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ECONOMICS 233 – International Finance
Fall 2021 – HW4
 __________________________________________________________________ 
1. Optima Pharmaceuticals is opening a plant in Italy, and is trying to determine whether to borrow the needed funds from its American bank or from a bank in Italy. The appropriate discount rate if borrowed in the U.S. is 6%, where the equivalent rate is 9% in Italy. The project costs €20 million, and returns €8 million in each of the next three years. The value of the euro is predicted to fall due to the continuing debt issues in the EMU:




Year

Value 




   0

$1.10





   1

$1.07





   2

$1.05





   3

$1.03

a.
Calculate the NPV when the money is borrowed in the U.S. Repeat when the 


funds are borrowed in Italy. Compare your two outcomes..

2. Acme Tool needs to borrow $20 million to cover a short-term liquidity problem. It is considering borrowing either overseas or from its local bank in the U.S. If it borrows in the U.S., the short-term interest rate (6-month) is 3.7%. It can obtain financing of a similar length at 2.8% in Germany. Currently the euro is worth $1.09, and Acme can lock in a rate of $1.11 in the forward market. 

Where should Acme borrow the money? Find the effective rate of financing to prove 
your answer.

