
Chapter Objectives

1.
To evaluate the arguments for and against foreign direct investment.

2.
To list and describe modes of foreign investment.

3.
To discuss foreign direct investment in the Third World.

4.
To list the factors that affect cross-border mergers and acquisitions.

5.
To describe the major differences in mergers and corporate governance between the United States and Japan. 

Chapter Outline

I. An Overview of Foreign Direct Investment

A. The U.S. Department of Commerce defines foreign direct investment as investment in either real capital assets or financial assets with a minimum of 10 percent equity ownership in a foreign firm.

i. These investments usually require a large sum of money and are made in expectation of benefits over an extended period.

ii. These investments are not readily reversible once they are made.

B. Benefits of foreign investment:

i. Company benefits:

1. MNCs invest their capital abroad to utilize their oligopoly-created advantages including proprietary technology, management know-how, multinational distribution networks, access to scarce raw materials, production economies of scale, financial economies of scale, and possession of a strong brand or trade name.

2. The use of these advantages allows the MNC to reduce its cost of capital and to increase its profitability.

ii. Host-country benefits:

1. FDI forms one the most important links between developing and industrial countries because it is stable.

2. FDI induces the transfer of technology and skills that are frequently in short supply.

3. FDI increases both national employment and domestic wages.

4. FDI provides local workers with an opportunity to learn managerial skills.

5. FDI contributes to tax revenues and helps balance the international balance of payments.

C. Arguments again foreign investment:

i. Conflicts between company goals and host-government aspirations:

1. FDI brings about the loss of political and economic sovereignty.

2. FDI controls key industries and export markets.

3. FDI exploits local natural resources and unskilled workers.

4. FDI undermines indigenous cultures and societies by imposing Western values and lifestyles on developing countries.

D. Modes of Foreign Investment

i. Construction of new plants (internal growth) – the establishment of new operations in foreign countries to produce and sell new products.

1. Can tailor foreign operations to meet exact needs.

2. It takes time for MNCs to reap any rewards from internal growth because they have to build a plant and establish a customer base.

ii. Mergers and acquisitions (external growth) – the acquisition or merger of other firms in foreign countries.

1. Faster than internal development.  In many cases it is instant access and can often reduce the position of competititors.

iii. Joint venture – a venture owned by two or more firms, in some cases from several different countries.

1. The basic advantage is that it enables a MNC to generate incremental revenue or cost saving.

2. The disadvantages are complex and have to do with difficulties forging a consensus and sharing authority.

iv. Equity alliance – an alliance where one company takes an equity position in another company.

1. In some cases, each party takes an ownership in the other.

2. The purpose is to solidify a collaborative contract so that it is difficult to break.

v. Licensing agreement – an agreement where an MNC (the licensor) allows a foreign company (the licensee) to produce its products in a foreign country in exchange for royalties, fees, and other forms of compensation.

1. The advantages to a licensor are: 

a. A relatively small amount of investment.

b. An opportunity to penetrate foreign markets.

c. Lower political and financial risks.

d. An easy way to circumvent foreign market entry restrictions.

2. The advantages to a licensee are:

a. A cheap way to obtain new technology.

b. An easy way to diversify into other product lines.

c. An opportunity to capitalize on its unique positions.

3. Successful licensing requires management and planning.

vi. Franchising agreement – an agreement where an MNC (franchiser) allows a foreign company (franchisee) to sell products or services under a highly publicized brand name and a well proven set of procedures.

1. This accounts for one-third of U.S. retail sales.

vii. Contract manufacturing – the MNCs contracts with a foreign manufacturer to produce products for them according to their specifications.

1. The contract manufacturer does not market the products it produces; instead they are marketed by the MNCs under their brand name.

II. Foreign Direct Investment in Developing Countries

A. Equity related finance to developing countries takes two forms: portfolio investment and direct investment.

i. Combined inflows of both forms totaled about $152 billion in 2002.

ii. Net FDI flows to developing countries fell sharply in 2002 to $143 billion from $172 billion in 2001.  

1. This decline was caused by declines of FDI in Latin America and the Caribbean.

2. This downturn was relative to a global FDI flow decline from $824 billion in 2001 to $651 billion in 2002.

B. A first step to attract FDI is to improve the investment climate.

i. There are many obstacles to FDI.

1. Some of these obstacles are unavoidable, inadvertent or unintended.  This includes bad roads, primitive port facilities, and a lack of local capital or qualified local technicians.

2. Some of these obstacles are government sanctioned.

3. Some of these obstacles are government related but are unintended, such as red tape and corruption.

ii. There are broad groups of reasons why MNCs will invest in developing countries:

1. Various incentive programs:

a. This includes tariff exemptions, tax incentives, and financial assistance.

2. Emerging market-based capitalism:

a. This includes privatization, liberalization of trade, a positive attitude toward foreign investment, a relaxation of tight state control, stock market development, and sounder macroeconomic policies.

iii. One critical factor of the domestic policy environment in attracting foreign investment is whether the government operates with transparency, credibility, and stability.

1. Corporate governance is essential to sustain FDI inflows.

III. Cross-Border Mergers and Acquisitions

A. Companies grow internationally primarily through two ways:

i. Through the construction of new production facilities in a foreign country (internal growth).

ii. Through the acquisition of existing foreign firms (external growth).

1. In quantitative terms, acquisitions are much larger then the construction of new facilities abroad.

B. Mergers are difficult to evaluate:

i. The financial managers must be careful to define benefits.

ii. The financial manager needs to understand why mergers occur and who gains or loses as a result of them.

iii. The acquisition of a company is more complicated than the purchase of a new machine because special tax, legal, and accounting issues must often be addressed.

iv. The integration of an entire company is much more complex then the installation of a single new machine.

C. Terminologies:

i. A merger is a transaction that combines two companies into one new company.

ii. An acquisition is the purchase of one firm by another firm.

iii. Often the two terms are used interchangeably.

1. There are two parties classifies as the acquiring company (bidder, initiates the offer) and acquired company (target, receives the offer).

iv. Acquisitions can be friendly or hostile, depending on whether the acquiring company bypasses the target company’s management or not.

v. A tender offer is an offer to buy a certain number of shares at a specific price and on specific date for cash, stock or a combination of both.

D. Mergers and Corporate Governance

i. In the U.S., management is much more likely to be disciplined through either friendly or hostile takeovers.

ii. In Japan, corporate takeovers are typically managed from inside rather than in the public markets by the company’s main bank, by its business partners, or by both.

1. Keiretsu is a Japanese word that stands for large, financially linked groups of companies that play a significant role in the country’s economy.

a. An inner circle of managers, their bankers, and their business partners, therefore, dominates governance. 

2. Cross-holdings have been weakened in Japan because they have turned from benefit to burden.  They have depressed corporate returns on equity, locked in outdated business alliance, and hampered the formation of more forward-looking ones.

E. For accounting purposes mergers can be treated as either a pooling of interest or a purchase of assets.

i. Under the pooling of interest method, the items on the balance sheets of the two companies are added together so that the merger will not create goodwill.

1. Firms with intangible assets prefer this method.

ii. Under the purchase of assets method (required if the merger is made with cash), the acquired assets or companies are usually recorded in the accounts of the acquiring company at the market value of assets given in exchange.

1. This is not popular because it generates goodwill and this results in lower reported earnings for several years.

F. A new cross-border merger movement happened in the 1990s.

i. The worldwide financial community has seen a boom in proposed or completed mergers, buyouts, and hostile takeovers.

ii. Today, there are few barriers on the scope and locations of mergers and acquisitions.

1. This is due to rapid advances in technology.

iii. The Organization for Economic Cooperation and Development offer the following reasons for the M & A boom in the 1990s:

1. Operational synergies.

2. A change in some countries’ attitude toward takeovers, especially hostile ones.

3. The soaring stock market that gave companies currency to use in acquisitions.

4. The introduction of the euro, which reduced transaction costs and eliminated intra-European currency risks.

G. Motives for cross-border mergers and acquisitions:

i. The acquisition of another firm is economically justified only if its increase the total value of the firm.  The traditional approach to the valuation of the firm consists of four basic steps:

1. Determine the earnings after taxes the company expects to produce over the years or earnings before taxes multiplied by (1 – tax rate).

2. Determine the capitalization rate (discount rate) for these earnings.

3. Determine the extent to which the company may be leveraged or the adequate amount of debt.

4. Compute the total value of the firm from the following formula: Value of Firm = Earnings Before Taxes (1 – Tax Rate)   

                                                Capitalization Rate

H. Tax and Accounting Issues:

i. Earnings before taxes:  a merger itself creates a larger physical size and opportunities for a synergistic effect.  The synergistic effects of business mergers are certain economies of scale from the firm’s lower overhead.

1. The merger allows the firm to acquire necessary management skills and to spread existing management skills over a larger operation.

2. The merger creates opportunities to eliminate duplicate facilities and to consolidate the functions of production, marketing, and purchasing.

3. The merger enables the firm to enjoy greater access to financial markets and thus to raise debt and equity and lower the cost of capital.

ii. Tax considerations:  The tax benefits for mergers comes form the fact that the tax loss carryforward expires at the end of a certain number of year unless the firm makes sufficient profits to offset it completely.  There are two situations when mergers could actually avoid corporate income taxes:

1. When a profitable company acquires companies with a large tax loss carryforward, it can reduce its effective tax rate and consequently increase its net operating income after taxes.

2. A company with a tax loss carryforward may acquire profitable companies in order to use its carryfoward.

iii. Accounting and tax laws may create even more competitive advantage for acquiring firms in some countries.

1. For example, mergers can create goodwill and in some countries goodwill does not affect the acquiring company’s earnings, but in some countries it does.

I. Capitalization Rate: an important advantage of mergers is the fact that earnings of larger companies are capitalized at lower rates.  The securities of larger companies have better marketability than those of smaller companies.

1. Consequently, the value of the acquiring firm may exceed the values of the companies operating separately.

2. A potential benefit of international acquisition is the lower required rate of return for the acquiring company due to different cost of capital in different countries.

J. Debt Capacity:  There are two situations where a merger can raise the debt capacity for the acquiring company above the sum of debt capacities for the individual firms prior to the merger:

i. There are companies that fail to make optimum use of debt.

ii. It is frequently possible for the acquiring company to borrow more than the companies were able to borrow individually.

K. A variety of other factors affect international acquisitions:

i. Exchange rate movements.

ii. Country barriers.

iii. Strategic choice.

Key Terms and Concepts

Foreign Direct Investment (FDI) is an investment in either real capital asset or financial asset with a minimum of 10% equity ownership in a foreign firm.

Equity Alliance is an alliance where one company takes a position in another company.

Licensing Agreement is an agreement where an MNC (the licensor) allows a foreign company (the licensee) to produce its products in a foreign country in exchange for royalties, fees, and other forms of compensation.

Franchising agreement is an agreement where an MNC (franchiser) allows a foreign company (franchisee) to sell products or services under a highly publicized brand name and a well-proven set of procedures.

Contract Manufacturing occurs when MNCs contract with a foreign manufacturer to produce products for them according to their specifications.

Merger is a transaction that combines two companies into one new company.

Acquisition is the purchase of one firm by another firm.

Tender offer is an offer to buy a certain number of shares at a specific price and on a specific date for cash, stock, or a combination of both.

Keiretsu is a Japanese word which stands for large, financially linked groups of companies that play a significant role in the country's economy.  

Under the Pooling-of-interest method, the items on the balance sheets of the two companies are added together so that the merger would not create goodwill.

Under the Purchase-of-assets method, the acquired assets or companies are usually recorded in the accounts of the acquiring company at the market value of assets given in exchange.
Synergistic Effects of business mergers are certain economies of scale from the firm's lower overhead.

Multiple Choice Questions

1.
The U.S. Department of Commerce defines foreign direct investment as investment in either _____.

A.
equity or leveraged investments

B.
equity investments alone or investments in a multinational company

C.
a multinational company or in a subsidiary of that multinational company

D.
nominal capital assets or financial assets with a minimum of ten percent equity ownership in a foreign firm

E.
real capital assets or financial assets with a minimum of ten percent equity ownership in a foreign firm

2.
Modes of foreign direct investments  do not include the following       .

A.
construction of new plants abroad

B.
Sales of airplanes to foreign customers

C.
mergers and acquisitions of foreign firms

D.
international joint ventures

E.
international equity alliances

3.
Many multinational companies invest their capital abroad _____.

A.
because their subsidiaries desperately need those funds

B.
to utilize their oligopoly-created advantages

C.
to under-utilize their oligopoly-created advantages

D.
because of almost no competition in foreign countries

E.
as a reminder of their international outlook

4.
Host countries can benefit from foreign direct investment because it _____.

A.
contributes to tax revenues and helps balance their international balance of payments

B.
provides local workers with an opportunity to learn managerial skills

C.
induces the transfer of technology and skills which are frequently in short supply

D.
increases both national employment and domestic wages

E.
all of the above

5.
Construction of new plants abroad requires demand forecast. Such a demand forecast  does not depend on the following ___.

A.
political system

B.
competition


C.
income

D.
population

E.
economic conditions

6.
Total private flows to developing countries grew more than  ___ fold between 1992 and 1999. 

A.
eight

B.
nine 

C.
ten

D.
eleven

E.
twelve

7.
Local companies often control the channels of distribution, the financial resources, and the marketing know-how, but they _____.

A.
do not have competent managers to efficiently run daily operations

B.
do not have access to raw materials

C.
do not have the products for marketing to capitalize on their unique market position

D.
need the support and experience of multinational companies

E.
are overwhelmed by the strength of multinational companies

8.
Like all aspects of good business, successful licensing requires _____.

A.
good luck

B.
management and planning

C.
heavy investment in capital markets

D.
a bureaucratic hierarchy

E.
support from a multinational company

9.
Since the mid-1990s, ___ has become the largest component of external financing to developing countries. 

A.
bank financing

B.
official flows

C.
bond financing

D.
foreign direct investments

E.
equity financing

10.
Which of the following statements is false?


A.
a merger is a transaction that combines two companies into one new company.

B.
an acquisition is the purchase of one firm by another firm.

C
a tender offer is an offer to sell a certain number of shares.

D.
Keiretsu is a Japanese word that stands for financially linked groups of firms.

E.
cross-holdings in Japan have recently weakened. 

11.
The use of the purchase-of-assets method in case of a merger creates ___.

A.
goodwill

B.
actual profits

C.
additional expenses

D.
additional sales

E.
additional market share

12.
Newman said that a growth-oriented company can globally close several types of growth gaps between its sales potential and its current actual performance. These gaps do not include ___.

A.
a product-line gap

B.
a distribution gap

C.
a local gap

D.
a usage gap

E.
a competitive gap

13.
Implications of increased private-investment flows include _____.

A.
broader choices and higher returns for investors

B.
higher world-wide interest rates

C.
hindering some capital flows to industrial countries

D.
all of the above

E.
none of the above

14.
Which of the following is not an oligopoly-created advantage of foreign investment for investing firms?

A.
proprietary technology

B.
management know-how

C.
access to scarce raw materials

D.
all of the above

E.
political advantage

15.
A merger can affect the following  except ___.        

A.
earnings before taxes

B.
employee health care 

C.
taxes

D.
capitalization rate

E.
debt capacity

16.
A company's acquisition of another firm is economically justified only if _____.

A.
the bought out firm is undervalued

B.
it improves cash flow

C.
the market of the new company is increased

D.
it increases the total value of the firm

E.
it is bought on an all cash basis

17.
The appropriate mix of debt and equity  ___ the overall cost of capital.

A.
increase

B.
reduce

C.
does not change

D.
unknown

E.
A and B

18.
The economic cycles of different countries  _____.

A.
are tied to the correlation of multinational companies working in those countries

B.
are required to be unsynchronized

C.
tend to be the mostly synchronized

D.
tend to be totally synchronized

E.
do not tend to be totally synchronized

19.
The tax benefit for mergers comes from the fact that the tax loss carryforward _____ unless the firm makes sufficient profits to offset it completely.

A.
does not expire at any moment

B.
expires at the end of ten years in the United States

C.
expires at the end of a specified number of years

D.
cannot expire during the first five years in Japan

E.
none of the above

20.
When a profitable company acquires companies with a large tax loss carryforward, the merger _____.

A.
increases its net operating income after taxes

B.
decreases its net operating income after taxes

C.
increases its net operating income before taxes

D.
decreases its net operating income before taxes

E.
neither decreases nor increases it nets operating income before taxes

21.
Foreign companies with more favorable accounting and tax laws _____ bid higher prices for target companies.

A. 
always

B.
cannot

C.
may be able to 

D.
may not be able to

E.
none of the above

22.
An important advantage of mergers is the fact that _____.

A.
increased productivity is guaranteed in larger companies

B.
larger companies acquire a greater tax advantage

C.
smaller companies acquire a greater tax advantage

D.
earnings of smaller companies are capitalized at lower rates

E.
earnings of larger companies are capitalized at lower rates

23.
The potential benefit of international acquisition is the _____.

A.
greater tax base of the newly acquired company

B.
guaranteed larger rate of return for the acquiring company

C.
lower required rate of return for the acquiring company

D.
guaranteed lower required rate of return for the bought-out company

E.
guaranteed larger rate of return for the bought-out company

24.
The appropriate mix of debt and equity reduces the overall cost of capital and therefore ______.

A.
raises the book value of the firm

B.
raises the market value of the firm

C.
lowers the market value of the firm

D.
lowers the book value of the firm

E.
raises the market and book value of the firm

25.
Factors affecting international acquisitions exclude _____.

A.
smaller taxes 

B. 
greater taxes 

C.
higher earnings after taxes

D.
lower capitalization rate

E.
higher earnings before taxes

26.
The market-based system of corporate governance is primarily used in ___.

A.
South Africa

B.
the United States

C.
Japan

D.
Mexico

E.
China

27.
The bank-based system of corporate governance is primarily used in ___.

A.
Japan

B.
the United States

C. the United Kingdom

D. Canada

E.
North America

28.
Two major reasons for the continuous growth of foreign direct investment in developing countries are___.

A.
high wages and highly skilled workers

B.
various incentive programs and high wages

C.
market-based capitalism and low wages

D.
productivity and tax concessions

E. 
various incentive programs and emerging market-based capitalism

29. Which of the following is not a step for determining the value of a firm:


A. determine the earnings after taxes the company expects to produce


B. determine the capitalization rate for the company’s earnings


C. determine the extent to which the company may be leveraged or the adequate amount of debt


D. determine the likelihood of increased or decreased debt


E. determine earnings before taxes multiplied by (1 – tax rate)

30. Which of the following is not true of foreign direct investment in developing countries:


A. China receives more FDI than the United States


B. Latin American and the Caribbean have seen a decrease in investment


C. South America receives the greatest amount of FDI


D. the process of privatization has moved to completion in many developing countries


E. there has been decline in investment in developing countries

Answers

Multiple Choice Questions

  1. E


11. A


21. C


  2. B


12. C


22. E

  3. B


13. D


23. C

  4. E


14. E


24. B

  5. A


15. B


25. B

  6. C


16. D


26. B

  7. C


17. B


27. A

  8. B


18. E


28. E

  9. D


19. C


29. D

10. C


20. A


30. C
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