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The purpose of International Financial Markets is to
analyze the key financial markets and instruments that
facilitate trade and investment activity on a global scale.
The scope of inquiry spans two areas—first, the eco-
nomic determinants of prices, price changes, and price
relationships in the major financial markets; and sec-
ond, the policy issues that result for private enterprises
and public policymakers.

Within the first objective, I bring together the current
theories of pricing financial instruments in an interna-
tional context. I develop the economic determinants of
financial prices, discuss the limitations and implications
of these models, and assess the empirical evidence re-
lated to some of their theoretical predictions. Under the
second objective, I outline the decisions facing private
individuals and enterprises and public policymakers.
For private individuals and enterprises, 1 analyze how
decisions regarding capital financing, investing, and
risk management should be approached given our dis-
cussion of the markets. For public policymakers, the
decisions facing monetary authorities, fiscal and tax au-
thorities, banking and financial market regulators, and
accounting standard setting bodies are also examined,
again within the context of the economics of markets
and the incentives facing private individuals and
enterprises.

Through this book, I hope that readers will see both
the breadth of innovative financial instruments and the
linkages that tie these products and markets together.
My aim is to clarify the economic underpinnings of
various financial markets, and the economic incentives
facing private individuals and enterprises who trade in
or are affected by these markets. My goal is to demon-
strate how various strategic and policy decisions often

depend on a particular economic model or a particular
empirical view of the world. I hope to present sufficient
empirical evidence to explain why some public policy
issues and prescriptive strategies offered to firms appear
settled, while others remain in dispute. Finally, I hope
the reader will gain fresh insights on a central problem
facing public policymakers—whether national financial
policies and regulations ought to be harmonized or, in-
stead, tailored to each country’s individual environment
and interests.

The Underlying Philosophy
The primary theme of International Financial Markets
is that despite the burgeoning of financial products and
expanding network of national market linkages, a small
number of concepts guide the pricing of securities in
international financial markets and guide the selection
of policies by both private market participants and offi-
cial market regulators. The key concept is that the seem-
ingly distinct components of a national financial market
and the seemingly distinct national financial markets
themselves are really part of an integrated international
financial market where prices tend to be set efficiently
8o as to reflect available information and to eliminate
unusual profit opportunities. The key mechanism is ar-
bitrage and arbitrage-like transactions that bind to-
gether spot and forward exchange rates, onshore and
offshore money markets, forward rates and option
prices, forward rates and swap rates, and other financial
contracts.

Pricing efficiency and market integration imply a
set of linkages for various financial market products

Xl
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XV Preface

both within and between national financial markets,
and a consistency in market pricing. Whether at the
level of corporate financial officers who wish to maxi-
mize investment returns, minimize funding costs, or
establish acceptable levels of exposure to risks, or at
the level of national market regulators who seek to
promote the growth and ensure the safety and sound-
ness of their own institutions—it follows that policies
must be set giving full allowance to the market forces
of efficient pricing and integration. Private individuals
will naturally try to exploit the breadth of international
markets to overcome the regulatory burden placed on
local markets or the general inadequacy of local mar-
kets. Given the scope of financial alternatives open to
private individuals, I show that the ability of national
market regulators to set policies that deviate far from
the norm is constrained.

Organization of the Text

Part I of the book begins with an overview of the
changes that have occurred in international financial
markets since the 1960s. I highlight the policy issues
that face individuals, firms, and governments and the
central role that foreign exchange plays for all coun-
tries. In Chapter 2, I review the history of international
financial systems over the last century, and document
recent price behavior in international financial markets.

The heart of the book is contained in the next four
parts that divide the international financial markets into
four major groups: (1) foreign exchange, (2) offshore
markets, (3) derivative securities, and (4) international
asset portfolios. Under each category, my objective is to
describe the institutional setting and economics of pric-
ing in these markets, and then to outline the policy is-
sues affecting both private individuals and public
policymakers.

Part II contains six chapters concerned with the for-
eign exchange market. Chapter 3 looks at the structure
and institutional aspects of these markets. I discuss the
competitive pressures that affect the foreign exchange
market and how this affects the use of the market by
private firms and the management of trading activity.
The parity conditions in international finance, which are
now a standard part of any text in this field, are intro-
duced in Chapters 4 and 5. In reviewing these parity
conditions, I emphasize the empirical evidence regard-
ing parity, the factors that lead to systematic (rather than
transitory) departures from parity, and the policy rules

that might be triggered in response to deviations from
parity. In Chapter 6, | address the economic determi-
nants of exchange rates. A vast literature on this topic
has evolved over the last 20 years. I review the main
themes of this research and highlight the policy
questions that remain for private firms and public
policymakers.

Closely related to the efforts at exchange rate model-
ing are the themes of market efficiency and exchange
rate forecasting that are the topics of Chapters 7 and 8. 1
review the theory and evidence on foreign exchange
market efficiency and forecasting, giving attention also
to policy issues such as whether private individuals
should attempt to forecast exchange rates and speculate
in currency markets, and whether public officials should
intervene to improve the efficiency of markets and re-
duce the risks facing private enterprises.

In Part II, our attention turns to the Euromarkets,
the offshore markets for financial instruments that be-
gan their development in the early 1960s. In Chapter
9, I focus on the short-term bank deposits and loans of
the Eurocurrency markets. I examine the pricing of
Eurocurrency instruments and the geographic spread
of the market. The policy matters in this market con-
cern the relative regulatory burden in offshore markets
versus onshore markets, and the risks of Eurocurrency
deposits. The longer-term end of the offshore markets,
the Eurobond market, is the subject of Chapter 10.
Again, the determinants of Eurobond prices and Euro-
bond activity are examined. Effective utilization of the
market by issuers and investors is discussed, along
with policies to regulate the Eurobond market or affect
its competitiveness with traditional onshore bond
markets.

The expanding market for new financial derivative
products encompassing futures, options and swaps is
the topic of Part IV. The institutional features and pric-
ing relationships for futures, options, and swaps are an-
alyzed in Chapters 11, 12, and 13 respectively. In each
case, I consider the economic underpinnings of the mar-
ket and the adequacy of existing pricing models to ex-
plain actual market prices. And in each chapter, I review
the general techniques for using futures, options, and
swaps in financial risk management. Public policy is-
sues here concem the regulation of these new financial
instruments and their impact on the traditional spot, or
cash, markets.

In Part V, I look at developments in international
asset portfolios. In Chapter 14, I examine the dimen-
sions of international bond markets. A central theme is
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the calculation of returns on bond investments, both on
an unhedged and currency-hedged basis. Evidence on
the diversification potential of interndtional bond port-
folios is presented, supplemented by the evidence for
currency-hedged bond portfolios. A similar analysis for
international equity portfolios is presented in Chapter
15. I discuss the dimensions of these markets and the
range of investment vehicles available to investors. I
also review the findings on the pricing of equities in an
international context as well as the evidence on interna-
tional portfolio diversification. The issues of concern to
private agents here include the tendency of investors to
show a “home country bias” and overweight domestic
securities in their portfolios and whether investors can
continue to count on diversification gains in the future
as international markets become more integratéd. On
the public policy side I consider the case for harmoniza-
tion of listing requirements, trading and settlement re-
quirements, and accounting practices.

In Part VI (Chapter 16), I examine the measurement
and management of risk in international financial posi-
tions. I consider the corporate manager’s situation, in
which risk is derived from the firm’s financial positions
as well as the firm’s operating activities. And I also
analyze similar risk measurement and management
issues for purely financial portfolios. While various
techniques for measuring these exposures (such as re-
gression analysis, scenario analysis, and the recently
developed value-at-risk method) are discussed, I em-
phasize that all of these methods rely on assumptions
that may limit the accuracy of these risk measurements.

The book concludes with Part VII (Chapter 17) that
explores how regulators may give direction to interna-
tional financial markets, a critical issue as markets have
become global, footloose, huge, and some would say,
beyond the power of regulatory authorities. I examine
the pros and cons of competitive versus coordinated and
harmonized approaches to regulating national financial
markets. And finally, I investigate whether central bank
intervention can be effective in containing foreign ex-
change rate behavior,

As the reader will note, entire books could be (and
have been) written about each of the topics covered in
the 17 chapters of this book. My coverage is necessarily
selective, concemed primarily with what can be said
about the economic setting of markets and the pricing of
international financial instruments, and on what conclu-
sions one can draw for private enterprises that must act
in these markets and for public policymakers who either
directly regulate or indirectly influencé them.

Xv

Intended Audience

This textbook is designed for a one-semester course in
international financial markets or international financial
management either in a finance department of a busi-
ness school or an economics department. The text is
appropriate for students in an MBA program, master’s
degree programs, or advanced undergraduate courses.
Students should have had an introduction to the basic
principles of international economics (such as the the-
ory of comparative advantage, balance of payments
issues, and so forth) as well as a course in financial
markets or investments that covers the basics of cash
flow valuation, asset pricing models, and financial mar-
ket efficiency.

The text contains discussion of numerous empiri-
cal studies and numerous graphs and tables that repre-
sent the results of those studies. Students should be
familiar with the basics of hypothesis testing and re-
gression analysis in order to interpret these empirical
results, '

Pedagogic Approach

Each chapter typically includes a discussion of the his-
torical origins of a market and/or the present institu-
tional organization of the market. The institutional
setting is an important part of understanding how a mar-
ket “works,” and why the market might not behave
in the precise way predicted by a stylized economic
model.

Not surprisingly, each chapter also contains theoreti-
cal material to establish some baseline predictions about
how prices in a market are determined, how they should
behave over time, and how they may respond to macro-
economic events. I take the view that theory can be
practical, as it often points the way to pricing a new
product, to hedging the risk in an existing product, or to
structuring a particular investment policy or borrowing
strategy. However, all theories require testing. The
chapters present the results of empirical studies so the
reader can assess some of the important empirical regu-
larities in international finance and see what puzzles
remain to be resolved.

Graphs are used extensively throughout the text to
convey the material in a visual way that complements
the text. I use figures often to show the institutional
organization of a market, to explain the pattern of
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cash flows associated with a single financial contract
or a set of contracts, or to explain the results of an
empirical study or financial strategy or risk manage-
ment technique. Hopefully, the use of graphs and real
life data make the topics and the theories seem
more vivid.

The text also contains rumerous boxed examples.
Some boxes show the details of a financial calcula-

tion. Other boxes report examples from recent news-
paper stories, again illustrating the practical im-
plications of theory and empirical findings in the
chapters.

Richard M. Levich
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