Sample Quiz 5

International Financial Management

C45.0030.001

Total points: 20, Time: 25 min

Q I. (4 points) (please answer only one of the two questions):

1. How would you find out the international cost of equity using the Goldman Sachs integrated approach?

In essence the method obtains the cost of equity for the company based on the CAPM model, as if the company was a US company, and then adjusts this cost of capital by the sovereign yield spread. In particular, first, we need to estimate the market beta of the stock in point, on S&P 500. Then, we multiply the obtained beta by the US equity premium. Finally, we add the sovereign yield spread and the risk free interest rate to obtain the cost of equity.

2. What is the difference between market segmentation and market liquidity?

Market segmentation refers to the difference in the required rates of returns to similar assets (similar expected return and similar risk) due to differences in the information sets of the investors in the local and the international market (which differences on their turn result from institutional differences & government regulations across different markets), while market liquidity refers to the impact of raising more capital in a given equity market on the price (cost) at which one can do so. 

Q II. (4 points) (please answer only one of the two questions):

1. Please describe briefly two different types of Eurobonds.

For example, the three most popular Eurobonds are: straight fixed debt, floating rate note, or equity related bond. The straight fixed rate debt bonds are “plain-vanilla” bonds w/ pre-specified coupon & maturity. They represent the majority of the new international bond offerings. Floating rate noted (FRN) allow shifting of the interest rate risk to the borrower. The reference rates on FRN are 3- & 6-month US$ LIBOR.

2. We know that depository receipt is one of the main ways to source equity globally. What other ways to source equity you are aware of? Please discuss briefly two of these other methods.

Other methods of sourcing equity globally include: directed public share issue, Euro equity public issue, private placements under SEC rule 144A, private equity funds, and strategic alliances. So, for example, directed public share issues are targeted at investors in single country. Euro equity public issues are occasions where firms can issue equity underwritten & distributed n multiple foreign equity markets, sometimes simultaneously w/ distribution in the domestic market.

Q III. (4 points) (please answer only one of the two questions)

1. What is the difference between a “Eurobond” and a “foreign bond”?

Eurobonds are sold to investors in national capital markets other than country of denominating currency. Foreign bonds are sold within a country of denominated currency, however issue is from another currency.

2. Which of the following are Eurodollars and which are not Eurodollars? Why?

a. A US $ deposit owned by a German corporation and held in Barclay’s Bank of London.

Yes, this is a Eurodollar deposit held in a bank outside of the United States.

b. A US $ deposit owned by a German corporation and held in the New York branch of Deutsche Bank. 

No, this bank deposit is held in bank offices within the United States, and the fact that the banking office is a branch of a European bank is irrelevant.

Q IV. (4 points) (please answer only one of the two questions):

1. Unilever is borrowing US$10,000,000 for 3 years at 200 basis points over LIBOR. LIBOR for the loan will be reset annually. An upfront fee of 2% is charged when loan is extended. What is the effective interest cost of debt for the first year if LIBOR is 5% for the first year?

So the net debt inflow is US$ 10,000, 000 * (1-0.02) = US$ 9,800,000.

However the LIBOR + 200 bp is still charged on the US$ 10m. So, the interest cost for the first year would be 

(LIBOR+200 bp) * US$ 10m  = (5%+2%) * US$ 10m  = $ 700,000.

As a percent of the total debt receipts, this is $ 700,000 / $ 9,800,000 = 7.14 %

2. Tropicana Inc. has just borrowed EUR 1,000,000 to make improvements to an Italian processing plant. If the interest rate is 5.5% per year and EUR appreciates against the dollar from $1/EUR at the time the loan was made to $1.05/EUR at the end of the first year, how much interest will Tropicana pay at the end of the first year?

To compute interest rate, we use the formula I gave in class:


[image: image1.wmf](

)

(

)

1

1

1

-

+

+

s

i

EUR

d

, where (since we have direct quotations) 


[image: image2.wmf]05

.

0

1

1

/

05

.

1

$

1

1

2

=

-

=

-

=

EUR

S

S

S

s

 and 
[image: image3.wmf]%

5

.

5

=

EUR

d

i

 Substituting for these we obtain the interest expense as 
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, or 10.78%. In terms of US$, this is 10.78% * $ 1,000,000 = $ 107,800 (notice that I multiplied by $1,000,000 – this is because I have used the initial $ equivalent of EUR 1,000,000).

Q V. (4 points) (please answer only one of the two questions):

1. Please argue briefly whether it is beneficial (or not) to cross-list stock. In your discussion, please be sure to mention at least three reasons for why it would (or would not) be beneficial to cross-list.

In your answer you have to mention three reasons why (or why not) to cross-list. Here are some pros & cons for cross listing:

Pros:

Expand investor base, lower cost of capital, higher stock price, market timing, easy raising new capital abroad, enhances liquidity, enhances visibility of company’s products, use cross-listed shares as “acquisition currency” for takeover, compensating overseas managers & employees w/ local stock, may improve transparency & corporate governance

Cons:

costly (disclosure, listing requirements), there can be volatility spillover, foreigners may acquire a controlling interest, lowers liquidity in local markets.
2. Which ADRs allow for issuing new equity? Briefly describe these ADR (e.g. are they subject to full registration with the SEC, what are the disclosure requirements for the company, where would the depository receipt be traded)? What is meant by ADR fungibility?

ADR Level III and DR under 144A allow for issuance of new equity. Level III ADRs are traded on NYSE & AMEX. They require the issuer to report in accordance w/ the US GAAP. The issuer of ADR level III is also subject to full registration w/ SEC.

ADR 144A allow for issuance of new equity by foreign companies in the US without need to report in accordance to the US GAAP nor to register w/ the SEC. 

ADR fungability is the feature that ADR can be redeemed for the underlying foreign shares.
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