CHAPTER 18

INTERNATIONAL CAPITAL BUDGETING DECISIONS
CHAPTER OUTLINE
I.
The Foreign Investment Decision Process

a)
Search for foreign investment

b)
Political climate

c)
Company's overall strategy

(1)
Company goal

(2)
Company policy

(3)
Company resources


d)
Cash flow analysis

(1)
Demand forecast

(2)
Duties and taxes

(3)
Foreign exchange rates and restrictions
(4)
Project vs. parent cash flows

(5)
Capital budgeting and transfer pricing

e)
The cost of capital

f)
Economic evaluation

g)
Selection

h)
Risk analysis
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II.
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III.
Capital Budgeting Theory and Practice
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IV.
Political Risk Management
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(2) Defensive measures after investment

V.
Summary

CHAPTER OBJECTIVE

Chapter 18 identifies additional considerations in multinational capital budgeting. More specifically, this chapter focuses on three interrelated aspects of multinational capital budgeting that are infrequently considered in domestic investment analysis. These three additional considerations are: (1) the entire process of planning capital expenditures in foreign countries beyond one year, (2) how international diversification can reduce the overall riskiness of a company, and (3) a comparative analysis of capital budgeting theory with capital budgeting practice. In addition, this chapter discusses the nature of political risk, defines the types of political risks and methods of forecasting such risks, and presents some possible corporate responses.  
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; a project’s expected rate of return must exceed this rate in order to be accepted.  
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.
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.
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 upon 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.
ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
List the 11 phases of the entire decision-making process for a foreign investment project. Should the decision maker consider these stages one at a time or analyze several of them simultaneously? 

The entire foreign investment process consists of 11 phases: the decision to search for foreign investment, an assessment of the political climate in the host country, an examination of the company's overall strategy, cash flow analysis, the required rate of return, economic evaluation, selection, risk analysis, implementation, expenditure control, and post audit. Although we can break down the entire decision-making process into components and relationships for a detailed inspection, these stages should not be used mechanically. Some steps may be combined, some may be subdivided, while others may be skipped altogether. It is likely, however, that several of these steps will be in progress simultaneously for any project under consideration. The capital budgeting process consists of several related activities that overlap continuously rather than follow an ideally prescribed order. Because all steps in the investment decision-making process are interwoven, their relationships should not permanently place any one stage first or last in a sequence. 

2.
Given the added political and economic risks that exist overseas, are multinational companies more or less risky than purely domestic companies in the same industry? Are purely domestic companies insulated from effects of international events?

Individual foreign projects tend to face more political and economic risks than comparable domestic projects. However, multinational companies tend to be less risky than purely domestic companies because much of the risk faced overseas can be eliminated by diversification. In recent years, it has become clear that international events significantly affect companies which do not have foreign operations. For instance, purely domestic companies face foreign exchange risk because their competitive position depends on the cost structure of their foreign competitors as well as domestic competitors. Similarly, changes in the price of oil and other materials abroad immediately affect domestic prices. Consequently, purely domestic companies are not insulated from international events. 

3.
Why should subsidiary projects be analyzed from the parent's perspective?

When a parent company allocates funds for a project, it should view the project's feasibility from its own perspective. Typically, companies desire to maximize the utility of project cash flows on a worldwide basis. They must value only those cash flows which 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. 

4.
List additional factors that deserve consideration in a foreign project analysis but are not relevant for a purely domestic project. 

Additional factors that merit consideration in a foreign project analysis include: the host government attitude toward foreign companies, exchange rates, currency controls, foreign demand for product, and possible expropriation. 

5.
Why are transfer pricing policies important in cash flow analysis of a foreign investment project?

Transfer pricing policies are important in cash flow analysis of a foreign project for several reasons. First, transfer price adjustments are one of only a few ways to withdraw funds where there are restrictions on fund flow movements. Second, transfer pricing policies are regarded as one of the best methods to reduce a variety of taxes. Third, transfer pricing policies are one of the better means to shift funds from one country to another.

6.
Most academicians argue that net present value is better than internal rate of return. However, most practitioners say that internal rate of return is better than net present value. Present arguments of each side.

Most academicians argue that net present value is better than internal rate of return for the following reasons. First, net present value is easier to compute than internal rate of return. Second, if the primary goal of a firm is to maximize the value of the firm, net present value leads to the correct decision, while the internal rate of return may lead to an incorrect decision. Third, 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. Fourth, once computed, the internal rate of return remains constant over the entire life of the project. This assumption about static conditions is hardly realistic during a period of rising interest rates and inflation. Uneven discount rates present no problems when net present value is used. Fifth, in net present value, the implied reinvestment rate approximates the opportunity cost for reinvestment. But with internal rate of return, the implied reinvestment assumption does not approximate the opportunity cost for reinvestment at all. Although net present value is theoretically superior, most practitioners favor internal rate of return for several reasons. First, 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. Second, we do not need to specify a required rate of return in the computation. In other words, it does not require the prior computation of the cost of capital. Third, business executives are more comfortable with internal rate of return because it is directly comparable to the firm's cost of capital.

7.
List popular risk-assessment and risk-adjustment techniques. What is the major difference between these two types of risk analysis?

Popular risk-assessment techniques in capital budgeting include variance, standard deviation, and the coefficient of variation. Popular risk-adjustment techniques include the risk-adjusted discount rate, the certainty equivalent approach, and the capital asset pricing model. The risk-assessment techniques give more information to the decision maker, but they fail to tell the decision maker which project is better and/or should be accepted. On the other hand, the risk-adjustment techniques tell the decision maker which project is better and/or should be accepted. 

8. 
Have researchers established a significant relationship between capital budgeting practices and the market price of the common stock? What is the major reason for their finding on this topic?

Researchers failed to establish a significant relationship between capital budgeting practices and the market price of the common stock. These  researchers failed to establish the significant relations between these two variables mainly because they narrowly defined capital budgeting practices as the use or non-use of specific capital budgeting methods, such as payback or internal rate of return.

9.
Discuss the nature of political risk.

There are always conflicts of interest between a host government and a firm over such issues as joint ventures, control of key industries, employment practices, transfer pricing, and netting. It is sometimes difficult to separate political and economic risks, because political risk is an assessment of investment or economic opportunity against political odds. Finally, countrywide political risks depend on three broad groups of relations: political climate, economic climate, and foreign relations.

10.
List two major forms of political risk.

Although there are several different types of political risk, these risks can be divided into two broad categories for all practical purposes: actions that restrict the freedom of a foreign company to operate in a given host environment and actions that result in the takeover of alien assets.  

11.
List some forms of defensive measures against political risks before investment.

Major forms of defensive measures against political risks before investment are concession agreements, planned divestment, adaptation to host-country goals, and joint ventures.

12.
Why did the number of expropriations decline in the 1980s?

The number of expropriations declined in the 1980s because of changes in external dependency relationships. First, the most politically sensitive and strategic industries, such as mining and petroleum, had been almost completely nationalized by 1976. Second, as time passed, the former colonialism became less of an issue and attitudes toward foreign direct investment became more programmatic as a result. Third, the administrative, technical, and managerial capabilities of developing countries increased dramatically, making regulatory control of multinational companies a viable option. Fourth, greater external capital needs that followed the oil shocks and the rising debt burden placed constraints on developing countries that made expropriation less attractive.  

ANSWERS TO END-OF-CHAPTER PROBLEMS
1a.

_____________________________________________________________

                                     Year1        Year2          Year3          Year4         Year5     

Revenues                     10,000       11,000         12,000        13,000        14,000

 Operating Costs            6,000         6,000           7,000          7,000          8,000

 Depreciation                 1,000         1,000           1,000          1,000          1,000
Taxable Income             3,000         4,000           4,000          5,000          5,000

 Total Taxes                   1,500         2,000           2,000          2,500          2,500
Earnings After Taxes     1,500         2,000           2,000          2,500          2,500

1b

________________________________________________________

                                           Interest Factor               Terminal Value at

Year    Depreciation                 at 8%                         the End of Year 5      

 1              1,000                        1.360                              1,360

 2              1,000                        1.260                              1,260

 3              1,000                        1.166                              1,166

 4              1,000                        1.080                              1,080

 5              1,000                        1.000                              1,000
                                                                                         5,866

1c.

________________________________________________________

                               Exchange                                               Cumulative

Year   Cash Flows      Rate     Cash Flows    PV at 15%                NPV

0       -10,000                5.00         -$2,000         -$2,000             -$2,000

1          1,500                5.00                300               261              - 1,739

2          2,000                5.25                381               288              - 1,451

3          2,000                5.51                363               239              - 1,212

4          2,500                5.79                432               247              -    965

5        13,366*              6.08             2,198            1,092             +    127

*Consists of earnings after taxes (2,500), the salvage value of the plant (5,000), and the interest-accumulated depreciation cash flows (5,866).

The profitability index is 1.0635 ($2,127/$2,000) and the internal rate of return is approximately 17 percent.

The project's IRR is  17%: this is confirmed by the following computation.

300/(1+0.17)1 + 381/(1+0.17)2 + 363/(1+0.17)3 + 432/(1+0.17)4 + 2,198/(1+0.17)5 = 2,000.

2a.  Annual net cash flows produced by the project are:

Revenues

1,000 x $50 = $50,000 a month

Variable Costs

   Local Purchase
1,000 x $15 =  15,000 a month

   U.S. Purchase
1,000 x $10 =  10,000 a month
Operating Profit                                 $25,000 a month
$300,000

Depreciation ($500,000/5)                             


  100,000
Taxable Income                                          


$200,000

Local Taxes at 50%                                       


  100,000
Profit After Taxes                                      


$100,000

Depreciation                                             


  100,000
Annual Net Cash Flow in Jordan                          

$200,000

Annual Profit on Materials Sold by Parent

    (12 x 1000 x $5) (1 - 0.50)                            

    30,000

Cash Flow Foregone from Loss of Export Sales

   (12 x 500 x $20)(1 - 0.50)                          


    60,000
Incremental Net Cash Flow per Year                      

$170,000

The net present value of the project is computed as follows:

Year     Net Cash Flows      PV at 10 %       Cumulative NPV

0          -$1,000,000          -$1,000,000              -$1,000,000

1                170,000                 154,530                   -845,470

2                170,000                 140,420                   -705,050

3                170,000                 127,670                   -577,380

4                170,000                 116,110                   -461,270
5                670,000*               416,070                     -45,200

*Consists of a net cash flow of $170,000 and the net working capital of $500,000 recovered at the end of 5 years.

Because the project has a negative net present value of $45,200, it should be rejected.

2b.
The cash flows foregone from the loss of export sales are irrelevant because the sale would be lost anyway. Thus, the annual net cash flow become $230,000 ($200,000 + $30,000).

Year        Cash Flows        PV at 10%                Cumulative NPV

0
  - $1,000,000      - $1,000,000                      - $1,000,000

1
         230,000             209,070                       -      790,930

2
         230,000             189,980                       -      600,950

3
         230,000             172,730                       -      428,220

4
         230,000             157,090                       -      271,130

5
         730,000*           453,330                       +     182,200

*Consists of a net cash flow of $230,000 and the net working capital of $500,000 recovered at the end of 5 years.

Because the project has a positive net present value of $182,200, it should be accepted.

3.
Although the basic principles of analysis are the same for foreign and domestic projects, foreign investment analysis can be considerably more complex than the domestic case because of the following complications: (1) necessity to distinguish between project cash flows and parent cash flows, (2) foreign exchange rate changes, (3) political risks, (4) the potential loss of export sales to customers of the new foreign project, (5) differing tax systems, (6) differential rates of inflation, (7) higher credit risks, and (8) the competitive position of a foreign affiliate.

4a.
NPV  =  8,000/ (1.12)1  +  9,000/ (1.12)2  +  10,000 / (1.12)3  +  11,000/ (1.12)4  -  15,000  =  $13,433

4b.
NPV  =  8,000 /(1.20)1   +  9,000 /(1.20)2  + 10,000 /(1.20)3  + 11,000/ (1.20)4    - 15,000  =  $9,002 

5.
NPV  =  [900(0.75)] /(1.06)1  +  [1,000(0.55)]/(1.06)2   +  [14,000(0.35)]/ (1.06)3  -  1,400  =  $138 

6a.
The expected net cash flow for both projects is $4,000 ($8,000 x 0.5 + $0 x 0.5), their net present values are computed as follows:


F  =   $4,000/ (1.20)1  - $3,000  =  $636


G  =   $4,000 /(1.10)1  - $4,000  =  $364

                        ________________________________ 

6b.
(F  =  ( (8000 - 4000)2 (0.5) + (0 - 4000)2 (0.5)

                  =  $4,000

                        ________________________________


(G  =  ( (0 - 4000)2 (0.5) + (8000 - 4000)2 (0.5)

                  =  $4,000

6c.
Portfolio Return = $636 - $364 = $272

The portfolio standard deviation is zero (0) because the portfolio always produces a net present value of $272.

6d.
International diversification is more effective than domestic diversification because international diversification involves more different product lines and different geographic markets.

ANSWERS TO END-OF-CASE QUESTIONS
1.
What are the disadvantages of the payback method and the average-rate-of-return method?

The payback method has the following three disadvantages: First, it ignores the amount and pattern of net cash flows beyond the payback period. Second, it does not take into account the time value of money. Third, it disregards the effect of different economic lives and the profitability of the project. The average rate of return method has the following three disadvantages: First, it ignores the time value of money. Second, it uses accounting income rather than net cash flows. Third, it fails to take advantage of accelerated depreciation.

2.
What are the conditions under which the net-present-value and internal-rate-of-return methods will lead to the same capital-budgeting decision? 


These two rules lead to the same decision if the following conditions hold:

a.
Investment proposals under consideration are mutually independent and they are free of capital rationing considerations.

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

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

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

3.
Why is the net-present-value method theoretically better than the internal-rate-of-return method?

In the absence of some assumptions, the two discounted cash-flow approaches may lead to different decisions, thus making the capital budgeting decision much more complex. When the net-present-value and internal-rate-of-return methods produce different answers, net present value is better for a number of reasons:

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

b.
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.

c.
Once computed, the internal rate of return remains constant over the entire life of the project. This assumption about static conditions is hardly realistic during a period of rising interest rates and inflation. Uneven discount rates present no problems when the net-present-value method is used.

d.
In the net-present-value method, the implied reinvestment rate approximates the opportunity cost for reinvestment. But with the internal-rate-of-return method, the implied reinvestment assumption does not approximate the opportunity cost for reinvestment at all.

e.
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.

Important Note: 

We suggest that the instructor use the following examples to support Points (a) through (d). 

Project A with a net investment of $5,000 expects to produce a net cash flow of $5,000 at the end of one year and a net cash flow of $550 at the end of two years. Project B with a net investment of $5,000 expects to yield $1,881 at the end of one year and $3,881 at the end of two years. 

Project A: NPV at 5% = $259

     IRR            = 10.0%

Project B: NPV at 5% = $311

     IRR            = 8.9%

We suggest that the instructor use the following examples to support Point (e):

Project C with a net investment of $400 expects to earn $2,500 at the end of one year and -$2,500 at the end of two years. 

NPV at 100%: $225 

Two IRRs: 20% and 400%

4.
Why is internal rate of return more popular than net present value in practice?

Although the net-present-value method is theoretically superior, the internal-rate-of-return method has certain advantages. 

a.
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. 

b.
We do not need to specify a required rate of return in the computation. In other words, it does not require the prior computation of the cost of capital. 

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

5.
The web site of the Bank for International Settlements--www.bis.org/cbanks.htm--and the web site of the US State Department--www.state.gov--give economic information on most countries around the world. Access these web sites to obtain economic information, which can be used to assess the feasibility of projects in a developing country.
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