ORIEEEZSHMTRI (SEDLR)

International Finance
Management Markets,and Institutions

- - i

James C. Baker

SBIEAXZWHARML

http:/ /www.tup.tsinghua.edu.cn

Prentice Hall




i 5F T B B3R E S 2 51 (RZENAR )

International Finance

Management, Markets, and Institutions
fr £ &
BTy 0

James C. Baker

&K R 3

Prentice Hall




(R)FEBEF 1585

International Finance Management, Markets, and Institutions/James C. Baker.
© 1998 by Prentice Hall, Inc.
Original English Language_Edition Published by Prentice Hall, Inc., A Simon & Schuster

Company.

A3 SO B R T 5 405 B 2 PSSO A2 o B I 4 AT
R R E B E T, RE LA R SR RA B 0 A
A FHENEAE Prentice Hall 3EH; %ﬁﬁf, %ﬁﬁ'%?ﬁfl%%% o

JERETRRAUR F LG R EIL S 01-98-0952

P &: Eirewm HE-WH-NE .

¥ #E: James C. Baker W ,

AR . WA H A (L ST K22 R P, R4 100084)
http:// www. tup. tsinghua. edu. cn

ERRIE . BWHEKFER

RITE: FEBELJEIRERERITH

: 787 %1092 1/16 El3k. 35.25

: 1998 4E 9 HE LR 19984 9 A% 1 IREARI

: ISBN 7-302-03125-8/F-198

: 0001 ~3000

: 43.00 JT

#
S8 do ¥




HRERY

ATENEEHSTEXTHLFNBRRMAR, HEEN KiZE T #.
EIMELEEIEHNERLZRNERBLFERWITENS, HERXEHR
#t 5 Prentice Hall EIfR i IR A R S EREIE R — R E X EFEE T EH
B4, RIMcsEWEH, BEF LREBRES K EEMERIML . FE®Z
RAMRFEM, 2 X B AZAB P EANBEN LR ZE, ERBHS
B, RINMNEBBTREER FENIF. B 5N, EHERBE! KX45H
Xt A2 B 51 B K X0 2 B R, AR — F BAH

B FIRIEE B R WBUE 25 LT RESRE AR, M+ 5 Ak
WA, OB RS ML B EZE M &S, |

RIATAEXEZNHHE RN BRELFHEMRRERFHE, X RE
BREE LV HFREA e,

WO RZHELERINR D ER 0 E MBS B BB F R E kA
TRHBRIMEEEFERIWEIMEEE S,

FEXFERAZ=ZH/E

1998.8




To my mother, Lillian Adams, and the memory of my father,
Clyde Baker, who made it all possible




R L LY s N NN '\“.I/ ' NN l\".// B N
//'\\"_:—/i/\ //\1:_.//'\\':_ /\’/ //,\f:_/(§:/i/~ n
B N R R NS R U

‘About the Author

James C. Baker is Professor of Finance and International Business at Kent State Uni-
versity where he has taught since 1971. He has M.B.A. and D.B.A. degrees in Interna-
tional Business from Indiana University and has held full-time appointments at the
University of Maryland and San Francisco State University as well as part-time ap-
pointments at George Washington University, University of Hawaii, Catholic Univer-
sity in Puerto Rico, Madrid Business School in Spain, and Hiram College. He was
international financial adviser at Federal Deposit Insurance Corporation from
1975-77. His teaching and research specialties are international financial management,
international financial institutions and markets, international banking, and interna-
tional business.

His books include International Business Expansion into Less-Developed Coun-
tries—a definitivé study of the Interndtional Finance Corporation, Foreign’ Influence in
Koregr' Banking 4with.)Y. D.-Euh),.International Business Classics (with Donald
Howard and J. K. Ryans), International Bank Regulation, and The German Stock Mar-
kets—the only English-language study of these markets. His articles have appeared in
such journals as Accounting and Business Research, The Banker, California Manage-
ment Review, Columbia Journal of World Business, International Journal of Finance,
International Trade Journal, Journal of Business Ethics, Journal of World Trade Law,

- and Managerial Finance.

Dr. Baker currently serves on the editorial review boards of Advances in Com-
petitiveness Research, Global Finance and Business Review, Journal of Asia-Pacific
Business, Journal of Emerging Markets, Journal of Global Business, and Multinational
Business Review. He serves as Membership Committee Chair for the Academy of In-
ternational Business and on the Globalization Committee of the Financial Manage-
ment Association. International. His next project is a study of agencies that facilitate
and encourage foreign direct investment in developing countries, ¢.g., Multilateral In-
vestment Guarantee Agency (MIGA) and International Centre for Settlement of In-
vestment Disputes (ICSID). :




Preface

In 1963, the term “multinational corporation” (MNC) became a household term after
a cover story about the institution in Business Week. In the following three decades,
global business prospered as a result of the need for poor countries to develop, the end
of the cold war and breakup of the Union of Soviet Socialist Republics, privatization of
business and banking, and the burgeoning economic power of the global triad—Asia,
the United States, and Europe. The latter phenomenon has created a market of nearly
a billion people and, if East Europe and Latin America become part of the triad, the
global economic village is even larger. The world is becoming more and more a bor-
derless world for economic transactions as a result of GATT negotiations to reduce
trade restrictions, the continuing move by the European Union toward a true United
States of Europe with one currency, and trading arrangements such as the North Amer-
ican Free Trade Agreement uniting Canada, the United States, and Mexico into one
large trading bloc.

Business operations in this borderless world need to be financed and managed
with more attention to the most current methods available to financial managers. It is
the purpose of this book to offer coverage of the most up-to-date methods for financial
management of the international firms that carry out cross-border operations in this
borderless world. The major emphasis is on instruction of undergraduate and begin-
ning level MBA students.

Strategies of International Finance:
- Management, Markets, and Institutions

To achieve this purpose, a number of strategies have been formulated. First, the dis-
cussion of the book deals with management of the finance function from the viewpoint
of the chief financial officer of the MNC. Second, the sources of funds to finange these
MNC s are examined. Third, the markets for the financial instruments used to finance
the MNC or to hedge its various risks are analyzed. Major concepts, analytical meth-
ods, and applications are incorporated.

International Finance: Management, Markets, and Institutions is organized into
seven major areas. In Part I, Introduction, the student is introduced to international
business finance and the cultural variables of international business that affect the in-
ternational finance function. A birdseye view of international finance is presented. The
chapter concludes with a discussion of readings highly recommended for the student of
international finance. '

Part II covers the global environment of business finance. The major topics in-
clude the international monetary system, the balance of payments, foreign exchange,
the management of foreign exchange risk, and the measurement and management of
political risk.

Planning for foreign investment and operations is the topic of Part I11. The major
areas covered are foreign direct investments, capital budgeting, cost of capital, finan-
cial structure of the MNC, and planning and organization of the international finance
function.

Xvii
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The focus of Part IV is on the role of banks in global finance. International banks
play a major role in the development and nurturing of MNC operations. Thus, the func-
tions of international banks are examined.

Part V is a discussion and analysis of the non-bank financial institutions and in-
ternational financial markets that represent an inventory of financial resources for the
MNC. The latter coverage includes treatment of financial derivatives used in hedging
financial risks, including exchange-traded and over-the-counter derivatives.

The day-to-day management of international financial operations is examined in
Part VI. The coverage includes working capital management; accounting, control and
auditing of international operations; and taxation of these operations.

The book concludes with coverage of special issues in chapter 18 that affect the
financial management of MNCs. This chapter is devoted to payment systems, global
custody, and settlement of cross-border transactions, activities that are becoming more
and more important in global finance as we approach the 21st century.

Distinctive Characteristics of the Book

International Finance: Management, Markets, and Institutions has incorporated some
distinctive characteristics. First, the book is shorter in length and number of chapters
than most books in international business finance. Most books in this area have seven
to ten or more chapters and are difficult to complete in one semester. Second, the book
emphasizes the role of the chief financial officer (CFO) of the MNC and contains sev-
era!l caselets that examine CFOs and financial institutions’ executives in real-life situa-
tions. Third, coverage of the three major foreign exchange exposures are treated in one
chapter. Fourth, major functions of international banks are covered in one chapter.
Fifth, an inventory of financial resources has been constructed in Part V, with an anal-
ysis of major sources of financing and hedging for MNCs. Finally, the area of global cus-
tody and settlement is covered in chapter 18. These areas have become more important
for international firms and investors during the past decade.

Pedagogical Materials

The book includes a number of pedagogical aids to enhance the learning process by stu-
dents. These include the following:

1. 33 management applications (brief cases) that cover examples of techniques, institutions,
functions, and personalities in international financial management;

2. key objectives and terms to be learned in each chapter that are listed at the beginning of
each chapter;

3. study aids placed throughout each chapter that suggest to the student additional readings
or problems to facilitate his/her critical thinking and understanding of the material;

4. end-of-chapter lists of additional readings, discussion questions, and problem exercises;

5. a glossary of terms of significance to the area of international financial management;

6. a comprehensive Instructor’s Manual that contains solutions to end-of-chapter discussion
questions and problems as well as chapter outlines and synopses; overhead transparency

masters; test banks of true/false, multiple choice, and essay questions and answers; and
other sources of information of value to the instructor using this textbook.
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Guidelines for the Instructor

The book is designed to be a less-rigorous examination of international business fi-
nance for undergraduate and beginning MBA students. It can be used as a textbook for
the upper-level undergraduate international business finance course or as a supple-
ment for an advanced financial management course, using the sections that discuss fi-
nancial management concepts, such as Parts II, III, and VI It can be used as a
supplement for the financial institutions and markets ccurse using Parts IV and V. It
can also be used as a supplement for an International B.:siness course whose primary
textbook is trade- or marketing-oriented.

Recommended Readings

Several outside readings can be recommended for a course in global finance that will
supplement the textbook and classroom experience for students. Most of the materials
discussed in this section should be found in any university library.

Before international finance periodicals are recommended, it must be noted that
the subject of culture should be among the background subjects covered by a student
of global finance. Unfortunately, few students are required to take an introductory
course in international business in which the subject of cultural variables in interna-
tional business is covered. The student can develop sufficient background in cultural as-
pects by reading just two books: The Cultural Environment of International Business by
Terpstra and David and The Silent Language by Edward Hall.!

Several international business periodicals of a general nature are helpful, includ-
ing: (1) Journal of International Business Studies, the quarterly refereed journal of the
Academy of International Business, that occasionally contains excellent scholarly ma-
terial on such subjects as foreign investment theory and empirical studies on various
functional aspects of international financial management; (2) Management Interna-
tional Review, a refereed scholarly general international business journal with occa-
sional pieces on international financial management; (3) Journal of World Business,
formerly Columbia Journal of World Business, a quarterly refereed journal covering in-
ternational business issues; (4) International Trade Journal, the refereed journal of the
International Trade and Finance Association, covers international trade and finance is-
sues bordering on the theoretical that have economic implications; (5) The Interna-
tional Executive, a bimonthly refereed journal aimed at advancement and
dissemination of research in the field of international business.

In addition to these scholarly periodicals, some other more general publications
are mentioned for their value to scholars in international business and finance. These
include The Economist and Business Week, two weeklies containing some international
business material. Fortune and Business are two periodicals published less frequently
than weekly that have occasional case studies of MNCs and their operations. Finally,
daily business newspapers such as the Wall Street Journal, Investor’s Business Daily,
and the Financial Times contain valuable information about international financial
markets and news of international business that is very current.

Journals and periodicals devoted to international finance topics can be divided
between those that are practice oriented and those that are scholarly in nature. Among

"'Vern Terpstra and Keith David, The Cultural Environment of International Business (Cincin-
nati, OH: South-Western, 1991) and Edward T. Hall, The Silent Language (New York: Double-
day & Co., 1959).
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the former, Euromoney, subtitled The Journal for International Money and Capital
Markets, should be singled out for its valuable material. This monthly periodical con-
tains many articles on international financial institutions and markets and material
about the personalities and issues in the field of international finance.

Other practical periodicals include: (1) International Financial Law Review, a
monthly magazine that examines the technical and regulatory side of international fi-
nance; (2) International Currency Review, a bimonthly periodical devoted to analyses
of leading currencies that can be used by MNC management; and (3) Global Finance,
a monthly magazine, covering the major issues in international finance.

A number of scholarly journals have been published during the past few years, in-
cluding the following: (1) Journal of International Money and Finance, the most rigor-
ous of the international finance refereed journals, is devoted to highly theoretical
research in this area; (2) Global Finance Journal, a refereed journal devoted to high-
level international financial management issues; (3) Journal of International Financial
Management and Accounting, a refereed journal that examines research in interna-
tional financial management and accounting; (4) Journal of Multinational Financial
Management, another refereed journal devoted to international financial management
issues; (5) International Review of Economics and Finance, a quarterly refereed jour-
nal; (6) Multinational Finance Journal, the quarterly publication of the Multinational
Finance Society.

A few books that are closely related to the international finance area fill impor-
tant niches and are important reference works. These include: (1) John Pippenger, Fun-
damentals of International Finance (Englewood Cliffs, NJ: Prentice Hall, 1984), a book
that concentrates on the international financial economics underlying much of interna-
tional financial management. This book could be used as a supplement in the interna-
tional financial management course; (2) J. Orlin Grabbe, International Financial
Markets (Englewood Cliffs, NJ: Prentice-Hall, 1996), a book that specializes in the nar-
row aspect of international financial markets and their operations; (3) Bruno Solnik,
International Investments (Reading, MA: Addison-Wesley, 1996) is a book similar to
those by Grabbe, Evans, and Madura et al. in that it can be used as a supplement in an
international financial management course, but Solnik concentrates on the investment
side of international financial markets; (4) Ian H. Giddy, Global Financial Markets
(Lexington, MA: D.C. Heath & Co., 1994), covers international financial markets; (5)
international finance casebooks that can be used as supplements in an international fi-
nancial management course, particularly the second edition of Gunter Dufey and Ian
H. Giddy, Cases in International Finance (Reading, MA: Addison-Wesley, 1993); Har-
vey A. Poniachek, Cases in International Finance (New York: John Wiley, 1993), and
W. Carl. Kester and Timothy A. Luehrman, Case.Problems in International Finance
(New York: McGraw-Hill, 1993).

Finally, several publications are available as research data tools for the interna-
tional finance scholar. Among these are (1) International Financial Statistics, a monthly
publication of the International Monetary Fund (IMF) that includes several types of
statistical data about the international financial aspects of member countries of the
IMF; (2) Balance of Payments Yearbook, a publication of the IMF that includes peri-
odical information regarding the balance of payments of IMF member countries; (3)
The Dow Jones Guide to the World Stock Market, a reference book that includes infor-
mation on the 2,500 biggest stocks in 20 of the key equity markets around the globe that
make up the Dow Jones World Stock Index.
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