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What is the meaning and function of International Financial Management?
Define a Multinational Corporation (MNC) and its role in international finance.
What are the key steps involved in the internationalization of a company?
What was the cause of the East Asian Financial Crisis in 19977

Explain the concept of economic integration in international trade.

What is the difference between spot and forward exchange markets?

How does arbitrage function in the forward exchange market?

What is meant by a forward premium or discount in currency trading?

What are currency futures, and how do they differ from forward contracts?

. What are tax havens, and how do they impact international taxation?

. What is the significance of a cut-off rate in foreign project appraisal?

. What is the difference between pre-shipment and post-shipment export credit?

. What is the role of the Export-Import Bank of India in financing foreign trade?

. How do you calculate the cost of capital for multinational corporations (MNCs)?

. What are the factors that affect the cost of capital across different countries?

. What is the significance of a cut-off rate in foreign project appraisal?

. What are the key factors in evaluating foreign investment projects?

. How does transfer pricing affect intra-corporate fund management in multinational

companies?

What are the global trends in Foreign Direct Investment (FDI)?

What are the barriers to international diversification in portfolio investment?

What are the vehicles used to overcome capital flow barriers in international investing?

Unit:-1

Explain the meaning and functions of International Financial Management.

How does International Financial Management play a key role in multinational
corporations (MNCs) and their operations in global markets? Discuss how it helps in
decision-making related to financing, investment, and risk management.

What are the steps involved in the internationalization of a company?

Discuss the process of internationalization in businesses, from market entry strategies to
the expansion of operations across different countries. How does international financial
management assist in this process?

Discuss the causes and effects of the Developing Countries Debt Crisis.

What were the primary factors that led to the debt crisis in developing countries, and how
did it impact global financial markets? Provide examples and analyze the long-term
consequences of this crisis.

Analyze the East Asian Financial Crisis of 1997.

Explain the causes, effects, and aftermath of the East Asian financial crisis. How did this
crisis affect multinational corporations operating in the region and the global financial
system?

What is economic integration, and how does it affect international trade?

Discuss the concept of economic integration, including free trade agreements and
common markets. How does economic integration reduce trade barriers, and what role do
tariff and non-tariff barriers play in this process?



Unit 2

Explain the difference between the spot and forward exchange markets.

Discuss how the spot market and forward market operate in the foreign exchange market.
What role do these markets play in managing exchange rate risk for multinational
corporations?

. What is arbitrage in the foreign exchange market, and how does it work?

Define arbitrage in the context of foreign exchange and explain how arbitrage
opportunities in the spot and forward markets help to maintain currency equilibrium.
Provide examples of arbitrage in action.

Discuss the concept of currency futures and compare them with forward contracts.
How do currency futures work, and how are they different from forward contracts?
Explain the advantages and disadvantages of using futures contracts versus forwards in
managing foreign exchange risk.

. What is currency swap, and how is it used in international finance?

Describe the concept of a currency swap and how multinational corporations use it to
manage translation exposure and economic exposure. Discuss the benefits and risks
associated with currency swaps.

Explain the importance of parity conditions in international finance.

What are the various parity conditions (such as Interest Rate Parity, Purchasing Power
Parity) that govern exchange rates in international finance? How do these conditions help
in forecasting currency values?

Unit 3

Explain the types of export credit, including pre-shipment and post-shipment export
credit.

How do pre-shipment and post-shipment export credits help businesses finance their
international trade activities? Discuss the benefits and risks associated with each type of
credit.

. What is the role of letters of credit in international trade, and how do they function?
Discuss the various types of letters of credit (LC) used in international trade. How do
letters of credit provide security for both exporters and importers in cross-border
transactions?

Compare the cost of capital for multinational corporations (MNCs) with that of
domestic firms.

How do factors such as country risk, currency fluctuations, and taxation affect the cost of
capital for MNCs as compared to domestic firms? Discuss the methods used by MNCs to
manage these factors.

Explain the process of determining the cut-off rate for foreign project appraisal.
How do multinational companies determine the appropriate cut-off rate when appraising
foreign investment projects? Discuss the factors that influence the selection of a cut-off
rate.

. Analyze the role of the Export-Import Bank of India (EXIM Bank) in financing
foreign trade.

What role does EXIM Bank play in promoting Indian exports and financing international
trade? Discuss its various schemes and how they help exporters mitigate risks associated
with international transactions.

Unit 4



1. Explain the fundamentals of evaluating foreign investment projects.
What are the key steps and factors involved in evaluating foreign investment
opportunities? Discuss the challenges MNCs face when evaluating projects in emerging
markets and how they address them.

2. Discuss the concept of transfer pricing and its implications for multinational
companies.
How do multinational companies use transfer pricing to allocate income between
subsidiaries in different countries? Explain the regulatory challenges and tax implications
associated with transfer pricing.

3. What is the role of foreign direct investment (FDI) in the global economy?
Discuss the factors that motivate FDI and its impact on both the investing and host
countries. How do multinational corporations assess the benefits and risks of making
FDI?

4. What are the benefits and risks of international portfolio investment?
Explain the advantages of international diversification in portfolio investment, including
risk reduction and potential for higher returns. What challenges and barriers do investors
face when investing across borders?

5. Discuss the barriers to international diversification in portfolio investment and how
they can be overcome.
What are the major barriers to international diversification, such as political risk,
currency risk, and regulatory restrictions? Discuss the vehicles available to investors to
overcome these barriers and achieve global diversification.

Short Question Answer

Q1. What is the meaning and function of International Financial Management?

Ans: What is the meaning and function of International Financial Management?
International Financial Management (IFM) refers to managing financial decisions in a global
context. It deals with international investment decisions, financing options, exchange rate risk,
and compliance with international laws. The main functions include financing global operations,
managing currency risk, and optimizing returns while following global financial regulations.

Q2. Define a Multinational Corporation (MNC) and its role in international finance.
Ans: An MNC is a company that operates in more than one country. It manages production,
services, or marketing in several nations. In international finance, MNCs deal with multiple
currencies, tax regulations, and financial markets. Their role includes making cross-border
investments, managing financial risks, and funding international expansion.

Q3. What are the key steps involved in the internationalization of a company?
Ans: Steps in internationalization include:

o Conducting market research.

o Developing an international business strategy.

« Choosing entry methods (exporting, licensing, joint ventures).
e Adapting products for local markets.

« Managing foreign operations and finances.



Q4. What was the cause of the East Asian Financial Crisis in 19977

Ans: The crisis was caused by excessive foreign borrowing, weak banking systems, overvalued
currencies, and speculative real estate bubbles. It began when Thailand's baht collapsed in July
1997, leading to investor panic and capital flight across Asia.

Q5. Explain the concept of economic integration in international trade.

Ans: Economic integration means countries agreeing to reduce trade barriers and work together
economically. Examples include free trade areas, customs unions, and economic unions. It
promotes easier trade, investment, and economic cooperation.

Q6. What is the difference between spot and forward exchange markets?
Ans: Spot market: Currencies are exchanged immediately (within 2 days).

Forward market: Currencies are exchanged at a future date at a fixed rate.
Spot deals are for current transactions; forward deals are for hedging future risks.

Q7. How does arbitrage function in the forward exchange market?

Ans: Arbitrage involves buying currency in one market at a lower rate and selling in another at a
higher rate. In the forward market, traders use rate differences to lock in profit without risk,
ensuring exchange rate alignment.

Q8. What is meant by a forward premium or discount in currency trading?

Ans: If the forward exchange rate is higher than the spot rate, the currency is at a premium. If
lower, it's at a discount. It reflects expectations of currency appreciation or depreciation over
time.

Q9. What are currency futures, and how do they differ from forward contracts?

Ans: Currency futures are standardized contracts traded on exchanges to buy/sell currency on a
future date. Forward contracts are private agreements between two parties. Futures are more
liquid and regulated; forwards are flexible but less transparent.

Q10. What are tax havens, and how do they impact international taxation?

Ans: Tax havens are countries with low or zero tax rates and strong financial secrecy. They
attract companies trying to avoid taxes legally or illegally, often through complex ownership
structures or profit shifting.

Q11. What is the significance of a cut-off rate in foreign project appraisal?
Ans: The cut-off rate is the minimum acceptable return on investment. If a foreign project’s



expected return exceeds this rate, it is considered viable. It helps MNCs filter profitable from
unprofitable investments.

Q12. What is the difference between pre-shipment and post-shipment export credit?
Ans: Pre-shipment credit: Loan given before goods are shipped to finance production.

Post-shipment credit: Loan given after shipment to cover the time till payment is received from
the buyer.

Q13. What is the role of the Export-Import Bank of India in financing foreign trade?

Ans: EXIM Bank provides loans, guarantees, and insurance to exporters. It supports Indian
businesses in expanding globally by reducing risk, offering concessional finance, and facilitating
overseas investments.

Q14. How do you calculate the cost of capital for multinational corporations (MNCs)?
Ans: Cost of capital = Weighted Average Cost of Capital (WACC), adjusted for country risk,
currency risk, and capital structure. It includes the cost of debt and equity, considering exchange
rates and inflation in host countries.

Q15. What are the factors that affect the cost of capital across different countries?
Ans:

o Risk-free rate
o Inflation rate
e Country risk premium
e Currency risk
« Tax policies
« Political stability
These influence investor expectations and financing costs.

Q16. What is the significance of a cut-off rate in foreign project appraisal?
Ans: It’s the benchmark return used to evaluate foreign investments. If a project’s internal rate of
return (IRR) exceeds the cut-off rate, it is considered acceptable for investment.

Q17. What are the key factors in evaluating foreign investment projects?
Ans: Factors include:

e Projected cash flows
« Exchange rate risk
e Political and economic stability



e Regulatory policies
o Taxation in host country
o Cultural and operational feasibility

Q18. How does transfer pricing affect intra-corporate fund management in multinational
companies?

Ans: Transfer pricing is the pricing of transactions between MNC subsidiaries. It affects where
profits are shown, how much tax is paid in each country, and how funds move across borders.
It’s used to optimize tax and cash flows.

Q19. What are the global trends in Foreign Direct Investment (FDI)?

Ans: FDI is increasing in sectors like technology, renewable energy, and services. Emerging
markets like India and Southeast Asia attract major investments. Global investors seek new
markets and diversification opportunities.

Q20. What are the barriers to international diversification in portfolio investment?
Ans:

« Exchange rate risk
o Political and regulatory risks
o Lack of reliable financial data
e Market inefficiency
« Restrictions on foreign ownership
These make it harder for investors to diversify globally.

Q21. What are the vehicles used to overcome capital flow barriers in international
investing?

Ans:

o Global Depository Receipts (GDRs)
e American Depository Receipts (ADRS)
e Cross-border mergers
« Joint ventures
o Multilateral financial institutions
e Currency swaps and derivatives
These help investors access foreign markets and manage risk.

Long question answer

Unit1l



Q. 1. Explain the meaning and functions of International Financial Management. How does
International Financial Management play a key role in multinational corporations (MNCs)
and their operations in global markets? Discuss how it helps in decision-making related to
financing, investment, and risk management.

Ans: Meaning and Functions of International Financial Management

International Financial Management (IFM) refers to the management of financial operations in
an international context. It involves managing finances in different countries with varying
currencies, laws, regulations, and economic environments. The key functions of IFM include:

e Financing Decisions: IFM ensures that funds are available for international operations
and investments. It helps determine the appropriate capital structure, such as whether to
raise funds through debt or equity.

e Investment Decisions: IFM assists in assessing potential investment opportunities across
various countries. It involves evaluating the risk-return profile of international projects,
understanding exchange rate risks, and considering geopolitical factors.

o Risk Management: IFM helps MNCs manage various risks, including exchange rate
risk, political risk, and economic risk. MNCs often use hedging strategies, such as
currency swaps, options, and futures, to mitigate the effects of adverse movements in
exchange rates.

« Cash Management: Managing cash across different subsidiaries and ensuring efficient
liquidity management in different countries.

e Taxation and Compliance: IFM involves tax planning to minimize taxes across
different jurisdictions and ensuring compliance with international financial regulations.

Role in MNCs and Global Operations
MNCs face the challenge of managing financial operations in multiple countries with different
currencies, tax regulations, and economic conditions. IFM helps MNCs by:

e Financing Operations: It ensures MNCs can access funding in international markets,
balancing between equity, debt, and internal cash flows to fund expansion.

e Investment Strategy: IFM helps MNCs evaluate investment opportunities in foreign
countries, considering factors such as country risk, political stability, and currency
fluctuations.

« Managing Risks: Through tools like forward contracts, options, and swaps, IFM helps
mitigate the risks associated with exchange rate fluctuations, interest rate changes, and
other financial uncertainties.

o Decision-making: IFM provides vital information for making sound financing and
investment decisions, such as identifying favorable countries for expansion or assessing
the profitability of international ventures.

Q. 2. What are the steps involved in the internationalization of a company? Discuss the
process of internationalization in businesses, from market entry strategies to the expansion
of operations across different countries. How does international financial management
assist in this process?

ANS-2Steps in the Internationalization of a Company
The internationalization process of a company involves expanding its operations and market
reach beyond domestic borders. Key steps include:



Market Research and Opportunity Identification: The first step is to conduct thorough
market research to understand the demand, competition, consumer preferences, and legal
framework in potential international markets.
Entry Strategy: Once the market opportunities are identified, companies must decide on
an entry strategy. Common entry methods include:
o Exporting: Selling products or services directly to customers in foreign markets.
o Franchising or Licensing: Allowing a foreign company to use the brand or
intellectual property.
Joint Ventures: Partnering with a local company to share resources and risks.
Wholly Owned Subsidiaries: Establishing a completely owned entity in the
foreign market.
Adapting Products and Services: Companies may need to adapt their offerings to meet
local preferences, regulations, and consumer behavior.
Establishing Operations: Setting up physical operations such as production facilities,
retail outlets, or service centers.
Marketing and Promotion: Developing marketing strategies that resonate with local
consumers and using appropriate channels to reach them.
Expansion and Scaling: Once initial operations are successful, companies expand into
additional international markets or increase their presence in existing markets.

Role of International Financial Management (IFM)
IFM plays a crucial role in assisting companies throughout the internationalization process by:

Providing Capital: IFM helps companies raise capital from global financial markets to
finance international expansion.

Currency Risk Management: It assists in managing the risks associated with currency
fluctuations through hedging strategies and forwards.

Investment Analysis: IFM evaluates the potential returns and risks associated with
investments in foreign markets, considering factors like exchange rates, political risks,
and tax implications.

Compliance and Regulatory Issues: IFM ensures that the company adheres to the
financial regulations and tax laws of the countries in which it operates.

Q. 3. Discuss the causes and effects of the Developing Countries Debt Crisis. What were the
primary factors that led to the debt crisis in developing countries, and how did it impact
global financial markets? Provide examples and analyze the long-term consequences of this

crisis.

ANS-3Causes of the Developing Countries Debt Crisis
The Developing Countries Debt Crisis, primarily in the 1980s, was caused by several interrelated
factors:

Excessive Borrowing: Many developing countries borrowed extensively from
international banks to finance development projects, assuming that the loans would
stimulate growth. However, the borrowed funds were not always invested productively.
Oil Price Shocks: The 1970s oil price increases led to a rise in borrowing costs for
developing countries, as many of them were oil importers and became burdened with
higher debt servicing.

Interest Rates: The rise in global interest rates in the late 1970s and early 1980s
increased the cost of debt repayment for developing nations.

Decline in Export Earnings: A decrease in commaodity prices and the inability of many
developing nations to diversify their economies meant they earned less foreign exchange,
making it harder to service their debt.



Weak Economic Management: In some cases, poor economic policies, corruption, and
mismanagement exacerbated the crisis.

Effects on Global Financial Markets
The debt crisis had several significant effects on global financial markets:

Banking Crisis: International banks faced substantial losses, especially those that had
heavily lent to developing nations. This led to a tightening of credit in global markets.
Debt Restructuring: Many countries entered into debt restructuring agreements with
international creditors, which involved rescheduling debt payments or reducing the debt
burden.

International Financial Institutions’ Role: The International Monetary Fund (IMF) and
the World Bank stepped in to provide financial assistance, often with conditions that
included structural adjustments such as austerity measures.

Long-term Consequences

Impact on Sovereign Credit: The crisis led to a decline in the creditworthiness of
developing countries, and they faced higher borrowing costs in international markets.
Structural Adjustments: Many countries had to implement economic reforms that often
resulted in lower public spending, reduced welfare programs, and social unrest.

Global Financial Stability: The crisis highlighted the need for better management of
international lending and borrowing, leading to reforms in how international financial
institutions manage risk.

Q. 4. Analyze the East Asian Financial Crisis of 1997. Explain the causes, effects, and
aftermath of the East Asian financial crisis. How did this crisis affect multinational
corporations operating in the region and the global financial system?

ANS-4 Causes of the East Asian Financial Crisis
The East Asian Financial Crisis of 1997 was triggered by a combination of domestic and
international factors:

Excessive Borrowing and Debt: Many East Asian countries, particularly Thailand,
South Korea, and Indonesia, had borrowed heavily from foreign lenders in U.S. dollars,
leading to high levels of short-term debt.

Weak Financial Systems: Poorly regulated banking sectors, inadequate financial
oversight, and corruption allowed for excessive risk-taking and misallocation of capital.
Overvaluation of Currencies: Many countries in the region had pegged their currencies
to the U.S. dollar, and when the U.S. dollar strengthened, it made these currencies
overvalued and unsustainable.

Loss of Investor Confidence: As the region’s economies showed signs of overheating,
foreign investors began to withdraw capital, leading to a collapse in stock markets and
currency devaluations.

Effects on Multinational Corporations and Global Financial System

Multinational Corporations (MNCs) operating in the affected countries saw their
profits decline due to currency devaluation, reduced consumer demand, and economic
instability.



e Impact on Foreign Investments: Investors and MNCs lost confidence in the region’s
economies, leading to a sharp decline in foreign direct investment (FDI) and stock market
values.

o Global Financial System: The crisis led to widespread contagion, with financial markets
around the world experiencing turbulence. Countries in Latin America, Russia, and
Europe also felt the repercussions.

Aftermath

e IMF Assistance: The IMF intervened with loan packages to stabilize the economies and
implement structural reforms.

o Economic Reforms: The affected countries undertook significant reforms to improve
their financial systems and ensure better regulatory practices.

« Shifting Global Capital Flows: The crisis highlighted the vulnerabilities of emerging
markets and led to a shift in global capital flows, with investors becoming more cautious
about investing in high-risk countries.

Q. 5. What is economic integration, and how does it affect international trade? Discuss the
concept of economic integration, including free trade agreements and common markets.
How does economic integration reduce trade barriers, and what role do tariff and non-
tariff barriers play in this process?

ANS-5Economic Integration

Economic integration refers to the process by which countries reduce or eliminate trade barriers
between them, such as tariffs, quotas, and non-tariff barriers, to promote greater economic
cooperation and trade. This can occur through various stages:

o Free Trade Agreements (FTAS): These agreements between countries aim to remove
tariffs and other barriers to trade, allowing goods and services to flow more freely.
Examples include the North American Free Trade Agreement (NAFTA) and the
European Free Trade Area (EFTA).

e Customs Unions: A deeper form of integration where countries not only remove internal
trade barriers but also adopt common external tariffs.

o Common Markets: These are more advanced agreements where countries not only
remove trade barriers but also allow for the free movement of labor, capital, and services
across borders.

« Economic Unions: This is the highest level of integration, where countries not only
harmonize trade policies but also adopt a common currency and unified fiscal policies.

Unit 2

Q1. Explain the difference between the spot and forward exchange markets. Discuss how
the spot market and forward market operate in the foreign exchange market. What role do
these markets play in managing exchange rate risk for multinational corporations?

ANS-1Spot Exchange Market

The spot exchange market is the part of the foreign exchange market where currencies are
bought and sold for immediate delivery. The transaction typically occurs "on the spot,” meaning
the exchange takes place almost immediately, usually within two business days. The exchange
rate at which these transactions occur is known as the spot rate, which reflects the current



market price of one currency in terms of another. The spot market is highly liquid, and
transactions are settled quickly.

Forward Exchange Market

In contrast, the forward exchange market involves contracts where currencies are exchanged at a
predetermined rate at a specified future date. The forward rate is agreed upon today, but the
actual exchange of currencies happens in the future (usually 30, 60, 90, or 180 days later).
Forward contracts are customizable, meaning the terms of the contract, such as the amount and
maturity date, can be negotiated between the buyer and seller. The forward market helps hedge
against fluctuations in exchange rates.

Role in Managing Exchange Rate Risk
Both the spot and forward exchange markets play essential roles in managing exchange rate risks
for multinational corporations (MNCs):

e Spot Market: MNCs can use the spot market for immediate currency needs, such as
paying for imports or receiving payment for exports in foreign currencies. Since the
exchange rate is determined by current market conditions, the spot market helps MNCs
meet short-term currency requirements quickly.

o Forward Market: The forward market is crucial for MNCs that want to hedge against
future exchange rate risk. For example, if a U.S. company knows it will receive payment
in euros in six months, it can enter into a forward contract to lock in the exchange rate
today. This eliminates the uncertainty of fluctuating exchange rates and ensures the
company knows exactly how much it will receive in its local currency.

Through forward contracts, MNCs can effectively protect themselves from adverse currency
movements and ensure predictable cash flows.

Q2. What is arbitrage in the foreign exchange market, and how does it work? Define
arbitrage in the context of foreign exchange and explain how arbitrage opportunities in the
spot and forward markets help to maintain currency equilibrium. Provide examples of
arbitrage in action.

ANS-2Arbitrage in Foreign Exchange Market

Arbitrage in the foreign exchange market refers to the practice of exploiting price differences
between different markets or currency pairs to make a risk-free profit. Arbitrage occurs when a
currency is traded at different prices in two or more markets, and traders take advantage of this
price discrepancy to buy low in one market and sell high in another.

How Arbitrage Works

Arbitrage opportunities typically arise in situations where exchange rates are not aligned between
the spot and forward markets, or when there is a difference in rates between different markets for
the same currency. These discrepancies create opportunities for traders to simultaneously buy
and sell currencies at different prices to earn a profit without any risk.

For example, if the U.S. dollar is being quoted at 1.10 EUR/USD in the spot market in New York
and at 1.12 EUR/USD in London, a trader can buy dollars in New York (at 1.10) and
simultaneously sell them in London (at 1.12), thus making a profit of 0.02 EUR per dollar.

Arbitrage and Currency Equilibrium
Arbitrage plays a crucial role in maintaining equilibrium in the foreign exchange market. When
arbitrage opportunities exist, traders act quickly to exploit them, which leads to the correction of



the price discrepancies. As traders buy and sell currencies in response to these imbalances, the
exchange rates adjust, and the difference between the spot and forward rates or between rates in
different markets narrows. This helps bring the market back to equilibrium.

In essence, arbitrage ensures that exchange rates in different markets or for different contracts
(spot and forward) are aligned and prevents major distortions in currency prices.

Q3. Discuss the concept of currency futures and compare them with forward contracts.
How do currency futures work, and how are they different from forward contracts?
Explain the advantages and disadvantages of using futures contracts versus forwards in
managing foreign exchange risk.

ANS-3Currency Futures

Currency futures are standardized contracts that allow participants to buy or sell a specific
amount of currency at a predetermined price on a specified future date. Unlike forward contracts,
which are customized agreements between two parties, futures contracts are traded on exchanges
like the Chicago Mercantile Exchange (CME) and are subject to regulation. The price of a
currency future is determined by market forces and is settled at the end of each trading day.

Differences between Currency Futures and Forward Contracts

o Customization: Forward contracts are customizable in terms of the amount of currency,
settlement date, and other terms, whereas futures contracts are standardized in size and
maturity dates (e.g., 30, 90, 180 days).

e Market: Forward contracts are traded over-the-counter (OTC), meaning they are
privately negotiated between two parties, while futures contracts are traded on formal
exchanges.

o Settlement: Forward contracts settle at maturity, while futures contracts are marked to
market daily. This means that futures positions are settled daily, with profits or losses
being realized and paid out.

« Liquidity and Regulation: Futures contracts are generally more liquid because they are
exchange-traded, and they are subject to strict regulatory oversight, unlike forward
contracts, which are less liquid and are not regulated.

Advantages of Currency Futures

o Standardization and Liquidity: Futures are traded on exchanges, ensuring that they are
highly liquid and standardized, making them easier to trade and exit.

o Reduced Counterparty Risk: Since futures are settled through clearinghouses,
counterparty risk is lower, as the clearinghouse guarantees the contract.

e Transparency: Futures markets are transparent, and participants can see market prices
and trading volumes.

Disadvantages of Currency Futures
o Standardization: The lack of flexibility in terms of contract size and maturity dates
might not suit all hedgers' needs.
o Daily Settlement: Futures contracts require daily settlement, which can result in cash
flow issues for some participants.

Advantages of Forward Contracts



e Customization: Forward contracts can be tailored to suit the specific needs of the parties
involved, including the amount, settlement date, and terms of the contract.

o No Daily Settlement: Unlike futures contracts, forward contracts do not require daily
settlement, allowing participants to settle at maturity.

Disadvantages of Forward Contracts

o Counterparty Risk: Since forwards are not exchange-traded, they carry higher
counterparty risk because there is no intermediary to guarantee the contract.

o Liquidity: Forward contracts are generally less liquid and harder to trade or exit
compared to futures contracts.

Q4. What is currency swap, and how is it used in international finance? Describe the
concept of a currency swap and how multinational corporations use it to manage
translation exposure and economic exposure. Discuss the benefits and risks associated with
currency swaps.

ANS-4 Currency Swap

A currency swap is a financial agreement in which two parties agree to exchange a series of cash
flows in different currencies over a specified period. Typically, these cash flows consist of
interest payments based on a principal amount, which is exchanged at the start and repaid at the
end of the swap. Currency swaps are used by multinational corporations (MNCs) to manage
currency risk and obtain financing in foreign currencies at favorable rates.

Usage in International Finance
Multinational corporations use currency swaps for a variety of reasons:

« Translation Exposure: This refers to the risk that a company's financial statements will
be impacted by changes in exchange rates. By using currency swaps, MNCs can stabilize
their foreign currency-denominated cash flows and reduce the impact of exchange rate
fluctuations on their balance sheets.

e Economic Exposure: Economic exposure refers to the risk that a company’s market
value will be affected by exchange rate movements. Currency swaps help manage this
exposure by locking in favorable exchange rates for future cash flows.

e Financing: MNCs can use currency swaps to raise capital in one currency and repay it in
another, allowing them to take advantage of better interest rates in different countries.

Benefits of Currency Swaps

e Hedge against Currency Risk: Currency swaps allow companies to lock in exchange
rates for future transactions, reducing uncertainty and helping them plan and budget
effectively.

e Access to Favorable Financing: Companies can use swaps to access more favorable
borrowing rates in different markets.

o Flexibility: Currency swaps can be customized to suit specific needs, including the
amounts, timing, and currencies involved.

Risks of Currency Swaps

e Counterparty Risk: The risk that the other party in the swap may default on its
obligations.



o Market Risk: Changes in exchange rates or interest rates can impact the value of the
swap and the costs associated with it.

o Complexity: Currency swaps are complex financial instruments that require significant
expertise to manage, and they may involve significant transaction costs.

Q5. Explain the importance of parity conditions in international finance. What are the
various parity conditions (such as Interest Rate Parity, Purchasing Power Parity) that
govern exchange rates in international finance? How do these conditions help in forecasting
currency values?

ANS-5 Importance of Parity Conditions

Parity conditions are fundamental relationships in international finance that help determine
exchange rates between currencies. These conditions provide a theoretical framework for
understanding how exchange rates should move in response to changes in macroeconomic
variables such as interest rates, inflation, and relative price levels. Parity conditions are essential
for forecasting currency values because they establish equilibrium relationships between
exchange rates and other economic variables, ensuring that markets are efficient.

Key Parity Conditions

o Interest Rate Parity (IRP): The IRP theory states that the difference in interest rates
between two countries should be equal to the difference between the forward exchange
rate and the spot exchange rate. If the difference in interest rates is not reflected in the
forward exchange rate, arbitrageurs will exploit the discrepancy, ensuring that exchange
rates converge. This condition helps forecast future exchange rates by linking them to
interest rate differentials.

e Purchasing Power Parity (PPP): The PPP theory suggests that in the long run,
exchange rates between two countries will move towards the ratio of the countries' price
levels. In other words, a basket of goods should cost the same in different countries when
expressed in a common currency. PPP helps predict long-term exchange rate movements
based on relative inflation rates in different countries.

o Fisher Effect: This condition is a related concept to interest rate parity and suggests that
the nominal interest rate in a country should reflect the expected inflation rate. It helps in
predicting how currency values may change due to differences in inflation expectations
between countries.

How These Conditions Help Forecast Currency Values

o IRP helps predict how interest rate changes will affect future exchange rates, offering
insight into short-term movements in currency values.

e PPP provides a framework for understanding long-term exchange rate trends based on
inflation differentials.

e The Fisher Effect shows how interest rates can influence inflation expectations and, in
turn, the relative strength of currencies.

UNIT-3

Q1. Explain the types of export credit, including pre-shipment and post-shipment export
credit. How do pre-shipment and post-shipment export credits help businesses finance
their international trade activities? Discuss the benefits and risks associated with each type
of credit.



Ans: Types of Export Credit

Export credit is financial assistance provided by banks or export credit agencies to exporters to
help them finance the production, shipment, and delivery of goods in international trade. The two
primary types of export credit are pre-shipment export credit and post-shipment export

credit.

Pre-shipment Export Credit: This type of credit is extended to exporters before the
shipment of goods. It helps exporters finance the production and packing of goods in
preparation for export. Pre-shipment credit is typically offered as short-term loans or
credit lines and is disbursed for a specific period, such as 180 days. It is used to cover
costs like raw materials, labor, and overhead costs incurred in preparing the goods for
shipment.

Post-shipment Export Credit: Post-shipment credit is provided to exporters after the
goods have been shipped but before the payment is received from the buyer. This credit is
used to bridge the gap between the shipment of goods and receipt of payment. It can be in
the form of working capital loans or advances secured against the goods in transit or the
invoice for the goods sold. The credit is often extended for a period ranging from 30 to
180 days, depending on the terms of the contract.

How They Help Finance International Trade

Pre-shipment export credit enables businesses to fulfill large orders by ensuring that
they have the necessary funds to prepare goods for export. It reduces the financial burden
on exporters by allowing them to obtain raw materials and other inputs without
immediate cash flow.

Post-shipment export credit provides exporters with the necessary liquidity to wait for
payment from buyers, which can be especially important in international trade where
payment terms are often extended. It reduces the financial strain on exporters by bridging
the time gap between delivery and receipt of payment.

Benefits and Risks

Benefits:

o Pre-shipment credit helps exporters avoid delays in production and shipping due
to financial constraints.

o Post-shipment credit supports the cash flow of exporters, especially those dealing
with buyers who have extended credit terms.

o Both types of credit can be crucial for exporters dealing with international buyers
who may have different payment schedules, thus reducing the risk of financial
strain.

o Pre-shipment credit carries the risk of non-payment for the goods if the buyer
defaults before shipment.

o Post-shipment credit is subject to the risk of delayed or non-payment by the
importer, particularly in cases where international trade is volatile.

o Both types of credit are subject to exchange rate risks, especially when payments
are made in foreign currencies. Any fluctuation in exchange rates can lead to
financial losses.

Q2. What is the role of letters of credit in international trade, and how do they function?
Discuss the various types of letters of credit (LC) used in international trade. How do
letters of credit provide security for both exporters and importers in cross-border
transactions?



Ans: Role of Letters of Credit in International Trade

A letter of credit (LC) is a financial instrument issued by a bank on behalf of an importer to
guarantee payment to an exporter, provided the exporter meets the terms and conditions
stipulated in the LC. The letter of credit serves as a guarantee that the exporter will receive
payment as long as they comply with the terms outlined in the LC. The primary function of an
LC is to mitigate the risk of non-payment in international trade by ensuring that the seller
receives payment once the specified conditions are met, while also providing security to the
buyer that the goods will be shipped as agreed.

How Letters of Credit Work

When an importer and an exporter agree to a contract, the importer requests their bank to issue
an LC in favor of the exporter. The LC outlines the specific terms, such as shipping dates, the
amount to be paid, and the required documents (e.g., bill of lading, invoice, certificate of origin).
Upon fulfillment of these terms, the exporter submits the required documents to their bank (the
advising or confirming bank), which forwards them to the issuing bank (the importer's bank).
The issuing bank verifies the documents and, if everything is in order, releases payment to the
exporter.

Types of Letters of Credit

o Revocable Letter of Credit: A revocable LC can be amended or canceled by the buyer
(importer) or the issuing bank at any time before the payment is made. These are rarely
used in international trade as they do not provide strong security to exporters.

« Irrevocable Letter of Credit: Once issued, an irrevocable LC cannot be altered or
canceled without the consent of all parties involved. This type of LC offers more security
to both parties and is the most common form of LC used in international trade.

o Confirmed Letter of Credit: A confirmed LC involves a second bank (usually in the
exporter's country) that adds its guarantee to the LC, ensuring payment even if the issuing
bank fails to pay. This provides additional security for the exporter.

o Sight Letter of Credit: This type of LC requires the issuing bank to pay the exporter
immediately (upon presentation of the required documents) without any delay.

e Usance Letter of Credit: This LC allows the importer a period of time (such as 30, 60,
or 90 days) before payment is made to the exporter. It is typically used when the buyer is
given credit terms.

o Standby Letter of Credit: This is a backup payment mechanism, where the bank pays
the exporter only if the importer fails to meet the payment terms of the contract.

Security Provided by Letters of Credit

e For Exporters: The LC provides security that they will be paid, as long as they meet the
conditions specified in the LC. It minimizes the risk of default by the importer.

e For Importers: The LC ensures that payment will only be made once the exporter
delivers the goods and submits the required documents. This helps protect the importer
from paying for goods that are not shipped or are of substandard quality.

Q3. Compare the cost of capital for multinational corporations (MNCs) with that of
domestic firms. How do factors such as country risk, currency fluctuations, and taxation
affect the cost of capital for MNCs as compared to domestic firms? Discuss the methods
used by MNCs to manage these factors.

Ans: Cost of Capital for MNCs vs. Domestic Firms
The cost of capital refers to the rate of return a company must earn on its investments to satisfy



its debt and equity investors. For multinational corporations (MNCSs), the cost of capital tends to
be higher than that of domestic firms due to several additional risk factors and complexities that
arise from operating across different countries.

o Country Risk: MNCs face country-specific risks such as political instability, changes in
government policies, and economic conditions in the foreign markets where they operate.
These risks increase the cost of capital because investors demand a higher return to
compensate for these additional uncertainties.

e Currency Fluctuations: MNCs are exposed to currency risk due to exchange rate
fluctuations between the currencies of different countries. Currency volatility affects the
value of cash flows, the cost of borrowing, and the return on investments. As a result,
MNCs need to hedge against currency risk, which increases their cost of capital.

o Taxation: MNCs operate in multiple jurisdictions with varying tax rates, which can
complicate tax planning and increase the effective tax rate. Countries may impose
withholding taxes on cross-border income, such as dividends, interest, and royalties,
which can affect the after-tax cost of capital for MNCs.

Managing These Factors

e Hedging Currency Risk: MNCs often use financial instruments such as currency
forwards, futures, and options to hedge against currency risk. This allows them to lock in
exchange rates and reduce the uncertainty of future cash flows.

o Diversifying Operations: By diversifying their operations across different regions,
MNCs can reduce their exposure to country-specific risks. Geographic diversification can
help spread risk, making the company's overall risk profile less volatile.

o Capital Structure Optimization: MNCs carefully manage their capital structure by
balancing debt and equity financing. They may take advantage of lower borrowing costs
in certain countries or issue bonds in international markets to optimize their cost of
capital.

Q4. Explain the process of determining the cut-off rate for foreign project appraisal. How
do multinational companies determine the appropriate cut-off rate when appraising
foreign investment projects? Discuss the factors that influence the selection of a cut-off
rate.

Ans: Determining the Cut-Off Rate

The cut-off rate is the minimum required rate of return (hurdle rate) that a project must achieve
to be considered acceptable. It is typically based on the company’s cost of capital, adjusted for
risks associated with the specific project, particularly in foreign markets. For foreign investment
projects, the cut-off rate must account for factors such as political risk, economic conditions,
currency risk, and country-specific factors that may affect the project's performance.

Factors Influencing the Cut-Off Rate

o Cost of Capital: The cut-off rate should reflect the company's overall cost of capital,
which is affected by the cost of debt and equity financing. For MNCs, the cost of capital
varies across countries due to differing interest rates, economic conditions, and investor
perceptions of risk.

e Country Risk Premium: When evaluating foreign projects, MNCs often add a country
risk premium to the cost of capital to account for the additional risks associated with
operating in a foreign country. The country risk premium reflects factors such as political
instability, regulatory changes, and economic volatility.



o Currency Risk: If the foreign project involves cash flows in a foreign currency, currency
risk is incorporated into the cut-off rate. MNCs may adjust the rate to reflect the potential
impact of currency fluctuations on the project's profitability.

« Inflation: High inflation rates in foreign markets can erode the real value of cash flows,
so MNCs often adjust the cut-off rate to reflect inflationary conditions in the host
country.

Q5. Analyze the role of the Export-Import Bank of India (EXIM Bank) in financing foreign
trade. What role does EXIM Bank play in promoting Indian exports and financing
international trade? Discuss its various schemes and how they help exporters mitigate risks
associated with international transactions.

Ans: Role of EXIM Bank

The Export-Import Bank of India (EXIM Bank) plays a crucial role in promoting India’s
exports by providing financial support to Indian exporters. EXIM Bank acts as a facilitator for
export finance, offering various schemes to help Indian businesses access financing for their
international trade activities. The bank also supports the development of Indian export sectors by
providing expertise, information, and assistance in mitigating the risks associated with foreign
trade.

Key Schemes Offered by EXIM Bank

e Pre-shipment and Post-shipment Financing: EXIM Bank provides financial support to
exporters at both the pre-shipment and post-shipment stages, ensuring that they have
access to working capital to fulfill orders and receive payment after shipment.

o Export Credit Insurance: To protect exporters against the risk of non-payment, EXIM
Bank offers export credit insurance that covers the risk of buyer default, political risk,
and currency risk.

e Buyer’s Credit: EXIM Bank extends buyer's credit to foreign buyers, allowing them to
purchase Indian goods and services on credit. This enables Indian exporters to offer more
competitive payment terms to international customers.

e Lines of Credit: EXIM Bank provides lines of credit to foreign governments and
financial institutions to finance the purchase of Indian goods and services, thereby
promoting Indian exports.

Helping Exporters Mitigate Risks

EXIM Bank's various schemes help exporters reduce risks such as payment defaults, political
instability in foreign markets, and currency fluctuations. Through its credit insurance and
financing options, the bank helps exporters maintain cash flow, safeguard against payment
delays, and mitigate the financial risks of international transactions.

UNIT-4

Q1. Explain the fundamentals of evaluating foreign investment projects. What are the key
steps and factors involved in evaluating foreign investment opportunities? Discuss the
challenges MNCs face when evaluating projects in emerging markets and how they address
them.

Ans: Evaluating Foreign Investment Projects
Evaluating foreign investment projects is a complex process that requires a thorough analysis of
both financial and non-financial factors. Multinational corporations (MNCs) must consider a



variety of factors when deciding whether to invest in a foreign market, including expected
returns, risks, and the broader economic and political environment.

Key Steps in Evaluating Foreign Investment Opportunities

e Market and Industry Analysis: The first step in evaluating foreign investment projects
is to analyze the market and industry in which the project will operate. This involves
assessing the size, growth potential, competitive dynamics, and demand trends within the
foreign market.

« Financial Analysis: Financial projections, such as revenue, operating costs, cash flows,
and profits, are crucial in evaluating the feasibility of a foreign investment. Techniques
like Net Present Value (NPV), Internal Rate of Return (IRR), and Payback Period
are commonly used to assess the potential profitability of the investment.

o Risk Assessment: Identifying and quantifying risks is critical. Key risks include
exchange rate volatility, political risk, and economic instability. The use of risk-adjusted
discount rates is one method of incorporating these risks into the financial evaluation.

e Regulatory and Legal Considerations: MNCs must also understand the legal and
regulatory environment of the host country. This includes assessing tax rates, labor laws,
environmental regulations, and foreign investment policies.

e Cultural and Operational Factors: Understanding cultural differences and how they
affect business operations is essential, especially when entering emerging markets.
Operational factors like supply chain logistics and local management practices also play a
significant role.

Challenges Faced by MNCs in Emerging Markets

« Political Risk: Emerging markets often face political instability, such as changes in
government, civil unrest, or expropriation risks. MNCs must assess the political risk in
the host country and take steps to mitigate it, such as purchasing political risk insurance.

e Currency Risk: Currency fluctuations can significantly impact the profitability of
foreign investments. MNCs mitigate this risk by using financial instruments such as
hedging or by denominating transactions in stable currencies.

« Regulatory Uncertainty: Many emerging markets have rapidly changing regulations.
MNCs must continuously monitor the regulatory landscape and be prepared to adapt to
new laws and policies.

o Infrastructure and Operational Challenges: Poor infrastructure and logistical
inefficiencies in emerging markets can increase operational costs. MNCs often need to
invest in local infrastructure or develop customized supply chains to overcome these
challenges.

Q2. Discuss the concept of transfer pricing and its implications for multinational
companies. How do multinational companies use transfer pricing to allocate income
between subsidiaries in different countries? Explain the regulatory challenges and tax
implications associated with transfer pricing.

Ans: Transfer Pricing Explained

Transfer pricing refers to the prices at which goods, services, or intellectual property are
exchanged between subsidiaries of a multinational corporation (MNC) located in different
countries. Since MNCs operate across multiple jurisdictions with varying tax rates, transfer
pricing allows them to allocate income and expenses in a way that minimizes their global tax
liability.



How MNCs Use Transfer Pricing

MNCs use transfer pricing to determine the price at which one subsidiary sells goods or services
to another subsidiary. By setting transfer prices, MNCs can shift profits from high-tax
jurisdictions to low-tax jurisdictions, thereby reducing their overall tax burden. For example:

A subsidiary in a high-tax country might sell goods or services to a subsidiary in a low-
tax country at an artificially low price, reducing the taxable income in the high-tax
jurisdiction.

MNCs can also use intellectual property (IP) rights, like patents or trademarks, and
charge royalties to subsidiaries in other countries, shifting profits to jurisdictions with
favorable tax rates.

Regulatory Challenges and Tax Implications

Regulatory Challenges: Transfer pricing is heavily regulated by both national and
international tax authorities, such as the OECD (Organisation for Economic Co-operation
and Development). Tax authorities are concerned that MNCs might use transfer pricing
to shift profits artificially, resulting in reduced tax revenues for the host countries. To
combat this, many countries require MNCs to use arm's-length pricing, which dictates
that prices between subsidiaries should be consistent with what unrelated companies
would charge in similar transactions.

Documentation and Compliance: MNCs must maintain detailed documentation to
justify their transfer pricing practices and show that they comply with arm's-length
principles. This documentation must include a thorough analysis of the pricing methods
used, the functions and risks of each subsidiary, and comparability studies to demonstrate
that their pricing aligns with market standards.

Tax Implications: If transfer pricing is not in line with tax regulations, tax authorities
can adjust the taxable income of the subsidiaries involved, resulting in back taxes, fines,
and penalties. Additionally, countries may impose tariffs or taxes on the movement of
profits between subsidiaries, affecting the overall tax burden.

Q3. What is the role of foreign direct investment (FDI) in the global economy? Discuss the
factors that motivate FDI and its impact on both the investing and host countries. How do
multinational corporations assess the benefits and risks of making FDI?

Ans: Role of Foreign Direct Investment in the Global Economy

Foreign direct investment (FDI) plays a significant role in the global economy by facilitating the
flow of capital, technology, and knowledge across borders. FDI occurs when a company or
individual from one country makes an investment in assets (such as a subsidiary, joint venture, or
branch) in another country. FDI contributes to economic growth, job creation, and the transfer of
technology and management practices from developed economies to developing ones.

Factors Motivating FDI

Market Seeking: Companies often invest in foreign countries to access new markets,
especially in regions with growing middle classes or underserved populations.

Efficiency Seeking: MNCs may invest in countries with lower labor costs or favorable
tax structures to optimize their supply chains and improve profitability.

Resource Seeking: FDI is also motivated by the need to access natural resources such as
oil, minerals, or agricultural products that are unavailable or scarce in the investor’s home
country.



Strategic Asset Seeking: Companies may invest in foreign markets to gain access to
strategic assets such as brands, patents, or technological expertise, thereby enhancing
their competitive advantage.

Impact on Investing and Host Countries

For Investing Countries: FDI provides an opportunity for companies to expand their
operations and diversify revenue streams. It also provides access to new technologies,
market knowledge, and strategic assets.

For Host Countries: FDI can lead to job creation, the development of infrastructure,
increased tax revenue, and the transfer of technology and managerial skills. However,
there may also be concerns about foreign control over local resources or industries, which
can lead to political and economic challenges.

Assessing Benefits and Risks of FDI

Benefits: MNCs assess the potential for market expansion, cost savings, access to
resources, and long-term growth when considering FDI. They also consider whether the
host country offers a favorable regulatory environment and political stability.

Risks: MNCs face risks related to currency fluctuations, political instability, changes in
tax laws, expropriation risks, and cultural differences. MNCs often mitigate these risks
through hedging, political risk insurance, and careful country selection.

Q4. What are the benefits and risks of international portfolio investment? Explain the
advantages of international diversification in portfolio investment, including risk reduction
and potential for higher returns. What challenges and barriers do investors face when
investing across borders?

Ans: Benefits of International Portfolio Investment
International portfolio investment involves investing in financial assets such as stocks, bonds,
and other securities in foreign countries. It provides several benefits to investors, including:

Risk Diversification: By investing in foreign markets, investors can reduce the risk of
their portfolio by diversifying across different economic regions, industries, and asset
classes. This helps to minimize the impact of localized economic downturns or sector-
specific risks on the overall portfolio.

Higher Returns: International diversification can provide access to higher growth
opportunities in emerging markets or countries with favorable economic conditions.
Investing in foreign markets can potentially yield higher returns, especially in rapidly
growing economies.

Risks of International Portfolio Investment

Currency Risk: One of the primary risks in international investment is currency
fluctuations. The value of an investment can be affected by changes in exchange rates,
leading to gains or losses when converting foreign currency back to the home currency.
Political and Economic Risk: International investments are subject to the political and
economic conditions of the host country. Issues like political instability, regulatory
changes, and inflation can adversely affect the returns on foreign investments.

Liquidity Risk: Some foreign markets may have lower liquidity, making it more difficult
to buy or sell investments without affecting the price.



Q5. Discuss the barriers to international diversification in portfolio investment and how
they can be overcome. What are the major barriers to international diversification, such as
political risk, currency risk, and regulatory restrictions? Discuss the vehicles available to
investors to overcome these barriers and achieve global diversification.

Ans: Barriers to International Diversification

« Political Risk: Political instability, government changes, expropriation risks, and
unfavorable policies can deter investment in foreign markets. Investors need to assess
political risks when diversifying internationally.

o Currency Risk: Fluctuating exchange rates can affect the value of international
investments. Investors may see gains or losses due to currency depreciation or
appreciation.

e Regulatory Restrictions: Some countries impose restrictions on foreign ownership,
capital controls, or taxation on foreign investors. These regulations can limit the ability to
invest freely in certain markets.

o Information Asymmetry: In some foreign markets, there is a lack of transparent and
reliable financial information, which can make it difficult for investors to make informed
decisions.

How to Overcome These Barriers

o Currency Hedging: Investors can use currency hedging techniques, such as futures,
forwards, or options, to mitigate the impact of currency fluctuations on their international
investments.

e Investing through Mutual Funds or ETFs: One way to overcome regulatory
restrictions and liquidity barriers is to invest in international mutual funds or exchange-
traded funds (ETFs), which pool capital to invest in foreign assets.

« Political Risk Insurance: Investors can purchase political risk insurance through
institutions like the Multilateral Investment Guarantee Agency (MIGA) to protect against
the risk of expropriation or political instability.

« Diversification through Global Funds: To reduce exposure to individual country risks,
investors can invest in global funds that offer a diversified exposure to multiple markets.
This helps mitigate the risks of investing in one particular country or region.





