WENDY M. JEFFUS


INTERNATIONAL VALUATION
INTERNATIONAL CAPITAL BUDGETING

Emerging Markets

There are traditionally two criteria for ranking a market as an emerging stock market.  The first is GNP per capita, which is the gross national product of a country divided by its population.  The second is whether the stock markets have begun a process of change, growing in size, turnover, and sophistication.  As of 1999, the IFC calculated stock indexes for 51 emerging markets.  The eight emerging markets that rank among the top 25 markets in the world in terms of total market capitalization are: Brazil, China, India, Korea, Malaysia, Mexico, South Africa, and Taiwan.  The case for investing in emerging stock markets comes from their high growth potential and low correlation with developed markets. (Solnik, 2000)  

Emerging markets are particularly interesting for several reasons.  First, owing to prior restrictions on investment from foreign investors, they have been relatively isolated from the capital markets of other countries.
 Also, local investors hold a large portion of equity capital in emerging capital markets. (Bekaert and Harvey, 2000)  Second, returns and risks in emerging stock markets have been found to be higher and more predictable than developed markets.
 The third reason emerging markets are interesting is long term trends such as the increased reliance of emerging market countries on private capital flows and the increase in global market capitalization represented by emerging markets.  (Eaker et al., 2000)  A fourth reason is the various financial crises in emerging markets, such as Mexico in 1994 and Thailand in 1997.  (Eaker et al., 2000)

Emerging equity markets differ from developed and developing markets in several ways.  For instance, emerging markets have fewer foreign listed securities.  (Levich, 2001)  Some emerging markets, including Brazil, Korea, Malaysia, and South Africa, have more domestic firms listed than certain developed markets like the Netherlands and Switzerland.  (Levich, 2001)   

Data Collection
Data on equity markets in developed countries is tracked by Morgan Stanley Capital International (MSCI) and by the International Finance Corporation (IFC).  For emerging markets ING Barings and MSCI publish indexes for major emerging markets and Standard and Poor’s (S&P) publishes The Emerging Stock Markets Factbook.  The International Finance Corporation (IFC), a member of the World Bank Group, publishes monthly emerging stock market indexes for over fifty markets.  (Solnik, 2000)  The IFC back-calculated indexes prior to 1984.  By excluding firms that went bankrupt or delisted (and hence showed a negative stock return) a positive survivor bias was introduced. 

Rouwenhorst (1999) examined 20 emerging markets: Argentina, Brazil, Chile, Colombia, Greece, India, Indonesia, Jordan, Korea, Malaysia, Mexico, Nigeria, Pakistan, Philippines, Portugal, Taiwan, Thailand, Turkey, Venezuela, and Zimbabwe.  His data was compiled from the Emerging Markets Database (EMDB) and the International Finance Corporation (IFC).  Using the same databases, Henry (2000) focuses on 12 emerging countries in Latin America and Asia:  Argentina, Brazil, Chile, Colombia, India, Korea, Malaysia, Mexico, the Philippines, Taiwan, Thailand, and Venezuela.  Eaker et al. (2000) studied Argentina, Brazil, Chile, Greece, India, Korea, Mexico, Thailand, and Zimbabwe.  Patel et al. (2002) analyzed 19 emerging countries and divides them into three regions: Asia, Latin America, and Europe/Middle East.  They use the Transparency & Disclosure scores (T & D score) at Standard & Poor’s to examine the correlation of transparency and disclosure with the ownership structure and the valuation of firms in the following countries: Argentina, Brazil, Czech Republic, Chile, China, Hungary, India, Indonesia, Israel, Korea, Malaysia, Mexico, Pakistan, Peru, Philippines, Poland, South Africa, Thailand, Turkey.  

Table 1 – Various Emerging Market Data Samples

	Country
	Rouwenhorst (1999)
	Patel et al. (2002)
	Henry (2000)
	

	Argentina
	X
	X
	X
	

	Brazil
	X
	X
	X
	

	Czech Republic
	
	X
	
	

	Chile
	X
	X
	X
	

	China
	
	X
	
	

	Colombia
	X
	
	X
	

	Greece
	X
	
	
	

	Hungary
	
	X
	
	

	India
	X
	X
	X
	

	Indonesia
	X
	X
	
	

	Israel
	
	X
	
	

	Jordan
	X
	
	
	

	Korea
	X
	X
	X
	

	Malaysia
	X
	X
	
	

	Mexico
	X
	X
	X
	

	Nigeria
	X
	
	
	

	Pakistan
	X
	X
	
	

	Peru
	
	X
	
	

	Philippines
	X
	X
	
	

	Poland
	
	X
	
	

	Portugal
	X
	
	
	

	South Africa
	
	X
	
	

	Taiwan
	X
	
	
	

	Thailand
	X
	X
	X
	

	Turkey
	X
	X
	
	

	Venezuela
	X
	
	
	

	Zimbabwe
	X
	
	X
	


Emerging Markets Cost of Capital

International cost of capital estimates provide firms with a benchmark in which to estimate the cost of equity.  Due to risks associated with cross-border investments such as tax, regulatory, legal, currency regime, macroeconomic, political, and business uncertainties, the cost of capital across borders might differ from the standard capital asset pricing model (CAPM). (Espinosa, 0000)  A useful framework should generate a benchmark of cost of equity estimates and capture the relevant risks of cross-border investments.
Espinosa (0000) recommends scenario analysis to gain insight into the risk associated with international investments, break-even levels, and the ultimate viability of a project.  Examples of scenario analysis would include financial crises, currency devaluation, and hyper inflation.  Risk-adjusted discount rates are useful for discounting expected cash flows (net present value analysis), providing hurdle rates for specific countries, and for assessing the relative performance of business units across countries.  Espinosa (0000) suggest modifications to the CAPM to capture transfer risks and potential regime changes.  
Beta measures the correlation and the volatility between the total market returns and the chosen asset returns.  Espinosa (0000) found that many emerging markets have lower betas than developed countries.  These low betas reflect a combination of high volatility and a low correlation with the global market.  The question then arises as to whether these low betas reflect diversification benefits or market segmentation costs.  Espinosa (0000) proposes two adjustments to the standard capital asset pricing model.  First, the introduction of a credit spread and second, an adjusted beta.  The updated capital asset pricing model is given below.
Figure 1: Adjusted CAPM
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In the above equation the return on the investment (Ri) is calculated by adding the domestic risk-free rate (RfD) to the credit spread of the foreign country plus an adjusted beta multiplied by the market risk premium where the credit spread is the spread on sovereign debt denominated in hard currency.  The credit spread requires judgment on the part of the analyst as actual issues, tenor, liquidity, and other characteristics differ across countries.  Additionally, yield and yield spreads change over time and some countries do not have currency-denominated debt.  The adjusted beta is a modification of the traditional beta where the volatility of the foreign market is divided by the volatility of the domestic market.  To reduce double counting the figure is multiplied by 0.6.  The motivation for this adjustment is that it leverages the risk of the market portfolio, and new values for emerging markets are more intuitive.  In other words, they now exceed those of more developed markets.
MULTINATIONAL CORPORATIONS

Upstream-Downstream Hypothesis

Kwok and Reeb (2000) argue that when firms from stable economies make international investments, it increases risk and leads to a reduction in debt usage.  On the other hand, when firms from weaker economies make international investments, it decreases their risk and allows for greater debt utilization.

Figure 2: Upstream-Downstream
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The idea behind this effect has to do with characteristics of each type of economy.  For example, emerging market projects have potentially greater infrastructure risks, customer risks, banking system and payments risks, labor risks and political risks.  Infrastructure risks are risks associated with the infrastructure of the country, such as the development of the transportation systems, telephone systems, and power systems within a country.  Transportation delays, communication delays, and power outages are some of the effects of infrastructure risk.  Labor risk relates to differences in health care, education, and living conditions for employees.  Volatility in workforce performance and absenteeism are results of labor risk.  These additional risks of less stable economies explain the overall impact of internationalization on firm risk and leverage. 

Geographic and Industrial Diversification

Empirical evidence indicates a substantial negative effect on shareholder wealth associated with a firm’s diversification across multiple activities, but economic theory provides several arguments suggesting that geographic diversification will be beneficial to firm value. (Bodnar, et al, 1997)  The same authors look at both dimensions of corporate diversification and find similar results.  The average value effect of geographic diversification is equal and opposite to the average value effect of industrial diversification.  Therefore, Bodnar et al (1997) conclude that commonly discussed negative value impact of industrial diversification should be linked to the statistically and economically significant positive value effect to geographic diversification.
Griffin and Karolyi (1995) take a close look at how the gains from international diversification arise.  Their paper reexamines the role of country, industry, and currency-specific sources of variation in international asset returns for global portfolio diversification strategies.  The factors that drive the covariation in stock returns across countries such as trading costs, regulatory and cultural differences, currency and political risk, have challenged both academics and professionals.  Solnik (1974) documented low correlations between index returns in different countries and advocated that the benefits of international diversification outweigh the costs.  Analysts argue that the gains stem from the diverse economic conditions underlying foreign capital markets due to differences in monetary and fiscal policies, movements in interest rates, budget deficits, and national growth rates.  (Griffin and Karolyi, 1995)  

Portfolio managers seeking to invest abroad should understand the industrial composition of their portfolios in order to achieve the most efficient risk reduction.  Griffin and Karolyi (1995) shed additional light on the debate by suggesting that country factors are indeed the dominate factor in international stock returns, but that the industrial composition of global investments can explain as much as 38 percent of the total variation in returns explained by country factors.
Multinational versus Domestic

Foreign Direct Investment is an “important feature of an increasingly globalized economic system.”
  The globalization of production and markets in the last decade has led to an increase in world trade, foreign direct investment, imports and exports, and competitive pressures.  As countries reduce barriers to trade, companies realize that they can produce in the most efficient location and export to world markets.  The main players in the foreign investment environment are multinational corporations (MNCs), which contribute to over 90% of all FDI in the global market.
  Multinational corporations are corporations that have facilities and other assets in more than one country.
  
Many academics argue that “if international capital markets are perfectly integrated, if transaction costs are low, and if investors are rational and risk averse, then there are no diversification benefits inherent to multinational corporations that could not be obtained by investors making direct portfolio investment in the countries in which the multinational corporations would otherwise operate.”
 (Shaked, 1986)  This leads to the conclusion that in the case of perfect financial markets “there is no systematic advantage to owning shares in multinational firms versus holding shares directly in firms of different countries.”  On the other hand, if markets are imperfectly integrated, “the multinational corporation is performing a valuable function for investors.”  (Shaked, 1986)  There is a large body of literature that argues that internationally diversified portfolios are superior to portfolios that are diversified within a single national market, because internationally diversified portfolios provide higher risk-adjusted returns to their holders.
  (Fatemi, 2001)  The second view is supported by the idea that market imperfections exist.  The theory of market imperfections was introduced in the “Foundation” section of this article; the next sub-section will discuss this idea with regards to the previous two views.  

In a paper by Michel and Shaked (1986) several observations regarding the performance of multinational corporations with domestic corporations are set forth.  First, domestic corporations appear to have superior risk-adjusted, market-based performance.  Second, multinational firms are significantly more capitalized than domestic firms.  Third, the average standard deviation of equity of the domestic corporation is significantly higher than that of the multinational corporation.  The average systematic risk (beta) of multinational corporations is lower than that of domestic firms.  Finally, the fact that multinational corporations are substantially larger than domestic corporations does not effect the observations. 

Doukas and Travlos (1988) also look at the returns of U.S. based multinational versus domestic corporations.  The basis for their research was to determine if foreign direct investment is a wealth increasing corporate decision.  To explain the global expansion of a firm’s operations Doukas and Travlos (1988) put forth the “positive-multinational-network hypothesis” that posits that firms benefit from a multinational network and, therefore, the market value of the firm will respond to international expansion.  Doukas and Travlos (1988) find that shareholders of multinational corporations not operating in the target firm’s country experience positive abnormal returns at the announcement of an international acquisition.  They find that the abnormal returns are larger when firms are expanding into new industry and geographic markets (particularly less developed markets).  
Efficient Markets

As discussed in previous sections, globalization takes place in search for profit and opportunities.  Shaked (1986) states, “The ‘true’ MNC is, after all, presumed to maximize net gains internationally.”  This search for profit is a result of perceived opportunities based on transaction cost theory, market power consideration, and location advantages. The two issues that arise from this statement are argued along two strands of literature.  The first strand assumes that market inefficiencies exist and that opportunities can be sought through FDI.  The second strand argues that markets are efficient, and it is up to shareholders to realize diversification benefits by investing in a diversified portfolio of assets. The question that arises from these arguments is whether multinational corporations are truly more profitable when adjusted for risk.

Ali Fatemi (1984) addresses the question of whether multinational corporations are more profitable than domestic corporations from the perspective of efficient markets.  He specifically looks at the risk-adjusted rates of return realized by shareholders of multinational corporations (MNCs) versus purely domestic firms (DMCs).  Based on the idea that the profit maximization strategy for investing internationally will result in higher dividends to shareholders and/or a higher price of the common stock, Fatemi (1984) looks at the realized rates of return for his analysis.  His research is distinct in that it seeks to minimize measurement error, excludes firms with any international involvement from the DNC group, uses multi-period comparative tests, and implements new tests. 

Fatemi’s results indicated that MNCs and DMCs provide shareholders the same rate of return and thus, contrary to many earlier studies, MNCs are not more profitable than DMCs.  Also, the return on the multinational portfolio fluctuated less than the return on the domestic only portfolio signifying that global diversification does reduce risk, in that the beta of multinational firms was lower and the returns were more stable.  Finally, he found that the debt capacity of MNCs is higher.  This finding is inline with Shaked (1986) that the potential bankruptcy of an MNC is lower.
Capital Structure

Another issue is that Shaked (1986) tackles is solvency as measured by debt to equity. International diversification by MNCs leads to a reduced risk of bankruptcy as measured by capitalization ratio, standard deviation of the equity, beta, return on assets, and size and industry.  Shaked (1986) performs a sensitivity analysis on the level of debt, equity variability, and auditing intervals.  In his analysis, Shaked (1986) finds that the average risk of a DMC, as measured by standard deviation of equity, is consistently higher than that of a MNC.  Also, only 9% of DMCs have a beta of less than .9 while 51% of MNCs have beta lower than 0.9.  However, the return on assets of MNCs and DMCs are minimally different.  Thus, MNCs are significantly more capitalized than DMCs.  So, while the profitability may not be much different between the two groups, the risk of the MNC seems to be lower.

Chen et al (1997) find that multinational corporations have lower debt-to-equity ratios than domestic corporations, and that the debt-to-equity ratio is negatively related to bankruptcy costs and growth options.  A firm’s capital structure is affected by several firm-related characteristics including future growth options, earnings volatility, profitability, and non-debt tax shields.  (Chen et al, 1997)  Chen et al (1997) focus on the trade-off and agency theories of capital structure.  The trade-off theory states that firms balance bankruptcy costs against the tax benefits of debt.  Agency theory is based on the idea that managers’ actions are unobservable and cannot be perfectly specified by contracts.  Chen et al (1997) find that international activity in itself affects the debt ratio beyond the commonly accepted capital structure determinants.
Numerous authors have suggested that multinational corporations should be able to support more debt in their capital structures than domestic firms.  In a paper by Burgman (1999) the fact that MNCs actually have less debt in their capital structure is put forth.  Burgman (1999) addresses whether international factors, such as agency costs, political risk, and exchange rate risk, explain this phenomenon.   His results suggest that multinational firms have higher agency costs and that international diversification does not lower earnings volatility.  
Multinational firms experience a variety of constraints and opportunities that stem from their international setting.  Business risk is the cost of financial distress or the expected bankruptcy cost and is typically measured by the volatility of net operating income.  Both multinational firms and domestic organizations are exposed to exchange rate risk, which is the risk that currency fluctuations will change the demand, supply, price, and cost characteristics of the firm.  For example, domestic firms with foreign competitors in their local markets face a great deal of foreign exchange risk.  Multinational corporations face higher agency costs in terms of monitoring, auditing costs, language differences, sovereignty uncertainties, different legal systems, various accounting systems, internal capital imperfections, labor market imperfections, and different asset structures.  Agency costs have been shown to significantly affect the optimal debt level.  Multinational corporations also face capital and labor market imperfections and have higher proportions of intangible assets.  Burgman (1999) uses the following equation as the primary capital structure measure.
Figure 3: Debt Ratio
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In the above equation, the market value of equity is the number of common shares outstanding multiplied by the year-end closing price.  The political risk measure is the number of low risk countries (as determined by Euromoney (1989)) to be the twenty safest countries divided by the total number of countries in which the firm operates.  The measure for uniqueness (a proxy for monitoring or agency costs) is given by research and development expense and advertising expense divided by sales.   Burgman (1999) concludes that multinational corporations operate in an international environment and must consider additional factors in determining the target capital structure.  The idea that target debt levels are determined by a trade-off between the tax advantages of debt and expected bankruptcy costs is not supported by his analysis.  In fact, he finds that the real trade-offs that multinational firms chose from is tax advantages and the agency cost of debt.  Leverage is found to be negatively related to agency costs and positively related to exchange rate risk and political risk.  This is consistent with the idea that capital structure can be used as a tool to hedge political risk.
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� See Harvey (1995b) for a study of the correlation between emerging markets and other stock markets. Rouwenhorst (1999) finds further evidence of the isolation of emerging markets.


� See Claessens, Dasgupta, and Glen (1995), Errunza (1983), Harvey (1995a), Bekaert (1995), and Bekaert and Harvey (1995)


� From Investorwords.com


� From Kruger, Jan “Attracting Foreign Direct Investment – Multinational Investors”  Available at http://www.economist.com.na/2001/060401/story9.htm
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� See Grubel (1968), Levy and Sarnat (1970), Grubel and Fander (1971), Agmon (1972), Solnik (1973, 1974), and Lessard (1974, 1976).


� See Grubel (1968), Lassard (1973), Levy and Sarnat (1970) and Solnik (1974)
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