GLOBALIZATION OF STOCK MARKETS

Globalization
The tendency of investment funds and businesses to move beyond domestic and national markets to other markets around the globe, thereby increasing the interconnectedness of different markets. Globalization has had the effect of markedly increasing not only international trade, but also cultural exchange.
The advantages and disadvantages of globalization have been heavily scrutinized and debated in recent years. Proponents of globalization say that it helps developing nations "catch up" to industrialized nations much faster through increased employment and technological advances. Critics of globalization say that it weakens national sovereignty and allows rich nations to ship domestic jobs overseas where labor is much cheaper. 

http://www.investopedia.com/terms/g/globalization.asp
United States Commission(SEC)
Overview
The SEC was established by the United States Congress in 1934 as an independent, non-partisan, quasi-judicial regulatory agency following years of depression caused by the Great Crash of 1929. The main reason for the creation of the SEC was to regulate the stock market and prevent corporate abuses relating to the offering and sale of securities and corporate reporting. The SEC was given the power to license and regulate stock exchanges. Currently, the SEC is responsible for administering six major laws that govern the securities industry. They are: the Securities Act of 1933, the Securities Exchange Act of 1934, the Trust Indenture Act of 1939, the Investment Company Act of 1940, the Investment Advisers Act of 1940 and, most recently, the Sarbanes-Oxley Act of 2002.

The enforcement authority given by Congress allows the SEC to bring civil enforcement actions against individuals or companies found to have committed accounting fraud, provided false information, or engaged in insider trading or other violations of the securities law. The SEC also works with criminal law enforcement agencies to prosecute individuals and companies alike for offenses which include a criminal violation.

To achieve its mandate, the SEC enforces the statutory requirement that public companies submit quarterly and annual reports, as well as other periodic reports. As part of the annual reporting requirement, the company's top management must provide a narrative account in addition to the numbers called the "management discussion and analysis" which provides an overview of the previous year of operations and how the company fared in that time period. Management will usually also touch on the upcoming year, outlining future goals and approaches to new projects. In an attempt to level the playing field for all investors, the SEC maintains an online database called EDGAR (the Electronic Data Gathering, Analysis, and Retrieval system) online from which investors can access this and other information filed with the agency.

Quarterly and annual reports from public companies are crucial for investors to make sound decisions when investing in the capital markets. Unlike banking, investment in the capital markets is not guaranteed by the federal government. The potential for big gains needs to be weighed against equally likely losses. Mandatory disclosure of financial and other information about the issuer and the security itself gives private individuals as well as large institutions the same basic facts about the public companies they invest in, thereby increasing public scrutiny while reducing insider trading and fraud.

The SEC makes reports available to the public via the EDGAR system. SEC also offers publications on investment-related topics for public education. The same online system also takes tips and complaints from investors to help the SEC track down violators of the securities laws.

Creation
Prior to the enactment of the federal securities laws and the creation of the SEC, there existed so-called Blue Sky Laws, which were enacted and enforced at the state level. [1] However, these laws were generally found lacking; the Investment Bankers Association told its members as early as 1915 that they could "ignore" Blue Sky Laws by making securities offerings across state lines through the mail.[2] After holding hearings on abuses on interstate frauds (commonly known as the Pecora Commission), Congress passed the Securities Act of 1933 (15 U.S.C. § 77a) which regulates interstate sales of securities (original issues) at the federal level. The subsequent Securities Exchange Act of 1934 (15 U.S.C. § 78d) regulates sales of securities in the secondary market. Section 4 of the 1934 Act created the U.S. Securities and Exchange Commission to enforce the federal securities laws. Both laws are considered part of Franklin Roosevelt's "New Deal" raft of legislation.

The Securities Act of 1933 is also known as the "Truth in Securities Act" or the "Federal Securities Act” and is often shorted to the "1933 Act." Its goal is to increase public trust in the capital markets by requiring uniform disclosure of information about public securities offerings. The primary drafters of 1933 Act were Huston Thompson, a former Federal Trade Commission chairman, and Walter Miller and Ollie Butler, two attorneys in the Commerce Department's Foreign Service Division, with input from Supreme Court Justice Louis Brandeis. For the first year of the law's enactment, the enforcement of the statute rested with the Federal Trade Commission, but this power was transferred to the SEC following its creation in 1934. (Interestingly, the first, rejected draft of the Securities Act written by Samuel Untermyer vested these powers in the U.S. Post Office, because Untermyer believed that only by vesting enforcement powers with the postal service could the constitutionality of the act be assured.[2]) The law requires that issuing companies register distributions of securities with the SEC prior to interstate sales of these securities, so that investors may have access to basic financial information about issuing companies and risks involved in investing in the securities in question. Since 1996, most registration statements (and associated materials) filed with the SEC can be accessed via the SEC’s online system, EDGAR. [3]
The Securities Exchange Act of 1934 is also known as “the Exchange Act” or "the 34 Act". This act regulates secondary trading between individuals and companies which are often unrelated to the original issuers of securities. Entities under the SEC’s authority include securities exchanges with physical trading floors such as the New York Stock Exchange (NYSE), self-regulatory organizations such as the National Association of Securities Dealers (NASD), the Municipal Securities Rulemaking Board (MSRB), online trading platforms such as NASDAQ and ATS, and any other persons (e.g., securities brokers) engaged in transactions for the accounts of others. [4]
Structure
Headquartered in Washington, D.C., the SEC consists of five Commissioners appointed by the President of the United States with the advice and consent of the Senate. Their terms last five years and are staggered so that one Commissioner's term ends on June 5 of each year. To ensure that the SEC remains non-partisan, no more than three Commissioners may belong to the same political party. The President also designates one of the Commissioners as Chairman, the SEC's top executive.

Within the SEC, there are four divisions, 18 offices and approximately 3,100 staff. Beside its headquarters in Washington, D.C., the SEC has 11 regional offices throughout the United States.

The SEC's four main divisions are: Corporation Finance, Market Regulation, Investment Management, and Enforcement. [5]
Corporation Finance is the division that oversees the disclosure made by public companies as well as the registration of transactions, such as mergers, made by companies. The division is also responsible for operating EDGAR.

The Market Regulation division oversees self-regulatory organizations (SROs) such as NYSE, NASD and MSRB, and all broker-dealer firms and investment houses. Market Regulation also interprets proposed changes to regulations and monitors operations of the industry. In practice, the SEC delegates most of its enforcement and rulemaking authority to NYSE and NASD. In fact, all trading firms not regulated by other SROs must register as a member of NASD. Individuals trading securities must pass exams administered by NASD to become registered representatives. [6] [7]
The Investment Management Division oversees investment companies (commonly referred to as mutual funds) and their advisory professionals. This division administers federal securities laws, in particular the Investment Company Act of 1940 and Investment Advisers Act of 1940.

The Enforcement Division works with the other three divisions, and other Commission offices, to investigate violations of the securities laws and regulations and to bring actions against alleged violators. The SEC generally conducts investigations in private. The SEC's staff may seek voluntary production of documents and testimony, or may seek a formal order of investigation from the SEC, which allows the staff to compel the production of documents and witness testimony. The SEC can bring a civil action in a U.S. District Court or an administrative proceeding which is heard by an independent administrative law judge (ALJ). The SEC does not have criminal authority, but may refer matters to state and federal prosecutors.

en.wikipedia.org/wiki/Securities_and_Exchange_Commission
Global Underwriters of Debt and Equity

NEW YORK and LONDON, February 15, 2005 — More than a quarter of global asset allocators have an equity weighting in their mixed portfolios of at least 65%, according to Merrill Lynch's Survey of Global Fund Managers for February. The average equity investment in a balanced fund now stands at 55%, which is the highest level since April 2004. With bonds as disliked as ever, asset allocators have used the above-normal cash balances seen in the third quarter of last year to buy equities. Only a net 6% of fund managers now describe their cash positions as overweight and the average cash balance held in portfolios has fallen to below 4%. Further confirmation of equity bullishness comes in the response to a new question this month: a net 40% of asset allocators believe equities will outperform residential house prices over the next year. 

"Despite lower 10-year bond yields in the U.S. and Europe and with no real improvement in the global profit outlook, fund managers have become even more upbeat on the prospects for equities," said David Bowers, chief global investment strategist at Merrill Lynch. 
Business Cycle Remains Uninspiring
Enthusiasm for equities is still at odds with fund managers' perception of the business cycle. This has remained deadlocked for the last five months, with 57% of respondents still describing the economy as "mid-cycle" and 37% believing the economy to be in the more fragile "late cycle" phase. A net 10% of fund managers expect the global economy to weaken over the next year and a majority of respondents still believe the global profit environment is deteriorating. In a new question this month, a net 15% of investors think corporate operating margins will contract over the next 12 months. 

Meanwhile, managers continue to be concerned about inflation and interest rates. A net 39% of respondents believe global monetary policy is too stimulative, and more than half the panel expects inflation to be higher one year from now. A net 89% predict short-term rates will be higher one year from now, while a net 96% of fund managers are convinced the next move in Fed Funds will be up. A majority (66%) also expect long-term rates to rise over the period. 

In another new question in February's survey, a net 46% say they expect the yield curve to flatten over the next 12 months. A flatter yield curve is generally associated with tighter monetary policy, and can often create a headwind for equities. 

Equities to Benefit From Underleveraged Balance Sheets and Strong Cash Flow
One answer to this seeming contradiction is to be found in corporate balance sheets, many of which are shorn of debt and awash with cash. Forty-two percent of investors think balance sheets are underleveraged and 45% describe corporate balance sheets as appropriately leveraged, while only 7% think companies are overleveraged. This means that, despite muted earnings growth prospects, corporations are seen as having the ability to gear up their balance sheet and so boost their RoE (Return on Equity). Nearly half (49%) of fund managers want excess cash to be returned to shareholders. Only 33% want to see increased capital spending, while only 14% of the panel would like excess cash to be used to improve balance sheets. 

Equities to Rise Faster Than House Prices
This month's new residential property question reveals that 58% of asset allocators expect equities to rise faster than house prices over the next 12 months. Eighteen percent of respondents took the opposite view and the remaining 8% expect similar total returns, resulting in a net equity outperformance of 40%. Opinion is heavily influenced by the investors' location, however. While three-quarters of asset allocators located in the U.K. believe equities will be a better investment over the next year than residential housing, North-American-based asset allocators are evenly split on the matter. A net 35% of continental European asset allocators believes equities will post superior returns to house prices over the period. 

A total of 320 fund managers participated in the global and regional surveys from February 4 to February 10. These institutional investors manage a total of U.S. $1.067 trillion. The survey was conducted with the help of market research company Taylor Nelson Sofres (TNS). Through its international network in more than 50 countries, Taylor Nelson Sofres provides market information services in over 80 countries to national and multinational organizations. It is ranked as the fourth-largest market information group in the world. 

Merrill Lynch Global Securities Research & Economics Group has consistently achieved high rankings for its equity and fixed income research in numerous regional and global investor surveys, such as Institutional Investor, The Wall Street Journal, LatinFinance, Asiamoney, Euromoney, Extel and Reuters. 

Merrill Lynch is one of the world's leading financial management and advisory companies, with offices in 36 countries and total client assets of approximately $1.6 trillion. As an investment bank, it is a leading global underwriter of debt and equity securities and strategic advisor to corporations, governments, institutions and individuals worldwide. Through Merrill Lynch Investment Managers, the company is one of the world's largest managers of financial assets. Firmwide, assets under management total $501 billion. For more information on Merrill Lynch, please visit www.ml.com.contacts 


www.ml.com/index.asp?id=7695_7696_8149_46028_46503_46561
Investing in Foreign Markets
Is there a place in your portfolio for foreign stocks? International or global stocks may seem too exotic for some investors, but don’t dismiss them out-of-hand; our global economy offers plenty of opportunities. 

Investors are attracted to foreign stocks by the chance to participate in growing economies other than the United States. 

There are times when our economy is less than attractive or other economies, especially some of the emerging economies, show real opportunities. 

Problems with Foreign Stocks 

There is the problem of how to find, evaluate, and buy a foreign stock with confidence. 

Fortunately, there are a number of foreign stocks that trade on U.S. stock exchanges just like American companies. 

The investing community created American Depository Receipts (ADR) over 75 years ago to facilitate the trading of foreign stock. 

Here’s how they work. 

A U.S. bank buys a large block of stock in a foreign company and bundles the shares for reissue on American stock exchanges. You can tell the foreign stock, because they always have “ADR” after the name. 

Foreign Stocks Trade on U.S. Markets 

The stock trades in U.S. dollars, so you don’t have to do currency conversion to buy or sell. 

However, there is some currency calculations involved in pricing the stock and when it is sold. 

The price of the stock floats on supply and demand and usually follows the price of shares on its native exchange. This is not a perfect arrangement and sometimes the U.S. price and the price on the native exchange don’t match closely. 

If because of currency exchange rates, the original price of the stock is too low, the U.S. bank may bundle shares so that one share of the ADR may equal two or more shares of the stock. 

Benefits of Owning Foreign Stocks 

There are several benefits to owning foreign stocks, including: 

· Globalization. Business happens all over the world and opportunities have followed. There are many opportunities in emerging markets such as Eastern Europe, as well as the Pacific Rim for investment. 

· Diversification. There are times when the U.S. markets and economy may not offer the best alternatives for investment dollars. Looking abroad gives you other choices and spreads some of your risk over a wider geographic area and multiple economies. 

· Uncommon returns. While there is risk involved (see below), foreign stocks may offer the chance to participate in extraordinary gains in rapidly growing economies. 

Risks of Owning Foreign Stocks 

Investing in foreign stocks carries the usual investment risks, plus some extras. 

· Currency exchange. Even though you buy ADRs in U.S. dollars and receive U.S. dollars when you sell, there is still a currency risk. Currencies in some foreign countries may fluctuate more rapidly than in the U.S. As their currency becomes stronger or weaker relative to the U.S. dollar, your return may rise or fall. 

· Political unrest. The political stability of some foreign countries is less than stable. Turmoil and even civil war is not unheard of and can have a negative impact on your investment. 

· Inflation. Few countries, and certainly not the emerging markets, have the economic controls in place to deal with rising inflation. Inflation is one of the most dangerous conditions facing emerging markets and one they are least prepared to handle. Raging inflation can devastate your investment. 

Conclusion 

Owning foreign stocks is something most investors should consider at some point, despite the risks. Most financial professionals suggest that foreign stocks should not make up more than 10% of your portfolio – less if you are a conservative investor. 

stocks.about.com/od/investingstrategies/a/Forestock101104.htm
METHODS USED TO INVEST IN FOREIGN STOCKS
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Abstract

It is already well known that U.S. investors can achieve higher gains by investing directly in emerging

markets (De Santis, 1997). Given the opportunity to invest directly in the shares of stocks in the developed

(DCs) and emerging (EM) markets, it is interesting to know whether the U.S. investors can potentially gain

any benefits by investing in ADRs. We test both index models, and SDF-based model.Our findings show

that U.S. investors needed to invest in both ADRs and country portfolios in developed in the eighties, and

in Latin American countries in early nineties. During the early and late nineties, we find substitutability

between ADRs and country portfolios in DCs. As more and more ADRs are enlisted in the US market from

developed countries over time, the ADRs become substitutes to country. Similarly, countries with higher

number of ADRs irrespective of regions show the same pattern of substitutability between ADRs and

country indices. However, such substitutability does not exist for countries with the highest number of

ADRs by the end of sample period, 2001. On the other hand, U.S. investors can achieve the diversification

benefits by investing ADRs along with U.S. market index in Asia. The significant marginal contribution of

one-third of developed countries requires investment in ADRs and U.S. market in the developed countries.

And investors do not need to hold both ADRs and country as it was the case in the eighties. On the other

hand, investors need to hold both ADRs and country portfolios in most of the Asian countries to achieve

diversification benefits at margin.

1. INTRODUCTION

With the globalization of capital markets, an increasing number of foreign firms

have chosen to enter the U.S. market with the issuance of American Depository Receipts1

(ADRs) in order to broaden the shareholders base, raise additional equity capital by

taking advantage of liquidity of U.S. market. Over the last decades the number of foreign

firms listed as ADRs in the U.S. market has gone up dramatically. According to Bank of

New York, by the year 2000, the number of ADRs have risen to about 2,400, of which

about 600 are traded on NYSE, AMEX or NASDAQ, and the remaining on the OTC2.

Lins, Strickland, and Zenner (2000), in their recent study, found that the greater access to

external capital markets is an important benefit of a U.S. stock market listing, especially

for emerging markets firms. The enlisted foreign firms that are subject to SEC reporting

and disclosure requirements, reduce informational disadvantages, and agency costs of

controlling shareholders due to better protections for firms coming from countries with

poor investors’ rights. As a result, firms with higher growth opportunities coming from

countries with poor investors’ rights are valued highly (Doidge, Karolyi, and Stulz,

2001).

The objective of the present study is to find the diversification potential of ADRs

in different regions, and in countries from the perspective of an U.S. investor. Given the

1 The ADRs are negotiable certificates or financial instruments issued by U.S. depository banks that hold

the underlying securities in the country of origin through the custodian banks. The ADRs, denominated in

U.S. currency, provide American investors the ownership rights to stocks in a foreign country, and are

considered as an alternative to cross-border direct investment in foreign equities. The ADRs are traded in

the U.S. market like shares in the home market. As a result, it is easy and less costly to invest in ADRs

rather than in foreign securities directly. It eliminates global custody safekeeping charges saving investors

up to 35 basis points per annum (JP Morgan, 2000). Moreover, an ADR is just as liquid as the shares in the

home market. The supply of ADRs is not constrained by U.S. trading volumes. If the U.S. investors (or

their brokers) want to build positions in an ADR, they can have ADRs ‘created’ by purchasing the

underlying shares and depositing them in the ADR facility.

A description on the types and characteristics of ADRs are shown in Table 1.

opportunity to invest directly in the shares of stocks in the developed (DCs) and emerging

(EM) markets, it is interesting to know whether the U.S. investors can potentially gain

any benefits by investing in ADRs. It is already well known that U.S. investors can

achieve higher gains by investing directly in emerging markets (De Santis, 1997). Since

ADRs are traded in the U.S. market they have been considered as an alternative to such

cross-border investments while ensuring a higher diversification benefits. However, a

small fraction of these ADRs are, in fact, enlisted on major U.S. exchanges. Most of the

ADRs are unlisted, and traded OTC (level I), and they maintain home country accounting

standard, and do not require SEC registration. Only level II and level III ADRs are

enlisted, and comply with SEC regulations3. These ADRs can be considered as the subset

of country shares. Solnik (1991) argues that the ADRs traded in the U.S. market are

mostly big firms in their home countries, and it is likely that they have lower

diversification benefits than a typical foreign firm. As s result we pose the question: can

ADRs provide as much diversification gains as the country indices?

Most of the studies on ADRs (Hoffmeister, 1988; Johnson and Walter, 1992;

Wahab and Khandwala, 1993; Callaghan, Kleiman, and Sahu, 1996; Jorion and Miller,

1997) show how combining ADRs with U.S. market or other funds can reduce risk

without sacrificing expected returns. A host of studies (Parto, 2000; Choi and Kim, 2000;

Kim, Szakmary and Mathur, 2000; Alanagar and Bhar, 2001) find the determinants of

ADR returns in the context of a single or multi-factor models. Bekaert and Uris (1999)

conduct a mean-variance spanning test for closed-end funds, open-end funds, and ADRs

of emerging market with a set of benchmark for the period of September 1993 to August

1996, and found the diversification benefits for closed-end funds and ADRs. The

contribution of the present study is that we attempt to show how the case of

diversification with ADRs varies not only across regions over different sample periods

but also with the size of ADR markets measured by the number of ADRs irrespective of

country of origins. We also explore the possible combination of assets the U.S. investors

require to hold in different regions and countries with respect to diversification. We

address the shortcomings of an ill-defined benchmark conduct in standard empirical tests

like index models. If the market portfolio is not mean variance efficient, one can

incorrectly conclude real assets are “good” diversifiers. Secondly, the case for

diversification depends on the temporal stability and significance of a set of assets in an

investors portfolio, and these assets’ correlation structure. If asset correlation vary

widely, then diversification benefits are questionable as an optimized portfolio becomes

expensive or impossible to maintain in the face of uncertain correlations. Unlike the

index models, spanning tests are not subject to benchmarking error, as they do not rely on

a specific benchmark asset pricing model.4 We use spanning test proposed by Hansen

and Jagannathan (1991) based on stochastic discount factors (SDFs).

A REVIEW OF RELEVENT LITERATURE

There are some studies that concentrate on ADRs returns behavior, their

determinants, and the opportunities for diversification gains in both U.S. and international

context. Officer and Hoffmeister (1988) show that ADRs lower portfolio risk when added

to portfolio of U.S. stocks. In fact adding as few as four ADRs in a representative U.S.

Stock portfolio reduce risk by as much as 20 percent to 25 percent without any sacrifice

in expected returns. The authors use monthly return data of 45 pairs of ADRs and

4 A number of researchers have used spanning tests including Huberman and Kandel (1987), De Santis

(1994), Dahlquist and Soderlind (1999), and Maroney and Protopapadakis (2002). DeRon and Nijiman

underlying shares of developed countries mostly traded on NYSE and AMEX exchanges

for the period of 1973-1983.

Wahab and Khandwala (1993) use weekly and daily return data of 31 pairs of

ADRs and the underlying shares of mostly developed countries (UK, Japan, France,

Germany, Australia, S. Africa, Sweden, Norway, Luxembourg), and with the use of

active portfolio management strategies they show that ADRs provide expected returns

that are similar to their respective underlying shares. However, the greater the investment

proportion in ADRs, or the higher the number of ADRs given assumed investment

weights, the larger the percentage decline in daily returns on the combined portfolio in

comparison to the standard deviation of returns on S&P500.Thus ADRs potentially

provide better risk reduction benefit, and have been stable over several sub-periods.

Johnson and Walther (1992) show that while combining the ADRs, direct foreign

shares, and international mutual funds substantially increases portfolio returns per unit of

risk, ADRs and direct foreign shares alike would have offered more attractive portfolio

risk and return improvements when compared to domestic diversification strategy.

Callaghan, Kleiman, and Sahu (1996), using Compustat data of 134 cross-listed

firm for 1983-1992 sample period, find that ADRs have lower P/E multiples, higher

dividend yields, lower market-to-book ratios than international benchmark, as measured

by MSCIP. Moreover, ADRs provide a higher monthly return and a higher standard

deviation than the MSCIP, while both the ADR sample and MSCIP have lower betas than

the S&P 500, and ADRs offer greater return per unit of risk than the MSCIP. Jorion and

Miller (1997) find that while emerging market country portfolio returns of ADRs are

highly correlated with the IFCI composite emerging market index, it is low with S&P 500

(2001) provide extensive survey of this literature.

index. And ADRs receipts can be used to replicate or track the emerging market IFC

index.

Alaganar and Bhar (2001) find that ADRs have significantly higher reward-to-risk

than underlying stocks. On the other hand, ADRs have a low correlation with the US

market under high states of global and regional shocks. Kim, Szakmary, and Mathur

(2000) document that while the price of underlying shares are most important, the

exchange rate and the US market also have an impact on ADR prices in explaining ADR

returns. Parto, 2000; Choi and Kim, 2000 find that local factors (market and industry),

and their underlying stock returns across both countries and industries better than the

world factor, especially for emerging markets. On the other hand, a multi-factor model

with world market return and the home market return as the risk factors performs better

than models with just the world return, the home market return or a set of global factors

as the risk factors.

Bekaert and Uris (1999) conduct a mean-variance spanning test for closed-end

funds, open-end fund and ADRs of emerging market with some global return indices

such as FT-Actuaries, U.S. index, U.K. index. European less U.K. index, and Pacific

index as the benchmark. For comparison, they also examine the diversification benefits of

investing in the corresponding IFC investable indexes. The sample period consists of two

sub-periods: September 1990 – August 1993 for closed-end funds, and September 1993

August 1996 for closed-end, opened-end funds, and ADRs. The study finds that the U.S.

closed-end funds appear to offer diversification benefits in line with comparable ADRs

during the test period. However, the benefits are sensitive to time period of the tests.

CONCLUSION

The objective of the present study is to measure the diversification benefits of

different country ADRs portfolios from the perspective of an U.S. investor. Studies on

ADRs show indirect evidence of achievable diversification benefits. Given the

opportunity to invest directly in the shares of stocks in the developed (DCs) and emerging

(EM) markets, it is interesting to know whether the U.S. investors can potentially gain

any benefits by investing in ADRs. Our findings show that U.S. investors needed to

invest in both ADRs and country portfolios in developed in the eighties, and in Latin

American countries in early nineties. During the early and late nineties, we find

substitutability between ADRs and country portfolios in DCs. As more and more ADRs

are enlisted in the US market from developed countries over time, the ADRs become

substitutes to country. Similarly, countries with higher number of ADRs irrespective of

regions show the same pattern of substitutability between ADRs and country indices.

However, such substitutability does not exist for countries with the highest number of

ADRs by the end of sample period, 2001. On the other hand, U.S. investors can achieve

the diversification benefits by investing ADRs along with U.S. market index in Asia. The

significant marginal contribution of one-third of developed countries requires investment

in ADRs and U.S. market in the developed countries. And investors do not need to hold

both ADRs and country as it was the case in the eighties. On the other hand, investors

need to hold both ADRs and country portfolios in most of the Asian countries to achieve

diversification benefits at margin

.
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International Funds

What are international stock funds? 
Like domestic stock funds, international stock funds invest in companies. However, international stock funds primarily invest in the common stocks of companies based in overseas markets.

Why invest in international stock funds?
These days, we live in a truly global economy. Invest solely in domestic stock funds, and your portfolio may be missing out. For many investors, international funds can be a good way to diversify their existing portfolios.

Investor Profile
· Higher risk tolerance. Find out more about the risks of international investing. 

· Comfortable with price volatility. 

· Looking to further diversify a portfolio. 

personal.fidelity.com/products/funds/content/intloverview.html
Integration among Stock Markets

Since there is not a single European stock market, the main objective of this work is to verify

whether the euro introduction affects the integration of the European stock markets, and to

investigate whether the integration of the European stock markets has increased after the

introduction of the euro. To do so, the Vector Autoregression (VAR) methodology is applied,

more specifically the Impulse Response Function (IRF) is estimated. The euro has clearly

added to the pressures from technological change and globalisation for the creation of new

alliances among Europe’s exchanges. In fact, the main conclusions of this empirical study show

the following findings: (1) The stock markets considered presented a high degree of integration

and efficiency before the euro. Therefore both stock prices and volatilities reflect idiosyncratic

characteristics of each stock market, and the euro does not increase the degree of correlation

between them. On returns, however, the increase of the correlation after the euro is noticed

between the main stock exchanges: the German, French, Italian, Dutch and Spanish ones. (2)

Inside the European stock exchanges, the German one has become a leader market after the

euro. (3) The euro area is acquiring a major importance with respect to the other two main

financial areas, the US$ and the ¥, and maintains its influence on the Swiss franc area.

Moreover, the national stock markets in Europe have reduced their dollar dependence, and

increased their influence on the ¥. Definitely the integration in EU equity markets has been

mainly evident during the 1990s, but the introduction of the euro has accelerated the intensity




of the process.

xiforofinanzas.ua.es/trabajos/1027.pdf

INTEGRATION OF MARKETS DURING THE 1987 CRASH
Commentary on

'Policies to Curb Stock Market Volatility'

David D. Hale

The Edwards paper provides a strong and generally effective critique

of many of the proposals for financial market reform which

have emerged as a consequence of the.October 1987 stock market

crash.

Its initial suggestion that we do not really understand financial

volatility is not only correct, it deserves more elaborate discussion.

In analyzing the causes and consequences of the 1987 stock market

crash, for example, there has been heavy emphasis on the various

technical factors which contributed to the equity crash but little focus

on how all financial asset prices would have fared in the absence

of the October 19 break in equity prices. As a result, we have not

asked to question was the volatility of equity prices during October

a problem in its own right or a solution to some other problem? As

should now be obvious from the robust growth of the U.S. economy

during recent quarters, the October 19 equity market crash was, in

part, a high speed discounting process in which investors recognized

that rising inflation was going to push interest rates sharply higher

and ultimately, set the stage for a stock market decline. Because of

a breakdown in the cashlfutures arbitrage process, caused partly by

heavy portfolio insurance selling and partly by the inadequacies of

the specialist system in New York, the price correction was compressed

into a few days rather than spread over the traditional sixto-

nine-month bear market which has characterized the post-war

period. But because of the sharp break in equity prices, several other

potentially negative developments did not materialize. Inflation expec1
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tations temporarily abated. Commodity prices ceased rising for a few

months. Treasury bond yields did not rise over 11 percent. The

Federal Reserve was not forced to increase short-term interest rates

any further; in fact, it was able to cut interest rates. Other countries

also reversed the interest rate hikes they had initiated during August

and September. Indeed, one could argue that the 1987 stock market

helped to set the stage for a robust economy during 1988 by lowering

inflation fears and encouraging monetary policy to remain expansionary

for much longer than would have been possible if equity prices

had not fallen sharply.

It also could be argued that the October 1987 New York crash was

the way global asset price distortions caused by the Louvre Accord

were resolved. During the months after Louvre, foreign purchases

of U.S. equities rose to the highest level since the end of the 19th

century, both in dollar terms and as a share of GNP (see charts).

This heavy buying of American equities reflected a variety of factors:

investor perceptions that the dollar would be stabilized, the first

wave of global equity diversification by Japanese investors, a large

valuation discrepancy between New York and Tokyo equity multiples.

In addition, share prices rose in most countries during 1987 because

of an explosion in global liquidity resulting from central bank efforts

to support the value of the U.S. dollar at unrealistically high levels. .

Indeed, world foreign exchange reserves grew more rapidly during

1987 than at any time since the early 1970s.

As the charts indicate, the U.S. share prices multiple during much

of 1987 was moving toward valuation parameters based on foreign

bond yields rather than domestic ones until investors recognized that

America's worsening trade deficit would force the dollar to decline.

Hence, it was no surprise that the market's worse days during October

coincided with the publication of bad trade data and threats by

Treasury Secretary James Baker to abandon the Louvre Accord. Those

events caused domestic investors to fear that foreign institutions,

especially Japanese ones, would dump the large equity portfolios

which they had accumulated earlier in the year. In fact, the real

precedents for the October 1987 stock market crash were not the

crashes of 1929 and 1962 so commonly referred to in the press last

year, but the crashes of the late 19th century which usually resulted

from concern about the dollar's links to the pound sterling and British

capital flows into and out of New York. In that period, the United
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Chart 1

Net Foreign Purchases of U.S. Corporate Equities*

Percent of GNP [image: image1.emf]
*2 quarter moving average.

One of the factors which helped to drive U.S. share prices sharply higher during 1987 was

a large rise in foreign equity purchases. In fact, the pace of foreign buying as a share of GNP

during the first half of 1987 was probably the highest since the late 19th century.

Chart 2

PIE Multiples for the United States and Japan*

[image: image2.emf]
*Six-month moving average.

One of the attractions of the American equity market during 1987 was its relatively low ple

multiple compared to foreign equity markets, espec~ally Japan's.

David D. Hale

His opposition to higher margin requirements for futures contracts

enjoys widespread support both in the financial industry and the

academic community. Many of the institutional sellers on Black Monday

would not have been constrained by higher margin requirements;

moreover, higher margin positions would have reduced the amount

of liquidity in the futures market and thus possibly worsened the scale

of the downturn. In fact, the higher margin requirements introduced

after the crash appear to have reduced retail participation in the futures

market this year. What we don't know, though, is how the markets

would have behaved over the course of the 1980s if margin requirements

had been adjusted more frequently for cash and futures contracts.

Would there, for example, have been less portfolio insurance

in place during the autumn of 1987 if margin requirements had been

higher in prior years? Would portfolio insurers have been less confident

of using their programs effectively if the authorities had signaled

a concern about market fragility by aggressively raising margin
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requirements during 1987? There was a modest hike in margin

requirements during January and October, 1987, but they did not

dramatically alter investor perceptions of the authorities' intentions.

Japan's more aggressive use of margin requirements, by contrast,

suggests that they can play a useful role if the authorities actively

develop them into an important poiicy signal. But in Japan the

authorities are not only concerned with price volatility, they also

sometimes seek to influence actual share prices.

Dr. Edwards' paper dismisses suggestions that we should regulate

portfolio insurance and program trading. If one accepts the fundamental

premise that investors should have the opportunity to hedge cash

instruments with futures contracts, it is logical to oppose regulatory

restrictions on effective arbitrage between the two markets. Indeed,

it would be technically impossible to stop program trading without

shutting the futures markets down. However, as we move from theory

to market practice, it is important to understand that some institutions

are opposed to program trading not because of market volatility,

but because of concerns about large brokers taking advantage

of their knowledge of order flows to manipulate futures prices. This

practice is known as "front-running". As such abuses are already

illegal, one of the best ways to reduce alarm about market manipulation

would be to have more rigorous enforcement of existing laws.

While it would be impossible to catch all violators, it would be difficult

for large players to hide systematic abuses over a long period

of time.

Dr. Edwards is correct to suggest that the poor performance of

portfolio insurance during October 1987 will now discourage heavy

reliance on the product in the future. But two points require further

exploration. First, why did so many institutions believe there would

be sufficient liquidity in the futures markets on a crisis day to absorb

a large volume of sell orders?

As an article from Intermarket Magazine published in the days

before the crash explains, there was a trading volume in the S&P

500 contract of 70,000 contracts per day worth $9 billion compared

to outstanding portfolio insurance of $60-$100 billion during

September, 1987. There also was sufficient concern about liquidity

before October that many portfolio insurers resorted to "sunshine

trading" (advertising their plans to place large orders) while one major

portfolio insurance sponsor refused to take part in an industry survey
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which would have disclosed the large volume of sell orders under

its control. Critics of futures could argue that every institution pursued

a strategy which made sense if only a few other institutions pursued

it, but that the strategy became highly destabilizing once it was

pursued by a wide number of organizations.

The second great question raised by the portfolio insurance experience

last October is whether the product now makes more sense than

it did last year? Since everyone says portfolio insurance cannot work,

most players have dropped out of the market, but in actual fact it

may now be more attractive than before. If institutions collectively

decide that there are, advantages in experimenting with the product

again, could there be a second crash in 1990 or 1991 resulting from

circumstances comparable to last October's, or will the new PI

strategies be so technically divergent as to lower the risk of massive

stop loss sales on a single day? At a minimum, the October experience

suggests that it may be prudent for the authorities to monitor the potential

for order imbalances to develop because of the growth of a large

volume of effective stop losses (portfolio insurance contracts) relative

to the underlying volume of daily trading in the market.

Dr. Edwards' critique of trading halts is one of his most effective

sections. The existence of price limits could trigger panic selling by

players anxious to raise cash before the markets are shut down. The

price limits on silver in the early 1980s did not protect that market

from volatility and a subsequent collapse. Again, though, it is

dangerous to focus upon the advantages or disadvantages of price

limits solely within the context of last October's events. As with

margin rules, one must ask the question of how the market would

have functioned within a different regulatory structure, which might

have included price limits, predating 1987. As Dr. Edwards suggests,

we may need more information about the experience of other

countries which have used price limits for a long period of time.

Dr. Edwards' critique of restrictions on short-selling is a good summary

of both industry and academic opinion. In fact, no other country

has an uptick rule. But while he is on strong theoretical ground,

the discussion could benefit from an examination of other issues which

reflect actual market practice. Does the size of market players and

the market capitalization of companies, for example, make a difference

to the application of an uptick rule? The question is important because

one of the major scandals which occurred last October was short180
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selling by market makers in the over-the-counter securities markets,

where there is no uptick rule. Many companies in the OTC market

also have been subject to bear raids during recent years, in part

because there is no restriction on short-selling. Such raids would be

difficult to stage on large companies (IBM, GM) but they are possible

for companies with modest capitalizations. It is often argued that

bear raids are staged only on companies with deteriorating fundamentals

which deserve lower share prices, but the companies argue that

a rapid fall in share prices has the potential to worsen their financing

problems. It also would be interesting to know if the existence

of futures contracts has prevented a loss of New York share trading

to London, where it would be possible to short U.S. shares without

the constraint of an uptick rule.

International regulation

One of the recurring themes in the Edwards paper is that international

competition will damage any market which imposes excessive

regulation compared to others. Regulatory divergence could become

a problem because the world is experiencing a proliferation of "financial

freeports" anxious to establish a niche in the international financial

service industry. While most of these "freeports" have emerged in

response to banking restrictions, the growth of securitized forms of

lending and investment could cause the same process to recur for

stock and bond markets if some countries engage in regulatory

overkill. Indeed, London is now emerging as the financial capital

of Germany precisely because the Germans continue to erect barriers

to the growth of financial trading activity in their own country.

Since divergences in security market practices are as great as those

in commercial banking, there will be no simple way to prevent competition

between various "financial freeports". As a result, the major

countries should probably attempt to create some common guidelines

for conduct in order to prevent abusive practices from developing.

In fact, one of the most recent innovations in international financial

regulation, the BIS capitallasset ratios for banks, could serve as a

model for the next major thrust in securities industry regulation.
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Capital adequacy

One of the issues which the Brady Commission focused upon (but

which is not covered by the Edwards paper) is the inadequate

capitalization of stock market specialists. In fact, the events of

October, 1987 suggest that we need a better understanding of the

whole concept of capital in the modern investment banking industry

as well as the relationship between banks and brokers in a rapidly

deteriorating market environment.

Among the questions which need to be asked are: What role did

commercial banks play in generating the stock market crash of 1987?

Did they reinforce the plunge in share prices by curtailing credit to

specialists who had suffered losses during the days before Black Monday?

Should the Fed have intervened on the weekend to make sure

that credit remained available to the specialists and thus prevented

the plunge in prices which occurred on Monday's opening? How do

we measure risk on the balance sheet of a specialist or a broker? Is

it the cash exposure to equity holdings or is it the firm's net exposure

to the equity market when hedging contracts are included?

Many players in the debate have been reluctant to comment about

the behavior of the banks last October for fear that such comments

would raise questions about their own credit quality, but the fact is,

there was a lack of liquidity in the marketplace on Black Monday

partly because of the weak capitalization of the specialist system and

also the threat that capital might be forcibly withdrawn from the

market by bank lenders. This aspect of the Black Monday crash suggests

that we need to investigate the issue of brokerage house capital

adequacy in all of its dimensions, just as we have recently done with

commercial banks. Moreover, it is important to remember that during

the last great age of securitized lending and global financial market

integration, the late 19th century, the Bank of England often played

the role of lender of last resort to investment banks rather than commercial

banks. The same could happen again if securitized lending

continues to grow rapidly.

Japan as a regulatory model

One of the major gaps in both this symposium and the American
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debate about financial market regulation is a,comprehensive examination

of how Japan was able to prevent its stock market from falling

as sharply as other markets during the October 1987 crash. Ironically,

in the weeks before Black Monday, many prominent figures in the

investment community had warned that the next major stock market

crash would be in Tokyo. But Japan fell only 15 percent on Black

Tuesday and has enjoyed a healthy recovery since October, 1987.

It is often argued that the "tribal" nature of Japan's economic and

political institutions limits the value of Japanese experience to other ,

countries, but it is essential that we gain a better understanding of

how Japan was able to protect its market if only because American

financial institutions increasingly compete with Japan's. If Japan's

brokers and government are able to guide the Tokyo stock market

through regulatory customs and understandings which run contrary

to practice in this country, it is not difficult to imagine which

institutions will dominate world finance during the 1990s. In fact,

one sign of this power shift is that Japan now has a stock market

capitalization of nearly $3 trillion compared to just over $2 trillion

here. The Japanese government has long employed a number of

regulatory circuit breakers to restrain equity market volatility and

guide share prices.

First, Tokyo has price limits which restrict the daily price movement

of a share to 10-15 percent. Second, short-selling is illegal for

foreign investors and not commonly practiced by domestic investors

unless they own the stock. As large markets for equity options and

futures do not yet exist, there is also a limited range of instruments

available for shorting the market even if an institution wants to. Third,

the Ministry of Finance (MOF) controls the supply of stock. Between

1977 and 1987, only 200 companies were allowed to go public.

Fourth, the Tokyo Stock Exchange frequently adjusts its margin

requirements in response to perceived changes in volatility and market

risk. Margin requirements were increased several times prior to the

October crash and quickly scaled back after the crash. Fifth, MOF

has tried to reduce the volatility of funds flowing into and out of

Japan's equivalent of the mutual fund industry by imposing strict

guidelines on redemptions. Investors must leave their funds in an

investment trust for at least two years; if they withdraw them during

a period between two years and five years in length, they are compelled

to pay a large penalty. As a result of these guidelines, mutual
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fund redemptions do not reinforce a decline in equity prices starting

elsewhere. In the United States, by contrast, some mutual fund groups

now provide hourly quotes for their investment units and permit swapping

between them on a daily basis. Finally, the Ministry of Finance

uses moral suasion to guide the market during moments of crisis.

In October 1987, for example, MOF discouraged institutions from

dumping equities and encouraged the brokers to promote a retail buying

campaign. At the end of the year, it rewarded the Tokkin funds

for their cooperation in supporting the market by dropping accounting

requirements that share portfolios be valued at the lower of cost

or market. It is often argued by academics that central banks cannot

simultaneously target divergent indicators such as exchange rates and

interest rates. In Japan, it could be argued that the equity market is

less volatile than in other countries partly because accounting standards

are malleable instead.

It is commonly argued that Japan's circuit breakers cannot be

transferred to this country because of the unique features of the Tokyo

stock market. In Japan, nearly two thirds of all equity is tied up in

corporate cross shareholdings. Four brokers control over half of all

trading volume. Japanese households are accustomed to a less competitive

financial marketplace when investing their savings. Japan

seems to be unusual among the major industrial nations in combining

corporatism and government intervention with seemingly efficient

allocation of capital. But it is precisely because Japan's economic

success poses a fundamental challenge to America's reigning free

market ideology and institutions that the self-levitation properties of

the Tokyo stock market should be studied as thoroughly as the well

researched achievements of the Japanese manufacturing industry.'

Indeed, financial protectionism could become a major policy issue

in the 1990s precisely because of the Japanese government's success

in using the stock market as an economic policy tool.

Future research projects

One of the strongest points in the Edwards paper is the discussion

of the need for a more thorough study of how the whole American

financial marketplace is now evolving. Technology is rapidly transforming

America's financial structure, but much of the substantive
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debate about reform stems from regulatory competition between

existing institutions such as the New York Stock Exchange and the

Chicago Mercantile Exchange. While political tensions between rentseeking

interest groups enjoying regulatory privileges are unavoidable,

it would be useful to examine how the modern marketplace might

operate if we started from ground-zero. Would a 21st century market

have specialists or even a trading floor? Would screen trading pro2

duce a more level playing field in terms of information and thus

increase trading activity by players who fear the current system is

rigged? Because of the linkages between the cash market and futures,

should the marketplace have only one regulatory authority? The

danger now facing the American financial system is that the debate

about reform will continue to be characterized by "turf fights" and

"guerrilla warfare" over narrowly defined issues rather than a

systematic appraisal of how technology, securitization, and globalization

are altering the optimal parameters for regulation during the final

years of the 20th century.
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