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Exhibit 1 Portfolio Risk Reduction
Through Diversification

Variance of portfolio return
Variance of market return

Percent risk =

100
80
Total Risk = Diversifiable Risk +  Market Risk
50 (unsystematic) (systematic)
40 p— Portfolio of
U.S. stocks
279/0 cavnslennsnnnnnnadunsnsnnnsnsansnsnsererrrrere e T
20 p—Total _
risk Systematic
risk
| | | | |
1 10 20 30 40 50

Number of stocks in portfolio

By diversifying the portfolio, the variance of the portfolio’s return relative to the varianee:of the market’s

o !#*‘

return (beta) is reduced to the level of systematic risk -- the risk of the market itself. Lﬁ“l:l_ R T



International Diversification
and Risk

The total risk of any portfolio Is therefore
composed of systematic risk (the market)
and unsystematic risk (the individual
securities).

Increasing the number of securities in the
portfolio reduces the unsystematic risk
component leaving the systematic risk
component unchanged.
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Internationalizing
the Domestic Portfolio

Classic portfolio theory assumes a typical
Investor Is risk-averse.

This means an investor is willing to accept
some risk but is not willing to bear
unnecessary risk.

The typical investor Is therefore in search of
a portfolio that maximizes expected
portfolio return per unit of expected
portfolio risk.
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Exhibit 2 Optimal Domestic

Portfolio Construction Capital Market
i . Line (Domestic)
Optimal domestic
Expected Return sortfolio (DP)
of Portfolio, R,
A
R DP s s N EEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEE

Minimum risk (MRpp )
domestic portfolio

Domestic portfolio

/ opportunity set

i Expected Risk
of Portfolio, =

O pp
An investor may choose a portfolio of assets enclosed by the Domestic portfolio opportunity set. The
optimal domestic portfolio is found at DP, where the Security Market Line is tangent to the domestic
portfolio opportunity set. The domestic portfolio with the minimum risk is designated MR ..



Exhibit 3 The Internationally-Diversified Portfolio
Opportunity Set

Expected Return
of Portfﬁ)lio, R,

DP
R DP e ssssnsssssnnnnnnnnnfannnnnnnnnnnnnEn
Internationally diversified
portfolio opportunity set
R : Domestic portfolio
J : / opportunity set

i Expected Risk
> of Portfolio, =
G op of Portfolio, =,

The addition of internationally-diversified portfolios to the total opportunity set available to
the investor shifts the total portfolio opportunity set left, providing lower expected risk portfolios
for each level of expected portfolio return.



International Diversification
and Risk

It is critical to be clear as to exactly why the
Internationally diversified portfolio opportunity set
IS of lower expected risk than comparable
domestic portfolios.

The gains arise directly from the introduction of
additional securities and/or portfolios that are of
less than perfect correlation with the securities and
portfolios within the domestic opportunity set.
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Exhibit 4 The Gains from International
Portfolio Diversification

Optimal Ea pltall UETLC | Capital Market
Expected Return international ine (International) Line (Domestic)
of Portfolio, R, portfolio
1 |
Increased P
return of [ R 12 SS0000o00o00o0000000000 DP
optimal R I ... .............
portfolio bP :
Internationally diversified
portfolio opportunity set
R Domestic portfolio
f / opportunity set
I I Expected Risk
of Portfolio, =
Cp G pp P
\ J
Risk reduction of Wi Aatis4 4 § 1%

optimal portfolio



International Diversification
and Risk

An Investor can reduce investment risk by
holding risky assets in a portfolio.

As long as the asset returns are not perfectly
positively correlated, the investor can
reduce risk, because some of the
fluctuations of the asset returns will offset
each other.
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Exhibit 5 Alternative Portfolio Profiles
Under Varying Asset Weights

Expected Portfolio Return (%)
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A
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e s ssssssssssssEsssssssEsEsEEsEEnnnS Initial portfolio return &
™ (40% US & 60% UK) gg’g:;?m)mk
: .......................... 4—5— Minimum risk combination
— : (70% US & 30% UK)
e ———— ) Domestic only portfolio
(100% US)
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Multinational Capital Budgeting

Capital budgeting for a foreign project uses the same
theoretical framework as domestic capital budgeting.
The basic steps are:

Identify the initial capital invested or put at risk

Estimate cash flows to be derived from the project
over time, including an estimate of the terminal or

salvage value of the investment

Identify the appropriate discount rate to use in
valuation

Apply traditional capital budgeting decision criteria
such as NPV and IRR
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Complexities of Budgeting
for a Foreign Project

Capital budgeting for a foreign project is
considerably more complex than the domestic case:

Parent cash flows must be distinguished from
oroject cash flows

Parent cash flows often depend on the form of
financing

Additional cash flows generated by a new
Investment in one foreign subsidiary may be in
part or in whole taken away from another
subsidiary
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Why Do Firms Invest Overseas?

120
100 -

O Inflows
m Outflows

« About 90% of total world-wide FDI comes from the developed world.
« Both developing and developed nations are the recipient of inflows
of FDI.
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Why Do Firms Invest Overseas?

Theory of Comparative Advantage

Slobal CQutsourcing of Comparative Adwvantag e

\

MHNEs based I nany of the maj or indusirial ¢ oundries are owmsourcing many of their
i elle il Funeiions 1o providers based in many of the ira dtional emerging mark et coundrie 5.



Why Do Firms Invest Overseas?

Trade Barriers
Labor Market Imperfections

Country Hourly Cost

Germany $27.37

Japan $21.38
France/U.S.  $17.10
Israel $9.06
Taiwan $5.47
Mexico $2.57




Why Do Firms Invest Overseas?

Intangible Assets
Vertical Integration
Product Life Cycle

The U.5.

Countries

Cuantity

Less advanced

Cuantity

imports

Mew product

i Standardized product

exports
: .
production
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R
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T New product Ilaturing product standardized product

New product: />
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Why Do Firms Invest Overseas?

Shareholder Diversification
Cross-Border Acquisitions

The FDI Sequence:
Foreign Presence & Foreign Investment

| 1
Change Explbit Exisiing Competiiire
Competitire Advantage Advantage Abhroad

FProductiion at Home: .
Export Prodw ton Abroad

Licensing Conirol Asseis
Management Coniract Abroad

TWho lby- Crwned

Joint Venture A FAlinte
| 1
& reenfield Acyuisition of a
Investment Foreign Enterprise
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Subsidiary versus Parent Perspective

Tax Differentials
Restricted Remittances
Excessive Remittances
Exchange Rate Movements
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Cash Flows Generated by Subsidiary

— Corporate Taxes Paid to Host Government

After-tax Cash Flows to Subsidiary

l—- Retained Eamings by Subsidiary

Cash Flows Remitted by Subsidiary

Withholding Tax Paid to Host Govermment

After—-tax Cash Flows Remitted bv Subsidiarv

Conersion of Funds

to Parent’s Currency

Cash Flows to Parent
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