CHAPTER 16





INTERNATIONAL PORTFOLIO INVESTMENT





CHAPTER OUTLINE





I.	Key Terminologies


a)	Risk analysis: standard deviation


Capital asset pricing model


Aggressive vs defensive stocks


c)	Correlation coefficients


d)	Portfolio return and risk


e)	Efficient frontier





II.	Benefits of International Diversification


a)	Risk diversification through international investment


b)	Risk-return characteristics of capital markets


c)	The selection of an optimal portfolio





III.	Methods of International Diversification


a)	International mutual funds


American depository receipts


Direct purchase of foreign securities


Hedge funds


e)	Investment in US multinational companies


f)	Global investing





IV.	Summary


�
CHAPTER OBJECTIVE





The basic message of Chapter 16 is that international stock and bond diversification can yield higher returns with less risk than investment in a single market. A major reason for such a case is that international investment offers a broader range of opportunities than domestic investment even in a market as large as the United States or Japan. This chapter stresses the following two points: (1) adding foreign securities to a purely domestic portfolio reduces the total risk of the portfolio because of a low correlation between foreign securities and the domestic market; (2) in the past, international portfolios could have yielded both a higher return and a lower volatility than purely domestic US portfolios.








Key Terms and Concepts





Standard deviation is a measure of dispersion that fits nicely as a technique of measuring risk.





Coefficient of variation is a relative measure of dispersion and is the standard deviation divided by the average return.





Capital asset pricing model (CAPM) assumes that the total risk of a security consists of systematic (undiversifiable) risk and unsystematic (diversifiable) risk.





Systematic risk reflects overall market risk--risk that is common to all securities; this risk is undiversifiable.





Unsystematic risk is unique to a particular company; this risk can be diversified away.





Market portfolio is a group of risky securities such as Standard & Poor's 500 Stocks or London Financial Times 100 Stocks.





Beta--(j = [(Rj - Rf)/(Rm - Rf)]--is an index of volatility in the excess return of one security relative to that of a market portfolio; beta is a measure of systematic risk.





Portfolio effect is defined as the extent to which unsystematic risks of individual securities tend to offset each other.





Correlation coefficient measures the degree of correlation between two securities and varies from zero to ±1.





Portfolio return is the expected rate of return on a portfolio of securities.





Efficient portfolio is a portfolio that provides the smallest level of risk for a given level of return or the highest rate of return for a given level of risk.





Efficient frontier is the locus of all efficient portfolios.  





Optimal portfolio is found at the tangency point between the efficient frontier and the security market line.





Mutual funds are financial institutions that accept money from savers and then use these funds to buy a variety of securities.





International mutual funds are portfolios of securities from various countries.





Open-end mutual funds are funds whose total number of shares under management grows and shrinks as investors buy and sell the fund.





Closed-end funds are funds that the amount of money under management is fixed.





American depository receipts represent the ownership of underlying foreign stocks which are held in custody by the bank that issues them.





Global depository receipts are similar instruments to American depository receipts but can be simultaneously issued on stock exchanges all over the world.





Hedge funds are private partnerships with a general manager and a number of limited partners.








ANSWERS TO END-OF-CHAPTER QUESTIONS





1.	Discuss both unsystematic risk and systematic risk within an international context.





Unsystematic risk is unique to a particular country. Basic causes of unsystematic risk are a variety of national events such as expropriation, currency controls, inflation, and exchange rate changes. Because it is unique to a particular country, unsystematic risk can be eliminated by diversification. Systematic risk reflects overall market risk--risk that is common to all countries. Systematic risk relates to such global events as worldwide recessions, world wars, and changes in world energy supply. Because it is common to all countries, systematic risk cannot be eliminated by diversification. 





2.	What is the market portfolio? Why is the market portfolio important?





The market portfolio is a fully diversified group of risky securities such as 30 Dow Jones Industrial Stocks and Standard & Poor's 500 Stocks. This kind of market portfolio is important because it has zero or very little unsystematic risk. The market portfolio can be used as a common denominator in determining the amount of systematic risk for individual securities.





3.	Many studies found that intercountry correlations tend to be substantially lower than intracountry correlations. Explain some reasons for this fact. What significance does this finding have for international investment?





Intercountry correlations are relatively low because the economic cycles of different countries do not tend to be totally synchronized. Low intercountry correlations may reflect different geographic locations, independent economic policies, different endowments of natural resources, and cultural differences. Intracountry correlations are relatively high because domestic investments depend on the same state of economy. In summary, much of stock market risk in an individual country is unsystematic and so can be eliminated by international diversification. This makes it possible for investors to earn more at the same level of risk or even a lower level of risk through international diversification.





4.	Describe the efficient portfolio, the efficient frontier, and the optimum portfolio.





The efficient portfolio is a group of securities that provides the highest return for a given level of risk or the lowest risk for a given level of return. The efficient frontier is the locus of all efficient portfolios. The optimum portfolio is the tangency point between the efficient frontier and the security market line. This portfolio is an ultimate goal of any investor. 





5.	Is the standard deviation of bond returns in any particular market typically higher or lower than the standard deviation of stock returns in that market? Does this information make any difference for investors?





The standard deviation is typically lower for bond returns in any particular market than for stock returns in that market. This fact makes significant differences for investors because lower risk implies lower return for bonds compared with stocks. 





6.	Is it possible for an international portfolio to reduce the domestic systematic risk?





A study by Bruno Solnik found that an international portfolio cut the systematic risk of an efficient US portfolio in half. Domestic systematic risk declines because international diversification offsets US specific reactions to worldwide events. 





7.	Describe American depository receipts and global depository receipts.





American depository receipts (ADRs) have been created to avoid listing requirements on trading in the United States. ADRs represent the ownership of underlying foreign stocks which are held in custody by the bank that issue them. Global depository receipts are similar instruments to ADRs, but can be simultaneously issued on stock exchanges around the world. 





8.	What are the different methods of international diversification?





US investors can obtain international diversification through one of the following methods: (1) international mutual funds, (2) purchases of American depository receipts (ADRs), (3) direct purchases of foreign securities, (4) hedge funds, and (5) investment in US multinational companies.








ANSWERS TO END-OF-CHAPTER PROBLEMS





1.	Rj = 0.10 + (0.20 - 0.10)0.5 = 15%





2.	RA = 0.10 + (0.15 - 0.10)(1.5) = 17.5% < 22%  Undervalued


RB = 0.10 + (0.15 - 0.10)(1.3) = 16.5% < 30%  Undervalued


RC = 0.10 + (0.15 - 0.10)(0.8) = 14.0% > 12%  Overvalued


RD = 0.10 + (0.15 - 0.10)(0.7) = 13.5% < 15%  Undervalued


RE = 0.10 + (0.15 - 0.10)(1.1) = 15.5% > 14%  Overvalued


 


3.	Average stock price = (40 + 50 + 60)/3 = $50


           _______________________________


(  =  ( [(40-50)2 + (50-50)2 + (60-50)2]/(3-1)    =  $10








4.	Rp = (0.15)(0.25) + (0.12)(0.75) = 12.75%





 ( = [(0.25)2(0.10)2 + (0.75)2(0.09)2 + 2(0.25)(0.75)(0.33)(0.10)(0.09)]½


    =	7.93%





5a.	( = [(0.50)2(0.04)2 + (0.50)2(0.04)2 + 2(0.50)(0.50)(0.04)(0.04)(1.00)]½


   =  4%





5b.	( = [(0.50)2(0.04)2 + (0.50)2(0.04)2 + 2(0.50)(0.50)(0.04)(0.04)(0.20)]½


   =  3.1%





5c.	( = [(0.50)2(0.04)2 + (0.50)2(0.04)2 + 2(0.50)(0.50)(0.04)(0.04)(-1.00)]½


   =  0%








ANSWERS TO END-OF-CASE QUESTIONS





1.	Describe American depository receipts in some detail.





ADRs represent the ownership of underlying foreign stocks which are held in custody by the bank that issues them. Banks have created these ADRs to avoid US restrictions on trading foreign stocks in the United States. The bank holds the foreign shares and trades ADRs that represent title to those shares held on deposit. ADR investors are entitled to all the privileges of a stock including dividends. Well known ADRs trading on the NYSE include the Royal Dutch/Shell Group (Netherlands), DaimlerChrysler (Germany), BP Amoco (UK), and Matsushita Electric (Japan).


Currently, there are more than 1,400 ADRs from 35 countries in the United States. Citicorp, J.P. Morgan & Co., and Bank of New York are big players in this game. ADRs can be listed on any exchange in the United States, but due to difficulties associated with listing on the NYSE, most list on the over-the-counter (OTC) market. ADRs can be sponsored or unsponsored. An unsponsored ADR is one that is created by a US broker without the overseas company's authorization. In 1983, the SEC rules took effect that restricted the creation of unsponsored ADRs. Most unsponsored ADRs now trade on the non-Nasdaq (National Association of Securities Dealers automated quotations) OTC market or in pink sheets, electronic bulletin boards. 


A sponsored ADR is one that is authorized by the foreign issuer and employs the services of a bank to administer its issue. Sponsored ADRs are often classified at three levels. Level I ADRs are only a bit more formal than their unsponsored cousins because they are created with the company's involvement but they can be traded only on the OTC market. These ADRs do not comply with SEC registration and reporting requirements. Level II ADRs register with the SEC and comply with its reporting requirements; these ADRs can be traded on an official US exchange, such as the NYSE, the American Stock Exchange (ASE), or the Nasdaq stock market. The issuer is required to provide an English language version of its financial report, displaying financial data according to US generally accepted accounting practices. Level III ADRs are the same as Level II issues, but they are specifically used by the issuing company to raise new capital in US markets through a public offering.   	 


 


2.	Why Did Daimler-Benz and other foreign companies decide to list their ADRs on the NYSE?





There are a variety of reasons why DaimlerChrysler and many other foreign companies listed their ADRs on the NYSE. First, it is easier to attract US investors since ADRs are priced in dollars instead of German marks; in addition, the ADRs are priced more in line with stock prices in the United States. Second, when dividends are paid in German marks to Citibank, they are converted into dollars and paid to the holders of the ADRs; they don't have to worry about dealing in foreign exchange. Third, shares are transferred according to US law rather than German law. Fourth, Daimler-Benz needed to raise capital, and the US capital markets are the largest in the world. Although the ADRs issued in 1993 did not represent new capital, they were the first step in Daimler-Benz preparing to list new shares. The shares on which the ADRs were issued were actually those held by Deutsche Bank. Fifth, Daimler-Benz had a commanding share of the German stock market activity (11.5 percent of all shares in 1992), so it needed to tap investors in the United States. Sixth, interest rates were high in Germany due to the reunification efforts, so it was not easy to borrow money to fund capital expansion. 





3.	Briefly describe how to choose ADRs. 





When US investors buy an ADR, they have to understand that its price will probably track the ups and downs of its home market. Morgan Stanley investment manager Barton Biggs says that "around 70 percent to 75 percent of a typical ADR performance depends on the local market." To narrow their scope to a few foreign countries, US investors will have to look at economic growth, political trends, and other general factors. Next, US investors will want to pick some winning stocks. Because their main goal is to diversify their portfolio away from the United States, they can probably choose an aggressive "growth stock" or one that seems undervalued relative to its assets. Finally, International Stocks, a publication from Chicago-based Morningstar Inc. suggests that US investors pick "dull businesses" that spend their time quietly making money, but not generating hype. Dull ADRs are based on the following criteria: The companies haven't lost money in the past decade; have increased annual earnings and dividends per share in the trailing three-year, five year, and 10-year periods; have strong balance sheets; and trade at relatively modest multiples of price to book value, earnings and cash flow. Many companies that pass those tests are utilities and gross chains.  





4.	What is the downside of ADR investment?





ADR investors should not forget the fact that they are still investing in a foreign stock. Their share price will go up and down in line with the share price in the home market, adjusted for any currency swings. The value of their underlying shares could fall in the home market at the same time the home currency is weakening against the US dollar. This worst-case scenario created the kind of double jeopardy that socked investors in Latin American stocks during the Mexican peso crisis in December 1994. US investors are advised to buy listed ADRs because they generally trade more actively, provide better financial information, and  have share prices listed in the stock tables of US newspapers. The number of exchange-traded ADRs is relatively limited. Of the roughly 1,400 ADRs in existence, only 30 percent of them trade on major exchanges. Furthermore, exchange-listed ADRs do not have a lot of geographic breadth. Most exchange-listed ADRs are issued by Canadian, European, and Latin American companies. Information can be spotty and there are some extra costs embedded in ADR investment because it is a foreign stock and there is an extra intermediary between investors and their stock, the depository bank. ADRs represent only a tiny fraction of the thousands of foreign stocks available to US investors. US investors can buy foreign stocks that trade only in their home markets through their brokers. There are also nearly 400 foreign-based companies that list their stocks directly on a US exchange.





5.	Both sales and profits in DaimlerChrysler posted big gains in 1998 and expected to increase even faster beyond 1999. In the meantime, the company's US ownership and share price declined sharply in the fist four months after the merger. Explain this apparent conflict between the company's profits and its share price. 





First, DaimlerChrysler is excluded from key stock indexes in the United States. For example, Standard & Poor's removed the mergered company from its 500-stock index because DaimlerChrysler is incorporated in Germany. That move forced mutual funds that track the S&P 500 to dump the stock--a big reason for the drop in US ownership. Second, DaimlerChrysler had contributed to the concerns of US investors. In early 1998 the company had released only summary statistics (or snippets) of its 1998 financial results, even as General Motor and Ford Motor had issued complete 1998 results. Third,  European investors, lured by DaimlerChrylser's fat dividend--double the average for public companies in Germany--have snapped up its shares. Finally, dividends to be paid in German marks, German politics, and fluctuating exchange rates could affect the share price. These and other factors caused DaimlerChrysler ADR price in New York Stock Exchange composite trading to fall.





6.	To list their stocks in the New York Stock Exchange, foreign companies have to comply with the registration and disclosure requirements established by the US Securities and Exchange Commission (SEC). Use the website of the SEC--www.sec.gov--to review disclosure requirements in SEC final rules related to foreign investment and trade. 
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