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Preface

Our Reason for Writing this Textbook
We (Cheol and Bruce) 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 more than three decades. Dur-
ing 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 materi-
als that we used successfully 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). In 
the Ninth Edition, Tuugi Chuluun from Loyola University Maryland, joined us as a 
co-author and continues the tradition we have established in offering up-to-date and 
timely coverage of the subject of international financial management.

As you may be aware, the scope and content of international finance have been fast 
evolving due to cycles of deregulations and regulations of financial markets, prod-
uct innovations, and technological 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 discipline, 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, Tenth Edition, our goal was to 
provide 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
International Financial Management, Tenth Edition, like the previous nine 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 is first 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 devel-
oped, to their relationship to the fundamentals. By doing this, we believe students will 

Emphasis on the 
Basics
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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.

We believe this approach has produced a successfuI textbook: International Finan-
cial Management is used in many of the best business schools in the world. Various 
editions of the text have been translated into Chinese (in both traditional and sim-
plified forms), Spanish, Korean, and Indonesian. In addition, local co-authors have 
assisted in preparing Canadian, Malaysian, and Indian adaptations.

Tenth Edition Organization
International Financial Management, Tenth Edition, has been completely updated. 
Data tables and statistics are the most current available when the text went to press. 
We added discussions of emerging topics and issues of global significance, such as 
climate risk, coronavirus pandemic, cryptocurrencies, and transition from LIBOR to 
Alternative Risk-Free Rates. Additionally, the chapters incorporate several new mini 
cases and International Finance in Practice boxes that contain real-world illustrations 
of chapter topics and concepts. The bullet points below highlight specific changes in 
the Tenth Edition.

Chapter 1:
 • Included political risk as an additional “unique” dimension of international 

finance.
 • Added a discussion of the origin and consequences of political risk using the 

recent geopolitical events, such as Brexit, Chinese policy pivots, and the Russo-
Ukrainian war.

 • Added two extra trends and developments, climate change and COVID-19  
pandemic, including the physical and financial risks climate change poses to the 
world and how countries can mitigate and adapt to the effects of climate change 
via international cooperation, for example, Paris Climate Agreement. Also 
included the economic and financial consequences of the COVID-19 pandemic, 
such as supply chain disruption, higher inflation, rapid digitization of finance 
and commerce, and rising inequalities.

 • Updated Exhibits 1.1, 1.4, and 1.7, and added a new Exhibit 1.6 COVID-19 
Shock and Macroeconomic Responses.

 • Revised Mini Case: Nike and Sweatshop Labor.
 • Added more References.

Chapter 2:
 • Added new discussion of the role of cryptocurrencies and El Salvador’s 

experiment of Bitcoin as its legal tender.
 • Added discussion of the prospect of European “fiscal integration” to 

complement monetary integration. Also, a discussion of Central Bank Digital 
Currency (CBDC), a hot topic among central bankers around the world.

 • Updated Exhibits 2.2, 2.3, 2.4, 2.7, 2.8, and 2.13.

Chapter 3:
 • Created a new International Finance in Practice box titled “Squid Game and 

the Rise of Global Services Trade.” This replaces the previous International 
Finance in Practice box titled “The Dollar and the Deficit.”

 • Revised Exhibit 3.1 with the latest U.S. balance of payments data and updated 
the corresponding discussions throughout the chapter.
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 • Modified and reorganized the discussion of the financial account for improved 
clarity.

 • Revised Exhibit 3.4 which depicts the composition of total official reserves, 
and Exhibit 3.5 which presents the currency composition of the world’s foreign 
exchange reserves.

 • Updated Exhibits 3.6 and 3.7 which depict the current and financial account 
balances of the major economies, and Exhibit 3.8 presenting the top U.S. 
trading partners.

 • Added two new EOC problems (Problems 1 and 2) for students to analyze the 
U.S. current and financial account balances from a previous year.

 • Added a new mini case to analyze the trends in China’s balance of payments to 
replace the mini case on Mexico’s balance of payments problem.

 • A new video explaining a balance of payments problem was added.

Chapter 4. Corporate Governance around the World
 • Added a new section discussing the current issue of shareholder versus 

stakeholder capitalism.
 • Added a new Mini Case: The Petrobras Scandal.
 • Included a discussion of how foreign activist shareholders can enhance 

corporate governance using Toshiba’s recent experience.
 • Created more EOC questions.

Chapter 5:
 • Updated Exhibit 5.1 and Exhibits 5.3–5.13 with the latest data on the foreign 

exchange market and modified the corresponding discussions throughout the 
chapter.

 • Updated the International Finance in Practice boxes titled “Electronification of 
the FX Market” and “Chinese Yuan’s Road to Internationalization” to reflect 
the recent developments.

 • Revised Examples 5.2–5.4 on computing cross exchange-rates and  
triangular arbitrage profits using the most recent data provided in the revised 
exhibits.

 • Revised Examples 5.5–5.7 describing forward premium/discount and 
speculative forward positions.

 • Added EOC Problem 1 for students to practice working with direct and indirect 
exchange rate quotes, and Problem 14 for students to practice conducting 
forward market speculation.

 • Modified EOC Problem 12 on triangular arbitrage and turned it into a   
multi-step problem that is easier to assign in Connect.

 • Incorporated a discussion of empirical research on informal currency zones.
 • Added a discussion about the reported decline in the correspondent banking 

relationships.
 • Included empirical research findings on the size of bid-ask spreads.
 • Added videos on how exchange rates are quoted and cross-rates are computed 

and videos showing detailed examples of triangular arbitrage problems.
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Chapter 6:
 • Updated Exhibit 6.3 on carry trade, Exhibit 6.6 on real effective exchange 

rates, Exhibit 6.7 on world prices, and Exhibit 6.8 on GDPs measured at PPP 
exchange rate.

 • Updated the International Finance in Practice box on Big Mac Index.
 • Included a discussion on carry trade, including how households can effectively 

become carry traders when they take out mortgages denominated in foreign 
currencies.

 • Modified EOC Problem 2.
 • Added videos explaining interest rate parity and covered interest arbitrage using 

detailed examples.

Chapter 7:
 • Updated market data throughout the chapter.
 • Added a discussion on empirical testing of currency options.
 • Created four new EOC problems.
 • Added videos describing the daily resettlement of futures contracts and the 

characteristics of the different positions on call and put options.

Chapter 8:
 • Extensively revised Exhibit 8.12 and discussed in detail how companies use 

various financial and operational hedging methods in real world when they face 
transaction exposure.

 • Created more EOC problems and Mini Case.
 • Added a significant number of References.

Chapter 9:
 • Added a new International Finance in Practice titled, “The case study: How 

BMW dealt with exchange rate risk.”
 • Updated References.

Chapter 10:
 • Reorganized the chapter, added a section on FASB ASC830, and revised and 

consolidated the discussions of FASB 8, FASB 52, and FASB ASC830 under a 
new section called “U.S. GAAP.”

 • Revised the section on International Accounting Standards and incorporated a 
discussion about the accounting standards in China.

 • Highlighted the difference between the concept of measuring foreign 
currency transactions and the concept of translating foreign currency financial 
statements.

 • Modified the currency symbols throughout the chapter for greater clarity and 
consistency.

Chapter 11:
 • Updated Exhibit 11.1 listing the world’s largest banks.
 • Revised the discussion on capital adequacy standards and the Basel III accord
 • Included a discussion on the termination of LIBOR as the major reference rate 

for Eurocurrency deposits.
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 • Introduced the new series of reference rates, known collectively as 
Alternative Risk-Free Rates, which went into effect for the various 
Eurocurrencies.

 • Introduced the Secured Overnight Financing Rate (SOFR) selected as the 
replacement for USD LIBOR as the benchmark rate for Eurodollar deposits and 
FRAs.

 • CME Group SOFR futures contracts have been introduced as a vehicle for 
hedging short-term USD interest rate risk in Eurodollar positions.

 • Updated all associated Eurocurrency exhibits.
 • Extensively revised and shortened the discussion on the Global Financial Crisis 

to reflect the passage of time and its less significant bearing on the current 
global macroeconomic environment.

 • Relocated the In More Depth discussion on MBSs, SIVs, CDOs, and CDSs to 
an appendix.

 • Updated End-of-Chapter Internet Exercise 1 to highlight using SOFR in pricing 
Eurodollar loans.

Chapter 12:
 • Reorganized sections of the chapter, including a subsection on the currency 

distribution, nationality, and type of issuers, to improve the content flow.
 • Updated Exhibits 12.1–12.4 and 12.9–12.11 to provide a detailed overview 

of the world’s bond markets using the most recent data and modified the 
corresponding discussions throughout the chapter.

 • Revised the reference rates used in floating-rate notes to reflect the switch from 
LIBOR to other benchmark rates such as SOFR.

 • Created a new mini case called “Alpha Gen Technologies: Panda or Dim Sum 
Bonds?” for students to compare Chinese-yuan denominated panda and dim 
sum bonds. This replaces the previous mini case called “Sara Lee Corporation’s 
Eurobonds.”

 • Added videos explaining the EOC problems.

Chapter 13:
 • Updated Exhibits 13.1–13.4 and 13.8 to provide a detailed overview of 

the world’s stock markets using the most recent data and modified the 
corresponding discussions throughout the chapter.

 • Added a discussion describing the trends in the cross-listings of Chinese firms 
since the 1990s, including the stricter rules imposed recently on Chinese firms 
listing abroad.

 • Modified Exhibit 13.6 for greater clarity.
 • Revised the discussion of market consolidations and mergers among stock 

exchanges worldwide.
 • Modified the discussion on ADRs to improve clarity.
 • Revised Examples 13.1–13.3 using the latest stock prices of several cross-listed 

firms.
 • Expanded and revised the discussion of the factors that influence 

international equity returns, such as macroeconomic factors, exchange rates, 
industry factors, and market factors, by summarizing findings from extensive 
empirical research.

 • Added a new subsection on market factors.
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Chapter 14:
 • Updated Exhibits 14.1 and 14.2 with the most recent data.
 • Incorporated the transition from LIBOR to alternative risk-free rates such as 

SOFR in the discussions and explanations of swaps.
 • End-of-chapter problems now use the new reference rates such as SOFR.
 • Added videos that are guided examples of interest rate and currency swaps.

Chapter 15:
 • Updated Exhibits 15.1, 15.2, 15.4, and 15.5 to present characteristics of and 

correlations among major equity markets using the most recent data and 
modified corresponding discussions throughout the chapter.

 • Updated Exhibits 15.6–15.8 to present the composition of optimal international 
equity portfolios and gains from international diversification.

 • Reorganized and updated the content on home bias.
 • Added a new EOC problem.
 • Added new videos illustrating how to compute the rate of return on foreign 

investment with and without hedging.

Chapter 16:
 • Created a new exhibit, Exhibit 16.1, depicting the trends in the FDI outflows of 

developed and developing regions.
 • Updated Exhibits 16.1–16.5, 16.7, 16.9, and 16.12 and discussed the most 

recent data and trends in global FDI, including cross-border M&As, and 
political risk.

 • Added a discussion of empirical findings on expropriations.

Chapter 17:
 • Updated Exhibits 17.8 and 17.9.
 • Provided a more detailed explanation of the International Asset Pricing Model.

Chapter 18:
 • Clarified the wording in Example 18.2.
 • Added a new mini case on evaluating a capital expenditure proposal in a wholly 

owned foreign subsidiary—the case addresses methods for calculating and 
discounting foreign cash flows in calculating the NPV of the project.

Chapter 19:
 • Clarified the wording in Mini Case 1 on multilateral netting among 

interaffiliate cash flows.

Chapter 20:
 • Created a new section to define and summarize the global trade finance market 

at the beginning of the chapter, including a discussion of the impact of the 
COVID-19 pandemic on global trade finance.

 • Included a new section surveying the export credit agencies worldwide.
 • Created a new exhibit, Exhibit 20.2, presenting the top 25 countries by export 

credit volume.
 • Updated the International Finance in Practice box titled “Export-Import Bank 

in Limbo” to incorporate the most recent developments.
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Chapter 21:
 • Updated Exhibit 21.1 displaying corporate tax rates around the world.
 • Updated Exhibit 21.2 displaying U.S. treaty withholding tax rates with selected 

countries.
 • Updated Exhibit 21.4 showing foreign tax credit offsets for subsidiary 

operations using current tax rates.
 • Eliminated less current International Finance in Practice boxes.
 • Added a new International Finance In Practice box providing perspective on the 

use of tax havens by MNCs to divert income from higher tax jurisdictions via 
transfer pricing.

 • Added a new section discussing the 2021 global deal formally endorsed in 
Rome by 136 of 139 participating G-20 countries in conjunction with the 
OECD to establish a minimum corporate tax rate of 15 percent.

 • Updated the two end-of-chapter Internet exercises.
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Key Features

xvi

Examples—These are integrated 
throughout the text, providing 
students with immediate application of 
the text concepts.

International Finance in Practice 
Boxes—Selected chapters 
contain International Finance 
in Practice boxes. These real-
world illustrations offer students 
a practical look at the major 
concepts presented in the chapter.

In More Depth—Some topics are by 
nature more complex than others. The 
chapter sections that contain such 
material are indicated by the section 
heading “In More Depth” and are in 
colored text. These sections may be 
skipped without loss of continuity, 
enabling the instructor to easily 
tailor the reading assignments to the 
students. End-of-chapter Questions 
and Problems relating to the In More 
Depth sections of the text are also 
indicated by blue type.
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Exhibit 11.6 shows the relationship among the various interest rates we have dis-
cussed in this section specifically for the USD. On January 5, 2022, U.S. domestic banks 
were paying .25 percent for six-month NCDs and the prime lending rate, the base rate 
charged the bank’s most creditworthy corporate clients, was 3.25 percent. This appears 
to represent a spread of 3.00 percent for the bank to cover operating costs and earn 
a profit. Also on January 5, the six-month CME Term SOFR rate was .20 percent. 
Thus, by comparison, it is reasonable to think that Eurobanks will accept six-month 
Eurodollar time deposits, say, Eurodollar NCDs, at a bid rate of .43 percent, calculated 
as the sum of the six-month CME Term SOFR rate of .20 percent + a six-month Bank 
Credit premium of .43 percent – an interbank bid-ask spread of .20 percent. Similarly, 
it is reasonable that a Eurobank would offer six-month Eurodollars in the interbank 
market at .63 percent, calculated as the sum of the six-month CME Term SOFR rate of 
.20 percent + the six-month Bank Credit premium of .43. By comparison, the Eurobank 
would charge a corporate client a rate of .63 percent + X percent, where any lending 
margin less than 2.62 [= 3.25 – .63] percent appears to make the Eurodollar loan more 
attractive than the prime rate loan. Since lending margins typically fall in the range of 
.25 percent to 3 percent, with the median rate being .50 percent to 1.50 percent, the 
exhibit shows the narrow borrowing-lending spreads of Eurobankers in the Eurodollar 
credit market. This analysis seems to suggest that borrowers can obtain funds somewhat 
more cheaply in the Eurodollar market. However, international competition in recent 
years has forced U.S. commercial banks to lend domestically at rates below prime.

EXAMPLE 11.1: Rollover Pricing of a Eurocredit
Teltrex International can borrow $3,000,000 at a lending margin of .75 percent per 
annum on a three-month rollover basis from Barclays in London. Suppose that three-
month CME Term SOFR is currently .53 percent and the three-month Bank Credit 
premium is 26 basis points. Further suppose that over the second interval three-
month CME Term SOFR falls to .42 percent. How much will Teltrex pay in interest to 
Barclays over the six-month period for the Eurodollar loan?

Solution:  $3,000,000 × (.0053 + .0026 + .0075)/4 + $3,000,000 ×  
(.0042 + .0026 + .0075)/4  = $11,550 + $10,725  

= $22,275
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st

U.S. Prime Rate
CME Term SOFR (6-month) + .43% + X%

CME Term SOFR (6-month) + .43%
CME Term SOFR (6-month) + .43% – .20%

U.S. Negotiable CD Rate (6-month)

CME Term SOFR (6-month)

3.25%

.63%

.43%

.25%

.20%

.00%

EXHIBIT 11.6

Comparison of U.S. Lending 
and Borrowing Rates 
with SOFR Based Rates on 
January 5, 2022

A major risk Eurobanks face in accepting Eurodeposits and in extending Eurocredits 
is interest rate risk resulting from a mismatch in the maturities of the deposits and 
credits. For example, if deposit maturities are longer than credit maturities, and inter-
est rates fall, the credit rates will be adjusted downward while the bank is still pay-
ing a higher rate on deposits. Conversely, if deposit maturities are shorter than credit 

Forward Rate 
Agreements
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Technological advances ranging from greater processing power 
to instantaneous data transfer are transforming financial mar-
kets around the world, and the foreign exchange market is no 
exception. Currency traders dealing currencies on behalf of 
their clients by holding multiple telephone conversations and 
yelling into their phones is no longer the norm. The Bank for 
International Settlementsa suggests that more than 70 percent 
of spot trading since 2013 is executed electronically. According 
to the North American Foreign Exchange Volume Survey con-
ducted by the Federal Reserve Bank of New York in October 
2021, about 57 percent of all foreign exchange transactions and 
65 percent of spot transactions in North America are executed 

electronically instead of relying on traditional voice trading. 
For trades in some currency pairs, the share of electronic trade 
 volume was even higher in October 2021 such as 72 percent and  
71 percent for trading in British pound–euro and U.S. dollar–
Hong Kong dollar, respectively. Similarly, some large financial 
institutions nowadays almost exclusively rely on electronic trad-
ing. Automation is a development that goes hand in hand with 
electronification, and the Bank for International Settlements 
reports that an estimated 70 percent of orders on Electronic 
Broking Services (EBS) are now submitted by algorithms, 
rather than manually. This trend of increasing electronification 
is depicted in the figure below.

Electronification of the Foreign Exchange Market
INTERNATIONAL FINANCE IN PRACTICE

Changing trade execution methods in the foreign exchange 
market are, in turn, associated with changes in the composition 
of market participants and how they provide liquidity and share 
risk among them. Thomson Reuters launched the first screen-
based trading system in 1982 and followed it with an anony-
mous matching platform system in 1992. Several big banks 
launched a similar matching platform, EBS, in 1993 to com-
pete with Thomson Reuters. In recent years, different nonbank 
electronic market makers have emerged as significant liquidity 
providers, taking market share away from the banks and the 
traditional venues of Thomson Reuters Matching and EBS. 
For example, XTX Markets, an electronic market-making firm 
founded in 2015, already ranks fourth in the Euromoney maga-
zine ranking of top liquidity providers of foreign exchange in 
2021. The firm reported a daily average volume of $295  billion 
across asset classes, including foreign exchange, in 2021.

The rising electronification in the foreign exchange market 
has both positive and negative consequences. On the one hand, 
greater electronification has been associated with lower trad-
ing costs, increased availability of and access to data, and more 
efficient pricing. Ding and Hiltrop (2010),b for instance, docu-
mented narrower bid-ask spreads and reduced geographical 

differences in market liquidity with electronic trading sys-
tems. Information flow has increased dramatically as prices are 
updated more frequently, such as every five milliseconds for 
certain subscribers on the EBS platform.

On the other hand, concerns are growing that the foreign 
exchange market has become more volatile and prone to mar-
ket dysfunctions such as flash crashes. When the value of 
British pound plummeted by more than 6 percent within mere 
seconds around 7 A.M. Hong Kong time (12 A.M. London time 
and 7 P.M. New York) on October 7, 2016, algorithmic trading 
was seen as the culprit for potentially having triggered a series 
of stop orders at a time of already thin trading and leading to a 
stream of automatic selling. Hence, the increasing electronifica-
tion of the foreign exchange market is bringing new challenges, 
services, and opportunities ranging from cloud servicing to 
new trading strategies. And what’s even more remarkable is the 
speed at which all these are happening.
aBank for International Settlements, “Monitoring of Fast-Paced Electronic 
Markets,” September 2018.
bDing, L., and J. Hiltrop. “The Electronic Trading Systems and Bid-Ask 
Spreads in the Foreign Exchange Market.” Journal of International Financial 
Markets, Institutions & Money 20, no. 4 (2010), pp. 323–45.
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and

  P  e   ≥ Max   [    
(E −  F  T  )

 ___________ 
(1 +  i  $  )

  , 0 ]     (7.9)

Binomial Option-Pricing Model
The option pricing relationships we have discussed to this point have been lower 
boundaries on the call and put premiums, instead of exact equality expressions for the 
premiums. The binomial option-pricing model provides an exact pricing formula for 
a European call or put.5 We will examine only a simple one-step case of the binomial 
model to better understand the nature of option pricing. In this case, the binomial 
model assumes that at the end of the option period, the underlying foreign exchange 
has either appreciated one step upward or depreciated one step downward from its 
initial value.

We want to use the binomial model to value the PHLX 112 Sep EUR European 
call from Exhibit 7.6. We see from the exhibit that the option premium is quoted 
at 3.78 cents. The current spot price of the EUR in American terms is S0 = 113.14 
cents. Our estimate of the option’s volatility (annualized standard deviation of the 
change in the spot rate) is σ = 6.18 percent, which was obtained from the Investing 
.com website, www.investing.com. The last day of trading in the call option is in 
179 days on September 20, 2019, or in T = 179/365 = .4904 years. The one-step bino-
mial model assumes that at the end of the option period the EUR will have appreciated 
to SuT = S0 · u or depreciated to SdT = S0 · d, where  u =  e   σ. √ 

__
 T     and d = 1/u. The spot 

rate at T will be either 118.14 = 113.14(1.0442) or 108.35 = 113.14(.9576) where  u =  
e   .0618. √ 

_____
 .4904    = 1.0442  and d = 1/u = .9576. At the exercise price of E = 112, the option 

will only be exercised at time T if the EUR appreciates; its exercise value would be 

4The 6-month dollar LIBOR rate was used as the reference rate here. Starting in 2022, LIBOR is no longer used to 
price new loans in the United States, and the secured overnight financing rate (SOFR) is replacing LIBOR as the 
benchmark interest rate for dollar-denominated securities. This transition is expected to be completed by 2023.
5The binomial option-pricing model was independently derived by Sharpe (1978); Rendleman and Bartter 
(1979); and Cox, Ross, and Rubinstein (1979).

In More Depth

EXAMPLE 7.5: European Option-Pricing Valuation
Let’s see if Equations 7.8 and 7.9 actually hold for the 112 Sep EUR European call 
and the 112 Sep EUR European put options we considered. The last day of trading 
for both of these options is September 20, 2019, or in 179 days from March 25, 
2019, the options quotation date. On that date, the 6-month dollar interest rate4 was 
2.673 percent. Thus, (1 +  i$) is [1 + .02673 (179/360)] = 1.0133. We will use the 
September futures price of $1.1487/EUR on March 25, 2019, for FT. Thus, for the 
112 Sep EUR call,

 3.78 ≥ Max [(114.87 − 112)/(1.0133), 0]  = Max [2.83, 0] = 2.83. 

Thus, the lower boundary relationship on the European call premium holds. For the 
112 Sep EUR put,

 .94 ≥ Max  [(112 − 114.87)/(1.0133), 0]  = Max [− 2.83, 0] = 0. 

Thus, the lower boundary relationship on the European put premium holds as well.
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  4. Boeing just signed a contract to sell a Boeing 737 aircraft to Air France. Air 
France will be billed €20 million payable in one year. The current spot exchange 
rate is $1.05/€ and the one-year forward rate is $1.10/€. The annual interest rate is 
6 percent in the United States and 5 percent in France. Boeing is concerned with 
the volatile exchange rate between the dollar and the euro and would like to hedge 
exchange exposure.

 a. It is considering two hedging alternatives: sell the euro proceeds from the sale 
forward or borrow euros from Crédit Lyonnaise against the euro receivable. 
Which alternative would you recommend? Why?

 b. Other things being equal, at what forward exchange rate would Boeing be indif-
ferent between the two hedging methods?

 5. Suppose that Baltimore Machinery sold a drilling machine to a Swiss firm and 
gave the Swiss client a choice of paying either $10,000 or SF15,000 in three 
months.

 a. In the example, Baltimore Machinery effectively gave the Swiss client a free 
option to buy up to $10,000 using Swiss francs. What is the “implied” exercise 
exchange rate?

 b. If the spot exchange rate turns out to be $0.62/SF, which currency do you think 
the Swiss client will choose to use for payment? What is the value of this free 
option for the Swiss client?

 c. What is the best way for Baltimore Machinery to deal with exchange exposure?
  6. Princess Cruise Company (PCC) purchased a ship from Mitsubishi Heavy Industry 

for 500 million yen payable in one year. The current spot rate is ¥124/$ and the 
one-year forward rate is 110/$. The annual interest rate is 5 percent in Japan and  
8 percent in the United States. PCC can also buy a one-year call option on yen at 
the strike price of $.0081 per yen for a premium of .014 cents per yen.

 a. Compute the future dollar costs of meeting this obligation using the money 
market and forward hedges.

 b. Assuming that the forward exchange rate is the best predictor of the future spot 
rate, compute the expected future dollar cost of meeting this obligation when 
the option hedge is used.

 c. At what future spot rate do you think PCC may be indifferent between the 
option and forward hedge?

  7. Consider a U.S.-based company that exports goods to Switzerland. The U.S. com-
pany expects to receive payment on a shipment of goods in three months. Because 
the payment will be in Swiss francs, the U.S. company wants to hedge against a 
decline in the value of the Swiss franc over the next three months. The U.S. risk-
free rate is 2 percent, and the Swiss risk-free rate is 5 percent. Assume that interest 
rates are expected to remain fixed over the next six months. The current spot rate 
is $0.5974.

 a. Indicate whether the U.S. company should use a long or short forward contract 
to hedge currency risk.

 b. Calculate the no-arbitrage price at which the U.S. company could enter into a 
forward contract that expires in three months.

 c. It is now 30 days since the U.S. company entered into the forward contract. The 
spot rate is $0.55. Interest rates are the same as before. Calculate the value of 
the U.S. company’s forward position.

Case Applications—Case Applications 
are incorporated within selected 
chapters throughout the text in order 
to enhance specific topics and help 
students apply theories and concepts 
to real-world situations.

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.

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.
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  4. Boeing just signed a contract to sell a Boeing 737 aircraft to Air France. Air 
France will be billed €20 million payable in one year. The current spot exchange 
rate is $1.05/€ and the one-year forward rate is $1.10/€. The annual interest rate is 
6 percent in the United States and 5 percent in France. Boeing is concerned with 
the volatile exchange rate between the dollar and the euro and would like to hedge 
exchange exposure.

 a. It is considering two hedging alternatives: sell the euro proceeds from the sale 
forward or borrow euros from Crédit Lyonnaise against the euro receivable. 
Which alternative would you recommend? Why?

 b. Other things being equal, at what forward exchange rate would Boeing be indif-
ferent between the two hedging methods?

 5. Suppose that Baltimore Machinery sold a drilling machine to a Swiss firm and 
gave the Swiss client a choice of paying either $10,000 or SF15,000 in three 
months.

 a. In the example, Baltimore Machinery effectively gave the Swiss client a free 
option to buy up to $10,000 using Swiss francs. What is the “implied” exercise 
exchange rate?

 b. If the spot exchange rate turns out to be $0.62/SF, which currency do you think 
the Swiss client will choose to use for payment? What is the value of this free 
option for the Swiss client?

 c. What is the best way for Baltimore Machinery to deal with exchange exposure?
  6. Princess Cruise Company (PCC) purchased a ship from Mitsubishi Heavy Industry 

for 500 million yen payable in one year. The current spot rate is ¥124/$ and the 
one-year forward rate is 110/$. The annual interest rate is 5 percent in Japan and  
8 percent in the United States. PCC can also buy a one-year call option on yen at 
the strike price of $.0081 per yen for a premium of .014 cents per yen.

 a. Compute the future dollar costs of meeting this obligation using the money 
market and forward hedges.

 b. Assuming that the forward exchange rate is the best predictor of the future spot 
rate, compute the expected future dollar cost of meeting this obligation when 
the option hedge is used.

 c. At what future spot rate do you think PCC may be indifferent between the 
option and forward hedge?

  7. Consider a U.S.-based company that exports goods to Switzerland. The U.S. com-
pany expects to receive payment on a shipment of goods in three months. Because 
the payment will be in Swiss francs, the U.S. company wants to hedge against a 
decline in the value of the Swiss franc over the next three months. The U.S. risk-
free rate is 2 percent, and the Swiss risk-free rate is 5 percent. Assume that interest 
rates are expected to remain fixed over the next six months. The current spot rate 
is $0.5974.

 a. Indicate whether the U.S. company should use a long or short forward contract 
to hedge currency risk.

 b. Calculate the no-arbitrage price at which the U.S. company could enter into a 
forward contract that expires in three months.

 c. It is now 30 days since the U.S. company entered into the forward contract. The 
spot rate is $0.55. Interest rates are the same as before. Calculate the value of 
the U.S. company’s forward position.
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 5. Suppose your company has purchased a put option on the euro to manage exchange 
exposure associated with an account receivable denominated in that currency. In 
this case, your company can be said to have an “insurance” policy on its receiv-
able. Explain in what sense this is so.

 6. Recent surveys of corporate exchange risk management practices indicate that 
many U.S. firms simply do not hedge. How would you explain this result?

 7. Should a firm hedge? Why or why not?
 8. Using an example, discuss the possible effect of hedging on a firm’s tax obligations.
 9. Explain contingent exposure and discuss the advantages of using currency options 

to manage this type of currency exposure.
 10. Explain cross-hedging and discuss the factors determining its effectiveness.

PROBLEMS 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.

 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?
 c. Suppose the foreign exchange adviser predicts that the future spot rate will be 

the same as the forward exchange rate quoted today. Would you recommend 
hedging in this case? Why or why not?

 d. Suppose now that the future spot exchange rate is forecast to be $1.17/€. Would 
you recommend hedging? Why or why not?

  2. IBM purchased computer chips from NEC, a Japanese electronics concern, and 
was billed ¥250 million payable in three months. Currently, the spot exchange rate 
is ¥105/$ and the three-month forward rate is ¥100/$. The three-month money 
market interest rate is 8 percent per annum in the United States and 7 percent per 
annum in Japan. The management of IBM decided to use a money market hedge 
to deal with this yen account payable.

 a. Explain the process of a money market hedge and compute the dollar cost of 
meeting the yen obligation.

 b. Conduct a cash flow analysis of the money market hedge.
  3. You plan to visit Geneva, Switzerland, in three months to attend an international 

business conference. You expect to incur a total cost of SF5,000 for lodging, 
meals, and transportation during your stay. As of today, the spot exchange rate is 
$0.60/SF and the three-month forward rate is $0.63/SF. You can buy the three-
month call option on SF with an exercise price of $0.64/SF for the premium of 
$0.05 per SF. Assume that your expected future spot exchange rate is the same 
as the forward rate. The three-month interest rate is 6 percent per annum in the 
United States and 4 percent per annum in Switzerland.

 a. Calculate your expected dollar cost of buying SF5,000 if you choose to hedge 
by a call option on SF.

 b. Calculate the future dollar cost of meeting this SF obligation if you decide to 
hedge using a forward contract.

 c. At what future spot exchange rate will you be indifferent between the forward 
and option market hedges?

 d. Illustrate the future dollar cost of meeting the SF payable against the future spot 
exchange rate under both the options and forward market hedges.
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 1. How would you define transaction exposure? How is it different from economic 
exposure?

 2. Discuss and compare hedging transaction exposure using the forward contract ver-
sus money market instruments. When do alternative hedging approaches produce 
the same result?

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

 4. What are the advantages of a currency options contract as a hedging tool com-
pared with the forward contract?

QUESTIONS

 2. If the firm has a foreign-currency-denominated receivable (payable), it can hedge 
the exposure by selling (buying) the foreign currency receivable (payable) for-
ward. The firm can expect to eliminate the exposure without incurring costs as 
long as the forward exchange rate is an unbiased predictor of the future spot rate. 
The firm can achieve equivalent hedging results by lending and borrowing in the 
domestic and foreign money markets.

 3. Unlike forward and money market hedges, currency options provide flexible 
hedges against exchange exposure. With the options hedge, the firm can limit the 
downside risk while preserving the upside potential. Currency options also pro-
vide the firm with an effective hedge against contingent exposure.

 4. The firm can shift, share, and diversify exchange exposure by appropriately choos-
ing the invoice currency. Currency basket units such as the SDR can be used as 
invoice currencies to partially hedge long-term exposure for which financial 
hedges are not readily available.

 5. The firm can reduce transaction exposure by leading and lagging foreign currency 
receipts and payments, especially among its own affiliates.

 6. When a firm has a portfolio of foreign currency positions, it makes sense only 
to hedge the residual exposure rather than hedging each currency position sepa-
rately. The reinvoice center can help implement the portfolio approach to exposure 
management.

 7. In a perfect capital market where stockholders can hedge exchange exposure as 
well as the firm, it is difficult to justify exposure management at the corporate 
level. In reality, capital markets are far from perfect, and the firm often has advan-
tages over the stockholders in implementing hedging strategies. There thus exists 
room for corporate exposure management to contribute to the firm’s value.

 8. Firms use both financial and operational methods to manage their FX risk expo-
sures. Survey studies show that firms most often use simple hedging methods 
such as forward contracts, currency swaps, pricing strategies, and foreign currency 
debt.
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Transfer Pricing and Related Issues
Within a large business firm with multiple divisions, goods and services are frequently 
transferred from one division to another. The process brings into question the transfer 
price that should be assigned, for bookkeeping purposes, to the goods or services as 
they are transferred between divisions. Obviously, the higher the transfer price, the 
larger will be the gross profits of the transferring division relative to the receiving divi-
sion. Even within a domestic firm, it is difficult to decide on the transfer price. Within 
a MNC, the decision is further compounded by exchange restrictions on the part of the 
host country where the receiving affiliate is located, a difference in income tax rates 
between the two countries, and import duties and quotas imposed by the host country. 
The following case application illustrates the important transfer pricing issues.

Mintel Products Transfer Pricing Strategy
Low versus High Markup Policy
Mintel Products Inc. manufactures goods for sale in the United States and overseas. 
Finished goods are transferred from the parent firm to its wholly owned sales affiliate for 
overseas retail sale. Mintel’s financial manager, Hilary Van Kirk, has decided that the firm’s 
transfer pricing strategy should be reevaluated as part of a routine review of the opera-
tions of the sales affiliate. Van Kirk has decided to explore both a low and a high markup 
policy. The analysis is to be done in U.S. dollars. She notes that both the parent firm and 
the sales affiliate have a 40 percent income tax rate, that the variable production cost of 
one unit is $1,500, and that the unit retail sales price charged by the sales affiliate to the 
final customer is $3,000. As a first step in her analysis, Van Kirk prepares Exhibit 21.5. 
The upper portion of the exhibit presents the analysis of a low markup policy, where the 
transfer price is set at $2,000. The lower portion of the exhibit analyzes the effect of a 
high markup policy, where the transfer price is $2,400 per unit.

Van Kirk notices from Exhibit 21.5 that the low markup policy results in larger pretax 
income, income taxes, and net income per unit in the selling country. On the other hand, 
the high markup policy has the opposite effect, that is, higher taxable income, income 
taxes, and net profit per unit in the manufacturing country. She also notes that because 
the income tax rates are the same in both countries, the consolidated results are identical 
regardless of whether the MNC follows a low or high transfer pricing scheme.

Exchange Restrictions
Van Kirk wonders if Mintel should be indifferent between the low and high markup poli-
cies, since the consolidated results are the same. She reasons, however, that if the dis-
tribution country imposes exchange restrictions limiting or blocking the amount of profits 
that can be repatriated to the manufacturing parent, Mintel would no longer be indiffer-
ent between the two markup policies. It obviously would prefer the high markup policy. 
According to Exhibit 21.5, the higher markup allows $240 per unit to be repatriated to the 
parent that otherwise may have been blocked. This amount represents the $400 higher 
markup minus the $160 additional taxes paid in the parent country.

Van Kirk notes that the high markup policy is disadvantageous from the host country’s 
perspective. If the transferring affiliate attempts to reposition funds by changing from the 
low to the high markup policy, the exchange controls have been partially bypassed and 
there is a loss of tax revenue in the host country. Thus, the host country may take mea-
sures to enforce a certain transfer price. She decides she needs to brush up on how this 
might be accomplished and also to consider the effect of a difference in income tax rates 
between the two affiliates.

CASE  
APPLICATION
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Airbus’ Dollar Exposure
Airbus sold an A400 aircraft to Delta Airlines, a U.S. company, and billed $30 million pay-
able in six months. Airbus is concerned about the euro proceeds from international sales 
and would like to control exchange risk. The current spot exchange rate is $1.05/€ and 
the six-month forward exchange rate is $1.10/€. Airbus can buy a six-month put option 
on U.S. dollars with a strike price of €0.95/$ for a premium of €0.02 per U.S. dollar. 
Currently, six-month interest rate is 2.5 percent in the euro zone and 3.0 percent in the 
United States.

 1. Compute the guaranteed euro proceeds from the American sale if Airbus decides 
to hedge using a forward contract.

 2. If Airbus decides to hedge using money market instruments, what action does 
Airbus need to take? What would be the guaranteed euro proceeds from the 
American sale in this case?

 3. If Airbus decides to hedge using put options on U.S. dollars, what would be the 
“expected” euro proceeds from the American sale? Assume that Airbus regards 
the current forward exchange rate as an unbiased predictor of the future spot 
exchange rate.

 4. At what future spot exchange do you think Airbus will be indifferent between the 
option and money market hedge?

 5. Assuming that you believe the current forward exchange rate is the best predictor 
of the future spot exchange rate, what hedging method would you recommend to 
Airbus?  Justify your recommendation.

MINI CASE

Richard May’s Options
It is Tuesday afternoon, February 14, 2012. Richard May, Assistant Treasurer at American 
Digital Graphics (ADG), sits in his office on the 34th floor of the building that dominates 
Rockefeller Plaza’s west perimeter. It’s Valentine’s Day, and Richard and his wife have din-
ner reservations with another couple at Balthazar at 7:30. I must get this hedging memo 
done, thinks May, and get out of here. Foreign exchange options? I had better get the 
story straight before someone in the Finance Committee starts asking questions. Let’s 
see, there are two ways in which I can envision us using options now. One is to hedge a 
dividend due on September 15th from ADG Germany. The other is to hedge our upcom-
ing payment to Matsumerda for their spring RAM chip statement. With the yen at 78 and 
increasing I’m glad we haven’t covered the payment so far, but now I’m getting nervous 
and I would like to protect my posterior. An option to buy yen on June 10 might be just 
the thing.

Before we delve any further into Richard May’s musings, let us learn a bit about ADG 
and about foreign exchange options. American Digital Graphics is a $12 billion sales 
company engaged in, among other things, the development, manufacture, and market-
ing of microprocessor-based equipment. Although 30 percent of the firm’s sales are 
currently abroad, the firm has full-fledged manufacturing facilities in only three foreign 
countries, Germany, Canada, and Brazil. An assembly plant in Singapore exists primar-
ily to solder Japanese semiconductor chips onto circuit boards and to screw these into 
Brazilian-made boxes for shipment to the United States, Canada, and Germany. The 
German subsidiary has developed half of its sales to France, the Netherlands, and the 
United Kingdom, billing in euros. ADG Germany has accumulated a cash reserve of 
€900,000, worth $1,178,100 at today’s exchange rate. While the Hamburg office has 
automatic permission to repatriate €3 million, they have been urged to seek authoriza-
tion to convert another €1 million by September 15th. The firm has an agreement to buy 

CASE
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Ancillary Materials
To assist in course preparation, the following instructor ancillaries are within the 
Instructor Library in Connect:

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

 • Test Bank—True/false and multiple-choice test questions for each chapter 
prepared by Leslie Rush, University of Hawaii–West Oahu. Available as Word 
documents and assignable within Connect.

 • PowerPoint Presentations—PowerPoint slides for each chapter to use in 
classroom lecture settings, created by the authors.

 • Videos—Mini lectures and guided examples covering various quantitative 
concepts, created by the authors. Assignable within Connect and linked to the 
related end-of-chapter problems and questions.

The resources also include 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 students 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 in the Instructor Resources.
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