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Preface

Global Investing: The Current Perspective

More than thirty years ago, Bruno Solnik published an article entitled “Why not
diversify internationally rather than domestically?” in the Financial Analysts Journal
(July/August 1974). At the time, the combination of poor information, low exper-
tise, stringent regulations, and high costs inhibited global investing. Thirty years
later, the investment scene has changed dramatically.

The benefits of international diversification in terms of risk and return have
increasingly been recognized, as detailed in this book. This has led to a push
toward guidelines and legislation more favorable to foreign investment. A sec-
ond factor in the rapid pace of global investing is the deregulation and interna-
tionalization of financial markets throughout the world. This global integration
of financial markets has led to reduced costs, easier access to information, and
the development of worldwide expertise by major financial institutions.
Computerized quotation and trading systems that allow global round-the-clock
trading have been developed. Restrictions to capital flows were removed
within the countries of the European Union (EU); European-based investment
management firms can freely market their products to residents of any EU mem-
ber state. Hence, American or Japanese asset managers established in London
can easily provide their services to any European client. This globalization of
investment management has led to increased competition among money man-
agers of all nationalities. It has also led to a wave of alliances, mergers, and
acquisitions among financial institutions seeking to extend their global manage-
ment expertise and the geographic coverage of their client base. The rapid pace
of global investing is further accelerated by the general acceptance of a common
set of standards and ethical principles by investimment professionals. Debt
issues are rated by the same rating agencies worldwide. Listed corporations are
progressively adopting common or related international accounting standards.
The Chartered Financial Analyst® (CFA®) designation of CFA Institute has
progressively been adopted as a standard by the worldwide investment profes-
sion. A majority of the CFA candidates are non-U.S. citizens. The Global
Investment Performance Standards (GIPS®), developed and administered by
CFA Institute, are adopted by asset managers worldwide and are recognized as
the leading global industry standard for ethical presentation of investment
performance results.
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Target Audience

This book is designed for MBA students, advanced undergraduates, investment
professionals, and financial managers. It is appropriate for undergraduate and
graduate business school electives in international finance as well as for master’s
courses in fields such as engineering or economics. The book is self-contained and
does not take a specific national viewpoint; hence, it has been successfully used in
courses and professional seminars throughout the world.

Why is the book good for these students? In a global environment, students
need to grapple with such concerns as how to value global companies as well as
when and how (1) monetary and fiscal policies affect exchange rates; (2) foreign
exchange risk affects companies and investment portfolios; (3) global correlations
collapse; (4) foreign exchange risk should be hedged; and (5) multiperiod perfor-
mance attribution distinguishes skill from luck. Today all investing is global and
this edition of Global Investments gives the student the tools needed to operate in an
environment of global finance, investments, and competition. Indeed this book
can be summarized by updating the globalization argument to “Why not learn in-
ternationally rather than domestically?”

Structure of This Book

The global investor is faced with a complex task. The financial markets throughout
the world are quite different from one another, and information on them is some-
times difficult to obtain. Trading in different time zones and languages further
complicates the task. But the most important aspect of global investment is the use
of multiple currencies. An American investing in France must do so in euro; there-
fore, the performance (and risk) of the investment will depend in part on changes
in the euro to U.S. dollar exchange rate. Because of the importance of exchange
rates in global investment, this book begins with a description of foreign exchange
transactions.

In this text, we develop the analysis needed for the global investment and port-
folio management process. The first three chapters lay the foundation of exchange
rates, which link the economies of different countries and regions. In Chapter 1,
we introduce the basic facts of foreign exchange quotation, their interpretation,
and arbitrage implications. In Chapter 2, we develop the theory of international
parity conditions. The theory helps in defining real foreign currency risk, an
important factor to be managed in global investing and portfolio management.
Chapter 3 then discusses the empirical validation of the theories introduced in
Chapter 2 and explores the techniques and empirical results in the difficult task of
exchange rate forecasting.

The next five chapters explore the various assets available for global investing.
Chapter 4 is the lead chapter in a series of chapters on international assets. In it we
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develop international asset pricing in general with attention to foreign currency
risk. Chapter 5 places a particular focus on the transaction costs involved in various
equity markets and instruments allowing entry into global investments. Following
this general introduction to international asset pricing, Chapters 6, and 7 focus
on the available international assets and investments themselves: equities, bonds,
and alternative investments, respectively.

The final two chapters develop the techniques and perspective of global
portfolio management. We develop the risk control techniques available with
derivatives in Chapter 8 and then apply these techniques in currency risk mana-
gement in Chapter 9. Throughout the text, we attempt to isolate those elem-
ents of the process that have unique international aspects.

Pedagogical Approach

To operate in a complex, multicurrency, multimarket, multicultural environment,
you need a strong conceptual framework as well as a working knowledge of institu-
tional aspects. Presenting concepts without resorting to lengthy theoretical exposi-
tions full of equations is a challenge. We have attempted to present all the major
concepts and theories by illustrating their applications with numerous examples.
Our guiding principle has been that rigor and intuition are equally necessary for a
good understanding of the subject.

The “model-in-action” approach is used to integrate the chapter content. In
the model-in-action approach, each chapter is motivated with questions of how
to solve a valuation or portfolio management problem. These questions reflect
the chapter’s learning outcome statcments found on the first page of each chap-
ter. Examples are provided throughout the chapter to demonstrate answers to
the questions and also to preview end-of-chapter problems. Thus the end-
of-chapter problems should be familiar reinforcements for those students who
have followed the learning outcome statements and worked through the exam-
ples of the chapter.

A basic investment course is a uscful prerequisite to this text. Some knowledge
of international economics may also help in the early chapters. Familiarity with dis-
counting techniques and basic statistics (e.g., standard deviation, correlation, and
regression) will make some of the chapters easier to read. However, this book is
intended to be accessible to students and portfolio managers without recent train-
ing in portfolio theory.

New to the Sixth Edition

The new title Global Investments (formerly International Investments) reflects gen-
eral acceptance that asset management is now global rather than categorized as
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domestic or international. The book’s refocused emphasis builds on a foundation
of accessible coverage of the world’s capital markets and continues to employ
contemporary examples to illustrate the application of concepts and theories.
Incorporating feedback from the use of fifth edition chapters in the CFA Program
curriculum, the sixth edition is the ideal text to help you succeed in financial man-
agement and global asset management.

As with the previous editions, this new edition provides students and practition-
ers with comprehensive yet accessible coverage of global investments. The authors
have revised the book in a way that serves the needs of practitioners such as CFA
candidates, while continuing to provide the coverage and accuracy our higher edu-
cation adopters have come to expect. The sixth edition is a major revision in terms
of both content and presentation. Specific revisions include the following:

» The sixth edition is considerably shorter than the previous edition. However,
we have maintained the same level of conceptual rigor and real world orienta-
tion. This has been achieved by simplifying several chapters. For example, in
Chapter 3, “Foreign Exchange Determination and Forecasting,” the treatment
of exchange rate quotations as well as global investment theories has been sim-
plified. In general, we have put less emphasis on formulas while preserving the
same level of rigor found in previous editions.

= All solutions to end-of-chapter problems have been moved to the Instructor’s
Resource Center at http: //www.prenhall.com/irc. However, all important as-
pects are illustrated in the main text by examples with solutions.

Web Site

The Web site http://www.prenhall.com/solnik_mcleavey contains a database
that can be used by the instructor to assign various projects related to some of
the chapters. This database includes monthly stock indexes, bond indexes, inter-
est rates, exchange rates, and inflation rates for major countries and a sample
of emerging countries. This allows students to conduct tests of various theories
presented in the text.

Instructor Resources

Instructor resources can be downloaded from the Instructor’s Resource Center at
hitp: //www.prenhall.com/irc. The resources for this text include:

* PowerPoint® Lecture Slides, developed by Bonnie Buchanan of University of
South Carolina. The PowerPoint slides include lecture notes and all art and
tables from the text.

» Online Solutions Manual, written by the authors and containing solutions for
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all end-of-chapter problems.

* Online Test Bank, written by the authors, containing additional problems

(with solutions) as well as a list of cases that can be used for various chapters
of the book.

Bruno Solnik
Dennis McLeavey
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