
FINS3616 FINAL EXAM NOTES 

WEEK SIX LECTURE: INTERNATIONAL DEBT FINANCING 

INTRODUCTION 

Sources of funds (both domestic and international) for multinational corporations include: 

- Internal funds (retained earnings); 

- Funds from parent company or corporate family (equity, debt, funds from affiliates); 

- External funds (debt securities, equity, hybrids); 

- Loans. 

Debt instruments can be characterised depending on their attributes: 

- Currency of denomination (centralised debt denomination = headquarters’ currency, 

decentralised debt denomination = currencies of subsidiaries); 

- Maturity; 

- Nature of interest payments (fixed or floating rate); 

- Tradability; 

- International character (domestic or international debt). 

DEBT CHARACTERISTICS – CURRENCY OF DENOMINATION 

Decentralised debt denomination provides a natural hedge by matching foreign assets and 

liabilities. 

The question of whether to issue debt in low-interest countries depends on whether 

uncovered interest rate parity holds: 

- If uncovered interest rate parity does hold, the cost should be the same as a 

domestic loan, and due to the additional foreign exchange risk debt should not be 

issued in low-interest countries; 

- If uncovered interest rate parity does not hold, the cost may be lower than a 

domestic loan, and due to the low interest rate and cost debt should be issued in 

low-interest countries; 

- Other important issues to consider are credit spreads and tax differentials. 

Debt portfolios can be diversified across currencies to reduce unsystematic foreign 

exchange risk. 

DEBT CHARACTERISTICS – MATURITY 

Important considerations in maturity of debt are: 

- Structuring borrowings so that the repayment of principals is not clustered; 

- Matching the maturities of short-term assets with short-term debt and long-term 

assets with long-term debt. 
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The Sharpe Ratio is the average excess return of an asset relative to its volatility (its excess 

return on risk): 

- Sharpe Ratio = 
E[rA]− rf

σ(rA)
 

- An investment hurdle rate is the lowest possible expected return available in a 

foreign market allowing for an improvement in the Sharpe ratio when investing in 

that market. 

The optimal risky portfolio is the portfolio maximising the utility function of an investor: 

- Utility =  E[rP] −  
A

2σP
2 

where A is the risk aversion coefficient of the investor (higher A = more risk averse) 

The capital allocation line is the line drawn directly between the risk-free asset and the 

optimal risky portfolio (on a risk-return graph). The risk and return of the optimal risky 

portfolio (of one risky asset rA and the risk-free asset) are given by: 

- rP = wArA + (1 – wA)rf = rf + wA(rA – rf) 

- σP
2 = wA

2σA
2 

- σP = wAσA 

- E[rP] = rf + 
E[rP−rf)

σAσP
 

Each risky asset dominates all risky assets that have both lower expected return and higher 

standard deviation than it. By eliminating all dominated assets from consideration, we are 

left only with the efficient frontier of risky assets. The optimal risky portfolio (or mean 

variance efficient portfolio) is found at the intersection of the efficient frontier of risky 

assets and the capital allocation line. 

The capital asset pricing model (CAPM) is the model for pricing equity capital: 

- E[rA] = rf + βA(E[rM] – rf) 

o βA is a measure of systematic risk given by βA =  
Cov(rA,rM)

Var(rM)
. 

Cost of capital is different in integrated and segmented markets: 

- Integrated markets: Same expected return on assets of equivalent risk, irrespective 

of their origin.  

- Segmented markets: Expected returns of assets are related to the variance of their 

returns rather than their covariance with world market return. In reality government 

interference in capital markets lead to global markets being segmented markets. 

o Equity market liberalisations are the allowance of inward and outward 

foreign equity investment (turning segmented markets into integrated 

markets). This also reduces the real interest rate and increases sensitivity to 

world events. 
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WEEK ELEVEN LECTURE: OPTIONS 

Foreign currency options contracts give the buyer the right, but not the obligation, to buy 

or sell a specific amount of foreign currency for domestic currency at a specified foreign 

exchange rate. 

- The price at which options are bought and sold is the option premium; 

- Call options are options to buy; put options are options to sell. 

- The exchange rate at which options can be exercised is the strike price or exercise 

price K; 

- European options can only be exercised at maturity, which American options can be 

exercised any time up until maturity. 

- The intrinsic value of an option is the value of having the right to exercise the 

option. The intrinsic value of a call option is max[St – K, 0], and the intrinsic value of 

a put option is max[K – St, 0] (where St is the spot exchange rate at the time). 

o An option with positive intrinsic value is in the money; an option with 

negative intrinsic value is out of the money; an option with zero intrinsic 

value is at the money. 

- The time value of an option is the value associated with the possibility of the 

option’s intrinsic value increasing before maturity. This means that options are more 

valuable if the underlying asset has higher volatility. The total value of an option 

(and, if it is properly priced, the option premium) is given by Total Value = Intrinsic 

Value + Time Value. 

An exchange-listed warrant is a long-term American option issued by a major corporation 

and traded on public exchanges. Individual warrants have a multiplier determining how 

many units of the underlying asset are bought and sold by buying or selling each warrant 

(e.g. a multiplier of 0.01 on a stock warrant requires one hundred warrants to buy or sell 

one share). 

Options can be used to hedge foreign exchange transaction risk. Unlike forward or futures 

contracts, options allow the holder to benefit from the potential “upside” of volatility while 

still hedging against the “downside”. Similarly, selling options is a way of speculating. 

Put-call parity is a way of using foreign currency options to create synthetic forward 

contracts: 

- Buy a put option at strike price K for price P, and sell a call option at strike price K for 

price C.  

- You will exercise the call option if the spot rate at maturity (or trading time for 

American options) St is less than K.  

- The buyer will exercise the put option if the spot rate at maturity (or trading time for 

American options) St is greater than K.  

- This means that no matter what the future spot rate, one option will be exercised (to 

the same effect).  
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The swap allows both companies to access the alternative currency at a lower AIC due to 

taking advantage of each other’s comparative advantage (i.e. this is really just 

specialisation advantages). 

Currency swaps can be seen as a package of forward contracts with set implicit forward 

rates (with the last exchange done at the spot rate). 

The NPV of a currency swap is initially 0 for both parties, and as exchange rates and interest 

rates change the currency swap develops a positive value for one party and a negative 

value of the other party. 

Advantages of currency swaps include: 

- Low-transaction-cost instrument for changing denomination currency of debt; 

- Popular due to integration of international financial system; 

- Differences in credit risk analysis allows the cost of debt to be lowered using swaps; 

- Regulations on certain debt instruments, as well as accounting and tax differences, 

can also provide indirect advantages; 

- Swaps can be easily hedged in the bond markets, and liquidity is far higher than in 

the forward markets. 
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