Case study 1

Globalization of the Financial Market

Financial globalization can help developing countries to better manage output and consumption volatility. Indeed, a variety of theories imply that the volatility of consumption relative to that of output should decrease as the degree of financial integration increases; the essence of global financial diversification is that a country can shift some of its income risk to world markets. Since most developing countries are rather specialized in their output and factor endowment structures, they can, in theory, obtain even bigger gains than developed countries through international consumption risk sharing—that is, by effectively selling off a stake in their domestic output in return for a stake in global output. In this vein, the proliferation of financial and currency crises among developing economies is often viewed as a natural consequence of the "growing pains" associated with financial globalization. The latter can take various forms. First, international investors tend to engage in momentum trading and herding, which can be destabilizing for developing economies. Second, international investors may (together with domestic residents) engage in speculative attacks on developing countries' currencies, thereby causing instability that is not warranted based on their economic and policy fundamentals. Third, the risk of contagion presents a major threat to otherwise healthy countries since international investors could withdraw capital from these countries for reasons unrelated to domestic factors. Fourth, a government, even if it is democratically elected, may not give sufficient weight to the interest of future generations. This becomes a problem when the interests of future and current generations diverge, causing the government to incur excessive amounts of debt. Financial globalization, by making it easier for governments to incur debt, might aggravate this "overborrowing" problem. These four hypotheses are not necessarily independent and can reinforce each other. The Globalization of financial markets brought about by recent technological changes, financial market liberalization and the removal of capital controls have impressed upon all MNCs with international cash flows the necessity to manage foreign exchange exposure that a floating exchange system creates. Today, multinational firms are trying to develop techniques and strategies for effective foreign exchange exposure management. The foreign exchange strategy adopted is critical to MNCs in the present-day environment due to the high variability in the exchange rates and the need to evolve with the changing structure of the company. Further, in view of the fact that firms are now more frequently entering into financial and commercial contracts denominated in foreign currencies, judicious measurement and management of transaction exposure have become critical to the success of MNCs.

a. Outline the numerous challenges that an MNC faces when trying to manage exposure in various currencies. Do you think currency correlation and variability are related to the political risk that a country faces? Can you give examples to illustrate your answer?

Case study 2

Investment Avenues and Portfolio Construction

Mr John is a public sector bank employee with a take-home pay of 4,50,000 per month after all deductions, including income tax. He is 50 years old and will retire after eight years. His wife is a homemaker. He has two children, a girl, and a boy. His daughter got married and is settled. The boy is in high school and desires to pursue an engineering degree in electronics and communication. His son is an intelligent and industrious boy. John hopes he will get a seat in college by merit, and he will have to pay only the hostel fees. John's present monthly expenditure is between 25,000 and 30,000. He expects it to be between 20,000 and 25,000 when he retires. John is against dowry and wants to save a moderate amount of 35 lakh for a simple wedding ceremony for his son.
He has purchased a house worth 34 lakh with his money and house loan. The EMI of 10,000 per month expires when he retires. It is included in the deductions. His endowment policy is worth 15 lakh, which matures when he turns 65. He has to pay a premium of 12,000 per annum. He has parked 7 lakhs in the equity market and 5 lakh in the post office monthly income scheme. His retirement benefits, inclusive of gratuity, will be around 55 lakhs. He will receive a pension of 33,000 per month. He wishes to use his retirement benefits to buy a flat to receive a regular monthly rent. His wife insists that he invest at least 20 percent of the benefits in precious metals. His co-worker advises him to increase his share investment and actively participate in the stock market. John is perplexed, and he wants to plan for his retirement days.
 
a. What are other desirable options of investment available for John? If other avenues of investments are available, advise him regarding them.

Case study
In the Indian sweets and snacks market, Mark's is one of the most reputable brands in the country. The business has production facilities in Mumbai, New Delhi, Kanpur, and Kota. In these cities, Mark's operates a variety of restaurants as well as its own retail network. The business now intends to expand into 12 more Indian cities. Its directors have made the decision to launch a public issue via prospectus in order to raise the money. Additionally, it plans to generate money to cover the costs associated with the floatation, such as brokerage, underwriting commission, promotion, etc. In the situation described above:
1. What is the other name used for the funds required to meet floatation costs?
2. Describe briefly the short term instrument popularly used by the companies to raise for the funds required to meet floatation costs. Who can issue them?
3. Distinguish between the two types of financial markets that the company intends to approach to meet its financial needs.
Answer:
1. Bridge financing is the other name used for the funds required to meet floatation costs.
2. Commercial Papers issued by large and credit worthy companies. The instrument is in the form of an unsecured promissory note and is freely transferable by endorsement. It is sold at discount and redeemed at par. Its maturity period may range from a fortnight to a year. It is also used to meet the short term seasonal and working capital requirements of a business enterprise. For example it is used for the purpose of bridge financing.
3. Capital Market and Money Market.
Differences between Primary Market and Secondary Market:
Differences between Capital Market and Money Market:

	S. No
	Basis
	Capital Market
	Money Market

	1.
	Duration
	It is a market for long term funds.
	It is a market for short term funds whose maturity period is upto one year.

	2.
	Participants
	The main participants in capital market are banks, financial institutions, corporate bodies, foreign investors and retail investors.
	The main participants are institutional investors.

	3.
	Investment
outlay
	Since, the cost of securities may be low, investment can be made in the capital market can be with less capital.
	Since the cost of securities may be high, investment in the money market requires huge capital outlay.

	4.
	Liquidity
	The securities in capital market enjoy good liquidity.
	The securities in money market enjoy high liquidity as The Discount Finance House of India works as a compulsory market maker.

	5.
	Risk and return
	The instruments in capital market carry high risk as the expected return is high on them.
	The instruments in money market carry low risk as the expected return is low on them.



