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International Equity Returns, Country Growth,
and World Economic Recovery

It has been customary when analyzing business cycles to assume that the variables gen-
erating the process remain the same. From cycle to cycle, the length and intensity dif-
fer, giving each cycle its own distinctive signature. The present cycle, however, may be
prolonged beyond the normal chronology if the developing countries as a group grow
at an accelerated rate, and if their capital markets become linked to the rest of the capi-
tal markets in the world.

An economic expansion is sustainable until the profit rate on new investment falls or
turns negative. If capital markets become truly international, the profit rate on new in-
vestment may be able to stay high longer than usual, because new investment can
move abroad.

Conventional business cycle theory takes into account these international capital flows,
but does not give them a causative role in the process of transmitting growth. Foreign
direct and portfolio investment are cast in a secondary role. Prosperity spreads from
one country to nother first by way of the trade balance: the growing economy runs a
trade deficit, which puts purchasing power into the hands of its trading partners, which
in turn helps their economies to grow. Capital movements are “accomodating”, i.e.,
they finance trade imbalances. To a lesser extent, capital flows also facilitate transfers
of technology, and channel capital to places where its opportunity cost is higher.

This view was satisfactory as long as national capital markets were separate, and as
long as trade in goods was more important than trade in currency and financial instru-
ments. Now trade in currency and financial instruments may dominate trade in goods®.
Protectionism and restrictions on capital movements are both prevalent, but obstacles
to trade in currency and financial instruments are easier to circumvent. In the develop-
ing countries this point is becoming widely understood. Until recently most developing
countries attempted to restrict or prohibit capital movements; many also attempted to
maintain overvalued exchange rates, while holding domestic interest rates below the
rate of inflation?. When capital markets were separate, such policies could succeed, at
least partially. Nowadays they do little more than spur capital flight.

Applying financial theory to the international capital market, we hypothesize that the
continued growth of foreign economies will result in

1. Excess equity returns for investors.

2. Increased international capital market efficiency.

3. Foreign growth rates that are greater than the required rates of return for inter-
national equity investment, resulting in a sustained rally in foreign stock markets.

* John C. Edmunds, Assistant Professor of Finance, Northeastern University, Susan E. Moeller, As-
sistant Professor of Finance, Northeastern University, Boston, Mass., U.S.A. Manuscript received
March 1987.
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International Equity Returns

The dollar reached a fifteen-year peak against the yen and the major European cur-
rencies in February, 1985. Over the next fourteen months it fell more than 30% versus
those same currencies. In the United States, international mutual funds scored an-
nualized gains as high as 123% due to the decline of the dollar and the rise in European
and Japanese stock markets®. From December 1984 to March 1986 assets of these
funds rose from § 1.1 billion to $ 12.7 billion*.

What should the managers of these funds do now? They can gamble that the dollar will
keep falling, and that the stock markets in the other industrial countries will continue
to rise. That strategy may work for another year, but eventually these managers will
have to find new investment opportunities. Their search for undervalued stocks has al-
ready encouraged them to invest in countries they had never previously considered.
They are starting to invest in equities in developing countries.

Some developing countries have stock markets that are active and well-established.
Others have informal networks that perform the same function. What will happen
when international portfolio diversification spills over into these stock markets? Can
U.S. investors earn extraordinary returns?

Trading volume in these markets is low by U.S. standards, and in each market there are
only a few stocks that U.S. mutual fund managers could consider accumulating. They
will begin by buying only the blue chips in each market. It will be risky enough to buy
a Brazilian or Korean stock; there will be no need to buy shares in a less-known com-
pany. Local investors will sell their holdings to foreigners, and use part of the proceeds
to buy shares in less-known companies.

This ripple effects of foreign buying in these markets could be far-reaching. Large, es-
tablished companies that have not yet gone public would be encouraged to do so.
There would also be a larger market for new issues and start-up ventures. Many studies
have shown that in the U.S. domestic capital markets investors purchasing new issues
have been able to earn excess returns?®.

The really major benefit, however, would be a large increase in liquidity and improved
local capital market efficiency. Investors that own large businesses or farms would find
it easier and less costly to rearrage and diversify their own portfolios. Many would pre-
sumably rather hold diversified portfolios of passive investments. If they see an oppor-
tunity to monetize a part of their holdings at a good price, some may seize it.

Improved Capital Market Efficiency

The bull market in international investment will promote capital market efficiency in
developing countries. Mutual fund portfolio managers are looking for new stock mar-
kets, where good companies may be selling at low multiples. Obtaining information on
these companies may not prove as difficult as one might expect. Since investors will not
invest if they cannot be sure of getting timely and accurate financial reports, and if they
cannot be sure of getting their profits out, foreign companies and governments will at-
tempt to provide information to alleviate investor hesitancy to buy equities. This will
increase the efficiency of the markets.

Developing countries wishing to attract capital, or to retain their own internally-
generated savings, will have to face the issue of currency convertibility for capital ac-
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count transactions. Investors will accept business risk and exchange rate risk, but they
will not countenance convertibility risk. Making this change will be painful for the
governments of developing countries because taxing capital flows is politically appeal-
ing. Wealthy domestic and foreign investors pay these taxes.

Not every developing country will ease capital account controls; and not every de-
veloping country will enjoy an inflow of foreign money into its stock market. After con-
trols are eased by developing country governments, local firms will be able to sell se-
curities more easily. The emergence of sophisticated financial intermediation will result
in capital markets becoming more efficient and more attractive to foreign investors. Be-
cause attracting foreign capital will make the capital stock of developing countries
divisible, transferable, and easier to value, expansion of these economies should occur.

Growth of Investment Flows

The wealth and cash flows that become eligible for financial intermediation in the de-
veloping countries are surprisingly large. For 1986, total GNP of the developing coun-
tries as a group will be approximately $ 4.6 trillion®. Using a capital/output ratio of 3,
the value of the capital stock in these countries is approximately $ 13.8 trillion”.

Total claims on the capital stock of these countries are small by comparison. Total LDC
foreign debt is approximately $ I trillion, and the value of all publicly traded shares
and debt instruments is probably less than §$ 1 trillion. Publicly traded shares account
for only a small fraction of total ownership. In Mexico, for example, the total market
value of all publicly traded equities was $ 1.901 billion as of June 30, 1986®. In com-
parison, the capital stock of the country is worth at least 100 times that amount. If § 2
trillion is the value of all claims on the capital, the debt ratio (or more precisely
securitization ratio) is less than 15%. This means that most income producing properties
in the developing world are unlevered; and it also means that most going concerns are
making little or no use of formal financial intermediation. In many countries money-
lenders are still prevalent. This also means that savers in these countries have a narrow
range of financial assets to choose from; understandably enough, many savers buy tan-
gibles or send their savings abroad.

What if some of this illiquid wealth could be securitized and offered on local stock mar-
kets? The United States capital stock is 52% securitized; i.e., marketable securities
worth 52% of the capital stock are in circulation®. If the LDC securitization ratio could
be raised to 50%, $ 4.9 trillion worth of marketable securities would be brought into
existence. These would be denominated in local currencies and would be traded on loc-
al stock exchanges.

This $ 4.9 trillion would not be new wealth. It would be transferable claims on existing
wealth, packaged in more convenient and dynamic form. The social benefits of creating
this new block of marketable securities would be immense. First, the securitization pro-
cess would help equalize the real rate of return on capital across countries: investors in
the capital-rich countries would be able to earn higher returns; and profitable firms in
the developing countries would not lanquish for lack of financing. Second, all savers,
not just the ones who live in industrial countries, would be able to rearrange their port-
folios more easily. Third, the growth rates of developing countries would rise, as they
attracted capital from abroad.

High growth rates of developing country economies are the justification for increased
value of foreign equity securities. Using Gordon’s common stock valuation model, it
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can be shown that when the growth rate of a company’s dividend exceeds its risk ad-
justed cost of equity, the value of its shares rises to infinity *°.
The Gordon formula is

p= D
K-G
where
D is the expected dividend,
K is the required rate of return on the security
G is the expected growth rate of the dividend,
and

P is the price or value of the security.

After analyzing the factors affecting companies in developing countries we suggest that
many of these companies will experience growth rates of earnings and dividends great-
er than the required rate of return. A firm’s growth rate depends on the retention rate
of income and the return on equity, which in turn depends on the firm’s debt-to-equity
ratio. Developing country firms can be expected to show high growth rates because
their retention rate is high and they use little funded debt. In addition, declining in-
terest rates in the United States and lower oil prices (resulting in less inflation) will re-
duce the required rates of return for equity investors. Both of these factors will result in
higher values for foreign securities.

Sustaining the World Economic Recovery

Can this process of securitization generate enough new opportunities to sustain the
world economic recovery that began in 1983? Will this process make the present recov-
ery longer and more diffuse? The previous world recovery, from 1975-79, lasted almost
five years, before running into the second oil shock, structural barriers, and credit
crises. The current recovery may have a better fate: international capital market link-
ages may make it possible for it to carry on longer.

Trade in goods alone will not be sufficient to sustain the upswing in economic growth.
LDC purchases from the United States and Europe are relatively modest. In 1984 the
industrial countries exported $319.2 billion to the developing countries*!. For pur-
poses of comparison, gross saving in the U.S. alone was $ 696.7 billion in that year'?.
The issue, however, is not only the magnitude of trade flows, but how fast they can
grow. If the developing countries were able to import 20% more each year from the in-
dustrial countries, their total imports would not be running at a $ 1 trillion rate until
the early 1990’s; and it is optimistic to think that the developing countries could in-
crease their imports that rapidly.

Trade in financial instruments offers more potential, and more easily might become
profitable enough to sustain the recovery in the industrial countries. How might this
happen? Suppose that several developing countries relaxed controls on capital trans-
fers, and permitted the establishment of forward markets in their currencies. This
would make it less risky for foreign investors to buy stocks and bonds issued in these
countries. Suppose that in these countries $ 500 billion worth of financial assets was in
circulation prior to decontrol. The average yield on these instruments would be high
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because of capital scarcity in these countries. Three effects could be expected:

1. The value of existing financial assets would rise, because foreigners would bid up
their prices until yields were closer to international standards; so capital would flow
into the developing countries.

2. Local investors would sell some of their holdings to foreigners, and reinvest in for-
eign securities, to obtain the benefits of international diversification. Local investors
might also repatriate part of their offshore holdings and buy local higher-yielding se-
curities.

3. Local companies would sell securities, to lower their cost of capital. As their interest
expense declined, their profits would rise, and they would be able to expand.

How much new liquidity would this process create? It is plausible that stock and bond
prices could rally 20% in one year. Several rallies of more than 100% have already oc-
curred *. If the initial $ 500 billion worth of securities appreciated 20%, it would be-
come worth $ 600 billion, and if § 50 billion of new securities were floated during the
same year, the total amount in circulation would reach $ 650 billion, an increase of
$ 150 billion.

Only a portion of these marketable securities would have to be sold to bring about this
repricing. Capital inflows from the industrial countries would not have to be great to
trigger a rally. As prices of financial assets rose, holders would reap windfall gains in
wealth.

What would be done with this new liquid wealth? Some local holders would sell and
send the proceeds abroad, while outsiders would buy, hoping for higher returns than
they can earn at home. During a given year some developing countries would experi-
ence net outflows, while others would experience net inflows, as growth prospects and
rates of return fluctuated. Both the industrial countries and the developing countries
would gain through increased efficiency in capital allocation. Risk capital would go
where its expected return is highest, and risk averse capital would be able to achieve
more complete diversification.

The orders of magnitude of these flows are as follows: — Suppose that of the $ 150 bil-
lion increase in value of marketable securities, half were invested abroad. For $ 75 bil-
lion to leave, $ 75 billion must have been present; let us suppose that this amount came
from abroad; i.e. foreigners and locals swapped securities worth $ 75 billion. The for-
eigners would then earn higher returns, and the locals would enjoy greater diversifi-
cation. If the average yield differential is 5%, holders in the industrial countries would
earn § 3.75 billion more income each year as a result of the swap. This income stream
could be capitalized, and pledged to obtain loans to reinvest in additional high-yielding
securities. The process could continue for many years, until the LDC capital stock is
more fully securitized.

Summary

In 1986, share prices in Brazil, India, and South Korea have already rallied, though
capital market controls are still partially in place. We suggest that similar rallies will
occur in other countries, because a growth process has been initiated. Price appreci-
ation will continue in developing country stock markets because the expected growth
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rate is higher than the rate of return that investors require to hold securities of this risk
category, and because capital markets within developing countries are becoming more
efficient.

Footnotes
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ics, September 1975, pp. 235-272.
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8 Data supplied by Morgan Stanley Capital Markets International, New York and Geneva,
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