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PREFACE

The primary objective of this research paper 
is to show the major role which the foreign exchange 
rates play in international business, and the impact 
they have on the international operations of the multi
national corporation.

With this objective in mind, the topic outline 
of the present research paper was developed. The out
line recognizes the fact that the problems associated 
with international business are not strictly limited to 
one field of study. Therefore, I endeavored to deal with 
these problems from the economics, management, accounting, 
and finance standpoints; with an emphasis on the latter 
two. This course of analysis has been followed so that 
the reader can relate to the subject of foreign exchange 
rates more effectively.

As we all know, the international business system 
has no fixed geographical boundaries like the national 
business system, which has well-defined framework of ob
jectives and territorial boundaries. Therefore, it is con
ceptually appropriate to conceive the various array of 
problems associated with the international operations of 
the multinational corporation. This paper makes an effort 
to point out these problems, and to show how they affect
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decisions regarding foreign investments.
From a financial management approach, the paper 

deals with the systematic procedures followed in trans
lating the financial statements of a subsidiary into 

U.S. dollars, and the effect of the foreign exchange 
rates on the profit performance of the subsidiary. Thus, 
furnishing management with an analytical tool on decisions 
pertaining to the profitability of foreign investments.

An attempt has been made to show the recent Finan
cial Accounting Standards Board (FASB) pronouncements on 
this subject, so that the reader would be able to see the 
framework of guidelines which governs the accounting and 
financial treatment of the multinational corporation's 
foreign operations.

Toward the end of this research study, an analysis 
was made to explain some of the ways by which we can mini
mize the risk impact of foreign exchange rates; and based 
on the current trends and development of the monetary sys
tems of the world, I gave a forecast of the future trends 
and mechanism of foreign exchange rates.

It is my hope, that this research paper will serve 
the purpose of providing the reader with an adequate anal
ysis of the subject of foreign exchange rates and the 

multinational corporation.
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CHAPTER I

THE INTERNATIONAL BUSINESS SYSTEMS & PROCESSES

The International Financial Transactions
For many centuries people of different needs, 

cultures, and objectives have exchanged goods and serv
ices with one another. These trade transactions became 
more complicated with the increased level of customs' re
gulations and tarrifs. An equally important element which 
adds to the complexity of world trade is the diversity of 
monetary currencies, and the means of payment when a trade 
transaction involves payment in foreign currency.

There are many factors which motivate internation
al trade. A primary one is the profits made in doing 
business in the foreign market, in addition to the fact 
that international trade is a means of bringing the sur
plus of certain resources and commodities of one country 
to the markets of another country which is characterized 
by supply shortage of the same goods or raw materials.
Now, to broaden the scope of our analysis, let us assume 
that there are two countries which are endowed by differ
ent natural resources, varying degrees of productivity 
and capital equipments, and different degrees of labor 
and technical knowledge. From this comparative assessment
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3
we can see the diversity in conditions of production be
tween these two countries. Different countries have dif
ferent levels of efficiency and production possibilities, 
although some countries may try to be self-sufficient and 
grow or produce every commodity. Some don't succeed be
cause the cost of production of certain commodities is 
virtually prohibitive. Therefore, they would have no 
choice but to engage in foreign trade. For example, to 
grow coffee beans or cotton on German soil would be a la
borious and costly task.

A trade transaction is a commitment on the part 
of two or more parties to deliver goods or services for a 
monetary or other material consideration. A transaction 
is said to be bi-national if two countries are involved; 
and is tri- or multi-national if the transaction was car
ried out in three or more countries. For our purposes, 
when referring to international trade transaction, we mean 
to say, a trade commitment between a seller and a buyer 
operating in two different foreign markets.

The import-export transaction is not a plain rou
tine transaction between the importer and the exporter, 
but rather a transaction in which many parties beside the 
importer and the exporter have a role and a good amount of 
influence.

The payment function is an important part of the 
trade process, and has a material influence on the charac
ter and course of the international transaction.
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In general, the financial arrangements affect the total 
cost of the international trade transaction, therefore, 
it is difficult sometimes to quote a definite price ba
sis until the financial cost is computed and confirmed 
within an acceptable range. These calculations and 
estimates are usually done with the help of the inter
national department of commercial banks who specialize 
in financing foreign-trade transactions.

There are many financial instruments which are 
used as vehicles of the international trade operations.
Some of the most widely used instruments are:
1. International Financial Paper

a. Thq bill of exchange; It is the buyer's accept
ance of his obligation to pay the contracted value of 

the trade transaction at some date in the future. The 
importer by signing the bill promises to pay whoever holds 
the bill on the maturity date. The exporter on the other 
hand, can now sell the bill to a third party (a bank, or 
another merchant) at a discount from the value at maturity 
as inducement. Sometimes, if the importer is not known 
internationally, his bank might be required to sign the bill 
as an added safety for payment.

The bill is considered to be a "banker's bill", 
if the bank becomes the debtor, being owed by the importer. 
These bills could become a means of effecting international 
payments, depending on their volume and the frequency of 
trade transactions between the two financial or trading
centers
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b. The letter of credit: In general, this is an 

agreement between the importer and his bank, but if an 
importer is well-known internationally he may be able 
to get one from a bank abroad. Usually, the bank guaran
tees any drafts drawn under the agreement up to the maxi
mum amount granted under the agreement and as long as 
the transaction meets the requirements as set forth in the 
agreement, that is, if the agreement calls for trade tran-s- 
. actions covering the purchase of iron ore, then the im
porter can't use it for the purchase of textiles. Usually, 
payment to the exporter depends on his adequate presenta
tion of the proper documents as stipulated in the letter 
of credit. Sometimes, the bank requires that certain doc
uments, like the bill of lading, be filed with it, so that 
the bank would be able to see the adherence to the letter- 
of-credit stipulations. If payment is made to the exporter 
upon presenting the proper documents, it is called “payment 
at sight"; if it was paid later, say 120 days, then it be
comes a "date draft", and can be discharged like a bill of 
exchange.

The letter of credit saves the exporter a lot of 
worries about the importer's credit standing so long as the 
bank has been accepted as a good substitute. One major 
drawback of the line of credit is that it ties up capital. 
Although the importer would not pay until a purchase has 
been made, his borrowing capacity would be reduced due to 
the standby arrangement.
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In most cases, the volume of international pa

per is an indicator of the volume of foreign trade, al
though some trade is carried on without the use of such 
instruments.
2. The Euro-Dollars

These are, to a large extent, deposits and loans 
in dollars handled by foreign financial institutions, mainly 
commercial banks. The Euro-Dollars transactions are in 
fact an extremely mobile market. And the main attraction 
to both the borrower and investor is the yield and liquid
ity. That is, the borrower finds the lending charge lower 

than that of his own bank because the interest-rate in most 
Western Europea.n Countries is rather inflexible. The in
vestor, on the other hand, who supplies funds to the Euro- 
Dollar banks earns higher interest rates on his deposits 
than in the U.S. because of the ceiling on the time depos
its in the U.S.

One major advantage of the Euro-Dollar market is 
the stabilizing role it plays in keeping the interest rate 
yields in the major money markets fairly close together.
For instance, if the lending rate of interest in France is 
above the rate prevailing at the time in the Euro-Dollar 
market, borrowers would shift to the Euro-Dollar lender, 
and consequently, reducing the demand for the French Franc 
and lowering the interest rate in France, while increasing 
the demand for the Euro-Dollars, and thus increasing its in-
terest rate
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The Foreign Exchange Market
What is the foreign exchange market? And how 

is it structured? What distinguishes it from domestic 
trade transactions? And how does it function? These are 
some of the questions which might be asked when discussing 
this subject.

In the following paragraphs, I will answer these 
questions within the framework of my analysis of the for
eign exchange market.

The foreign exchange market is comprised of three 
major components : Sellers (Exporters), Buyers (Importers), 
and the Banking System, which plays the important role of 
converting the currency of the importer into the currency 
of the exporter.

Who are the sellers? The sellers are individuals 
and organizations which through dealing with buyers from 
another country have acquired foreign currencies, and finan
cial claims, and would like to convert these currencies and 
claims into domestic currency. Buyers are those individuals 
or organizations who incurred these financial obligations 
in the process of doing business with the foreign exporters.

In the earlier paragraphs I talked about some of 
the most widely means for transacting foreign trade: (1) The
bill of exchange, and (2) The letter of credit. Now in 
looking at the foreign investments objectives of multinational 
corporations we find that these objectives are usually carried
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out by means of financial instruments such as:
1. Stocks.
2. Bonds.
3. Euro-Dollar Accounts.

In the following chapters I will be talking about some 
of the forms of multinational corporations * foreign 
investments:

1. Mergers.
2. Acquisitions.
3. Joint ventures.
One of the basic factors which distinguishes inter

national trade from the domestic one is that both parties 
to the trade transaction in the international market are 
dealing in different currencies. For example, when a seller 
from Philadelphia sells some goods to a buyer in Minneapolis, 
they both quote and use the U.S. dollar as the means of 
dealings and payments. Yet, when that same seller sells goods 
to a buyer in Paris, France, then he is operating in a foreign 
market, and the seller has to deal with the problems of for
eign exchange.

Wow, if we try to analyze this trade transaction, 
we tend to find that it is not as complicated as it might 
seem to an outsider. It conceptually involves the basic 
economic principle of supply and demand. To understand 
the mechanism of international trade transactions let's
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look at the following example:

If a New Yorker wishes to buy a painting from an art 
gallery in Zurich, Switzerland; he would have to pay for 
it in Swiss Francs rather than in U.S. Dollars. Simi
larly, a Swiss who wishes to buy a painting from an art 
gallery in New York would have to pay for it in U.S. Dollars 
rather than in Swiss Francs. These two different units of 
currency introduce a new economic factor; the foreign ex
change rate, which is the price of the Swiss unit of currency 
in terms of the U.S. Dollar.

Assuming that the price of the Swiss Franc is 
$0.30 in January 1974; given this foreign exchange rate, 
the New Yorker, would be able to buy the Swiss painting.
Now suppose that the price of the painting is 18,000 (Swiss 
Francs) . The New Yorker would simply go to the bank or 
any post office in New York with $5,400 and request that 
this money be used to pay the art gallery in Switzerland.
The art gallery would like to be paid in its currency, 
therefore, the $5,400 would foe converted by the bank or the 
post office into SF18,000.

The New Yorker could have used the post office, 
the bank, a broker, or dealt directly with the art gallery 
by making payment directly to it in dollars. In any case, 
the art gallery wants Swiss Francs and not dollars, and will 
soon trade the $5,400 for SF18,000. (We neglected in our 
example commission charges, cost of money orders, and other 
related trade expenses).
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This simple example shows how the foreign exchange rate 
functions. Yet, for us to understand the foreign exchange 
market, we have to look at the economics of this market, 
and how these foreign exchange rates are determined.

We could have three different kinds of systems 
under which the foreign transaction could have been carried:

1. Pure or modified c-old standard: The modified 
gold standard is the one which has been historically pre
vailing.

2. Controlled international trade: The foreign 
exchange rates are set different for different kinds of 
transactions, and under which a license or approval from 
the government is required for each separate transaction. 
Rates like these are usually set by the government at will, 
and thus, encouraging or discouraging certain trade trans- 
ctions. Some form of this system prevails in some developed 
countries where the banking system is state-owned.

3. A free foreign exchange rate: Available to 
every person in either country, but fluctuating from day 
to day, depending on the competitive supply and demand, 
similar to the stock and commodity markets.

An in depth analysis of the foreign exchange rates 
will be presented in the following chapters, so that the 
reader will be able to see in more detail how the foreign 
exchange rates are determined.
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The Contemporary International Monetary System

The present international financial relations 
basically grew out of a series of meetings among the 
governmental authorities of different countries which 
ended in conference at Bretton Woods, New Hampshire, in 
1944. As a result of that meeting two institutional 
entities were created, each to deal with specific defi
ciencies in the pre-World War II international monetary 
system; The International Monetary Fund (IMF), and The 
International Bank for Reconstruction and Development 
(World Bank).

The International Monetary Fund objectives were 
primarily directed toward:

1. Promotion of foreign exchange stability.
2. Maintenance of an orderly process of exchange arrangements.
3. Controlling decisions regarding any significant 

currency devaluations.
The World Bank directed its attention to two major

areas:
1. The extension of specific credit needs for 

the reconstruction of the war-torn world that pre
vailed after the year 1946.

2. The development problems of the poorer coun
tries of the world.
For the purpose of this research paper, the World 

Bank has no direct relevance, therefore, I'll limit my 
discussion to (IMF).

Membership in the Fund is open to all nations.
The member countries number 106. To qualify, an appli-
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cant nation must pay a subscription quota based on 
its national income, monetary reserves (gold and 
foreign exchange holdings), foreign trade patterns, 
and general economic conditions. At least 25 per 
cent of the quota or 10 per cent of the country's 
net holdings of gold and U.S. Dollars, whichever is 
less, must be paid before the membership becomes 
effective; the payment is usually in gold. The bal
ance of the subscription is payable in the member's 

own currency under a schedule agreed upon by the Fund and the member.1
The quota just described determines two major objectives:

1. The voting strength of the member country.
2. The future borrowing capacity of the member country.

Nov/, let's assume that a member is running a deficit, 
which is beyond the strength of its reserves. The member 
can turn around and borrow the desired currencies from 
(IMF) and turn in an equivalent amount of its own currency. 
When its own position improves, it v/ould repurchase this 
additional currency, which is now held by the Fund, by 
returning the other members' currencies it borrowed from 
(IMF). As a result of this process the Fund's pool com
position changes from one period to the next.

During the last few years the world has seen de
valuations of some major currencies. The devaluation of 
the British Sterling, the U.S. Dollar, and the recent de 
facto devaluation of the French Franc. For example, 
suppose a country's cost structure was so high that it 
could not export enough to cover its imports, then a de
valuation decision might be taken by the government of that

•*-Endel J. Kolde, International Business Enterprise 
(Englev/ood, N.J. : Prentice-Hall Inc. , 1968) , p. 144.
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country. Devaluation by reducing the prices of the country's 
exports, and raising the prices of its imports, should result 
in a favorable shift in its balance of payments, and reduce 
the impact of its deficit, or rather end it.

The following quotation was taken from a news item 
in "Business Week” illustrates a similar devaluation sit
uation:

The French government, threatened by a balance- 
of-payments deficit this year because of soaring oil 
prices, is launching an all-out export drive to supple
ment this week1s de facto devaluation of the franc.
It is pressuring textile, shoe, electronic, and elec
trical equipment companies to step up exports to Italy 
and Scandinavia, two markets expected to enjoy rela
tively vigorous growth. Other prime targets: Spain, Canada, and the U.S.2

When the external value of a country's currency is 
reduced, then thè country in question would have to reim
burse the (IMF) on any of its currency held in the Fund 
pool, which means that the Fund pool should not be changed 
in value by individual currency shifts.

^"International Outlook", Business Week. (January 26, 
1974), p. 35.



CHAPTER II

THE MULTI-NATIONAL CORPORATION 

Definition and Activities
Right after World War II the world witnessed many changes 

in the international business relations of many countries, es
pecially the United States. The contacts and experiences of 
individuals and firms during the war period generated new 
attitudes and objectives in international trade and investments.

During this post-war period the U.S. corporations set 
about to expand their activities by incorporating a new set 
of approaches in their long-range planning. And accordingly, 
the flow of investments in foreign operations expanded at an 
accelerated rate.

A large number of U.S. business enterprises are now 
engaging in direct activities using their own personnel, while 
some have established their sales branch offices abroad, to 
market their products; yet the most important aspects of this 
expansion is the establishment of manufacturing facilities 
abroad through joint ventures, mergers, and acquisitions. Sta
tistics from various sources show that a good number of U.S. 
corporations (Fortune 500 corporations) have truly reached 
multi-national status. Statistics of the U.S. Department of 
Commerce is a good source of information when wanting to know
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about foreign investments in the U.S., and about U.S. cor
porations 1 investments in foreign countries.

This expansion of foreign investments has been a 
two-way movement flow; especially in the last few years the 
U.S. has seen an increased amount of foreign investments in 
the U.S. by foreign corporations.

What is a multinational corporation?
Technically the multinational corporation may be 

defined as a firm which owns and manages business oper
ations in two or more countries. The multinational 

corporation has direct investments in foreign coun
tries which involve the ownership and management of 
physical assets as well as the managers and workers 
required to make those physical assets productive.
This is in contrast to owning portfolio investmentsin securities.3

Global Considerations of the Multinational Corporation
Top managers of a multinational corporation view 

the free world as their market, and all its people and re
sources as their potential elements for production.^ Their 
major objective is to find new markets for their products, 
and consequently increase the return on their investments.

In designing their policies and programs they take 
into consideration the different business environments they 
are operating in. They are fully aware that the varied 
customs and values of host countries should be respected.

3J. Fred Weston and Bart W. Sorge, The Interna
tional Managerial Finance (Homewood, 111.: Richard D.
Irwin, Inc., 1972), p. 248. 4

4In the last few years especially after the improved 
relations between the U.S., and (China and Russia) multi
national corporations have been trying to expand their mar
kets to include the countries of the Eastern Bloc.
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Therefore, they do not let any prejudices against nations, 
customs, attitudes, and values shape their operational 
and strategic decisions.

If we look at the structure of a multinational 
corporation we find that it is a composite of managerial 
requirements, formal organizations with different juridic 
requirements, and ownership ties among its various foreign 
subsidiaries.

In order for a multinational corporation to achieve 
its goals managerial efficiency, no doubt, should be the 
key factor. Due to the different laws and restrictions of 
host countries multinational corporations are structured in 
a fashion which will allow them to meet these fundamental 
requirements, and to be able to operate efficiently. Some
times these restrictions have adverse effects on managerial 
efficiency, yet a successful managerial hierarchy should 
never be handicaped by these restraints. Management has to 
be successful in its domestic operations before pursuing 
international expansion. Use of international operations 
would not provide a sound substitute for managing domestic 
operations efficiently and profitably.

In the 1950's the wholly-owned subsidiary was the 
most common method to foreign investments. But in recent 
years more host countries, especially the developed ones, 
have been demanding a big share in the ownership of these 
subsidiaries:

More U.S. corporations are changing their tactics 
in foreign companies. Increasingly they are sharing
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ownership and pooling investment capital with busi
nessmen , shareholders, and even government in other.countries.5

As a consequence, international operations have been wit
nessing an increased shift to the joint ventures, espe
cially in the last few years.

^The Wall Street Journal. (March 30 1965) p. 1





CHAPTER III

THE FOREIGN EXCHANGE RATE SYSTEMS

Flexible Exchange Rates
Flexible exchange rates are usually rates of 

foreign exchange that are determined daily in the mar
kets for foreign exchange by the forces of demand and 
supply without governmental restrictions. For example, 
if the supply and demand are left free to determine the 
foreign exchange rate between the currency of West Germany 
and the U.5., and assuming that Americans would like to 
buy so many of the German goods at the prevailing $0.36 
level, and that Germans are only interested in buying few 
American goods, then we will find that Americans will need 
more German Marks than the foreign trade will be able to 
supply them with. This urgent demand for the German Mark, 
will eventually bid the foreign exchange rate up (assuming 
no gold standard exists) to a point (say $0.40) where Americans' 
demand for German Marks will be brought down to the level of 
equality with their increased supply of foreign exchange.
This relative rise in the price of the German Mark in terms 
of the U.S. Dollar is called "appreciation", and the fall of 
the U.S. Dollar in terms of the German Mark is called "depre
ciation"

19
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We should not confuse the term devaluation with "depre
ciation". Devaluation is defined to mean a rise in the 
price of gold relative to a certain currency.

Reference books contain a lot of arguments for 
and against flexible exchange rates. The following illus
trates one of those arguments :

One major objection to flexible exchange rates is 
that trade responds very slowly in the short run to 
the changes in the exchange rate. Does flexible ex
change rate discourages entry into foreign trade?
Friedman asserts that it does not for a variety of 
reasons : Uncertainty can be reduced by the establish
ment of forward markets ; and the certainty provided 
by fixed exchange rates is illusory, since the main
tenance of fixed rates may require sudden changes in 
the availability of credit or even of the right to im
port or export. °

It is possible to imagine a system of flexible 
exchange rate for any country of the world except the U.S. 
since the U.S. is the world's reserve currency. Any deprecia
tion or appreciation of the dollar will tend to upset the 
world monetary system, especially countries with large re
serves of U.S. Dollars.

There has been much controversy lately about the 
stability of the world currency values :

The shock of soaring import bills for oil has al
most paralyzed the International Monetary Fund's effort 
to write new rules for keeping currency values stable - 
an effort that was intended to be the subject of top 
level discussions of the IMF's Committee of 20 tomor
row and Friday in Rome. Instead sources close to the 

Committee say, Committee officials are rapidly coming

uCharles P. Kindieberger, Europe and the Dollar 
(Cambridge, Mass.: The M.I.T. Press"] 1966) , pp. 117-118.
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to realize that the present hodgepodge of floating 
exchange rates has been handed an indefinite new lease on life.7

Speculation and Forward Exchange Rates
Exchange authorities eager to protect their reser

ves have developed means of minimizing pressure on the spot 
market by shifting the pressure impact into the forward mar
ket. They accomplish that by supplying the market's demand 
for forward cover themselves, at modest, and in some cases 
stable prices.

Speculation is essential to a forward market. It 
has been argued that forward contract in foreign exchange 
introduces no real change into foreign exchange theory. The 
very fact that speculative positions are not freely taken 
in various currencies is basically responsible for:

1. Generating premiums and discounts on forward contracts.
2. Allowing different rates of interest in differ

ent money markets to remain at different points.
The forward technique has some disadvantages. By 

stopping the forward discount from rising as it other
wise would, the exchange authorities are likely to in
duce a larger volume of hedging sales to take place, 
at the relatively modest cost; and they may deter spe
culative forward purchases that would respond to a 
larger discount. This last is doubtful, as the for
ward exchange market at highly speculative times is 
dominated by expectations, and a large discount is 
quite likely to have the perverse influence of dis
couraging purchases. But if selling pressure persists, 
the authorities will take on large commitments to supply

7
' "Monetary Muddle: Oil Prices Snarl Proposal to 

Fix Currency Rates", The Wall Street Journal. (January 16, 1974), p. 11.
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foreign exchange against home currency on a scale 
that may exceed the amount of the immediate official reserves.8

On the other hand, the forward market has its advantages:
1. It provides inexpensive opportunities for hedging and speculation.
2. It provides exchange and credit features. For 

example, if a buyer (importer) buys forward exchange, 
he is actually borrowing domestically the money which 
he is going to lend abroad at interest until the time 
comes when he needs it; now assume that the banking 
system is to meet his desire to buy exchange with a 
forward contract to sell, then it must buy spot exchange 
with its resources and lend abroad until by contract
it must make the exchange available to the importer.

Fixed Exchange Rates
"Under a stable exchange-rate system like that of 

the modified gold standard, gold flows are supposed to lead 
to price-level adjustments big enough to restore equilib-

Qrium on the export and import side."^
Fixed exchange rates provide stability and cer

tainty in international trade and investment, in addition, 
to the fact that fixed rates to a great extent encourage 
processes of international economic integration. Now suppose 
people everywhere in the world demanded payments in bits of 
pure gold metal. By definition, there would be no foreign 
exchange rate problem. But how well a system of this 
nature could function? No doubt, it would be grossly incon-

Spred Hirsch, Money International (Garden City, N.Y.: 
Doubleday & Company, Inc., 1969), p. 142.

^Paul A. Samuelson, Economics: An Introductory 
Analysis (New York: McGraw-Hill, Inc., 1967), p. 630.
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venient to carry gold around for spending purposes. This 
is why the gold standard in modified form has been histori
cally the most important, and it is the prevailing form to
day. All countries on the gold standard have essentially 
stable exchange rates.

In general, bankers and traders favor exchange sta
bility. One major reason is the convenience of stable ex
change rates in the everyday transactions of banking and 
trade; this convenience factor has to be weighed in favor 
of exchange stability. Another factor is the cushion it pro
vides against inflation. One major disadvantage of the 
Bretton Woods system of a fixed but occassionally adjustable 
peg have become well-known to all members and monetary ob
servers. This system allows major adjustment to take place 
only by a rigid procedure that is almost bound to involve 
straining effects, and that is always in danger of causing 
an uncontrollable explosion.

Fixed Verses Fluctuating Exchange Rates
An intelligent foreign trader will understand and 

take into consideration the uncertainty factors which char
acterize foreign trade, whatever the prevailing system of 
exchange might be. According to Paul A. Samuelson:

Buying or selling abroad presupposes a foreign 
exchange rate between home and foreign currencies.
Two countries on a gold standard have a stable foreign 
exchange rate set by the stable parity prices at 
which they each buy and sell gold - whatever gold bars, 
coins, or fractional reserve banking and gold - exchange 
standards are used. Once stable exchange rates under
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a gold standard were abandoned, flexible foreign 
rates would get set by interaction of supply and 
demand schedules for foreign exchange. The ad
justment now involves changes in export and import 
prices and not necessarily absolute price level.

Under flexible rates, the element of fluctuation 
is an apparent one, and almost guaranteed to happen.
While under fixed rates, the monetary authorities have 
expressed their intentions to maintain a given rate of 
exchange, regardless of their long-run success or failure. 
A major drawback of the present gold-parity system,should 
an adjustment of the gold content of the dollar be imple
mented, is the serious inequity problem, which means that 
any raising of the gold price would favor the rich and 
penalize the poor.

Monetary and fixed policy are more important to 
stability than the question of the exchange system.
If monetary and fiscal policy are competent, a flex
ible exchange system will work well. Speculation 

will be stabilizing; rate changes will be limited.10 11 12
The following statement sums up the arguments 

about fixed or fluctuating exchange rates:
On the whole, it seems likely that so long as 

foreign exchange control is available under either 
system, the operational question is not whether 
flexible or fixed exchange rates put more pressure 
on the authorities, but whether, in any given case, 
the authorities fear the reaction from either losses 
of reserves or a falling rate more than from the 
reimposition of exchange control.-"2

10Ibid., p. 639
-^Kindleberger, "Europe and the Dollar", p. 127
12Ibid.. pp. 126-127.
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Foreign Exchange Rates Under Exchange Controls

Usually if governments do not wish to allow a 
free exchange market, they can resort to the other ex
treme and intervene by fixing the foreign exchange values 
of their currencies through complete government monoply 
of the foreign exchange.

Virtually all systems of exchange controls would 
involve overvalued rates of exchange, therefore, it is 
necessary to distinguish nominal from real overvaluations. 
The nominal rate of exchange does not lack importance since 
its preservation represents one of the major objectives 
of exchange control. On the other hand, its effects upon 
trade and goods are produced only by the exchange rates 
over which goodd are actually exported or imported.

Whatever the means of control conceived to influence 
capital movements, they never can take care of the problems 
from different rates of inflation in different countries. 
These controls are bound to break down, and their costs are 
high not only in terms of unproductive work but also because 
of the costs arising from improper allocation of factors be
tween countries. If the rates of inflation could be taken 
care of by some other means, the benefits of controls could 
outweigh the costs involved, and people who export or import 
could calculate under certainty, and monetary policy could 
be applied efficiently:

Although both the gold standard and the exchange 
control system maintain fixed exchange rates, the
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two systems are quite dissimilar. The gold standard 
allows the private market to satisfy its demand for 
foreign exchange through gold transactions. Exchange 
control limits the supply of foreign exchange to the 
government's available supply.13

A recent article in "Business Week" points out the 
fact that government intervention would not help ease mon
etary problems, but rather that floating exchange rates are 
the great hope in averting a worldwide slump.

However, economists warn that, to help in off
setting a downturn, the float must be "clean" that is, 
countries must allow their currencies to float freely 
according to market forces and no attempt to manage 
them by deliberately depressing their value so as to 
increase exports and stem imports. "If countries 
attempt to manage their floats, it will have much the 
same effect as competitive devaluations", says 
Gottfried Harberler, an international economist at 
the American Enterprise Institute in Washington.

But a completely free float might be difficult 
to achieve because of domestic, political and eco
nomic considerations. Says Cleveland: "No country 
can afford to be entirely indifferent to the move
ment of its exchange rate, since it affects trade 
competitiveness and domestic inflation".14

13Richard Ward, International Finance (Englewood 
Cliffs, N.J.: Prentice-Hall Inc., 1965), p. 89. 14

14Business Week Magazine. (February 16, 1974) , p. 90



CHAPTER IV

THE RISKS OF FOREIGN OPERATIONS

Sources of Foreign Exchange Rates1 Risks
Due to the nature of international operations 

we find that the risks involved are different in scope 
and kind from the risks of domestic activities. These 
risks could be traced to four different kinds:

1. Environmental
2. Commercial
3. Political
4. Monetary (Foreign Exchange Risks).

For the purposes of this research paper the first three 
kinds of risks need not be analyzed, but we will be dis
cussing foreign exchange risks in the following para
graphs :

Foreign exchange rate risk materializes when the 
foreign exchange value of a national currency in terms 
of which business transactions or obligations are 
expressed changes in relation to the home currency of 
the internationally operating enterprise. Even though 
the decrease in the foreign exchange value of a na
tional currency is directly responsible for foreign 
exchange rate losses, devaluation is not the basic 
cause. It is merely the end product of a chain of 
events which if not interrupted by purposeful govern
ment actions eventually results in currency deval

uation. An awareness of these events, especially in 
developing countries, can serve as advance warning of 
impending devaluations.15

To measure the degree of risk is quite different

xJWeston & Sorge, "International Managerial 
Finance", p. 61.
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than measuring the amount of risk, since the company has 
to a certain degree some control over the amount of risk, 
while on the other hand, the degree of risk is determined 
by political and economic factors outside the control of 
corporate policy and strategy. In measuring the degree 
of risk we have to take into consideration several differ
ent factors, and to separate real risk from perceived risk.

Perceived risk is determined by a number of factors 
such as press reports, conversations with people having sim
ilar interest, contacts and conversations with foreign bank
ers and traders. All of these factors usually create a certain 
level of perceived risk which might be higher or lower than 
the real risk. Therefore, it is preferable to examine the 
factors determining real risk, the probability of a change in 
par of a currency and the probable size of the change, if one 
should occur. These determinants are considered to be the 
end result of economic and political factors.

A number of factors are critical in forecasting ex
change rate fluctuations:

1. Sound money supply.
2. Appropriate fiscal policy.
3. Effective co-ordination of national economic 

policies.
4. Trends in price levels and costs of production.
5. Labor union strength and aggressiveness.
6. Size and rate of growth of welfare expenditures.
7. Character of foreign diplomatic and military 

commitments.
8. Balance-of-payments surplus or deficit.
9. Foreign exchange reserve position.

10. Investment versus liquidity position.-*-^

16Ibid., pp. 61-62
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Protection Against The Risks Of Foreicm Exchange Rates

Exchange rate risk protection can be effected 
by three different means: 1) It can be obtained by 
the purchase of forward contracts for the sale or 
purchase of foreign currencies in terms of U.S.
Dollars. 2) Where available, foreign currency swaps 
can be consummated with central banks or commercial 
banks in countries of planned investment or operation.
3) Foreign exchange risk losses can be minimized by 
making certain that the foreign branches or subsi
diaries are operated on a monetary balance basis where 
monetary assets equal monetary liabilities.^

For many companies the attitude of their manage
ment towards risk is the overriding determinant of 
their subsidiaries' remittance policies, and there 
are probably times when this is the most important 
consideration of every company.^

Financial managers sometimes have some way of 
hedging exchange risks. If they elected to use the borrow
ing route as one means of risk avoidance they usually are 

limited by restrictions on the use of local borrowing fa
cilities or foreign exchange market. If, on the other 
hand, they elected to use the forward exchange hedge managers 
might find out to their sorrow that no future contracts are 
available in the market. Forward exchange can't always be 
considered as convenient means to eliminate foreign exchange 
risk totally.

A situation where the swap transaction could be 
possible and successful is where it involves two related 
companies. The company within the weak-currency area needs 
working capital, but can't find additional funds inside its 17

17Ibid., p. 94.
^^Michael 2. Brooke, and H. Lee Remmers, The Strategy 

of Multinational Enterprise (New York: American Elsevier 
Publishing Co., Inc., 1970), p. 166.
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area. The other company, usually a parent, is prepared 
to lend a helping hand to the subsidiary by helping it 
get its funds from outside, but on the other hand, wishes 
to hedge against the risks of devaluation of the weak 
currency. Therefore, the swap transaction requires expli
cit collaboration between both entities; and is conse
quently, looked upon as a less flexible instrument than the 
forward exchange contract for hedging against foreign ex
change risks.

Insurance Coverage Of Foreign Operations
Due to the risk nature of foreign operations we 

find financial managers exert a good amount of effort to 
reduce the impact of the risk element, and consequently, 
the financial losses of their foreign operations. They 
fully realize the fact that insurance coverage of foreign 
operations is a good measure for minimizing losses, yet 
on the other hand, the costs involved are a major determining 
factor. The ever-increasing competitive nature of inter
national business requires companies not to increase their 
economic costs very often, so that they be competitive. 
Therefore, it is vital that financial managers evaluate po
tential benefits of insurance coverage and determine if these 
benefits will outweigh the costs involved.

Insurance policies are available from Foreign 
Credit Insurance Association (FCIA) for credit sales 
to foreigners. Loans and guarantees to promote ex
ports are available from Overseas Private Investment 
Corporation (OPIC) and Agency for International Deve-



31
lopment (AID). Foreign credit insurance policies 
come either on a comprehensive basis or on a po
litical risk only basis. They are for short-term 
credit sales of consumer's goods and medium-term 
credit sales of producer's goods to foreign cus
tomers. Additional types of policies were intro
duced in 1970. They are a catastrophe policy, 
comprehensive master policy, small business policy, and agricultural policy.19

-^Weston and Sorge, "International Managerial Finance", p. 88.



P A R T  III

THE FOREIGN EXCHANGE RATES AND THE FINANCIAL STATEMENTS 
OF THE MULTI-NATIONAL CORPORATION
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CHAPTER V

THE ACCOUNTING AND FINANCIAL TREATMENT OF FOREIGN OPERATIONS

The Effect of Foreign Exchange Rates on the Financial 
______Position of Multi-National Corporations________

Many of the opportunities and risks confronting 
multinational firms also confront corporations operating 
only on the U.3. soil. But once a firm's operations extend 
across national boundaries we find that the firm is faced 
with a different set of problems that are unique to inter
national business; as we have seen in the earlier chapters. 
Exchange rate ri^k is the cause of these problems, and is 
basically related to all major financial decisions encoun
tered in international operations.

In the earlier chapters we have discussed the 
different exchange rate systems, and found out that these 
exchange rates are varied due to government intervention, 
or let free depending on the supply and demand of the said 
currency. Due to this fact the financial manager is faced 
with the problem of deciding on whether to take advantage 
of the daily currency fluctuations. In general, major changes 
in currencies' values which are a result of devaluation or 
revaluation would have an adverse or favorable effect on 
the financial position of the parent and some of its sub
sidiaries.

33
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In analyzing these exchange rates we find that 

their variations might cause gains or losses on transacting 
these two financial processes: (1) Conversion, and (2) 
Translation.

Conversion is the process of converting one currency 
into another in order to settle an outstanding financial 
claim.Translation is when financial statements expressed 
in one currency are being translated to another currency.21

Financial managers of international operations 
should take note of the fact that inflation and devaluation 
generally go hand in hand although in the short-term we might 
have one without the other, yet in the long-run one accom
panies the other:

The local currency financial position can be 
planned to reduce the impact of devaluation by taking 
into account risks in any particular market. The two 
basic problems are: 1) Budgeting and planning a balan
ced stockpile of inventory before devaluation to put 
the foreign operation in a position to survive any post
devaluation adjustment period. 2) Introducing local 
capital to eliminate dollar liabilities before devaluation occur.

These procedures could be reversed in case of an 
appreciation in value of a currency.22

The post-war period has been characterized by in
flation ranging from 3 to 5 per cent per annum in most 
industrialized countries to 25 to 60 per cent in several

20For further understanding of the conversion process refer to the art gallery example on p. 9 of this research paper.
2-*-Ho actual exchange takes place in this process. See 

pp. 38-41 of this research paper for further details.
22Lee Charles Nehrt, International Finance for Multi

national Business. 2nd. Ed., (Scranton, Penn.,: 
cational Publishers, 1972), pp. 669-670.

Intext Edu-
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South American and southeast Asian Countries. Past 
and present detrioration in the value of monetary 
units complicates the process of measuring financial 
performance. For example, the conventional matching 
of expenses and revenues to compute profits is suscep
tible to misinterpretation if various elements in the 
income statement reflect different monetary values.
Where expense elements are stated in the monetary units 
of earlier periods, it is entirely possible that a 
company may be losing ground in real economic terms 
despite substantial reported profits. Likewise it is 
hazardous to compare sales or expense figures of a 
company for a period of years unless the figures are 
adjusted to reflect the intervening changes in price 
levels. Other complications in financial statements 
can also be traced to inflationary forces.

What are the financial effects of the translation 
and conversion processes on the financial position of the 
international enterprise? The following quotations deal 
with the effects of these two financial processes:

A translation loss or gain is not a result of any 
payment; rather it is the result of the restatement 
of the subsidiary's worth in terms of the parent's 
currency. Thus, a translation loss or gain occurs when 
a devaluation or revaluation affects the recorded worth 
of the subsidiary in terms of the parent's currency.

One way to measure translation losses and gains is 
to consider how a devaluation or revaluation affects 
the "present value" of the subsidiary, that is, the 
discounted value of the future stream of cash to be ob
tained from the subsidiary. These effects on cash 
f 1 ox7 are of two main types: 1) The consequent changes 
in revenues and costs and 2) The consequent changes in 
the level of working capital needed to support sales.24

A conversion'loss or gain takes place when a lia
bility or asset payable in a currency other than that 
in which a unit operates is settled at an exchange rate 
different from that existing at the time the liability 
or asset was recorded on the unit's books. For instance,

2 3David B. Zenoff and Jack Zwick, International 
Financial Management (Englewood Cliffs, N.J., : Prentice- 
Hall, Inc., 1969), pp. 485-486.

‘"Sidney M. Robbins and Robert B. Stobaugh, Money in the International Enterprise (New York: Basic Books, Inc., 
Publishers, 1973), p. 23.
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If a subsidiary borrows $100 and converts the loan 
into 100 units of local currency (LC), it will lose 
money if the (LC) is devalued while the loan is out
standing. Once the (LC) is devalued, more local 
currency than was obtained from the loan is needed to repay the loan.25

Accounting for International Operations
In the following paragraphs we will be talking 

about three major areas of international accounting which 
are relative to the purpose of this research paper: 1) Ac
counting for price level changes. 2) Translating foreign 
subsidiary's financial statements into U.3. Dollars. 3) Ac
counting for intracompany transfer prices.

1) Accounting for price level changes: The opera
tions of an international corporation involves the use of 
funds in many countries characterized by inflationary and 
deflationary economies, therefore, the objective of maxi
mizing the purchasing power of the subsidiaries is a prime 
goal in international operations, and usually every effort 
is made by financial managers of multinational corporations 
to achieve this result because of its critical impact on the 
financial performance of the total enterprise.

All countries have domestic price-level fluctuations ; 
only the degree differs. The problem facing the interna
tional financial manager is usually to maintain a financial 
system which will provide adequate funds for asset replace
ment in the face of inflationary currencies.

25Ibid., p. 22
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The American Institute of Certified Public 

Accountants (AICPA) has advocated that significant 
changes in the value of a country's currency may 
dictate adjustment in the dollar amounts that the 
foreign subsidiary contributes to a consolidation.
Whether or not a "significant" change has occurred 
is always a matter of judgement.

Since the translated amounts of current assets 
and current liabilities would automatically tend to 
follow any new rate of exchange, the fixed assets, 
long-term debt, and stockholders' equity remain as 
areas that might not be adjusted unless the adjustment 
in the exchange rate is considered significant. Often 
companies avoid this problem by not consolidating a 
subsidiary, in a country, or by only recognizing 
dividends when remitted to the U.5.26

Many recommendations regarding policies to be a- 
dopted in face of inflation have been suggested by authors of 
books on financial management of international operations.
I believe the following quotation is very practical and use
ful information when dealing with this matter:

When operations take place in a foreign country 
suffering from persistent rapid increase in price 
levels, decreases in the foreign exchange value of the 
local currency take place at frequent intervals. It 
is then generally advisable to develop a monthly average 
exchange rate to convert monthly operating results into 
dollars. Where changes in the exchange rate are not 
particularly severe, two or three changes in the con
version rate may be sufficient during each year.

It should be obvious from the above discussion that 
in countries with a continuing inflationary bias, local 
management of subsidiaries should be encouraged to fol
low these policies:

1. Never have excessive idle cash on hand. If 
cash accumulates it should be used to purchase inven
tory or other real assets.

2. Attempt to avoid granting excessive trade credit 
or normal trade credit for extended periods. If 
accounts receivable cannot be avoided, an attempt 
should be made to charge interest high enough to com
pensate for the loss of purchasing power.

26jsehrt, "International Finance for Multi-National 
Business" Sec. Ed., p. 683.t
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3. Avoid, wherever possible, giving advances in 
connection with purchase orders unless a rate of 
interest is paid by the seller on these advances 
from the time you, the buyer, pay them to the time 
of delivery, at a rate sufficient to cover the loss of purchasing power.

4. Borrow local currency funds from banks or other 
sources whenever these funds can be obtained at a 
rate of interest equal or smaller than the anticipated 
rate of devaluation.

5. Make an effort to purchase materials and sup
plies locally in the country in which the foreign sub
sidiary is operating on a trade credit basis, exten-^ 
ding the final date of payment as long as possible.2 '

2) Translating foreign subsidiary's financial state
ments into U.S. Dollars: The international corporation with 
its large sphere of operations is faced with a very major 
accounting problem. . . comparability of profit performance. 
Due to the nature of its operations, its subsidiaries may be 
located in many countries of the world. Therefore, in order 
for top management to be able to draw a meaningful conclusion 
about the profit performance of their subsidiaries, the finan
cial statements of these subsidiaries should be translated 
into the parent's currency which serves as the common unit 
of account for all of its international operating divisions.

Three systems of translation are used: 1) current- 
non current system; 2) financial physical system, and
3) external - internal system.23

27Weston and Sorge, "International Managerial Finance", 
pp. 129-130.

2 AJames C. Baker, and Thomas H. Bates, Financing 
International Business Operations (Scranton, Penn.:
Intext Educational Publishers, 1971), p. 121.
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TABLE 6-1
TRANSLATING BALANCE-SHEET ITEMS

Translation Systemsm m nr
Assets

C a s h ...................... C C CCurrent receivables . . . . C C CLong-term receivables . . . H c cInventory ............... C H c
Prepaid Expenses ........ C H HFixed Assets ............ H H H
Permanent investments . . . H H HPatents, intangibles . . . .. H H H

Liabilities and Capital
Current liabilities

and accruals .......... C C CLong-term liabilities . . . e H C CCapital stock . . . . . . . H H HPaid-in surplus .......... H H HAppropriated earnings . . . * H H C
C=closing rate of exchange. 
H=historical rate of exchange.

Source: Business International, Solving Inter
national Accounting Problems (New York: Business Inter
national , Inc., 1969).29

A majority of American international companies use 
(1) for foreign subsidiaries in which they own a sub
stantial equity interest. In(1), all local currency 
values of current assets are translated into the parent 
company's currency at the closing rate of exchange-that 
rate in effect at balance sheet and income statement 
closing dates; all noncurrent items are translated at 
historical rate-the rate in effect when the item entered 
the books. Under (2), all financial assets-e.g., cash 
receivables, and so forth-are translated at the closing 
rate, all other items at the historical rate. Under 
(3), items whose value depends on what parties external 
to the company will pay for them are translated at the 
closing rate; assets used internally are translated at 
historical rates.

29Ibid., p. 122
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In translating income statement items, all items 

are translated at the rate prevailing during the in
come period except (i) sales in dollars, where the 
dollar value is not translated, (2) sales in third 
country currencies, where translation is at the dollar 
of that currency; (3) cost of goods sold, where the 
dollar value is the difference between beginning and 
ending dollar value taken from the balance sheet; and 
(4) depreciation, where the dollar value is that portion 
of annual dollar depreciation for the reporting period, 
as taken from the balance sheet. 0

I believe the following example should serve the 
purpose of explaining the accounting translation of balance 
sheet items by a foreign subsidiary and its (U.S. based) 
multinational parent in more detail:

First given are the subsidiary's and parent's bal
ance sheets at the end of 1965. The last two are as 

of the end of 1966, a year later. At the end of 1965 
the exchange rate was LC 5 per dollar; at the end of 
1966 it was LC 6 per dollar. The subsidiary purchased 
LC 6,000,000 worth of fixed assets during 1966. Inven
tories are assumed to have been purchased during the 
year on the balance sheet date. There was no change in 
the long-term debt during the interval.

At the beginning of 1965 the net monetary assets(mon
etary assets minus monetary liabilities) of the subsi
diary were 1,000 - (500 + 6,000) = - LC 5,500,000. At 
the end of 1966 the net monetary assets were 1,400 - (700 
+ 6,000) = - LC 5,300,000. The average of these two 
values is - LC 5,400,000. Since during the year the change 
in the foreign exchange value of the local currency was 
from 5 per dollar to 6 per dollar, the gain from this was 
5,400 (1/5 - 1/6) or 5,400/30 = LC 180,000. This is the 
amount that has been added to the revaluation reserve 
on the books of the parent and will be used to offset 
future foreign exchange rate losses.

30Ibid., pp. 122-123
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Subsidiary's Balance Sheet as of December 31, 1965
(in thousands of LC)

Monetary assets. . . 1,000 Current liabilities. . . 500
Inventories........  5,000 Long-term debt. . . . . .  6,000
Fixed assets.......  20,000 Net worth............... 15,500
Reserve for

depreciation. . .. 4.000Net fixed assets. .. 16.000 Total Liabilities _____
Total Assets. .. 22,000 and Capital. . .. 22,000

(in thousands of U.S. dollars)
Monetary assets. . . 200 Current liabilities. . . 100
Inventories........  1,000 Long-term debt.........  1,200
Fixed assets*. . . . 6,000 Revaluation Reserve. . . 400
Reserve for Net worth.............. 4,400

depreciation^. . . 1.100
Net fixed assets. .. 4,900 Total Liabilities ______Total Assets. .. 6,100 and Capital. . .. 6,100

Subsidiary's Balance Sheet as of December 31, 1966
(in thousands of LC)

Monetary assets. . . 1,400 Current liabilities. . . 700
Inventories.. 6,000 Long-term debt. . . . . .  6,000
Fixed assets. . . .. 26,000 Net worth.................21,700
Reserve for

depreciation. . .. 5.000
Net fixed assets. .. 21.000 Total Liabilities ______

Total Assets. .. 28.400 and Capital. . .. 28,400
in thousands of U.S. dollars)

Monetary assets. . . 233 Current liabilities. . . 117
Inventories........  1,000 Long-term debt......... 1,000
Fixed assets? . . . .  7,000 Revaluation account. . . 580
Reserve for Net worth.............. 4,136

depreciation? . .. 1.400
Net fixed assets. .. 5,600 Total Liabilities ______

Total Assets. .. 6,833 and Capital. . .. 6,833
* The fixed assets shown are not in the relationship of 

5 to 1 to those shown on the foreign balance sheet because the 
majority were purchased in prior years when the exchange ratio 
between the two currencies was lower.

1 Depreciation write-off is over a period of 20 years.
2 The LC 6,000,000 fixed assets purchased during the year 

are converted to U.S. dollars at the 6 to 1 rate and added to 
the fixed asset account.

3 one twentieth of LC 6,000,000 was added to the reserve 
for depreciation account.

3!Weston and Sorge,"International Managerial Finance" 
pp. 128-129. »
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3) Accounting for intracompany transfer prices: It 

is a common practice that subsidiaries and parent company 
involve in a mutual transfer process of raw materials, com
ponents, and finished goods between various company units.
From this transfer process a very special accounting problem 
emerges which could affect the profit performance of the 
multinational. In general, government regulations of home 
and host countries put the financial manager of the multi
national firm in a position where he has to adopt certain 
transfer pricing policies, and to follow a certain set of pro
cedures in doing so:

The U.S. Internal Revenue Service is authorized by 
Section 482 of the Internal Revenue Code to "distribute, 
apportion ,or allocate gross income, deductions, credits, 
or allowances" incurred between related company units 
for the purpose of clearly reflecting the income of these 
businesses. In other ivords, if prices for intracompany 
transactions are not set by "arm's length" bargaining, 
U.S. tax collectors may adjust the income derived fromsuch sales.

With respect to a multinational company, the regu
lations aim at preventing the shift of profits to coun
tries which have lower tax rates and the avoiding of 
payment of full taxes to the United States. The regu
lations apply to: (1) loans or advances, including in
tercompany trade payables; (2) rendering of managerial, 
technological, marketing, and other services; (3) leas
ing of tangible property; (4) sale of goods and fixed 
assets. For example, the parent company has to charge 
an arm's-length or justifiable rate of interest on loans 
to overseas affiliates. Furthermore, the parent com
pany should charge for marketing, management, and tech
nical services provided to overseas affiliates and for 
intangible property, such as patents, formulas, and pro
cesses, sold or licensed abroad.

For many multinational companies, transfer pricing 
on intercompany sales of goods is of special importance.

32Baker and Bates, 
ness Operations", p. 123.

"Financing International Busi-
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The Internal Revenue Service regulations require arm's- 
length pricing and establish three methods: (1) the 
comparable uncontrolled price method; (2) the resale 
price method; and (3) the cost-plus method. The compa
rable uncontrolled price method uses sales to unrelated 
parties made by the company or by other firms. The re
sale price method is determined by obtaining the price 
for which the goods are resold to an unrelated party 
and then reducing the price by a justifiable gross prof
it made by the reseller. The third method, which can 
be used only if the first two methods cannot be apjJiied, 
consists of taking the costs of production of the goods 
and making them up for a justifiable gross markup.3 3

It is vital that the multinational firm adopt a trans
fer pricing policy. Such a policy should strive to achieve 
company's goals; and in the process of doing so, a full recog
nition of company's strategies pertaining to marketing and 
production activities should be taken into consideration:

The global pattern of production and supply is of 
special impórtance, but the regulations of tax author
ities in the home country and host countries play a 
major role. Besides tax regulations and the usual en
vironmental variables, the multinational company has to 
consider the following special factors in establishing 
its transfer-pricing policy: home-country and host- 
country attitudes and regulations ; international and 
local competitive prices ; anti-dumping requirements ; 
customs duties ; import quotas ; licensing and other re
strictions ; local inflation and the possibility of cur
rency devaluation; limitations on repatriation of ear
nings ; local-content and design requirements ; and antitrust regulations.34

As outlined earlier, multinational companies are 
required to satisfy the tax regulations of home and host 
countries; yet within the context and framework of guide
lines of complying with these regulations they can elect to 33 *

33William A. Dymsza, Multinational Business Strategy 
(New York: McGraw-Hill Inc., 1972), pp. 159-160.

34Ibid.. pp. 158-159.
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choose among several transfer-pricing policies recognizing 
the following considerations:

(1) making the profit center concept effective;
(2) linking profit and effort; (3) sharing realized 
profits between central headquarters and overseas affi
liates through formulas or other approaches; and (4) 
maximizing global profits or rate of return. Compa
nies that designate overseas affiliates as profit cen
ters and want to evaluate their performance should not 
allow transfer prices to distort their profitability.
In such cases, they usually establish competitive prices 
on goods and services supplied similar to those charged 
to unrelated companies.

The following quotation shows some of the ways which 
multinational enterprises use in establishing prices covering 
international activities:

Under their transfer-pricing policy and to comply 
with tax regulations, multinational companies usually 
establish prices by negotiating, by cost plus markup, 
or by a combination of the two methods. The negotiated 
prices frequently are intended to establish arm's-length 
competitive prices. Companies have a variety of methods 
to determine costs; some include central management and 
overhead in their calculation of costs. Markups also 
vary substantially but should be justifiable to tax au
thorities. The multinational companies generally strive 
for uniform transfer-pricing policy globally but usually 
need flexibility to adapt to differences in national 
laws, tax requirements, other environmental factors, and 
their various strategic and managerial policies.30

Taxation of International Operations
Taxation of multinational corporation's interna

tional operations is rather a complicated one because the 
profits generated by the subsidiaries of the multinational 35 36

35Ibid., p. 160.
36Ibid., p. 162
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company, in most cases, will be subject to the problems 
of multiple taxation:

The negative impact of multiple taxation on inter
national business was recognized by the United States 
in the late eighteen hundreds. To remove this inequity 
the U.S. government entered into tax treaties with the 
governments of many trading nations of the world. These 
treaties spelled out the rights of their citizens and 
the taxes that they must pay as they conduct business 
in or with each other's countries. Tax treaties gener
ally provide for domestic credits of foreign income 
taxes paid.3 /

In general, the financial managers of multinational 
companies look at the parent company and its group of inter
national subsidiaries as one system striving to achieve com
pany's objectives, yet governments look on each one of these 
subsidiaries as a separate taxable entity. The strategic 
factor which emerges from this conceptual framework is: How 
would the financial manager distribute income in the system? 
This should be done in a way so that he can reduce the total 
tax burden on the total operating system. Therefore, the 
financial manager in setting up his financial strategy should 
give due consideration to the various laws and regulations 
which are in force in the various countries where his company 
is operating:

The general rule of U.S. tax law is that the tax
payer is subject to taxation on all of his income, 
whether that income has been earned at home or abroad. 
This does not mean that the earnings of all of the sub
sidiaries and affiliates of a U.S. parent company are 
subject to U.S. taxation; but it does mean that the U.S. 
parent must account for all of its earnings, including 
the earnings it derives from the rest of the system. A 
parent's foreign earnings, however, usually are defined 
for tax purposes as the dividends received from foreign

37 "International Managerial Finance"
p. 141

Weston and Sorge i
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subsidiaries, not the total profit recorded by the subsidiary.3d

The division of profits among the various entities 
of a multinational business system is a vital task which in
volves several alternatives on two fronts (income and cost).
The selection of one alternative over the other could be 
detrimental to the profit performance of the enterprise, there
fore, careful analysis and evaluation should be undertaken 
before choosing among available choices. In general, the 
public financial statements which are published by corporations, 
might reflect a different financial treatment of subsidiaries' 
income than what is being reported to the U.S. Treasury Depart
ment for compliance purposes with the tax laws and regulations. 
"In public statements, U.S. parents sometimes consolidate the 
operations of their overseas subsidiaries, especially wholly- 
owned subsidiaries."* 3  ̂ "The parent's liability still is meas
ured on the basis of the 'income' received from the subsidiaries

within the meaning of U.S. Tax laws; and that liability usually
40is determined by the dividends received from the subsidiary."'

One of the major principles of U.S. tax laws is the 
foreign tax credit. Crediting is usually elected by multi-

OQRaymond Vernon, Manager in the International Economy 
(Englewood Cliffs, N.J.,: Prentice-Hall, Inc., 1972), p. 243.

3^Ibid.. p. 243.
40Ibid., p. 244
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national corporations which meet certain ownership require
ments because of its favorable consequences to them.

When the profits of the foreign subsidiary become 
income to the U.S. parent because of the declaration of 
dividends, any income taxes that the subsidiary may have 
paid to the foreign government represent a basis for re
ducing the parent's tax liability to the U.S. government. 
The foreign government is expected to take a first cut 
at the income generated in its jurisdiction; the U.S. 
government then imposes only such additional taxes on the 
income as will bring the total tax up to U.S. rates. In 
general, therefore, the principle is one of the avoidance 
of double taxation." 1-

In no case, can the credit for taxes paid abroad in 
a given year exceed the U.S. tax payable on total foreign- 
source income for the same year. This is what is called 
the "over-all limitation" on tax credit. There is also 
a "per-country limitation" which the taxpayer may elect 
to use, namely, a limit equal to the U.S. tax liability 
on the income earned in a particular nation. In other 
words, the credit for foreign taxes paid in a given coun
try cannot, exceed the U.S. tax payable on total income 
earned in that one country. Usually, the taxpayer prefers 
to operate under the over-all limitation since it allows 
foreign taxes to be averaged. But if the taxpayer ex
pects to sustain losses in one or a few countries while 
looking forward to earning good profits elsewhere, he may 
find it advantageous to operate under the per-country 
limitation. It is necessary to point out that the tax
payer cannot switch back and forth between the two types 
of limitations; he must choose one and stick with it.^2

Another basic principle of U.S. tax laws is the dis
tinction between "branches" and "subsidiaries". Usually, a 
branch is considered to be a part of the parent's own opera
tions, while a subsidiary is considered to be as a separate 
entity for taxable purposes:

Earnings realized by a branch of an American corpo
ration are fully taxed as foreign income in the year in 4

4-*"Ibid. , p. 244.
'"^Virgil Salera, Multinational Business (Boston: 

Houghton Mifflin Company, 1969) , pi 145.
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which they are earned, even though they may not be 
remitted to the American parent company. in contrast, 
taxes on earnings of a foreign subsidiary can be de
ferred until the year in which they are transferred 
to the U.S. as dividends. The subsidiary form thus 
permits the parent company to enjoy foreign tax ad
vantages as long as it reinvests foreign income in 
operations abroad. Clearly, "deferral" gives tax pref
erence to foreign direct investment in the subsidiary 

rather than in the branch form.
This, hox*zever, is not the case for direct invest

ment in oil production and mining enterprises abroad. 
These are usually organized on a branch basis mainly 
because depletion allowances give the branch type an 
advantage.

Developed countries usually offer several tax in
centives in order to attract new investments. Some of the 
objectives xdiich these countries are trying to achieve are:

First, countries wish to promote domestic production 
in lieu of imports thereby diversifying the economy's 
base. Second, some want to foster manufacturing in 
order to improve their terms of trade in relation to 
those of industrial nations. Thirdly, there are cases- 
especially in Africa and Asia- in which tax incentives 
are used mainly to favor industries that are export- 
oriented rather than geared to replacing imports.4 '

Basically, these incentives offer tax relief for 
imports and income aspects. This tax relief is accomplished 
through two major avenues:

1) Investment allowance: Which is a write-off of 
depreciable plant and equipment in excess of ordinary 
depreciation; similar to the bonus (first year addi
tional) depreciation alloxved in the U.S. on new depreciable assets.

2) "Tax holidays" to selected enterprises. Basi
cally new firms are granted this favorable treatment. 
The attraction of this exemption for U.S. corporations 
is reduced because it reduces the size of the foreign 
tax credit.

43Ibid., p. 146.
44 Ibid., p. 154
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One of the means to avoid dividends receipts in 

the U.S. and consequently taxes, was to establish a foreign 
holding company, located in a country with low income tax 
rates:

In 1962, the U.S. government decided that the income 
of these "tax-haven" foreign based holding companies 
ought to be subjected to U.S. taxation, even if no U.S. 
taxpayer was receiving the income of these companies.
The transactions subject to the new provisions included: 
income from dividends, interest, rents, and the like; 
profits and commissions from sales, wherever the con
trolled foreign company concerned was simply acting as 
an international agent; and profits from a variety of 
services purpotedly performed by the controlled company 
for its foreign affiliates. For profits on transactions 
of this sort, the U.S. parent was immediately liable for 
payment of U.S. taxes, whether or not it received divi
dends from the controlled foreign company that had con
ducted the transactions.45

Prevailing Practices and the (AICPA) Pronouncements
The prevailing practices regarding financial trans

lation use a combination of the two approaches "current- 
noncurrent method" and "the monetary-nonmonetary method":

Chapter 12 of Accounting Research Bulletin No. 43 
(ARB 43), as modified by paragraph 18 of APB Opinion 
No. 6, is the authoritative pronouncement with respect 
to accounting for foreign currency translation. Chapter 
12 calls for translation by the "current-noncurrent 
method" that is, translate current assets and liabilities 
at the current rate and translate noncurrent assets and 
liabilities at historical rates. Translation at his
torical rates, in effect, defers recognition of a tran
slation adjustment until the asset or liability is re
classified as current. Chapter 12 calls for charging a 
translation loss to income; translation gains preferably 
should be deferred.

Chapter 12 of ARB 43 provides exceptions to these 
general rules. Under special circumstances(see paragraph

45Ibid., pp. 246-247
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16 of Chapter 12), inventory may be stated at the his
torical rate. Long-term debt incurred or capital stock 
issued in connection with the acquisition of long-term 
assets shortly before a substantial and presumably per
manent change in the exchange rate may be restated at 
the new rate. If the debt or stock is restated, an 
equivalent adjustment is to be made to the long-term 
assets. (See paragraphs 12 and 18 of Chapter 12.)46

The current-noncurrent approach operates on the 
assumption that fixed assets were acquired at the historical 
exchange rate. Their real value would not be affected by any 
inflation experienced by local economy. The current-noncurrent 
approach further assumes that inventories -since their turnovers 
amount to several times a year- will in essence reflect the 
current exchange rates, assuming again that the exchange rates 
would not change more frequently than the inventory turnover 
rates. Based on this consideration, the fixed assets are tran
slated at the historical exchange rate prevailing at the time 
of their purchase. On the other hand, inventories are tran
slated at current exchange rates because of their turnover rate 
(as explained above).

Due to the inflationary trend in most countries of 
the world, the use of the monetary-nonmonetary approach should 
render correct results and prevents to a large degree the ero
sion of the real physical assets. The monetary rule requires 
companies to use the historical exchange rate in translating 
the financial statements of the subsidiary. The fixed assets 
would be carried on the books at their original acquisition

4<̂ See Exposure Draft. October 19, 1973 , issued by the 
Financial Accounting Standards Board(FASB), on Disclosure of 
Foreign Currency Translation Information, p. 5.
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costs. It further requires that inventories be translated 

at current costs(using the Lifo method), which should con

sequently result in carrying inventories on the financial 

statements at historical costs.

Due to the increased level of international opera

tions , and the actual and defacto devaluations of several 

major currencies that have been taking place in the last few 

years# the APB has been giving the problem of currency trans

lation considerable attention:

Because of(a) continuing realignments of exchange 
rates, as exemplified by the devaluation of the U.S. 
dollar in February, 1973, (b) the number of accounting 
alternatives available, (c) the diversity of practice,
(d) the lack of specific disclosure requirements in exis
ting accounting pronouncements, and (e) the small amount 
of information presently being disclosed by some compa
nies with important foreign operations, the FASB is of 
the opinion that more specific disclosure of current prac
tices in foreign currency translation is needed by users 

of financial statements.4̂

Since certain disclosures regarding the foreign oper

ations of the multinational corporation need to be made on 

its financial statements in order to comply with the disclosure 

requirements outlined in the exposure draft of the (FASB) I be

lieve that showing the disclosure examples of the FASB exposure 

draft, would serve the purpose of this research paper:

Paragraph 6-a calls for a statement of accounting 
policy identifying: (1) the balance sheet accounts that 
are translated at the current rate and those translated 
at the historical rate, (2) rates used to translate in
come statement accounts, and (3) the method of disposition 
of translation adjustments. For example, a company which 
uses the current-noncurrent method of translation might 
state the following concerning its policy for translating

47 Ibid. p. 1.
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assets and liabilities and for disposition of the trans
lation adjustment:

Current assets and current liabilities are translated 
at the rate of exchange in effect at the close of the 
period. Long-term assets are translated at the rates 
in effect at the dates these assets were acquired, 
and long-term liabilities are translated at the rates 
in effect at the dates these obligations were incurred. 
Translation adjustments are charged or credited to 
income.

Or, the following might replace the last sentence:

Net unrealized losses from foreign currency translation 
are charged to income currently. Net unrealized gains 
from foreign currency translation are credited to De
ferred Foreign Currency Translation Gains, except that 
these gains are credited to income currently to the 
extent of losses previously charged to income.

A company which uses the monetary-nonmonetary method of 
translation might state:

Inventory, property, plant, equipment, deferred charges, 
. . .  are translated at the rates of exchange in effect 
when acquired. All other assets and liabilities are 
translated at the rate of exchange in effect at the 
close of the period. Translation adjustments are de
ferred to the extent that they do not exceed those that 
are attributable to long-term debt and are amortized 
by the interest method over the remaining term of the 
debt. Otherwise, they are charged or credited to in
come currently.

As to rates used to translate income statement accounts, 
the accounting policy might be stated as follows:

Revenue and expense accounts for each month are trans
lated at the average rate of exchange in effect during 

the month except for depreciation and amortization which 
are translated at the rates of exchange which were in 
effect when the respective assets were acquired.

Or, as follows

Revenue and expense accounts are translated at a 
weighted average of exchange rates which were in effect 
during the year except for depreciation. . . etc.

Paragraph 6-b calls for disclosure of the aggregate amount 
of translation adjustments originating in the period and 
the disposition thereof in the income statement or in the 
balance sheet. A company which includes all translation 
adjustments in the determination of net income for the 
year and so states in a description of its accounting



53
policies might identify the amount by reporting it sep
arately in its income statement as follows:

Loss from Foreign Currency Translation $ xx,xxx 
A company that follows the recommendations of paragraph 11 
of Chapter 12 of ARB 43 might state in a note:

In 1973, the Company charged unrealized foreign 
currency translation losses of $12,345 for the year 
to Other Income and Expense. In 1974, the Company 
credited $12,345 of its $54,321 unrealized foreign 
currency translation gain for the year to Other Income 
and Expense and credited the remaining $41,976 to 
Deferred Foreign Currency Translation Gains.

Paragraph 6-c calls for disclosure of the aggregate amount 
of translation adjustments reflected in the determination 
of net income for the period and how this amount is clas
sified in the income statement. This disclosure will 
generally be fulfilled by the disclosure called for under 
Paragraph 6-b unless amortization of translation adjust
ments originating in prior periods has been included in 
income for the current year. For example, a company that 
defers the translation adjustment (wholly or partially) 
and amortizes it would disclose the amount amortized in 
the current year from past years plus or minus any portion 
of the current year's translation adjustment included in income.
A company might state the following:

Foreign currency translation adjustments of $100,000 
originating during the year and amortization of $10,000 
of previously deferred translation adjustments have 
both been charged to income and are included in Other Expenses.

Paragraph 6-d calls for disclosure of the aggregate amount 
of deferred translation adjustments included in the balance 
sheet and how this amount is classified. The disclosures 
called for here may be accomplished by a separate caption 
in the balance sheet or by disclosure in a note.
For example, a company might have a separate caption in 
its balance sheet as follows:

Deferred Foreign Currency Translation Gains $xxx,xxx 
Another company might state in a note:

Deferred charges of December 31, 1973 includes foreign 
currency translation adjustments amounting to $xxx,xxx.

Paragraph 6-e calls for disclosure of the amounts of changes 
in long-term receivables or long-term payables reflected in 
the statement of changes in financial position that are 
attributable to translation and the effect of translation 
on the net change in working capital. The translation 
process causes an increase or a decrease in the dollar amount 
of a particular asset or liability when the foreign currency
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amount is translated at a different rate than previously 
used for translation even though the foreign currency 
amount remains unchanged. For example, if a company incurs 
long-term foreign debt of FC2,000,000 when the exchange 
rate is FC5 = US $1, the company would have a liability 
of $400,000 in its consolidated financial statements. If 
the comx>any translates long-term payables at the current 
rate, a change in the exchange rate to FC 4= US $1, would 
increase the liability to $500,000 and the statement of 
changes in financial position would show a $100,000 increase 
in the long-term debt. Such changes, if regarded as material, 
might either be shown by appropriate captions in the statement 
or in a note thereto. For example, a note might indicate the 
following:

$100,000 of the $xxx,xxx increase in long-term debt and 
$75,000 of the $xxx,xxx increase in working capital were 
attributable to changes during the year in exchange rates 
used to translate accounts of the Company's foreign sub
sidiary.

In conjunction with satisfying disclosures called for by 
Paragraphs 6-b and 6-c, a company which uses the current- 
noncurrent method might make the following disclosure:

Changes during the year in exchange rates used to trans
late accounts of the Company's foreign subsidiary accounted 
for $50,000 Qf the $xxx,xxx decrease in working capital.
This translation adjustment has been charged to Other 
Expenses.

If a company using the monetary-nonmonetary method had a 
debit translation adjustment of $20,000 resulting from increases 
of $100,000 in long-term debt, $5,000 in long-term receivables 
and $75,000 in working capital, it might choose to disclose 
certain of the changes as follows:

In the year 1973, realignment of exchange rates resulted 
in changes in the U.S. dollar amount of certain foreign 
currency assets and liabilities. The major changes were 
increases in long-term debt of $100,000 and in working capital 
of $75,000. The total changes resulted in a translation 
adjustment of $20,000 which has been charged to income and 
is included in Other Expenses.

A company which includes working capital elements in the body 
of its statement of changes in financial position may, if it 
prefers, disclose the effect of translation on each element 
rather than on the net change in working capital.
Paragraph 6-f calls for disclosure of the amounts by which 
long-term receivables and payables translated at historical 
rates would increase or decrease if translated at the current 
rate. The disclosure might be made as follows:

The Conypany translates foreign currency long-term re
ceivables at the rates of exchange in effect when the 
sales were made and translates foreign currency long
term debt at the rates of exchange in effect when these 
obligations v/ere incurred. Translated at the rates of
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exchange in effect on December 31, 1974 and 1973 
respectively, long-term receivables" would increase 
by $5,432,000 for 1974 and by $4,321,000 for 1973 
and long-term debt would increase by $3,210,000 for 
1974 and by $2,100,000 for 1973.48
It is an established fact which is recognized by 

the business and professional communities that management has 
the primary responsibility of preparing the financial state
ments covering the result of operations and financial posi
tion of its company. Therefore, the responsibility of a- 
dopting generally accepted accounting policies and adequate 
system for safeguarding company's assets, as well as devising 
and implementing an internal control procedures which will 
assure the reasonableness of the financial statements rests 
with the management of the enterprise. On the other hand, the 
prime responsibility of the certified public auditor is to 
express a professional opinion on the results of operations 
and financial position of his client.

The Accountants International Study Group released a 
comparative study in 1969 about the independent auditor's re
porting standards in Canada, the United Kingdom(UK), and the 
United States (US):

The objectives of the study are to identify reporting 
standards generally accepted in the three nations; to 
highlight major areas of similarity and difference; to 
indicate areas requiring further study; and, if possible, 
even if only tentatively, to suggest a consolidation of 
international best practice.* 4^

48lbid., pp. 9-12.
4^See The Independent Auditor's Reporting Standards 

in Three Nations, Copyright 1969, by the Accountants Interna
tional Study Group (Letchworth and London: Garden City Press 
Ltd.,).
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Reference is made to this comparative study to inform 
the reader of the effort being made by the professional 
accounting societies in promoting the use of an inter
national best auditing practice.

I believe, as the role of international business 
operations increases in importance, we will see more co
operation among present and future members of such pro
fessional organizations in developing reporting methods 
which tend to accomplish uniformity.



CHAPTER VI

THE FINANCIAL CONSIDERATIONS IN FOREIGN INVESTMENTS

Evaluation of Foreign Investments Projects
The major strategic decisions for the management 

of a multinational corporation are in the areas of business 
investments, despite the usual problems of foreign exchange 
rates and national attitudes of host countries. These in
vestment decisions would involve the selection among various 
alternatives of available investment opportunities, and the 
proper consideration of the "form" that an investment pro
ject will take, in addition, to the approach in which the 
foreign investment will be undertaken. Some of the familiar 
questions which management might try to find answers to are: 
Should the corporation use its resources into a new plant, 
say in Denmark? Or would it be more profitable and stra
tegic to invest in Research and Development for new products? 
In what sort of projects and countries should the corporation 
invest?

The impact of the foreign investment decision being 
made now might be so vital to the future competitiveness of 
the corporation, and in most cases would have a long-term 
effect on the sales and profit performance of the whole en
terprise. Therefore, proper and thorough evaluation of for
eign investment opportunities should be undertaken as in
telligently as possible.

57 -
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In general, companies that become most involved 

in foreign investments are those that (1) search 
beyond their own national borders for raw materials 
required to serve their domestic and foreign customers, 
and (2) establish foreign manufacturing and/or mar
keting facilities to serve customers in the respective 
host countries, third countries, or occasionally to re-export to the home country.50

In the first stage of evaluation the decision maker 
would be able to enumerate various choices. Without going 
into a lot of analysis, he might find out that certain 
choices are prohibitive because of lack of skilled labor, 
government regulations, or environmental reasons. This will 
definitely lead to a quick elimination of several unattractive 
choices.

Evaluation of foreign investments projects is 
usually financial in nature, but the decision maker should 
never ignore other vital considerations i.e. marketing, pro
duction, and other operating and environmental elements:

There is general agreement that investment deci
sions should be compared on the basis of expected 
return on investment or in the frequent case where 
management wants to strengthen an existing business, 
on the basis of incremental return on additional in
vestment. There is also agreement that the present 
value method should be used in decision making and 
in comparing alternative investment opportunities. 1

Although, different methods for financial eval
uations are used by different corporations, in general 
the net present value (NPV) method is recommended over 
the other methods for evaluating the financial accept- 50 *

50David Zenoff, International Business Management 
(New York: The Macmillan Co., 1971). p. 185.

S^Nehrt, "International Finance for Multi-National 
Business", 2nd. Ed., pp. 520-521.
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ance of the proposed foreign investment alternative. This 

means that the forecasted stream of earnings is discounted 
to its present value (at whatever the required rate of re
turn might be), and then compared with the current calcu
lated cost of investment, or in other words, the difference 
betx-ieen the present value of available inflows and the pre
sent value of required outflows.

The other two financial evaluation methods are:
(1) The payback method, and (2) Average rate of return meth
od. The payback method is the procedure for determining 
the payback period which is the number of years over which 
the original investment will be recovered from earnings 
before depreciation but after taxes:

The danger of using the payback figure is that 
it gives no consideration to differences in the lives 
of various projects. There may be a tendency to con
clude that the shorter the payback period, the better 
the project; whereas the project with the longer pay
back may actually be better if it will produce satis
factory earnings for a longer period of time.j2

Although the average rate of return may be calculated in
many ways, it simply relates the average earnings(after
taxes and depreciation) of a project or an asset to the
average investment over its lifetime:

A serious x-;eakness of the method is that it fails 
to take into consideration the timing of the earnings; 
that is, it makes no distinction betxveen investments 
returning capital outlays at an early date and those 
which return them sometime in the future. Obviously, 
the sooner capital outlays can be recovered, the sooner 52

52Robert N. Anthony, D.C.S., Management Accounting 
4th Ed., (Homewood, 111., : Richard D. Irwin, Inc., 1970), 
pp. 648-649.
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they can be reinvested in something else."- 
Yet, it is better than the payback method because it takes 
into consideration earnings over the whole economic life of 
the investment. In order to include the important factor 
which is the time value of money, many corporations employ 
the more sophisticated present value method of financial- 
evaluation discussed earlier in the chapter.

The next stage of evaluation is to appraise the 
risi: factors involved(i.e. business, financial, and environ
mental risks). After that, the expected returns and risks 
are examined and compared for each available choice of the 
investment projects. These project characteristics should 
be analyzed in terms of the investor's desire to assume risk. 
In general, the financial manager makes several sets of fore
casts and assumptions. In adopting a certain analytical 
approach he should take into consideration the budgeting pro
cedures appropriate to his enterprise's goals and strategic 
philosophy. And on the other hand the enterprise resources 
and capabilities should never be neglected, but rather should 
be examined and considered in the process of developing spe
cific budgeting procedures for identifying the best attractive 
opportunities called to his attention:

Once good potential projects are identified, manage
ment must grapple with troublesome measurement problems. 
These include (1) sales prospects for years ahead, (2) 
cost of project implementation, and (3) rates of return. 
If the projects are relevant to more than one country

"’"Herbert E. Miller, and George C. Mead, CPA Review 
Manual,4th Ed., (Englewood Cliffs, N.J., : Prentice-Hall,
Inc., 1972), p. 444.
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the same measurements must be worked out for each to 
determine whether it will earn its cost of capital.

Prospective sales, project costs, and rates of 
return comprise the heart of thertheory of project 
evaluation or capital budgeting.5“̂

Forms of Foreign Investments
As was mentioned earlier, a foreign investment 

involves the form the investment will take, and the way 
in which the investment will be made. Due to the social 
and private dimensions of foreign investments, the project 
evaluation process should enable the management of a multi
national firm to be reasonably sure that capital is being 
invested in the best available investments opportunities.
The investor can choose among various alternatives (i.e. 
establishing a foreign branch, wholly-owned foreign direct 
investments, or joint-venture investments in their majority 
or minority ownership forms):

The relative advantage of direct foreign investment 
compared to export, foreign licensing, and turnkey 
operations lies essentially in the size of the potential 
payoff from an investment. Frequently, the dividend in
come and cash flow derived from a foreign investment 
are far greater than the royalties, fees, or other forms 
of income associated with licenses, exports, or contracts. 
The larger income can be expected to x-esult from a combi
nation of four factors: (1) ownership of the foreign 
activity, (2) the amount of resources committed to the 
venture, (3) closer control over the conduct of foreign 
manufacture and sales, and (4) lack of restrictions on 
the amount of income that can be realized.55

54Salera, "Multinational Business", p. 357.
^Zenoff, "International Business Management", p. 188.
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Manufacturing multinational corporations generally prefer 
the corporate form, which means that subsidiaries are or
ganized as separate legal entities because this form limits 
the enterprise's liability for the subsidiary's operations. 
Most investments have been in the subsidiary form; the ma
jority have been wholly owned by the parent, although some 
foreign investments are in the branch form (i.e. banks, and 
other service-type industries).
Table 8-6 Ownership Pattern of 21,724 Foreign Affiliates 

of United States Companies, 1963

Investment classification % of U.S. 
Ownership

% of all 
Affiliates

Portfolio 5-24 18
Minority 25-49 8
Majority 50-89 16
Wholly Owned 90-100 58

Total 100%
Source: U.S. Treasury Department.

Ownership in manufacturing industries is the major 
form of U.S. investment in most of the countries of the 
world, with a book value of $32.2 billion in 1970. 
Moreover, the importance of manufacturing is understated, 
perhaps by $8 billion or so, because foreign direct in
vestments listed in the petroleum industry and the mining 
and smelting industry also include some manufacturing 
facilities. Ownership in the petroleum industry totaled 
$21.8 billion worldwide in 1970 and was ahead of manu
facturing investment in the less developed countries as 
a whole. Canada has been the scene of investments in 
every major sector, although manufacturing is the most 
important.57

^Zenof f,
 ̂̂ Robbins 

Enterprise", pp. 4

"International Business
and Stobaugh, "Money in 
& 7.

Management”, p. 190. 
the International
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In deciding on the form of investment management 

should consider the tradeoff points between direct invest
ment and other forms of investments. The tax factor is in 
most cases one of the major elements to be considered. The 
pros and cons of tax benefits and drawbacks of each form of 
investment, no doubt, will have a substantial deciding fac
tor on what form of foreign investment to undertake.

Financing Foreign Investment Projects
In general, international business has more routes 

for financing its operations than does the purely domestic 
business. Multinational companies have been growing and 
expanding at an accelerated rate, and have been doing this 
without the help of governments or international development 
banks and organizations:

The treasurer of ITT, Hart Perry, described to the 
New York Security Analysts the international financing 
possibilities in the following words:
Multiple levels of financing are available to us. At 
the lowest level are the various types of export credit 
insurance and associated financing, which are available 
on a highly developed basis throughout Europe and in 
the United States. At the next level are the long- 
established banking relationships for both short-term 
and long-term financing, which are available to our 
subsidiaries throughout the world. The third level is 
the International Standard Electric Corporation, which 
holds our foreign manufacturing companies; and ITT Sud 
America, which holds our South American utilities. ISE 
provides a reservoir for financing, particularly in 
Europe, where it has regular access to the Swiss and 
other European money markets. Finally, we have another 
pool at the top corporate level, which is used, as nec
essary, to finance our United States operations and 
as a basic backstop for the whole system. As a matter 
of fact, approximately 75 per cent of our long-term debt
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is at the subsidiary level and much of this, of course, 
is for utility subsidiaries.58

Financing foreign operations could be a combination of sev
eral types of financing. Management should take into con
sideration the risk elements (i.e. environmental, political, 
and financial risks). Management should further consider 
that diversifying its sources of financing will achieve 
good benefits by spreading the risks involved in interna
tional financing. Therefore, the risk elements should be 
analyzed and evaluated in terms of their effects on company's 
profit performance and competitiveness. The impact of the 
risk of financing could be crucial to the existence of the 
enterprise. As a corporation increases the proportion of 
debt in its capital structure, fixed charges increase. In 
other words, if the firm expanded its debt portion to -facil
itate its international expansion, the probability that the 

firm will be unable to meet these fixed charges increases. 
Although, multinational corporations' financial strength is 
usually greater than domestic corporations, yet the risk 
consideration should never be overlooked in the evaluation 
process of the sources of financing.

Generally, the acceptance of investment proposals 
depends upon how those proposals will be financed. Therefore, 
management should measure the real cost of financing invest
ment opportunities. The cost of capital is not a simple 58

58Howe Martyr,, Multi-National Business Management 
(Lexington, Mass.,: D.c” Heath & Co., 1970) , pü 7 7. ~
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process. A lot of controversy surrounds this topic in 
finance. Most agree that it is the rate of return on the 
project that will leave unchanged the market price of the 
firm's stock. The management should be able to attempt 
to determine, as closely as possible, its real cost of 
capital.

Financial Strategy of International Operations
Strategy is usually defined as the choice of ob

jectives, as well as, the plans for achieving these objec
tives. In the process of goals-setting the unique problems 
associated with international business (i.e. environmental 
forces, foreign exchange rates' problems, government reg
ulations, and the political considerations) should never 

be overlooked. Strategy should be concerned with the long 
and short-term development of the enterprise. Multinational 
corporations such as General Motors, NCR, General Electric, 
and IBM, in determining their objectives, no doubt, give 
serious considerations to the international marketplace and 
to the various pressures described above. The consequences 
resulting from the allocation of resources and adoption of 
courses of action will reflect to a great extent the firm's 
personality to the international community.

The financial strategy which is a subdivision of 
the total corporate strategy should be much interrelated 
and co-ordinated within the framework of corporate long-range 
objectives and management philosophy.
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In the analysis process of identifying the available oppor
tunities and threats in the firm's environment, firm's 
financial strengths and weaknesses must be appraised so 
that the matching of opportunity and corporate financial 
capabilities could be achieved as successfully as possible.

The functions of international finance are usually 
broken down into: (1) Evaluation of foreign investment pro
posals, (2) The decision making regarding the financing of 
international operations and new foreign investments, and 
(3) the co-ordination activities among the various interna
tional entities and the parent company:

Financial, legal and administrative (or control) 
structure should not be confused. Particularly in the 
international field, there may be wide divergences among 
the three. The generation of profit and the flow of 
funds may not coincide with the legal or control rela
tionships, and legal entities may have virtually no re
levance to the channel of authority. These strategy 
sets-financial, legal, and control-though related, are 
distinct.

Essentially, there are nine questions facing mana
gement, the answers to which determine the firm's finan
cial strategy.
1. Where are profits to be taken (location of profit 
centers)?
2. By what routes are profits to move to the profit 
centers?
3. Where are investment decisions to be made (location 
of investment centers)?
4. What type of financing is to be used?
5. What is to be the substance of investment?
6 . What is to be the source of financing?
7. What legal instrumentality should be used?
8. How are assets to be made secure?
9. How is the value of assets to be maintained?

Although similar questions might be asked about a 
purely uninational operation, the nature of the relevant 
variables, their weighting, and the range of possible 
strategies differ when one is dealing with an interna
tional business.59

59Richard D. Robinson, International Management 
(New York: Holt, Rinehart ana Winston, Inc., 1967), pp. 101-102



67
In designing the optimal financial strategy top 

financial management should: (1) Make their strategy clear 
and understandable, (2) Fully utilize available routes of 
financing, (3) Work within the framework of company's capa
bilities, (4) Give adequate evaluation of investment propos
als, and establish guidelines to be followed in the evalua

tion process, (5) Determine the maximum rate of financial 
risk top management is willing to undertake, (6) Give proper 
considerations to other related activities (Production, mar
keting, etc. . .), (7) Fully consider the environmental pres
sures in making financial decisions, (8) Obtain the best 

mix of financing, and (9) Efficiently allocate the needed 
funds to the various international activities. These are 
some of the characteristics which management could incorporate 
in the design of its financial strategy taking into considera
tion that each of these strategical functions should be ana
lyzed in relation to the objectives of the firm. This, will 
consequently, lead to the maximization of shareholders' wealth. 
On the other hand, management should not ignore the issue of 
social responsibility (Paying fair wages to its employees, 
supporting education, getting involved in maintaining clean 
environment, etc. . .). Many people argue that multinational 
corporations because of their huge resources and international 
marketplace have no choice but to act in a socially responsi
ble manner; they further argue that shareholders' wealth, 
and perhaps, the corporation very existence depend to a large 
extent upon its being socially responsible.
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In general, financial analysis, planning, and con
trol should be the effective tools used by financial mana
gement in achieving company's financial and business objec
tives, and consequently, maximizing shareholders' wealth.





CHAPTER VII

CONCLUSIONS AND RECOMMENDATIONS

A Periscope into the Future Mechanism of Foreign Exchange 
Rates and the Multinational Corporation__________________

In the last two decades the international community 
has been witnessing a tremendous increase in international 
trade activities. This has been accompanied with an increased 
level of responsibilities and opportunities of individual 
business firms, and in many cases, governments as well. The 
most recent and major development is the increased amounts of 
foreign currency reserves held by the oil producing countries 
of the Middle East. This, will no doubt, have a tremendous 
impact on the monetary structure of the world.

In the following paragraphs I'll attempt to analyze 
the international monetary problems which are heightened by 
the accumulation of foreign currency reserves from oil revenues. 
And will discuss the impact it will have on the future foreign 
exchange rates mechanism, in addition to discussing the neces
sary monetary reform needed to accompany this new monetary 

development.
Uncertain!ties about the direction of the invest

ments decisions of these huge reserves of the oil producing 
countries will be enough to throw a monkey wrench in the best 
of predictions. Therefore, our following analysis will be

70
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assumptions based on the recent developments in the inter
national monetary system; coupled with the alternative courses 
of action available to the international monetary system.

As the oil producing countries drain more of the 
currencies of the industrialized world through higher prices 
and the increased level of production of oil outputs needed 
to accomodate industrial growth, the disequalibrium of bal
ance of payments will take place in some of the industria
lized countries, and will be in no way a surprise to mone
tary observers. Ho single remedy can be prescribed to this 
disequalibrium. Some of the means to improve this situation 
would include: (1) Sharing by the Arab Countries of the fi
nancial aid to developing countries; and by industrializing 
their economies, which should create an increased level of 
international trade activities, (2) Establishing plans and 
programs to improve productivity and efficiency of multi
national enterprises, (3) More co-operation among member coun
tries of the IMF, (4) A relaxation of trade restrictions 
among trading countries of the world, and (5) Decisions re
garding currency devaluations might be needed for some of the 
overvalued currencies, so that trading activities could be 
transacted on an increased level. A devaluation action of 
this nature should not be resorted to unless it is desper
ately needed as a means of helping solve the international 
monetary problems. To sum this up vie have to remember that 
total co-operation among the countries of the world is needed. 
A statement of this nature might sound to some as being too
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idealistic, yet I strongly believe, that world-wide co
operation is going to be the persisting and determining 
factor in eliminating some of the drawbacks of the present 
monetary system.

A fixed exchange rate system has been the mecha
nism under which international financial activities have 
been conducted in the last few decades. Without going into 
details in discussing fixed exchange rates versus fluctuating 
rates I would like to point out that in the last few years 
some leading economists have been promoting a system of 
floating rates determined by the changing balance of supply 
and demand, just like the mechanism under which commodity 
goods such as wheat and cotton function.0  ̂ In other words, 
should the demand for certain currency (say the Dollar) be 
relatively strong then the adjustment would be made by 
letting the dollar bid up in price until equilibrium is 
achieved. Fluctuations of the exchange rates will keep a 
currency from being at the extreme points of the scale, that 
is, "overvalued" or "undervalued". Further to that, equi
librium would be continuously achieved by the relative de
crease of export prices relative to imports through varia
tions in the exchange rates and without the need for big 
reserves. In summary, the need for international capital 
flows would be less, and international liquidity reserves 
won't be a problem since the need for capital flows to make

60See pp. 23-24, 
this subject.

for more detailed discussion of
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adjustments for differences in balance of payments positions 
would be lessened. For example, when the dollar is weak, all 
speculators will bid it down and make it weaker; thus, forcing 
the country into depreciation and internal inflation. Therefore, 
the best approach in my judgement would be a compromise posi
tion between the fixed exchange rate system and the freely flex
ible exchange rate system, that is: (1) Allowing exchange rates 
flucuations within an acceptable range, (2) Introducing a system 
where the exchange rate parity of a currency would be allowed 
to move within a reasonable amount (say 3 to 4%), and (3) Elimi
nating foreign exchange controls imposed by governments of some 
countries, so that the principle of supply and demand would be 
totally operative. Should a system be developed to incorporate 
these three proposals then a major advantageous break-through 
will no doubt prevail because potential speculative gains would 
be kept moderately in line with the opportunity cost of funds 
used in the speculative transaction. On the other hand, the 
required amounts of capital flows would be reduced and the equi
librium be restored.

What Could Be Done To Minimize The Risks Of Foreign Exchange 
Rates_________________________________________________________

As discussed earlier in this research paper, the major 
risks in international finance are commercial, political, and 
foreign exchange rates' risks. Due to the adverse effect which 
the foreign exchange rates' risks might have on the financial 
performance of the multinational corporations I summarize
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hereunder the analysis presented earlier in regard to 
protection against foreign exchange rates' risks:

(1) Insure against commercial and political risks,
(2) Engage in currency swaps, this will provide an effective 
and adequate process of hedging, so that the erosion of 
invested funds would be reduced or rather prevented, (3) Deal 
in forward contracts, that is by buying or selling a foreign 
currency on forward terms in relation to the U.3, dollar, and 
(4) Maintain a monetary balance, that is by borrowing foreign 
currency (By foreign subsidiaries) and by using these borrowed 
funds for business purposes. Should a depreciation of the 
foreign currency take place in relation to the dollar, the 
losses resulting from possession of monetary assets will be 
balanced against possession of monetary claims (liabilities).01 
These are some of the important means of minimizing the impact 
of foreign exchange risks. These means should be used as an 
adequate measure of protection against uncertainities of foreign 
rates.

Concluding Comments
When dealing in multinational corporations' opera

tions one has to recognize the objectives, aspirations, laws, 
and regulations of many governments which might vary over a 
wide range of dissimiliarities. Therefore, the top management 
of a multinational corporation operating in different countries 
have to take into consideration the various risks involved in 
foreign investments, in making their international business

ulpor further and detailed analysis of this subject, 
see pp. 21-22, and 29-31, of this research paper.
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decisions. With the increased level of international busi
ness activities the arena of business finance has been widened 
to encompass the total global market. Therefore, the finan
cial manager of the multinational corporation must take into 
consideration the form and extent of protection against foreign 
exchange rates, and on the other hand, be adequately concerned 
and informed about the long-run political and commercial risks, 
together with a feel of any anticipated developments in the 
international monetary system.

I believe the international monetary system will be 
witnessing major developments in the next two decades. The cru
cial period would be the one during which the decision would be 
made by the oil producing nations regarding the investments 
pattern of their foreign currency surplus. Should the oil pro
ducing countries of the Middle East decide to use this tremen
dous pool of foreign currencies in projects to industrialize 
their economies, and help develop the economies of poorer coun
tries, then the world will be heading toward a more stable econ
omic conditions, but on the other hand, should these huge 

amounts be kept idle in gold excess reserves, then the inter
national monetary circles of the world should anticipate un
stable economic conditions. Moreover, should these funds be 
shifted from one country or area to another within short periods, 
the effects, will no doubt, be an increased level of uncer
tainties for the international monetary system, and in severe 
cases might create serious monetary crisis. I tend to hold an 
optimistic prediction that the former route will be taken by
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the oil producing countries of the Middle East, and the future 
should hold a brighter picture for stable international eco
nomic conditions. I further believe that one fact will pre
vail and that is the future trend toward world-wide ownership 
of multinational companies will increase, and this joint own
ership will ultimately create more co-ordination and mutuality 
of interest for better international relations.
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