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Preface

Almost thirty years ago, Bruno Solnik published an article entitled “Why not diver-
sify internationally rather than domestically?” in the Financial Analysts Journal
(July/August 1974). At the time, U.S. pension funds had never invested outside of
the United States. The situation was not very different in most other countries (ex-
cept Britain) in which international investment by pension funds and other institu-
tional investors was legally prohibited or regarded as exotic. Although European
banks and private investors have long been international investors by cultural her-
itage as well as necessity (given the small size of most countries), institutional in-
vestors’ guidelines often limited or prohibited international investments. Because
institutional investors are large and sophisticated investors, their absence on the in-
ternational scene was significant. Various forms of capital and currency controls
constrained international investing. Few brokers or asset managers offered global
services. Most corporations only reported annual accounts in their local language,
and publicly available information was scarce and often unreliable. The combina-
tion of poor information, low expertise, stringent regulations, and high costs inhib-
ited global investing. Thirty years later, the investment scene has changed dramati-
cally.

Back in 1974, the world stock market capitalization stood below $1 trillion.
Since the publication of the first edition of this book in 1988, the world stock mar-
ket capitalization has passed the $25 trillion mark. Global debt markets have devel-
oped and opened up to foreign investors. Derivatives markets on financial instru-
ments were in their infancy in 1974, but now provide major risk management
instruments in all countries. It is now common to see U.S. pension funds with 10
percent or 20 percent of their assets invested internationally; individual investors
have followed the trend, and the number of international mutual funds offered to
American investors is astonishing. Non-U.S. investors hold extensive international
investments. For example, ABP, the pension fund of Dutch civil servants and one of
the largest in the world with total assets well over $100 billion, decided in 1989 to
move from a purely domestic strategy to invest a growing percentage of its assets
abroad. Dutch institutional investors now have more than 30 percent of their assets
abroad.

The rapid pace of international investing is due to a change in mentality based
on many factors. First, 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
second factor is the deregulation and internationalization of financial markets
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throughout the world. This global integration of financial markets has led to re-
duced costs, easier access to information, and the development of worldwide ex-
pertise by major financial institutions. In 1986, foreign organizations and banks
were allowed to become members of the Tokyo and London stock exchanges. A
similar step was taken in France in 1988 and is now the rule in all major countries.
Computerized quotation and trading systems that allow global round-the-clock
trading have been developed. At the start of 1990, restrictions to capital flows were
removed within the countries of the European Union (EU); European-based in-
vestment management firms can freely market their products to residents of any
EU member 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 acquisi-
tions among financial institutions seeking to extend their international manage-
ment expertise and the geographic coverage of their client base. A third factor is
the general acceptance of a common set of standards and ethical principles by in-
vestment professionals. Debt issues are rated by the same rating agencies world-
wide. Listed corporations are progressively adopting common or related interna-
tional accounting standards. The Chartered Financial Analyst® (CFA®) designation
of the Association for Investment Management and Research (AIMR®) has pro-
gressively been adopted as a standard by the worldwide investment profession. A
majority of the CFA candidates are non-U.S. The AIMR Global Investment
Performance Standards (AIMR-GIPS®) are adopted by institutional asset managers
worldwide and are recognized as the leading global industry standard for ethical
presentation of investment performance results.

Target Audience

This book is designed for CFA candidates, MBA students, and professionals working
in the investment area. In some cases, it has been used for senior-level undergradu-
ates majoring in finance. It is also used for students in master’s programs in fields
such as engineering or economics. To a large extent, the book is self-contained and
does not take a specific national viewpoint (e.g., American); hence, it has been suc-
cessfully used in courses and professional seminars throughout the world.

Structure of This Book

The international investor is faced with a complex task. The financial markets
throughout the world are quite different from one another, and information on
them is sometimes difficult to obtain. Trading in different time zones and lan-
guages further complicates the task. But the most important aspect of international
investment is the use of multiple currencies. An American investing in France must
do so in euros; therefore, the performance (and risk) of the investment will de-
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pend in part on changes in the euro/U.S. dollar exchange rate. Because of the im-
portance of exchange rates in international investment, this book begins with a de-
scription of foreign exchange transactions.

In this text, we develop the analysis needed for the international investment
and portfolio 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 inter-
pretation, and arbitrage implications. In Chapter 2, we develop the theory of inter-
national parity conditions. The theory helps in defining real foreign currency risk,
an important factor to be managed in international investing and portfolio man-
agement. Chapter 3 then discusses the empirical validation of the theories intro-
duced in Chapter 2.

The next four chapters explore the various assets available for international in-
vesting. Chapter 4 is the lead chapter in a series of chapters on international assets.
In it we develop international asset pricing in general with attention to foreign cur-
rency risk. Chapter 5 places a particular focus on the transaction costs involved in
various equity markets and instruments allowing entry into international invest-
ments. Following this general introduction to international asset pricing, Chapters
6, 7, and 8 focus on the available international assets and investments themselves:
equities, bonds.

The final three chapters develop the techniques and perspective of international
investment and portfolio management. We develop the risk control techniques avail-
able with derivatives in Chapter 8 and then apply these techniques in currency
risk management in Chapter 9. Finally, we summarize the global investment and
portfolio management process in Chapter 10. Throughout the text, we attempt to
isolate -those elements of the process that have unique international aspects.



About the Authors

Bruno Solnik is professor of finance at
the H.E.C. School of Management in
France. He holds an engineering de-
gree from Polytechnique in Paris and a
Ph.D. from Massachusetts Institute of
Technology. Before joining H.E.C., he
was on the faculty of the Graduate
School of Business of Stanford
University.

Professor Solnik has been a visiting
professor at the University of California
at Berkeley, U.C.LAA., Strathclyde
University, and the Université de
Geneve. He was the founding president
of the European Finance Association.
He has written seven books, five in
France and two in the United States, in-
cluding International Investments. He has published some fifty articles in leading fi-
nance journals such as the Journal of Finance, the Financial Analysts Journal, the
Journal of Financial and Quantitative Analysis, and the Journal of Portfolio Management.
He serves on the board of editors of several major finance journals in America,
Europe, and Asia. Professor Solnik has served as a trustee of the Research Foundation
of AIMR. He has received many prizes, including two Graham & Dodd Awards of
Excellence by the Financial Analysts Journal, the “Finance Award of the Year” at the
1998 Interlaken Finance Symposium, and the Nicholas Molodovsky Award, pre-
sented by the AIMR Board of Governors on May 22, 1999. “This award is given peri-
odically only to those individuals who have made outstanding contributions of such
significance as to change the direction of the profession and to raise it to higher
standards of accomplishment.”

Professor Solnik’s work focuses on international financial markets, from ex-
change risk to international portfolio diversification. His expertise has been called
upon by many pension funds and banks in Europe, the United States, and Asia. He
sits on the Investment Advisory Board of Zurich Financial Services, a global insur-
ance company with investments of some $190 billion.




About the Authors

Dennis McLeavey, CFA, is vice presi-
dent, Curriculum and Examinations, at
the Association for Investment Manage-
ment and Research. He earned his CFA
charter in 1990. During the early 1990s,
he taught in the Boston University and
the Boston Security Analysts Society’s
CFA review programs. Prior to joining
AIMR in 2000, he served on various
AIMR committees. He is a co-author of
AIMR’s texts, Quantitative Methods for
Investment Analysis and Analysis of Equity
Investments: Valuation, as well as two col-
lege texts, Production Planning and
Inventory Control and Operations Research
for Management Decisions. His research
has been published in Management
Science and in the Journal of Operations

Research. In his twentyfive year academic career, he taught at the University of
Western Ontario, the University of Connecticut, the University of Rhode Island
where he founded a student managed fund, and Babson College. He serves as chair-
person of the AIMR Retirement Investment Policy Committee and as a New York
Stock Exchange Arbitrator. After studying economics for his bachelor’s degree at the
University of Western Ontario in 1968, he completed a doctorate in production man-
agement and industrial engineering at Indiana University in 1972.



13
20
22
24

29

30
41
53
54
58

67
68
76
83
84
87

93
94
96
111
113
117

123

124
133
137
144

g—& HMC
SMCARA

=

TR

Mgk

6]

R

. BCE NCEMRR

AN AR
PR K R
B
[P
ER

| = STTERE

Il P B2 T 22 HE
SCAEUESE
B

F:0

2 S

| gmE EREEES

PR 5
PR B
MGG
[
BER

BHE Wi (RE): HHRNIR
25 [ s BB

G 4R,

S 7 T 1)

AT RAR

152
163
164
168

173
174
177
191
206
210
211
216

225
226
236
240
248
253
255
259

265
266
286
300
313
314
320

1 329

330
341

BT A b T RS B R
Mgk
[ 7%
ER

EAE M (RE): HSHEA
B PR 7 v

FHEESTHEN 25

&

HEZF i 2 AR A R BRI KU

B

[

ER

FLE SHREHFRA
EREFTY
mEH G EEER
3 A BB
MRS EM Ik
B

[F]

BER

EN\E T£ETR

- ImHA AR

H#
e
Bk
IR
BER

EHE HTRAREE
I PR 10 B8 0 10 A L HEA T ) o
I FR A& 2384 T AR 0 FI 5 e



2

347
348
354

367
368
377
384
387

Hx

;E\ ?Fl:
[
ER

F+E HEERRATE
EREET—K
ERREF L

A L
AT S T

395
401
408
409
419
420
424
438

IR EE: MR EIRA
IR ACE . WML E SR
st

John Bouderi: ZH#4#r A

Leigh Brennan: &% A

John Bouderi: ZEH#4#7 B

Leigh Brennan: &% B

A ARER



Contents

Chapter 1 Foreign Exchange 1

Foreign Exchange Quotations 2
Arbitrage 6

Forward Quotes 13

Summary 20

Problems 22

Solutions 24

Chapter 2 Foreign Exchange Parity Relations 29

Foreign Exchange Fundamentals 30
International Parity Relations 41

Summary 53
Problems bH4
Solutions 58

Chapter 3 Foreign Exchange Determination 67

International Monetary Arrangements 68
The Empirical Evidence 76

Summary 83

Problems 84

Solutions 87

Chapter 4 International Asset Pricing 93

International Market Efficiency 94
Asset-Pricing Theory 96

Summary 111

Problems 113

Solutions 117



Contents

iv

Chapter 5 Equity: Markets and Instruments

Market Differences: A Historical Perspective 124
Some Statistics 133

Some Practical Aspects 137

Execution Costs 144

Investing in Foreign Shares Listed at Home 152
Summary 163

Problems 164

Solutions 168

Chapter 6 Equity: Concepts and Techniques

Approaching International Analysis 174
Differences in National Accounting Standards 177
Equity Analysis 191

Global Risk Factors in Security Returns 206
Summary 210

Problems 211

Solutions 216

Chapter 7 Global Bond Investing 225

The Global Bond Market 226

Major Differences Among Bond Markets 236
A Refresher on Bond Valuation 240
Multicurrency Approach 248

Summary 253

Problems 255

Solutions 259

Chapter 8 Derivatives 265

Forward and Futures 266
Swaps 286

Options 300

Summary 313

Problems 314

Solutions 320

123

173



Contents

Chapter 9 Currency Risk Management 329

Hedging with Futures or Forward Currency Contracts 330
Insuring and Hedging with Options 341

Summary 347

Problems 348

Solutions 354

Chapter 10 Structuring the Global
Investment Process 367

A Tour of the Global Investment Industry 363

Global Investment Philosophies 377

The Investment Policy Statement 384

Capital Market Expectations 387

Global Asset Allocation: From Strategic to Tactical 395
Global Asset Allocation: Structuring and Quantifying the Process 401
Summary 408

John Bouderi: Case Study A 409

Leigh Brennan: Solution A 419

John Bouderi: Case Study B 420

Leigh Brennan: Solution B 424

Glossary 425






