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Preface

Twenty-five years ago, I published an article entitled “Why not diversify inter-
nationally rather than domestically?” in the Financial Analysts Journal
(July/August 1974). At the time, U.S. pension funds had never invested out-
side of the United States. The situation was not very different in most other
countries (except Britain) in which international investment by pension
funds and other institutional investors was legally prohibited or regarded as
exotic. Although European banks and private investors have long been inter-
national investors by cultural heritage as well as necessity (given the small size
of each country), pension funds guidelines often limited or prohibited inter-
national investments. Because pension plans are large and sophisticated in-
vestors, their absence on the international scene was significant. Various
forms of capital and currency controls constrained international investing.
Few brokers or asset managers offered global services, and the combination
of low expertise, stringent regulations, and high costs inhibited global invest-
ing. Twenty-five years later, the investment scene has changed dramatically.

Back in 1974, the world stock market capitalization stood below $1 tril-
lion, and the U.S. market share was close to 60%. Since the publication of the
first edition of this book, the world stock market capitalization has passed the
$23 trillion mark, and the U.S. stock market share has fluctuated between
30% and 60%. It is now common to see U.S. pension funds with 10% or 20%
of their assets invested internationally. The value of foreign assets held by U.S.
pension funds has multiplied by a factor of ten in the past ten years, reaching
more than $600 billion by 1999. Individual investors have followed the trend,
and the number of international mutual funds offered to American investors
is astonishing. A similar trend toward international investing can be seen in
all countries, most notably, Japan and Europe. For example, ABP, the pension
fund of Dutch civil servants and one of the largest in the world with total as-
sets 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% 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
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favorable to foreign investments. For example, many U.S. public pension
funds have obtained a modification of their investment constraints. A sec-
ond factor is the deregulation and internationalization of financial markets
throughout the world. This global integration of financial markets leads to
reduced costs, easier access to information, and the development of world-
wide expertise 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 have been
developed that allow global round-the-clock trading. At the start of 1990, re-
strictions to capital flows were removed within the countries of the European
Union (EU); European-based investment management firms can freely mar-
ket their products to residents of any EU member state. Hence, American or
Japanese asset managers established in London can easily provide their ser-
vices to any European client. This globalization of investment management
has led to increased competition among money managers of all nationali-
ties, as well as to a wave of alliances, mergers, and acquisitions among finan-
cial institutions in order to extend their international management exper-
tise and the geographic coverage of their client base. The trend is most
visible in Europe, where banks and insurance companies have acquired bro-
kers (at home or abroad) and engaged in alliances and takeovers to access
the global European market. It is also visible in the United States and Japan.

Target Audience

This book is designed for MBA students and professionals working in the
investment area. In some cases, it has been used for seniorlevel
undergraduates majoring in finance. The book is, to a large extent, self-
contained and does not take a specific national viewpoint (e.g., American);
hence, it has been successfully used in courses and professional seminars
throughout the world.

As of 1999, this book is a recommended reading for the CFA examination.

Structure of This Book

The greatest challenge international money managers face is dealing with
the sheer complexity of the international capital markets. It requires fa-
miliarity with foreign cultures, financial instruments, and markets.

-



Preface xi

Financial traditions vary across the world and strongly influence the orga-
nization and functioning of markets. A global investor must obtain infor-
mation from different sources and be able to interpret it. Regulations,
dealing practices, taxes, and costs complicate the investment process. The
diversity and complexity of instruments available worldwide are an intel-
lectual challenge. Different techniques and concepts must be applied to
satisfy the range of objectives sought by the investors the manager serves.
But the most difficult task is probably operating in a complex multicur-
rency environment, which is why this book starts with a detailed analysis of
foreign exchange.

This fourth edition is divided into six parts. Part One deals with the in-
ternational monetary environment. Its three chapters are designed to pro-
vide a sufficient understanding of the relations across national monetary
variables and of the determinants of foreign exchange rates. Part Two intro-
duces the case for international investing and its theoretical framework.
Readers who are already familiar with foreign exchange could start by go-
ing directly to the second part, which discusses the motivatons of interna-
tional investing.

The next three parts discuss the institutional features, concepts,
and techniques of the major investment and risk-management vehicles.
Part Three focuses on stock market investments, from the institutional
aspects to the concepts and techniques used in global equity investing.
A specific chapter is devoted to emerging stock markets. Part Four deals
with fixed-income investment, from the institutional aspects to the con-
cepts and techniques used in global fixed-income investing. The last
chapter in this part is devoted to swaps; this introduction to derivatives
is a transition to Part Five, which focuses on futures, options, and alter-
native investments. Part Six deals with some strategic and organizational
issues.

A basic investment course is a useful prerequisite to this text. Some
knowledge of international economics may also be of help in the early
chapters. Familiarity with discounting techniques and basic statistics
(e.g., standard deviation, correlation, 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 training in portfolio the-
ory. Concepts and theories are presented with a focus on their practical
relevance rather than on their mathematical formulations. The more ad-
vanced sections appear in chapter appendixes. Each chapter ends with a
large number of questions and problems. Brief solutions to selected
problems, marked with an asterisk (*), are provided at the end of the
book.
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Pedagogical Approach

To operate in a complex, multicurrency, multimarket, multicultural envi-
ronment, you need a strong conceptual framework as well as a working
knowledge of institutional aspects. Presenting concepts without resorting to
lengthy theoretical expositions full of equations is a challenge. I have
attempted to present all the major concepts and theories by illustrating
their applications with numerous examples. The examples discussed in the
text and the numerous end-of-chapter questions and problems are an
important component of this effort. Brief solutions to selected problems
are given at the end of the book, with complete solutions of these selected
problems provided on the Web site accompanying this text (see the
description of the Web site on page xiv).

Concepts and practices in global investment are evolving rapidly. An
analysis of recent academic and practitioner literature is provided in a non-
technical fashion. Similarly, institutional details are continuously updated.
You can keep up with the most recent institutional changes by accessing the
sites listed for each chapter on the Web site.

New to the Fourth Edition

As with the previous editions, this new edition provides students and practi-
tioners with comprehensive yet accessible coverage of international invest-
ments.

The fourth edition is a major revision in terms of both content and pre-
sentation. All chapters have been updated and extensively rewritten to re-
flect the most current developments in the investment field. End-of-chapter
problems also reflect these changes. The international monetary system has
undergone profound changes with the introduction of the euro in 1999
and the emerging market crises of the late 1990s. The euro has become the
common currency of eleven European countries. It is the only currency
used for financial securities and cross-border transactions since 1999, al-
though the traditional European currencies (Deutsche mark, French franc,
etc.) will still be used for most domestic transactions until 2002. The fourth
edition reflects this change. The coverage of “currencies” has been ex-
panded and improved in Part One, and throughout the text.

The most significant changes are listed below:

» Chapter 1 has been rewritten to incorporate recent changes in the in-
ternational monetary system, especially the euro, and the problems
encountered with pegged exchange rates.
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Chapter 3 has been greatly expanded and rewritten to improve its
pedagogy. The section on exchange rate determination (purchasing
power parity, balance of payments, asset market approach) has been
rewritten to provide a better understanding of how the various eco-
nomic approaches can be used to explain and forecast exchange rate
movements. The Asian financial crisis, which rocked emerging mar-
kets in the late 1990s, is discussed.

Chapter 4 is now better structured and addresses several recent issues
such as the stability of international correlation in periods of turbulence.

Chapter 5 has been extensively rewritten to improve pedagogy and
present the theory more rigorously. The issue of currency exposure is
discussed in detail with a focus on the practical implications of the
theory through examples and end-of-chapter problems. Empirical
studies published in the 1990s are reviewed and interpreted.

Chapter 6 presents the new developments in equity market organiza-
tion and trading. The transformation and globalization of equity mar-
kets have become important issues.

Chapter 7 has been extensively rewritten. The section on accounting
standards has changed considerably since the third edition. The sec-
tion on stock market valuation is now more detailed and pedagogical.
The section on international factors in security returns has been
rewritten to reflect all recent empirical evidence and the controversies
among country factors, industry factors, and style factors.

Chapter 8 has been completely rewritten. Emerging markets became a
favorite asset class in the mid-1990s and then crashed. A detailed
analysis is provided.

Chapter 16 has been improved in several ways. The technical aspects
of performance decomposition and attribution are not easy to follow.
A simple example has been added that is followed throughout the
chapter. Several end-of-chapter problems have been added, some with
solutions at the end of the book, to allow students to check their un-
derstanding. Performance analysis has become very important in the
global arena, and AIMR Global Investment Performance Standards
are setting the norm. These standards, published in February 1999,
are reproduced as an appendix.

Chapter 17 takes into account the evolution of international investing.
It starts with a “tour” of the global investment industry and discusses
the pros and cons of the various approaches used in international in-
vesting in light of the theory and of recent empirical evidence.
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Solving problems is probably the most efficient learning device in the
field of international investments. The number of end-of-chapter problems
has therefore been greatly expanded to give students more opportunities to
apply and practice the concepts learned. The answers to selected problems
are located in the back of the text, and on the Web site, so that students can
check their own work at their own pace. A large number of questions asked
in various CFA (Chartered Financial Analysts) examinations have been
added. These are shown with the CFA logo. The glossary allows students a
quick reference to the key terms presented in the book.

Teaching Aids

An Instructor’s Manual is available to adopters. The manual includes sum-
maries of chapters and detailed answers to all questions and problems. I
have personally prepared each problem and solution in the Instructor’s
Manual, except for the CFA examination questions.

Web Site

A Web site for this book is available at http://awlonline.com/solnik. For
each chapter, it cross-references major Web sites that provide up-to-date in-
formation on the subject matter. The Web site also contains a database that
can be used for the various projects assigned at the end of several chapters.
This database includes monthly stock indexes, bond indexes, interest rates,
exchange rates, and inflation rates for major countries and a sample of
emerging countries. This allows students to conduct tests of various theo-
ries presented in the text. The Instructor’s Manual is also available on a
password-protected part of the site, as are transparency masters of key text
and figures.
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