4.7.1 Net Earnings (NE) Optimization

Famings optimization is a stated goal of financial management. Net
eamings are the excess ~f revenue over expenses. Net camings optimization 15
therefore maximizing revenue given the expenses, or minimizing expenses given
the revenue or a simultancous maximization of revenue and minimization of
expenses. Revenue maximization is possible through pricing and scale strategies.
By increasing the offer price one may achieve revenug maximization. ASSUming
demand does not fall by a commensurate scale. By increasing quantity of
demand by exploiting the price elasticity of the demand factor, revenue cun be
maximized Expenses minimization depends on variability of costs with velume,
cost consciousness and market conditions for inputs. So, a mix ol factors is
called for net-carnings optimization.

This objective is a favoured one for the following reasons:

First, Net camings are 8 measure of siccess in operation. Higher the NE,
greater is the degree of success. Second, Net earnings are a measure of
performance. Performance efficiency is indicated by the quantum of NE. Third,
Net earnings are essential for the growth and survival of any undertaking, Only
greater NE making institutions can think of tomorrow and beyond. It can only
think of renewal and replacement of its equipment and can go for modemization
and diversification. NE position is an engine domg away the odds threatening
the survival of the institution, Fourth, making a neat NE is the basic purpose of
any institution. 1t is sccepted by socicty. A losing institution is a social burden.
The sick undertakings causc & heavy burden to all concerned, we know, S0, NE
criterion brings to the light operational inefficiency. You cannot conceal your
inefficiency, if NE is made the criterion of efficiency. 3" NE making is not a sin,
NE motive is a socially desirable goal, as long as your means are good.

4.7.2 Net Earnings Ability

NE as an ahsolute figure conveys less and conceals more. NE must be
related to cither sales revenue, capacity utilization, people employed or capital
invested or some relevant base. NE when expressed in relation to the above size
or seale factors it acquires greater meaning. When so expressed, the relative NE
is known as NE ability, NE per dollar sales revenue, NE per dollar in
investment, etc., are more specific. Hence, the superiority of this approach 1o the
net earmnings approach.
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4.7.3 Liguidity Optimization

Liquidity refers to the ability of a business o honour its shori-term
liahilitics as and when these become due. This ability depends on the ratio of
current assels to current liabilities, the maturity patterns of currents asscts and
the curent linhilities, the composition of current assets, the quality of non-cash
current assets: the relations with the shor-term creditors, the relations with
hankers and the like. A higher current ratio, b.e., currenl #ssets divided by current
lighilities, a perfect match between the maturity of current assets and current
liabilities. a well halinced composition of current assets, healthy and ‘moving’
current assets, i.e.. those that can be converted into liquid assets with much ease
and no loss. understanding creditors and ready to help bankers would help
maintaimng 4 high-liquidity level for an institution, All these are nol easy o
obtain and these involve costs and risks.

How far is it a good goal? It is a good goal, though not a wholesome one.
Fvery institution has 1o generate sufficient liquidity 10 meet its day-to-duy
obligations, lest, the institution suffers, But, high liguidity might result in idle
cash resources and this should be avoided. Yes. excess liquidity and excess
carnings move in the opposite directions. They are conflicting goals and have to
be balanced.

4.7.4 Solvency Uptimization

Solvency is long run liguidity. Liquidity is short-run solvency. The
institution has 1o pursue the goal of solvency optimization. Solvency is the
capacity of the institution 1o meet all its long-term liabilities. The caming
capacity of the business, the interest payout on loans taken: the ratio of cash flow
1o debt amortization, the equity-debt ratio ewc., influence the solvency of an
institution, Higher the above ratio greater is the solvency and vice-versa,

Is this a significant goal? Yes, solvency 18 4 guarantee for continued
operation, which in turn is necessary for survival, growth and expansion.
Borrowed capital is a significant source of finance, Its cost is less: it gives ax
leverage; So, eamings Increase; So market valustion increases. So. wealth
optimizstion is enabled through borrowed capital. But to use borrowed capial.
solvency management is essential. You have 10 decide the extent 1o which you
can use debt capital and ensure that the cost of debt capital is minimum. Higher

nce on debt and higher cost (higher than the retum on investment) of
debt would spell doom to the business. I the cost is less and your eamnings are
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stable, a higher debt may not be difficult for servicing. Solvency oplimization 15
increasing vour ability to service increasing debt and does nol mean using less
debt capital Increasing the debt service ability would require generating more
and stable cash flows through the operations of the institution. Ultimately, the
nature of investments and ventures on hand influence solvency.

4.7.5 Flexibility Optimization

Flexibility means freedomn to act in one’s own way. The fimance manager
must enjoy a good degree ol freedom o pursue actions considered goal for the
concern. This is possible when more equity capital is used, because there are no
restrictive covenants and exit options are available,

4.7.6 Optimization of Risk

Optimization of risk is one of the gouls. Risk refers to fluctuation,
instability or varistions in what we cherish to obtain. Variations in enrolment,
carnings, liquidity, solvency, market value and the like are referred w risk.
Business risk and financial risk are prominent among differemt risks. Business
risk refers 1o variation in eamings while financial risk refers to variation in debi
servicing capacity. The business risk, alernatively, refers to variations n
expected returns. CGireater the variations, greater the business risk, Risk
optimization also does not mean taking no risk at all. It means minimizing risk
given the return and given the risk maximizing return, Risk reduction is possible
by going i for a mix of risk-free and risky investments. A portfolio of
investments with risky and risk-free investments. could help reducing business
risk. So. diversification of investments, as against concentration, helps in
reducing business risk.

Fimancial risk arises when vou depend more on fixed cost capital structure
and your cash flows and earnings before interest und wx vary. To minimize
financial risk. the quantum of debt capital be limited to the serviceable level. Of
course, debt pavment scheduling and rescheduling moy help m financial nsk
reduction and the creditor must be agreeing w such schedules/reschedules, Here
o0, a portiolio of debt capital can be thought of o reduce risk. A mix of fixed
rute and [Toating rate capital funds is a good plan.

4.7.7 Optimization of Cost of Capital

Optimization of cost of capital s a laudable poul of financial
management. Capital is a scarce resource. A price has to be paid 10 obtain the
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ame. The minimum return expected by equity investors, the mierest pavable o
debt capital providers, the discount for prompting payment of dues, etc.. are the
costs of different forms of capital, The different sources of capital have different
costs. In theory, equity is the eostliest source. The debt capial costs less. So, 10
optimize ¢ost of capital vou have 1o use more debt and less of the other forms of
capital. U'sing more deh 10 reduce cost 1s however 15 beset with some problems,
viZ.. you take heavy financial risk. create charge on assets and so on. Some even
argue, that more debl means more risk of msolvency and bankruptey cost arises
So, debt capital has, besides the actual cost, another dimension ol cost - the
hidden cost. So. optimizing the cost of capital means, optimizing the total of
both the acmal and hidden costs.

4.7.8 Optimization of Dilution of Control

Control on the affmrs of the institution is, generally, the prerogative of the
owners, Chamers want no dilubon of their empomment of fruits of ownership, It s
evident that optimization of dilulion of control 15 cssentially a financing - mix
decision and the latter’s relevance and significance had been already dealt with.
But vou cannod minimize dilution beyvond a point, for providers of debt capital,
directly or imdirectly, affect business decigions,

4.7.9. Maximization of Economic Value Added (EVA)

A modem concept of finance goal is emerging now, called as
maximization of economic value added (EVA), EVA = NOPAT - CCC, where,
EVA is economic value added, NOPAT is net operating earnings. after tax bun
before interest and dividend and CCC is cost of combined capital. CCC =
Interest paid on debt capital plas fair remuneration on equity. EVA s simply put
excess of profit over all expenses, including expenses towards Fair remuneration
paid/pavable on equity fund. A higher EVA leads o higher value.

4.7.10. Wealth Maximization

Wealth maximization means maximization of net-worth of the institution.
e, the market valuation of the institution. This objective is considered to be
superior and wholesome, The pros and cons of this goal are analvzed below.

Taking the positive side of this goal. we may mention that this objective
lukes into account the time value of money. The basic valuation model followed
diseounts the future carmings, Le., the cash flows, at the firm's cost of capital or




the expected return. The discounted cash inflow and outflow are matched and
the investment or project is taken up only when the former exceeds the latier.

Let the cash inflows be expressed by CF, CFy CF,, ... CF,. where the
subscripts 1, 2, 3, ... n are periods when cash flows realized. Let. the cash
investment at time zero be ‘1", The present value i.c., the discounted value of
CFy. CF;, CFs, ... CF,. at the discount rate “r’ is given by:

CF, CF, A - CFa

s b amrwre— 4 o —

(1+0)' (141 (1+n) (1+r)"

The value addition is given by the present value of future cash Nows
minus original investment or [PVCF - 1. By adopting this methodology the
institution gives adequate consideration fo time value of money, the short-run
and long-run income and the return throughowt the entire life span of the project
is considered and so on.

This goal considers the risk factor in financial decision, while the earlier
goals ore silent as though risk factor is absent. Not only risk is there and it is
increasing with the level of return generally, So, by ignoring risk, you cannol
maxinize profit for ever. Wealth maximization objective give eredence 1o the
whole scheme of financial evalustion by incorporating risk factor in evaluation.
This incorporation is done through enhanced discounting rate if need be, The
cash flows for normal-risk projects are discounted at the finm’s cost of capital,
whereas risky projects are discounted st a higher rate than cost of capital, so that
the discounted cash imflows are deflaved, and the chance of taking up the project
is reduced. Cash flows - inflows and outflows, are matched. So, one is related to
the other: 1.e., there is the relativity eriterion too. So. wealth masimization goal
comes clear off all the limitations all the goals mentioned above. Henee. wealth
maximization goal s considered a superior goal. This w aeeopied by all
participants in the business system.

The profit, profiability, liquidity. solvency and flexibiliny sptimization
goals and risk, cost and dilution of control optimization goals lead W reaping of
wealth maximization goal. Wealth maximizstion is, therefire, o super-ordinate
goal.



S MULTINATIONAL FINANCIAL MANAGEMENT VS DOMESTIC
FINANCIAL MANAGEMENT

Multinetional Financial Management differs from Domestic Financial
Management. There are certain major dimensions that distiinguish. Multimational
Finance from Domestic Finance. These are:

i. Foreign cxchange ond nsks associated therewith is involved in
multinational finance only.

. Global political nsks impacting global exposures are nvolved only in
multinational finance.

e Wider Market imperfections exist in mulunational finance, as many
heterogeneous markets are involved. This leads to more arbitrage
Dpportunities.

iv. Expanded opportunity o reduce risk and seek  growth exists in
multinational finance. The exiended opporunity leads o0 extended
competition and 1o that extent global returms are more than domestic
retums.

v. In domestic financial management most transactions arc ol amms length
and that ssues of transfer pncing, cross border taxation, etc do not arise,
while in multinational financial management these are some vexing issues.

vi. The complexities are more in multinational finance than in domestic
finance,

6. RISK-RETURN TRADE OFF

Financial ~ management  involves  investment  activities  involving
cornmitment of lunds expecting returns which is pssociated by uncertaintics.

6.1, Concept and Measures of Return

Rewrn refers 10 reward for the entrepreneurs from the investment in
projects and businesses. Return can be measured in terms of profitability ie.,
average or sccounting rate of return or internal rate of return.

Average Rate of Return (ARR) = Average Armnal { Mwrating P!‘t!_f]i <1k
Average dmeestment
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The above can be computed on actual or estimated basis, The drawback
of this method is that it does not ke into account time value of money.

Internal Rate of Return (IRR) takes time value of money into account.  This is
based on cash flow.

Cash Flow = Profit afier tax + Depreciation

Suppose, Cp = Capital invested at time zero in a project and C;, Cy, Cy ...
C, are cash flows from the project at end of time period 1, 2, 3. ... and ‘n’
respectively. Then. internal rate of retum is that discount rate at which the sum
of present value of the cash lows. namely, the €, C;, Cy, ... and C,. Is exactly
equal to O IRR is equal to k" in the equation:

Co = €y A{1+k) +Cy 14k + Cy (1KY + ... €, {1+k)"
IRR can also be calculated on actual or estimated cash Nows.

For decision-making estimuted IRR is depended on. For control, both
estimated and actual IRR are used.

6.2. Concept and Measures of Risk

Risk 1s the fluctuation in return. This is caused by several factors. The
different risks associated with an investment are:

*  Credit risk

*  (Construction risk

= Development risk

*  Market risk

*  Operating risk

*  Political risk

*  Economic risk

*  Legal risk

*  Lnvironmental risk

*  Financial risk

All the above risks have two companents, namely. systematic risk and

unsystematic risk. The systematic risk arises due 10 nation-w ide or world-wide
macro factors, while wnsystematic risk arises due to thctors peculiar to the
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project on nand, The former cannot be avoided. The latter can be avoided
through selection and combination.

Risk is measured in terms of standard devistion of retum.  Given the estimated
unnual returns for @ period of vears, nsk can be calculated through standard
devigtion o returm
Suppose estimated returns on o project for next 3 years are as follows;
12%,  18%, 3%, 2% and 13%
Ihe standard deviation of retum is the square root of mean of sum of squares of
deviation ol returns from mean retum

Standard Dieviation = yex - I

where, ¥ =X, - X, X, aretherchonsand X = meanreirn, n=no.of vharvations
In our example,
X = (12418 +5+22+ 13)5 = 14%
Standard deviation = Square root of | [(12— 14 + (18 - 14F + (5 14) 4
(22 - MY +{13 - 14Y 1/ (5-1))
Square root ol [ |4+ 16+ 81 ~ 64 + 1] /4]
= Square root of [166 /4] = 6,44%

We have sssumed cenainty above. Instead. given a probability distribution of
returns, risk can be calculated again, through standard deviation,

Let the probabiliny distribution of returns on o project be:
Retrm (Ri) 12% K% 3% 2% 13%
Probabiliny (P1) 0% 0% 209 [ Ay,
The expecied retum = E(R) = ZRi P
12%0.3) + FB%a(. 1 )+ 5% 2) +22%(. F1+ 13%8.3)
0.16% + 1A% 4+ 1% +22% + 3.9% = 125%
Risk = Standard Deviation Square root of: X P (Ki Ry
130 (12- 1259+ (1) (18-12.50° + (:2)(5-12.5)7 +( 11221255 H.3)
(13-12.5¢) ™
= 4.84%




Risk an also be caleulated using beta coefficient. Beta is a measure of
variation in return of a project against that of a standard or bench-mark
investment.  Suppose the returns on your project and on a bench-mark
mvestmenl, say return on Bombay Sensex are as under:

Project Return  y, 12% 18% 5% 22% 13%
Sensex Return % 14% 24% 3% 28% 11%

Then beta of the project is~ Covariance / Variance of Market

et —» e -w)
Iix, —x)

where x and y are means of x; and v, respectively.

X% | w% | -x(x=16%) | vi-y(y=14%) | (x- H]l{}'.;:[}__{._'ﬁ-- _HTE
IETH ETE R = 4 4

24 | 18 8 4 12 64

3 5 3 9 117 169 |

% | 22 12 8 96 144

i1 | 13 5 - . 5 25 |
80 | 70 0 0 254 406

254

Hetl = = = 0.620
406

A beta in between -1 to | indicates lesser vanation in returm ol the
project, as against the variation in return of the hench-mark. A beta exceeding |
or lower than -1 indicates higher varution i project retum than that of the
bench-mark. The *+" sign indicates vanation in the same direction and *— saign
indcates varistion in opposiie direction.

6.3, Trade-O1T

Risk and return are linked in a probabilistic way. Higher sk may give
vou more return and vice-versa. There is no cenainty relationship. 11 that were
sov, the concept of risk gets vanished.
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You pul your money with nationalized banks in differem schemes. Your
return at the maximum would be 8-9% or so, but vou are sure this return would
be given to vou with no hitch or hindrance, So there is no fluctuation in vour
earnings from vour deposits with these banks, And also deposits dre insured or
guaranteed by Government. Thes there is mot risk; but the return s mivimum.

You put vour money in debentures of 'AAA" rated company. A 1%
interest may be promised. You don't ncur any nisk. but the Government
puarantee is not there as in the case of bank deposits. Hence a 2 w 3% extra
retumn.  You take some risk and the return is more.  You put your money in a
‘BBB" plus company’s debentures and vou are promised 13% retum.  Yes, vou
lake more risk than in the case of vour investment in an "AAA" company and
henee the added return. So, higher the risk. higher may be the retumn. In the two
cases referred 1o above you take the risk. But retums are only promused. If
promises are not fulfilled. higher returns have not resulted,  Hence, the
probabilistic but direct relationship between risk and retum,

As nisk and return move in the same direction, a trade-off has o be
effected.  What is the devel of nisk you want to tmke? Then the retum is
specified.  What is the return vou want @0 eam’! Then the risk % given. [T vou
decide one, the other is given and you can’t have any bargain over that. You
decide one and wke the other as given.  If vou reduce the level ol nsk, this 15
accompanied by a reduction in retum oo and viee-versa. S0, every unit of
refurn has a price, ie. the risk. You pay the price, L.e. assume the extra risk and
oot the extra return and vice-versa, This exchange arithmetic is referred to risk-
return trade-off.

6.4, Capital Market Line [CML] and Security Market Line |SML|

L apital asset pricing theorem refates expected return with expected risk
the Lo ol copital market line and security market line. These are cited now

#.  Capital Market Line deals with risk - retumn relationship for eflicien
portlolies, The expected retum is given by the equation:

HMR)=Ry = U, [E(R,) = R;] |
W e

40




EiR) Expected pontfolio return

R| Risk frec rote
[E(R,) - Ryl Market risk premium
[E(Rp) - Re] {Cim Market price of risk = Slope of the CAPM

b. Security Market Line deals with risk — retum relationship for in-efficient
portfolios and individual securities.
The expected return is given by the equation:
E(R.) =R+ O[E(Re) = Ryl
where [ = [COV(R.Ra)] / O’
Slope SML  =E(R,) - Ry=Markel risk premium

The risk premium on individual securities is a function of the individual
security s contribution 10 the risk of the market portfolio,

Individual security’s risk premium is a function of the covariance of

returnis with the asscts that make up the market portiolio.

6.5. Risk-Return Pattern of Different Investments

Husiness investments are of different types. Expansion  project,
modernization project, related diversification project. unrelated diversification
project, new project and rehabilitation of sick unit project are certain types of
investments in the ascending order of risk. In an expansion project lower risk is
involved and hence lower return would suffice whereas, o project of unrelsied
diversification jnvolves higher risk and hence higher return is expected.
Suppose for the expansion project, a 12% retiurn is expected and for others an
additional 2% return is expected and for others an additional 2% return s
expected at every siage, the risk-return pattemn would be as charted below in
chart 1.3.
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Chart 1.3 : Risk-return pattern (A hypothetical case)

Type of Project Amount of Risk Amount of Return
i‘.xpar;inn Very low - 12% o
Muodernization Low 14%
Related diversification Low medium 1 6%
Unrelated diversification High medium 18%
New projecl High 20%
Rehabilitation of sick unit Very high 22%

The abave is only o hypothetical case

7. ASPECTS OF MULTINATIONAL FINANCIAL ENVIRONMENT

Everything in the world is surrounded by environment. Environment
influences evervihing. And what is environment? Everything that surrounds 15 a
component of cnvironment. Institutions, Instruments, Markets, Technology and
Episodes constitute the environment.

7.1, Institutions

iy Muliilateral Institutions like World Bank, International Monetary fund.
Imermutional Development Association, World Trade Organization & trade
hhscs and International Finance Corporation,

i) Central banks of major nations of the world, particularly, the LSA. Uk,
Lurppean Community, cle.

liit Investment banking institutions of repute fike Memll Lynch, Moodys,
Morgan Stanley. ete. have been playing a great role in global finance. Role of
somie of these is dealt below,
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7.1.1. World Bank: The need to strengthen the world economic system was fielt
much the world over during the fag end and aftermath of the World War 11 .
Eminent economists like J,M. Keynes and Henry D. White Civil Servants and
intelligentsia were seriously interested in evolving a purposeful world economic
system in the post-world war period. President Roosevelt of America attached
importance to the above cause. The conviction of the above personnel results in
the holding of the Bretton Woods Conference in 1944 even though the war was
racing over the World, The conference was attended by 44 nations of the world
including India. The conference sought to bring a global financial system and
economy co-operation. The British Plan authorized by JM. Keynes and the
American Plan by Henry D, White were wbled for discussion and adaptation.
The hasic features of the Keynes Plun and White Plan were fused together into a
comman plan al the conference. The conference proposed to establish:

i1 The International Monetary Fund (IMF) 1o achieve exchange mle
ctabilization and 1o help member countries in managing balance of
paymient deficit

iiy The World Bank (WB) 10 assist n the post-war reconstruction and
development of member-countries; and

iii} The International Trade Organization (ITO) to serve as a focal point for
co-operation in (ilobal trade matters.

Later in 1945, the IMF and WB were established, (The proposal 1o form
the TTO did not materialize), The IMF and WH are thus the Bretton Woods
twins. WH is the second of the twins, came into being on 25 December 1945, lts
headquarters is Washington D.C, Tt is 3 hank for financing and assisting
reconstruction of economies of the member countrics <hattered by the ravages of
the war and the development of member- counirivs. cspecially the undeveloped
and developing countries,

WB at its inception had 44 countries. Any country W hich subseribes to
the Charter Bank is admitted as a member. A member can velumarily pull ow
from the Bank. The Bank has power to suspend a member and such 4 member is
linble 1o make good its proportionate shares of loss if any suffered by the Bank,
during the tenure of such outgoing member. The Hank was 184 mwmbers strong
as on 30.6.2006. All members are not borrowers, however. In Table 3 the
number of members and borrowing members over a period of time ar given,
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Table 3 :Swrength of Members and Bormowing Members of TRRD

] Year 1945 1980 | 1985 | 1995 2006 |
Mhembers 44 135.139 178 181 i84
Borrowers NA 48 41 _ "JH‘ 130

a. Objectives of World Bank

Ihe objectives of IBRD are embodied in Article | of the Articles of

Agreement. They are described below,

3]

4

5)

Assist in the reconstruction and development: To assist in the
reconstruction and development of territories of members by facilitating the
investment of capital for productive purposes. inchsding the restoration of
cconomics destroyed or disrupted by War, the reconversion of productive
facilities for peace-time needs and encouragement of the dey elopment of
productive facilities and resources m less developed countries.

Promote private foreign investment: To promote private foreign
investment by mesns of guaraniees or participation in loans and other
investments made by private investors and when private capital is not
available on reasonable terms 1o supplement private investment by
providing on suitable conditions, finance for productive purposes out of its
own capital funds raised by it and its other resources.

Promote the long range balanced growth of international trade: To
promote the long range balanced prowth of intemational trade and the
maintenance of equilibrivm in balance of payments by encouraging
micrnational investment for the development of the productive resources of
the members, thereby, assisting in raising productivity, the standard of
living and the conditions of labor in their territories.

\rrange the loans: To arrange the loans made or guaranteed by it in

relation o intemational loans through other channels, so that the more
wsetul and urgent progects, large and small alike, dealt with first.

Operate with due regard: To conduct its operations with due regard 1o the
liect of international investment on business conditions in the territories of
nembers and in the immediate post-war vears.
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6} Bring about a smooth transition: To assist in bnnging about & smoot
transition from a war-time (o peace Hime economy.

In this regard the Bank is interested In the initial years of its inception the
Bank gave priority to bring about a smooth transition from a war-time o peace-
time economy. Along with the restoration of war-hit economies, the Bank is
interested  in development of production facilities and resources of less
developed countries. Rightly the Bank emphasized to need to supplement its
assistances through private forcign mvestment for purposes of construction and
development. The Bank is not bowever interested in short term development
purposes, rather it is interested in long-term balanced growth ofien member
countries. Balanced growth of imternal and external sectors in order 1o achieve
equilibrizm in the balance of payment position of member countries is stresses,
Promotion of conditions of Jabor and improvement in people’s standards of
living an sought to be achieved through raising productivity. Useful and urgent
project imespective of their size are given priority by the Bank. Now that the
reconstruction of war-hit economies s all over, the Bank concentrales on
development of member countries, especially the less developed lot

The fundamental aims underlying the Bank s objectives are:

L The Bank is not intended, “1o0 provide the external financing required for
all meritorious projects of reconstruction and development, but o
provide a catalysis by which production may be generally stimulated and
private investment encouraged™

ii.  The Bank would encourage necessary action by the member governments
assure the Bank's loans will actually prove productive . The promaotion
of sought financial programmes, the removal ol unnecessary barriers
and the region imtegration of production plans, where appropriate. are
some of the helds in which the Bank muy be gble w exert a helplul
mfluence,

. The Bank would play an active rather than a passive mode 1 indtiate and
develop plans w0 the end that Bank’s resources are used men only
prudently from 4 standpoint of its investors but wisely from the
standpoint of the world.

iv. The Bank is not a commercial type. lis concemn is primarily to ensure (ha
its assistances-financial and non-financial. make maximum coniribution
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o the all-round development of member countries” economy and people
through raising production, productivity and standard of living,

h. Functions of WH

Lending. Research, Advise, Intermediation, Coordination, Protection,
Cuarantee and Reliel functions are carmed out by the WB. These are dealt
below.

i. Sector-adjustment Lending

Sector-adjustment lending was designed (o support, within an acceptable
macro-ceonomic frame-work, scetional programmes of policy and institutional
change, mcluding restructuring of capacity and to increase resource mohilization
and the efficiency in the ways in which resources are allocated. The objective of
sector- adjpstment  lending is w0 promote the immoduction and  effective
mmplementation of sector  policies necessary  for  sustnined  rapid  growth.
Depending on the objectives of the operation and coumtry eircumstances. this
tvpe of lending vovers 4 continuum thiat ranges from major changes in macro-
economic policies to the establishment of an appropriate framework for sector
ImvesHTents.

il. Food Security in the Developing World

Another function o which the Bank addresses itself is ensuring food
security in the developing countries. Food securnity refers 1o access by all people
at all mes to enough food for an active, healthy life,

Towards the end of securing food-securely, the Bank's task are;
{a) Helping the countries formulate cost-effective food security policies,

i) Fosurmg that economic adjustment programmes that promote long-run
grimath are complemented by pelicies and strategics 10 address detriment
shirt-run effects of these programmes on food security of the poor,

el L ontiang W give high priority to Bank's lending Programmes that mil
meome levels of the poor,

iy Finemcing, where appropriate, investments thar increase the supply and
redisce price of basic staple food,

(el Incressimg the use of consultative groups and consortia as force to
improve food aid covrdination and
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{f} Continuing its vigorous support for agricultural research,
iii. Financial Intermediation

A well developed and efficient financial system can greatly contribute to

country’s economic growth, Capital formation and efficient allocation of
resources can be ensured. And this results in increased savings ratic and reduced
capital output ratio. Towards this end, the World Bank is assisting development
financial institutions in member countries,

In this regard the Bank addresses itself to suppont financial sector in

developing strategies, pohicies and institutions that woukd:

1id.

v.

increase  domestic  resource  mobilization by providing a varety of
competing depository and non-depository instruments.

encourage the development of more resilent and robust financial
structures, both ot the level of the enterprise and of the financial sysiem
through measures that would increase the availability of long term capital
and improve balance between debt and equity.

improve resource allocation by reducing financial System  through
increasing competition and enhancement of market discipline

improve the nuditing framework and the institutional infrastructure for
financizl transitory more transparent and increase trust in the system and

strengthen the legal, supervising and regulatory environment of the
financial system to foster financial prudence and discipline  and
competitive arms-length relation among financial institutions, borrowers
and savers.

The Bank's main concern is developing o viable maer financial system

in member countries through equity financing. institutional relorm. comporate
restructure and  decentralization of decision making and cconomic  power.
Selective support of individual Development Financial Instiutions (DFIs) would
also be continued with key subject of improving their financial health so that
they might become sustainable Institutions capable of mobilizing resources in
both foreign and domestic markets and allocating them efliciently
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iv. Economic Development Institute

Economic Development Institute was established in 1955 to supplement
the bank's lending, analvtical work and policy dialogue. As a “staff college™ it
has. since its first course in 1956, provided mid-career training for officials of
the developing world.

While EDI cannot provide financial support, it has sometimes been able
to help awrange finencial support from other sources, multilateral as well as
bilateral. Lastly EDI is also helping to organize “twinnng amangements™ and
long-term advanced study programmes for the teaching stuffs of some national
training mshuies.

v. Economic Research and Studies

The Bank's work in support of projects and programmes nourishes, and,
it is nourished by a sizoble programmes of economic and social research. The
Bank research programmes consist of (a) special comparative studies which are
under the aegis of the Rescarch Policy Council (RPCL (b) Research Projects
Approval Committee (REPAC), and (C) studies undertaken at the initiative of
Bank department using their own resources. Rescarch work of the Bank does
support its lending activities. The two other major types of analytical work are
policy analysis and country economic and sector work. The Bank’s research
programmes conlinue o be guided by lfour basic objectives: 10 support all
aspects of the Bank's operations. to broad understanding of the development
process, 1o improve Bank’s capacity to providing advice 1o member countries,
and to assist in developing indigenous research capacity in member countries

I'he research programmes have 1o cover five broad priority areas, the cost
and benefits of government intervention, the imterplay of incentives and
institution in international economic environment., the relationship of shor-term
policies to long term development, and the role of economic planning and
institutional  development. The research areas have emerged as the most
important ones for supporting the Bank's operations and for keeping the Bank al
the forefront of the economics of developing countries.

vi. Coordination with other World Bodies

Wirld Bank coordinates itself with UNDP, UNICEP, WHO, UNHCR.
LINESCO, OFECD, NGOs, UNITERO, ele.
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vii. Environment Protection

Several initiatives designed to improve environmental aspects, were
launched in fiscal 1986 by WB. The developmenis, which represent an extension
of the Bank’s past policies and procedures that sim at ensuring that economic
development takes place without undue ecological damage, include:

a. A programme of natural-resource management designed 1o explore ways
in which the Bank's country economic and sector work can be improved
o give greater weight jo eavieonmental conditions i developing
countries.

b. Esteblishment of a natural-resources information system using satellite
semsing and other technology 10 create a plobal dats based on
environmental conditions in developing countries.

c. A stepped-up programme of in-howse training 10 make nontechnical
operational staff bever able o assess environmental aspects of
development projects. Speeial training for developing country officials
will also be offered through the Bank's Economic Development Institute.

d. Development of a hazard-analysis computer programme is made
available to developing countries, #s well as to industrial plant designers
and contractors world wide, The programme software helps developers
identify and determine the consequences of potential major accidents and
learn how they can be reduced or eliminated by appropriste process
changes, reductions of inventories, layout o selting changes and so forth

e. New policies and guidelines for the preservaroon wid mamagement o
Hfl’rlrl‘ri":' ared waxtelands, The gl'.l.i.lj.i e 1o pros {aly prciur |'|r|u|:|:|;:rin-|1 lor
tropical forests and rare and endangered spuuive, proserve bioloasel
diversity and promote the economically beneficial <worvices that wildhile
anel wastelands offer.

viii. Multilateral Guarantee Investment Agency (MIGA)

At the World Bank-IMF Annual meetings in Seoul, Koren. the Bunk s
Board of Governors, on the recommendations of the Rank's Executive Directors,
decided to open the draft Convention establishing the Multilsteral Investimen
Guarantee Agency (MIGA). MIGA came into being in 1988 and has about 160
members as on 30.6.2006, Since its inception in 1988, MIGA has fssucd neurly
B50 guarantees worth more than $16 billion for projects in 92 developing
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countries. MIGA is commined 1o promoting  socially, economically, and
environmentally  susminable projects that are above all. developmentally
responsible. They have widespread benefits, for cxample, generating jobs and
taxes, and transferring skills and know-how. Local communities often recejve
significant  secondary  bencfits through  improved  infrastruciure. Projecis
cncourage similar local investments and spur the growth of local businesses. We
ensure that projects are aligned with World Bank Group country assistance
strategies. and integrate the best environmental, social, and governance practices
mito ouir work,

MIGA s designed 1o promote the flow ol international investments 1o
developing countrics. The MIGA initiative 15 seen as particular]y timely for fwo
major reasons: on the one  hand, governments of developing  countries
mereasingly realize the advamage 10 then of direct Investments over commercial
horrowing. On the other hand. the flow of fareign investment into developing
countrics has declined i recent vewrs. Investor have been increasingly
concermed  about  non-commercial risks surrounding  investment  in  these
countries, including. in particular, the risks regarding the convertibilite and
transfer of ecarnings sbroad. The reduction of obstacles 1o the flow of
nternational investments ot & time when the readiness of developing country
pavemments o accopt them has risen, is therefore essential, MIGA will have as
s objective the cncouragement of these flows to developing  countries by
Bslling puarantees, including co-insurance with, and reinsurance of. existing
political-risk insurers, against noi commercial risks, In addition, MIGA will
carry out promotional and technical assistance operations, meluding technical-
assistance and policy advice to interested-members. MIGA is thus expected 1o
provide an important forum for policy co-operation between cipitul-importing
unied capital-exporting countries. The cumulative guarantces piven by AHGA upro
HLO 2000 amounted 10 $ 7.1 bn,

. Methods of Finance

he TBRD makes louns 1o members in any one or more of the ways:

o Dhrect oans Granting or participating in direct loans out of i1s own
lunds.
2. Direct loans Granting loans out of funds borrowed by the Bank or

raised in the market of 4 member
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3. Indirect loans Guarantee in part or whole of loans made by private
investors.

4. Indirect loans Giranting loans to regional or national Development
Financial Institutions which in turn lend 1o business
or uther borrowers of their area.

5. Loans o Granting loans to  affiliaste  instiution  like  the

Affiliates Inernmional Finance Corporation (IFU) & 1DA,

6. Sector-adjustment  Loans designed to support structural loans changes in
financial. external and other sectors,

7. Project loans Lending for specific purposes or projects of
reconstruction or development. Normally all loans are
for specific-projects.

8. Hestricted Loans provided out of restricted loan currencies being

currency the capital paid in the currencies of members.

9,  Investmeni Investment lending adds to investment swock in

Lending borrowing member countries.
10, Enclave lending Occasionally WB lends for large forex generating

prijects.

The World Bank provides term loans for productive projects, Agriculture
and rural development, industry, transport, energy and small scale enterprises
were the traditional main investment outlets for the Bank till 1960, In the latter
vears the Bank place great emphasis on investments which can directly afTect
the well being of the masses of poor people of developing countries by making
them more productive and by including them s active participanis  the
development process. This strategy is increasingly ovident i the education.
population. Health and Nutrition progrommes of the Bank.

% Themes and Sectors Assisted

The thematic oriemations and sectoral tusts that WEB can be known
from the themes and sectors most assisted by the WB.
Themes assisted: Fconomic Management, Eavironmenial & Natural Resource
Management , Financial & Private Sector Development, Human Development.
Public Sector Govermance, Rule of Law, Rural Development. Socil
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Development, Gender & Inclusion, Social Protection &

Trade & Integration and Urban Deve
gives the data for recent years.

Risk Managemen,
lopment are the themes assisted. Tahle 4

Table 4 : WORLD BANK LENDING BY THEME - FISCAL 2001-2006

(Fig. Mn §)
' 1
THEME 2001 202 2003 2004 | 2005 | 200,
Economic | o5 3 14080 TrlE 4286 S04 b Mig
Management
L5 | g |
Environmenial 1354 6 924.0 L02e | 3046 2497 8 1.387.3
and Natural |
Resource
Management
Financial and 39409 | 50354 | 28929 41766| 18620 61374
| Private Sectop
Developmeni
Hifman LIBT| 17560 | 33740| 30795| 29500 26001 |
Development
| Public Sector L0537 | 42472 24640 | 137138 26364 | 38200
| l'lﬂ\"ﬁ-mm
_I-_tuh: of Law 410.0 2T 5309 | sp14 IR T37.6
Rusral L8223 | 16000 19109 | 15078 | 28022 22158
| [Jt"r':]ﬂ'[ll'l‘lﬂﬂt I l |
Sowcial I 14697 | 13857 10030 | L3578 ' 10854 1.094. |
Lrevelopment,
Caeneler. ung J | |
Bow Jips i |
Sacigl Privection 16510 LT 2345 | 1.577:0 24376 | 1.891.7
and Risk
Management




Padcand | 050!  3009| sess| 12127 rome| 16109
Integration
Lifban | 14586 14824| 15763 13581 18600 1911F
Development _

: Theme Total 172506 | 19.519.4 | 18,5132 20,0799 | 22,3070 | 23.6412

Sectors Assisted: Agriculure. Energy. Eovironment, Human Resources
(Education, health, nutrition, social service), Industry, Finance,
Infrastructure,  Urban  Development Telecommunication, Transportation,
Water and Sewage Public Sector, Tourism, etc. are different sectors financed by
the World Bank. Table 5 gives World Buank lending by sectors.

Table 5: WORLD BANK LENDING BY SECTORS- FISCAL 2001-2006

{(Mn §)

SECTOR 2001 W02 | 2003 | 2004 | 2005 | 2006 |

| Agriculture, Fishing, _h'-E:S-S' 12479 | L2132 13861 | 19336 | 17519

ond Forestry

: Education 10947 | 13846 | 23487 | 16845 19311 | 1.990.6

Energy and Mi_nl-n_g_- I.53-I.'I.‘..|' “.I.'!M.ﬁ I.IJEE.-l. Q665 | 18227 l.ﬂlﬂ,.l-l

’ Finance 22463 | 27108 114445-3" |.BOBD | 16751 | ijm.‘r

' Mealth and Other 25212 2.366.1 “3144:_5 19970 | 22164 | 21323
sogcial Services

Industry and Trade _?_:;u 1,304 5 7967 ‘N‘I@I L6294 | 1,5422

Inlormation and 2169 1532 [153 LT | €405 810
| Communication I
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Low and Justice and | 3.850.2 | 53512 | 39565 | 497856 | 55693 | 58576

Public

_ Almyinnstration

e |

rTr.mspuruniLm 31052 | 23903 | 27I73| 37778 31382 32144

Water, Sanitation, 1370 | s4e0 | 13783 15016 20802 | 1,720

and Flood Prodection I

| Scctor Total | 17.250,6 | 19.519.4 | 185132 | 20,0799 | 22,3070 | 23.641.2

e, = I e — S
OFf which IBRD | 10.487.0 | 11,4508 | 10.230.7 | 11,0454 | 13,6110 14,1350

- - | — - e
Ofwhich IDA | 67636 | B06T6 | 72825 0344 ﬁ.frl.l'h-ll 9,506,2

- - [ A — —=

It could he seen from the table 4 that among the different projects.
agriculture, economic palicy, electric power, finance, population. public sector
management, social production and  transportation  has got the X L
assistance.

7.1.2. International Development Association (IDA)

In the later half of the 19508 the need for provision of financial assistance
to third-world countries on more softer terms, than that was available from the
World Bank and TMF gained global significance in order to achieve international
equity. The American Senmtor Monroney first mooted the idea of creating a
special unit under the TBRD which would lend on easier terms than the TBRIY.
to the poor countrics. The then President of the USA, Dwight Elsenhower
approved the senator’s view and urged the World Bank system to favourahly
consider the ecreation of IDA. The World Bank also felt that development
assistance should be mulii-windowed ruther than concentrated n a fow
muonolithic unite, The World Bank. unanimously accepted @ proposal on It Ukt
1959 for setling up is principle the 1A, Its resolution went like this: "Resolved
that with respect 1o the question of creating un Intemational Development
vssociation, as an affiliate of the Bank, the executive directors, having regard to
e views expressed by governors, and considering the broad principles on which
the sssociation should be established and all other aspects of the matter, are
requested to formulate anticles of | agreement of such an association for
submission to the member Governments of the Bank™, And the IDA was bom on
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Bth Nov, 1960, Though legally and financially distinet from the World Bank, the
DA, as an affiliate to the Bank. is administered by the stafT of the Bank.

a. Dhjectives of 1DA »

The IDA provides assistance for the same purposes as the IBRD. But that
would bear less heavily on the balance of pavments of the borrowing countries,
Thus the IBRD and IDA have common objective of maising the standards of
living in developing countries by channelising financial resources from
developed countries to the developing countries, However, the IDA is primarily
providing assistance 1o the poorer developing countries. The main objectives of
IDA are:

i Helping the poorer developing member countries with soft loans, Soft lo
refer o loans having 30-40 vears of maturity with 10 vears prace period.

Sofl loans carry no interest or a lower rate of inierest compared 10 the
IHRDI

it IDA finances not only the foreign exchanpe component cost of project, bul
a portion of the cost of local currency. Repayments can be in local current
and hence DA loans bear less heavily on the balance of payments position
member countries,

i. lLending for human development is an objective of IDA wherchy IDA
addresses vital issues like health, education, community development, etc.
in third world countries

.  Support for economic reform, revival and private sector development,

v.  Development of infrastructure, rural areas, agricullure and environment
are major concerns of [DA,

b. Functions of [DA
The major functions of DA can be classitied as below:

I Lending from regular resources available for lending b 1DA* Regular
resource refer o contributions by members and IBRID for gencral lending
by [DA.

i Special Facility for sub-Saharan Africar on May 21. 1985, the
International  Development  Association (IDA) established a Special
Facility for Sub-Saharan Africa (the African Facility ) constituted by funds
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contributedd by  the  Intemational Bank for  Reconstruction  and
Development (IBRD) and other donors to provide financing for eountries
of the Sub-Saharan region. The African Facility became effective on July
L1985, and is administered by IDA. The resources of the Africa Facility
are kept separate from the resources of IDA. The facility was designed 1o
provide quick-dishursing nssistance 1o IDA-cligible countries. in sub-
Saharan Africa that had undertaken, or were commited to undertake,
appropriate, medium-term programs of policy reform. Eligibility under
this formula is determined in a flexible manner. taking into account the
specitlic circumstances ol countries,

iii. Specinl Fund Administrmtion: On October 26,1982 the International
Development Association (IDA ) establishing o Special Fund (the Special
Fund) constituted by funds contributed by members of DA and
admimistered by IDA. The arrangements goverming the Special Fund may
be amended or terminated by 1DA'S Executive Directors subject o the
agreement of a qualified majority of the contributors o the Special Fund,
The resources of the Special Fund are kept separate from the resources of
IDA. The Special Fund became effective on December 13, 1982, Special
Fund credits are denominated in special drawing rights (SDRs): the
principal amounts dishursed under such eredits are to be repaid in amounts
equivalent to the value in terms of SDRs of currencies disbursed.

v, Technical Assistance to member government 1o prepare projects that are
expected 1o be financed by the IBRD or IDA, to strengthen public sector
institutions in their ability to deliver kev services to formulate macro-
cconomic and sectoral policy and analyze policy issue, to accelermle
exploration of natural gas and oil by strengthening the members technical
capability ele

e. Methods and quantum of lending

Phe TDA provides credit directly to member government for financing
projects. direetly W industrial undertakings with or  withou government
pwaraniee, indirectly through development finance companies; jointly with other
lending agencies like the IRD. bilateral and private bodies.




1.2, International Finanee Corporation (IFC)

The Internal Finance Comporation was set up on 20th July 1956, Though
is affiliste of the World Bank, legally and financially. the IFC and IBRI} are
distil entities. The IFC has its own staff-operating and legal, but draws upon the
EBRID administrative and other services.

The membership in IFC is open 1o member countries of the IBRD. The
IFC started with & membership of 32 countries including India. The membership
of IFC as on 30-6-2006 stood at 180, The President of the TRRD is the ex-ofTicio
Chairperson of the IFC,

a. Objectives of IFC

IFC is a multilateral development institution established o promote the
growth of productive private investment and to assist enterprises that will
contribute to economic development in their countries. The common objective of
IFC like IBRD and IDA. is to help raise standards of living in developed
couniries by channelising financial resources from the developed countries 1o the
developing world,  Provision of essential infrastructure for development would
not, by itsell be enough 1o sttract private investment flows from developed
countries o developing couniries, A specialized body at the global level is
needed to bridge the borrowers and savers. The IFC does bridge the two
categories of persons/countries. It is further necessary 10 cncoursge the growth
of productive private investments and savings in the developing World. The [FC
sddresses itself towards achieving the above broad objectives,

The IFC's Articles of Agreement states the purpose of semting the IFC in
the following words: “The purpose of the corporation is to further economic
development by encouraging the growth of productive private enterprises in
member countries, particularly in the less developed arcas. thus supplementing
the activities of the IBRD

i, in association with private investors assist in financing the establishment.
improvement and expansion of productive private enterprises which would
contribute 1o the development of its member countries by making
investments, without guarantee of repayment by the member government
concerned, in cases where sufficient private capital is not available on
reasonable 1erms;
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seck .o bring together investment opportunitics, domestic ond foreign
private capital and cxperienced management and
seek 1o stimulate and 1o help create conditions conducive o the flow of

private capial, domestic and foreign, into productive investments in
member countries

The Corporation is guided in all its decisions by the above articles of agreement.
b. Functions of [FC

<

The IFC makes s investments in partnership with private investors from
the capital exporting country or from the country in which the enterprise
is located or both.

I'he IFC Finanees only private enterprises and that too in association with
private capital

It encourages the growth of capital markets in developing countries.

Ihe IFC acts as o clearing house in bringing together investment
openings, private capital and managerial expertise.

Helps establishing privately owned development finance companics and
other institutions  which are themselves engaged in promoting  and
linancing private enterprises.

The IFC also underwrites public issue of securities by privite sector
units.

Helping the sub-Ssharan business community develop, sound projects
and find finances for the same

The IFC also provides investment counsel o member governments. As on
expansion and of this counsel, in 1986 the IFC has organized the Foreign
Ipvestment  Advisory  Serviee which helps  déveloping  country
Governments in creating the framework of policies and  institutions
necessary to attract and regulate direct foreign investment

It helps in protect identification and promotion.

€. Methods of finance adopted by IFC

[hrect investment in equity shares in private seclor cnlerprises.
Dhrect loans in a wide variety 1o privale sector under takings,
bt




i, Restructuring of existing loan obligations of borrowers to the Corporation,

iv. Finances new cnterprises, helps modernization, diversification and
expansion existing units

v. Investment in rights sharcs/debentures issued by companies n which the
[FC is already a share-holder.

vi. Co-financing along with bilateral and multilateral aid agencies, The IFC in
co-operation with the United Nation Development Program (UNDP) and
the African Development Bank has launched the Africa Project
Development Facility (APDF) in May 1982 10 meet the particular needs of
the sub-Suhamn Africa. The APDI the specific function of helping the
African businessmen and companies develop sound investment projects
and find finances for those projects.

vii. TFC also provides financing by means of stand-by or underwriting
arrangements in support of public offerings or private placement of shares
= L

viii. Foreign portfolio investment is initiated by the IFC during the end of the
fiscal year 1986. In this regard it is proposing 1o constitute an mvestment
trust called, Emerging Markets Growth Fund (EMGF). The lestures of
EMGF are as follows!

The EMGF will invest in publicly-listed shares with effective investmen!
Mspects. The $150 million share capital of the ENGF is provided by a group of
leading international banks, institutional investors, and fmancial foundation,
from various capital exporting countries. The EMGI is expected to invest n
emerging stock markets. They include: in Asia-Indi the Republic of Korea,
Malaysia, the Philippines, and Thailand: n Latin wmerica-Arpenting, Brazil.
Chile, and Mexico

An important factor considered by IFC in establishing the MG was the
existence of a pool of fundg comprising the investible resources of pension
funds. insurunce companicsj@fist funds, mutual funds and myestment companies
based in the capital exporting¥ountries. Thesg institutions seek attractive rales ol
return from well diversified portfolios. They are becoming much more
international in their investment thittking %nd are looking for opporunitics in
new growth markets. =

i

£




For developing countries, the principal advantage of foreign portiolio
invesiment is that it opens the possibility of introducing a substantial new source
of equity capital inflows without substantial loss of domestic control, Greater
portfolio investment would bolster the capital base of corporations and alleviate
the high debt-equity ratios lound m many developimg countries. Moreover,
octive foreign inter=st in emerging securities markets would attract sophisticated
analytical technigques into these markets and generally contribute to ncreasing
the efficiency of capital allocation in them.

Several emerging stock markets are compamble in size (0 some European
miarkets and many have been growing much faster than the latier over the past
decade, The anticipated faster rates of GNI' growth in the developing. world,
espectally in the semi-indusirialized developing countries, will work towards a
miore rapid expansion of their stock markets.

d. Terms of financing by 1FC

Maost [FC's investments consists of & share subscription plus a long-tenm
loan, Others take the form of long-term loans with an equity feature. Sometimes
equity capital is easily available, but loan is not, to a concern. Then [FC provides
a straight loan, It may then require a bank guaraniee, demand a rate of interest
higher than it would otherwise ask, or seek some other means of limiting or
compensatng for is risk. The type of investment, the mix and terms vary from
case o case. A commiment fee of 1% on the undisturbed amount is changed.
Share subscriptions are paid in the country’s own currency and loans are given
i L' dollars or other currency or a package of currencies,

The investment pariner should provide management and IFC does not
sssume that responsibility. Rarely does it exercise voting nghts. |t does not
gencrally pominate any person to the Board of the assisted company. Periodic
reports on performance and annoal accounts muist be submitted to the [FC. IFC
mukes no mvestment if appropriate arrangement for repatriation of s
mvestments wnd carmings on that investment are nol made,

704, Internaticnal Monetary Fund (IMF)

International Monetary Fund (IMF) is the second of the Bretion Woods
b atis, Hwe first being World Bank, - '

{ine of the most significant outcomes of the 1944 conference at Bretton
Wonnls wis the establishment of the International Monetary Fund (IMF). There
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were 44 signatories 1o the conference, representing the allied powers. The
conference gave the necessary impetus and shape to the Imernational Monetary
Fund. The purpose behind its esmblishment was to ensure the collection and
allecation of resources in order to implement the Articles of Agreement signed
at the conference at Bretion Woods,

The main role of the International Monetarv Fund is 1o monitor the
functioning of the mternational monetary system and provide funds to member
couniries requining foreign exchange o meet any temporary deficit in the
balance of payment. The International Monetary Fund was entrusted with the
task of ensuring international monetary conperation. It provides the reguisite
machinery for consultation and collshoration on  international  monetary
problems. The muliilateral system of pavmemt was established with the view of
tacilitarmg current wansactions between members. This was considered vital for
the elimination of exchange restrictions, therehy facilitating the all round
growth of world trade, Yet another objective was to promote exchange stability
prima-facie through avoidance of competitive exchange depreciation as also
maintaining smooth exchange arrangements among the member countries.

The resources of the fund could be used to provide liquidity 1o member
countries facing temporary deficits in their balance of payments. Thus the fund
could be used to help member countries tide over maladjustments i their
balance of payment position. without resorting 1o measures that would endanger
national and international well being.

The other objective of the fund is to promote and maintain high levels of
employment and real income besides developing the productive resources of
member countries.

u. (Mbjectives of IMF
I'he objectives of [IMF are presented below:

L To promote intemational monetary corporition through o permament
mstitution  which  provides the muchiners  for  consuliation  and
collaboration on infernational monetary problems

i To facilitate the expansion and balanced growih of internations] made.
and o contribute thereby to the promotion and maintenance ol high
levels of employment and real income and i the development of the
productive resources of all members as primary objectives of coonomi
podicy,
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ni.  lo  promote  exchange stability, tw  maintain  onderly  exchonge
arrangements . among members. and w aveid competitive exchange
depreciation.

i\ Fo assist in the establishment of a mulilaeral system of payvments in
respect of current transactions between members and in the climination
of foreign exchange restrictions which hamper the growth of world trude.

v To give conflidence 10 members by making the general resources al the
Fund temporarily available 1o them under adequste saleguards, thus
providing them with opportunity to corect moladjustments in their
hualance of payments without resorting 10 measures destructive of national
or inlemational prosperity

vi.  In sccordance with the abiowe. to shorten the duration and lessen the
degree of disequilibrium in the international balances of pavments of
members.

The fund shall be guided m all its policies and decisions by the purposes
set forth in this Anicle

b. Financial assistances provided by IMF

Financial assistance provided by the IMF is made available to member
countries under a number of policies, or facilities, which reflect the natre of the
balance of payments problem that the borrowing eountry is experiencing.

L Regular Lending Facilities

Credit tranche, stand-by credit, extended fund facilioe and Precaionary
arrangements are the regular lending facilitics adopted by IMF. These are
explained below:

Credit Tranche: IMF credit is subject 1o different conditions, depending on
whether it i« made available in the first credit “tranche™ (or segment) of 25
percent ol o meniber’s quota or in the upper credit tranches (any segment ahe
25 percont of quota). For drawings in the first credit trunche, membeis mist
demwonvirae  reasonable efforts 1o overcome their balance of pay ments
difficultivs. Upper credit trunche drawings are made in installments (“phased™)
and ane released when performance tarpets are met. Such drawings are normally
associated with Sund By or Extended Armangements. For the financial year
ending \peil 30, 2006 the mranche credits dishursements amounted o SDR 2,126
T
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Stand By Arrangements (SBA3) are deigned to deal with short-term balance of
payments problems of a temporary or a cyclical nature, and must be repaid
within 3 1/4 10 3 vears. Drawings are nurmallg, made quarterly, with their release
conditional upon borrowers’ meeting quantitative performance criteria-generally
in such areas as bank credit, povernment or public sector borrowing, trude and
payments of restrictions, and international reserve levels-and not infrequently
structural performanee criteria. These criteria allow both the member and the
IMF 1o essess progress under the member’s program. Stand-By Arrangements
tvpically cover 12-18 month periods (although they can extend for up 1o three
vears. As of Aprl 30, 2006 the oustanding credits under this type of funding
was SDR 11,666 mn.

Extended Fund Facility: Financial assistance provided through Extended
Arrangements under the Extended Fund Facility (EFF) is intended for countrics
with balance of payments difficultics resulting primarily from structural
problems and has a longer repavment period. 4 1/2 1o 10 years, to ke account
of the need to implement reforms that can toke longer o put in place and have
full effect A member requesting an Extended Arrangement outlines its goals and
policies for the period of the arrangement, which is typically three vears but can
be extended for a fourth vear, and presents a detailed statement each vear of the
policies and measures 0 be pursued over the next 12 months. The phasing of
druwings and performance criteria are like those under Stand-By Arrangements,
although phasing on a semiannual basis is possible. As of April 30, 2006 the
outstanding credits under this type of funding was SDR 7,477 mn.

Precautionary arrangements are wsed 1o assist members interested in
boosting confidence in their economic management. Under a Stand-By or an
Extended Arrangement that is treated as precautionary, the members agrees to
meet the conditions applied for such use of the IMF's resources bul expresses s
intention nol 1o dmw on them. This expression of nlent is  binding:
consequently, as with an arrangement under which a member 15 expecied 1o
draw, approval of a precautionary arrangement significs the IMF's endorsement
of the member's policies according to the standards applicable o the particular
form of arrangement.

ii. Special Lending Facilities and Policies
The Supplemental Reserve Facility (SEF) was ntroduced i 1997 1w
supplement resources made  available under Stand-By  and  Extended
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Arrangements in order to provide financial assistance for exceptional balance of
payments difficulties owing to a large shon-term financing need resubting from a
sudden and disruptive loss of marker confidence, such as occurred in the
Mexican and Asian financial cnises in the 1990s, [ts use requires o reasonable
expectation that sirong adjustment policies and adeguate financing will result in
an carly correction of the member’s balance of payments difficultics. Access
under the SRF is not subject to the usual limits but is based on the financing
needs of the member, its capacity 10 repay, the strength of its program. and its
record of past use of IMF resources and cooperation with the IMF. Financing is
committed for up to one year, and repayments are expecied 1o be made within |
to 1 172 years, and must be made within 2 to 2 1/2 years, from the date of each
drowing. For the first year, the rate of charge on SRF financing is subject to a
surcharge of 500 basis points above the wsual mate of charge on other IMF loans:
the surcharge then increases by 50 basis points every six months until it reaches
500 basis points. As of April 30, 2005 the ouistanding credits under this type of
funding was SDR 4.569 mn, but by 2006 the figure was nil,

Contingent Credit Lines (CCLs) were established in 1999 Like the
supplemental Reserve Facility, the CCL is designed to provide shori-term
Aimancing to help members overcome exceptional balance of pavments problems
upi;n;;: from a sudden and disruptive Joss of market confidence. A key difference
15 that the SKE is for use by members alrendy in the midst of a crisis, whereas
the' CCL is a preventive measure solely for members concerned with their
potential vulnerability to contagion but not lacing & criss ar the time of the
commitment. In addition, the eligibility criteria confine potential candidites for a
CCL to those members implementing policies considered unl.kely to give rise o
4 need 0 use IMF resources; whose economic performance-and progress in
udhering to relevant  internationally sccepted standards-has been  assessed
positively by the IMF in the latest Article 1V consultation and thercafier: and
which have constructive relations with private sector creditors with o view 1o
faciliating appropriate private se¢tor involvemient. Resources committed under o
CCL can by activated only if the Board determines that the exceptional halunee
of payments linancing needs faced by a members ansen owing o contagion-mat
is, circumstances largely beyond the member's control stemming primarily from
adverse  Jevelopments in international  capital markets consequent  upon
developments in other countries, The repayment period for and rate of charge on
CUL tmanwing are the same as for the SRF.
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The Compensatory Financing Facility (CFF} formerly the Complimentary
and Contingency Financing Facility (CCFF), provides timely f{inancing tw
members experiencing a temporary shortfall in export eamings or an excess in
cereal import costs, as a result of forces largely bevond the member’s control, In
January 2000, the Executive Board decided to eliminate the contingency element
of the CCFF since it had rarcly been used; see the discussion in this chapler. As
of April 30, 2006 the outstanding credits under Contingent and compenssatory
funding was SDR 84 mn.

The IMF also provides emergency assisiance 1o 2 member facing balance
of payments difficulties caused by a natural disaster. The assistance 15 available
through outright purehases, usually fimited 1o 235 percent of quota. provided that
the member is cooperating with the IMF o find a solution w its balance of
payments ditficulties, In mosi cases, this assistance has been followed by an
arrangement with the IMF under one of its regular facilities. In 1995, the policy
on emergency assistance was expanded to include well-defined post conflict
situations: where a member’s institutional and administrative capacity has been
disrupted as a result of conflict, but where there is still sutficient capacity for
planning and policy implementation and a demonstrated commitment on the part
of the authorities; and where there 15 an urgent balance of payvments need and a
role for the IMF in catalvzing support from official sources as pan of a concerted
international effort 1o address the posi-conflict siwation. The amhorities must
state their intention o move 8s soon 45 possible 1o 4 Suand-By. Extended. or
Poverty Reduction and Growth Facility Arrangement.

The Emergency Financing Mechanism (EFM) s o set of procedures
that allow For quick Executive Board approval of 1IN lnancial support o
member facing a crisis in it external accounts i reguires an immediate M
response. The EFM was established in September (995 nd was wsed in 1997 for
the Philippines, Thailand, Indonesin and Korea, and in 1999 jor Rissia

iii. Poverty Reduction and Growth Facility

On November 22, 1999, the Enhanced Structural Adjustmemt Facility
{(ESAF) the IMF's concessional financial facalits 1 assist poor countnes fucing
protracted balance of payments problems-was renamed the Poverty Reduction
and Growth Facility (PRGF) and given & mare explicit antipoverty focus. PRI -
supported programs are expected 0 be based on country-designed  povens
reduction strategies, and formulated in a participatory mommer imvelving ¢ivil
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suciery and develop mental partners. The strategy. to be spelled out in a Poverty
Reduction Strategy Paper produced by the borrowing country in cooperation
with the World Bank and the IMF, should describe the authorities’ poals and
macroeconomic and structural policics for the three-year program 1 be
supported by PRUF resources, as well as the associated external financing needs
and major sources of financing. PRGF koans carry an interest rate of 0.5 percent
4 yeur and are repayable over ) wears with & § |/2-vear grace period on
principal repayments.  As of April 30, 2006 the outstanding credits under this
type of funding was SDR 3,819 mn.

v, SR

Special Drawing Rights (SDRs) add 1o global liquidity. The SDR is an
international interest bearing reserve asset crented by the IMF following the First
Amendment of the Articles: of Agreement in 1969, All transactions: and
operations involving SDRs ure conducted through the SDR [Departrent. The
SDR was created as o supplement to existing reserve assets and is allocated by
the IMF 1o members participating in the SDR Department. Its value as o reserve
asset derives, essentially, from the commitments 1o participate, 1o hold and
sceept SDR« and 1o honor varkous obligations connected  with jts proper
tunciioning as a reserve asset.

The SDR 15 an international reserve assel ereated by the IMF under the
First Amendment o its Articles of Agreement 0 supplement other reserve
assels. First allocated in January 1970, wotal SDR allocations currently amount 1o
SDR 21.4 billion. SDRs are held largely by member countries-all of which are
participants in the SDR Department-with the balance held in the IMF's Cieneral
Resources Account and by official entities preseribed by the IMF 1o hold SDRs,
Preseribed holders do not receive SDR allocations but can sequire and use SDRs
i operations and transactions with participants in the SDR Depariment and with
other prescribed holders under the same terms and conditions as participants

Ihe SDR is the unit of account for IMF operations und transactions. [1 s
alsir tsed as a unit of account, or the basis for a unit of sccount. By a number of
viber micrmational and regional organizations and international conventions. In
sildition. o g very limited extent, the SDR has been usad 1o denominate financial
nsiruments crested outside the IMF by the private sector { privale SDRs). As of
Wpeil 30, 2006 the SDR allocution to participating members totaled SDR 214
b while IMF iiself held SDR 3.9 ba.
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Lses of SDRs:

Participants and prescribed holders can use and receive SDRs in
transactions and operations by agreement among themselves, Participants can
alsoe use SDRs in operations and transactions involving the General Resources
Account. such as the pavment of charges and repurchases, The IMF ensures, by
designating participants o provide freely convertible currency in exchange for
SDRs, that 4 participant can use its SDRs w obtain an eguivalent amount of
currency i it has a need because of its balance of payments or its reserve
position or developments in its reserve,

115 Workd Trade Organization (WTO)

World Trade Organizstion, WTO, came into being on |” January 1995 1o
formulate uniform laws to govern trade among countries, The World Trade
Organization (WTO) is an international organization that establishes rules for
imternational trade through consensus umong its member states. It also resobves
disputes between the members, which are all signatories 1o its set of trade
agreements. The organization’s headguarters are located in Geneva, Switzertand.

There are 150 member states in the organization, the latest o join being
Viemam on January 11, 2007 It is sieered by its Director-General. Since its
inception in 1995, the WTO has been a major focus for prodests by civil society
Eroups in many countries.

Along with WB and IMF, WTO ought 1o have been cremted but jts
creation was blocked by the US then in 1944, But instead the Cieneral
Agreement on Tariffs and Trade (GATT) was estiblished. Seven rounds of
negotiations occurred under the GATT before the cighth round - known as the
Uruguay Round — which began in' 1986wl concluded in 1995 with the
establishment of the WTO. The GATT principles agreements were adopled
by the WTO, which was charped with administering numy e agreements and
resolving trade disputes between member countries. | nlike the GATT. the WTO
has & substantial mstitutional structure

The topmost decision-making hodsv of the WTO is the Ministerial
Conlerence, which has to meet at least every two years. It brings wopether all
members of the WTO, all of which are countries or SEPUrale cusloms ferritorics,
The Ministerial Conference can make decisions on all mtters under any of the
multilateral trade agreements. The WTO oversees about 6t Jifferent ngreemenits
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which have the status of international legal texts. Member countries musi sign
and ratify all WTO agreements on accession,

a. Objectives of WTO

The WTO stwes that its aims are to increase international trade by
promoting lower trade barriers and providing a platform for the negotiation of
trade and 1o their business

The WTO discussions should follow these fundamenial principles of trading:

¢ A trading system should be free of discrimination in the sense that one
couniry cannot privilege a particular wading partner above others within
the system, nor can it discriminate against foreign products and services.

+ 0. A trading system should tend toward more freedom. tha 18, toward
lewer trade barriers (tarifls and noo-tariff barriers),

« A trading system should be predictable, with foreign companies and
pevernments reassured that trade barriers will not be raised urbitrarily and
that markets will remain open.

% A trading sysiem should tend toward greater com petition.

+ A wading svstem should be more accommocdating for less developed
countries. giving them more time fo adjust, greater flexibility, and more
privileges.

TRIPs and TRIMs of WTO have far reaching implication lor global business and
finance,

.16 Regional Trade Bloes:

Trade blocs are very commion today due to North-South, North-North,
South-South coalitions, North denotes the well developed countries and South
denotes the less developed countrics, There are many regional blocs and trade
among the members of the bloc is called mrade within g bl

There are many rade blocs like 1. NAFTA the North Atlantic Free
Trade Agreement formed in 1988 with USA. Canada and Mexico as members:
Ik ELI ~the European Union with 15 countries viz, Belgium, France, Germany,
ltaly. Luxembourg, Netherlunds, England, Spain, Portugal, Ireland, Finland,
Austria, Sweden, Denmark and Greece as members: jij, LAFTA - the Latin
American Free Trade Area established i 1961 with Argenting, Brazil, Mexico,
Chile, Peru. Uruguay, Paraguay, Colombia and Equator as members; iv.
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ANZUERTA —the Australia Mew Zealand Closer Economic Relations Trade
Agreement with Australia and New Zealand as members created in 1988; v.
GUC - the Gulf Co-operation Council consisting of gulf countries as members;
vi. CEEAS Economic Community of Central African States; vii, CARICOM -
the Caribbean Common Market with countries in Latin America as members;
vili}) ASEAN - the Association of South East Mations with membership of
Indonesia, Malaysia, Philippines. Singapore, Thailand and Brunei; ix) SAARC -
the South Asian Association of Regional Corporation with India, Bangladesh,
Nepal, Bhutan, Sri Lanka, Maldives and Pakistan as members; and x. SADCC -
the South African Development Coordination Conference with members of Sub-
Saharan couniries are some regionnl bloes. Here region means aggregation of
countries,

Aims of Trade Bloes

The regional blocks aim for free trade among members of the regional
bloc, common external commercial (arifT and quots) policies for member
coumiries, free mobility of factors within the bloe, harmonized economic policies
for members of the bloc and a supranational organizational structure for
economic policy formulation, implémentation and control amongst the members
of the bloc. From free trade arca, to customs union to common market, 1o
economic union and 1o wial economic integration (with commaon currency as in
the case of ELl with Euro as the currency for the 12 countries of EL since 1999)
are the stages of successive economic integration of countries in the bloc.

Irade within a bloc or region and rade between the blocs or regions are
poised for growth with the successive levels of intepration. Inter-regional trade
has grown since the emergence of economic blocs or resions. because it is easy
loy push trade among blocs or regions than among inde ksl countries because in
the case of lanter negotiations with each and every coumiry are needed whercas in
the forever, negotiations among blocs of nations are enough

Trade bloes exist side by side W O, which is but » mega Do of over 150
countries. Uniform law and procedures. regional specinlization on the basis of
resource endowments, etc give a boost o iner-regional irade

T.1.8. Central Banks of nations

I'he central banks bigger nations, like the Federal Reserve of the USA.
the European Central Bank of the in-11 of the 15 European Union countries.
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Bank of England, Reserve Bank of India, e influence the global finance
through their normal and regulstory monetary policics and activities. The foreign
exchange rates scenario that exists in any country is at least indirectly influenced
by the central bunks. which in turn have implications for global finance. Besides
their actions on money laundéring and similar issues have immense impact over
multmational finance.

T.1.9, Investment Bankers

Big investment bankers like Morgan Stanley, Mernill Lynch and others
have become global drivers of finance On their advices only cross border
mergers and acquisitions involving billions of dollar takes place. Besides they
mobilize and invest funds globally, much faciliated by the policy of
globalization, liberalization and privatization,

7.2, Instruments

Multinationnl Finance uses o multitude of equity, debt and derivative
nstruments. GIR, ADR. IDR are global equity instruments, Foreign Cuarrency
Bonds. Foreign Currency Convertible Bonds, Furo Commercial Papers. el are
debt instruments and there are foreign currency options, swaps, futures and so
oit, These instruments are loter described in detail.

7.3 Multinational Financial Markets

The Multimational Finuncial Markets are disrributed ar sbout a dozen
places i the world where global investments and sourcing of global funds are
visily carried out, New York, London, Brussels, Tokvo. Singapore. Mumbai ete
ure ghobal financial nerve centres. Bench mark interest rates like, LIBOR.
HBOR. NIBOR, SIBOR., MIBOR. BIBOR and others emeree ot these places
More abowt these markets will be taken up [ter The 8 1.5 trillion a iy
Immaetion toreign exchange market is an integral part of multinational finance,
sth speculative and transactional elements courting together,

74 Multinational Financial Technology

Mulunational Financial scene is marked by a preal technological thrust,
cspevially Information Technology which makes it possible 10 trade in funds,
sweurities and financial assets sitting at one’s own place seamlessly. Funds can
b instantly transferred  across - borders, securifies can be bought and sold
similarly on real-time basis and so0 on. As information spread is rapid. markets
e becoming more efficient. This is a great environmental factor.
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7.5, Episodic Factors

Multinational finance is full of episodic developments, both positive and
negative, which greatly influence the flow of funds across nations, cost of funds.
stock market reactions and so on. The collapse of the Barings Bank. the Mexican
meltdown. Southeast Asian crisis, the fall of Enron, globalization efforts by
China. Russia and other communist countries, investment stake by New York
Stock Fxchange in the National stock Exchange of India, the introduction of
Euro currency, the failure of Doha round talks of WTO, eic are events that very
much influence muliinational investment and financing as well.

7.6. Major Trends in Multinational business since 1980s

The 1980s brought a rapid integration of Multinational capital and
financial markets through a combination of strategies of Liberalization,
Privatizaion and  Globalization (in short LPG). Economic  Liberalization
reduces government control ot both the regional and global levels, A classic
example s the largely deregulatory environment of banks embarked since the
1990s. Privatization, the process by which Govemments divests itsell of the
ownership and operation of a business ventures by turning them over to the free
market system, is greatly being followed to ensure that efficiency is augmented
through market mechanism. Globafization is 8 strategy for integrating with the
world markets for resources as well as outputs. Globalized financial markets
initially came from the governments of major countries that had begun 10
deregulate their foreign exchange and capital markets, A true globalization
should involve a free flow of trade (Multinational Trade) free flow of capital
(Multinational Finance) and free flow of natural persons i Multinational Human
Resources) across the globe.

7, 6.1, Issues and Conceras of Globalization

Issues and concems of globalization are: change. efficiency. swbility.
development, sustenance and equity. These are claborated below

i, Change: The globalization process emphasized change-change from
inefficiency 1o efficiency; change from bureaucratic delisy 1o husiness Tke speed,
change from structural rigidity 1o developmental fesibility: change from rules-
frame to profit orientation; change from governmenial intervention 1o market
determination; change from plural lavers of decision 10 a de-kiyered decision
process; change from inward-looking policy to outward-looking policy: change
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from  import-substitution 1o export maximization, change from mselaed
cconomy o a competitive economy; change from tall talks o peak performance:
change from local resource dependence to sccess to global resource; change
from often concealed social goals 1o more fransparent economic goals; change
from government ownership 1o private (people} ownership, change from
centralization to decentralization: change from high taxation o low taxation and
40 on.

i, Efficiency: Eificiency is the ratio of outpul to input. Higher this ratio, greater
18 efliciency, Efficiency drive is very amporant in today’s context of limited
global resources. but unlimited global needs. So, global resources must he
efficiently used, Efficiency becomes the driving force of industry, trade,
institutions and  firms,  Capital efficiency, labor efficiency and mangerial
efficiency lead 1o operative efficiency resulting in cost efficiency. Cost
elliciency helps reaping market efficiency leading to profit cificiency. With
profit - efficiency  developmental efficiency tkes place. for with profi
modernization, expansion and diversification are possible leading to efficiency

i, Stability: Subility of economies is one of the concerns. of globalization.
kiconomies must be able 1o stand on sound footing. Every economy must have
ceonomic, political and social stabilities. In other words, the crises of the
Mexican type or the South East Asian type should not oceur or recur. This needs
effective management of globalization. Fiscal stability, structural stability,
macro-economic stability, financial stability, eic are certain forme of stability,
CHobalization process should address these, if the latter has to be in the agenda
of all countries.

. Development: One of the concerns of globalization is global development.
Now a basic question arises. What is development” Development is growth plus
change. Growth in national/global income. in national/global - savings, in
mitionaliglobal mvestment, in emplovment. in exports, fores reserve, in return
Wi imvestment in public sector, in infrastructural facilities and so on constitute
ik aspect of development. The other is positive change in composition of P
global product. in exports, in imports, in public and private sector. change in
government finances, change in tax base, tax structure and tax level, change in
technology and employment pattern and so on constitute  another aspect of
development, This development is sought 1o be achieved with local and global
resources. with global trade and technology, with less government intervention
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and more people participation, with more private sector role ard less public
sector distortion, with more ransparent policy and less control, with reduced tax
and increased opportunity and so forth. The development goal is 10 be achieved
with people namely the savers, investors, bankers. business persons, trading
community, managers, workers and of course with responding bureaucrats. In
other words. development goal should be made top on the agenda for action of
people.,

v. Sustenance: Sustained development is much more important than guick-fix
development.  Sustainable development ensures balance on all resources -
physical and human. There is no over-explomation of any resource. Globalization
should ensure this. Otherwise, globalization might kead to collapse of economies.

vi Equity: Lguity refers to faimess. In the economic glebalization context,
couity refers o equiry in sharing the rewards of globalization across countries,
sectors, husiness units and all stake-holders. Usually the globalization process is
tilted in favour of the west and the non-primary sectors and against the less
developed and primary sector. This issuc must be seriously addressed sooner
than later so that globalization process goes at the right pace.

8. MULTINATINAL FINANCIAL SYSTEM

Multinational Financial system predominantly deals with the exchange
rate or the currency system,

Exchange rate svstem refers to the assemblage of institutions. investmenis
and their interplay on exchange rate behaviour. Traditionally there are two
exireme systems at the poles. namely fixed rate svitem and Noating rate svstem
and in between diverse combinations exist. These svstems are dingrammatically
presented and discussed below,

Diagram: Exchange Rate System (1 RS)

% ] 1}

Fixed or Pegged ERS Managed Floating ERS Fluating ERS
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8.1, Currency Pegging or Fived Exchange Rate System

Pegging means fixing the value of one thing by reference 1o another thing.
Under currency pegging. the external value of a currency is fixed, that is pepged,
at certmin values by reference o one swndard or other. Gold standard.
Purchasing power parity and IMF Pegging system and other forms of CUITEnCY
pegging cxisted earlier. The pegged rates remain fixed for o time. until re-fixed
or re-pegged.
8.1.1 Pegging in Gold Standard:

Under the Gold Stndard or mint parity arrangement, rate of exchange is
determined by reference o the gold contemts of the two currencies, #% each
currency is expressed in terms of weight of gold or gold content of cenain
purity. Gold standard prevailed up 0 1931, To undersiand the methods, let us
tuke an imaginary example. Let the gold content of Re 1 = 0,0] gram of gold and
LS dollar (USD) | = 0,45 gram of gold. Then the rate of exchange between
these twio currencies under the Giold Standard will be -

LS - 043 gramof gold 45 . Rs4S

.00 gramof goid |
_ 01 gram of gold
045 pram of gold

LIS 1435

Ihe rate of exchange 15 also known as the mint par of exchange, for at the
Indian mint Re 1 will be = 0.01 gm of gold and at LIS mint $1= 0.45zm of gold.

I'he setunl exchange rate in the forex market is not 1o be however, USD |
= 045 but slightly different due to bank commission. But bank commission can
ot exeeed certmin limits s merchants can export or import gold o senle
internationdl payments incurring expenses of shipping and insurance when the
commission charged is felt to be high. Suppose hanks charge 10% commission
anid tha 10 et USD 1, o merchant has 1o part with Rs. 45 plus 111", R<d0.5,
Instead, the merchant can buy 0.45 gram of gold equivalent 1o one LS and
cxport the same incurring say. Rs. 2 on forwarding and insurance cost of the
(145 gram of gold w0 the American supplier of goods, The effective exchange
riate comes o L'SD | -Rs. 47, that is Rs, 45 +Rs 2 =Rs. 47,

Td




R.1.L Pegging in Purchasing Power Parity:

Under the Purchasing Power Parity method, adopted when paper
currcncies are used, external value of currency is determined on the bass of is
internal value, As there is no gold convertibility option, a case with Gold
standard, currencies have to be valued on the basis of their respective internal
vitlue either by reference 1o particular commaodity or basket of commodities,

Sav. a bale of cotton s sold for Rs. 23,000 in India while the same is
LISD 500 in USA. Then, Rs. 23,000 = 115D 500 or Rs, 46 = | USD. If the price
of cotton rises in India, the value of rupee falls against USD, if there is no
sympathetic rise in price on the basis, of price of a single commodity or basket
of commeodities internationally iraded is not god, for only part purchasing power
15 concermed. So, exchange rate computation and adjustment based on price
index pumbers (CPL, WPL CLPL ete) is considered, Suppose in 1990 | USD =
Rs. 24 and the price indices in both USA and India =100. By 2006 the index
number of Indian prices, sav has become 280, while that of USA is 150, Then
2006 exchange rate would be: USD | = [280V150] x Rs. 24 = Rs. 44.8 and Re. |
= 150/280]x 1/24 = USD 1/44.8 or 0.0223.

The two World Wars did a major havoe o exchange rates. To ensure a
degree of stability, under the IMF banner, currency pegging was resorted to in
1945,

5.1.3 Currency Pegging under the IMF Charter:

Pegging. as was already referred, means fixing, Currency peuging
therefore, is referred to fixing the exiernal value of o currency by the monetan
authority of a nation. Par pegging, under pegging and over pegging are the forms
of pegging. Say, as per the real values USD | = Rs. 45 This is the par value
cquation of the currencies, If however, 1 USD s mude equal 1o say, Rs. 47, the
Rupee is said 10 be under pegged or the dollar = ~inl 1o he over pegged and if
USD 1 is made equal to Rs. 43, the rupee is over pegged and comsequently dollar
is under pegged. With this small inroduction w pegging. et us moa e 1o discuss
currency pegging under the IMFE eharter.

Currency pegging svstem, under the IMI charer required every member-
country o fix and maimiain the par value of its currency in terms of gold or
dollar, This system of fixed exchange came to be known as peseed exchang
rates or par values. The schemes provided that:
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. Each member country should declare the external value of jts CUTency in
terms of gold or US dollar, This was known as the ‘par value® of the
currency

1. The value of US dollar was fixed at UUSD 35 per ounce of the gold. The
USA committed itself to convert dollars into gold at the above official
price in.

wi. Following the sbove, the monetary reserves of member-countries came to
consist of gold und US dollars, Thus US dollar got the position of a
Meserve assel

. Each country agreed 1o maintain the market value of its currency within a
margin- of 1% of the par value. Where the variation in the market was
more than the permitted level. the country should take steps to devaluc the
currency o correct the position

v. Members were free o devalue their currencies. But, if the cvaluation
exceeded 10% of the par value, spproval of the IMF should be obtained.
The TMF might approve il or advise a lower mate, However. it had no
power 1o reject the proposal. At times IMF forced countries to under-
value currencies if' it felt these currencics did not deserve 1o be worthy of
the stated values.

vi. The IMF pranted short-term fnancial ussistance 10 s members to tide
over their temporary balance of payments problems. For chronic
problems the members were expected o use permanent solutions like
devaluation,

Ihis system was known as adjustable pegged exchange rte with a band
of 2%, The system worked till 197), It could not continue as mining of gold
came o stop and at | ounce of gold being equal 1o USD 35, it was highly
uncconomical o mine gold. Dollar suffered setbacks several times creating all
ruund ruptures. So, both the parameters of the IMF currency pegging, Gold and
Daollar came under severe beating. As USA was not interested in devaluing
dollar und as it was unable 0 stem its current account deficit, member-countries
ul IMF experienced volatile exchange rate scenardo. In Aug 1971, LUSA
uniluterally suspended convertibility of dollar into gold and that created a crisis
tn the exchange mte system as a whole. setting on the search for other
alternatives,
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R.1.4 Pegging in Smithsonian Agreement:

The crisis, referred at above, was resolved through Smithsonion
Agreement in Dec. 1971 concluded by the “Group Ten™ (Top 10 developed
countries; USA, Canada, UK, West Germany, France, laly, Netherlunds,
Belgium, Sweden and Japan). The agreement provided for rising the price of
gold from | ounce = USD 35 o 38, The exchange rates were re-pegged to gold
and dollar. Japan and West Germany revalued their currency upwards by 7.66%
and 4.61% against dollar. This meant their currencies got revalued upwards by
16.88% and 12.6% in relation to gold, respectively. The Smithsomian Agreement
provided for higher 2.25% rate fluctuation on either side of the pegged value,
thereby giving more room for flexibility. This is also known as Crawling Peg
Exchange Rate Systern. This had the sdvantage of dampening speculative
movement of capital from weak currency areas to strong currency areas as the
exchange rates were more flexible than Adjustable Peg System which provided
narrower band. The EEC (European Economic community or the later re-named
as European Union) Countries wanted to narrow the range of fluctuations among
the EEC currencies. They agreed upon al.125% spread between EEC currencies.
Thus, within the dollar parity rates providing the maximum bands (2.25%), EEC
currencies floated amongst themselves, within a smaller range of 1.25%, The
former rutes came to be known as wall of tunnel and the latter as snake. Thus the
phrase, “Ewropean Snake in the Smithsonign Tunnel’ or simply “snake in the
funmed " got formed,

As USD continued o face pressure due to USA's heavy curren! account
deficit, by Feb. 1973, USD was devnlued by 109 against gold and with that
Smithsonian Agreement came 1o an end, Dollar was devalued by 10% and new
parity ot USD 42,33 = | punce of gold was fixed unilawrally by USA, But major
countries of the World chartered own ways of mamnaging the external values of
therr currencies. Japan, UK. West Germany, etc opted for Moatng  thor
CUrTENCIes,

8.1.5 Pegging with SDR:

The turmeil on the exchange rate scenario continued. In the on poing
search for a truly intemational currency. Special Drawing Rights, (SDRs) the
currency of IMF emerged pushing down both gold and the Greenback. Le.. the
dollar, Exchange rates linked 1o gold was done away with in Nov, 1975, SDR
emerged as the international currency. though no agreement on exchanpe i
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sysiem was reached. USA advocated floating exchange mies and France
advocated fived rates and return 1o par values.

8.1.6 Basket Pepging:

Basket pegging involves the domestic currency is pegged to a basket of
foreign currencies. When no international currency is strong and steady, baskel
pegging is resorted to. In such case. an intervention currency is needed for
affecting any charge or for maintaining the pegged values, The peoging is likely
10 have moderate effect on appreciation or depreciation in the external value of
the domestic currency,

8.2 Merits and Demerits of Fixed or Pegged Exchange Rate System
I'he following are the benefits of fived FRS:

i The external value of the currency is fixed for a period of time and revised
if need be, later. This rigidity wkes sway uncertainty from the market and
puts in certiny instead.

i, There is no place for speculative trade in fixed market with fixed exchange
rale svstem,

. The country is protected from waves of rate instability from the rest of the
globe,

v, Lilobal trade continues to spread as the market uncertainty of forex rate
Muctuation is removed in total.

v. Sound domestic economic policies are forced to be followed, because o
sustam fixed exchange rate system. These are very vital,

To maintain o fixed exchange rate system, strict exchange control regime,
import contrel. monetary: control, et are needed. A fived exchange ratc is no
gookd when exiernal environment s changing. A continued fixed exchange rate
systemn results in casualty w0 either the demand side or the supply side of the
forex murket That is very bad even in the shori-term,

8.3, Managzed Floats

In April 1978, second Amendment 1o the IMF's Articles of Agreement
came o effect and with that member countries were free to choose own
exchange re system. But member countries should ensure order and stability in
exchunee e system. [IMF has surveillanee over the exchange rate policies
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which are subject 10 regulations to keep the movements within limits. Under the
svstem, some currencics were pegged to certain currency, some 1w the SDR.
some 1o a basket of currencies and some subject to mutual intervention and some
partially floating and part™Hy pegged (i.., dual exchange rate system),

8.4. Free Float

USD, Yen and Pound Sterling became floating since 1978, Under frec
floating exchange rates are determined by demand and supply forces of forex.
Central banks do intervene, bul al market determined rates only, Rupec became
partially Noating currency in 1992 on current aceount and near fully floating on
current account only in 1993, Now in 2007, Rupee is freely floating barming few
capital sccount transactions. But now and then people talk about full
convertibility ol rupee on capital account two. In a freely floating exchange rate
system, markel forces decide the exchange rate. Most nations now adopt this
system. The system has both merits and demerits.

The merits of foating exchanpe rafe system ang:

i. The currency value is decided by market forees from time 1o time and that
it is truly determined by market forces.

ii. There is no undervaluation or overvaluation. but right valuation. except
under times of abnormal stresses, internal or external. S0 there 15 no need
for protracted process of revaluation or undervaluation as is resorted to
under fixed ERS or the IMF system.

ili. Exporters and importers get and pay, as the case may be, the right value
and the system s equally poised in respect ol bath, unlike fixed ERS
where with overvaluation of domestic currency. exporters benefit and with
undervaluation the importers benefit

1w, Floating ERS 15 an open-door policy and this attracts more flow of loreign
capital and that domestic economy is poised (or growth,

v. Floating ERS does not strain domestic economy or its fiscal polics regime
miuch, as the l:f'l.‘l:.']"l.i:i.l'ibhl: rile gets $ui|,i.th|'r-.-' aliered, The Goverpnicit does el
feel the pressure of maintaining an unsustinable overvalued  ndervalued
position of domestic currency.

vi. This system supports the more sustainable *Export more and 1wt more’
policy.
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The demerits of the floating system are: i, No policy oriented political
miervention in forex rates possible, ii. The market may go haphazardly volatile
under pressure from invisible hands, fii. Speculation may go rampant, v
Capital flight ot will can couse havoes on the forex mte and forex reserve fronts
and so on. These may turm mto currency contagion as well.

8.5. Other Sub-sub-systems of Multinational Financial System

The multinational finuncial system consists of many other subsystems.
The fimance sub-system comprises of tvpes, sources and cost of funds. This is
dealt in Unit VI, The investment sub-system is comprising of investments types.
hosts and benefits. This is dealt in Units 11, 111, TV and V. The infermationa
maneiary system governing global payments, liquidity and stable exchange
markets mostly monitored by the IMF deals with global monetary and liguidity
ssues for smooth intermational pavments. Crises in payments due (o debt burden
or flight of capital were effectively handled by IMF earlier. This is dealt in an
earlier part of this unit as such. The imstitutional sub-system  comprises
multilateral, regional, national and local institutions — intermediary, fucilitating
and regulatory institutions. This is also dealt earlier in this unit itself.  The
dmstrupments  sub-yystem comprising the tvpes and features of investment
mstruments and financing instruments are ulso the components of multinational
financial system. This part is dealt in Unit VI Besides we have mtltilateral
finwancial system dealing with the flow of finance from the multilateral banks like
WB. IMF, ete, dealt in this unit itself. The MNC financial system deals with
financial practices and processes of MNCs, This specifically addresses in Units
Il and IV. The European Monetary system is a multinational financial SYSUem s
it governs the finances of several sovereign nations. These sub-systerns must
funetion in a synergistic fashion. This is already dealt in this unit itself.
2. GLOBAL FINANCIAL MARKETS

Prominent global financial markets like those in US, UK. LU and the like

are clealt i this section dealing with the institutional hackground, instruments o

finance. regulations prevailing, ete,
2.1, US (New York) Market

e US financial market is the largest and the most versatile fnancial
sistein i the world, It has the broadest range of funding options to offer and
sme of the mos| sophisticated and innovative financial institutions. The
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importance of the market is further enhanced by the dominant role played by the
US dollar as the vehicle currency in international transactions . At the same time,
it is pot o market which is readily accessible by borrowers from developing
countries like Indin excepl perhaps those with the highest ratings and sovereign
gUArANIees.

System: In some ways the US financial system is perhaps the most free system.
Institutions enjoy completion operational freedom in wrms of products and
instruments offered, pricing ete. In other ways, it s subjected to a host of
supervisory regulations both from the Federal and State authorities. The core of
the regulatory apparatus is protection of depositors and investors,

Institutions: The financial system consists of network of commercial banks,
domestic and foreign, investment banks in a variety of non-bank financial
institutions — insurance companies, pension funds, mutual funds, savings and
loan asseciations.

Regulations: American banks arc subject 10 perhaps the world’s most stringent
regulatory framework both st the Federal and state levels. The three regulatory/
supervisory authorities are the controller of currency, the Federal Reserve Board
(the Central Bank equivalent of the USA) and Federal Deposit Insurance
Corporation.  The strict demarcation between commercial and  investment
banking introduced in 1933 by the enactment of the Glass-Steagall Act was
removed by the passing of the Gramm-Leach-Bliley Act 1999, Deposit
insurance introduced by the Glass-Steagall Act provides protection to small
depositors is a unique feature of the American banking system. Geographical
expansion of branches of commercial banks is reguliled.

SEC: Capital markets are subjeet to regulation by (he Securities Exchange
Commission (SEC). The emphasis is on full disclosore e imvesior protection,
All public issues have 1o be registered with the SIU and the reguired
information must be fully disclosed at the time of issue and perodically updated
thereafter, “Shelf registration”™ is possible under which the issuer prepares all the
necessary documentation in advance of the issue. (Supplemental documentation
must be provided at the time of issuc).

Funding options: In terms of funding options, the dollar scctor. both domestic
and Eurodollar offers a wide choice and considerable depth, Tlowever, due o the
strict regulation and disclosure requirements, the domestic dollar market 15 not
easily accessible while the Eurodollar segment is more frecly accessible. This
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might be clear when one considers the fact that while GDE market has been
tapped by many Indian firms, now only the ADR market s tapped and that oo
by only one Indian firm, Infosys Technologies, in March 1999,

Short term Credit instruments: Treasury Bills, Certificate of deposits,
Commercial Paper, Banker's Acceptunces, Eurodollar Deposits, Repos and
Reverse Repos, Federal Funds, Broker's call are short term credit instruments in
the US financial markel. Vibrant secondary market exits for most ensuring
liquadity, Returns vary depending on the risk. The govermment securities,
generabiy, vield low absolute return

i. Treasury Bills: Government issues — Shorr rerm 91 day, 182 day bills issued
weekly and 52 week issued monthly- Highly secured - Diswed at a discount 10
face value - Al maturity Government pays fsee value- The difference between
purchase price and selling/ face value is the retum- Low refrn — Competitive
bid or noncompetitive bid 10 buy when government issues — More liguidity with
active secondary marker.

ii. Certificate of deposits: Time deposits with banky Short or fong lerm
Denominated — Large denomination . $100,000 are nggotiable — Shoner periods
have higher liquidity — Treated by FDIC as deposit jo a bank so have insurance
uptor S 100, 000

jii. Commercial Paper: Maturity maximum 27 davs — lssued by high rared
corporale bodies ot a discount 1o face value - The difference between purchase
price and selling/ face value iz the rBumn- High Safety; Low relum. More
lguidity with active secondary market.

. Banker's Acceptances: An order by a bank cusiomer to the bank 1o & cenain
sum to a stated party. When the hank accepts the order and the instrument is
stamped “accepted’, it becomes live and can be traded in secondary markets as
well, The difference between purchase price and selling/ face vulue s the return.
Viore Safety, Low refurm . More liguidity with active secondary marka

v. Eurodollar Deposits: Dollar deposits outside the USA with U'S or non USD
hanks. A higher deposit rate is normally got, Now the instrument is called
cxiernad chrvency deposits, That 18 any cwrreney deposits outside the mational
hesnrialry of thet currency.

vi. Repos and Reverse Repos: Repos are agreements w0 sell government
securities fdivervesiment) with the undertaking to repurchase (Repos).  resultine
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in frvesiment, the next day by one dealer in the security from another dealer.
Reverse Repod ore buymg the securities (mvestment) with undertaking to sell
faisirveximent) the next day. High hquidity and safety- Low return.

vii. Federal Funds or shorily, Fed funds: Deposits with the federal reserve by
commercial banks and others who are members of the federal reserve system.
Safe with Low return- The prevailing dmterest rate is considered as a barometer
af the money marker rales.

viii. Broker's call: Lending 1o stock brokers on the security of stock bought by
a banker. with repayvment on call by the banker. The fnterest rafe is 1% point
more than T=Bill rove.

Long term Credit Instruments: The debt securities give o return in the form of
periodic interest income. Since the rale ol interest is lixed or the inferest is
calculated according tw a fixed formula, the securities are called fixed income
securities, There are govermment, quasi-government and private debt market
securities. The risk levels vary. So do the retum levels too.

Treasury Notes, Tressury bonds, Federal Agency Debt, Municipal bonds
and Corporate bonds are the broad classes of securitics.

i. Treasury Notes: Also called T-notes. Maturity upto 10 years. Denomination
in 3 1000 or more. Semi-annual interest payments — No nisk — Low refum- Active
secondary market — Market price may be more or less than the face value
depending on whether the market interest rate is less or more than the interest on
the notes coneerned.

i. Treasury bonds: Also called T-bonds. Maturity lrom 10 0 30vears.
Denomination n 31000 or more. Semi-annugl interest pavments — No nisk -
Low return- Active secondary market — Market price may he more or less than
the face value depending on whether the market interest rite 1s less or more than
the interest on the notes concerned. Can be called during the fast five vears of the
bond s tenure,

iii. Federal Agency Debt : Bonds issued by cerain Government apcncics with
the government backing. Hence high credit rating, Famme Ve (Federa! Sanona
Mortgapge Association—or FNMAL Glamle Mee  (Government National Muorgape
Association—or GNMA), Freddie Mae (Federal Home Loan Mortgape
Corporation of FHLMC) ete in the USA comie in the category,
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i¥. Municipal bonds: Bonds issued by munici palities. Comparatively low risk,

v. Junk Bonds: For a time, there was a Nourishing market in the so called “high
vield securities” (a more forthright deseription being “junk bonds™) issued b
borrowebswith Iow credit ratings. A number of these issues were made during
the vears when leveraged buyouts (I.BOs). mergers and acquisitions activity was
al o peak. Following some failures and bankruptcies the, activity has practically
come to a halt and prices in the secondary markets have dropped substantially.

vi. Syndicated loans: Syndicated Bank Joans are available in the domestic dollar
segment.” Asid®rom these market-based options, the 1.8, has a comprehensive
expart finance structure aimed at encournging exports of American capital
poods, ENIM USA. Private Export Funding Corporation (PEFCO), Foreign
Credit Insurance Association etc. are the institutions mvolved in armanging
export findnce,

In the domestic dollar market, the three main funding avenues to foreign
borrowers with sufficient credil reputabion are dollar bonds ( “Yankee Bomds ™).
MTNs and commercial papers, Fop rated corporate borrowers have successfully
ssued dollar bonds in the domestic dollar market, The volume of new Yankee
bond issues is ever rising. The fast growing MTN market has also been tapped
by foreign borrowers, especially. the sovereign entities, that is Governments.
MTNs are usually issued under the shell registration scheme and. although they
are designated “medium term”, maturities can ange upto 15 vears. Amounts
mvolved can be as small as $10 million., However, these avenues involve a lot of
preparatory work and a high credit rating is absolutely essential 10 get regsonable
terms. It 15 possible to issue bonds denominated in foreign currencies in the 11,5
market and there have been public offerings in Australian dollar (the Yeakes
Nemgariwe boned). New Zealand dollar. Canadian dollar and the ECUL. Most of
these wore suhsequently swapped into U.S dollars, All Yankee bond issues as
well a8 1sies in fordign currencies. with & few exceptions (e.g. issucs by super
nationals he the World Bank), have to be registered with SEC and are subjoc
o the vl dise losure requirements,

OIB: “ccuniiies can be offered without SEC registration (0 a limited number of
sophisticasad institutional investors with proven capability to make informed
degision-. the so-called “gualified institutional buyers”, These are privaie
placenicnis A4 of now there are strict restrictions on resale of securities
purchiscd which may be eased to some extent in the near firture.
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Market institutions: The  American Stock Exchange, New York Stock
Exchange, New York Mercantile Exchange, New York Futures Exchange.
Philadelphia Board of Trade, the Chicago Board of Trade, Chicago Bourd o
Options  Exchange, Chicago Mercantile Exchange, International Monetary
Market, are important institutions, There are famous merchant banking houses,
options markets in commodity and financial product categories, futures
exchange again in commaodity and financial product divisions, and so on.

India and US finamcial market: It has been estimated that more than two-
thirds of India’s commercial borrowings are in dollars, of which, more than two-
thirds are in the form of syndicated Eurodollar loans, the rest being FRNs, NIFs,
Eurodollar are commercial paper and a few Eurodollar bonds, In 1989, a few
leading Indian institutions obtained ratings from either of the two ratings
agencies in the ULS, (Moody's and Standard & Poor) 1o qualify for access to the
domestic dollar market. In March 1999, Infosys Technology Lid. made an ADR
issue, the first ever equity issue in the US. This is followed suit by many other
companics. In the recent vears many Indian firms have successfully tapped this
market al very competitive rates. More recently the New York Stock Exchange
has acquired a stake in the NSE of India.

9.2 The London (Sterling) Market

The London financial Market is known for fis maturity and hence its
benchmark standards.

System: The London financial market is & well developed system. The Bank of
England, the London Stock Exchange. the London International Financial
Futures Exchange, etc are all very reputed institutions of long standing. The
system is well knit and streamlined one. Unit banking sy stem is adopted. The *
big five’. mamely the five big banks constitute 4 very important sub-sysiem.

Significance: London was the imermational capital market throughour the 18"
century and the first part ¢ f the 20™ century. Afier World War 11. its importance
declined as exchange (. atrols and control on capital exports prevented the
reopening of the foreign sterling bond second which, prior to the wor. used 1o be
accessed by a large number of forsign gevernments and their agencies.

Euro-sterling: The Eurosterling market can be said o have emerged in a
meaningful way after 1979 when exchange controls were lified. However. the
market remained volatile reflecting the underlying uncertainties about the Britis)
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cconomy and gyrations of sterling against major OECD countries. The market is
gradually gaming in strength since Britain's entry into the Exchange Rare
Mechanism of EMS and the consequent stabilization of the Pound.

Control: Though in principle there are no restrictions on who can borrow and
mvest an the sterling market. Bank of England poverns access and enforces
certain procedures.

Instruments: In the Furosierling sector, short term (uplo five years), and
medium term (between 5 and 10 years) bonds constitute one market segment
while long term bonds extending upto 20 years constitute the other market
segment In the former, a number of issues are linked to currency swaps, Sterling
FRNs are also an important murket particularly m combination with interest rale
swaps, Equity-hnked convertible bonds are another vehicle, The foreign bonds
issued in UK are called as “buildog ™ bonds. The sterling commercial paper
sector has been in operation since 1986, Interest rate futures in euro-dollar,
sterling and Euro, options in Yen, US Dollar. Pound, Furo ele are elaborately

traded.

Borrowers: Borrowers in all these markets have been supranationals, SOVETEign
governments, financial institutions and non-finoncial corporations.  Borrowers
with high matings have found considerable investor interest at very attractive
margin over UK government securities (Gilts), Lesser rated corporations have
also been successful in issuing short and medium term bonds. Foreign issues in
the domestic sterling market (called “Bulldog™ bonds) have largely come from
sovereign bormowers. However, lately, corporations and others have tapped this
miarket.

Benchmark: The hall mark of London market is the LIBOR, { London Interbank
(Mfer Rute). which is an international bench mark so far as interest mte for
borrowers 15 concerned. Similarly, LIBID (London Interbank Bid) is the bench
mark deposit rate.

Institutions;  Balic Intermational Freight Futures Exchange, London Grain
P'utures Exchange, London Futures and Options Exchange, London Melals
b schange, London Traded Options Exchange, etc are other institutions of repute.

9.3, The Japanese (Tokyo) Market

The Jupanese financial market is a bit conservative, but has enormous
resource base, thunks fo its current account surplus.
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System: The Japancse financial markets are among the world’'s most strictly
regulated and underdeveloped markets until recently., Expansion and
deregulation of various segments has led 1o integration of the linancial system
with the international markets. Still the Japanese financial system retains some
vestipes of earlier rigidities. On the other hand, there is considerable flexibility
both in the attitudes of the bankers and occasionally even in the application of
rules and guidelines.

Ministry of Finance: The Japancse Ministry of Finance (MoF) monitors the
system closely, In the matter of laving down criteria for deciding who is eligible
to horrow as well as in deciding the financial terms of an issue the MoF has
substaniive say, Even the Euroyen secgment i3 monttored and 1o an extent
repulated by the Mol

Instruments: [n the domestic yen market, funding options available w foreign
borrowers are bonds and loans. Samiural Bomds are foreign ven bonds issoed by
non-resident entities in the Japanese market by way of a public offerning, The
MoF lays down eligibility eriteria in terms of minimum rating from Japanese or
LIS rating agency, the amount and tenure of the issue. It also regulates the tuming
of the issue. Pricing of the issue is done in the light of market conditions and
with reference to the Long Term Prime Rate (LTPR) and the yield from
seasoned Samurai bonds with equal credit rating. Elaborate underwriting and
selling arrangements have to be made and documentation prepared. The cost of
the issue therefore tends 10 be quite high when all the underwriting fees. selling
commissions and other expenses are worked in some reform proposals are in the
offing to reduce costs 10 foreign borrowers.

Privaie Placement: The counterpari in Japan of the LS, private placement
isues are the Shibosal Bonds offered to a restricted segment consisting of
institutional investors, All aspects of the issue - reguired minimum rating. size,
maturity, and coupon — are governed by the MoF gwdelines, Pricing formulas
(i.e. coupon fixation) are quite elaborate. The cost of 1ssue 15 relativels smualler,
Foreign bonds issued in Japan are called “Samrai™ bonds.

Euroyen Market: The Furoven bond market, though established os early as
1977, become really accessible 1o non-Japanese entities only in 1984, The
market grew rapidly thereafter but continued 1o be under close supervision by
the MoF. Over the vears, the restrictions have been gradually relaxed and pew
instruments (Euroven FRNs, zero-coupons: ete) have been allowed to develop
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Pricng of the issues is decided py nepotiations between the borrower and the
underwriters and maturitics range from 4 vears upwards.

Syndicated Loans: Syndicated ven loans are available both in the domestic and
Furo segments. In terms of costs of syndication, documentation ete. loans are
less expensive than bond issues. The MoF guidelines are also more lenient in
respect of loans. Domestic yen loans are priced with reference o the LTPR
while euroven loans are linked 1o the LIBOR.

Institutions: The Tokvo Stock Exchange, the Tokvo Intermational Financial
Futures and Options Exchange, Bank of Japan, Tokyo Commodity Exchange,
Ussaka Securities Exchange, ete. are importan! institutions

India and Yen Market: Next o Furodollar loans, the ven market has been the
major seurce of external funding for Indian borrowers. Japanese capital market,
EXIM bank, insurance companies and leasing companies have all been involved
i arranging financing, 1DBI made o Shibosal issue in 1984 and ONGC issued
Samurai bonds in 1988, Other public sector and private sector borrowers have
alzo made forayvs in yen finance from various sources,

9.4 European Financial Market

The European market is matured and known for its diversity until 2002,
Since 2002 a new era has dawn over there with a new common CHITETICY
replacing over a dozen national currencies, It unfolds a lot of opportunities.

Early System: The European Monetary system i the nucleus of the Furopean
Financial System. The EMS evolved in 1979 by the European Union. The
Furopean Curmency Unit is the nucleus of the EMS. The ECL consisted of fixed
units of currencies of member countries, The ECU  was the intervention and
settlement currency among the central banks of members of EUL 10 veurs later
i 1989 Furopean Monetary Union was created. The ultimate goal of the EMLU
wais 1 replace all national currencies of ELU by a common currency . And this
happenad in January 2000 with a runcated messbership. That is all 15 members
of BU have not joined the common currency arrangement. Cmly 11 joined
wogether. leaving England, kaly and two other countries.

New Syatem: The new system marks the launching of a new common CUTETICY,
the FEure. the currency of twelve Européan Union countries, stretching from the
Mediterraneun 1o the Arctic Circle, namely, Austria, Belginm, Crermamy. Greece

&




rrance, Fmdand, Irelond, laly, Spain, Luxembourg, the Nethericnds, ana
f'nrfiulga.l'.

Furo banknotes and coins have been in circulation since | January, 2002
and are now a part of daily life for over 300 million Europeans living in the euro
area.

Legal steps and procedure to adopt Eure: The procedure set out in Articles
122 and 123 of the EC Treaty for the adoption of the euro by a particular
Member State provides for the following steps:

Al least once every two years, or at the request of a Member State with a
derogation, the Furopean Commission and the ECB report on the progress made
in the fulfilment by the Member States of the “Maastricht” convergence criteria
in accordance with the procedure estblished in Article 121 of the EC Treaty.

On the basis of & proposal by the Commission, and after consulting the
European Parliament, the Council decides whether or not the country will adopt
the eur,

The Council, after consulting the ECB, adopts the conversion rate ai
which the euro shall be substituted for the cwrrency of the Member Siate
concerned.

Convergence criteria: The Maastricht convergence criteria laid down in Article
121.1 of the Treaty are the followmng:

i Price stability: Inflation rate not exceeding by more than |5 percentage
poinis that of the three best performing countries,

ii. Public finances: Absence of excessive povernment deficit, which is defined
in terms of the government deficit having to be below the reference value of 3%
of GDP and the level and evolution of the government debt compared o the
reference value of 60%% of GDP.,

iii. Exchange rate stability: Observance of the normal margms of the exchange
rute mechanism of the EMS without severe tensions of devalumion for @ leasl
WO years;

iv. Long term interest rates: Not exceeding by more than 2 percentage poinis
that of the three best performing countries in terms of price stability.
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The Tresty moreover requires an examination of the compatibility of the
country’s national legislation, incleding the statutes of its national central bank,
with the relevant provisions of the Treaty,

Practical aspects for the introduction of the Ewro: For proctical and logistical
reasons, the current eurc-area countries introduced a mansitional period of three
years (a single year in the case of Greece) between the adoption of the euro as
the currency (1999 for cleven countries and 20001 for Greece) and the
introduction of the euro cash (so-called “Madrid™ scenario). The main alernative
is the so-colled “big hang™ scenario in which entry into the euro area comgcides
with the introduction of euro banknotes and coms.

The introduction of the curo banknotes and coins is followed by a period
of dual circulation during which banknotes and coins denominated m nationsl
currency are being withdrmwn but still have legal tender status,

Euro banknotes; The Eurosivterm. which consist of the Ewropean Central Bank
(ECB) and the mational cenfrad hanks of the 12 countries belonging to the euro
arca. has the exclusive right 1o 1ssue euro banknotes. All decisions on the
designs, the denominations, etc. of the curo hanknotes are taken by the ECH.

Eurc Coins: The 12 euro-ares Member Sigtes issue euro coins, while each
eountry produces coins with its own national side, Production is generally
entrusted 1o the national mints. The totl value of euro coins being issued by
sch country is approvisd each vear by the ECB.

Bringing euro banknotes and eurn coins into circulation: Both the euro
hanknotes and the curo coins are brought info circulation by the different
il central heriks, largely through the different commercial banks which act
as intermediaries for enterprises and the peneral public as well as through the
cash-n-1runsil sector.

The conduct of monetary policy: The Ewraovsiem 18 in charge ol defining and
niplementing the monetary policy of the euro area. l1s primary objective in this
respect 15 1 maintam price stability in the euro area. k furthermore conducts
loreign-exchange :Jrrmliims {consistent with 1he exchange-rate pﬂ!i-:y delined
b the Council), holds and manages the official foreign reserves ol the euro-arca
Member States and promaotes the smooth operation of payment sysiems.
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Bilateral exchange rate agreements; Several countries and territorics operate
exchange tate regimes according to agreements with the Community or one of
its membeers, namely:

i. CFP franc area (Change Franc Pacifique), which covers France's overscas
erritories in the Pacific (French Polynesia, New Caledonia and Wallis and
Futuna Islands), was previously linked to the French franc via a fixed parity,
This link was not affected by the withdrawal of the French franc, and now
consists of a peg to the euro and

i, CFA frane area is composed of two monetary unions: the WAEML! (West
African Feonomic and Monetary Union), consisting of Benin, Burkina Faso,
Guinca-Bissau, lvory Coast, Mali, Niger, Senegal and Togo, and the CAEMC
(Central African Feonomic and Monetary Community), consisting of Cameroon,
Central African Republic, Chad, Congo, Equatorial Guinea, Gabon, (Financial
Co-operation in Central Alrica).

Both the CFA franc area and the Comoros islands previously enjoyed
currency agreements with the French franc, whilst Cape Verde had an agreement
with Portugal.

The EU agreed that France and Portugal could mamtain these agreements
in the form of a peg with the euro, but that the signatories would continue o
retain sole responsibility for their implementation.

Reaping the full benefits of the EU's single markei: A single currency is a
natural complement to the European Union's single market, allowing it 1o
function more efficiently and making it more conducive o growth, through:

Elimination of exchange rate fluctuations: this provides a more stable
environment for trade within the euro area by reducing risks and uncertainties
for both importers and exporters, who previewsly had w factor currency
movements into their costs. Independent research suggests that the euro has
already fostered significant growth in trade within the euro area as well in other
CUFTENCY Areas 1oo.

Businesses are better able to plan their investment decisions becouse of
reduced uncertainties. Elimination of the varions transaction costs related to the
exchange and/or the management of different currencies due to elimination of
exchange rate fluctuations. For example, the costs resalting from: foreign
exchange operations themselves, Le. buying and selling foreign curnencies:
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Ieging operaions intended 10 protect companics from adverse exchange rate
movements; crass-porder payments in foreign currencies, which are typically
more expensive and slower than domestic operations; mamagemertt of veveral
currency aceounts, which complicates currency management and  internal
accounting systems.

Price transparency: Consumers and husinesses can compare prices of goosds
and services more easily when always expressed in the same CUITENcy:

Enhanced competition: easier price comparisons fosicr compelition and hence
leae to lower prices in the short to medium run. Consumers, wholesalers and
traders can buy from the cheapest source, thus puiiing pressure on compunies
rying to charge a higher price. Companies can no longer charge the highest
price each national market will bear.

More opportunities for consumers: the single currency makes it simpler for
consimmers 1o travel and 10 buy poods and services abroad. particularty when
coupled with the progress of e-commerce:

Mure attractive opportunities for foreign investors: a large single market with
a single currency means investors can do business through out the eurn area with
minimal disraption and can also inke advantage of a more stable economic
environment.

Single financial market: Benefits for Savers and Borrowers

A single currency zone opens up huge opportunities for both capital
suppliers (savers und investors), and capital users (privale or corporate
borrowers and issuers of equity capital): The euro helps provide a single market
fo fimumciol operators (ie. banks, insurers, investment funds, pension funds,
o). At the same time, small and fragmented national capital markets evolve
it i larger. deeper and more liquid financial market. This is beneficial 1o both
savers and homrowers. Savers benefit from s wider and more diversificd offer of
imestment and saving opportunities. Investors can spread their risks more
easily. and have an appetite for riskier ventures. Private and corporate bormowers
s well bs equity issuers benefit from better funding opportunitics  because
My 15 edsier 1o raise on capital markets.

Macroeconomic framewaork: Benefits of a single currency o the economy a5 a
whole. Feonomic and Monetary Union (EMU) is based on the establishment of
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a sound and healthy macroeconomic framework (stable conditions for the
economy as a whale), which is notably characterized by

Price stability: T is is the primary objective pursued by the European System of
Central Banks (ESCB), which operates in full independence.

Sound public finunces: The Treaty sets out a number of requirements in order
o avoid that Member States run excessive levels of government deficits or
excessive levels of government debt relative to GDP,  The Stability and Growth
Pact moreover prescribes that Member Suues should have budget balances close
o balance or in surplus over the medium term.

Low interest rates; The level of interest rates benefits from low inflation
expectations, improved contral of government debt (which allows for improved
hormowing possibilities for private companies) and the increased size of curo
securitics markets, which improves liguidity. In addition, the elimination of
exchange rate fluctuations has a positive impact on intra-European trade and o
further downward impact on the level of interest rutes.

Incentives for growth, investment and employment: Price stability, sound
public finances and low interest rates constitute jdeal conditions to foster
cconomic growth, investment and employment creation within the euro area.

Shelter from external shocks: Becouse of the important size of the curo arca
economy and the fact that the majority of its trade takes place inside this area
(between 30 and 75% depending on the country concemed), the euro area is far
better equipped than the previous national currencies 1o withstand external
economic shocks or fluctuations in the external exchange rate vis-d-vis the US
dollar and other major currencies. The Euro is also becoming a major transaction
currency, enabling a significant proportion of Europesn exports and impaorts to
be invoiced in euros.

Accession of ten new Member States to EL: Ten new Member States joined
the EUl on 1 May 2004 (Czech Republic, Estona, Cyprus, Latvia, | ihuama,
Hungary. Mala. Poland. Slovenia and Slovakia). The eventual sdopion of a
gingle currency forms part of the requirements lnd down e the Treaty, These
countries will therefore introduce the euro as woon as they have fullilled the
necessary  conditions (and notably the Manstricht convergence criteria) as
established in Article 122.2 of EC Treaty.
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Institutions: There are many institutions. The Brussels Stk Exchange, the

Copenhagen Stock  Exchange, Finland Options  Market, Marche a Terme

Internationul de France (MATIF), OMF Furures and Uptions  Exchange,

European Options Exchange of Netherlands, Norwegian Optiens Exchange,

Stockholm Options  Exchange, Swiss Options and Futures Exchange ete are

notable entities.

Euromarket: in the Furomarket, straight Eurodollar bonds, FRNs {floating raie

notes) and NIFs ( note issuance facilities) have been popular funding options

Ihe FRN market was growing very rapidly till the end of 1986 when the

collapse of the perpetual FRN market halted further expansion. Eurodollar

commercial paper and Eurodollar MTN markets are much smaller than their

domestic counterparts but growing. Syndicated Eurodollar loans are available

and have been frequently accessed by developing country borrowers.

Ouestions

L.~ Explain the meaning, significance and essence of finance management in

domestic and multinational context,

Explain the nature of financial management in domestic and multinational

confext.

3. What is the significance of multinational finance munagement in the
present context of integrated financial markets?

4. Present the imponance of finance management for multinational business
enterprises,

5. Explain the scope and relevance of the three operating functions of
financial management.

i Fxplain the goals of financial management i domestic and glohal
CONLERS,

7 Fmancial management involves a good lot of balancing. of conllicting
voals. Substintinge,

e I splain the concepts of risk, return, risk-return trade-off and the use o
capital asset pricing models in the risk-return trade off

49 Present briefly the environmental factors of MFM

10 1 iiss the role of WB in shaping global developmental finance,

i1 Iaplain the role of IMF and trade blocs in shaping global financial and
liquidity scenario.
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12, Probe into the role of IDA in influencing global finance for social
infrastructure creation and development.

13.  Deliberate on the role of IFC in shaping global private financial flows
across borders.

I4.  Describe the role of MIGA i facilitating global financial flows.

5. Discuss the role of Central banks, Investment bankers and stock
exchanges in shaping global financial scenario.

l6.  Discuss the scenario of emerging trends in financial instruments and
linancial markets in impacting multinational finance.

|7. How do developments in Information technology and episodic
developments impact global finance,

18.  Examine the sub-sysiems of mubinational financial system and their
features and role,

19.  Comment on the composition, contours and contributions of New York
Financial Market in the global financial setting.

20.  Comment on the composition, contours and contributions of New York
Financial Market in the global financial setting.

21.  Examine the structure, comtours and contributions of London Financial
Market in the global financial setting.

22.  Discuss the composition, features and contributions of Tokyo Financial
Market in the global financial sctting

23, Bring owt the recent contributions of the Furopean Union Financial
Market to global financial scenario,

References:

I. Multnational Financial Management = Alan Shapiro,
2. International Financial Management - P.G.Apie.

* * *
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UINIT-TI
FDI BY MNCs: TYPES, OPPORTUNITIES AND RISK

I_I__.H.rning Objective are: | o know
| i. Concept and Nanre of Foreign Direct Investment
i,  Emergence, Need, Benefits and Merits in FDI by MINCs
i, Strategies of FDU by MNCs
iv, Opportunities and Trend in FD1
v, Political risks aftecting FDI
' vi.  Operating policies of handling political nsk
vii. Economic risks atfecting FI).
viii. Methods of handling economic risk

Foreign investments mean  investments beyvond borders.  Foreign
investments refer to investments by entities of a nation in nations other than their
own. Foreign investments mean export of capital. Export of goods is known Lo
us. Similarly, expori of capital is involved. Peter Drucker says to maintain
substantial market standing on an important area a business concern requires
physical presence as a producer in that area 100, Such presence invariably leads
io investmen! in overseas areas. Foreign investment can be direct or portfolio.
Portfolio investment is investment in floating stocks, bonds or mutual fund units
of existing compamies. Direct investment is investment in business which
involves substantial ownership and control, entrepreneurial risks, technology and
management transler and hosts of implications for the host country and the firm
concerncd. We are concerned with direct investment only here,

1. CONCEPT, TY PES, OF FOREIGN DIRECT INVESTMENT

FDI refers to investment in a foreign country where the investor retains
control over the investment. 1t typically takes the form of starting a subsidiary,
acquiring a siake in an existing firm or starting a joint venture im the foreign
country. Direct investment and management of the firms concerned normally go
together. If the investor has only a sort of property interest in investing the
capital in buying equities, bonds, or other securitices abroad, it is referred to as
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portfolio invesmment. That is, in the case of portfolio investments, the investor
uses capital in order o get a retumn on it but has not much control over the use
of the capiial.

1.1. Concept and Definition

In general, foreign direct investment may be defined as “capital
contribution made directly in industries and other development activities of a
country by the foreign investors like multilateral institutions, entrepreneurs,
banks, corporate undertakings including ransnational corporations, governments
and others™. Such direct foreign investment can be brought in various ways like
pcquiting  foreign firms by purchasing substantial chunk of stocks and
debentures, opening subsidiary companies / offices / branches by multinational
corporations and collaborating financially or techiically or both with the
domestic firms (popularly known as foreign collaborations). Direct investment
gencrally  involves  management  control.  commissioning  of  production,
conversion operation, employment generation, income creation eic.

Considerstions by the investor: FDIs are governed by long-term
considerations because these investments cannot be easily liguidated. Hence,
factors like long-term political stbility, government policy, ndustrinl and
eCOnOmic prospects, eic., influence the FDI decision. Direct investors have direct
responsibility in the promotion and management of the enterprise.

Considerations for host economy or co-owner: The external finance not only
helps in bridging the domestic savings investment gap, but alsy enhances the
efficiency of capital by way of strict scrutiny of investment proposals and
adherence to time., monetary, physical and functional targets. FDI provides the
benefit of upgraded wechnology, murketing and management inpuis. apart from
the additional capital injection and increased employ ment and incomes

1.2. Nature of Foreign Direct Investment
The nature of FDI 1s presented below:

i. Long term: Foreign direct investment is long term in nature and that copital
inflow on account of this is to stay in the host country lor a long tenn.

ii. Entreprencurial: Foreign direct investment adds o the entrepreneurial sioch
in the country. So. additional investment in physical facifities commitied 1o
industrial activities.
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iii.- Capital Formation: Foreign direct investment helps capital formation.
When the eritical capital component lows in, domestic savings can be actively
*eonveried into investment

iv. Technology Inputs; Forcign direct investment spurs up the flow of improved
lechnology  from outside other through technology transfer or purchase
Technology driven advamages flow thereby,

v. Heats up Competition: Foreign direct investment increases competition as
more players operute in the market space. Competition brings the best in people
and works up for the delight of the consumers

vi. Productive: Foreign direci investment is productive in nature as [fresh
capacity additions or processes or facilities are made. Contribution 1o Eross
domestic product is thus made.

vil. Efficiency Energizer: Foreign direet investment plays a greal role in driving
the etficiency of factors of praduction through the route of competition. And this
leads to a reduction in incremental-capital-output ratio, which is a sign of real
development

viii. Catalytic Effect: Foreign direct investment cotalyses fresh mvestment in
down-stream and upstream activities. Thus a cross-section of economic activities
% given a forward push.

it. Employment Generation: Foreign direct invesiment creates emplovment

opportunity, Cuality of work-fife also might improve with increased competition
in the manpower market.

%, Impacts Standurd of Living: Foreign Dircet Investmen impacts  the
standord of living of people as it changes means of production, quantum of
Productio il s o,

L EMERGENCE OF FORFIGN DIRECT INVESTMENTS

| e reasons for emergence of foreign direct investments are seen rom (he

perspectin e ol wertain economic theories on foreign investments.
L Munepalistic Advantage’ theory: In 1960, Stephen  propounded o
theors known as *“Monopolistic Advanage” theory to explain the growth
ol foreign investments. Foreign investments take place in oligopolistc
idusiries rather than in industrics operating under conditions of perfect or
pure competition. An oligopoly might have some inherent edges over
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others in the market and drive a firm to cater to forcign market places as a

producer. Oligopolistic market siructure s an imperfect competitive
structure.

Imperfect competitive conditions: [he imperfect competitive conditions
theory propounded by Kindleberger and Hymer tells that these mpact
conditioas spur foreign investments.

Internationalization theory, There is another internationalization theory
to explain foreign investments. This theory is an extension of the Market
Imperfections theory, Internationalization theory of foreign investment
says that, foreign investments happen as a firm wants 1o internationalize
superior knowledpe that it has, It is simply leveraging competitive
advantages one has over o vast area of globe.

Appropriability theory: Appropriability theory of foreign investments
says that when a finm can appropriate for itsell the full benefits of superior
technology it has, the firm will globalize its presence across the nations of
the world.

Location — Specific Advantage theory! Location — Specific Advaniage
theory of foreign investments explains spread of foreign investments from
the advantages of such foreign investments in specific locations, The
advantages are labour economics, market potentials and favourable
government policy.

International Product — Life — Cycle theory: Iniernational Product -
Life — Cyele theory is propounded by Renmieind Vernon and . Lewis T
Wells. The theory tells that as a product becomyes standardized one and as
the market becomes competition-intensive. the prodisction of the product
must be globalize.

Electric Theory: Electric Theory of foreign imvestments. propsamded by
John Dymning, tells that, from specific advantages, intermalionalizoton
advantages and location-specific advantages, the spread ol myestments
scross globe anses.

Retaliatory Strategic theory: Rembintory Strategic theory ol loreign
investment tells that as one country’s firms invest in a foreign country,

firms in that country retaliate by investing in firms of the first counir.
Thus cross-holdings ke lace.
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ix. Imvestment — Trade link theory: Invesment — Trade link theoryv, tells
that foreign investment follows foreign trade.

1.1. Need for Foreign Investment for the investing entities like the
MMNCs:

From the MNCs point of view there are several reasons for FDI by them
These are presented below,

i. Cost Reduction: Cost reduction is the best course for market supremacy and
MNC's vie with each other 1o pain that nectar, If competitors gain sccess o
lower-cost sources of production  abroad, following them overseas i« a
prerequisite for domestic survival. One strategy that is often followed by firms
for which cost is the key consideration is 1o develop & Foreign-spanning
capability 1o seek ol lower-cost production sites or production technologies
warldwide. In fact, firms in competitive mdustries have 1o continually seize new
cost reduction opportunities across the globe, especially venturing into third
world delights,

il. Economies of Scale: Large scale operation reduces unit fixed cost and
investment. This is a factor motivating toreign direct investment. In a
competitive market, prices will be forced close 1o marginal costs of production,
leaving a thin spread to cover fixed costs. Hence, firms in indusiries
characterized by high fixed costs relative to variable costs must engage in
volume selling just 1 break even. These large volumes may be forthcoming ofly
if the firms expand overseas.

Lompanies manufacturing products such as computers or developing
soltware or pharmaceutical products that require huge R&D expenditures ofien
need o larger customer base than that provided by the domestic even a market as

Marge us the United States or the westen Euro or the combined India-Ching
population in order to recapture their investment in knowledge. Similurly. firms
i capitul-intensive industries with enomious production economies of seale may
also b lireed to sell overseas in order 1o spread their fixed overhead over a
farger  quantity of sales. [ M.Ericsson, Swedish munufacturer of tele-
commuications equipment. is foreed to think infernationally when designing
My pProdducts because its domestic market is too small to sbsorb the enormous
R& 1} vxpenditures involved and to reap the full benefit of production scale

cconomics. This is so for many of European firms, because domestic market is
——
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limited. These firms may find a foreign market presence neccssary m order 1o
continue selling overseas. Local production can expand sales by providing
customers with tangible evidence of the company’s commitment 10 service the
market. It also increases sales by improving a company's ahility to service its
local customers.

Dr.Reddy’s Lab of India started off its Europe acquisition journey in 2002
buyving UK’s BMS Lab. In 2006 it acquired Germany's betapharm Arzneimitiel
Gmbh. These acquisitions have given the Reddy's the status of a mid-sized
global pharma company with scale snd knowledge synergics.

iii. Multiple Sourcing: Fear cconomic and political risks usually lead firms 1o
fallow a policy of multiple sourcing. So many firms opt for several small plants
in different countries instead of one large plant that can take advantage of scale
economics but that would be vulnerable to disruptions. The costs of multiple
sourcing are obvious, but the benefits are less apparent. One benefit is the
potential leverage that can be exerted against unions and govemnments
threatening to shift production elsewhere. Another, more obvious, benefit is the
additional safety achieved by having several plams capable of supplying the
same product. Multiple sourcing of supplies reduces the risk of being overly
dependent on one or two producers. Benefit of diversified sourcing is also
manifested in competitive pricing,

For example, 1o feed its cracking facilities in Netherlands, and Spain, Dow
Furope buys naphtha from a refinery in Netherlands, but it also buys on the
Rotterdam spot market and under long-term contracts from Saudi Arabia and
other supplier countries, including the Soviet Linion.

iv. Multiple facilities: Multiple facilities located at diftfuren countrics instead of
single facility in one or few countries give the firm the option o switching
production from one location to another to take advaniage of transienl unit cost
differences arising from, say, real exchange rate changes or new labur contracts,
This option is enhanced, by building excess capacity into the plants,

v. Knowledge Seeking: Some firms enter foreign markets for the purpose of
paining information and experience that is expected to prove useful elsewhere
For instance, the English firm Beecham deliberately set out 1o learn from its LS
operations how to be more competitive, first in consumer products and. later. in
pharmaceuticals. This knowledge proved 1o be highly valuahle in France and
Germany. MNCs like P&G, Suzuki, etc. entered in India via joint ventures T
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1983, three South Korean concerns - the Samsung Group, the Hyundar Group,
and the 1ucky-Gold Star Group - set up operations in Silicon Valley, The
Korean companies are Irying to bring their technology up 1o LS. levels by
working in proximity to the top electronics producers in Silicon Valley. and with
access to some of the best technicians. They also hope to gain respectability m
the foreign electronics trade by cstablishing a presence in the region. The flow of
ideas is mot one way, however, As Americans huve demanded bemter-buill,
better-handling. and more fucl-cflicient small cars, Ford of Europe has becoms
an important source of design and engineering ideas and management talent for
its LS. parent.

The acquisition of Tetley of UK by Taia Tea in 2000 is 10 muster crucial
presence in the UK morket as o gateway for further acquisitions in Europe.
Similarly Tata's stake purchase in Energy Brands Ine. of the US is o gatesay
newer acquisitions in the LS market.

vi. Tracking Overseas Development: In industries characterized by rapid
produet innovation and technical breakthroughs by foreign competitors, it 15
imperative to track overseas developments constantly. Most firms have found
that a local market presence aids in this process of gathering information. An
avierseas subsidiary have a close look at advances in manufacturing technology
and product development, enabling it to quickly pick up and transfer back to the
parent new information on innovations in the areas of computer design and
manufacturing. Data General has already adopted some Japanese manufacturing
technigues and quality-control  procedures that will improve its competitive
position worldwide, through inputs received from subsidiaries working in Japan.
Similarly World wide demand for Indian software engincers made MNCs 1o hire
management graduates and software professionals from India on 4 large scale,
More firms are building labs in Japan and hiring its scientists and cngineers to
ahsorb Japan’s latest technologies, For example, Texas instruments works oul
production of new chips in Japan first because, “production technology s more
advanced amd Japanese workers think more about quality control™, A firm thal
remains at home can be “blind sided” by eurrent or future competitors with new
products, manufaciuring processes, or marketing procedures.

vii. Learning through competition: For many industries, a compelitive home
marketplace has proved to be as much of 4 comparative advantage as cheap raw
materials or technical talent. Fierce domestic competition is one reason the LS.
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telecommunications industry has not lost its huge lead in technology, R&D,
design, software, quality, and cost. Japanese, Indian and Furopean firms are at a
disadvantage in this business because they don’t have emough competition in
their home markets. U.S. companics have béen able 1o engincer a great leap
forward because they saw firsthand what the competition could do. To compete
effectively firms must first compete in the toughest market of all. What they
learn in the process - from meeting the extracrdinary demanding standards of
consumers and battling a dozen relentless rivals is invalunble.

vili. Synergizing: Buv poing for merpers, alliances, and collshoration with
overseas players diverse synergies are tapped. A dynamic improvement, which
derives from continuous effort 1o enhance existing skills and learn new ones, is
thus built on & vast spectrum of operations. The acquisition of Corus of Europe
by the Tata Steel of India amidst stff competitive bidding in January 2007 is 10
synergize and scale op global presence by Tata Steel.

ix. Keeping Domestic Customers Delighted: Suppliers of goods or services 1o
multinationals will often follow their customers abroad in order to guarantee
them a continuing product flow. Otherwise, the threat of a potential disruption o
an overseas supply line - for example, a dock strike or the imposition of trade
barriers - can lead the customer to select a local supplier. which may be a
domestic competitor with international operations. Hence, comes the dilemma:
Follow your customers abroad or face the loss of not only their foreign but also
their domestic business. A simiiar threat to domestic market share has led many
banks, advertising agencies, and sccounting, law, and consulting firms to set up
foreign practices in the wake of their multinational clients” overseas expansion.

x. Global.ze Portfolio: Overseas investment means a diversified portfolio which
reduces risk given the retumn. By now it should be apparent that a foreign
investment may be motivated by considerations other than profit maximization
and that its benefits may accrue 10 an affiliate far removed from the scene,
Moreover, these benefits may take the form of a reduction in risk or an increase
in cash flow, cither directly or indirectly. Direct cash flows would include those
hased on n gain in revenues or a cost savings. Indirect flows include those
resulting from a competitor’s setback or the firm's increased levernge 1o extract
concessions from various governments or unions (for example. by having the
Nexibility 1o shift product to another location). In computing these indirec

103



effects, a firm must consider, of course, what would have been the company’s
worldwide cash lows in the absence of the mvestment.

Ranbaxy Lab of India scquired in 2006 Terapia of Romania o gate way
it'’s further arms-spread in Europe. Ballarpur Industries Ltd (BILT) acquired
Sabah Forest Industries of Malaysia 1o become one in top 10 in paper companies
in Asia, excluding Japan. These are to effect a global portfolio in the era of
globalization,

2.1. Need for Foreign Investments from Recipient Country’s View
Point

The lactors that necessitate foreign direct investments from the point of
view the recipient couniries are as follows.

i. Need for Foreign Capital: Finance is the important requirement of industrial
and economic development of any country, The sources of finance are both
mtemal and external finance. The external capital inflows are of dilTerent forms.
viz., remiftances from citizens abroad, Foreign Direct Investment (FDI). Euro-
issucs, Portfolio Investment, etc as was alrcady seen. However, the mosi
preferred ferm of funds for the industry is FDI and portfolio investment. The
reason s equity is better than debt as in these days servicing debt is problematic
while equity is not so because dividend is paid while profits are earmed. Equity
route also brings in the entrepreneurial component, Pebt servicing of external
loan is already wielding an enormous burden on our economy, So equity fund,
that oo n the form of FDM is needed. The new economic policy is towards
Globalizatton and improving the productivity and quality of industrial products
te compete in the international market. The need for FDI has arisen to achicve
the following objectives;  to reduce interest burden on extermal debt 1o avoid
external debl problem , to increase export eamings o cormect the adverse balanee
of pavments position; to achieve international competitiveness and uccelerating
musdernizaton and technology upgradation, Foreign investment has particularly,
bwvn solicited in critical infrastructure areas fike power, road and the hydro -
varhon sectors where capacities are inadequate and need for investment is large,
13 has also been permitied in rading companies. which are primarily engaged
m cxport activities, hotel and tourism related industry.,

1. Need for Foreign Technology: Technology is the invisible hand with visible
impact on development, Foreign technology plays an important role in India’s
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industrislization. Just like toreign capital fills up investment - savings gap.
foreign technology fill up the technological gap of us, It is said, the
echnological gap of developing countries in comparison with the Westem
countries is about a decade and half. Recognizing the crucial role of advanced
technology in promoting industrial growth and economic development, import of
foreign technology is liberalized now. both for new industrics as well as for
updating the existing technology m the country, One must be uble 1o absorb the
iechnology so imported and in many cases 1o adapt and modify it to suit the level
needs and requirements FDIs, not only bring capital but also technology mast
needed.

iii. Need for Forcign Entreprencurship: Entreprencurship, like technology is
most needed for development, Actually it is most fundamental of all factors of
development. Entrepreneurship in developing countries is not of the risk taking
type. There are entrepreneurial gapes as well. The private sector declines to enter
into long gestation projects. The public sector iz not efficient and of late capital
investment by public sector is dwindling due to budgetary constraints. Foreign
entrepreneurs and MNCs, either in partnership with domestic entrepreneurs or in
their own individual merit can fill up gaps in entreprencurial thrusts of the
country. The expanding industries and other sectors of the economy themselves
provide a market for capital goads for intermediate goods and suppon various
industries. Supply of new entrepreneurs is thus needed. And the supply - demand
gap is sought to be filled up through invitation to foreign entreprencurs.

iv, Injecting Competition: Entreprencurs in third would countries contnue 10
produce over a longer perind without making adequate efforts and focus on
innovation. modernization and quality improvement, Actually they are @
protected lot, enjoying good profits by having monopols market due 1o hagh
import lariff. Now they are required to assume risk. foee competition, first for
growth and maintaining market share. It is necessary 1o infuse fresh blood of
entreprencurship in these countries, Forgign com petition with a measure of level
playing field is the route to achieve the thrust on entrepreneurship development.

v. Need for Collaboration: The private sector is playing increasingly a sportive
role in lining up join hands with the foreign entrepreneurs. Foreign enlrepreneurs
are interested in investing in emerging markets as they see adequate lures n
operating in these countries which have most potential and fast prowing markets
for consumer goods as well as for industrial products I'ven the shondall in
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infrastructure i an opportunity for foreign investors as they are encouraged 1o
ke up infrastructural projects

2.3, Merits of Foreign Direct Investment
The merits of FI) are:

* Creation of new employment and job opportunities.
¢ Improvement of quality of product, service and facilitie

* Transfer of appropriate technology, reduction of technological
obsolescence and technology pap

» Introduction of vadety in financial instruments o woo every kind
investors with some savinps 1o part their hquidity in favour of furure
I

* Increase in the size and depth of domestic capital market flows adding
strength to the financial system

* Contnued interest of the foreign investor in the financial, technical,
commercial and marketing viability of the project leads 1o project success

* Achievement of broad based infrastructural development as most of the
FDI is going into this segment of late

¢ Creation of expont competitiveness as the FDI destination countries pait
thrust on rising their export capability

* Flow of foreign exchange and building up of foreign exchange reserves as
o consequence of the above, on a long time hasis

* Development of industrial base with attendant growth impetus o the
economy as 4 whole

* Integration with the foreign cconomy with consequent beng!ibs '

* Emergence of multinationals with domestic pareniage

® Higher foreign capital flows add o hiquidity in the financial market and
that stock market become bullish, thus paying way capital issucs a
premi.

* FDI invariably, brings the entreprencurship skills as well

* Strategic business alliances also result 1o the advaniage of all concerned-
domestic and foreign business houses,
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The above list of advocacies for FDI is not exhaustive, In this hes fhe
need for FDI

2.4. Steps taken by Host Countries to Attract more FDI

Az benefits abound with foreign direct investment, host countries provide
lot of incentives to attract more foreign direct investment. These are:

Reduction in the rate of corporate taxes so that afier tax return that the foreign
investors can get is more than what they can get in their own land.

Fast track clearance for projects with upto 51% equity ownership through the
Central Bank approval route is allowed. Convertibility on current account is
made so thal exports pick up and foreign entreprencurs contribute Lo Exports

More sectors of the economy, including certain sacred cows like the
defense production, aviation, etc are opened for FDL  100% foreign equity is
being mercasingly allowed i many sectors.

Import tarifl rates are reduced so that the domestic consumers have a
« choice and also the markel becomes more competitive making domestic products
export worthy in the Foreign market.

Transparent takcovers and mergers for strategic reasons, strategic alliances
for mutual benefits ete are allowed.

The linancial sector i3 opened and liberated from Central Bank control on
certain aspects. Prudential norms are adopted. This makes the sector efficient.

Integration and modernization of the fimctioning of stock market are made,
Transparency is ensured. On line trading and other improvements are made,

3. STRATEGIES OF FDI FOLLOWED BY MNC

Foreign Direct Investment can take any of these forms: i, Joini ventures,
ii. Mergers and Acquisitions and i, Wholly owned fresh subsidiary

A1, Joint Ventures (JVs)

Joimt ventures involve the foreign and domestic entreprencurs jointly
foating a unit. There are four types ol TVs.
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i. Joint ventures by adoption, ie. scquisition of part of the equity m a
small entreprencurial company.

ii. Joint ventures by rebirth which occur when the foreign partner transfers
technology to on ailing domestic business and takes equity stake in the
revived busimess;

iii. Joint ventures by procreation in which a trug new venture is bormn out of
a marriage between the technical and/or market-know-how of the partners;

iv. Joint ventures throogh family ties which occur when suppliers join
together with cach other or when a manufacturer takes an equity position
n a supplier business.

Joint ventures are good as these mvolve strengths of the partners mingled
and magnified and synergics emanate. Joint ventures lead w synergies driven
through core-competencies, There sre technical, financial, production, murkeling
and managerial synergics to drive from joint ventures. Benefits of JVs are: Local
capital, Local Management. Assured supply of Raw material, Trained labour,
Marketing capabilities, Established distribution and logistics network, Proven
technology, Easier Government approval, Local currency loans, Tax incentives
and the like.

3.2, Mergers & Acquisitions (M&A)

Mergers & Acquisitions (M&A) involve strategic acquisition by a
Forelgn investor in a domestic firm. soch that ownership/controlling power
changes hands. The objective of M&A are:

Cigining instant access 1o markets and distribution network,

Oibtaining access o new lechnology,

Dhiversification- Related or unrelated

Integration - backward and forward, and

Cietting monopolistic position by dequiring control over competitors”
positions,

The last decade 1997-2006 has seen lot many mergers and acquisitions
vorld vier, M&EAS have been drving FDI growth more than ever, In 1998, the
absolute valoe of all M&As amounted to $ 544 billion, indicating an increase of

600 per cent over that in 1997, By 2006 annoal M&A figure crossed over $2
tribhon.
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It has been pointed out that although for many Asian companies
diversification has been a strong motivation, a number of other factors have been
responsible for the M&A surge. They include consideration of technical,
strategic and financial advantage. Political reasons, and the fear of growing
protectionism had, of course, acted as the prime force carly in Asian M and A,

1.3, 100% Subsidiary or Wholly-owned Subsidiary

100% subsidiary or wholly-owned subsidiary involves floating a
subsidiary and starting busincss from scratch. This involves fresh investment,
unlike M&A when change of hands of ownership is only effected.

4. OPPORTUNITY AND TREND IN FOREIGN INVESTMENTS

The nppnnumt:e*: for FDI are on the rise ever gmng h}r the trend g FDI
world over, Dare it, you got it, i the way the FDI scenario is unfolding, The
opportunity for and trend in FDI are dealt now,

4.1. Opportunity for FDI

The opportunity for foreign investments is directly emanating from
economic reformist policies adopted by most of the less developed countries of
the world and open economic policies pursued by developed nations.
Liberalization, Privatization and Globalization (LPG) are vigorously pursued by
the countries giving an up-thrust on investmenl opportunitics.

Liberalization:

Liberalization is a reformist process. The essence of economic reforms
process is liberalization, i.e., liberalization from government control of the factor
market and output market. Demand and supply intersct o settle price,
Accordingly adjustments take place. Those who could not supply at the market
determined price (cost being higher) either one should tone up operations fo
reduce cost s0 as to able to supply the market or find their way out.
Liberalization thus leads to efficiency. Efficiency becomes the driving force of
industry, trade, institutions and firms. Capital efficiency. labour efficiency and
managerial efficiency lead to operative efficiency resulting cost efficiency. Cost
effictency helps reaping market efficiency leading 1o profit efficiency, With
profit efficiency developmenta! efficiency tnkes lnce, for with profit
modernization, expansion and  diversification are possible leading 1o
development. Thus, the ultimate goal of liberation policy is development.

104




Prh atization:

Privatization essentially means increasing the role for private initiative,
Stafe initiative resulled in growth of public sector. But with time public sector
has become a white elephant, The reasons are not far 1o seek. First, the
objectives of public sector are a mixture of conflicting orientations, So objective
performance measurement is not possible. So, performance is casualty.
Increasingly, political dead weights are made reigning heads of public sector
units.  and under such leadership these unmits firther drifted. Public sector
management cadre under the guise of political intervention did not et
professionally. Public sector employees lack work culture, taking of course, cues
from management. In sum, public sector meant & drain on budgetary resources of
Government. For fear of political onslaught Government after Government,
simply allow public sector to continue as such. There is no point in blaming the
founding fathers of public sector for the present lacunae of public sector which
grossly reflect current political, manapgerial and work cultures, But at the same
time, due o external and internal public opinion, public sector's role needs to be
madified. Again that can not be done openly for fear of political consequences,
s privatization as a back door approach o tune public sector, is pursued. Part
ownership by private sector of existing public sector units is done, popularly
known as voucher privatization. Private sector participation in infrastructure
development is very much encouraged. Industries reserved for state sector are
opened for private sector. Besides . disinvestment of government stake in PSUs
15 much vigorously pursued of late. Step by step competition is being introduced
between public and private sector. With competition efiiciency and development
are achicved.

Gilobalization:

First India Prime Minister Jawaharlal Nehru observed that, “History today
has ceased 10 be the history of this country or that. It has become the history of
mankind - because we are all tied up together in a common fate”. When applics
to history 18 applicable 10 economy as well. Today's economy has in faet censed
0 be ceonamy of this or that mation, but has become global economy, Iconomic
activities have o be conceived, designed and executed with a global perspective,
There is that much of integration, Failure to recognize the impending integration
onls leads 1o declining standard of achievernent and hence living. Globalization
lakes place through flow of capital, technology and goods seross nations, Now,
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LDC's have opened their economies to foreign capital - both direct and
portfolio. Foreign technology flow is also increasingly happening through
technical collaborations. Flow of goods is taken care of by open trade policy.
Companies ar¢ becor ing cross-border or borderless. That is through foreign
subsidiaries and joint-ventures, companics have operations spread over several
nation states. Precisely globalization is effected through MNCs.

Open Economic Pelicies of Developed countries:

Open Economic Policies of Developed countries allow cross border
mvestments. Indian companies have started acquiring overseas businesses, some
big ones too, of late. This is possible because there is no political pressure or
coming in the way. There could be competitive pressure leading to pay a higher
acquisition price. But that is part of the game. In 2006 only the inbound and
outbound M&A deals with respect wo India totaled a staggering 530 bn.

4.2. Trend in FDI

Although foreign direct mvestment flows had their ups and downs, the
stock of FDI has increased tremendously over time. The worldwide stock of FDI
tripled from %500 billion in 1980 w0 $1,500 billion in 1990. At the beginning of
1999, the FIM stock amounted to more than $4 trillion, over 70 percent of it
being in the developed countries.

The growth of FIM has been much faster than those of domestic output,
domestic investment and international trade. The average annual value of FDI
mereased from $6.6 billion during 1965-69 to $25.6 billion during 1975-79,
Afer a steady upward trend i the 1970s, FDI dropped off between 1981 and
1986. However. il recovered later. In 1990, FIM recorded a level ol $232 billion.
During 1992-95 it averaged about $227 billion. The wial FDI crossed the trillion
mark total $1.271 trillion in 2000,

Table 2.1  Growthof FDI {3 Billion)

el ot

World | Developed |Ih\-¢!upin,g share of
Countries Countrics Developing
| | Countries

— 4

1985-91

(Annual 159 | 130 29 | &
Average)
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Source: United Nations, World Investment Report 1998 and 2000

The cconomic liberalization in many countries, including the erstwhile
commumnist countnes and countries which stll claim 1o be communist or socialist
like the Peoples Republic of China, should be expected to enlarge the FDI flows
in future

The major junk of the FDI flows take place within the developed
eouniries. For nearly three decades till the early 1990s, about three-quarter of
FDI had gone w the developed countries. Nearly two thirds of the flows ke
place between the Countries of the Triad — United States, the Furopean
Community and Japan, In 1998, the United State attracted the largest amount
(3193 billion) of FDI followed by Chin ($45 billion). In 1998 FDI outflows from
the LS. amounted to $133 billion

The share of FDI going 1o the developing countries declined substantially
from 25 percent during 1980-35 w0 | per cent during 1986-90. There was,
hivwever, an increase in the absolute amoumt of FDI flows 1o the developing
countries. The economic liberalizations in the developing countries have helped
increase their share of the FDI recently, In 1998, developed countries atiracted
about 37 per cent of the total FDL In 1999, however, the FDI in the developed
countries decreased and their share in the total declined to 21 per cent. In 2000
the developing countries rose 1o 1994,

CGlobal FDI flows grew in 2006 for the third consecutive vear to reach
US$1.2 wrillion, according 10 UNCTAD's first estimate for the vear. This
represents a 34 percent increase from 2003, although still short of the record of
USH14 wrillion set in 2000, FDI flows w developed countries in 2006 rose by
48%. well over the levels of the previous two vears, and reached USSR hillion.
FIN flows o developing countries and economics in transition (comprising
Suuth-East Europe and the Commonwealth of Independent States) rose by 10
percent and 36 percent, respectively, in 2006, reaching record levels for both
groups of économies.
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The continued rise in FDI largely reflects high economic growth and
strong economic performance in many parts of the world, Such growth has
occurred in both developed and developing countries. Increased corporate profits
{and resulting higher stock prices) have boosted the value of the cross-border
mergers and acquisitions (M&As) that constitute a large share of FDI flows.
Continued liberalization of investment policies and trade regimes added further
stimulus, although in some countries in Afnca and Latin Amenica there were
sorme notable changes in economic policy towards a greater role for the state, as
well as changes in policies that directly concemn foreign investors or industries,
in particular the natural resources industry.

FDI performance has varied greatly among regions and countries. FDI
flows to developed countries in 2006 rose by 48%, well over the levels of the
previous two vears, and reached USS300 billion. The United States recovered its
position us the largest single host country for FDI in the world, overtaking the
Umnited Kingdom, the top FI) recipient in 2005, The European Union (EL) as a
whole continued to be the largest host region, accounting for 43% of total FDI
inflows in 2006.

However, several risks for the world economy — most of them not new -
may have implications for FDI 1o and from developed countries, Global current-
account imbalances have widened dramatically and could cause abrupt
exchange-rate shifts. High and volatile oil prices have caused inflationary
pressures, and a possible tightening of financial market conditions cannol be
excluded. High fiscal deficits in Europe, in combination with rising interest
rates, could lead to tax and wage pressures. All these considerations underline
the need for caution in assessing future FDI prospects for developed countries,

FII inflows o developing countries and economies in transition {the
latier comprising South-East Europe and the Cemmonwealth of Independent
States (CIS)) rose by 10% and 56% (iable), respectively. in 2006, and reached
record levels for both groups of economies,

In Africa. FDI inflows in 2006 exceeded their previous record level of
2005. High prices and buovant global demand for commuodities were once again
a k2y factor, particularly in the oil industry, which attracted investment nol only
from developed countries but also from some developing countries, Cross-border
M&As in the extraction and relaied service industries of Africa tripled in the
first half of 2006, as compared to the same period in 2005, However, the
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regional FDI picture is not uniformly bright across sectors; countries and sub-
regions, Most of the inflows are concentrated in the West, North and Central
African sub-regions, Inflows will continue to be small in low-income economies
lacking natural resources.

FDI inflows to Latin America and the Caribbean slowed in 2006, Mexico
and Brazil, in that order, remained the largest recipient countries with inflows
remaining virtually at the same level in Mexico and mcreasing by 6% in Brazil.
in spite of a fall in cross-border M&As. FDI inflows to Chile increased by 48%
due 10 4 continued rise in reinvested camings resulting from windfall benefits
from mining. FDI inflows to0 Colombia and Arpentina decreased by 52% and
30%, respectively, because of a decrease in cross-hoarder M&As. In the Andean
countries, growing demand for commodities and resulting higher prices
propelled changes in policy in the direction of more contral by the state, Thai
resulted in less favorable fiscal regimes for invesiors in such countries as
Bolivia, Ecuador, and Venczuela. The possibility of additional regulatory
changes and of their extension w more countries may huve roised uncertminty
among investors in the primary sector, resulting in the decrease in FDI flows 1o
the region. In addition, high commodity prices and resulting improvements in
current-account balances have led 1w an appreciation of the value of many
countries’ currencies. That could affect prospects for FDI in export-oriented
manufachuring,

FDI inflows to South, East and South-Fast Asia, and Oceanis maintained
their upward trend in 2006, reaching a new high of US$187 billion. an increase
of 13% over 2005, Investments in high-tech industries by transnational
corporations (TNCs) are growing rapidly, particularly in China. Meanwhile,
other countries, including India, are anracting increasing FOI for traditional
manufacturing. At the subregional level, a shift continues in favour of South and
South-Fust Asia. China, Hong Kong (China) and Singapore retained  their
positions as the three largest recipients of FDI in the region. India surpassed the
Republic of Korea and became the fourth largest recipient. Outward FI) from
the region surged with China consolidating its position as an important source of
FDI. India is rapidly catching up, with 2006 FDI outllows almost doubling.
China and Indin are challenging the dominance of Asia’s newly industrializing
economies as the main sources of FDI in the developing world,
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In West Asia, FDI flows, both inward and outward, maintained their
upwird trend in 2006. Turkey and oil-nch Gulf States continued 10 atfract most
FDI inflows, accounting for a record level in 2006 in spite of geopolitical
uncertainty in parts of the region. Energy-related manufacturing and services
were the most targeted industries. FDI ouwtflows from the region increased,
mainly from the Gulf countries led by the United Arab Emirates. Cross-border
M&As, particularly by state-owned enterprises, continued o be the main mode
of outward FDM,, Such outflows are increasingly taking place in energy-reluted
activities, supported by the region's tightening tics with China and India and
other economies in Asia and Africa.

Afler & minuscule increase in 2005, FDI inflows to the 19 countries of
South-East Europe and the CIS expunded sigmbicantly in 2006, the sixth year of
uninterrupted growth of FDI in the region. Inflows to the region’s largest host
country, the Russian Federation, almost doubled (table). FDI 15 likely to be
particularly buoyant in countries slated to join the EU on | January 2007
(Bulgaria and Romania) snd in the large economies such as the Russisn
Federation and Ukraine. FDI prospects for the Russian Federation are, however,
affected by the impact of tighteming Russian natural resource regulations and by
disputes that emerged in 2006 over environmental protection and extraction
costs (for example those involving two major oil development projects n
Sakhalin). It is uncertain whether large increases in such scctors as chemicals
and petrochemicals, services, and real esiate (especially in large cities) --
categories where investor confidence is currently high - could fully compensate
for a possible slowdown of oil-related FDI,

One of the most significant developments in FIM over the past two or
three years has involved natural resources and related industries. Despite some
unfavourable developments for foreign investors in such industries, high demand
for natural resources -- and, os a resull, the opening up of new potentially
profitable opportunitics in the primary scctor, such as gas and oil development in
Algeria - are likely to attract further FI to the extractive industries, FDI in this
sector will be examined in greater detail in UNCTAD's World Investment

Report 2007,

Economic growth in 2007 15 projecied to slow moderately, Continuing
global external imbalances, sharp exchange rate fluctuations, rising interest rates,
and increasing inflationary pressures, as well as high and volatile commodity
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prices, pose risks that may also hinder global FDI flows and could lead to a
slowdown in the fast growth in global FIJI registered over the past few years,

5. POLITICAL RISKS AFFECTING FIM

Political risk generally emanates from i Political systems, . Political
volatility and iii. Relationship between the state and the MNCs,

5.1 Political System

Political system refers 1o the set of factors relming to political institutions,
the political parties and their ideologies, the form of stute govemnance and the
role of the stale and s functionaries vis-a-vis, the role of individuals and their
organizations. Every country has a political svstem of its own.

There are different forms of polincal system. Capitalism, welfare
capitalism, socialism, communism and mixed economy are the different systems
A briefl summary of each of the forms is presented below.

Capitalism: Capitalism is a politico-economic  system  wherein, private
ownership and initiative, individual freedom to produce, exchange, distribute
and consume, market mechanism and consumer sovereignty and limited role of
government are found. In short capitalism may be called as “free enterprise
economy’ where state control on businesses is not existing or minimum.

The capitalist political system is pro-private businesses. Efficiency is
rewarded in the market. Businesses flourish through efficiency, innovation and
serving the consumers. Businesses are directed by market mechanism, least
mfluenced by governmenial factors. The western economics like the USA,
Canada, etc. have capitalist political system. Since efficiency is rewarded. higher
levels of performunce is achieved. These economies generally do very well.

Welfare Capitalism: Capitalism has certain Emitations such as neglect of
certain business not yielding good profits or those involving greater risk
Individual “pood’ may not aggregate o collective ‘good’. So, some state role is
needed. Herein the govemment imtervenes and fills up the gaps 10 ensure
maximum sovial advantage, Government supplements and does not substitute
privide entrepreneurship, The characters of capitalism are applicable w0 this
sysiem in total subject w0 the above referred o variation. Government
relationship with the busmess takes the same patiern s in the casc of capitalism.
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except that government intervenes in a small way to ensure social welfare of
people at large.

Socialism: Socialistic political system is characterized by state ownership of
production, exchange and distribution. The main features of this system are: 1)
Giovernment ownership and/or control of factors of production, i) Government
direction of production, exchange and distribution, iii} Central Planning of
resource mobilization, allocation, pricing ete. iv) Restriction private businesses,
v) restriction on individual freedom and initiative, vi) government interference in
income distribution, vii) govenment direction on physical distribution and
pricing of products, viil) consumer is not the king, only the state is all powerful
and so on

In a socialist political system businesses are run and/ or closely controlled
by the state. Businesses are run by bureaucrats and not by people with business
acumen. Businesses are distanced from profit goal. State policy determines
which industry 10 be developed and which is not to be developed. Private
initiative is not nurtured. sometimes is even curbed. Business is dominated by
the government bodies.

Communism: A communist political system is nothing but 100% state control
of all human activities. Tt is also known as stste capitalism. Production,
exchange, distribution and consumption are all state controlled. The difference
between socialism and communism, is that in communism, consumption is also
state controlled. Businesses are run almost like government departments. The
dominant environment of business is. truly, the government factor.

Mixed Economy: India adopts the “golden mean’ of capitalism and socialism.
Side by side public and private ownership exist. This system is known as mixed
economy, The features of capitalism and socialism are jointly present in this

syslem.

Private initiative, freedom of enterprise, consumer sovercignty. individual
saving and investment, profit orientation and market mechanism are all there,
But not entirely free of government control. State initiative, state enterprise, state
investment, social objectives like equal distribution, balanced development of all
regions, concessions and privileges for the less privileged, reservations for the
benefit of weaker sections, etc are found.
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£.2 Politvical Stability

Palitical stability in the host country is a crucial factor. The political
system, the number of parties, ideologies of partics, animositics amongst
differcni parties, leadership characters of political partics, the commitment of
parties taking power to honour commitments made by previous governments, etc
influence political stobility. Lack of political stability is an indication of
excessive risk involved.

5.3 Relationship between the State and the MNC

There could be political instability and vet it may not transform into
political risk. This is so when the State respects the particular MNC or all MNCs
concerned. Todey MNCs have good relationship with the Govt. barring & few
cases in most countries, due to LPG policy pursued widely. Multilateral
Investment Guarantee Agency (MIGA), bilateral agreements 1o protect mutual
investment interests, ete ensure that good relationship prevails betweon the State
and the MNCs,

Country's political and strutegie relationship with world powers is another
factor. The world is becoming a uni-polar world. So, India - UISA, for example,
relationship has begum to warm up. The USA, sees India as an economic
opportunity, So, political and strategic alliances are on the rise. This s &
conducive climate for overseas investment. India is also in good relationship
with Japan, the European Union and so on. So, business interests develop.

5.4. Political Risk

Political risk is a function of i Probahility that a given political event
will affect a particular MNC or its particular project and ii. The magnitude of the
event's impact. An opposition demand to halt FDI, say, is the event that causes
political risk. What is the probability that all opposition will jointly assemble and
profest? What is the likely impact of this on FDI programmes? Answers to these
questions answer the relevance of political risk. Political risk can be and have to
guantified, Factors 1o be consilered include: i the host country’s political and
government system; il track record of political parties and their relative strength;
lii. the degree of integration into the world system; iv. the host country’s ethnic
and religious stability; v. regional security; and vi. key economic indicators.
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Even if all opposition show solidarity, the Govt. in power can contain
their rebellion using constitutional and legal measures. It must have the power
and willingness 1w do.

The relevance of political event to MNCs in general, to an MNC or (o a
particular project of an MNC is to be measured. The cvent may affect ownership
rights, sccess to input/output markets and so on. The extent of impact might be
varying hetween MNEs, between MNE projects and between regions. 5o,
scenario of impact must be evolved and evaluated. Usually optimistic (less
destabilizing), pessimistic and most-likely levels of impact be studied.

6. HANDLING POLITICAL RISK

The extreme form of political risk is expropriation. What will be the
praject worth il withdrawal is made right now fearing expropriation and when a
wail and see policy is followed? You have to estimate the cash flows under two
scenario (expropriation happens and does not happen) for the two altermatives
{exit right now and wait a while). A hypothetical case is presented below. The
cash flow right now obtainable by pulling out is S256 mn whether expropriation
happens or not. If waited for a year the estimated cash flow when expropriation
happens is § 200mn and when expropriation does not happen it is § 600. The
fear of losing $56 mn due o expropriation and benefit of getting extra § 344 mn
when the feared expropriation does not happen puts the firm in a dilemma.

Alternctive Expropriation | No Exprapriation | Expected Present Value l.
L anirses
Exit now (CF $) 256 mn 256 mn §256mn
Wit a year (CF 20d) mn S600 mn {$200p-+60001-p)} /
§) 1.22 mn
CF : Cash Flow

To solve the issue, you need to estimate the probability of expropriation
happening, l,etithe‘p'.Thtnknnwnmrmﬂnf:apilal.mmnsﬁmaEﬂm
minimum value of ‘p* for a pull-out right now. Let cost of capital or minimum
required return be 22%. Then present value of cash flow under wait and see
course becomes: [1$200p + 600(1-p)} / 1.22] mn. By setting the expected cash
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lows under exit right now and wait a vear courses equal, the minimum valie of
‘P can be found

Solve for “p® in: $256mn = |$200p + 600(1-p)} / 1.22) mn .
$256mn ¥ 1.22 = $200p + 5600 — $600p
$312.32mn = S6(0mn — $400p. mn
$400p mn= 5 271.68 mnorp=10.7

From the above, if the chance for expropriation is 70%. it is immaterial
whether you pull out right now or leter. If the probability is more than 70%
pulling out right now is a better course. 15t is less than 70% there is no need 1o
et nght now. So. the problem now becomes the estimation of probability of the
expropriation happening!

Political risk handling has to be addressed at 1. Pre-investment planning
phase, i1, Post-investiment operating phase and iii. Post ex-propriation phase
These are dealt below,

6.1. Pre-Investment Planning Phase

To deal with political risk. ar pre-investment level, the MNC concerned
can think oft i Avoidance, it Insurance, i, Negotiate the environment, jv
Structure the investment and v. Patenting.

L Avoidance: Avoidance involves not commining the resources in the project,
This is easicst but not reflective of true characteristic of MNCs. However certain
politically high risky swates have to be avoided. because one cannot lose
investment itself in the hope of making a return on investment,

ii. Insurance: Insurance involves taking insurance cover for people and property
of the MNC project in the hostile country. In developed nations political risk
insurance policies are available which the MNCs can buy to cover investments
in risky countries. Third world countries also have overseas husiness risk
insurance outfits. Policies that provide for a maximum insured amount and a
current insured amount are available, Premium is payuble on the current insured
amount al usual rates and on the difference between maximum and current
insurance amounts, called standby insurance level, a nomina! rate of premium is
charged

iii. Negotiating the Environment: The MNC and the host Government
negotiate on the rights and responsibilities of both and abide by the “concession”

120




agreement reached. But new rulers may repudiate “concession” agreement agreed
to by the past ruler. Such repudiation happens in democratic countries as well.

iv. Structuring the Investment: The investment in the project in the host
country can be structured such that host government intervention costs the Govt
exchequer heavily, This is achieved by adjusting production, transportation
export, technology transfer and financial policies. The forcign project may be
just an assembling unit or a just & part manufacturer.

v. Patenting: The MNC can register its patent generally and make for host
countries difficult 1o infringe patent rights or trade mark rights.

6.2. Post-investment Operating Phase

After investment is made, through operating policies, political nsk can be
managed. The alternatives are: i. Short term profit maximization, i, Changing
the BCR of expropriation, iii. Developing local stake holders and iv. Adaptation.

i. Short-term Profit Maximization policy involves stressing that investment
made is quickly paid back. On finding the political environment hot, the MNC
can go for a policy of quick realization by avoiding further commitments in the
project. A posture such as this fisclf may alter the host government’s attitude as
capital flights are unaffordable in these davs of globalization.

a. Shorter Payback Period: According to this method. projects with shorter
payback period are normally preferred to those with longer pavback period. It
would be more effective when it is combined with a “cut off period™. Cut off
period denotes the risk tolerance level of the firms. For example, a firm has (hree
projects. A . B amd C for consideration with different economie lives say 15, 16
and 8 years respectively and with payback periods of say 6, Tand 5 years. Of
these three, project C will be preferred, for its payback period is the shorlest.
Suppose, the cul off period is 4 years, then all the three projects will be rejected.

b. The Finite-horizon Method: This method is similar 1o payback method
applied under the condition of certainty. In this method, & terminal date is fixed.
In the decision making, only the expected returns or gain prior to the terminal
date ane considered. The gains or benefit expected beyond the terminal date arc
ignored the gains are simply treated as non-existenl. The logic behind thas
approach is that the developments during the period under consideration might
render the gains bevond terminal date of no consequence.
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ii. Changing the Benelit/Cosi Ratio (BCR) policy involves the MNC adopting
a pro-host country, increased benefit and decreased cost policy. Policies such as
cxtabhishing local R&D facilities. expont-thrust. technology transfer etc., will
help the MNC buy ing peace with sdversaries.

ii. Developing local stake holding policy involves, the MNC concerned
creating customer hase. local invesior base, domestic supply-chain base, etc so
thal expropriativn will be resented 1o by local customers, investors and channel
partners, It must be noled while [00% subsidiaries face nationalization threats,
joint-venture do mo suflfer such threats. Because low share holding serve as a
buffer against nationalization drives

v. Adaptation policy involves adapting operating policies o the dictates of the
political boss. 1| expropristion is pressed. the MNC can opt for management
CONracts or franchising so that operational aspects are not handled by the MNC,

6.3. Post-expropriation Phase

In the post-expropriation phase, damage control and benefit harvesting
exercises need w be pursued, Negotintion, Power leveraging, Legal recourse and
Surrender are the oplions.

Negotiation: After the expropriation, continued contacts and negotiation with
the Govi. help in harvesting more benefits.

Power Leveraging involves the MNC spplying power on the host government
through diplomatic channels, multinational bodies and parent couniry’s
gavernment for speedy harvesting.

Legal Recourse involves resorting to local remedies o recover the value of
priperty that are confiscated. This is a long-drawn-cut remedial course.

Surrender policy involves giving up the above referred to courses and agreeing :
1o salvage the investment

7. ECONOMIC RISK

Risk is the fluctuation in income, expenses, costs, price, etc. If there is
zero fluctuntion, there is no risk. Risk is measured through standard devintion
(83}, or variance [which is nothing but squared SD] or Beta or coefficient of
variation.
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Economic risk refers to problems arising due to economic weaknesses
and umcertainties of the host country’s economy. Huge budgetary deficit, fiscal
imprudence, higher inflation, structural rigidities, higher monetary expansion,
exchange rate fluctuations, public sector inefficiency, political intervention in
husiness policies, infrastructural botilenecks, archaic legal system, rising public
sector wage bill, ete., lead 1o economic fluctuation in earnings of the private
investments. Economic stagnation, financial disability of banking and financial
institutions, weaknesses of primary and secondary capital markets, economic
policy discrepancies, high levels of taxation hurting private initiative, etc., aflect
risk-return patierms of private and MNC investments.

7.1. Types of Economic Risk

Credit risk, Liquidity risk, Market risk. Interest rate risk, Eamings Risk,
Salvency (or defaultirisk, Inflation (or Purchasing Power) risk, Currency (or
exchange rate) risk and Crime risk.

i Credit risk: The danger of fluctuation, especially decrease in the value of
assets, especially loans and advances, is called credit risk.

ii. Liquidity risk: Ligquidity risk refers w0 the danger of being left with
insufficient cash to meet cash payment obligations.

iii. Market risk: Market risk is the danger of fluctuation in the values of assels.
liabilities and equity that may bring about loss. Changes in inferest rates,
Changes in the taste and preferences of customers, Changes in currency prices,
Changes in monetary policies, Changes in investor perceptions of risk of
exposures with the bank, etc.

iv. Interest rate risk: Interest rate risk is the danger of fluctuation in inferest
rates aflecting the net income, values of asscts, liabilities and equity,

v. Earnings Risk: Earnings Risk is the danger that the rate of refum on asscts
or equity or its net earnings may fall, Increasing competition is the major cause.
vi. Solvency (or default) risk: Solvency (or default) risk is the danger that the
business may fail due to negative profitability and erosion of its capital.

vil. Inflation (or Purchasing Power) risk: Increase in price levels reducing the
purchasing power of the business and value loss in monetary assets
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viii, Currency (or exchange rate) risk: Fluciuation in exchange rafes leading 1
fluctuation in values of foreign exchange exposures and hence the bottom-ime of
the business,

ix. Political risk: Fluctuation in political climate, within or outside the country,
leading 10 possible uncertainty in policy environment affecting  business
operalions,

x. Crime risk: Risk arising owt of dishonest operations of employees, poverning
board, customcrs. Owners. etc.

8. HANDLING ECONOMIC RISK

Several alemative methods exist for incorporating  the  additional

economie risk, They inchsde:

o Adjusting the pavback period or reguired retum

o Adjusting cash flows to reflect the specific impact of a given risk

o Insurance

o Hedging

o Adjpasting the expected cash Mows

o Using certainty equivalents to get of expected cash flows

These are dealt below.

1. Adjusting the discount rate or payback period: Upward revision of discount
ratc or downward pushing of pay back perod 15 adopted. The additional risks
confronted abroad are usually described in general terms, instead of being
related 1o their impact on specific investments. This rather vague view on risk
probably explains the prevalence among multinatiomals of two unsystematic
approaches to account for the added economic risk of overseas operations. One
i4 10 use a higher discount rate for foreign operations, another o require a shorter
payback period. For instance, if exchange restrictions are anticipated, a normal
required return of 5% might be raised 1o 20% or a five-year payback period
may be shortened 1o three vears. Neither of the aforementioned approaches,
however, lends itself to a carcful evaluation of the actual impact of a particular
risk on investment returmns.
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For example, the rate of risk free return (r) employed in the discounting
is 10 per cent and the risk premium factor (d) for different degrees of risk be: 2,
4 and 5 per cent for mildly risky, moderately risky and high nsk (or speculative)
projects respectively, Then the total rte of discount (D) would, respectively, be
I2 per cent, [4 per cent and 15 per cent for the three projects. The idea is the
greater the risk the higher the discount rate.

That is, RADR =D= Risk free retum (r) + Premium for nsk depending on
the risk {d). Then the discounting factor for the first vear return : i (1 FDY: for
the 2* year: 141+ D) and so on.

The Risk Adwsied Discount Rate is composite of discount rate which
combines both time and risk factors, Risk Adjusied Discount Rate can be used
with both N.P.V, and LR.R. In the case of N.P.V. future cash flows should be
discounted using Risk Adjusted Discount Raie and then NPV, may be
ascertained. If the N.P.V. were positive, the project would gualify for
acceptance. A negative N.P.V. would signify that the project should be rejected.
If LR.R. method were used, the LE.R. would be computed and compared with
the modified discount mate. If it exceeds modified discount rate, the proposal
would be accepied, otherwise rejected.

Merits of RAD.R. Method : This technique is simple and easy to handle in
practice.
1} The discount rates can be adjusted for the varying degrees of risk in
different years, simply by increasing or decreasing the risk factor (d) in
calculating the risk adjusted discount rute.

il) This method of discounting is such that the higher the risk factor in the
remote future is automatically accounted for. The risk adjusted discount
role s a composite rate which combines both the time and discount
tactors,

Demerits of PADR Method

i) The value of discount factor must necessarily remain subjective as it is
primarily based on investor's attitude towards risk.

i) A uniform nisk discount factor used for discounting al future returns is
unscientific as it implies the risk level of investment remains same over
the years where as in practice is not so.
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IMustration:.
The following details related to two projects ; X b §
Capital of outlay 520,000 520,000
L ost of inflows
Year | 8,000 10,000
Year 28,000 12,000
Year 34,000 6,000
Risk less rate of return is 5%, Project X is loss risky as compared 1o
Project Y. The management considers risk premium roies st 5% and 0%
respectively for X and Y as appropriate for discounting the respective cash
inflows, State which project is betier?
Risk Adjusted Discount Rate will be: Project X : 5 + 5 = 0% - Project Y : 5+
10 = 15%
CALCULATION OF N.P.V. AT RADR
Project X Project Y

-

—

Year  Cash P.V.E. P.V. Cash PV F, (A
Inflows al 10% Inflows a1 15%

(1) (2) (3) (4) (3) (6) (M
1 000 | 900 7,272 10,004 &0 8,700
2 B, 000 26 &, 608 12,000 756 9,072
3 4,000 T51 3,004 6,000 658 3,948
PV of cash flow 16,884
21,720

Less : Invi. 20,000 20,000
== NPV. -3116 + 1,720

Since N.P.V, is positive in the case of Projeet Y, Y is superior to X,

ii. Adjusting Cash Flows: Though risk analysis requires an assessment of the
magnitude and timing of risks and their implications for the projected cash
flows. Adjusting cash flows makes it possible to fully incorporate all available
information shout the impact of a specific risk on the future returns from an
mvestment. A sophisticated cash flow  adjustment techniques known as
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uncertainty absorption is to charge each vear's flows a premium for economic
risk.

Certainty-Equivalent Coefficient Approach is an approach towards
adjusting the cash Low. The risk element in any decision is often characterized
by the two outcomes: the potential gain' at the one end and the ‘potential loss'
at the other, These are respectively called the focal gain and focal loss. In this
connection, an author proposes the concept of “potential surprise” which is a
unit of measurement indicating the decision-maker’s surprise at the occurrence
of an cvenl other than what he was expecting. He also introduces another
concepl — the “certainty equivalent” of risky investment. For an investment X
with o given degree of risk. investor can always find another risk less investment
Xy such that he is indifferent between X and X,. The difference between X and
X is implicitly the risk discount.

The risk level of the project under this method is taken into account by
adjusting the expected cash inflows and the discount rate, Thus the expected
cash inflows are reduced 10 a conservative level by a risk-adjustment factor (also
called correction factor). This factor is cxpressed in terms of Certainty —
Equivalent Co-efficient which is the ratio of risk-less cash flows 10 risky cash
flows, Thus Certainty Equivalent Co-efficient = ( Riskless cash flow ) / Risky
cash flowa.

This co-efficient is calcolated for cash flows of each vear. The value of
the co-eflicient may vary between 0 and 1, there is inverse relationship between
the degree of risk, and the value of co-¢fficient computed, These adjusted cash
inflows are used for calculating N.P.V. and the L.R.R. The discount rate to be
used for calculating present values will be risk-free (i.c., the rate reflecting the
time value of money). Using this criterion of the N.P.V. the project would be
accepted, if the N.P.V, were positive, otherwise it would be rejected. The LR.R.
will be compared with risk free discount rate and if it is higher the project will be
nccepled, otherwise rejected.

Mustration: A company employs the cerminty equivalent approach in the
evaluation of risky investments, The following information of a new project is
available, Amount of initial investments: $. 100,000, Cash inflows after tax:
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Year Amount Certainty Equivalent Co-gfficient
.
LR
TAKN
B3 (00
flh 000
400,00 3
I'he company s cost of equity capital is 18%; its cost of debt s 9% and

the risk less rate of interest in the market on government securities is 6%. Should
the project be accepled”

solution - Caleulation of N.P.V. of Adjusted Cash Inflows at Risk less Rate

fu e s il
ooy w3 50

(6%)
Cash CEC  Adpusted PV.F PV
Yenr  Inflows Cash inflow atl 6%
(1) (2) (3) (4) (5) (6)
| RO,000 B ad 000 943 60,352
7 T0LH0 F 49,000 RO 43,610
3 65,000 B2 349 () B4 12,760
4 G000 4 24 (WM 792 19,008
5 41 (rl 3 12,000 747 8,964
PV of cash flow T 164,694
Less: Invi 1 00, 00
MNPV, = 64,694,
Project should be accepted.

fii. Insurance: Feonomic risks such as currency inconvertibility can be covered

by insurance.

iv. Hedging: Fconomic risks such as currency fluctuations can be hedged in the

forward exchange market. The uncertainty absorption approach would mvolve

adjusting each period’s dollar cash flow, Xi, by the cost ol an exchange risk
management program. Thus, if D is the cost uf'un exchange risk in period 1, for

example, then the present value of cash flow in period i would be set equal 1o:
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Sl. 24-10

(X D/l +ky
where. k is cost of capital used to discount the adjusted cash flow,

With regard o exchange risk, the uncertainty absorption technique is fine
il local currency cash flows are fixed, as in the case of interest on a forcign
currency dominated bond. Where income is generated by an ongoing business
operation, local currency cash flows themselves will vary with the exchange
rate. There is a set of equilibrium conditions tending to hold in efficient financial
markets that generally cause exchange rate changes and inflation to have only a
minimal impact on real cash flows,

v. Adjosting Expected Valwes: The recommended approach is 1o adjust the
cash flows of a project to reflect the specific impact of a given risk, primarily
because there is normally more and better information on the specific impact of
a given risk on a project’s cash flows than on its required retum, According 1o
modemn capital asset pricing theory. adjusting expected cash flows, rather than
the discount rate, to reflect incremental risks is justified as long as the svstematic
risk of a proposed investment is unchanged

vi. Using Certainty Equivalents: An alternative spproach is to use the
certainty-equivalent method of Alexander Robichek and Stewart Myers, where
risk-adjusted cash flows are discounted at the risk free rate of return. However
this method requires generating certainty-cquivalent cash flows for which no
satisfactory procedure has yet been developed. Furthermore. it involves losing
some information on the valuation of future cash flows that is provided by
shareholders in the form of their required vield on a typical firm investment.

Appendix
UNCTAD Investment Brief Number 4 2005

Table 1. The top 20 of the world's largest MNCs, by number of host
economies, 2003
(Number of host economies in which MNC is presen)

i No, of host

Corporation | Home economy  Main industry countries
! Deutsche Post Ciermany Transport and storage 102
| Ford Motor
| Company | United States | Motor vehicles 98
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f-.'-wiu-::rhmd

| Food and Em'&mgus

UKMNetherlands | Petroleum expl./ref idistr.

Electrical & electronic
equipment

LK Netherlands I Diversified

Mowalle
Roval
Dutch/shetl
Ciroup
Semens Crermany
Unilever
BASF Cermany
Buyer CICTriny
IBM L mired Staes
Total | France
Sanofi-Aventis | France
Novartis [ Switzerland
| British American | United
- Tobacco ' Kingdom
Mok Findand
Altria Group United States
| Pinault-
Printemps
Redowme France
United
Technologies
Comp. Limited States
Abbon :
Laboratories United States
| Yalvo Sweden
Lafarge | France

Chemicals
Pharmaceuticals/'chemicals
Electrical & electronic
equipment

| Petroleum expl./ref /disir,

| Pharmaceuticals
Pharmaceuticals

Taobacco
Teleccommunications
Tobacco

Wholesale trade

Transport equipment

Phermaceuticals
Motor vehicles

Non-metallic minerl
p_rcrduv.:ts

or

93

R4
83
74
67

3
b3
fil
56

33
a4
34

54

a2
52

51

source: |INCTAD.
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Tahle 2. Top 10 host economies most favourad by the top 100 TNCs, 2003
{Percentage of top 100 TRCs with a foeign affiliate in the location)

Deveboped Asiin wnd Latin America
couniries Africa Oceanin . and Caribbean SEE and CIS
South Hong Kong
UK 08 | Africa 43 | (Chinea) 67 | Brazil 75 | Rus=ia 43
Metherlands 9% | Morooco 27 | Singapore 64 | Mexico T3 | Romanis i
Linkted
Slses 92 | Exyp 26 | China 60 | Argenting 63 | Ukraine 1
Cunadn B7 | kenva 20 | Turkey 52 ¥Venerueln 56 | Bulgaris |5
Tarwan
Provinee of
Frunce £2 | Migeria 17 | Ching 49 | Chile 46 | Croatia 1]
Serbim and
Chermiamy Bl | Tunisia 16 | Makaysia 47 | Colombia 44 | Montenegro g
Clite Rep. of
Itnly 78 | d'Ivoire 15 | Kionea 42 | Peru 34 | Kasnkhstin b
Spain 77 | Comeroon 12 | India 38 Panama 2R | Azerbaijan 5
Bosania nnd
Switzerland 77 | Gabon 9 | Thaitpnd 36 Benmuda 23 | Hereegovina 4
Limited
Arith
Belgium 15 | Ghana q Ecundior 22 | Lizbekistan 4

; Emirates 3l

Questions

1. Explain the concept and nature of Foreign Direct Investment by MNCs.
2. Discuss the emergence and benefits and merits of FDI by MNCs,
3. Discuss the need for FDI from the host and investor™s view points.
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4. Expluin the Strategies of FDI followed by the MNCs

3, Bring out the Opportunities and Trend in FDI in the recent vears
6. Explain the concept of political risk and its determinants.

7. How cun you deal with political risk in the pre-investment stage?

B, How is political risk handled during post-investment and expropriation
phases?

9. What is economic risk? Explain its components.
). Explain the methods of dealing with Economic Risk

L. In a situation ol teared expropriation, the cash flow right now obtainable by
pulling out = S | 2% mn whether expropriation happens or not, IF waited for a
wear the estimatd cash flow when expropriation happens is $ 100mn and when
expropriation docs not happen it is § 300, The cost of capital 15 20%. What
should be the minimum prohability of expropriation for exit rght now to emerge
as the better course”

I2. The following details related to two projects X and Y, X Y
Capital of outlay 5 30,000 £30.000
Annual Cash inflows:
Year | 1 6, (MM 12040}
Year 2 | 6000 24,000
Year 3 I, () 12,000

Risk less rate of return is 4%. The management considers risk premium
rates at 5% and %% respectively, for X and Y as appropriate, for discounting the
respective cash inflows. Find the better of the 2 projects.

References

I} International Financial Management - (i, Apte
2) Multinational Financial Management - Alan C Shapiro
3y Multinational Finance- Adrian Buckley.
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LNIT-II
CAPITAL BUDGETING

The ohjectives of this Unit: To know

L. Comcept of capital budgeting

1. Basics of capital budgetmg

iii. Requisites for appraisal of capital projects
. Techmiques of evaluation

v. Incremenial cash flow

vi Parent vs. Project cash flow

vil. Adjusted present value

viii, CAPM

MNCs invest in projects in different countries. These projects involve
investment in physical assets, as opposed o financial assets like shares, bonds or
funds. Projects necessarily involve & processing/manufacturing/service works.
These require investments with a Jonger time horizon: The initial investment is
heavy in fixed assets and investment in permanent working capital is also heavy.
The benetits from the projects last for few to many years.

Projects by MNCs are nothing but foreign direct investments committed
by MNCs, afresh or in addition to already existing project investment. Projects
. may be new ones, expansion of existing ones, diversification of existing ones,
renovation or rehabilitation of infirm ones, or captive service projects. An MNC
miy pul up a new subsidiary, increase state in existing subsidiary or acquire a
= running firm. All these are considered projects by MNCs.

FI projects of MNCs involve huge outlay and last for vears. Hence these
are riskier than investments in financial assets. FII projects have a technological
dimension and environmental dimension. So, careful amalysis is needed.
Diecisions once oken cannot be reversed in respect of capital projects. So, “listen
before leaping™ and “think before jumping™ are the caveats needed. Thorough
evaluation of costs and benefits is needed.
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L CONCEPT OF CAPITAL BUDGETING

Every institution has o commii funds in fixed assets and permancnt
working capital, The type of fixed assets that a firm owns influences 1. the
pattern of 11s cost {Le. high or low fixed cost per unit given a certain volume of
production). i the minimum price the firm has 1o charge per unit of product, iii.
the break-cven position of the company, iv. the operating leverage of the
business and s0 on. These are very vital issues shaping the profitability and risk
complexion of business. Henee the significance of capital budgeting.

I.1. Selection by right evaluation: Capital budgeting is significant because it
denls with evaluation of projects. A project must be scientifically evaluated, so
that no undue favour or dis-favour is shown to a project. A good project must not
be rejected and a bad project must not be selected.  Hence the significance of
capital budgeting.

1.2. Nature of Capital budgeting: Capital investmeni proposals invelve i
Longer gestation  period, i, Huge capital outlay, . Technological
considerations needing technological forecasting, iv. Environmentul issues too,
which require the extension of the scope of evaluation to go bevond economic
costs and benefits, v. Irreversible decision once get committed, vi. Considerable
peep into the future which is normally very difficalt, vii. Measuring of and
dealing with project risks which is a daunting task in deed and so on. All these
make capital budgeting a significant task,

1.3, Capital rationing: Capitnl budgeting involves capita] ratioming. That is the
available funds must be allocated to competing projects in the order of project
potentials. Usually, the indivisibility of project poses the problem of capital
rationing because mqulred funds and available funds may not be the same, A
slightly high return projects involving higher outlay may have 1o be skipped w
choose one with slightly lower returm but requiring kess outlay, This type of
trade-ofl has to be skillfully made.

2. BASICS OF CAPITAL BUDGETING

2.1 Basis estimates: The building blocks of capital budgeting exercise are
mostly estimates of price and variable cost per unit output, quantity of output
that can be sold, the tax rate, the cost of capital, the useful life of project, etc.
over a period of years. A clear system forecasting is needed. Computing cash
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flows is another basic aspect of assessment of investment programmes. You will
know this soon.

2.2, Methods of evaluation of projects: There are more than a dozen methods
of evaluation projects. The choice of method is important. And different

methods might rank projects differently leading to a confused p:s:mn: of project

desirability ranks. A clear thinking is needed so that confusion is not descending

on the choice of projects. Hence the significance of capital budgeting.

2.3, Basic methods of capital budgeting: Basic methods of capital budgeting
include pavhack period, sccounting rate of return, internal rate of return and net
present value technigue, terminal value.

2.4, Advanced methods of capital budgeting: Advanced methods include:
Decision Tree Analysis, CAPM, Simulation Analysis, Sensitivity Analysis,
Probability Approaches, etc.

2.5, Evaluation Parameters: Fvaluation of capital budgeting involves in-depth
feasibility amalysis. Evaluation shall cover technical, economic, market and
financial feasibilities, break-cven retum on  investment. payback period,
sensitivity, risk-return, liquidity, solvency, and related aspects.

Capital projects need to be thoroughly evaluated as to costs and benefits.
The costs of capital projects include the initial investment at the inception of the
project. Initial investment made in land, building, machinery, plant, equipment,
furniture, fixtures, etc. generally, gives the installed capacity. Investment in
these fixed assets is one time. Further, a one-time investment in working capital
is needed in the heginning, which is fully salvaged at the end of the life of the
project.

Against this fund committed. returns in the form of net cash eamings are
expected. Met cash eamings = Gross income - Variable cost - Fixed cost
(including depreciation) - Interest and Tax ) + Depreciation. These are computed
as follows. Let P’ stand for price per unit, V" for variable cost per unit, "Q" for
quantity produced & sold, "F* stand for total fixed expenses exclusive of
Depreciation, "D' stand for depreciation on fixed assets, 1" for inierest on
borrowed capital and "T" for tax rate).

Then cash earnings or Cash Flow = [(P-V)Q - F - D-I] {1-T) + D
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These cash earnings have to be estimated through out the economic life of
the investment. That is, all the variables in the equation have to be forecast well
oner o periodd of years,

Now that. we have the benefits from the investment estimated, the same
iy be compared with costs of the capital project and “netted” 10 find out
whether costs exceed benefits or benefils exceed costs. This process of
estimation of costs and benefits and comparison of the same is called appraisal.

A REQUISITES FOR APPRAISAL OF CAPITAL PROJECTS

The computation of profit afier wx and cash flow are much relevant in
eviluation ol projects. Hence this s presented here as a prelude to better
understanding the whole process.

Say in [ixed assets al time zero, you are investing § 2000000, You have
eshimated the following for the next 4 years.
Year Expected Expected Tax  Expected Fixed expenses
Sales  Selling price mte  vanable cost (excluding depreciation)

(T HEY per unit
() (P} (T} (Vi (F)
¥ 5 5.
| 30,000 200 30% 100 1200000
2 30,000 2500 3Re 120 1300044
3 20,000 300 407 1500 1400000
4 21,000 3 40% 200 | 500,000

With this information, we can estimate profit afier tax for the business.
For that, apart the given varinble expenses and fixed expenses, depreciation of
the fixed assets has o be considered. The annual value of depreciation 15 given
by the cost of fixed assets divided by number of years of life. In our case the
figure comes to $ 2000,000/4 = $ 500,000,

The calculations are given in three stages, vie, computation of profit
before tax (PBT), profit after tax (PAT) and cash Mow.

|36




The profit before tax (PBT) for a period is given by: (selling price per unit
- variable cost per unit) x (No. of units sold) - Fixed expenses - Depreciation. So,
for the 1% year PRT = (200-100%30,000) - 1200,000 - 500,000 = 3000000 -
200,000 -500,000 =5 1300,000, Table below gives the working and results.

Year

el

PF-V1%
{ 20000-1007)
(250-120)
{300-150)
(300-200)

®

&

*

.1.

(Q) e
{(30.000) -
{30.000)
{ 20L000)
{21,000)

F§ - Deps

= PHTS

1 200,000 - 300,000 = 1300000

1300000 - 500,000 = 2100,000
1400,000 - 500000 = 1100,060
1500,000 - 500,000 = 100,000

Profit after tax (PAT) for the different vears is obtained by subtracting tax
from the PBT. Insicad a simple formula can be used, as follows.

Profit after tax = PAT = PBT (1-Tax Rate)

S0, for the first year PAT = 1300,000 (1-309%) = 1300,000 (0.7) = 910,000,
Similarly for the other years the profit figures can be obtained in table below.

Year PBT | Taxmte | Tax=(PBT)x (Tax | PAT =(PBT - Tax)
| ! Rate) OR PBT (1 - TR)
[ 1 1300000 s | 390,000 910,000

2 2104 (300D 300 &30, 000 1470.000

3 1100000 | 40% 440,000 660,000

4 | 100000 | 40% 40,000 60,000
Total | 4600,000 1 500,000 300,000 |

Cash-flow from operations is equal to PAT plus depreciation. Table below gives
cash flow from business, annual and cumulative in the last two columns.

[ Yeur PAT + | DEP | = | CashFlow | Cumulative Cash Flow
| 910,000 + 1500000 |= [1410000 | 1410.000

2 1417000 |+ 500000 |~ |1970,000 | 3380,000

3| 660,000 + | 500000 |= |1160.000 | 4540000

4 60,000 v [s00000 |= |seo000 | sio0000
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4. TECHNIQUES OF EVALUATION

I'here are several technigques of evaluation of capital investments. Some
important ones are discussed here. Payback period, sccounting rate of retum, net
present value. intemal rate of return, decision tree technique. sensitivity analysis,
simulation analysis and eapital asset pricing model (CAPM) are certain methods
of apprasal.

simple Techniques

Pavback period, accounting rate of retumn, net present value and  internal
ritte of return are simple techmgues followed here,

Some problems involving simple technigques of evaluation are attempted below

Mustration 1: Lot us evaluate the case in terms of the simple techniques of
evaluation of capital investment.

(i) Payback Period (PBP) Method

Pay back period refers to the number of years one has (o wait 1o go back
the capital invested in fixed assets in the beginning, For this we have 1o get the
cash flow from business. If the cash flow is uniform year afier vear, the formula
for cash flow i : Original Investment / Annual Cash Flow. If the cash flow is
not uniform, the following formula is vsed:

n
CF—-1=0
t=]
where 1" = 1 o n, | = mitial investment, CF, = cash flow at time 't" and t = time
measured in vears,

Facts of the ease: Initial Investment § 2000,000. Cash flows 1" through 4"
years: $ 1410,000, § 1970000, 1160,000 and $560,000. So, afler 151 ¥Ear a sum
of § 1410,000 is returned. By next year o sum of $ 1970000 is retlumed. Bui to
fully get hack the Initial Investment $ 2000,000, we have 1o get back only $
590,000 (i.c., $2000,000 - $1410,000). So, in the second we have to wait only
for part of the year to get back § 590.000. The part of the vear =
390,000/ 1970,000 =0.299 or approximately 0.30. That is, pay back period is 1.30
years or | year, 3 months and 19 days. In general pay-back period is given by 'n’
in the equation,
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Normally, business as wani projects that have least pay hack perind,
because the invested money is got back very soon, As future is nisky, earlier one
gets back the money invested the better for him. Some businesses fix @
maximum limit on pay back period. This is the cut-ofT pay-back period, serving
as the decision eriterion. Accordingly a pay back period ceiling of 3 vears
means. only projects with payback period equal to or less than 3 years will he
accepted.

Merits of Pavback Period

i. It is cash flow based which is & definite concept
i, Ligquidity aspect is taken care of well
iii. Risky projects are avoided by going for low gestation period projects
iv. It is simple, commaon sense orienied.
Demerits of Payhack Period

o Time value of money is not considered as eamings of all years are
simply added together.

o Explicit consideration for risk is not involved.

o Post-payback period profitability is ignored tomally.

(i) Accounting Rate of Return (ARR) Method :Here the geeounting rate of
retumn (ARR) is caleulated. Tt is also called as average rate of retum. To compute
ARR average annual profit is caleulated first, From the PBT for differemt years
(as in table) average annual PBT can be calculated.

The average annual PBT = Total PBT / No. of years
AAPBT = 4600,000/4 = 1150,000.
ARR = AAPBT / Investment  ( or) AAPBT / Average Investmeni
= 1150,000 / 2000,000 = 57.5% (or) = 1150,000 / LOOO,000 = 115%

Note: Average Investment=( Original Investment + Salvage Value)2 =
(2000,000 + 0 2 = 1000,000,

Merits of ARR
i. It is simple, common sense oriented

ii. Profits of all years taken into account
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Demerits of ARR
*  Time value of money is not considered
* Risk involved in the project 1s not considered
* Annual average profits might be same for different projects by
dcerual of - profits might differ having significant implications on risk
and hiquidiry.
= The ARR has several variants and that it lacks uniform understanding.
A mamum ARR 15 fixed as the benchmark rate or cut-off rate. The
estimated ARR (o an investment must be equal 1o or more than this benchmark
or eut off rate <o thal the investment or project is chosen,
(i) Net Present Value (NPY) Method

Met present value is computed given the original investment, annual cash
flows (PAT + Depreciation) and required rate of return. which is equal 1o the
cost of capital, Given these, NPV is calculated as follows:

1
NPV =-1+ 5 CF/(1+)
1=]
Where, 1= Original or initial investment. CF, = annual cash flows
K = cost of capital and 1 = time measured in vears.

For the problem we have done under the pay hack period method we can
get the NPV, mking k = say 10% or 0.1. Then the
NPV =<1+ [CF, /(1 +k)' + CFy / (1 +k) + CF; /(1 +k)'+ CF, / (1 +k)]

= = 2000,000+{ 14 10,000/1 1+ 1970.000/1.1*+1160,000/1.1'+ 560.000/1.1%]

== 200,000 + [ 1410,000 x 0.909 + 1970000 x 0.826 + | 160.000 x
(L751+ 560,000 x 0.683]

== 2000000 + 1281 828 + 1628.099 + 871,525 + 379.042 |

= = 2000000 + 4160.494 = § 260,494,

If the NPV = () or greater than zero. the project can be taken. In case there
are several mutually exclusive projects with NPV > 0, we will select the one

with highest NPV, In the case of mutually inclusive projects you first tke up the
one with highest NPV, nexi the project with next highest NPV, and so on as long
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as your fund for investments lasts. The factor “k" need not be same for all
projects. It can be high for projects whose cash flows suffer greater fluctustions
due 1o risk, and lower for projects with lower fluctuation.

(iv) Internal Rate of Return (IRR) Method

Internal Rate of Return (IRR) is the value of “k™ in the equation, - | + [

CF /(1 +k) |= 0. In other words, IRR is that value of “k™ for which aggrepated
discounted value of cash flows from the project is equal 1o original investment in
the project. When manually computed, “k” i.c.. [RR is got through trial and ¢rror
and if peed be. adopting a sort of inerpolation. Suppose for a particular value of
K, - T+ Z CF /(1 +k)' >0 , we have to use a higher 'k’ in our next trial and if the
value is < 0, a lower "k has to employed next time. Then you can interpolate k.
The value of 'k’ thus got is the IRR. For the project in question (dealt under
NPY), the IRR is worked out as follows:

If we take, k = 5084, then ECF, / (I +k)' comes to 2269877, ie.
[1410.000/1.5 + 1970,000/1.5° + 1160,000/1.5" + 560,000/1 5", This is higher
than the ‘I hy 269,877, so, ‘k' is enhanced to 60%. Then 14 10,000/1.6 +
1970,000/1.6" + 1160,000/1.6" + 560,000/1.6°, i.c.. TCF, / (1 +k)' comes to
2019433, This is higher than *I', So, we have o try at still higher discount rate,
say 61%. The PV comes 1o § 1997.083. Now, we can take the interpolated value
as the IRR, which is berween 60% and 61%.

IRR = 60% + [(2019,433 — 2000,000)/{2019,423 - 1997 083)] x (61% - 60%)
=60% + [(19,433/(22,350)] x 1% = 60% + 0.869% = 60.8649%

If the computed IRR is equal to or greater than cost of capital, the project
will be selected. Otherwise, it is rejected. For mutually exclusive projects,
project with highest IRR., subject 1o it being equal (o or greater than cost of
capital, will be chosen, For mutually inclusive projects, you start taking up first
the project with highest IRR, next, the next highest IRR project and so0 on subject
o (1) the IRR is greater than or equal to cost of capital and (if) you have
nvestible fund,

(v) Risk Analysis in the case of Single Project

Project risk refers to fluctuation in its pavback period, ARR. IRR. NPV or
50. Higher the fluctuation, higher is the risk and vice versa. Let us take NPV
based risk.
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It NPV from year w year fluctuate, there is risk. This can be measured
through standard deviation of the NPV figures. Suppose the expected NPV of a
project is § 1R00L000. and sid. devintion of § 600,000, The coefficient of
variation CV is given by std. deviation divided by NPV. C.V = § 600,000/
FIRBOO.000 = 11,33 :

(vi) Risk Return Analysis for Multi Projects:

(a) Indivisible Projects: Indivisible projects cannot be divided into parts or
fractions, Fither you have 1o take a project in full or leave it out Tully.

When multiple projects are considered together, what is the overall risk of
all projects put twgether? 1s it the apgregate average of std. deviation of NPV of
all projects? No, it is not. Then What? Now another variable has to be brought to
the scene, That is the correlation coefficient between NPVs of pairs of projects
When two projects are considered wgether, the variation in the combined NPV
is influcnced by the extent of correlation between NPVs of the projects in
question. A high correlation resulis in high risk and vice versa. So. the risk of all
projects put together in the form of combined sid. deviation is given by the
formula:
dp = [ Pj o] 12 where,

o, 15 the Combined portfolio std. deviation

P5 is the correlation between NPVs of pairs of projects

o3, is the std. Deviation of i" and J" projects, i.c.. any pair of projects taken at &
tirme.

Illustration: Three projects have their std. deviations as follows: § 4000, § 6000
and $ 10000, The correlation coefficients for different pairs arc 1&2: 0.6, 1&3:
0.78 and 2&3: -0.5. What is the overall std. deviation of the portfolio of
projects”

agp = [E Py ﬂrﬂjiw =[oy* + oy’ *‘Uai + 2Py ooy + 2Py oy + 2P, '-'-'|€F.1.TI*J

=[4000° + 60007 + 10000° + (2 x 0.6 x 4000 x 6000) + (2 x 0.78 x 6000 x
10,000y +(2 % (-0.5) x 10,000 x 40002

= [16,000,000+36,000,000+ 100,000,000+28,800,000-+93,600,000-30,000,000] '
= [234.400.000]"% = § 15.310.
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What is the return from these multiple projects? This is simple. It 1s the
aggregate NPVs. Suppose the three projects have NFVs of § 16,000, § 20,000
and $ 44,000, The combined NPV $= 16,000 + 20,000 + 44,000 = § 80000,

The combined coefficient of varation = combined std.
deviation/combined NPV = § 15340/% 80000 = 0.19 = 19%, If we take the
comrelation factor unadjusted-combined std. deviation and combined NPVs, the
coefficient of variation would have been: 20000/80000 = 0.25 = 25%. The
correlation factor has resulted in reducing overall portfolio risk from 23% 1o
19%. This results essentially when there is low degree of positive correlation
among the projects, The reduction in portfolio risk would have been more, if
there is higher negative correlation among the projects.

(b) Divisible Projects: Divisible projects can be divided into parts or fractions
and you can take any project in full or in fractions. Here in portfolio risk
computation, the “w;'- the weight factor, will be introduced. ;

Iustration : Three projects involve a total outlay of $1000,000. Investment in
any one project can be any amount, subject to the twial outlay. The estimated
return from the projects are 14%, 16% and 20%. The sid. deviation of returns are
5%, 10% and 10%. The correlation coefTicients are 1&2: 0.4, 2&3: 0.6 and 1&3:
(.2. A portfolio with weight 0.2, 0.3 and 0.5 for the three projects, respectively,
% constructed. Find the portfolio return and nisk.

Solution: The portfolio or combined return is simply the weighted return of the
projects. This is given by: T WiRi where wi - is the weight (0.2, 0.5 and 0.5 for
the three projects respectively) and Ri (14%, 16% and 20%) - is the respective
project returm.

R,= Portfolio retum = WiRi =02 x 14% + 0.3 x 16% 0.5 x 20%
=2.8% +4.8% + 10% = 17.6%
o, = Portfolio risk = [EEW,W, p; o, aj]'?

- [Wi'e/’ & Wim® + Wilos + IWWoppoyop + 2WaWipnoaoy +
W Wipyma;] ™

Futting the given values, we get that,
gp=[1+9+25+2.4+18+2]" =[574]" =7.576%.
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5. INCREMENTAL CASH FLOW

When replacements are involved, the cash Aow from new machine need
te be adjusted for cash flow the old machine assuming it were in continuous usc
and we need 0 zet the incremental cash flow. Incremental investment flow after
considering the sales value of old machine adjusted for any tax credits { in the
cose of salc at a loss) or iax debits (in the case sales at a profit) is to be first
computed. Incremental operating cash flow need 1o then computed. Taking the
incremental cash outflow and inflow evaluation need o be made.

Mustration 1:

A firm s currently using a machine purchased two years ago for
| 400,000, 1t his turther 5 years of life. It s considering replacing of the machine
with a new one, which will cost § 2800,000. Cost of installation $ 200.000
Increase in working capital i § 400,000, The profits before tax and depreciation
are as follows for the two machines.

Year I 2 3 4 -
Current Machine (£,) 600,000 600,000 ELIREVE B0, 01 00,0010
New Machine (5.) 1000000 1200,000 (RILIRGRE | B0, DEH) 2000, D)

The firm adopts fixed installment method of depreciation. Tax rate is 40%
and capital gain tax is 10% on inflation un-adjusted capital gain,

Is it desirable 10 replace the current machine by the new one, taking the
resale value of old machine at § 1600000 at present and using, PBP, ARR, NPV

and IRR? (For NPV method take 10% as discount rate, for ARR method cutoff
rate 15 15% and for PBP method cutoff period is 3.5 vears).

Solution

First we have to calculate the size of invesimen! needed. This includes.
purchase cost of new machine, cost of installation and working capital addition
needed, reduced by net sale proceeds (after capital gain tax) of old machine

The old machine's original cosi - 5. 1400000

Depreciation for the past 2 vears

fa 8. 200,000 | 14.00.000 | life 7 vears] £, 400.000
Depreciated Value S 1000,000
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sl 24-11

Sales Value

Total gain

5. 1600000

e e e el

5. 600,000

This gain has two components, capital gain and revenue gain. Capital gain
= 3. Sale Value - original cost = § 1600,000 - § 1400,000 = $ 200,000, Revenuc
gain = Total gain - capital gain = $ 600,000 - $ 200,000 = $ 400,000. Tax on
revenue gain = § 400,000 x 40% = § 160,000, Tax on capital gain = 200000
1(0%s = 20,000. Therefore, after tax adjustment, net sales proceeds of old machine
= § 1600,000 - § 20,000 - $ 160,000 = § 1420,000. Now we can compute nie|

investment at time zero, j.e. at beginning as follows:
Cost of new machine
Add installation cost ;
Cost of machine
Add. Addl. Working Capital

Less net sale proceeds of old machine
Net Incremental Investment

. 2R00,000
$. 200,000
5. 3000,000
$. 400,000
B 3400,000
5. 1420.000
5. | 980,000

Now we have to calculate change or increment in cash flow because of
the firm going for replacement of old machine by new one. For this purpose,
what is the cash flow from new machine and what would be the cash flow from
old machine had the firm continued with that must be compuied. The difference

of former over the latter is the change in cash flow.
First let us take cash flow from new machine

Details Year | Year2 Year 3

PBT&D 1000000 1200,000 1 4(H, 000
Less depreciation
(3000.000/5) 600,000 600,000 600,000

Y ear 4 Year 5
TROGO00 2000000

600000 600,000

PET 400,000 HO0.000 RO, 000
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Less Tax @ 40% 160,000 240,000 320,000 480,004 S640, 000
PA'T 2400011 360000 480,000 720,000 B40,000
Add depreciation GO0, 000 600, 000 600, (00 GO0,000 GO0, 000
Add working capital

Recovery at year 5 - - . - 400,000
(1)Cashflow  B40.000  960.000  1080,000 1320000 1840.000
second, let us ke cash flow from old machine

Dretails Year |  Year2 Yoear 3 Year 4 Year 5

PBT&D flh, I TR TR TR GO0, D0
Less depreciation

(14,00.000 7 T7) 2000, D00 200,000 2000, 0100 200,000 EUU.,UH_H_
PRT 400,000 AN 000 400,000 400000 400,000
Less Tax @ 40% 160000 160,000 | 60000 160,000 160,000
PAT 244} (KD 240,000 2400, 000 240,000 240,000
Add depreciation 2000000 200,000 200,000 200,000 204,00
(2) Cash flow 440,000 440,000 440000 440000 430,000
Increment cash
Flow = (1)—(2) 400000  520.000 640,000 REO.000 400,000
Cumulative

1 cash Now 4N (N 920,000 1560, 00 2440000 3840, (M)
Note: The symbaol *° stands or incremental value,

#) Payback Period (PBP) Method Evaluation

Fresh additiona! investment needs is 8. 1980,000. Upto 3 years from now,
3. 1560000 cumulative cash flow is got. So. PBP is 3 years plus that fraction of
4" year 1 rocover balance §. 420,000 (ie. $. 1980000 - $. 1560.000), The
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fraction of year = 420,000/880,000 = 0.4772 a vear, So, pay back period
34772 years or 3 years and 5.8 months. The project’s PRP of 34772 VEdrs is
less than the cut off period is 3.5 years. So, replacement is advisable,

b) ARR Method of Evaluation
For ARR method, we have to get incremental PBT. This is computed as lillows,
Details Year 1 Year2 Year 3 Year 4 Tears

PET: New machine 400,000 600,000 800,000 1200000 1400000
PBT: Old machine 400,000 400,000 400,000 00,004 00,000

PBT i 200,000 200,000 B0, 0060 F OO0
Average annual AFBT = EA PBT/S = 2400,000/5 = $480,000
Average Annual A investment = (Alnvestment + Working capital /2

= {1980,000 + 400,000)72 = 190,000

ARR = Average annual APBT/ Average Annual A investment = (480,000 /
1190,000) x 100 = 40,.34%

Note: Working capital $ 400,000 introduced at the beginning is recoverable at
the end of the last year and this is treated as salvage value.,

c) NPV Method of Evaluation (Discount rate 10%)

M
NPV =% CF/(1+k)-1
=]
= (400,000/1.1 + 320000117 + 640,000/ 17 -+880,000/1. 1 +1400,000/1.1%) -

SR0.000
= (363,636 + 429,752 + 480,841 + 601.05] + 869 296) — 1980.000
= 2744.576 — 1980,000 = § 764,576
As NPV = 0, replacement is advised.
d) IRR Method of Evaluation

NPV at 10% discount rute is +ve, This itself shows that the IRR > 10%,
S0, the replacement is advised. Any how, we can caleulate IRR 100, Let us take
the assumed IRR as 20%. At 20%, the NPV is: 2051 826 - | 980,000 = 71,826,
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S0, IRR is still higher. Let using at 22% as assumed [RR. The NPY = 1944920 -
1980000 = - 35,080, Since the NPV at 22% is negative and at 20% it is positive,
IRR is = 20 but < 22%. We can interpolate as follows:

IRR =20% + (71826 /(71826 + 35080)) x 2% =20% +1.34 = 2| .34.
As the IRR at 21.34% 15 = cut-off IRR of 100 replacement is advised
Mustration 2

company brought a machine 2 vears earlier at a cost of § 60,000 and
estimated 15 wselul life as 12 years in all. Ity current market price is § 25,000,
The management considers replacing this machine with a new one, life 10 years,
price § 100,000, The new machine can produce 15 units more per hour. The
annual operating hours are 1,000 both for new and old machines, Sclling price
per unit is § 3. The new machine will involve addl. material cost § 6,000 and
labour § 6,000 p.a But savings in cost of consumable stores of § 1,000 and
repairs by 5 1,000 pa will result. The corporate tax raie is 40%. Advice on the
replacement assuming additional working capital of $ 10,000 introduced now,
can be redecmed at 10 years later, cost of capital as 10% and SLM of
deprecistion, using NPV method.

Case Discussion
1) Computation cosh outflow at present

Cash for new machine 5 RUIRUEE
Add. Addl, Working capital 5 10, CHOE 1 100000
Less: (i)Sales value of old machine - 3 25,000

(1) Tax shicld on loss of ald machine
(book valoe ~ market value) x
tux rate [(50.000 -25 000) x40%%) $ 10,000 35 004)
= 75,000
1) Computation of Addl. Gross Income
Addl. Production per annum =~ Hours of operation x Addl, Output per hour
= 1,000 % 15 = 15,000
Addl. Gross income per annum = Addl, Production p.a. x unit price
= 15.000 x §3 = § 45,000
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From 1 vear to 10th year. 3. 45,000 addl. income is thus predicted.

ii} Cash flow computation

Dietails Years | to 9 Year 10
Addl. Gross income 45,000 45.000
Add: Savings in consumable stores & repairs 2,000 2,000
47,000 47.000

Less: Addl, Materal & Labour cost 12,000} | 2.000
PRD &T 35,000 15,000
Less: Addl Depreciation { 10000- 5000) & OO 5, 000)
PRI 30,000 30,000
Les Tax i@ 40%% 12,000 12,000
PAT 18,000 1 8.000
Addl. Depreciation 5,000 5,000
Add. Working capital recovery - 10,000
Cash flow 23 000 53,000

n=%9
NPV =1 CF/(l +k)'+ CFy/ (1 +k)"

i=1

Since uniform cash flow is found throughout st 1o 9th year, the NPY formulates

can be slightly modified as:
NPV =] ACF 0] 1/(1 +k)' + CF,s/ (1 +k)'"] -1

= 23,000 [ 1/0.0+ 1/ L1 4. 1/ L% + (33,000 (1/ 1.1)"%] -75.000

= (23,000 X 5.759) + (33,000 X 0.386) — 75,000

= 145,195 = 75,000 = § 70195. The replacement is advised.

Mlustration 3

A company has 3 investment proposals. The expected PV of cash flows

and the amount of investment needed are as below:
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Projec Invesiment required (000s) PV of cash flowi00Us)

| 5 200 £ 200
2 5115 % |85
3 %270 % 400

[T projects 1 and 2 are jointly taken, there will be no economics or
diseconomies, I projects 1 and 3 are undertaken, economies result in investment
and combined investment will be § 440 thousand. 152 and 3 are combined, the
combined PN of cash Now will be 8§ 620 thousand. I all the 3 projects are
eombined. all the above economics will result bur diseconomy in the form of

additional imvestment of § 125 thousand will be needed. Find which projects be
tken.

Solution
Projects Invi. Needed PV of cash flows NPV
(1 2) (3} 4 =032}
I 200,000 290,000 S0, 000
2 115,000 145,000 T0.000
i 270,000 400,000 EURLLE
1 &2 315,000 475,000 164, 000
1&3 4401000 e Q00 250, ()
2&3 3850 B20.000 235004}
1243 f&0. 000+ 910,000* 230,000

Decision: Projects I & 3 will be chosen s the NPV is higher.
Some Workings:
# Investment for 1,2 &3 = Investment for 1&3 + Investment for 2 + Addl. Inv.
= 440,000+ 115000  + 125000 = 680,000,
“PY of cash flow for 1,2 &3= PV of cash flow of 2 &3 4 PV ol cash flow of |
= 620,000 -+ 290,000 = S910,000.
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6. PARENT VS PROJECT CASH FLOW

In the case of MNCs, the project cash flow differs from parent’s cash
flow (aggregate of parent’s own cash flow and that of subsidiaries). So lmeral
summation cannot be made just like that.

6.1. Project cash flow: Normally project cash flow is simply based on the total
investment needed, ity operating results resulting in sales, variable cost, fixed
cosl, depreciation, taxes, working capital needed in the beginning and retrieved
at the end. the salvage value of the project’s fixed assets, etc. The computatin
of project cash flow will not consider sny adjustments for synergies (additional
sales achieved by the parent due to the establishment of the subsidiary) obtined
by the eroup or the cannibalsm (lost sales because of the formatien of the
subsidiar ) sullered, difference berween market price and transfer price churgoed
for internal (runsactions, taxes paid or saved by the parent on rovalies,
manapement fees, ¢te received from subsidiary, exchange raic fluctuations. and
50 0m, As o result & project”s evaluation is devoid of reality.

6.2. Parent’s Cash Flow: The project cash flow is not to be laterally added to
the parent’s cash flow to arrive at combined cash flow, because the parent
suffers cannibalism or enjovs synergy due to the subsidiary, tax incidences on
receipts from and payments to the subsidiary and so on. Therefore, Project cash
flow . Parent’s cash flow, So 8 project assessed without adjustments for the
factors causing difference between project and parent cash flow will not reveal
the correct picture of the real vorth of the project. There fore adjustments arc
called for.

6.3, Adjustments Called for

A project’s cash flow differs from a parent’s incremental cash flow.
Several factors stand behind this deviation as mentioned above. Hence
adiustments of projeet’s cash Now for these factors are called for. Some of the
factors for which adjustments are required are as under:

i. Cannibalism Factor: An Indian firm has been supplying software for an US
compuiing company. Now the Indian firm 15 Moating s US subsidiary. The cash
flow of the US subsidiary of the Indian firm needs adjustment for the replaced
export camings of the Indian parent firm. The new US subsidiary eats away its
Indian parent’s export earnings. Hence the cannibalism factor, The US
subsidiary s cash flow must be reduced by the lost export earnings of its parent
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il. Synergy Factor: The new US subsidiary of the Indian parent, by its high and
contacis world over, enabled the Indian parent to export 1o Europe and Japancse
muarkets. These exports are otherwise impossible to have been clicked. This is
the symerey focior. which is opposite to cannibalism factor. The US subsidiary’s
cash floss must be inflated.

iil. Opportunity Cost Factor: Say, the Indian parent acquired long ago property
for & 20 mn in US, where the subsidiary now 15 carmyving its operations. Presently
marker value of the property is § 100 mn, though book value is only $ 20 mn.
The opportunity cost of the property, namely its market value, must be
constdered lor cvaluation of the subsidiary. The capital outlay of the project
must be based on the market value of the property used by it.

v. Release of Blocked Factors: Suppose, US tax authorities had given a tax
credit, being relund of excess property tax paid on the property, amounting 0 $
2 mn, The money cannot be repatriated i India, Bul can be used for investment
m US only, Since the commssiomng of the US suhsidiary has given an
opporfunity to activite the blocked fimd, which is otherwise sunk fund, the
initinl cost of the US subsidiary can be reduced by the extent the released level
of blocked funds.

¥. Interest Free or Concessional Loan: Suppose the US Govt, gives a $ 60 mn
loan repavable $ 20 mn pa. over next 3 years, for the purpose of the Indian
parent, in appreciation of the US subsidiary's strategic importance o US
economy, free of mterest. The excess of $ 60 mn over the present value of debt
repayments affected ot end of vear 1, year 2 and vear 3, is a benefit accruing to
the parent. But, the subsidiary must be given credit, in wrn, by the parent.

vi. Transfer Pricing: Transfor pricing refers to pricing productservice
sales/purchases within group concerns. Should transfer pricing be ot cost or af a
profit, is a debatable issue. If intra concern transfers are made ot cost, though it
may be objective it conceals the efficiency of both the transferor and transfence,
It intra-concern transters are to be made at o profit the question of reasonable
profit 18 o decided and there 15 no consensus as to what reasomable profit
percentage.

The affiliates of an MNCs are closely integrated. As such, they can easily
manipulate trade for maximization of the global profit, by reducing group tax
outgo, They do it by means of under-invoicing and over-invoicing which are
called “transfer pricing”. For instance, if the affiliate has to transfer funds to the
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parent organization through the price channel, the goods coming from the parent
company are over-priced or the goods going from the affiliate are under-priced.
As to MNCs, transfer pricing has a great import as it can be used to reduce tax
gain by shifting profit from high-tax zone to low-tax zone, to reduce duty levy
by similar shifting and to avoid exchange controls.

The loss caused by transfer pricing may be bome by various groups in the
host country: the government (loss of tax revenue), local sharcholders (loss of
legitimate share profit), trade unions (reduced wages), consumers (higher prices)
and even other producers through worsening foreign exchange situation.
Suppose the Indian paremt reduces its corporate tax liability through transfer
pricing mechanism. The tax saved by the parent has to be used to inflate the cash
flow of the US subsidiary project.

Consider the case given below where tax liability is reduced through
transfer pricing, Say, the parent company - ‘A’ is producing a product and
transfers the same to its subsidiary - “B’. Assume ‘A’ is high tax zone and "B’ is
in low tax zone. In this situation, booking more profits through ‘B" will help
reaping maximum tax gain for the group as a whole. Let cost of production per
unit is § 10. And *A’ is annually sending 1,00,000 units 10 ‘B* which sells at %
25 a piece. If “A’ adopts a low mark up policy say cost + 40% what is the tax
liability for individual firms and the group when “A’ is subjected 1w 50% tax and
‘B’ is subjected to 30% tax? When a high mark up of Cost + 80% is adopted
what is the tax on profit? Consider table given below,

Transfer Pricing: Comparative tax scenario Without Import Duty
{ Fig. in § 000s)

40" mark up B0% mark up

Details Parent Subsidiary | Effective | Parent | Subsidiary | Effective
Total Total

e -

Revenue 1400 2500 2500 | 1800 2500 2500

Cost of 100 1400 1000 100K} 1800 | 1000
goods sold

Giross profit 4 1100 | 500 800 Ly | 1500

—_— - - 1 ]
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{ Hher 1000 100 200 1K)
CRPENSEs
Income | 300 OO0 1300 700 |
before Tax ' I
(Tax  (50% 150 | 300 450 350 | 180 530
for parent
[ or 30%% for
Subsidiary. ) ‘
Profit after | 150 7000 850 | 350 420 770
B
A low mark up policy helps the griup to reduce tax liability to $ 4,50,000

and maximize afler tax profit to § 8,530,000 as against a high mark up policy
when after tax profit stands reduced to § 770,000, The logic 15 simple. The
grovip stands to gain by shifting more profit booking at the low-tax zone, namely
at the subsidiary by marking a lower level of profit on sales from the parent.

Un impors, ad valorem based import tanft is generally levied, S0, when
MNCUs transter goods fromyto among their subsidiaries, implications of wnfl on
their profits must be looked into. We shall consider the case deah above by
introducing just one more varjable, viz., import tanff levy of 20% on ad valorem
hasis. The results will be difTerent mark-ups, Let us see the final results are
depicted in table.

Transfer Pricing: Comparative tax scenario with Ilmport Duty

{Fig. in § 000s)
| 4% mark up B0 mark up
Dietails Parent | Subsidiary | Effective | Parent Subsidiary | Effective
Total Total
Revenue 1400 | 2500 2500 | 800 ': 2500 2500
Uost of | 1000 | 1400 1006 1000 | 180K L (M
goodds sold
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Import duty 280 284) 360 | 360

paid by |__ "

subsidliary |

Giross profit | 400 | 820 1220|800 | 340 40|

= d-— I

| Other 00 | 100 200 100 | 100 | 200 \
3 | CXpenses

F— - e —

| Income w00 | 720 1020 700 | 240 940)

before Tax | |

Tax (0% | 150 | 216 66 3350 | 72 4n

for  parent |

| ar 30% for
' Subsidiary.) | | I

Profit after | 150 | 504 654 350 | 168 518
tax

A low mark up policy still helps the group to reduce tax liability to §
360,000 and maximize afier tax profit o $ 6,40,000 as against a high mark up
policy when the stands lower at § 518,004,

vii. Tax: The combined cash flow is influenced by tax differences resulting

from different transfer pricing scenarios as seen above. Therefore, project cash

flow cannot be simply aggregated to the parent's cash flow. The tax differences
- accommodated transfer pricing must be accounted for. Hence the adjustment for

tax effect. Besides the above, adjustments for withholding tax, tax credits and

tax sops suffered/enjoyed by the parent due to the subsidiary’s existence need to
. be adjusted. Tax rates differ between countries. Concessions differ.

Leasing and tax effect: Lease rental expense can be used 10 reduce tax
incidence for the groufl, taking advartage of tax rat® differences. The
arrangements poes like this: Where the tax rate is less income should be
maximized. So structure a lease such that the subsidiary there leases out al a
higher rental to another group entity equipment. This way on the higher rental
charge the later subsidiary claims more tax benefit, while the former pays only
less tax on the rental income ns tax rate is lower. But as the rental payment and

155




receipt are within, there is no outflow outside the group as such, But a net tax
credit is worked out by the group,

Management expenses and Kovalty fees: The same way lease  rental
arrangement s designed to armive at @ wx credit, management expenses and
rovalty fees can be worked out among the group concerns to work oul a tax
credit

Leverage of capital sirocture and tax effeci: Capial structure influences
mcidence of s differently in ditferent countries. The interest paid on bormowed
capital is o deductible expense for computing income for income tax purpose, A
US parent may ask its subsidiary in a ax incident country 1o leverage its capital
by putting debt fund with the subsidiary, and reduce tax incidence over there.
The borrowed fund will be used w pay dividend to the parent as well as interest
to the parent.

viii. Additional Overhead: Because of the LS subsidiary, the Indian parent’s
overhead costs such as solicitor charges, headquariers staff salary, management
cost, efe,, have increased. To the extent of increase in overhead, the US
subsidiary’s cash flows need downward adjustment.

ix. (Mher Benefits & Cosis: Other benefits and costs, legal or illegal, directly

attributed 1o the subsidiary, but aceruing 1o the parent, must be accounted in the
mame of the subsidiary

x. Discount Rates: The discount rates used for computing the present value of
these different cash flow streams cannot be same. Discount rates must reflect the
degree of nsk associated with the cash flows. So adjustments in discount rate are
called for,

xi. Exchange Rate Fluctuation: The above costis and benefits could be in
dollar or rupee or other currency. The dollar denominated costs and benefits
need 1o be converted into rupee or vice versy. For that exchange rate forecasting
and restatement of costs and benefits in rupees are called For,

xil. Inflation: In capital budgeting due adjusiments. lor inflation need to be buil
i computing annoal costs, benefits and the resulting eash flows. When the
inflation rates differ between the country of the parent and the country of its
subsidiary, adjustments in parent’s cash flow attributed 1o the subsidiary need w
be done.
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Inflation can be simply defined as an increase in the average price of
goods and services. The accepted measure of general inflation is the Retail Price
Index (RPI} which is based on the assumed expenditure patierns of an average
family. General inflation is & factor in investment appraisal but of more direct
concern is what may be termed specific inflation, 1.e.. the changes m price of the
various factors which may affect the project being investigated, e.g.. wage rates,
sales prices, material costs, energy costs, tansporiation charges and so on. Fvery
attempt should be made 10 estimate specific inflation charges and so on. Every
attempt should be made to estimate specific inflation for each element of the
project in a detailed manner as feasible,

Synchronised and Differential Inflation: Differential inflation i3 where costs
and revenues change at differing rates of inflation or where the various items of
cost and revenue move al different rates. This is the normal situation. But the
concept of synchronised inflation - where costs and revenues rise at the same
rate - although unlikely 10 be encountered in practice, is useful for illustrating
various facets of project appraisal involving inflation.

Money Cash Flows and Real Cash Flows: Money cash flows are the actual
amounts of money changing hands whereas real cash flows are the purchasing
power equivalents of the actual cash flows. In a world of rero inflation there
would be no need to distinguish between money and real cash flows as they
would be identical. Where inflation does exist then a difference arises between
money cash flows and their real value and this difference is the basis of the
trestment of inflation in project appraisal. The real discount factor can be
catleulated with the help of the following fbrmula.

1 + Money discount factor
Real discount foctor = -1
1 + Inflation rate

llustration : A machine costs § 10,000 and is expecied 1o yield the following
net cash returns (estimated in today's prices): 1" Year 8. 5,000, 2 Year $8000
and 3" Year § 6000. We expect inflation to be at the rate of 5% per annum, and
the cost of capital is 15,5% per annum.

Solution: If we estimate cash flow at time 1 to be § 5,000 in “today’s prices’ it
means that we would expect a cash receipt of §. 5,000 in one vear’s time were
there is no inflation. It further implies that with infation at 5%, the actual cash
receipl in one year's time will be Ks. 5,000 plus one vear's inflation, and that,
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simiilarly, the “actual” cash receipt in two years’ time in the present case will be
Rs. 8,000 plus two years' inflation and 50 on,

Singe the object of the exercise is, as always, 1o discount the actual cash flows w
the cost of money (15.5%), there is no point in discounting the Mows as they
stand as they do not represent our actual cash expectations.

Let us therefore caleulaie the actual cash flows we expect:

- Year Current prices Actual cash flows
0 (10,000 (10,000)
1 5.000 x 1.05 5,250 '
2 8,000 x (1.05)° 8,820
3 6,000 % (1.05)" 6,946

For each flow we have added inflation at 5% by multiplving by { 1.05)", where
'n’ 15 the number of years. Having calculated the “actual’ cash flows, we are now
n a position 0 complete the problem by discounting in the usual manner.

Y ear Cashflow DF @ 15.5% PV
0 {10,000 | ( 10,000)
1 5250 1/1.155 4,545

2 BR20 [1/1.155]7 6612

3 6.946 [1/1.155]" 4,508

NPV = 5,665
Since the NPV is positive, we should accept the investment,
7. AILUSTED PRESENT VALUE i

Present value of a project’s future cash {lows is simply the aggregation of
the discounted values of future cash flows of the project. Net present value of a
project is the excess of present value of future cash flows of a project over initial
investment in the projec

In the context of a project executed by an MNC in a country, the net
present vadue of the project can be computed as usual piven the cash inflows and
outflows and the firm’s opportunity cost of capital.

158




But the net present value of the project computed above considers the
project in isolation from the projects of the parent and its subsidiaries in this and
other countries. This isolation s not good. because the new praject would have
positively and negati ely affected costs and benefits of other projects of the
MMNC and its subsidiaries and derived some indirect benefits and incurred some
indirect costs for itself not accounted for in the usual method of appraisal. So,
the usual method of computation net present value conceals the real picture. So.
lo obtain the real picture, present value computation must adjust costs and
henefits of the project for its effeet on the costs and benefits of other projects a8
dealt in the previous section. The resulting, net present value is called. in shon,
as adjusted present value.

T.1. Computation of AI'V

Computation of APV involves series of present value computations and
netting them. Let us take an example.

Let the US Subsidiary require an investment of § 122 mn, inclusive of the
$20 mn book cost property used for the project, Blocked funds releasable § 2
mn. Market value of the property is § 100 mn. Annual sales for the project 5 100
mn for 3 vears. Cannibalized exports § 10 mn p.a. Newly enabled expons § 20
mn p.a. Interest free loan receivable $ 60 mn. repayable in 3 annual installments
of $ 20 mn beginning 1st vear end. Annual tax saving through transfer pricing
Rs, 250 mn p.a. Additional management cost Rs. 60 mn for first year, Rs. 170
mn in 2nd vear and Rs. 280 for third year. Current exchange rate is Rs./$ 45,
Expected |st year - end spot rate is Rs. 46/8, 2nd year - end Rs. 478 and 3rd
vear - end Rs. 48/S. Discount rates for trade cash flows iz 12%, financial cash
flows 10% and tax saving cash flows 15%, Compute the APV, taking economic
life of the project as 3 vears.

Solution:
i Computation of PV of net trade cash inflows
(Fig § mm, unless otherwise stated)

Detail Year | Year 2 Year 3
Project cash fow 100 | 100 100y
Add: Enabled exports-synergy factor 20 20 20
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Sub-Towl

120 120
| Less: Cannibalized export 11] 10 1]
I — s — —_— -
Mt Eiective sales revenue [10 110 110
lxpected Spot rate (Rs/S) 46 47 48
| 8 = s o . —
| Adjusted cash Tow (Rs. mn) S060 3170 5280
Less: Addinonal Mansgement cost 1] 170 280
| — —— — k) S .
et cash flow SO0 A0 S{HMD
Present value interest factor at | 2% (.843 0,754 0.712
PY of trade cash Mows 4465 1985 3560
{A) Total for three vears = 4465 + 3985 +3560 = Ra 12,010 mn
ii. Computation of PV of tax saving through transfer pricing
|- Detail Year | Yoar 2 _ Year 3 e
Tax saved Ry, 250 250 250
PYIF at 15% 0870 0,750 0.658
| PV of tax saved Rs. 2175 189 I_-|54.5
(B) Total for 3 years = 2175+ [89 4 164.5=Rs571 mn
iii. Computation of PV of loan repayment
_ Detail Year | | Year2 Year 1
Loan amount repaid 20 20| 20
Fxpected Spot rntc__:Rsx“S] 4b | 47 a8
_me amount repaid { Rs mn). 920 | Q41 60 |
PVIF at 1084 0909 | 0826 0.751
PY of loan repayment (Rs. Mn) RBi6 776 | 721




e ST &

Total for 3 vears = 36 + 776 + 721 = Rs.2333 mn
Rupee value of loan af time zero = $ 60 mn x Rs. 45/8 = Rs. 2770 mn
(C) Therefore Net gain = RS, 2700 mn —Rs. 2333 mn = Rs. 367 mn

(D) Grand Total Cash Inflows =A+B+C
= Rg 12010 mn 4+ Rs 571mn + Bs 367Tmn

= Hs 12948 mn.
iv. Computation of Rupee cost of original investment

I Detail .:t.ﬂilr'.lll':l':l‘.f § mn
-.E'nht of the project given £ 122 mn i
Less: Book value of property used _ § 20mn
Net S 102 mn
Add: Market value nl'pr?pﬂrl}: uscd $ 100 mn
Total - § 202 mn
Less: Blocked funds activated % 2mm I'
-]":Iel Investment i 5 E-L.'ID [ |
Current spot rate Rs.i% 5

(E) Rupee cost & original investment = § 200 mn x 45 = Rs, 9000mn
v. Adjusted net present value = Rs. 12948 mn — Rs. 9000 mn
= Rs. 3948 mn

K. CAPM

Capital Asset Pricing Model (CAPM) is one of the premier methods of
evaluation of capital investment proposals, CAPM gives a mechanism by which
the required rate of return for a diversified portfolio of projects can be calculated
given the risk, According to CAPM the required rate of return comprised of two
parts: first, & risk-free rate of return and second a risk premiun. Capital asset
pricing theorem relates expected return with expected risk in the form of capiial
market line and security market line. These are presented now.

161




' |

B.1 Capital Market Line deals with risk - return relationship for efficient
portfulios, The expected return is given by the equation:

B(R) =Ry + E, [E(Ry) - R] Ty

Where,
LR, ) Expected portiolio return
R, Risk free rate
|EAR,) - By Market risk premium '
[E{R.q) - Bs| L,y Market price of risk = Slope of the CAPM

8.2 Security Market Line deals with risk — retumn relationship for in-eflicient
portfolios anad indmy idual securities.

The expected retum is given by the equation:
E{R,} =R+ |I'-[R|||] G Ri!
where £ = [COV(RRp)] / Euy”
slope SML =EiRq) - Ry =Market risk premium

The risk premium on individual secarities is a function of the individual
security’s contribution to the risk of the marker portfolio. Individual security's
risk premium is a function of the covariance of returns with the assets that make
up the market portfolio.

8.3 CAPM Technique for Evaluating Capital Projects: Just we have o
calculate the required rate of return for the capital project given its beta
coefficient, the risk free return and the market return. Then get the estimated
retumn for the project. I the estimated return for the project is greater than or
equal 10 the required rate of retum accept the project. Otherwise reject the
priject.

The rnsk-free return 5 the rate of retum obtainoble on risk free
investments, like investment in government bonds. The market rate of retum is
the grand average rate of return obtainable on market representative portfolio, A
surrogate for this can be retum on representative marke! indices like NASDAD,
DOW JONES INDUSTRIAL, S&P 500, BSE SENSEX (India). and the like
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Beta of the project = covariance between retums of the project and the chosen
market portfolio divided by variance of the return on the market portfilio. The
returns spoken here can be historical or future expected or both. So. given the
returns (expected or actual) of the market portfolio over a pertod of time and
those of the capital project over the same time horizon as above, béta ol the
project can be calculated. The formula is

Beta = L (R,-R) (r-r) / O(R-RY

When R, = Returns on market portfolio over times
K = Mean retum markel portfolio
r * Returns on the capital project over times
3 = Mean return of the capital project

Suppose the following are the R, and r, for 5 years in rows (i) and (ii) below.
Beta 15 computed based on the above as given in the rest of rows below

Year _ 1 2 k] 4 5 Tuotal

R,y 4| - 16 ol 22| o2 60
K 15 I8 15 28 -6 70
f (R,-R) R=12% +2 +4 -2 1) -14 0
[{rerkr=14% ! 4 | 14 -20 0
i (Ro-R) (r6) 2 i6 2 140 280 436
|__|;_laﬂ,-311 4 16 4| 100|196 320

Beta = 436/320 = 1.3625

Let Ry = 8%

Required Rate of Return = R+ (R- Ry) B
= 8% + (12% -8%) 1.3625
= B% + 5.45% = 13.45%

The mean r, = r = 14%, So, the actual or expected return is greater than required
return. The project can be accepted.
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CAPM assumes perfoct capital market. free flow of information, homogeneous
risk-retun expectations of investors, diversification thoroughly reduces the
unsystematic risk. existence of representative market porifolio and so on,

Cruestions:

l. Culeulate pav-back period. ARR, NPV (at k = 10% and IRR given
Yinrs | 2 3 +
ML o] akhas 500 40 45 S0 55
Tax Kt 4% 40%4 15% 35%

L. For two mutually exclusive projects the projected cash flows are:
Period Project A Project I3
Time zero (outflows) §. 2,20,000 $. 2,770,000
| to 7 vears (inflow each year)  §. 60,000 s 70,000

Using IRR method, find the better of the two (an annuity of the 1 for 7
vears has o present value of §. 3,92, §. 3.81, $. 3.91 and $. 3.60 at 17%,

18%, 19% and 20M%%).
3. Machine A costs $. 10,00,000 payable mmediately, while Machine B
costing $. 12,00,000 can be paid §. 6,00,000 down and halance | year hence.
The cash flow from the machines are:

Year 1 2z 3 4 5
A (5. Lakhs) 2 [ 4 3 2
B (%. Lakhs) nil 6 f 8 nil

At T% discoun rate which 1s better by NPV?

4, Texas filaments Lid., has the following figures for its expansion plan,
involving a capital outlay of $. 5 crs.

Year 1 2 3 4
Unit selling price(S.) 70 100 120 150
Addl, Sales quantity (crs) 0.9 095 1 1.05
Unit varinble cost {$.) 40 540 6.5 8.0
Tax raie 0% 3% 3% 35%

Find the PBP and ARR of the expansion project,
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5. A project has an equity beta of 1.2 and debt beta zero and is a have a
debt-equity ratio of 3:7, Given risk free rate of return of 10% and market
return of 18%. Find the required return for the project per CAPM.

6.  TheP,V.Q,F 1 Tand K of a project are as follows:

P =35 300; Investment T = 5. 20,00,000; N = 4 years, K = 10%, T = 1%
fined cost (excluding depreciation) = S, 15,00,000. The quantity of sales
(a) is a sensitive factor with the range 12,000 to 20,000 with most likely
value 17000, similarty, variable cost, V., is a sensitive factor with range $.
130 1o §. 180, with most likely value of $. 160 per unit perform
sensitivity analvsis w.r.l, quantity and variable cost

7. Explain the adjustments called for in computing parent’s cash flow and
. present the concept and significance of APV.

8. Present the technique of assumptions, CML and SML versions of CAPM.

9. A software export house in India has been exporting software o USA.
During 2006 its export amounted to § | mn and it can be continue to
maintain this level for next five years, During 2007, the firm opened its LIS
subsidiary at an investment of $ 2 mn. The expected annual after tax cash
flow from the investment is $ 1.8 mn, inclusive of depreciation as well, for
the pext § years, Find the APV in $, taking the discount rate at 8% p.a.

10, The US Subsidiary of an Indian firm requires an investment of § 244 mn,
inclusive of the $40 mn book cost property used for the project. Blocked
funds releasable is § 4 mn. Market value of the property is $ 200 mn. Annual
sales for the project § 200 mn for next 3 years, Cannibalized exports § 20 mn
p.a. Newly enabled exports $ 40 mn p.a. Interest free loan recervable $ 120
mn, repayable in 3 annual installments of $ 40 mn beginning 15t vear end.
Annual tx saving through transfer pricing Rs. 500 mn pa Additional
managzment cost Rs. 120 mn for first year, Rs, 340 mn in 2nd year and Rs.
560 for third vear, Current exchange rate is Rs./$ 45. Expected Ist year - end
spot rate is Rs, 46/, 2nd vear - end Rs. 47/% and 3rd year - end Rs. 48/%.
Discount rates for trade cash flows is 12%, financial cash flows 10% and tax
saving cash flows 15%. Compute the APV, taking economic fife of the
project as 3 years,

|1. & Three projects have their std. deviations of their NPV as follows: § 800,
$ 1200 and § 2000. The correlation coefficients for different pairs are 1&2:
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06, 1&3: 08 and 2&3: -0.5. What is the overall std. deviation of the
portichio of projects? (6 marks)

b. Three firms. namely, A. B & C, sre idéntical in every respect except their
capital structure. A 18 un-levered and 1ts value 15 512.5 mn. B and C  are
levercd, The debt capital emploved by B was 54mn and by C was 56mn.
Uorporate tax rate (s 30%. Find the values of B and C. (6 marks)

12, The management of a firm is seeking your advice on the acceptability of a
project mvolving an initial investment of $12mn. The following for the next
3 wvignrs, boing the life of the project. are estimated.
Year  Expeciod  Expected  Tax Expected Fixed expenses
Sales  Selling price rme varable cost (excluding depreciation)

{units) per unit
1 | 8,000 $2300  30% 51400 $ 8. 2mn
2 20,000 2400 KL 1500 8.2mn
3 1 6,000 2500 A, 1 600 E4dmn
Reguired:

i Find the acceptability of the project if cut-off payback period 15 3 years.
il Ascertain the acceptability of the project taking the discount rate as 12%,

3. A firm 15 considering replacing & machine purchased three vears ago for §
i{L{JU.UUU. It has further 5 years of life, The new machine will.cost $ 7,500,000

including installation charges™nf -5 500,000, [t has a life of 5 vears. Increase in
working capital is estimated at § 1,000,000, The profits before ¢ ™and
depreciation are as follows for the two machines.

Year 1 2 3 4 5
Currént Machme ($) 300,000 1,300,000 1,500,000 1,500,000 1,504,000
New Machine (3)  2.500.000 3,000,000 3,500,000 5.000.000 5.000.000

The firm adopts fixed instaliment method of depeeciation. Tox corporate tax rate
ie 40% and capital gain tax is 20% on inflation un-adjusted capital gain.

Required: Is it desirable to replace the current machine by the new one, taking
the resale value of old machine at § 4,500,000 at present? Use TRR echnique.
Himi: For IRR try at 24% amd 25% amd interpolate,
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14. A company employs the certainty equivalent approach in the evaluation of
risky investments. The following information of a new project is available, Cost
of initial investments is $ 2,400,000, Fstimated uncertain Cash inflows and the
certainty equivalent coefficients are as follows:

Year Amount $ Certainty Equivalent Co-efficient
| 1,920,000 0.7
2 1680000 0.6
3 1,560,000 0.5
4 1,440,000 0.4
5 S0, 0040 0.3

The risk less rate of interest in the market on govemnment securitics is 8%, The
risky rate of return is 24%. Should the project be accepted? Show all your
workings neat.

15. Three mutually inclusive projects, namely, A, B and C involve an outlay of
$12mn. $18mn and $30mn, respectively, The estimated rates of return from the
projects are 2%, 16% and 20%. The  values of standard deviation of returns
of the projects are: 5%, 8% and 10% respectively. The correlation coefficients
are: between projects; 1&2: -0.4, between 2&3: 0 and between 1&3: 0.2, The
projects cannot be split.

Find the portfolio retum and risk of the portfolio comprising projects (i) 1 & 2,
(i) 1 & 3 and (iii) 1,2 &3. Show all your workings neat. Based on return per
percent of risk, rank the three different portfolios.
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UNIT-1V

INTERNATIONAL WORKING CAPITAL AND CASH
MANAGEMENT

Learning Objectives: To Know .
L Concept of international working capital management.

il.  Scope of imemational working capital management.

i, Determinants of size of working capital,

. Approaches to financing working capital.

v, Financing opuons for working capital,

vi. Concept and scope of cash management, including short term investment
management.

vit. Tools of cash management in the context of @ MNC such as netting,
leading and lagping, transter pricing, budgeting etc.

Working capital constitutes roughly 30 to 70% of total capital, depending
on the natre of the business. Hence management of the same is very important,
sometimes more important than management of fixed capital.

L CONCEPT OF INTERNATIONAL WORKING CAPITAL MANAGEMENT

Working capital is the capinl needed for day 1o day operations Jike
paymeni for raw-materials, wages. salanes, overheads, etc. Working capital is
also called as revolving or rotating capital as the fund is revolved again and
again. Business failures due to faulty working capital management are more than
due to faulty fixed capital management, because working capital management is
a day to day affair with lots of dynamics and uncertainties.

L.1. Concepts

Gross working capital refers 1o the total current assets of a firm, while net
working capital refers to excess of current asscts over current Habilities or
(Current assets - Current liahilities. Permanent working capital is that pan of
working capital which is always held by # business, while temporary working
capital is held seasonally by busincsses to meet the seasonal pulls in demand.
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Working capital management in the context of an MNC is called as intemational
working capital management.

1.2. Functions of WCM

Working capital manngement (WCM) involves planning, execution and
control of; (i) Size and acquisition policies of inventory in currents assets o be
followed by the MNC parent and its subsidiaries. (ii) Choice and proportion of
different sources of capital to be used for funding the inventory of current assets.
(iii) Flow cycle of current assets so that there is no pile up of any ¢lass of current
ascets while in another there is a dearth and (iv) Managing the health of
individual components of working capital.

Intermational  working capital management involves managing the
working capital needs of group concems with a global spread of operations.
There will be inter-firm transfers, leads, lags, eic to meet group goals.

2. SCOPE OF WORKING CAPITAL MANAGEMENT

Working capital management covers decisions as to overall size of
working capital, the mix of working capital assets, mix of financing of working
capital assets and speed of generating cycle.

2.1. Assets Components of Working Capital
The assets components of working capital are presented below:
i. Inventories

Inventories include all investments™ in raw materials, work-in-progress,
stores, spure parts and finished poods; they constitute an important part of the
current assets. The purchase of inventory involves mvestment which must be
properly controlled, There are many issues of inventory management which
must be taken into consideration as fixation of minimum and maximum level,
determining the size of inventory to be carried, deciding the issue of pricing
policy, setting up the procedures for reccipts and inspection, determining the
economic order quantity, providing proper storage facilities, keeping control on
obsolescence and setting up an effective information system with reference -0
inventories, Inventory management requires the attention of stores manager,
production manager and financial manager, There must be adequate inventories
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in order o avoid the disadvantages of both inadequate and excessive imventories.
Excessive mventories involve more camying costs like rent, capital cost,
insurance. ohsolescence ete. Inadequate inventories mvolve more ordering cost,
mare stock-out cost, consumer satisfaction, uneconomic production - runs, eic.
Both inadequacy and excessive inventories must be avoided.
i, Receivables

Receivables include debtors and bills receivable. Management  of
receivables involves a trade ofl between the gains due to additional sales on
gecount of liberal credit facilities and additional cost of recovering those debis,
If fiberal credin facilities are given to the customers, sales will definitely
increase. But an the other hand bad debts, collection expenses and capital cost
will increase. Similarly if' the credit policy is strict, the sales will be less and
customers may go to the competitors where liberal eredit facilities are available.
This will result in loss of profit because of less sales but there will be saving
because of less bad debis, collection and capital cost, Management of
receivables also covers analysis of the risks associated with advancing credit 1o a
particular customer. Follow up of debtors and collection is an integral part of
Management of sundry debtors,

iti. Marketable (Temporary) Investments

Firms hold temporary investments for surplus cash arising either during
seasonal operations or out of sale of long term securities. In most cases the
securities are held primarily for precautionary purposes - most firms prefer 1o
rely on bank credit to meet temporary transaction or speculative needs, but 1o
hold some liquid assets to guard against & possible shortage of bank credit. The
cash forecast may indicate whether excess cash available is temporary or not, 1f
it is found that ¢xcess liquidity will be temporary, the cash should then be
invested in marketable but temporary investments. It should be remembered that
even if a substantial part of idle cash is invested even though for a short period,
the interest eamed thereon is significant,

iv. Cash

Management of cash is very important from firm's point of view. There
must be balance between the twin objectives of Lguidity and cost while
managing cash. There must be adequate cash to meet the requirements of all

“gments of the organization. Excess cash may be costly for the concern as it
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will increase the cost in terms of interests efc. less cash may also be harmiul 10
the concern as it will not be able to meet the liahilities at the appropriate time.
Thus the tequirements of the cash must be estimated properly either by preparing
cash flow statements or cash budgets. This will help the management to invest
the idle funds remuneratively and shortages, if any, may be met umely by
making different arrangements. Therefore, it is necessary that every segment of
the organization must have adequate cash in order to meet the requirements of
that segment without having surplus balances. Cash management is highly
centralized whereby cash inflows and outflows are centrally controlled but
multi-division companies it may be possible to decentralize cash requirements so
that every company may have cash for its requirements.

1.2, Liability Components of Working Capital

All sshon-term  capital or current lisbilities constitute the liability
components of working capital. A short term liability 1s any liability that matures
for repavment within one year. Management of short-term liabihines 15 very
important aspect of working capital, because improper management will
deteriorate credit worthiness of the firm and might affect credit rating and
enhance the cost of funds for the firm in due course. If the payment of creditors
s delayed there is a possibility of saving of some interest but it can be very
costly because it will spoil the goodwill of the concem in the market. As far as
possible, the credit manager should try to get the liberal credit terms so thaot
payment may be made at the stipulated time. It is better if not more than 50 % of
current assels is funded by current labilities, because the rule of thumb current
ratio of 2:1 implics that a maximum of $1 cument liability can alone be
comfortably serviced by § 2 of current assets.

3. DETERMINANTS OF WORKING CAPITAL

The level of working capital is influenced by scores of factors. In this
section let us examine the influencing faciors,

Nature of business is one of the factors. Usually in trading businesses the
working capital needs are higher as most of their investment is found
concentrated in stock, On the other hand, manufacturing/ processing business
need a relatively lower {(compared to that of trading business) level of working
capital. The terms ‘higher” and ‘lower” used above are relative and only the
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proportion to ol assets 15 meant and not the absolute amounts of current assets.
That 1=, of the total caprtal employed in the business, a higher or lower, as the
case inby be, portion is emploved n current assels,

Size of business 1= also an mfluencing factor. As size incresses, an absolute
incrense in working capital is imminent end viee versa, for any kind of business.
Here the size and not the proportion that is stressed.

Credit terms arc importamt factors affecting the size and components of
working capital. € onsider these:

. Buy on credit and sell on cash, working capita! is lower

b. Buy on credit and sell on credit, working capital is medium
. Buy on cash and sell on cash, working capital is medium

d. Buy on cash and sell on credit, working capital is higher.

In institution (i) referred to above it 1s likely, the firm has more cash and
more trade creditors and in situation (iv) it might be having less cash and more
trade deblors. Hence the impact of credi' terms on size and composition of
working capital.

Credit policy influences the working level. A liberal credit policy if adopted
more trade debiors would result and when the same is tightened size of debtors
gets shim, thus reducing the quantum of working capital;

Credit periods also influence the size and composition of working capital.
When longer credit period is allowed 1o customers as against the one extended to
the firm by s suppliers, more working capital is needed and vice versa. In the
former case, there will be relatively higher trade debtors and in the latier there
will be higher trade creditors.

Collection policy is another influencing factor. A stringent collection policy
might not only deter away some credil customers, but also force existing
customers to be prompt in setting dues resulting in lower level of working
capital. The oppasite is true with a liberal collection policy.

Collection procedure does influence the level of working capital. A
decentralized collection of dues from customers and centralized payments 1o
suppliers shall reduce the size of working capital. Centralized collections and

centralized payments or decentralized collections and decentralized payment
would lead 10 a moderate level of working capital But with centralized
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collections and decentralized payments, the working capital need will be the
highest,

Seasonality of production i another influencing factor. Agriculture and food-
fruft processing and preservation industries have a seasonal production. During
seasons when production activitics are in their peak working capital need is high.

Seasonality in supply of raw materials affects the size of working capital,
Industrics that use raw materials which are available during séasons only. like
floor and rice-milling industries have to buy and stock wheat, padds . o They
cannot afTord to buy these jtems in a phased way, since either supphes become
wrdier or prices become higher, From the point of view of gquality of matenials
also, it pavs to buy in bulk during the seasons, Hence the high level of working
capital needed.

Seasonality of demand for finished goods is et another factor. In the case of
products like umbrella, rain-coats, text books and to some extent some of the
consumer durables like textiles, jewellery, etc. the demand is seasonal-climatic
and festival. But the production has to be continuous throughout, though the off
take is skewed, There happens a pile up of fimshed goods, resulting in higher
working capital,

Trade evele is another influencing factor. Trade cycle refers to the penodic
turns in business opportunities from extremely peak levels. via a slackening to
extremely trough levels and from there. via a recovery phase o peak level, thus

completing a cyele. Thete are four phases of a trade cycle, These and their
features are:

s boom period: more business, more production, more working capital
» depression period: less business, less production, less working capital
o recession period: slackening business, stock pile-up, more or moderate
working capital
= recovery period: recouping business, stock fastly moves, less or moderate
working capital
Inflation has a bearing on level of working capital. Under inflationary
conditions generally working capital increases, since with rising prices demand
reduces resulting in stock pile-up and consequent increase in working capital.
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Level of trading is another factor. There are two levels of trading, viz. over
truding and under trading. Over trading means the business wants to maximise
turmover with inadequate stock level, hastened production cyele and swiftest
vollection from debtors, Eventually the working capital will be lower, It is no
pod. hissever. for the business is starved of its legitimate needs, Under truding
s the oppesite of over-rading. There is lethargy and overt lags. There resulis a
higher work capitl. This is po pood either, since the working capital is nof
effectively uniliacd. It is wastage of capital,

Length of the manufacturing process is an important factor influencing the
level of working capital. The time lapse between feeding of raw material into the
machine and obtaining of the finished goods from oul of the machine is what is
described as the length of the manufacturing process, It is otherwise known as
the conversion time. Longer this time period, higher is the volume and value of
work-in-process and hence is the working capital and vice-versa.

System of production process is another factor that has o bearing. I capital
intensive, high-technology autornated system 15 adopted for production, more
mvestment in fixed assets and less investment is current assets are involved.
Also, the conversion time is likely to be lower, resulting in further drop in the
level of working capital. On the other hand, if labour intensive technology s
adopted less investment in fixed assets and more investment in current assets
(especially work-in-progress due 10 inclusion of an enhanced wage component
prolonged processing) result.

Uncertainty of Business conditions influences size of working capital. Greater
the uncertainty 10 play conditions, more working capital I8 needed and vice-
virsa,

Infrastructural facilities influence the level of working capital. Sound  and
dependable infrastructural  facilities help reducing working capital,  while
ineflicient facilitics add 1o working capital

Liquidity preference level influences working capital needed, higher liquidity
preference increases working capital requirement and vice-versa,

Prevalence of Just-in-time influences working capital size. If, NIT prevalence is
higher, less working capital is needed and vice versa,

Fmally rapidity of turnover comes. There is a negative correlation between
rapidity of tumover and size of working capital. When sales are Fast and swift,
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lower is the investment in working capital. Actually stock of inventory is very
minimum. But when sales are happening far and in-between, that is, mther slow,
as in the case of textiles during off season, elaborate nvestment in working
capitnl results due to stock build up, Thus faster sales lead to lower working
capital and vice versa.

4. APPROACHES TO FINANCING WORKING CAPITAL

There are basically three approaches to financing working capial. These
are: The hedping approach. the conservative approach and the apgpressive
approach
i. Hedging Approsch

Hedging approach uses long-term capital 10 fund permanent working
capital and short-term capital o fund temporary working capital, It could be seen
from char 3.1, that as varving working rises shont-term funding also rises and as
the former falls, the latter also declines. Thus, there is match. Also, as permanent
working capital is funded through fixed or long-term capital, there is also a
match, Hence this approach is also called ‘matching approach’. Age of assets is
matched to age of funds, balanced use of short term and long term capital is
involved here,

il. Conservative Approach

Under conservative approach the dependence on short-term capital is
reduced to fund only a parl of temporary working capital. As a precautionary
approach to ward off contingencics of paucity of finance for working capital
necds, long term capital is used to fund the whole of permanent working capital
and also a part of temporary working capital. This approach leads to idle funds
occasionally. Hence it costs more. So profitability is low. Of course, there is
reduced risk. This approach involves using more long term capital and less shor
term capital. There is no balanced use of liabilities,

iii. Apgressive Approach

Aggressive approach uses, more short-term funds and relatively less long-
term funds, [t is opposite of the conservative approach. Here, short-term capital
finances whole of temporary working capital and also a pant of permanent
working capital. Thus dependence on long term working capital is reduced

173



incidentally. This is riskier. This is done when short term capital is inexpensive *
against long werm capital. As risk is these, probability of nising profitability is
also there. There 15 no balanced use of liabilitics. This leads to increased risk.

iv. Risk - Return trade off under the 3 approaches

Ihe mandgement has to decide which approach it wanis to adopt. The
essential dilference between conservative and aggressive approach is: The
former uses lomg wrm funds not only 1o finance permanent current assets,
also o part ol wemporary current assels, while the laiter uses short term funds 1o
finance a part of permunent current assets. Risk preferences of managememnt shall
decide the approach 0 be adopted. The risk-neutral will adopt the hedging
approach, the risk averse the conservative approach and the risk seckers will
ndept the aggressive approach.

The lollowing chart gives a summary of the relative costs and benefits of
the three different approaches:

Factors Conservative Aggressive Hedging
Retum (Liguidity) More Less Moderate
Return (Profitability) less Maore Moderate
Risk less More Muoderane

Thus management of working capital is concerned with determining the
investment needed and deciding the financing pattern. You would now know
that the laver function. ie. deciding the financing pattern is essentially
determining the size and composition of current liabilities in relation to those of
current assets. Cost of different types of funds (the long-term and short-term
funds), the return on different type of current assets, ability o bear risk of
becoming short on liquidity levels, etc. have to be considered.

5. FINANUING OFTIONS IN WORKING CAPITAL

Sources of working capital are many. There are both external or internal
sources. The external sources are both short-term and long-term. Trade credit,
commercial banks, finance companies, indigenous bankers, public deposits,
advances from customers, acerual accounts, loans and advances from directors
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and group compames etc. are external short-term sources, Companies can also
issue debentures and invite public deposits for working capital which are
external long term sources. Equity funds may also be used for working capital. A
brief discussion of each source is attempted below:

Trade credit is a short term credit facility extended by suppliers of raw
materials and other suppliers. It is a common source. It is an importani source.
Either open account credit or bill acceptance credit may be adopted. In the
former as per business custom credit is extended to the buyer, the buyer is not
signing any debt instrument as such. The invoice is the basis document. In the
acceptance credit system a bill of exchange is drawn on the buyer who accepts
and retums the same. The bill of exchange evidences the debt. Trade credit is an
informal and readily available credit facility, It is unsecured. It is flexible too;
that is advance retirement or extension of credit period can be negotiated. Trade
credit might be costlier as the supplier may inflate the price to account for the
loss of interest for delayed payment.

Commercial banks are the next important source of working capital finance.
Straight loans, cash credits, hypothecation loans, pledge loans, overdrafts and
bill purchase and discounting are the principal forms of working capital finance
provided by commercial banks. Straight loans are given with or without security.
A one time lump sum payment is made, while repayments may be peniodical or
one time, Cash credit is an arrangement by which the customers (business
concerns) are given borrowing facility up to cenain limit, the limit being
subjected 1o examination and revision vear after vear. Interest is charged on
actual borrowings, though a commitment charge for utilization may be charged.
Hypothecation advance is granted on the hypothecation of stock or other asset, It
is securcd loan. The bormower can deal with the goods, Pledge loans are made
against physical deposit of security in the bank’s custody. Here the borrower
cannit deal with the goods unti] the loan is settled. Overdraft facility is given to
current amount holding customers to overdraw the account up to certain limit. It
is a very common form of extending working capital assistance, Bill financing
by purchasing or discounting bills of exchange is another commeon form of
financing.

Finance companies abound. They provide services almost similar to banks,
though not they are banks. They provide need based loans and sometimes
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arrange loans from others for customers. Interest rate is higher, But timely
assistance may be obiained.

In some countries indigenous bankers also abound and provide financial
assistance 1o small husiness and trades. They charge exorbitant rates of interest
But very much understanding exists between borrower and financier.

Publie deposits are unsecured deposits mised by businesses for periods
exceeding a year but not more than 3 years by manufacturing concerns and not
more than 5 years by non-hanking finance companies, Cantity restniction,
placed at 25% of paid up capital + free reserves for deposits solicited from
public is prescribed for non-banking manufacturing concemns in India. The rate
of interest ceiling is also fixed. This form of working capital financing is
resorned 1 by well established companies.

Advance from customers are normally demanded by producers of costly goods
at the time of accepting orders for supply of goods. Contractors might also
demand advance from customers. Where the seller's markets prevail, advances
from customers may be insisted. In certain cases 1o ensure performance of
contract an advance may be insisted.

Acerual accounts are simply outstanding ducs to workers, suppliers of overhead
services and the like, Ouistanding wages, taxes due, dividend provision, etc are
acerual accounts providing working capital finance for short period on a regular
basis,

Loans from directors, loans from group companics efc. constitute another
source of working capital. Cash rich companies lend to liquidity crunch
companics of the group, inter-corporate loans are an important form of short
term financing.

Commercial pupers are usance promissory notes negotishle by endorsement
and delivery. There are restrictive conditions as 1 issuc of commercial paipers.
Only big and sound companies generally float Commercial Papers. Euro
Commercial papers are very much popular these days.

* Debentures and equity fund can be issued to finance working capital so that
the permanent working capital can be matchingly financed through long term
funds.
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Euronotes can be another source of funds, Furonotes are short term notes
floated in countrics other than the country in whose currency the same are
denominated. Euronotes can also be called as Euro-commercial paper. Euronotes
are longer term relative to commercial papers.

6. CONCEPT AND SCOPE OF CASH MANAGEMENT

Cash management involves marching cash flows -inflows and outflows
both as to quantity and maturity. But such matching can be anything, but perfect,
8o, occasional surplus and shortage in cash level is quite possible. Surplus cash
must be invested and financing of cash shortage must be arranged.  Thus,
managing investment of surplus cash and arranging funds to meet shortage are
the goals of cash management. Also, bringing the company’s cash resources
within control as quickly and efficiently as possible so that shortages are quickly
reversed is a goal of cash management. Achieving an optimum conservation and
utilization of these funds are vital functions of cash management. In the
international business context, financing shortages and investing surplus, hoth
involve a diversity of currencies. Traditionally cash management needs
managing interest rute risk as well. In MNC's context besides interest rate risk,
exchange rate risk is also involved,

6.1 Cash Management Functions

Cash management or liquidity management is an essential component
function of efficient working capital management, Cash gives liquidity, but takes
away profitability as idle cash does not generate any return. So cash level should
be neither oo high leading to loss of income nor oo low leading 10 loss of
liquidity. Cash is a barren asset and that it must not be held more than the Just
required level. At the same time illiquidity should not harm the business and halt
the operations.

Cash management fumctions are almost identical in the domestic and
international market. The key areas are (i) Organization for cash management,
(i} Collection and dishursement of funds, {ili} Netting of inter-affiliate
payments, {iv) Investment of excess funds, (v) Cash planning and budgeting to
identify the times and levels of excess or under liguidity and (vi) Managing
relations with bankers and other financiers.
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6.2 Organization

Should an MNC go for centralized or decentralized cash management is a

basic question melating to the orgamization of cash management function,
Centralized cash management has certain advantages. These are:

1)
i)
iii)
v
vl
i)
vii)
viii)
ix)

%)

the corporation can operate with less cash balance;

pools of excess hguidity are absorbed and eliminated:

only transaction balances are held:

profitabilits 15 enhanced as tolal cash balance held 15 less and opportumity of
cost of cash bulance s minimized;

the central corporate office will have a holistic view on cash management
increasing synergy of the organization;

cash forecasting can be effectively done:

by increasing the volume of foreign exchange and other ransactions done
through the head quarters, banks can provide beiter forex quotes and betier
SEVICE,

the advantage of specialization of liquidity and portfolio management is
available:

m the event of expropriation nothing or less will be lost as branch balances
are minimum.

cash management can be interacted with other functions.
There is a pgreat need for centralized cash management. Currency and

mterest rate volatility need for pooling resources in view of ever rising demand
for capital, increasing complexity snd emphasis on profitability demand
centralized cash environment.

Decentralized cash management gives leeway to every subsidiary and this

may enhance competitive efficiency enhancement amongst subsidiaries for the
benefit of the group. There will be flexibility too. But generally. cash
management is a centralized function.

6.3 Collection and Disbursement

Speeding up collections is a predominant consideration. Minimizing

process {loat and mail Moat &t different levels is resorted o, This is done by
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choosing the most efficient way of coilection and informing the customers the
procedures to be adopted in sending remittances.

Cable remittances help in minimizing delays in receipt of payments and in
conversion of payments into cash. So customers are directed to transmit funds
thraugh wire-telex. The vagaries of mail are they done away with. Better cash
plannimg is ensured thus.

Aliernatively customers may be asked to send remittances o
‘mobilization centres’ which are centrally located in regions with larger
concentration of credit accounts. Asian consumers may be directed to send cash
remittances o Singapore where the MNCs specialist treasurer arranges for
optimal utilization of funds, European customers to send cash remittances to
London mobilization centre and so on.

Customers may be asked to send remittances directly to the banks with
which the MNC is having account. Otherwise they may be advised to send
reminances o a designated ‘Jock box’ which is a postal box in the company’s
name. Local bank will clear the box frequently in a day and collections are
recorded.

6.4 Same-day-value

Electronic banking and world-wide telecommunication system enable
rapid collection of cheques and drafts. Treasury work station software packages
are available now which interface the company with its bank and branch oflices
and an MNC can know its world-wide cash position on an on-line basis. A
transaction booked in Bombay is simulaneously recorded in Singapore and
other places too.

Centralized dishursement is practiced fo enjoy maximum float advantage.
But, if tle payee is smart enough he can adopt all the above and more measures
of speeding up his collections.

6.5 Investment of Swrplus Cash and management of short-term
investments

How much cash balance and in what currency combination the same be
held and how much be invested are important questions, Optimum cash balance
is determined based on cash menagement models and firm specific factors. Once
the size of surplus is established its investment assumes importance. Investment



apportunitics in various countries, tax laws on short term capital gains, the
market structure and efficiency, etc., are the factors to be considered. Surplus
cash 1s shifted across national borders 1o eamn the highest-risk-adjusted retum,
net of currency conversion cost. Thus, hesides risk adjusted vield differential,
fransaction cost must be taken into account. MNC's hold cash balance in several
currencies. because of the conversion cost involved. It is better to invest surplus
in the same CUITENCY Area, SiNCE CONVErsion costs may cal up interest rate
differential in a different currency area.

Shori-term investments must be invested in liquid securities  with
adequate safety and of course sacrificing return 1o some extent,

6.6. Choice short term investment securities

The choice investment vehicles are money market securities only.
Trepsury Bills, Certificate of deposits, Commercial Paper, Banker's
Acceptances, Eurodollar Deposits. Reverse Repos, Federal Funds, Broker's eall,
Maney at call and short notice. Vibram secondary market exits for most ensuring
liquidity. Returns vary depending on the risk. The government securities
generally vield low return,

L Treasury Bills; Government issues — Short term; 91 day, 182 day bills issued
weekly and 52 week issued monthly- Highly secured- Issued at o discount to
face value - At maturity Government pays face value- The difference between
purchase price and selling/ face value is the retum- Low return — Competitive
bid or noncompetitive bid to buy when government issues — Mare liquidity with
active secondary market.

ii. Certificate of deposits: In the UUSA, Time deposits with banks for Short or
long term in denominations of $100,000 are available. These are negotiable and
have higher liquidity, Treated by FDIC as deposit in a bank so have insurance up
to $100,000.

Certificate of deposit is a certificate issued by a bank evidencing receipt
of money and carries the bank's guammtee for the repavment of principal and
inlerest,

Certificates of deposits are negotiable instruments and are issued payable
to bearer and are traded in the secondary market. The centificate of deposits are

wsued for a minimum denomination of 1.5, dollar 50,000/~ and for a maximum
period, penerally of 1 year.
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Certificates of deposits provide an excellent avenue to the invesiors in
Eurocurrency market who would like 10 park their surplus *n a high interest
instrument with liquidity. For example il an investor say bank surplus fund
which it would like to invest for a period of say 3 months it can buy a C.1. for 3
months. If need be, the bank can sell the C.D. in the secondary market and
liquidate it
Tvpes of Certificates of Deposits

Straight or Top CDs: These are certificates of deposits with a fixed rate of
interest and a fixed date of maturity (Generally 1-12 momths), The interest is
fixed in terms of LIBOR and interest rate depends on the standing of the 1ssuing
bank and liguidity position in the market.

Flnntlng Rate CDs: These are certificates of deposits which are issued with the
imerest rate linked to the LIBOR rate and are normally issued for a period of
maximum of 3 years, Interest rate is reviewed at predetermined periodicity say
every six months and adjusted in line with the base rate {ie) LIBOR rate,

Discount CDs: These are issued at a discount and are paid at maturity for the
face value, the difference between the issue price and face value representing the
mlerest.

Tranche CDs: A Tranche CI} 1s a share in a programme of CD issues by a bank
upto a predetermined Jevel. Each Tranche CD carries the same rate of interest
and matures on the same date,

Ihey are normally placed directly with the investors and they represent
short term bonds, These CDs are issued with maturities upto 5 years.

iii. Commercial Paper: Maturity maximum 270 days ~ lssued by high rated
corporate bodics at a discount to face value - The difference between purchase
price and selling/ face value is the retum- High Safety; Low retumn . More
liguidity with active secondary market,

iv. Banker's Acceptanceés: An order by a bank customer to the bank 1o a certain
sum 1o a stated party. When the bank accepts the order and the instrument is
stamped “accepted’, it becomes live and ean be traded in secondary markets as
well, The difference between purchase price and selling/ face value is the return.
More Safety. Low return. More liquidity with active secondary market
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v. Eurodollar Deposits: Dollar deposits outside the USA with US or non USD
banks. A higher deposit rate is normally got. Now the instrument is called
external currency deposits, That is any currency deposits outside the national
boundary of that currency.

vi. Reverse Repos: Reverse Repos are buying the securities {investment) with
undertaking 1o sell (disinvestment) the next day, High liquidity and safety- Low
retam.

vil. Federal Funds or shortly, Fed funds: Deposits with the federal reserve by
commercial kanks and others who are members of the federal reserve system.
Safe with Low return- The prevailing interest rale is considered as a barometer
of the money morkel rates.

viii. Broker's call: Lending 1o stock brokers on the security of stock bought by a
bhanker, with repayvment on call by the banker. The interest rate is 1% point more
than T-bill rate

6.7 Portfolic Management

It is betier a portfolio approach is followed optimizing diversification for
lower risk, given the return,

6.7.1 Computation of Portfolio Return = R, Portfolio of investments is a
collection of investments. Instead of putting all money in one security you may
put it in more than one security and pet a portfolio of fvestments. A portfolio
gives more stahle return than just one security and 4 portfolio well diversified
gives more stable return than a less diversified ponfolio.

Porttoliy Retum = Hf,= L WR A where W, s are weights or proportions of
respective mvestments and R, s are refurns of the seccurities.

Suppose you have a portfolio having 3 securities, 1, 2 and 3 with
weightage 0.4, 0.1 and 0.5,  Supposing the returns of the securities be: 16%,
10% and 18%. If we expand the formula £ WiR, with i= 3, we get W R+ W.R;
+* WiRsand W ;=04 R, =16% . W3=01, R;=10%, W;~0.5 and R; =18
%, The portfolio retum is: (0.4 x 16% ) = ( 0.1 x 1086) + (0.5 x 18%) = 6.4% +
%+ 99 = 16.4%.
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6.7.2 Computation of Portfolio Risk = 5, oro,. Portfolio risk is the fluctuation
in portfolio retumn. Given portfolio return for several periods we can get the
Standard deviation, Variance and Cocfficient of Varation of the returns and the
risk is computed thus, Alernatively, given the risk, proportion and cocflicient
of correlation of different securities in the portfolio we can get as follows:

Sy ora,= [ WW, pyoie; 1'%, where W, & W, are proportionate weights, py
is correlation coefficient of retumns of pairs of securities in the portfoho and o, ¢
o, sre standard deviation of retumns of individual securities in the portiolio. This
micthod is widely followed.

Suppose you have a portfolio having 3 securities, 1. 2 and 3, with
weightage 0.4, 0.1 and 0.5 , with std, deviation, 4%, 6% and 1%, The
correlation between 1&2 ie. pj3 - 0.5, pys-. 05 and pxy - 0. Then we can
compuie the 8, or o, Since the number of securities is 3 and we have to take 2 al
g time to make pairs and self-pairing 15 also invelved we get the expanded
formula : .
W Wy puooy + WiW; ppoo + W\W; paoios + Wl puoae + WaW,
Pty + WiWs praoar; + W W py ey + WiW3 pyorses +WiWapyme]'

Here, W, = 0.4, Wy = 0.1 and Wy=0.5: o, =4, a=6anday= 1 py =pa

0.5, 3= pa--0.5 and pyy = paa =0, And pyy - prz- pa- | a3 these are self-
correlation coefficients, We can now simplify the formula as: [W,* a," + Wy'a;’
+ Wiloy'+ 2W W, piam oy + 2Wo Wi praao; + 2W W, proyo]

Now put the numerical values of each of the variables and get the value of
S OF T
(04 x4 HO P 26" H O x 1)+ (2x04%x01x05x4%x6)+(2%0.1 x
0Sx0X6X1)+(2x04x05%x-05x4x1))'"?= [(2.56 ¥+ 0.36 1 (0.25) +
(0.96) + (0) + (- 0.8)]'" = 3.33]"*= 1.82.

Thus the portfolio std. deviation is- 1.82. Supposing the returns of the securities
be: 16%, 10% and 18%, the portfolio retum is: (0.4 x 16% ) + ( 0.1 x 10%) +
(0.5 % 18%) = 6.4% + 1% + 9% = 16.4%.

6.7.3 Systematic or un-diversifiable risk and non-systematic or diversifiable
risk: The rsk that affects all securities, all firms, all industries and whole
ecconomy 15 called systematic risk. It is caused by macro factors like fiscal
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policy, monetary policy. foreign exchange crisis, major political happenings. etc,

Mo one fiem o ndustry can escape the systematic risk hence it is called the un-
diversifiahlc rish. The non-systematic risk affects specific firma‘indusiries/
reglons oo e Tike and caused by factors such had management, labor unrest.

techinlogieal clunge affecting an industry, not all and so on.  An investor can
avond fluetiation in his portfolio return by excluding these firms/industries that
re sufloriye from some special risk. Hence the non-svstematic risk is also
kmivat - i ersifiable risk

Goraph: | Systematic or un-diversifiable risk and non-systematic or
diversifiable risk

— g .

T

Unsystemutic Risk \

Svstematie R ik

ke = =y

Number of Securitics

6.7.4. Unigueness of porifolios and opportunity set of portfolios: No two
portiolios will have same return and same risk. That is each portfolio is unique
n its return and risk and hence can be addressed by the risk and return, Any
portfolio can be depicted on a two dimensional graph, X-axis taking portfolio
std. deviation and Y- axis giving portfolio remumn. Graph 2 gives the diagram,
Each dot in the diagram represents a portiolio, The diagram has one side
amoothly curved and others irrepular, The smooth side of the dingram, AB, 15
cialled the efficient frontier of portfolios as it includes all efficient portfolios, An
efficient portfolio is one which gives same return for least risk or highest retum
for same risk. Take any point on AB, say K. Draw a horizontal line. KN, 1o the
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other edge of the diagram, All dots on this line represent differemt portiolios.
But, of all these portfolios, portfolio K is the best as it gives same return as other
portfolios on the line KN, for the least risk. From K draw a parallel line, KT 10 Y
axis, down up o the bottom edge of the diagram, The line KT consists of sevenil
porifolios. OFf all the portfolios on line KT, portfolio K is the most efficient us o
gives highest return for the same risk.

Similarly we can prove that all portfolios on the smooth curve, AB. e
most eflicient. So an investor must choose a portfolio from those on the efficiem
frontier. Here. come the risk-return preferences of individual investors, High risk
secking investor will prefer a portfolio in the upper segment of the efficient
frontier. Moderate risk secking investor will prefer a pertfolio in the middle
segment of the eflicient frontier. Low risk seeking investor will prefer a portfolio
in the lower segment of the efficient frontier,

The efficient frontier cannot have dent or dents. The lowest point in the
efficient frontier, which i1s A, means portfolio with least risk and least retumn,
There could be no other portfolio equivalent to this. Every successive point from
A in the efficient frontier AB, means a portfolio with higher return with higher
risk than portfolios represented by lower points relative 1o that. The highest point
in the efficient frontier, B, represems portfolio with highest return and highest
risk. There could be no other portfolio equivalent to this.

6.7.5. Portfolio selection: There arc two methods of portfolio sclection. Harry
Markowitz approach and William Sharpe approach.

.. Harry Markowitz Approach: This approach uses Eificient Frontier and
Risk-returm indifference curves of individual investors to select the right
portfolio for an investor with a set of indifference curves.

The risk-return preferences are depicted by the risk-retum indifTercnce
curves of individual investors. For any investor a set of such eurves will be
framed and the portfolic choice is based on the tangential point of any one of the
indifference curves to the cfficient frontier. In the chart for an investor the
indifference curves are drawn and one such curve goes 1angential to the efficient
frontier at point L. So, L is the choice portfolio, Similarly for any investor
partfolio cholce can be affected.

Limitations of Markowitz model: Markowitz modeling has limitations as it
considered only risky securities, though there are risk free mvestments also,
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Further the cpmputation of portfolio risk becomes a tedious job when there are
many sccurities, as portfolio standard deviation is the measure of risk followed.
Besides we need 10 know the correlation coefficients of returns of pairs of
SeCUrities

Graph 2: Portfolio  Choice-Diagrammatic presentation : Markowitz Model
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ii. William Sharpe Modeling: William Sharpe version of portfolio selection is
based on efficient frontier, risk-free investment and representative portfolio.
There is no need for data on correlation coefficients between refums of pairs of
segurities.

Risk free investment is one where no risk 15 mvolved, The return from this 15
called, risk-free return, R; . The risk-free investment could be Govt securities or
depoxits with first ¢lnss bankers,

Market portfolio: Market portfolio 15 a portfolio representing the whole market
of investment. A surrogate for this is the portfolio of securities in a popular stock
price index, The NASDAQ and Dow Jones of the UUSA, Nikkei of Japan, BSE
sensitivity index or NSE index of India, MSM index of Oman, FTSE of London,
ete are popular indices of the respective countries representing the respective
mvestment market




Return on the market portfolio is obtained from index figures. For example,
say the closing index values on November 12 and 13, 2006 in a particular stock
index be 6650 and ¢ 783. The return on the market porifolio based on the index
for November 13, 2006= (13" Closing index value - 12" Closing index value)/
12% Closing index value. That is: (6783-6650)/6650= 133/6650= 0.02= 2%,
This way if consecutive daily closing price indices are available, daily refurns
can be worked out for the market portfolio the same way individual securities
returms are got from price date of securities.

In the Sharpe modeling, the market portfolio is got by drawing a line
tangential to the efficient frontier from the risk free resum. The tangential point
is the Market porifolio, M. See Graph 3.

Lending portfolios: An investor can put part of his money in risk-free
investment and the rest in M and his portfolio return will be more than risk-iree
return, but less than market portfolio retum, Ry, and less risk than the market,

Such portfolios are called lending portfolios as these in effoct mean that the
investor has lent some money at risk-free retum.

Alternatively you can put all money in market portfolio and get retum
equal to R, and risk equal to market risk:

Leveraged portfolios: Risk secking investors can borrow at risk-free return and
invest own and borrowed funds together in market portfolio and in the process
can beat the market making a return higher than the market return, Ry, and risk
algo higher than market portfolio, Such portfolios are called leveraged portfolios.

Let Riyp- 14% and Ry = 6%. Std. Deviation of market portfolio 15 4%,
One investor invests $5 million at Ry of his money and balance $10mn of
his money in market portfolio. What is his return and risk?
His total investment =$15mn.
His total investment income = [$5mn x R, | + [$10mn x Ry
= [$5mn x .06 ]+ [ 510mn x .14]
=8.3mn + §1 . 4mn ~ $1.7 mn.
Owverall return = Tatal investment income / Total investment
=$1.7/815=0.1133 =11.33%.
Portfolio Risk = S,ora, = [E L W W, pyoie; |7
With two mvestments, Op™= E“l‘”I (8] |f'.|-'|;:I +W:z Pl'lﬂz: T 2W.W;pm:r|cr;_]m
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Graph 3: Portfolio Choice Dingrammatic presentation: William Sharpe Model
| ~

/
‘——.-—""//-’H
R, = L,,\/\

Porifolio Risk.= a in the case CML or f in the case of SML

i. Computation of Return and Risk of a Len ding portfolio:

The subscript | refers 1o risk-free investment and subscript 2 the market

portfodio, py; and pp; are self correlation coefficients = 1. oy = 0 as this 5 5.D of
risk-free investment. So the above equation of portfolio risk reduces to:

o= [0 +W; ay” +0)"2

With W2 = 2/3 and ay= 4%, o, = [(23)’ (47" 1'? = [ (49%16)]"? =(64/9)"7 =
2.6T%.

Portfolio Refurn = 11.33%. This is in Fnrl!'nlin SD = 267%. This is loss
between Rrand R, than markel risk.

 —

| This pertfolio lhus sils a nsk-averse mvestor.

ii. Computation of Return and Risk of a Leveraged portfolio:
Let Ry, . 4% and Re= 6%. Std. Deviation of market portfolio is 4%,
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One hmvestor borrows 85 million ar Ry and invests thiv with hiv own money
S10mn in market portfolio. What is the portfolio return and risk?
His total investment =$1 Smn.
His total investment income = $15mn x Ry =515mn x 14% = $2. 1mn.
Out of this he has to pay interest on borrowed sum = $5mn % 7% =%0.35mn.
S0, his net income = $2.1mn minus 0.35mn = $1.75mn,
The investor's own capital is only $10mn. On this he has made $1.75mn.
So the percent of return on investment js= (3175 x 1008 10mn=17.5%
This is greater than market return, OFf course, risk also is more than the market
risk.
W2= Investment in Market portfolio / Own capital = $15mn/$10mn =3/2.
Given oy~ 4%,
0= [0 +Wy' oy’ +01'2 = (32 () 12 = [ (9/4)(16)]" ={144/4)'* = gog,

Portfolio Return = 17.5 This is greater | Portfolio S.D = 6%, This is grcalm']

than R,, | than market risk = g, = 4%

I This portiolio thus suits a risk-seeking investor.

Markowitz and Sharpe models — A comparison:

The return is more in Sharpe model than the return possible under
Markowitz model for any given risk level, except when all money is put only in
Market portfolio. This is the superiority of Sharpe Model,

The tangential line is called capital market line, full of efficient portfolios
o choose from,

Less data are needed in Sharpe model No data of correlation coefficien:
are required.

Partfolio selection:

Now the risk-return preferences of indiv wdual investors need 10 be
invoked. High risk seeking investor will prefer a portfolio in the upper segment
of the capital market line, Moderate rigk seeking investor will prefer a portfolio
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segment of the capital market line. The risk-return preferences are depicted by
the risk-return indifference curves of individual investors. For any investor a set
of such curves will be framed and the portfolio choice is based on the tangential
pomt of any ome ol the indifference curves (o the capital market line,

In graphs 2 and 3. an investor’s an indifference curve goes tangential to
the efficient fromtier or the capital market line at point L. So, L is the choice
portiolio. Simidarky for any investor portfolio choice can be made. This type of
portfolio chaice making is developed William Sharpe. Hence the model is called
Sharpe Model of portfolio selection.  Modern capital market theory is based on
this theory, Investment management thus involves constructing and choosing
portfolios,

6.7.6. Executing the choice portfolio

Having decided about the portfolio needed, the investor has to now by
the securities. If the investor decides to invest all money in the market portfolio,
he has to buy the securities in the market portfolio in the same proportion as the
market portfolio is constructed.

If the investor decides to invest part of the money in risk-free investment
and the rest of the money in the market portfolio, he has to buy the risk-free
investment for part of the money as decided and the balance will be used to by
the securities in the market portfolio in the same proportion as the market
porttolic s constructed.

If the investor decides to borrow and invest the borrowed money as well
as own money in the market portfolio. so as to beat the market, he has to huy the
securities in the market portfolio in the same proportion as the market portfolio
15 constructed for whole of the money. The investor has to contact stock brokers
lor buying the investments.

Constraints:
* Minimum market lot size might make security weight composition
getting changed.
* Market uncertainties might make timing the investment difficult,

* Though we have assumed that an investor can borrow at the risk free
rafe, Selduus uue '*kes place. His borrowing rate will be higher than
the nisk-free rate.
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6.7.7. Concept of portfolio evaluation

Evaluation of portfolio performance facilitates the investors to appraise
how well the porifolio has done in achieving desired return targets and how well
risk has been controfled in the process. It enables the investors to assess how
well the portfolio has achieved in comparison with others in the same business
with similar interesis. Finally it provides for a mechanism for identifying
weaknesses in the invesimen: process and for improving these deficient areas.
Nevertheless, historical performance evaluation can serve as the starting point
for estimating future prospects and can serve as a feed back mechanism for
improving the ongoing portfolio management process.

The portfolio manager is required to make proper diversification into
different indusiries, assel classes and instruments so as o reduce the
unsystematic risk (o the minimum for a given level of retum. The market related
risk has to be managed by a proper selection of Beta for the securities. There
was no composite index which measured both retun and risk under the
Traditional Theory.

Composite measures of both Return and Risk: In Modern Portfolio Theory it
became necessary 1o develop some composite measures of both return and risk
in portfolio performance, as the objective now is maximization of return and
minimization of risk, On account of the tade off berween them, simple
maximization of retums or single goal of minimization of risk will be defeating
the objectives of Modern Portfolio Manngement.

It was in this context that later investment researchers have tried to evolve
a composite index to measure risk based returns taking into account the different
components of nsk, viz., total risk, svstematic, and unsystematic or residual risk.
The credit for evolving these criterin goes to Sharpe, Treynor, Jensen,
Modig liani and others.

Different measures of performance of portfolio:

i Sharpe’s Measure: Sharpe’s Measure is Sharpe Index = S1 =( R, - R) /S,
where, R, is return on the fund, R is risk free return and 8; is standard deviation
of return of the fund, It measures total risk premium camed for a unit of total
risk measured by standard deviation. Excess of return on the portfolio over risk
free return is the risk premium and it is the numermor. Towl risk, standard
deviation of its return. is the denominator. A fund with higher SI figure is better
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performer as per the Sharpe’s measure than others with lower S1. Take the
following example:

Parifirlics Average Return A S Ry (Rixk Free Rare)

y! 20045 4% 10%
I 24% %% 1Ps
By applying the above formula. we have:
Y —
5|ﬂ. I! 'i!] 0.10 - ﬂﬂ = 2.50
0 ihd 0,04
I A
81, U [ 1 {3
18 NEL

Portlolio A 15 a better performer than B,

il. Treynor's Measure : The Treynor's measure measures risk premium eamed
per unit of the systematic risk. i.e, beta, The equationis: T = (R, -Ry) /B
where. T = Treynor's measure of evaluation, R, = Return on the portfolio R,
= Risk free rate I, = Beta of the portfolio as a measure of systematic risk.

Hlnstration
Portfolio | Return A Ry
7 0% 0.5 10%%
B 245 | 1.0 | 1%
T, = 020-0.10 _ 010 02 1T = s LR 1T
05 0,5 1.0

Portfolio “A" performs benter than portfolio B, as T, = Tu. The numerator
in Treynor's formula is the reward, measured by risk premium or excess retum
and denominator is volatility as measured by Bets coefficient. The Treynor and
Sharpe Indexes provide measures for ranking the relative pcrf'mmam:es of
vanous portfolios, on a nisk-adjusted basis.

lii. Jensen's Measure: Jensen's measure compules excess return.  For that
expected return has o be computed as follows:

E(Rq) = Ra* B (R —Ry)
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E(Ry) =  Expected retum on portfolio *j° for period ‘t’

Rg = Risk free rate of return for period “t’

B; = Systematic risk measure

Ree = Average retum on the market portfolio for period 1

The Jensen’s approach can be illostrated by an example. The data on portiolio
resuits, Beta of the portfolios and Market index results are set out as follows:

Portfalio - Return as Portfolio | Portfolio Beta |
W LT e T T
|2 15%, 0.8
3 21% 1.5
| Market Index 16% Lo |

Market Beta is always equal 1o 1,0 and let the Risk Free Rate be 10%.
The return on 3 portfolios on the basis of CAPM are as follows:

E{R‘p}l = RI’ * {Rﬂ_Rr."BF

(1) Portfolio 1 = . 10+{16-10)x12 = 172%
(2) Portfolio 0 = 10+({16-10) x 0.8 = 148%
(3) Portfolio IIl = 1+(l6-1x15 = 19 %
Excess Retumn = Expected Return — Actual Return
Portfolio | = 18-172 =08%
Porttolio 11 = 15-148 " 0.2%

Portfolio 11T = 21-190 = 2.0%
The 3" portfolio is the best with higher excess return.

iv. M® Method: This method was developed by Modigliani and Modigliani,
hence called M, It equates the volatility ol the managed poftfolio with the
market by creating a hypothetical portfolio made up of T-bills and the managed
portfolio. If the risk of hypothesized portfolio is lower than the market. leverage
i used, that is borrowing @t Treasury rate and investing that fund also in the
managed portfolio. If risk is of hypothesized portfolio is higher than the market,
lending portfolio, that is investing at Treasury rate and in the managed portfolio
is involved and the hypothetical portfolio is compared to the market,
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THustration: _
Managed Portfolio Market  T-bill
Rutum 15% 28% 6%
Stan. Dev 4% 0% 0%
Let the Hvpothetical Portfolio’s risk be same Risk as Market. S0 lending
portfolio tvpe emerges.
Wi in Marker portfolio = Sid. Deviation of Market / Std. deviation of Managed
portfolio
=3042 =714
Wit. in Treasury portfolio = | - Wt in Managed portfolio
= (1-.714) or .286 in T-hills

Retrn from the Hypothesized portfolio = (.714) (35) + (.286) (.06) = 26.7%
Since this return is less than the market, the managed portfolio underperformed,
V. Star analysis: Star Analysis of portfolio evaluation is similar to Mean
Standard Deviation rankings. Companies are put into peer groups. Then stars are
assigned

*  |-lowest

*  S-highest
This ensures, concentrating funds in undervalued stocks or undervalued sectors

or industries, balancing funds in an active ponfolio and in a passive portfolio. It
avoids active selection, as that will mean some unsystematic risk

vi. Treynor-Black model: The Model is used to combine actively managed
stocks with a passively managed portfolio. It uses » reward-to-risk measure that
i similar to the Sharpe Measure. The optimal combination of active and passive
porifalios can be determined.

P is the portfolio that combines the passively managed portfolio with the actively
managed portfolio and its return is given as r, and risk s, (r,-rg is the excess
return on actively managed portfolio

Result: (rg-rehis; = (ryereh's,
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vii. Evaluation of Overseas portfolios in domestic currenctyreturr terms

Global portfolios have two types of retumns to reckon with, ua;nr:i;-.-' OVerseas
project refurn in overseas currency and forex retumn. So. to deduce the local
currency retumn of a global portfolio, use the formula as below:

Return in Domestic terms on overseas investment = {1 + rgu) (1 + 1y - |

Where, 15, = Return on the foreign investment in its local currency

Trx = Return on the foreign exchange, that is Percent appreciation of the foreign
CUITENCY.

Mustration:

Initial Investment - Rs 100,000; Initial Exchange: Rs. 80.00 / Pound Sterling
Final Exchange: Rs. 84/ Pound Sterling; Return in British Security: 10%
Find return on overseas investment in rupee terms.

Solution:

Return in Rupee terms = ( 1 + Return in British security) { 1 + Return or
appreciation on foreign currency) -1

= [(1+0.1)] {1+ (34-80)/{80) | - 1

=[(L+0.13( 1 +0.05)] -1

=[(1.1) {1.05)] - |

= L155-1=0.155=15.5%

6.7.8. Monitoring and revising (if need be) the portfolio

Investment is not a one time activity to forget it altogether after the portfolio is
bought. The investment market is dynamic. So risk-return nspects keep
changing. So monitoring the market is needed. If the market has considerably
changed, a revision of the portfolio may be needed. And this involves going
ahout all the tasks described sbove once again right from revising your
investment godl, if need be, in the light of market changes and finally executing
the revised portfolio.

T. TOOLS OF CASH MANAGEMENT FOR A MNC

There are several tools available for an MNC to manage cash flow. These are
dealt below.
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7.1 Payments Netting

Highly coordinsted international interchange of materials, parts and
fimished poods among the many units of MNCs take place nowadays. These are
sccompanied by a heavy volume of inter-affiliate fund flows. Physical transfer
o< funds cross-border involves several costs - cost of purchasing the forex, float
cost, transaction cost ete. All these can be reduced / eliminated through netting,

Netting simply means that peyments among affiliates go back and forth,
and only pet sum due to is paid/received. Netting can be bilateral or multilateral,
In hilateral meiing two parties are involved. A German subsidiary of an [talian
parent MNC sells goods to o Swiss firm 8 | mn. The Swiss firm sells goods to
the German unit for § 2 mn. On simple netting the German unit sends § | mn to
the swiss firm.

Mudtilateral netting involves plural number of affilites each having deals
with they rest leading 1o cross receivables and payables. The method of
multilateral netting 15 useful. Consider the table showing interaffiliates’ receipt -
payment matrix. A situation like this emerges when purchases and sales take
atfect mutually among affilintes.

Paying affiliates of an MNC _

Receiving USA | France | India = Malaysia | Total
affilintes
USA s 6 0 | s ET
France | : 2 8 25 |
India 9 15 - | 2 2
Malaysia 4 5 9 . . 18
Total 18 2% 31 15 90

From the above, we can prepare total receipt and total payment and net
payment and net receipt schedule:
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Tatal Total Mt Met

Receipt Payment Receipt Payment
USA 21 18 3 -
France 25 26 - |
India 26 31 - 5
Malaysia 18 15 3

With the netting, the amount of funds transferred stands reduced to just §
6 mm as against the original position of § 90 mn, The Frunce and Indian
affiliates will remit local currency equivalent of the net obligations 1 the central
pool, were these currencies are sold in exchange for the receiving affiliates’
currencies, For effecting netting, there should be free convertibility of
currencies. The cost of sending funds between two affibates can vary
significantly from time to time because onc affiliste may receive from a third
party currency needed by the other affiliste. The nefting and the currency
transfer will obviate the need for currency conversion and thus cost of
conversion 18 avoided.

Below transportation matrix of destinations and sources of funds based on
the multilateral netting shown above, is derived. If data on cost of sending $1 mn
from France to USA and to Malsysia and from India to USA and Malaysia are
available the transportation matrix will be complete with cost data as well. Then

the transportation algorithm can be used to solve optimal transportation of
funds.

Derived Transportation Matrix from Netting

Sources Destinations Total Supply
U ! USA Malaysia (5 !":IIII'
France 1
India 5
Total Demand (S mn) | AL i 6
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7.2 Leading and Lagging

An important means of transferring funds among affiliates is an
sceeleration (leading) or delay (lagging) in the payment of inter-affiliate
seeounts by modifying the credit terms extended by one unit 1o another, Say
affiliate A is supplying monthly goods $ | mn to affiliate B on a 9-day credit
I'his means on an average B owes § 3 mn w A. It is 2 financing by A for B, If
the credit terms are changed 10 180 days that will produce o one-time shift of an
additional § 3 mn to affilize B. This tantamount to & remittance by A o B. Later
if the credit terms are reversed back to 90 days, that will result in a remitfance to
B from A, o sum of'$ 3 mn.

We can superimpose interest rate factors in the system and decide
whether leading o lagging is good. Let the borrowing rates and lending rates in
the two countries where A and B are located, ane as follows:

Borrowing rafe Lending rate
LIS {place of A) 1.8% 1.0%%
LK {place ol B) 7.3% 5.4%

Four possibilities of surplus-shoriage situation could prevail with respect

1o the two units, That is both A & B have surplus. Both A and B have shortage A

has surplus and B shorage and the vice-versa position. The inlerest rate
differentials are:

Surplus Short
Surplus : T0-534% 1.0-7.3%:
z =|.6% - =-{).3% :
us -
Short ; TB-54% 7.8-7.3%:
3 =7 4% . =_ ), 5%

If both the affiliates have surplus. the differential spread is 1.6%, If both
are in shortage the differential spread is -0.3%. When US affiliate s in shoriage
the spread is 2.4% and when UK affiliste is in shortage the spread is 0.5%.
When the spread is +ve, the MNC benefits by moving funds to the US - it will
either pay less on its borrowings or cam more on investments. The movement of
funds can be effected by leading pavments to the US and lagging payments fo
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UK. IF the differential is -ve, fund transfer to UK is advantageous by leading
pavments to UK and lagging payments to LS.

Look the example, UK unit owes $ mn to US vt The timing of l.hi‘-
payment can be changed by up to 90 days either way. Assume LIS affiliate is
borrowing, ie., short of cash. By leading payments to US the following positions
emerge. Saving in LIS units interest: § 2000000 x 7.8/100 x 3/12 = § 27,000, The
net benefit is § 12000 to the group by leading payment to US. The figure can be
directly arrived as well: § 2000000 x 2.4/100 x 3/12 = $12000. Hence the fund
trunsfer by leading and Ingging,

7.3 Transfer Pricing

Transfer pricing refers o pricing product/service sales'purchases within
group concemns. Should transfer pricing be at cost or at a profit, is a debamble
issue. If intra concemn transfers are made at cost, though it may be objective it
conceals the efficiency of both the transferor and transferee. If intra-concem
transfers arc to be made at a profit the question of reasonable profit is to decided
and there 15 no consensus as to what reasonable profit percentage. As to MNCs
transfer pricing has a great import as it can be used to reduce tax gain by shifting
profit from high-tax zone to low-tax zone, to reduce duty levy by similar shifting
and o avoid exchange controls. Transfer pricing can be a wol of cash
remittance. An under-invoicing of purchase means money transfer from the
buyer o seller and vice versa. (Im the previous unil, transfer pricing was
thoroughly studied)

7.4 Inter-company or Inter-affiliate Loans

Direct loans, back-to-back financing and parallel loans are the forms of
loans adopted to transfer fund. Direct loans involve two parties (i) parent and
affiliate or {1i) one affiliate and another. Other forms involve an intermediary,

Back to Back foan is also called fronting loans or link financing. It is
employed to finance affiliates located in nations with high interest rates and/or
restricied capital market. The parent firm in couniry A deposits funds with a
bank in country A, who in turn lends to the affiliate in country B. From the
bank s point of view its risk is nil as the loan is backed up by the deposit, For the
MNC two advantages flow. The subsidiary gets finance at reduced rate of
mterest as the withholding tax rate on loans from multinational banks is lower
than the same on loans from MNCs. The govemment of country B, will permit
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the subsidiary 10 honour amortization schedule of a loan from a multinational
bank, even though it may not allow it to do so in respect of a loan from MNC
parent/another  affiliate, when exchange controls are introduced. Assume
opportunity cost of funds to the parent be 10%, its deposit fitch 8%, its marginal
tax rate 35%. The affiliate’s marginal tax rate 45%, its cost of back to back loan
9% (with a spread of 1% to the bank) and currency depreciation of the affiliate’s
couniry 11%. Then the effective cost of back 10 back loan equal to!

Interest cost - [nerest income + Interest cost - Tax gain on

to parent o parent to affiliate exchange less

=10%(1-.35) - 8% (.35) 9%(1-45) - .45(11%) .
=6.5% -2.8% +4.95 -4.95

=3.T%

Back t back loans can be used 1o rocess blocked currency funds without
physically transferring them. This tantamount to a money transfer.

BACK TO BACK LOAN

UK subs of
|
LISA Parent i
Depositspvith
| oans| to
PARALLEL LA
Citi Bank in New Citi Bank Branch :
["r'r.r]-; 9| I ondon
| UK Parcnt US Parent :
L.oans Loans(go
LS Parent’s UK UK i::ﬂlltnt's us
subsidiary Subsidiary




To know parallel loan as a method of funds transfer, look at the following
exhibit as well which describe two situations..

[ Case (a) Case (b) il

| WK Us UK Us

\UK Parent lends to [UUS Parent lends 1o |UK Parent 1 lends|UK  Parcnt 2's

L'S Parent’s sub. In|UK Parent’s sub. Injt0 UK Parent 2 Subsidiars 1 LIS

Uk LIS lends 10 | K %irent
I's Uk Sub-idiary

1.5 Cash Planning and Budgeting

Cash planning and budgeting is necded to be well informed in advance of
cash inflows cash outflows, possible surplus or shortage, The duration over
which surplus/shortage is expected w0 last and so on. To ensure adequate and
accurate planning and forecasting, a good reporting system is needed. Also a
speedy reporting system is required in view of the volatility of the international
money market, Telex and Fax services have come in handy in this regard. Daily
cash forecast reports giving summary data branch-wise of receipts, payments
and net position are penerally prepared o spol branches where surplus is
expected and those where shortage is expecied. The forecast cyele period may
very from 3 days o 15 days, on a rolling form. Given below is a 5 day forecast
evcle for two branches of an MNC as on 12th Dec,

Date: Feb. 12, 2007 (fig Smn) Date Feb. 12, 2007
Affiliate; Chennai Affilinte: Singapore
Opening Cash position: + 150 Opening Cash position: + 260
Five duy forecast Five day forecast
3 Net for G,
e ¥ . = E i Jor Group
g s | Net § Net
E: 2 Daily | Cumulative

1| 350 | 500 [-150 450 | s0 | 400 | 250 | 250
2 125 | 200 | -75 _ 400 100 00 225 475
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K izm W00 | 100 700 | 900 | =200 | -100 375
|
|

125 | 425 |-300 650 450 200 | -100 275
}5 250 | 2 S0 00 | 410 _ 90 140 415
Net for perund 0 Chennar -375 Net for penind 1in Singapore + TH
Clasing Cash position - 225 Closing Cash position +1050
Required mmimum 15 Required Mimmum 300
Dekicit 300 Surplus 750

The MNC might think of leading payment. if any, from Singapore to
Chenna, or lagging remiftance from Chennai, if any, to Singapore subject to
interest rate considerations. There is surplus on all days at the group level and
that short term investment must be decided.

2.5.1. Estimating optimum level of cash holding:

Cash management nvolves deciling the optimum level ol cash holding,
Cash 1s held due 1o liquidity preference. The motives for holding cash are four:
Transaction (to meet the daily needs of transactions), Precaution (to tide over
unforeseen contingencies), Compensation (to meet the needs of minimum
balances to be held with banks) and Speculation (1o bepefit from price
movements by long buying or short selling). There must be an optimum level of
cash meant for transactions alone,

The optimum level of cash under certainty business environment depends
on annual excess cash outflow over inflow, the transaction cost of borrowing per
transaction and the cost of fund or nterest cost. Given these, the EOQ model
can be applied to find the optimum cash holding.

. EO0O) Model:
EOQ = [2AT / C]'?
A = Annual requirement of funds
(excess of outflow over mflow)
T = Transaction cost per tmnsachon
C = Cost of fund, per monetary unit, per annum
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Suppose a business estimates that its annual cash inflow as 5 4Imn,
outflow as § 78 mn, transaction cost per transaction $ 200 and interest rate 4 %
p.a. Therefore the excess outflow = § 78- § 42 = § 36 mn. The cost of fund per
dollar per annum = $ 0.04

Then the EOQ = [2 x $36 mn x $.0002 mn / 0.04]' = § 0.6 mn or $ 600,000,

Number of orders = 60 tmes (that is: $ 36,000,000 / § 6.00,000 = 60 ) m ihe
vear. That is every sixth day, § 600,000 need w be borrowed, | total
transaction cost i = 60 x $200 =5 12,004,

The interest cost or carrying cost = Average daily cash balonce x Cost of
| dollar per annum . Average daily cash balance = EOQ/2 = S600,000/2 =% 300,
000. So interest cost = $ 300, 000 x 0.04 = § 12,000,

Under EOQ model the optimum cash balance is obtammed when total transaction
cost equul total carrying cost.
b. Miller — Orr Model

The Miller — Orr model 15 suited for uncertain business environment and
it establishes an optimum retumn point from an upper point and a lower point
The optimum return point, £ is given by:

Z=[pbo’ f4i]"

Where, b = transaction cost

o = Variance of daily net cash balance

i = Cost of fund, per monetary umt, per day

Then, upper level, H, is fixed as H =3Z and a low level, "L, s fixed a1l
certain convenient level below *Z°. Let b= %216, o = 900,000 and given annual

interest rate of 7.3%, i= Cost of fund, per monetary unit, per day would be = 1
X [7.3/100] x [1/365] = $0.0002.

Then Z = {[3 x 216 x 900,000} / [4 x 0.0002] } "

= {729,000, 000,000} '

=% 9,000
So, upper limit of cash holding = H= 32 = 3 x § 9000 = § 27, 000.
The lower limit of cash holding = L = Say, $5000.

&
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Then the following graph will depict the Min-Max fimits and optimum
retun point of daily cash balance. The Y axis measures Cash balances on daily
basis. The X axis denotes days. As long as the daily cash balance is moving
within the upper and lower limit, no corrective step is taken. When the level
reaches the upper level, immediately 1t is brought down to Z by siphoning out H-
£ amount of cash and investing the same in the readily marketable securities.
When the lower limit is hit any time, immediately the cash level is enhanced to 7
by selling sccuntics 1o realize Z-L amount, which is required to restore the cash
balance trom | o/ Miller = Orr model is 2 twin-asset ( cash and marketable
seeuritics ) appnaach 10 cash management. Graph 4 gives a pictorial view of
Miller —Ohrr el

Graph 4 Miller —Orr Model

Upper Limit = H = 37 =% 27,000
B}

b = =

= T

Unptimum level = 2 = § 9,000

Lower Limit = L. = % 5.000

= nfa =< " =

X — Axis : Working Days




(Juestions

1. Explain the concept and scope of cash moment in the context of an MNC.,

3 Present bilateral and multilateral netting as tools of cash managemen! and
derive 8 transportation model from multilateral netting using imaginary

figures.
3. Jixplain transfer pricing. Can it be used for fund transfer? How?

. 4. Discuss the use of leading and lagging in cash management. How is the
- terest rale scene relevant in designing global remittances under leading and
lagging.

i 5. Explin the types of inter- company loans as a means of managing cash

flows across borders.

6. Present the EOQ and Miller-Orr model and the budgeting tool of cash
management.

7. Explain the issues and process of Shori-term investment management.

Given in table are the payment and receipts duc among group CONCETRs.
Prepare a scheme of multilateral netting and develop n transportation matrix
with assumed cost data on fund transters.,

| Receiving affiliares | Paying Affiliates
LS4 France J'm.!'ru Malaysia
USA . 6 | 110 55
| France 65 7 12 87
; India 91 155 . 32
Malaysia | @ | 6 I

9, Let R, 16% and R;=5%. Std. Deviation of market portfolio s 6%.

One company invests $35 million of its money at Ry and batance $15mn of m
market portfolio. What is its portfolio return and risk 7

10. Let Ry, - 17% and R;= 6%. Std. Deviation of market portfolio is 5%,
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Une MNC invesis in market portfolio its own money $15mn and also borrowed
money 55 mn. It borrows at Ry from the money market. What is his portfolio
return and risk”

1. Let R, . 17% and R; = 6%. Std. Deviation of markei portfolio is 5%.
One treasurs  manager invests in market portfolio own money $15mn and
borrowed money $5 mn. He could borrow at Ry plus 100 basis points. What is
his portfolio retwrm and risk?

12,
_Prar;,"r:."rn Average Reiurn S.D Ry (Risk Free Rate)
A 245 4% [ 0%
B 28% 8% 10%0
Evaluate the two portfolios using Sharpe index.
13,
Portfolio Retrirn I Ry
A 244% 0.5 10
Market 28% 1.0 10 l
Evaluate A using Trevnor's model.
14,
Porifolio Return as Partfolio | Portfolio Beia B
I 19%4 1.2
2 1 7% 08
3 21% 1.5
| Market Index | 6% is

The Risk Free Rate be 10%. Evaluate using Jensen's measure.

15. Explain the concepts and importance of working capital in context of an
MNC '
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Sl 24 - 15

16,
L

18,

19,

20.

21.

13,

Bring out the assets and liabilities components of working capital.

Explain the factors that determine the guantum and composition of working
capital.

Present the relative merits and demerits of the three approaches to financing
of work ing capital,

Discuss the different financing avenues for working capital. Should long
term capital be used m financing working capital.

How do you construct and select a portfolio under Markowitz and Sharpe
approaches”

Initial Investment ; Rs 500,000; Initial Exchange: Rs. 40.00 /& . Final

Exchange: Rs. 42/8. Dollar Return on the US Security: 10%Find return on
overseas investment in Rupee terms.

- A Business estimates that its annual cash inflow as § 425mn, outflow as $

780 mn, transaction cost per transaction § 320 and interest rate 6% p.a. Find
the optimum Cash holding, number times orders need 1o be made, total
ordering cost and total carrying or interest cost.

Using Miller — Orr model estimate upper and optimum cash holding, given:
Transaction cost = $48. 667, o = 365,000 and given annual interest rate of
10%. Taking half of optimum size as the lower limit, draw a graph showing
all the three levels indicating the values.

. The opportunity cost of funds to an MNC parent is 11%, its deposit fetches

8% and it pays a marginal tax rate 30%. It has an affiliate in the marginal tax
rate bracket of 43%. Its cost of back to back loan 9.5% (with a spread of 150
basis points over deposit rate of the bank). Expected currency depreciation
of the affiliate’s country is 10% over a year, Find the effective cost of back
10 back loan.
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UNIT -V
MNC RECEIVABLES AND INVENTORY MANAGEMENT

Learning Objects: 1o know

L Meaning of credit management,

i, Objectives ol Credit management,

iti. Credit policy vanables,

iv, Alternative credit policies criterion policy,

v. Evaluation of alternanve credit policies,

vi. Letters of credit.

vil. Concept and scope of inventory management

| wiii, Overview of teols of inventory management

. Outsourcing as a method of mventory management by MNCs

x. Overseas production as a method of inventory management by  MNCs

1. MEANING AND SCOPE OF CREINT MANAGEMENT

Credit and Receivables management refers to managing levels of credit
extended to customers, collection of receivables from customers and optimizing
risk-return in respeet of investment in accounts receivables.

Receivables are important current assets. Businesses have receivables,
Le., dues from credit customers, domestic and interational. To increase sales, to
eam more profit, 1o meet the competitors, to achieve break cven volumes, to gain
a foot hold in the market, to help the customers on whom the business fortune is
intimately in nexus with and to develop a strong brand image. receivable, Le.,
credit sales, is vital.

Maintaining accounts receivables involves cost. Administrative cost,
capital cost, collection cost, bad-debt cost ete., are diverse costs involved. As in
any financial decision matching costs with benefits is needed here wo. And whal
is the optimum level of accounts receivable is to be decided. Too litle of
sccounts rteceivable, that s very limited credit sales reduces sales, loss of
customer 1o the competitor’s camp, reduced profit and so on. OFf course no bad
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debt, less capital locked up in aceounts receivables resulting lower capital cost
elc,, are benefits. But, a little more risk can be taken and profits can be inflated.
Too much of accounts receivables lead to scale advantage and hence more profit
but costs of added bad-debt, capital cost, etc., are mvolved. Perhaps by reducing
accounts receivables costs can be steeply reduced, while benefits are ni
similarly decreasing. Therefore optimum investment in accounts receivables has
to be planned and achieved.

Receivables management is planning, execution and control of activities
pertaining to receivables management. The activities involved here are
establishing credit standard (1o decide the class or classes of customers to be
extended credit and extent of credit), fixing optimal credit period, prescribing
optimal discount terms and adopting effective collection strategies. Each of these
activities needs planning, execution and control.

Investment in asccounts receivables forms the second most important
segment of current assets, nexi only to investment in mveniory. In wholesale
trade the share of receivables in total current assets higher at over 50, while in
manufacturing business this is about a-third of current pssets. Hence,
management of receivables s a  significant priority  function of the
finance/marketing division of a firm. A credit department must be established to
ensure sound management of receivables.

The goal of receivables management is minimizing cost of alternative
credit strategies and maximum benefits therefrom Trade-off of cost and benefit
15 needed.

2. OBJECTIVES OF CREMT/RECEIVABLE MANAGEMENT
The objectives of receivables management are as follows:
i) Increase the volume of credit sales to the optimum level in relation to the
eredit period.
ii} To have the optimum level of accounts receivables.

iii) To have business volume to optimum level so that the point of
agvertrading or under-trading wall not occur.

iv) Balancing of liquidity versus profitability in the context of trade off
between credit volume of sales and the time span for realization from
credit customers,




v) Control over cost of investment in sundry debtors and the cost of
collection.

vi) To decide the price factor and the credit factor in relation 1o the
comperitor business.

vii} To take into sccount the external factors such as mercantile business
conventions, effect of nflation, seasonal factors, government regulations
and general economic condition.

viil) The proper lines of communication and co-ordination between finance,
production, sales, marketing and credit control depariment.

3. CREDIT POLRCY VARIABLES

Policy i o guide line 1o action. Policy establishes guideposts or limits for
actions. Credi policy, therefore, refers 1o guidelines regarding credit sales, size
of sccountsy, fceivables, ete. Credit policy has four variables. Credit standard,
credit period credit terms and collection policies are the policy variables,

Credit standare refees to classification of customers on the basis of their credit
standing and st ion of credit eligibility of different classes of customers.
The high rated cuswonters may be extended unlimited credit, the moderate credit
sianding class may be extended o limited credit facility and, the rest may not be
given any credit facility at all. Triple A - “AAA™ and defible A - “AA™ rated
companies come in the high rated class with nil bad - debt loss. *A° and triple B -
“BBB" rated companies come in the moderate rated class with minimal bad-debt
Ipss. ‘“BB" and ‘B’ rated companies come in the low credit rated class and “C’
and ‘D" rates company come in the very low credit rated class with-substantial
credit risk. Credit perfod refers to how long credit is allowed. Longer credit
period might help drawing more customers and vice versa. Longer credit period
involves more capital cost and vice versa. Credii terms refer to discount
mcentive for prompt payment. Even though a longer credit period may be
allowed. prompt payment by offering cash discount can be ensured. 2/30, net
means, 2% cash discount for payment within 30 days, failing which full paymen:
by the 45" day of transaction is nesded. . Coliection Policy refers the seriousness
or otherwise with which collection is dealt with, especially the delinguent
customers. It may be harsh or warm,




3.1 Lenient Vs. Stringent Credit Policy

Credit policy can be liberal or stringent. Liberal eredit policy adopts a
lenient credit standard (i.c., almost all are extended credit), longer credit period,
higher cash discount for a longer entitlement period and informal and
accommeodative collection procedure. Stringent credit policy does the opposite.
Both policies have advantages and accompanying costs. Hence, choice must be
exercised by individual firms afier assessing the net effect of liberalizing or
tightening up the credit policy.

An analy sis of effects of lenient and stringent credit policies is depicted
below in a table form:

Factors Lenient Policy | Stringent Policy
Sales More Less
Capital locked up Maore | Less
Customer base More Less
Competitive edge . More Less
Profit ' More Less
Customer goodwill More Less
Capital cost More Less
Bad debt loss More Less
Admimstrative cost More Less
Collection cost More Less
Discount allowed More Less

Lenient Credit policy enhances benefits (1 to 6) as well as costs (7 to 11).
Stringent policy reduces both benefits and costs, Hence arises the problem of
choice. Hence is the need for detailed evaluation for decision making.

3.2 Evaluation Credit Risk
Ome of the aspects of credit standard is evaluation of credit risk,
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To evaluate credit nsk, credit managers consider the six C's of credit z
worthiness, namely character, capacity, capital, conditions, cash and collateral,

Charncter i5 4 cusiomer’s own desire 0 pay ofl debts. This factor 15 of
considerable importance, because every credit transaction implies a promise 10
pay. Expenienced credit managers frequently insist that the moral factor 15 the
most important issue in a credit evalustion,

Capacity i5 1 subjective judgment of customer’s ability 1o pay debts as reflected
in the cash flows of the individuals or firm. [t is also gaoged by their past
records. supplemented by physical observation of customer’s plants or stores,
and their business methods,

Capﬁll refers W the financial strength of the customer, which depends primarily
on the customer’s net worth relative 1o outstanding debt obligations.

Conditions refer to the mpact of general economic trends or to special
developments in cenain areas of the economy that may affect customers’ ability
to meet their obligations.

Cash refers to the liqudity position. An otherwise sound party may suffer
illiquidity because cash flows are mismatched.

Collateral is any asset that customers may offer as a pledge 1o secure credit,
Collateral, thus, serves as a cushion or shock absorber il one or several of other
s are insufficient to give reasonable assurance of repayment on maturity.

Information on these items is obtained from the firm’s previous experience with
customers, supplemented by a well-developed system of imformation-gathering
groups,

Means of assessment of credit worthiness: The credit worthiness of a customer
can be assessed by any one of the following: '

o, Past records about the business ;

b. Opimons of salesmen who have acquired information by interviewing the
customer

¢. Valuation by professionals on the customers business and assets.

d. Analysis of the financial statement of business.

Sources of Credit information: Credit information can be gathered by
employing the following indirect methods.
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+ Trade references

= Bank references

» Trade directories

« Trade journals

» Credit rating services

4. COLLECTION POLICY

Collection policy refers 1o the procedures the firm follows to abtain
payment of past-duc accounts. Prompt collection of accounts tends 1o reduce
investment required 1o carry receivables and the costs associated with it. A firm
with long over-due accounts will be exposed to greater amount of risk of non-
payment. It is also possible that customers who have not cleared the payment
long due, may pay be hesitant 1o place order on the firm for further supplies
causing loss of some sales to the firm.

The overall collection policy of the firm is determined by the combination
of collection procedures it undertakes. These procedures include such things as
reminder letiers sent. phone calls, personal calls and legal action. Monthly
ciatements should be sent to the customers of overdue accounts, Some of the
customers may mot pay until they are reminded. Ti should be ensured that
staternent of accounts is sent promptly at the end of each month,

The most important variahle of credit policy is the amount expended on
collection of accounts. Other things remaining same, the greater the amount
spent on collection efforts, the lower the percentage of bad debt losses and the
shorter is the average collection period and vice-versa,

4.1 Debi Collection Drives
Some of the effective steps in debt coliection drive are:
i, Organizing and maintaining an efficient credit {eollection) department.
ii. Setting credit standards and terms and defining clearly the collection
policics and proceduncs.
iii, Preparing periodically, the customers accounts by age, sales regions,

territories etc., and sending them to respective sales offices staff for
follow up.




v Assigning specific responsibility for eollection.

v. Offering imcentives like cash discounts for; prompl payments.

vi. Organizing o machinery for settlement in case of disputes.

viL Revicwing the customer’s accounts periodically, 1o identify frequent
delaulis nd rregular accounts in order to tighten the credit terms and
avord had debes.

4.2 Factoring Reccivables

Factor or Nawtoring company is a frm that, by amangement, purchases the
trade debts of us clivnts and collects them on its own behalf. The factor has the
right 1 select, the debts he will service and may not be prepared to make
advances against debts that the considers doubtful. Factoring is common method
of financing receivables in United States but developed more reoently (since
1960) in the United Kingdom. The first factoring organization to operate in the
LK. on a substantial scale was International Factors Ltd., a consortium of well
known and respected financial and commercial institutions like the First
National Bank of Boston and Hill Samuel Co. ete. The Portland Group Shield
Factors Ltd.. and Heller and Hambras are also active both home and oversens
trade.

4.3 Classification of Accounts Receivables

According to age, accounts receivables should be classified into;
L. debts outstanding for a period exceeding six months:
il. other debis,
According to security and realisability, accounts receivables should be
classified as under:
i) debts fully secured and in respect of which the company is fully secured:
) debts considered good for which company holds no security other than
debtor’s personal security; and
i) debts considered doubtful or bad.
This classification helps in designing suitable collection efforts by the
management.
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5. EVALUATION OF ALTERNATIVE CREDIT POLICIES

The benefits and costs of alternative credit policies have 10 be forecast
and compared, Five steps are involved in evaluation. These are:
i, Caleulate cost of extending credit under current policy,
ii. Calculate cost of extending credit under new policy.
iii. Compute incremental cost comparing (i) and (1) above,
iv, compute incremental benefit, disregarding credit cost,
v. Compare incremental cost and incremental benefit

5.1. Credit period Extension

Consider the following case, involving credit period extension issue. A
US parent’s French Subsidiary has annual sales of § 2 mn with 90 days credit
period, If eredit period is risen by a month, sales will rise by 6% or § 120,000,
Cost of additional goods sold is $ 70,000, Cost of finance 1% p.m. Euro
depreciates at the rate of 0,5% per month. Should the parent firm permit French
subsidiary to rise credit period?

Solution:

Present value of § | receivable at 90 days ’

given financial cost of % p.m = =lgLety
= 0.9706

Cost associated with Euro depreciation
@ 0.5% p.m for 3 months = (1.005)"-1
= 1.0151-1=0.0151
Furo depreciation adjusted PV of $1 receivable
afier 90 days = (.9706) (1 -0.0151)
= (9706} 0.9849)
= (.9559
This implies an overall credit cost of= (1-0.9559) = 4.41% lor 9 days

The same way, for 120 day credit period, the overall cost will be; 5.85%

So. the incremental eredit cost for 1 month of credit extension. 1e., from 3 to 4
months = 1.44%: (i.e., 5.85% - 4.41%)
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I'he incremental profit of the credit extension credit decision is given by
P=] C-Addl Sales x K, — Old Sales x (K, - K.) |
Where P = Change in profit,
AL Contribution on Additional sales
Ky New Rate of cost of receivables = 5,85%
K. = Old Rate of credit cost = 4.41%;
(K, - K, = Incremental cost = 5.85% - 4.41% = 1.44%
Puatting these salues, we e,
B= (R120000 - ST0000) -$( | 20000)(C.0585) - $C2000,000) x{ 0.0144)
= S 500000 - % 7020 - § 28800 = S 14180
This credit period cxtension decision is good as profit rises by § 14180,
Simalarly, if credit period is reduced net position needs 10 be worked out.
Here there will be loss in contribution due to decline in sales, But gains in the

torm of reduced capital cost, bad debt, etc are possible. The effect on profil
hefore mx must be computed o decide.

5.2. Credit Standard Relaxation

A US company sells on eredit to customers in high credit rated countries
only. s annual sales average $ 600 mn. (S.). Its cost of capital is 12%, (K). lts
varinble cost o sales ratio (VCR) is 30%. The average collection period (ACP,)
works out w0 45 days. The firm wants o extend a limited credit sales o
customers in the next level credit worthy nations too. I expects o book
additional sales of $150 mn, (08). The new average collection period (ACP,)
will go up to 60 days. Its bad debt is likely to rise 10 1.5% sales from current 1%
of sales, Is the credit standard relaxation good?

Solution:
AP = AC - [(AS) x K x VCR x (ACP, /360 )] =8, x K 2 {ACP, —ACP, ) (360) -
ABD
AP = Addl Before tax profit
AC = Addl Contribution = Addl.Sales x (1-VCR)=$150 mn x ( 1- 0.7)
= $150 mn x 0.3 = $45mn
(AS) X (ACP, 7360 ) x VCR x K= New Invi. in New debtors x Cost of capital




-

= 5150 mn x (60/360)x 0.7x 0.12=52.1 mn
S, (ACP, = ACPY (3601 x { K) = AddL Invt. In old debtors x Cost of capital
= $600 mn x| (60-45)360] x 0.12 =5 3 mm.
ABD = Addl. Bad debts
= New Level of Bad debt — Old level of Bad debt
=[$600mn+5 150 mn)x 1.5% | - [ 5§ 600 mn x %]
= [ $ 750 mn x 0.015] — [$600mn x 0.01] =% 5.25 mn.
Substituting the computed data we get
AP=%45mn-$ 2.1 mn-$3mn-8§ 525 mn
=% 34.65 mn "
It is profitable to extend credit sales to the customers in the less credit countries
s well.

Similarky, if credit standard is tightened, net position neets o be worked
out, Here there will be loss in contribution due to fall in sales revenve. But gains
in the form of reduced capital cost, bad debt, etc are possible. The effect on
profit before tax must be computed to decide.

5.3. Credit terms

Credit terms refer to discount incentive for prompt pavment. Even though
a longer credit period may be allowed, prompt payment can be ensured by
offering cash discount. A company offers 2/30, net 45, Its current sales are § 400
mn, PV ratio 28%, K = [2%. 60 percent of accounts sales avail cash discount. It
wants to reduce the cash discount percent 1o 1%, As a result it expects that its
sales will drop by $ 30 mn, Percent of discount avaling customers will become
Just 40%%.  Is it a good move?
Solution:
We neéd to compute the ACP, and ACP,.
ACP, = 0.6 x 30 days + 0.4 x 45 days = 36 days.
ACP, = 0.4 x 30 days + 0.6 x 45 days = 39 days

P = Savings in Cash discount — Addl. capital cost — Loss in Contribution
Savings in Cash discount = Old Discount level — New Discount level
=[Ssx P xR, =[S, x P, x R,



=[5400mnx 0.6 x0.02) - [ $ 370 mn x 0.4 x 0.01]
“348mn-5% 148 mn=1%3.32mn,
Addl, capital cost = |Accounts Receivable New - Accounts Receivahle Old] x K.
= [$ 370 x(39/360) - $ 400 x (36/360)] x 0.12
= [$40.083 — $40.0] x 0.12
=% 0.00 1 mn
Loss in Contribution = Fall in sales % PV ratio =% 30 mn x 0.28 = § 8.4 mn
80, LIP= Savings in Cash discount — Addl. capital cost — Loss in Contribution
=$332mn-$0.00lmn-$84mn= -$ 5.081,
There is fall in profit. It is loss. So, the change in policy is not 10 be pursued,
Similarly. if credit terms are relaxed the net position needs 1o be worked
out. Here there will be gain in contribution. But losses in the form of increased

capital cost. increased discount, ete are possible. The effect on profit before tax
mizst be computed to decide

5.4 Collection Effort

Collection effort needs 10 be balanced. A stringent collection effort will
reduce sales and hence contribution 100 and increases the administrative cost. Sa
these result in loss. But bad debt loss, capital cost will fall. Thus there is gain, A
liberal collection effort will give more contribution and less adrministrative cost,
But cost on capital locked up in accounts receivable and bad debt loss will
mount. To liberalize or to tighten? We need to match the gain and the loss
together. and the net position will govern our decision,

IMustration:

A company adopts a stringent collection effort. Its current sales are $ 400
mo, PV rmtio 28%, and K = 12%. 2% of sales are spent on collection
administration, which is considered high. The bad debt is just (1.5% of sales, The
ACFE is 30 days. It wants to liberalize its collection effort. As n result sales will
boost to $500mn. But bad debt will scale up 1o 1%. Adminfstrative cost will pet
halved from the present rate percent. ACP will however Jump to 50 days, Is it
good to liberalize collection effor?

Solution: The benefits are: Increase in contribution and fall i admimstrative
eost.
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The drawbacks are: Increase in bad debt and capital cost, So, we have o
calculate these and find the net position to aid our decision process.
i. Increase in contribution = Addl. Sales x PV Ratio = $100 mn x 0.28 = 328 mn.
it. Fall in administrative cost = Old cost — New cost
= 204 on $400mn - 1% on $500mn
= $8mn-$5mn = $3mn,
iil. lncrease in bad debt = New level bad debt — Old level bad debn
= 1% of $500mn - 0.5% on $400mn
= $5mn - $2mn = §3mn
iv. Increase in capital cost = [Addl Sales x VCR x K x ACP, /360]'
+ [ Old Sales x K x (ACPn -ACPo) /360]
=[100 % (1 —0.28) x 0.12 x 50/360] + [400 x 0.12 x (50-
30)/360]
=%$1.2 mn+ $ $2.67mn = $3.8Tmn.
Now [P =3 28 mn.+ $3mn - $3mn - $3.87mn = $ 24.13 mn.
It is advantageous to liberalize the collection effort,
Similarly, if collection effort is tightened net position needs to be worked
out. Here there will be loss in contribution. But gains in the form of reduced

capital cost, bad debt, etc are possible. The effect on profit before tax must be
computed 1o decide,

5.5. Credit Extension decision

The credit granting decision o a particular customer is to be based on
expected profit, over ime horizon.

Expected profit = P (Revenue — Cost) ~(1- P} (Cost). where P is the
probability payment will be received. Suppose a deal with a customer involves
$400'mn in revenue to the firm, The cost of sales is $310 mn. Given "P'= 90%,
the Expected Profit = 0.9 { $400mn-$310mn) - 0.1 {($310mn) =% 8lmn - $31 mn
= 330 mn.

Repeat orders: In case repeat orders are involved expected profit computation
15 as follows.

Expected profit =1 (R—Cy) - (1-P, )C1 + P, [P {Rr-Cay - 1-P3 ) Ca] +......
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Suppose the first deal with a customer involves $400 mn m revenoe and
cost of sales $310 mn. Given ‘Py"= 90%. The second deal with a customer _
involves 3600 mn in revenue and cost of sales $300 mn. Given 'P2'= 95%. R, .
Rz, ete are the revenues from 1%, 2™ deals, C; €, are the deal-wise costs, Py , |
P'; are the probabilities of payment made,

The expected profit = [0.9 ( $400mn-$310mn) — 0.1 ($310mn) | + 0.9
[0L95 { $600mn-$500mn) ~ 0.05 ($300mn) | = |5 $lmn - $31 mn] + 0.9 [$95mn
- $25mn] .

= %50 mn + $63mn =% 113mn.
5.6 Exchange Rate Implications d

In the analyses of evaluation of altermative credit policies, exchange rato
changes will have 1o be considered when the invoicing currency is a foreign
currency. If domestic curreéncy is the invoice currency. no cognizance of
exchange rate changes is needed. The revenue, the cost, the cost of capital, etc
all will undergo changes when forex rate fluctuations are relevant

6. LETTERS OF CREINT

In globel credit sales. credit worthiness of the importer, fulfillment of the
order by the exporter and payment to exporter according to terms of the sales
contract must be ensured. The importer and exporter cannot ensure the above by
themselves. They can however, achieve the same with the involvement of banks
which have the prestige of international accepiability.

Letters of credit is. predominantly used by the banks in the process of :
facilitating cross-border sales transactions.

Letter of credit s a letter addressed to the exporter (seller) and signed by
a bank acting on behalf of the importer (buyer) with the undertaking by the bank
o ensure payment to the exporter if the exporter conforms to the conditions of
the letter of credit (L/AC),

6.1 Merits of L/C to Exporter

(i} Elimination of credit risk, due to default by importer
(i) Elimination of payment risk due 1o exchange controls
(iii)  Elimination of uncertainty

4



(iv) Elimination of pre-shipment risk of order cancellation
{v}  Elimination of unceriainty of market for product.
6.2 Merits of L/C to Importer
(i}  Surety of merchandise shipped conforms 1o specifications
(il Can command better credit terms
(iiiy  Only means of clinching a deal if exporter insists on L/C
(iv) L/C does not involve lock up of fund, before supplies reach
(v} In case of advance payment, the money is with the importer’s bank
issuing L/C.
6.3 Mechanism of L/C
e mechanism of L/C is given in the diagram given below.
Diagram Depicting Mechanism of L/C

# | 1) Purchase Order
(5) Goods Shipped
US importer a— Indian Exporter
LIC App ( 13) Shipping Documents
lication (£) Forwarded
Iy Frymenl given
Citi Bank ———# (1} LC Delivered——W
New York {7y Shipping Documents 4
——— () Fund Remitted ————™

Bill Accepted
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6.4 Types of Letters of Credit
Different tvpes of letters of credits are in vogue. These are described below:

A Revoeable L/C is issued by the issuing bank and contains a provision that the
bank may amend or cancel the credit without the approval of the beneficiary. It
provides least protection to the seller/exporter.

An Irrevocable LIC cannot be so amended or canceled without the Seller’s
prior approval, A confirmed Imevocable L/C  confains an extra protection; in
addition to the issuing bank's commitment, a confirming bank adds its own
undertaking to pay provided all conditions are met. The confirming bank { which
may be but need not be the same as the advising bank) will pay even if the
issuing bank cannot or will not honour the selles’s drafi.

A revolving LIC is used when the seller is going to make shipments on a
continuing basis and a single L/C will cover several shipments, A transferable
L/C permits the beneficiary to transfer a part or whole of the credit in favour of
one or more secondary beneficiaries. This type of L/C is used by trader sellers
who act as middlemen between the buyer and the manufacturers) of the goods.
The trader intends to profit from the difference between the original amount of
credit and the amount transferred 1o the secondary beneficianes.

In & back-to-back L/C the beneficiary of the original L/C requests a bank
(usually the advising bank o the original L/C) to open an irrevocable L/C in
favour of another party who may be the ultimate manufacturer/supplier of the
goods. The original L/C is a guarantee against the second L/C.

In Red-Clause L/C a clause is printed in red ink on a normal L/C authorizing
the advising bank 1o make clean advances to the seller which are offset against
the sales proceeds when the documents are finally presented. In effect the buyer
makes unsecured loans to the seller in the latter’s curreney. This type of L/C 15
used when there exists a close relationship between the buyer and the seller,
When the currency of invoice in a transaction is neither the exporter’s, nor the
buver's home currency, a bank in the buyer's country may request a third
country bank to advise the seller who will be paid for in the third country’s
currency by that bank.
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Sl. 24 - 16

6.5, Control on Accounts Receivables

As was earlier referred to the investment in sccounts should be within
accepted level, To achieve this, control measures are needed so that when
actuals fall outside the prescribed range, corrective actions can be taken, In
controlling accounts receivable certain techniques are adopted. Three such
techniques are described below. These are: (i) Debtors turnover ratio,
(i1} Debtors velocity, and (iii)} Age of debtors.

Debtors Turnover Ratio (DTR)

Debtors turnover ratio refers to ratio of sales to accounts receivable
(Sundryv debtors plus Bills receivables). The accounts receivable may be closing
figure, or average of year beginning and year-end figures or average of monthly
opening and closing figures, An acceptable range for the ratio be fixed. Say a
DTR of 5 to 6 times is fixed as ideal. When the actual ratio is within this band,
it is all right. If the actual DTR is less than 5, it means more money is locked up
in accounis receivables. Fither sales have slumped relative 1o size of debtors, or
debtors have risen to sales. If the ratio exceeds the upper hand, it means
customers promptly pay willingly or buy over force. It is good. However, il
miore sales can be booked through relaxation should be considered.

Debtors® Velocity

Debtors” velocity refers to how many days sales are outstanding with the
customers. This is given by: Accounts receivables / Per day credit sales. If fact,
debtors” velocity indicates the average collection period (ACP). 1f the ACP is
hovering around the credit period allowed, every thing is fine. If it exceeds the
eredit period allowed, it signals snag in our collection, or unattractiveness of
cash discount allowed, which should be corrected. 1f ACP is less than credit
period allowed, it can be considered as good, but behind it a very stringent
collection policy or very liberal cash discount facility might he there. The exact
cause and the desirability of its continuation needs to be cxamined. Debtors’
velocity can be computed, this vary also, that is: Number of working days n the
vear / DTR.

Age of Debtors

Age of debtors refers how long debts are outstanding. Say 10% ol
accounts receivable is & months old, 15% is 5 months old, 25% is 4 months old,
25%, is 3 months old, 15% is 2 months old and 10% is 1 month old. The average
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ape of debtors comes to: 6+ 75+ 1.00+ .75+ 3 + .1 = 3.5 months. An ideal
breakup of accounts receivables can be established and actual position is
monitored accordingly, The ideal average age and sctual average age of
accounts receivables can be compared and control is exercised on accounts
receivables,

T.INVENTORY MANAGEMENT

Inventory takes different forms. Stocks of raw materials, work-in process
and finished goods are prime inventory. Invenlory is an important current asset,
that every establishment engaged in production and are marketing has to carry.
Inventory is the buffer between two related activities. Between purchase and
production, between the beginning and completion of production, and between
production and marketing buffers are needed. Buffer means a cushion to fall
back on. Production should not suffer due to some difficulty in purchase of raw
materials. Marketing should not suffer due to some difficulty in production. If
the business has some stock of raw materials, a temporary difficulty in purchase
will not affect production since the stock of mw materials can be used, If there is
a stock of finished goods, marketing will not be affected due to any lemporary
hurdle in production. The stock of raw materials and finished poods, therefore
scrve as buffers absorbing the difficulties in purchase and production
respectively. A business has to carry certain amount of nventory. Carrying too
much or too little of inventory is bad as it involves avoidable cost. Inventory
control is concerned with the deciding of the right quantity of inventory to be
carmied by businesses. You will see how this right quantity is determined in the
course of this lesson,

7.1. Concept of Inventory Management

Inventory management refers to the planning and control of the size of the
individual items of materials that are carried on by a business. Take any business
lirm-trading or manufacturing, many and diverse materials are deall with / used
the firm. Quite a lot of money is locked up in these materials carried as stock,
Several factors account for this. The nature of the business, the size of the
business. the scasonality of production’ consumption of the production, the
seasonality of raw material availability, the terms of purchase/ sale, the length of
the production cycle. the dependability of transport facilitics, the inventory
policy of the business, the costs of emergency action courses, the lead time and
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the lead time consumption needs and the probabilities associated therewith etc.,
influence the size of inventory., To elaborate a little, trade and most
manufacturing businesses, large businesses, seasonal businesses (like those in
the manufacture of umbrellas, rain-coats, ice-cream, cic), business using raw
mitenals which are available only during certain seasons (like flour mills, edible
oil mills, etc), businesses which buy on cash and sell on credit terms, businesses
with longer peoduction cycle(where the time gap between beginning of the
production process and its completion is more), businesses with uncertain
transport infrastructure, businesses pursuing cautious inventory policy (which
carry more stock relative to their level of opemtion), businesses where
emergency purchases cost heavily, and businesses with large / fluctuating lead
time and lead time requirements carry a higher inventory than other businesses.

Well, coming back to determination of the optimum size of inventory, due
regard given to all the above said factors, different questions arise. These are: i)
How much to order every time? i) When to order or what is the reorder level?
What should be the safety stock” What stock-out probabilities and levels are
accepiable? 'nventory management has o find optimal/satisfying answers to
these, and, tt e size of inventory is thus determined.

The quantwn of inventory carried depends on the motives of the organization.
There are primarily three motives, namely transaction motive, precautionary
motive, arel speculative motive. Inventory carried in order to facilitate smooth
running of day-to day operations is called rransaction imvenrory. Inventory
carried to meet uncertainties like spurt in demand, increase in rate of usage,
delay in arrival of ordered inventory; etc comes in the second category namely
precautionary inventory. When excessive inventory is held taking advantage of
favourable price trends in the market, such excessive inventory is called
speculalive imveniory.

Inventory requirements for meeting the transaction and precautionary
needs can be planned with fair degree of accuracy given the rate of usage, lead
time, and, the level of insurance against stock-outs that is considered prudent and
other relevant information, With the help of these information the maximum,
minimum and reorder levels of stock and the optimum quantity of stock to be
ordered each time can be ascertained. The stock level and optimum order
quantity plans help achieving the objective of the inventory management.
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7.2. Importance of Inventory Management

Inventory forms a significant segment of current assets.  For
manufacturing processes a chunk their-current asset is in inventory. For durable
goods manufacturer’s work-in-process constitutes a good portion of their current
assets, In manufacturing businesses roughly 30% 1o 70% of current assets are in
inventory of one form or other. In trading businesses the maximum range can
even approach 1009 and the minimum may never fall below 5086 or so. So

funds are kept invested in inventory. As these funds are not free of costs
and investible funds are limited, every business has wo see that it carries only just
enough inventory which must ensure that:

= the increasing demand of the customers 1s met,

* there is no lost sales (Le. sales that could have been made but for

stock availability) and there 15 no loss of consumer goodwill,

= the production operations go smooth,

= there is no pile-up of stock of any item and consequent loss due to

obsolescence, theft, eic. and

= there is no lock-up of more than adequate capital inventory.

Thesc objectives are conflicting. The first three objectives call for more
investmen! to inventory, while the rest pull in the opposite direction. Herein the
management has to play its role and balance these divergent objectives and set
the optimal level of investment in inventory, Hence the significance of inventory
MAnEgement.

7. 3. Inventory Costs

There are three tvpes of costs, These are: ordering costs (costs associated
with placing orders), cost of materials and carrying costs, Ordering costs include
cost of stationary, postage, telegram. etc in plecing an order. and cost of
administration of the purchase organization. Ordering costs are generally
assumed to be fixed per order and directly pmmmimmi with the number of
orders. Cost of materials is the purchase price, plus transport and insurance
dunng transit and taxes il any. Carrying costs include space costs, storage costs,
insurance, taxes, obsolescence, theft and pilferage, wastage and loss, the interest
on capital lock-up. etc. If you camy more l:'|1|.ru|:r|l-:|rg,I there are also costs like high
unit price for the inherent smaller order sizes, contribution on sales lost, cost of
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lost consumer patronage, and so on. For any given level of inventory, these three
components of inventory costs ane present in some proportional-mix.

Inventory management aims at reducing both the ordering cost and
carrying cost. As these move in opposite directions, minimizing the total of both
these costs is the crux of the whole of inventdry management exercise.
Economic order quantity technique of inventory management is based on this
minimization effect,

7. 4. Inventory Levels

Better inventory management is possible by seting up inventory levels
like maximum level, reorder level and minimum level.

Muaximum stock Jevel represents the quantity of mventory beyond which
the stock should never move up. Reorder level refers 1o the level of stock at
which an order for replenishing the inventory has 1 be placed. Minimum level
or safety level is the stock level below which the size of inventory should not
normally fall. Lead time, lead time consumption and the cconomic order
quantity (EOQ) determine these inventory levels, Lead time refers to the time
lapse between order placement and receipt of goods. Lead time consumption
refers 1o the requirement/demand during the lead time. Lead time is not a
constant factor, neither lead time consumption s, So, minimum, maximum and
average lead times and minimum, average and maximum lead time usage rates
(per period) are found from experience. EOQ is a fixed quantity which is the
square oot of twice the per period (say a vear) requirement of material times
ordering cost per order divided by carrying cost of a unit of material per period
(@ vear),

The different inventory levels are given by:

i. Reorder stock level = Maximum lead time x Maximum usage rate OR
Minimum stock + { Average lead time x Average usage rate)

i, Maximum stock level = Re-order level + EOQ- (Minimum lead time x
Minimum usage rae)
i, Mimimum stock level = Reorder level - (Average lead time x A VEriEe usage
' - rate)
iv. Average stock level = Minimurf level + 1/2 of EOQ
v. Danger stock level = Minmmum usage rate x Emergency lead time
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8. TOOLS OF INVENTORY CONTROL

Several inventory management lechniques are available. The above
referred to EOQ and inventory levels are themselves some techniques of
management of inventory under conditions of certainty und uncertainty, These
are presented right now. Then the ABC control technigue is presented.

8.1 EOQ Technigue

hen an organization j8 operating under conditions of absolute certainty,
inventory planning is relatively a simple affair, By “conditions of cortainty’, it is
meant that the rate of usage of or demand for the item of inventory in guestion (
stable. the Jead time is fixed, and the supplier of the item is able o execute
orders any time. When all these conditions are satisfied. It would be enough if
the organization maintains adequate mventory for its transactional needs. In
other words, there is no need 1o hold inventory for meeting contingencies. All
that it needs 1 do is to determine the optimum reorder quantity and the reorder-
level, Under certainty business conditions there is no need to carry any safety
stock at all and the minimum stock level is zero. The maximum stock level shall
be equal to the reorder quantity. To determine the optimum order quantity the |
costs of inventory are considered. Inventory holding involves two types of costs,
namely, carrving costs and non-carrying ¢osts. Whatever the level of inventory
held there would involve certain amount of both these costs. Carrying costs refer
1o cost of capital locked up in inventory, space and storage, insurance, tax, etc.
Non-camrying costs refer to ordering costs, lost sales, lost quantity discounts, efc,
At optimal order quantity, the two costs together are the minimum,

Given the total quantity needed during a certain period of time be A’
units, the quantity to be reordered be ') units each time, the cost of carrying
one unit of inventory being "C* rupees per period and the cost of placing an
arder be *0F rupees, the total carrying costs would be QC/Zand otal ordering
costs would be AQQ.

At optimum order quantity the total inventory cost ie., ‘-'{—E‘;‘—}+ 5: would be the

east. By difTerentiating iﬁ&% with respect 1o quantity and sefting the same

s equivalent to zero, we get,
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(C/12)- 5--- i ;‘2 -£ wDC=240 arp* =24c/C

2
The () = Optimum Order Quantity = ~2ACHC

Iiustration 1: The annual usage is 36000 units, cost per unit is Rs, 100, cost of
carrying one unit for one year is 20% of cost and cost of placing an order is Rs.
400.Find the optimum order quantity,

Solution:  Optimum Order Quantity = 42401/ C = J/2x36000x400/ 20 =1200

But in practice an organization cannot always stick to the optimum order
quantity due to limitations of facility or restrictions on the size of orders imposed
by the supplier or varying quantity discounts offered by the supplier depending
on the size of individual orders. In all these cases the relative costs of all possible
alternatives have to be found out before the decision is finally taken on the size
of reorder quantity or the EOCQ.

Ilustration 2: Continuing the illustration 1 above, and assuming thal the
organization 15 having storage facility to accommodate only 1000 units but has
facility 1o hire space to store additional 200 units al an extra cost of Rs. 2000 per
annum, what is the right quantity to be ordered

Solution: The involves computing the total inventory cost for 1000 and 1200
units of order sizes as worked out below in Table 1:

Obviously the orgarization would fix its order quantity at 1000 units,
though the unconstrained optimum order quantity is 1200 units originally. The
cost saving is Rs. 1,600¢- per annum.

Table 1: Computation of Costs under Alternatives

ltems of cost Amount of Cost Il
&mdng l;u lnr
100D umits 1200 units

L S R ...

Ordering cost A/Q x O 14.400 12000

Carrying cost /2 x C 1 0,000 12,000

Additional cost of facility, if hired -- 2,000
Total | 24,400 26,000 |
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Hiustration: 3: Sometimes the supplier may stipulate that orders.in multiples of
say, SO0 units anly are acceptable to him. How is the EOQ computed?

Solution: In this case. the optimal order quantity is to be calculated ignormg the
restriction and then the total cost of inventory is computed at ordering quantitics
satisfving the stipulation immedimely above and below the optimal order
quantity level. In our case of illustration 1, 1000 and 1500 units are the
alternative ordering quantities in question below and above the optimum order
size of 1200 units.. The cost computations are as under m table 2:

Table 2 Computation of Costs under Alternatives

ltems of cost Ordering qn!niity
1000 units 1500 umits
B (Rs.} (Rs.)
{rdering cost A/Q & O 14,400 G0
Carying cost Q2 x T 10,000 15,00
Toml | 24400 | 24,600

| v e Sty =3 i

An order guantity of 1006 units is marginally cconomid.

Ilustration 4: The supplier may quote differing prices for different order
quantities. Let us assume that in our case the supplier quotes the following prices
for different quantities of order given under:

Owantity ordered Price per unil {Rs)

Lexs than TEENT [ L £
1007 ~ 15040 09.90
1501 — 2000 99.75
2000 and above 9960

Find the Economic Order Chusmntity.

Solution: The organization considers orders of sizes of 1000, 12040, |800, 2000
arul 2400 units. The computation of optimal order quantity is carried oul below
in kahle 3;
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Table 3: Computation of Costs under Alternatives

Order | Carrvingcost= | Ordering cost |  Discount | Net Cost=
Size(@ | (Q)xPricex | =(AQx0) | earned=(Ax | ()34
20%) discount rate)
(1) @) 3 (4) 5)
(Rs.) (Rs.) {Rs.) H‘lﬂ}
1000 10,000 14,000 : 74,400
1200 11,998 12,000 3,600 20,388
1800 17,955 2,000 9,000 16,955
2000 19,950 7,200 9,000 18,150
2400 23,904 | 6,000 14,400 15.504

The optimum order quantity is that quantity level where the cost of
carrving and ordering less the discount earned is the minimum (Discount eamed
« Annual purchases x Discount per unit), An order quantity of 2,400 units is the
optimum level since the net cost is the least here, namely Rs. 15.504.

There is an alternative approach as well. We shall elaborate the approach
with an illusteation.
Ilustration 5: Consider that a firm has been offered a discount schedule for the
purchase of a component used in the production of the firm’s main product. The
cost of ordering is Rs. 250 per order, the anmual average inventory carrying cost
is 20 per cent. and the annual requirement is 3,000 units.. These details and the

varying unit prices arc as under.
Price break quantity Unit price (Rs.)
1000 and over 13,50
T50-999 15.50 !
500-749 | 7.00
250-499 | 9.0
1-249 20.00
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Compute the optimum order quantity.

Solution: At the different prices EOQ values are computed. The discount
schedule offered by the vendor slong with the corresponding economic ordering
quantities are a4 follows in table 4.

Table 4 : EOOQ at Different Price Breaks

| EOQ for each price | Price break guantity | Unit price (Rs.)
T46 1000 and over 13.50 |
695 750-999 1550
66 500-749 17.00
286 250-499 19.00
612 1-249 : 20.00

A series of comparisons are made between the economic order guantities
and the lowest quantity offered for sale at each price break. We have o locate
the first EO() level which is greater than the minimum offer quantity in the
given price breaks. In our case this first greater than condition is met with the
price break quantity500-749 and the EOQ is 664 units. It is now necessary 1o
calculate the annual mventory costs for this EOQ level and minimum price
hreak quantities above this level. Thus, total costs must be computed for the
following: 664, 750 and 1000 units.. These values are given in Table 5. It can be
seen that the total cost is lowest for the order quantity of 1000 units . at which
level the unit price is the Towest at Rs. 13.50 . The Company should take the full
advantage of guantity discounts by ordering 1000 units,

Table 5: {‘nqpuluiinu of total Costs for Selected Quantity and Price

Number | Costs of goods Inventory Ordering costs | Total costs
of units | (3000 annual carrying costs | (250 x Av. No.
writy x wnig (20% of Av. of orders per

price) Taventory costs Year)
- _ (Rs.) (Rs.) (Rs.) (Rs.)
664 51.000,00 1128.80 1129.50 53,258.30
750 46,500.00 1162.50 1000.00 48,662.50
1000 | 40.500.00 1350.00 760.00 42,60000 |
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8.2 Stock Level Technique

When rate of usage and lead times are varying, then we say there is
uncertainty (Other uncertaintics like price fluctuations, seasonal factors, efc., arc
not considered). In such cases effective inventory management nesds two factors
to be satisfied, namely, investment in inventory does not exceed a certain limit
and stock out situation does not arise. In other words, the maximum stock level
and minimum stock level are to be scientifically fixed taking nto account
various factors. In sitmations of this natre, the maximum, average and minimum
lead times and usage rates are first computed. Then the different levels of stock
are determined, The formulas are already given.

Continuing our example given in the very beginning, let us assume the
following as given in table 6,

Table 6 : Usage rates and Lead time

Usage rate in units Lead time in days |
_ (UR) (LT)
Maximum [MAX] 120 11
Average [AVR] 100 7
' Minimum [MIN] _ &0 5

Assuming an opening inventory of 2000 unirs the order schedule, usage
and inventory levels, under the most pessimistic, most optimistic and most likely
levels of usage rate and lead time would be as given in Table 7. In the most
pessimistic situation the stock level just prior to receipt of the reorder quantity is
zero, but there is no stock-out. However, as stock level approaches “Zero® there
is the potential danger of running out of stock. i.e. us it reaches the danger level,
urgent measures o procure materials are called Tor. westment in mventory is
best utilized here. In the most optimistic case. the usage rate is less and the
delivery of orderguantity is most prampt. resulting in relatively maximum stock
position throughtut, There is more safety here, but at the same time there is
piling up of the stock. In the most likely situation, there is neither fast depletion
nor pile up of stock. Fair level of safery and wrmnover of stock are ensured.

It could be seen from the above that the end stock position is influenced

by the consumption during the lead time ie., (UR x LT). In the above analysis,
three cases with varying levels of consumption having different impact on the
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end stock are dealt. Other levels of consumption could be anything given by
AVE LT x MAX UR, AVR LT x MIN UR, MAX LT x AVR UR, MAX LT x
MIN UR. MIN LT x AVR UR or MIN LT x MAX UR. But in all these cases the
consumplions would fall within the limits set by the most pessimistic and most
optimistic situations, Hence, the organization will not run out of stock, though
the stock carried may be slightlv excessive in cenain cases.

8.3 ABC Technique

Here, inventory items are analyzed inlo three categories on the basis of
total annual cost of each item. “A” category consists of inventory items whose %
value o total outweighs their % volume 1o 1otal, ie., value is more, several fold,
than the volume, "C7 category consists of inventory items whose volume
outweighs their value, ie., volume, is more, several fold, than value. The “B*
catepory comes in the middle with modemte volume and moderate value. A
rough and ready count would put that “A" category accounts for 70% or so of
value but only 10% or so of volume, B category accounts for about 20%% of value
and 20% volume and "C” for 10% or so of value and 70% or so of volume. In the
computation of volume percentage different suthors adopt different methods,
Some count the number of classes items while others wke head-counts of
individual items of all classes of inventory items held.

Table 7: Inventory Levels

Detaily Mosr Moasr Maost likely
pessimistic optirnistic Sifuaticn
I. | Assumption Max. LT& |MinLT& |AVRLI&
Max IR | Min UR AVR UR
2. | Opening stock 2004 2000 2000
3. | Less usage to recorder | 680 {reached | 680 (reached | 680 (reached in
level in 3 davs) m &5 days) | 6.8 days)
' 4. | Recorder level [Max.
5. | LT & Max UR] (Now
order is placed 1320 1320 1320




6. | Balance just prior to

receipt of ordered
quantiry

7. | Add: Receipt of
ordered quantity

8. | Present stock position

9. | Implication

10. | Time of next order

1200
1200

Potential
danger of
running out of
stock

Immediate ,
since present
stock level is
below recorder

level

920

1200

Stock turn
OVET 1% very
small and cost
of stock is

Relatively
long after
since the
present stock
level is the
MK ITILETY

level

| After some

620

1200

e

1200

Fair degree of
usage and
safety arc
assured

breathing time
since the
present stock
lies between
the recorder
level and the

TIAX LI

"A’ calegory is subjected to closer planning and control. Least planning
and control is attached to "C°, Reparding 'B° category a via-media course is
adopted. The reasons for this are not far 1o seek. By close control of A’ category
inventory costs are reduced. Table 8 gives the planning und control approaches

to the different categories.
ABC Control Technigue
Aspect Acategory | Boglegory | Cecategory
1 Nature A /
a Total Value High hﬁ!l_l_ql_ | Low
b | Volume Low Medium High |
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(39 ]

a |Size | Low | Medium High
b MNumber More Medium Few
13 Storage

la | Care Most Medium Less
[ b .. Records Complete Some Few
4L T

a | Procedure Stringent Moderate Lenient
b | Quantity Low Moderate Large
5 | Overal |

a f‘Eﬁning More Medium Low
b Control Muore Medium Low

9. SAFETY STOCK AND STOCK-OUT COST CONCEPTS : RISK AND
UNCERTAINTY MODELS

Safery stock is the minimum stock which the business must carry so that
no stock-oul sieation arises. 1f the inventory levels are set and adhered 1o stock-
out situations (ie,, out of stock positions) would not arise, But in actual praciice
however some organizations would like 1o take the risk of running out of stock,
by making a trade off between the costs of stock-out situations and the benefits
of carrying lesser safetv stock. A lesser safety stock level other than the ene so
far we considered may be followed by the organization. In determining this
reduced level of safety stock, the costs of carrying different levels of minimum
stock and the associated stock-out costs are taken mto account. The least cosi
allermative i3 choscn. Principally there are two methods of caleulating the
optimum safety stock level, The first method assumes a fixed amount of stock-
oul cost imespective of the level of shortage to stock and the second method
assumes a varying amount of stock out cost depending on the extent of shortage
in stock. The two methods are adopied here. With hypothetical figures the
‘modus operandi’ of the two methods is explamed. Curiously enough almost
similar resulis are obtained, though the results need not necessarilv be so.
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9.1 Computation of stock-out costs and determination of optimal
safety stock — Method 1

In method | the stock-out cosis are computed by taking into account the
probabilities of stock-out = different levels of safety stock and the cost of stock
out. The stock-out cost iz assumed to be constanl. The probability times the
stock-out cost gives the expected stock-out cost. The logic of the assumption is
that stock-out cost is constant per occurrence is maintamed here since the efforts
involved o replenish stock in the case of run-out situation are same imespective
of the quantity of shortage assuming that perfect market conditions are
prevailing.

[ustration 6. Take a hypothetical stock-oul cost of Rs, 40,000 per occurrence
and with a probability distribution as given below. Compute optimal safety stock
level ..

Safety Stock Probability of
(5) stock-out
(P) |
620 (.00
S0 (03
400 0.07
300 0.13
200 0.19
100 0.25
0 0.33
1.00

Solution: For different levels of safety siock, the expected stock-out costs for
different alternative levels of safety stock are computed in Table. The least cost
satety stock level is 400 units.

Table 9: Cost Computation with a Cost of Carrying of Rs. 20 per unit and
Stock-out cost per occurrence Rs. 40,000
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Safety Stock | Probability | Carrying Cost |  Expected | Total cost
of stock-out (SxRs. 20) | stock-out cosi
(PxRs.40,000)
(S) (F) (Rs.) (Rs.) (Rs.)
620 0,00 12,400 0 12.400
500 0.03 10,000 1.200 11,200
400 0.07 8,000 2 800 10,800
300 0.13 6,000 5200 11200
200 0.19 4,000 7,600 11.600
L0t (1.25 2000 | 10,000 12.000
0 0.33 o | 13200 13,200
.00 i

9.2: Computation of stock-out costs and determination of optimal

safety stock —~Method 11

Method 11 assumes that stock-out costs vary with the quantity of stock-out
and the probability of stock-out situntions given the safety stock. The quantity of
stock-out is equal to the excess of consumption during lead time over the normal
consumption and the safety stock held. The point to be noted here is that safety
stock is held to meet the excess in consumption over and above the normal
consumption. In other words enough stock to meet normal consumpiion 15

abways 10 be carried on and this stock is distinet from the safety stock

Mlustration 7: You are given the following rates of usage and lead time their
probability factors . Stock-out cost per unit is Rs. 200. Compute the optimal

sulviy stock.

Consumption l:ﬂﬂ time
| Units | Probability | Days | Probability
Maximum | 120 0.2 i I oa2s |
Normal 100 0.6 7 0.5
Mimmum B0 | 0.2 5 0.25
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Si. 24-17

Solution:

Note that the usage and lead times are the same as those used in an carlier
sectipn of this lesson. The only addition is the probability factor When the
reorder point is fixed at 1320 units {i.e. normal consumpiion during normal lead
time + Full safety stock level = 700 + 620 units) there is no stock-out st all, as it
should be. When the reorder point is fixed at 1200 units (ie. normal usage 700 4
safety stock 500), the stock-out will be to the extent of 120 unit with a joint
probability of .05, ie, 2 x 25 With successive lesser safety stock, different
levels of stock out arises with different joint probability factors. Table 10 gives
these figures in detail.

Now the cost of stock-out has to be ascerained, The stock-out cost per
unit of shortage is given as Rs. 200, It may be noted that stock-out cost per unit
shortage is more as it causes stoppage of production, loss of customer goodwill,
closure and resetting of production, and so on. Fixed expenses cannot be cut,
though no utility is derived from them during the period. Hence stock-out cost
per unit of shorage is much more than the cost of a unit of mventory. In
manufacturing under-takings this is largely the case. In trading concems the
stock-out costs may be lower. Table 11 gives the details of cost computation.

Table:10 : Extent and Probability of Stock-out

Safety | Corresponding Lead time Extent of | Probability
stock recorder point requirement | stock-out | of stock-out
(S) = {THHS) (Cases exceeding
5 Col.2 only) J
620 1320 Nil | Nil : -
500 | 1200 1320 120 D05
400 1100 1320 220 05
100 10040 1320 320 05
[RLHY 100 A5

241



200 9010 1320 420 03
1100 200 15
100 800 1320 | 520 05
1100 100 15
880 L 80 05
840 i) |
0 700 1320 620 05
1100 400 15
880 180 05
| 840 140 N

The carrving costs are obtained as usual, namely Safety stock x Rs. 20,
The least cost alternative is found to be 400 units of safety stock. In the first

method also we got the same result, though the two approaches may differ in the
result.

Table 11: Cost Computation for Different Levels of Safety Stock

Safety Expected .l Carrying Cost Total
Stock | stock-ont cost | (SxaRs. 20)
(=) iRs.) (Rs.) {Rs.)
620 0 12,4040 12,400
SO0 1,200 10,000 11,200
404 2,200 £.000 10,200
300 6,200 5,010 12,200
200 10,200 4,000 i4.200
100 15,800 2.000 17,800
0 22,800 0 22,800

242




9.1, Sales Inventory control

Sales inventory is the inventory of items meant for sale. How much of
such inventory be produced every time? In other words, what is the optimum
production run? What is the scheduling period? What is the minimum beginning
penad mventory? what is the minimum fotal expected annual cost? These are
relevant questions.

These questions can be answered provided we are given the following:
Annual Requirement , R. cost of holding one unit of inventory , Cl, shortage
cosl per unit per time C2 , set up cost, Cs, and time period , T. The optimum
order quantity, () is as shown below:

e 12RC, [C3C,
E il-i.'ll [I}

The first pant of the above formula is the same as the EOQ formula,
except that notations are changed. Actually, Cs in the above formula is only the
ordering cost , O, in the usual EOQ formula and TCI s simply the C in the
usual formula. The second part in the formula 15 new addition.

The optimum opening inventory level | S, is computed as below:

s = |28C, | G
\ 1T, ¥C,+C;

The optimum scheduling period, Ts, is computed as follows:

L = [FC [6+6
RC Y G

The optimum total cost, TC . 1 ks computed as follows:
RRTCG, |-
TC ,, =y 2RTC,C; |——
e "G +C,
Mustration 8: A manufacturer has to supply his customer with 24.000 units of
his product every vear, This demand is fixed and known. Since the unit is used
by the customer in an assembly-line operation, and the customer has no storage
space for units, the manufacturer must supply a day’s requirement cach day. If
the manufacturer fails to supply the required units, the shortage cost is Rs, 2 per
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unit per month. The mventory carrving cost is Rs. | per unit per month, and the
set-up cost per run is Rs 3500, Determine the optimum run size ((}), the
optimum  level of inventory (S) @t beginning of any period, the optimum
scheduling period ,Ts, and the mimmum wial expected relevant yearly cost
(FC).
Solution: We are given the following data:

T =12 months

R = 24, (0K} units

C1 = Re. 1 per unit per month (Cost of holding one unit of inventory)

(2 = Rs. 2 per unit per month (Shortage cost per umit per time)

Us= Rs. 3500 per run {Set-up Cost)
We know the formula for all the relevant values to be computed. Let us apply
them as bebow and get the values.

Furthermore, using optimum policy, the expected number of shortages at the end
of each scheduling period would be 4578 - 3056 = 1522 units,

i Jlm.'x HIIEQEJ_ . [z.rzquﬂuﬁsﬁ'r 1+2

Vo, Ve ¥ i Y2
=437k units per run
pic 2RC, [ €, [2X24000X3500 ¥ [ 3
e Yo +¢, ¥ nn Vis2
= 3056 uniis
21C, [c,+€, [xixin,, [i+2
t, 2 - X
TR TR YT TR

2.29 months or 9.9 weeks
TC,, = JIRIC.C, |—C1 = J3:340005T251x3500%, | —
o TNl 2RTC C, [ — = 222400021 22123500, | —
ki g [ Y 2 1+2

= R 36,660

9.4. Optional Replenishment System

There is another ¢lass of inventory control system known as opiion
replenishment svstem or *S-s™ policy. This system is a combination of perio
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(replenishment) invemtory system, with the basic feature of fixed quantity
inventory system, Optional replenishment system is useful in situstions where
the cost of reviewing the inventory is hugh and/or the cost of ordering 15 very
significant. When the stock on hand and the stock on order falls below a certain
level, say s, then an order is placed to bring the stock up 1o a level, say 8. Thus, s
indicates the reorder point and S denotes the desired inventory level, If perpetual
records cannot be maintained, due to high costs, then a periodic review can be
made. At the time of review, the inventory on hand is compared with s and S. If
the level is lower than s, an order is placed. Otherwise, no order 15 placed. The
review time also influences the reorder point 5. The above stated mule of
aperation is briefed below:

Place an order for  wherever S, + g, < 5. where
g=5-5-9
mnd 5§ = replenishment level
8, = stock on hand
g, = oulstanding quantity against previous orders
5 = reorder point
Otherwise do not order,

9.5. Probabilistic Inventory Model

The probabilistic model takes demand as a random variable. The solutions
for problems here use the notations as below: S- Selling price per unit, C- unit
cost of the inventory item: C1 - unit cost of over-ordering, ( opportunity loss
associated with each unit unsold), Cs — unit cost of under-ordering (loss due 1o
nol meeting the demand,) , Cp- cost of shortagel tha 5 loss of goodwill) V-
salvage value per unit, Pc — critical probability. and Ch - cost of holding. With
these critical probability is calculated, based on which units order size decided.

Mustragion 9: A wader swocks a particular seasonal product (say  woolen
swenters) ot the beginning of winter and cannot reorder. The em costs him Rs.
25 ench and he sells at Rs. 50. For anv tlem that cannot be met on demand. the
trader has cstimated a good will cost of Rs. 15, Any items unsold will have a
salvage value of Rs. 10. Holding cost during the period is estimated o be 10 per
cent of the item cost. The probability distribution of demand is given in below.
Determine the optimal number of items to be stocked.
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|r Units stocked | Demand probability Cumulative
(in hundreds) P(D=q) probability P(DCq)
2 0.35 1.00
3 0.25 (.65
4 .30 0.4
5 0.15 (.20
fi (.05 0.05

Solution: From the given details, we can write § = 50, £' = 25,

= 0.10x25=235, F= 10, C,=135.
C,=04C,-¥F
=25+25-10=173%
C=5-C Ca +C,.
2

g
- 50-25-22 413

=38.75

PR e e L Tk
C+C, 17.5+3875

Looking at Table 12 {column 3}, the lowest cumulative probability which
exceeds Pe is 0.4, and therefore, the optimal number of units o stock is 400
units. With the help of the above numerical values, we can evaluate the expected
net gain from stocking as the number of units stocked is increased from 200 to
600, This 15 given in Table |2,
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Table 12: Computations of loss and gain

Units | Cumulative Expected incremental loss Expected
stocked | demand Of under ordering | Of over ordering | Incremental
P(D g L =C,P{D g) OL=C,P(DCg) | Bain={cold
[ —col.d)
200 100 | 1875x10=3875 |175x0 =10 | 38.75
300 63 38.75x0.65=25.19 | 17.5x0.35=6.13 19.06
400 0.40 38.75x04 =15.50 | 17.5x0.6 =10.50 5.00
200 020 | 3B.75x02= 795 | 175208 =14.00 -6.25
600 0.05 i 38.75x0.05=1.94 | 17.5x0.95=16.63 -14.69

From Table 12, we can state that up to the 400th unit, each additional unit
stocked results o a net incremental gain, while the 500th and 600th units
stocked rosult into an incremental loss. Therefore, it 8 uneconomical 1o stock
either 500 or 600 units.

10. OUTSOURCING AS A METHOD OF INVENTORY MANAGEMENT

Owsourcing involves buying components/services from outside sources
rather than marking the same by the business unit concerned. Traditionally, this
15 the case of “Make or Buy™, When we can mark make? When we should buy?
What are the inventory issues involved?

10.1 Issues

When we make components, sourcing raw materials therefor, obtaining or
developing the process of conversion, scheduling and carrving production
operations and managing inventory of raw materiols. work in process and
Imished components are the tasks involved,

Are we compelent enough to carry out all these? Do we huve core compelgnce in
all process?

What is the capital invested? What is the opportunity cost of capital? Does
production add to our overall competence?

If the answer to the last question is not a definite and spontaneous (LK., we have
to think of outservicing,
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10.2 Advantages of Ouisourcing

Outstanding can render several advantages. These are: i) Wide choice 1o
pick and choose a supplier, {i) quality standards can be prescribed for supplied
components, i) price breaks can be negotiated when bulk orders are plsced with
the suppliers, iv) supplier’s core competence may OULSTHIIT OUT OWN COMpelence
in that line, v) efficient supply chain management can be created through
elfective networking, including e-net, vi) even global supplier sources can be
thought of, vii} Just-in-time inventory can be thought of, vii) mvestment in
component manufacturing business 5 fixed and opportunity cost saved, ix) no
need for elaborate mventory management and x) business partmership is spread
oui and that support hase is enhanced,

10.3 Disadvantages of Ouisourcing

Outsourcing has its own share of disadvantapes as well First. the
dependability factor. Second, loyalty factor - as the component may be sources
by our competitors, Third, culiural alliances may be difficult to happen between
ourselves and the supplier. Fourth, outsourcing repairs & great scale of “open’
business cubure and this may not be advisable in certain contexts, fifth, there
may be temptations to stock-pile when disruptions in supply in the future is
feared and this may add 1o the inventory holding costs.

10.4 Outsourcing has Come to Stay

Outsourcing is the natural way of doing business on the basis of
comparative advantnges emerging oul from specialization. Take anv product -
durable or non-durable. industrial or consumer. Can all be manufactured by onc
and the same " manufacturer who is rolling out the product into the market” No;
Never, Only the "core’ of the product is made, the non-core parts are oulsourced
This makes business sense. Businesses seek advice from consullants. This is
outsourcing of critical knowledge, when vou have your own body of paid
executives, Transportation service is generally outsourced. Warehousing facility
is also owsourced. These two constitute a great part of what is called as
“logistics”. Now logistics is outsourced,

Outsourcing  greatly reduces inventory related tasks with respect to raw
material and work in progress invelved in manufacture of the ouisourced
component. This 15 a great relief for businesses,
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In the context of MNCs subsidiaries all over, outsourcing can be effected
amongst the subsidiaries or from others. Outsourcing among subsidiaries can be
uwsed as o transfer pricing mechanism with inherent advantage of the leverage
and fund transfer.

10. 5 Overseas Production
There are three aspects in overseas production,

First, instead of procuring from third party suppliers in a differem
country, set up own production plant in that country and start producing the
product/components, 1s there a case for this? Perhaps there is one, The third
couniry might have some core advantage in respect of the product or component
in question. By setting up the MNC’s plant over there in that country, access to
the core competence can be gained and reaped to the advantage of the MNC
group. The new-outfit can be 100% subsidiary of the MNC. And transactions
among the MNC affilistes can pive transfer pricing, lead-lag and tax-haven
advantages also. MNCs crave for spreading out all over. And this thirst is
quenched now. From buyers status, the MNC improves to one of maker. The
MNC"s brand equity is thus extended.

The inventory implications are: 1) inventory tasks are increased: if) but
cultural alliances get unified; iii) greater coordination is established, because
MNC"s own arm is now the supplier; iv) lead time can be reduced: v) operating
with less inventory is possible because the outsider dependency is replaced by
own outfit cooperation.

Second, overseas production or off-shore production can also be effecied
if the off-shore point is your market place oo, This is lifting the production base
1o the place of market itself with all attendant advantages.

The inventory related advantage is the reduction in lead time in sending

finished products to overseas market place and opportunity cost of capital locked
up.
Hiustration 1: Bull Car Crop of Japan is considering 1o locate a tactory abroad
m Chicago. Labour cost would rise by Yen 33000 per car, in transit time for cars
to be sold in US will reduce by 65 days. Bulls sell for Y 1650,000 and its cost of
capital is 12.5%. Is shifting the production to US prudent?
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Solution:
Inventory cost saving per car - ¥ 1650000 x (65/365) x 0125

= ¥ 36729
Additional labour cost (given) = ¥ 33000
Cost saving - ¥ 3719

It is worthwhile 1o shift production as, a gain through inventory cost is
greater than rise in labour cost per unit.

Third onec is shifting production overseas. but consumption is at home.
This will lead 1o longer lead time, But, overseas production may give great cost
advantages. .

IHustration 2: Hightech Circuits of US wants 0 shift production of its
expensive integrated circuits 1o Singapore. The cost of one integrated cireuit is $
22. Offshore assembly in Singapore would involve 48 cents labour cost saving
per eircuit But shifting production to Singapore will increase supply lead time 1o
consumers 10 5 weeks from the present one week involved m domestic
production. Four weeks™ additional inventory has to be carried. Off-shore
production involves combined shipping and custom duty costs of 3.2 cents.
Hightech's cost of capital is 15%. Is it good to shift production overseas!

Solution

The production cost at overseas plant: §21.52 (822-0.48)
Add: Shipping & customs duty 0.032
21.552
Lead time inventory cost for 5 weeks 0311
{22.552x0).15x5/52) 21.863
Home production cost per piece 22000
Add: Lead time inventory cost for one week 0049
o | 5% paa. (22X0.15x1/52) 22049

The cost saving in shifting production overseas is $22.049 minus 21.813 = 5
0.186 or 18.6 Cents.
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{uestions

28 L

10

¥ o

1

I3,

Present the meaning and objectives of credit management.

What is a credit policy? Whal are credit policy variables?

Present the pros and cons of liberal and stringent credit policies.

What is collection policy”? How is it significant?.

How do yvou evaluate alternative credit policies?

Explain the concept, merits, mechanism and types of Letters of Credit.
Present the concept and scope of inventory management.

Giive an overview of inventory techniques.

Explain outsourcing and the implications of outsourcing for inventory
]TI.I.I.I'IHE,I:ITIEI!'I.L

Explain the differest aspects of shifting production overseas  and their
nventory management implication.

Asses the cost and bepefits of overseas production from  inventory
management’ s view poinl.

A Manufacturing Company wishes 10 determine the most economic onder
quantity for one of its products. Manufacturing cost amount to Rs. 15 per
unit, the production is 5000 units per annum. Each new lot requires a set-up
cost of Rs. 25, and the inventory carrying cost is 15 per cent of the average
inventory value., What is the most economic lot size to manufacture? What is
corresponding total yearly cost?

A sofi-drinks manufacturing company buys a large number of pallets every
vear which it uses in the warehousing of its boitled products. A local vendor
has offered the following discount schedule for pallers:

Order guantity Unit price |
| - 499 Rs. 10.00 | -
500 — 749 Rs. 925
750 and above | Rs 875

The average yearly replacement 1s 2400 pallets. The cost per order is Rs.
100 and s carrying costs are 12 per cent of the average inventory. Wht
quantity should be ordered?
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4. A corporation purchases 1000 kg bags of lime for use in water treatment
process, The number of hags used per day varies with the water
consumption by the citizens and past records have vielded the following

data:

Usage during past recorder | Number of items this
period (no. of bags) quantity was used

250 9

300 20

350 15

400 3

450 2

S0 i

Normal lead time is 7 doys and the average usage per day is 50 bags.
Inventory cost is Rs. 20 per bag per year and being out of swck
necessitutes buying at o regular price of Rs. 50.00 per bag. The optimum
order per vear are 18, Determine the optimal reorder point.

15, A newspaper boy buys weeklies for Rs. 3 each and sells them for Rs. 5 each.
He can not return unsold weekly. Weekly demand has the tollowing

distribution:
No. of [23 24 |25 |26 (27 |28 |29 (30 |31 32
CHAlamers |
le.’mh:’M;- 01 (.03 |06 |10 |20 | 25 |.I5 Al |05 I-ﬂ,'5-|

If cach weeks” demand is independ

management,

ent of the previous week. how many
weeklies should be ordered each week?

l6. Explain the concept and merits of ABC control technigue ol inventory

I7. Present the stock-out cost technique in inventory control.
|8, Explain the model of optional replenishment inventory madel,
19. What is the relevance of the probabilistic inventory contro] method?

20. Explain the use of stock levels technigue of inventory management.

252




UNIT-VI

INTERNATIONAL BUSINESS FINANCING AND COST OF
CAPITAL

Learning Ohbjectives: To know .
L. An overview of financing methods
i, Features of equity capital
. Types of international equity financing : Features and mechanism of
GDRs and ADRs
iv. Features of debt instruments
V. Types or forms of debt instrumenty
vi. Concepts, Computation and uses of cost of capital
vil. Concept of Capital Structure
viil. Determinants of Capital Structure
. Optimal Capital Structure
x. Theories of Capital Structure
| xi. Flow Analysis of Global Debt and Equity.

L OVERVIEW OF FINANCING METHODS

Long-term capital may be: i, debt or equity, ii. internal or external, iii.
fixxed capital or working capital, iv, privately raised or publicity ranged, v, raised
in the domestic capital market or in the global market and vi. raised from
institutional agencies or from public al large.

Debt capital s contributed by creditors of a business unit on the prom ise
of regular debt-servicing. Equity capital is provided by owners ol u business unit
on the hope of perpetual growth, dividend and other benefits, Internal capital is
generated from profits and surplus ploughed hack into business. Externul capital
18 raised from financial markets constimed by mstitutions and new-jssye
markets. Long term capital may be raised privately from select high-net-worth
individuals/institutions or from public by issuing prospectus and conducting
rodd-shows. Long-term capital can be raised domestically, iLe., within the
national boundaries or globally from global capital markets. OF late, the
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tendency is for going global. This is so0 as globully the financial markets are
getting integrated. Institutional capital refers to capital raised from national /
international / multilateral institutions, while public capital is capital raised from
large number of retail - savers/investors, i.e., the general public.

L FEATURES OF EQUITY SHARE CAPITAL

The towl number of shares that the firm’s charter has authorized is
referred 10 as authorized shares, If a firm wishes to issue more shares than are
authorized, it 15 necessary for sharcholders to alter the Charter, which takes time.
So to provide flexibility of granting shares options, pursuing mergers and
sphiting the shares, companies usually like o have magnified sum of capital as
authorized but un-issued. When authorized ordinary shares are offered for sale,
they become issued shares. Subscribed shares are the number of shares issued
that are actually subscribed by individuals or institutions. Ordinary share capital
i non-refundable, but a corporation can buy back parts of its issued shares
which are known as treasury shares.

2.1. Par or No Par Value

In some countries shares with par value alone are issued. The par value of
a share i an amount for which a minimum figure is set in the Articles of
Agsociation or Memorandum of Association. The share must not be issued for
less than par value because shareholders will be personally liable to creditors for
any deficiency, i the event of insolvency, A share has a certain nominal value
or face value or par value which indicates the extent of interest in and liability of
the sharcholder to the company.

When a corporation has a substantial par value for its share, financing by
ordinary shares may he blocked for a pood amount of money will be needed 10
buy even a small number of stones. So there is a tendency W keep the par value
at fairly low figures relative 1o their market value,

In the United States and Canada, shares are issued by many companies
without par value. The capital of a company is divided into a certain numbser of
shares having no specified denomination. The share certificate just states the
nuniber of shares held by the sharcholder without mentioning the face value of
the shares. The dividends are not given as a percentage of the par value of each
share but instead, they are paid at a given raie per share as there is no par value
to be used as a base for percentage. Issuing of such shares gives freedom to
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directors in pricing a new issue for sale, In this case, a new issue for the share
is carried on the books at the Market price at which it is sold, or at some stated
value.

1.2 Book Value, Market Value and Liquidation Value

When only one class of shares is outstanding, the book value is the sum
of the Capital stock and the Surplus account. The book value per share 15 the
above total sum divided by the number of shares outstanding. When preference
shares exist the book value of a company’s shares is the net worth of a
corporation less par value of preference shares outstanding, Il the corporation’s
net worth is $3,10,00,000 and the par value of the preference shares is
1, 00,00,000 and the number of equity shares are 10,00,000 then the book value
of a share is

3,710,000, 000 — 1, 00,00, 000
= %21

10,00,0040

The market value per share is the current price at which the share 15 sold. The
market value of ordinary shares often differ considerably from the book value
because it reflects a varving evaluation of prospective eamings and dividends
which the business is expected to produce as a going concemn. Investors are
interested in the book assets because they appear to throw some light on the
earnings power of the company.

Liquidation value is the value that a company’s share will command when the
company is wound up. Theoretically the book wvalue of a share should
correspond to the liguidation value of the company only il the assets of a
corporation can be liquidated for the book values shown in the financial
statement. This is not possible because many of the asscls can by liguidated only
at distress prices.

2.3. Equity shares give rights to holders

i. Right to dividend; ii. Voting power; iil. Proxies; iv. Right to examine books
and v. Purchase of ordinary shares by privileged subscription.

1) Right to dividend: Common stockholders are entitled 1o share in the
eamnings of the company only if cash dividend is paid. Stockholders

235




2)

i)

4)

prosper from the market value appreciation of their stock, but they are
entirely dependent upon the board of directors for the declarmtion of
dividends. Stockholders have no legal resource to a company for not
distributing profits. Only if Management, the board of directors, or both
are engaged in fraud, sharcholders can take their case to court and
passibly, force the company to pay dividends.

Voting powers; In as much as the common stockholders of a company
are its owners, they are emitled to elect a board of directors. In & large
corporation stockholders usually exercise only indirect control through
the board of directors they elect. The board in tum selecis the
management and management actually controls the operations of ithe
company. There arc may be times when the goals of management differ
from those of the common stockholders. The only recourse for
stockholders or management s through the board of dinectors. Becausc
common stockholders ofien are widely  dispersed geographically and
therefore, disorganized management can often excreise effective control
of o large corporation even if it controls only a small percentsge of the
stock outstanding.

Proxies: Each common stockholder is enntled to one vole for each share
of stock he owns. Because more stockholders do not attend the annual
meeting. they may vote by proxy, A proxy is simply a form by wiich the
stockholder assigns his right to vote to another person or persons. Prior o
the annual meeting management solicits proxies from stockholders to
vole for the recommendations of directors and for any proposals requiring
siockholder approval. If the stockholders are satisfied with the company
they generally sipn the proxy in favour of management, giving written
authorization 0 management o vote their shares. I a stockholder does
not vote on his shares, the number of share voted at the meeting and the
number needed to constitute & majority are lower, Because of the proxy
system and the fact that management is able to mail information to the
stockholder at the company’'s expense, management has a distinct
advantage in the voting process. As a result it usually is able to perpetuate
existing practices if it so chooses.

Right to examine books: A stockholder legally is entitled to inspect
book and records of a corporation. However, this access is limited, for
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Sl. 24 - 18

mast corporation feel that the sudived financial statement is sufficient to
satisfy the requirement. Stockholders are also entitled o & list of
stockholders of the corporation and their address.

5) Sale of Ordinary Share hy Privileged Subseription: The holder of
ordinary shares ofien has the preemptive right to subscribe to new shares
before they are offered to outsiders: This is called privileged subscription.
I the company issucs additional ordinary shares, existing sharcholders
must be given the right to subscribe to the new stock so that they can
maintain proportionate control and interest in the company. Suppose an
individual owns 50 shares of a company and the company decides to
increase the number of shares outstanding by 10% through a new
comman stock offering. If the stockholder has s preemptive right he must
be given the option to buy 5 additional shares so that he can preserve his
proportionate ownership in the company even afier the issue of additional
shares.

2.4, Corporate Corpus

There is no company without equity share capital. Equity or ordinary
share capital constitutes the corpus of the corporation. This is the nucleus of the
company. No company can exist without equity capial. It is the perpetual
capital. 1t is the risk-shsorbing capital. It has no legal servicing cost.

2.5. Market for equity shares

A company will be happy, if it can float its equity shares af ease and at g
lucrative price. But this depends on the fundamentals of the company, the
performance {past and/or projected) of the company. invesiors” opinion about
the company, capital market conditions. political e irenment. and so on. Now
that the global capital market is integrated, it is casier for o COmpany o raise
equity capital. But the potentials of the company musi he oo enimeh to wioo
good amoum of subscribers 10 the capital of the compunmy | aree firms with
brand and corporate names find the going casy. while small e fin it difficult
This is the ern of competition, where onlty the market might mateers

2.6. Evaluation of equity capital
The advaniages and disadvantages of equity capital are dealt here.
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1.6.1. Advantages of Equity Share Capital

e

2.6.2.

L

It represents permanent capital. Hence, there is no problem ul‘_ refunding
the capital. It is repayable only in the event of compuany’s winding up and
that too only after the claims of preference sharcholders have been met in
full.

Long gestation projects can be funded through equity share capital.

Equity share capital does not involve any fixed obligation for payment of
dividend. Payment of dividend 1o equity sharcholders depends on the
availability of profit and the discretion of the Board of Directors of the
company.

Equity shares do not create any change on the assets of the company and
the assets may be used as security for further Dinancimg.

Equity share capial strengths the creditworthingss of the company, In
general, other things being equal, the larger the cquity base, the higher the
ability of the company 10 secure debt capital

Equity shares help capitalisation of profits by issue of bonus shores.

Equity share capital is risk-absorber as it is permanent with no obligation
to pav dividend.

It i3 easier 10 issue equity shares when boom market conditions prevail.
Equity share holders enjoy voting rights, right to rights issue subseription
and the like.

Business with fluctuating refum on investment over ome, can benefit by

financing through more equity shares.
Disadvantages of Equity Shares Capital

Ihe cost of issuing equity capital is generally higher 1lhun the cost of
issuing preference shares or debentures since on account ol higher risk,
the expectation of the equity share holders is also high as compared 1o
preference shares or debemtures, underwriting commission. brokerage
costs and other 1ssue expenses are high lor equity capatal,

Equity dividend is pavable from posi-tax camnings. It is not deductible as
an expense from the profit for axation purposes.

The issue of equity capital causes dilution of control of the equity holders,
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o In times of depression dividends on equity shares reach low ebb which
lcads to drastic fall in their market value,

o Excessive rcliance on financing through equity shares reduces, the
capacity of the company to trade on equity, The excessive use of equily
shares is likely to result in over capitalization of the company.

o Equity shares attract only those classes of investors who can take risk.
Conservative and cautious investors are reluctant to subscribe to equity
1551805,

o Equity shares doe not give a steady return 10 holders.

© Market value of equity shares fluctustes widely. So valuation of equity
shares is difficult and that pledging them as collateral is difficult,

4. TYPES OF INTERNATIONAL EQUITY FINANCING

International equity offering generally takes any one of the two forms,
viz, i. Dual syndicate equity offering, where the equity offering is split into
overseas and domestic tranches and cach is handled by separate lead ANAEers
and ii. Euro-equity offering where one tranche is placed overseas and :
by on¢ lead manager. GDRs. ADRs and IDRs (Global, American and
International Depository Receipts).

3.1. Global Depository Receipts

A Global Depository Receipt (GDR) is a dollar denominated instrument
traded on a stock exchange in Europe or the US or both. It represents a certain
number of underlying equity shares.

The shares are issued by the company to an inlermediary called the
depository in whose name the shares are registered. It is the depository which
subsequently issues the GDRs. The physical possession of the equity shares is
with another intermediary called the custodian who is an agent of the depository.
Thus while a GDR represents the issuing company's shares, it has a distinct
identity and in fact does not figure in the books of the issuer.

The concept of GDRs has been in use since 1927 in Western Capital
Markets. Originally they were designed as an instrument 1o enable US investors
to trade in securities that were not listed in US Exchanges in the form of
American Depository Receipts (ADRs). Issues traded outside the US were called
International Depository Receipt (EDR) issues,
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3.LL Trend in GDRs

Until 1983, the market for depository receipts was largely investor driven
and depository banks often issued them without the consent of the company
concerned. In 1983, the Securities and Exchange Commission (SEC) of the US
made it mandatory for cerlain amount of mformation o be provided by the
companies.

Till 1990, the companies had to issue separaie receipts in the [nited
States (ADRs) and in Europe ([DRs). Its inherent weakness was that there was
no cross border trading possible as ADRs had to be traded, settled and charged
through DTC (an intemationnl settlement systems in the US) while the IDRs
could only be traded and settled via Euroclear in Europe.

In 1990, changes in Rule 144A and Regulation 5 of the SEC allowed
companies 1o raise capital without having to register the securities within the
SEC or changing financial statements to reflect US accounting principles. The
GDR evolved out of these changes.

Under Rule 144A, the purchaser may offer and resell those securities 1o
any Qualified Institutional Buyer (QIB), I1:

= the securities are not the same cluss as securities of the issuer quoted
in NASDAQ or listed on a US Stock Exchange;

®  the buyer is advised that the seller is relying on Rule 144A; and

* unlesy the issuer is & reporting company or is exempt from Exchange
Act registration under Rule 12g 3-2(b), the buyer, upon request, has
the right 1o receive at or prior to the time of sale, specific financial
statements of the issuer and information as o its business,

In view of the foregoing, it is permissible for a foreign private issues 1o
sell its shares through an underwriter into the US provided the shares are eligible
for Rule 144A treatment and US market is limited to QIBs. To accomplish this,
the underwriter would purchase the securities from the issues in a transaction
exempl {rom the Registration requirements of the Securities Act and relving
upon Rule 144A, resell those securities to QIBs in the US.

A leading South Korcan trading company, Samsung Co. Lwd. which
floated a truly global instrument in December 1990, tradable both in Furope and
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n the US, set the rend for GDR issues. The GDR issue allowed the company to
raise cupital both in US and Europe simultancously through one security.
Depository Receipts {DRs) are offered for subscription as under:

{a} Un-sponsored : Issued by one or more Depositories in response to market
demand. Today this is obsolete.

(b) Sponsored : This is prominent today thanks to flexibility w list on & national
exchange in the US and the ability 1o raise capital.

1)

L2

Private Placement (1444) DRs: A company can access the US and other
markets through a private placement of sponsored DRs. In this a company
can raise capital by placing DRs with large institutional investors and
avoid registering with the SEC, The National Association of Securifies
Deal (NASD) of the US has established an Electronic Trading System
similar 10 NASDAGQ), called PORTAL within which Rule-144A eligible
securities approved by NASD for deposit may be traded by QIBs.

Sponsored Level - DRs: This is the simplest method for companies to
access the US and non-UJS capital markets, Level-1 DRs trade on the
OTC market and as & result the company does not have to comply with
US Generally Accepted Accounting Principles (UUS GAAP) or full
Securitics and Exchange Commission (SEC) disclosures. Under this,
companies enjoy the benefits of a publicly traded security without
changing the current reporting process.

Sponsored Level D and [l DRs: Companies that wish to either list their
securities on an exchange in the US or raise capital, use sponsored Level
11 and 111 DRs respectively. Each level requires different SEC registration
and reporting plus adherence 10 1S GAAP. The companies must also
meel the listing requirements of the Nattonal Exchange or NASDAO
whichever it chooses.

Parties to GDRs

The key parties invalved in a GDR issue apart from the 185uing company are:

1}

The Lead Managers: An investment bank which has the primary
responsibility for assessing the market and successiully marketing the

issue. [t helps the company at all stages from preparing the
documentation, making investor presentation, selection of other managers
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(subscribers) and post-issue support. It also owes a responsibility 1o
investors of presenting an accurate picture of the company’s present
stamus and future prospeets, to the best of its knowledge. This means that
it must exercise due diligence in collecting and evaluating all possible
information which may have a bearing on the issue.

7} Other managers or subscribers to the issue agree to take and market
pirts of th issue as negotiated with the lead manager.

3) Depository bank: A bank or financial institution, appointed by the
issuing company which has certain duties and functions to be discharged
vis-d-vis the GDR holders and the company, For this it receives
compensation both from the company as well as the GDR. holders.

4) Custodian: A bank appointed by the Depository, generally in
consultation with the issuing company which keeps custody of all
deposited property such as share certificates, dividends, right and bonus
shares etc. It receives its fees from the Depository.

5) Clearing Systems: FUROULEAR (Brussels), CEDEL {London) are the
regisirars  in Europe and Depository Trust Company (DTC) 15 the
registrar in USA who keep records of all particulars of GDRs and GDR
holders,

313 Sieps in issue of GIDRs
The steps involved in the GDR mechanism can be summarized as follows:

iy The amount of issue is finalized in US dollars. The company considers
factors such as pearing, dilution effect on future eamings per share etc.
The lead manager assesses the market conditions,

ii) The lead manager and other managers agree to subscribe to the issue at o
price 10 be determined on the issue date. These agrecments are embodied

i in a subseription agreement signed on the issue date,

i) Usually, the lead manager has an option to subscnibe to specified
additional guantity of GDRs, This option called green shoc has o be
exercised within a certain number of days.

iv) Simultancously, the Depository and the Custodian are appointed and the
tssuer is ready o launch the issue.
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v) The company issues a share certificate equal to the number of GDRs to be
sold. This certificate is in the name of the Depository, kept in custody of
the Custodian, Before receipts of the proceeds of the issue, the certificate
is kept in escrow, (vi) Invesiors pay money to the subscribers.

vi) The subscribers (ie. the lead manager and other managers to the issue)
deposit the funds with the Depository afier deducting their commissions

b and expenses.

vii) The company registers the Depository or its nominee as holder of shares
in its register of shareholders.

viii) The Depository delivers the European Master GDR to a commaon
depository for CEDEL and FUROCLEAR and holds an American Master
GDR registered in the name of DTC or its nominee,

ix) CEDEL, EUROCLEAR and DTC allot GDRs 1o each of the ultimate
investors based on the data provided by the managers through the
Depository.

x) The GDR holders pick up their GDR certificates. Anytime after a
specified “cooling off period after close of the issue they can convert their
GDRs into the underlying shares by surrendering the GDR to the
Depository. The Custodian will issue the share certificates in exchange
for the GDR.

xi) Once surrendered in exchange for shares, such shares cannot be
reconverted into GDRs, That is there is no fungiability.

a xii) The GDRs are listed on stock exchanges in Europe such as Luxembourg
and London.
xiii}) Dividends paid will be collected by the custodian converted into local
' currency and distributed to GDR holders.

The costs of the issue consist of various fees, commission and expenses
paid to the lead manager and other managers! fees and expenses paid to the
depository, preparation of documents, legal fees, expenses involved in investor
presentation (road shows etc.) listing fees for the stock exchanges, stamp duties
etc. Fees and commissions paid to managers vary but are generally in the
neighbourhood of 3-4% of the issue amount. This is for less than issue costs in
India which range between 8% and 15% of the issue size.
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A very large number of documents have to be prepared prior to launching
the issue. Apart from the various internal and government approvals, the key
documents from me point of view of presentation to the subscribers are the
offering circular and the rescarch report. The former is compiled by the lead
manager. and the latter by the lead and other managers on the basis of
mformation provided by the company and other independent sources. Even
though the lead manager is required 10 exercise due diligence in compiling the
offering document, primary legal obligation for any discrepancy or withholding
material facts is on the issuing company. As o the research document, the
liability is with the managers. Both these documents arc circulated prior 1o the
“road shows™ and one-to-one mectings with prospective  investors, Road shows
are patherings of potential investors organized in the major financial centres of
the world where the company with the assistance of the lead manager makes a
presentation and holds discussions o assess investor interesy,

GDR holders have the right 1o dividends, the right 1o subscribe to new
shares and the rights 1 bonus shares. All these rights are exercised through the
depository. The depository converts the dividends from § to foreign currency
GIOR holders have no voting rights. The depository may vote if necessary s per
the Depository Agreement.

3.2. American Depository Receipts (ADRs)

ADRs are financial assets that are issued by 1.5, banks and represent
indirect ownership of  certain number of shares of a specific foreign firm that
are held on deposit in a bank in the firm’s home country. The advaniape of
ADRs over direct ownership is that the investor need not worry about the
delivery of the stock centificates or converting dividend payments from a forei an
currency into ULS. dollars, The depository bank automatically does the
converting for the investor and also forwards all financial reports from the firm.
The investor pays the bank a relatively small fee for these services. T'vpically
nAon-Lanadian firms utilize ADRs. For example, Mexican firms are traded in this
manner in the United States - at year-end 1993, all 13 Mexican firms with their
stock listed on the NYSE wtilized ADRs, In March 1999, the first even ADR
msue by an Indian firm ook off, The Information Technology T.ad., foated
ADRs Which were received very well.

Une study that examined the diversification implications of investing in
ADRs found that such securitics were of notable benefit to 1S, investors,
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Specifically, a sample of 45 ADRs was examined and compared with a sample
of 45 LS, securities over the period from 1973 to 1983, Using an index based on
all NYSE-listed stocks, the betas of the ADRs had an average value of .26,
which was much lower than the average beta of 1.01 for the 1.8, securities.
Furthermore, the correlation of the ADRs returns with those of the NYSE
market portfolio averaged 0.33, whereas UL.S, securities had @ notably higher
average correlation of 53,

(iven these two observations, it is not surprising that portfolios formed
from LS. securities and ADRs had much lower standard deviations than
portfolios consisting of just LS. securities. For example, portfolios consisting of
10 U.S. securities had an average monthly standard deviation of 5.50%, whereas
a 10-security portfolio split evenly between 1.8, Securitics and ADRs had an
average monthly standard deviation of 4.41%. Thus in contrast 1o investing in
multinationals, it scems that investing in ADRs brings significant benefits in
terms of risk reduction.

The SEC currently requires that foreign firms prepare their financial
statements using U8, generally accounting principles (GAAP) if they want their
shares or ADRs to be listed on a U.S. exchange or an NASDAQ. There are two
consequences of this requirement. First, many foreign {irms have their shares
and ADRs traded in the part of the over-the-counter market that does not involve
NASDAQ. Second, many large and actively traded foreign firms have decided
against listing their shares in the United States. This has caused 1.8, exchanges
to fear that certain forcign exchanges which do not have such reporting
requirements (particularly London) will reign as the financial centres of the
world in the future. In response 1o the complaints of the exchanges, the SEC
argues that this requirement is necessary to protect | S, investors and that it
would be patently unfair 10 1S, firms if they had 1o meet such requirements bat
their foreign competitors did not have to do so.

4. MEANING OF DEBENTURE AND DEBRENTURE FINANCING

A debenture, according to Fred Weston and Eugene F. Brigham, is
unsecured long term debt. Simply said it is a barrowing having a maturity period
of over some years or so. The term debenture simply means, a document that
contains the acknowledgement of the indebtedness of a company 1o the holder
of it for a given amount, In other words, it is very much similar to a promissory
note. While borrowings between individuals are recorded in documents callea
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promissory noies, bormowings by a company (some borrowings only) from third
persons are acknowledged (of course undertaking for repayment of principal and
payment of interest 15 implied) by an instrument called debenture. But unlike
promissory noles which could be for differing amount an issue of debentures
conlaing debentures of equal denomination. For instance a company intending 1o
borrow a sum of rupees 2.00,00,000 may issue 200,000 debentures of $100
cach or 20,000 debentures of $1,000 each or so, Therefore each debenture of a
particular series has a uniform face valve. In the previous two examples, the face
value of debenture is $100 or 81,000 as the case may be, A company can issue
many series of debentures at a ime or at different times, depending on its need.
capital market conditions, ete,

A closely related term to debenture is called indenture, An indenture is &
document containing the detnils of the long term contractual relationship
between ithe ssuing company and the holder of the security. The indenture,
interalin, contains the following:

% Form of the security

+ Description of any property pledged
+ Authorizéd amount of issue - the maximum amount for which the
debentures could be issued.

+ Protective provisions or conditions such us limitations on indebtedness,
restriction on dividends, minimum ratic of current assets to current
liability, mintmum ratio of equity to debt, ete.

¢ Provisions regarding issue terms, redemption terms and call privileges
Whether the issue is at a premium, par or discount, the percentage of
premium or discount, similar factors connected with the repayvment,
privilege of the company to redeem the securities prior to stipulated time
limit, etc. The arrangement, the company is taking to ensure repayment
whether a redempiion fund is set up or nol.

4. 1. Features of debenture financing
Now the features of debenture capital may be highlighted.
i. Creditorship Rights
Debenture financing is a sort of debt-financing and that the debenture-
holders (the persons who purchase and hold debentures) are in sense, only
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lending money 1o the company. As lenders of money, the debenture holders do
not have any ownership right or equity position in the company. They have only
a creditor’s rights, Debenture holders cannot participate in managing the affairs
of the company as they do not have voting nghts as do the equity shareholders.

ii. Fixed Claims

Debenture financing involves a fixed claim on the company’s income
and a fixed claim on the assuring company. That is to say debentures are fixed
income securities, since the holders of debentures are eligible for o fixed
periodic interest income and the principal. Thus the obligations of the company
are fixed. The amount of interest due on debentures is a function of the coupon,
which defines the annual interest income that will be paid by the issuing
company to the debenture holder. For instance, a $1,000 debenture with 15%
COupon wonld pay $150/- 1n nterest annually. At mntur’iiy the ]:fim:i.pﬂl gL
namely $1.000 is pavable. However, if the issue coupon differs from the market
rate of inferest, the issue price would differ from the par value, namely 51,000,
The price of the issue will change inversely with the interest rate. This
behavipur explain why a 7% issue will carry a market price of only $775/-in a
9% market. The drop in price 15 necessary (o raise the vield on this bond from 7
o 9% (e 901000 13 approximately equal to TO/775). An issue of debentures at
a price less than the par value of debentures 15 called 1ssu¢ at a discount, an
isstie at & price higher than the face or par value is called as issue at a premium,
Issues at a discount carry coupons less that the market rate and vice versa
Regarding repaymeni of principal, even if the issue is at a discount, the par
value is normally payable. Sometimes, repayment, e, redemption may be at a
premium,

iii. Term Maturity

Unlike equity shares, debentures have limited life and expire on a given
date. That date is called the jssuc’s mahml:, date. The principal 15 r-u.puuhilc on
or before the mﬂhmlj,r date. If the entire issue has only one maturity date the
issue 15 called term issue. On the other hand, a portion of the issue may be
repaid periodically. Then the issue is called serial issue. Thus, an issue of 1,000,
15% debentures of $1,000 each, if made on a 10 year term basis, the entire issue
is redeemable at the end of 10™ yvear from the date of issue, On the other hand, if
the issue is on a serial basis, 1710 of the number of debentures issued may be
redeemed annually or 1/5 of the issue may be redeemed once in 2 years or so.
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iv. Provision for Prematoure Retirement

The issue of debentures may or may not contain “call feature’. Call
feature refers w the right of the issuing company to prematurely redeem or retire
the debentures, There are three rvpes of call provisions namely. freely callable,
non cullable and deferred call feature, In the first case the debenture can be
retired at any time, in the second case the debenture can be retired only at the
maturity time, and in the third case the debenture can be retired only afier o
lapse of certain period, but before maturity. Callable debentures are given a call
premium over and above the par value of debentures. The call price - the sum of
the par value and call premium, is the price the company must pay fo retire
debentures prematurely. The call premium becomes systematically smaller as
the issue nears maturity. Call features are used most often 10 retire an issue with
one that carries a lower coupon

v. Arrangement for Repavment

The agreement the company makes for repayment of principal is another
feature of debenture issues. In the case of term debentures, a company generally
creates o sinking fund or debenture redemption fund to which a specified
amount from the profits is transferred. The amount is invested in external
securilies interest thereon is reinvested. Redemption of debentures is effected by
drawing funds from the sinking fund. Sinking fund arrangements arc made one
to five years afier the date of issue and continue annually thereafter until all or
most of the issue 18 paid off. The redemption of debentures may be made
periodically or in one lump at maturity.

4.2. Merits of debenture financing

Debentures linancing has certain specific merits over equity sources of
finance. In this section some of the merits of the debentures are discussed.

i Tax Saving:«One of the distinct benefits of debentures is the tax savings, the
company eénjoys. The interest on debentures is deductible as a business expense.
whereas dividend, on preferred or equity stock is not. Thus the cost of debenture
servicing is far less than that of equity. To service a § 1,000, 15% debenture the
compiny would require only $75/- when the corporate taxation is 50%. But in
regard to equity, say preferred stock, for the same amount of capital, $150
would be needed. But debenture financing may lead to some inflexibility in the

268




capital structure, The company therefore has to weigh in the benefit of tax
savings with the implicit cost of stringency in the capital structure.

il. Increase in Earnings for Equity: Sccondly, the use of debenture financing
adds to the camings on equity. Consider the example: A company wants 10 raise
$20 lakhs additional capital. It would eamm $4 lakhs in total. If the company
raises the amount through 15% debentures, assuming a 50% corporate tax the
net income of the company and the eamnings per share (present 1,00,000 shares)
would be:

$
Gross income 4,000,000
Less fived interest charges 3,00,000
1,00, 000
Less tux 50 50,000
Met income S0, 000
Eamings per share ¥ 05

On the contrary il the company raises the additional capital through
equity, the net income would be;

Ciross income 4,00.000
Less tax 50% 200,000
Met income 2,00, 000

Ihe afler tax cost of debentures is the interest paid less tax saved (Tax
saved equal 10 tax paid in case 2 minus tax paid in case | = $2.00.000 - £50.000
= $1,50,000. The afler tax cost of debentures = $3.00.000 - $L.50,000 =
$1.50,000 or 7.5% only, while the equity coupon is 15%.

How many shares are needed 0 raise the additional £20,00.0007 It
depends on the share price. With debenture financing the earmings per share
(EPS) is $0.5. To obtwin the same result by financing, the company would have
to issue 300,000 shares so thar with existing 1.00,000 share EPS will be
“$2,00,000 / 400,000 = § 0.5, as hefore, By issuing 300,000 shares the
company has to get $20,00,000. So the issue price has to be $6.67. But the
question is can the company sell its shares at $6.67 when the eamings is only
$0.5 per share giving a price eamings ratio (P/F) of 13 or so. Now. it s
considered that a P/E of less than 10 to 1 is considered normal. If a P/E of 10 1o
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1 15 taken as normal, a share that gives $0.5 return can be sold at $5 only. Then,
o ruise additional $20,00,000 capital 4,00,00 shares are to be issued In the
given case, the total number of outstanding shares would be 5,00,000 giving an
EFS of 50.4 only (2,00,000 - 3,00,000). S0, with debenture fimancing the EPS is
$0.5 and with equity financing the EPS is $0.4 only. Thus debenture financing
increases the EPS, Thus the equity financing dilutes the EPS. Apart, it dilutes
the management control. A share previously with debenture financing has
/100,000 voting power while with equity financing the same goes down 1o
1/3,00.000. Surely. the existing share holders would not opt the equity mode for
rassing the additional capital. Hence the preference for debentures.

iii. Dehentures are Easily Saleable: Debentures, being fixed income bearing
securities, the underwriting task demanded in their case is less than that of
equity shares. So newly floated companies and which are vet to establish their
market standing can depend on debentures for which the capital market is morc
responding. Apart, the institutional market for debentures is larger than for
equity securities. In addition to the above, the range of debenture types and
various specific features, make debentures more tailor-made and that these are
becoming increasingly attractive 1o both institutional and individual investors
regardless of the conditions prevailing in the capital market The issve of
convertible debentures attracts both the debentures preferring and equity
preferring investors. Such varied features cannot be buill into equity shares.

iv. Cheaper Floatation Cost: These days issue of debentures is less difficult
and less cxpensive whereas the cost of flotation of equity is greater. The
underwriting commission payable on debenture issues is less while the same for
share is more. The share floatation cost is high because of the greater risks
involved and the more extensive selling cffort required,
V. Lower Cost of Servicing: Apart the cost of floatation, the cost of servicing
debl capital is generally less over 2 period of time than that of equity.
Cost ot debt = Risk free mte of return + Business Risk Premium,
Cost ul' T gty = Cost of debt + Financing Risk Premium.

I'he cost of debt is less than cost of equity. Cost of equity pr preference
shares 1= substantially higher.
vi. Value of Levered Company is Greater: A levered company s market
vitlue s more than that of an unlevered company. Consider the example: Two
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otherwise cqual companies, have different capital structure. Company A s
unlevered and B is having a 50:50 debt: equity capital mix. The total capital
employed for each is $2,00,000 and the return on capital employed is 18%. The
debentures carry 129 it .erest, Let the expected rate of retumn by equity share
holders is 8%,

Assume that there s no corporate income tax. Then the value of the two
companies would be as in able 1.

Table -1
Value of Levered and Unlevered Companies
Dejail Compeam. A Company B
8 3
|. Capital emploved 200,000 2,000,000
2. Rate of return 18% 18%
3. Eamnings before inferest 36,000 36,000
4. Less inmterest on debt . 12,001
5. Net income (3-4) 36,000 24 000
6. Equity capitalization rate 18% 18%
7. Value of equity (5-6) 2,000,006 1,33333
&. Value of debt - 100,000
9. Value of the company (7+8) 2,000,000 2.33333

It eould be seen from the above that value of a company which uses debt
is more than that of another company which uses no or less debt. The above
state of affairs work only when the interest rate is less than the overall eamings
rate. Modigliani - Miller theory with the assumption of prevalence of corporate
tax, holds that value of levered company = value of unlevered company + (Debt
capital used by levered company times corporate tax rate). Here it comes 1o
$2,00,000 + (1,00,000 x say 50%) = $2,50,000. (A Corporate tax rate of 50%
assumed. So. levered company is better of than unlevered company in terms of
market value.

vii. Prudent Financial Practice: Issue of debentures instead of equity shares, is
considered a logical financial practice as it enables the company to consolidate
and fund short-term indebtedness. The net cost of short-term borrowings is more
than the cost of long term borrowings, since the former may involve leaving a
minimum balance with commercial banks, etc.
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viii. Prevents Dilution of Equity: lssue of debentures prevents dilution of
equity. Diluting equity has the adverse impact upon share holders and impairs
management control. Assume that a company with 1,00,000 shares of $10 each
fully paid has $50,00,000 carned surplus. The equity of the company comprises,

Share capital 5 10,00, 000
Earned surplus 20,00, 000
Total Equity 60.00,000

The value of one share i $60, ie., (60,00,000 - 1,00,000), If the
compuny issues additional 1,00,000 shares of $10 each at a premium of $40 per
share the new equity would be.

Share capital 20,00,000
Share premium 40.00,000
Earned surplus 50,000,000

1, 10,00, (00

The value of one share is $55 = 110,00,000 - 2,00,000. Thus a reduction
in share value results if additional capital is raised through shares. Tf deb
finuncing is resorted to, the fall in value of equity shares would be averted. The
greater the eamed surplus of the company, greater will be the fall in the market
value of shares when additional capital is sought o be raised through equity
shares.

ix. Protection against Rising Cost of Debt: In periods of rismg interest rifes,
issue of debentures is financially prudent as the company pets funds at lower
rates which are set at the time of issue. Such rate increases affect the short-term
borrowings, By issuing debentures the company is saved from paying higher
rates on short-term borrowings. which might have been necessary, if long-term
borrowings. were not effected. In periods of falling interest rates also, the
company 15 going o benefit as it can redeem the debentures using the call
provision and raise funds through new debenture issue at lower rates of interest,

v. Improves Liguidity Position: The use of debenture financing improves the
financial ratios, especially current ratio. As debenture capital is used to finance
current assets, the dependence on current liabilities 15 reduced and hence an
improved current ratio is achieved.
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4.3. Demerits of debenture financing

The limitations of debenture financing may now be taken up. The
limitations are:

1. Fixed Interest Commitment: The debenture interest is payable periodically,
usually half-yearly, It is a fixed commitment on the part of the company and it is
to be discharged by cash disbursement. Hence, a company’s operations must be
stable ¢nough to generate sales, income and cash inflows so as 0 be able ©
honour its commitment. I sales and carmings are not staple, if profit margins are
inadequate, if’ cash inflows do not bulge, the company may find it difficult to
honour its fixed financial commitment. This might affect the market standing
and reputation.

ii. Risk of Insolvency: The company's chance of becoming insolvent is more as
the proportion of debenture capital increases. The periodical interest payment
and repayment of principal when due require cash. If the company’s operations
are not generating sufficient liquid assets, the business is exposed to the nsk of
fimancial insolvency.

iii. Shareholders Expect Higher Returns or Cost of Capital Increases:
Shareholders of a company which uses large debt finance expect a higher yield
on their share holdings. The expected rate of return includes four parts; & risk
free rate; a premium for business risk; a premium for financial risk; and a
premium for illiquidity. Of the four parts, the last two are a funection of the ratio
of debt capital to equity. The premium for financial risk increases in lincar
proportion and the premium for illiquidity increases more than proportionately
with the debt mix in the capital structure. Hence, a company must be able to
meet the sharcholders expectations, failing which, its share value would lose.
Such losses have mamy negative effects on the company’s operations and
reputation. The tax savings effected through debenture financing may be off set
by increase in cost of equity. K, = K, + (K, - K;) D/VE, Where K. is the cost of
equity, K, is overall cost of capital, Ky is cost of debt and DVT: 15 ratio of debt 1o
egquity.

iv. Stringent Indenture Provisions: The indenture provisions become stringent
as more debt capital is raised. The debenture issue terms and conditions may
stipulate that cash dividend beyond a limit should not be declared, that current
ratio is not allowed w fall down beyond a limit, that assets of the company
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should not be pledged to create any equitable charge on them ete. These
restrictions affect the day to day operations of the business.

4.4. Debt Vs Equity in Firm's Context

What are the implications of debt capital for a firm? m lesson 6 and
lessomn 7 we have seen these issues elaborately. Here, first an attempt is made to
present a classified picture of debt Vs equity for a firm. Nexi, global equity and
global debt are evaluated from firm”s point of view

4.4. 1 General Aspects of Debt and Equity
Below are presented general aspects of debt and equity.

Parameter Deln Equity

i. Permanence of capital o some extent To great extent

il Fixed Servicing To great extent | Not as all Obligation

iil. Charge on assets Tir great exten Not at all
‘_ iv. Borrowing capacity Uscs the capacity Creates capacity

v. Financial Risks Creates Absarbs

vi. Flotation cost Lesser Higher
_;ifiﬂmns_uf_amuu1 rights | Restrictive covenants Vaoting power
viil. Tax shield Provides shickls No leverage

ix. Trading on equity Hﬂllp‘i Beneficiary

;1. II'I“;R-IIJI'E attracted Conservative Risk — Seeking

xi. Valustion of firm Adds through leverage No Effect

ail. Suited for Shon and n;:dium tenm Long term and

needs perpetual needs |

“wiiil. Dilution of Prevents Creates

mamigement control
[ xiv. Ciost of control lLower Higher
“xi llesibility of capital | Reduces lncreases

sIFLC T ]
: AL Voarsety More | Minimum |
sy Dispensability | Not indispensable Indispensable

T4
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4.4. 1. Global Debt Vs Global Equity

Global Debt: Suppose & company floats Euro dollar bonds or poes for
sSyndicated foreign loan or issues foreign cumrency convertible bonds. What are
the mers of such an action? What are the drawbacks of such an action”

Merits: The menis of global debt for the debtor firm are: First, the global deb
market is more efficient than domestic markets cost of floatation and services
costs of the debt are cheaper.

Second, the firm gets convertible currency which could be used to fund import
contents of the project,

Third, there are varieties of instruments in the global debt market. So, an
appropriafe nstruments can be chosen,

Fourth, I the domestic currency appreciztes, debt servicing will be easy.

Fifth, tax shield, value addition through leverage effect, trading on equity, et
can be obtained.

Drawbacks: The drawbacks of global debt financing mode for the debior 1irm
are:

First, debt servicing has 1o be in convertible currency. IF the domestic currency
depreciates. debt servicing becomes costlier.

Second, maturity patierns of securitics may not match with maturity panerns of
investments planned by the firm.

Global Equity: Now, suppose a firm goes for global equity by floating GDRs
or ADRs or ADS,

Merits: The merits are;

First of all the market standing of the firm goes up. Betier valuation takes place.
When Infosys Technology Lid, an Indian firm, fosted ADRs jis market
valuation sky-rocketed. Many can float global debt securities. but onlv a select
group can float equity,

Second, there 15 no fixed servicing obligation, nor charge on ossets is crested,
The foreign investor bets on the company’s fortunes. Gain or loss, it is his.

Third, convertible currency finance is oblained.
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Demerits: The drawbacks are, market valuation sinks or sails with global stock
market trends, SMEs (ie., small und medium entreprencurs) cannot tap this
market as great market smnding is required to tap the global equity market,

5. DEBT INSTRUMENTS

Dbt investment guarantees periodic curment return and  priorin
repayment of capital over equity investment in the event ol winding up. Of
course, debt investments are redeemable afier a fixed time period, usually 7
years or so. Security 5 there. Risk overse investors go for this investment. A
brief’ description of debt instruments available in the Euro-market is presentad
below.

5.1. Bonds

A bond s a debt security issued by the borrower, purchased by the
investor, usually through the inermediation of a group of underwriters. Bonds
are the primary debt instrument of great popularity world over. For starters, there
15 & veritable plethora of securities, such as Furo-bonds, Yankee bonds, Samurai
bonds, and Dragon bonds which tap the European, US, Japanese, and Asia-
Pacilic markets, respectively. More specifically, Eusrobonds are unsecured debt
securilies maturing at least a year after the launch. Usually fixed-rate
instruments, with buller repayments (one-shot redemption ) these bonds are
listed on stock exchanges abroad. And borrowers access global investors with
decp pockets: individuals with high net worth as well as institutions.

I'he traditional bond s the straight bond. It is a debt instrument with a
fixed maturity period, a fixed coupon which is a fixed periodic payment usually
expressed as percentage of the face valve, and repayment ol the lace value at
misturily (This is known as bullet repayment of the principal). The market price
at which such a security s bought by an investor either in the primury market (a
v issue ) or n the secondary market (an existing issue made sometime in the
past) 15 its purchase price, which could be different from its face value, When
ey are identical the bond is said to be selling at par, when the face value is less
than {more than) the market price, the bond is said to be trading at o premium
(discount). The difference could arise because the coupon is different from the
ruling rates of interest on bonds with equal perceived risk or because market's
perception of creditworthiness of the issuer is different. The yicld is a measure of
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refumn 1o the holder of the bond and is a combination of purchase price and the
coupon. However there are many concepts of yield. Coupon payments may be
annual, semiannual or some other periodicity. Maturities can be upto thirty
years. Bonds with maturities at the shorter end (7-10 vears) are often called
notes.

A very large number of variams of the straight bond have evolved over
time to suit varyving needs of borrowers and investors.

A callable bond can be redeemed by the issuer, at issuer’s choice, prior
to its maturity, The first call date is normally some vears from the date of issue:
e.g. 8 I3 year bond may have a call provision which allows the issuer to redeem
the bond at any time after 10 years. The call price i.e. the price at which the bond
will be redeemed is normally above the face value with the difference shrinking
as maturity is approached. This feature allows the issuer 1o restructure his
liabilities or refund a debt at a lower cost if interest rates full, In an environment
of higher interest rates (i.e. when they are expecied io fall) the callable bond will
have to given an incentive to the investor in the form of a higher vield compared
tor an otherwise similar non-callable bond.

A puttable bond is the opposite of a callable bond. It allows the investor
to sell it back 1o the issuer price to maturity, at investor's discretion, after a
certain number of years from the issue date. The investor pays for this privilege
in the form of a lower vield. As for stepped-up coupon puttable bonds, they are a
hybrid between debt with warrants and extendable bonds or notes. After a
specified period of time, investors can either put the bonds back up to the issoer
or hold on to the bonds for a stated period at a higher - stepped-up - coupon rate.

Sinking fund bonds were a device, often used by small risky companies
to assure the investors that they will get their money back. Instead of redeeming
the entire issue al maturity, the issuer would redeem a fraction of the issuc each
 year so that only 4 small amount remains to be redeemed at maturity,

Zero coupon bonds are similar to the cumulative deposit schemes
offered by companies in India, The bond is purchased at a substantial discount
from the face value and redeemed at face value on maturity. There are no interim
interest payvments. One possible advantage can rise from tax treatment if the
difference between the face value and the purchase price, realized at maturity is
deemed to be entirely capital pains and taxed st a rate lower than the rate
applicable to regular interest received on coupon bonds.
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Convertible bonds are bonds that can be exchanged for equity shares
either of the issuing company of some other company. The conversion price
determines the mumber of shares for which the bond will be exchanged: the
conversion value is the market value of the shares which is less than the face
value of the bond at the time of issue. As the price rises, the conversion value
rises. There is gencrally a call provision attached which allows the issuer 1o
redeem the bond when the share price rises above o cenain level which forces
the holder to convert in order to avoid losing the premium on the bonds.
Convertible bonds carry a coupon below that of a comparable straight bond, thus
reducing cash outflow on account of interest. Small but rapidly growing
companies find it an attractive funding device. It is a form of deferred equity,
effectively sold above the current market price. One motivation might be that the
issuer believes that the market is currently under-pricing its shares.

Bunny Bends: These bonds permit investors to deploy their interest
income from & host bond into more bonds with the same terms and conditions.
Since the option to refnvest interest al the onginal yicld is attractive to long-term
investors, like the pension funds, companiés find it a cheap source of finance.

Furo-Rupee Bonds: [t doesn't exist yet, but several foreign institutions
are toying with the idea of gobbling together such a tool for wary companies.
Denominated in rupees, Euro-Rupee bonds can be listed in, say, Luxembourg.
Interest will be paid out in rupees, and investors play the risks of currency
fluctuations.

Euro-convertible Bonds: it's the most exciting Euro-option available.
Equity-linked debt instruments, which can be converted into GDRs. ECBs
represent the best of both worlds. And they may soon overtake GDRs in terms of
their popularity in this country.

Traditionally, investors have the option to convert any such bonds into
equity sccording 10 8 pre-determined formula * and, appropriately, even at o pre-
determined exchange rate, Such bonds allow investors the flexibility 1o remain
with the debl instrumient if the share price refuses to rise. These bonds have also
spawned subtle variations like those with call and put options, which allow the
issuer 1o insist on conversion beyond certain limits or permit investors to sell the
honds hack to the issuer. What's more significant are the structural variations

that the Furo-market is becoming famous for.
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Deep Discount Convertibles: Such a bond is usually issued a1 a price
which is 70 to 80 per cent of its face value. And the initial conversion price, and
the eoupon rate levels, are lower than that of a comventional Eurobond.

ECBs with Warrants: Warrants are an option sold with a bond which
gives the holder the right to purchasc a financial asset at @ stated price. The asset
may be a further bond, equity shares of a foreign currency. (Currency warranis
have heen particularly popular in the Euromarkets). The warrant may be
permanently attached to the bond or detachable and separately tradable. Initially
warrants were used by speculative issues as an added incentive 1o the investor o
keep. the interest cost within reasonable limits. Recently even high grade
companics have issued warrants.

Strictly speaking, these financial instruments arc naothing but derivatives
of Furo-bonds, They are a combination of debt, with the mvestor getting an
option on the issuer’s equity. The equity option, or warrant, is detachable from
the host bond and it can be cashed after specific points of time. However, the
bonds. which have a debt life of seven to 10 years, remain outstanding uritil they
mature, “There ¢an be structural variations, or even derivative products which
combine the risk, vield, and expectations of the issucr and the lender™. For
instance, they could be zero coupon bonds which carry a conversion option at a
predetermined price, which are called liquid vield option notes.

Bull Spread Warrants: These warranis offer an investor exposure to the
underlying share between a lower level, L, and an upper level, U. The Jower
level is set to provide a return to investors above the dividend yielkd on the share.
After maturity - usually three years - if the share price is below the level L. then
the investor reccives the difference from the company.

Compensating for the downside protection. the issuer can cap the up-side
potential on the share. When it matures, il the issur’s share price is above the
level U, the issuer has to pay but only the amount L. I the stock is between L
and U on maturity, the issuer has a choice of either paying the investor cash or
delivering shares. As the minimum retum is set above the dividend yield on
shares, the structure works best for companies with a low dividend vield.

Money-back Warrants (MBWs): MBWSs entitle an investor to receive a
certain predetermined sum from the issuer provided the investor holds the
warrant until it matures, and does not convert it into shares. To the investor, the
cost of doing 5o is not only the cash he loses, but also the interest foregone on

279




that sum of the money. This means that compames must offer a higher premium
than they normally do.

Bonds (straights, FRNs. zero-coupons etc.) can be classified into three
categories, Domestic bonds are bonds 1ssued by a resident issuer in its country of
residence, denominated in the currency of that country. Examples are dollar
bonds issued by US, Treasure of o US corporation in the US capital market
Foarcign bonds are bonds issued by a non-resident entity denominaicd in the
currency of the country of ssue. A US dollar bond jssue, in the US capital
market, by a British corporation or the Mexican government is a foreign dollar
bond. Eurobonds are bonds denominated in a currency other than the currency of
the country in which they are issued. Thus a dewtsche-mark bond issued in
Luxembourg is a Euro DM bond. In earlier vears the main distinction between
foreign bonds and Furobonds used w be in the character of the underwriting
syndicate and composition of the investors. For foreign bonds, the syndicates
were constituted by investmen! banks resident in the country of issue and
investors oo were predominantly residents of that country. Thus, a foreign
dollar bond in the US would be underwriiten by a syndicate composed of
American investment banks and predominantly subseribed to by American
mvestors. A Eurobond issue on the other hand would be underwritien by an
mternational syndicate and subscription would be spread across a number of
countrics. Over the years, this distinction has more or less disappeared and it has
become difficult 1o distinguish between the two on this basis.

The other basis for distinguishing between foreign bonds and Eurobonds
could be the role played by domestic regulatory authorities. Thus for dollar
bonds. ssues made m US are subject to SEC regulations and registration;
Furodollar bonds are not. They are thus like bearer bonds, Different countries
have different regulations in this matter.

Many Eurobonds are listed on stock exchanges in Europe, This requires
that certain financial reports be made available 1o the exchanges on a regular
basis, Trading in the secondary markets is done on the exchange through dealers
(g, Eurodollar bonds).

Compared to syndicated bank loans, bond issues are a more expensive
funding device in terms of issue costs, Much more claborate preparations are
required 1o ensure success of the ssue. In some segments such as the US and
lapan domestic markets, formal credit ratings are essential and, as in the case of
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US, disclosure requirements are quite elaborate. In general, bond ssues as &
funding device, are difficult to access without 8 good credit standing.

Bond issues can be public offerings or private placements aimed ot a
limited number of large institutional investors. Registration and other
requirements can be different for private placements. In the Eurobond markets,
costs of an issuc consisting of management fees, underwriting fees and selling
commissions can be quite large amounting upto 2% of the issue size.

It has been estimated that during the 19805, 70% of all Eurobond issues
were tied 1o 8 Swap deal. A financial swap is not a funding instrument in itsell.
Rather, it is a transaction which allows both investors and issuers to achieve
specific financial objectives such as particular currency composition of assets or
liahilities, changing the interest basis of a liability or asset from fixed to floating
or vice versa, reduce cost of horrowing by arbitraging certain market
imperfections or differences in tax regulations and so forth. A swap deal can be
done at the time of a new borrowing or with an existing asset or liability,

5.2. Notes

Fixed/Floating Rate Notes: Instruments for lending a period of one year
to 18 months, medium-term notes are better for longer periods of one to five
vears. Again flexibility is the primary benefit: a note can be sold in small
tranches, or in larger amounts, with different maturity periods, depending on the
M conditions in the market and the company’s need for funds. The interest rate
may be fixed or loating,

A floating rate note (FRN) is, as its name implies, a bond with varying
coupon. Periodically (typically every six months), the interest rate payable for
the next six months is set with reference to a market index such as LIBOR. In
some cases, & ceiling may be put on the interest rate (capped FRNs), while in
some cases there may be a ceiling and a floor (collared FRNs).

Increasing Rate Debt: This debt instrument matures in 90 days’ time but
it can be extended at the issuer’s option for an additional period at each maturity
date; simultaneously, the interest rate also increases. Several vanations are
possible; extendable bonds and stepped-up coupon put table bonds. As the term
suggests, extendable bonds have fixed redemption dates. However, the investor
can choose to hold on to the bond for some more time usually at a higher coupon
rafe.
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Flip-Flop Notes: A bond with reverse flexibility, a flip-flop note offers
investors the option to convert 1o another debt instrument. And in some cases,
investors can even go back to the original bond at a later date. The option
changes the maturity of the issue and the interest rate profile. It gives issuers the
opportunity lo persuade investors to accept lower interest rates, thus reducing
their costs, Conversely, investors have options which come in handy when
interest rates fluctuate sharply.

Dutch Auction Notes: Here, investors bid for seven-year notes on which
the coupon rate is re-prived every 35 days. As a result, the notes are sold at the
lowest vield possible. Bids are conducted through a real auction by dealers in the
US markets. The main advantages is that these notes provide money for longer
period than commercial paper, since they are re-priced only once every 35 days
and, unlike commercial paper are not redeemed and resold.

A large number of other varian®s have been brought to the market. Among
them are drop-lock FRNs, convertible FRNs, dual currency bonds, bonds with
exotic currency options embedded in them, bonds denominated in artificial
currency units such ECU and so on, Short descriptions of some of these are
given in the appendix to this chapter. A few of these will be analyzed in detail in
later chaplers.

5.3. Syndicated Loan

The earliest to be evolved and, for a time, the most dominant form of
cross-border  lending was the syndicated bank loan, Throughout the late
seventies and early eighties most of the developing country borrowers relied on
this source since their credit ratings and reputations were not good enough for
them 10 avail of other avenues such as bond issues. A large bank loan could be
arranped in @ reasonably short time and with few formalities. This was also a
period during which banks found themselves being flooded with inflows of short
term funds and a reélatively depressed demand for loans from their traditional
developed courtry borrowers.
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5. 4 Short Term Financing

Sources and Types: There are both external and internal sources. Trade
eredit, commercial banks, finance companies, indigenous bankers, advances
from customers, accrial accounts, loans and advances from directors and group
companies ete, are external short-term sources. A brief discussion ol each source
is attempied below:

54.1 Trade credit is a short term credit facility extended by suppliers of raw
materials and other suppliers. It is @ common source. It is an important source.
Either open account credit or bill acceptance credit may be adopted. In the
former as per business custom credit is extended to the buyer, the buyer is not
signing any debt instrument as such. The invoice is the basis document. In the
acceplance credit system a bill of exchange is drawn on the buyer who accepts
and returns the same, The bill of exchange evidences the debt. Trade credit is an
informal and readily available credit facility. It is unsecured. 1t is flexible wo;
that is advance retirement or extension of eredit period can be negotiated. Trade
credit might be costlier as the supplier may inflate the price to account for the
loss of interest for delayed payment,

5.4.2 Commercial banks are the next important source of working capital
finance, Straight loans, cash credits, hypothecation loans, pledge loans,
overdrafis and bill purchase and discounting are the principal forms of short term
finance provided by commercial banks. Straight loans are given with or without
security. A one time lump sum payment is made, while repayments may be
periodical or one time. Cash credit is an arrangement by which the cusiomers
(business concerns) are given borrowing facility up to certain limil, the limit
being subjected to examination and revision yemr after year. Interest is charged
on actual borrowings, though a commitment charge for utilization may be
charged. Hypothecation advance is granied on the hypothecation of stock or
other“asset. It is secured loan. The borrower can deal withothe goods, Pledge
loans dre made aiainst physical déposit of security in the bank’s custody. Here
the borrower cannot deal with the poods until the loan 15 settled. Overdrafi
facility is given to current amount holding customers o overdraw the account up
to certain limit. It is a very common form of extending working capital
assistance, Bill financing by purchasing or discounting bills of exchange is
another conumon form of financing.
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5.4.3 Indigenous bankers also abound and provide financial assistance to small
business and trades. They charge exorbitant rates of interest. But very much
understanding exists between barrower and financier,

5.4.4 Advance from customers are normally demanded by producers of costly
goods at the time of accepting orders for supply of’ goods. Contractors might also
demand advance from customers. Where the seller’s markets prevail, advances
from customers may be insisted. In certain cases to crsure performance of
contract an advance may be insisted,

33.5 Accrunl accounts are simply outstanding dues 1o workers, suppliers of
overhead services and the like. Outstanding wages, wxes due, dividend
prenvision, ete are accrual accounts providing short term capital finance for short
period on a regular basis.

5.3.6 Loans from directors, loans from group companies ete. constitute
another source of short term capital. Cash rich companies lend 1o liquidity
crunch companies of the group, inter-corporate loans are an important form of
short term financing,

5.5.7 Euronotes can be another source of funds, Euronotes are short term notes
floated in countries other than the country in whose curréncy the same are
denominated. Euro-notes can also be called as Euro-commercial paper. But,
eurn-notes are longer term relative o commercial papers. In Furope, Euronotes
like Note Issuance Facility, which are under-writien facilities were popular, As
the underwriting facility is expensive, in 1984, Saint Gobbain, an issuer and
Banque Indo-Suez dealer issued Furonotes without underwriting facility.

5.5.8. Commercial Papers: Commercial Paper (CF) is o short term unsecured
promissory note that is generally sold by large corporations on discount basis ta
institutional investors and other corporates for maturitics ranging from 7 w0 363
days. Commercial paper is cheap and flexible source of fund for highly rated
borrowers as it works out cheaper than bank loans. For an investor it i% an
amractive short term investment which offers higher interest than bank aceounts.

In ULS.A. the commercial paper is in existence for more than 100 venrs
and aceounts more than 400 billion US dollars, US.A. is the largest commercial
paper market It is vsed extensively by U.S, and non U8 COrporations. Any
ssuer who wants to launch a CP. in US.A. has to get it rated by Moody's or by
Standard and Poor's Corporation, the credit rating agencies, The commercial
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papers then can be placed either directly or through C.P. dealers. The major
investors are Corporates, Trusts, Insurance Companies, Pension Funds and other
funds, banks etc.

Commercial papers can be issued either directly in their own name or
with third party support in the form of standby letters. Most C.F. programs have
a back-up credit line of a commercial bank covering at least 50% of the issuc.

Commercial papers are continuously offered unsecured debt by the
borrower. Most FCPs mature in 30, 60, or 90 days and are sold at a discount to
their face value. That reflects the interest on the instrument as well as the overall
vield to the investor. It's extremely flexible, since commercial papers can be
structured according to different maturities, amounts and rates according to the
issuer's needs for funds.

As the Euronotes involved the costly underwriting facility, in 1984, Saint
(GGobbain, an issuer and Bangue Indo-Suez dealer issued Euronotes without
underwriting facility and thus became the first Euro-CP issue. The commercial
paper issues in the Euromarkets developed rapidly in an environment of
securitization and disintermediation of traditional banking.

S5.5.9. Inter-firm loans

Direct loans, back-to-back financing and parallel loans are the forms of
loans adopted to transfer fund.

i. Direct loans involve two partics (i) parent and affiliste or (1) one affiliate and
another, Other forms invelve an intermediary.

li. Back to Back loan is also called fronting loans or link financing. It is
emploved to finance affiliates located in nations with high interest rates and/or
restricted capital market. The parent firm in country A deposits funds with a
bank in country A, who in tum lends to the affiliate in country B. From the
bank’s point of view its risk is nil as the loan is backed up by the deposit. For the
MNC two advantages flow. The subsidiary gets finance at reduced rate of
interest as the withholding tax rate on loans from multinational banks is lower
than the same on loans from MNCs. The government of country B, will permit
the subsidiary to honour amortization schedule of a loan from a multinational
bank, even though it may not allow it to do so in respect of a loan from MNC
parentanother affiliate, when exchange controls are introduced. The third
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benefit is that the subsidiary’s reputation pets enhanced because of its aocess Lo
funding by a multinational bank.

Variations in back-to-back loans exist in terms of currency of deposit and
currency of loan, the party depositing ( need not e an affiliate always) and the
party getting the loan, enabling the release of blocked funds and so on.

Cost of back-to-back loan: Assume opportunity cost of funds © the parent be
1094, its deposit ferch 824, its marginal tax rate 35%. The affiliate’s marginal tuax
rate 45%, its cost of back w0 back loan 9% (with a spread of 1% to the bank) and
currency depreciation of the affiliate’s country 11%. Then the effective cost of
hack to back loan equal to;

Interest cost - Interest income + Interest cost - Tax gain on

to parent w0 parent o affiliate exchange less
=10%{(1-35) - 8% (.33) +9%(1-45) -.45{11%)
=6.5% - 2.8% +4.95 -4.95

=3.7%

Back to back loans can be used to access blocked curmency funds without
physically transferring them.

BACK TO BACK LOAN

USA Parent UK subs of
USA Parent
Depositg with
Loans fo

Citi Bank in New Citi Bank Branch
York London

Parallel Loan: Parallel loan actually involves a resident firm in 2 country lends
W a non-resident (other country) firm on the condition that the non-resident’s
affiliate resident in the other country lends to the non-resident affiliate of the




resident firm in the other country. It is an effective method of lifting blocked
funds.

PARALLEL LOAN

LIK Parent LS Parent
|oansio Loans
US Parent’s UK UK Parent’s US
subsidiary Subsidiary

To know parallel loan as a method of funds transfer, look at the following
exhibit as well which describe two situations.

Case (a) Case (b)
UK Us UK Us

UK Parent lerds to |US Parent lends to UK Parent 1 lends|UK. Paremt  2's

US Parent’s sub.|UK Parent's sub. to UK Parent 2 Subsidiary in US
In UK InUS lends to UK Paremt
| I's UK Subsidiary

6. COST OF CAPITAL

Capital, li*e all resources, involves a cost. Business organizations when
mobilizing capital incur cost and later when serving the capital MCUr servicing
cost. The former known as floatation cost i one-time and includes underwriting
and brokerage commission, cost of printing and vetting of prospectus, financial
advertisement costs. ete. Flotation cost accounts for 3 10 8% of issue size, 1t is
said. Higher the issuc size, less is the floatation cost and vice versa. Depending
on the primary market conditions, floatation cost varies. In boom sentiments the
cost is lower and vice versa. The servicing cost is recurring and includes
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dividend, interest etc. paid penodically, While interest rates are fixed and
payment of interest is compulsory, dividend rates arc varying and dividend
payment 15 not a legal binding on the management. Yel, companics pay
dividend lest share price shall fall. Cost of capital is computed considering the
above factors. The components of cost of capital consists of risk-free rate of
miterest, nsk-premium for business risk, risk-premium for financial risk and the
like.

6.1. Concepts of Cost of Capital

There are several concepts of cost of capital, Cost of capital s the
minimum return expected by investors in financial investments. The minimum
refurn expected by debenture holders i the cost of debt, by the shareholders is
the cost of equity and so on. The firm must provide this minimum return in
order to enthuse the public to subscribe 1o the debentures or shares. as the case
may be, Cost of capital is the minimum return that should be earned by n
business (so as to be in a position to safisfy the providers of capital), 1T 16%
return 1s expected by investors in bonds of a company, the company must eam af
least 16% on the funds mobilized through issue of bonds. Hence minimum
return expected by investors and minimum return to be eamed by a company
both mean one and the same.

Caost of capital may refer to specific cost or combined cost of capital.
Specific cost of capital refers 1o cost of each component of capital, like share
capitul, debt, etfc. Combined cost of capital is the overall cost of all Tunds
employed by a business.

Actual and imputed cost concepts need o be looked into.  Actual cost of
capital refers o the out of pocket cost of capital, In the case of debentures
payment of inferest is an actual expenditure. So, cost of debenture is generally
actual. As to shares, in the initial vears dividend payment may not be there. But
a capital appreciation might be there n the stock market due to potentials of the
Serip. 5o, equity capital in this context has an imputed cost

Cost of capital may be of the opportunity cost type. The retained earnings
belong 1o shareholders but are not capitalized. Yet, they involve a cost, an
opporiunity cost which means what the shareholders could have earned had they
been distributed as dividend or capitalized by means of bonus share issues.

288




SL 24- 20

Cost of capital may be marginal cost and average cost. Marginal cost is
the cost of additional capital that may be raised whereas average cost is the
combined cost of total capital employed.

Cost of capital can be pre-tax or post-tax cost. Debenture interest is
deducied while computing income for tax purposes. So, debentures’ post-tax
cost is lower than pre-tax cost.  Accordingly, overall cost of capital also can be
classified into pre-tax and post-tax average cost of capital,

Cost of capital may be explicit or implicit. Explicit cost of capital is
similar w0 out-of-pocket cost. It is an accounting cost. Implicit cost is hidden
and it may not involve actual payment and hence may not be directly accounted
for.

Cost of capital may be classified into past and future costs. Past cost is
irrelevant for decision-making, while future cost is relevant. For funds raised
already the floatation cost is a past cost, whereas future interest/dividend
commitments are future cost.

6.2. Computation of Cost of Capital
The computation of specific costs of capital is attempted here.
6.2.1. Cost of Debt (K or Ky)

Diebt capital is a predominant method of corporate financing. Debt may
be short term or long term debt. Short term debt takes over several forms like
bank loan, bank cash credit and bank overdraft, trade credit, bill discounting, etc.
The rate of interest applicable to bank loan, cash credit, overdraft and bill
discounting is the pre-tax cost of those credit forms. The post-tax cost of these
forms of financing is obtained by multiplying pre-tax cost of capital by (1 — Tax
rate).

L Cost of trade credit: Regarding trade credit, the supplier may prescribe a
payment term such as, 3/30, net 60 days which means, a cash discount of 5% if
puyment is made within 30 days, else full payment by the 60" day. 1t means on
a transaction of $100, $93 payment is enough if’ payment is made by 30" day,
otherwise $100 be paid by the 60" day, That is, failing 1o pay $95 by 30™ day,
entails payment of $100 by 60" day, or $5 interest for 30 days, on a capital of
$95. So. interest rate comes to ;100 x 5 x 360 /95 x 30 = 63%, Failing to take
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advantage of cash discount results in heavy interest cost.  This 15 an opporiunity
cost,

it. Cost of long term debt: Cost of long term debt is computed differently for
different types of debt capital.
a. Cost of irredeemable debentures: For irredeemable debentures of 4 coupon
rate of 14% and issue cost of 2%, the cost of capital is:
Armecalowpon it erest S = $.14 L 100 = 14.3%
Net [ssueprice 0%
K, (Post = tax)= K, (Pre—tax) x (|- Tax rare)
= 14.3% (1 -0.4), reking 40% ray rafe
= §.58%
b. Cost of redeemable debentures: For redeemable debentures the cost of debt
is computed differently, Let the net issue price be $98 and redemption price

after 8 years be $102. The coupon rate is 17% p.a. Then the cost of debt will
be:

K, (Pre - tax)

Re demprion Price - Neifssue Price
R No.of Years to Re demprtion
{ Netlssue Pr ice + Re dempiion Price)

Arnsal Comprrny Iriveresi +
x 100

K, (Pre-rtm) =

2
§ 17, (102-98) =
T il el
.
Actually. the above formula is an approximation of the formula :
sop - 37,817 . ST | sl
(ber) (+r) (er® ()

where “r 18 the pre-tax cost of debt. This is the present value model. The
generul form is:
I,
g — ¥ Faurnin
(+ry  (I+r)y  (1+r)

+ e A F'Y
I+ (+r)y

& . 5B .




K, (Post —tax)= Kd{Pre—tax) x (1-Taxrare)
= | 7.5% (1 - 60%), taking a 60% taxrale
= T% 3 i

Where interest payments are made semiannually or quarterly, the effective cost
will be slightly higher, Assuming a semi-annual interest payment and using the
present value model, the pre-tax cost of debt is the value of 'r° in the formula:

%85 185 i §.85 $.102

RS =T g, RS
(1+ri2)" n {(l+r/2)"

= WerlD) Qeriay

The general form here is,
fj fy 1y .I': A

+ +
(I+r/2) (1+r/2)  (Q+r/2Y {(l+r i)™ (l+rf 2™

Cost of debt that we have seen is the explicit or out of pocket cost,  There
may be an implicit cost due to restrictive covenants imposed, bankruptcy cost in
the event of forced winding up and so on. Explicit cost varies with credit
standing and market factors. With higher credit rating, larger issue size and
booming market sentiment, explicit cost decreases and vice-versa.

P =

6.2.2 Cost of Preference Shares (K,,): In the case of irredeemable preference
shares, the cost of capital is given by,
 Anmuet!Coupon Lvividend
g Net fevue Price

Say 3200 face value preference shares carry a dividend rate of 15% p.a. Issue
expenses amounted o 3%. Then the

$30 $30.0100
= 100 =
(200 - 3%} 194

K

F

x 100

=15.4%

No tax benefit is available to the company on preference dividend paid. Hence
15.4% is the effective cost,

For redeemable preference shares, redeemable after “n” years, cost of capital is
‘r" in the following equation:
D oy D, i

! — - > 4 i
(l+r) (1+r) (1+r)" (14r)"
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Where, P = net issue price ), Dy, ... D, are dividends for 1¥ through nth years,
A redemption price, n = number of years to maturity, and r = discount rate (j.¢.
the cost of capital). An approximation for the above model 15

Redempiion Pr ice — Netivsue Prfce
No.of Yearsio Maturity

; {r.'."l’ﬂf.[tmt’ Price + Be demplion Price)
1

f =

Let us tnke an example. Issue Price (P) = $96. Coupon dividend is 17% .
Redemption at & premium of 2% after 6 vears. Then,

D

Kps = v 100

(102 - 96) .
517+ .

‘= & . = _!"}_*EI]_E'I = | B2 [

Kot = — gy ¥ 100= = =182%
e \
I
6.2.3 Cost of Equity (K.): There are several cost models relating o equity i
capital. These are dividend approach, dividend plus growth approach and i

earnings approach, These may be explained.

a. Dividend Approach (D/P), assumes a constant dividend per share (DPS)
continually for a infinite period. The K, = D/P, where D’ is the fixed DFS and i
“P* is current price. A company’s equity share gives 85 dividend p.a for an
mfinile time o come and its price is 830 at present. Then K, = D/P x 100 = 5/50
x 100 = 10P%, Constanmt dividend model is not realistic. Hence the above method
lacks practical significance.

b. Dividend plus growth (VP + g) approach assumes a constantly growing
dividend. at *g’ rate. Here, K, = Dy/P + g. where D is the dividend expected
one year from now, P is the current price amnd ‘g’ is the growth in dividend
expectcd 10 continue infinitely,

Lut's ke o case. A company has declared $1.00, $1.10 and $1.21 for the
past three vears, The current market price is $12, The cost of equity 1s: K, =
DyE v g A look &t the annual dividends of the past indicates a 10% growth in
dividend, 5o, 'g" = 10%, DI = dividend one year hence $1.21 + 10% = $1.21 +
0.121 =§1.331. Se.

51,331

A 100+ 100 = 11L.1% + 10% = 21.1%

|2

292




6.2.4. Cost of Convertible Debentures (K, )

Cost of convertible debentures is o be calculated adopting present value
model.  Present value of interest payable upto conversion and present value of
shares that may be allotted on conversion should be equated 10 issue price of the
convertible debenture. The discount rate that equates the two is the cost of
convertible debenture.

A company has issued convertible debentures carrying & coupon rate of
12% p.a. at a net issue price of $90 (i.e. 10% discount). After three years each
convertible debenture is to be converted into an equity share, The equity
dividends for the last three vears were 85, $5.50 and $6.05 and the current
market price is$80. To find the cost of convertible debenture we must know the
value of shares that will be given at the end of the 3" vear in lieu of debenture.
That is equal to: Expected dividend 4 years hence divided by K. —g. K, =D,/P;
+ g 1y = dividend per share one vear hence = Last vear dividend + growth for
| year. Growth, g = 10% p.a. (vou can easily know this by a glance over the past
DPS, viz., §5. §5.5 and $6.05. So, D) = $6.05 + 10% = $6.66. K, = $6.66/580 +
Eﬂ'ﬁ. = 83% + 1Fs = 18.3%. Expected dividend 4 vears hence = $6.05 (1 +
g)* = 86.05 x (1.1)" = $8.87. Value of the share at the time of conversion =
B.B7/(18.3% - 10%) = $8.37 / 8.3% = $107.

B0,
I, !

$90 = e Y Iy + . L
{(1+7) (+r} (l+r) (1+r’

512 o £12 512 i £107

$.W= -
(+r) 0+ a+rY  (+82

where ' = cost of convertible debenture. We can get the value of v by trial
and error method. It may be arrived at through the approximation ormuly as
well.
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j o Premium 12 (107-90)

) No, af }’em‘ﬁ' 3
Ko = g P .
Averageof Issue and Re demption Pr ice {90+ 107)
2
12+5.67 | 767

b w100 = 18T _ rpe
g5 T =g

—

6.2.5. Cost of Retained Earnings (K,)

Retained eamings are accumulated profits and free reserves belonging o
equity sharcholders. Though it has no explicit cost, opportanity cost is involved.
It 15 not cost free, though i may appear to be so. The business must earm a1 least
what the shareholders can earn on this sum if it 15 distributed as dividend, Say a
company has $10.00,000 retwined camings.  Assume it declares the whole sum
as dividend. The sharcholders receive dividends $10.00,000. But they are
assessed (o tax on the dividends. Let us assume the marginal rate of taxation of
the sharcholders iz 30%. o, 30% of $10,00,000 is paid as tax. So only
700,000 are left with shareholders. Let us assume they invest in various
financial assets earning an overall return of 18% pa.  Cost of investment
amounted to 3%, That is of the $7.00,000; 3% is spent on incidentals fo
investment and that only, $6,79,000 are invested eaming 18%. The return would
be $1,22.220. If the company does not pay dividend, it must at least eam
$1,22,220 on the 51000000 retained eamings. This is the breakeven or parity
return.  Then the rate comes 1o 12.222% So, K, = 12.222%. It can be calculated
tu:lnpiing the formula: ’

= K. (1 = TR} (1 - FC})
'-'rhEh!. K cost of equity, or minimum returm expected by equity investors
'R = marginal tax rate of shareholders, and FC = flotation cost.
by = 18% (1 —30%) (1 -3%) = 18% (T (9T) = 12222%
6.2.6. Weighted Average Cost (K,)

When differemt sources of capital are emploved overall or weighted
average cost of capital can be calculated. This gives an idea about the averape
retur that the firm must eam on its investment.

o compute the weighted average cost of capital wo factors are needed.
These are. weight of mdividual source of capital 1o total capital and the cost of
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individual sources of capital. The latter has been dealt at so far. The former is a
simple concept. But there are several alternatives of weights. Book weights,
market weights and marginal weights are the alternative forms of weights.

Book weights method uses book value of individual sources of capital total
hook value of all sources capital employed. Book weights are definite and
historical, but devoid of realism as current market values are not reflected.
Hence K, computed on this basis may lead to deflated K, and mvestment
decisions based on such K, may prove to be fatally wrong.

Market weights method uses market value of individual sources of capital
emploved to total market value of all sources of capital employed. Market
weights are realistic, but subject to fluctuation. 5o, market weight based K is
also fuctuating. Sometimes market values may not be known. Hence the
difficulty.

Marginal weight method becomes relevant when additional capital is raised
from more than one source. |f only one source is used to raise additional capital,
specific cost of that source is the overall cost of marginal capital raised. In other
situntions using marginal weights, the marginal overall cost of capital 1s
calculated. Acceptance or rejection of new investment proposals to done by
comparing marginal rate of return of new investment with the marginal cost of
additional capital funding the investment. The marginal ROI should at least be
equal to marginal K. An example may be taken up now to further discuss K.

A firm has the following capital mix.

~ Source of Capital Cost Book Value Market Valoe
| Equity share capital 18% $00000| 2850000
Retained earnings 5% 10,06, 0040 -
Preference share capital 14% 4,00, 004} 450,000
Debentures 12% | 28,000,000 27.00.000*
(Tax rate 50%) 75000000 60.00,000

The following table works out the cost of capital for the firm on market
and book weight basis,
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Source K,-Book Weight K, - Market Weight

Equity share capital 18% x 8/50 = 2.88% 18 x 285/600 = 8.55%
Rewined camings 15% x 10/50 = 3.00% ---
Preference share capital 14% x 4/50 = 1.12% 14 x 45/600 = 1.05%
Debentures* 6% x 2850 = 3.36% 6 x 270/600 =2.70%
*(Post tax rate = 6%)
1 K, 1036% 12.30% .

6.2.7. Marginal Cost of Capital

A concem is considering an investment proposal requiring an investmen |
of $50,00,000 and promising an ROl of 14% Debt capital to the tune of
$30,00,000 is available at 18% (the tax rate is 45%). Balance of capital is 1o be
financed through retained camnings. K, = 25%. Marginal tx rote of
sharcholders is 20%. Floatation cost is 2%, Can the project be taken up?

Marginal Cost of Capital = Marginal weighted + Marginal weighted cost
cost debt of retained profit
={18% (1 -45)x 30/50] + [ 25% (1 —20%) (1 - 2%) x 20/50]
-[l;l_t,lﬂ,,-:, X ﬂ.ﬁ] + [ 19.6% x 134

= 5.04% +7.84% = 13.78% 2
Ihe project’s ROI at 14% is greater than the marginal cost of capital at
13.78%. Hence the project may be accepted. .

In the diagram, marginal ROL is shown by positively sloping straight line.
As more projects are taken up marginal ROl is declining. Marginal cost of
capital (MUC) and average cost of capital (ACC) are U shaped, MCC cuts the
ACC at the lowest point and passes upwards.
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Figure: Marginal Cost of Capital and Marginal ROL

arginal Cost of Capital
Marginal ROI

= Cost /| ROI

Average Cost of Capital

Capital and Il.mfesﬂillmt\

As long as M.ROI is greater than MCC, new projects may be tuken up.
At *§' MOCC = M.ROL when ON level of investment is committed, MCC =
ACC. But. as MCC is still below M.ROL more investment can be considered.
AL OT level of investment MCC = M.ROL. On the NT, additional mnvestment,
PNTS additional revenuve is made and OQNTS additional cost is incurred,
resulting in PQS net additional revenue. Thus OT is the return maximizing
investment volume,

6.3, Uses of Cost of Capital

To know whether capital has been mobilized cost effectively. cost of
capital data are useful. Cost of capital of firms of like nature can be compared
and efficiency or inefficiency in capital mobilization can be spotted. Cost of
capital is used as the acceptance-rejection criterion of investment proposals, 1f
the retumn on investment is higher than the cost of capital, the proposal is o be
accepted and vice versa. Cost of capital'is the minimum target return that a firm
miust eam to remain in business. Cost of capital should be closely monitored and
miderated, if need be by altering the capital structure, if possible.

7. CONCEPT OF CAPITAL STRUCTURE

Capital structure refers 1o the composition of a firm’s long term capilal
sources. Primarily the debl-equity composition is referred to as the capital
structure. Capital structure that uses debt is called levered capital structure and
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that which does not debt is called un-levered capital structure, High amount pf
debt makes the capital structure highly levered and less amount of debt makes
less leveraged. Capital structure is significant. because it affects value of the
firm, overall cost of capital, flexibility, solvency, control, etc of the firm. A
capital structure must be simple, futuristic, flexible, rewarding and at the same
nume less risky.

8. DETERMINANTS OF CAPITAL STRUCTURE

There are several factors, which influence the capital structure.  These
are: cost of capital of different sources of capital, the tax advantage of different
debt sources of capital, the restrictive conditions as to debt capital, debt capacity
of a business, the financial leverage, securitability of assets, preference for
wrading of equity, stability of earnings, gestation period of projects, financial risk
perception, varicty of debt instruments available. experience in using debt
cupital, investor preferénces, tax rates of copital gain and interest income, capitul
miarket conditions, management, philosophy and so on

Cost of Capital of different sources of capital influences capital structure. A
company would be interested in less overall cost of capital and that a source that
is less expensive will be used more than the one that is costlier, Generally, debt
capital is said to be less expensive, hence the tendency to wse more debt capital.
But, of late, equity capital has become cheaper due to free pricing of capital
issues. Hence, now, more cquity capital is used by companies.  Among debt
capital, bank loans are viewed more expensive than market borrowings and that
more debt capital is mised through the capital market than from bank loans,

Tax Advantage of debt capital is a factor in favour of asing more debt capital.
The interest paid on debt capital is deducted while computing taxable income,
So. tax saving to the extent of interest paid times tax rate is enjoyed by the
company. reducing the effective cost of debt. This advantage lures companies o
wse more debt capital. . |

Restrictive Covenants such as resiriction on business EXpANsion, on raising
additional capital, on declaration of dividend, nominees directors on the bhoard,
convertibility clause etc. go with debt financing, especially borrowings from
term Jending financial institutions, These restrictive conditions are the implicit
cost of debt capital normally not considered, but should be considered.
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Leverage Effect has to be looked into. Financial leverage refers 1o the rate of
change in Eamings Per Share (EPS) for a given change in Earnings Before
Interest and Tax (EBIT). A more than proportionate positive change in EPS for
a given change in EBIT might tempt management to use further debt capital
initially to enhance EPS and later go for additional equity capital at & premium

Debt Capacity of a Business needs consideration.  How much debi capital a
business can bear, that is, comfortably service 1s a factor to be reckoned.

Anmued Cesh Flow

fmrere st = ﬂﬂuﬂ{ Erfmﬂfﬁfﬂm;ﬂ]

Debt-service coverage Ratio =

|
It should be at least 3 for comforteble debt servicing. Interest coverage
ratio is also a measure of debt capacity. Businesses that do not generate
sufficient cash flow should think of alternative sources.

Securitability of Assets is a delermining factor for using debt capital. Firms
which have assets that are readily accepted as security can raise debt capital.
Land at prime locations, modem buildings, machinery in good condition, etc. are
accepted as security.  Undertakings owning these asssets can go for debt
[inancing.

Trading on Equity is a technique by which by low cost debt is used extensively
to enhance earnings for equity shareholders. If the management is interested in
this it would use more debt capital. ROI must be greater than cost of deht to
reap benefit of trading on equity.

Stability of Earnings is very important for practicing trading on equity and for
servicing larger debt. [T eamings fluctuate, it is better less debt capital is used.

(sestation Period refers the period between commencement of project
construction and first commercial operation of the project. Longer the gestation
period, more equity financing is advised as there will not be need for servicing
of capital in the initial times,

Financial Risk perception is an influencing factor of capital structure. Financial
risk refers to the chances of bankruptey proceedings against the firm for non-
payment of debt or failure 10 service debt for a period. If the risk is higher, less
debi capital is good.




Variety of Debt Instruments available is another factor. While ordinary bonds
may be unsuitable for long gestation period project, but Zero coupon bonds are a
good substitute. Convertible bonds are again superior to ordinary bonds in terms
of salability. Now variety is available as against the recent st

Experience in using Debt Capital is another factor, Debt needs to be handled
expediently. Periodic servicing, roll over, swap and the like need 1o be adopted
when needed. Not all are good at dealing with debt. Hence experience in using
debt capital is important.

Investor Preferences for securities for investrient need to be kept in mind. Al
times people want debt securities, while at other times equity is preferred. The
risk averse prefer debt instruments, while the risk seekers go for equity
investments.

Capital Market Conditions arc another factor.  When capital market is
booming firms can take the market route to raise capital. In the depressed
situation, firms depend on bank finance, and other debt finance.

Cost of Floating can also influence capital structure. When cost of floating s
high in India, the same is less in International market. Some Indian firms raised
capital by floating GDRs (Global Depository’ Receipts), an equity capital form,
invalving lower 3-5%, floating cost as against the domestic situation of, as high
a8, over 1004 Moating cost,

Rate of Tax on Capital Gain and Current Income may influence form of
capital. People in the higher tax bracket prefer capital gain as sgainst current
income, Hence preference for equity instruments is evinced by them. So, firms
may opt for equity capital.

Management Philosophy comes next. Some management are not interested in
debt financing at all. Colgate-Palmolive Ltd., is an all-equity firm by choice.
Some companies depend cxiensively on debt capital. Management orientation is
one of the deciding factors.

Legal Stipulation as © dept ceiling is another facior influencing capital
structure.  Earlier, a debt equity norm of 2:1 was generally insisted on by the
Controller of Capital Issues. Though no longer this legal stipulation exists with
the repealing of the Capital lssue Control Act, it has become a rule of thumb,
Banks and financiers look at the debt equity mtio before committing further debt
investment in a firm .
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Free-Pricing, Book Building and Price Band for public capital issues, now in
vogue has made companies using more equity financing than debt financing as
better pricing has been realized compared to carlier system of issue price
determination by the capital market authorities.,

Liberalization and Globalization also influence capital  structure  as
opportunities and trend in capital market are widely influenced by these factors,

9, OPTIMAL CAPITAL STRUCTURE

As already referred 1o companies want to be optimally structured as to
capital. Neither over dependence on equity nor on debt capital is advised,
Again extent of dependence on any type of capital is influenced by both firm
specific and market-wide factors. Optimal capital structure as carlier referred to
is one that maximizes value of the firm, minimizes overall cost of capital,
reduces rigidity of capital structure, enhances control over affairs of the
business, increases simplicity of capital structure, ensures emjoyment of tax
leverage, helps reaping financial leverage benefits to the maximum and so on,

Optimum capital structure is a classical concept. Debt capital and equity
capital are in fine balance here producing optimal results on value, cost. leverage
control and the tike. As a firm uses debt up to a level its value increases.
Beyond certain level debt capital proves costlier and value starts dropping
downwards, The debt equity point a1 which value is maximized, is called the
optimal capital structure, Optimal capital structure varies with firms and with
market factors. As market and firm specific faciors keep changing, optimal
capital structure also vanes.

Businesses trv to reach optimal capital structure. Do they reach is
question mark. Mostly, they are about, but not at optimal capital structure.

10. THEORIES OF CAPITAL STRUCTURE

The theories of capital structure analyze whether or not value is
influenced by capital structure. There are several theornes of capital structure,
Net income, net-operating income and Modigliani-Miller theories are some
capital structure theories. The thgories are based on the following gencral
assumplions:
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L 1. Assumptions

Only two sources of capital, debt and cquity, are used; Debt capital is
cheaper than equity capital; Cost of debt capital is fixed: There is perpetual life
of the firm: There is no corporate taxation; There is perfect eompetition in
capital market; There is 100% dividend payout: The total assets do not change,
there is o expansion; The operating profit, i.e. EBIT remains constant: Business
risk is constant over time and is independent of capital structure and financial
risk.

10.2. Net Income Theory

The Net Income Theory (NIT) was propounded by D. Durand. The
theory considers that capital structure influences value of the business. As more
and more debt capital is emploved, value of the firm increases, as per the theory.
The theory assumes that both K, and K, are constant, As more and more debt is
used, the K, decreases and ot extreme position K, = Ky when no equity is used.
As, K., decreases, value *V" rises.

Let EBIT = $1.00,000. Let the debt carry 10% coupon. The K, = 12.5%.
Then for varying levels of debt capital being employed, the value of the firm
changes as deduced below:

| Details Case 1 (5) | Case 2 (5)] Case3 (8)
' Deht. 200000 400000 600000
EBIT 00,000 1,000,000 100,000
Less: Interest on debt @ 10%% 20,000 40,000 i), (00
Net Income on equity (NI) R, 000 60, 00 40,000
K. 12.5 12.5 12.5
Valise of equity (Ex: NI = K, 40,000 4 80,000 3.20,000
Value ol Dbt (D) 1 + K, 2,00, 100 4,060,000 6,000, 000
- Value of firmi Vi (E + D) 8,440,000 880,000 9.20,000
E. FRIT -V Il.ﬂi[ 1|.43-h| F[I'.E'%:

I 15 scen above that value increases and overall cost of capital decreases
as more and more of debt is used. The optimum capital structure is undefined
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here.  As we use more of debt we may approach the optimum capital structure.
18P debt firm is perhaps optimally capital structured as per this theory. But
that is the most unreal. Such sitsation has no capital structure at all as only one

type of capital 15 used.

10.3 Net Operating Income Theory (Noit)

Net operating income theory is also suggested by D. Durand.  This is a
negation of the NIT. As per the NOIT all capital structures are equally good or
bad. So any capiml structure can be taken as optimum. It can be also told that
there is no optimal capital structure. Tat is value of firm and overall cost of
capital are unaffected by capital structure. The theory assumes that both K, and
K, are constant and it is the equity capitalization rate (K,) that is changing, K,
changes with leverage, K, = K, + (K, — Kg) (VE), where D = value of debt, E =
value of equity and E =V = ID, where *V" is the value of the firm = EBIT/K,. K,
depends on risk complexion of the business and not on capital structure. Let
EBIT = 51,20,000; Ky = 10%; K, = 12%. We can prove that V remains constant

as shown below:

Details Case 1(5) Case 2(5) Case }5)
Debt 2.00.000 4,000,000 600,000
EBIT 1,20,000 1.20.000 120,000
V=EBIT/K, 10,00,000 110,000,000 10,00,000
Debt interest 10% 20,000 40000 6,000
Eamings after interest 100,000 %0,000 60,000 |
Muarket value of Debt=D = (1 / K;) 200,000 4.00,000 600,000
E=¥-D 8.00.000 600,000 1 400,000
K. =EALE 12.5% 13.3% 15.0%

It is seen that Ke is raising with rising leverage that is more a

nd mur;: use of

debt. Ke is increasing in a linear ratio with leverage (B/S). For instance, when

D =2,00,000 and E = §,00,000,
Kﬂ= E-n + {-Kq i HI-|:|-_} DI'IE

=12+ (12 - 10) 2,00,000/ §,00,000
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=12+ 2(0.25) = 12.5%.
When I = 6,00,000 and . ~ 4,00,000,
Ke=12+(12-10) 1.5 = 15%,

As leverage rises, equity sharebolders expect higher return in order
compensate the increasing financial risk they are exposed o,

10.4 Modigliani-Miller (MM) Theory (Without Corporate Taxation)

Franco Modigliani and Merton H. Miller proposed a theory of capital
structure which appeared like the NOIT in effect, but different in process. [ ike
NOIT, MM theory hold that K, and V are independent of capital structure K,
and V are constant for all leverage. K, is rising with leverage and is equal to the
sum of K, of an equity capitalization rate of 8 pure-equity firm and a financial
nsk premivm which is equal 1o the difference between the equity capitalization
rate of pure equity firm and cost of debt times the leverage ratio, i.e. debt 10
equity.

MM adopt the arbitration process to prove their theory, Suppose two
firms, one using debt capital (1. — Levered firm) and snother not using any debt
capital (U — Un-levered firm) arc identical in all other aspects. EBIT =
$2.00.000; Debt used $1.00.000 with a coupon of 10%. Let the equity
capitalization of L be 16% and of U be 12.5%. Then the value and Ke of the
firms shall be as shown below:

o L () U (s)
EBIT 2,00,000 2,00,000
Less Debt interest 1,000, (W) -
EAI 1.00.000 2.00,000

% 16% 12.5% |
F = EALK, 625,000 16.00,000 |

D 10,000 ;
V=E+D 16.25,000 16,00,000
K, = EBIT/V 12.3% 12.5%




ﬂ-ﬂ-ﬂ'f

The levered firm is having less K, and higher value than the un-levered
firm. But this situstion will not last long and the difference will be ironed ou
over s period by a process of arbitration.

Here L's shares are commanding a higher market price. So, investors will
begin to sell the shares. Say 'A’ is holding 1% of shares of L. His present
income is 1% of $1,00,000 or $1000. By sclling his holding he realizes $6250.

To buy 1% of shares in U, whose shares are under priced, "A" needs 1%
of 16.00,000 or 16,000, Right now he has $6250 from sale of his share holding
in ‘L°. So additional sum =(% 16000 - $6250)= $§9750, is needed by him which
he has o borrow st 10%. It is assumed that *A" can borrow atl the rate
companies do borrow and ‘A’ need not feel uncomfortable with such personal
borrowing. And with the $16,000, now he has, A buys |% of shares m U, His
gross income will be 1% of income of that company which is $2.00,000. So he
earns $2000. Out of this $2000, he has to pay interest of $975 (ie. 10%
borrowed sum §9750) . His net income is, therefore= $2000 - $975 = §1025.
This is greater than the income which he used o get on his share holding in L,
namely $1000. The additional income of this arbitrage process drives more
investors to sell their holding in ‘L’ and buy shares of “U". Due w sefling
pressure price of shares of "L’ falls and due to buying pressure price of shares of
“LI" rises and that the initial position of price of shares of “L." being higher than
that of *U" is no longer existing in course of continued arbitrage.  Thus, in the
long run, whether a firm s levered or un-levered, i.e., whether one uses debt or
not, value and overall cost of capital cannot be influenced by this factor, other
things remaining constant. Thus this is similar to NOI theory,

10.5 M.M Approach (With Corporate Taxation)

If corpornte taxes are there, value of the levered firm will be higher and
overall cost of capital of the firm will be less than those of an un-levered firm,
That, Vi = V, + DT, where V| = value of levered firm, V, = value of un-levered
firm D= Debi capital emploved by levered firm, T = Corporate Tax Rate and DT
15 the value of debt times corporate tax rate. So. o the extent of debt multiphed
by tax rate, the levered firm is gomg high in value as against the un-levered firm.
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10L& Traditional Theory

As per traditional theory of capital structure, upto cerfain level of
leverage. Ko declines, afterwards it increases. In other words, there is a defined
optimum capital siructure, Al the optimum capital structure, marginal real cost
of debt is equal to the marginal real cost of equitv. For a debt equity ratio before
the optimum level, marginal real cost of debt is lower than that of equity and
beyond optimum level of debt equity, marginal real cost of debt is more than that
of equity,

ke 15 nsing with leverage, while K, is constant and K, initially sloping
down, Once K starts rising, K, starts rising.  The lowest point of K, is the
optimum capital structure.

10,7 Limitations of Capital Siructure Theories

First the assumption that K; remains constant for all levels of leverage i
not right.  As debl rises Ky is likely to rise.  Second, under MM theory, the
individual has to go for personal debt to effect the arbitrage process. Such
practice may not be liked by all investors. Asking a person to go for a leveraged
portfolio may not be comfortably received. - Third, for personal loan rate of
interest is generally higher than on corporate borrowings. Hence the incentive
for arbitrage is wiped out.  Fourth, the assumption of perfect competition is no
good. Fifth some corporate investors cannot go for leverage portfolio and that
arbitrage process cannot take place, Most assumptions of the theories are
bordening around unreality.

10.8. Significance Oof Capital Strucutre Analysis

In a world of corporate taxation, capital stiucture analysis 1s relevant. [t
helps lirms (o have optimum capital structure. More the tax rate, more debt will
help maximizing value of the business. Yet, there is a himit, beyond which debt
capital induced leverage benelil may be calen away by enhanced hnancial and
business risk requiring the firm o pay more inlerest on debt as well as more
reward to equity investors.
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i. Net Income Theory :

Tk 8

Leverage (IVE)

ii. Net Operating Income Theory:

Leverage (IVE)
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fii. Traditional Theory

- ey

Leverage (IVE)

10.9 Capital structure of MNC

The capital structure of a multinational corporation could belong to any
one or more of the following three varieties:

i) Parent and Subsidiaries have same capital structure

i) Davergent capital structures to reflect the peculiaritics and compulsions of
respective host countries
it A mix of divergent or similar capital structures to optimize cost of capiial
il the MNC.
1h49.1.  Parent and Subsidiaries have same capital structure
The MNC following a uniform capital structure for the Parent and all
Subsidiaries, perhaps 18 very obsessed with uniformity. It may give the comion
ol familiarty, but definitely not the best combination of funds. In the case of

lully owned subsidiaries this may be possible. And in that case, funds come from
the parent fully. And the parent can put the label on the fund as it deem fit. And
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make it uniform for all such subsidiaries. It may also mean & balanced capital

structure evolved over time and scrupulously followed by all. Besides, the parent

MNC may be unwilling 1o assume financial risk by allowing the subsidiaries 1o

chalk out own capital structure, because for any untoward event. arising from
' subsidiaries’ financial iresponsibility, it is the parent’s name that is going to be
' involved, despite corporate veils. Can subsidiaries and parent have the capital
structure? No. Because laws of countries on allowing foreign stake holding are
different, limiting foreign stake holding. So, things are different.

10.9.2. Divergent capital structures to reflect the legal peculiarities and
! compulsions of respective host countries.

The MNC does not enjoy the latitude 1w decide the capital structure of its
| subsidiaries and bows 10 legal regimes of the host countries where the units are
| located. This is perhaps the least preferred scenanio by the MNC, There is
| neither simplicity nor cconomics. Perhaps the benefit of experiencing diverse
capital structures cannot be nuled out.

Countries permit foreign shareholding to some limited levels only, that
100 varying among different sectors. Price Waterhouse has collated some detail
on this and the same are given in table below.

: ~_ Country Level of foreign stake in selected sectors
Australia 10% in banks, 20% in broadcasting, and 50% in new mining
Canada 25% in banks/insurance, 20% in broadcasting,
China - Foreigners can have only B shares, locals the A shares
France, Lworea Limited 1o 20%

[ India. Indonesia, | Limited o 4%
Mexico
1 ﬂ;n 25 — 50% for several major firms ' 4 &
Malaysia | 20% in banks and 30% in natural resources
Spain 50% in non-defence and media sectors
Sweden 20% of voting shares and 40% of 1otal equity 1
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Thus, the capital structure of parent and subsidiaries cannot be solely
decided by the MNC Board.

So, divergent capital structure is generally the onder amongst the group entities.

10.9.3. A mix of divergent or similar capital structures to optimize cost of
capital of the MNC,

Subject w0 legal restrictions, where they exist, the MNC can think of
capital structure or structures that optimize overall cost of capital. This is the
thing that normally prevails. The subsidiaries are allowed to optimize its capital
structure according 1o local conditions. Subsidiarics ill be allowed 10 seek funds
globally, including the host country and it can leverage on the parent’s name as
well. This financial independency 1o subsidiaries forces them to work smart. I
there ts few recklessness incidents that will be B:Epﬂf&ti}' dealt with.

1L DEBT VS EQUITY FLOW ANALYSIS

Now cash flow analysis of debt and equity aliemmatives 1s attempted 1o
know which has an edge over the other.

11.1 Deht Vs Equity Cash Flow Hlustration:

Suppose & lirm has estimated that, $ | mn working capital addition will
sive a 20% afler tax (but before interest payments) = § 200,000 retum, for a
foreseeable future, This % | mn it can raise as a market loan (@ 10% p.a. or it can
raise equity fund from public. Let the corporate taxation be 50%. Let debt
repayment be § 100,000 every year, in addition o payment of interest on
outstanding loan during the vear. The debt Vs equity position can be evaluuied
as below, aking expected cost of equity at 15%,

Cash Flow in Diebt Alternative

Veur | Loan | Inferest | Tax Shred | Balance of |Tax Shield Plus |
Repadd cash Profit | Balance of
! oy Frearnd sl profil
i 1 1 RO | CHOMMCACY S0000 0 SO000
| 2 LO00O0 | 90000 45000 | 10000 55000 |
I3 000 | 80000 | 40000 | 20000 600040
4 100000 | 70000 | 35000 | 30000 | 65000
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B 100000 | 60000 | 30000 40000 70000
6 | 100000 | 50000 | 25000 | 50000 75000
7 | 100000 | 40000 | 20000 | 60000 80000
& | 100000 | 30000 | 15000 | 70000 85000
9 | 100000 | 20000 | 10000 ROODO | 90000
10 | 100000 | 10000 | 5000 90000 95000

Explanation: Out of § 2.00,000 after tax, but before interest profit, § 1,00,000
is paid every year for debt repayment. As principal gets repaid in instaliment,
yearly, interest payment reduces as given in column 3. Tax shield on interest
paid is claimed (@ 50%. Balance of profit = After tax profit - Principal repaid -
Interest paid. First vear it is zero. Subsequently, as interest pavment gels
reduced, a balance of profit is left over. The cash flow is tax shield plus balance
of profits, This is given in-the last column. By using an appropriate discount
rate, the present value of tills cash flow stream can be worked out.

The equity financing will invelve the following scenario of after dividend
payment (@ 5%,
Cash Flow in Equity Alternative

Year After Tax Profit Dividend @ 15%  Balance of Profit

| 200000 150000 50000
2 200000 150000 50000
3 200000 150000 50000
4 200000 150000 50000
5 200000 150000 50000
6 200000 150000 50000
7 200000 150000 50000
8 200000 1 50000 50000
o 200000 | SO0040 SO0
10 200000 . 50000 50000
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For the firm, it 15 clearly the debt alternatively works well as net cash
low under debt altemnative rises from $ 50000 in vear 1 o 395000 in year 10,
Afterwards, entire amount of after ax profit of § 200000 is the cash inflow. But.
in the equity alternative, forever the cash flow for the firm is $30000, if the
expected dividend rate is constant at 15%. If we assume, a lower dividend rate.
say 12%., a higher cash inflow will result. The amount will be § 80000 in such
case (e, $ 200000 - § 120000). If we take, 11% as the discount rate, the
present value of this perpetual sum will be § 80000/0.11 =8 727,273, Whereas
the present value of cash flow from debt aliernative is: present value of the
varying cash inflows upto the 10th vear plus present value of perpetual cash
flow of § 200,000 since 117 year. This is equal 1o = § 402 120 + $ 640000 = §
1,042,120, This is far more than present value of cash flows from the equity
alermative worked out earlier as § 727,273,

All poes well debt financing as long as post tax cost of debt is less than
overall rate of camings, Ctherwise, it is equity that is good for a firm.

11.2 Debt Vs Equity in a Nation®s Context

What are the implications of debt finance from a nation’s perspective”
And what sre the implications of equity finance from nation’s point of view?

Our discussion has 10 be done on three levels: domestic debt and equity;
mternational privale debt and private equity; imfernational official debt and
international private equity.

Domestic Debt Vs Equity: From nation’s point of view, domestic debt and
equity markets are equally important. Debt market is intended for risk averse
mvestors. Majority of investors belongs to this class. To tap the savings of this
class of investors, debt instruments are needed. There must be bodies which Nowt
the debt instruments to ruise debt capital. Incidentally, government of any nation
15 ane ol the biggest borrowers, thanks to the fiscal excesses. S0, a deep debt
market is good for both savers and borrowers.

Domestic equity market growth indicates a nation’s excellence ss fo
channelising public saving into riskier instruments. Risk-seeking s an
enirepreneurial character, So, equity market development is an index of
development of right kind of entreprensurship. From nation’s exchequer’s view
point, debt serving does not give tax income. OF course, recipient of inferest is
taxed on interest income. As equity servicing comes from post-tax profit, tax
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kitty of government bulges with equity financing. Besides there may be tax on
distributed dividend.

Mustration:

Suppose two corporate bodies are identical, saving their capital structure.
Let their assists be $ 10 mn each and return on investment 20% pre-tax. One firm
is all equity and the other is having a debi-equity ratio of 1:1, debt carrying an
4 intercst of 10% p.a. The Corporate tax rate is 40% and distributed dividend tax is
10% of dividend. Personal income tax is 30%. Dividend is not 1axed again. The
tax revenue to the nation will be as follows:

Details Al equity firm Levered firm
(1) Profit before interest and tax $ 2,000,000 2,000,000
{2) Less interest (10% on $5mn) — 500,000
{3) Profit after interest 2,000,000 1,500,000
(4) TaxindQ% 200,000 600,000
(5) Profit after tax 1. 200,000 SO0 004)
(6) Dividend pasd 1,000, (00 SO0, 000
(7} Profit after dividend 200, 01040 400 (00
(B) Tax on distributed dividend 100,000 50,000
@ 10% dividend
{9) Balance of profit 100,000 350,000
(10} personal income tax on interest — 150,000
" @30% of interest
Total tax o exchequer QU0 D00 800,000
. (4B 10)

| Tax laws, framed bv Government favour debt financing by companies.
But actually Government's tax collections swell with equity financing.

1.3 International Private Debt Vs International Private Equity

For @ nation, foreign private capital flows, debt or equity have
implications because repatriation of interest/dividend emails lorex outgo. If the
domestic currency depreciates, domestic currency cost of foreign finance shall
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rse. Bul, risk of debt servicing rests with the fund raising enfitics. Foreign
mvestors do not lock up o the Government in case of default or other problems.

The nation gets all the benefits of inflow of capital, withowt the
botheration for the government to service the foreign capital inflows. Third
world countries now have started realizing the benefit of this private foreign
capital, And increasingly try to woo them more and more,

11. 4 Foreign Official Debt Vs Foreign Private Equity

Foreign official debt is obtained from multilsteral instifutions or through
hilateral negotiations. Foreign official debt adds 1o the Government's debt
servicing responsibility. External debt trap of most developing countries has
resulted from excessive foreign official debts. not rightfully employed by
horrowing countries. Aganst this, foreign private equity is welcome, because the
obligation of debt repayment and servicing is not there.

Foreign private equity can be attracted only if rewards are at optimal level
given the risk. At times of crisis, like the Mexican erisis of 1994-95 and South
Fast Asian crisis of 1997-98, foreign private equity refuses to be wood. Foreign
official debt from multilateral bodies come as last resort finance with high
interest. Foreign private equity is a fair-weather friend. Foreign official equity is
o Iriend in peed. But the fund must be wisely invested in income penernting
ass¢1s that support income generating activitics of the subjects of the nation.

{Juestions

|, Examine the features of intermational equity financing and the major forms
of thi same.

2. Present the features of GDRYADRs and evaluate them as an instrument of
financing.

3. Explain the procedure for issue of GDRs/ADRs ond assess the role of
different capital market participants facilitating the float of GDRs/ADRs

4. State the need for and conditions for Indian companies to launch GDRs in
global market,

5. Present the significonce of overseas debt finance and the types of bonds
available.

6. Explain the features of bond market, with. respect to international bonds.

7. What are Notes and Warrants? Present the different debt types of the same,
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8. How do Indian firms tap global debt market in the recent years,

9. Explain the different forms of short-term financial instruments.

10. Explain relative merits and differences between global debt and global
equity finance for corporates.

L1. Debt capital scores more than equity in term's of contribution 1o firm's net
wealth, Do you agree? Explain with an example,

12. Evaluate foreign debt and foreign equity from a nation’s point of view,

13. Explain the differeni concepts of cost of capital and their significance in
financing decision.

14. Present the opportunity cost of capital for retained carmings and for trade
eredit with cash discount option, Y

13. A firm has issued, 5 year $ 500 bonds at a net price of $ 460, The bonds
carry a coupon of [0% p.a. and redeemable at 5% premium, Tax rate is 34%.
Find the pre-tax and post-tax cost of the bonds,

16. A firm has floaled preference shares redeemable at par afier 7 years, face
value $, 1000, coupon dividend 10% and issue expenses 3%, Find the cost of
the shares,

17. XYZ Ltd. has a paid up capital of Rs. 6 crs of equity shares of Rs. 10 each,
lts shares are currently quoting at Rs. 45 The company has declared
dividend as follows for past 5 VEears,

Year 1 2 i 4 5
Dividend 9 105 15 I8 21
{Rs. ¢rs)

Find the cost of equity as per the D + £ approach.
I8, Given K, = 18%. Floatation cost 3% and 1ax beackot o) <harcholders of a
firm at 20%. Find the cost of retained eRrmings

19. A firm employs the following capital funds al costs mentioned against each.
Find the weighted cost as per book and markel weights,

(% million)
Capital Case Book Market
™a) virfiie value
Equity share 18 8 12
Preference share . 15 3 .
Bonds (pre tax) 14 4 1
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Corporate tax mie is 34%. Find the overall cost of capital under book and
market weights,
20, ABC Lid. is setting up a project with a capital outlay of Rs, 60 lakhs and i
has the following alternatives in financing the project.
Alternative [ = 100% Equity finance
Alernative 11 = Debt plus’ Equity in the ratio of: 2:1
The Ky is 11% pa and corporate tax rate is 40%. Calculate the EBIT at
which both the alternatives provide the same EPS.

21. ABC Lad. is o 1006 equity firm with a K, of 19%. XYZ Lid. is similar 1o
ABC, except in capital mix, has a debt - equity ratio of 2:1 and its Kd is

| 1%, Find the K, of XYZ Ltd. as per MM Hypothesis and find the overll
average cost of capital.

[Hint: K = Koy, + (K, — K)HIDVE]
22, The K, and K, at different levels of DVE ratio are as follows:
IVE Ko%a) K (%)

0.0 21 0
0.4 21 12
0.8 22 12
12 22 14
1.6 24 16
2.0 24 16
2.4 3 20

Find the optimum capital structure.
23, Present the factors influencing the capital structure of 4 firm,
24 Compute specific costs of capital (pre<tax and post-tax il need be) in the
tollowing cases:

1) 5500 face value bond carrics a coupon of %4 per vear. Iis issue price is
$475 and after 5 vears will be redeemed ar par, The tax rate is 35%,

i) A company is thinking of floating redeemable preferred siock. Prefermed
stock of § year tenure with face value $50 and 4 coupon dividend of 13%
currently sells at a net price of 546, Assume redemption at face value
after § years.
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iiiy The four-vear period dividend history of a stock, from earliest year to the

just concluded year is: $1.6, $2, $2.5 and $3.125. Currently the stock sells
al a price of $78.125.

ivl As to cost of retained eamings, take the cost of equity compuied in case

23.

26,

(iiif) above ana take the floatation cost as 6% and marginal rate of taxation
of sharcholders as 30%,

Xenix LLe gives the following details to you and secks your help i
computing its Overall Cost of Capital based on Market and Book weights,
Farnings available for distribution to equity stock holders amount to:
$792,000. Floatation cost of equity is 6% of issue price. Marginal tax rate of
sharcholders is 35%.

| Source of Capital Book Value(S) |  Market
Value($)
“Equity sharc capital T 400,000 4,400,000
Retained camings , 300, (0 =
1 2%aPreference share capital 200,004 200,000
11% Debentures 1.400.000 1,400,000
Total 2,500,000 6,000,000

Three firms. namely, A, B and C, are identical in every respect except their
capital structure. A is un-levered and others are levered. The relevant details
are as under: .

Details: A B C
Debt capital ($mn) 0 1.5 28
Value of the firm ($mn) 12.5 o 7

Corporate tax rate is 30%. Find the values of B and C.

. A Tirnt has estimated that, $2 mn working capital addition will give u 25%

after tax (but before interest payments) = § S00.000 rctum. for a
foreseeable future. This $2 mn it can raise as a market loan @ 10% p.a. or i
can raise equity fund from public. The corporate taxation be 40%, Let debn
repayment be $ 200,000 every year, in addition to payment of interest on
outstanding loan during the vear. The debv Ve equuty position can be
evaluated as below, taking expected cost of equity at 16%.
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MODEL QUESTION PAPER
Paper 4.3 : MULTINATIONAL FINANCIAL MANAGEMENT
Time: 3 Howrs Maximum 100 Marks
PART-A (5x 8 = 40 marks)
Answer any Five questions
All questions carmy equal marks
| Explain the concept and use of cost of capital,
2. A sofi-drnks manufacturing company buys a large number of pallets every
year which it uses in the warchousing of its boutled products. A local vendor
has offered the following discount schedule for pallets:

Order quantity Unit price

1 - 499 Rs. 10.00
500 - 749 Rs. 925
750 and above | Rs. 8.75

The average vearly replacement is 2400 pallets. The cost per order is Rs.
100 and its carrying costs are |12 per cent of the average mventory, What
quantity should be ordered?

3. Using Miller — Orr model estimate upper and optimum cash holding, given:
Transaction cost = $48. 667, o = 365,000 and given annual interest rate of
10%. Taking half of optimum size as the lower limit, draw a graph showing
all the three levels indicating the values.

4. The opportunity cost of funds w0 an MNC parent is 11%, its depoasit fetches
8% and it pays a marginal tax mte 30%. It has an affiliate in the marginal tx
rate bracket of 45%. Tts cost of back to back loan 9.5% (with & spread of 150
husis points over deposit rate of the bank). Expected currency depreciation of
the affiliate’s country is 10% over a vear. Find the effective cost of hack 1o
back loan

3. Three projects involve a total outlay of $2000,000. Investment in any one
project can be any amount, subject to the total outlay. The estimated retum

from the projects are 14%, 16% and 20%. The std. deviation of returns are
3%, 10% and 10%. The correlation coefficients are 1&2: 0.4, 2&3: 0.6 and
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13,

14.

1&3: 0.2. A portfolio with weight 0.2, 0.3 and 0.5 for the three projects,
respectively. is constructed. Find the portfolie retum and nsk.

How will an MNC deal with risk of expropriation?

Examineg the sub-systems of multinational financial system and their features
and role.

Bring out the recent contnbutions of the European Union Financial Market
to global financial scenario.

PART-B (4x 15 = 60 marks)
Answer any Four questions
All guestions carry cqual marks
Explain the procedure for issue of GDEs/ADEs and assess the role of
different capital market participants facilitating the float of GDRs/ADRs

. The capital structure of the parent muoltinational corporation and its

subsidisnies could be same, or different. Discuss the merits of differemt
situations,

. Discuss the use of leading and lagging in cash management. How is the

interest rate scene relevant in designing global remittances under leading and
lagping.

. A lirm has estimated that, 32 mn working capital addition will give a 25%

after tax (but before interest payments) = § 500,000 return, for a foresecable
future. This 32 mn it can raise as a market loan @ 10% p.a. or it can raise
equity fund from public. The corporate taxation be 40%. Let debt repayment
be § 200,000 every year, in addition to payment of interest on outstanding
loan during the year. The debt Vs equity position can be evaluated as below,
king expected cost of equity at 16%. How PERT helps in scheduling?
What is early start schedule and late start schedule?

Explain the Strategies of FDI followed by the MNCs and bring out the
Opportunities and Trend in FDI in the recent years in India.

What iz the significance of multinational finance management in the present
aweniicxt of integrated financial markets?
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15, A firm 15 currently using & machine purchased two vears ago for § 1400,000,
It has further 5 years of life. It is considering replacing of the machine with a
new one, which will cost § 2800,000, Cost of installation § 200.000. Increase
in working capital is § 400,000. The profits before tax and depreciation are
s follows for the two machines.

Y ear l 2 3 4 5
Current
Machine ($.) 600,000 600,000 600,000 GO0,000 GO0,

New
Machine ($.)  1000,000  1200,000 1400000 1800000 2000000
The firm adopts fixed installment method of depreciation, Tax rate is 40%
and capital gain tax is 10% on inflation un-adjusted capital gain.

Is it desirable to replace the current machine by the new one, taking the
resale value of old machine m § 1600,000 &t present and using, PBP and NPV?
(For NPV method tke 10% as discount rate and for PBP method cutoff period is
1.5 vears).
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Elevate

Empower <
Educate < P

Alnqapﬁa University formed in 1985 has emerged from the galaxy of
nstilutions initially founded by the munificent and mullifacated
personality, Dr. RM . Alagappa Cheffiar in his home fown at Karakudi.
Groomed to prominence as yat another academic constéllation in Tamil
Madu, itis located in a sprawling and ideally sulted expanse of about £20)
acres in Karaikudi,

Alagappa University was astablished in 1985 undar an Act of the State
Legisiature. The University is recognised under Sec. 2(f)and Sec. 12(B)
af the University Grants Commission, It is a member of the Association
of Commonwealth Universities and the Associatlon of Indian
Universities. The Liniversity is accredited with ‘A’ Grade by NAAC. 2

. The Directorate of Distance Education offers various innovative, job-
‘ oriented and socially relevant academic programmas in the field of Ans, |
Sclence, IT, Education and Management &l the graduate and post- =~
. graduate levels. N has an excellent network of Study Centres |
. throughout the country for providing effective service to the student =
community. -

The distance education programmes are also offered in South-East .3 "
Asian countries such as Singapore and Malaysia; in Middie-East =~
countries, viz., Bahrain, Qatar, Dubai, and also at Nepal and Sri Lanka _'_,.~'
. The programmes are well received in India and abroad.

I.
1.

51



	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10
	Page 11
	Page 12
	Page 13
	Page 14
	Page 15
	Page 16
	Page 17
	Page 18
	Page 19
	Page 20
	Page 21
	Page 22
	Page 23
	Page 24
	Page 25
	Page 26
	Page 27
	Page 28
	Page 29
	Page 30
	Page 31
	Page 32
	Page 33
	Page 34
	Page 35
	Page 36
	Page 37
	Page 38
	Page 39
	Page 40
	Page 41
	Page 42
	Page 43
	Page 44
	Page 45
	Page 46
	Page 47
	Page 48
	Page 49
	Page 50
	Page 51
	Page 52
	Page 53
	Page 54
	Page 55
	Page 56
	Page 57
	Page 58
	Page 59
	Page 60
	Page 61
	Page 62
	Page 63
	Page 64
	Page 65
	Page 66
	Page 67
	Page 68
	Page 69
	Page 70
	Page 71
	Page 72
	Page 73
	Page 74
	Page 75
	Page 76
	Page 77
	Page 78
	Page 79
	Page 80
	Page 81
	Page 82
	Page 83
	Page 84
	Page 85
	Page 86
	Page 87
	Page 88
	Page 89
	Page 90
	Page 91
	Page 92
	Page 93
	Page 94
	Page 95
	Page 96
	Page 97
	Page 98
	Page 99
	Page 100
	Page 101
	Page 102
	Page 103
	Page 104
	Page 105
	Page 106
	Page 107
	Page 108
	Page 109
	Page 110
	Page 111
	Page 112
	Page 113
	Page 114
	Page 115
	Page 116
	Page 117
	Page 118
	Page 119
	Page 120
	Page 121
	Page 122
	Page 123
	Page 124
	Page 125
	Page 126
	Page 127
	Page 128
	Page 129
	Page 130
	Page 131
	Page 132
	Page 133
	Page 134
	Page 135
	Page 136
	Page 137
	Page 138
	Page 139
	Page 140
	Page 141
	Page 142
	Page 143
	Page 144
	Page 145
	Page 146
	Page 147
	Page 148
	Page 149
	Page 150
	Page 151
	Page 152
	Page 153
	Page 154
	Page 155
	Page 156
	Page 157
	Page 158
	Page 159
	Page 160
	Page 161
	Page 162
	Page 163
	Page 164
	Page 165
	Page 166
	Page 167
	Page 168
	Page 169
	Page 170
	Page 171
	Page 172
	Page 173
	Page 174
	Page 175
	Page 176
	Page 177
	Page 178
	Page 179
	Page 180
	Page 181
	Page 182
	Page 183
	Page 184
	Page 185
	Page 186
	Page 187
	Page 188
	Page 189
	Page 190
	Page 191
	Page 192
	Page 193
	Page 194
	Page 195
	Page 196
	Page 197
	Page 198
	Page 199
	Page 200
	Page 201
	Page 202
	Page 203
	Page 204
	Page 205
	Page 206
	Page 207
	Page 208
	Page 209
	Page 210
	Page 211
	Page 212
	Page 213
	Page 214
	Page 215
	Page 216
	Page 217
	Page 218
	Page 219
	Page 220
	Page 221
	Page 222
	Page 223
	Page 224
	Page 225
	Page 226
	Page 227
	Page 228
	Page 229
	Page 230
	Page 231
	Page 232
	Page 233
	Page 234
	Page 235
	Page 236
	Page 237
	Page 238
	Page 239
	Page 240
	Page 241
	Page 242
	Page 243
	Page 244
	Page 245
	Page 246
	Page 247
	Page 248
	Page 249
	Page 250
	Page 251
	Page 252
	Page 253
	Page 254
	Page 255
	Page 256
	Page 257
	Page 258
	Page 259
	Page 260
	Page 261
	Page 262
	Page 263
	Page 264
	Page 265
	Page 266
	Page 267
	Page 268
	Page 269
	Page 270
	Page 271
	Page 272
	Page 273
	Page 274
	Page 275
	Page 276
	Page 277
	Page 278
	Page 279
	Page 280
	Page 281
	Page 282
	Page 283
	Page 284
	Page 285
	Page 286
	Page 287
	Page 288
	Page 289
	Page 290
	Page 291
	Page 292
	Page 293
	Page 294
	Page 295
	Page 296
	Page 297
	Page 298
	Page 299
	Page 300
	Page 301
	Page 302
	Page 303
	Page 304
	Page 305
	Page 306
	Page 307
	Page 308
	Page 309
	Page 310
	Page 311
	Page 312
	Page 313
	Page 314
	Page 315
	Page 316
	Page 317
	Page 318
	Page 319
	Page 320
	Page 321
	Page 322
	Page 323
	Page 324

