COURSE TITLE-INTERNATIONAL FINANCE
WEEK ONE-INTRODUCTION TO INTERNATIONAL FINANCE
LECTURER-EVELYN TIPAPE

CONTENT
1.0. Introduction
2.0. Objectives
3.0. Main content
3.1. Definition of International finance
3.2. Features of International Finance
3.3. Scope of International Finance
3.4. Importance of international finance
3.5 Principles of international finance
3.6 Advantages of international finance
3.7 Reasons for growth of international finance
3.8 Why study international finance?
3.9 Classification of international business operations
3.10 International finance versus domestic finance
4.0 Summary
5.0 Conclusion
6.0 Self- assessment exercise
7.0 References




1.0 INTRODUCTION

1.1 An Overview of International Finance 
International finance is the set of relations for the creation and using of funds (assets), needed for foreign economic activity of international companies and countries. Assets in the financial aspect are considered not just as money, but money as the capital, i.e. the value that brings added value (profit). 
Capital is the movement, the constant change of forms in the cycle that passes through three stages: the monetary, the productive, and the commodity. So, finance is the monetary capital, money flow, serving the circulation of capital. If money is the universal equivalent, whereby primarily labor costs are measured, finance is the economic tool.

1.2 Background to International Finance
International finance as a subject is not new in the area of financial management, it has been widely covered earlier in international economics and it is only the fast growth of international business in the post-world war II and the associated complexities in the international transactions that made the subject as an independent area of study. For several centuries, international economists have used the classical economic theory of comparative advantage to explain the trade movements between nations. Looking at the writings of Adam Smith and David Ricardo in the eighteenth and nineteenth century, the theory in simple terms, states that everyone gains if each nation specializes in the production of those goods that it produces relatively most efficiently and imports those goods that other countries produces most relatively efficiently. The theory supported free trade arguments, such as the North American Free Trade Agreement (NAFTA).The doctrine of comparative advantage made an initial assumption that although the products of economic activities could move internationally; the factors of production were relatively fixed in a geographical sense. Land, labor and capital were assumed internationally immobile. 
The fast growing of the cross-border business transactions in the second half of the last twentieth century triggered the birth of multinational corporations, which is considered the most important phenomena in the economic development in that century. This development, which holds such potential for the economic betterment of the world’s population runs counter to the postulates of Smith and Ricardo in that, it is based on international mobility of the most important factors of production in the twentieth century. 
• Capital raised in Tanzania by a South African- based corporation may finance acquisition 
of machinery by a subsidiary located in Botswana. 
• A management team from Tanzania Breweries may take over a Zimbabwe brewery 
complex in Malawi. 
• If money is the language of business, foreign exchange is the language of international 
business. 
With growing operation of multinational corporations, a number of complexities arose in the 
area of their financial decisions. Apart from the considerations of where, when and how to 
invest, the decision concerning the management of working capital among their different 
subsidiaries and the parent units became more complex, especially because the basic policies 
varied from one MNC to another. Those MNCs that were more interested in maximizing the 
value of global wealth adopted a centralized approach while those not interfering much with 
their subsidiaries believed in a decentralized approach. Normally there is a mix of the two 
approaches in varying proportions, for which the study of international finance has come to be more relevant. 
The second half of the twentieth century has also experienced a vast magnitude of lending by 
international and regional development banks (e.g. Citi bank, Barclays, African development 
Bank, Standard Chartered bank etc) and different governmental and non-governmental agencies. 
The movement of funds in form of interest and amortization payments needed proper 
management. Besides, there were big changes in the character of the international financial 
market with the emergence of euro banks and offshore banking centers and of various 
instruments, such as Euro bonds, euro notes and euro commercial papers. The nature of the 
movement of funds became so complex that proper management became a necessity and the 
study of international finance became highly of important
2.0 OBJECTIVES
3.0 MAIN CONTENT
3.1 DEFINITION OF INTERNATIONAL FINANCE
The definition of international finance is the combination of monetary relations that develop in process of economic agreements - trade, foreign exchange, investment - between residents of the country and residents of foreign countries.
Financial management is mainly concerned with how to optimally make various corporate financial decisions, such as those pertaining to investment, capital structure, dividend policy, and working capital management, with a view to achieving a set of given corporate objectives.
When a firm operates in the domestic market, both for procuring inputs as well as selling its output, it needs to deal only in the domestic currency. When companies try to increase their international trade and establish operations in foreign countries, they start dealing with people and firms in various nations. On this regards, as different nations have different currencies, dealing with the currencies becomes a problem-variability in exchange rates have a profound effect on the cost, sales and profits of the firm.
Globalization of the financial markets results in increased opportunities and risks on account of overseas borrowing and investments by the firm.
International finance is the branch of economics that studies the dynamics of foreign exchange, foreign direct investment and how this affects international trade. Also studies the international projects, international investment and the international capital flow. 
International Finance can be broadly defined, as the study of the financial decisions taken by a multinational corporation in the area of international business i.e., global corporate finance. 
International finance draws much of its background from the preliminary studies in the topics of corporate finance such as capital budgeting, portfolio theory and cost of capital but now viewed in the international dimension.
3.2 FEATURES OF INTERNATIONAL FINANCE: 
1)Expanded Opportunity To Business:-due to globalization in business there is an expanded opportunity to the business. Business can raise more funds through less cost of capital.
 2)Foreign Exchange Risk:-it is financial risk that exists when a financial transaction is denominated in a currency other than that of the base currency of the company. 
3)Imperfect Market:-Due to difference in law and customs among the countries, tax system, cultural difference, business practices, there is distinction between international business practices and domestic finance. so, it is said that there is always an imperfect market. Due to imperfection in market. 
4)Political risk:-international financial system affected by government policies and political issues. Therefore, if there is a risk of political policies, international finance can be affected. Similarly, a favourable political decision can increase international financial stability.
3.3 SCOPE OF INTERNATIONAL FINANCE 
Currently, international finance has become more comprehensive, broader in scope and is dealing with matters related to globalization, fair trade multinational banking, and multinational corporation. International finance consists of foreign exchange market, currency convertibility, BOP, international finance and international monetary system. The scope international finance is wide and is discussed below: 
1)International Monetary System:-for better economic growth and to do trade and investments efficiently, a country need to have its own monetary system and an authority who can control the system. For example, RBI of India controls over the monetary system of India through controlling over inflation, supply of money and maintaining interest rate. 
2)International financial system:-The growth in word trade,  liberalization and globalization in business brought tremendous change in international financial system. It is the organization and customs which enable the international payments and receipts between the countries. Comparing to past, the volume of transaction has increased in international finance. 
3)Foreign Exchange market:-this is a market where one country’s currency denominated in that currency can be purchased through sales of another country’s currency. International financial system provides this facility.
 4)Currency Convertibility: -the currency of a country is freely convertible when the resident or non- resident of the country are allowed to convert the local currency in foreign currency. However, the governments of the country restrict the residents and non-residents to do this. Various countries do not allow converting the currency freely. This makes international business difficult. 
5) Balance of Payment: Balance Of Payment (BOP)of a country is defined as, “systematic record of all economic transaction with the residents of a reporting country and residents of foreign countries during a given period of time”-kindle berger. Balance of payments includes all visible and non-visible transactions of a country during a given period, usually a year. It represents a summation of country’s current demand and supply of the claims on foreign currencies and of foreign claims on it.


3.4 IMPORTANCE OF INTERNATIONAL FINANCE
International finance plays a critical role in international trade and inter-economy exchange of
goods and services. It is important for several reasons; the most notable ones are listed here:
1)International finance helps keep international issues in a disciplined state.
2) It is an important tool to find and understand international business fundamentals-to find the exchange rates, compare inflation rates, get an idea about investing in international debt securities, ascertain the economic status of other countries and judge the foreign markets.
3)International finance helps in calculating exchange rates which are very important in international finance, as they let us determine the relative values of currencies.
4)Various economic factors help in making international investments decisions. Economic factors of economics help in determining whether or not investors’ money is safe with foreign debt securities.
5)Utilizing IFRS is an important factor for any stages of international finance. Financial statements made by the countries that have adopted IFRS are similar. It helps many countries to follow similar reporting systems.
6)IRFS system’ which is a part of international finance’ also helps in saving money by following the rules of reporting on a single accounting standard.
7)International finance has grown in nature due to globalization. It helps understand the
basic of all international organizations and keeps the balance intact among them.
8)An international finance system maintains peace among the nations. Without a solid finance
measures, all nations would work for their self-interest. International finance helps in
coordination and harmony among nations.
3.5 PRINCIPLES OF INTERNATIONAL FINANCE
1)Advantages to become international:-the internationalization advantages attract companies to invest directly in foreign countries. 
2)Comparative merits:-every country is specialized in some product or has some product of some special feature. Through international trade, the exchange of a variety of goods, culture and services takes place. This increases the standard of living.
 3)Economies of scale: synergistic effect direct to economies of scale. When the whole is more profitable than the part of it then synergistic effect exists. 
4)Effect of portfolio: as per the principles of portfolio it is said that the risk is diverted by increasing the portfolio. In same way the company can diversify its risk by working on global level rather than restricting in domestic level. 
5)Perfect competition:-international trade allows every country to enter in the market and exist from the market freely. Under this condition goods and services are freely transferable. so, the balance of constant return exists. 
6)Risk and profitability trade off:-it is well known that there is a close relation between risk and profitability. But the trade-off between risk and profitability decides the maximization balance between risk and profitability.
 7)Valuation of assets:-this principle says that the value of an asset is the expected earning of the asset. We find that due to MNC’s better marketability, earning more profit, capitalization at lower rate comparing to domestic companies leads to higher price earnings ratio and lower required rate of return. Therefore, the value of MNC is more than the domestic companies.
3.6 ADVANTAGES OF INTERNATIONAL FINANCE:
1)Promotion:- international finance helps to promote domestic investments and growth
through capital market.
2) Better Banking System:-International finance helps to create healthy competition through which it
Provides better banking system.
3)More equality:-It helps to integrate the economy of two countries and assist the flow of capital.
The free flow of capital results into more equality between the countries.
4)Effective capital allocation:-it helps to allocate the country’s capital effectively by providing
information related to different areas.
5)Capital provision:-it helps to access the capital market around the word which enables the
country to lend money in good times and borrow capital when in need.
6)Corrective measures:- due to worldwide cash flows international finance helps to take
corrective measures to bad government policies.

3.7 REASON FOR GROWTH IN INTERNATIONAL BUSINESS
International business has growth dramatically in recent years because of strategic imperatives and environmental changes. Strategic imperatives include the need to leverage core competencies, acquire resources, seek new markets, and match the actions of rivals. Although strategic imperatives indicate why firms wish to internationalize their operations, significant changes in the political and technical environment have facilitated the explosive growth in international business activity that has since World War.
The growth of the internet and other information technologies is likely to redefine global competition and ways of doing international business. 
There are many reasons why international business is growing at such a rapid pace. Below are some of those reasons:
1.Saturation of Domestic Markets
In most of the countries due to continuous production of similar products over the years has led to the saturation of domestic markets. For example in Japan, 95% of people have all types of electronic appliances and there is no growth of organization there, as a result they have to look out for new markets overseas.
2. Opportunities in Foreign Markets
As domestic markets in some countries have saturated, there are many developing countries where these markets are blooming. Organizations have great opportunities to boost their sales and profits by selling their products in these markets. Also countries that are attaining economic growth are demanding new goods and services at unprecedented levels.
3. Availability of Low-Cost Labor
When we compare labor cost in developed countries with respect to developing countries they are very high. As a result, organizations find it cheaper to shift production in these countries. This leads to lower production cost for the organization and increased profits.
4. Competitive Reasons
Either to stem the increased presence of foreign companies in their own domestic markets or to counter the expansion of their domestic markets, more and more organizations are expanding their operations abroad. International companies are using overseas market entry as a counter measure to increase competition.
5. Increased Demands
Consumers in counties that did not have the purchasing power to acquire high-quality products are now purchasing them due to improved economic conditions
6. Diversification
To counter cyclical patterns of business in different parts of the world, most of the companies expand and diversify their business, to attain profitability and uncover new markets. This is one of the reasons why international business is developing at a rapid pace.
7.Reduction of Trade Barriers
Most of the developing economics are now relaxing their trade barriers and opening doors to foreign multinationals and allowing their companies to set-up their organizations abroad. This has stimulated cross border trade between countries and opened markets that were previously unavailable for international companies.
8.Development of communications and Technology
Over last few years there has been a tremendous development in communication and technology, which has enabled everyone to know about demands, products and services offered in other part of the world. Adding to this is the reducing cost of transport and improved efficiency has also led to expansion of business.
9. Consumer Pressure
Innovations in transport and communication has led to development of more aware consumer. This has led to consumers demanding new and better goods and services. The pressure has led to companies researching, merging or entering into new zones.
9.Global Competition
More companies operate internationally because
– New products quickly become known globally
– Companies can produce in different countries
– Domestic companies, competitors, suppliers have become international
As international companies venture into foreign markets, these companies will need managers and other personals who understand and are exposed to the concepts and practices that govern international companies. Therefore the study of international business or finance may be essential to work in global environment.

3.8 REASONS TO STUDY INTERNATIONAL FINANCE 
(i) To understand the global economy and its relation to: 
 -The end of the cold war 
-The emergency of growing markets among the developing countries and 
 -The increasing globalization of the international economy 
The great change of recent years has been the rapid industrialization and economic growth of 
countries in several parts of the world, such as Asia, Latin America and Africa. Another change 
in the international financial environment is increased globalization- national economies are 
becoming steadily more integrated. 
(ii) To understand the effect of Global Finance on business: 
• Global finance has become increasingly important as it serves world trade and foreign 
investment. 
• Most large and many medium –sized companies in the developed world have 
international business operations 
• In recent years, it has become clear that international events significantly affect 
companies, which do not have foreign operations. 
(iii) To make intelligent decisions:
Although most personal decisions have nothing to do with international finance jobs, they all 
require significant knowledge of international finance to make intelligent decisions.

3.9 CLASSIFICATION OF INTERNATIONAL BUSINESS OPERATIONS 
The international business firms are broadly divided into three categories:
(a) International Firm
The traditional activity of an international firm involves importing and exporting. Goods are 
produced in the domestic market and then exported to foreign buyers. 
Financial management problems of this basic international trade activity focus on the payment 
process between the foreign buyer (seller) and domestic seller (buyer). 
(b) Multinational firm 
As international business expands, the firm needs to be closer to the consumer, closer to cheaper sources of inputs, or closer to other producers of the same product gain from their activities. It needs to produce abroad as well as sell abroad. As the domestic firm expands its operations across borders, incorporating activities in other countries, it is classified as a multinational. 
Hence Multinational Corporation is a company engaged in producing and selling goods or 
services in more than one country. It ordinarily consists of a parent company located in the 
home country and at least five or six foreign subsidiaries, typically with a high degree of 
strategic interaction among the units. 
(c) Transnational Firm
As the multinational firm expands its branches, affiliates, subsidiaries, and network of suppliers, consumers, distributors and all others, which fall under the firm umbrella of activities, the once traditional home country becomes less and less well defined. 
Firms like Unilever, Phillips, Ford, and Sonny have become intricate network with home offices defined differently for products, processes, capitalization and even taxation.

3.10 INTERNATIONAL FINANCE VERSUS DOMESTIC FINANCE 
International finance is to a great extent, similar to domestic corporate finance. A domestic 
company takes up a project for investment only when the net present value of cash flows is 
positive and it shapes the working capital policy in a way that maximizes profitability and 
ensures desired liquidity. It is not different in case of MNCs. Again, the financing decisions, in respect of whether a domestic or an international company, aim at minimizing the overall cost of capital and providing optimum liquidity. 
Domestic financial management is concerned with the costs of financing sources and the payoffs from investment. In domestic arena, movements in exchange rates are substantially ignored. But when we move outside of this purely domestic field, there is no way that we can analyze international financing and investment opportunities without an understanding of the impact of foreign exchange rates upon the basic model of financial management. 
The differences include-
1.Scope
International finance has a wider scope than domestic corporate finance and it is 
designed to cope with greater range of complexities than the domestic finance. 
The reasons are as follows: - 
(a) The MNCs operate in different economic, political, legal, cultural and tax environments 
(b) They operate across and within varied ranges of product and factor markets which vary in 
regard to competition and efficiency. 
(c) They trade in a large number of currencies as a result of which their dependence on the 
foreign exchange market is quite substantial. 
(d) They have easy access not only to varying domestic capital markets but also to 
unregulated international capital markets which differ in terms of efficiency and 
competitiveness. 
2.Complexity
The greater the degree of involvement of the firm in the international economic environment or the greater the degree of differences among different segments of the international economic environment, the greater are the complexities. Basically, when MNCs make international investments, they also need to consider the political relations between the host government and home government. The capital budgeting technique also considers the intra-firm flows. A domestic firm does need not have to bother with these complexities. Moreover, working capital management for an MNC is more complex because it involves cash movement and movement of raw materials and finished goods from one political and tax jurisdiction to another. Obviously multinational finance possesses a dimension that makes it far more complicated than domestic financial management. Indeed, multinational finance is a complex area of study compared to domestic finance.
3.There is more than taxation; international finance’s cultural and economic environment will be similar to domestic finance.
4.Currency rates and currency derivatives are usually involved in international finance. Whereas in domestic finance, not many financial instruments are used.
5.The stakeholders in domestic finance are usually uniform with a similar culture, language, and beliefs. Still, we can see diversity among stakeholders’ cultures, languages, and values in international finance.
6.There are numerous options to raise capital from international finance, so the challenge will be high. Whereas in domestic finance, not many opportunities to raise money will be there. Thus, resulting in fewer challenges.
7. The accounting standards need to be as per GAAP in terms of international finance, whereas there is no need to maintain separate ones in domestic finance.
4.0 SUMMARY
Benefits
1.There is a range of options in international trade and finance to raise and manage the capital for the business.
2.The scope of growth for companies concentrating on international trade is significantly higher than for companies that do not.
3.Different currencies and more opportunities to manage the capital involved will improve its financial performance.
4.The competitiveness improves when international trade is enabled in such markets. That is because the quality of goods and services will improve without much difference in price due to competition.
5.Revenue from international trade can protect the company and not worry about domestic demand as they still need overseas.
6.The company has operations in more than one country and can act swiftly in emergencies and conduct BCP (Business Continuity Protocol).
Disadvantages
1.In political turmoil in one country, a stakeholder of international trade affects the other stakeholders of the same business.
2.Depending on other countries’ exchange rates is always risky, given that all currencies have significant volatility.
3.One should carefully manage the credit risk because of international trade. Otherwise, it can hamper profitability to a greater extent.
4.It requires the disclosure of sensitive data more than domestic finance; the chance of stolen confidential information is more in global markets.
5. Local players cannot compete with big global players who are resource and research-backed to develop quality products and services.
6. As more than one culture is involved, cultural differences can damage the brand’s reputation if not tackled properly.
5.0 CONCLUSION
International finance is a concept growing significantly in the era of technology and globalization. The idea brings various opportunities for the company to manage capital more effectively and increases the competition to produce and deliver quality goods and services. The local players will have to compete with huge global players, so there is the least scope of mistake in the quality of products.
With many factors like exchange rate, inflation rate, and diversity in culture and language, international finance can be a boon if managed perfectly by the company or become a bane if any aspects are out of understanding and mismanaged. Thus, companies involved in such finance
 have no choice but to engage. First, however, they have to make sure they do it efficiently
6.0 SELF-ASSESSMENT EXERCISE
1.Briefly define international finance and give its background.
2. Explain the nature and scope of international finance.
3.Evaluate the importance of international finance.
4. What are the principles of international finance.
5.Critically examine the reasons for growth of international finance.
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