
A N D

CURRENT]
ISSUES IN

INANCE

Piet Serai
K.U. Leuven,'

Department Toegepaste
Economische,

Wetenschappen

hal
Faculty of Commerce

and Business Administration,
The University of British Columbia

S O U T H - W E S T E R N Col lege Publishing

An International Thomson Publishing Company

CHAPMAN & HALL
University and Professional Division



CONTENTS

An Introduction to International Financial Markets
1.1 Money and Banking: A Brief Review
1.2 The International Payment Mechanism
1.3 Euromarkets
1.4 Exchange Rate Regimes

PART I I N T E R N A T I O N A L F I N A N C I A L M A R K E T S

Chapter 1 Spot Exchange Markets
1.1 Exchange Rates
1.2 Major Markets for Foreign Exchange
1.3 The Law of One Price for Spot Exchange Quotes •
1.4 Triangular Arbitrage
1.5 Implications for the Treasurer

Chapter Review Questions

Chapter 2 Forward Contracts in Perfect Markets
2.1 •** Introduction to Forward Contracts
2.2 The Relationship between Exchange and Money Markets
2.3 The Law of One Price and Interest Rate Parity
2.4 Interpreting the Forward Premium or Discount
2>5 Concluding Remarks

Chapter Review Questions
Appendix 2A Interest Rates, Returns, and Bond Yields

Chapter 3 The Value of a Forward Contract and Its Implications
3:1 The Market Value of an Outstanding Forward Contract
3.2 . Implications: The Value at Expiration and at Inception
3.3 Insights for Financial Reporting
3.4 Insights for Corporate Hedging and Investment Policies

Chapter Review Questions

Chapter 4 Forward Contracts and Market Imperfections
4.1 Credit Risk in Forward Contracts
4.2 How Forward Rates are Quoted with Bid-Ask Spreads
4.3 Synthetic Forward Rates

1
1
7
10
12

25

27
27
32
34
36
40
41

45
45
48
56
61
63
65
68

73
73
77
82
84
92

97
97
104
105



Contents

4.4 The Arbitrage Bounds on the Forward Bid and Ask Rates 109
4.5 Empirical Tests of the Arbitrage Bounds 113
4.6 Bounds Imposed on the Forward Rate by Least Cost Dealing 114
4.7 Implications of Spreads for the Financial Manager 119

Chapter Review Questions 122

Chapter 5 Currency Futures Markets 127
5.1 Currency Futures Markets . 127
5.2 Effect of Marking to Market on Futures Prices 133
5.3 Hedging with Futures Contracts 136
5.4 Conclusion: Pros and Cons of Futures Contracts Relative to Forward Contracts 145

Chapter Review Questions 147
Appendix 5A Computing the Hedge Regression Coefficient 152
Appendix 5B The Effect of Interest Rates on Futures Prices: A Formal Discussion 155

Chapter 6 Currency Options 161
6.1 An Introduction to Currency Options 162
6.2 Institutional Aspects of Options Markets 165
6.3 Bounds on Option Values 166
6.4 A Graphical Analysis of European Options 169

^ 6.5 Options as Hedging or Speculating Devices . 178
6.6 Implications for the Corporate Treasurer 186

Chapter Review Questions _ 187
Appendix 6A Options on Currency Futures, Premium Affairs, and Futures-Style

Options 192
Appendix 6B The Effect of the Forward Premium on the Probability of Early

Exercise 196

Chapter 7 Pricing Currency Options Using the Binomial Model 201
7.1 The Logic of Binomial Option Pricing 202
7.2 Notation and Assumptions for the Multiperiod Binomial Model 207
7.3 Pricing the One-Period European Currency Call 210

„_ 7.4 Pricing the TV-Period European Call 213
7.5 Toward the Black-Scholes Formula 218
7.6 Pricing Other European-Type Derivative Assets 224
7.7 Pricing American Options 225
7.8 Conclusion ' 227

Chapter Review Questions 229
Appendix 7A Choosing the Parameters of the Binomial Model 233
Appendix 7B Pricing Options on Foreign Currency T-Bills and on Currency Futures 238

Chapter 8 Pricing European Options: The Lognormal Model 243
8.1 Assumptions of the Continuous-Time Option Pricing Model 244
8.2 A Discrete-Time Derivation of the Continuous-Time Model 245
8.3 How To Use the Continuous-Time Option Valuation Formula 251
8.4 Related Option Pricing Models 253
8.5 Conclusions • 255



Contents

Chapter
9.1
9.2
9.3
9.4

Chapter
10.1
10.2
10.3
10.4
10.5
10.6

9

10

PART II
Chapter

11.1
11.2
11.3
11.4
11.5
11.6

Chapter
• 1 2 : 1

12.2
12.3
12.4

Chapter
13.1
13.2
13.3
13.4

11

12

13

Chapter Review Questions 257
Appendix 8A Derivation of the Expected Expiration Value of the Call Option 261
Appendix 8B Stochastic Calculus and the Black-Scholes Equation 266

International Bond and Money Markets 279
Eurobanking Products 280
Eurosecurity Markets 295
Eurocurrency Futures Contracts 301
Conclusions 307
Chapter Review Questions 308
Appendix 9A Term Structures, Bond Yields, and Interest Rates 312

Currency and Interest Rate Swaps 319
Earlier Swap-Like Contracts 319
The Fixed-for-Fixed Currency Swaps 326
Interest Rate Swaps 334
Cross-Currency Swaps 338
Cocktail Swaps 339
Conclusions • 341
Chapter Review Questions 342

EXCHANGE RATE DETERMINATION 345

Purchasing Power Parity * 347
Commodity Price Parity 348
Absolute Purchasing Power Parity 350
Relative Purchasing Power Parity 355
Empirical Tests of the Price Parity Relations 361
PPP as a Theory of Exchange Rate Determination 366
Implications for Managers of the Evidence on PPP 367
Chapter Review Questions 368

The Balance of Payments 373
What Is the Balance of Payments? " 374
The Net International Investment Account 379
The BOP Approach to Exchange Rate Determination 380
Conclusions * 384
Chapter Review Questions 386
Appendix 12A Relationship between the BOP and Fiscal Policy 390

Portfolio Theories of Exchange Rate Determination 395
Monetary Theory of Exchange Rate Determination 396
An Asset's Contribution to Portfolio Mean and Variance 399
Mean-Variance Portfolio Choice 403
Conclusion 410
Chapter Review Questions 411
Appendix 13A Return and Risk of a Portfolio Containing Risk-Free Assets 413



Contents

Chapter 14 Risk and Return in Forward Markets 417
14.1 The Unbiased Expectations Hypothesis (UEH) 418
14.2 Regression Tests of UEH 422
14.3 Can Risk Premiums Explain Violations of UEH? 424
14.4 Other Explanations for Violations of UEH 429
14.5 Testing UEH in Real Terms 430
14.6 Implications for Financial Decision Making 435

Chapter Review Questions 437

Chapter 15 Forecasting Exchange Rates 441
15.1 Technical Analysis 442
15.2 Fundamental Models of Exchange Rate Forecasting 445
15.3 Evaluating the Performance of Forecasters 448
15.4 Implications for Treasury Management 451

Chapter Review Questions 452

PART III INTERNATIONAL RISK MANAGEMENT 453

Chapter 16 The Relevance of Hedging 455
16.1 Conditions for Irrelevance of a Firm's Hedging Decision 455

- 16.2 Arguments in Favor of Hedging Exchange Risk 456
16.3 Irrelevant Arguments 462
16.4 Conclusion 464

Chapter Review Questions 465

Chapter 17 Measuring and Managing Contractual Exposure to the Exchange Rate 469
17.1 The Concepts of Risk and Exposure 470
17.2 Contractual Exposure from Transactions for a Particular Date and Currency 472
17.3 Aggregate Contractual Exposure over Several Transactions for a Particular Currency 476
17.4 What Does Management of Contractual Exposure Achieve? 482

Chapter Review Questions 484

Chapter 18 Measuring and Managing Operating Exposure to the Exchange Rate 487
*" 18.1 Introduction to Operating Exposure 488

18.2 The Importance of the Economic Environment in Which the Firm Operates 490
18.3 Measuring and Hedging Operating Exposure 495

• 18.4 Conclusions for Treasury Management * 508
Chapter Review Questions 510

Chapter 19 Measuring and Managing Accounting Exposure 515
19.1 What Is Accounting Exposure? 515
19.2 Why Firms Need To Translate Financial Statements 516
19.3 The Choice of Different Translation Methods 518
19.4 Conclusions for Managers 525

Chapter Review Questions 528

Chapter 20 Managing the Risks in International Trade 531
20.1 Payment Modes without Bank Participation ' 532
20.2 . Documentary Payment Modes with Bank Participation 536



Contents

20.3 Other Standard Ways to Cope with Default Risk 539
20.4 Export-Backed Financing 540
20.5 Countertrade 542
20.6 Conclusion 546

Chapter Review Questions 548
Appendix 20A Some Institutional Details of Documentary Credits 551

PART IV INTERNATIONAL INVESTMENT DECISIONS 553
Chapter 21 International Capital Budgeting 555

21.1 Domestic Capital Budgeting: A Quick Review 555
21.2 Forms of Foreign Activity 562
21.3 Taxes and Three-Step International Capital Budgeting 565
21.4 Transfer Risks 569
21.5 Other Political Risks 573
21.6 Incremental Cash Flows 574
21.7 Exchange Risk and Market Segmentation 574
21.8 A Checklist for NPV Analysis 574

Chapter Review Questions 577
Appendix 21A Alternative Ways to Account for Investment in Working Capital 581

Chapter 22 Exchange Risk and Capital Market Segmentation 583
22.1 Procedures for Valuing Risk-Free Foreign Cash Flows _ 584
22.2 Procedures for Valuing Risky Foreign Cash Flows 587
22.3 The Single-Country CAPM 591
22.4 The International CAPM 598
22.5 Conclusions for Capital Budgeting 608

Chapter Review Questions ' 612
Appendix 22A Linking the International CAPM to Multivariate Regressions 617

Chapter 23 International Taxation 621
23.1 Multiple Taxation versus Tax Neutrality 622
23.2 International Taxation of a Branch: The Credit System 627
23.3 International Taxation of a Branch: The Exclusion System 632
23.4 Remittances from a Subsidiary: An Overview 635
23.5 International Taxation of a Subsidiary: The Credit System 637
23.6 International Taxation of a Subsidiary: The Exclusion System 643
23.7 Conclusion 645

Chapter Review Questions 646

Chapter 24 Valuation and Negotiation of Joint Venture Projects 653
24.1 The Three-Step Approach to Joint-Venture Capital Budgeting 654
24.2 A Framework for Profit Sharing 656
24.3 Case I: A Simple Pro-Rata Joint Branch with Neutral Taxes and Integrated Capital

Markets 657
24.4 Case II: Valuing a Pro-Rata Joint Branch when Taxes or Discount Rates Differ 659
24.5 Case III: An Unbundled Joint Venture with a License Contract or a Management

Contract 662


