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PART 2 Chapter

Chapter 7 explores
further the relationshi between curency value and interest rates. Chapter 8 discusses prominent theories about the
links botween inflton, exchange rates and interest atos.

Relationship suggested
by purchasing
power parity

Relationship enforced by covered interes

Relationship suggested by the l

Relationship suggested by the international Fisher effect

Part opening diagram A diagram at the beginning of
each part illustrates how the key concepts relate to one
another.

CHAPTER 1 MULTRATIONAL FNANCIAL MANAGEMENT: AN OVERVEW. s

EXHIBIT 1.1 Financil management sbuctures of MCs
Car d B

Exhibits These give a visual representation of key
concepts or data.

CHAPTER 6
EXCHANGE RATE
HSTORY AND THE
ROLE OF
GOVERNVENTS

LEARNING OBJECTIVES
The specifc objectives of this chapter are to;
‘@ describe e exchange rate systams Used by various govemments;

Objectives These define what you can expect to
achieve as you read the chapter and what will be
assessed by the exercises and other assessments as the
chapter proceeds.

CHAPTERO  FORECASTNG BXCHANGE PATES £

of the forecasts. Some forecasting services focus on technical forecasting, while others focus on fundamental
forccasting.

USING THE WEB
Exchange rate forecasts

A portal for foreign exchange predictions by a range of world banks can be found at:
the home site  being

hitp:/wwiw fxstreet.com.

Forecasts are even provided for currencies that are not widely traded. Forecasting service firms provide
forecasts on any currency for time horizons of interest to their clients, ranging from one day to ten years
from now. In addition, some fiems offer advice on international cash management, assessment of exposure
10 exchange rate risk, and hedging. Many of the firms provide their clients with forecasts and recommenda-
tions monthly, or even weekly, for an annual fee.

Performance of forecasting services

Given the recent volatliy in foreign exchange markets,it is quite difficult to forecast curency values. One
way for a corporation to determine whether a forccasting service is valuable is to compare the accuracy of
its forecasts to that of publicly available and free forecasts. The forward rate serves as a benchmark for
comparison here, since it is quoted in many newspapers and magazines,

Some studies have compared several forecasting services” forecasts for different currencies to the
forward rate, and found that the forecasts provided by services are no beter than using the forward
rate. Such resuls are frustrating for the corporations that have paid substantial amounts for expert

opinions.

believe the fee i jusified even when the fore-

h in the package. Alter-

natively, one may argue that the value of the services is not in necessarily being able to predict exchange
rates on'a day-to-day ng able to anticipate high cha

in the exchange rate as with Black Wednesday 1992 in the UK, or the unpegging of the Argentine peso with
the dollar in 2002 (sce Chapter 6). It i also possible that a corporate treasurer, n recognition of the poren-
tial for error in forecasting exchange rates, may prefer 1o pay a forecasting service firm for its forecasts.
“Then the treasurer is not dircetly responsible for corporate problems that result from inaccurate currency
forecasts. Not all MNCs hire forecasting service firms to do their forccasting, some may have in-house
economists, others may hedge as a matter of policy.

EVALUATION OF FORECAST PERFORMANCE

An MNC that forecasts exchange rates must monitor s performance over time to determine whether the
forecasting procedure is satisfactory. For this purpose, a measurement of the forecast error is required.
be discussed here and is

defined as follows:

[Forecasted value — Realized valuc|

Absolute forecast error as a percentage of the realized value = e

“The error is computed using an absolute value because this avoids a possible offsetting effect when deter-
‘mining the mean forecast error. If the forecast error is 005 in the first period and —0.05 in the second

Using the web Identifies websites that provide useful
information related to key concepts.
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Summary Found at the end of each chapter, the
summary offers a useful method of reviewing
knowledge for exams by reminding students of what
they have learned so far.

Critical debate A controversial topic is introduced, two
opposing views are provided and students must decide
which view they support and why.
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Self tests A self test at the end of each chapter
challenges the students on the key concepts. The
answers are provided in Appendix A.

Questions and applications A variety of questions and
other applications is designed to give students a thorough
familiarity with the chapter material and to open up areas
of further discovery.

E



Consideration of foreign direct investment

For th ket year, Blades pic has been exporing fo
Thaland i ore 0 supplement s dciring UK sals
Under e @dsting arangermen, Bladss sels 180 000

G TEAM ASSET AN LABLITY MENAGBENT

Athough Hot has dso consdered FOI i the
Statos, he would prafe that Bades st in
Thatand as opposed 1o the Uned Sates. Foracasts

THE NTERNATONAL FIANGAL BNV

Developing a multinational sporting goods industry

o
1 it with n o o 0. sl spoy
goods

g
L]
3
H
H

oolege cys soid
heic home countries. Most of them sad thoy rardy
oficad baskotbells beng sokd in sportng goods stores
but 1t they expected the dermand for basketbals o

ot 10 v o o b o s i hr v cartes, O
L o e St e 3.1 7 s K

o a o e et a7 Unes Koo s S o s e s ey 1 5t s o o v 1
years. Furthemore, to v intemationally and to me hgh prices it charges, Holt expects that FDI in the. dobal emironment. For this chapter, the - basketbaks and exporting them to sparing Qoods dk

Unlod States wil yied Simiar resuls. Furtbermare,
dormostic and forign ol blade menufacturers

o obtiely wl estabished 1 o Uned Sites, 5o
e growh potetal ther s . Hot belves the

Blacks can 5ol s procke’s at @ v prce but

a gobal
ovicion s on e Someprant o . pring

‘nbors i fragn counties. Those isbutors woud

Jm plarned

undergraduate degroe in faance and decided to

other sports proccs that he mght sal to_fore
o0t gods s, Hocd o cal e (il
o

e black production a1 iy in the  gensrat ighar proft marginsin Thaland than tcan S e g 1 b bty s d b e, s o prcic o s
Unied Kingdom, where Blades ncurs the maorty of —the Unfod Kigdom. This & because the Thal cus- notlced that many customers wanled 1o purchasa @ bals 1 1l gago and 1o paorm 1o work hirsal.
s cost of goods sokd. Atnough prices for aputs  tomer has commited fsef fo purchase a foed picod baskotbal. Howoser, 1o sportng goods  Thus, N i busness expenss wers 1o st of the

recentcosts can - stor0 where ho worked, Ike many others, soid orly  materal used 1o produoe basketoals and expenses

v run appeoxmately £70 per par. Blades aso
imperts componantsrom Thaland because of th e
oy low prica of ober and plastc components

5o of i high qualty. Theso mpors are
denaminated n Tha bar,

hase Spoedos at & substantaldscount Fom the UK

Joss, sinco he cost of goods sokd
ncuredin Thedare s subetanialy below tat ncured
i tho Ut Staes, Blacs has marsged o generato

compo-
ents 1 Tralend. Curtnty, ingus suficent 1o mar-
factur a i ofrofer blaces costspproximately 2000
i et perpai o ol blaces

Although Thaiand had been amang the word's
fastost growing aconcmis, racent ovrts in Thalnd

2 a fnancial ansyst for Biades pc you generaly
gr00 wih Ben Hot's assossmant of the siuaton.
However, you aro conceme hat Tha consumers
o, ot b alciod ot b vk o
nomic concitons. Yoo belkve that they may recuce

areacy provided many ofher products 1o sporing

associated wih fndng GStToutos n foreign counties
who would attamgt to sl he beskeloals to sportg
goodsstores.

115 Sports Exports Company a mulinatonal
corparation?

2 Winy e the agency costs ower for Sports
Exports Company hen for most MNCs”

3 Doss Sporis Bxpots Company have any
comparative advantage over potential compe-

fors in forogn countries that could produce and

56l basketoals here?

cfcaly, tho Tl bat. Thersiore,
ol nextyar, 4 Howwouid
cited substantaly i rocant monihs. Furthamore, i Thaland may subside, o make & decison regardng ez vith these. Should e ity
recent el of fation ) Thaland have baen very DI n Thaiand. Homavs, il econamic condtons in sloes i ot bl focus on one:
Hence, ftre oconomic condtions n Thalend  Thatand improve over tha ot year, FDI i frm 1 UK mes 5 Tha Sports Exports Company has no immadate

o
are ignly uncertan,

en Hot, Bladks’ francl diector, is sarousy
consicerng FDI i Thaland. Ho beleves hat this 5 2

e exgenivs b0 e tage e i s
mors expensie and becauss the balt may apprec
st You are alo awao that sovera of Blaes’ UK

Rather than pusuo a diferont busnoss, Jim,
decicd to implment i 6ea on a gl bass, Wi
basketball has ot been 3 tradtonsl sport n many

e e busncs oo s
et o vt sl 3 Ay St SO S, S s Tk e C R e i S
epertitinsiicarnieivar g o et yors. aeire, o g o Yt mePcde Mo e Spts Exort G

o B T S A
P ity nerd s it ot s o st 8 sl s by s s of osure 0 baskatbal garmos fisionnd "

125 the rowth potetal m Ase wil bo
Jitliotongodid el

it wouid 1 s agyoement wih Enteramont
Products for the subsecuent year The That real

e e, sty o s rn s o

Case studies Allow students to apply chapter concepts
to a specific situation of an MNC.

Small business dilemma Students use the knowledge
they have learned so far to make decisions about a small
MNC.
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Integrative problem Found at the end of each part, this
feature integrates the key concepts across chapters in
that part. literature and get essay practice.

Essays/discussion and academic articles At the end of
each Part, a list of articles allows students access to the



