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CHAPTER OUTLINE





I.	Internal Sources of Funds


a)	Funds from the parent


(1)	Equity contributions


(2)	Direct loans


(3)	Parent guarantees


b)	Funds provided by operations


c)	Loans from sister subsidiaries





II.	External Sources of Funds


a)	Commercial banks


(1)	Overdrafts


(2)	Unsecured short-term loans


(3)	Bridge loans


(4)	Currency swaps


(5)	Link financing


b)	Interest rates on bank loans


(1)	Compensating balance


(2)	Currency movement and interest rates


c)	Edge Act and Agreement corporations


(1)	Types of activities


c)	International banking facilities


d)	Strategic alliances


(1)	Joint ventures


(2)	Motives for strategic alliances


e)	Project finance


(1)	 Turkey's BOT projects





III.	Development Banks


a)	World Bank Group	


(1)	International Bank for Reconstruction and Development (IBRD)


(2)	International Finance Corporation (IFC)


(3)	International Development Association (IDA)


b)	Regional development banks


(1)	Inter-American Development Bank (IDB)


(2)	European Bank for Reconstruction and Development (EBRD)


(3)	European Investment Bank (EIB)


(4)	Asian Development Bank (ADB)


(5)	African Development Bank (AfDB)


c)	National development banks


(1)	Export-Import (Exim) Bank


(2)	Agency for International Development (AID)


(3)	Overseas Private Investment Corporation (OPIC)





IV.	Summary


�
CHAPTER OBJECTIVE





Chapter 14 considers various sources of funds for overseas projects and the decision variables that affect the selection of particular sources. Three major sources of funds for foreign investment are: internal sources of funds, external sources of funds, and sources of funds from development banks. 








Key Terms and Concepts





Internal fund flows are retained earnings and depreciation.





Overdraft is a line of credit which permits the customer to write checks beyond deposits.





Bridge loans are short-term bank loans used while a borrower obtains a long-term fixed rate loans from capital markets.





Currency swaps are agreements to exchange one currency with another for a specified period after which the two currencies are re-exchanged.





Link financing is an agreement that banks in strong-currency countries help subsidiaries in weak-currency countries obtain loans by guaranteeing repayment on the loans.





Compensating balances are those that borrowers are required by their bank to keep in their account.





Edge Act corporations are domestic subsidiaries of US banking organization chartered by the Federal Reserve Board and all owed to engage in offshore banking operations.





Agreement corporations are edge equivalents chartered by individual states of the United States.





International banking facilities (IBFs) are vehicles that enable bank offices in the United States to accept time deposits in either dollars or foreign currency from foreign customers, free of reserve requirements and of other limitations.


 


Strategic alliance is any collaborative agreement between two companies that is designed to attain some strategic goal.





International licensing agreement is an agreement whereby an MNC (the licensor) allows a local firm (the licensee) to produce the licensor's products in the firm's local markets in return for royalties, fees, and other forms of compensation.





Joint venture is a corporate entity in which two or more parties, for example, a multinational company and host-country companies, have equity interest.





Project finance refers to an agreement where a project sponsor finances a long-term capital project on a non-recourse basis.





World Bank Group is a group of worldwide financial institutions organized after the devastation of World War II to aid economic reconstruction.





International Bank for Reconstruction and Development (INRD), commonly known as the World Bank, was established at the Bretton Woods conference in 1944 as a companion institution to the International Monetary Fund.





International Finance Corporation (IFC) was founded in 1956 to primarily finance private enterprises in less developed countries through loan or equity participation.





International Development Association (IDA) was established in 1960 as an affiliate of the World Bank Group to meet the specific needs of less developed countries.





Inter-American Development Bank (IDB) was founded in 1959 by the United States and 19 Latin American countries to further the economic development of its member countries.


 


European Bank for Reconstruction and Development (EBRD) with $12 billion of capital, was established in 1990 by 42 countries as a development bank for emerging democracies in Eastern Europe. 





European Investment Bank (EIB) was established in 1958 by members of the European Community; its resources are used to support socio-economic infrastructure of the member nations or their basic industries.





Asian Development Bank (ADB) was formed in 1966 by 17 Asian countries in partnership with the United States, Canada, Britain, Germany and other European countries to promote the economic growth and development of its member countries.





African Development Bank (AfDB) was established in 1964 by the organization of African Unity with headquarters in Abidjan, Ivory Coast.








ANSWERS TO END-OF-CHAPTER QUESTIONS





1.	What are the major types of funds supplied by the parent company to its subsidiaries?





The three major types of funds supplied by the parent company are equity contributions, direct loans, and parent guarantees. Every new subsidiary must receive some funds in the form of equity to satisfy both authorities in the host country and outside creditors about its solvency. Normally, multinational companies provide direct loans to their own foreign subsidiaries that require additional funding for expansion. When foreign subsidiaries have difficulty in borrowing money, a parent may affix its own guarantees. 





2.	Why are parent loans to foreign subsidiaries more popular than equity contributions?





Parent loans are more popular than equity contributions for two reasons. First, parent loans give a parent company greater flexibility in repatriating funds from its foreign subsidiary. Second, in most cases interest payments on internal loans are tax deductible in the host country, while dividends are not. 





3.	What are the internal sources of funds provided by operations? What is the role of internal funds?





Once a newly formed subsidiary gets on its feet, retained earnings and depreciation are the major sources of funds. These internal fund flows, along with local credits, leave relatively little need for fresh funds from the parent. 





4.	List the types of loans that local banks provide to foreign subsidiaries for non-trade international operations. Are these local credits used to finance current assets or fixed assets? Why are these loans sometimes called self-liquidating loans?





The principal instruments used by banks to service a multinational firm's request for a loan are overdrafts, unsecured short-term loans, bridge loans, arbi loans, and link financing. Most of the local bank loans obtained by subsidiaries are short term credits which are used largely to finance accounts receivable and inventory. They are self-liquidating loans to the extent that sufficient cash flows are produced to repay the credits as inventories are sold on credit and receivables are collected over the business cycle. 





5.	What are the similarities and differences between Edge Act-Agreement corporations and International Banking Facilities?





Both Edge Act-Agreement Corporations (EAACs) and International Banking Facilities (IBFs) have several similarities. First, they are engaged in off-shore banking activities. Second, they are free from reserve requirements and other banking regulations. Third, they should not do business with residents of the United States. However, there are a number of important differences between them. First, EAACs must be chartered by either the Federal Reserve Board or individual states, while no permission is necessary to establish IBFs. Second, separate banking facilities are needed to run EAACs, whereas no new physical facilities are needed to operate IBFs.  





6.	What are advantages and disadvantages of joint ventures?





Advantages of joint ventures include tax benefits, local market expertise, more capital, less political risk, and quick acquisition of new technologies. Most disadvantages of joint ventures have to do with conflicts of interest between multinational companies and their local partners, such as dividend policy, financial disclosure, transfer pricing, establishment of royalty and other fees, and allocation of production and marketing costs. 





7.	George Cassidy suggested several guidelines which can be used to determine an optimum financing mix of debt and equity for overseas projects. Explain these guidelines.





George Cassidy suggested three broad guidelines for adequate capitalization of overseas projects. First, the investor's own resources should cover the project investment in fixed assets. Outside (local) financing should support investment in net working capital. Second, the debt ratio of the project should be less than 0.50. Third, the projected earnings from the overseas project should be sufficient enough to cover interest payments. 





8.	What is the role of development banks? How can multinational companies benefit from these development banks?





Development banks--worldwide, regional, and national--are banking organizations established to support the economic development of underdeveloped areas through intermediate and long-term loans. Multinational companies can obtain a broad range of financing resources and other aids from these development banks when they engage in the economic development of underdeveloped countries. 





9.	Describe the role of the European Bank for Reconstruction and Development (EBRD).





The EBRD is a newly established regional development bank to help emerging democracies in Eastern Europe.








ANSWERS TO END-OF-CHAPTER PROBLEMS





1a.	(2/98 ) x (360/30)  =  24.5%





1b.	7/80  =   8.8%





1c.	8/(100 - 8 - 2)  =  8.9%





1d.	The bank loan should be chose because it is cheaper than the other two alternatives.





2a.	10/90  =  11.1%





2b.	10/(100 - 20 - 10)  =  14.3%





2c.	10/75  =  13.3%





3a.	(0.012 - 0.010)/0.010  =  20%





3b.	r = (1 + if)(1 + ie) - 1


  = (1 + 0.05)(1 + 0.20) - 1


  = 26%





4. 	0.15 = (1 + 0.07)(1 + ie) - 1


    ie  = 7.5%





5a.





	Interest		Percentage Change	Effective


Currency	Rate		in Currency		Interest Rate


Dollars		6%		--			6.00%


Francs		3%		+2%			5.06%


Euros		4%		+3%			7.12%





5b.	The franc loan appears to be the most feasible plan because it has the lowest interest rate in dollar terms.





5c.	The percentage change in the exchange rate is uncertain, which makes the effective interest rate uncertain. Thus, the company will not necessarily choose the franc loan.








ANSWERS TO END-OF-CASE QUESTIONS





1.	What are the forms of strategic alliances used by IBM?





International licensing agreements, marketing arrangements or management contracts, and joint ventures are the three major forms of strategic alliances used by IBM. First, IBM has allowed many foreign firms to produce or market its products in foreign markets in return for royalties, fees, and other forms of compensation. Second, IBM has contractually agreed to manage many foreign companies; most of these foreign companies lack the skills to operate their business successfully. Third, IBM has established 500 equity alliances with a variety of domestic and foreign companies.





2.	Why does a company as big as IBM have to depend on joint ventures so much for its global expansion?





IBM uses joint ventures for its foreign investment because: First, IBM has teamed up with its competitors on product development because costs have become enormous--over a billion dollars for the design of a central-office-switching system or a new mainframe computer. Second, IBM and its competitors have turned to marketing arrangements to obtain sufficient sales worldwide to justify these investments. Third, they have established joint production facilities to gain economies of scale. Finally, though in existence for over 30 years, cross-border alliances have skyrocketed since 1990 mainly due to a variety of movements toward a global economy: the end of cold war and economic reforms in Eastern Europe, a tripolar economic system through trading blocs, the emergence of Asian-Pacific Rim economies, the elimination of trade and investment barriers through the World Trade Organization, and the embracement of market-based capitalism by most developing countries. Executives of even a company as big as IBM today think that it is just too big to serve the world market alone or it is just too expensive to go alone.





3.	How can these international strategic alliances enable IBM to achieve its objective of maximizing stockholder wealth?





The joint venture enables IBM to maximize its stock price through more profits and lower risks. First, the joint venture enables IBM to penetrate foreign markets without requiring a substantial investment in foreign countries. This makes IBM earn good profits for a smaller investment in foreign markets. Second, the joint venture has limited risk because IBM does not have to establish its own factories and distribution networks in foreign countries.


 


4.	What are motives for strategic alliances?





The motives for strategic alliances may consist of two broad types: general and specific to international business. General motives for strategic alliances are to: (1) spread and reduce costs, (2) avoid or counter competition, (3) secure horizontal and vertical links, (4) specialize in a number of selected products, assets, or technologies, and (5) learn from other companies. 


MNCs may collaborate with other companies to: (1) gain location-specific assets, (2) overcome legal constraints, (3) diversify geographically, and (4) minimize exposure in risky environments. First, MNCs may seek to form a strategic alliance with local companies that will help them manage location-specific problems, such as cultural, political, and economic differences.  Second, strategic alliances may help MNCs overcome governmental constraints. Many countries limit foreign ownership. Government procurement, particularly military procurement, is another reason that may force MNCs to collaborate. Third, geographic diversification through strategic alliances enables MNCs to smooth their sales and earnings because business cycles occur at different times within different countries. Finally, one way for MNCs to minimize loss from foreign political occurrences is to minimize the base of assets located abroad or share them with local companies.  





5.	The home page of IBM www.ibm.com covers the company's news, products, services, support, annual financial reports, and many other areas of its business operations. Use this web page to find recent IBM acquisitions and divestitures.  
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