


Chapter Objectives

1.
To describe the forces that lead company officials to focus on the possibilities of foreign investment.

2.
To explain standard cash flow analysis for foreign projects.

3.
To examine various capital budgeting techniques with heavy emphasis on net present value and internal rate of return. 

4.
To consider two techniques to adjust for foreign project estimates: the adjusted discount rate and the certainty equivalent approach. 

5.
To show how diversification can reduce project risk through portfolio theory. 

6.
To compare capital budgeting theory with capital budgeting practice.

7.

To discuss the traditional sources of conflict between multinational companies and host countries. 

8.

To explain how companies can forecast political risk and strategically plan for it.

9.

To describe specific techniques to assess political risk.

10.

To evaluate the possible responses to political risk.

Chapter Outline

I. The Foreign Investment Decision Process

A. The foreign investment decision process involves the entire process of planning capital expenditures beyond one year.

i. The one-year time frame is arbitrary but is widely accepted.

ii. This textbook assumes that the entire foreign investment decision process consists of 11 phases.

B. The first phase is the decision to search for foreign investment.

i. It is not easy to pinpoint one motive for a decision to invest abroad in any particular case or to find out exactly who initiated a foreign project.  The decision to search for a foreign investment is a combination of several motivating forces and activities of different persons.

ii. The first phase in the foreign investment decision process is an analysis of the forces that lead some company officials to focus on the possibilities of foreign investment.

iii. Considerations such as profit opportunities, tax policy, and diversification strategies are economic variables that may affect a decision to look overseas.

1.  Environmental forces, organizational forces, and a drive by some high-raking officials inside a company are all other forces leading a company to look abroad.

C. The second phase is an assessment of the political climate in the host country.

i. There are more political risks in foreign investment.

1. To begin, at least two national governments become involved and the goals of the two countries may differ.

ii. On major concern of MNCs is the possibility that the political climate of a host country may deteriorate.

iii. The analyst should emphasize such factors as the host government’s attitudes toward foreign investment, the desire of the host country for national rather than foreign control, and its political stability.

D. The third phase is an examination of the company’s overall strategy.

i. The analyst should assess the usefulness of each alternative within the company’s overall strategy to determine how foreign operations may perpetuate current strengths or offset weaknesses.

ii. The company must check whether the project conflicts with company objectives, policies, and resources.

1. The primary objective of the MNC is to maximize its stock price, and, thus, the company must attempt to accept projects whose profits are higher and whose risks are lower.

2. If the company has carefully established policies to achieve its goal, it can overcome the threat of competitors and use it oligopolistic advantages.

3. Resources are assets that enable the company to carry out its objectives and policies.

E. The fourth stage is a cash flow analysis

i. The after-tax cash outflows and inflows directly associated with each project must be estimated to evaluate capital investment alternatives.

1. Ordinarily the forecast of the expected expenditures for the proposed project are based on data from similar ventures.

2. A company may also make forecasts using techniques such as the percent-of-sale method or a linear regression analysis.

3. An important difference in the application of cash flow analysis for foreign investment is that a company must make two sets of cash flow analysis, one for the project itself and one for the parent company.

ii. The first step in analyzing cash flows for any investment proposal is a forecast of demand.

1. There a number of reasons for emphasizing market size in the investment decision process:

a. The expected market size can be used as an indication of profit possibilities for the proposed project.

b. Small markets tend to have high uncertainty.

c. Small markets are often not worth the effort.

2. Foreign investment cuts across national boundaries, so the MNC must review the tax structure in each country.

a. In this analysis, the evaluator would include the definition of taxable entity, statutory tax rates, tax treaties, treatment of dual taxation, and tax incentive programs.

iii. The project cash inflows available to the investor are subject to foreign exchange rates and restrictions, and this must be accounted for in the foreign investment analysis.

1. When the host country has a stable exchange rate, no problems are presented.

2. If the exchange rate is expected to change or allowed to float, cash flow analysis becomes more complicated because the analyst must forecast the exchange rate that may be applicable to convert cash flows into hard currencies.

3. It is equally important to recognize that many host governments have various exchange control regulations.

a. Permission may be required to buy foreign exchange with local currency and processing applications for this permission may take a long time.

b. The following factors affect the blockage of funds to non-residents:

i. An expected shortage of foreign exchange.

ii. A long-run deficiency of the foreign exchange.

iii. Certain types of domestic political pressures.

c. The following are methods MNCs can use to remove blocked funds:

i. Transfer price adjustments.

ii. Loan repayments.

iii. Royalty adjustments.

iv. Fee adjustments.

iv. Typically, a MNC desires to maximize the utility of project cash flows on a worldwide basis.

1. The MNC must value only those cash flows that can be repatriated because only these funds can be used for investment in new ventures, for payment of dividends and debt obligations, and for reinvestment in other subsidiaries.

v. Project cash flows and parent cash flows can be substantially different due to tax regulations and exchange controls.

1. Moreover, some project expenses are returns to the parent company.

2. In general, incremental cash flows to the parent company are worldwide parent cash flows after investment minus worldwide parent cash flows before investment.

a. The relevant cash flows are the cash flows available for repatriation.  Hence, the MNC must analyze the impact of taxation, exchange controls, and other operational restrictions on cash flows to the parent company.

vi. Cash flow analysis of a foreign investment project involves the following unique environmental variables:

1. Different tax systems.

2. Foreign exchange risks.

3. Project vs. parent cash flows.

4. Restrictions on remittance of funds.

5. Political, financial, and business risks.

6. In these five environmental variables, a transfer pricing policy is an integral part of each of the following three issues:

a. MNCs should know the amount of funds they can withdraw from their foreign investment.  Transfer price adjustments, dividends, royalties, and management fees are the only techniques to withdraw funds where there are restrictions on fund flow movements.

b. Transfer-pricing policies are regarded as one of the best ways to reduce a variety of taxes, such as income taxes, tariffs, and other taxes.

c. Transfer-pricing policies are one of the better means to minimize foreign exchange losses from currency fluctuations because they enable MNCs to shift funds from one country to another.

vii. The cost of capital is the minimum rate of return that a project must yield in order to be accepted by a company.

1. This minimum rate of return is sometimes called the discount rate or the required rate of return.

2. The cost of capital acts as the major link between the firm’s foreign investment decision and the wealth of the owners.

a. It is in effect the “magic number” used to decide whether a proposed foreign investment will increase or decrease a firm’s stock price.

F. The next step in the process is to formally evaluate the investment projects.

i. The most commonly used methods are the discounted cash-flow approaches (net-present value and internal-rate-of-return).

1. These methods provide a more sophisticated basis for ranking and selecting investment projects because the payback and average-rate-of-return methods have various limitations.

2. These methods recognize that money has a time value and that money in the near future is more valuable than money in the distant future.

ii. The net present value of a project is the present value of its expected cash inflows minus the present value of its expected cash outflows.

iii. The internal rate of return is the discount rate that equates the present value of the net cash flows to the present value of the net cash investment, or the rate provides a zero net present value.

1. The decision rule is to accept a project is its net present value is positive and if its internal rate of return is greater than a firm’s cost of capital.

iv. The net-present-value and internal-rate-of-return methods lead to the same decision if the following conditions hold:

1. Investment proposals under consideration are mutually independent and they are free of capital rationing constraints.

2. All projects are equally risky so that the acceptance or rejection of any project does not affect the cost of capital.

3. A meaningful cost of capital exists to the extent that a company has access to capital at that cost.

4. A unique internal rate of return exists; every project has just one internal rate of return.

v. When the net-present-value and internal-rate-of-return methods produce different answers, net present value is better for the following reasons:

1. The net present value is easier to compute than the internal rate of return.

2. If the primary goal of a firm is to maximize the value of the firm, the net-present-value method leads to the correct decision, while the internal-rate-of-return method may lead to an incorrect decision.

3. A single project may have more than one internal rate of return under certain conditions, whereas the same project has just one net present value at a particular discount rate.

4. Once computed, the internal rate of return remains constant over the entire life of the project.  

a. This assumption about static conditions is not realistic during a period of rising interest rate and inflation.

b. Uneven discount rates present no problems when the net-present-value method is used.

5. In the net-present-value method, the implied reinvestment rate approximates the opportunity cost for reinvestment.  

a. With the internal-rate-of-return method, the implied reinvestment assumption does not approximate the opportunity cost for reinvestment at all.

vi. The internal-rate-of-return method has the following advantages:

1. Internal rate of return is easier to visualize and interpret because it is identical with the yield to the maturity of bonds or other securities.

2. We do not need to specify a required rate of return in the computation.

3. Business executives are more comfortable with internal rate of return because it is directly comparable to the firm’s cost of capital.

G. The final selection of projects depends on the following three kinds of capital budgeting decisions:

i. The selected project must successfully pass the accept-reject decision.  

1. If projects under consideration are mutually independent and not subject to capital rationing constraints, the company must accept all projects whose expected rate of return exceeds its hurdle rate in order to maximize stockholder wealth.

a. The hurdle rate may be based on the cost of capital, the opportunity cost, or some other arbitrary standard.

2. It is important to recognize that certain projects may compete with each other and available projects may exceed available funds.

H. All foreign investments projects are subject to various business and financial risks, inflation and currency risks, and political risks.

i. The risk-adjusted discount rate is often used.  This is a rate that consists of the riskless rate of return plus a risk premium.

ii. The certainty equivalent approach is also used.  This is a method used to adjust for project risk in the numerator of the net present value formula.

I. The last three steps of the capital budgeting system consist of implementation, expenditure control, and post audits.

i. Authorization to expend funds for the accepted project may be obtained by submission of individual capital expenditures request in accordance with formal procedures set forth by the budget director.

ii. There is a specific phase of the capital budgeting process during which the practical cost control of a foreign project becomes important.  This is the time between the approval of the project and its completion.

1. The expenditure control of a foreign project in process is designed to increase the probability that it is completed within the established guidelines.

iii. When a foreign project is completed, the firm should perform a post audit on the entire project to determine its success or failure

J. Example 18-1 is an example of the entire analysis process.

K. The literature on capital investment analysis pays insufficient attention to the possibility of future options over an investment project.

i. It may be more profitable to expand or retire an investment project before the ends of its estimated economic life rather than continue its operations.

1. This means that initial economic life estimates may be incorrect.

ii. Real option analysis is the application of option pricing models to the evaluation of investment options in real projects.

1. Option pricing models work best for simple option on financial assets, such as stocks, interest rates, currencies or commodities, but they are also useful for foreign investment analysis because a key variable faced by every foreign project is uncertainty.

a. When uncertainty is high, an MNC’s investment opportunities can be viewed as real options.

2. Real options include:

a. Options to expand or contract.

b. Options to accelerate or delay.

c. Options to continue or retire.

II. Portfolio Theory

A. Portfolio theory deals with the selection of investment projects that minimize risk for a given rate of return or that maximize the rate of return for a given degree of risk.

i. Such a portfolio is sometimes called the optimum portfolio.

B. Markowtiz and Sharpe developed a powerful technique for a simultaneous risk-return analysis of multiple projects.  It has two basic measures:

i. An index of expected value.

1. The expected value for a portfolio of investments is simply the sum of the individual present values for the projects that make up the portfolio.

ii. An index of risk.

1. The standard deviation as a measure of risk is not as easily measured.  There are many business situations where the risks of the individual projects offset each other.

a. Thus, diversification can lower risk.

iii. Example 18-2 is an example of this analysis and shows how risk is lowered.

III. Capital Budgeting Theory and Practice

A. The literature on foreign capital investment theory reveals that business firms should use discounted-cash flow techniques for ranking and selecting overseas projects because these methods recognize the time value of money and employ cash flow of a project over its life span.

B. Survey of the cash flow methods used by MNCs reveal two important points:

i. Discount cash-flow approaches are more popular than rules of thumb.

ii. Internal rate of return in more popular than net present value.

iii. Thus, most MNCs use discounted cash-flow approaches for ranking and selecting overseas projects.

1. At least half of the respondents used discounted cash-flow approaches.

C. Most leading finance textbooks agree that a firm should, first of all, maximize the wealth of stockholders.

i. The best measure of stockholder wealth is the market value of a firm’s stock because the market value reflects the effects of all financial decisions.

ii. The maximization of stockholder wealth depends on the tradeoff between risk and return.  These relationships are diagramed in Figure 18.1.

1. This model is particularly important for capital budgeting decisions because capital investments are profitable, but they are subject to a variety of risks.

iii. Investment decisions – usually requiring very large sums of money – are made in expectation of benefits over an extended period.

1. Once made, capital budgeting decisions are extremely costly to reverse.

iv. Therefore, more sophisticated capital budgeting techniques may be economically justified only if they increase the total value of a firm.

1. Academic writers favor “sophisticated” capital techniques (i.e. the net present value method) over rules of thumb (i.e. the payback method).

2. They argue that the use of sophisticated methods will lead to higher earnings and less risk, thus increasing the market price of common stock.

a. This leads to the hypothesis that firms using a more sophisticated capital budgeting system enjoy higher stock prices than do firms using less sophisticated capital budgeting systems.

i. Most writers on capital budgeting reject this view because most shareholders know little about corporate budgeting practices.

3. A review of the literature was completed to settle this debate exploring the results of studies examining the following hypotheses:

a. Firms using a more sophisticated capital budgeting system have greater profitability than firms using a less sophisticated system.

b. Firms using a more sophisticated capital budgeting system are less risky than firms using a less sophisticated system.

c. The review found only one study for foreign investment project completed in 1984 by Stanley and Block.

i. Their study failed to find any significant relationship between capital budgeting practices and earnings performance.

IV. Political Risk Management

A. Political risk is an assessment of economic opportunity against political odds.

i. Political risk assessment requires that MNCs evaluate both economic and political indicators.

B. Political risk management refers to steps by companies to protect against economic losses from unexpected political events.

C. When the goals of MNCs and their host countries conflict, MNCs face a variety of political risks.

i. The primary goal of an MNC is to maximize the wealth of it stockholders.

ii. The primary goal of most host countries is to develop their economy through greater utilization of local factors of production in order to maintain more control over key industries through less reliance on foreign capital and know-how, and to strengthen their international position through less imports and more exports.

D. The nature of political risks:

i. Traditionally, conflicts between MNCs and host countries have occurred over such issues as conversion of an economy to a style of a specific political system, joint ventures, control of key industries, contribution to balance of payments, national sovereignty, and economic development.

ii. It is frequently difficult to separate political and economic risks.

1. Some government decisions are partly political and partly economic.

iii. Countrywide political risks depend on three broad groups:

1. Political climate, which can be measure by tendencies such as subversion, rebellion, or political turnover.

2. Economic climate, which includes factors such as the likelihood of government intervention in the economy, levels of interest and inflation rates, persistent balance-of-payments deficits, levels of foreign debts, and worsening monetary reserves.

3. Foreign relations including the extent to which host countries manifest hostility toward other countries, evidence of an arms races, and sizes of defense budgets.

E. Types of political risk -- studies have found two broad categories of political risks for all broad practical purposes:

i. Actions that restrict the freedom of a foreign company to operate in a given host environment.

1. These include operation restrictions such as employment policies, locally shared ownership, loss of transfer freedom, exchange controls, financial, personal or ownership rights, breaches or unilateral revisions in contracts and agreements, discrimination though taxes or compulsory joint ventures, and damage to property or personnel from riots, revolutions, and wars.

2. Funds are usually blocked in the host country when operational restrictions are imposed.  The ways to remove these blocked funds include:

a. Swaps between corporations.

b. Transfer price adjustments and other adjustments such as fees, royalties, and loan repayments.

ii. Actions that result in the takeover of alien assets (i.e. expropriation).

1. Expropriation includes sales of business assets to local shareholders, compulsory sales of business assets to local and federal government units, and confiscation of business assets with or without compensation.

iii. Ball and McCulloch (1999) say that many government nationalize both foreign and domestic companies and may do so for one or more of the following reasons:

1. The government believes that it could run the business more efficiently.

2. The government believes that the company is concealing its profits.

3. Left-wing governments, oftentimes after being elected, nationalize businesses.

4. Politicians wish to win popular support as they save jobs by putting dying industries on a life support system.

5. The government can control a company or industry by pumping money into the company or industry.

iv. Kennedy (1993) analyzed 79 countries in terms of political regimes and their expropriation policies.

1. This study revealed that during the 1960 to 1987 period, 1,118 foreign companies were nationalized in 599 separate actions.

a. The overwhelming majority of the expropriations were politically motivated acts that had been undertaken by only a few governments.

2. Figure 18.2 shows these expropriation trends.

v. There are six primary reasons why a significant upsurge in expropriation will not return in the 1990s and beyond:

1. The international demonstration effect today discourages expropriation because market oriented systems and privatization are being adopted even in the most socialist of countries.

2. The history of mass expropriation demonstrated that the economic consequences of such a policy are generally negative.

3. Adverse economic consequences would be further aggravated today by the lack of foreign aid from socialist countries.

4. If the move toward a market-oriented system and privatization creates significant real growth and prosperity for most people, then the loss of sovereignty over key sectors may be politically accepted.

5. The enhanced capabilities of developing countries have reduced their sense of dependency on external factors and have increased their policy options in managing multinational companies.

6. The current political affect of colonial or neocolonial experience on foreign direct investment policy has receded.

vi. Table 18.5 list political risks ranked by companies in the United State and the United Kingdom.

F. Forecasting political risks is the next step after political risks and their implications have been examined.

i. In political risk analysis, a manager gives special attention to the “nationalism” of a host country.

1. Nationalism represents loyalty to one’s country and pride in it based on shared common features such as race, language, religion, or ideology.  Some effects of nationalism on MNCs are:

a. Requirements for minimum local ownership.

b. Reservation of certain industries for local companies.

c. Preference for local suppliers for government contracts.

d. Limitation on number and type of foreign employees.

e. Protectionism based on quotas and tariffs.

f. Expropriation or confiscation of assets.

ii. There are a number of political-risk assessment techniques:

1. The Delphi technique combines the views of independent experts in order to obtain the degree of political risk on a given foreign project or a particular foreign country.  These views are pooled and averaged.

a. An advantage is that the assessment is made easily and quickly.

b. A disadvantage is that it is completely based on opinions rather than facts and analyses.

2. The grand tour relies on opinions of company executives visiting the country where investment is being considered.  

a. The advantage is that the responsibility for the political-risk assessment is in the hands of those who must carry out the proposed investment project.

b. The disadvantage is that the results can be superficial and may produce only selected pieces of information.

3. The old hand depends on the advice of an outside consultant such as college professors, diplomats, local politicians, or business people.

a. The quality of the advisor determines the quality of the risk assessment.

4. Some people use statistical techniques or quantitative analysis to assess political risk.

a. The methods vary but the all combine three major factors:

i. External economic indicators.

ii. Internal economic indicators.

iii. Political indicators.

5. Some companies may utilize a number of methods in an attempt to obtain a good picture of the situation.

a. If the results of all the methods are the same, more confidence may be placed in the findings.

b. If the results are divergent, a more careful investigation is needed.

G. Responses to political risk:

i. An MNC can protest itself with government insurance policies and guarantee programs (described in detail in Chapters 13 and 14).

ii. There are three types of defensive measure that can be used before investment:

1. A MNC can negotiate concession agreements – these are agreements that spell out the contractual obligations of the foreign investor and the host government.

2. Planned divestment is another method – this provides for the sale of majority ownership in foreign affiliates to local nationals during a previously agreed-upon period of time.

3. Often the agreements are revised to adapt to changing host-country priorities.

iii. There are several operating strategies to cope with political risk after investment:

1. The first group is strategies that are necessary to be a good citizen of the host country.

a. Many foreign affiliates attempt to harmonize their policies with their host-country priorities and goals.  This includes:

i. Hiring an increasing number of local persons.

ii. Sharing ownership with host-country private or public companies.

iii. Developing and using local sources of supply for their raw materials and component requirements.

iv. Trying to export their products to bolster host-country reserves of foreign exchange.

2. The second group is strategies that alleviate political risk.

a. MNCs may maintain technological superiority over local companies.

b. MNCs may integrate individual subsidiaries into a worldwide production and logistical system through highly interrelated intentional operations.

3. Lastly, joint ventures with local partners have been frequently suggested as one answer to national demands for an ownership share in certain industries.

a. A joint venture can improve the public image of a subsidiary, provide more capital, and deter operational restrictions.

Key Terms and Concepts

Cost of Capital is the minimum rate of return that a project must yield in order to be accepted by a company.

Discounted Cash Flow Approaches are the net present-value and internal-rate-of-return methods.

Net Present Value of a project is the present value of its expected cash inflows minus the present value of its expected cash outflows.
Internal Rate of Return is the discount rate that equates the present value of the net cash flows to the present value of the net cash investment, or the rate that provides a zero net present value.

Hurdle Rate may be based on the cost of capital, the opportunity cost, or some other arbitrary standard.
Risk-Adjusted Discount Rate is a rate that consists of the riskless rate of return plus a risk premium.

Certainty Equivalent Approach is a method used to adjust for project risk in the numerator of the net present value formula.

Real Option Analysis is the application of option pricing models to the evaluation of investment options in real projects.

Portfolio Theory deals with the selection of investment projects that would minimize risk for a given rate of return or that would maximize the rate of return for a given degree of risk.

Political Risk is an assessment of economic opportunity against political odds.

Delphi technique combines the views of independent experts in order to obtain the degree of political risk on a given foreign project or a particular foreign country.
Grand tour relies on the opinions of company executives visiting the country where investment is being considered.

Old Hand depends on the advice of an outside consultant.

Planned Divestment provides for the sale of majority ownership in foreign affiliates to local nationals during a previously agreed upon period of time.

Multiple Choice Questions

1.
In a foreign investment analysis, the most important variable a company must forecast is.

A.
net cash flow

B.
net earnings

C.
market price of the company stock

D.
book value of the company stock

E.
labor cost

2.
Which of the following is not directly related to the cash flow analysis of a foreign investment project?

A.
foreign royalty payments

B.
foreign taxes

C.
foreign exchange rate changes

D.
management changes

E.
demand forecast

3.
In a foreign investment analysis, which of the following objectives is most important and relevant?

A.
to maximize the project cash flows

B.
to maximize the parent cash flows

C.
to maximize the project earnings

D.
to maximize the overall parent earnings

E.
to maximize the subsidiary cash flows

4.
If a foreign project is financed entirely by local financing sources, which of the following is most important and relevant in the project analysis?

A.
analysis of the overall weighted average cost of capital

B.
comparison of the internal rate of return with the incremental cost of capital in a foreign subsidiary

C.
analysis of the stock price

D.
analysis of the exchange risk

E.
analysis of the political environment

5.
The variables needed to calculate the cost of equity using the dividend valuation model do not include       .

A.
expected dividend payments

B.
the current market price of stock

C.
annual dividend growth rate

D.
earnings growth rate

E.
A, B, and C

6.
In an international capital project analysis,        is not a major cause of the systematic risk?

A.
worldwide recessions

B.
worldwide wars

C.
worldwide energy supply

D.
both A and C

E.
host-country's exchange controls

7.
Which of the following capital budgeting techniques is considered to be superior to other methods?

A.
the average rate of return

B.
the payback method

D.
the net present value method

D.
the rule-of-thumb methods

E.
both A and D

8.
Many multinational companies use the risk-adjusted discounted rate and increase the discount rate if a country's risk is       .

A.
lower than normal risk

B.
the same as normal risk

C.
greater than normal risk

D.
cannot tell

E.
all of the above

9.
In a foreign investment analysis, the certainty-equivalent approach adjusts for risk in the following variable       .

A.
the cost of capital

B.
net cash flow

C.
inflation rate

D.
interest rate

E.
unemployment rate

10.
The last three phases of a foreign investment analysis are:

A.
implementation, control, and post audit

B.
implementation, control, and the publication of annual financial reports

C.
implementation, post audit, and planning

D.
control, post audit, and planning

E.
control, search for projects, and planning

11.
The portfolio theory relies on the following variable(s)       .

A.
risk

B.
project maturity

C.
project return

D.
both A and C

E.
both B and C

12.
When net present value and internal rate of return produce different answers, net present value is better because:

A.
the net present value is easier to compute than the internal rate of return

B.
the primary goal of a firm is to maximize the value of the firm, which coincides with the net present value approach

C.
the internal rate of return assumes a constant reinvestment rate

D.
a single project may have more than one internal rate of return

E.
all of  the above

13.
A review of the literature on foreign direct investment reveals the following:

A.
multinational firms should value only those cash flows which can be repatriated

B.
multinational firms should use discounted cash flow methods

C.
multinational firms should use their weighted average cost of capital

D.
A and B

E.
A, B, and C

14.
Portfolio theory deals with the selection of investment projects that would. 

A.
maximize profit

B.
minimize risk

C.
maximize the rate of return for a given level of risk 

D.
minimize risk for a given level of return

E.
C and D

Use the following information to answer the next three questions:

A foreign investment project with an initial cost of $15,000 is expected to produce net cash flows of $8,000, $9,000, $10,000, and $11,000 for each of the next four years. The firm's cost of capital is 12 percent, but the international financial manager perceives the risk of this particular project is much higher than 12 percent. The international financial manager feels that a 20 percent discount rate would be appropriate for the project.

15.
What is the payback period of the project?

A.
1.8 years.

B.
2.5 years.

C.
2.7 years.

D.
3.0 years.

E.
4.0 years.

Solution:  payback period = 1 + (15,000 - 8,000)/9,000 

                                             = 1.8 years.
16.
What is the net present value of the project at the firm's cost of capital?

A.
about $15,000.

B.
about $13,400.

C.
about $11,500

D.
about $10,400

E.
$12,000.

Solution:  NPV = $8,000/(1.12) + $9,000/(1.12)2 + $10,000/(1.12)3 + $10,000/(1.12)4 - $15,000  = $13,433.

17.
What is the risk-adjusted net present value of the project?

A.
about $9,000

B.
about $8,500

C.
about $7,900

D.
about $7,400

E.
$8,000.

Solution:  NPV = $8,000/(1.20) + $9,000/(1.20)2 + $10,000/(1.20)3 + $10,000/(1.20)4 - $15,000 = $9,002.

18.
A multinational company is considering the establishment of a two-year project in Germany with a $8 million initial investment. The company's cost of capital is 12 percent. The required rate of return on this project is 18 percent. The project with no salvage value after two years is expected to generate net cash flows of DM12 million in year 1 and DM30 million in year 2. Assume no taxes and a stable exchange rate of $0.60 per mark. What is the net present value of the project in dollar terms?

A.
about $30 million

B.
about $12 million

C.
about $11 million

D.
about $10 million

E.
about $ 8 million

Solution: Year 1: DM12,000,000 x $0.60 = $ 7,200,000

                Year 2: DM30,000,000 x $0.60 = $18,000,000

Net present value = $7,200,000/(1.18) + $18,000,000/(1.18)2 - $8,000,000 = $11,029,015.

19.
A foreign project has an initial investment of $1,400. Its net cash flows are expected to be $900, $1,000, and $1,400 for each of the next three years. The certainty equivalent coefficients of the project are 0.75, 0.55, and 0.35 for each of the next three years. With a 6-percent riskless rate of return, determine the certain net present value of the project.

A.
about $140

B.
about $450

C.
about $1,500

D.
about $2,500

E.
about $2,400

Solution:  NPV = $900 (0.75)/(1.06) + $1,000(0.55) /(1.06)2 + $1,400(0.35)/(1.06)3 -       $1,400 = $138.

20.
Which of the following is not a major political risk listed in a study by Goddard?

A.
expropriation

B.
restrictions on remittances of dividends

C.
tax law changes

D.
exchange controls


E.
high inflation rates

21.
Which of the following is not a major reason for the nationalization of both foreign and domestic companies by many governments?

A.
the government believes that it could run the business more efficiently

B.
the government believes that companies are concealing their profits

C.
politicians wish to win popular support as they save jobs by nationalizing

D.
the government wants to operate business firms


E.
the government can control a company or industry

22.
According to a study by Kennedy, the largest number of expropriations took place between       .

A.
1970 and 1979

B.
1980 and 1989

C.
1960 and 1969

D.
1950 and 1959


E.
1990 and 1999

23.
A significant upsurge in expropriation will not return in the future because ___.

A. the International demonstration effect discourages expropriation 

B. the  economic consequences of mass expropriation have been negative

C. the loss of sovereignty over some sectors may be politically accepted

D. Foreign aids from socialist countries have almost disappeared


E. all of the above
24.
Some popular techniques of political-risk assessment include the following       .

A.
the delphi technique

B.
the grand tour

C.
old hand

D.
quantitative analysis


E.
all of the above
25.
The grand tour relies on the        visiting the countries where investment is considered.

A.
opinions of company executives

B.
gut feeling of independent advisors

C.
opinions of bankers

D.
opinions of government officials


E.
none of the above
26.
The Delphi technique of political risk analysis involves       .

A.
compiling the opinions of independent experts

B.
using an outside consultant

C.
executive visits to a country

D.
all of the above


E.
both B and C
27.
Defensive measures before investment to avoid political risk of a foreign project include. 
A.
planned divestment

B.
joint venture with local partner

C.
adapting to host-country goals

D.
concession agreements


E.
all of the above

28.
To become a good citizen of a host country, the multinational company should take the following actions except ___.

A. use a large amount of locally-supplied raw materials

B. hire local people for managerial positions

C. maintain a competitive edge

D. deflate the subsidiary's profits

E. make the equity of the subsidiary available to local investors

Answers

Multiple Choice Questions

1.
A


11.
D

21.
D

2.
D


12.
E

22.
A

3.
B


13.
E

23.
E

4.
B


14.
E

24.
E

5.
D


15.
A

25.
A

6.
E


16.
B

26.
A

7.
C


17.
A

27.
E

8.
C


18.
C

28.
D

9.
B


19.
A

10.
A


20.
E

Solutions

15.
payback period = 1 + (15,000 - 8,000)/9,000 = 1.8 years.

16. NPV = $8,000/(1.12) + $9,000/(1.12)2 + $10,000/(1.12)3 + $10,000/(1.12)4 - $15,000 = $13,433.

17. NPV = $8,000/(1.20) + $9,000/(1.20)2 + $10,000/(1.20)3 + $10,000/(1.20)4 - $15,000 = $9,002.

18.
Year 1: DM12,000,000 x $0.60 = $ 7,200,000

Year 2: DM30,000,000 x $0.60 = $18,000,000

Net present value = $7,200,000/(1.18) + $18,000,000/(1.18)2 - $8,000,000 

                             = $11,029,015.

19.
NPV = $900 (0.75)/(1.06) + $1,000(0.55) /(1.06)2 + $1,400(0.35)/(1.06)3 - $1,400  = $138.

18
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