
Chapter Objectives

1. To list and discuss the internal sources of funds for financing foreign investment.

2. To identify the principal instruments used by banks to service a multinational company's request for a loan.

3. To discuss both the Edge Act & Agreement Corporations and international banking facilities.

4. To explain why strategic alliances and project finance can be good sources of financing foreign investment. 

5. To describe the types and roles of development banks.

Chapter Outline

I. Internal Sources of Funds

A. Equity Contributions

i. Every new foreign subsidiary must receive some funds in the form of equity to satisfy both authorities in the host country and outside creditors about its solvency.

ii. Sometimes, MNCs use an equity investment for their own foreign subsidiary.

1. This gives the foreign subsidiary an increased capital base to support additional loans.

iii. Equity contributions of cash are used for the following:

1. To acquire going concerns.

2. To buy out local minority interests.

3. To set up new foreign subsidiaries.

4. To expand existing subsidiaries.

iv. Common stockholders have residual claims on earnings and assets in the event of liquidation.

1. This makes an equity investment not very flexible for the investors, but most acceptable to the host country and outside creditors.

v. Dividends are the profit remittances derived from equity investments.

1. They are typically subject to local income taxes and withholding taxes.

B. Direct Loans

i. MNCs may provide investment funds through intracompany loans.

1. The intracompany loan usually contains a specified repayment period for the loan principal.

2. The intracompany loans usually earn interest income that is taxed relatively lightly.

ii. Parent loans are more popular than equity contribution for the following reasons:

1. Parent loans give a parent company greater flexibility in repatriating funds from its foreign subsidiary.

2. The tax rate is typically lower than the rate on dividends, making the tax burden lower.

3. MNCs can provide credit to their subsidiaries not only by making loans, but also by delaying the collection of accounts receivable.

C. Parent Guarantees

i. When foreign subsidiaries have difficulty borrowing money, a parent may affix its own guarantees.

ii. There are four type of parent guarantees:

1. The parent may sign a purchase agreement under which it commits itself to buy its subsidiary’s note from the lender in the event of the subsidiary’s default.

2. The lender may be protected on only a part of the specific loan agreement.

3. Another type of guarantee is limited to a single loan agreement between a lender and the subsidiary.

4. The strongest type requires that the lender be protected on all loans to the subsidiary without limits on amount or time.

D. Funds Provided by Operations

i. Internal funds flows, i.e. retained earnings and depreciation, are the major sources of funds for newly formed subsidiaries.

1. Typically, these internal funds, paired with local credits, leave small need for funds from the parent.

ii. Foreign subsidiaries are not always free to remit their earnings in hard currency elsewhere.

1. Many developing nations, due to balance of payments problems, restrict repatriation of funds.

E. Loans for Sister Subsidiaries

i. The availability of intersubsidiary credit greatly expands the number of possibilities for internal funding.

1. Many countries impose exchange restrictions on capital movements and this limits the range of possibilities for intersubsidiary loans.

ii. The use of many intersubsidiary financial links makes it extremely difficult for the parent company to control its subsidiaries effectively.

iii. An MNC may wish to have its central staff handle all excess funds or to establish a central pool of these funds on worldwide basis under two conditions:

1. The number of financial relationships does not exceed the capability of the main office to manage them effectively.

2. A parent company does not want to lose control over its subsidiaries.

II. External Sources of Funds

A. Subsidiaries borrow local for the following reasons:

i. Local debts represent automatic protection against losses from a devaluation of local currency.

ii. Subsidiary debts frequently do not appear on the consolidated financial statement issued by a parent as part of its annual report.

iii. Some host countries limit the amount of funds that foreign companies can import from outside the host country.

iv. Foreign subsidiaries often borrow locally to maintain good relations with local banks.

B. Commercial Banks

i. Commercial banks are the most important external source of financing for non-trade international operations.

ii. Most of the local loans obtained by subsidiaries are short-term credits.

1. They are largely used to finance inventory and accounts receivable.

2. 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.

iii. There are variety of principal instruments used by banks to service an MNC’s request for a loan:

1. Overdrafts are a line of credit that permits the customer to write checks beyond deposits.

a. The bank establishes the maximum amount.

b. The borrower agrees to pay the amount overdrawn and interest on the credit.

2. Unsecured short-term loans are loans to cover seasonal increases in current assets that are made on an unsecured basis.

a. Most MNCs prefer to borrow on a n unsecured basis because the bookkeeping costs of secured loans are high and because these loans have a number of highly restrictive provisions.

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

a. Bridge loans are repaid when the permanent financing arrangement is completed.

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

a. Arbi loans are the best know example of these swaps.

b. Swaps allow the MNCs to borrow in one market for use in another market and to avoid foreign exchange risks.

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

a. Banks is strong-currency countries typically require some sort of deposits from the borrower’s parent company.

iv. Interest rate on must business loan are determined through direct negotiations between the borrower and the bank.

1. The prevailing lending rate and the credit worthiness of the borrower are the two major factors.

2. Interest rate may be paid in two different ways:

a. On a collect basis where interest is paid at the maturity of the loan.  This makes the effective rate of interest equal to the satiated rate of interest.

b. On a discount basis where interest is paid in advance.  This increases the effective rate of interest.

v. Compensating balances are those that borrowers are required by their bank to keep their account.  These are used to:

1. Cover the cost of accounts.

2. Increase the liquidity position of the borrower that can be used to pay off the loan in case of default.

3. Increase the effective costs of borrowing.

vi. In reality, the value of the currency borrowed changes over time and this change affects the actual cost of a bank credit.

1. The effective interest rate is computed using the equation --            r = (1 + if)(1 + ie) – 1

a. r = the effective interest rate in U.S. dollars.

b. if = the interest rate of the foreign currency.

c. ie = the percentage change in the foreign currency against the U.S. dollar.

vii. Edge Act and Agreement corporations are subsidiaries of American banks that are physically located in the United States but engage in international banking operations.

1. The Edge Act of 1919 allows American banks to perform as holding companies and to own stock in foreign banks.

a. These banks con provide loans and other banking services for American-owned companies in most countries.

2. Edge Act corporations are domestic subsidiaries of banking organized charter by the Federal Reserve Board.

3. Agreement corporations are Edge equivalents chartered by individual states.

4. Both of these corporations engage in three types of activities:

a. International banking, which includes the following:

i. Hold demand and time deposits of foreign parties.

ii. Make loans but these loans to any single borrower may not exceed 10 percent of their capital and surplus.

iii. Open and confirm letters of credit.

iv. Make loans or advances to finance foreign trade.

v. Create bankers’ acceptances.

vi. Receive items for collection.

vii. Remit funds abroad.

viii. Buy or sell securities.

ix. Issue certain guarantees.

x. Engage in foreign exchange transactions.

b. International financing, which includes the following:

i. Invest in the stock of nonblank financial concerns, development corporations, or commercial and industrial companies.

ii. The major purpose of such financing activities is to provide promising foreign companies with capital at an early or important stage.

c. Holding companies, which includes the following:

i. Own shares of foreign baking subsidiaries and affiliates.

ii. Member banks of the Federal Reserve System are not permitted to own shares of foreign banking subsidiaries.

iii. A subsidiary can more advantageous than a branch for two reasons 1) foreign branches are allowed to carry on only the activities allowed to their parent banks in the U.S. and 2) certain countries do not permit non-domestic banks to open branches in their territory.

viii. International banking facilities (IBFs) (allowed since December of 1981) are vehicles that enable bank offices in the Unites States to accept time deposits in either dollars or foreign currency from foreign customers free of reserve requirements and other limitations.

1. Some states have exempted IBFs from state and local income taxes.

2. In other words, the creation of IBFs means the establishment of offshore banking facilities in the U.S. similar to other Eurocurrency market centers.

3. Two qualify for IBFs, institutions must be depository institutions, Edge or Agreement corporations, or U.S. branch offices of foreign banks that are legally authorized to do business.

4. IBFs have a the following advantages over foreign locations:

a. Small banks can enter into the Eurocurrency market easily.

b. U.S. banks can reduce operating costs because they have more direct control and use existing support services.

5. IBFs have the following disadvantages over foreign locations:

a. IBFs must receive writer acknowledgement from their customers that deposits do not support activities within the U.S. and that IBF loans finance only operations outside the U.S.

b. IBFs are prohibited from offering demand deposits or transaction accounts that could possibly substitute for such accounts now held by nonresidents in U.S. banks.

c. IBFs are prevented from issuing negotiable certificates of deposits or bankers’ acceptances through they can issue letters of credit and undertake repurchase agreements.

d. Time deposits offered to nonbank foreign residents require minimum deposits and withdrawal of $100,00 to preserve the wholesale nature of the business.

C. Strategic Alliances

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

1. A key advantage of strategic alliances is financial synergy, i.e. when a financially strong company helps a financially weak company.

ii. International licensing agreements, a type of strategic alliance, are agreements 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.

iii. Management contracts are arrangements where one party (an MNC) contractually agrees to manage an enterprise owned by another party (local investors).

iv. Joint ventures are corporate entities in which two or more parties, for example an MNC and host-country companies, have equity interest.  There are four types:

1. Two companies from the same country form a joint venture to conduct a business in a third country.

2. An MNC forms a joint venture with host-country companies.

3. An MNC and a local government form a joint venture.

4. Companies from two or more countries establish a joint venture in a third country.

v. There are many motives for using strategic alliances:

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.

5. Learn from other companies.

6. Gain location-specific assets.

7. Overcome legal constraints.

8. Diversity geographically.

9. Minimize exposure in risky environments.

D. Project finance refers to an arrangement whereby a project sponsor finances a long-term capital project on a non-recourse basis.

i. Non-recourse means that the project sponsor has legal and financial responsibilities for the project.

ii. Three characteristics differ project finance from other forms of financing:

1. The project is established as an individual legal entity and relies heavily on debt financing.

2. The debt repayment is contractually tied to the cash flow generated by the project.

3. Government participation comes in the form of infrastructure support, operating or financing guarantees, or assurances against political risk.

iii. Project finance offers several benefits over conventional debt financing:

1. Restricts the usage of the project’s cash flows.

a. The lenders, rather than the managers, can decide whether to reinvest excess cash flows or to use them to reduce the loan balance by more than the minimum required.

2. Project finance increases the number and type of investment opportunities, thereby making the capital markets more “complete.”

3. Project finance permits companies whose earnings are below the minimum requirements to obtain additional debt financing.

iv. There are two types of project finance:

1. A build-operate-own (BOO) contract where the sponsor assumes ownership of the project at the end of the contract life.

2. A build-operate-transfer (BOT) contract where ownership of the project is transferred to the host government.

III. Development Banks

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

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

1. The initial objectives of the World Bank were to help reconstruct Europe post World War II.

a. It did this mainly through the Marshall Plan.

2. Recently, its main objective has been to loans to underdeveloped countries for social infrastructure.

3. It also encourages private investors to finance the portion of project costs that it cannot finance.  To facilitate this it has adopted the following high credit standards:

a. The Bank makes loans only for projects whose cost and revenue estimates are reasonably accurate.

b. When loans are made to private companies, their governments must guarantee these loans.

c. An additional 1 percent is added to the regular interest rate.  These funds go into reserve funds to meet losses in the even of default.

d. Member countries are required to pay the unpaid portion of their quotas in the event that funds are needed to meet losses.

4. The basic equity capital for the bank comes from member countries.  Each member country is assigned a subscription quota based on their size and wealth.

a. 10% of the quota is due upon joining.

b. 90% is subject to call.

5. The World Bank has a number of problems providing financial assistance to less developed countries for the following reasons:

a. All loans have to be guaranteed by governments.

b. The Bank provides only loans.

c. It finances only the foreign exchange requirements for a project and ignores local expenditures or working capital requirements.

d. It typically finances only large projects of public importance.

ii. The International Finance Corporation (IFC) was founded in 1956 primarily to finance private enterprises in less developed countries not covered by the World Bank.

1. The IFC regards development finance companies and industrial projects as the proper outlets for its limited capital.

2. It does not typically invest in infrastructure projects.

iii. The International Development Association (IDA) was founded in 1960 to meet the specific needs of less developed countries.

1. IDA loans are designed to finance projects for companies that cannot adhere to loan repayment schedules with conventional terms.

a. Credit terms are generally extended for 50 years with very low or no interest.

b. Repayment begins after a 10-year grace period and may be made in local currencies.

2. All World Bank members are free to join the IDA and more than 100 have.

3. IDA resources are separate from World Bank resources and nearly 90% of the IDS’s capital comes from subscriptions of its member countries.

a. The second biggest source of capital is the World Bank’s contribution.

B. Regional Development Banks

i. The U.S. and 19 Latin American countries founded the Inter-American Development Bank (IDB) in 1959 to further the economic development of its member countries.

1. Twenty-six Latin American countries and 15 other countries now own the bank.

2. IDB loans are available only when private sources are not available on reasonable terms and typically finance no more than 50% of the total project cost.

3. The IDB has three types of activities:

a. With its Ordinary Capital Resources Fund, the Bank makes development loans to both public and private institutions.  These loans are earmarked for projects that promote Latin America’s economic development.

b. With it U.S. created Social Progress Trust Fund, the Bank makes loans to finance projects with high social value.

c. With its Fund for Special Operations, the Bank makes loans whose terms are much more lenient than those available in the regular money and capital markets.  Maturities may be extremely long, repayment may be made in the borrower’s currency, or interest rates may be arbitrarily low.

ii. The European Bank for Reconstruction and Development (EBRD) was founded in 1990 by 42 countries as a developmental bank for emerging democracies in Eastern Europe.

1. The EBRD encourages reconstruction and development through loans, guarantees, and equity investments in private and public companies.

a. No more than 40% of EBRD financing can be used to support government enterprises.

iii. The European Investment Bank (EIB) was founded in 1958 by members of the Community and its resources are used to support the socio-economic infrastructure of the member nation or their basic industries.  It has three types of responsibility

1. It assists in financing projects that involve two or more member governments.  In this case, it plays an important role in coordinating the activities of different national financial agencies.

2. It promotes the potential of economies of scale.  It helps specialize or expand the operation of plants or firms in countries with a comparative advantage in certain lines of business.

3. It helps achieve a more uniform and high level of economic maturity within the European Union.

iv. The Asian Development Bank (ADB) was founded in 1966 by 17 Asian countries in partnership with other Western countries to promote the economic growth and development of its member countries.

1. The ADB offers loans, grants, and technical assistance.

a. The ADB makes long-term loans to private companies without government guarantees.

b. Some loans go to Asian national banks to reloan.

v. The African Development Bank (AfDB) was established in 1964 by the Organization of African Unity to encourage economic growth in the region.

1. Until the early 1980s had excluded nonregional partners in an effort to avoid undue outside influence.

a. This severly limited its capital.

b. This rule was changed in the 1980s and since then 26 non-African countries have joined.

2. The AfDb maintains conservative lending policies and interest rates.

a. Loans are made only to governments or their agencies.

b. Interest rates are similar to commercial rates.

C. National Development Banks

i. The Export-Import Bank (Exim Bank) provides investment funds and guarantees to MNCs.

1. These funds include long-term direct financing to facilitate the purchase of U.S. goods and services used in industrial projects in foreign countries.

a. These projects must be economically justifiable, contribute to the economic development of the country, and improve the country’s foreign exchange position.

ii. The Agency for International Development (AID) was founded in 1961 to carry out non-military U.S. foreign assistance programs.  

1. As the primary aid agency of the U.S. government, it performs three functions:

a. It administers the government’s programs of technical cooperation with less developed countries.

b. It administers the government’s economic programs for less developed countries.

c. It carries out special emergency programs as directed by the President of the United States.

2. To prevent dollar drain, loans are usually tied to purchase of U.S. goods or services.

iii. The Overseas Private Investment Corporation (OPIC) was founded in 1969 to take over AID’s responsibility for investment insurance and guarantee programs.

1. It is wholly owned by the U.S. Treasury Department.

2. It operates two programs:

a. Insurance of U.S. private investments in less developed countries.

b. Project financing carried out through an investment guarantee program. 
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 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.

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 Ventures 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.

Multiple Choice Questions

1.
Internal sources of funds are those funds generated within a (n) _____.

A.
network of several banks and a company's overseas affiliates

B.
network of independent companies

C.
parent-affiliate network

D.
pre-determined period of time

E.
period of time to be determined

2.
Every new foreign subsidiary must receive some funds in the form of equity to satisfy authorities in the _____ about its solvency.

A.
host country and outside creditors

B.
foreign country

C.
host country

D.
department of the Treasury

E.
foreign and host countries

3.
Equity contributions of cash are not usually used to _____.

A.
acquire going concerns

B.
expand existing subsidiaries

C.
set up new foreign subsidiaries

D.
determine the financial strength of foreign subsidiaries

E.
buy out local minority interest

4.
Which of the following is not a fund provided by operations?

A.
depreciation charges

B.
retained earnings

C.
profits

D.
all of the above

E.
bank loans

5.
Funds from the parent company to its subsidiaries include _____.

A.
equity contributions

B.
direct loans

C.
loan guarantees

D.
all of the above

E.
none of the above

6.
Important considerations for interest rates on international bank loans include _____.

A.
the prevailing prime lending rate

B.
the credit worthiness of the borrower

C.
the movement in the borrowed currency's value over the life of the loan

D.
all of the above

E.
none of the above

7.
The profit remittance derived from equity investments is called _____.

A.
duration

B.
spread

C.
profit sharing

D.
dividend

E.
interest

8.
Parent loans to foreign subsidiaries are usually _____ equity contributions.

A.
taxed as an

B.
not taxed as an

C.
more popular than

D.
less popular than

E.
unpopular compared to

9.
Parent loans give a parent company _____ from its foreign subsidiary.

A.
less flexibility in repatriating funds

B.
substantial claims on earnings and assets

C.
residual claims on earnings and assets

D.
greater flexibility in repatriating funds

E.
greater restrictions to repatriate funds

10.
One important reason for favoring parent loans over equity contributions is _____.

A.
profit sharing considerations

B.
dividend considerations

C.
interest considerations

D.
duration considerations

E.
tax considerations

11.
The types of loans with parent guarantees and the availability of such loans depend largely upon _____.

A.
the parent's commitment to financial stability

B.
the parent's commitment to fair play

C.
the parent's prestige and credit standing

D.
the parent's borrowing practice

E.
the parent's lending practice

12.
Once a newly formed subsidiary gets on its feet, retained earnings and depreciation are _____. 

A.
irrelevant

B.
the major sources of funds

C.
subject to being absorbed by the parent company

D.
controlled by the parent company

E.
no longer controlled by the parent company

13.
Project finance has been used to finance a variety of infrastructure projects except ___.

A.
airports

B.
high schools

C.
bridges

D.
highways

E.
power generation projects

14.
When there are only a few subsidiaries within a company's family, it is _____ to arrange intersubsidiary loans.

A.
not recommended

B.
somewhat difficult

C.
extremely difficult

D.
fairly straightforward

E.
impossible

15.
If a multinational company needs more funds than the amount that can be reasonably 
generated within a corporate family, the parent or its foreign subsidiaries _____.

A.
may require restructuring

B.
may need to invest in mutual funds

C.
may go bankrupt

D.
may become insolvent

E.
may seek outside sources of funds

16. Which of the following is not an example of strategic alliances?
A
project finance

B.
international licensing agreements

C.
marketing arrangements

D.
management contracts

E.
joint ventures

17.
Advantages of joint ventures include _____.
A.
tax benefits

B.
local marketing expertise

C.
more capital

D.
all of the above

E.
none of the above

18.
Project finance refers to an arrangement where a project sponsor finances a long-term capital project on _____.

A.
a recourse basis

B.
a non-recourse basis

C.
either a non-recourse basis or a recourse basis

D.
both a non-recourse basis and a recourse basis

E.
none of the above

19.
An overdraft is a line of credit that permits the customers to _____.

A.
make use of his money when the banks is closed

B.
make use of his money after regular banking hours

C.
make use of his money when required

D.
write unlimited checks

E.
write checks beyond deposits

20.
Edge Act and Agreement corporations are subsidiaries of American banks _____.

A.
which are physically located in the Mexico

B.
which are physically located in the United States but engage in international banking operations

C.
that engage in domestic banking operations

D.
which are physically located outside the United States

E.
which are physically located outside the United States and engage in international operations

21.
When foreign subsidiaries need short-term funds for only one purpose, they can obtain the funds _____.

A.
with just a promise to pay the loan back

B.
by signing a letter of credit

C.
by obtaining bridge loans

D.
by signing promissory loans

E.
by signing bank drafts

22.  The optimal capital structure refers to:


A. the combination of debt and equity that yields the highest cost of capital

B. a capital structure that draws on capital from the most number of foreign markets possible

C. a capital structure that is diversified

D. the combination of debt and equity that yields the lowest cost of capital

E. any combination of debt and equity

23. To develop capitalization strategies for overseas projects, companies should use what strategy:

A. The investor’s own resources should not be sufficient to approximately cover the project investment in fixed assets.

B. The ratio of outside financing to total capitalization of the project should generally be about 0.70.


C. More debt than equity investments should be employed in the local project.

D. The projected earnings for the overseas project should be adequate “interest coverage” for its intended outside debt service.


E. Outside financing should not be used.

24.
The one-year U.S. interest rate is 10 percent, and the one-year Italian interest rate is 13 percent. If a U.S. company invests its funds in Italy, by what percentage would the Italian lira have to depreciate to make its effective interest rate the same as the U.S. interest rate from the U.S. company's perspective?

A.
-10.55%

B.
- 6.50%

C. 
- 4.65%


D.
- 2.65%

E.
- 1.00%

25.
A U.S. investor has $5 million in excess cash that it has invested in Chile at an annual interest rate of 60 percent. The U.S. interest rate is 9 percent. By how much would the Chilean peso have to depreciate to cause such a strategy to backfire?

A.
-10.55%


B.
-20.00%

C.
-31.88%

D.
-35.00%

E.
-42.50%

Answers

Multiple Choice Questions

1. C

  8. C


15. E
22.D

2. A

  9. D


16. A
23. D

3. D

10. E


17. D
24. D

4. E

11. C


18. B
25. C

5. D

12. B


19. E

6. D

13. B


20. B

7. D

14. D


21. D

Solutions


24. Solution:

Use Equation (14-1).

0.10 = (1 + 0.13)(1 + ie) - 1; solve the equation for ie (percentage depreciation).

ie = (1 + 0.10/(1 + 0.13) - 1 = -2.65%.

25. Solution:

Use Equation (14-1).

0.09 = (1 + 0.60)(1 + ie) - 1; solve the equation for ie (percentage depreciation).

ie = (1 + 0.09)/(1 + 0.60) - 1 = -31.88%.
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