International Investment and Market Equilibrium

The environment for international investment, by its nature, is more unpredictable than domestic market. Understanding the risks associated with foreign investment require the knowledge of the fundamental theories of the investment first. Since so few of you have had Introduction to Corporate Finance before, I focus Monday’s class on describing briefly a few of the background theories on the “Risk Measurement Tools” including expected return, standard deviation, coefficient of variation, volatility of return, and Capital Asset Pricing Model—Security Market Line.

My lecture notes are mainly concentrated on “ International Investment Issues”.  There are many good “Introduction to Corporate Finance” textbooks in the library, and all cover detailed discussions on the topics that I cover in class on Monday.

The Setting of Investment Objectives:

All investments either locally or internationally require understanding of the following principles,

· Risk and Safety of the Principal

· Current Income vs. Capital Appreciation

· Liquidity considerations

· Short-term vs. Long-term Orientation

· Tax factors

· Ease of Management

· Retirement and Estate Planning Consideration

· Price Stability

· Re-investment Protection

· Growth of Income

· Inflation Hedge

In addition all international investment has external factors that require further assessments, including political stability or lack of it, currency volatility, competition from “state-owned” enterprises, specific taxation laws targeted to the foreign investors, repatriation of profit policies, concept of property rights and ownership, patent and trade mark protection, and legal system(s).

Systematic and Unsystematic Risks

Different investments behave differently over time. Diversification benefits can be realized by investing in securities with low correlations. The unsystematic risks are diversifiable, avoidable, unique, and often company specific. Where as systematic risks are undiversifiable, unavoidable, and often macro related, for example increase in interest rate. It may also be external -world wide- such as wars, political up rising, and etc. Systematic risk is measured by BETA, where the market beta is always one. 

Returns are used to compare performance of different investments, historical returns can be employed to estimate future returns. All investments have an internal or required rate of return. The components of a required rate of return include combination of risk free rate of return (for example return on U.S. treasury bonds), adjusted for inflation rate expectation, and with the specific risk premium. The risk premium is peculiar to each investment and includes, country risk, exchange rate risk and other international investment associated risks, in addition to the industry specific risk.

International Diversification

Unsystematic risk of investment can be reduced through diversification. If capital markets around the world have independent price behavior, through international investment a portfolio’s risk can be reduced. An international investment can also be divided between international equity and bonds. However most fundamentals that make an equity market acceptable, are also what the bond market requires, both for price stability and continuity. International investment requires understanding of financial transactions, including the international financial process, foreign exchange market, exchange restrictions, the principles in determination of a particular country’s exchange market, and convertibility of the local currency.

Even though most of non-U.S. markets are much smaller, and some less efficient, their large aggregate capital, and their rapid growth are important factors, and deserve consideration for serious investors. In order to meet long-term portfolio investments’ objective requirements such as diversification, and constant growth on return, given the nature of cyclical economic behavior, and the externalities, such as the Asian Financial Crisis, and September 11 Terrorists Attack, internationalization of investment is the only sure way to meet these objectives. 

International investment requires clear understanding of how the markets behave relative to each other. If two markets have low correlation coefficient are considered to be good complementary investments-- with coefficiency
 of .27 U.S. and Japan fit this characteristic--. Where as the markets in U.S. and Canada, with correlation coefficiency of .7, tend to behave in similar pattern and may not be diversified enough to assure constant return. 

However recent observation in the market, show in general, the larger markets around the world, tend to behave more similar than dissimilar. In particular integration of European Community and replacement of many currencies with Euro, required harmonization of monetary policy across member nations, resulting in reduction in lagging time for the economic cycle behavior among nations, and potentially less diversification, where return is related to economic cycles. 

From the nineteen
 more efficient existing markets around the world, 8 are within the monetary union and another three (Norway, Sweden, and U.K.) are tightly associated with it. This particular arrangement is currently under several studies both by financial sectors and academia, however not until there is enough data that cover at least ten years market behavior, such studies are going to be inconclusive. However there is a good possibility that the result supports strong correlation-ship among markets of community members and in this case 11 of more efficient worldwide markets may behave as one. 

There are other externalities, events such as September 11 cause immediate reaction by the investors. Comparing second and third quarter of portfolio poll from seven major worldwide investment firms
, average equity holding in U.S. was dropped by 4 percent from 54% to 50%
. For the same period holding in Japan also was dropped by 1 percent from 11% to 10%. One could conclude that correlation between Japan and U.S. market might have changed in the recent years, and these markets are more correlated than the evidence in empirical study of chapter 4 shows. (Bruno, Solnik 2000)  
Market Efficiency

Sometimes due to the lack of information investors think foreign markets are more risky than the domestic ones. The main factor in establishing market risk is the level of market efficiency.  If a market can adjust its prices rapidly (many sellers and buyers), can absorb large dollar amounts of securities without destabilizing the prices, and has low volatility in individual stock prices, the market is efficient, doesn’t matter where the location.

However the efficient market hypothesis states that there are three forms of efficiency, the strong, the semistrong and the weak. In general most likely the market is more efficient in the weak and semistrong sense. The strong sense consists of institutional buyers, and investors with inside information. One may assume that smaller the market (volume of transactions) is the more venerable it is toward strong information. However the events surrounding market irregularities in the last two years show even very large markets such as US are not immune to strong information.

In summary it is essential that not only the markets to be efficient but also ALL information regarding the market to be transparent, accurate and publicly available. 

There are also psychological factors that impact the investors such as the day of the week, holidays, seasonal and etc. These kinds of behavior are very customized, and changes from one nation to the next. The lack of knowledge of such behavior does not create market inefficiency and cannot be misinterpreted.

International asset Pricing     

Required return for a diversified international portfolio is adjusted based on the type of risk that are common in all international investment plus specific risk associated with certain markets. The exchange rate risk is the most important required adjustments. If such currency risk can be hedged, the adjustment requirement is simply just the cost of hedging. However, very few currencies, around the world have hedging capabilities, Yen, British pounds, Euro and American dollars have large future markets and adjustment for such investment is possible. Where as Korean Kwon, and Swedish Krona have limited hedging markets-mainly through swaps or cross rate exchange--. Of course if the amount invested in international market within the portfolio is small, the currency volatility will not create major volatility in the return of the portfolio.

There are other factors such is interest rate differentiation, inflation rate, the fear of expropriation, differential taxation rate or systems, that can distort the performance of portfolio. But any or all of the above factors can also positively influence the portfolio’s return, and that is why many institutional investors, that have no legal barriers (some pension funds and insurance companies are not allowed to invest internationally), often take the risk, and for the better return they invest internationally. 

Many emerging markets are not as integrated as Western markets are relative to the global market, but as markets such as India, Malaysia and Mexico are maturing, their market integration is getting better and more predictable.  However investment in all emerging markets has currency exposure with limited or no hedging possibilities. Many of these markets either do not use monetary policy or the interest rate is artificially established, because of these factors, unlike traditional and more mature markets such as Japan negative correlation between returns on equity investment and interest rate may also not exist, making it harder for forecasting purposes. In spite of many barriers we just talked about the emerging markets remain as very viable investment and should be a part of any long-term portfolio.
� Sousan Urroz-Korori


� Refer to chapter 4 empirical study. 


� Australia, Austria, Belgium, Canada, Denmark, France, Germany, Hong Kong, Italy, Japan, Mexico, Netherlands, Norway, Singapore/Malaysia, Spain, Sweden, Switzerland, United Kingdom, and United States.


� Robeco Group, Julius Baer PB, Commerz Int. CM, Credit Suisse PB, Lehman Brothers, Standard Life, Daiwa, 


� Morgan Stanley Capital International (developed) world equity index   





PAGE  
1

