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Preface

Our Reason for Writing this Textbook

Both of us have been teaching international financial management to undergraduates
and M.B.A. students at Georgia Institute of Technology, Wake Forest University, and
at other universities we have visited for three decades. During this time period, we
conducted many research studies, published in major finance and statistics journals,
concerning the operation of international financial markets. As one might imagine, in
doing this we put together an extensive set of teaching materials which we used suc-
cessfully in the classroom. As the years went by, we individually relied more on our
own teaching materials and notes and less on any one of the major existing textbooks
in international finance (most of which we tried at some point).

As you may be aware, the scope and content of international finance have been fast
evolving due to deregulation of financial markets, product innovations, and techno-
logical advancements. As capital markets of the world are becoming more integrated, a
solid understanding of international finance has become essential for astute corporate
decision making. Reflecting the growing importance of international finance as a dis-
cipline, we have seen a sharp increase in the demand for experts in the area in both the
corporate and academic worlds.

In writing International Financial Management, Sixth Edition, our goal was to pro-
vide well-organized, comprehensive, and up-to-date coverage of the topics that take
advantage of our many years of teaching and research in this area. We hope the text
is challenging to students. This does not mean that it lacks readability. The text dis-
cussion is written so that a self-contained treatment of each subject is presented in a
user-friendly fashion. The text is intended for use at both the advanced undergraduate

and M.B.A. levels.

The Underlying Philosophy

Emphasis on
the Basics

International Financial Management, Sixth Edition, like the first five editions, is
written based on two tenets: emphasis on the basics and emphasis on a managerial
perspective.

We believe that any subject is better learned if one first is well grounded in the basics.
Consequently, we initially devote several chapters to the fundamental concepts of
international finance. After these are learned, the remaining material flows easily from
them. We always bring the reader back, as the more advanced topics are developed, to
their relationship to the fundamentals. By doing this, we believe students will be left
with a framework for analysis that will serve them well when they need to apply this
material in their careers in the years ahead.

vii



viii PREFACE

Sixth Edition Organization

International Financial Management, S

ixth Edition, has been completely updated. All

data tables and statistics are the most current available when the text went to press.

Additionally, the chapters incorporate

several new International Finance in Practice

boxes that contain real-world illustrations of chapter topics and concepts. In the mar-

gins below, we highlight specific chang

This part lays the macroeconomic foundation
for all the topics to follow.

Recent economic developments such as the global
financial crisis and sovereign debt crisis of Europe.

Updated coverage of monetary developments,
including the euro zone crisis.

Updated balance-of-payments statistics.

Review of corporate governance systems in
different countries, the Dodd-Frank Act, .
and managerial implications.
This part describes the market for foreign
exchange and introduces currency
derivatives that can be used to manage
foreign exchange exposure.

Fully updated market data and examples.
Expanded coverage on forward cross-exchange .___
rates to facilitate understanding.

Integrated coverage of key parity conditions
and currency carry trade.

Fully updated market data and examples. New
International Finance in Practice box reading.
Improved presentation of graphs. Expanded
discussion of binomial options pricing model
to facilitate understanding. Excel spreadsheet
example of European options-pricing model
using text software FXOPM.xls.

This part describes the various types of foreign
exchange risk and discusses methods
available for risk management.

Systematic coverage of foreign currency
transaction exposure management.

Conceptual and managerial analysis of
economic exposure to currency risk.

Expanded coverage of International

es in the sixth edition.

Part ONE

Foundations of International Financial
Management 2

“= 1 Globalization and the Multinational
Firm 4

=~ 2 International Monetary
System 29

-~ 3 Balance of Payments 64

~-- 4 Corporate Governance around

the World 83

Part TWO
The Foreign Exchange Market, Exchange

Rate Determination, and Currency
Derivatives 110

-~ 5 The Market for Foreign
Exchange 112

"-- 6 International Parity Relationships
and Forecasting Foreign
Exchange Rates 139

-- 7 Futures and Options on Foreign

Exchange 172

Part THREE

Foreign Exchange Exposure
and Management 196

t-- 8 Management of Transaction
Exposure 198

--- 9 Management of Economic
Exposure 231

_. 10 Management of Translation

Exposure 252

Accounting Standards and FASB 133.




PRIE FAICE

A Managerial Perspective

The text presentation never loses sight of the fact that it is teaching students how to
make managerial decisions. International Financial Management, Sixth Edition, is
founded in the belief that the fundamental job of the financial manager is to maximize
shareholder wealth. This belief permeates the decision-making process we present
from cover to cover. To reinforce the managerial perspective, we provide numerous
“real-world” stories whenever appropriate.

Part FOUR

World Financial Markets and
Institutions 270

11 International Banking and Money
Market 272

12 International Bond Market 310

13 International Equity Markets 330

14 Interest Rate and Currency
Swaps 354

15 International Portfolio

Investment 372 o

Part FIVE
Financial Management of the

Multinational Firm 410

16 Foreign Direct Investment
and Cross-Border
Acquisitions 412
17 International Capital Structure
and the Cost of Capital 439
18 International Capital
Budgeting 465
19 Multinational Cash
Management 484
20 International Trade
Finance 495
21 International Tax

Environment and
Transfer Pricing 506

~
~

‘
’

This part provides a thorough discussion of international
financial institutions, assets, and marketplaces.

Fully updated market data and statistics. New discussion on Basel
11l capital adequacy standards. New lengthy discussion on the
causes and consequences of the global financial crisis. Coverage
of Eurodollar interest rate futures contracts moved to this chapter
to show relationship to forward rate agreements. New appendix
on mortgage-backed securities, structured debt obligations,
collateralized debt obligations, and credit default swaps.

Fully updated market data and examples. Expanded coverage of
the features, characteristics, and regulations governing dollar
denominated foreign bonds, Eurobonds, and global bonds.

Fully updated market data and statistics. New discussion of cross-
listing and security regulation. Expanded coverage of American
Depository Receipts and global registered shares. New section on
empirical findings on cross-listings and ADRs.

Fully updated market data and statistics. New International

* Finance in Practice box. Excel spreadsheet example of a currency

swap using text software CURSWAP.xIs and associated end-of-
chapter problem.

Updated statistical analysis of international markets and
diversification with small-cap stocks.

This part covers topics on financial management practices for the
multinational firm.

* Updated trends in cross-border investment and M&A deals.

Updated political risk scores for countries.

New analysis of home bias and the cost of capital around the
world.

Updated discussion of multilateral netting systems available for
commercial use.

Fully updated comparative national income tax rate table with
updated examples. New discussion on branch versus subsidiary
organizational structure.



Balance-of-Payments Accounting

Balance-of-Payments Accounts
The Current Account
The Capital Account
Statistical Discrepancy
. Official Reserve Account
' The Balance-of-Payments Identity
Balance-of-Payments Trends in Major
~ Countries
Summary
Key Words
Questions
Problems
Internet Exercises
Mini Case: Mexico's Balance-of-Payments Problem
References and Suggested Readings

AppENDIX 3A: The Relationship between Balance
of Payments and National Income
Accounting

EXHIBIT 2.3 The Value of the U.S. Dollar since 1960*

8

g

Nominal effective exchange rate
o

g 8

60 62 64 66 68 70 72 74 76 78 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10

|| "The value of the U.S. dollar represents the nominal exchange rate index (2005 = 100) with weights derived from trade among 21 industrialized countries.
Source: International Financial Statistics.

EXAMPLE]| 1 1.1:Rollover Pricing of a Eurocredit
~ Teltrex International can borrow $3,000,000 at LIBOR plus a lending margin of
.75 percent per annum on a three-month rollover basis from Barclays in London.
- Suppose that three-month LIBOR is currently 5% percent. Further suppose that
over the second three-month interval LIBOR falls to 5% percent. How much will
Teltrex pay in interest to Barclays over the six-month period for the Eurodollar loan?

Solution: $3,000,000 x (.0553125 + .0075)/4 + $3,000.000 X
(.05125 + .0075)/4 = $47,109.38 + $44,062.50
= $91,171.88




Market Volumes Surge

: ‘The FX market is growing at record levels, according to
ﬁgures released by the CME Group, the largest regulated

futures and options surpassed $88,000 in ADV and
$8 billion in total notional ADV.

With foreign currency futures going from strength
to strength, the CME Group recently published a white
paper outlining the benefits of FX futu

“These contr: provide an ideal tool to manage
currency or FX risks uncertain world,” it said. |
“Product innovation, liquidity, and financial surety are
the three pillars upon which the CME Group has built its
world-class derivatives m rket. The CME Group provides
products based on ge of frequently transacted
currencies, liquidity mr n the state-of-the-art CME |
Globex electronic trading platform, and financial sureties
afforded by its centralized clearing system.”

|8 percent compared toa year eaﬂier :
ber of indi cators at play, Iike the news of

ding currencies like the Australian dollar and
‘the Canadian dollar, the CME saw record volumes and

) res and options saw total average
volum of 362 000 contracts with total notional

futures and options dimbed to
arly $119,000 in average daily volume with almost
1 billwn in total notional ADV, and Canadian dollar

Source: Global Investor, March 2010.

www.cmegroup.com

This is the website of the
CME Group. It provides
detailed information about the
futures contracts and options
contracts traded on it.

www.nasdagtrader.com

This is the website of NASDAQ
OMX. It provides detailed
information about the stocks
and derivative products,
including the NFX World
Currency Futures, that trade
on the exchanges.

In More Depth
European Option-Pricing Formula |

In the last section, we examined a simple one-step version of binomial option-pricin;
uld have assumed the stock price rollowc.d amultiplicative binomi

could be many different values. When the number of «uhpenod into wh]ch (he nplmn
period is subdivided goes to infinity, the European call and put pricing formulas pre=
sented in th tion are obtained. Exact European call and put pricing formulas are:*

C, =S¢ IN,) — Ee"N(d,) (7.12)
and

P_= Ee™"IN(—d,) — S,g"""N(—d;) (7.13)
The interest rates #, and ry are assumed to be annualized and constant over the term-
maturity T of the option contract, which is expressed as a fraction of a year.

Invoking IRP. where with continuous compounding £, = S~ %7, C_and P, in
Equations 7.12 and 7.13 can be, respectively, restated as:

C, = [F,N(d,) — EN(dy)le™"
and

= [EN(—

where

dy = Fp N(=d, e

@ = NGB + 58T
SR LA
oVT

and

d,=d, — o\NT
N(d) denotes the cumulative area under the standard normal density function from
— 0 d, (or d,). The variable @ is the annualized volatility of the change in exchange |
rate In(b S, ). Equations 7.14 and 7.15 indicate that €, and P, are functions of only
five variables F,. E. r. T, and 6. It can be shown that both C, and P, increase when &
becomes larger.




SUMMARY This chapter presents an introduction to the market for foreign exchange. Broadly
defined, the foreign exchange market encom s the conversion of purchasing power
from one currency into another, bank deposits of foreign currency, the extension of credit
denominated in a foreign currency, foreign trade financing, and trading in foreign cur-
rency options and futures contracts. This chapter limits the discussion to the spot and
forward markets for foreign exchange. The other topics are covered in later chapters.

1. The FX market is the largest and most active financial market in the world. It is
open somewhere in the world 24 hours a day, 365 days a year.

2. The FX market is divided into two tiers: the retail or client market and the whole-
sale or interbank market. The retail market is where international banks service
their customers who need foreign exchange to conduct international commerce or
trade in international financial assets. The great majority of FX trading takes place
in the interbank market among international banks that are adjusting inventory
positions or conducting speculative and arbitrage trades.

3. The FX market participants include international banks, bank customers, nonbank
FX dealers, FX brokers, and central banks.

4. In the spot market for FX, nearly immediate purchase and sale of currencies take
place. In the chapter, notation for defining a spot rate quotation was developed.
Additionally, the concept of a cross-exchange rate was developed. It was deter-

Summary—A short summary concludes
each chapter, providing students with a
handy overview of key concepts. The main
points of the chapter are summarized and
numbered for easy reference and study.

A

mined that nondollar currency transactions must satisfy the bid-ask spread deter-
mined from the cross-rate formula or a triangular arbitrage opportunity exists.

5. Inthe forward market, buyers and sellers can transact today at the forward price for
the future purchase and sale of foreign exchange. Notation for forward exchange
rate quotations was developed. The use of forward points as a shorthand method
for expressing forward quotes from spot rate quotations was presented. Addition-
ally, the concept of a forward premium was developed.

6. Exchange-traded currency funds were discussed as a means for both institutional
and retail traders to easily take positions in nine key currencies.

Key Words—One of the most interesting

aspects of studying international finance

is learning new terminology. All key terms ———>
are presented in boldfaced type when they

are first introduced, and they are defined
thoroughly in the chapter. A list of key

words is presented at the end of the chapter

with convenient page references.

KEY WORDS

reinvoice center, 2//

transaction
exposure, /98

translation
exposure, 198

contingent exposure, 208
cross-hedging, 208
economic exposure, /98
exposure netting, 2//
forward market

hedge, 200

hedging through invoice
currency, 210
lead/lag strategy, 211
money market hedge, 203
options market
hedge, 203

!

1. How would you define transaction exposure? How is it different from economic
exposure?

QUESTIONS

2. Discuss and compare hedging transaction exposure using the forward contract
versus money market instruments. When do alternative hedging approaches pro-
duce the same result?

3. Discuss and compare the costs of hedging by forward contracts and options
contracts.

The spreadsheet TRNSEXP:xls may be used in solving parts of problems 2, 3, 4, and 6.
1. Cray Research sold a supercomputer to the Max Planck Institute in Germany on
credit and invoiced €10 million payable in six months. Currently. the six-month
forward exchange rate is $1.10/€ and the foreign exchange adviser for Cray
Research predicts that the spot rate is likely to be $1.05/€ in six months.

PROBLEMS

a. What is the expected gain/loss from a forward hedge?
b. If you were the financial manager of Cray Research, would you recommend
hedging this euro receivable? Why or why not?

Questions and Problems—Each

chapter contains a set of Questions

and Problems. This material can

be used by students on their own
to test their understanding of the
material, or as homework exercises
assigned by the instructor.

Questions and Problems relating to

the In More Depth sections of the

text are indicated by blue type.

Questions with Excel Software—An icon
in the margin indicates that the end-
of-chapter question is linked to an Excel
software program created by the authors.
See the Ancillary Materials section for
more information on the software.

'



CFA Questions—Many chapters
include problems from CFA Program
Curriculum study materials. These CFA
problems, indicated with the CFA logo,
show students the relevancy of what

is expected of certified professional
analysts.

INTERNET
EXERCISES

Case Applications—Case
Applications are incorporated
within selected chapters

'

CFA<)
\I:R’OBLEMS

Internet Exercises—Found at the end
of each chapter, these highlight specific
topics, and they prompt the student to

A

CASE
APPLICATION

throughout the text in order to
enhance specific topics and help
students apply theories and
concepts to “real-world” situations.

MINI CASE

Shrewsbury Herbal Products, Ltd.

Y

Shrewsbury Herbal Products, located in central England close to the Welsh border, is
an old-line producer of herbal teas, seasonings, and medicines. Its products are mar-
keted all over the United Kingdom and in many parts of continental Europe as well.
Shrewsbury Herbal generally invoices in British pound sterling when it sells to
foreign customers in order to guard against adverse exchange rate changes. Nev-
ertheless, it has just received an order from a large wholesaler in central France for
£320,000 of its products, conditional upon delivery being made in three months’

time and the order invoiced in euros.

Shrewsbury’s controller, Elton Peters, is concerned with whether the pound will appre-
ciate versus the euro over the next three months, thus eliminating all or most of the profit
when the euro receivable is paid. He thinks this an unlikely possibility, but he decides to
contact the firm’s banker for suggestions about hedging the exchange rate exposure.

Mr. Peters learns from the banker that the current spot exchange rate in €/€ is
€1.4537; thus the invoice amount should be €465,184. Mr. Peters also learns that
the three-month forward rates for the pound and the euro versus the U.S. dollar
are $1.8990/£1.00 and $1.3154/€1.00, respectively. The banker offers to set up
a forward hedge for selling the euro receivable for pound sterling based on the €/£
forward cross-exchange rate implicit in the forward rates against the dollar.

‘What would you do if you were Mr. Peters?

References and Suggested
Readings—At the end of each
chapter a list of selected
references and suggested readings
is presented, allowing the student
to easily locate references that
provide additional information
about topics discussed in that
chapter.

\/

REFERENCES &
SUGGESTED
READINGS

search the Internet for specific data.
The student is then asked to analyze
the data found to solve the exercise.

Diva Shoes, Inc.

Susan J. Chaplinsky and Amy S. Spurr

In April 1995, Lisa Stone ended a conversation with Benjamin Bisno, the president
and chief executive officer of Diva Shoes, Inc., concerning his firm's growing exchange
rate exposure. Since joining the foreign exchange desk at Merrill Lynch three years
ago, Stone had worked with Bisno in executing relatively simple “forex" transac-
tions for the company. She provided information and advice on the firm’s decision to
increase purchases of materials from Italian suppliers and to expand into the Cana-
dian and Japanese markets. Diva Shoes, a U.S.-based company, had first introduced
its products in Japan in June 1993, and sales had reached an unexpectedly high level
of (Japanese yen) ¥2.47 billion ($25 million) the following year. Although Bisno was
pleased with his initial success, he questioned how long this demand—and the strong
yen that had accompanied it—would last.

Mini Cases—Almost every chapter
includes a mini case for student
analysis of multiple concepts
covered throughout the chapter.
These Mini Case problems are
“real-world” in nature to show
students how the theory and
concepts in the textbook relate to
the everyday world.
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Ancillary Materials

To assist in course preparation, the following ancillaries are offered on the Online
Learning Center—www.mhhe.com/er6e:

* Solutions Manual—Includes detailed suggested answers and solutions to the
end-of-chapter questions and problems, written by the authors.

* Lecture Outlines—Chapter outlines, learning objectives, and teaching notes
for each chapter.

* Test Bank—True/false and multiple-choice test questions for each chapter
prepared by John Stansfield, University of Missouri. Available as Word
documents and in computerized EZ Test format.

* PowerPoint Presentations—PowerPoint slides for each chapter to use in
classroom lecture settings, created by John Stansfield.

The site also includes the International Finance Software that can be used with this
book. This Excel software has four main programs:

* A currency options pricing program allows students to price put and call
options on foreign exchange.

* A hedging program allows the student to compare forward, money market
instruments, futures, and options for hedging exchange risk.

* A currency swap program allows students to calculate the cash flows and
notional values associated with swapping fixed-rate debt from one currency
into another.

» A portfolio optimization program based on the Markowitz model allows for
examining the benefits of international portfolio diversification.

The four programs can be used to solve certain end-of-chapter problems (marked with
an Excel icon) or assignments the instructor devises. A User’s Manual and sample
projects are included on the website.
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