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UNIT 16 INTERNATIONAL PORTFOLIO INVESTMENT



International Portfolio Investment



Objectives After going through this unit, you should be able to:



ƒ



acquaint yourself with utility of investing across the globe;



ƒ



discuss how foreign investment risk can be reduced through investment in various investment outlets;



ƒ



identify the barriers to international diversification;



ƒ



suggest vehicles for overcoming Capital Flow barriers; and



ƒ



explain how efficiency of an internationally diversified investment portfolio can be improved through hedging strategies.



Structure 16.1



Introduction



16.2



Benefits of International Investing



16.3



International Diversification



16.4



Barriers to International Diversification



16.5



Vehicles for Overcoming Capital Flow Barriers



16.6



Asset Allocation Policy and Management Style



16.7



Portfolio Hedging Strategies



16.8



Summary



16.9



Self Assessment Questions



16.10



Further Readings



16.1 INTRODUCTION There has been remarkable growth in recent years in portfolio investments both by individual and institutional investors in foreign securities. This is ostensibly owing to globalization and liberalization of financial markets following the strategic initiatives by the governments of major countries including India and China giving freedom to their citizens to invest freely in foreign securities. Pathbreaking advancements witnessed in recent years in the Information and Communication technologies have also contributed to spurt in international investments by facilitating cross-border transactions and rapid dissemination of information across national borders. The introduction of investment vehicles, such as international mutual funds, country funds and internationally listed stocks, which allow investors to achieve international diversification without incurring excessive costs, has also contributed to buoyancy in portfolio investments. The questions then arise as to why investors should invest their funds overseas and how much they can gain from international diversification, what problems the investors are confronted with while investing in foreign countries and how these problems can be overcome.
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16.2 BENEFITS OF INTERNATIONAL INVESTING Investors, both individual as well as institutional, are tempted to invest more in foreign securities than in domestic securities because international investment offers a much broader range of opportunities than a domestic investment; enabling the investors to make relatively higher returns. Another appeal of foreign investments is the potential for lowering portfolio risk. National economies do not move in unison, security prices in different countries do not move uniformly and stock and bond returns on securities differ widely across national markets. As a result, investors may be able to achieve higher returns with reduced risk by diversifying their investible resources internationally. Further, many national economies are dominated by only a few industries, on account of which many foreign stock markets are only loosely linked to other national stock markets. It is easy to find examples of national stock markets with firms concentrated in a few key industries. For example, the economies of Gulf countries are dominated by oil and construction companies. Likewise, the economies of Brazil and Indonesia are dependent on their abundant natural resources. Many institutional investors are lured to invest in securities of these companies to derive the advantage of fortunes of the local economy. Sometimes, influence of foreign exchange rates may improve earnings from foreign investments. From a domestic investor's perspective, the return on a foreign investment derives partly from the foreign market return in the local currency and partly from the change in the spot rate of exchange. In view of very low correlation between exchange rates and national market returns, local currency returns on foreign investments are further isolated from returns in domestic markets.



16.3 INTERNATIONAL DIVERSIFICATION Prudent investors usually follow the principle of diversification to ensure a reasonable and steady return alongwith safety of funds and benefits of capital appreciation. Diversification is not just a defensive policy to protect against the financial risk represented by the investment portfolio but is also a means of increasing average return from a fund that might, otherwise, for the sake of safety be confined to low-yielding securities. Diversification, thus, attempts to combine high return with low risk by distributing investible funds over variable and fixed incomebearing securities of a number of corporate enterprises belonging to different industrial categories and groups located across different regions and countries. The broader the diversification, the more stable the returns and the more diffused the risks. Diversification of investible resources and building of investment portfolio comprising securities of different companies across national markets offers the opportunity of achieving a better risk-return trade-offs than by investing solely in domestic securities. This implies that expanding the universe of assets available for investment should lead to higher returns for the same level of risk or less risk for the same level of expected return.
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In the case of global investment diversification, security returns are much less correlated across national markets than within a country because of slew of economic, political, institutional and psychological factors that vary differently across countries. For instance, political developments in Norway could very well affect Finnish stock returns due to the geographical proximity and economic ties between the two countries but Hong Kong stock returns remain affected insignificantly. Further, business cycles are often highly asynchronous among countries, further contributing to low international correlations.



•



Diversifying with International Equity Investments:
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Although it is possible to reduce risk substantially through portfolio diversification, it may be too difficult to eliminate it totally because the total risk of equity investment portfolio comprises systematic risk and unsystematic risk. Systematic risk refers to the risk that remains even after investors fully diversify their portfolio. Systematic risk is also known as non-diversifiable risk. Increasing the number of securities in the portfolio reduces the unsystematic risk component leaving the systematic risk component unchanged. Solnik was the first to formally quantify the risk reduction benefits of international diversification. According 1oSoluik, systematic rink accounts for about 27 percent of total risk (variance) for a typical stock in the U.S. market. This means that 73 percent of the total risk of an individual U.S. stock can be eliminated through diversification within a large U.S. portfolio. The systematic risk that remains (27%) cannot be eliminated through diversification within the U.S. stock market. Solnik's estimate of the gain from international diversification in stocks for a U.S. resident is depicted in figure 16. 1. This figure exhibits that with addition of assets to a portfolio, portfolio variance is reduced. As additional stocks were added to a portfolio of stocks, portfolio variance falls to just 27 percent of the average variance of an individual U.S. stock. With expansion of investment opportunity from domestic U.S. stocks to a globally diversified equity portfolio, systematic risk falls to 11.7 percent of the average variance individual stock. This is less than half of the systematic risk in a fully diversified domestic U.S. equity stock portfolio. The benefits of international diversification tend to be even greater for residents of countries with less diversified economies. Precisely speaking, an international investment portfolio when fully diversified can be less than half as risky un purely domestic portfolio. The more Rely explanation for the low degree of international return correlation is that local monetary and fiscal policies, differences in international and legal regimes, and regional economic stocks induce large country-specific variation in returns. The foreign exchange risks of an equity investment portfolio can also be reduced through international diversification. The construction of internationally diversified portfolio is different from creating



a traditional domestic portfolio because the investor is attempting to combine assets that are less than perfectly correlated, reducing the total risk of the portfolio. Further, by adding assets outside the home market, assets that were not earlier available to be averaged into the portfolio's expected returns and risks, the investor can now tap into a large pool of potential investments.
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Diversifying with International Bond Investments: The benefits of international diversification extend to bond portfolios also. Diversification into foreign bond markets can substantially reduce the risk of a bond portfolio. Indeed, the potential for risk reduction through international bond portfolio diversification is often even greater than with stocks. The prices of fixed rate bonds are the function of level of nominal interest rates in the local economy. Changes in nominal interest rates are, in turn, determined to a great extent by changes in anticipated inflation and to a small extent by changes in real required returns. Although values of stock also vary with expected inflation and with bigger asset-specific component to stock returns than to bond returns. Further, currency risk is a much larger percentage of total variance for bonds because the variability of foreign bond returns. As a result, the risk reduction benefits of hedging foreign bonds against currency risk are even greater than for hedging foreign stocks. The conclusions made by Barnett and Rosenberg, who started with a portfolio comprising U.S. bonds only and subsequently replaced then, in increments of 10 percent, with a mixture of foreign bonds from seven markets, were as follows: i)



As the proportion of U.S.bonds fell, the portfolio return rose. This result reflects the fact that foreign bonds outperformed U.S.bonds over the 10-year period;



ii)



As the proportion of U.S. bonds fell from 100% to 70%, the volatility of the portfolio fell. This fact reflects the low correlation between U.S. and foreign bond returns;



iii) By investing upto 60% of their funds in foreign bonds, U.S. investors could have raised their investments substantially while not increasing risk above the level associated with holding only U.S.bonds. Diversifying with International Stocks and Bonds: Investment of funds in foreign bonds along with equity stocks can further improve the return-risk efficiency of a globally diversified portfolio. In view of low correlations of returns on (foreign and domestic) stocks and bonds, further gains can be derived by combining stocks and bonds in an internationally diversified portfolio. Figure 16.2 presents Jorion's estimate of the gains from international stock and bond diversification from the perspective of a U.S. investor..
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16.4 BARRIERS TO INTERNATIONAL DIVERSIFICATION
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Although international investment diversification enables invertors to avail benefits of higher returns with reduced risks, there are number of impediments that come in the process of overseas investment and impede cross-border capital flows. These impediments in terms of market frictions, unequal access to market prices, investor irrationality and unequal access to information stem out of financial market imperfections. These barriers will now be elaborated in the following paragraphs. Market Frictions: Governments of different countries across the globe intervene to impose price controls with a view to achieve their fiscal and monetary policy objectives. They, very often, try to stabilize to cross-border financial flows through foreign exchange controls including prohibiting the conversion of their local currencies into foreign currencies, and/or mandating the conversion of currencies at an official rate. Such type of restrictions can have significant impact on foreign trade, economic and wealth within the country More often than not Governments pursue the policy of selectively controlling capital inflows and outflows by mandating that specific category of cross-border transactions would be conducts at official rates that may differ from market rates. The selective controls can be used to discourage particular transactions and to encourage some type of foreign transactions in the interest of economic growth of the home country. Governments may clamp restriction on foreign investment by domestic residents or on domestic investment by foreign residents. Foreign investors may also he prohibited from owning domestic shares. For instance, in Finland, foreigners can own at most 30 percent of the shares of any Finnish firm. In Korea, foreigner's ownership is restricted to 20 percent. Foreigners' investment in Indian firms has also been restricted between 26% and 74% depending on nature of activity. National tax policies play crucial role in influencing decisions regarding cross-border investments. Tax implications of foreign investments have already been discussed. Income may be taxed twice-once in the country from which income is paid and once in the country in which it is received. In most countries levy of with holding tax has become norm, with the most dividend withholding tax rate being 15 percent. Overseas financial transactions are also subject to tax in the proportion of the amount of the transaction. The tax rate on financial transactions varies from country to country. Diversity of tax regimes and tax rates and in different countries may attract or deter the foreign investors to invest their funds in overseas securities. Transaction costs on international investments in the form of trading commissions, fees, and bid-ask spreads also affect foreign investments in a country because they are generally higher partly due to the fact that many foreign markets are relatively thin and illiquid and partly because investments in foreign securities often involve transactions in foreign exchange markets. These cost are sometimes set by the government or by an agency representing brokers. Where transactions costs are negotiable, small investors will be put to disadvantageous position in international financial markets in comparison to large international banks, corporations and mutual funds. In such markets, small investors would have to put their funds into mutual funds to derive benefits of lower costs. Unequal Access to Information: Another obstacle that impedes investment in foreign securities is the absence of a common language that supplies desired information about potential customers, suppliers or partners from foreign lands. Further, adequate and comparable information on securities is not readily available
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resulting in significant increase in the perceived riskiness of foreign securities, giving investors an added reason to invest funds at home. It is even possible that some investors may not be fully aware of the potential gains from international investments. Possibility of inaccuracy and inadequate transparency in financial and accounting statements in companies of foreign countries is galore because of cross-cultural differences, substantial differences in national accounting disclosure practices and unrealistic conventions in developing countries. All these inhibit investors to put their money in foreign securities. Irrationality of Investors: Another obstacle to foreign investment is that all investors are not always rational. Rational investors focus is always on maximization of earnings with minimum risk on their investments and they scan securities dispassionately. Unlike rational investors, irrational investors are influenced more by psychological factors, such as fear of the unknown events. Other barriers: Above all, home bias in actual portfolio holdings acts as the biggest hurdle in overseas investments. Several explanations, such as the existence of political and currency risks and the natural tendency to invest in the familiar securities and avoid the unknown ones, have been put forth for the home bias. In addition, domestic securities may provide investors with certain services, such as hedging against domestic inflation, that foreign securities do not provide. Some of the above barriers including home bias are getting gradually weakened in view of integration of international financial markets and emergence of new financial products.



16.5 VEHICLES FOR OVERCOMING CAPITAL FLOW BARRIERS Investors can avail of benefits of international diversification of investment with least obstacles to foreign investments by taking recourse to various vehicles, important of which is outlined below: Securities Home-Based Multinational Corporations Hassle free benefits of international diversification may be derived by investors by investing their money in stock of MNCs who themselves engage in international business worldwide. The magnitude of the diversification benefits from such investments depends essentially on the nature and extent of their international involvement. MNCs in less diversified economies or in countries with controls on cross-border investment portfolio provide large benefits of diversification to their residents than U.S. multinationals provide to U.S. investors. Direct Purchase of Foreign Securities Investors can buy foreign debentures and equity shares directly in many financial markets. The cost and benefits of deployments of funds in foreign securities through this route will be dependent on the choice of the particular assets and the vehicles used to gain access to foreign markets and on barriers to capital flow in a particular market. There are number of ways in which domestic investors can buy foreign stocks directly. Some of them are briefly discussed below: i)
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Direct Purchase of Foreign Securities: The most direct route to diversify portfolio internationally is to purchase foreign securities straight away in foreign markets. However, this route may not be so useful to small investors because of



several impediments, as stated earlier. ii)
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Direct Purchase in the Domestic Market: This method of portfolio diversification is becoming popular in recent years because a large number of foreign companies are issuing equity stocks in developed financial markets of Europe, North America, and South East Asia. Likewise, global bonds are being floated increasingly to satiate the borrowing needs of national governments, MNCs and transnational financial institutions such as IMF and IBRD. There are two ways of listing shares by companies on foreign equity exchangesForeign shares and Depository receipts . Foreign shares represent shares of a foreign company sold to domestic investors through a transfer agent according to domestic regulations. Depository receipts are derivative securities which represent a claim on a block of foreign stock held by a domestic trustee. These receipts denominated in local currency are sold through a domestic broker and regulated by domestic authorities.



iii) American Depository Receipts (ADRs): ADRs represent certificates of ownership issued by a U.S.Bank as a convenience to investors in lieu of the underlying shares it holds in custody. These receipts are denominated in dollars and traded on a U.S.exchange. To issue an ADR a foreign company hires a U.S.investment banker to buy a block of shares in the foreign company. The banker then issues dollar-denominated stock certificates to the U.S.investors with foreign securities as collateral. Dividends are converted into dollars and distributed to investors directly by the Trustee. The investors in ADRs absorb the handling costs through transfer and handling charges. Internationally Diversified Mutual Fund The easiest way to investing abroad is to invest in shares of an internationally diversified mutual fund. The greater diversification of global and international funds reduces the risk for investors. In recent years several country funds have emerged In the United States as well as in other developed countries such as Germany, UK and Taiwan. There are three major categories of mutual fund that invest abroad: a)



Global funds which can invest anywhere in the world, including the U.S.;



b)



Regional funds which are confined to specific geographical areas overseas such as Asia or Europe;



c)



Single country funds which invest in individual countries, such as Germany or Taiwan



Thus, most investors would be better off buying an internationally diversified mutual fund. Investors can also construct their own internationally diversified portfolio by buying shares of a host of regional or country funds. Other International Investment Vehicles There are a number of other investment vehicles, having attractive options available in foreign markets such as equity-linked bonds, index futures, swaps or options. Equity-linked bonds are sold in the form of a convertibility option or a warrant. Investment in foreign indices can be obtained with stock index futures. A host of index options are traded on national stock indices. These options having a symmetric pay offs can be gainfully used for hedging against, or speculating on, changes in a particular country market. A stock index swap is also possible if a counterparty can be found who desires to swap into or out of a foreign market for a period of time. An investor aspiring to swap into a long position in the foreign market index also could build a debt-for swap with a short position in foreign bonds, a short position in domestic bonds or any
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Other position acceptable to the counterparty The utility of homemade international diversification was empirically examined by Errunza, Hogan and Hund. According to these authors, an U.S. investor can replicate the diversification benefits of foreign market retunrs by adding domestic portfolios with U.S.based MNCs, ADRs and internationally diversified funds. They also contend that U.S.investors need not trade abroad to achieve a portfolio that is internationally mean-variance efficient.



16.6 ASSET ALLOCATION POLICY AND MANAGEMENT STYLE Efficiency of portfolio of foreign securities depends, in the main, on asset allocation policy of a fund and investment philosophy of its management portfolio decisiontarget weights given to various asset classes in an investment portfolio. Asset allocation policy also influences how assets will be marketed to the public. Management any pursue passive or active approach to manage the assets in the portfolio. In passive approach of fund management , based on the premise of portfolio diversification and improve return –risk performance within the parameter of the objectives the fund managers employ the low correlations between national markets to accomplish mean –variance efficient returns. Most of the passively managed funds are index funds which strive to hold the same proportion of stocks as a major market index The passive approach to portfolio management has inbuilt benefits of less inconvence is less risky than an actively managed portfolio invested in similar assets, at least for the investor having average acumen. However, returns on the portfolio constructed according to passive approach are not likely to be high. In actively managed approach, manager decides about the average proportion of each asset class in the portfolio over the long run and funds are then invested in securities across countries. Very active funds often diverge from the earmarked proportion in their endeavour to maximize returns on the portfolio, keeping in view market developments. In contrast, passively managed funds adhere to their long-run targets. Actively managed funds may adopt one or both of the following strategies for constructing their portfolios:



•



Active Asset Allocation



•



Active Security Selection



Strategy of active asset allocation involves periodic shifting of funds between asset classes in sync with the events likely to occur in both the short ran and long ran so as to improve returns and reduce portfolio risk. The focus of this strategy is, thus, on allocating money into the right kind of assets at the right time and successful market timing. In active security selection strategy, the thrust is on identifying such individual securities as are superior in comparison to other securities in a market or industry. As such, this strategy calls for detailed company wise specific information on investments and investment opportunities; new product development and likely changes in capital structure and corporate governance. However, this strategy may
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not be so helpful in real life in view of problems in obtaining the information from a distant market as also due to the inadequate familiarity with the cross-border differences in financial measurement and disclosure.
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Active approach to funds management promises higher return with lower risk by avoiding the assets likely to fall in value. Individual investors generally make choice between passive and active approach, depending on their beliefs about market efficiency or the lack thereof.



16.7 PORTFOLIO HEDGING STRATEGIES Since changes in currency values are not related to changes in either the world stock market index or national stock market indices, it would be advisable to improve the return-risk efficiency of an internationally diversified portfolio of stocks and bonds by hedging the currency risk on foreign investments. In the international asset pricing model (IAPM), each investor's optimal portfolio is a combination of the world market portfolio, risk less foreign and domestic currency bonds and a currency-specific hedge portfolio that strips foreign bonds of their currency risk . Generally, investors hold individual stocks in proportion to their market value weights in a globally diversified equity portfolio. The composition of the hedge portfolio depends mainly on the investors' functional currency. According to interest rate parity, an investment in a riskless foreign bond is equivalent to a combination of a riskless domestic bond alongwith a long forward position in the foreign currency. Mean-variance efficient portfolios in the IAPM are internationally diversified combinations of stock and bonds that have been hedged against currency risk. There are a number of ways to construct a hedge portfolio. The most important method is to hedge the entire amount of funds exposed to currency risk, as suggested by Michael Adler and Philippe Jorion. Figure 16.3 brings out Jorion's estimate of the additional benefit from hedging 100 percent of the currency risk of the world market portfolio. The extreme left sign represents the return-risk performance possible by hedging the currency risk of the combined stock-bond portfolio.
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For drawing Figure 16.3 Jorian uses a rolling one-month forward hedge of the full amount of the investment in each foreign currency. With one-month rolling foreign currency hedge, the amount invested in each foreign market is sold forward at the start of each month with a one-month forward contract. The potential gains in return risk efficiency from hedging the currency risk in an internationally diversified portfolio, as the figure shows, can be substantial.



16.8 SUMMARY With declining barriers to international capital flows and improved communications and data processing technology facilitating low-cost information about foreign securities, investors are showing avid interest in international investing to realize its enormous potentials. Internationally diversified portfolio promises higher returns with less risk than domestically diversified portfolio. The foreign exchange risks of a portfolio or the general portfolio of activities of the MNCs are reduced through international diversification. The extent to which risk is reduced by portfolio diversification depends on how highly the individual assets in the portfolio are correlated. The risk of an individual asset when it is held in a portfolio with a large number of securities depends on its return covariance with other securities in the portfolio and not on its return variance. There are several routes to international security investment such as investing in domestic MNCs, investing in foreign securities in the foreign market, investing in foreign securities in the domestic market, holding depository receipts, investing in mutual funds. The gains in return-risk efficiency can be improved by hedging the currency risk of foreign investments. Reducing the currency risk of an internationally diversified portfolio can greatly reduce the variability of return without a corresponding decrease in expected return.



16.9 SELF ASSESSMENT QUESTIONS
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1.



What are the factors responsible for the recent surge in international portfolio investment?



2.



Security returns are found to be less correlated across countries than within a country. Why is this so?



3.



What types of risks are present in a portfolio? Which type of risk remains after the portfolio has been diversified?



4.



Describe some of the barriers to international portfolio diversification.



5.



What are the investment vehicles available to an investor to cope with obstacles to international investing?



6.



Studies show that the correlations between domestic stocks are greater than the correlations between domestic and foreign stocks. Explain why this is likely to be the case. What implications does this fact have for international investing?



7.



An alternative to investing in foreign stocks is to invest in the shares of domestic MNCs. Are MNCs likely to provide a reasonable. Substitute for international portfolio investment?



8.



What is the difference between a passive and an active investment philosophy?



9.



What alternatives does an MNC have when investors in a foreign currency demand accounting and financial information?
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10. Why do investors invest the lion's share of their funds in domestic securities? 11. Which portfolio has most to gain from currency hedging-a portfolio of international stocks or a portfolio of international bonds? Why? 12. If the primary benefit of International portfolio diversification is risk reduction, is the investor always better off choosing the portfolio with the lowest expected risk?



16.10 FURTHER READINGS Harry C. Sauvain,(1953) Investment Management, Prentice-Hall, INC, New York. David F. Jordan and Herbert E. Dougall, (1952),Investments, Prentice-Hall, INC, New York. Bruno Solnik, "Why Not Diversify Internationally Rather Than Domestically", Financial Analysts, Journal 30, July/August, 1974. Haim Levy and Zvi Lermon, "The benefits of International Diversification in Bonds", Financial Analysts Journal 44, (September/October 1988). Philippe Jorion, "Asset Allocation with Hedged and Unhedged Foreign stocks and Bonds", Journal of Portfolio Management, Summer 1989, pp 49-54. Jun-Koo Kang and Rene M. Stulz, "Why is There a Home Bias? An analysis of Foreign Portfolio Equity Ownership in Japan", Journal of Financial Economics, October, 1997, pp3-28. Vihang Errunza, Ked Hogon, and Mao-Wei Hung, "Can the Gains from International Diversification be Achieved Without Trading Abroad?" Journal of Finance-54(1999) William F. Sharpe, "Asset Allocation: Management Style and Performance Management", Journal of Portfolio Management 18, No.2, 1992 Michael Adler and Philippe Jorian, "Universal Currency Hedges For Global Portfolios", Journal of Portfolio Management 18, Summer 1992 Philippe Jorion, "Asset Allocation with Hedged and Unhedged Foreign Stocks and Bonds", Journal Portfolio Management, 15 Summer 1989
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Unfortunately, the history of labour-management relations has rarely highlighted the congruent interests or ..... observable environmental events and the reinforcement history of the individual. There is no need for the ..... AT&T, General Motors, B.
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17.3 Energy: A Non-Conventional Renewable Resource .... ii) The type of soil found on the Deccan and Malwa plateaux of western and central India has a cover ...
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17.3 Energy: A Non-Conventional Renewable Resource ... describe the non-conventional sources of energy and explain how they can be tapped for.
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Many big companies are giving high importance to software integration. ..... 10. Oracle Procurement. Oracle Procurement is an integrated set of applications.
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Feb 9, 1976 - The agent would beat me with a stick if I was not there on time, he beats .... accurate, authentic and up-to-date data about the magnitude of the problem. A .... be instituted in any Civil Court for the recovery of any bonded debt,.
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Page 2 ... Orientation of Indian Consumers are such that they want the best value for .... stresses approach to right person (decision maker), making a smooth ...
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