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International financial management may be defined as management of financial operations of different
international activities of an organization.
OR
International financial management is the process of making financial decisions pertaining to the foreign
business in such a way as to maximize the value of the firm and its stock owners.
Multinational company is also referred as multi domestic company formulates different
strategies for different market, doing their business across the national boundaries,
The offices/branches/subsidiaries of a MNC work like a domestic company in each country
where they operate with distinct policies and strategies suitable to that country concerned.
OR
Multinational corporations (MNCs) are defined as firms that engage in some form of
international business. Initially, firms start to export products to a particular country or import
supplies from a foreign manufacturer. Over time, however, they realize foreign opportunities and
eventually establish subsidiaries/branches in foreign countries.
Explanation
Multinational corporations operate in different host countries around the world and, they have to
deal with a wide variety of political, economic, geographical, technological and marketing
situations. Moreover, each host country has its own society and culture which is different in
many important ways from almost every other society or culture, although there are some
commonalities. Though society and culture do not appear to be a part of marketing situations, yet
they are actually key elements in showing how marketing activities will be conducted, what
goods will be produced, and through what means they will be sold to establishing industrial and
management patterns and determining the success or failure of a local subsidiary or affiliate.
These factors are very complicated for financial management in internationally, and they
increase the risks for the multinational firms. However, for high returns and better diversification
international firms has to accept these risks and learn how to manage them.
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1. Culture, History and Background:
Cultural
Culture are the learned norms based on the values, attitudes, and beliefs of a group of
people.
Because people belong to different groups based on nationality, ethnicity, religion,
gender, work organization, profession, age, political party membership, and income level,
and each group comprises a culture.
For example, McDonald's will vary its menu to adapt to differences in the local palate: in
Italy McDonald's serves pasta and in Japan rice and beans.
International companies and individuals must evaluate their business and personal
practices to ensure that their behavior may fit with national norms.
Language
The ability to communicate is critical in all business transactions. U.S. citizens are often
at a disadvantage because they are generally fluent only in English, whereas European
and Japanese businesspeople are usually fluent in several languages, including English.
2. Corporate Governance: Corporate governance can be defined as the set of laws, rules,
and procedures that influence a company’s operations and the decisions its managers
make.
In a foreign country, companies need to understand their foreign countries rules and
regulations the terms under which companies compete, but there should be a direct
negotiation between host governments and multinational corporations.
3. Foreign exchange risk: foreign exchange risk means the possibility that unpredicted
changes in future exchange rates will have adverse consequences for the firm.
For example, a U.S. company that imports laptop computers from Japan knows that in 30
days it must pay yen to a Japanese supplier when a shipment arrives. The company will
pay the Japanese supplier ¥200,000 for each laptop computer, and the current dollar/yen
spot exchange rate is $1 = ¥120. After the few days the rate of dollar increased against
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yen currency from $1 = ¥130. Now US company need to pay the amount to their current
currency rate.
4. Political risk: A nation might place constraints on the transfer of corporate resources or
even expropriate assets within its boundaries. This is political risk, and it varies from
country to country. The government is the care taker of all of us. So it also takes care of
business too. Govt. policies changes as per its ideology.
Another aspect of political risk is terrorism against U.S. firms or executives. For
example, U.S. and Japanese executives are at risk of being kidnapped in Mexico and
several South American countries.
5. Modification of Financial theories: Different countries have different legal structures,
financial methods and customs, and a multinational corporation must learn how to adapt to
these differences. For instance, a company in the United States might use the Securities
Exchange Commission generally accepted accounting principles, GAAP, but may have to change
to the international financial reporting standards when it has subsidiaries in other countries.
6. Modification of financial instrument:
Q: Identify and briefly discuss six major factors that complicate financial management in
multinational firms.
1. Market seekers: Ordinarily, higher sales mean higher profits and that in itself is a
motive for companies to go international. By reaching international markets, companies
increase their sales faster than when they focus on a single market, that being the
domestic one.
Thus, such U.S. firms as Coca-Cola and McDonald’s are aggressively expanding into
overseas markets, and foreign firms such as Sony and Toshiba now dominate the U.S.
consumer electronics market.
2. Raw material seekers: Manufacturers and distributors seek out products, services, and
components produced in foreign countries. They also look for foreign capital,
technologies, and information they can use at home. Sometimes they do this to reduce
their costs. For example, Nike relies on cheap manufacturing operations in Southeast
Asian countries to make its products.
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Ex. Many U.S. oil companies, such as ExxonMobil, have major subsidiaries around the
world to ensure access to the basic resources needed to sustain the companies’ primary
business lines.
3. Production efficiency seekers: Companies in high-cost countries are shifting production
to low-cost regions. For example, GE has production and assembly plants in Mexico,
South Korea, and Singapore; Japanese manufacturers are shifting some of their
production to lower-cost countries in the Pacific Rim.
4. Knowledge seekers/Technology: No single nation holds a commanding advantage in all
technologies, so companies searching the globe for leading scientific and design ideas.
For example, Xerox has introduced more than 80 different office copiers in the United
States that were engineered and built by its Japanese joint venture, Fuji Xerox.
5. Political safety seekers: For example, when Germany’s BASF launched biotechnology
research at home, it confronted legal and political challenges from the environmentally
conscious Green movement. In response, BASF shifted its cancer and immune system
research to two laboratories in the Boston suburbs. This location is attractive not only
because of its large number of engineers and scientists but also because the Boston area
has resolved many controversies involving safety, animal rights, and the environment.
6. To diversify: Sales increase in one country that is expanding economically and decrease
in another country that is in recession. Consequently, companies may be able to avoid the
full impact of price fluctuations or shortages in any one country, by obtaining supplies of
the same product or component from different countries.
In general, geographic diversification helps because the economic ups and downs of
different countries are not perfectly correlated.
 The goal or objective of MNC is to maximize shareholder wealth
 Financial manager throughout the MNC have a single goal to maximize the value of the
entire MNC.
 Managers are supposed to make the decisions that can maximize the stock price and
therefore serve the stockholders.
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Whenever MNC want to take decision they see two things:
1. Objective: What is MNC goal, and what they wanted to achieve
2. Information: For achievement of their objective, they gather information from their
managers but some time it leads to a wrong information that can cause the agency
problem.
The possibility of conflict of interest between the owners and management of a firm is called
agency problem.
“Conflict of goals between a firm’s managers and shareholders is often referred to as the agency
problem.”
When company’s shareholder and managers are different then a conflict can exist we called them
the Agency problem
For example: Suppose you hire someone to sell your car and you agree to pay her a flat fee when
she sells the car. The agent’s incentive in this case is to make the sale, not necessarily to get you
the best price.
A decision to establish a subsidiary in one location versus another may be based on the location’s
appeal to a particular manager rather than on its potential benefits to shareholders. A decision to
expand a subsidiary may be motivated by a manager’s desire to receive more compensation
rather than to enhance the value of the MNC.
To solve agency problem which include time resources energy.
All efforts and cost to make the management in favor of shareholder
The costs of ensuring that managers maximize shareholder wealth (referred to as agency costs)
1. Subsidiaries are scattered: MNCs with subsidiaries scattered around the world may
experience larger agency problems because monitoring managers of distant subsidiaries
in foreign countries is more difficult.
2. Cultural differences: foreign subsidiary managers raised in different cultures may not
follow uniform goals.
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3. Sheer size of MNC: The sheer size of the larger MNCs can also create large agency
problems because larger the management lesser the control.
4. Foreign management may downplay the objection: Some foreign managers tend to
downplay the short-term effects of decisions, which may result in decisions for foreign
subsidiaries of the foreign based MNCs that are inconsistent with maximizing
shareholder wealth.
Subsidiary manager may be tempted to make decisions that maximize the values of their
respective subsidiaries.
There can be two ways to eliminate the agency problem:
 Parent Control of Agency Problems
 Corporate Control of Agency Problems
The parent corporation/head office of an MNC may be able to prevent agency problems with
proper governance:
1. Clearly communicate the goal of MNC: It should clearly communicate the goals for
each subsidiary to ensure that all subsidiaries focus on maximizing the value of the MNC
rather than their respective subsidiary values.
2. Monitoring by parent: The parent can oversee the subsidiary decisions to check whether
the subsidiary managers are satisfying the MNC’s goals.
3. Implement Compensation plans: The parent can also implement compensation plans
that reward the subsidiary managers who achieve the MNC’s goals.
1. Hostile Take-Over: If the MNC’s managers make poor decisions that reduce its value,
another firm may be able to acquire it at a low price and will likely remove the weak
managers.
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2. Investor Monitoring: Institutional investors such as mutual funds or pension funds that
have large holdings of an MNC’s stock have some influence over management because
they can complain to the board of directors if managers are making poor decisions. They
may attempt to enact changes in a poorly performing MNC, such as the removal of high-
level managers or even board members.
3. Stock Option: A common incentive is to provide managers with the MNC’s stock (or
options to buy the stock at a fixed price) as part of their compensation, so that they
benefit directly from a higher stock price when they make decisions that enhance the
MNC’s value.
1. Centralized Management system
2. Decentralized Management system
Centralized Management system:
In centralized management system,
strategic planning, goal setting,
budgeting, and talent deployment are
typically conducted by a single senior
leader
1. Lesser Agency Costs: It can reduce
agency costs because it allows managers
of the parent to control foreign
subsidiaries and therefore reduces the
power of subsidiary managers.
2. Poor decision making: The parent’s
managers may make poor decisions for the subsidiary if they are not as informed as
subsidiary managers about financial characteristics of the subsidiary.
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Decentralized Management system:
In decentralized management system,
formal decision-making power is
distributed across multiple individuals.
1. Higher Agency cost: Because
subsidiary managers may make
decisions that do not focus on
maximizing the value of the entire
MNC.
2. Good decision making: this style
gives more control to those managers who are closer to the subsidiary’s operations and
environment. To the extent that subsidiary managers recognize the goal of maximizing
the value of the overall MNC and are compensated in accordance with that goal.
The objective of MNCs is to increase or maximize the profit. But there are some restrictions or
barriers for achieving this objective. These barriers increase the cost of MNCs production, in
result MNCs face lower profit.
1. Environmental Constraints: Environmental conditions are different in various
countries. Where the parent company is working the environment is different from where
the subsidiary is working.
Environmental laws in America are strict than the environmental laws of Pakistan.
To avoid environmental pollution and industrial waste, you have to install filtration
plants.
This would require cost and eventually it would reduce the MNC profit.
2. Regulatory Constraints: Rules and regulation are different in countries.
For example: Protection of labor union in country is a very hazardous for MNCs because
you will not suspend or kick out your labor. Otherwise labor will go on strike for their
rights
3. Ethical Constraint: Ethics are also different in different countries.
A norm is ethical in one country and unethical in another country.
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Why do domestic firm go internationally and why they are converting from domestic into MNC.
Following are the theories which answer the above questions.
1. Theory of Comparative Advantage
2. Imperfect Market Theory
3. Product life cycle theory
1. Theory of Comparative Advantage:
Comparative Advantage means when a country specializes in some products, it may not produce
other products, so trade between countries is essential.
For example: Some countries, such as Japan and the United States, have a technology advantage
while other countries such as Jamaica and Mexico are large producers of agricultural and
handmade goods.
Specialization by countries can increase production efficiency and production efficiency can be
achieved through cheap labor and technology.
Since these advantages cannot be easily transported, countries tend to move for using their
advantages to specialize in the production of goods that can be produced with relative efficiency.
, such as Japan and the United States, have a technology advantage, while other countries, such as
Jamaica, Mexico, and South Korea, have an advantage in the cost of basic labor
2. Imperfect Market Theory:
In perfect market, markets were perfect, so that the factors of production (land, labor, & capital)
were easily transferable from one place to another, then labor and other resources would flow
wherever they were in demand. The unrestricted movement of factors would create equality in
costs and returns and remove the comparative cost advantage.
Anyone can enter and exit in this market.
Imperfect market means where factors of production are somewhat immovable. There are costs
and often restrictions related to the transfer of labor and other resources used for production.
There may also be restrictions on transferring funds and other resources among countries.
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Imperfect markets provide an incentive for firms to go foreign and to seek out foreign
opportunities.
3. Product Cycle Theory
This theory suggests when a domestic firm matures in domestic market it may search of
additional opportunities outside its home country.
In other words, we may say that when domestic firm garb up or capture the whole domestic
market then the firm move international market for additional benefits.
After this you will establish a subsidiary in foreign market but you will not be alone in that
market. There would also be a domestic firm that you have to compete with them.
Now, there is two possibilities either these competitors will eliminate or kick out you from that
market or you have to differentiate your business. So that you may survive or capture that
foreign market.
How Firms Engage in International Business?
Firms use several methods to conduct international business. The most common methods are
these:
1. International trade
2. Licensing
3. Franchising
4. Joint ventures
5. Acquisitions of existing operations
6. Establishing new foreign subsidiaries
International trade
International trade is a one way that a firm can use to penetrate markets (by exporting) or to
obtain supplies at a low cost (by importing).
This approach entails minimal risk because if the firm experiences a decline in its exporting or
importing, it can normally reduce or discontinue this part of its business at a low cost.
Licensing
Licensing is another way to expand one ‘s operations internationally.
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In case of international licensing, there is an agreement whereby a firm, called licensor, grants a
foreign firm the right to use intangible (intellectual) property for a specific period of time,
usually in return for a royalty/fee.
licensing is a low-risk and relatively fast foreign market entry tactic.
Licensing allows firms to use their technology in foreign markets without a major investment in
foreign countries and without the transportation costs that result from exporting
a. Intellectual property
i. Patent right: It is a right which is given to another to produce product
ii. Trademark: Registered name with logo
iii. Copyright: Right given to person (writing, new music, books, software)
Franchising
Franchising is closely related to licensing and is a special form of it.
Franchising is an option in which a parent company grants another company/firm the right to do
business in a prescribed manner.
A franchisee is a holder of a franchise; a person who is granted a franchise.
And a franchiser is a person who grants franchises.
Franchising differs from licensing in the sense that it usually requires the franchisee to follow
much stricter guidelines in running the business than does licensing.
For example: McDonald’s, Pizza Hut, Subway Sandwiches, Blockbuster Video, and Dairy
Queen have franchises that are owned and managed by local residents in many foreign countries.
Joint Ventures
Joint Ventures is a form of partnership in which two companies agree to work together, creating
a third independently managed company.
E.g. Sony and Ericsson producing Mobile phone with the brand name Sony Ericsson.
Many firms penetrate foreign markets by engaging in a joint venture with firms that reside in
those markets.
Most joint ventures allow two firms to apply their respective comparative advantages in a given
project.
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For example, General Mills, Inc., joined in a venture with Nestlé SA, so that the cereals
produced by General Mills could be sold through the overseas sales distribution network
established by Nestlé.
Acquisitions of Existing Operations:
 Firms frequently acquire other firms in foreign countries as a means of penetrating
foreign markets.
 Acquisitions allow firms to have full control over their foreign businesses and to quickly
obtain a large portion of foreign market share.
 For example: American Express recently acquired offices in London, while Procter &
Gamble purchased a bleach company in Panama.
Establishing New Foreign Subsidiaries:
Parent company create a wholly owned subsidiary/branch in different countries.
An acquisition of an existing corporation is subject to the risk of large losses because if the
foreign operations perform poorly, it may be difficult to sell the operations at a reasonable price.
Establishing new subsidiaries may be more preferable than foreign acquisitions because the
operations can be done exactly to the firm’s needs and resident’s needs.
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