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Preface

e financial environment has undergone a profound change over the past 30 years that
has been nothing short of spectacular. The elimination of most controls on cross-
border capital movements, the exceptional technological advances in the processing and
dissemination of information, the general liberalization of financial markets and
reduction of transaction costs: all these have been at the source of a veritable financial
revolution. This revolution has led to the appearance of new financial markets for
products such as futures, options and swaps, the renovation of the traditicnal domestic
money and stock markets, and the development of powerful and efficient offshore capital
markets that are largely immune from troublesome government meddling. It has also led
to a transformation in the role of financial intermediation played by banks and other
financial institutions, as well as to the increased importance of the finance departments in
commercial and industrial enterprises.

Besides the ongoing financial revolution, the past 30 years have also been marked by
the internationalization of commercial and industrial activity. World imports and exports
have increased many-fold, thanks to reduced customs barriers, lower transport costs and
increased reliance on comparative advantage for economic development. These
exchanges of goods and services have generated their corresponding financial flows and
it is now the rule rather than the exception that a firm must manage payments and receipts
in currencies other than its own. As a result, multi-currency borrowing and lending is also
commonplace. Furthermore, as international barriers to free capital movement have
disappeared, firms have sought to exploit their comparative financial advantage and
diversify their sources of funds by borrowing internationally rather than limiting them-
selves to their own domestic market. For reasons of market access and productivity, many
firms have also embarked on programs of direct investment in foreign countries, with all
the risks that this entails.

It is clear that modern day financial management and investment is international in scope
and requires the corresponding knowledge and expertise in order to be successful.
Consequently, financial training in general should include the international aspects of the
field, and international financial training in particular should reflect the current revolu-
tionized environment. This is the goal of this book.

Primary audience and pedagogical approach

This book is designed for MBA and masters level finance and banking students as well as
for financial professionals working in corporations or on the markets. It can also be used by
senior level undergraduates majoring in finance. Basic courses in corporate finance,
descriptive statistics and international economics would be useful primers: for example,
knowledge of international economics would make Chapters 1--3 easier to read. Familiarity



with discounting techniques and a knowledge of basic statistics such as standard deviation,
correlation and covariance would help with some of the other chapters.

However, this book is, for all practical purposes, self-contained. It is intended to be
accessible to students and professionals without recent training in modern financial
theory. The basic principles models and techniques of finance and investment are
explained and illustrated with examples as they arise. The techniques particular to the
international dimension are then developed, analyzed and illustrated with numerous
examples. The more complicated mathematical tools necessary for the more advanced
applications are presented in the end of chapter appendices. Solutions to end of chapter
problems are provided on the web site, as are further questions, problems, exercises and
suggested solutions (see www.thomsonlearning.co.uk/accountingandfinance). This web
site also contains teaching aids for adopters of the book as well as open access resources
for students.

Besides the technical aspects of international finance, I have also taken care to
develop the institutional aspects. There is, however, no specific national perspective
such as the “American” or “European” perspective taken in the book. The major interna-
tional institutions, both public and private, as well as the major markets and market
participants have been presented and analyzed. The book can thus be used effectively
throughout the world. Because institutional, market and participant details are continu-
ously evolving, I have also included their web addresses so that students can keep up
with changes in real time,

Book structure

This book is divided into eight parts. Given the importance of exchange rates in all interna-
tional financial transactions, we begin the book with a detailed analysis of what determines
the exchange rate and how currencies are borrowed, lent, bought and sold. Part I deals with
the economics of international transactions. Its three chapters are designed to provide a
clear understanding of the relationship between a national economy, its balance of
payments and the exchange rate. Part IT shows how the international financial system is
organized for handling cross-border financial flows and currency trading. These three
chapters detail the international institutional framework and conventions that form the
backbone of the international monetary system.

Part IIT deals with the international derivative markets. It describes the major deriv-
ative markets and shows how they are organized. It also describes the major instruments
they trade, shows how these instruments can be used and how they can be priced. One
whole chapter is devoted to the over-the-counter markets that trade some of the more
complicated products used in international financial transactions such as swaps and
exotic options.

In Part IV I look at assessing the risk that is specific to international transactions such as
country risk and political risk. I also show how the standard financial models, such as the
capital asset pricing model, arbitrage pricing theory, and value at risk, can be applied at the
international level. Part V is devoted to managing foreign exchange risk. These four
chapters are designed to provide a thorough grounding in currency risk management using
straightforward techniques such as in-house hedging, netting and leads and lags, as well as
the more complicated techniques that employ forwards, futures, options and swaps. Part VI
deals with the institutional aspects of the major international debt markets and how interest
rate risk can be managed, while in Part VII I look at two other markets: the international
commodity markets and the world equity markets. Finally, in Part VIII I examine capital
budgeting and foreign direct investment.

xvii
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xviii

PREFACE '

New to this edition

This edition represents a major revision in terms of both content and presentation. It reflects
significant changes in the international financial system. The euro has replaced most of the
venerable old currencies of the European Union. The emerging markets and transitional
economies play a more prominent role in world economic and financial activity. The
Mexican peso crisis of 1994, the South-East Asian economic meltdown of 1997 and the
Russian default of 1998 have introduced the world to a possible systemic breakdown and
made it more sensitive to country and political risk.

Four completely new chapters have been added to this edition and all chapters have been

updated and extensively rewritten to reflect changes in the international financial envi-
ronment. The most important changes are as follows:

Chapter 4 has been rewritten to incorporate the introduction of the euro.

e Chapter 7 is a new chapter devoted to the organized futures exchanges. It has been added to

provide a better understanding of how futures markets are organized and how they can be
used to hedge the risk inherent in financial and commercial transactions.

Chapter 8 (formerly Chapter 11) is devoted to options and has been extensively rewritten to
improve its pedagogy. The presentation is clearer and more structured and addresses several
issues that were missing in the last edition. The section on option pricing has been extended
to include an underlying other than an exchange rate. From this the chapter shows how to
price options on currencies, commodities with convenience yields, futures contracts, stocks
with dividends and assets with no intermediate payouts at all. Some methodologies for
pricing American style options are also presented.

Chapter 9 is a new chapter devoted to exotic options and other over-the-counter products, such as
swaps, swaptions, caps, collars and floors. Products such as these are popular but not easy to
understand. The chapter shows how they can be used to manage risk and how they can be priced.

Chapter 10 on country and political risk analysis is a new chapter that reflects the importance
of these factors in the new international financial and economic organization. It covers the
sources and effects of political risk, a comprehensive presentation of the methods and
techniques for assessing this type of risk and several approaches for incorporating the
analysis into the capital budgeting process.

Chapter 11 (formerly Chapter 8) on portfolio investment has been extensively rewritten to
improve its pedagogical content. It has also been expanded to include arbitrage pricing theory
and the relatively new “value at risk” technique for risk management.

Chapter 12 (formerly Chapter 7) on advanced techniques for country and political risk
assessment has been rewritten and expanded to include the estimation of systematic country risk.

Chapter 17 describes the major world debt markets, both primary and secondary, their
instruments and their procedures. The markets include the United States, Japan, the United
Kingdom, the international bond market and syndicated Eurocredits. Brady bonds are also
examined in this chapter.

Chapter 18 deals with interest rate risk management. It reviews the concepts and techniques
of bond pricing and management, including yield calculation, duration and convexity. It goes
on to analyze techniques for hedging long-term and short-term interest rate risk on the futures
markets and concludes with applications of over-the-counter products such as swaps, caps,
floors and collars.

Chapter 19 is a new chapter on the international commodity markets. It describes the spot
markets, data sources, major participants and trading conventions, It then describes the
derivative markets and how they can be used to hedge commodity risk.



e Chapter 21 on capital budgeting for foreign direct investment has been rewritten and
expanded to include the real option approach to investment under uncertainty and evaluation
techniques outside the mean-variance paradigm.

e Chapter 22 on measuring and managing risk in foreign direct investment has been rewritten
and improved in several ways. The section on estimating a project’s required rate of return
has been expanded to include systematic country economic and financial risk. In the
appendix at the end of the chapter we show the relationship between the CAPM, which is
used to measure systematic econornic risk, and the Black-Scholes options pricing model,
which is used to measure systematic financial risk. We also show the various approaches for
including political risk in the analysis. Finally, we review the internal and external hedging
techniques that can be used to manage exposure to political risk.
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