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IMTRODUCTION

1.1 The need to study the possibilities offered by
international nortfolic diversification from &  South
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International nortfolio diversificatiaon has
received wmuch attention from both investment practiticners

and academics in the developed countries. Investors in

-

n

Wegtern Europe have been investing in foreign zecuritie

~h
[}
he
o+
po
m
ol
]
n
-+
il
i
-
m
e |
m
—
[=8
m
(wl
N
[
[3¢]
i

In recent years, investors

in the United &tates a&and cther developed countries have

also shown great interest 1n foreign securities. In
cantrast, the passibilities of inwvesting in foreign

securitizs  has received wery limited attention (VYan den
Henert, 1984) in Socuth Africa, The Exchange Control
Regulations of 1961, as amended, precludes South African

investors from wutilizing funds derived in Sauth &Gfrica f
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investment in foreign securities. As a result, {f=w studies
relating to internatiocnal portfaelic diversificaticon fram a
South African investor’s standpoint have been undertaken.
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The opurpose of this investigation is te mpt to fill

this vaid in the literature on the =subject,
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Most investors are aware of the importance of
diversification for reducing the risk of a portfolio. The
most impbrtant factor when selecting an asset for
diversification purposes 1is the covariange of the asset
with all other assets in the portfolio. Using the Capital
Asset Pricing Model (CAPM), Sharpe (1964) has shown that
the relevant covariance is betwesn the asset and the market
portfolio of all risky assets available. The market
portfolio used in the CAPM 1is theoretically assumed to
contain all risky assets available. All empirical studies
of the CAPM have used the domestic share price index as a
proxy for the market portfolio. This is an understatement
of the market portfolio because the domestic share price
index exciudes foreign securities. A true market portfolio
should be a total world portfolio which derives the maximum
benefits of diversification. WVe would expect low
covariance between the returns for domestic and foreign
securities. Therefore, international security
diversification would tend to lower the total risk of a

portfolio.

The doemination aof the share market Dby
institutional investors and the existence of exchange
control regulations for South African residents has created
major distortions 1in the price of equities traded on the
JSE. The uncsatisfactory real rates of retura 1in the

capital markets during recent periods of high inflation has



further caontributed to the tendancy for funds to flow into

the JSE irrespective of the economic fundamentals. The
"wzight of institutional funds" argument states that, given

the restricted <cize af the local equity market, and the
enormous cash flows of the institutional investors, there
is" a tendency for share prices on the J8E ta rise to
artificial levels. The weight of institutional funds

argument iz npaot strictly wvalid in th

i

t oartificially high
prices cannct be wmaintained in the long-term. There are

pericds when major downward corrections take place, such as

-0

~2

thase witnessed in 1 . 1978, and the 1984-85 periods in
South Africa. Mevertheless, price distortions caused by

gxchange cControl restrictions has contributed to artificial

gquity prices in the short-ternm.

During pericds when the price D? gold and export
garnings are high, there is usually excess liguidity in the
local ecaonomy. The prevention of capital outflows into
rity investments during such periacds results in
kigh rates af inflaticocn. During such periods, it would he

mors bepeficial to investors amd the Scuth African economy
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outflow of funds into foreign securities,
This may enable South African investors to taks advantage
af the higher vreturns that may be available fraom foreign

securities ({Fimancial Mail, 19831, Converszely, during

slien the orice of gold and sxport earnings are low,

South African investors could ligquidates their foreign
investments a4nd repatriate the proceeds to take advantags



of the highar yields on domecstic capital market
securities. A free flow of investment capital is likely to
create more efficient equity and capital markets in South
Africa. Equity prices on the JSE then will probably
reflect the wunderlying {fundamentsls of the South African
2COROMmY . Investment funds can be expectad to move between

the JSE and the various forelgn equity markets and epable

South African investaors to reap the benefite of
internaticnal portfeolioc diversification.
A majar gbstacle to international portfolio

diversification 1ic
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control precludes South

African vresidents from acquiring foreign securities from

income derived in  South  Africa. As a rule, exchangs
cantrol parmissicon 15 only granted to resident South
ffrican companies w@aking “direct® investment in & foreign

country where some form of control is obtained over the

foreiagn company

cancernead. The present exchange control

regulations prohibit investment by South African residents

in foreign non-direct or portfolic investments. The De
¥ock Commission (1973) reported that in the past zuchangs

contral procedures were not effective in protectin
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countrv’'s official reserves and were being circumventad,

both legally and i1llegally. Nevertheless, excha
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has denied 1local investors the opportunity of benefitting
from the hRigh rates of growth prevsiling in some foreign

countries.
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The relatively inefficient foreign sxchange market

in South frica has also been an obstacle to these sseking

foreign security investaents. A major shartcoming o

th

I

local foreign exchangs wmarket is that 1t is very small by
international standards, and the rand is not traded
internatienally on a large scale. Operators in foreign
gxchange markets are paving much higher transaction costs
than thosze prevailing in the developed countries. Frior to
1983, the forward exchange rate was artificially high and
it bore no relatian%hip to the interest rate differentials
batween South Africa and the foreign countriss, and was

also wunrelated to the demand and supply factors. The high

foreign exchange <costs  and the poor liguidity represent a

3}

major ohstacle for South African investorsz intending

scguiring foreign securities,

The De kKock Commission (1978, pp. 43-45) made
several recommendations that ultimately led to the removal
of exchange contraol aver non—-residents in 19835,

Furthermaore, the Reserve Bank abaolished the dual sxchangs

rat

I
I
il

it existed 1in one form oF another cince exchange

cantral over naon-residents was first intraduced in South

Atrica in 1961, The Reserve Bank also announced that it
will no langer 7qunte 3 s=pot oexchangs rate but will
influence the exchangs rate by intervention in the fareian
gRonange market, when the vand 1s under sosculative



contributed toward more efficient and market-related

m
n

exchange rate policy in Scuth Africa. However, the recent
politico-economic situaticon 10 South frica has led the
authaorities tao reintroduce certain exchange controls

o

{(during September 1983) {for non-residents.

. The De Kock Cammission {198%, p.l134) also
recommended & progressive relaxation of e:zchange control
aver .fareign partfolic .investments by South African
residents. The Commission recommended that i1nitially,
registered insurers, pension funds and mutual funds be
allowed to invest {say) 10 percent of their annual cdsh
flows in foreign securities approved by the Registrar of
Financial Institutions. The De Kock Commission also
recammended that in dus course such provisions should be
extended to financial institutions and corporate boadies and
eventually ta individuals and non-corporate bodies.
flthough these recommendations have still to be approved by
the Government, they caonstitute very persuasive arguments

for the wultimate appraval of foresign portfolio investmen

-

=

by South African residents.

The recommendations of the De ¥ock Commissian
iaceived a severe sethack with the announcement of a3
four-month wmoratorium on  foreign  loans

« reimposition of

exchange control over non-residents, and thz reintraoduction

u}
—

the finmancial rand which came into effect on 2 Septeamber
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1685, These meacures were taken as a result of massive
capital outflows following the declaration of the State of
Emergency. It would seem that the existing exchange
control regulations are unlikely to Dbe relazed until
political stability is restored in South Africa., The most
opportune  moment for phasing out exchange control
(residents and non-residents) would include a healthy
surplus 1in the balance of payments and favourable political
developments 1n South Africa. Representations should be
- made to the relevant authorities regarding appropriate
amendments to  exchange control when such conditions

prevail.

The main objective of this study is to demonstrate
that South African investors should be able to improve
their portfolio performance by investing in foreign
securities. First, a literature survey on overseas studies
will be undertaken to demonstrate to what extent investors
in  other countries have benefitted from investing in
foreign securities. Thereafter, a detailed investigation

.will be undertaken to demonstrate the range of possitble
gains to South African investqra from dinternational
security diversification in 18 selected countries during
the period 1669 - 83. The results show that a South
African investor is able 1o accomplish significant
improvements in portfolic performance when countries such
as Japan, Sweden, Switzerland, Finland, and New Zealand are

included in their portfolics.



The {findings of this investigation are likely to
provide much needed information to portfolio managers and
other interested parties who are likely to be associated
with investing in foreign securities. Firstly, severgl
overseas countries that are likely candidates for security
investments have been identified. Secondly, several
accepted statistical and technical tests used in portfolio
construction and evaluation have been 1included in this
investigation. Thirdly, various problems that are likely
to arise from investing in foreign securities are
investigated and possible solutions have been suggested.
The recommendations arising from this study are likely to
have major public policy implications. In particular, the
recommendations to abolish exchange control over both
residents and non-residents as well as the creation of an
efficient and market-related unitary foreign exchange rate
policy may well provide the necessary impetus to stimulate

the authorities to expedite the desired reform.

The South African Government is committed to
deregulate +the economy. Consistent with this philosophy,
it can be expected that at some stage in the future
exchange control for residents will be abolished. In such
an eﬁentuality, portfolio managers in  South Africa will
require guidance on the nature and scope of international

security diversification under local conditions. In the
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absence of local studies, South African investors can be
expected to rely on overseas studies. An undue reliance on
overseas studies is 1likely to produce misleading results.
This investigation has shown that foreign securities that
are attractive to, say, a United States investor may not
necessarily be attractive to a South African investor (who
has a different base currency). Therefore, studies

similar to the current investigation are necessary for
South African investors to derive the optimum benefit from
investing in foreign securities. A hypothesis concerning
the effectiveness of international portfoiio
diversification 1in South Africa is tested. It states that
.given the independence of the South African economy with
the economies of the more advanced countries and the
diversifying (risk-reducing) role of goldmining shares,
South  African 1investors can bhe expected to derive
substantial benefits from the inclusion of foreign

gsecurities in their portfolios.

1.2 Summary of the field of study

In recent vyears the efficient market hypothesis
(EMH) has had a major influence on the investment strategy
pursued by portfolio managers. Academic scholars studying
the E¥H have concluded that stock markets are

"suificiently” efficient and that a naive buy-and-hold
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strategy is recommended. This study will show that stock
markets constitute a broad spectrum of efficiency, ranging
from "hyperefficlent” to seemingl& inefficient pricing
mechanisnm. Furthermore, besides the NYSE and the LSE, most
other stock exchanges do not conform to the requirements of
market efficiency. The relative inefficiencies of the
other markets could ©provide <favourable investment
opportunities for South African investors. Several EMH
anomalies such as the January, small firm, neglected firm,
and P/E effects have been identified. It will be shown
that investors could improve their performanée by
exploiting the market inefficiencies relating to thess EMH
anomalies. Based on the relative efficiencies of the
various overseas security ‘markets, broad guidelines on

appropriate investment strategles will be presented.

Portfolio theory, the capital asset pricing model
(CAPY?>, and the arbitrage pricing theory (4PT) will be
discussed to determine the applicability of these theories
to international portfolio diversification. It will be
shown that despite the CAPM’s wide acceptance in practice,
empirical evidence raises serious doubts regarding its
ability to capture precisely the risk-return relationship
in security pricing. The APT suggests that more than one
factor 1is responsible for determining security prices. It
will be shown that neither the CAPY nor the APT alone are

capable of explaining the equilibrium pricing process in
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the dynamic investment scene. It will he shown that by
combining the CAPH and the APT a more complex and more
useful asset pricing relationship may be established. The
combined CAPM-APT approach 1s more likely to explain the

priéing mechanism applicable to international securities.

The literature survey makes a study of the
empirical evidence reiating to the effectiveness of
international security investments observed in several
overseas countries. It will be shown that there is clear
evidence indicating that the inclusion of foreign
securities enables a domestic investor to earn higher
returns and to lower portfolio risk. 0f particular
importance 1is the observation that international securities
tends to maximize the long-term rate of return of
portfolios, even though many vear-byv-yvear raturns may be
less than thosg available from domestic investments. It
will be shown that the problems related to international
security investments may be exaggerated and that +the

potential benefits far cutweigh the problems encountered.

If South African investors are allowed to invest
their funds in foreign securities, an examination should be
made of the possible obstaéles that are likely to arise
from such investments. The major obstacles, namely the
foreign  exchange risk, the availability of investment

information, the liguidity of foreign investments, and the
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higher transaction costs and complexities of operating in
foréign security markets will be discussed. ¥ethods
whereby the benefits of international portfolio
diversification can Dbe attained and yet minimize the
associated problems will be presented. Individuals and
financial institutions differ wvastly in their approach to
investments, foreign portfolio strategies appropriate to

their individual nesds will also be highlighted.

The three reports of the De Kock Commission of
Inquiry into the monetary system and monetary policy in
South African will be reviewed. [t will be shown that as a
result of the interim De Kock Commisison (1978) report a
market-related forelgn exchange policy is gradually
emerging in South Africa. WVhen the final report of the
De Kock Commission  (198%) is implemented by the
authorities, 1t may have far reaching consequences for
investors in South Africa. Of particular importance is the
De Kock Commission (1985) recommendation of phasing out
exchange control for South African residents. It has paved
the way for removing a major obstacle to foreign security
investments by South African residents. It will be shown
that the eventual abolition of exchange control as well as
prescribed investments is likely to create a more efficient
flow of funds between the capital market and the JSE. The
weight of 1institutional funds argument would probably no

longer apply, because prices on the JSE can bs expected to
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properly reflect the underlying fundamentals of listed
companies. Depending on the state of the economy and
prospects for listed companies, invested funds can be
expected to flow between the JSE and various foreign equity

markets.

The research design and methodology of the
possible benefits from international portfolio
diversification for South African investors is_provided.
It will be shown that the South African investor could have
improved the risk-return characteristics of his portfolio
if 1t was possible to pursue international portfolio
diversification during the 1969 -~ 83 period. It will be
shown that the currency factor was important, but not a
major element in the performance and risk component of
international portfolios representing the 18 selected
countries during the 1969 - 83 pericd. It will be
demonstrated that the importance of the currency factor is
nminimized due to a 1low and possibly even megative
correlations between security prices and exchange rate
movements in the different countries. It will also be
shown that +the results of this investigation support the
proposed h?pothesis regarding the effectiveness of foreign
security investments from the standpoint of a éouth African

investor.
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This investigzation has shown that the stability of
international correlation structures increases consistently
and substantially as the assumed investment horizon is
lengthened. These results suggest that the appropriate
strategy for investing in foreign securities should take
into consideration the prevailing stability in the
inter-country correlation structures. It will be shown
that stable ex post inter-country correlation coefficients
can be used to achlieve gains from international
diversification beyond those available to an investor who
pursues a naive strategy. Despite the stablility of the
long-term correlation structure, the existence of random
"noise distortions” has been reported in the historical
data. It will also be shown that a major challenge to
future researchers lies in developing models which might
provide higher correlations between forecasted and actual

correlations.

Special attention has been paid to the selection
of ex post optimum portfolios available to South African
investors, However, it is unlikely that any South African
investor will actually attain a point on the efficient
frontiers constructed from ex post data. An  ex ante
strategy, namely +the "buy the market” approach is used to
avoid the influence of events that actually took place
during a given period. The ex ante investment strategy is

used to compare the vperformance of a South African
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portfolioc with an international portfolio representing
equity investments in 18 foreign countries. The
risk-adjusted performance of the two portfolios will be
compared to determine the benefits foregone by a South
African investor as a result of exchange control

restrictions.
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CHAPTER 2

THE EFFICIENT ¥ARKET HYPOTHESIS

2.1 Introduction

This chapter reviews several theories that explain
the pricing mechanism of securities in capital markets.
Particular attention will be devoted to the efficient
market  hypothesis (EMH) and its implications for
investors. Evidence contradicting the EMH will be
presented because such information provides investors with-
opportunities to outperform the market. South African
investors are precluded by legislation to invest 1in
overseas countries. The efficiency of the Johannesburg
Stock Exchange (JSE) will be investigated as it is of prime
importance to local investors. Local investors seeking to
diversify intermationally will require information on the’
relative efficiencies of various stock  exchanges.
Therefore, the efficiencies of several overseas stock
exchanges will be reviewed to highlight possible market
inefficlencies which could be exploited by 1local
investors. Special attention will be devoted to the
various EMH anomalies that has received much attention in

the recent literature,
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2.2 Fundamental analvsis

Several secutrity analysts and prospective
investors ytilize fundamental analysis ror making
investment decisions. Adherents of fundamental analysis

are primarily interested in calculating the instrinsic

value of a particular industry or an individual company.
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based on the assumption that the
intrinsic value of & security is based on factors such as
lity, growth, and risk which will have an
influsnce on future earnings {Reilly, 1932)., Fundamental

analysi:
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makes & further assumption that the actual market
price of a security will tend to move towards the intrinsic

value, Investment decisian
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signal is triggered when the market price is substantially
greater than the 1intrinsic wvalue. i buy signpal 1is

triggered when the market price is substantially below the
intrinsic value,

Investors wmay benefit from fundamental analysis in
an inefficient wmarket (where significant differsnces may
gxist between intrinsic value and market pricel,

Hevertheless, an fficiznt wmarke not preclude the
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benefit of fundamental aralysis providing superior returns
to investors, However, the analyst must have axceptional

abilities so that he «can take advantage of opportunities
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when the market prices differs significantly from their
intrinsic wvalues, This implies that fundamental analysis
will be successful only in those instances when the analyst
either possesses superior insight into a company's future
prospects or possesses inside information. Therefore, in
an efficient market fundamental analysis will lead o
superior results when the analyst can project his own data

and does not merely rely on publicly available information.

Cohen, Zinbarg, and Zeikel (1982, p.400) have also
observed that fundamental analysis does not indicate when
actual market price can be expected to converge towards
intrinsic value. Market prices may move towards intrinsic
values over a period of months, or years, or not at all.
Therefore, fundamental analysis cannot guarantee superior

investment returns even to astute analysts.

2.3 Technical analysis

Technical analysts or chartists, as they are
commonly called, submit that they can discern patterns in
price or volume movements. By observing and studying the
past behaviour patterns of a given security, they can use
this information to predict future price movements in the

security.
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Technicé} analysis comprise many different
approaches but all have one feature in common - share
prices move 1in trends that persist for a pericd of time.
This is based on the assumption that new information
relating to a security does not reach all market
participants at the same time because there are several
alternative sources of information or Dbecause certain
investors are able to analyze and interpret the information
gquicker than others. Technical analysts believe that the
price adjustment process 1s gradual, and is determined by
the gradual flow of information from insiders, to
sophisticated analysts, and eventually to the vast majority
of investors. Prices will continue to move 1in one

direction until the new equilibrium price is reached.

Technical analysts submit that 1t i1is futile to
evaluate the mass of detailed information which fundamental
analysts rely upon. Furthermore, technicians are concerned
about the problems and limitations of financlal statements
and prefer not to use them. Most of the information used by
the technicians 1is derived directly from the share market.
Technical analysts rely on the diverse opinions of the
Qarious market participants which will be reflected in the
price and volume activity of the security in question. The
technician acts solely on the basis of this price and
volume activity and ignores all other detail which is

considered to be superfluous.



In contrast to the wealth of empirical research on
the EMH, very little empirical evidence has been conducted
in the area of technical analysis. Pinches (1970, p.109)
has shown that most of the chartist theories tected were
not capable of consistently outperforming the market on a
rick-adjusted basis. Point-and-figure charting is a
popular technigue used by technical analysts. Levy (19713,
p.322) has demonstrated that these charts have limited
predictive powers of establising price trends. The
technical analysts bhave defended their approach by arguing
that the tests of the various trading strategies do not
adequately simulate the techniques wused by the technical
analysts 1in practice. The technicians argue that the tests
have been too simple, because they have investigated one
trading technique at a time, rather than testing various

methods concurrently.

2.4 The efficient market hypothesis

Fundamental analysis has been challenged by a
third approach, known initially as the "random walk”
theory, which with subsequent refinements, has becone

better known as the efficient market hypothesis (E¥H).
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Pioneering work on the random walk model was done
by Bachelier 1in 1900 who observed that commodity prices in
France exhibited characteristics of a random walk, although
he did not use the term. He stated that the commodity
price speculation in France was a "fair game” because
nelther buyers nor sellers could expect to make profits.
The difference between the actual and expected price each
day would, 1if added together for a lengthy period, should

aggregate to zero.

Vorking (1034) observed that the behaviour of share prices
is random in nature and that price changes over a period
are essentially independent. In 1053 Kendall examined the
behaviour of commodity prices in New York and Chicago.
After extensive analysis he developed the '"chance model™.
Kendall (1953, p.13) stated that. the chance model could
explain the pattern in commodity rprices which could be
generated by a series of random numbers and that the
' present prices are independent of past results. {shorne
(1959), & physicist likened the behaviour of stock market
prices to that of molecules suspended in solution. In the
United Xingdom, Little (1962) observed randcmness in the
movements of earnings and growth of companies listed on the

London Stock Exchange (LSE).
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The empirical evidence in the random walk
literature was based on direct cbservation. None of the
researchers attempted to provide an acceptable economic
rationale for the hypothesis. The first attempt to
integrate the wealth of evidence in support of the random
walk model was made by Fama (1970)., Fama presented the
efficient market theory to explain scecurity pricing
mechanism and market Dbehaviour., Fama (1970, p.383) gives

the following definition of an "efficient” market:

Meweans the ideal is a market in which ... investors

can choode among the securnities that represent

ownenship of Liwms' activities undern ithe assumption that
secundity prices ak any time "fully aeﬁiecth all available
information.s A market in which prices always "fully rellect”
all available information is "efficient".”

Fama divided the B¥H into 3 sub-hypothesis :

weak Loam, semi-strong Loam, and strong Loam.

The weak form EMH assumes that the current share
prices fully reflect all existing stock market information
(including historical information of securities),
Therefore, investors cannot benafit from examining the
historical sequence of prices and use this information for

forecasting future prices. The weak form EMH is a direct
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repudiation of technical analysis. If there is no value in
studying past prices and past price changes, there is no
value in technical analysis. Similarly, any trading rule
which uses historical price changes to predict future

prices should be of little value.

Over the years, much research has been undertaken
of empirical tests of the random walk. These results
generally confirm the wvalidity of the weak form ENH.
Several statistical techniques have been recently employed
in this research. These techniques generally fall into two
categories : those that test for trends in security prices
and thus infer whether profitable +trading rules can be
developed, and those that test such trading rules
directly. Fama (1965) has shown that the correlation in
share prices over different vperiods of time is
insignificant. This implies that price changes alone
cannot be used to predict future price changes. Various
trading rules have been simulated using historical
information to predict future price wnovements. Pinches
(1970> has shown that these trading rules have not

outperformed the market on a risk-adjusted basis.

The semi-strong form of the EMH states that the
current prices of shares not only reflects all
informational content of historical prices but also

reflects all new publicly available information about the



companies being studied {(Fama, 1%&3), Furthermore, the

ts and

u

semi-straong EMH imsplies  that tﬁe efforts by analy
investors to acguire and apalvze public information will
not vield consistently superior returns. Examples of the
type of public information that will not be of value to
investaors are cempany reports, campany announcements,
information relating ta company dividend policy,

tforthcaming share splits, and so forth.

The semi-strong form of the EMR maintains that as
sgan  as infarmation becomes pubklicly available, it is
absorbed and reflected in share prices (Fama, 1955). Even

if  thi

m

adjustment 1is not the correct one immediately, it
will in & wvery short time be oproperly analyzed by the
markat, Therefore, the analyst would have great difficulty
trying to oprofit from fundamental analysis., The pricing

mechanism 1is nat perfect nor is it predictable. Thersfore,

an  analyst will not be able to develop a trading strategy

iy

based on thess quick adiustments to new publicly available
information,

Several studies /Fettit (1972), Watts (1973} have
attempted to test the semi-strong form of the EMH to

determine the impact of new publicly available informatian

on  share prices. Ganerally, these tests attempt to analyze
if the analyst using such data, when they hecome available,
can  successtully use this information to abtain superiar

investment results,
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Fama, Fisher, Jensen, and Roll (1972) made a major
contribution to the EMH by studying share splits on the
NYSE. This study observed that the average share price of
a company rose several months preceding the share split.
After the share split was Completed there was virtually no
further increase in the average price of the share. Fana
et al. (1972) concluded that the market was efficient with
respect to reacting to the informational content of share
splits and 1its dimpact on expected changes in dividend

policy.

Ball and Brown (1968) analyzed the stock market's
ability to absorb the informational content of reported
annual earnings per share information. This study revealed
that for firms whose earnings increased, the share price
increased during the year preceding the higher earnings
announcement, Similarly, for firms whose earnings
decreased, the share price declined during the vyear
preceding the public announcement of lower earnings. Ball
and Brown (1968, ©p.175) conclude that about 85 percent of
the informational content of the annual earnings
announcement was reflected in the share prices prior to the

release of the actual annual earnings figure.



26

The informational content of dividends has been
studied by Pettit (1972) and Watts (1973), who bhoth
measured the market's reaction to dividend announcements,
Neither study found evidence that a company's dividend
announcement affected the company's share price after the
announcemnent. Vaud (1970) studied the size and direction
of price changes at around the time of changes in the
official federal discount rate. This study found no
evidence of price adjustments after two days following the
announcement. Firth (1977) studied capitalization issues
by listed companies on the LSE. This study concluded that
oapitélization issues had no impact on shares; the market

adjusted the ex-capitalization price correctly and rapidly.

The strong form of the EMH maintains that all
information publicly available and otherwise is useless to
the investor or analyst. Specifically, no information that
is available, be it public or “inside” can be used to
consistently earn superior investment returns. Therefore,
even security analysts and portfolio managers who have
access to information earlier than the general investing
public are unable to use this information to earn superior
returns. The strong form EMH also states that no group has
monopolistic access to new information; therefore, insider

information is of no value.
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There is sufficient evidence to confirm the
validity of the weak and semi-strong forms of the EMH, By
contrast, there is mno conclusive evidence to support the
strong form of the EXH, It has been suggested that
specialists on  the NYSE have monopolistic access to
information about wunfilled limit orders, and therefore are
in a position to earn superior returns. Niederhoffer and
Osborne (1966) and Reilly and Drzycimski <(1975) have
studied the role of the specialist on the NYSE. Both
studies found that the specialist is able to earn
consistently above average rates of return through block
trading and reacting to unexpécted world events. This

evidence rejects the strong form of the EMH.

Several studies have investigated the
profitability of dinsider trading. Wu (1972, p.592) found
no evidence that company insiders had performed better than
the average for the market. Lorie and Niederhoffer (1968)
showed that insiders were able to outperform the market,
They were able to predict the direction of share prices six
months 1in advance. Jaffe (1974) summarized the various
studies that investigated insider +trading. Most of the
studies reported support the hypothesis that corporate
insiders are able to outperform the market. Superior
profits were attéined when a large number of insiders were

engaged in a particular security.
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Several studies have investigated the performance
of mutual funds in the United States. Perhaps the best
known work to test the performance of professional managers
is the study of mutual funds’ by Jensen. Jensen (1968)
ghowed that the average returns of all mutual funds was
about 15 percent below the average for the market. Friend,
Blume and Crockett (1970) showed that on average the mutual
funds did as well as the average unmanaged portfolio.
Villiamson (1972) found that mutual fund managers did not
exhibit superior abilities in the selection of securities

or in predicting the direction of the market.

The weight of evidence appears to favour the ENMH.
Evidence in support of the weak form and the éemi-strong
form of the bhypothesis 1s considerable. However, the
evidence clearly indicates that company insiders and stock
exchange specialists are able to outperform the market.
Therefore, there 1s no conclusive proof to validate the
strong form of the ENMH. It can be argued that not even
large stock markets are perfectly efficient. Fama (1970}
asserts that less stringent conditions can still produce
randomness in pricing. It is argued that the market merely
needs to be "sufficiently efficient” in +the sence that
information needs to be available to a sufficiently large
number of investors and that +transaction costs are
reasonatle and mno group of investors are able to achieve

consistently supericr or inferior results. The
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neufficiently efficient” market explains randomness and
takes into account the observed inefficiencies in the

market pricing mechanisms.

2.4.1 Evidence contradicting the EMH

In recent years the EMH has recelved strong
support from academic scholars. The vast pool of evidence
supporting the weak and semi-strong forms of the hypothesis
has made EMH a settled issue on university campuses.
However, there has also been a proliferation of evidence
which is contrary to the EMH. The general reaction of the
academic scholars has been to downplay the evidence which

is contrary to their viewpoints. This section reviews some

of the evidence that is inconsistent with the EMH.

A serious challenge to the EMH is the
extraordinary performance records of certain investment
advisory services which have consistently outperformed the
market. The "Value Line Investment Burvey” has a large
following among investors 1In the United Stateé. This
advisory service has a reputation of accurataly ranking
shares 1in terms of their investment merits. Fischer Black,
a leading efficient umarket theorist tested the Value Line
shara fanking system for the ten vears ending 1973. Black
(1973> showed that the ranking system was able to

consistently predict shares offering superior returns and
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shares offering poor returns. Seligman (1983) traced the
recent performance record of the Value Line survey and
concluded that the risk-adjusted returns are lower than in
previous years. Nevertheless, the ability of the Value
Line survey to consistently outperform the market is a

serious challenge to the validity of the EMH.

Lowry’'s Reports 1is a large investment advisory
service in the United States which offers clients buying
and selling recommendations on the basis of analyzing
historical price and volume data. In an efficient market,
Lowry’s Reports should be of limited usefulness to its
followers, Bishop and Rollins have compared the returns
attained by the Lowry method of share analysis with the
naive buy-and-hold strategy. Bishop and Rollins (1977,
p.25) have shown that the Lowry method outperformed the
buy-and-hold approach fifteen +times during the twenty one
years of comparison. Furthermore, it seems highly unlikely
that such performance could bé dus to chance. The
proposition that in efficient markets future prices are
independent of historical prices 1is accepted. However,
when historical volume and share prices are combined the
resulting information may provide insights into future
price behaviour. This observation corroborates the

findings of VYing (1966).
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(ver the vyears ceveral researchers have observed
that the share pricing mechanism is influenced by the
calendar effect. Although the supporters of the EMH have
not recognised the validity of the calendar effects, this
is another area where the efficiency of markets is
debatable. The "January effect” refers to the observation
that the month of January enables investors 1o earn
above-average returns, Furthermore, most of the gains are
concentrated in the first {five +trading days of January.
Rozeff and Kinney (1976) compared the distribution of
monthly returns on the NYSE during the period 1004 - 1974.
They found statistically significant differences in mean
monthly returns for different months with the largest
returns observed in the wmonth of January, Rozeff and
Kinney (1976, p.392) alsc found that January recorded the
highest returns in a sample of Australian shares. However,
the strength of the January effect was more clearly evident

in the Australian sample.

In an efficient market the distribution of share
returns should be identical for all trading days of the
week. The empirical evidence casts doubt on the validity
of this statement. Fama (1965) reports that Monday's
variance 1s about 20 percent higher than the variance for
the other days of the week. This conclusion is supported
by the findings of Godfrey, OGranger, and Norgensternm

(1964, Cross (1973) measured the distribution of share
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prices on Fridays and Mondays on the NYSE. There was a
persistent tendency for Monday's return to be negative and
Friday's return to be positive, These results were
subsequently confirmed by studies by French (1980) and
Gibbons and Hess (1081). Bhana (1985) investigated the
share returns of companies listed on the JSE. The daily
returns ascociated with the JSE Overall Actuaries Index
were calculated for the six-year period 1978 - 1983, The
return for Monday is the lowest, and Monday is the only day
yielding a negative return. Vednesday's returns are the
highest for the five +trading days, followed by Thursday,
Friday, and Tuesday. These research findings suggest the
existence of a "weekend effect” phenomenon which yields

negative returns on Monday.

No plauvsible explanation for the weekend effect
has yet been offered. French (1980, p., 66) suggests that
unfavourable information is more likely to be released over
the weekend. It 1is further suggested that delaying the
announcement over the weekend allows more time for the
unfavourable information to be digested. This explanation
is only wvalid in inefficient markets. In efficient markets
investors would anticipate the release of unfavourable
information on weekends and its impact would be fully

reflected in Friday's closing prices,
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The existence of the weekend: effect indicates
strong evidence that equilibrium returns vary across the
day of the week. The persistent negative returns for Monday
suggest that the market pricing mechanism may be
inefficient. While there is no justification to reject the
EMH, the day of the week effect must be cénsidered as
anomalous evidence which remains unanswered. The observed
weekend effect on the NYSE and the JSE cannot be reconciled
with efficient pricing mechanism. All tests of market
efficiency rely on a necessary condition of market
equilibrium. Brown and Varner (1980) have demonstrated
that market equilibrium rests on the assumption that
equilibrium returns are constant and the mean-adjusted
return is calculated relative to the announcement dates.
The foundations of the market equilibrium model are
inconsistent with the various findings that have observed

the weekend effect.

In recent years sceveral researchers have studied
the "emall firm effect” which is based on the observation
that companies with small market capitalizations yield
higher share returns than companies with larger market
capitalizations. Since =s=mall company shares are generally
rickier +than companies with larger market capitalizations,
a greater return for the former category is expected. Banz
(1681) has shown that even on a risk-adjusted basis, small

companies earned significantly higher returns. In an
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efficient market suck an event is unlikely because the
share prices of <emaller firms would be adjusted upwards

until they provide normal returns on a risk-adjusted basis.

Several researchers conjectured that the existence
of the small firm effect suggested that risk measures were
incomplete and that the risk-return relationship implied by
the capital asset pricing model (CAPMD were misspecified.
Roll (1981) has shown that infrequent trading seems to be a
major cause of this bias in the risk measurement of small
firms. Roll (1981, p. 884) demonstrated that esmall firm
portfolios have higher auto-correlation of returns because
their constituent portfolios are less-frequently traded. It
was suggested that infrequent trading results in an
understatement of risk and a corresponding overestimation’
of risk-adjusted average returns., This finding is in
agreement with Roll's conclusion, but the magnitude of the
bias in risk measurement is too small to explain the emall

firm effect.

An investigation on the small firm effect by Keim
(1983) established that the small firm effect is somehow
associated with the_qanuary effect. This study demonstrated
that approximately half the superior returns of small firms
were accounted by fheir superior returns in January. This

startling finding suggested that some tax-related factors
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may be responsible for the small firm effect. The
tax-selling hypothesis proposes that small firms' share
values increase in January because they are recovering from
large-scale vyear-end selling associated with reported
losses. In an efficient market, the tax-selling hypothesis
is of doubtful validity. Ratiomal investors could buy small
company shares 1in December and sell them in January. Roll
(1983 tested the_tax—selling hypothesis and found that the
small firm-cum-January phenomenon did exist. However, this
explanation has not been accepted by followers of efficient
markets., Stoll and Whaley (1983) also observed a negative
correlation between market value and risk-adjusted returns,-
but they also provided <further empirical evidence which
suggests that transaction costs partially account for the

small firm effect,

Investigations of the small firm effect has
largely been- confined to the XYSE and the American Stock
Exhange (AMEXD. 0f particular interest to South African
Investors ;g whether a similar effect is to be found on the
JEE. Affleck-Graves et al. (1885)  comducted an
investigation into the amall firm effect on the JSE
covering the period 1976 - 1980. Three measures 6f size
were used, namely market capitalization, asset base, and
traded volume. It was observed that the pefformance of
large firm portfolios is superior to small firm portfolics

with respect to all +three performance measures. These
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results are clearly inconsistent with the hypothesis that
the small firm effect exists on the JSE. A possible
explanation 1is that the JSE is dominated by institutional
investors who have historically favoured investing in large

companies enjoying the status of "blue chip" investments.

Chen and Sears (1984) have investigated the
magnitude of the total risk for small and large.firms, and
the behaviour of such measures as the portfolio size is
" altered. It was shown that the relative magnitudes of total
or systematic risk in small firms are approximately four
times the respective levels found in large firms.
Furthermore, during the periog 1967 - 1981, a small firm
portfolio of any size had more risk than the typical single
large firm. Chen and. Sears (1084) conclude that because
emall firms contain such extreme amounts of unsystematic
risk relative to large firmes, diversification is essential
if investors are going to capture the small firm effect

phenomenon that is widely reported in the literature,

In recent years, companies that are neglected by
_investment analysts and institutional investors have been
investigated to determine if neglected securities performed
better or worse compared to the more popular securities.
Arbel and Strebel (1983) investigated the risk-return

characteristics of the United States securities least
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followed by 1nvestment analysts (neglected securities) for
the 10 year period 1970 -~ 1979. Arbel and Strebel (1983, p.
38) schowed that the least researched securities had
significantly higher average annual returns than the most
highly researched securities (16 percent versus 9 percent)!
This neglected firm effect was observed for 9 of the 10
years studied. Furthermore, the neglected firms also
outperformed the most highly researched firms in terms of
annual risk-adjusted returns. It was observed that the
total risk increased very slightly with neglect, resulting
in a significantly higher return per unit of total risk for

the neglected portfolios.

Arbel, Carvell and Strebel (1983) investigated the
neglected firm effect when "neglect” is measured in terms
of actual investment by financial institutions rather than
analyst attention. Arbel et al. (1983, pp. 58-59) showed
that the average annual return for institutionally
neglected securities was twice that of securities widely
held by financial institutions. On a risk-adjusted basis
the securities held by institutional investors had an
annual excess return of negative 8,58 percent, whereas the
neglected portfolio vielded 5,64 percent above the market.
The relationship between neglect and company size revealed
that on a risk-adjusted basics a strong neglected firm
effect mpersists even when size is controlled. Artel et al.

(1983) also showed that the superior performance of



neglected comganias relate to securities held in
partfolios. The results do not iamply that all neglected
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significantly negative excess veturns. The existence of the
F/E effect provides further gvidence refuting the

efficiency of the EMH.

The findings aof the previous studies of the F/E
effect employed thes CAFM in the analysis. Therefore, the
findings of these =cstudies constitute a jciﬁt test 0f the
validity of the CAPH and the efficiency of the market. The
suparierity of the low P/E portfolios found by the previous
ctudies leads to the conclusion that either the CAPM 1s
invalid or the wmarket is inefficient (or both). Levy and
Lerman {198%) emplayed a distribution-free analysis,
namely, stochastic dominance, to test the P/E effect far
424 coapanies covering the geriod 1950 - 79, They found
that low F/E portfolics outperformed high F/E portfolios
and randomly-selected portfolios when transaction costs are

ignored. Levy and Lerman ({1983, g¢. 38} showed that even
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grtfolioc of laowest F/E ratip appears in the efficient set
and portfolios with high P/E ratios are situated in the
inefficient set, It was also shown that sophisticated
investors who are able to gredict annual =arpings in
advance are abhle to identity low F/E shares relatively
gearly and thereby able-to ocutperfarm the market. Hawever
individual 1investors who opay higher transaction costs and

who are wunable to maks zarnings predictions in advance are

advised to adopt a buv-and-hold strategy.
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Fosenberg et al. (1985) selected two strategies,
namely, the "book price" strateéy and
"specific-return-reversal® strategy to test the efficiency
of the pricing mechanism for 1400 of the largest companies
listed on the NYSE and AMEX during the period 1980 - 84.
The "book value"” strategy buys shares with a high
book/equity price ratio (undervalued schares), and sells
shares with a low book/equity price ratio (overvalued
shares). The "specific-return-reversal” strategy calculates
the difference Dbetween the investment return for the
previous month on the share and a fitted value for that
return based upon common factors in the stock market in the
previous month. The differential return is the "specific
return” that is unique to that share. Rosenberg et al,
(1985) showed that both strategies independently achieved
highly significant abnormal returns which were consistent
with their prior performance in the retrospective period.
They conclude that for this cample of shares the actual
market prices are inefficient, and that both strategies
have shown persuasive evidence of market inefficiency.
Furthermore, the success of ﬁwo such diverse strategies in
detecting market inefficiency suggests that still larger
potential profits can be made, provided that investors can

identify valuation errors related to these strategies.
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The existence of the four EMH anomalies relating
to: the small firm effect; the neglected firm effect; the
Januvary effect; and the P/E anomaly, has resulted in an
empirical evaluation of the relationship among the four
anomalies. Arbel (1985) has shown that all four anomalies
are related to a common variable, called information
deficiency thét affects the investors' perceived risk.
Arbel (1985) makes a distinction between brand-name shares
and generic shares. The brand-name shares are "investment
grade shares” which are closely followed by financial
analysts and institutional dinvestors. Every piece of
relevant information is immediately recorded and assessed
in the pricing mechanism of brand-name shares. On the other
hand, generic shares are not followed by analysts on a
regular basis and also do not have the stamp of approval
from financial institutions. Here, the information is
somewhat unreliable and financial institutions thus have

very little interest in these shares.

Arbel (1985) argues that the CAPM ignores the
notion of information deficiency and the resulting
estimation risk for generic shares. Arbel (1985, p. 6) has
shown that the higher returns observed for small companies,
for low P/E shares, for neglected schares, and during
January are all related to dinformation deficiency. What
appears to be an abnormal return is actually an illuscry

result of misspecification of the risk adjustment model,
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which fails to take into considefation information
deficiency and the resulting estimation risk, When
investing 1in generic shares (small firms and neglected
chares) investors are facing a trade-off between higher
return and lower information reliability. If different
investors have different opreferences regarding the
trade-off, then generic shares with their higher returns
can exist with the lower return brand-name shares. They are
cimply not the same, and therefore, their price qnd return
should not be expected to be the same. Therefore, generic
shares will continue to provide excess returns as long as
large institutions ignore them and thereby perpetuate tﬁe

information deficiency.

In recent years, there has emerged evidence which
suggests that mnot all information is quickly and
efficlently reflected in security prices in terms of the
EMH., Fraser and DRichards (1985) analyzed the much
publicized insolvency of Penn Square Bank (United States?
and i1ts impact on the share prices of the four upstream
banks which had provided it with large loan financing.
Information on the major providers of loans to Penn Square
was wldely publicized in the financial press several months
before the failure of the bank. Therefore, the impact of
the Penn Square failure on the gshare price of the loan
providing banks' securities should have been minimal in the

period  following the announcement of Penn Square's
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incolvency. Fraser and Richards (1985) showed thét the
market required almost four months to fully assimilate the
new Information (liquidation of Penn Square Bank).
Virtually all the adjustment occurred in the first month
after the bank failure. Fraser and Richards (1985, p. 3&
conclude that these results suggest that opportunities may

exist for astute investors to outperform the market:

nWhile the data suggests that the market reacts o
new information, the data also imply that the market
i4 not always penceptive enough to elthen anticipate
the impact of certain events on adsess the actual
signiticance of these events. The market Lon the
shares of the upstream banks appearns to have been
confused fon several months aften the Penn Square
Lallune.”

Research in experimental psychology suggests that
most people tend to "overreact” to unexpected and dramatic
news events. De Bondt and Thaler (198%) have shown that
such behaviour alsc affects share prices on the ¥BYSE and
AMEX, which are generally considered to be efficient
markets. The empirical evidence is consistent with the
overreaction hypothesis, where substantial weak form market
inefficiencies are discovered. Consistent with the
predictions of the overreaction hypothesis, portfolios aof

prior "losers” were found to outperform "winners” for a
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period up to 36 wmonths after portfolio formation. The
logers earned about 25 percent more than the winners, even
though the 1latter were significantly riskier, De Bondt and
Thaler (1985) also observed that large positive excess
returns are earned by loser portfolios every January for a
period up to 5 years after portfolic formation. These
results cast further doubt on the ability of the markets to

price securities swiftly and efficiently.

2.4.2 An evaluation of the ENH

Supporters of the EMH can cite very few examples
that support the strong form of the hypothesis. Studies
that contradict the EMH are relegated to a status of
"anomalous evidence” and until recently were rarely
mentioned in the literature of the subject. Gupta (1974)
studied the performance of the mutual fund industry in
relation to the various market indices. The mutual funds
were sub-divided into several groups by size and investment
objectives during the period 1962 - 71. Gupta (1574)
demonstrated that nearly all the subgroups were able to
outperform the market irrespective of the index usad to

measure performance.

In  order to resolve the ENH controversy the
Securities and Exchange Commission (SEC) approached ihe
Instituticnal Investor to undertake an in-depth analysis of

the performance of the mutual fund industry. The SEC (1971)
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concluded that the annual risk-adjusted returns for the
mutual fund industry were 1,2 percent per year on an
annnualized basis. Furthermore, the excess returns were
found to be statistically significant at a 5 percent level
of significance. The Institutiomal Investor study
contradicts the Jensen study but is rarely mentioned in the
EME literature, However, portfolio managers and other
practitioners regularly mention these findings to their

clients.

Several studies have observed that the wusual
methods of evaluating the performance of mutual funds are
likely to be biased in favour of the ENH., Arditti (1671)
showed that several fund managers undertook greater
variablitiy in portfolio selection to increase actual
returns. Therefore, the actual returns can be expected to
deviate substantially from a normal distribution. By
ignoring the <ckewness in actual returns a blas is
introduced in the vperformance evaluation. Arditti (19671)
showed that if this bias is eliminated the performance of
mutual funds is mnot inferior to the performance of the
market index. Klemkosky <(1973) studied the performance of
mutual funds using four different measures of risk. It was
reported that the risk-adjusted performance of mutual funds
varied considerably from one measure of risk to another.
Klenkosky (1973) concluded that inappropriate risk
measurement introduced blases in the performance

measurement of mutual funds.
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The muiual funds performance study by Jensen
(1968) provided much support for the EMH. Several
investigators have raised considerable doubt on the
reliability of Jensen’s original findings. The Jensen study
assumed that all capital gains would be reinvested at the
end of each vyear. In reality, capital gains would be
reinvested  throughout the year, During a period of
generally rising prices the Jensen assumption would result
in a large understatement of the returns of the mutual
funds, Mains (1977) made adjustments for the capital gaims
to be evenly reinvested throughout ﬁhe year. Mains (1877,
7. 384>  observed thaﬁ on average the mutual funds
outperformed the market and that nearly 80 percent of the

funds earned excess returns.

The Jensen study made risk adjustments using
least-squares regression analysis (which is not a very
accurate statistical fechnique). ¥urphy (1977) demonstrated
that errors in risk adjustments has resulted in a large
time interval over which +the mutual funds had to yield
superior results to pass the test of statistical
cignificance. Murphy (1877) showed that the mutual funds in
the Jensen gctudy had to outperform the market by 5,82
percent for a period of 14 vyears for the results to be
significant at a 99 percent confidence interval. It was

further shown that several funds outperformed the market by
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over 2 rpercent for periods up to 20 years but because of
the bias in measurement of risk, the results were not
statistically sigﬁificant. Nevertheless, Jensen concluded
that there was no evidence that any mutual fund in his
study was able to outperform the market. Murphy (1977)
concludes that the results of Jensen's study are strongly
influenced by inappropriate statistical techniques used in
the analysis. In addition, Hodges and Brearly (1973)
confirmed that several statistical methods used in EMH
studies to observe consistency of superior performance are

inappropriate.

Rohrer  (1985> has traced and evaluated the
empirical evidence supporting as well as contradicting the
EMH. It was observed that the recent challenges to the EMH
comes not from investment managers but from within academia
itself. Rohrer (193%, p. 142) cites‘examples to show that
not all information is quickly and efficiently reflected in
the price of securities. It was shown that security markets
constitute a broad spectrum of efficiency, which on one end
is 'hyperefficient” - {nstantly adjusting prices to new
information - and on the other end is seemingly
inefficient, where market prices are a poor relation of
true values. Rohrer (1985) also asserts that the rational
expectations of investors about such things as dividends
and other objective information are often unrelated to

security prices. On the contrary, it is the irrational
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thinge such as investment fads (gimmicks) that is often a
dominant factor in price determination. Rohrer (1985, p.
144) also argues that in the light of the observed market
{nefficiencies, investors might do well to analyze the
latest fads as closely as they do fundamentals.
Nevertheless, the importance of market efficiency should
not be understated. The perceived efficiency of the capital
market 1s an important reason investors are willing to
invest 1in that market: they are confident that when buying
and selling shares they are not at a disadvantage in

relation to other investors.

Supporters of the EMH have presented a strong case
to support their view that markets are generally efficient,
However, there is sufficient evidence which contradicts the
strong form the EMH. This section has presented evidence
which casts doubts on the validity of the EMH. Several
researchers have observed that the use of inappropriate
statistical techniques may have resulted in a bias in
favour of the EMH. Bernstein (1977) reviewed the evidence
for and against the EMH and concluded that efficiency is in
the eye of the beholder. An investor without supefior
forecasting ability will not be able to beat the market and
will regard the market as efficient. However, there are
investors with  superior forecasting ability who can
outperform the market and will consider the markets to te

inefficient. Therefore, the efficiency of markets is
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largely dependent on the gkills and abilities of the

investor.

2.0 The efficiency of the ISE

In contrast with the extensive studies on stock
market efficiency in the United States, there have been few
such studies in South Africa. Until fairly recently there
has been a lack of computerized data on share prices of
listed companies and this may have prevented earlier
studies. Furthermore, the few studies have produced
contradictory results. The situation is similar to that in
hustralia where the different studies have produced
conflicting results. However, a common feature of the Squth
African and Australian studies is the use of small samples
for analysis. Small samples may not be representative of

the market and may therefore produce inconsistent results.

The {first major study of the efficiency of the JSE
was undertaken by Affleck-Graves and Money. The sample for
this study consisted of {ifty randomly listed companies
whose price movements were monitored for a five-year period
ending Sept§mber 1973, Affleck-Graves and Money (1975, p.
388) conclude that seventy to eighty percent of the shares

studied conform to the random walk model, thereby imputing
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efficiency to the JSE pricing mechanism. These résults are
indeed surprising when one considers that during the period
of this study the Companies Act of 1926, as amended, was in
force and it oprescribed less stringent disclosure
requirements than the present Act. A subsequent study by
Strebel (1977) showed that the JSE is only partially
efficient. Because of the small sample size, the
Affleck-Graves and Money study may not have been

representative of the market.

The recent studies on the efficiency of the J&
are of special interest. They cover the period during which
the Companies Act of 19673, as amended, and the JSE had
substantially increased the disclosure requirements.
Strebel (1977, p. 15> has suggested that the JSE is not
a totally efficient market, and that only half the shares
listed on the JSE conform to the EEH. These are companies
having high share trading volumes, averaging at least a
quarter million shares per annum. Strebel (1977, p.20) also
showed that listed companies witﬁ high share trading
volumes produce share prices that are random in behaviour.
By contrast, the low volume shares demonstrated non-random
price beha?iour, Strebel (1677, p.18) also demonstrated
that the risk-return relationship implied by the CAPM
applies only to highly traded shares, that for thinly
traded shares no such risk-return relationship could be

found; and that the beta representing the market risk is
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dependent on trading volume, rather than fundamental
characteristice of the share. Furthermore, the assumption
- of a competitive market is not strictly valid for shares
having low trading volumes. An  inefficient opricing
mechanism may cause major distortions in share prices for
emall 1issue shares which are not widely held when there is

a sudden increase in share trading.

Roux and Gilbertson (1978) carried out a study on
the daily price behaviour of twenty-four shares listed on
the JSE during the five year period ending February 19876.
This study compared the distribution of price changes on
the JSE with corresponding price changes on the NYSE. Roux
and Gilbertson (1978, p.226) showed that JSE price
distribution was <characterised by a high concentration of
the results around the mode as a result of zero price
changes, Thin markets and discontiniuty in trading might
have contributed to such distribution. The "runs test" to
determine the independence of the share prices revealed
that +the price changes were not completely random. Roux and
Gilbertson (1978, p.230) conclude +that the IJSE shows
characterictics of inefficiency. This is not to imply that
an investor could consistently achieve sguperior
performance. These findings are supported by Brﬂhmer_and
Jacobs (1681, 1p.59) who have concluded that the degree of
price dependence 1is marginal and is not sufficient to

enable investors to increase their yields.
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The performance of mutval funds (unit trusts) is
usually used as a basis for testing the validity of the
strong form of the EMH. A study at the University of Cape
Town tested the efficiency of portfolio selection by the
combined portfolio representing the 12 unit trusts in South
Africa during the period 1965 - 1880, A portfolio selection
algorithm was used to construct efficient frontiers
representing efficient portfolios. Carter, Affleck-Graves,
and MNoney (1982, p.175) bhave shown that the unit trust
portfolio’s performance was consistently inefficient during
the study period. However, this dees not imply that the JSE
is an efficient market. Carter et al. (1982, p.174) have
demonstrated that during the study period it was possible
to consistently outperform the IJSE market index without
incurring additional risk, This suggests that the JSE has

the characteristics of an inefficient market.

Seneque and Gourley (1983) conducted a survey
addressed to the financial executives of a sample of
companies 1listed on the JSE. The intention of the survey
was to determine if there was a consistency between the
respondents’ efficiency rating of the JSE and the
corresponding dividend policy. This survey is based on the
Miller and Modigliani (1961) and Black ¢(1971) observation
that in an efficient market rational imvestors would be

indifferent to the dividend policy of the firm. Similarly,
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rational managers operating in efficient markets will
pursue a '"passive residual” dividend policy which.will
declare dividends only when the firm has exhausted all
investment opportunities. Therefore, in efficient markets
both managers and shareholders are indifferent to the
dividend policy of a company. Seneque and Gourley (1983)
found that &4 percent of the responding company executives
regarded +the JSE as an efficient market. However, only 10
percent of the responding executives adopted a passive
residual dividend policy. Seneque and Gourley (1083, p.3&)
conclude that company executives generally regard the JSE
as efficient but do not regard it as perfect. The perceived
imperfections are reasons for adopting an active dividend
policy which aims to satisfy the needs of the majority

shareholders.

As a result of the high rates of inflation in the
past decade (1975 - 8&4) several large South African
companies (Barlow Rand Ltd., Sasol Ltd., etc.) have
switched from a FIFO to a LIFO bvasis of dinventory
valvation. A switch to a LIFO method of inventory valuation
has substantial economic benefits to a company. In
particular, the reduced reported earnings results in a
reduced 1liability for dincome tax, also the cash flow
position of a company is improved. Therefore, in an
efficient market the favourable impact of a change to LIFQ

valuation should bYe fully impounded in the share price at
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the time of the announcement. Xnight and Affleck-Graves
(1983) gctudied the efficiency of JSE by monitoring the
price movements of 21 listed companies that announced a
change to LIF0 stock valuation. A surprising finding of
this study was that a switch to LIFO wvaluation had a
negative impact on share priceé. Furthermore, this negative
impact was not instantaneous but was impounded into the
share prices over several weeks after the announcement.
Knight and Affleck-Graves (1983, p.31) conclude that this
suggests double inefficiency on the JSE. The market was
incorrect in evaluating the true economic significance of a
change to LIFO valuation and the market took too long to
reach an equilibrium following an announcement. These
results suggest that the JSE has characteristics of an

inefficient market.

The empirical evidence presented in this section
indicates that in comparison with the NYSE, the JSE cannot
be considered to be an efficient market. A major weakness
of the JSE is the relatively loose disclosure requirementse
by companies in South Africa compared with some overseas
countries. The detailed disclosure requirements are
prescribed by the Companies Act and in most instances the
JSE has adopted these without any changes. The compilers of
the current Companies Act made it clear that the detailed
disclosure requirements for listed companies should be laid
down by the JSE. To date, the JSE has not responded ta this

request,
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The Financial Mail (1984, p.108) has highlighted
come of the major deficiencies of the JSE: insufficient
disclosure requirements, inadequate protection given to
minority shareholders in take-over situations, insﬁfficient
controls over insider trading, afe cited as major
weaknesses of the JSE. Despite the severe criticism over
the vyears, the JSE has dome 1little to rectify matters.
Finance Week (1084, p.153) reported that the Standing
Advisory Committee on Company Law has recommended a
take-over panel to control acquisitions in South Africa.
The rationale for the proposed take-over panel is that it
will safeguard minority shareholders in  take-over
situations and will assist in inc}easing the efficlency of

the JSE.

The functioning of the JSE concerns several Qroups
either indirectly or directly. The investors are concerned
with an efficient market that accurately reflects the value
of their investments, and also with disclosure requirements
which must provide them with timely information pertaining
to their investment. The management of listed companies
have to comply with the statutory reqguirements of the
Companies Act as well as the regulations of the JSE. The
accountancy and auditing profession has to attest that the
financial statements prepared by the directors have
satisfied the requirements of +the Companies Act and the

provisions of the JSE., However, hesides the Registrar of



56
Companies, no outsider is represented on the JSE Committee
and its Listing Committee, which lays down the rules and

regulations for the listed companies.

The various committees regulating the JSE ha§e
consisted entirely of practising stockbrokers. Therefore,
it iz understandable that the JSE is more concerned with
the day-to-day operations of share-dealing which provides
its members with a livelihood. There appears to be little
concern with wider issues such as creating a more efficient
market by gemerally increasing disclosure requirements and
exercising more stringent controls over company matters
(such as insider trading). It is submitted that if the JSE
is to fully reflecﬁ the views of all concerned with the
activities of the stock exchange, then its managment should
be representative of these groups. This will strengthen the
standing of the JSE in the business world. Furthermore, the
representatives of the various groups will keep the JS
informed on matiters concerning an efficient share market.
A fully representative management coﬁmittee could also
prevent the c¢reation of a statutory body to regulate the
affairs of +the IJSE. The JSE has recognised the need for
outside representation in the management of its affairs.
The JSE has agreed in principle to the appointment of a
full time professional p;esident who will be free from the
vested interests of +trading on the stock exchange. A full

time  executive president will be able to devote his
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energies ic the ISE as no past unpaid president bhas
managed. Tony Norton bhas just been appointed as the first
Executive President, and such an appointment may well
succeed in  enabling the JSE to Dbecome an efficient
organizaiton, vigorously protecting the shareholders’
interests, consistently enforcing disclosure requirements,

and active in its control over take-overs.

2.6 The efficiency of various overseas stock exchanges

The literature on EMH is dominated by empirical
evidence on thé efficiency of the JNYSE. The evidence
presented in section 2.4 offers sufficient proof that the
NYSE can be considered to be efficient in the weak form and
semi-strong form of the EMH. [t was shown in section 2.4.1
that despite the efficiency of the NYSE there are "pockets”
of inefficiency that can be exploited by a few investors
that bhave superior forecasting ability. The discussion in
the previcus section indicated that compared to the NYSE,
the JSE shows characteristics of an inefficient market. The
intention of this section is to evaluate the efficiencies
of certain stockmarkets in Europe, Australia, and the Far
East. A knowledge of the efficiency of these markets is of
particular = importance to South African  investors

contemplating international diversification.
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The general consensus in the EMH literature is
that the NYSE and the LSE are the world’s major stock
exchanges. We would therefore expect the LSE to be an
efficient share market. A study by Girmes and Benjamin
(1575) confirms the efficiency of the LSE by showing that
the prices of only 20 percent of all shares traded deviated
from the random walk. Girmes and Benjamin (1875, p.140
observed that there was a strong association between the
size of a company and the behaviour of its share price. The
larger the company, the greater the likelihood of a random
movement in its share price. A major factor contributing to
the ”randomness” in share price is the amount of dealing in
the relevant security. The greater the capitalization and
public 1image enjoyed by the larger companies the greater
the dealing of their shares, and the better the chances of

a random movement in prices.

Firth (1977) studied 227 capitalization issues
made by companies listed on the LSE during the period 1973
- 74, Firth cbserved that capitalizaticn issues, in

themselves, bhad no impact on share prices. Any superior

share price was due entirely to the associated dividend and

earnings implications of a capitalization issue.
Furthermore, the market adjusted the ex-capitalization
price correctly and rapidly - as gpredicted by the ENH,

These results offer additional evidence supporting the

"semi-strong” efficiency of the- LSE. PFirth (1672, p.67
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alsoc schowed that the recommendations made by investment
analysts produced no evidence against the EMH. It was shown
that the information content of newspapers appeared to be

fully incorporated in the share prices almost immediately.

Solnik  carried out a test to determine the
efficiencies of & major stock markets operating in the
Buropean Economic Ccommunity (EEC). Solnik (1973, p.11%2)
observed that the ZEuropean Stock Exhanges satisfy the
requirements of efficiency but compared to the United
States they are less efficient. It was further observed
that the LSE 1is much more efficient than other members of
the EEC, It was found that, in terms of shares traded, the
LSE and the NYSE have far greater trading activity than the
other members of the EEC and this contributed to the
relative efficiency of +the former group. Solnik (1973,
p.1158) offers the following reasons for the lower share

market efficiency of the EEC countries:

v@xpiczﬁati.orm Lon these deparntunes from the aandom
walk can probably be found in some technical and institutional
characteristics of Eunopean capital markeits: loose nequinements
Zon disclosune of information, no controd on insidens’

trading, thin markets, discontinuity in trading.”
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kelatively few studies have been performed on the
efficiency of German share prices. Conrad and Juttner
(1973) monitored the price movements of 54 of the largest
and most actively +traded shares on the German stock
exchange. Runs analysis and serial correlation tests
indicated that the price movements over different periods
are not independent. Conrad and Juttner (1973, p.58D)
showed that thé German stock market was unable to discount
properly the positive news during an upswing of economic
activity and of negative information during a downswing of
economic activity. These results assume added significance
when it 1is considered that the sample studied consisted of
the largest and most actively +traded companies on the
German stock exchange. The empirical evidence supports the
view that the German stock market cannot be considered to

be efficient in terms of the EMH criteria.

¥cDonald (1973) studied the efficiency of the
Paris Stock Exéhange (PSE), commonly known as La Bourse de
Paris. The ‘sample of this study was eight of the largest
mutual funds in France whose performance during the period
1667 - 69 was evaluated against the market index. Cohn and
Pringle (1973) have shown that during the study period
there was no organized security analysis industry in
France, The French  banks, as largest institutional
investors, had specialized staff engaged in investment
research. The larger French banks enjoyed substantial

advantages in financial analysis and access to current
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information on French companies. The investment performance
of mutual funds managed by the French banks constitutes a
strong form test of the efficiency of the PSE. McDonald
(1073, 7p.1177> showed that all eight of the mutual funds
produced excess returns on a risk-adjusted basis, with 6
funds vyielding excess returns of between & to 28 percent
per amnum. The evidence suggests that mutual fund managers
in general possessed superior analytical ability and were
able to outperform the market. McDonald (1973, p.1178)
concludes that his findings support the widely held view by
French investors that the PSE was inefficient with respect
to the completeness and speed of dissemination of

information relevant to securites.

A more recent study on the efficiency of the PSE
was undertaken by Hawawini et al. (1983), This study
observed the relationship between average risk and return
of a sample of 144 most actively traded shares on the PSE
during the period 1669 — 79, Hawawini et al. (1083)
estéblished that the relationship between the average
returns and the risk _of ordinary shares was generally
negative: portfolios with lower risk levels earned a return
that was much higher than the return of higher risk
portfolics. The persistence of a negative risk-return
relationship over a period of 10 years is not possible in
an efficient market. Stonham (1681) has shown that the

inefficiency of the PSE is due to factors peculiar to the



62
French equity market: the market is dominated hy
institutional investors who do not bhave investment
flexibility, have poor 1liquidity, thin markets, and lcose

disclosure requirements.

Palacios (1975) made a detailed study of the
Spanish Stock Market (SSM). The three major stock exchanges
in Spain are located in: Madrid, Barcelona, and Bilbao.
However, the Xadrid BExchange is the most important and
accounts for the bulk of the trading volume. This study of
the SSM covered the period 1961 - 71. Spanish mutual funds
were introduced in 1966 and have now assumed the role of
dominant investors on the SSH. The other institutional

investors are not actively involved in share investments.

Palacios (1975, p.147)> has shown that the
efficiency of the SSM has undergone major changes during
the study period. Prior to the emergence of mutual funds
(1961 to 1966) the market was very inefficient. 1t was
shown that during the study period Spanish firms were not

.required to have their financial statements audited.
Therefore, Spanish firms may have traditionally disclosed
inaccurate financial statements to minimize tax exposure.
The financial statements were of 1little value to the
investors., The absence of accurate and timely information

contributed towards an inefficient market.
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The performance of the Spanish mutual funds during
the period 1966 to 1971 was used to determine any possible
changes in market efficiency. Palacios (1975, p.142) showed
that bhalf the mutual funds were able to outperform the
market, These results support the conclusion that, on
average, the mutual funds were not able to outperform the
market. It was also shown that until 1969 the mutual funds
consistently outperformed the market., However, 1in the
post-1969 pericd the mutuval fund performance corresponded
very closely to that of the market average. The mutual
funds in Spain are closely associated with large banks who
usually have access to current information on large
companies. Palacios (1975, p. 147) concludes that the SSM .
has Dbecome increasingly efficient and that this is probably

due to the activity of mutual funds.

The Oslo and Stockholm stock exchanges are the
smallest 1in Europe and are not very well known outside
Scandinavia. The Stockholm Stock Exchange (SSE) is the only
one 1in OSweden. There are a number of stock exchanges in
Rorway but the Oslo Stock Exchange is by far the largest.
The relatively small size of the Norwegian and Swedish
stock markets suggests that they are 1likely to be less
efficient in the weak form of the EMH than a larger market,
implying that share prices in small markets are less likely

to follow a random walk,
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Jennergren and Korsvold (1975) investigated the
cshare price movements of 1% Norwegian and 30 Swedich
shares. These shares were the most actively traded shares
on the . respective stock exchanges. Nevertheless, the
activity of these shares was low in relation to the shares
on the larger stock exchanges. Jennergren and Xorsvold
(1975) conclude that the price changes are not independent
random variables in the Caée of the majority of the
Norwegian and Swedish share prices investigated., This
implies that the random walk hypothesis is probably not an
accurate description of share price behaviour on the

Norwegian and Swedish stock markets.

A further study of the efficiency of the SSE
investigzated the profitability of filter rules in relation
to a buy-and-hold strategy. Jennergren (1975) used the same
daily prices of the 30 shares on the SSE that was used in
testing the random walk hypothesis. Jennergren (1975, p.61)
has schown that filter rules do not appear to be profitable
for private investors because of the high marginal tax
rates, However, institutional investors and investors
trading as a corporation enjoy a favourable tax treatment.
Jennergren (1975, 1p.65) has identified several profitable
filters on a pre-tax basis, implying that there may exist
profitable trading rules for certain institutional
investors. The SSE  exhibits large deviations from

randomness  which  enables the exictence of profitable
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trading rules. The existence of profitable trading rules
confirms the findings of Jennergren and XKorsvold (1975)

that the SSE is not an efficient market,

Forsgérdh and Hertzen (1975) have tested the
semi-strong form efficiency of the SSE. This study measured
market expectations by making a direct measurement of those
expectations that were actually bheld by influential
iﬁvestors and financial analysts. Earnings expectations
were obtained from representatives of the various
institutional investors. The impact of these earnings
expectations on the market price of shares was measured.
The regression analysis indicated that the new earnings
information had a significant impact on share prices.
Forsgérdh and Hertzen (1879 conclude that the market
expectations on the SSE can be approximated by the
expectations of a small group of influential investors and
financial analysts acting as opinion leaders. It was also
shown that price adjustment to new information is rapid -
the bulk of the price adjustment occurs in the announcement
week, It 1s further concluded that these results lend
suppart to the hypothesis that the SSE is efficient in the

cemi-strong form of the EMH.

Pogue and Solnik (1974) tested variocus aspects of
the market model to determine the efficiencies of seven

Buropean countries and the KYSE during the pericd 1066 -
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71, The seven Eurcpean countries were: Great Britain,
France, Germany, Italy, DBelgium, Netherlands and
Switzerland. The purpose of this study was to measure the
stability of various market model parameters representing
market efficiency. This study confirmed that the NSYE is by
far the most efficient share market in terms of the random
walk hypothesis and the various tests of market stability.
Pogue and Solnik (1974) have shown that there are
substantial differences in the efficiencies of the various
European countries. The four major Buropean share markets
(Great PBritain, France, Germany and Italy) are less
efficient than the NYSE. However, the magnitude of
inefficiency of these markets is not substantial. The three
smaller European markets  (Belgium, Netherlands, and
Switzerland) have characteristics that reflect major market

inefficiencies in comparison with the HYSE.

In recent years, the Hong Kong Stock Market (HKSH)
has attained spectacular returns in highly volatile market
conditions and has acquired a reputation of being
irrational. The HKSK consists of four markets but they can
be considered as one exchange because of the considerable
overlapping of share 1listings. The HKSH is a relatively
small market with a market capitalization of about 3
percent of the ¥YSE. Nevertheless, it is an inportant
market and is now the third largest in the Pacific Basin,

after Japan and Australia. A knowledge of the efficiency of
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the HXSM is of particular importance because of the large
cums of intermational funds that are invested in this

market.

Dawson (1982) investigated the efficiency of the
HKSM in terms of the strong and semi-strong form of the
E¥H. This study concerned itself with the investment
recommendations by Sun Hung Xai which 1s the largest
brokerage firm in Hong Kong. The firm provides its clients
with a regular newsletter giving the following
recommendations: buy, buy on weakness, hold, and sell. In
an efficient market Sun Hung  Xal's investment
recommendations would not be of benefit to investors. The
risk-adjusted returns for each category of recommendation
was analyzed for the period 1974 to 1980. It was shown that
during the study period the buy recommendation produced
large positive returns and the sell recommendaiton
consistently yielded negative returns. Furthermore, the
market did not adjust gquickly to the various
recommendations. Shares having favourable recommendaticns
rose continuously over the following year. Shares having a
sell recommendation continued to decline in value for
several months. Dawson (1882, p.20) concludes that the HKSH
has characterictics of an inefficient market. However, the
market 1is not dirraticnal as perceived by several market
observers. Not all recommended chares rose in value and

investors who did not diversify may have suffered losses.
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Dawson (1984  extended his investigation to
determine if the efficiency of the HKSM had changed during
the 1974 - 82 period. Residual returns were calculated to
determine the usefulness of the recommendations given in
Sun Hung Kai's newsletters. If the market is efficient the
expected residual returns should not be statistically
different from =zero. It was shown that 1974 had only 5
recomnendations and 1980 and 1081 were periods of extreme
market volatility. Therefore, these years were eliminated
from the study and the average residual values during the
remaining vyears (1975 to 1979) were calculated. It was
shown that the average residual values declined
continuously during this period and approached zero for
1979. Dawson (1984) concludes that there was a pronounced
trend towards market efficiency on the HKSN during the
period 1975 - 79. However, there is no indication whether
this trend toward efficiency will be resumed or whether the

inefficient conditions will occur again.

After Japan, Australia has the second largest
stock market in the Pacific Basin. The behaviour of the
share market in Australia is important to South Africa
because of the similarities in size and compositicn of the
markets in these countries. Juttner and McHugh <(1976)
analyzed the share price behaviour of companies listed on

the Sydney Stqck Exchange. It was found that very few
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chares behaved randomly and that the share market "is mnot
even efficient in the weak sense"”. The investigators found
that the reasons for share market inefficiency were similar
to those cited by Solnik (1973). Furthermcre, the higher
trancaction costs of share dealing in Australia also
contributed towards lower market efficiency. These results
contradict the earlier study by Praetz (1873) which
suggested that there were only small departures from the
random walk. However, the Praetz study was based on a small
sample and the results may not have been representative of

the market as a whole.

A recent study by Brown and Valter (1682) confirms
that the Sydney Stock Exchange shows various
characteristics of an inefficient market. However, ihe
- efficiency of the market has improved substantially when
compared with the efficiency reported in the earlier
studies. Brown and Walter (1982) observed that not all
shares on the Sydney Stock Exchange conform to the EXH
criteria. Only the institutional favourites, which have
high trading volumes are efficiently priced. It was also
obsgerved that the lower transaction costs and increased
disclosure requirements have contributed +towards the
increased efficiency of the market in recent vyears.
Nevertheless, a large percentage of the listed shares have
extremely low trading volumes and are not efficiently

priced. These securities present opportunities to astute
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investore who are able to identify undervalued and

overvalued securities.

The Securities Exchange of Thailand (SET) is one
of the world's smaller stock exchanges, having only 81
companies listed in 1082. Sareewiwatthana and Malone (1985)
have investigated the efficiency of the SET. It was
observed that the SET has several characteristics in common
with other +thin markets, in that a large number of shares
are 1inactive, It was also observed that some individual
securities are very inactive and may not react fully to
changes in available information. In additicn, most
companies 1listed on the SET are not quite public companies.
It was shown that even the +thirty most actively traded
securities are vpractically <family controlled companies.
Inactivity coupled with the fact that information is not
readily available may enable market participants to
manipulate trading on the GSET. Consequently, information
available only to insiders has in the past been used to
generate  abnormal returns. Sareewiwatthana and Malone
(1685) conclude that the SET appears to be less efficient

than most other stock exchanges.

This section has reviewed several studies relating
to the efficiency of the various stock exchanges outside
the United States. The general consensus 1is that the

world's major stock exchanges, namely, New York and London,
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are efficlent 1n the weak form and usually in the
semi-strong form of the EMH. The studies relating to the
stock exchanges in Europe and countries 1in the Pacific
Basin suggest that these markets have characteristics of an
inefficient market. These markets are generally small and
therefore the conditions necessary for market efficiency
may not exist. Ang and Pohlman (1978) have shown that in
small markets departures from randomness arise from: the
ability of large investors to manipulate the market through
privileged information, market thinness making it difficult
for investors to acquire new information, and the pricing

mechanism being distorted by infrequent trading.

2.7 Market efficiency and investment strategy

The details of the various investment strategies
that are available to investors are discussed in section
3.8, chapter 3. There are basically two investment
strategles availlable to investors, 1.e. either active or
passive. The passive strategy 1is based on the assumption
that share markets are generally efficient and there is
limited =cope for auiaeaa‘in either selection or timing of
investments. [t implies the <creation of well-diversified
portfolios at predetermined risk levels and holding the
portfolios relatively unchanged for the long run. Passive
portfclios are characterised by véry low investment

turnover, hence minimum transaction costs, reduced
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management expenses and .low levels of risk. The active
strategy considers the holding period for the portfolio to
be temporary. Once the favourable expectation disappears,

another portfolio is chosen which is expected to outperform

the market.
A South African investor embarking on
international diversification should pay particular

attention +to the efficiencies of the various averseas stock
exchanges. An analysis of the risk-return characteristics
of different stock markets will provide guidelines
regarding the guantity of funds to be invested in the
different countries. The next important question is the
investment strategy to be followed in the specific overseas
stock exchanges. The appropriate investment strategy should
be implemented on the basis of evaluating the efficiency of

the stock market where the investment is to be made.

The discussion in the previcus sections has
established that only the NYSE and to a lesser extent the
ILSE can be regarded as efficient markets in terms of EMH
criteria. This being the case, a passive investment
strategy 1is more appropriate for a South African investor
ceeking to invest in these markets. There are several index
funds avéilable in the United States that are designed to
replicate the market returns. An index fund is

representative of the entire market and therefore, the rick
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of the investment is reduced to the systematic risk.
Investment in  index funds will enable South African
investors to earn approximately the average return of the
NYSE and at the came time minimize the cost and risk of the
investment., The suggested strategy for investments on the
LSE is a buy-and-hold policy for a diversified portfolio or
to invest in highly diversified unit trusts. Bowever, the
LSE is 1less efficient than the NYSE and opportunities to
outperform the former market may exist. For those investors
that have superior forecasting abilities, a combination of
an active-passive strategy is suggested. An active policy
is pursued for those securites that are deemed to be
undervalued. The remainder of funds, if any, are invested

in a highly diversified portfolio.

In the previous section (2.6) it was shown that
the majority of the markets in Europe and the Far East show
characteristics of inefficient markets. Therefore, an
active investment strategy is more likely to succeed in
these markets, The investors will have to undertake
detailed investigations to  identify  undervalued and
overvalued securities in these markets. A direct
investment should be made in these securities considered to
be underpriced. Furthermore, an active investment strategy

is pursued for these securities. Any securities considered
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“to e overvalued will be sold and be replaced by securities
which are expected to outperform the market. Any surplus
funds, if any, will be invested in unit trusts or a

diversified portfolio on a buy-and-hold basis.

A combination of an active-passive investment
strategy seems appropriate for investments in the different
overseas markets. In  an efficient market a greater
percentage of the 'funds should be passively invested in
highly diversified potfolios that have risk and return
characteristics of the entire market. An active investment
strategy is followed to the extent that special situations
" for abnormal gains can be identified. In inefficient
markets, a greater percentage of the funds will be actively
invested in securities that have the potential to
outperform the markét. An active investment strategy will
be followed so that market inefficiencies are continually
exploited. The optimizing principles developed by modern
portfolio theory could be used to determine the optimal

active-passive Investment mix for a specific country.

2.8 Summary and conclusions

Kuch of the evidence supporting the EMH is based
on securities listed on the NYSE. While there is sufficient
evidence on the NYSE to support the efficiency of the weak

form and semi-strong form of the E¥H, no conclusive
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evidence supporting the strong form of the hypothesis has
been found. Academic écholars have concluded that the stock
markets are ‘"sufficiently” efficient. However, in recent
years a vast amount of evidence against the EM{ has been
collected. This anomalous evidence has yet to be reconciled
with the ENH. In particular, several investment advisory
services have provided their clients with recommendations
that were able to consistently outperform the market for

lengthy periods.

Recent evidence éuggests that not all information
is quickly and efficiently reflected in the share price of
securities. It would seem that the securities markets
constitute a broad spectrum of efficiency ranging from the
hyperefficient to the seemingly inefficient. A possible
reason for market inefficiency is that investors tend to
overreact to unexpected and dramatic news events. There
have been cases when irrational factors such as investment
fads have played a dominant role in price determination.
Several  researchers have  observed that the use of
inappropriate and unreliable statistical techniques may

have resulted in a bias in favour of the EMH.

oeveral EMH anomalies such as the January effect,
weekend effect, small firm effect, neglected firm effect,
and the P/E effect have been identified, These anomalies

have  demonstrated ©price characteristics that are not



consistent with efficient wmarkets., Empirical evidence
suggests that the CAFM 1ignores the notion of information
deficiency and the resulting estimation risk assaciated

with these EMH anomalies, The evidence also suggests th

it}
+

the higher returns observed for small companies, for low
F/E shares, for neglected shares, and during January are
all vrelated to information deficiency. These EMH anomalies
can be expected to continue providing excess returns as
lorg a&s the large institutional investors ignore them and

thereby perpetuate the information deficiency.

¥night and Affleck-Grave
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stock exchanges are very cmall and do not -conform to the
requirements of an efficient market. It was also shown that
the Hong Kong and Australian share markets show
characteristics that are consistent with inefficient
markets. A common feature of these smaller markets is that
their efficiency seems to be improving as they become more
sophisticated. Nevertheless, their relative inefficiency
should provide favourable opportunities for South African
investors desiring to invest in these countries. Based on
the relative efficiencies of the various overseas markets,

broad guidelines on the appropriate investment strategy to

be pursued will be suggested.
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CHAPTER 3

PORTFOLIO THEORY AHD CAPITAL MARKET THEORY

3.1 Introduction

The purpose of this chapter i1s to present a
historical development of investment portfolio theory. The
intention 1s to trace the evolution of portfolio theory
from the shortcomings of investment practices of the early
days, to the present, where i1t has attracted increasing
attention by academics and professional portfolio managers.
The contribution of MNarkowitz to the concept of portfolio
theory will be discussed as it laid the»foundations for the
development of the capital asset pricing model (CAPM). It
will be shown that the capital market theory contains
substantial refinements to the portfolio theory originally
developed by Markowitz, It will also be shown that
international diversification lowers the systematic risk
and thereby reduces the total risk of a portfolio. Based on
empirical evidence, several weaknesses of the CAPX will be
identified and an alternative approach to security pricing,
namely, the arbitrage pricing theory (APT), will be

discussed.
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development of portfolic theory was the pioneering article

on this subject by Markowitz in 1952, Frior to this period
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the greatest euwpected rveturns, Harkaowi
gshowed that diversification was necessary to minimize

risk aof portfclio investament:

nThe hypothesis (on maxim) that the investon does
on should maximize discounted neturn must be nejected. JE
we ignore market imperfections the fornegoing rule neven
implies that there is a diversified porntfoldio which i4

t offe

z (1952, 8.7

preferable to all non~diversified portfoldios. Diversification

L3 both observable and sensible: a rule of behaviour which
does not imply the superniornity of divernsification must be
nejected both as a hypothesis and as a maxim."

Prior to Markowitz, performance evaluation

o+

investments did not express quantitatively the relatiaon

betwean risk and return acsaciated with investmentcs (Cohap

et al., 1982)., This lack of a guantitative measure of ri

created auch confusion in evaluating portfoliocs. Investment

managers generally compared their rezults to hroad market

indices bhut made no allowances for the leval of risk of the
portfolio, During this period aggresdive investment
managers frequently boasted of their ability to outperform
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the market, However; the achievement of these portfolio
managers did not necessarily reflect superior capabilities,
but rather their propensity to take on higher risks. This
shortcoming in the measurement of investment performance
provided the opportunity for researchers to express risk in

quantitative terms.

Markowitz provided a theoretical framework, for
the construction of optimum portfolios. Markowitz's theory.
assumes that the expected returns are normally distributed,
and that the investor acts as if money has a diminishing
marginal utility. Markowitz (1952) further suggested that
rational investors Qould conduct themselves in a manner
which reflects their basic aversion to increasing risk
without compensation by a sufficient increase in expected
return., It 1s further stated that the expected utility will
be maximized if the investor holds a portfolio which
maximizes expected return for a given level of risk
represented by variance and minimizes variance for a given
expected return. Markowitz (1952, p.80) showed that the
variance of portfolio returns is the weighted average of
the covariances between the returns of the individual
securities. Thus, Markowitz played a pioneering role in the

quantification of investment risk of portfolios.

Markowitz (1952) further refined his framework for
systematic construction of optimum portfolios by suggesting

that investors should try to minimize deviations from
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expected portfolio rate of return by holding securities
that have a low degree of covariance. Effective
diversification is only obtained if the portfolio contains
securities that do not fluctuate in a similar fashion, so
that the variability of the portfolios' rate of return
becomes significantly less than the variability of the
constituents of the portfolio. The correlation of returns
between securities is measured by the correlation
coefficient (r), which may be positive, negative or zero.
‘The important consideration when a security is added to a
portfolio is the correlation coefficient between the
security and the rest of the portfolio. A low correlation
coefficient enables a reduction in the risk of a portfolio.
Markowitz made a major contribution to portfolio theory by
showing that individuval securities are not risk
independent, and that this 1interdependence between
securities should be explicitly taken i1nto account in

portfolio construction and evaluation.

Markowitz (1952) showed that in constructing
portfolios, 1t 1s necessary to determine for each security
the mean expected return, the expected standard deviation
of return, and a covariance of return with each other
security in the portfolio. Given this specific information
for each security, Markowitz showed how quadratic
programming could be used to calculate a set of efficient
portfolios available to investors. Only portfolios lying on

the efficient frontier can be considered to be optimal.
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In figure 3.1 curve ABC traces the efficient
frontier available to investors. Any portfolio lying below
the efficient frontier can be considered to be inefficient
or suboptimal. Portfolio D can be considered to be
inefficient because portfolio A could produce the same
expected return but at a lower risk level, while portfolio
B could produce the same degree of risk as D but would
yield a higher expected return. It must be remembered that
an efficient portfolio will not retain its optimum status
over a period of +time because of changes in the price of
securities. Therefore, optimum portfolios will have to be

constructed for each review period.

Markowitz (1052) used the full covariance model to
construct an efficient set of portfolios. The model
generated the efficient portfolio set between the limits of
zero and infinity of +the return to risk tradeoff for
investors (see figure 3.1). The standard deviation of the
portfolioc 1s the square root of the variance formula. The
variance equation includes variance and covariance. The

equation for a two-security portfolio can be written as:

where: V; and Wj are the weights of securitiesiandj,

op2 is equal to the variance V of the portfolio,



84
Pi;j is the coefficient of correlation of gecurity i
to security j,
o 9 is the standard deviation of security i,

times the standard deviation of security j.

In equation (i) the expression representing covariance is:

The first part of equation (i) represents the variance
measured by the weight squared (¥i% ) of the security (i),
times the standard deviation ( giz ) of security plus the
weight squared of security j .<wj2 ) times the standard

deviation squared (sz).

The basic purpose of the quadratic programme is
to find the combination of securities where the standard
deviation of the ©portfolio 1s a wminimum. For a
two-security portfolioc the quadratic programme develops
that combination of two securities where the standard
deviatlion of the portfolio 1is the lowest. As a general
case, the basic purpose of the guadratic programme is to
develop all combinations of portfolios that have the lowest
risk for each 1level of expected return between the limits
of 0 and = {infinity), as can be seen in figure 3.1. The
slope of the efficient fromtier of securities in figure 3.1
marked O means that the slcpe of the line at that point is

0, and represents the point of lowest risk. The slope of
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the efficient frontier at « 1is so designated because the
slope at that point is infinite. The slope is represented
by the symbol » . For every i there is a specific return

(Bp> and risk o The purpose of the guadratic programme

D
is to find those values for every point (A ) on the
efficient frontier. The value established at each point is

referred to as the objective function,¢ .

The objective function is found by finding the
minimum °p for every level of Ep. The equation for the
objective function is: ¢ = AEp - °p, where ¢ is the
function that is to be maximized at every point X in the
efficient front&er for each Ep where Op is minimized. It
is apparent that when more than two securities ére to be
put together to form efficient portfolios, the process
becomes quite complicated if the investor must calculate
the expected returns and standard ~deviation for each
security and for each portfolic, and also estimate how the
return on each security correlates to the return on every
other security. It takes a substantial amount of time to
calculate an optimum combination of securities in a
portfolio of more than two securities. Therefore, a
computer based quadratic programme is utilized to expedite

the computations.

The discussion of optimum portfolios suggests that

investors should be guided by three bhasic principles :
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First, securities included in the portfolio should be
efficient - that 1s, possessing the highest expected return
with the lowest expected risk. Second, in order to reduce
risk, the investor should select securities not merely with
the highest return but with returns that are negatively
correlated or that bhave a low positive correlation. This
will result in achieving the highest possible return with
the lowest possible risk. Third, after the securities are
chosen, the portfolio that offers the highest return and
lowest risk can be obtained by shifting the weights of the
securities in the portfolio, It is important to have not
only the correct (efficient) seéurities in the portfolio,
but also the correct amount of each security; the correct
weights are determined by the way in which the securities
work together to establish the risk and return of the
portfolio. The standard deviation and coefficient of
correlation will determine the combination with minimum
standard deviations, The basic emphasis in portfolio
management 1s to make certain that risk is as low as
possible for every possible return for one security or a

portfolio of securities.

The concept of the efficient frontier developed by
Markowitz (1959) is basic to the understanding of portfolio
theory. Agssume that in the marketplace, there are a fixed
number of securities available to investors. Each of these

securities has its own expected return and standard
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deviation. Many securities with the same expected return
have different standard deviations; others have the same
standard deviation but vary in expected return. The
investor is expected to select the security that offers the
highest return and lowest standard deviation. To
facilitate portfolio selection all securities are ranked on
the basis of risk and return characteristics. The return
and risk are based on the expectation of the analyst or

based on predictions of forecasting models.

A starting point in the construction of efficient
portfolios 1is the calculation of return and standard
deviation for each security available., Thereafter, a set
of efficient portfolios i1s constructed from which the
investor can select a portfolio that offers the level of
risk and return that 1s acceptable. Sharpe (19863) has
shown that a portfolio is considered to be efficient if no
other portfolio gives a higher expected return with the
same standard deviation of return, or a lower standard
deviation of return with the same expected return.
Furthermore, there 1s also relationship between expected
return, standard deviation, and the number of securities.
One portfolio will contain only one security which will
offer the highest risk and return. A second portfolio will
include a second security, and both the return and risk
will be lower for the second portfolio. This illustrates

an important principle of portfolio diversification : the
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only way to obtaiﬁ a lower risk is by accepting a lower
return, and the only way of reducing risk in a portfolio is
by additional securities. The second security need not be
added in an amount equal to the first; it is necessary to
add only an amount that reduces risk and reward. For
example, the first portfolio may consist entirely of
security 1, and the second portfolio might consist of 90
percent of security 1 and 10 percent of security 2.
Another portfolio, with three securities, will have a lower
return and lower risk than the second portfolio. The
securities are combined in such a way that as each security
is addéd, it.will produce the lowest risk. Securities are
added among all those in the market until the efficient set

of portfolios is established, as depicted in figure 3.2.
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Figure 3.2 The capital market line and Markowitz'’

efficient frontier

In figure 3.2 the ellipse represents all possible
combinations of securities into portfolios that can be put
together from all securities available in the market. Each
point represents a portfolio with specific risk and return
characteristics. Portfolio ¢, for example, has a specific
expected return and standard deviation. However, portfolio
¢ 1is not efficient, since portolio B has the same expected

return but a 1lower standard deviation. Portfolio d has a
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higher return and the same risk as portfolio c¢. Although
portfolio d 1is more attractive than portfolio ¢ it is not
efficient, since portfolio e has a still higher return with

the same degree of risk as c.and d.

Portfolio A 1s a single-security portfolio that
has the highest return and risk, and in no way can we
improve on 1ts risk to return ratio. As we move to the
right on the curve, return decreases and the risk
increases. If we move to the left on the curve, return'
decreases and risk decreases. Therefore, we are on the
efficlent {frontier, which 1is shown by the shaded area of
the parabola. It represents all possible portfolios that

are "efficient" as we move to the left and down.

In the calculation of portfolio return and risk,
the coefficient of correlation of one security to another
1s calculated along with the variance of one security to
another, The efficient frontier represented in figure 3.2
includes all possible combinations of portfolios A, M, and
B. The other dots on the efficient frontier represents
other portfolios with "efficient” risk to return
characteristics. The efficient portfolio generated by the
quadratic programme provides an investor with the portfolio
of minimum risk. The use of the programme eliminates the
problem of how to diversify among risky assets, It
eliminates the notion that naive diversification (equal

amounts invested in each security) is a sound way to select
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risky securities. However, it still leaves the decision

about the balance between risky and riskless assets up to

the investor.

Markowitz's contribution to portfolio theory has
been subject to criticism by academics and practitioners. A
cserious question against Markowitz's portfolio model is
whether the standard deviation is an acceptable measure of
risk or not. Markowitz uses historical data as a basis to
determine the probable variability of a security’s rate of
return to determine risk. However, for long-term investors
with no 1liquidity problems, price variability is not an
appropriate measure of risk. For such an investor the risk
of bankruptcy is more important than short-term security

price fluctuations.

Another weakness of the Markowitz portfolio model
is that it requires an unmanageable volume of data and
number of computations. Each time a change to the existing
portfolio is to be made, the entire range of possible
securities must be re-examined to preserve the desired
risk-return relationship. Fisher (1975, p.75) has shown,
for example, that selecting a portfolio from a list of 1000
securities, it would be necessary to calculate 1000
expected returns, 1000 standard deviations, and 499 500
covariances. The large volume of input and the amount of
computer +time 1o compute an efficient portfolio would

appear to be not economically feasible.
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Despite the limitations of his portfolio model,
Markowitz has made a significant contribution to the
development of modern portfolio theory. Several researchers
have refined and adjusted the Markowitz portfolio model so
that a more workable model is available for those involved
in portfolio selection., Narkowitz's major contribution to
portfolio theory is to draw attention to the total
portfolio risk and not the risk of a security in isolation

when securities are selected.

3.3 Capital Asset Pricing Model (CAPX)

The CAPM model was developed by Sharpe (1964) and
was further refined by Lintner (1965). This model is based
on several assumptions of the behaviour of risk averse
investors. The key assumptions of the CAPM are: - the
capital markets are efficient and investors are fully
informed, there are no transaction costs; - no single
investor 1s able to influence the price of securities; -
thé individual 1is able to borrow and lend at the risk-free
rate of return; - investors hold homogeneous views on the
risk-return characteristics of securities and therefore
have the same efficient frontiers. It is obvious that many
of these assumptions do not accord with reality. However,
Sharpe (1964) has stated that the practical reality of the
assumptions are not important, but rather the acceptability
of 1ts implications. The capital market line representing

the CAPM is illustrated in figure 3.2.
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Ry MA is the capital market line which describes
the trade-off between the expected return and the risk of
holding a combination.of risk-free securities and the risky
market portfolio. The risk-free rate of return (Rp) is the
intercept on the vertical axis and represents the reward
per unit of time which the investors earn for deferring
consumption., The slope of the capital market line
represents the market pricelof risk, and can be viewed as
the reward per unit of risk undertaken. Since most
investors are averse to risk, each additional unit of risk
in an efficient ©portfolio must be rewarded in the
securities market if equilibrium is to be attained. All
efficient portfolios are expected to earn a risk premium in
proportion to the additional risk undertaken. Investors are
expected to have portfolios which combine the risk-free

asset with risky assets.

The CAPMY can be contrasted with the Markowitz
model of portfolio selection. The Markowitz model adjusts
risk by moving up or down the efficient frontier of
alternative portfolios. By contrast, the CAPM adjusts for
risk by borrowing and lending against a single optimal
risky portfolio ¥ in figure 3.2. Portfolio M represents the
market as a whole and consists of all risky investments
available to investors with each investment weighted in
proportion to 1its share of the total markét value of all
risky investments. However, because of the wide variety and

complexity of investments, it d1is virtually impossible to
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calculate a market portfolio that represents all risky
investments available to investors during a specific
period. Therefore, researchers prefer to use a surrogate
index such as the Standard and Poor’s 500 stock index (in
the U.S.A.) to represent the market portfolio. In South
Africa, the JSE Overall Actuaries Index can be used as a

surrogate for the market universe.

According to the CAPM, the market portfolioc or its
surrogate share price index is the optimal risky portfolio
for all investors. The utility preferences of the
individual investors do not alter the optimum portfolio of
risky assets. Vhen a risk-free security is available, and
when borrowing and lending are possible at this rate, the
market portfolio will dominate all other portfolios.
Therefore, the individual's utility preferences are
independent or separate from the optimum portfolio of risky
assets., This observation was made by Tobin (1958) and is
known as the separation theorem. This theorem implies that
the portfolio chosen by an individual depends on the
expected returns and the risk represented by the standard
deviation for the various possible portfolios of risky

assets,

In figure 3.2, the line segment RpM represents the
various returns that are available through a combination of
risk-free and risky assets which are represented by the

market index. There are several possible combinations
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available to investors, ranging from a total investment in
risk-free assets to a full commitment to risky assets which
exactly matches the market returns. If the investor is to
achieve an expected return greater than the market, it is
assumed that he will borrow at the risk-free rate and
invest further in risky assets. The investor is thereby
able to leverage the portfolio by reinvesting the borrowed
funds in the market portfolio. This 1s represented by
segment MA of the capital market line. It can be seen from
figure 3.2 that by leveraging the portfolio the investor
earns a greater return than can be achieved by moving

upward on the Markowitz efficient frontier.

The ability to leverage a portfolio has Dbeen
severely criticized by opponents of the CAPM., It is stated
that the ability to leverage a portfolio is practically
unattainable for most investors. Firstly, most individual
investors are reluctant to borrow and in any event they
will have to pay more for Dborrowed funds than the
prevailing risk-free rate. Secondly, most institutional
investors have 1legal restrictions on their borrowing
capacity. Therefore, the 1line segment MA appears to be an
overestimation of the ability of investors to increase
portfolio returns by ;tilizing financial leverage. Despite
these criticisms, the CAPM represents a substantial advance

in the development of modern portfolio theory.

It must be stressed that the CML represents the
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risk-return relationship for efficient portfolios omnly. The
CML states that the return of an efficient portfolio is
equal to the risk-free return plus the risk premium. The
risk premium is equal to the "market price of risk”
multiplied by the standard deviation of the portfolio. This
market price of risk is the normalized risk premium. The
market price of risk reflects the risk attitudes of all

individual investors in the aggregate. The CML equation is:

Rp= Rp+/ "Ry - Rg % .. equation (1)
g M
where: RP = expected return of the portfolio
Ry = rigk-free rate of return
RM' = expected return for the market
aY = gtandard deviation of the market

p = standard deviation of the portfolio
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3.4 The Security Market Line (SML>

Sharpe (1964) and Lintner (1965) have shown that,
if the capital market 1s in equilibrium, the eipected
return of any individual security will bé a linear function

of the covariance of 1its return with that of the market

portfolio. This can be expreésed as:

Rj =R+ f R, - Ry COV.(RJ,RM) ........... Equation (2)
2.
M
where: Rj = expected return of individual security
COV.(R;Ry) . = covariance of the security return with

the market portfolio
all other terms are as defined in equation (1)

The SNL 1s the most 1mportant relationship of the CAPM
because it defines the risk of any individual security in
terms of 1ts contribution to the risk of the market

poftfolio. The SML is shown graphically in figure 3.3.
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Figure 3.3 The Security Market Line (SML)

Given that COV.(RjRM) = Ty % Ty the SHL
may be expressed 1in terms of the correlation coefficient
and the individual standard deviations Oj and Iy
The SML can therefore be expressed as:

Rj :»RF + RM - R rjM Uj OM ........ Equation (3)
2
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Equation (3) establishes the relationship between
the CML and the SML. The CML is a relationship which holds
for efficient portfolios only, while the SKL holds for any
individual security or portfolio. If the portfolio is
efficient, then iy =1, and the SKL for suéh a portfolio

reduces to the CHL:

Equation (4)

where the subscript p denotes any efficient

portfolio.

The most important development of the CAPM is the
expression of the risk of any individual security in terms

of 1ts beta coefficent. Equation (3) can be rewritten as

follows:
Rj = RF + Bj (RM - BF? L e Equation (5)
h B. =
where I‘,M ag. GM
2
(o}
M

Sj represents the beta coefficient for security j
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In equation (5)the risk of any security j is measured by
its beta coefficient, which is the measure of the risk of
this security relative to the risk of the market portfolio.
Therefore, the risk of any particular security or portfolio
is a linear functioh of its beta coefficient Bj.

The CAPM measures the risk of a security or a
portfolio in terms of the beta coefficient., The beta
coefficient is a measure of the volatility of the
individual security's returns relative to the market.
Therefore, the beta coefficient of the market portfolio is

equal to 1. The several possible values of the beta

coefficient is illustrated in figure 3.4. -
B =2 B

MARKET RETURNS (RM)

Figure 3.4  Range of beta coefficients adapted from Sharpe

(1970, p.93)
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A g = 1 implies that the security’s return
fluctuates proportionately with the market average return.
If the market rate rises by, say, 2 percent then the return
on the security rises by the same percentage. A security
having a 8 < 1 is said to be defensive. A g of 0,5 for
instance indicates that if the market return rises or falls
by n percent, the security’s return will rise or fall by
0,5 n percent. The investor is, therefore, to some extent
"defended” against major declines in market returns.
Securities with # > 1 are riskier and, therefore, must
yield returns greater than that expected for the market and
are called "aggressive”" securities. A negative beta implies
that the price of the security moves inversely with the
movement of the market returns. Such securities are called
"super-defensive”, since they provide a greater protection
to 1investors than simple defensive securities. Negative
betas are of particular importance for portfolio
diversification. However, a .study by Blume (1971) showed
that few 1investors are able to achieve portfolios having
negative betas because nearly all shares appear to move

with the market.

Sharpe (1970) {further refined the CAPN by showing
that the +total risk can be separated into two distinct
elements. That portion of a security's price movement
fluctuating with +the market as a whole is referred to as
the "mérket risk” (also called systematic or

nondiversifiable risk). The second risk component is that
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portion of the price movement that is unique to the
specific security and is referred to as the unsystematic or
diversifiable risk. Furthermore, the unsystematic risk may
be further subdivided into industry characteristics and the
balance 1into characteristics related to the company itself.
Several writers, including Evans and Archer (1968), Vagner
and Lau (1971), Klemkosky and Martin (1975) have shown that
the unsystematic risk 1is reduced at a decreasing rate
towards zero as more randomly selected securities are added
to a portfolio., These studies suggest that most of the
unsystematic risgk of a portfolio is eliminated by selecting
fifteen to twenty securities randamly. This is illustrated

in figure 3.5,

UNSYSTEMATIC RISK

RISK

TOTAL

SYSTEMATIC RISK

'

NUMBER OF SECURITIES IN PORTFOLIO

Figure 3.5 Different risk components of a security
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Diversification can be discussed in terms of the
relationships in figure 3.5. As the number of randomly
selected securities held in a portfolio increases, the
total risk of a portfolio decreases, due to the reduction
in unsystematic <(unique) risk. However, this reduction
occurs at a decreasing rate. Diversification can be
regarded aé efficient when it reduces the total risk of a
portfolio to a point where it is equal to the systematic
risk which cannot be diversified away. Therefore, within
the CAPM context, each security should be judged on the
basis of its nondiversifiable risk and not its total risk,

since part of i1t can be diversified away.

An interesting question is: what does
international diversification do to the riskiness of the
portfolio and to its rate of return? Since the correlation
coefficients between the 1indexes of the different stock
markets are expected to be less than perfect, risk is
expected to decline through international diversification.
Lessard (1976) has shown that only a fraction of the
national systematic risk is systematic in a world context.
Further, it was shown that international diversification
lowers the systematic risk and hence the total risk of a
portfolio as the’domestic market portfolio is broadened to

include more securities having low correlation

coefficients.

Cone and Veaver (1982, p.43) have shown that in
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the world capital market there exists three levels of
risk; unsystematic security risk, unsystematic domestic
market-related risk, and systematic market risk, The
systematic world market risk is less than the unsystematic
domestic market-related risk and the two levels of
unsystematic risk may be reduced through international
diversification. Cone and Veaver (1982, p.55) conclude that
internationally diversified portfolios produce superior
results because what was previously an undiversifiable
systematic risk <(at a domestic level) is in fact partially

diversifiable at the international level.

Prior to the development and acceptance of modern
portfolio theory, portfolio performance was evaluated on
the basis of the actual return attained compared with the
market index or any other yardstick. The risk composition
of a portfolio was generally ignored, and portfolio
managers could have outperformed the market index by simply
adopting a high risk profile. The CAPM, which uses betas as
a measure of risk, provides a more meaningful technique to
evaluate the investment performance of different
portfolios. A portfolio is judged on the basis of whether
it has outperformed or underperformed the expected returns
reflecting the risk characteristics of a portfolio. This

7

approach is illustrated in figure 3.6,
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Figure 3.6

RISK LEVEL (BETA)

Using CAPN to determine risk-adjusted returns

1,30
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Figure 3.6 1illustrates the capital market theory
which asserts that there is a linear relationship between
the required rate of return and the risk of a security or
portfolio. The intercept of the capital market line (CML)
will be the risk-free rate of return (Ry), the required
rate of return for the market i.e. beta = 1,0 will provide
another point on the CML. Joining the risk-free rate and
the point with market return having a beta of 1,0 will
provide the CML. Given the beta of a portfolio, the
expected return will be provided by equation 5, i.e.
RP=RFJ. B(RM—RF). This equation can be used to determine
the required rates of return for portfolios having
different risk levels. Assume that in a given period, the
risk-free rate 1is 12 percent, and the market return is 17
percent. This informatiqn can be used to determine the
required rate of return for hypothetical portfolios A and B
having Dbeta values 0,80 and 1,30 respectively. The expected

returns of portfolios A and B will be 16 percent and 18,5

percent respectively.

The risk-adjusted returns of Portfolios A and B
can be measured from the CML. Portfolio A should have
returned 16 percent, but actually returned 18 percent. Its
risk-adjusted performance is +2,0 percent, the difference
between the actual return and the required rate of return.
Similarly, portfolio B provided a risk-adjusted return of
-1,5 percent. On a risk-adjusted basis we can consider all

portfolios producing returns above the CXL as outperforming
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" the market, while those portfolios below the CML as
underperforming the market. Therefore, risk-adjusted
returns can be used to evaluate portfolio performance and
to compare portfolios with different risk levels and

varying investment strategies.

3.5 An evaluation of the CAPX

The CAPM, as a development of modern portfolio
theory, received widespread attention from academics and
practitioners. The key implication of the CAPM is that a
security’s beta determines its equilibrium price. However,
if  the CAPH is to be used for valuing securities, empirical
evidence to test its validity must be forthcoming. Another
important implication of the CAPM 1s that the market
portfolio 1s the most efficient portfolio available to
investors. Furthermore, all investors will seek to hold the
market portfolio to be in equilibrium as described by the
SML. Empirical researchers bhave attempted to test this
pricing relationship. Roll (1977) has suggested that the
CAPX 1s inherently untestable, and that despite the
numerous tests over the vyears, the validity of the CAPH

cannot be proven one way or the other.

Roll (1977) has shown that the assumption of the
market portfolio to be efficient cannot be tested, because
it 1is not possible to actually observe and measure what is

contained in 1it. The market portfolio is supposed to
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contain every marketable real or financial asset in the
world 1i.e. all forms of share capital, all forms of
debentures and loan capital, all government securities, all
real estate, all /forms of hard assets, etc. Roll argues
that, in reality, this portfolio cannot be observed or
measured. Most tests of the CAPM use some market index as a
surrogate for the true market portfolio. The various market
indices used in the CAPM grossly understate the true market
portfolio. Therefore, Ross argues that since all
implications of the CAPH follow from the efficiency of the
market portfolio, meaningful +tests of these implications
cannot be performed. Roll (1977) further argues that an
estimation of beta depends on the ability to measure the
contents of the market portfolio, since it requires an
assessment of each security's covariance . with the true
market portfolio. Ross argues that the beta estimation is
-Incorrect because the market index and not the true market
return 1s used to derive it. The inability to measure the

true market return and beta coefficients makes empirical

tests of the CAPX highly unreliable.

Fielitz and Greene (1980) have also raised doubts
about the reliability of risk-adjustments derived from the
CAPM. They have shown that portfolio risk measures are
sensitive to the length of the holding period under review.
It was shown that portfolio rankings are significantly
influenced by the duration of the measurment interval.

Further, Fielitz and Greene (1980, p.13) have shown that
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even small differences in the beginning and terminal dates
can lead to significant differences in performance results.
The reliability of the CAPM can be questioned beéause the
risk‘ based on beta appear to be highly influenced by the

holding period involved in the risk-return calculations.

Several researchers have tested an important
assumption of the CAPM which states that portfolios with
zero beta would earn the risk-free rate over the study-
period. Friend and Westerfield (1980) have shown that
portfolios with =zero beta are not totally insensitive to
general market conditions as 1implied by the CAPM. This
study revealed that zero beta portfolios sometimes exceed
the risk-free returns and at other times produce returns
below the risk-free returns. This finding suggests that the
risk premium 1in the CAPM context may be misleading, and
this leads to corresponding doubts on the reliability of
the capital market 1line to establish risk-return

relationships.

Another key assumpticn of the CAPM is that beta
coefficients are stable and are expected to prevail in the
future. Various studies bhave consistently shown that beta
coefficients are not stable over time. Sunder (1980) showed
that wusing a security's current beta as an indication of
the {future market risk cannot be relied upon because of the

high level of instability. Levy (1971b) examined the
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weekly rate of return for 500 shares on the NYSE and
concluded that for fairly short periods (52 weeks) risk
represented by beta was not reliable for individual
securities. Blume (1971) determined that the correlation of
beta for individual securities during adjoining periods was
fairly low, and that the beta stability increased
substantially for portfolios of 20 or more securities. Tole
(1981) also demonstrated the ability of large portfolios to
generate stable beta estimates. These results indicate that
the beta of individual securities may not be stable, but
stability can be attained by increasing the number of
securities in a portfolio. These resulis are an endorsement

of the portfolio approach to investment.

The CAPN assumes that there 1is a positive
long-term 1linear relationship between risk and return. The
empirical evidence suggests that the linear relationship
between expected return and beta risk is valid, but that it
may have a different slope from that suggested by the
theoretical assumptions. Figure 3.7 illustrates what might
be the relationship between the "theoretical” and
"empirical” SMLs. The discrepancy between the two lines may
explain the extent to which the strict theoretical

assumptions of the CAPX may not hold.



EXPECTED RETURN

111

RISK (BETA)

Figure 3.7 Possible relationship between theoretical

and empirical SML

Friend, Westerfield and Granito (1978) have shown that the
observed GSML has a tendency to be tilted clockwise from the
theoretical GSML, as shown in figure 3.7. Low beta securties
earn more than the CAPM would predict, and high beta

securities earn less than the CAPN would predict. A
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possible explanation 1s that high risk investors tend to
exaggerate the opportunities offered by very risky
securities and may overpay to acquire them. This could
result 1in actual returns being below what is expected in

line with the risk involved.

Another possible exﬁlanation of the divergence
between the theoretical SNL and the empirical SNL is the
impact of inflation on security pricing. In recent years
inflation has been a major element in risk and uncertainty
and 1t affects all securities, including the risk-free rate
and the market portfolio. All normal risk-free rates are
risky in real, puchasing power terms, even though the money
rate may be risk-free. The changes in the rate of inflation
may cause the risk-free rate and the return for risky
securities to adjust at different rates., Furthermore,
investors 1in risk-free investments may require a greater
ad justment factor because they are more vulnerable to the
effects of inflation. Therefore, on the vertical axis of
figure 3.7 the distance between the points Rt (theoretical
return) and Rg (expected return) may be partly explained by

the differential beta response to inflation risk.

The exclusive use of beta to represent risk in the
CAPX has been subject to criticism. Vandell (1981) showed
that there are securities having the same beta
coefficients, but may have significantly different alpha

values and therefore cannot be said to have the same risk.



113
Vandell (1981) concludes that the riskiness of securities
may comprise several risk factors instead of just beta, as
advanced by the CAPM. Klemkosky and Martin (1975) have
shown that a significantly higher level of market risk is
present 1in high beta securities in comparison with low beta
securities, Therefore, a larger number of securities are
required in a high risk portfolio to attain the same level
of risk reduction as in a low risk portfolio. Martin and
Keown (1977) have shown that the domination of a portfolio
by either high or 1low betas will result in a misleading
measure of the true risk of a portfolic. It was shown that
securities having extreme beta values often have related
covariances that are not attributable to the market as a

whole,

Arnott {1980) analyzed a large group of -
securities toc determine whether the price volatility
conforms to groups or clusters such as: quality growth,
utilities, o1l and related, basic industries, consumer
cyclicals. It was observed that the price movement of the
utility cluster is largely influenced by variations in the
interest rates, while the consumer cyélioal cluster is more
influenced by the state of the business cycle. Arnott
(1980) showed that his clusters provided a 30 percent
improvement over the use of beta alone to explain the
correlation between the security's return with the market.
It is suggested that the various other factors besides the

five identified clusters will account for the total market
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risk. Arnott (19680) concludes that only after all the
market related factors have been fully removed can we

identify the unique risk attributes of specific securities.

Banz  (1981) observed that the risk-return
relationship suggested by the CAPM did not hold for small
firms. It was found that the smaller firms had to offer a
Siénificantly higher return than predicted by the CAPX to
persuade investors to acquire such securities. Reinganum
(1981a) revealed that the security returns for small firms
were related to beta as well as the firm's earnings per
share to its share price. This finding contradicts the CAPX
which claims that only the beta value is a determinant of
risk, Reinganum (1981) observed that portfolios with equal
beta but differént earnings/price ratios offered different
returns, These results highlight the problems of es£imating
the risk of small firms which tend to have both low market
values and higher earnings/price ratios. Roll (1981) has
observed that lack of continuous trading in the securities
of semall firms may create a problem of obtaining comparable
prices at the close of the trading period. Therefore, risk
estimates for small firms may be substantially downward
biased, and by including earnings/price variable a better

risk estimate is obtained.

This section has presented some of the empirical
evidence that raises doubts about the ability of the CAPX

to accurately predict the true risk-return relationship in
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the market for securities. The evidence suggests that beta
is not an 1ideal measure of risk, and therefore, returms
predicted on the basis of beta coefficients are not as
accurate as suggested by the CAPNM. However, the
imperfections of the CAPM does not negate the underlying
importance of this model. The various deficiencies of the
CAPM serve to point the dangers of blind adherence to this
model. The ﬁodel does not permit a precise measurement of
the required rate of return for particular securities.
However, 1t does provide wusers of this model with a
workable risk-return relationship which when used 1in
conjunction with. other investment criteria will enable

practitioners to make more accurate investment decisions.

3.6 The Arbitrage Pricing Theory

The discussion in fhe previous section has shown
that many of the tenets of the CAPM are not supported by
empirical evidence. The Arbitrage Pricing Theory (APT) was
developed by Ross (1976) to identify the equilibrium
returns that would be offered by securities in a more
complex ‘world where there is more than one
return-generating factor. The APT 1is based on the law of
one price as it relates to security pricing. The shares of
a specific company should have the same price on a stock
exchange at a given time. If this 1s not so, the
simultaneous action of selling the higher priced and buying

the lower priced shares of the same company will enable an
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astute investor to earn a profit with no risk and no
investment outlay. Profits generated by such a transaction
are called arbitrage profits, and the investor exploiting
the situation 1s called an arbitrager. Ross (1876) -has
utilized the law of one price to develop a different
approach to pricing securities. The APT is based on the
assumption that security prices will adjust so that no

portfolio will be able to earn any arbitrage profits.

The CAPX assumes that security returns are a
function of market returns and factors unique to the
individual security. Ross (1976) proposed an equilibrium
relationship for more complex situations where the security

returns are explained by a number of macro factors:

Rit = E(Ri)+ BrilFlt+ 8 i2F2t F o oeeesae

+a ., F 4+ e, ,
Bih ht” ©it .esess Equation (6)
where: Rit = annual return on security i in period t
E(Ri) = expected return of security i in period t

F Foveeeenn F. = common return-generating factors

) y, eevees.. B . = sensitivity of securit i-to
i1’ 12’ ih Y Y

factors 1 through h

E't = unique influence of security i for periced t
i
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Equation (6) states'that the actual return on a security i
for period t is composed of its expected return E(Ri) and
the‘ positive or negative influences associated with
factors Fl{FZ ERERN seeeees Fy which are common to many
securities, and ¢ . which is unique to security i. Each of
the return-generating factors (F) are expected to influence
differenf securities in different ways. For instance,
factor one, Fl may be related to the money supbly in the
economy, F2 to changes in the inflation rate, F3 +to
industrial productivity. 8,; is a measure of sensitivity of

security 1 to the corresponding factor Ty

Ross (1976) has stated that equation (6) is more
representative of the complexities of the market
equilibrium process. The APT proposed by Ross assumes that
there are a limited number of factors (F) that influence
security returns. The APT can be used to construct a
portfolio of ¥ securities whose returns are influenced by

the various factors represented by:

N N N
R = 8 B+ ceennn
ot E: X, E(R)+Fqp Z X, B+, 2' X, B+
i=1 i=1 i=1
N N
........................... F 8 EE €
+ Foe :E : X5 ik 0 i
i=1 i=1
............. Equation (7)
where: Rpt = return for portfolio p during period t
Xi = percentage of total investment in security i

all other terms as before
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By selecting the portfolio weights in a particular way, the
portfolio can emphasize one or more of the
return-generating factors. For instance, a portfolio can be
constructed so that 1t has a high sensitivity to factors
one and two, and a low sensitivity to factor three.
Therefore, 1if a portfolio 1is well diversified, the
influence of the unique factors ¢, would bé small, because

they tend to be independent from one security to another.

The basic assumption of the APT 1is that the
arbitrage portfolio will have no funds invested, and that
it bhas no risk. Therefore, if any security has no risk,
then 1ts return should correspond to the risk-free rate of
return. Ross (1976) argues that if this is not so, and the
return on a zero beta portfolio were greater than the
risk-free rate of return, then arbitrage opportunities will
be available. Investors will earn a positive risk-adjusted
return by investing in such a portfolio having a zero beta.
Investors Qill respond to this arbitrage opportunity by
investing in the zero risk portfolio that offers excess
returns. The action of the arbitragers will result in the
price of the excess return portfolio to increase in
relation to other portfolios, and there will be a
corresponding decline in returns. This process will
continue wuntil +the value of the risk-free portfolio will
decline to the point that it will yield a risk-free rate of

return.
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The arbitrage portfolio can be constructed by

making the following assumptions:

1. No systematic risk due to factor h on the portfolio.

N
= = hl.o.oooooo i
sph :E: Xi Bih 0 for all equation (8)
i=1
where sph = beta of the arbitrage portfolio

This assumption implies that the ‘total beta of the
arbitrage portfolio is zero.

2. It is assumed that the portfolio involves no new investment i.e.
N
: E : Xi =0 eesesessss Equation (9)
i=1 o '

3. The portfolio contains a large number of securities so that

N
Z 5 X,e, = 0 veesesenses Equation (10)
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Therefore, the beta for each return-generating factor in
the portfolio 1is zero, and the portfolio weights are so
constructed that the proceeds from short sales are just
sufficient to make possible positive investments for the
remaining securities in the portfolio, Furthermore, a
large portfolio 1is constructed so that the effects of any

unique factors are minimal.

4. The arbitrage portfolio will have an expected return

of zero.

N
Z : X, E(Ri) =0 e Equation -(11)
i=1

This follows from the assumptions that the arbitrage
portfolio (1) has no systematic risk, (2) has no new
investment, (3) has no unsystematic or unique factors. Such
a portfolio in equilibrium must yield zero return. If any
positive returns are earned, the action of arbitragers will

result in all profits disappearing.
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Ross (1076) further developed the APT by showing
that the individual security's expected return is‘equal to
the summed producté of 1its beta coefficients with the
market prices for the different factor risks. This can be

represented by the following equation:

= A+ B A+ By Ay + eeeean A
E(R) = Ag + By A+ Byp Ay v AL N Equation (12)
where: Ah = market price for h th type of risk

Bih = beta value of h th type of risk contained in security i

risk-free rate

>
il

A specific *» could be positive or negative and should be
added to or subtracted from the security’'s equilibrium
return. Any return greater than the risk-free rate is
caused by the market's aversion to accept risk associated
with a certain return-generating factor,Therefore, if Ap
is positive, 1t indicates that the aversion by the market
for that factor will cause the equilibrium return for the
security to rise. Similarly, if any AhiS negative, it will
lower equilibrium return for the security in which it is

contained.
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The assumption of the arbitrage portfolio having a
multifactor return-génerating process can be utilized to
develop a multifactor SML which includes several complex
factors 1in the equilibrium pricing process. Equation 12 can
be regarded as a general form of the SNL. Vhen there is
only one factor Fj, the APT represented in equation 12 can

be expressed as:

E(Ri) = Ayt By )\1 ................ Equation (13)

where: the variable )\O corresponds to RF and ll corresponds

to(RM—R)

F

Therefore, the APT can be regarded as more general and less
restrictive than the CAPM. The APT does not require that
all investors hold the market portfolio because it does not
make use of the market portfolio concept for equilibrium
pricing. The APT is based on the assumption that portfolio
selection 1is Dbased on choosing factors to eliminate
arbitrage profits. Equilibrium pricing in the APT 1is
attained by the law of one price applicable to the
different portfolio combinations. Any group of securities
containing the same composition of betas would be required
to offer the same expected returns. Furthermore, the APT
implies that every equilibrium will be‘charécterized by a
linear relationship between each asset's expected return

and 1its risk loadings on the common return-generating
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factors. The APT's major strength is that it explicitly
accounts for several factors that may influence risky
returns. Therefore, it 1s more realistic than the single

factor approach of the CAPN.

A major weakness of the APT is that although it
suggests that several factors are involved in the
return-generating process, these factbrs are not explicitly
specified. The APT does not define what factor 1 is, factor
2 1s, and so on. The factors are identified by analyzing
actual market returns by a statistical technique called
factor analysis. Therefore, the practical uée of the APT is
minimized by the cumbersome computations to identify
factors to be used in the return-generating process. The
advantage of the CAPM is that only ome "factor", the return
on the market portfolio, is required for the
return-generating process. Furthermore, the market
portfolio or 1its surrogate index are well defined and
readily available. This advantage of the CAPM over the APT
probably accounts for the more widespread use of the CAPX

by portfolio managers and other practitioners.

If the APT is to serve as a workable model,
procedures for determining the return-generating factors
must be established. Historical observation may enable us
'to identify and quantify the impact of the various factors
that have influenced security returns in the past.

Furthermore, financial and investment literature can assist
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in determining to what extent security prices have been
influenced by key factors such as changes in interest
rates, rates of inflation, money supply, productivity of
labour, national output, etc. Furthermore, factors that are
most 1likely to influence investor expectations and market
sentiments are important inputs that should be incorporated
in the multifactor pricing model. A further complication is
that not all variables that influence the specific factors
are measurable. For instance, the influence of social and
political trends are not easily measurable but nevertheless

play an important role in the return-generating process.

3.6.1 Empirical tests of the APT

The first major empirical test of APT was
undertaken by Roll and Ross (1980) using methodology
previously used by Gehr (1975). The sample for this sgudy
was 1260 securities listed on the New York and American
Stock Exchanges during the period July 1962 to December
1972. The data was split into 42 groups each having 30
securities. Roll and Ross (1980) showed that although
there were several factors that influenced the returns
earned by thé various securities, between 3 and § factors
played a predominant role. It was further shown that the
most important factor influenced security returns by about
30 percent. Furthermore, all the other factors combined
accounted for about 21 percent of the variability of

security returns. These findings confirm the basic
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assumption of the APT that there may be more than one
factor (the market portfolio) to explain security returns.
However, these results do not strongly contradict the CAPX
which uses only the marketwide portfolio to explain the
risk-return relationship. Roll and Ross (1980, p.1100)
admit the weakness of the tests used, but conclude that the

empirical evidence nevertheless supports the APT.

Reinganum (1981b) used factor analysis to test the
validity of the APT. The sample consisted of 14587
securities that were 1listed on the New York and American
Stock Exchanges during the period 1963 to 1978. Based on
the evidence, Reinganum (1981) observed that the APT was
-not able to explain the several empirical anomalies of the
CAPM. It was found that portfolios of small firms earned on
average 20 percent more than portfolios of large firms,
even after measuring risk with a three, four, or five
factor model. Reilnganum observes that while the empirical
evidence 1s 1inconsistent with the APT, the results do not
pinpoint the exact source of error of the multifactor
model. Therefore, one éannot conclude from the evidence

that the APT is an inadequate model for asset pricing.

Shanken (1982) has challenged the view that the
APT is  inherently more susceptible to empirical
verification than the CAPM. The investigation by Shanken
(1982) revealed that the results of the APT can be

manipulated by an arbitrary grouping of a given set of
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securities. A new set of returns associated with different
securities will produce a new set of random variables as
return-generating factors. Shanken (1982, p.1137) concludes
that factor analysis is not a reliable technique to
identify the factors that are relevant in pricing
securities. Factor analysis determines statistical
correlations and ignores the aggregate economic
considerations. Shanken (1982) concludes that the APT is
inadequate in that it precludes the expected return
differentials Dbetween securities which it attempts to

explain.

The pioneering empirical research relating to the
APT by Roll and Ross (1980) has been critically re-examined
by Dhrymes et al. (1984), The re-examination of the
original Roll-Ross data resulted in several important
conclusions emerging from the analysis. Firstly, the basic
methodology of analyzing the eample_population into amall
groups of securities is criticized by Dhrymes et al. The
researchers observed that analyzing small groups of
securities produces ambiguous results. Secondly, the
indeterminate nature of factor analysis precludes the
possibility to test directly whether a given "factor” is
priced. Thirdly, the basic conclusion that there are three
to five factors 1is questionable; the researchers showed
that the number of factors observed depends on the size of
the group of securities analyzed. Dhrymes et al. (1084)

also showed that, when analyzing a 15 security group one
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facfor is detected; when analyzing a group of 30
securities, three factors are observed; with a group of 45
securities, four factors are detected; with a group of 60
securities, six factors are revealed; and a group of 90
securities, nine factors are detected. Dhrymes et al. have
therefore questioned the finding of the APT which suggests
that there are only three to five factors that measure

common market risk,

In a reply to Dhrymes et al. Roll and Ross (1984)
concede that .their original evidence has shortcomings and
therefore 1s not to be regarded as a definitive test of the
APT. Roll and Ross (1984, p.350) have further conceded that
their empirical evidence 1s +to be regarded as first step
which others could extend by constructive suggestions for
improving the testing procedure. Jobson (1982) and Lee et
al. (1983) have used multivariate linear regression models
as an alternative method to test the APT. Jobson (1982) has
shown that multivariate linear regression enables us to
determine in advance the (k) factors to be used in testing
the APT, and therefore the premium returns associated with

each factor can be determined.

The empirical evidence of most of the earlier
investigatibns have Dbeen against the claim that the APT is
superior to the CAPM. However, refinements to the original
APT model produced very interesting results. Cho (1984)

employed inter-battery factor analysis which enables the
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identification of factors that are common between two
groups of securities. Cho (1984, p.1499) demonstrates that
inter-battery factor analysis is able to detect five or six
inter-group common factors that generate daily returns for
two groups, and that these inter-group common factors do
not depend on group size. Cho (1984) argues that marketwide
common factors across all groups could be obtained by
extending the methodology to include more than two groups.
Cho (1984, 7p.1499) concludes that +the APT should not be
rejected, and that refinements +to the existing model may
yield practically useful results., Positive support for the
APT is also provided Dby Chen (1983) who used
cross-sectional risk-return relationship for drawing
returns  from days not used in developing factor
sensitivities. They study explicitly tests for the residual
size effect observed by Reinganum. Chen (1983) found no
evidence of the size effect, and concludes that if size is
an important determinant of returns it is captured by the

APT factors,

The .CAPH has been proposed as the principal
measure of risk for the regulated electric utilities in the
United States. Bower et al. (1984) have compared the use of
CAPM and APT to estimate the cost of capital for two groups
of utilities: electric and natural gas distribution
companies. The sample consisted of a portfolio of all
companies in these groups that traded on the New York and

American Stock Exchanges from 1971 to 1879. Four factors
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and assoclated factor sensitivity coefficients were used to
measure risk and returns using the APT. Bower et al. (1984)
found that the APT explained more of the variance in
portfolio returns as a function of risk sensitivity than
the CAPM. Furthermore, the sensitivity coefficients for
portfolios for subperiods during 1971 to 1679 were closely
correlated. The consistency in the estimate of factor
scores and factor sensitivities for different sets of
returns convinced Bower et al. (1984) that the APT is
superior to the CAPY in explaining and forecasting return
variations through time and across assets. Bower et al.
(1084, p.1053) conclude that policymakers should not adopt
CAPM as the sole standard for risk measurement and tariff
determination. The APT should be given greater
consideration in setting tariffs because the multiple
factors of the APT provide a better indication of asset

risk and a better estimate of expected return.

Although a considerable amount of empirical
research has been carried out into the APT in the United
States, this field appears to be neglected in South Africa.
Page (1085) has attempted to establish the. number of
"priced” factors influencing security returns of 200
companies 1listed on the JSE during the period February 1973
to January 1982, The findings suggest that at least two
factors determine security returns, rather than just the
return on the market as predicted by the CAPM. Furthermore,

the two factor APT model produced significantly better
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explanatory powers than the CAPM in the ex post sense. Page
(1985) employed factor rotation to identify the two factors
influencing securtiy returns on the JSE; It was observed
that one of the rotated factors was composed exclusively of
mining related shares while the other factor consisted
mainly of industrial shares. These results are similar to
the two factor "market model” identified by Gilbertson and
Goldberg (1881). Page (1985) concludes that his findings
suggest that the "macro-economic variables determining the
return-generating process can be divided into those
variables that influence the mining sector to a greater
extent and those that affect the industrial sector to a
greater extent." These results are exploratory and further

research 1is necessary before these variables can be finally

identified.

Sareewiwatthana and Malone (1985) investigated the
risk-return relationship in the thin market of +the
cecurities Exchange of Thailand (SET). The thirty most
active securities whose prices were listed continuously on‘
the SET during December 1978 through November 1982 were
selected for analysis. The APT is used to test the
risk-return relationship in the securities investigated.
The results indicate that four common factors may be the
determinants of returns in the SET. The cross-sectional
regression analysis indicate that three of the four common
factors appear to be relevant determinants in the variation

in return on the securities in the SET during the time
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period studied. If the APT 1is to be a useful model, the
three comm;n factors must be identifiable. Sareewiwatthana
and Malone (1985, p.450) suggest that the three common
factors might be a risk measure, a skewness measure, and
some domestic or world-wide economic variables that affect
security returns in the SET. The investigators compared the
APT and the CAPM, and the APT was found to be substantially
better with regard to the explanation of variability in

share returns on the SET,

Solnik (1983) investigated the effectiveness of
international diversification in the context of the APT by
developing International Abritrage Pricing Theory (IAPT).
It was shown that the IAPT is a better alternmative to the
CAPX in explaining asset pricing in the international
context. The CAPM is based on investor utility and this
creates difficulties because wutility can vary across
national boundaries. The APT is not wutility based and
therefore, the TAPT only requires the existence of
efficient markets, and that investors have homogeneous
expectations on the returns generated by the different
factors. The CAPX also has to contend with currency
fluctuations and its impact on security returns. The
problems arising from currency fluctuations do not arise in
the  IAPT. As long as investors hold homogeneous
expectations, the same h-factors and pricing reiationship
will apply to all investors irrespective of their specific

currency holding. If the IAPT is to be a viable and useful
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technique, the number of common factors must be small in
relation to the number of securities. Solnik (1983)
suggests that the usefulness of the IAPT will be enhanced
by identifying a combination of international factors
common to specific types of securities and national factors

affecting only domestic securities,

3.7 An evaluation of the CAPM and APT

The discussion in section 3.4.1 has shown that
there 1s a controversy in financial management and
investment analysis on whether the CAPM or the APT is the
appropriate return-generating technique for asset pricing.
The CAPM has been traditionally used in investment analysis
and enjoys widespread acceptance. Nevertheless, several
weaknesses in the assumptions of the CAPM bhave been
highlighted by empirical investigators. The deficienciles of
the CAPM has led to the development of the APT as an
alternative return-generating model. The previous section
has shown that to date there is no conclusive evidence to
support the multifactor return-generating process advocated
By the APT. Nevertheless, the usefulness of APT in both
financial management and investment analysis is growing
rapidly. On the basis of the available evidence it is
difficult .to make a judgement on the superiority of either
the CAPM or the APT. Fogler (1982) compared the relative
advantages and disadvantages of the CAPM and the APT and

concluded that both models can be used to improve
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investment analysis and portfolio management.

The CAPM assumes that the returns are generated by
a single factor which consists of a marketwide portfolio
and not several factors as suggested by the APT.
Nevertheless, the CAPM assumption 1is not inconsistent with
the returns generated by the factor model. The CAPX implies
that the securities' expected returns are related to their

beta coefficients:

= - Rt E i
Rj RF + Bj (RM RF) quation (5)

The APT assumes that security returns are gemerated by an
h-factor model, where the beta value of security j will be
related to 1its sensitivities to the h factors and the
corrésponding beta values of the h factors, which was

previously shown in equation (12)

Big Ag + aeeees By At Equation (12)

(R, = R.) e, Equation (14)

where: A corresponds with RF (risk—free rate)

A A A

1, T2, e p, corresponds with (R, - R_)

M F
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Therefore, 1if the assumptions of equilibrium pricing of
both the APT and the CAPM are combined, equation (14) will
represent the new equilibrium condition which incorporates
the risk-free rate of return (Rp ), the factors with
corresponding beta values ( g;;), and the risk premium

(Ry - Rp.

The combined CAPM-APT model will provide pricing
relationships which the individual models do not provide on
their own. The APT does not provide any information
regarding the magnitude of the market price of risk ( Ay)
for the different factors. However, the investor utility
preference assumption of the CAPM will provide guidance on
possible risk premiums. The CAPM suggests that there will
be positive premiums for the sensitivity of those factors
that move with the market and negative premiums for those
factors whose sensitivity moves opposite to the market
returns. Furthermore, the CAPM also predicts that the more

(less) a factor moves with the market, the greater (lesser)

will be the expected return.

The- combined CAPM-APT model also suggests that the
expected returns of a security may be related to several
specific  characterictics such as labour productivity,
growth of the economy, interest rates, money supply etc.
These characteristics may be related to one or more of the
return-generating factors F . Therefore . g, would

reflect the risk propensity of such characteristics for
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average 1nvestors and A, = RM - RF R would reflect
the expected risk premium. Therefore, the return—generating
factors will reflect the different characteristics that
have an impact on security prices. It is suggested that the
combined CAPM-APT is better able to explain the security
pricing mechanism 1in the dynamic investment world. The two
models combined will provide significantly more useful
predictive abilities than the APT and the CAPX alone.
Therefore, 1t is recommended that future research should be
directed towards synthesizing the two theories of asset
pricing. Such an approach is more likely to provide insight

into equilibrium pricing than an exclusive reliance on

elther CAPN or the APT.

3.8 Portfolio theory and investment strategy

The aim of portfolio selection 1is to allocate
investment funds among several securities in order to
maximize investors’ expected utility. MNodern portfolio
theory has provided several guidelines regarding the
appropriate investment strategy to be pursued. In pracfice,
there are many approaches to investment management,
However, the actual investment tactics are variants of the
active or passive approach. In recent years, investors have
increasingly adopted an investment strategy that combines
the active and passive approaches. The actual strategy used

should be consistent with the objectives and constraints of

investors.
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The passive approach 1s based on the CAPK
developed by Sharpe (1964), Lintner (1965) and Mossin
(1966) . An important concept of the CAPX is that the
market portfolio should offer the highest level of return
per unit of risk in an efficient market. Furthermore, the
market portfolio represents a capitalization-weighted
investment in all available risky assets. The passive
approach assumes that trading actively in securities is not
likely +to consistently cover the higher management fees and
transaction costs associated Qith active management. In the
absence of share selection skills, market timing, or other
active management skills, passive management should be
preferred by rational investors, I1f these skills are not
available, active management will simply incur high costs

without producing compensating returns.

The rationale for a passive investment strategy is
a belief that financial markets are efficient, and that at
a given time security prices fully reflect all publicly
available information relevant to security pricing. In such
a market there would be 1ittle justification for actively
searching for undervalued/overvalued securities. The proper
risky portfolio to be held should be a well-diversified
portfolio with borrowing or lending. Passive portfolios are
characterised by a very low turnover, minimum transaction
costs, minimal management expenses, and low levels of

specific risk.
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Investaors 1in the United States of America who
subscribe to the ©passive management strategy have
increasingly turned to the use of index funds to reduce
portfolio risk and to replicate the market return. The
objective of an index fund is to match the performance of a
particular stock market index by holding securities in the
same proportions as those that comprise the index itself.
For example, 1f Barlow Rand Limited accounts for 5 percent
of the JSE Actuaries Overall Index and the intention is to
have a portfolio which matches this index, then the
portfolio would invest 5 percent of its assets in Barlow
Rand, and so on. Once an index fund is established, there
is no need to vary 1ts composition except to make
ad justments for reinvestment of dividend income and to
adjust for  changes in company capitalization arising from
rights issues, share dividends, etc. Vertin (1983) has
shown that few actively managed portfolios are expected to
outperform the market. Therefore, index funds will be

increasingly good performers over time.

Index funds have become a major force 1in the
investment industry in the United States. Bhrbar (1976) has
shown that a major impetus to the growth of index funds was
pfovided by a severe decline in share prices during the
1973 - 74 bear market in the United States,
Poorly—diveréified portfolios in particular suffered
substantial losses, and this led to a reevaluation of the

investment worthiness of large institutional investors,
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Further disappointing performances of institutional
investors during the 1975 - 76 period resulted in several
investment advisors recommending index funds. Langbein and
Posner (1976) developed legal arguments to support
investment in index funds. They suggested that index funds
maximize diversification at a given risk-return level and
minimize investment costs; therefore, it is imprudent for
institutional investors not to make use of these funds. The
widespread use of index funds by institutional investors in
the United States reflects dissatisfaction over the

performance of conventionally managed portfolios.

Active portfolio management is based on the notion
that financial markets may offer risk-adjusted returns
exceeding those provided by a passive approach by actively
seeking securities that are not fully priced. The active
investment strategy seeks to secure higher returns than
those offered by a combination of a market index with
borrowing or lending. The active strategy attempts +to
benefit from share selection and wmarket timing or both.
Selection refers to the process whereby securities are
bought or sold. Timing refers to a strategy enabling one to
decide when to buy or sell securities identified by the
selection process. Generally, both selection and timing
must be considered when pursuing an active strategy.
Forecasting oplays a crucial role in active portfolio
management. The wmajor task of an active portfolio manager

1s to forecast more accurately than the market. Active
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portfolio managers consider the holding period of
securities to be temporary. If the original expectations do
not materialize, the portfolio holdings are replaced by
another set of securities that are expected to outperform
the market. Active portfolio management concentrates on
investment in a small number of securities continuously
traded 1n contrast to a lafge number of securities held on

long-term consideration in a passive strategy.

Treynor (1976) demonstrated +that it is rare for
any 1nvestor to pursue a purely passive or purely active
portfolio management strategy. In recent years, large
institutional investors have realized the importance of
conbining active and passive strategies, These
institutional investors recognize that it is not possible
to consistently outperform the market. Therefore, they have
developed strategies that combine both active and passive
approaches to investment management. If the market is
efficient, a large percentage of their holdings are held in
a highly diversified portfolio that is designed to mirror
the performance of the market, A smaller percentage of the
total assets are placed at the disposal of aggressive
investment managers who are seeking opportunities to
outperform the market. Generally, the active portion of a
portfolio has beta levels that are greater than that for
the market, and returns that are less correlated with the

market movement but on average are expected to outperfornm

the market,
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The actval investment mix Between active and
passive investment depends on the efficiency of the market,
on the differential management fees, transaction costs, and
how aggressively portfolios are managed. If an investor has
acquired a unique evaluation technique that predicts
overvalued/undervalued securities, then it is possible to
consistently outperform the market. However, as socon as
other investors become aware of this technique, the
investor's ability to outperform the market will disappear.
In developed markets, such as the KYSE, there are few
opportunities to outperform the market. In such markets,
the cost of aggressive investmént is likely to exceed the
benefits, thereby making a buy-and-hold strategy in broadly
based portfolios a better alternative. The popularity of
index funds in the United States of America is confirmation
of the superiority of passive investment management in
efficient markets. In smaller and less efficient markets,
such as the JSE, there are more opportunities to exploit
market inefficiencies, thereby increasing the scope of
active investment management. In inefficient markets the
large 1investors can be expected to have a large percentage
of portfolio assets directed towards actively seeking
underpriced securities. However, 1individual investors not
having the resources or analytical ability will be better
served by investing in diversified portfolios such as

mutual funds.
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3.9 Summary and conclusions

This chapter has traced the most significant
developments in modern portfolio theory. The major
contribution of Markowitz to portfolio theory is that
individual securities are not risk independent, and that
this interdependence between securities should be taken
into consideration in portfolio construction and
evaluation. The Markowitz concept of an efficient fromtier
revolutionized portfolio theory by demonstrating that both
risk and return should be considered in portfolio
evaluation. Despite the 1limitations of the original
Markowitz model, it has laid the foundations upon which

modern portfolio theory has developed.

The CAPM 1s the most widely used technigue for
security pricing and investment evaluation. The popularity
of the CAPM 1is probably due to the simple risk-return
relationship it provides. Furthermore, there is only one
"factor”, +the return on the marketwide portfolio which is
required for the return-generating process. Empirical
research testing the CAPM raises serious doubts regarding
its ability to measure precisely the required rates.of
return of particular securities. The deficiencies of the
CAPX  serve to highlight +the dangers of an exclusive
adherence to this model. It is subtmitted that despite its
limitations, the CAPM nevertheless provides a workable

asset pricing relationship.
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The shortcomings of the CAPM has led to the
development of the APT as an alternative asset pricing
model. The APT is based on the assumption that security
prices will adjust so that no portfolio should be able to
earn any arbitrage profits. The APT suggests that more than
one factor is responsible for determining security returns.
By selecting portfolio weights in a particular way, the
portfolio can emphasize one or more of the
return-generating factors. A major weakness of the APT is
that the various factors involved in equilibrium pricing
are not specified and this limits the practical use of this
model. Despite the popularity it enjoys i1in current
research, there is insufficient empirical evidence to
support the APT. Earlier research did not provide strong
evidence to establish the validity of the APT. However,
recent tests of the APT have incorporated several
refinements to the original model and the empirical
evidence suggests that the multifactor APT may provide

useful practical applications for investment analysis.

ﬁeither the CAPYX nor the APT alone adequately
explain the equilibrium pricing process in a complex world.
Therefore, an exclusive reliance on either of these
theories may lead to suboptimal investment decisions. The
current  controversy relating to these theories has
highlighted the relative strengths and weaknesses of the
individual models. It has been shown that by combining the

CAPX and the APT, a more complex and more useful asset
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pricing relationship «can be established. Therefore,
research attention should be directed towards synthesizing
these theories so that a more reliable model may be

available for investment management.

The different investment >strategies that may be
adopted by investors have been identified. The appropriate
strategy 1is largely dependent on the degree of efficiency
of the market concerned. The more efficient the market, the
fewer the possiblities of consistently outperforming the
market, and 1t may be advisable to acquire a well
diversified portfolio and adopt a buy-and-hold strategy. In
less efficient markets, more opportunities to outperform
the market are present, and this suggests that an active
policy of buying and selling securities that are not fully

priced may yield superior investment returns.
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CHAPTER 4

BENEFITS FROM INTERNATIOKAL PCRTFOLIO DIVERSIFICATION

4.1 Introduction

The purpose of this chapter 1s to provide the
rationale for international portfolio diversification. It
will be  shown that the covariances between international
securities and domestic securities of a specific country
are  expected to Dbe very low. Therefore, an international
portfolio ‘Should present substantial risk reduction
possibilities. This chapter will review several empirical
studies that have investigated the possible benefits from
international diversification. It will be shown that
empirical evidence strongly supports the view that
international portfolio diversification is superior to both
domestic diversification and diversification attained by

multinational companies.

It will Dbe shown that there are several obstacles
to 1international diversification that have precluded a more
active investment programme in foreign securities. First,
it will be shown that despite the greater volatility in the
value of foreign currencies, major developments in the
foreign exchange markets bhas minimized foreign exchange

losses, The existence of exchange control regulations in
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South Africa precludes foreign portfolio investments by
South African residents and companies. The recommendations
of the De Kock Commission of Inquiry and its implicatioms
for foreign security investments will be investigated. It
will be shown that the removal of exchange control is
likely to have major consequences for the capital and
equity markets in South Africa - investment funds can be
expected to flow between the JSE and various foreign equity
markets depending on the economic prospects in the

different countries,

A  major problem aésociated with investing in
foreign securities 1s the dearth of financial.information
relating to foreign securities. The differences 1in
accopnting theory and practice in the United States, United
Kingdom, and the other major countries will be discussed.
It will be shown that variations in accounting standards
prevailing in the different countries creates difficulties
in the analysis and interpretation of published financial
statements, However, 1t will be shown that various
international organizations are addressing this problem and
that 1international accounting standards are being compiled
and could serve as a basis for financial reporting in the

different countries.
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An additiomal obstacle to intermational portfolio
investment is that few stock markets possess the level of
liquidity required by the large institutional investors.
Nevertheless, 1t will be shown that the gfeater volatility
of foreign stock markets creates favourable opportunities
for investment. It will also be shown that the
administrative problems and higher costs of owning foreign
'securities can be avoided by the use of American Depository
Receipts. Finally, it will be shown that a method whereby

the benefits of international portfolio diversification can
be attained and yet minimize the associated problems is to
invest in mutual funds and investment companies that

specialize in international securities.

4.2 - The advantages of international portfolio

diversification

The different countries of the world differ substantially
with regard to the natural resources they possess, their
technological expertise, the quality of their labour force,
and their social, political, and economic systems. As a
result of these differences, we would expect the economies
of the different countries, to a large extent, to be
independent of one another, In particular, the economic

cycles 1in different countries do not coincide. Therefore,
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the corporate profits and share prices are to a large
extent independent in the different countries. Such
independence among foreign economies creates opportunities
for investors to Dbenefit by bhaving internationally
diversified portfolics. The low covariances of returns on
equity investments between the different countries present
an opportunity for investors to attain reduction in
portfolio risk by i1ncluding foreign securities in their

domestic portfolios.

Solnik  (1975) investigated the risk reduction
possibilities of domestic and international portfolios by
analyzing the risk-return relationships of eight countries

United Kingdom, Germany, France, Switzerland, Italy,
Belgium, Netherlands, and the United States of America.
Random portfolios were constructed for each country by
increasing the number of domestic securities. It was
observed that as diversification increased, the risk of a
portfolio decreased in all countries but not
proportionately. Beyond a certain level of risk reduction,
the wmarginal reduction in risk becomes negligible as
additional securities are added to the portfolio. This is
confirmation of a well-known fact that the rate of return
of a domestic portfolio will be highly correlated with the
market as a whole. Solnik (1975, p.171) showed that the
systematic (non-diversifiable) risk for a United States

investor was 27 percent. It was also shown that European
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security markets had a higher level of systemtic risk, For
instance, 1in the German market 44 percent of the portfolio
risk could not be diversified away by enlarging the size of
a domestic portfolio. Solnik (1975) showed that investors
in the United ©States have a large securities market and
therefore have more opportunities for diversification.
Therefore, international investment diversification would
be relatively more attractive for European investors than

to investors in the United States.

Solnik (1979%) also compared the risk-reduction
possibilities of domestic portfolios with that of a
combination of domestic and international securities. The
gains from international diversification were substantial
for all eight countries. In the case of the United States,
it was shown that an internationally diversified portfolio
would only be half as risky as a well-diversified portfolio
of domestic securities. It was shown that the benefits of
international diversification for European investors would
be even larger in relation to their domestically
diversified position. Solnik (1975, p.173) showed that
while a relatively small incremental reduction in risk
seems to be attained by increasing the size of a domestic
portfolio to over twenty securities, substantial reduction
in total risk can still be achieved for an international
portfolio of wup to fifty securities. Solnik (1975) also

showed that an international portfolio that selected across
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different industries attains a lower reduction in risk
compared to an international portfolio that concentrated

its holdings in a specific industry,

Lessard (1976) investigatéd the impact of
international diversification on the riskiness and rate of
return of portfolio investment. [t was shown that the low
positive correlation between national markets resulted in
international diversification 1lowering the systematic risk
and hence a reduction in total risk of the portfolio.
Lessard (1976, p.37) further demonstrated that investors in
all countries except the United States would suffer a
substantial reduction in rate of return if they held omnly
domestic portfolios. The reason for the United States
investor suffering only a minor reduction in returns is
that their domestic portfolio is very highly correlated
with .the world portfolio, mainly because the United States
represents a large proportion of the world portfolio. Cohn
and Pringle (1973) have presented a forceful argument for
the removal of all barriers to international financial
capital movements. They showed that international
diversification lowers the slope of the capital market line
thereby reducing the required rate of return, and
consequently raising the market price of individual

securities,
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Several researchers have enquired as to the
possible increase in the welfare of investors as a result
of international diversification. There are two theories
that bhave attempted to explain the pricing of securities in
capital markets. °~ The segmented market theory argues that
the security markets are not integrated, therefore,
security prices 1in each national market are not related to
those 1n other countries. Lessard (1975, p.207) has shown
that 1in a fully segmented market, the securities are priced
in terms of their national, systematic risk, and this
should enable a significant risk reduction +through
international diversification because previously
undiversifiable risk at a national level would be
diversifiable at an international level. Therefore,
international diversification should ©produce superior

results relative to domestic diversification.

The integrated market theory states that
gecurities are not determined in the national context but
are priced in terms of their global systematic risk.
Therefore, the riskiness of a security is no longer solely
determined in the domestic capital market. The influence
of the national market must be seen in the context of its
role in an international portfolio. Lessard (1975 has
constructed a world portfolio which is a weighted portfolio

of leading industrial countries of the world represented by
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their respective market indexes. The weights wused in
constructing a world portfolio is the relative market
capitalization of securities in each country. A major
implication of the integréted market theory 1s that
domestic diversification alone 1is not efficient. A
domestic portfolio would be carrying an unnecessary risk
and yet would not be compensated for it Dbecause the
securities would be priced at 1lower international
systematic risk and not in terms of the higher domestic
systematic risk. Therefore, international diversification
is clearly superior, there will be a reduction in the
unsystematic risk of dindividual securities and thereby

reducing the total portfolio risk.

Agmon (1972) studied the share price behaviour in
the equity markets of United States, United Xingdom,
Germany, and Japan. This study investigated to what extent
equity prices in the non-United States countries respond to
price changes in the United States. Agmon (1972, p.849)
observed that there was no lagging in prices, and that
price responses were almost immediate. This study
concluded that the behaviour of share prices in the four
countries 1is consistent with the integrated market
‘hypothesis. Stehle (1977) compared the movement 1in
security prices of the NYSE market index with the

corresponding market indexes representing a group of
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European countries and Japan. The regression analysis
results did not support either the segmented market theory
or the integrated market theory in respect to the pricing
of shares on the NYSE. Lessard (1980) also studied the
influence of world factors in the returns generated by a
group of international securities. It was observed that
both national and international factors influence security
prices. Solnik (1977, p.b510) has shown that differences in
definitions of foreign exchange risks preclude the
possibility of  empirical evidence providing reliable
answers regarding whether national or international factors -
apply in security pricing. To date, no conclusive evidence
supporting the integrated market theory or the segmented
market theory has been presented. Therefore, both national
and international factors should be considered in portfolio

construction.

4.3 Empirical evidence of possible benefits from

international portfolio diversification

A pioneering study on international investments
was undertaken by Grubel (1968). This study demonstrated
the range of possible gains to United States investors from
international investment diversification in 10 major
countries during the period 1959 to 1966. The results were

adjusted for risk arising from fluctuations in foreign
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exchange variances between the United States dollar and
currencies of 10 other countries. The rates of return,
standard deviation, and correlation coefficient with the

United States market index (NYSE) are shown in table 4.1.

Table 4.1 Rates of return and standard deviation from

investing in foreign securities during 1959 - 66.

Country annual Standard Correlation (R)
return deviation |with USA returms
(percent)
United States 7,54 47,26 1,0000
Canada 5,95 42,19 0,7025
United Kingdom 8,59 65,28 0,2414
Vest Germaﬁy 7,32 54,69 0,3008
France 4,27 49,60 0,1038
Italy 8,12 103,33 0,1465
Belgium | 1,09 37,56 0,1080
Netherlands 5,14 86,34 0,2107
Japan 16,54 92,52 0,1149
Australia 9,44 34,87 0,0585
South Africa
(goldmining shares)| 8,47 61,92 -0,1620

Source: Grubel (1968, p. 1304)
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Grubel (1968) observed that Japan had the highest
annual return and also the largest standard deviation
during the study period. Of particular importance is the
fact that Japan had a relatively low correlation with the
United States market index, thereby making it an excellent
candidate for international investment diversification for
investors 1in the United States. Australia had the lowest
positive correlation and also offered higher returns and
lower standard deviation compared to the United States.
Therefore, Australia would also be very suitable to United
States 1investors seeking to diversify internationally. The
index representing South African goldmining shares was
unique 1in that it had a negative correlation with the
United States market index. Therefore, an inclusion of
goldmining shares in a portfolio of United States
securities should produce a counter-cyclical effect on
" investment returns. This probably accounts for the
popularity of South African goldmining shares to the large
institutional investors in the United States. Grubel
(1968, D. 1307) derived hypothetical portfolios by
combining the securities of all 11 countries. [t was
observed that diversification among securifies from all 11
countries enabled United States investors to earn higher
rates of return and attain lower investment risk than could

be obtained with a portfolio of domestic securities only.
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Levy and Sarnat (1970) investigated the possible
gains accruing from international diversification by
analyzing the risk-return ralationship for 28 major
countries during the period 1951 to 1967. This study also
revealed that Japan offered both higher returns and higher
investment risk than the United States. An efficient
frontier of the different countries revealed that the
United States and Japan dominated the optimal portfolios,
and the developed counttries of Western Europe are virtually
excluded. It was also revealed that a relatively high
proportion of +the investment in the optimum portfolio
comprised developing countries such as Venezuela, New
Zealand, Australia and Mexico. Levy and Sarnat (1970, p.
674) showed that despite the relatively low returns in the
developing countries they are still wuseful additions to
international portfolios because of their low covariances
with the developed countries. Levy and Sarnat (1970, p.
673) showed that only when the United States ilnvestor
diversifies his portfolio to 1include such countries as
Japan, South Africa, and the developing countries of South
America, and Asia that significant improvement in portfolio

returns are realized.

Grubel and Fadner (1971) compared the degree of
correlation between the returns of securities in the United

States, United Kingdom, and West Germany during the period
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1065 to 1967, This was done by comparing the correlation
of profits among identical industries in the three
countries. The results revealed that investment
diversification between countries was more effective than
investment diversification within the country. The
correlation of returns was strongly influenced by the
volume of importing and exporting between the countries.
It was observed that the greater an industry's involvement
in foreign trade, the more sensitive is its profitability
to conditions throughout the world. By contrast, the
profitability of an industry not involved in foreign trade
is more influenced by domestic monetary and fiscal
policies. Grubel and Fadner (1971, p.92) showed that the
correlation of returns is an increasing function of holding
periods and therefore, reduced gains from internationally
diversified portfolioe are likely for 1longer holding
periods. Grubel and Fadner (1971, p.%4) found that foreign
exchange rates were relatively stable during the study
period and had little influence on international investment

returns.

Lessard (1973) investigated international
diversification potential among a group of latin American
countries that were in a similar stage of econcmic
development. Hypothetical investment portfolios for

Colombia, Chile, Argentina, and Brazil covering the period
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1058 to 1968 were constructed. In order to determine the
magnitude of gains from diversification, historical
performances of national and international portfolios were
compared. Lessard (19073, p. 626) demonstrated that
securities for each country were highly correlated with the
domestic market index. However, the market component for
each country was significantly independent of the market
component for the other countries, These results show that
contrary to the common assumption of portfolio managers, a
great deal of diversification can still take place among
developing countries in a single geographical area.
Lessard (1973) concludes that a United States investor
diversifying into these countries would derive even greater

benefits, because movements in the economies of the two

regions are largely independent.

¥cDonald (1973)  investigated the potential
benefits of international diverisification for a group of
French mutual funds during the period 1964 - 69. French
ﬁutual funds were selected for investigation because
several funds have large exposure to international
securities, especially securities listed on the KYSE. The
investment performance of eight mutual funds was analyzed
during the study period. It was shown that the exclusively
domestic mutual fund Sliva France ranked last, and the most
intérnationally diversified fund Soginter ranked first, in

terms of performance evaluation.
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McDonald (1973)> showed that the domestic mutual funds were
unable to consistently select undervalued French securities
despite the considerable advantages enjoyed by fund
managers 1in  forecasting returns on these securities.
However, the internationally diversified mutual {funds
derived additional benefits from international
diversification, and were therefore able to outperform the
domestic mutual funds. McDonald (1973, p.1179) concludes
that as the French securities market becomes more
efficient, the French Mutual funds’ ability to profit from
superior information on domestic securities will diminish,
and this may induce French mutual funds to invest a greater

f

percentage of their funds in international securities,

Bergstrom (1975) investigated the total long-term
histerical rates of return for 20 major stock markets
including the NYSE, during the six-and half years ending
June 30, 1975. All the returns were converted to United
States dollars to reflect international diversification
from the standpoint of United States' investors. During
the study period the United States market ranked number 17
out” of 20 securities markets. Only Italy, Australia, and
the United Kingdom were not able to outperform the NYSE
market index. During the study period the NYSE showed a
compound rise of 5 percent per annum, while most other
markets achieved significantly larger gains. Brazil, Hong

Kong, ©South African goldmining shares, and Japan were the
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best performers yielding compound annual returns in excess
of 20 percent. Bergstrom (1975, p.32) investigated the
returns for the same 20 stock markets for a sixteen-and
half year period ending June 30, 1975. [t was shown that
during this period the performance of NYSE lagged 16 of the
20 foreign security markets. Bergstrom (1975, p.36)
demonstfated that the superior growth of securities markets
in Japan, Brazil, Hong Kong, and Spain was due to the
higher rate of real GNP experienced in these countries
during the study period. It was also shown that the
foreign earnings of United States multinationals grew
}significantly faster than their domestic earnings during
the study period, confirming that these companies
benefitted from having undertaken international
diversification. Bergstrom (1975) concluded that no
significant increase in economic growth in the United
States was expected 1n the post-study period, therefore,
investors may find international diversification more

attractive than domestic diversification.

In analyzing the possible benefits of
international investment diversification, previous
empirical researchers have not investigated the effects of
various institutional restrictions on the cost of foreign
investment. This 1is a eerious omission in that most
countries have some form of control over the flow of

investment funds into foreign countries. Guy (1978) has
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examined the cost of exchange controls and their effect on
the potential benefits of 1international diversification.
This study examined how a sample of internationally
diversified British investment trusts performed within the
institutional environment of the sixties when British
investors where subjected to very restrictive exchange
controls. Firstly, the cost of overseas investment
included a payment of the dollar premium; furthermore, all
dividend or interest payments had to be converted into
sterling at the official spot rate. Secondly, the value of
the dollar premium fluctuated with the demand and supply of
investment dollars and this created additional uncertainty
for British investors, Thirdly, the "quarter surrender”
rule applied to capital galns which acted as a tax on
switching foreign investments, and which made an active

investment policy unprofitable.

Guy (1978b) investigated the performance of a
sample of 47 internationally diversified British investment
trusts during the period 1960 +to 1970 when the exchange
controls cited above were 1n operation. The investment
trusts were subject to the same restrictions on foreign
investments as individual British investors. However, they
could, to a certain extent, avoid these restrictions by
making dollar 1loans with special permission from the Bank
of England. The returns of the internationally diversified

investment +trusts were compared with random portfolios of
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British and United States securities. Guy (1678b, p.432)
demonstrated that the internationally diversified
investment trusts compared  unfavourably with the
performance of hypothetical investment portfolios.
However, the international investment trusts could still
have outperformed portfolios consisting entirely of British

securities.

In an earlier study, Guy (1978a), demonstrated
that no British investment trust was able to significantly
outperform the average returns obtained on the LSE during
the period 1960 - 69. This finding suggests that during
the decade of the sixties, the British investment trusts
could have performed just as well by confining their
investments to the LSE and that foreign investments did not
provide any significant benefits. Guy (1978b, p.1433)
concludes that the disappointing performance of the British
international trusts was probably due to their following a
suboptimal investment policy in which, rather than adopting
a buy-and-hold strategy, they actively traded their foreign
securities and paid the penalty of a high turnover tax.
This finding is of particular importance to investors in
countries such as South Africa where exchange control and
other institutional restrictions apply to the outflow of
foreign investment funds. The findings of Guy (1978b)
suggests that the benefits of international diversification

can still be attained despite the onerous costs of
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institutional restrictiomns. In such situations, there are
clear advantages of constructing an "international index

fund” which adopts a buy-and-hold strategy.

Most of the earlier studies on international
portfolio investment have revealed that there was little
difference between the unadjusted and adjusted returns to
reflect fluctuations of the currency in which foreign
investments are held. This 1is probably due to the fact
that during theée earlier periods the exchange rates of the
major currencies were relatively stable. In recent years,
the currencies of the different countries have been allowed
to "float" and .therefore, have become very volatile.
Therefore, a study by Bergstrom, Xoeneman, and Siegal
(1683) is of 9particular importance. This study
investigated the historical annual returns that could have
been attained through investiments in international equity
markets by United States investors during the 21 years
covering 1959 - 79. Furthermore, this study made
ad justments for the variation 1in exchange rates that
occurred during the investment period. The distribution of
the actuval returns attained by investing in the 21 major

countries are shown in table 4.2,
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Adjusted and unadjusted returns from

investing in foreign securities during 1959 - 79.

Annual percentage | Annual percentage [galns or
returns to United | returns in Domestic| (losses)
Stock market [States investor country from
foreign
exchange
1 (2 (3
Hong Kong 22,2 19,3 2,9
Singapore 17,3 14,2 3,1
South Africa 17,0 21,8 (4,8
(gold shares)
Japan 15,4 13,2 2,2
Norway 13,3 11,3 2,0
Switzerland 12,4 7,2 5,2
Austria 11,5 7,7 3,8
Germany 10,7 6,2 4,5
Brazil 10,1 4,1 6,0
United King. 9,8 11,0 (2,0)
Australia 9,7 13,5 (3,8)
Sweden 9,0 7,9 1,1
Netherlands 6,0 5,5 3,5
Belgium 8,5 5,6 2,9
Canada 8,2 8,2 (1,0
Denmark 7,8 6,5 1,3
Spain 7,6 17,1 (9,5
United States 6,9 6,0 -
France 6,7 5,7 1,0
Italy 0,7 1,9 (1,2

Source : Bergstrom et al. (1983, pp. 222 - 223)
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The results in table 4.2 show that there is a
substantial variation in the average returns earned on
different equity markets. However, the variation in the
rate of return for most European countries during the study
period was not large. Of particular interest is the high
rates of return 1n Hong Kong, Singapore, Japan, and South
African gold shares. The 1inclusion of securities from
these countries in a portfolio of United States securities
would result in a significant increase in investor wealth.
The results also show that the United States market (as
measured by the NYSE index) was in an unenviable position
of being 18th out of 20 world markets in terms of
performance. Bergstrom et al. (1683, p.22D1) identified
that the low rate 6f growth 1in real GNP in the United
States accounted for the poor investment performance of
this country in comparison with the majority of foreign
countries. By way of contrast, Hong Kong, Singapore,
Japan, and South African goldmining shares atfained very

high rates of growth during the study period.

The results presented in table 4.2 are calculated
from the standpoint of a United States investor. They
reflect the fluctuations 1in the relative rate of exchange
between the United States dollar and the local currency.
Column (2) reflects the average annual return accruing to a
domestic 1investor 1in each country listed in the table.

Seen from the standpoint of a United States investor
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(column (1)), the gains or losses from foreign exchange are
quite large, with gains outnumbering losses almost three to
one. The results in table 4.2 also indicate that while the
magnitude and, therefore, the importance to investors of
exchange rate fluctuations has increased considerably in
recent years, they are still much smaller than share price
fluctuations. These results alsé indicate that the impact
of foreign exchange fluctuations must be specifically
aboounted for if the true potential benefits from
international portfolio diversification are to be

determinéd.

The CAPM suggests that in efficient capital
markets a portfolio that consists of. the entire market
represents optimal investment opportunities. However, the
market portfolio 1is difficult to observe and construct
because 1t 1s supposed to represent all assets in the
world. The use of a domestic market index as a surrogate
for the entire market may therefore understate the true
risk-return possibilities available from a truly
diversified portfolio. Ibbotson and Siegel (1983) have
attempted to simulate the true market portfolio by
constructing a WVorld Market Wealth Portfolio (WMWP). The
VMVP consists of a value-weighted combination of five major
categories of assets : (1) equity share capital, (2) bonds
(debentures), (3) cash, (4) real estate, and (5) investment

in  precious metals, The countries whose assets are
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included in the WMWP are the United States, Northern and
Vestern BEurope, Japan, Hong Kong, Singapore, Canada, and
Australia. The WMWP theoretically reflects the entire
wealth of the world. The sum of all assets included in the
VMVP does not represent the ‘"market” in that several
categories of assets are excluded from the portfolio, while
at the same time certain assets are not real wealth but
have Dbeen included in the portfolio. According to the CAPM
the WMVP should have a beta of 1,0 and should represent
each asset class in proportion to its prevalence in the

world market - the ultimate index fund.

Bernstein (1983) investigated the potential
benefits from international ©portfolio diversification
available to United States investors by comparing the
risk-return characteristics representing investments in
domestic securities with that of the WMVP developed by
Ibbotson and Siegel (1983). For comparative purposes the
return on cash or risk-free securities in the United States
were included in the analysis. The various categories of
investment were studied for the period covering 1960 - 1980

and the results are shown in table 4.3,
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Risk-return characteristics of World Market Wealth Portfolio

(WMWP) and United States' marketable securities

WMWP United States United States Risk-free
(Passive market port= Market Port= returns
strategy) folio (Passive folio (Active
strategy) strategy)
mean annual
return 9,30% 8,04% 6,56% 5,84%
standard
deviation 5,75% 10,20% 11,47% 2,39%
compound annual
return 9,15% 7,69% 5,27% 5,82%
Alpha 0 - 3,44 - 6,99 4,30
Beta 1,0 1,75 1,45 0,17
correlation
coefficient 1,0 0,75 0,53 0,16
Source : Bernstein (1983, p.241)
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It can be seen from the above table that the WMWP
outperformed the investments in United States marketable
securities. The compound annual return of the WHWP is
substantially higher than the corresponding return on
domestic portfolios irrespective of the investment strategy
used. 0f particular interest 1is the observation that
investors in the United States domestic portfolios could
have attained superior results by adopting a buy-and-hold

strategy instead of a policy of active trading.

Bernstein (1983, p.242) showed that both
categories of United States marketable securities performed
favourably with the WMVWP during the 1960’'s. However, the
United States securities performed poorly in several years
during 1970’s, and the subseguent recoveries were
insufficient to make up the previous big losses. The
results suggest that investing in United States securities
provided insufficient diversification to sustain a stable
level of returns. By contrast, the VWVHMWP would have
provided investors with stable earnings during the entire
study period, and a collection of moderate but consistent
returns are better than large but widely fluctuating

returns,
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Bernstein (1983) provided several possible reasons
why the WNVWP was able to outperform United States domestic
portfolios. Firstly, foreign securities markets were
growing much faster than those in the United States during
the study period. Secondly, foreign real estate
represented in the WMWP increased substantially in value
during the study period. By contrast, Unifed States
portfolio managers concentrated on equity capital and fixed
income securities, and therefore, failed to take advantage
of the higher returns offered by real estate investments.
Thirdly, gold denominated investments constituted a large
percentage of the WMWP, and therefore, this portfolio
obtained substantial benefits from the increasing price of
gold during the study ©period. Furthermore, gold
investments showed a very low correlation with the rest of
the assets in the WMWP, and thereby helped to stabilize the
return of this portfolio. Fourthly, international
diversification protects the 'portfolio from downturns in
the domestic economy, which in turn results in declining
domestic security returns. International securities tend
to maximize the portfolio’s long-term rate of return, even
though many vyear-by-year returns may be less than those

avallable from domestic investments,

Solnik  and Noetzlin  (1982) investigated the
different categories of risk confronted by a United States

investor diversifying internationally during the period
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1671 - 1080, The standard deviations were calculated to
determine three types of risk : domestic risk, exchange
risk, and +total risk. It was shown that the exchange risk
is always significantly smaller than the domestic risk of
the respective stock markets. Furthermore, the total risk
of investing in foreign securities is smaller than the sum
total of the domestic and exchange risk. This is due
usually to a weak or even a negative correlation between
exchange risk and domestic risk. Solnik and Noetzlin
(1982, p.14) reported that the exchange risk amounted to
only 15 percent of the total risk involved in international
equity portfolios. Solnik and Nemeth <(1982) have
demonstrated that the correlation between return on foreign
exchange and return on foreign investments is usually low
(close 1o zero), and therefore the difference between total
risk and domestic risk should be small. This suggests that
the 1importance of foreign exchange risk can easily be
exaggerated in  studies on international ©portfolio

diversification.

Van den  Honert (1984) has investigated the
possible benefits from international investment
diversification from the standpoint of a South African
investor, This study covered the period February 1965 to
Janvary 1980, and consisted of 24 different securities,
The securities comprised : seven different sectors of the

v JSE, the XNYSE and the LSE, ten commonly quoted metals, and
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five commonly quoted soft commodities. Van den Honert
(1984) has demonstrated that in terms of returns only, the
South African investor would have been well served by the
JSE, with omnly silver, gold, sugar, and platinum being
able to outperform the different sectors of the JSE during
the study period. Van den Honert (1084) also showed that
the two foreign stock exchanges and the soft commodities
markets would have provided the best diversification
opportunities for South African investors. The main
attraction of investing in the commodities is that exchange
rate fluctuations (between the South African currency and
the dollar/pound tend to counter the major movements in the
commodities markets. Van den Honert (1984) further showed
that the metal exchanges bhad 1limited diversifiéation
opportunities for a South African investor because the
¥etals and MNinerals Sector of the JSE would offer similar
returns. These results clearly indicate that a South
African investor would bhave derived substantial risk and
return benefits from international investment
diversification over the 1965 - 1080 period if exchange

control regulations had not been in operation.
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4.4 Diversification benefits of multinational

companies (¥NCs) compared to international portfolio

diversification

Ragazzi <(1973) suggests that foreign operations
are more profitable than comparable domestic operations and
that this differential provides an inducement for MNCs to
expand beyond national boundaries, Shapiro (1682)
hypothesizes that for many companies becoming multinational
is more a matter 6f survival than of choice, i.e. huge
research and development expenditures, antitrust laws,
domestic market saturation, and other factors may force a
company to become a MNC in order to stay in business.
However, this 1line of reasoning does mnot rule out the
possibility of foreign operations being more profitable
than domestic activities. Jensen and Meckling (1976,
p.348) have shown that MNCs are larger than pure domestic
companies, and the larger the company the larger the
management (agency) costs, Therefore, foreign operations
must be marginally more profitable in order to compensate
the company for the higher agency costs of foreign

operations,



173

Jacquillat and Solnik (1978) investigated whether
the shares of MHNCs have the same characteristics as
internationally diversified portfolios. The total
variability of returns of three portfolios were compared :
1) a portfolio of United States companies not involved in
foreign operations, 2) a portfolio of large United States
MNCs that had substantial foreign operations, 3) an
internationally diversified portfolio of securities
invested on major nation&l markets. It was observed that
the variability of returns measured by standard deviation
of the United ©States MNCs is about 90 percent of the risk
of a purely domestic United States portfolio. However, the
risk of the internationally diversified portfolio is omnly
30 to 50 percent of the risk of the domestic United States
portfolio. Although MNCs do perform some international
diversification for the investor, the resultsysuggest that
MNCs are poor substitutes for international portfolio

diversification.

Jacquillat and Solnik (1978) also investigated the
share price behaviour of MNECs 1in thé United States and
eight Vestern European countries. They regressed the share
returns of the MNCs on the various national stock market
indices to evaluate whether the foreign factors bhad a
significant influence on MNCs share price behaviour. The
results clearly showed that only the domestic betas are

significant, and on average they were close to one. The
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foreign betas were found to be small and insignificant.
Jacquillat and Solnik (1978, 7p.10) observed that the
compound . influence of the eight foreign countries explained
less than two percent of the share price behaviour of
United States MNCs. They conclude that interntional share
price behaviour of the United States MNCs is negligible and
there 1is not much difference between their share prices and
typical domestic United States  shares. Therefore,
inQesting in the United States MNCs cannot be regarded as a
direct substitute to international portfolio

diversification.

The conclusions of Jacquillat and Solnik were
disputed by Errunza and Senbet (1981) who argued that MNCs
do have superior risk-return characteristics when compared
to pure domestic portfolios. Errunza and Senbet (1081,
p.402) demonstrated that in the presence of market
imperfections in the product and factor markets, MNCs
possess unigue advantages over purely domestic firms
because of their ability to Dbenefit from these
imperfections and in the process provide an effective
method of indirect portfolio investment diversification.

Errunza and Senbet (1981, p. 408) argued that:

JL he United States manket is well funcitioning,
dnvestons must accept a amallen equilibrium

expected netuwn on multinational stock than
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othewise equivalent but purely domesiic stocks.
In other wonds, they pay a price premium .....

An intewmnational Limm L4 not a cosiless Linancial
inteamediany. Moneover, since the divernsification
senvices provided by multinationals are already
"priced out"”, attempis to vernify these senvices
through traditional performance evaluation
Ltechniques as well as through nisk-retunn

genenating processes are wwarranted.”

Errunza and Senbet (1981) +tested the hypothesis
that United States MNNCs should derive excess market
valuation attributable to the benefits of market
imperfections arising from their international
involvement. The investigators observed that the degree of
international involvement of the MNCs is positively related
to excess market value and 1s very significant after
controlling for domestic wmarket structure and risk
variables during the study period. The performance of the
United States MNCs was sub-divided into the periods 1968 -
73 and 1674 - 77, It was shown that the relationship
between  international involvement and excess market
valuation was stronger during the 1968 - 73 period than the
1974 - 77 period. The reason for this is that the earlier
period was characterized by United States restrictions on
capital flows in comparison with the later period which was

devoid of such barriers.
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Bishara  (1981) compared the performance of
Canadian M¥NCs with those of Canadian conglomerates
diversifying domestically and a hypothetical portfolio of
internationally diversified securities. It was shown that
during the 1965 - 76 study period the Canadian MNCs were
able to outperform Canadian conglomerate firms with regard
to both their profitability and riskiness. The results
indicate that Canadian MECs were more successful in
diversifying away their unsystematic risk than conglomerate
.firms. Bishara (1981, p.49) showed that the superior _
performance of the MECs relative to the conglomerate firms
was due to the portfolio effect that results from‘the
diversified Dbusiness activities of MNCs where the economic
cycles in the different countries in which they operate are
less than perfectly and positively correlated. The
performance of the Canadian MNCs were then compared with a
portfolio of dinternational securities. It was shown that
the international portfolio was able to outperform the
Canadian M¥KCs with regard to both profitability and
riskiness. The superior performance of international
portfolios 1is attributable to the fact that the
undiversifiable systematic risk at a domestic level is to a
certain extent diversifiable at an international level.
Therefore, 1t is suggested that investors are more likely
to improve their portfolio performance by diversifying into

international securities than investing in MNCs.
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Fatemi (1084) provided evidence on the rates of
return realized by shareholders in United States MNCs
compared to those of wuninational <(operating in United
States only) companies (UNCs) during the period January
1976 ~ December 1980. A portfolio of 84 MNCs each with at
least 25 percent of their annual sales generated from
international operations was compared with a portfolio of
52 UNCs., Fatemi (1684) showed that: 1) the monthly returns
of the two portfolios are statistically identical and
disregarding risk, MNCs and UNCs provide their shareholders
with the same return,/ 2) The monthly rates of return of
the. MNCs fluctuate less than those of the portfolio of
UKCs. This suggests that corporate international
diversification may reduce shareholders' total risk. 3)
The average beta values of MNCs are significantly lower and
more stable than those of UNCs, indicating that corporate
international diversification reduces the degree of
systematic risk. Further tests indicated that the higher
the degree of international involvement, the lower the beta
value. Fatemi (1984) concluded that MNCs provide their
shareholders with the same risk-adjusted returns as those
provided by UNCs. However, when M¥NCs operate in markets or
products in which they do not have a competitive advantage,

the shareholders experience negative abnormal returns.
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4.5 Ohstacles to international portfolio

diversification

The discussion 1in the preceding sections has
clearly indicated that international portfolio
diversification offers substantial advantages over a
strategy of 1investing in domestic securities only. It was
shown that international portfolio diversification has the

potential for reducing the portfolio risk and also

increasing the expected returns. However, despite the
clear advantages of international portfolio
diversification, not many i1ndividuals or institutiomal

investors are investing 1n foreign securities to improve
portfolio performance. Hertzberg (1881) has shown that
United States investors generally bhave a low exposure to
international portfolio diversification. It was also shown
that investors 1In  Vestern Europe have traditionmally
invested more of their funds internationally than investors
in the 'United States. Nevertheless, the total volume of
funds invested in foreign securities is low in relation to
domestic  investments for all wmajor countries. This
suggests that there are several obstacles in international
capital markets that 1limits the scope of investing in
foreign securities. Several possible obstacles will be

identified and evaluated in this section.
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4.5.1 Foreign exchange risk

The fluctuations in value of a foreign currency
can create uncertainty in the capital markets and this can
have an adverse effect on the value of the securities
concerned. Levy and Sarnat (197%5) used the Harkowitz model
to derive an optimum investment portfolio made up of
securities of the United States and Israel covering the
study period 1651 - 73. During this period the Israeli
currency was severely devalued because of the high rate of
inflation prevailing there. Levy and Sarnat (1975, p.201)
showed that the analysis of portfolio investment in nominal
terms 1is misleading and that devaluation of the Israeli
currency should be reflected by conducting portfolio
analysis in‘ real terms. Levy and Sarnat (1975, p. 203)
demonstrated that when real rates of return were used for
constructing optimal portfolios, Israeli securities would
not be part of the efficient set available to United States
investors. This suggests that, foreign exchange risks can
influence the composition of efficient international

portfolios significantly.

Biger (1979) investigated the effects of foreign
exchange risk and its implications for international
portfolio diversification. This study analyzed efficient
portfolios in 13 major industrialized countries covering
the period 1966 to 1976. The countries included in this

investigation are chown in table 4.4,
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Table 4.4 : Countries included in determining the effect

of foreign exchange risk in constructing efficient

international portfolios.

Australia IJapan

Brazil Netherlands
{Canada Sweden
IDenmark Switzerland
{France United States
IGreat Britain IVest Germany
[taly

1Ex post efficient international ©portfolios were

constructed from the perspective of these countries.

Source : Biger (1979)

It was shown that risky assets were similarly
priced across the 6 selected nations, which suggests that
international capital markets are efficient. It was shown
that Japanese and Australian securities were the most
efficient in terms of risk-return characteristics. Even
after taking into consideration the risk arising from
foreign exchange fluctuations, it was shown that both

Japanese and Australian securities were included in each
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country's efficient portfolio. The foreign exchange
ad justed returns were used to construct ex post efficient
international portfolios from the perspective of the six
selected nations : France, West Germany, Denmark, Canada,
Great Britain, and Japan. It was shown that efficient
international portfolios were superior to the efficient
national portfolios of the individual countries. Biger
(1979) concludes that {fluctuations in foreign exchange do
not play a significant role in constructing efficient
international portfolios. This finding contradicts the
Levy and Sarnat (1075) observation (when an optimum
portfolio of United States and Israeli securities is
constructed, the latter would not be part of the efficient

set for United States investors).

Levy and Sarnat (197%) and Biger (1979) have
analyzed efficient international portfolios using the
Markowitz portfolio selection model, thereby ignoring the
presence and influence of risk-free securities. Therefore,
both these studies have ignored to test the validity of the
CAPM in an international context. One of the assumptions
of the CAPM is that only one currency exists. Grauer,
Litzenberger, and Stehle (1976) have argued that if
financial assets are freely tradgd and if risk-free assets
are available, the CAPM 1is also applicable in the
international context where several currencies exist.

Grauver et al. (1976) have shown that investors evaluate
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investment opportunities in real terms and are not
influenced by foreign exchange risk if the capital markets
are efficient. This 1is based on the assumption that
participants 1in capital markets have homogeneous tastes and
expectations. The price of real goods and services is,
therefore, expected to be equal throughout the world and
price changes are caused by changes in the country's
monetary policy. Grauer et al. (1976, p.252) cohclude that
foreign exchange risk has no significant influence in the
construction of an optimal world market portfolio. This
finding confirms that the CAPM and also the separation
theorem developed by Tobin (1958) are both valid in an

international context.

4.5.1.1 Foreign exchange markets and exchange risks

The purchase of a foreign security requires the
purchase of the currency 1in which the security is
denominated. The currency transactions take place on
foreign exchange markets, and this adds to the risk of
investing in foreign securities. Most developed countries
have well established foreign exchange markets enabling the
purchase and sale of currencies with relative ease. The
commercial banks in most countries play an important role
in the supply and demand for foreign exchange. The foreign
exchangé departments of commercial banks provide facilities

for customers to buy and sell foreign currency. The
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foreign exchange market can be divided into two distinct
categories. In the "spot” market, foreign exchange
transactions are traded currently or on the spot. An
investor can also protect himself against exchange risk
fluctuations by the use of "forward” or futures market. In
this market, an investor can buy a futures contract for the
exchange of one currency for another at a specific future
date and at a specific exchange ratio. These foreign
currency transactions involve small transaction costs
because of the large volume of business done in this

market.

Jacob and Petit (1984, p. 845) bhave given two
reasons why the foreign exchange risk component may not be
detrimental to an investors' well-being as seems apparent
from tables 4.2 and 4.3 in section 4.2. Firstly, invéstors
are also consumers, and therefore, the loss in wealth due
to the decline in a {foreign currency's value may be
compensated by a corresponding decline in the domestic
price of goods and services imported from that country.
The decline in the value of the dollar reduces the South
African investor's investment in the United States, at the
same time it Dbecomes less expensive for a South African
investor to purchase goods and services from the United
States. Secondly, fluctuations in foreign exchange value
may not be as risky as implied by the standard deviation of

the exchange rates. The reason for this is that some of
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the foreign exchange risk may be diversifiable by holding a
mix of currencies that are not <closely related to each

other or the domestic currency of the investor.

Exchange rate fluctuations introduce uncertainty
into international portfolio diversification because one
currency may fluctuate uniformly in relation to all other
currencies, For instance, 1if the South African rand is
performing poorly relative to all other currencies, then
exchange rate fluctuations increase risk because they
result in all foreign investments performing poorly and
thereby decreases the risk reduction possibilities of
foreign investments. For example, without exchange rate
fluctuations, the return on VWest German and Australianm
securities may be reasonably independent. Therefore, the
inclusion of securities from both countries lowers the risk
of a South African investor. However, if the exchange
value of +the rand is likely to move in the same direction
against both countries and the fluctuations are large, then
for a South African investor the securities of the two
countries are highly correlated with each other. The
argument presented here suggests that without hedging,

currency risks can be reduced but not eliminated.

Reduction in foreign exchange risk can be achieved
by hedging all transactions in forward or futures foreign

exchange markets. A futures contract may reduce the
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exchange risk associated with foreign investments, but this
risk cannot be completely eliminated by hedging. Forward
contracts can be undertaken 1o cover expected cash flows
from- foreign investments. However, if the actual cash
proceeds are larger than anticipated, some foreign currency
may have to be exchanged at the spot rate prevailing at
that time. Furthermore, future spot rates usually cannot
be predicted with complete certainty, and this will add to
the +total risk of foreign security investments. However,
the '"unhedgeable” risk is 1likely to be very small in
relation to the risk exposure of fluctuations in security
prices of domestic and foreign securities. Investnment
managers can take appropriéte action to minimize the
variations in exchange rates relating to currencies in
which foreign securities are denominated. Therefore,
exchange rate fluctuétions are not a major obstacle to

international portfolio diversification.

The high wvolatility in foreign exchange rates has
resulted in increased attention paid to the management of
foreign exchange risk by portfolio managers and others
involved in foreign transactions. Various organizations
are providing exchange rates econometric forecasting models
that can assist in reducing foreign exchange risk,
However, Goodman (1979) has shown that the predictive
accuracy of most of the foreign exchange rates forecasting

models is so poor that they are likely to be of little
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value to the users of such service, The exposure to
foreign exchange risk can be covered by the use of forward
contracte or a combination of spot and money market
transactions. However, Folks (1972) has shown that there
is no clear answer to the cover/not cover paradigm and
suggests that optimum level of uncovered exposure must be
~seen in  the context of the risk preference of the
investor. Shapiro (1975) has shown that the anticipated
exchange rate changes can be used as a basis of selecting
optimal sources of financing and thereby minimize exchange

risk.

Jacque (1981) has shown that a major shortcoming of foreign
exchange risk management is that it is focused exclusively
on short-term decisions involving accounting exposure
components of a firm's working capital. By contrast the
longer-term dimension of foreign exchange risk management,
such 'as long-term debt financing and debt refunding in a
multicurrency world are generally ignored. Furthermore,
researchers as well as practitioners generally limit their
risk management by _assuming a two-currency world (foreign
currency in  which the exposure 1is incurred and the
reference currency in which financial statements are
presented to shareholders). A serious shortcoming of this
approach 1is that 1t ignores the diversification effect of
holding a portfolic of exposures denominated in different

currencies whose prices are correlated. Therefore, the
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total risk of foreign currency exposure tends to be

understated.

The Rockefeller Foundation sponsored a study on
the functioning of the worldwide foreign exchange market
with specific reference to the changes currently taking
place and those anticipated in the future. Goedhuys (1985)
reports that this study showed that the volatility of
exchange rates have worsened in the past few years.
Furthermore, it was observed that the worldwide investment
activity by the large institutional investors has increased
significantly in the past five years. These large
institutional investors appear to be very aggressive and
speculative in their foreign security investment and this
has 1largely contributed towards the increased volatility of
the foreign exchange market. Goedhuys (1985) also reports
that 1in the construction of international portfolios, views
on the outlook of individual securities tend to play a much
larger part in investment decisions than the associated
currency prospects. Nevertheless, portfolio managers are
protecting thelr foreign investments by increasingly:
relying on methods of financing that will minimize foreign
exchange losses. It is further stated that the market risk
predominates over the currency risk, but the latter is
receiving more attention of portfolio managers than in the

past.
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4.5.1.2 EBxchange controls and exchange rate policy

A study by Guy (1978b) 1in section 4.3 has
demonstrated that the existence of foreign exchange control
can have a detrimental effect on the performance of
internationally diversified portfolios. An efficient
domestic foreign exchange market and freedom from exchange
control are prerequisites for creating a diversified
international portfolio. There have been major
developments 1n exchange control and the market for foreign
exchange 1in South Africa in recent years. This section
will  highlight these developments and evaluate 1its
implications for international portfolio diversification by

South African investors.

4.5.1.3 The market for foreign exchange in South Africa

Giddy and Dufey (1975) demonstrated that the
foreign exchange markets in the major industrialized
countries during the post - 1973 period can be regarded as
efficient in terme of the EMH. Howgver, this observation
is not necessarily applicable to South Africa because of
the institutional and environmental 1limitations of the
local market. An important feature of South Africa's
exchange rate policy is the official control exercised by
the South African Reserve Bank over all foreign exchange

transactions. All foreign exchange receipts must be sold
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0 authorized dealers, and all foreign exchange
requirements must be purchased from them in accordance with
imports and other transfers for which prior permissiaon must
be obtained from the Reserve Bank. Tha exchange rate
policy in  South Africa has changed substantially in recent
years, This section will review the historical background
of exchange rate policy in South Africa so that an
assessment can  be made of any deficiencies of the present
zystem and appropriate recommendations for improvements can

be suggested.

South Africa <=igned the Eretton Woods Monetary
agreement along with other founder wmembers in 1945 and
thereby became party to the system of stabls but adjustahble
par valuas from time ta time. Hevertheless, provicion was
made within the agreement for a devaluation or revaluaticon
of a currency in the case of fundamental disequilibrium in
the economy {(Boedhuys, 198%)., A& significant develogment of
South Africa’s long-term exchange rate policy was the
governments’' response to large capital outflows following
the Sharpeville political disturbances in 1941, The
imposition of Exchange Control Requlations of 1961 had far
reaching implications for South African residents as well

as nop-resident

(21
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The Financial Mail (1983) has shown that exchange
control over residents was tightened, was extended to
non-residents, and was reinforced by stricter import
controls. The most important restrictive measure was the
introduction of controls against the free repatriation of
equity investment in  South Africa by non-residents.
Foreigners could now sell South African listed securities
only for "blocked rands”, which became transferable only
after being invested in certain prescribed investments for
a period of not less than five years. Very shortly
afterwards a concession was made which enabled
non-residents to sell their South African investments to
other non-residents. Furthermore, emigrating residents
whose assets exceeded the allowances granted by the
authorities, left the balance behind in blocked rands. The
blocked rand in effect became South Africa's second
exchange rate.

The Exchange Control Regulations of 1061, as
amended, precluded South African residents from acquiring
foreign securities from income derived in South Africa.
Therefore, any person or institution resident in South
Africa will bhave +to make application to the South African
Reserve Bank for permission to acquire foreign securities.
As a rule, exchange control permission is only granted to
resident  South African companies when making "direct”
investment in a foreign country where some form of control

is obtained over the foreign company concerned. In recent
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years, the Reserve Bank has been very favouiably disposed
towérds foreign investments by South African companies
which are of strategic importance to the country i.e. where
it promotes imports, exports, or where i£ strengthened
South Africa’'s international business status. The usual
requirement for approving such direct investments is that
the South African investor finances the acquisitidn from
overseas borrowed funds so as to minimize any possible
drain on the country's foreign reserves. The present
exchange control regulations prohibits investments by South
African residents in foreign non-direct or portfolio
investments. However, several large South African
companies and instituticnal investors have accumulated
large portfolios of foreign securities out of proceeds from
foreign earnings. FNevertheless, the holding of foreign

securities 1in South Africa is very small in comparison with

the developed countries not constrained by exchange control

restrictions,

In February 1976, the exchange control regulations
were partially relaxed and this enabled free and direct
transferability of the blocked rands into “securities
rand”, Nevertheless, severe restrictions to the exchange
control regulations still remained. Neither immigrants who
had been in South Africa longer than three years, nor
ex-residents still holding blocked rands could

avtomatically convert these balances into securities rand.
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Furthermore, the securities rand rate was trading at a
substantial discount to the official exchange rate. Tew
(1982) chowed that during the sixzties, the Bretton Woods
system of stable exchange rates ceased to be functioning
effectively. South Africa experimented with various
measures 1in the world of floating currencies, switching the
international currency link several times between the
dollar and the pound and even experimented with independent

managed float.

It became apparent to the South African
authorities that the existing methods of exchange rate
determination was largely influenced by the vagaries of the
currency to which it was linked or by intermittent
devaluations and revaluations of foreign currencies. To
remedy the situation, a Commission of Inquiry (De XKock
Commission) was appointed to investigate three broad areas,
namely, the money market, the foreign exchange markets, and
monetary policy. The De Xock Commission (1978) interim
report  identified several ©problems with the foreign
exchange policy in South Africa. The basic weakness of the
exchange rate system was the absence of an active and
competitive foreign exchange market in South Africa. It
was shown that the South African Reserve Bank not only
determined the rand-dollar exchange rate but also prescribed
the buying and selling rates at which banking institutions

had to deal with their clients. In effect, the South
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African foreign éxchange market was subject to a form of
price control. Furthermore, the Reserve Bank acquired a
large proportion of the foreign currency inflows and
assumed the role of "price leader” in the local foreign

exchange market.

The De Kock Commission (1878, p.15) also cited the
deficiency in the spot foreign exchange market arising from
the artificially high spreads between buying and selling
rates charged by authorised currency dealers in South
Africa. It was shown, that by international standards,
these spreads were relatively large, and resulted in
substantial profits for authorised foreign exchange dealers
in South Africa. The relatively wide and fixed spreads
rendered the foreign exchange market in South Africa
inefficient, Firstly, 1t resulted in increased costs for
both Dbuyers and sellers of foreign exchange and thereby
decreased the attractiveness of dealing in foreign
transactions. cecondly, the wide margins also had the
effect of diverting foreign exchange dealings involving
large transactions to overseas exchange markets where

narrower margins prevailed.

Besides the shortcomings of the spot foreign
exchange market, the De Kock Commission (1978, p.15) also
found serious weakness in the forward exchange market.

Prior to 1979, forward buyers as well as forward sellers of



194
foreign currency were subject to a one percent premium
above the prevailing spot rate. The forward exchange rate
was artificial in that it bore no relationship to the
interest rate differentials between the different
countries, and was unrelated to the demand and supply
factors.  Furthermcore, forward cover was available only for
transactions involving = goods and related services.
Portfolio managers were precluded from obtaining forward
cover for the repatriation of their foreign investments,
and this increased the risk of investing in foreign
securities, This in conjunction with exchange control has
largely contributed to the absence of foreign securities in

the portfolios of South African investors.

The De Kock Commission (1978, p.17) reported that
the existing exchange control procedures were not effective
in protecting the country’s official reserves and were
being circumvented both legally and illegally in several
ways. It was shown that direct exchange controls tend to
break down when subjected to stress and when they are
really needed. It was further stated that exchange control
procedures = are an inefficient way of rationing the
available foreign exchange among users in normal times.
Furthermore, the adnministrative distribution of foreign
exchange 1s less likely to lead to an efficient allocation

of a country's resources than a distribution determined by

market forces.
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An  essential part of both the 1long-term and
short-term recommendations of the De Kock Commission
(1978) was the need to develop a more active and
competitive spot and forward foreign exchange market in
South Africa. From January 1979 the Reserve Bank started
to quote exchange rates for the rand on a daily basis. The
Financial MNail <(1982a, p.751) reports that changes in the
exchange rates became more frequent and smaller, and the
general trend of the rand seems to be following +the
country’s underlyingl economic fundamentals quite closely.
Under the new system that emerged, following the first
interim report of the De Kock Commission, the forward rate
began to reflect to some extent the differential between
the United States interest rates and those in South
Africa. However, the Reserve Bank continued to market the
country'’s gold output, which constitutes a major part of
South Africa’'s foreign exchange earnings, and continued to
pay the mining houses 1in rands. Therefore, the Reserve
Bank still continued to exercise a dominating influence cn
the foreign exchange market. Furthermore, the lack of
integration between the spot and forward markets precluded
the attainment of a market-determined excﬁange rate

locally.
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On 7 Februvary 1983, Horwood (1983a) announced that
the South African Reserve Bank had abolished exchange
control over non-residents. VWith it disappeared the
financial rand and the dual exchange rate system as it
existed in one form or another since exchange control over
non-residents was first introduced in South Africa in
1061. Foreign investors were now free to invest or
withdraw funds from South Af}ica, either of a direct or of
a portfolio investment nature, without obtaining prior
approval from the Reserve Bank and, as before, all current
income earned on such Investments was freely transferable
from the country. The Horwood (1983a) announcement was
important in that it resulted in the freeing of the
financial markets, but is still left a major part of the
exchange control intact. Although there were major
concessions on tourist and business allowances, the main

exchange control over residents was retained.

Horwood (1983b) announced that from 5 September
1983, the Reserve Bank will pay the South African goldmines
in dollars instead of rand for gold supplied to it. The
mines were required to sell the dollar earnings to
authorised foreign exchange dealers. It was further
announced that the Reserve Bank will no longer quote a spot
exchange rate but will influence the exchange rate by
intervention in the foreign exchange market. Horwood

(1983b> also made several announcements to encourage the
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development bf an efficient foreign exchange market in
South Africa. Firstly, it was announced that the forward
exchange cover provided by the Reserve Bank to authorised
exchange dealers will be phased out over a period of three
years and will fall away on 31 August 1986. Secondly, any
banking institution which sells forward cover to its
clients will be required to buy the required currency in
the spot market. In this way, forward exchange
transactions will influence the spot exchange rates and the

two markets will be effectively integrated.

The preceding discussion has shown that the
monetary authorities have come a long way towards the
creation of a market-related foreign exchange market in
South Africa. However, there are institutional limitations

that bhave prevented a more efficient market for foreignm

exchange in South Africa. Semadeni (1984, p.94) has shown
that a wmajor shortcoming of the local exchange market is
that it is very small by international standards, and the
rand 1s not traded intermationally on a large scale.
Furthermore, the 1local foreign exchange markets operate
during office hours only and this creates 1liquidity
praoblens. Goedhuys (1982) has shown that the Reserve Bank
deals with authorised dealers in dollars only. Therefore,
the dealers are required to approach overseas markets to
convert dollars into other foreign currencies. Because of

the great distance of South Africa from all other major
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foreign exchange markets, local dealers face high operating
coste on relatively small turnover. As as result, the
spread between Dbuying and selling rates for non-dollars is
more than double that for United States dollars,
Therefore, operators in the foreign exchange market are
paying much higher transaction costs than those in the
developed countries. The higher foreign exchange costs and
the poor liquidity can be a major obstacle for investors in
foreign securities. Therefore, the creation of a larger
and more efficient market for foreign exchange could
facilitate internatiomnal portfolio diversification in South

Africa.

In May 1985, the De Kock Commission released the
final report of their exhaustive study of monetary systenm
and monetary policy in South Africa. In line with the
basic philosophy of the two interim reports, the final
report reemphasises the need to establish a market-related
monetary policy in South Africa. The Commission sketched
the progress towards abolishing exchange controls arising
from the recommendation in the interim reports, namely, the
relaxation of exchange control over non-residents. The De
Kock Commission <(1985) final report recommended that the
remaining exchange controls over residents be substantially
relaxed and simplified. However, the alternative of
completely abolishing exchange controls was not

recommended. It was suggested that the recommended
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approach would wultimately lead to either the complete
phasing out of exchange controls or the retention of a
limited set of precautionary controls. The De Kock
Commission (1985, p.133) gives the following motivation for

further relaxation of exchange contrcls in South Africa:

w In rneaching this decision (the Commission) Zook
gpecial cognisance of the political uncertainties in
South Africa. Jt was also influenced by the realisation
that it widl sl take some time for an active,
competitive and generally efficient fomvard exchange
market to develop in South Africa. JIn these cincumstances
it was judged that the complete abolition of all remaining
exchange controd at this stage might produce unaccepiable,
even though temporary, diswuption in the foam of 4gome
combination of undue dowrward pressure on the reserves
and/or the exchange nate, undue upward pressure on
internest rates, and declines in share prices and real

estate values."”

The De Xock Commission (1935, p.134) recommended
that the existing 1liberal application of exchange control
relaxation in respect of direct investments by resident
South Africans 1n foreign companies be further relaxed so
that such acquisitions become automatic provided they neet

the established criteria. This recommendation is a major
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breakthrough for companies such as Barlow Rand, Anglo
American Corporation, Liberty Life, etc. who are actively
involved in take-over of overseas companies. Under the
existing exchange control regulations these companies
require approval from exchange control authorities before a
take-over deal can be finalised. As secrecy and time are
of essence in take-over negotiations, the existing exchange
control regulations severely hamper South African companies
in making direct investment in foreign companies. If the
Commission's recommendation in this regard 1s accepted,
approval will be a formality and this will greatly

facilitate foreign take-overs by South African companies.

The De Kock Commission (1985, 1p.134) also
recommended a progressive relaxation of exchange control
over foreign portfolio 1investments by South African
residents. The Commission recommended that initially
registered insurers, pension funds, and mutual funds be
allowed to invest 10 percent of their annual cash inflows
in  foreign Securities approved by the Registrar of
Financial Institutions. The De Kock Commission (1985) also
recommended that in due course such provisions should be
extended to financial institutions and corporate bhodies
such as mining houses. The Commission also recommended
that  eventually the prohibition on foreign portfolio
investments be extended to individuals and non-corporate

bodies, It is believed that this could be accomplished for
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instance, by allowing each individual to make annual
foreign investments up to a certain amount without
approval. The De Xock Commission did not specify any time
period but suggested that the state.of both the balance of
payments and the domestic economy must be conducive for the

implementation of these relazatioms.

The De Kock Commission (1985) also investigated
the prescribed investment requirements of institutional
investors in South Africa. In terms of this requirement,
institutional investors are required to invest a certain
percentage of their assets 1n government stock and other
gllt-edged securities. These compulsory investments create
a captive market for public sector borrowing at rates of
interest that frequently, and especially 1in times of
inflation, have not resulted in a 'real" return. The
subsidisation of public sector borrowing is in effect borne
by beneficiaries of insurance policies and pension rights.
Furthermore, prescribed investments also cause a lack of
investment flexibility in that institutional investors have
little say regarding the amount and the timing of funds to
be invested in prescribed investments. Prescribed
investments distort the allocation of scarce resources in

the sense that the public sector may be subsidised at the

expense of other market participants.
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The De Kock Commission (1685,p.19) also
recommended that the prescribed investment regulations be
withdrawn at some future date. The Commission reported
that these regulations have had harmful economic
consequences, and they are no longer necessary either to
ensure the solvency of the dinstitutions or to finance
public sector spending. The institutional investors have
long argued that South Africa’s long-term interest rates
have been artificially low due to the prescribed assets
requirements and exchange control regulatioms. In
particular, it has been argued that 1long-term rates in
South  Africa's capital markets have not provided
satisfactory real rates of return to investors. This is
unsatisfactory, considering that real rates of return on
long-term funds in the developed countries are currently
averaging 5 percent. ZKevertheless, institutional investors
are obliged to divert {funds into prescribed investments
despite the availability of more attractive investments.
The eventual removal of these constraints should therefore
have the effect of raising yields on long-term securities
to more competitive levels, moving closer in line to the
ylelds prevailing in the developed countries.

It is submitted that these measures are likely to
have major consequences for the investment scene in South
Africa. In recent vyears, the main attraction of the JSE

has been the unsatisfactory real rates of return prevailing
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in the capital market. Satisfactory real rates of return
on capital market securities are 1likely to divert funds
away from the JSE. The 1low yields on most "blue chip”
equities 1is likely to assist in the trend. It is suggested
that investors and institutional investors in particular
are likely to give greater consideration to investing in
the capital markets in view of the satisfactory risk-return
characteristics it woﬁld offer. The development of the
capital market in turn is 1likely to lead to a better
allocation of funds in the South African economy. It is
submitted that the additional flow of fundé into the
capital markets will be more conducive to economic growth

than the current "paper chase" on the JSE.

The De ZXock Commission (1985) recommendations
relating to the relaxation of exchange controls for South
African residents is a recognition that the existing
measures are inefficient 1in rationing available foreign
exchange among various domestic users. The Commission is
of the opinion that market forces are more 1likely to
allocate foreign exchange efficiently. Furthermore, the
recommendations of the Commission are merely the first step

towards the wultimate system in which foreign exchange

allocation is left entirely to market forces.
Nevertheless, it is submitted that the Commission's
recommendations are likely to have far reaching

implications for South African citizens. The financial
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media in South Africa bhas reacted favourably to the
proposed exchange control relaxations. Ryan (1985) reports
that most major insurance companies have indicated a desire
to invest in foreign securities when the recommendations of
the De Kock Commiseion becomes law, [t was reported that
the annual cash inflow of the institutional investors is
cﬁrrently nine billion rands, and therefore, there is the
potential to invest up to G600 million rands in foreign
securities. It 1is expected that institutional investors
will seek foreign securities to improve the risk-return
characteristics éf their portfolios. However, it 1is
unlikely that the institutional investors will immediately
make large investments in foreign securities as they may
not have sufficient knowledge of foreign securities
markets. Furthermore, their liabiliﬁ}es to investors are
denominated in South African currency and they are unlikely

to make very large foreign investments.

The existing exchange controls have forced the
institutional investors to invest in local equities.
Various market observers such as the Financial Mail (1982b,
p. 1018), bhave commented on the weight of institutional
funds argument (which states that given the restricted size
of the 1local equity market and the enormous cash flows of
the institutional investors seeking investment
opportunities, there is a tendency for share prices on the

JSE rising to artificial levels). The Financial Mail
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(1084) has also indicated that there is a shortage of "blue
chip” and other categories of shares sought by the
institutional investors, resulting . in a limited
marketability of better quality shares traded on the JSE.
It was also shown that the turnover of shares on the JSE,
as a percentage of ﬁarket capitalization, was only 6
percent in the year 1682. The corresponding figures for
the United States and the United Kingdom were 35 and 34
percent respectively. It 1is submitted that the limited
marketability of Dbetter quality shares has further
contributed towards the artificial equity prices on the

JSE.

The weight of institutional funds argument is not
strictly wvalid  in +that artificially high prices cannot be
maintained in the 1long-term; there are periods when major
downward corrections take place such as those witnessed in
1660 and 1976. Nevertheless, the weight of institutional
funds is 1likely to contribute to artificial equity prices
in the short-term. The recommendations of the De Xock
Commission (1985), when implemented, are 1likely to have
some impact on JSE prices. It 1s reasonable to expect that
institutional investors with their large portfolios would
take advantage of the opportunity to invest in foreign
securities. This will possibly enable them to attain
balanced portfolios, increase return and reduce portfolio

risk, and Dbenefit from currency hedging. The outflow of
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institutional funds into foreign securities will to some
extent stem the flow of funds into the JSE and consequently

remove the artificial level of prices prevailing.

The De Kock Commission (1885, p.132) also showed
that exchange control has at times contributed to inflation
and general economic instability. It cited the 1979 - 83
period during which the gold boom and the balance of
payment surplus contributed towards a "bottling up” of
funds in the South African economy; an excessive rise in
the money supply, and artificially 1low levels of real
interest rates resulted in a further flow of funds into the
JSE,. with a subsequent rise in equity prices. The De Kock
Commission (1985, ©p.133) showed that during periods when
the balance of payments position i1s in a surplus, a net
capital outflow (such as investment in foreign securities)
may be desirable in order to prevent an undue appreciation
in exchange rate or excessive rise in money supply.
Alternatively, when the balance of payments is in deficit,
a caplital inflow, attracted by high interest rates and
realistic exchange rates, may be beneficial for Sduth
African  investors. Therefore, exchange controls have
indirectly contributed towards a decline in real interest
rates and artificially stimulated equity values on the
JSE. The De Kock Commission (1985,p.3) recognised the
various distortions in the interest rates which undermine

the efficient working of the financial markets. Therefore,
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it makes several recommendations leading to the attainment
of realistic and market-related interest rates in the South

African financial markets.

It is submitted that the various recommendations
of the De Xock Commission (1985), when implemented by the
authorities, will probably create an efficient financial
market in South Africa. These recommendations are likely
to have far reaching implications for investors in South
Africa. Firstly, the attainment ofvmarket—related interest
rates will result in a more efficient flow of funds between
the equity market and the capital market, investment funds
flowing into the JSE when the interest rates are low, and
vice versa when interest rates are high. ©Secondly, the
abolition of ©prescribed investments by institutional
investors 1s 1likely to contribute towards market-related
interest rates for government and gilt-edged securities,
which in turn will facilitate the greater mobility of funds
between capital market securities and the eguity market.
Thirdly, the partial relaxation of exchange control
relating to portfolio and non-direct foreign investment
will create a more efficient equity market in South
Africa. Equity prices on the JSE will probably reflect the
underlying  fundamentals of the South African economy.
Depending on the state of tﬁe economy and prospects for
listed companies, investment funds can be expected to move

between the JSE and the various foreign equity markets.
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This will enable South African investors to reap the

benefits of international portfolio diversification.

The South African authorities have already set in
motion the implementation of the first and second interim
reports of the De Kock Commission of Inquiry. The State
President and various 1leading government officials have
approved in principle the final report of the De Kock
Commission. It would seem that South Africa is well on the
road towards a basically market-related economy, with

minimal government interference in the market mechanism.

The recommendations of the De Kock Commission
received a severe setback with the announcement of a
four-month moratorium on foreign 1loans, reimposition of
exchange comtrol on non-residents, and the reintroduction
of the financial rand that come into effect on
2 September 1985. These measures were imposed as a result
of a capital outflow followlng the declaration of the State
of Emergency in South Africa. It would seem that the
existing exchange control regulations are unlikely to be
relaxed until political stabllity (as perceived by
foreigners) is restored in South Africa. A gradual process
of dismantling exchange controls for both residents and
non-residents 'is appropriate in view of the limited foreign
exchange reserves and the possible disruptive effects of a

complete abolition. The most opportune moment of phasing
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out exchange control would include a healthy surplus in the
balance of payments and a strong exchange rate value of the
rand. Therefore, it 1is submitted that the authorities
institute an orderly proceés of abolishing exchange
controls in 1line with the strengthening of the domestic

economy and favourable political developments.

4.5.2 Availability of investment information

A further problem associated with investing in
foreign securities is the dearfh of information/relating to
foreign securities. The situation is further complicated
by the domestic investors’ lack of familiarity of the
language, legal, cultural, accounting standards, and other
institutional characteristics prevailing 1in a foreign
country where an investment is contemplated. The increase
in international portfolio investment has highlighted these
problems and serious attempts are being made to minimize
them. It 1s generally agreed that the most important means
of corporate communication with shareholders is the annual
financial report. The extent of disclosure adequacy in the
annual financial statements may be a major determinant in

the quality of investment decisions.

In recent years, several studies have been
conducted into the usefulness of annual financial

statements in decisions to invest. The findings of these
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studies suggest that individual investors and institutional

LY

investarz make varying use of company financial cstatements
in making investment decisicns, Lee and Tweedie (1973)
observed that the majority of individual inpvestors (49
gercent! do not regard the annual financial reports as tha
most important source of investment information. There was
a tendency for a largs group of individual investors to
skim through the annual reports., Financial press coverage
was considered to be an important source of information in
evaluating investments. Furthermore, economic prospects of
a campany #Was considered to be the most important sourcs of
infarmatian. Chenhall and Juchau (1975) cbserved that only
30 percent of a group of individual investors rated annual

financial statement

Wi
Y]
mn

the most important source of
information in investment decisions. It was alsoc observed
that information, both 5peﬁi+ic and non-specific to a
company, which 1s not disclosed in the annual financial

statements, was accorded very high ranking in decisions ta

invest.,

Anderson  (1981) wused a3 guestionnaire to determine
the wusefulness of annual finapcial statements to a group of

institutional investors in Australia. It wasz ohserved that

Institutional investars, when making investment decisians,
ranked annual financial reports as  their most important
scurce of inforamation, fcllawed by stockbrokers’ advice,
and campany  visits, This finding suggests that the

|

financial eupertise of he institutional investors enable

~r
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them to make greater use of financial reports than
individual 1investors. However, financial statements retain
their significance when 1t 1is realised that other
information sources used by investors will still require
analysis of financial statements together with economic and
capital market information. It is submitted that financial
statements play an even more important role in evaluating
foreign securities. A prospective 1investor 1in foreign
securities is 1likely to have limited access to information
that 1s not disclosed in the annual financial statements of
a foreign security 1i.e. investment advisory services,
stockbrokers’ opinion, the news media etc. Therefore,
despite their limitations annual financial statements

assume added importance in evaluating foreign securities.

A South African investor acquiring foreign
financial statements 1s 1likely to experience problems in
interpreting the data received because of the divergent
financial reporting standards used in the different
countries. Several investigators have stressed the need to
establish uniform accounting systems so that the usefulness
of annual financial statements to investors and other users
i1s enhanced. Aivazian and Callen (1983) have demonstrated
that standardised accounting systems at a national level
may convey substantial benefits to investors. It was
further shown that 1t is in the self-interest of the firm

to disclose sufficient and standardised information that is
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readily understood by shareholders.  To the extent that
information is not ©provided or ot stanaardised,
shareholders will perceive the company to be riskier. To
compensate for the additional risk, shareholders will
demand a higher return, thereby increasing the company’s

cost of capital.

The differences in accounting standards at a
national level creates difficulties in the interpretation
of results by investors and other users of financial
statements. However, these difficulties are insignificant
when compared to the wvariations in accounting standards
found in the different countries. A South African
investor, for instance, will experience great difficulty in
comparing the performance of a Japanese security with a
South African security. An evalvation of an overseas
security can be made only to the extent that the investor
is aware of the accounting standards that are used in
preparing the financial statements. This problem has been
highlighted by several investigators I[Barrett (1976),
Parker (1977)1, and as a result much attention has been
devoted by various national and international organisations
to overcome the difficulties of diverse accounting
standards. Yevertheless, a domestic investor must make
suitable adjustments for the different accounting and
auditing standards when analyzing foreign financial

statements.,
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Parker (1877) has shown that accounting theory and
practice with regard to comsolidated financial statements
differ considerably i1in the different countries, even in
such advanced countries such as the United States, Vest
Germany, France, United Kingdom, and the Netherlands. The
techniques of consolidation also varies widely in the
different countries. The pooling of interest method of
accounting for mergers 1is rarely used outside the United
States. There is also considerable diversity in the use of
equity accounting for comsolidation in the wvarious
countries. Parker <(1977) has shown that, generally,
consolidation of financial statements has not developed
rapidly in Vestern Europe. It 1s suggested that the
holding company and control concepts have not assumed the

same level of importance in Western Burope as it has in the

United States and the United Kingdom.

Barrett (1976) studied the financial reporting
practices reflected in the annual reports of seven
countries: United States, Japan, United XKingdom, France,
Vest Germany, Sweden, and the FKNetherlands, covering the
period 1963 to 1972. It was shown that observed financial
reporting practices in the seven countries is consistent
with the general belief that there is a link between the
quality of the financial reporting practice and the degree

of 'efficiency in the national security market. Barrett
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(1076, 7p.22)> also showed that the degree of consolidation
of a ‘company's financial statements was a reasonable
surrogate for such things as overall level of disclosure
and Comprehénsiveness of the firm's financial statements.
This observation has great practical significance for
investors 1in foreign securities. These investors are
rarely 1in a position to assess individually the financial
statements of the different foreign countries, However,
the degree of consolidation of the company’s financial
Statements can provide important imnsights into overall

quality of foreign financial statements.

Gray <(1978) investigated the segmental financial
disclosure practices of the 100 largest multinational
companies based in the EEC during 1972 - 73. It was
observed that statistically significant differences existed
in the extent of segmental disclosure between the United
Kingdom and Continental EEC companies. The United Xingdom
companies exhibit a greater disclosure of business analysis
of profits and geographical analysis of sales and profits.
The Continental EEC companies exhibited significantly
greater disclosure of production analysis. This may be an
indication of a more production-oriented philosophy in the
less developed equity markets, in contrast to the expected
financial orientation of countries with highly developed

and relatively efficient capital markets.
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Xahl and Belkaoud (1681) investigated the
disclosure requirements by commercial banks in 18 different
countries, It was shown that the extent of the disclosure
varies considerably among the countries examined. Several
possible explanations for the differences in bank reporting
practices in the different countries have been presented.
Firstly, it 1is suggested that the different disclosure
practices may be due to the different countries identifying
with one particular accounting tradition or model as
suggested by Costa and Bourgeols (1977). Secondly,
disclosure adequacy 1is positively correlated with the
number of shareholders. Thirdly, there was a positive
correlation between asset size and the extent of

disclosure,

Nobes (1977a) has shown that the legal system
varies between the different countries and this in turn
will dictate the quality and quantity of disclosure. In
countries such as the United States and the United Kingdom,
their company law does not prescribe a very large number of
rules relating to what companies should do or how they
should comply with disclosure requirements. On the other
hand, Continental European countries, especially France and
Germany, have a legal systém that relies on a large number
of all-embracing company laws. Nobes (1977b) has further
observed that there is no "uniform accounting” in the sense

of prescribed formats of accounts in the majority of the
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English speaking  countries, By contrast, in the
Continental countries "uniform accounting” has long been in
operation, applying to formats as well as accounting
rules. Published formats are prescribed and allow little

flexibility to the individual companies.

The differences in formats of accounting between
the English speaking countries and the Continental
countries are likely to lead to confusion among the readers
of financial statements. The concept of "uniform

accounting” has been taken a stage further in countries

such as France and Germany. For instance, ih France a
"chart of accounts”, 1s an additional requirement to the
published financial statements. The chart specifies

exactly where the balances on the various accounts should
be shown. The chart of accounts concept has been severely
criticised by McMonnies (1977) who argues that this
approach will reduce accounting to a mechanical process.
Flexibillity i1s necessary tovallow the exercise of judgement
to the 1large variety of situations, so that financial

statements "present fairly"” the position of a company.

A major force in the international standardisation
of accounting standards is the International Accounting
Standards Committee (IASC) which was formed in 1973 by the
accountancy bodies from nine countries. It is

understandably very difficult to reach agreement on
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international standards, and many of them are compromises

which allow for substantial flexibility. Nevertheless, the

1ASC is very useful in promoting international
understanding of the problems of accounting
standardisation. A major objective of the IASC is to

improve accounting practices in some countries, and in the
case of developing countries the aim is to provide a
ready-made package of GAAP. The member bodies of the IASC
have agreed to make international standards binding in

their countries.

Benson (1976) has also identified the influence of
the EEC in the standardisation of accounting practice. The
EEC Commission issues directives to member governments
which must be adopted after enabling legislation has been
promulgated through national ' parliaments. The arguments
for uniform accounting standards throughout the EEC are
strong. They include a desire to make the same legal
requirements for all companies which have similar legal
forms and which operate in competition, and the need to
encourage the free flow of investment, trade, and labour by
ensuring the provision of reliable homdgeneous financial
information from all EEC companies. To achieve +this
objective various directives dealing with presentation and
content of accounts, methods of valuation, consolidated

accounts etc. have been presented.
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A major step towards the objective of attaining
international accounting standards came in 1977 when the
long envisaged International Federation of Accountants
(IFAC) formally <came into existence. The IFAC has
developed a 12 point programme with the ultimate objective
of attaining uniformity in the accounting profession.
Another earlier significant development was the formation
of Accountants International Study Group (AISG) in 1066.
The AISG was created by the accountancy professions in
Canada, United States, and the United Kingdom to publish
comparative studies of accounting and auditing practices- in
these three countries. The formation of the AISG further
stressed the importance of international cooperation to
reach comsensus on international accounting standards.
Cummings and Chetkovich (1978) report that in October 1974
the General Assembly of the International Federation of
Stock Exchanges recommended that its member exchanges in
countries whose prgfessional accountancy bodies are members
of the IASC, incorporate into their listing requirements a
reference to compliance with international accounting
standards. As a result of +this recommendation, the
majority of IASC member bodies are now involved 1in
consultations with stock exchanges in their countries;
seeking to achieve requirements that financial statements
filed with these exchanges be prepared in conformity with
IASC standards.  Achievement of the.objeotives of the TASC

and the IFAC will not be quick, but progress is being made



on
—
m
-+
i)
a
[N
[at¥]
%
f
e
Y
a1l
"+
o
[m]
e |
s}
—_+
-

towards the internatiaon he accounting

disclosure requiremants.

The AISE (197%) recommends that multiple sets of
financial —statements, primary and sscondary, should be
prepared for & company with financial reporting audiences
of interest in more than one ceuntry. Frimary financial
statements are prepared to satisfy the reporting
requirements of the campany ‘s country of domicile.

Furthermore, secondary financial statements are prepared

for audiences of interest in other countries, [+ the
primary statements include sufficient information to

satisfy the requirements of audiences af interest in ather

countries, they wmay <cerve a dual purpose, and secandary

(11

tatements wmay not be necessary. The presumption is that
all «companies will oprepare primary statements, and the
majority of companies with reporting audiences of interest
in more than one country will also prepare secondary
statements. The AISGE (1975, par. 45) recommends that both
the needz of  the recipients in other countries and the
significance of the differences in accounting and
disclosure reguirements will influsnce the decision to

prepare separate nrimary and secondary firnancial
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Saeveral writers have suggested that financial
statements can raflect anly a single paint of view, that of

the country of domicile of the

[}

ompany - single domicile

reporting. Those =supp

u

rting =ingle domicile reporting



220
argue that business events and transactions are influenced
to a large extent by their impact on financial statements.
In other wdrds, existing accounting principles, business
decisions and financial reporting are closely
interrelated. Therefore, proponents of single domicile
reporting hold the view that financial statements can
present only a single representation of the financial
position and results of operations - only for a given time,
under a certain set of rules, and for any given purpose.
Mueller (1975) argues that the intimate interrelationships
of reported events and the local "reporting culture” make
meaningful restatements often nearly impossible. it is
further argued that in the case of several events, simple
restatemenis would not be adequate, but rather,
comprehensive reconstructions of the +transactions to be
made in terms of the cultural, legal,' and other
institutional foundations +to which secondary readers are

accustomed.

The arguments presented by proponents of the
single domicile +theory has influenced many multinational
companies to wuse this approach in financial reporting.
Mueller and Walker (1976) reports that a number of
multinational companlies based in Canada, Japan, and Sweden
restate their consolidated financial statements from their
respective domestic currencies to United States dollars.

Furthermore, these companies have also adopted the practice
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of tramslating the text portions of their financial
statements to the English language. Multinational
companies of several European countries have adopted the
practice of +translating the annual reports into other
languages (mainly English) without restating for other
currencies. Furthermore, a booklet in English explaining
the accounting practices adopted is included with the
financial statements. All these variants preserve the
single domicile point of view, The advantage of the single
domicle point of view is that it avoids the complexities of
restating financial statements in conformity with

accounting standards in foreign countries.

A third approach to financial reporting by
multinational companies is to conform to international
reporting standards. Corbett  (1678) argues that
international reporting standards seem to be the perfect
answer for multinational companies and companies having
shareholders dispersed internationally. ldeally, with
identical standards, financial transactions would be
. recorded similarly from country to country and reported
uniformly to shareholders of different nationalities. Such
an approach would be particularly beneficial to investors
evaluating foreign securities. The IASC is indeed striving
for this ideal where financial events 1in the differenﬁ
countries would be recorded under the same guiding

standards despite the varyihg cultural, legal, and other
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institutional differences. However, at this stage, the
IASC has not reached consensus on a fully comprehensive
range of international accounting standards. It is
gsuggested that while comprehensive accounting standards are
being prepared, the primary/secondary financial statements
recommended by the AISG may be used as an interim measure.
Eventually, international accounting standards would
represent a single basis for all financial reporting in the
different countries, and the problem of evaluating foreign

securities would be considerably diminished.

4.5.3 Liguidity of foreign investments

The 1liquidity of an investment 1is an important
consideration in investment decisions. Fouse (1976) has
defined 1liquidity as the ability to buy and sell a security
quickly, without the price changing substantially from the
prevailing price of the previous +transaction. The
_ assumption here 1is that in the absence of new information
regarding the specific security, there should be no
significant price changes over successive transactions.
The greater the wuncertainty in relation to whether the
inveétment can be bought or sold, the greater the price
concession required to buy or sell 1it, the greater the
liquidity risk. (The discussion 1in chapter 2 has shown
that poor 1ligquidity is a characteristic of a "thin market”

which 1is dominated by a handful of large investors). These
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large investors generally take a very long-term view of
investments, and therefore, trading volumes are low in thin
markets. The poor 1liquidity in thin markets presents a
major problem for large institutional investors who usually
acquire a major stake in their target investments. Thin
markets are likely to cause a disruptive éffeot on the
orderly pricing of securities. Furthermore, poor liquidity
could result in an investor locked into a particular
investment and could result 1in a substantial loss in the
event of a forced sale. The opposite effect will be
evident in the event of a large purchase of a particular
security for which there are few willing sellers, the large
price increase being wunrelated to any improvement in the
security’s intrinsic value.

A major obstacle to 1intermational portfolio
investment is that other than the LSE and the NYSE, few
stock markets possess adequate 1liquidity. For instance,
Jennergren and Korsvold (1975) have shown that the stock
markets in FNorway and Denmérk have only a handful of
securities that enjoy substantial trading volumes.
Bergstrom (1975) has shown that investment liquidity is to
a large extent influenced by the general economic climate
prevailing 1n a country, and therefore, there should be low
consistency between the liguidity in the different
countries. It was also shown that on several occassions
trading 1in the Japanese market was heavy while the volume

of +trading in the United States exchanges was relatively
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light. Bergstrom (1975%) also demonstrated that the volume
of trading on the twelve largest stockmarkets outside the
United States has increased substantially in recent years.
Bergstrom (1975) concludes that in the light‘ of such
evidence, the standard argument, that United States
institutiong should not invest abroad because of poor

liguidity is highly suspect.

Shohet (1974)> has made a detailed study of
liquidity of stock exchanges in the United States, Japan,
United Kingdom, and continental European countries. It was
shown that the 1liquidity of continental European stock
exchanges 1s rather low. It was shown that in France, the
government has substantial interests in 1listed natural
resource enterprises, the nationalized banks and insurance
companies; 1in turn the financial institutions own large
interests 1in other listed companies. In Germany, the banks
and other financial institutions have sizeable equity
interests in one another and other listed companies. In
Italy, the government has the largest interest in Italian
industry. Shohét (1974, p.66)> has shown that in Japan
large cross holdings of investment exist between customer
and supplier, and between borrower and lender. The
financial institutions, banks, and insurance companies also
have sizeable investments in "friendly” enterprises. As a
result of these arrangements very few securities are
available to investors outside this group and this reduces

the liquidity of Japanese securities,
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Shohet (1974> measured the wvolatility of the
market indices in the United States, United Kingdom, Japan,
Netherlands, France, and Germany during the period 1961 -
72. It was observed that stock markets in the Netherlands,
France, and Germany had relatively poor liquidity in
comparison with stock markets in the other countries. The
following strategy to maximize the returns associated with
market wvolatility was used : sell the investment in the
market 1index before a decline of 10 percent or more, and
reinvest the proceeds at the new 1low points. It was
observed that using this strategy the investment returns of
the Netherlands, France, and Germany were substantially
greater than the returns for the United States and the
United Kingdom. Shohet (1974, ©p.67) concludes that the
greater volatility of foreign stock markets creates
favourable opportunities for investment. It was shown that
it 1s was unlikely that substantial investments could have
been made at the peaks or bottoms of the stock market
cycles., Nevertheless, the wvolatility of international
markets and the large potential benefits created by major

swings in these markets, justifies investments in foreign

securities.
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4,5.4 Transaction costs and complexities of operating in

foreign markets

An investor seeking to create an international
portfolio must be aware of the higher administrative costs
of investing in foreign securities. Firstly, there are the
costs 1nvolved 1in placing a buying/selling order and the
recelipt/delivery of the certificates fér the underlying
securities. Because of +the greater ophysical distance
between the domestic investor and the foreign country,
substantially higher transaction costs are to be expected.
Bergstrom et al. (1983) have shown that commission rates in
‘many countries are much higher than those charged in the
United States. However, 1t should be noted that on many
foreign stock exchanges 1t 1s sometimes possible to
negotiate reductions in brokerage costs when dealing with
large orders. Furthermore, there are the costs associated
with nonresident shareholders tax imposed by most foreign
countries. The withholding tax varies from country to
country but is usually 15 percent on share dividends and 10
percent on 1nterest earned by South African investors in a
foreign  country. However, South Africa has signed
avoidance of double taxation treaties with several major
industrialized countries. Therefore, a South African
investor may claim tax credit which totally or partially

offsets the withholding tazes paid in a foreign country.
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Marjos (1978) has argued that the administrative
problems and costs of owning foreign securities has
declined substantially as a result of growth of American
Depository  Receipts  (ADRs). ¥hile the ADRs are
specifically designed for the Dbenefit of United States
investors, foreigners such as South African investors, may
also derive benefiis from using this mechanism. Xhoury
(1983) has presented a detailed outline of the function of
ADRs, A direct purchase of a foreign security is not
necessary 1f an ADR for that security is available. ADRs
are financial instruments issued by United States banks
against the underlying shares deposited with the bank's
overseas. branch or foreign custodian. ADRs allow investors
to trade in forelgn securities without taking physical
possession of them. Investors 1in ADRs pay dollars for

their investment and receive dividends and proceeds of

sales in dollars. ADRs could be particularly useful to
South African investors in that the local foreign exchange
market deals mainly 1n dollars, higher exchange costs are
incurred for non-dollar currencies. However, changes in

exchange rates of the currency concerned are reflected in

the value of ADRs,

The shares of many large European, Japanese,
Australian, and even South African goldmining companies are
available in ADRs. Investors can trade in ADRs in exactly

the same manner as they can deal in United States domestic
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securities. All ADRs are registered in the name of the
owner, who can instruct the bank to sell the ADR. The bank
will then notify its foreign affiliate to execute a selling
order in the underlying security in the country in which it
1s 1listed. The banks offer several services related to
ownership of ADRs. The banks will collect dividends, provide
information on rights issues, take-over deals, shareholders'
meetings, and other relevant information to holders of ADRs.
For +these administrative services provided to clients, the
banks will charge a fee. Most ADRs are traded in the over
the counter market (OTC), several are listed on the AMEX, and
some of the largest and best known foreign securities are
listed on the KYSE. Because of the efficiency of the United
States capital market, trading in ADRs 1s cheaper than
trading 1n the countries where the shares are 1listed.
Occasionally, there are price differences between the market
in which ADRs are traded and the country where the underlying
shares are traded. This creates arbitrage opportunities, and

will also enhance the 1liquidity and efficiency of the ADR

market,

There are several advantages of using ADRs as a
means of investing in foreign securities. Firstly, trading
takes place 1in the highly efficient United States securities

market, saving an investor both time and cost in acquiring
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securities of BEC countries, Japan, Hong Kong, Australia,
etc. Secondly, ADR investors receive a greater amount of
information related to their underlying securities from
ADR-issuing Dbanks than that received directly from many
foreign companies. The Dbanks' foreign affiliate will
provide more timely and meaningful information than
information which the investor could himself have received
from a foreign country in a foreign language. Furthermore,
ADRs are issued by major United States banks, and are
registered in the name of the owners, regardless of whether
the underlying security 1s registered or a bearer
security. Therefore, the investor is protected from the
risk of securities being lost or stolen. Another advantage
of ADRs 1is that as all dealings are in United States
dollars, the investor dces not have to worry about currency
convertibility and exchange rates of the different
countries whose securities are being traded. It would seem
that ADRs offer a very efficient way tb invest in

securities of countries outside the United States.

.Bettner (1981) has shown that a method whereby the
benefits of international diversification can be attained
and yet minimize the associated problems is to invest in
mutval funds and investment companies that specialize in
international securities. This approach is particularly
useful to individual investors who do not have the

expertise to invest directly in foreign securities, This
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approach will also solve the information problem because
professional managers of the funds are expected to be

familiar with foreign securities and their markets. In
recent years, several mutual funds with a distinctly
international orientation have emerged to meet the needs of
individual investors seeking international portfolio
diversification. Many of these mutual funds and investment
companies are 1listed omr various stock exchanges in the
United States, and this reduces the 1liquidity problems
assocliated with {foreign securities. Reilly (1982) has
shown that a wide variety of internationally oriented funds
are available in the United States, the investor can choose
those funds which best meets the desired level of
international diversification. For instance, an investor
with' a particular interest in Japanese securities may
‘purchase shares in the Japan Fund or in the Nomura Capital
Fund of Japan, both being actively traded on stock

exchanges in the United States.

The avallable empirical evidence on the
performance of internationally diversified mutual funds is
encdﬁraging to prospective investors in  foreign
securities. The classic study by McDonald (1973) showed
that the eight internationally oriented French mutval funds
outperformed the domestic mutual funds during the period
1964 - 69, Farber (1975) compared the performance of a

group of mutual funds investing internationally and called
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"world funds" with the performance of a group of mutual
funds investing mainly in the EEC countries and called
"European funds”. It was shown that during the period 1963
- 1971 +the world funds outperformed the European funds in
terms of the risk-return characteristics. It can be
concluded that internationally oriented investment funds
are worthy of serious consideration by investors. However,
internationally diversified funds are very specialised and
therefore careful analysis is required before funds are
committed to these investments. The United States offers
by far the widest selection of international investment
funds having the necessary 1liquidity, and seems an
appropriate choice by South African investors seeking
international investment diversification but not having the

expertise to undertake direct investment.

4.6 Summary and conclusions

Empirical evidence strongly supports the view that
international portfolio diversification has superior
risk-return characteristics in comparison with exclusive
domestic diversification. Various studies have shown that
the 1inclusion of foreign securities enables a domestic
investor to earn bhigher returns and to lower investment
risk. The lower the covariance between the domestic
country and foreign countries, the greater the expected

benefits from international diversification.
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International securities tend to maximize the portfolios’
long-term rate of return, even though many year-by-year
returns may be less than those available from domestic
investments. It has been shown that several MNCs have been
able to attain superior performances in comparison with
domestic portfolios. However, international portfolio
diversification is able to outperform MNCs with regard to

both profitability and riskiness.

The final report of the De Kock Commission (1985)
has made several recommendations that are likely to have
far reaching consequences for investors in South Africa.
Firstly, direct investments by South African residents are
to be automatic, provided they meet established criteria.
Secondly, there 1s to be a progressive relaxation of
exchange control over portfolio investments ‘by South
African residents. Initially, registered insurers, pension
funds, and mnutual funds will be allowed to invest 10
percent  of their annual cash inflows in foreign
securities. In due course these provisions are to be
extended to financial institutions, corporate bodies, and
eventually individuals and non-corporate bodies. It is
submitted that this recommendation will remove the major
obstacle to investing in foreign securities by South
African residents. The De Kock Commission recommended that
prescribed investments be withdrawn at some future date.

The removal of this constraint is likely to divert funds
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away from the JGSE. The outflow of funds into foreign
securities will to some extent stem the flow of funds into
the JSE. The eventual relaxation of exchange control is
likely to create a more efficient flow of funds between the

capital market and the equity market.

The differences in accounting standards applicable
in the different countries complicates the evaluation of
foreign securities. Furthermore, the differences in
language, culture, legal framework, and economic system
will to some extent be reflected in the financial
statements. [t has been suggested that international
accounting standards seem to be the best approach to solve
the problem of reporting to shareholders in different
countries. Several international organisations such as the
[ASC and the AISG are striving to establish international
accounting standards. Attaining this objective will be
difficult because of the conflicting national interests.
At this stage no consensus on a fully comprehensive range
of international accounting standards bhas been reached.
Therefore, particular attention shbuld be devoted tb the
relevant accounting standards which are in use when foreign

securities are being evaluated.

A  major obstacle to international portfolio
diversification is that other than the ¥YSE and the LSE,

few stock markets possess adequate liquidity. Empirical
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evidence suggests that poor 1ligquidity and greater
volatility of several stock exchanges has created
favourable opportunities for 1investors to Dbenefit from
major swings 1in these markets. It has been shown that the
administrative problems and higher costs of owning foreign
securities has declined substantially as a result of growth
in  ADRs. The shares of  many multinational and
internationally recognised companies outside the United
States are available in ADRs. The liquidity problems of
foreign securities is eliminated because ADRs are listed on
highly efficient United States stock markets. The
emergence of mutual funds and investment companies that
specialise 1in international securities has largely solved
problems that are likely to arise when direct investment in

foreign securities is made.
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CYAFTER 5

INTERMATIOMAL SHARE PORTFOLIO DIVERSIFICATIGMN : POSSIBLE

INVESTMENT OUTCOMES FOR BOUTH AFRICAN IMVESTORS.

Sl Introductiaon

The existence of a relatively high degree af
positive correlaticon between securities within an economy
suggests the possibility that risk reduction might be
facilitated by diversifying security portfolios
internationally. The objective of this chapter 1is to
determine the potential gains from such diversification for
South African investors during the 1959 - BS period. In
particular, the returns on domestic portfolios will be
compared with efficient portfolios of ipternaticnal

ecuritie

in

Ut

Inter-country correlation coefficients will be
tested to determine i+ they have changed significantly
during the 1949 - 82 study period. Particular attention
will ©be devoted to test the staticnarity cof inter-country
caorrelation coefficients during the study period, thereby
enabling tests of the pecessary and sufficient conditians
for deriving btenpefits {from interpaticnally diversified

partfoliaos. The returns from internatianal securities will
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be calculated on an adjusted basis <(for currency
fluctuations) as well as on an unadjusted basis. The total
risk of international securities will be evaluated in the
context of domestic market risk and exchange risk. The
composition of optimal international portfolios available
to South African investors will be used as guidelines for
highlighting possible areas - for foreign security

investments.

5.2 Research design and methodology

In order to demonstrate the outcome to South
African investors of international portfolio
diversification, information on the risk and return on
equity capital of 18 countries <(including South Africa)
have Dbeen collected (see table 5.1). The foreign countries
selected for examination were chosen on the basis of the
following criteria:
1) an acceptable level of past political
stability
i1) reasonable availability of sufficient data
to permit the calculation of annual return
and risks (adjusted for foreign exchange
fluctuations) on industrial share market

indices,
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The counktries chosen for investigation satisfy these
predetermined investment criteria. Furthermore, these are
countries with which South Africa has had important trade
links in the past and are therefore suitable candidates far
security investments. Errunza (1983) has demonstrated the
importance of political stability by showing that portfeolio

managers are generally reluctant to invest in countries

cansidered to be high socio-political risks.

Table 5.1 + Countries whose investment performance will he

compared with investment in Soguth African egquities,

# Australia *#Netherlands

# fustria Mew Zealand

# Canada *Horway

# Denmark South Africa

t#France ##3pain
Finland . *¥Suwedean

**Barmany Switzerland

¥#[taly #United Kingdam

* Japan *inited

pi]
-+
w
"t
m
yl

£

These countries have recently imposed trade sanctians

against South Africa.

¥#These cauntries have indirectly imposed trade sanctionc

against South Africa.
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In deciding on the period covering the study,
several factors were considered. The period chosen had to
be long enough for the results to be representative of the
phases of the business cycles operating in the different
countries. On the other hand, it was felt that the study
should not probe too deeply into the past. Past
information on the risk-return relationships of securities
would be 1less reliable than current information; and the
“intention is to study the current and future benefits from
international portfolio diversification available to South
African investors. It was, therefore, decided that the
study would cover the fifteen year period from 1969 to
1683, a relatively current ©period and sufficiently
representative of the different phases of the business

cycles.

For the purposes of this study, gains or losses
from foreign exchange fluctuations have been included in
the calculation of the returns on assets and have therefore
been included in the measure of risk. Risks on foreign
investments stemming from exchange restrictions and
political instability were disregarded. Firstly, these

risks cannot be quantified. Secondly this study is
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confined to countries with stable political backgrounds;
and, thirdly, it can be argued that these risks can be
expected to be reflected 1in the prevailing prices of the
securities concerned. This study covers the period during
which the foreign exchange rates have been allowed to
"float", Therefore, the currency factor is likely to have
some impact on the risk-return characteristics generated by

foreign securities.

The complexity of operating in international
financial markets presents ~ one with different tax
structures, exchange controls, exchange risks, and monetary
interrelationships. Thus far, no satisfactory asset
pricing theory applicable in an international context has
been developed. As a result, the risk of an investment
cannot be represented by a single risk measure such as a
domestic or international beta. Therefore, the well known
risk-reward optimization principle developed by Markowitz
(1959) has been used to construct efficient international
portfolios. In developing the risk-reward optimization
principle Markowitz (1959) assumes that money has a
diminishing harginal utility. Therefore, the investors'
expected utility will be maximized by holding a set of
portfolios, each of which either maximizes the rate of
return given the standard deviation, or minimizes the

standard deviation given a rate of return.
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The 1locus of all such points comprises the efficient curve,
with each point on the curve representing a particular
combination of investment proportions 1n  various
countries. The concept of efficient portfolios can be used
to derive optimum portfolios which represents an optimal

allocation of assets in various foreign securities.

Given the historical rates of return (1969 to
1983), 1t 1is possible to compute the rates of return and
standard deviations of efficient portfolios which would
have accrued to South African investors who purchased
foreign securities in specified combinatiomns. From an
invesor’s point of view, the most profitable or beneficial
of +these combinations would be those securities which, for
any given risk level, maximizes the portfolio return.
Portfolios which have these characteristics enable the
construction of an optimal portfolio from a given set of
securities and can be obtained through methods of quadratic
programming, for which standard computer algorithms are
available, - The computer facilities of the Graduate School
of Business, University of Cape Town, have been used for
determining optimal ex post international portfolios, as
well as the multidimensional scaling of portfolios
representing diversification opportunities available +to

South African investors.
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In order to determine the-composition and location
of an efficient frontier from which an optimal portfolio is
selected, this study has used estimates of expected
returns, variances, and covariances (Full Covariance Nodel)
for a set of securities representing the different
countries under consideration. Furthermore, the estimated
parameter values have been treated as true parameter
values, and estimation risk has been ignored. Alexander
and Resnick (1085) have shown that if the Full Covariance
Model is used, the composition of the optimal (tangency)
portfolio when estimation risk 1s recognised will be
identical to its composition when estimation risk is
ignored, provided that at least 6 securities are
investigated and at least 10 observations per security are
made. Therefofe, it is submitted that the composition of
the optimal portfolios is wunaffected by estimation risk
inherent 1n using unadjusted historical data for the 1969 -

83 study period.

International security invesimenis involve dealing
in markets with different trading procedures and
currencies. Thus, the standardisation of statistical
information becomes ' an important consideration. The share
price indices and foreign exchangze rates have been obtained
from various 1issues of International Financial Statistics
(published by the International Monetary Fund). The share

price indices available in this publication are the
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officially recognised and standardised data for the
respective countries (Standard and Poors 500 index for the
United States, Financial Times Index for the United
Kingdom, etc.). The share price index for each country
represents the average change 1in share prices and is
therefore the appropriate measure of capital gains or

losses on equity transactions.

The dividend yield on shares of overseas countries
“has been obtained from back issues of publications such as
the Economist, Financial Times, and the U.N.0. Monthly
Bulletin of Statistics. The dividend received has been
reinvested in fractional shares at current prices after
deducting the withholding taxes applicaﬁle to the relevant
country. The total gain from equity investment (capital
gains and dividends) has been adjusted for changes in
foreign exchange rates between South Africa and the country
of investment. As a result, the rates of return used in
this study are the relevant rates obtained in South African
Currency. A general expression for the calculation of the
rate of return on a foreign investment- which makes

ad justments for possible changes in currency fluctuations

is:
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where: R = rate of return on foreign investment
D= annual dividend yield in the foreign currency
P, = Dbeginning price of the fo;eign security in
foreign currency
P1= ending price of the foreign seourityvin
foreign currency
Fi= ending price of foreign currency in terms of
the South African rand

F,= beginning price of foreign currency in terms

of the South African Rand.

According to investment theory, foreign securities
are 1likely to improve the risk-return characteristics of
diversified portfolios. This expectation has been
confirmed by several empirical investigations in overseas
countries. Because of the relatively underdeveloped
industrial sector and the economic domination by the mining
sector, the South Afrioén economy 1s not 1likely to be

highly synchronized with those 1in the more advanced

countries. Historically, return on gold investments have
achieved counter-cyclical effects with the market
portfolio. Therefore, South African goldmining shares are

likely to have negative correlations with the various
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foreign equity markets, and are therefore likely to perform
as diversifying <(risk reducing) assets. Therefore, a
portfolio consisting of South African goldmining shares and
equity shares of the more industrialized countries can be
expected to outperform a domestic portfolio that comprises

South African securities only.

The main objective of this study is to determine
the extent to which the various benefits associated with
international portfolio diversification are 1likely to be
attained by South African 1investors during the study

period. Therefore, the following hypothesis is tested:

Hypothesis: The South African economy is expected to
have 1low correlations with the economies
of the more advanced industrialized
countries. Furthermore, the expected
negative correlations between  South
African goldmining shares and foreign
equity markets 1s 1likely to improve the
risk-return characteristics of
international security portfolios. In
addition, the potential benefits are

expected to outweigh the problems

encountered. Therefore, South African
investors are likely 1o derive
substantial benefits from having

internationally diversified portfolios.
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5.3 Empirical evidence of possible benefits of

international portfolio diversification

In this section an ex post analysis of allocating
funds for international portfolios will be presented. This
approach allocates investment funds after reviewing the
results of a period that has already passed. Because of
the benefit of hindsight an ex post analysis can be said to
represent investments made with perfect knowledgé of the
security markets. In section 5.3.1 the risk-return
characteristics of investing in 18 major industrialised
countries will be presented. The risk-return
characteristics are also eXpressed in South African rands
gso that the influence of wvarious foreign currencies on
South  African based international portfolios can be
quantified. In section 5.3.2 funds are allocated in
various foreign countries so that optimal risk-return
trade-offs are obtained. The éomposition of optimal
portfolios will identify those foreign countries that (ex
post) could bhave improved the portfolio performance of an

investor based in South Africa.
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5.3.1 The rigk-return trade-off from international

portfolio diversification

In order to demonstrate the possible benefits to a
South African investor from international portfolio
diversification, the rates of return and risk represehted
by standard deviation was calculated for share investments
in 18 major industrialised countries during the period 1969
- 83. A matriz of correlation coefficients for the annual
rate of return of the 18 countries investigated was
calculated and is used in - all subsequent calculations
(variances, covariances, optimal international portfolios

etc.). These results are shown in table 5.2.
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Table 5.2 : Rates of return, standard deviations, and coefficient
of correlation of equity investments for 18 selected
countries during 1969 - 83.

Compound Standard Correlation (R) with

annual return deviation South Africa

(percentage) (percentage)
Country Industrial goldmining

shares shares
(1) (2) (3) (4)

Australia 10,84 20,06 0,7055 0,0795
Austria 9,19 14,63 0,0346 0,1471
Canada 14,07 18,48 0,6718 0,1589
Denmark 20,80 29,15 0,1445 ~0,3204
France 7,24 21,24 0, 3904 0,0021
Finland 20,54 20,45 0,1609 0,1304
Germany 15,14 17,07 0,0882 -0,5326
Italy 0,06 16,35 0,5606 0,2970
Japan 25,60 21,99 0,1432 -0,3562
Netherlands 11,97 14,91 0,1441 -0,4383
New Zealand 12,11 15,61 0,4385 -0,1048
Norway 12,77 24,25 0,3742 0,2774
South Africa
(industrial shares) 11,17 21,43 1,0000 0,4800
South Africa
(goldmining shares) 22,45 50,17 0,4800 1,0000
Spain 1,97 21,48 -0,1117 0,0773
Sweden 18,08 20,52 0,1534 0,0125
Switzerland 16,10 18,32 0,2698 ~0,4242
United Kingdom 13,11 22,35 0,2127 ~0,4548
U.S5. of America 12,18 18,76 0,2195 -0,3329
Average 13,44 19,74 0,32 ~0,02
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The annual rate of return on equity investments
ranged from a high of 25,6 percent for Japan to a low of
0,06 percent for Italy. The average annual rate of return
for all 18 countries 1is 13,44 percent, which is slightly
higher than the returns on South African industrial
shares. However, the average annual returns on South
African goldmining shares is substantially higher than the
average returns for all 18 countries. The superior
performance of goldmining shares reflects the investors
turning to gold investments during the period of rapid
inflation that prevailed during the study period. The
inter-country differences in risk <(standard deviations)
also varied considerably, South African goldmining shares,
having had the highest standard deviation <(of 50,17
percent? while Austria had the lowest standard deviation.of
14,63 percent. 0f particular interest 1is the low
correlation of returns among the different countries.
Despite the relatively poor performance of the local
industrial shares, South African investors may still
benefit from international diversification because of the
low average correlation of returns (0,32) with the other

overseas countries.

South  African goldmining shares offer unique
opportunitles for those seeking international portfolio
diversification because of the low average correlation of

returns (-0,02) with the overseas countries. In fact, these
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shares are negatively correlated with 8 of the 18 countries
included in the study. Despite the relatively good
performance of the South African goldmining shares, local
investors can benefit further from investing in foreign
securities. The dinclusion of foreign securities 1in a
portfolioc of South African goldmining shares are likely to
reduce substantially the relatively high (50,17 percent)

standard deviation of the latter category of shares.

Markowitz (1959) has shown that as long as the
correlation of returns among the different investments
options 1s not perfect (less than 1) a sufficient, but not
a necessary condition for portfolio diversification
exists. It can therefore be concluded that even relatively
low return foreign securities may materially reduce the
risk - of an internationally diversified portfolio held by

South African investors.
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In order to determine the role played by foreign currencies
in the risk-return characteristics of an infernationally diversified
portfolio, a more detailed analysis of the empirical results is
necessary. Table 5.3 contains the performance and volatility for

the 18 countries in local currencies for the period 1969 - 83.

Table 5.3 : Risk and returns (in local currencies) from international

portfolio diversification in 18 selected countries

during 1969 - 83

Domestic Ranking of | Domestic risk Ranking

compound return per annum of risk

annual return (percentage)
Country (percentage) '
Australia 9,20 11 17,83 10
Austria 8,10 14 12,54 19
Canada 11,85 7 16,51 12
Denmark 18,93 2 26,75 2
France 7,21 16 17,94 9
Finland 17,92 4 18,53 7
Germany 8,55 13 13,51 16
Ttaly 3,49 19 14,31 15
Japan 18,44 3 18,56 ' 6
Netherlands 7,09 17 13,19 17
New Zealand 10,32 9 12,93 18
Norway 9,73 10 22,29 3
South Africa '
(industrial shares) 11,17 8 21,43 4
South Africa
(goldmining shares) 22,45 1 50,17 1
Spain 5,11 18 18,50 8
Sweden 17,78 5 17,65 11
Switzerland 7,51 15 14,92 14
United Kingdom 13,25 | 6 19,33 5
U.S. of America 8,98 | 12 16,06 13
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The performance and risk measures in table 5.3 are
expressed 1in the currency prevailing in the country where -
the market is located. The domestic risk is defined as the
standard deviation of the annual domestic returns over the
1969 - 83 period. From the ranking of the domestic annual
returns it can be seen that the best returns during the
study period have been attained by South African goldmining
shares, Denmark, Japan, and Finland. However, these
countries also have the largest risk, as can be seen from
the rankings of the domestic risk. It is noteworthy that
South African 1industrial shares have a relatively high
domestic risk but only average domestic returns. This
observation is  further confirmation of the benefits
accruing to South African investors from internatioﬁal

portfolio diversification.

The risk-return characteristics represented in
table 5.3 have been expressed 1in the domestic currency
where the investment 1is made. However, South African
investors are more concerned with the performance of
their foreign  investments expressed in South African
currency. Therefore, the figures contained in table 5.4
are the risk-return Charagteristics of investment expressed

in rands.
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TABLE 5.4 RISK AND RETURNS (in South African rands) FROM INTERNATIONAL PORTFOLIO DIVERSIFICATION IN
18 SELECTED COUNTRIES DURING 1969 - 83
Country Compound Ranking of Exchange Total risk Ranking of Domestic Exchange
Annual Return | annual gain or (loss) (RSA rands) total risk risk risk
(percentage) return (percentage) {percentage) (percentage) (percentage)

(1) (2) (3) (4) (5) (6) (7)
Australia 10,84 15 1,64 20,06 11 17,83 9,75
Austria 9,19 16 1,09 14,63 19 12,54 8,36
Canada 14,07 8 2,22 18,48 13 16,51 9,08
Denmark 20, 80 1,87 29,15 2 26,75 11,16
France 7,24 17 0,03 21,24 8 17,94 8,75
Finland 20,54 4 2,62 20,45 10 18,53 9,45
Germany 15,14 7 6,59 17,07 15 13,51 11,48
Italy 0,06 19 (3,43) 16,35 16 14,31 7,98
Japan 25,60 1 7,16 21,98 5 18,56 11,27
Netherlands 11,97 13 4,88 14,91 18 13,19 10,24
New Zealand 12,11 12 1,79 15,61 17 12,93 10,51
Norway 12,77 10 3,04 24,25 3 22,29 8,27
South Africa
(industrial shares) 11,17 14 - 21,43 7 21,43 -
South Africa
(goldmining shares) 22,45 2 - 50,17 1 50,17 -
Spain 1,97 18 (3,14) 21,48 6 18,50 9,64
Sweden 18,08 5 0,30 20,52 17,65 9,19
Switzerland 16,10 6 8,59 18,32 14 14,92 13,25
United Kingdom 13,11 9 (0,14) 22,35 4 19,33 9,33
U.S. of America 12,18 11 3,20 18,76 12 16,06 10,22
Average 13,44 2,25 21,43 19,10 9,88

7S¢
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The total risk is defined as the standard deviation of the
annual returns of each country expressed in South African
rands during the period 1969 -83. The exchange risk is
defined as the standard deviation of the annual returns of
exchange rates in the different countries (expressed as a
percentage per annum). The exchange gain or (loss) is
defined as the percentage return per annum of the
respective currencies of the various countries being
investigated. The exchange gain or (loss) reflects the
extent to which the various foreign currencies have moved
in relation to the South African currency during the 1969 -
83 period. The South African rand appreciated in value
against the currencies of I[taly, Spain, and the United
Kingdom <(indicating an exchange loss for the South African
investor?). For the remaining countries the South African
rand depreciated in value against their currencies
(indicating an exchange gain for the South African

investor).

Table 5.4 <chows +that the exchange gain or loss
from foreign investments has had a significant influence on
investment performance. As a result of 'a substantial
foreign exchange gain from investing in Japan, investing in
this country has replaced investing in goldmining shares as
the best return that may be available to local investors.
It 1is also interesting to observe that exchange gains have

reduced the relative attractiveness of investing in South
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African industrial shares (ranking of returns lowered from
position & to position 14), As a result of exchange risk
(column 7>, the total risk (column 4) of investing in all
foreign countries is higher than the domestic risk (column
6) 1n the respective countries. As a result of this, the
risk ranking of South African industfial shares has
improved from position 4 (in table 5.3) to position 7 (in
table 5.4). Therefore, the currency factor appears to have
had an important influence on both risk and returns
associated with international portfolio diversification.
The results in table 5.4 indicate that the exchange gains
from the various foreign currencies have generally enhanced
the attractiveness of investing in foreign securities from

the standpoint of a South African investor.

It can also be seen from table 5.4 that the
differential TDbetween the risk in South African rands
(column 4) and the risk in domestic currencies (column &)
is generally smaller than the exchange risk (column 7).
Solnik and Noetzlin (1982) have shown that this is due to
the low and possibly even negative correlation between
security prices and exchange rate movements, This leads to
an important observation that foreign securities that are
attractive to a South African investor may not necessarily
be attractive to an investor in another country whose base
currency 1is say, United States dollars or British pounds.

Therefore, optimal international portfolios will vary from
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one country to another, depending on the risk-return
characteristics of securities as well as exchange rate

movements in the different countries,

Vhile the currency factor is important, it is not
a major element in the performance and risk components of
an internationally diversified portfolio (represeﬁting the
18 countries during 1969 - 83). This can be clearly seen
from the data presented in table 5.4, The overall impact
of exchange gains or losses on investment returns should be
judged in relation to a specific internationally
diversified portfolio. 1t can be seen from table 5.4 that
the overall exchange gains enhanced the average annual
total returns of an unweighted international portfolio by
(2,25) percent, which amounts to 16,74 percent of the
average total return over the 1969 - 83 period. Therefore,
the currency factor has not been a major component of total
return even though the South African rand was generally
devaiued against the other currencies during the study

period.

It can also be seen from table 5.4 that the total
risk (column 4) is less that the sum total of the domestic
risk (column 6) and exchange risk <(column 7). This is
because there is usual]y. a weak or possibly a negative
correlation  between currency and domestic risk. The
exchange risk as a component of the total risk attached to

a foreign investment also requires to be further analyzed,

and the data is presented in table 5.5.
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Table 5.5 : Profile of currency factor in total investment risk

for 18 selected countries during 1969 - 83.

Country Total risk in |Risk in domestic | Risk differential
RSA rands currency (currency factor)
(1) (2) (3)
(1) - (2)
Australia 20,06 17,83 2,23
Austria 14,63 12,54 2,09
Canada 18,48 16,51 1,97
Denmark 29,15 26,75 2,30
France 21,24 17,94 3,30
Finland 20,45 28,53 1,92
Germany 17,07 13,51 3,56
Italy 16,35 14,31 2,04
Japan 21,98 18,56 3,42
Netherlands 14,91 13,19 1,72
New Zealand 15,61 12,93 2,68
Norway 24,25 22,29 1,96
South Africa
(industrial shares) 21,43 21,43 -
South Africa
(goldmining shares) 50,17 50,17 -
Spain 21,48 18,50 2,98
Sweden 20,52 17,65 2,87
Switzerland 18,32 14,92 3,40
United Kingdom 22,35 19,33 3,02
United States 18,76 16,06 2,70
Average 21,43 19,10 2,59
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Table 5.5 shows that the risk of a foreign
investment in South African rands (column 1), risk in
domestic currency (column 27, and the resulting
differential or portion of risk that can ascribed to the
currency factor <(column 3). Currency risk averaged 2,59
percent and amounts to 13,1 per cent of the total risk
involved 1n an unweighted portfolio investment comprising
the 18 selected countries. As 1in the case of annual
returns, the aggregate lmpact of the currency factor on the
total risk can ohly be evaluated in terms of a specific
internationally diversified portfolio. Nevertheless, the
results suggest that exchange risk makes up only a small
amount of aggregate 1nvestment risk of an internationally
diversified portfolio. These results also illustrate that
portfolio managers tend to exaggerate the risk associated

with international portfolios.

5.3.2 Optimal ex post allocation of assets in efficient

international portfolios

In recent years, portfolio managers have devoted
much attention to efficient allocation of funds so that the
best risk-return trade-off is obtained. Solnik and
Noetzlin  (1982) have schown that the asset, allocation
decision is a particularly important and potentially
profitable aspect of managing international portfolios

since the major markets are not synchronized. The
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technique of constructing efficient portfolios for the
optimal allocation of funds for portfolio investment has
become standard practice for large dinstitutional
investors. The optimal portfollo computer programme used
for this study considered portfolios on the efficient
frontier with positive investment constraint <(no short
selling). Fung (1979) has shown that one of the major
difficulties in allocating funds for portfolio
diversification is that mean returns may turn out to be
negative. This can cause serious distortions in the
construction of optimal portfolios if the observed mean
returns are taken to be the proxy for expected returns.
Yallup (1982) has shown that a sufficient condition for
benefits to accrue from international diversification is
that the minimum risk portfolio should contain at least two

non-zero investment porportions.

The efficient frontiers for the case in which
investments can be made 1in all 18 countries included in
this study are presented in figures 5.1 to 5.5. The curve,
labelled E, summarizes the efficient risk-return (ex post)
combinations which were attainable to an investor who had
owned an internationally diversified portfolio of equity
shares. However, in order to determine the proportion of
investment in each of the various countries, we must choose
the optimal portfolio. This can be accomplished by using

the market equilibrium model developed by Lintner (1965)
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and Sharpe (1964). | The market opportunity 1line is
represented by (r,) (this line rises from the intercept on
the X-axis which reflects the risk-free rate of return’,
The average risk-free rate of return during the study
period wae 10 percent. The optimum unlevered portfolio for
a particular risk-free rate is given by the point at which
the appropriate market opportunity line is tangent to the
locus of efficient portfolios i.e. points a in figures 5.1

to 5.5,
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FIGURE 5.1

Efficient portfolios available from international diversification

(no limit to investment in specific country)
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FIGURE 5.3
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FIGURE 5.4

(20 percent limit to investment in specific country)
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Efficient portfolios available from international diversification

(10 percent limit to investment in specific country)
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Table 5.6 : Composition of (ex post) optimal international portfolios

for various levels of maximum investment in specific

countries during 1969 - 83

(risk-free rate of return = 10%)

No limit 50 33 20 10

Country percent | percent | percent |percent
limit limit limit limit

Australia 3,52
Austria 1,18 2,99 10,00
Denmark 5,34
Finland 17,03 16,20 18,77 | 15,74 10,00
Germany 9,82 10,00
Japan 40,84 39,80 33,00 | 20,00 10,00
New Zealand 1,05 0,62 7,56 10,00
Norway 1,14
South Africa
(goldmining shares) 14,15 13,89 13,66 | 12,72 10,00
Sweden 11,59 11,50 12,61 11,17 10,00
Switzerland 16,39 16,38 21,34 | 20,00 10,00
United Kingdom 10,00
Totals 100,00 100,00 100,00 100,00 100,00
Portfolio return 21,90 21,58 21,16 19,12 16,86
Portfolio standard
deviation 12,50 12,24 11,90 10,30 9,31
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Table 5.6 specifies the investment proportions for
five such optimal portfolios, i.e no limit, 50, 33, 20, and
10 percent 1limit to investment in a single country. The
five optimum ©portfolios shown are in each case the
so-called corner portfolios, i.e., those for which further
reduction 1in variance can be achieved through the inclusion
or omission of additional securities. The rates of return
and standard deviations for the corner portfolios are shown
in the last two rows of table 5.6. The other attainable
combinations of return and standard deviations can be found
by interpolation between the corner portfolios, as is done
by lines drawn between the points in figures 5.1 and 5.5.
Although 18 countries are investigated in this study, only
12 countries are included 1in at least one of the optimal
portfolios, and FNorway can be ignored because a negligible
proportion of one of the portfolios is invested in this
country. Investments 1in Japan, Switzerland, Finland, and
South African goldmining shares account for the majority
(40 to 88 percent) of the various optimal portfolios.
Canada, France, Italy, South African industrial shares,
Spain, and the United States are excluded from all optimal

portfolios.

An  explanation of these results can best be seen
by setting out a correlation matrix for the countries which
are included in at least one optimal portfolio (table

5.7, Japan, which taken by itself is characterised by a
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high return and also a high level of risk, has a relatively
large share in optimal portfolios owing to generally low
covariances with other countries in the efficient set. The
return on Japanese investments 1s negatively correlated
with | three countries, while it has low positive
correlations with the remaining eight countries.
Therefore, despite Japan's relatively high standard
deviation, Dbecause of low correlations,its inclusion tends
to reduce the risk of the overall portfolio. This is
especially true since the investment returns of Japan are
negatively correlated to the South African goldmining
shares, and the latter comprises a fairly large share of
all the optimal portfoliocs. South African goldmining
shares, on the other hand, become part of the optimal
portfolios on their own merits, these shares having both a
very high rate of returﬁ and a very high risk level.
However, the return on South African goldmining shares is
negatively correlated with six countries, while the

correlation with +the remaining five countries is close to

zZero.



TABLE 5.7 INTER-COUNTRY CORRELATION COEFFICIENTS FOR COUNTRIES INCLUDED IN (EX POST) OPTIMAL INVESTMENT
PORTFOLIOS
Country 1 2 3 4 5 6 7 8 9 10 11 12
1. South Africa - .
goldmining shares (1,000 0,079 0,147 (-0,320 0,130 -0,532 | -0,356 | 0,104 0,277 0,012 -0,424 | -0,454
2. Australia 1,000 -0,279 0,187 |[-0,082 0,035 0,254 0,585 0,304} 0,093 0,306 0,350
3. Austria 1,000 0,091 0,260 | -0,053 | -0,100 | -0,263 0,242(-0,157 -0,039 | -0,171
4. Denmark 1,000 0,483 0,566 0,621 0,460 0,293 0,502 0,400 0,229
5. Finland 1,000 0,177 0,206 0,436 0,697| 0,141 0,109 | -0,078
6. Germany 1,000 0,552 0,016 |-0,143| 0,399 0,876 0,673
7. Japan 1,000 0,199 |-0,052| 0,210 0,539 0,494
8. New Zealand 1,000 0,545| 0,116 0,082 0,027
9. Norway 1,000} 0,032 0,036 | -0,256
10. Sweden 1,000 0,228 0,204
11 Switzerland 1,000 0,698
12. United Kingdom 1,000

89¢
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Gold has traditionally Dbeen an investment medium
whose popularity is closely linked to economic and
political instability. Shishko (1977) has shown that
European investors have a long history of including gold in
their portfolios, whereas United States investors have been
more reluctant to follow this strategy. ¥cDonald and
Solnik (1977) have demonstrated that goldmining shares are
widely recognized as diversifying (risk reducing) assets
because of their negative correlations with the market.
The results of this study confirms the risk-reducing
properties of goldmining shares for South African investors
pursuing international portfolio diversification. South
African goldmining shares on their own have a high risk
(standard deviation of 950,17 percent). However, the results
in table 5.6 show that the inclusion of goldmining shares
as well as foreign securities in optimal portfolios enables
a cubstantial reduction in the risk of the portfolios

(standard deviation between 9,31 and 12,50 percent).

“In recent vyears, United States investors have
become major investors in South African goldmining shares.
Beckers and Soenen (1984) have shown that a strong negative
correlation has been observed between the return on gold
(in United States dollars) and the strength of the dollar,

It was further shown that gold investments valued in
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non-dollar currencies schowed a better risk-adjusted
performance than their dollar counterparts. ' Therefore,
United States investors can be expected to show a
preference for South African goldmining shares in
comparison with gold options and other investments
denominated in dollars. This 1line of reasoning also
suggests that any goldmining shares guoted in a non-United
States dollar base currency should behave less erratically
than their dollar denominated gold investments. The former
investment Qill have a lower specific risk Component. The
increasing exposure to South African goldmining shares by
United States investors is confirmation of an appreciation
of the superior risk-adjusted performance of such

investment.

Institutional investors in South Africa have
traditionally made large investments in both goldmining and
industrial shares. Therefore, 1t is interesting to note
the absence of South African industrial shares from the
optimal portfolios. The main reason stems from the
industrial shares having a high positive correlation (0,48)
with goldmining shares, combined with the fact the rate of
return on industrial shares was much lower than that for
goldmining shares. As a result, goldmining shares dominate
industrial shares and the latter was eliminated from the
efficiency curve in the relevant range. Furthermore, the

industrial shares of Japan, Switzerland, oweden, and
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Finland have scuperior risk-return characteristics 1in
comparison with South African industrial shares, and these
countries also have negative or only slightly positive

correlations with South African goldmining shares.

The potential gains from international portfolio
diversification can te more clearly seen by examining
figures 5.1 to 5.5 which represent optimal portfolios for
different maximum proportions that may be invested in
specific  countries. The risk-return combinations for
portfolios of South African industrial shares is
represented by point I. Clearly, investors will suffer
losses 1f they must restrict their portfolios to South
African industrial shares only (point I does not lie on the
efficient frontier). Diversification among foreign
securities and South African goldmining shares would have
permitted investors to attaln higher rates of return and
lower risk of their portfolios than they could have by
purchasing a portfolio consisting of South African

industrial shares only.

¥hich combination of securities a South African
investor would in fact have chosen cannot be known, since
it depends on  their individuval  wmarginal rate of
substitution between risk and return. However, it can be
stated that, 1if an investor wanted to maintain the same

variability in return associated with South African
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industrial shares, international diversification would have
permitted him to earn 25,55 percent as against 11,17
percent, a gain of 128,7 percent in the annual rate of
return (figure 5.1). Analogous calculations can be carried
out to demonstrate the reduction in risk attainable by
internationally diversified ©portfolios with the same
expected rate of return as that from investing in South
African i1ndustrial shares alone. An inspection of figure
5.1 shows that risk can be reduced from 21,43 percent to
5,7 percent, a reduction of 73,4 percent in the annual

standard deviation.

Because of the high risk associated with investing
in South African goldmining shares, the standard deviation
does not fall in the range plotted in figures 5.1 to 5.5.
Nevertheless, because of the high risk, investing in South
African goldmining shares alone is unlikely to produce
optimal investment performance for a local investor. It is
only when the South African investor diversifies his
portfolio to include countries such as Japan, Sweden,
Switzerland, New Zealand and Finland that a significant
improvement in portfolio performance (reduction of risk)
results. The systematic nature of risk reduction through
international diversification is reflected 1in the
continuous reduction of portfolio risk at all levels of
return as the number of foreign coﬁntries are increased.

It can be seen from table 5.6 that when the number of
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countries in optimal portfolios is increased from five to
twelve, the standard deviation is lowered from 12,5 percent

to 9,31 percent.

5.4 The stationarity of inter-country correlation

coefficients

The analysis in the preceding section suggests
that foreign security investments by South African
investors would bhave given rise to substantial gains in
welfare associated with portfolio investments. If the past
results are considered to be indicative of future
developments, then the results of this investigation
suggests that future international diversification of
portfolios 1is 1likely to be profitable and South African
investors should take advantage of the benefits it offers.
The past results represent potential gains from portfolio
diversification, and there 1is no guarantee that they will
be available in the future. Makridakis and Wheelwright
(1974) have demonstrated that in order to realise the
potential gains from portfolio diversification, the
investor must be able. to predict the future relationships
among the price movements of two or more different national
stock exchanges. This condition must be satisfied before
the potential ex post  Dbenefits of international
diversification can be realized on an ex ante basis,

Watson (1980) bhas shown that the above condition would be
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fulfilled if the relationships between the national

exchanges were stable over time.

Therefore, a study to examine the stationarity of
the correlation coefficients of the annual returns of the
share market indices of the countries represented in the
optimal portfolios during the 19669 - 83 period is
necessary. To test for stationarity, the inter-country
correlation coefficients were calculated for different
sub-periods of the study period. Three tests of
stationarity were performed. Firstly, the inter-country
correlation coefficients were tested to determine whether
they changed significantly, either from one three-year
period to the next, or between the three {five-year
sub-periods. Secondly, the annual inter-country
correlation coefficients were regressed over the
fifteen-year period of the study to determine whether they
varied significantly over the 1869 - 83 study period. The
third test of stationarity will determine 1f the
- correlation coefficients for the different holding periods

are equal.

The results of the first test of stationarity of
the inter-country correlation coefficients (South African
goldmining shares and other countries included in the
optimal portfolios) are presented in table 5.81 As can be

seen from this table, only the correlation coefficients
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between the South African goldmining shares and Denmark
(1972 - 74 sub-period), Germamy (1972 - 74 sub-period), New
Zealand (1978 - 80 gsub-period), UFNorway (1972 - 74
sub-period), and Switzerland (1978 - 80 sub—period); were
significantly different at the five percent level. The
conclusion from this test is that inter-country correlation
coefficients, 1in general, did not change significantly from
one sub-period to the next over the fifteen-year period of
this study. However, a more detailed analysis (presentéd
in section 5.4.1) is necessary to determine to what extent
the correlation coefficients for the different holding

periods are equal,



TABLE 5.8 : INTER-COUNTRY CORRELATION COEFFICIENTS FOR THREE YEAR

AND FIVE-YEAR SUB-PERIODS FROM 1969 - 83

three-year sub-periods

five-year sub-periods

Countries 1969 — 71 1972 - 74 1975 - 77 1978 - 80 1981 - 83 1969 - 73 1974 - 78 1979 - 83
RSA goldmining
shares - Australia 0,095 0,140 0,132 0,114 0,046 0,085 0,126 0,052
- Austria 0,235 0,198 0,228 0,316 0,133 0,117 0,243 0,178
— Denmark -0,145 0,218a -0,172 -0,382 -0,415 -0,128 -0,285 ~-0,451
- Finland 0,025 0,036 0,132 0,009 0,183 0,018 0,241 0,176
- Germany 0,016 —0,215a -0,317 -0,562 -0,515 -0,327 -0,417 -0,475
- Japan -0,282 -0,350 -0,422 -0,317 -0,214 -0,369 -0,386 -0,276
- New
Zealand 0,120 -0,128 -0,264 —0,312a -0,252 0,016: -0,217 -0,142
- Norway 0,317 0,127a 0,351 0,291 0;194 0,212 0,421 0,363
- OSweden 0,152 0,102 0,045 0,120 0,009 0,120 0,037 0,048
- Switzerland -0,317 -0,421 -0,317 —0,103a -0,488 0,334 -0,364 -0,529
—~ United b
0,221 -0,217 0,167 -0,417 -0, 386 -0, 385 -0,431 -0,521

Kingdom

o
Il

b = Sample inter-country correlation

Note: The tests of significance used

sample inter-country correlation

between two sample correlation coefficients.

coefficient differs from previous sub-period at 5% level

coefficient differs from previous sub-period at 10% level

was reported by Chou (1975, pp. 602 - 617) for the difference

9L¢
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The results of the second test of stationarity are
presented in table 5.6. 1t can be seen that with the
exception of the correlations among Austria and Finland,
Germany and Finland, Japan and Norway, Australia and the
United Kingdom, and Austria and the United Kingdom, none of
the other inter-country correlation coefficients changed
significantly over the entire 1969 - 83 study period (at a
5 percent level of significance). The results of the two
tests of stationarity show that the correlation
coefficients, 1in general, have been fairly stable for the
period covered by this sfudy. In addition, 1t was shown in
section 5.3.1 that the inter-country correlation
coefficients were substantially less than plus one, and
therefore, two important conditions for the successful
implementation of international diversification appéar to
be satisfied. According to Yallup (1682), stable and low
correlations between returns is a sufficient bdut not a
necessary condition for gains to be derived from

international portfolio diversification.



TABLE : 5.9 Beta coefficients from regression analysis of annual inter-country correlation
coefficients over the period 1969 - 83.

Country Australia |Austria | Denmark |Finland |Germany | Japan New Norway |[Sweden [Switzerland | United

Zealand Kingdom
1. South Africa
(goldmining a b

shares) 0,023 0,035 -0,021 0,051 0,071 0,005 | -0,008 -0,002 0,013 -0,062 -0,023
a

2. Australia 0,013 -0,034 0,032 0,001 0,026 0,035 0,012 0,002 0,007 -0,075
b a

3. Austria 0,005 —0,151a -0,012 0,062 0,057 0,022 |-0,052 -0,071 -0,082

b .

4. Denmark 0,042 |[-0,022 0,008 0,022 0,005 0,142 0,021 0,012
5. Finland O,O9Oa -0,075 | -0,053 -0,042 0,014 0,029 0,003
6. Germany 0,035 0,007 -0,006 | -0,022 0,006 0,022
7. Japan 0,075 | 0,097% 0,012 ~0,013 0,002
8. New Zealand 0,042 0,062 0,004 -0,013
9. Norway -0,007 0,057 -0,002
10. Sweden 0,031 0,022
11. Switzerland 0,046

a = Regression coefficient (Beta) significant at five percent.
b = Regression coefficient (Beta) significant at ten percent.

8LC
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5.4.1 The stability of correlation coefficients using

chi-square test

The correlation coefficient 1s a measure of the
closeness of relationships between measured values of two
variables, The population correlation coefficient (p) and
its scample estimate (r) are interrelated and conform to a
bivariate normal distribution. An important property of
this distribution 1s that for a specific value of one
variable, the corresponding value of the other variable
will follow a normal distribution. Therefore, a
statistical technique known as Students t-distribution can
be used for testing the null hypothesis that the population
correlation ceoefficient is equal to zero. However, the
t-statistic 1is unsuitable for testing null hypotheses when
the population correlation coefficient is different'from
Zero, The objective of testing the stability of
correlation coefficients is that several sample estimates
(r's) are estimates of the same population correlation
coefficient, which does not necessarily equal zero.
Therefore, the <correlation coefficients can be transformed
g0 that statistical tables can be used. The chi-square
technique can be used to transform the sample estimate
correlation coefficient (r)> to a quantity (Z ) which is

distributed approximately normally.
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Using the <chi-square statistic, we test the
hypothesis that the correlation coefficients for the
different holding periocds (1, 2, 5, 10 and 15 years) are
equal. This 1is in essence a test of the stability of
corre}aﬁion coé%ficients over time. The 1969 - 83 study
period \was divided into 15 subperiods (k=15) of one-year
holding period. The chi-square statistics were derived for
each of the 171 possible pairs of observaticns for the 19
countries (industrial shares and goldmining shares counted
separately for South Africa). An acceptance was recorded
for any x® with values lower than the critical value of
x? (28,87) at the 5 percent level. The summarized

chi~square results are shown in table 5.10.
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Table 5.10 Tests of the stability of correlation

(al :
coefficients during 1969 - 83 (stable palrwise

(6]
correlations in whiQh the 19 countries are included )

Length of sub-veriods

Country 2 years | 5 years | 10 years | 15 years
Australia 2 11 14 16
Austria 1 9 10 15
Canada 1 3 15 16
Denmark 2 11 13 15
France 0 8 9 13
Finland 3 12 14 15
Germany 0 8 11 13
Italy 2 3 16 17
Japan 1 10 : 13 15
Netherlands 1 9 10 14
New Zealand 0 7 10 13
Norway 0 7 12 16
South Africa

{(industrial shares) 1 6 9 12
South Africa

(goldmining shares) 0 5 7 11
Spain 2 12 14 16
oweden 3 11 13 15
Switzerland 1 7 11 13
United Kingdom 3 15 16 17
U.S. of America 3 14 15 16
Total number of

stable pairs/ )

(out of 171) '€ 13 94 116 139
stable pairs

(percentage) 7,60 54,97 67,84 81,29
(al At 5 percent level of significance
(o) Maximum possible per country is 18

(c) Total = sum of column/2
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The hypothesis that all correlation coefficients
are estimates of the same o was rejected for all 171 pairs
of countries for a one vyear holding period. From table
5,10 it can be seen that in the case of a two-year
investment horizon, the null hypothesis was rejected in 158
pairs of countries and accepted in only 13 pairs. On the
other hand, the results obtained by assuming investment
horizons of 5 years, 10 years, and 15 years reveal a
substantially increased degree of stability of the sample
correlations. The null hypothesis is rejected for all 171
palrs of countries when the assumed investment horizon is
one year (not shown 1in table 5.10). However, the
acceptance rate increases with each increase in the assumed
investment horizon. For a two-year horizon the acceptance
rate of the null hypothesis is only 7,6 percent (13 pairs
out of a possible 171). For the fifteen-year horizon, the
null hypothesis is accepted for 139 pairs of countries out

of 171 cases (81,29 percent acceptance rate).

The extent to  which portfolio managers can
implement risk reduction through international
diversification depends largely on the inter-period
stability of expected returns, variances, and the
corralation matrix. Lessard (1974) suggested that
international factors would produce a high degree of
stability in the correlation structure between different

countries’ stock markets over time. However, Maldonado and
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Saunders (1981) have provided evidence that rejects this

point of view. They have shown that for time horizons
longer than two quarters, the sample Inter-country
correlations are unstable. Maldonado and Saunders (1981)

have argued that the ex ante planning of optimal
international portfolios is very hazardous and the investor
would have great difficulty in forecasting the outcome of a
portfolio investment decision accurately when inter-period

correlations are unstable.

Chaked (1685%) has identified several deficiencies
in the methodology relating to the empirical evidence
presented by Maldonado and Saunders, and made three
significant modifications to the methodology used by the
latter, The three important modifications were: instead of
results based on capital gains only, both capital gains and
dividend yields were used for calculating returns;
correlation coefficients for all countries investigated
were constructed; and real rates of returns rather than
nominal returns were used for measuring performance,
Shaked (1985) investigated the inter-period correlation
coefficients for 16 stock markets covering the period 1960
- 79. Shaked (1685) observed that a higher degree of
stability 1s obtained over longer periods than shorter
periods 1.e. the observed degree of stability of the
correlation coefficlents increases as the  assumed

investment horizon increases. The findings of the Shaked
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investigation are in agreement with the results of the

present study which are presented in table 5.10.

This investigation examined the possible benefits
of internatiomal portfolio diversification from the
standpoint of a South African investor. The results imply
that an optimal portfolio representing 18 different
countries is unstable for relatively short inveétﬁent
horizons. The results suggest that the efficient frontier
(ex post optimal portfolic) is continuously changing, and
therefore, the selection of an ex ante optimal investment
strategy would be very difficult to identify for short-term
durations. The results also indicate that the degree of
stability in the international correlation structure
increases rapidly and consistently as the investment

horizons is lengthened.

The results of this investigation justifies the
practical wuse of the mean-variance model by portfolio
managers to allocate funds for international pértfolios
based on ex post data. The use of the mean-variance model
is especially justified for investors seeking international
portfolios with medium-term and long-term investment
horizomns. The high degree of stability observed for longer
investment periods suggests the existence of some "noise
distortions” that impede the flow of certain international

factors that would produce a degree of stability in the
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correlation structure between different countries over
time. These results are exploratory and present a fertile

area for further investigation.

5.4.2 An evaluation of the stationarity of correlation

coefficients

Roll  (1977) has shown that a necessary and
sufficient condition for gains to be derived from portfolio
diversification, is that the sample minimum variance
portfolio contains at least two non-zero investment
proportions, Simply studying the sample minimum variance
portfolio has the advantage that investment proportions of
this portfolio are independent of expected returns and
depend only on the sample covariance matrix. This relaxes
the difficulty of assuming unrealistic (negative) expected
returns. Therefore, a study of the minimum variance
portfolio is a method of indirectly examining the stability
of the correlation structure as well as showing directly if
there are benefits from international diversification.
This study bhas mnade use of the minimum variance portfolio
as well as the use of tests of stationarity to determine
potential benefits (ex post) from international
diversification. Therefore, it 1is submitted that
sufficient evidence has been provided to demonstrate that
international diversification is beneficial to South

African investors.
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As argued above, the stablility of correlation
coefficlents 1is only a sufficient and not a necessary
condition for correlation structure stability.
Accordingly, tests of stationarity do not imply that one
can estimate ex ante returns from portfolio
diversification., The ideal situation would be to identify
the stochastic process underlying ex post returns. It is
submitted that tests of stationarity suggest that ex post
inter-country correlations can be used to achieve gains
from international diversification beyond those available
to the investor who pursues a nalve strategy. However, if
return-generating data could ©be provided by another
(stochastic) process, even better predictions on portfolio
performance could be obtained than those provided by ex

post data.

Elton and Gruber (1973) have shown that for
domestic portfolio comstruction, there is great difficulty
with respect to compiling accurate matrix of correlation
coefficients, The reason for this is that the
organizational structure within which security analysis is
“typically performed does not lend itself to extensive
inter-company analysis. Moreover, at the international
level, in addition to the usual difficulties of performing
domestic  security analysis, the analysis of foreign
securities 1is 1likely to be beset by such difficulties as

fluctuating exchange rates, government interference in the
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capital and foreign exchange markets, varying accounting
standards and disclosure requirements across countries, and
language barriers. Hence, it 41is unlikely that security
analysts can generate accurate estimates of future
correlation coefficients among all pairs of domestic and

foreign securities. Consequently, some type of forecasting

model is likely to be an investors best method for
obtaining accurate estimates of the future correlation

structure of international share prices.

Eun and Resnick (1984) have evaluated twelve
alternative forecasting models that can be used to estimate
the correlation structure of international share prices.
The National Mean Model dominates all other models in terms
of forecasting accuracy. This result confirms earlier
findings that there is a strong country factor influencing
the return-generating process. This study also observed
that the Full Historical Model performed well in spite of
the random noise contained in the historical data. This
result probably reflects the model’s ability to capture the
influence of the country factor. This finding could help
other researchers in developing algorithms that can be used
to determine optimal international portfolios. To date, no
accurate forecasting model has been developed to provide
accurate estimates of future correlations relating to
international share prices. Therefore, the challenge to

future researchers 1lies in developing models which might
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provide higher correlations between the forecast and actual

correlations.

The lack of forecasting methods to predict future
correlations among foreign equity investments does not
preclude investment managers from using ex post data for
constructing portfolios, The results of the stability of
correlation coefficients suggests that the probability of
success 1in international diversification is  highly
correlated with the length of the investment horizon.
Therefore, the recommended investment strategy will depend
on the duration of the investment horizon. PFor short-term
investment horizons (correlation coefficients are
relatively unstable) a passive strategy is preferred to an
active strategy. On the other bhand, for 1long-term
investment horizons (correlation coefficients are more
stable) an active strategy can be expected to outperform a
passive investment strategy. The rationale for these
strategies 1is Dbased on the finding of increased potential

utilization of ex post data for longer investment horizons.
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5.5 The benefits from international portfolio

investment in conditions of unknown future investment

performance (ex ante returns)

In secticn 5.3.2, the optimal allocation of assetsb
in efficient international portfolios was constructed. The
combination of the various foreign securities making up
international portfolios is optimal ex post. This approach
allocated investment funds after reviewing the results of a
periocd that had already passed. Such an analysis is not
likely to be of assistance in making investment decis;ons
for the future. In situations where the investor has no
information of future investment returns, 1t can be
expected that he adopts a strategy to "buy the market”.
This strategy implies that the investor would buy all
available securities 1in proportion to their market
capitalization. Such a strategy will ensure that the
portfolio would be fully diversified. The "buy the market"
approach 1is an ex ante investment strategy in that it
avoids the influence of events that actually took place
during a given vperiod. Instead, this strategy relies on
what was expected before the investment period actually
began, without being influenced by events that had already

taken place.



290
For analytical purposes, two distinct 8TOUPS
of investors, each having distinct investment opportunities

available to them will be considered:

(a) A South African investor who is constrained
by exchange control regulations to limit
investments to securities 1listed on the JSE

(goldmining and industrial shares).

(b> A South African investor not constrained by
exchange control regulations, and is
therefore able to acquire securities on the
JSE as well as the securities of 17 foreign
countries that are listed in table 5.1 of

section 5.2,

In using the "buy the market"” approach it would te
difficult to determine the proportion of the market
capitalization to be invested in the different securities
each year. Therefore, it is assumed that each of the above
investors would ©purchase equal rand amounts in each
security group available to them. For instance, a South
African investor not constrained by exchange control would
invest equal rand amounts in goldmining and industrial
shares on the JSE as well as in each of the 17 foreign

countries.
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The risk-return characteristics for each of the
above portfolios was calculated during the 1969 - &3
period. Furthermore, the investment characteristics of the
two portfolios was plotted on a risk-return diagram for
each year, and thereby indicated the respective position of
the South African portfolio and the intermational portfolio
for a specific year. Market lines were drawn by joining
the South African risk-free rate to the above-mentioned
points in each vyear. The annual returns for each of the
two 1investment strategies as well as the difference between
the two strategies was measured from the diagram for both
South African market risk as well as the international
market risk. The wmarket risks were represented by the
standard deviations of the portfolio returns for each vear
in the +two markets under consideration, The relative
performance of the two portfolios is presented in table

9.11.
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Table 5.11 : Annual returns for South African and international

market portfolios at South African and international

market risk levels for the period 1969 - 83.

Risk = S. African market risk Risk = international market risk
Annual return (%) igiziisiriﬁ Annual return (%) igiziisiriﬁ

Year S.A. Portfolio | Internas. interna?ional 5.A. Portfolio|Internas. interna?ional

portfolio |POoTtfolio Portfolio |POTFOLL0
1969 -21,43 24,86 46,29 -20,15 23,81 - 43,96
1970 -18,27 6,97 25,24 -17,41 6,04 23,45
1971 5,04 24,17 19,13 4,70 23,10 18,40
1972 36,86 33,53 - 3,33 30,21 31,26 1,05
1973 27,50 26,26 - 1,24 24,35. 25,60 1,25
1974 34,66 -1,88 -32,78 32,17 - 0,63 -32,80
1975 - 5,15 15,48 20,63 - 3,26 13,32 16,58
1976 - 8,40 24,34 32,74 - 6,82 21,85 28,67
1977 - 1,35 3,27 4,62 - 0,96 2,64 3,60
1978 34,38 21,43 -12,95 30,46 19,67 -10,79
1979 41,80 26,70 -15,10 34,14 24,53 - 9,61
1980 70,47 19,56 -50,91 62,23 17,57 -44,66
1981 - 3,06 14,38 17,44 - 2,51 12,79 15,30
1982 12,66 18,87 6,21 10,64 16,39 5,75
1983 . 40,12 32,66 - 7,46 34,53 29,89 - 4,64
Average
% per
Year 16,38 19,30 3,08 14,15 17,86 3,71




293

The figures 1inm table 5.11 indicate that on
average, during the 1969 - 83 period, the ex ante selection
procedure would have ©provided fairly large positive
returns. Furthermore, these returns could have been
attained at either of the two risk levels under
investigation. Investment in a portfolio of South African
equity shares would have produced annual returns of 14,15
percent and 16,38 percent at the international market risk
level and South African market risk level respectively.
Investment in the international equity portfolio would have
produced annual returns of 17,86 percent and 19,30 percent
at the international market risk level and the South

African market risk level respectively.

A significant feature of the result in table 5.11
is that the results fluctuate over a wide range. The South
African portfolio has produced very erratic returns. An
exceptionally high return of 70,47 percent was attained in
1980 and the lowest return of minus 21,43 percent was
obtained in 1969 <(at the South African market risk). By
contrast, the international portfolio produced fairly
steady returns, with 1974 being the only year when slightly
negative returns were obtained by this portfolio. These
results clearly demonstrate the superior diversification
properties of an international portfolio in comparison with
a South African portfolio. Figure 5.6 highlights the

relative performance of the two portfolios investigated.
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Figure 5.6 clearly cshows the relatively steady
returns provided by the diversified international
portfolio. Figure 5.6 also provides an answer to the
question why the South African portfolio produced inferior
returns on average, despite the very large positive returns
in certain vyears. It can be seen that a South African
portfolio outperformed the international portfolic by a
wide margin in the years 1074, 1978, 1979, 1980, and 1983.
However, the South African portfolio produced large
negative returns in the years 1969, 1970, 1975, and 1976.
The high positive returns 1In certain years were
insufficient to make up the large losses suffered in a
number of years. These results indicate that the South
African equities alone provided insufficient
diversification to sustain a stable level of returns.. By
contrast, the international portfolio had no significant
negative returns during the study period. Therefore, a
collection of relatively smaller but consistent returns of
the international portfolie was still able to outperform
the South African portfolio which produced both large
positive and negative returns. These results also
demonstrate the ability of effective diversification to
" maximize the portfolio’s long-term rate of return, even
though many year-by-year returns may be less than the

corresponding returns of riskier investments,
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The results in table 5.11 also show that an
international portfolio which spreads the funds over the
full range of securities available in equal amounts amongst
the different iInvestment categories would, on average,
attain excess returns of 3,08 percent per annum In
comparison with a South African portfolic which spreads the
funds equally between goldmining and industrial shares on
the JSE. These comparisons were at the level of risk
prevailing in the South African equity market during the
study period. When a comparison is made at the risk level
prevailing in the international equity market, the investor
who purchased both South African and foreign equities
attains an average annual gain ‘of 3,71 percent over an
investor that operates only on the JSE. Although these
gains are large, they are significantly less than those

attained by ex post optimum portfolios.

A limitation of the preceding discussion is that
the annuval returns from an international equity portfolio
and an exclusively South African equity portfolio are
measured at two different risk levels in each vyear. The
measurement procedures do not consider the actual level of risk
for each of +the two portfolios. To overcome this deficiency, a
standardized return (return adjusted for risk) is necessary for
each portfolio. The average risk and return for the 15 years
(covering the 1969 - 83 period) was calculated. The standardized
return (return/risk) was then calculated and is shown in table

5.12.
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Table 5.12 : Standardized returns from South African and

international portfolios chosen ex ante

Portfolio | Average Return | Average Risk | Standardized
return
South African
portfolio 16,38 % 26,56 7 0,6167
International
portfolio 17,86 % 8,53 % 1,8740

From the results in table 5.12 it can be observed
that the ratio of internaticnal standardized return to the
South African standardized return is 3,0387. This suggesis
that the international portfolic has a relative performance
which 1s 3,0387 times that of the Soutﬁ African portfolio
when the actual risks associated with the two portfolios
are taken 1into consideration. These results are supported
by van den Honert (1984) who also showed that on the basis
of standardized returns, international portfolios
outperformed South African portfolios during the period
1965 - 82, Without taking into consideration the actual
risks associated with the two portfolios, the South African

portfolio compares  favourably with the international
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portfolio. However, | on the basis of risk-adjusted
performance, the international portfolio is shown to be far
superior to its South African counterpart. Because of the
erratic nature of the returns on South African equities
(especially goldmining shares), a high level of risk is
associated with local securities which perform poorly on a
risk-adjusted basis. The substantially lower risks and
higher growth rates attained in several foreign countries
has contributed to the superior performance of the

international portfolio.

An explanation of the superiority of the international
portfolio can be found in the context of the prevailing exchange
control regulations in South Africa. The pattern of returns on
the JSE 1is characterized by the dominance of goldmining shares
which comprise a substantial proportion of the total market
capitalization. Historically, goldmining shares have provided
similar returns to both South African investors (subject to
exchange control) and <foreign investors. (holding diversified
international portfolios), and the risk associated with these
returns have been vastly different for these two groups of
investors, A well diversified international portfolio is able 4
to diversify virtually the entire risk associated with South
African goldmining  shares. An  intermatiomal portfolio
containing goldmining shares is able to attain relatively high
returns without adding to the overall portfolio risk. In

contrast, a South African investor holding goldmining shares
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bears a larze element of risk which is not diversifiable
because of exchange control. These observations are
supported by Carter (1983) who showed that goldmining
shares are more efficient for overseas investors who are
able to diversify away virtually the entire risk of
investing in these shares while also yielding vastly

guperior returns.

The results of this study provide a strong case
for internmational portfolio diversification by South
African investors. Firstly, the ex post benefits from
international portfolio investments are substantial and
would justify the allocation of funds for foreign
investments if exchange control regulations are abolished.
It 1is unlikely that any South African investor will
actually attain a point on the efficient frontiers
constructed from ex post data. Investors will have to act
exX ante aﬁd must make investment decisions before the year
actually begins and cannot rely on the effect of events
that have already taken place during the year. The results
of the ex ante investment strategy show that as long as the
investor is able to "buy the market"”, substantial benefits
are likely from international portfolios despite not being
able to attain portfolios that 1lie on the efficient

frontier.
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The results of both the ex post and ex ante
investment strategies show that South African investors are
1ikely to derive substantial benefits from international
portfolio diversification. The analysis in chapter 4,
(sections 4.5.1 to 4.5.4) has shown that the problems
associated with acquiring foreign securities can easily be
overcome. The results of this investigation support the
hypothesis predicting the effectiveness of foreign security
diversification from the standpoint of a South African
investor. The results of this study show that local
investors are bearing a bhigh cost for the inability to
attain effective diversification and reduce the risk of
their portfolios as a result of exchange control. In view
of the public welfare implications of foreign security
investments, representations should be made to the
authorities with the view to expediting effective and

meaningful exchange control reform in South Africa.

5.6 Multidimensional scaling of international

portfolio investments

The technique of multidimensional scaling is used
extensively by statisticians seeking goodness of fit of
experimental data. Multidimensional scaling is a technique
of representing n observations geometrically by n points,
so that the interpoint distances correspond in some sense

to  experimental dissimilarities between observations.
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Kruskal (1064a) has shown that the dissimalarities and
distances are monotonically related, and developed a
technique of multidimensional scaling to  compute
configuration of points which optimizes the goodness of
fit. Kruskai (1964b) subsequently developed a computer
programme to facilitate the calculations necessary for

using multidimensional scaling.

Correlation coefficients are important in that
they provide the degree of co-movement between a group of
investment alternatives. MNultidimensional scaling provides
a pictorial representation of the price series of a
security through time as a single point in two-dimensional
space. Greenacre and Underhill (1982) have demonstrated
that when a number of securities are represented 1in
two-dimensicnal space a map of points, as well as their
proximities, distances, and groupings can be obtained.
Therefore, mulfidimensional scaling provides much more
information on diversification than the individual measure
of co-movement between two securities. MNultidimensional
scaling provides valuable information on groupings of
various securities that will provide risk reduction and
return maximization opportunities for the investor. The
closer the points on a two-dimensional space, the greater

the degree of their co-movement and therefore, the lower
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their diversification potential when <combined in a

portfolio.

A scaling of the 18 countries during the 1669 - 83
period is represented in figure 5.7. The scaling was
derived from using the correlation between price series of
each pair of countries as a measure of similarities between
the different countries. The closer the two points in the
plot, the higher the degree of co-movement and the lower
the diversification opportunities. By contrast, points
that are far apart represent good diversification

opportunities.
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1t can be seen from figure 5.7 that both the South African
goldmining shares and industrial shares are on the right
hand side of the plot. It can also be seen that the
majority of the countries that are included in ex post
optimal international portfolios available to South African
investors (table 5.6) are situated in the left hand side of
the plot. Furthermore, countries included in optimal
portfolios are generélly further apart from South African
securities than countries that have been excluded. To
facilitate analysis "cluster loops” have been arbitrarily
inserted to the various countries represented in figure
5.7. The first cluster (1) 1s made up of securities
available to South African investors. The countries on the
left hand side are generally further apart from goldmining
shares compared to industrial shares. This confirms the
observation 1n the preceding section which showed that
goldmining shares are more suitable than industrial shares

for inclusion in international portfolios.

The second cluster (2) is positioned very close to
South  African securities, indicating relatively poor
diversification opportunities for the South African

investor. The third cluster (3) represents an intermediate
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position between good and poor. diversification
opportunities available to South African investors.
Cluster four (4) is positioned far away from South African
securities, indicating useful diversification possibilities
for local investors. The countries included in cluster
four, namely, the United States of America, and the United
Kingdom were shown to bhave produced poor annual returns
relative to the other foreign countries considered (table
5.2) wiﬁh relatively high risks. However, 1t can be
clearly seen from figure 5.7 that their price movements did
not behave like other countries that also yielded poor
returns and high risks <(cluster 2 and 3). A possible
explanation for this observation is that the United States
and the United Xingdom comprise the largest percentage of
the total world equity market and thereﬁy dominate
international portfolios. Therefore, a portfolio that
excludes these countries cannot be said to be a true
international portfolio. Van den Honert and Affleck-Graves
(1985) also found that the United States and the United
Kingdom equities would provide risk reduction opportunities
for the South African investor despite their relatively

poor investment performance.

Cluster 6 is of particular importance to South
African investors seeking international portfolio
diversification. These countries are on average the

furthest away from South African securities in figure 5.6,
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indicating low or even negative cqrrelation with domestic
securities. This group, consisting of Switzerland,_lapan,
Finland, and Sweden offer the best diversification
opportunities for South African investors and this is
confirmed by the results in table 5.2. Germany and the
Netherlands make up cluster 5, and probably reflects their
high negative correlation with South African goldmining
shares. From the above discussion it becomes clear that
when the @& foreign countries represented in cluster 4 to 6
are included in a South.African investor's portfolio they
would serve fo reduce the risk within the portfolio and
also maximize the expected return. These trends are
confirmed by the <composition of efficient ex post
international portfolios available to South African

investors (section 5.3.2).

5.7 The decision proceés and functional fization of

decision makers

Students of human behaviour have long observed the
tendency of certain individuals to be fixated or
stereotyped in their ©behaviour patterns. In particular,
research into the learning process has been a popular
activity for psychologists. Pavlov (1827) introduced the
concept of classical conditioning : a stimulus which
naturally elicits a certain response <(as food elicits

salivation) 1is paired with a neutral stimulus (e.g. a tone)
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which, through repeated pairings, comes to elicit the same

(U]

response & the original stimulus, or a responsa very
similar to 1t. Skinper (1957) extended the concept of

conditioning by showing that reinforcement increases the

likelihood
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the caonditioned response will he repeated.
The pianeering studies on <conditioned behaviour were
derived from animal experiments and have little relevance
for the ﬁnderstanding of human learning behaviour., Estes
(1957} has shown that the conditioning theories as
developed in animal learning research imply a particular
notion of reinforcement which «cannot be transferred to
human learning. In human learning, reinforcement does not
have an automatic effect but rather serves to provide
information to the subject, which the subject may employ to
modify bpehaviocur depending on the characteristics of the

experimental situation.
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en controlled and  automatic
responses  is necessary to understand the decisiaon making
process, Controlled processes are important in decision
making because, in many cases, @2 have %o gxplare a number
of options before we can make a decision. Furthermore, in
a controlled process, past sterectypes or biases are nat
reflected in the decision making process. The cantralled
process 15 extremely flexible in that a decision is made
after reviewing axll possibilities and not  just the

variables that have influsnced decisicns in the pact
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Since the controlled process requires mental effort,
conflict may arise in the decision process. Wood (1983)
has shown that in a controlled process individuals tend to-
differ in the strategies they adopt for decision making,
depending on the difficulty of the decision, the number of
available options, and the consequences of making a good or
bad decision. For example, a decisign maker will
consciously decide whether to use a satisficing,

quasi-satisficing, or a maximization strategy.

The automatic process or conditional response is
also important 1in decision making. A major advantage of
automatic responses is that we are not forced to expand
much mental effort for routine decisions. A decision maker
will be heavily taxed 1f he has to ponder every single
decision that has to be made during the course of a day.
Generally, we have a tendency to stick to a particular type
of decision once it is made. Thus, we have a tendency to
take the same route to work, shop at the same stores,
maintaining the scame circle of friends and the same
rest/recreational pattern. The dimportance of automatic
responses 1s that we would not be able to perform neafly as
well as we do if we had to use controlled processes to make
all our routine daily decisions. It is also clear that we
would mnot be able to perform all the required skilled tasks
if we were unable to automatize many of the routine aspects

of responding to decisions. Generally, it is necessary to
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have a complex blending of automatic and controlled

processes in decision making.

The disadvantage of the automatic decision process
is that we can get into a rut. If we do not evaluate our
routine decisions occasionaly, we are likely to maintain
certain behaviour patterns that should be changed, such as
where to shop, what to eat, choice of entertainment, and
perhaps our relationship with others. Ornstein (1977)
argues that too much of our behaviour is automatic and we
can become like robots if we do not make our automatic
behaviour conscious. Although it might be useful +to
periodically examine our "routine" decisions to determine
if they should be altéred, one can question the need to
make many of our automatic processes controlled. It is
efficilent to expend as little mental effort as possible on
some activities so that we bhave sufficient amount of
unexpended capacity to perform those tasks that require
mental effort. Kahneman and Tversky (1973) have shown that
there 1is a strong tendency for most people to use
"stereotypical” information instead of base-rate
(scientific) information in decision making because they
prefer to make clinical judgements rather than make use of
statistical formulas. Elstein et al. <(1978) have
demonstrated  that most people know very little about
statistical theory, and thérefore, prefer to use simple,

additive models réther than complex statistical models.
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The findings of researchers form a communications
network between the researcher and a variety of interested
parties seeking to utilize this available information. In
order for the communication system to work effectively, the
various phenomena must be coded according to a generally
accepted system so that the receiver is able to decode the
communication and receive the full and correct message. If
there 1is no clearly established communication system
between the scender and the receiver, there is the danger
that the intended message may not be properly received.
Experimental results have shown that subjects may employ
coding strategies, depending upon the nature of the
experimental task : some particularly simple ways to code
experimental stimuli if the task is one of classification
or generalization may be inappropriate if the task is one
of identification or discrimination. Even if the coding is
correctly done, there are a variety of reasons why the
receiver may receive an incorrect message. One such reason
for a correct message not being properly recéived is the
phenomenon of  "functional fixation”. A. functionally
fizated decision maker attaches a specific semantic content
to a glven information process so that this person becomes
unable to adapt to the changes in the underlying structures
of the information process. For example, if investors are
fizxated or conditioned to evaluate a company’s prospects
according to the return on investment (”ROI") technique,

they would assign the same weight to the "ROI” irrespective
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of the change in the manner in which the variable is

measured.

Functionally fixated users of information are
considered unlikely to readily adapt to changes in methods
of measuring variables which play an important role in
making decisions. Functionally fixated behavioﬁr is likely
to lead to incorrect decisions because changes in variables
are not recognised, with the result that the information is
interpreted in the same way as before the change was
affected. I[f the receiver of the information does not
change his perception regarding the semantic content of the
data and information, it is unlikely that he will make a
differential response to changes in  variables.
Functiohally fixated decision makers may well adapt to
change over time. However, in the interim, decisions may
be taken which are inconsistent with the required response

to the revised signal.

The area of investments is dynamic and requires a
continually changing set of variables that influence
investment decisions, The use of financial statements in
investﬁent decisions suffers from a serious drawback
because they do not provide specific information necessary
to make appropriate investment decisions. The providers of
financial statements must address themselves to audiences

of interest covering a diversity of backgrounds. The users
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of financial statements usually seek information that is
beneficial in their decision making process. The
heterogeneity of the decision process creates the need for
a diverse éet of information for various categories of
users, The providers of financial statements wusually
prepare general purpose reports that will cater for a large
audience of interest. This difference in orientation
between users and providers has frequently resulted in
claims that accounting information lacks usefulness for
specific decision makers. Providers of financial
statements are faced with the onerous task of providing a
single set of general purpose statements that will serve
all outside users; this complicates the decision process of
users of such information in situations where specific

information is lacking.

Several reseachers have attempted to study
investors' behaviour in order to acquire a better
understanding of human information processing in situations
requiring a change in the variables affecting investment
decisions. In particular, researchers have specifically
studied the role of functional fixation 1in investment
decisions, The original functional fixation study by Ijiri-
et al. (1966) cbserved the behaviour of subjects trying to
discover new responses to changed accounting variables
after undergoing specific training relating to the changed

circumstances. Ijiri et al. (1966) developed the following
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hypothesis: "pecple who do not understand accounting well
tend to neglect the fact that alternative methods may be
used to prepare outputs”. The results of the study showed
clearly that users of accounting information made
inadequate responses to the new variables influencing
investment decisions. On the basis of their findings Ijiri
et al. (1966) conclude that functional fization does exist,
and further suggest that as a result of this, changes in
accounting may not achieve their intended purposes.

This emphasizes the Iimportance of professional bodies and
research institutions highlighting the iﬁportance of major
developments in accounting and investment research to users

of such information.

Ashton  (1976) argues that previous functional
fixation studies such as Elias (1673) and Mclntyre (1673)
emphasized the effects of accounting techniques on external
reporting. He further argues that the effects of change in
accounting techniques on decision makers had not been
adequately explored. In the Ashton study the subjects were
reguired to make pricing decisions for a standardized
product. The two ypricing systems used were the full
absorption costing system and the direct costing system.
After several trials, the information system relating to
pricing was switched and the groups were told that there
wag a change 1in accounting system. In the control group

there was no change in the basis of pricing. Ashton (1976)
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showed that the majority of the subjects did not experience
cognitive change consistent with the change in information
system. Ashton (1976) concludes that his results "suggest
that a large proportion of the subjects in the experimental
groups failed to adjust significantly their decision
process in response to an accounting change, thereby
providing evidence of the existence of functional fixation

in the accounting context”.

The most widely mentioned research on functional
fixation was undertaken by Abdel-Khalik and Keller (1979).
Their basic premise is : 1f investors are functionally
fixated with regard to the use of a given measure of
accounting earnings, they will tend to ignore other
accounting information which is not consistent with the
existing measure of reported earnings. The accounting
gignal was a switch in the method of inventory valuation
from first-in-first-out (FIFO) or from average cost to
last-in-first-out (LIFOD) for both accounting and tax
purposes, A change in inventory valuation from FIFD to
LIFO will be particularly pronounced in an inflationary
period. A firm so switching to LIFO will show decreased
earnings, but itg net cash inflows will increase because of
the lower tax 1liability associated with lower reported
earnings.  Furthermore, it is assumed that the amount saved
in taxes by switching to LIFO are invested to earn positive

returns. Therefore, for +two identical firms, where one
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cwitched to LIFO and the other continued to use FIFO, the
former would schow higher future earnings and cash flows
than the latter which continues to value inventory on a
FIFO Dbasis. Therefore, the value of a firm which reported
lower earnings in the year of change to LIFO should
increase. However, if the investor is functionally fixated
with regard to inventory valuation, the value of the firm

switching to LIFO would decrease after the switch.

Abdel-XKhalik and Keller (1979) designed an
experiment to test the functional fixation hypothesis by
asking various decision makers to select a portfolio from
six firms in sucﬂ a way that the expected return would be
maximized. The decisions were related to the construction
of portfolios in circumstances where several firms changed
the method of stock valuation from FIFO to LIFO. In the
post-experiment test, the analysts' indicated that they
fully understood the impact of switching to LIFO on
reported earnings and cash flows. Abdel-Khalik and Keller
(1979) showed that in spite of this apparent understanding
cf the switch to LIFO, respondents generally preferred a
firm using FIFO over an identical firm that had decided to
switch to LIFO. It was also shown that firms that switched
to LIFO had experienced an increase in cash flows of 5,6
nillion dollars or about 34 percent of its FIFO earnings.
Yet, the decision makers continued to prefer firms that

valued inventory on a FIFO basis, and their judgements were
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consistent with fization on reported earnings. The
investigators also report that decision makers may be
misled by the perception that a change to LIFO may be an
attempt by management to eliminate  paper profits.
Therefore, the perception may be created that a firm that
does not switch to LIFO does so because it does not have
any paper profits. The 1investigators also suggest that
analysts may perceive a change to LIFO as being influenced
by the firm's inability to generate cash from conventional

sources of income.

5.7.1 . A survey to determine the efficiency of the

allocation process of investment funds in South Africa.

This investigation is concerned with the study of
investor's behaviour when there is a change in investment
signal which would significantly affect the decision making
process of the receivers of the signal (institutional
portfolio managers). The investment signal is represented
by the investment opportunities offered by foreign
securities 1in addition to domestic investments. This study
differs from the tradifional EMR research which is mainly
concerned with the relationship between the release of
information and its impact on security prices. ¥hile
numerous studies have been undertaken to determine the
efficiency of the market in "impounding information”, there
have been very few studies to measure the efficiency of the

market with respect to resource allocation of investment
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funds. International portfolio diversification 1is
concerned with the allocation of resources (domestic
investment versus foreign investment), and therefore, falls
outside the scope of +traditional EMH studies. The main
purpose of this investigation is to determine if portfolio
managers 1in South Africa are efficient in their decisions

to allocate funds between domestic and foreign securities.

In order to determine the efficiency of the
allocation process for investment funds and to gain some
insight into the reaction of portfolio managers when
exchange control regulations are abolished, the following

hypotheses were tested:

1. Institutional investors and portfolio managers of
JSE stock broking firms generally have superior
access to investment information, and are also
able to process this information more efficiently
than most other investors. Accordingly, +this
group of investors is in a position to outperform
the market. Therefore, the majority of
institutional investors/JSE  portfolio managers
would not regard the JSE as an efficient capital

narket.
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Those institutional investors/JSE  portfolio

[\

managers that do not believe in the efficiency of
the JSE would be predisposed towards investing on
the JSE despite the more favourable investment
opportunities that would arise from international

portfolio diversification.

3. As a result of exchange control, investors in
South Africa are restricted to security
investments on the JSE. The institutional
investors/JSE portfolio managers are cognizant of
the fact that investments on the JSE provide
superior returns in comparison with  other
financial assets. Therefore, these investors
would become conditioned and fixated towards
investing on the JSE, and would tend to ignore
investments in foreign securities as this would be
inconsistent with their existing investment

perceptions.

The postal survey questionnaire was conducted
during April/May 1686, some nine months after the release
of the final report of the De Kock Commission of Inquiry
(which  recommended the eventval abolition of exchange
control in South Africa.) During this nine month period
there has been sufficient informed commentary in the

financial press and investment 1literature regarding the
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benefits accruing to South African investors from
international portfolio diversification. The respondents
were 1institutional 1investors (insurance companies, unit
trusts, and investment trusts listed on the JSE) as well as
the portfolio managers of the JSE stock broking firms (who
manage equity investments on behalf of clients). A copy of
the questionnaire with a summary of the responses received

is attached as an Appendix to this thesis.

A total of 79 questionnaires were sent to the
different categories of respondents. Responses suitable
for analysis were received from 41 respondents. This
represents a very satisfactory respcnse rate of 51,9
percent, Past experience with postal questionnaires
suggest that an adequate response rate is likely to be
received when the time required for completion is short and
the subject matter should be of immediate interest to the
respondents. Accordingly, the number of questions were
restricted to five and it was estimated that not more than
30 minutes of the respondents’ time would be required for
completion. A postage paid, self addressed, return
envelope was provided to facilitate the speedy return of
the questionnaire. The 1interest of the respondents was
confirmed by the fact that more than half of the completed
questionnaires were received within a period of two weeks
from despatching the questionnaire. Twelve of the

respondents tock up the offer of the summarized results of
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the questionnaire mentioned in the letter of introduction.

Question 1 was divided into four parts and was
designed to test hypothesis 1 and also to elicit the views
of the respondents concerning the efficiencies of the NYSE
and the LSE, Of the total response of 41, the majority of
the respondents, namely 34 (82,9%) believed in the
efficiency of the capital markets in general, but only 12
respondents (¢29,3%) regarded the JSE to be an efficient
capital market. In reply to part 2 of question 1, a total
of 29 respondents (70,7%) did not believe in the efficiency
of the JSE in terms of the definition of the efficient
capital markets and thereby confirming hypothesis 1. Part
3 of question 1 required the respondents to comment on the
empirical evidence which suggests only the NYSE and the LSE
conform to the definition of efficient capital markets. A
total of 28 respondents (68,3%) agreed with this
obéervation imputing efficiency to the NYSE and the LSE.
The 28 respondents who believed in the efficiency of the
worlds two largest stock exchanges were asked if they
believed <that South African investors could improve their
portfolico performance by investing in inefficient foreign
stock exchanges. These results are consistent with the
respondents’ perception of market efficliency because 25
respondents (89,3%) believed that South African investors
could improve their portfolio performance by exploiting the

inefficiencies of several smaller overseas stock exchanges.
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Questions 2 and 5 were designed to determine if
portfolio managers are efficient in their decisions to
allocate investment funds and also to test hypotheses 2
and 3. .The first part of question 2 asked the respondents
their views regarding the De Kock Commissions'’
recommendation that exchange control over foreign equity
investments by South African residénts should be gradually
dismantled. A total of 38 respondents (92,7%) believed
that the removal of exchange control was in the best
interests of South African investors. These results are
hardly surprising because the dismantling of exchange
control would lead to an improvement in portfolio
performance. Ryan (1985) demonstrated thét several large
institutional investors have expressed enthusiasm for
foreign security investments when the Commission's final
report was released, In reply to part 2 of question 2, a
total of 37 respondents (90,2%) indicated that they would
seriously consider investments in foreign securities when
the existing exchange control regulations are relaxed or
abolished. This is further confirmation that institutional
investors are fully aware of the fact that the inclusion of
foreign securities to their existing portfolios will

improve portfolio performance.

In part & of question 2, the 37 respondents
favourably disposed towards foreign security investments

were asked the period of time over which they would
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consider the inclusion of foreign securities in their

portfolios. Only 16 (39%) of the respondents indicated
their willingness to acquire foreign securities in the
short-term <(a period up to 2 vyears). The other 25
respondents  (61%) expressed a preference to make a
long-term commitment (over a pericd of 5 years and more) to
foreign security investments. Part 4 of question 2 asked
the respondents what percentage of their total portfolio
value they were prepared to invest in foreign securities.
An arbitrary figure of 25 percent was chosen as meaningful
investmeqt in foreign securities. In view of the high
fixed cost of investing in foreign securities (research,
administration, etc.) and the need to reduce the high level
of systematic risk of South African securities, a
sufficiently large exposure to foreign securities is
essential. A total of 31 respondents (75,8%) failed to
meet the 25 percent cut-off point for meaningful investment
in foreign securities. Furthermore, 22 of the respondents
(53,7%) were only prepared to invest up to 10 percent of
their total funds in foreign securities. These results
further confirm the hesitancy of portfolio managers to

invest in foreign securities despite clearly recognizing

their investment merits.

As only 4 respondents (9,3%) had indicated that
they would not consider investing in foreign securities, an

analysis of their reasons for taking this decision cannot
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be very reliable. DNevertheless, the perceived reasons for

not investing is important in the evaluation of investment
allocation decisions. The two most important reasons were:
"1iabilities to clients denominated in South African
currency” (30,2%), and "average returns on the JSE are
likely to be superior in the long-term” (27,9% when
ranking is done on a 5 point scale (5 points for first
ranking and 1 point for fifth ranking). The other reasons
reported were "the risk associated with exchange rate
fluctuations” (18,6%), "lack of detailed knowledge of
foreign securities” (14,0%), and "the lack of liguidity and
investment flexibility” (9,3%). There is no justification

to hold these views as arguments against fofeign security

invesiments. Investment literature has addressed each of
these perceived ‘"problems” and demonstrated that the
benefits far outweigh ~the obstacles. 0f particular

interest 1s the high ranking (30,2%) given to "liabilities
of clients denominated in South African currency”. As
taking cover against foreign exchange risk associated with
foreign currency dealings 1s an established practice, it
can be expected that portfolio managers would make suitable
provisions to  protect  their investment in foreign
securities, There 1is also no justification for assuming
that the JSE would provide superior returns (on a
risk-adjusted basis) in the long-term. These results
cuggest that certain unit trust, pension fund, insurance

company, and JSE portfolio managers are taking a very
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narrow view on foreign portfolio investments.

Question 5 was also designed to measure the
conmitment of institutional investors to foreign security
investments. The respondents were asked 1f they were
involved in any specific research into foreign securities
so that they 'would be able to benefit immediately when
exchange controls "are relaxed or abolished. Only 13
respondents (31,7 percent) indicated that they were
involved 1in any research related to foreign securities.
Several of the respondents who were involved in researching
foreign securities indicated that the nature of their
investigation was exploratory and was aimed at
familiarization of foreign- secﬁrities rather than seeking
specific securities as potential investment opportunities.
The remaining 28 respondents (68,3%) indicated that they
were not involved in researching foreign securities. As
the majority of respondents are not researching foreign
securities, the specific reasons for not pursuing research
would Ye instructive. On a percentage first ranking basis,
60,1 percent of the respondents indicated that there was
"little 1likelihood of exchange control being relaxed in the
foreseeable  future”; 15,4 percent of the respondents
indicated that '"the purchase of overseas expertise is a
more efficient method of vauiring information on foreign
securities”, 12,6 percent of the respondents indicated that

"research expenditure is not warranted in view of their
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intended 1limited exposure to foreign securities”, a further
8 percent preferred to "appoint foreign managers“ and the
remaining 3,9 percent indicated that "expertise to conduct
research was lacking in South Africa”. The same trend is
obtained if the reasons are ranked on a point scale with &
points for the first ranking and 1 point for the fifth

ranking.

Question 3 asked the respondents to rank the
specific investment benefits they considered important when
considering foreign security investments. On a percentage
first ranking basis, 40,8 percent ranked '"reduction in
portfolio risk" first, “portfolio protected against
economico-political risk in South Africa” (22,2%) was
ranked second, "improvement in portfolio risk" (11,1%) was
ranked third, and "benefits from currency appreciation”
(7,4%) was ranked fourth. The high ranking given to the
improvement in risk-return oharacteristics of
internationally diversified portfolios (81,5%) indicates
that the large institutional investors are indeed aware of

the overriding investment benefits accruing from foreign

securities. The remaining reasons: "improved investment
services to 1individual investors”, "making local markets
more efficient”, and "access to foreign products and

markets" make up the remaining 18,5 percent of the response

to question 3 and can be considered as subsidiary benefits.
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Question 4 further analyzes the benefits from
international portfolio diversification by asking the
respondents to 1dentify indirect benefits (spin-offs) from
such investments. On a percentage first ranking basis,
only three reasons were chosen: "ease the burden of
continually seeking additional investments in a market
(JSE) with limited opportunities” (72,8%); "the creation of
more efficient capital and equity markets in South Africa”
(22,7%); and "skills acquired in foreign countries can be
transferred to investments on the JSE" (4,5%). When
ranking 1s done on a point scale the respective scores are:
25,9%, 22,3%, and 17,2% respectiveiy. Furthermore, reasons
such as: "a more efficient market for foreign exchange in
South  Africa”  (15,7%); "the facilitation of overseas
acquisitions and mergers" (13,5%) and "other reasons"
(5,4%) also received responses when the point scale ranking

was used,

An analysis of the ranking given to specific
benefits outlined in questions 3 and 4 suggest that
institutional portfolio managers in South Africa are fully
cognizant of the Dbenefits of investing in foreign
securities. However, an analysis of their intentions to
make foreign security investments when exchange control
restrictions are removed (questions 2 and 5) reveal an
inconsistency. Vhile these portfolio managers are fully
aware of the benefits arising from investing in foreign
securities there is a distinct reluctance to make such

investments (only 39 percent of the respondents are willing
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to make investments within a period of 2 years). There
also appears to be a very cautious approach to the size of
the foreign portfolioc holdings (only 24,3 percent of the
respondents were willing to invest more than 25 percent of
their portfolio value in foreign securities). Furthermore,
there also appears to be a reluctance to pursue specific
research into foreign securities (68,3 percent of the
respondents are not researching foreign securities) despite
the clear signal received from the authorities regarding

the possibilities of relaxing exchange control regulations.

Several possible explanations could be offered to
explain the disparity between the proper understanding of
the benefits from foreign security investments and the
reluctance to make significant investments in these
securities, First, it can be suggested that institutional
portfolio managers in South Africa are functionally fixated
towards 1investing on the JSE as suggested by hypothesés 2
and 3. Second, South Africa is far removed from the major
security markets where investments are to be made and this
may have reéulted in raising the level of caution. Third,
South Africa is currently confronted with a massive outflow
of funds as revealed by the Leitwiler proposals (an
agreement between South Africa and .its major creditors
which provided a programme of debt repayments which were
subject to a moratorium), and in these circumstances local

portfolio managers may consider it imprudent to make
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significant foreign investments and thereby contribute
towards the outflow of capital from this country. Fourth,
the majority of the respondents have rated the JSE as an
inefficient market, and may erroneously believe that the
various "hassles” 1involved in foreign security investments

counteracts any improvement in portfolio performance.

The results of this survey has revealed some
interesting observations on the investment behaviour of
institutional portfolio managers in South Africa. It is
difficult to draw broad generalizations from this study as
the sample investigated was not large. It would appear
that portfolio managers are inefficient in their role as
allocators of investment funds. The evidence also seems to
suggest that some informed professional investment managers
are functionally fixated - unable to adapt readily to new
information or changes 1in some measurement variables
relating to portfolio perfbrmance. The findings also
suggest that the communication channels between the sender
and the receiver are in need of improvement. The sender,
(the investment reeearcher).will need to provide a clearer
coding link, and the receiver, (the portfolio manager) will
have to develop a better understanding of the economic
phenomena 1involved in the change of investment signal. In
this research situation, it appears that the portfolio
managers have sufficient access to the disclosure.of facts

(they are fully informed of the benefits emanating from
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foreign security investments). However, there appears to
be a failure in the decoding process <(inadequate
understanding of the underlying economic phenomena) which
contributes to functional fixation in respect to the

investment allocation decision.

If portfolio managers’ avoid opportunities to
invest in foreign securities because of certain incorrect
beliefs in the functioning of international security
markets, then such beliefs will have major consequences for
individual investors whose funds are administersd by
institutional investors (unit  trusts, pension <funds,
insurance companies, Qinvestment trusts etc.). To the
extent that there is a misallocation of funds (not deriving
the full benefits of international portfolio
diversification), the wealth of these investors will not be
maximized. Furthermore, in view of the allocation role of
investment funds in the economy, it can be said that the
welfare of all South African citizens will be eroded by
pursuing suboptimal investments i.e. investment funds
continued to be invested 1in South Africa despite the
greater rewards offered by foreign investments. Therefore,
it is imperative that researchers in the field of
investment management' should improve the efficiency of the
coding system (highlight the benefits of foreign security

investments) to ensure that the investor understanding of
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the ©process is improved (make the right investment

allocation decisions).

5.8 Foreign disinvestment and its impact on the

performance of South African portfolios

In recent years there has been a growing campaign
to withdraw foreign capital from South Africa. The
argument of the advocates of disinvestment is that the
withdrawal of foreign capital will force the South African
government to speed up reform and provide a more equitable
political dispensation. Critics of disinvestment argue
that the South African government is more likely to advance
political reform during perlods of economic prosperity and
the absence of a threat of economic sanctions., To date,
there has been no large scale disinvestment or economic
sanctions against South Africa. Koenderman (1983) has
demonstrated that economic sanctions against South Africa
have not been effectively implemented because this country
is a ma jor suppiier of strategically vital minerals to the

Western countries.

Although the disinvestment campaign in the United
Kingdom and the European countries is not strong or well
organised, it is gaining rapid momentum in the United
States of America. The disinvestment movenment started as

isolated campus campaigns at certain radical American
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universities, but has now grown into a national
movement that is enjoving the support of a wide
spectrum of public opinion. The Economist (198%5a)
reports that various states, cities, universities,
labour, and church authorities in the United States
have divested themselves of securities held in
companies that operate or have subsidiaries in South
Africa, [t is further reported that American banks
have drastically reduced their direct lendings to the
public sector in South Africa. Furthermore, the
refusal by several major American banks to rollover
short-term debt by South  African  borrowers
precipitated a major forelgn exchange crisis which led
to a four-month moratorium on foreign loans,
reimposition of exchange control on non-residents, and
the reintroduction of the financial rand that came

into effect on 2 September 1985.

Major militating factors against economic
sanctions and disinvestment are the political reforms
currently taking place in South Africa and the support
of conservative governments 1in countries such as the
United Kingdom, United States, and West Germany.
Nevertheless, south  Africa should not become
complacent . because of the minimal success attained by
the disinvestment 1lobby. Economic pressure against

South Africa will abate only if there is immediate and
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nffers tangible proof that the government is sincere

in removing all forms aof discrimination in this

country. Minar political reforms initiated by the
government are not likely to satisfy South Africa’s
nverseas critics, In the final analysis overseas

critics are likely to abandon economic pressurz when

all  faorms of discrimination is removed in South
Africa. This is clearly illustrated by the
internaticnal isclation of several sparting

crganizations despite the removal of all Aforms of
discrimination relating ta those organizations’
sporting activities, It may be argued that political
change has been slow because aof the "constructive
engagement® policy adopted by conservative governments
in the wmajor industrialized countries. However, the
sanctions and disinvestment lobby may gain the upper

hand in the event of radical leaders being elected in

countries that exert strong political influence over

The historical polit{cal situation in South
Africa has played a wmajor role in the disinvestment
campaign against this country. TDuring the 19&0°s and
the 1970's  South Africa experienced a gericd of
relative prosperity which resulted in massive inflows

of foreign  capital
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investment returns offefed in this country. However,
by 19083 South Africa was experlencing a severe
recession which resulted in substantial declines in
profitability. In addition, the political situation
in South Africa deteriorated further and this led to a
further erosion of overseas confidence regarding their
investments 1n . this country. The abolition of
exchange control over non-residents in February 1983
provided the necessary stimulus for foreign companies
seeking to disinvest from South Africa.  Gelb (1985)
reports that during the first-half of 1983 there was a
total disinvestment 1in the Scuth African economy by
foreign investors amounting to RI1300 million. Net
sales of JSE listed equitieskamounted to R720 million
and the remainder represented the purchase of
controlling interest in overseas companies selling out
or reducing their investment in South Africa. The
Economist (1985¢) reported that more than 30 foreign
multinational companies have divested all or part of
their investments 1in South Africa since the abolition
of exchange control over non-residents in 1983. It
was further reported that companies disinvesting South
African holdings included many household names such as
Coca-Cola, Apple Computers, Helena  Rubenstein,

International Harvester, and Metal Box.

Despite the hardening of attitudes in the
United States towards investing in South Africa,
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investors from that country are still showing a strong
preference for investing in high quality South African
goldmining and mining house shares. The Economist
(1985b) reports that despite the large investment
outflow in 1983, an amount exceeding Rl billion was
invested on the JSE by foreign investors in 1084. A
large part of this massive investment inflow was by
institutional investors and gold/precious metals
investment funds from the United States. .In the
current period the performance of gold has been poor
and gold shares are not attracting much attention from
foreign investors. However, foreign investors are not
selling off their holdings in South African goldmining
shares. [t would seem that foreign investors are
holding on to their goldmining shares in the
expectation of a rise 1in the gold price, a stronger
rand and a possible increase in the dollar price of

gold shares.

A recent major development in  the
disinvestment campaign against South Africa 1is the
selective sanctions package signed by President Reagan
in September 1985, In terms of this executive order
the following sanctions were imposed against South
Africa : a prohibition of bank loans to the South
African government; a restriction on the sale of
nuclear goods and the sale of computers and software

N -
to the South African govermment; and a prohibition on
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the importation of KXrugerrands. These sanctions are
of 1limited scope and are unlikely to do any serious
damage to the South African economy. Nevertheless,
these measures can be expected to encourage the
disinvestment lobby to take a more active stand

againet foreign investments in South Africa.

Several «cities and states in the United
States are considering passing legislation that would
restrict public pension funds from investing in
companies that have business associations with South
Africa. Such actions would have potentially serious
practical implications for the investment policies and
practices of large pension funds, Vagner et al.
(1984) have investigated the implications of such
disinvestmenf on the performance of large pension
funds who traditionally hold shares in companies that
have business relations with South Africa. It was
demonstrated that 229 companies in.the Standard and
Poor’'s 500 (often considered to be the "opportunity
set” for institutiomal investors) have trading
cperations in South Africa. These 229 companies
represent more than half of the total capitalization
of Standard and Poor's 500, and represent 31 of the 50

largest companies in the United States.

Disinvestment of Tholdings in these 220
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companies operating in South Africa represent a major
challenge to the investment managers of large pension
funds. These investmehi managers would have to
construct from a reduced universe of smaller and
generally riskier companies, portfolios that offer
comparable risk-return characteristics to  those
offered by investments in larger companies operating
in South Africa. To analyze the effect of
disinvestment on portfolio performance, Wagner et al.
(1984) constructed an "alternative  investment
universe” that 1is free of investment in South Africa.
In total, the 152 companies that were replaced in the
portfolios  constructed were the largest available
United States companies that did not operate in South
Africa. The portfolio performance of companies
operating in South Africa and the alternative
investment universe were compared for the 5 year

period ending June 19084,

Vagner et al. (1984) observed that during the
study period the alternative investment universe
outperformed the 152 company portfolio operating in
South  Africa. This is in line with recent
observations that small firms tend to outperform large
firms. Therefore, the higher return obtained by the
replacement portfolio could be due to the small firm

effect. However, 1t was shown that the replacenent
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portfolio has & percent more risk (measured by beta).
Furthermore, the companies represented in  the
replacement universe are primarily domestic in nature,
and are more susceptible to United States economic
risk which cannot be diversifiable by earnings from
foreign  countries. Wagner et al. (1684) also
demonstrated that a pension fund restricted to the
replacement portfolio can be expected to incur higher
trading and administrative costs as this portfolio
will contain smaller, riskier, and less 1liguid
companies. It was shown that disinvestment
restrictions will have minimal practical effects on
portfolios of 50 million dollars or less. However,
larger investment funds would have 1o drastically
restructure. their investment portfolios in order to

attain targeted risk/return objectives.

Brealey and Kaplanis (1986) analyzed the
‘effect of a boycott of South African security
investments on the welfare of boycotters (foreign
investors disinvesting South African securities) and
the rest (South African investors and foreigners not
party to the boycott). [t was demonstrated that an
efficient boycott 1is one that succeeds in imposing a
maximum welfare loss on the boycotted at a minimum
cost to the boycotter, A boycott of South African

securities is wunlikely to be implemented by all
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foreign investors because there 1is an incentive to
free-ride and let the Dboycotters impose the welfare
loss on themselves. These foreign investors that are
not party to the boycott are therefore in the same
position as South African investors who are boycotted.
In order to measure the effect of a boycott of South
African securities, a model of linear taxes on
international investment (developed by Kaplanis
(1085)) 1is used. This model assumes that the tax rate
is sufficiently large so as to eliminate all foreign
security investment. in South Africa which is subject

to this tax.

Brealey and Kaplanis (1986) demonstrate that
in the absence of any barriers to investment in South
Africa, both South African and foreign investors will
maximize their wealth by holding market portfolios. A
boycott of South African securities will result in a
restructuring of portfolio holdings - South African
investors increasing  their exposure to local
securities and foreign investors increasing their
exposure in mnon-South African (foreign) securities.
The welfare effects of a boycott of South African
securities has twofold consequences. First, there is
a loss of diversification resulting froﬁ the
elimination of South African securities from the

universe of investment alternatives. Second, there is
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a one time change in security prices caused by selling
South African securities and replacing them with other

securities.

The welfare model developed by Brealey and
Kaplanis demonstrates that a boycott of South African
securities will reduce the welfare of both South
African and foreign investors, It is further shown
that the loss of diversification 1s shared evenly
between the two groups of investors only if they are
equally wealthy. In the event South African investors
are less wealthy than foreign investors, the former
will suffer a proportionately larger welfare loss. In
the absence of exchange control, it can be expected
that South African investors would hold
internationally diversified portfolios 1o derive the
advantages of geographical diversification. A boycott
of South African securities is 1likely to result in
local investors being obliged to acquire South African
securities disinvested by foreigners. Therefore,
South African investors are not likely to attain
efficient <(optimal) portfolios because of a larger
holding of South  African securities and a
corresponding smaller holding of foreign securities.
Furthermore, it can be expected that South Africa may
retaliate by forbidding its residents from acguiring
foreign securities, resulting 1in their inability to

construct optimally diversified portfoliocs. Thus,
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even with the absence of exchange control, South
African investors can be expected to suffer a loss in
diversification as a result of a boycott of South

African securities.

At  present, South African investors are
subject to exchange control regulations, and are
therefore confined to holding South African
securities, A portfolio of South African sécurities
cannot be regarded as efficient as foreign securities
are excluded from the universe of available
securities. In the event of a boycott of South
African securities, investors in this country will
have to take up all South African securities sold by
foreign investors. However, the loss in welfare will
be smaller than in the case where no exchange control
existed. Because of exchange control there will be no
change in  the geographical composition of South
African portfolios. Except for investments in De
Beers and Sasol, foreign portfolio investors do not
make any meaningful investment in South African
industrial securities, Foreign investors are mainly
interested 1in goldmining and strategic minerals equity
shares of South Africa. A report by JSE brokers Davis
Borkum Hare and Company (1983) revealed that on 30
June 1983 foreign shareholders héld about 32 percent
of the market capitalization of all South African
nining shares. Therefore, in the event of a boycott

nf  South African securities, local investors would be
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obliged to acquire the predominantly goldmining and
minerals related shares disinvested Dby foreign
investors. Several industrial companies such as
Barlows, Metal Box, AECI, and SAB have their shares
listed on overseas exchanges and it can be expected
that they would suffer the same fate as goldmining

shares.

A boycott of South African securities can be
expected to have a significant effect on the portfolio
composition  of institutional investors in South
Africa. The shares disinvested Uy foreign investors
are unlikely to be evenly distributed among all
categories of South African  investors. The
institutional investors in foreign countries generally
invest in high quality (expensive) South African
goldmining and mining house shares. In the event of
disinvestment it is unlikely that individual investors
in South Africa would be in a position to acquire any
meaningful quantities of high quality goldmining
shares released by foreign investors, Therefore,
local institutional 1investors can be expected to
increase their exposure to South African mining shares
by taking advantage of a fall in prices in the event
of disinvestment. The institutional investors would
improve the portfolio returns but would incur much
higher risks associated with goldmining shares.

Institutional investors, such as unit trusts, may face
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additional problems related to the restrictions on the
maximum percentage of their.funds that can be invested
in specific securities or certain categories of
investment. In general, South African investors are
likely to Lave their wealth reduced by a loss of
diversification caused by holding a larger proportion
of goldmining éhares which cannot be consideréd
optimal in terms of efficient portfolios. There is
also the added cost of restructuring a portfolio that
is inevitable as a result of foreign investors

releasing large parcels of South African securities.

In the absence of any boycott of South
African securities, foreign investors can be expected
to hold a world market portfolio. In the event of a
disinvestment of South African securities, the forced
sale will cause the relative prices of South African
and  foreign securities to change. Brealey and
Kaplanis (1986) have shown that a tax on South African
securities  induces an increase in the return on
foreign assets relative to South African assets.
Foreign investors participating in the boycott would
be obliged to sell their South African securities at
prices below their current eqguilibrium levels.
Furthermore, foreign investors will have o substitute
more expensive foreign securities to replace the South
African securities. Therefore, the welfare of the

boycotting fdreign investors is further diminished by
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price changes associated with a forced sale of South

African securities.

It has been shown in section 5.3.1 that South
African goldmining shares are unique in their ability
to possess countercyclical movements in relation to
the méjor foreign stock exchanges. Therefore, as
South African goldmining shares are eliminated from
the investment umiverse i1t will become increasingly
difficult for foreign investors to construct optimally
diversified portfolios. There is the possibility of
foreign investors acquiring gold shares in countries
such as Australia, United States, and Canada.
However, hone of these countries are able to offer
returns comparable to high quality South African
goldmining shares. In addition, foreign goldmining
shares have an insignificant market capitalization in

comparison with their South African counterparts.

As a result of pressure from various activist
groups, various institutional investors in the United
States have shown a stromng desire to seek alternatives
to South African goldmining shares. Chambliss (1985)
reports that in response to this, the Precious Metals
Inc, in the United States has launched a closed end
gold 1investment <fund that will not hold any shares or

gald bullion originating from South Africa. It is
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further reported that although the 300 million dollar
gold investment fund has been well received on the
NYSE, it is unlikely to provide any serious

competition to South African goldmining shares.

For the South African  investor, the
diversification and the price effect work in opposite
directions. It 'has already been shown that South
African  investors will have their diversification
eroded by a change in composition of South African
securities acquired {from foreign investors. However,
a South African investor can be expected to benefit
from foreign sales of South African securities. Since
South African investors are already holding optimal
portfolios <(as -determined by exchange control), they
are unlikely to acquire large quantities of additional
securities unless the price of these securities are
lowered. Furthermore, the fall in the price of
securities must more than compensate for the perceived
loss of diversification. Therefore, South African
investors must always benefit as a result of a
disinvestment by foreign investors. This analysis
suggests that a disinvestment of South African
securities 1is likely 1o be ineffective because only
foreign investors are likely to suffer a loss in
welfare. 'Furthermore, foreign investors are unlikely
to agree to sustaining a welfare loss which at the

same time enriches South African investors.
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A limitation of the Erealey and KXaplanis

model was that a boycott of South African securities
is the only friction to international capital movement
i.e, the analysis is 1limited to investment in
financial assets. However, it 1s unlikely that the
disinvestment 1lobby would be satisfied with a mere
disinvestment of South African securities. Foreign
nultinational companies are very visible by their
presence in South Africa and are more vulnerable to
pressure exerted by activist groups than foreign
portfolio managers. Therefore, a trade boycott and a
withdrawal of foreign multinational companies can be
expected to accompany a disinvestment of South African
securities., An escalation of a boycott of South
frica can therefore be expected to slowdown economic
growth and cause much hardship such as rising
unemployment and scarcities of essential goods and
services. Therefore, an extended boycott of Scuth
Africa is 1likely to have adverse effects on the South

African economy.

Spandau (1878  has analyzed the social,
political, and economic consequences of a possible
trade boycott against South Africa. Spandau (1979)
showed that, in the event of a trade boycott being
implemented specific industries would be extremely
vulnerable. In particular, companies relying on

foreign technology would be particularly hard hit, and
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in the event of an oil embargo the transport industry
would be particularly vulnerable. It was shown that
in the early stages of an economic boycott the South
African economy will actually be stimulated by import
replacemenf and a drive towards self sufficiency.
However, 1n the 1long-term, the lack of essential
ingredients such as : foreign competition; technology;
foreign capital;  management and other skilled
resources will have a detrimental effect on the
economy. Therefore, in the long-term the
profitability of South African companies can be
expected to decline as the full impact of the trade
boycott 1s felt by the South African economy. This
analysis suggests that a programme of security
disinvestment combined with a trade boycott is likely
to stimulate the prices of South African securities,
but will have a depressing effect on security prices
aé the inefficiencies and scarcities filter through

the economy.

Malan  (1981) has chown that despite the |
programme of import substitution the dependence of
South Africa on foreign trade and capital has not
decreased. It  was further shown that foreign
investment assumes added significance because of the
accompanying inflow of highly developed technology and
skills. The possible effects of disinvestment can be

seen from the several estimates of foreign investment



347
in South Africa. Holman (1985) estimates that in 10882
the value of United Kingdom's direct and indirect
investments in South Africa amounted to R22 billion,
reprecenting approximately 40 - 50 percent of total
foreign 1investment in the Republic Noffke (1984)
reports that the 350 large United States companies had
more than R5,5 billion invested in South Africa. VWhen
bank loans and investment in equities are included the
total United States investment in South africa is over
R25 ©billion. In recent years Vest Germany has also
nmade large investments in the South African economy.
These figures suggest that South Africa is highly
dependent on foreign investment. Even in the event of
a partial disinvestment, a high level of unemployment
and a substantial decline in economic growth can be

expected.

The reality of disinvestment is based on a
trade—off between social conscience and the financial
impact of withdrawing investments from South Africa.
Despite the strong social conscience, the financial
consequences of disinvestment have been high enocugh to
prevent a massive outflow of forelgn investment funds.
For example, 1t has been reported that the state of
Massachusetts incurred a loss of 11 million dollars
when it sold securities of all United States companies
operating in  South Africa. Furthermore, it is

reported that 1t will take up to 22 years for



348
Massachuszetts to recover from the loss. The state of
Wisconsin iz also commitied to selling off shares in
corporations operating in South Africa. Harvey (1933)
haz estimted that it will cost Wisconsin a one-time

of oaver 24 million dellars due to additiaonal
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recurring annual ¢ of over 50 million dollars due

to reduced opportunities for investment selection.

The increasad ggcial conscience  against
apartheid has razultad in the labby advacating
disinvestment becoming increasingly vociferous and
militant, Companies in the United Kingdom and the

United GStates are facing & massive onslaught from

radicals and onressure groups to recapsider invesitment
links with Scuth Africa. Some of the highly visible
companies such as General Motors, Barclays Bank, and
IEM are in a situation where their taop executives are
devoting a large percentage of their time to defending
their investments in Sguth Africa, even though their
actual oprofits from investments in this country is naot

significant, This so called "hassle factor" may well

become & @ajor argument as the disinvestment debate

The disinvestment of South African securitie

m

by fareign iavestors and the corresponding enlarged



349
security holdings by local institutional investors is
likely to have far reaching consequences for the South
African eConony. The increased size of the
institutional portfolio holdings in industrial
companies is 1likely to contribute towards a change in
control and structure of many South African
companies. For instance, the recent disinvestment of
Premier Milling bhas resulted in a change in ownership
and the restructuring of the food industry in which

the resultant Premier Milling / SAB group of companies.

operate. This restructuring has enabled the
SAB/Premier Milling group to have a
monopolistic/oligopolistic control over several
industries in which they operate. The SAB/Premier

Milling group is in turn controlled Dby the Anglo
American  Corporation (AAC)Y. The AAC and its
subsidiaries constitute the largest group of companies
listed on the JSE. It is extremely unlikely that
companies in the SAB/Premier Milling group will
encounter new competitors in those industries in which
they have gained market control as this will entail
confrontation with the largest conglomerate in South
Africa. Similarly, the disinvestment of Rennies has
resulted in a restructuring and increased economic
concentration in the shipping and hotel industries.
Further restructuring and increased economic
concentration in South Africa can be expected to take
place as overseas companies sell off or reduce their

stake in this country.
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The conglomerate companies in South Africa
are already in possession of an inordinately large
share of the South African economy. The process of
disinvestment of South African industrial companies is
likely to result in a further increase 1in asset
concentration 1in the hands of the conglomérates. A
natural consequence of the domination of the South
African economy by a few conglomerates is the large
number of price cartels and monopolies/oligopolies in
this country. The lack of competition and price
cartels in industries such as newspapers, milk, paint,
cement, cigarettes, and building materials has
resulted in the price of goods and services being
unrelated to the prevailing supply and demand
characteristics in these industries. The Financial
Mail (19686) reports that +the high rate of inflation
currently prevailing in South Africa is to a large
extent influenced Dby economic concentration in the
eCOnomy. The seriousness of economic concentration in
South Africa can be reflected by the recent amendment
to the ¥aintenance and Promotion of Competition Act of
19798, and bhas resulted in all forms of resale price
maintenance, horizontal price collusion, and collusion
of market sharing that is against the public interest
being outlawed after 2 ¥ay 1986 (unless the Industries
Minister grants an exemption). There is a tendency to

measure the harmful effects of disinvestment in terms
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of unemployment and slowdown in economic growth. Due
consideration should also be given to the likelihood
of disinvestment having an adverse effect on the
long-term viability of the free enterprise s&stem in

South Africa.

5.9 Summary and conclusions

The results of this investigation indicate
that a South African investor would have improved the
risk-return characteristics - of his investment by
pursuing international diversification over the period
1868 - 83. First, the inclusion of foreign securities
has  resulted in superior portfolic returns when
compared with the returns derived from exclusive
investment in South African securities. Furthermore,
the exchange gains from various foreign currencies
have generally enhanced the attractiveness of
investing in foreign securities from the standpoint of a
South  African investor. Secondly, the South African
investor 1s able +to accomplish significant risk reduction
when countries such as Japan, Sweden, Switzerland, New
Zealand, and Finland are included in international
portfolios, South African goldmining shares feature
prominantly in ex post optimal portfolios available to
South African investors, whereas local industrial shares
are not included in any of the efficient froantiers

available to local investors seeking international
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portfolio diversification. While the currency factor is
important, it was not a major element in the performance
and risk components of international portfolios
representing the 18 countries during the period 1969 - 83.
It was observed that fluctuations in exchange rates did not
have a material effect on total return even though the
South African currency was generally devalued against other
currencies during the study period. Furthermore, it was
also shown that currency risk constitutes a small
percentage of the total risk 1in an unweighted portfolio
investment comprising the 18 selected countries. The
importance of the currency factor is minimized due to low
and possibly even negative correlations betwéen security
prices and exchange rate movements in the different

countries.

The benefits from international diversification
have also been demonstrated by 1low and even negative
correlations between the returns of South African and
foreign securities. South African goldmining shares offer
unique opportunities for local investors = seeking
international diversification because on average these
shares have negative correlations with foreign securities.
The results of all three tests of stationarity show that
inter-country correlation coefficients, in general, did not
vary significantly during the period covered by the study.
The degree of stability in the international correlation

structure increases consistently and substantially as the
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assumed investment horizon is 1lengthened. The increased
potential wutilization of ex post dgta for longer investment
horizons suggests the following investment strategy : for
short-term investment horizons a passive investment
strategy is likely to be most profitable; for long-term
investment horizons an active strategy can be expected to

cutperform a passive strategy.

The results suggest that the ex post inter-country
correlation coefficients can be wused to predict future
gains from international portfolio diversification, but are
reliable only for medium to long-term investment horizons.
However, forecasting models and return-generating processes
are likely to provide even better predictions of future
international portfolio performance. The technique of
multidimensional scaling has confirmed that the countries
included in  optimal portfolios do indeed provide
cignificant risk reduction opportunities for the South

African investor.

The result of the ex ante investment strategy
shows that investors who are able to "buy the market” are
able to derive scubstantial benefits from international
portfolios, The ex ante strategy shows that the South
African portfolio compéres favourably with  the
international portfolio when differences in risk are
ignored. However, on a risk-adjusted basis the

international portfolio has a relative performance which is
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3,0387 times that of the South African portfolio. An
international portfolio containing goldmining shares is
able to attain relatively high returns without attracting
additional risk. By contrast, a South African investor
holding goldmining shares bears a large element of risk
which 1is not diversifiable because of exchange control. A
collection} of relatively smaller but consistently positive
returns of the international portfolio Qas able to
outperform the high risk South African portfolio which
produced both large positive and negative returns. The
results of fhis investigation support the hypothesis that
predicts substantial benefits accruing to South African

investors from acquiring foreign securities.



CHAPTER 6

RECOMMENDATIONS AND SUGGESTED AREAS FOR FUTURE RESEARCH

6.1 Introduction

This study has shown that international portfolio
diversification is becoming very popular in the major
industrialized countries such as the United States of
America and the United Xingdom. Because of legislative
prohibitions, South African investors are not able to take
advantage of the substantial benefits that may accrue from
investing in foreign securities. This study bhas
investigated the potential benefits that may accrue from
international portfolio diversification from the standpoint
of a South African investor. The results show that
substantial benefits are likely to be attained from these
investments, Furthermore, 1t has been shown that the
various problems 1likely to arise from investing in foreign
securities may be exaggerated and that potential benefite
far outweigh the problems encountered. The results of this
investigation support the hypothesis regarding  the
extension permitting foreign security investment by South
African investors. This chapter highlights the various
recomnendations and points out some areas for future

research that has emerged from this investigation,
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Recommendations for implementing international

portfolio diversification in South Africa.

6.2.1

Recommendation 1: The relative inefficiencies of
the smaller overseas stock
exchanges are likely to provide
opportunities for South African
investors to enhance  their

portfolio returns.

An evaluation of the efficiency of the various
overseas stock exchanges has revealed that only
the NYSE and the LSE can be considered to be
efficient in terms of the EMH criteria. The
majority of the markets outside the NYSE and the
LSE schow varicus degrees of inefficiency. The
inefficiencies existing in these smaller stock
exchanges may be exploited by South African
investors who are able = to detect special
situations prevailing in these markets. RHowever,
there appears to be a trade-off between expected
higher returns and the cost of inefficiency
represented by loose disclosure requirements, thin

markets, and discontinuity in trading. The large
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institutional investors in South African have extensive
research facilities and contacts with overseas countries,
and appear to be well placed to exploit possible
inefficiencies in foreign security markets. In particular,
areas such as Hong Kong, Singapore, Brazil, and Korea have
in recent years experienced high growth rates and also have
relatively inefficient security markets. This suggests
that these countries could be excellent candidates for
investment. Although portfolio managers 1in developed
Western countries are beginning to recognise the importance
of investing in the fast developing countries, much greater
attention should be devoted to these emerging security

markets.

A major cause of inefficiency in the smaller
overseas stock exchanges 1is that only a bandful of
securities are actively traded. This is probably due to
the domination of the economy by a few large companies in
the countries concerned. As a result, only the
institutional favourites, which have high trading volumes,
aré efficiently priced (as is the case in South Africa’.
By actively researching the inefficiently priced securities
in foreign countries, local investors should be able to
improve their gportfolio returns. However, inefficiently
priced securities are unlikely to be detected by the
traditional sources of information <(income statements,

press commentary, investment newsletters, etc). Tortfolio
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managers will have to seek information relating to : the

geographical distribution and investment profile of
shareholders: the volume of shares traded;the liquidity of
shares; discontinuity in trading, etc. It is unlikely that
this type of information can be readily and efficiently
gathered in South Africa. The acquisition of overseas
research facilities is probably the most effective method
of obtaining information relating to any possible market
inefficiencies in the less developed security markets. In
the case of institutiomal investors, international
investment divisions based in the major investment centres
could serve as an important source of detecting market

inefficiencies.

Recent evidence suggests that market returns show
a tendency to be influenced by invesiment fads (gimmicks)
which are often dominant <factors in price determinafion.
Furthermore, these gimmicks tend to originate in the
developed markets (United States and the United Kingdom)
and spread to other countries. In the past, certain
categories of securities, such as  conglomerates,
hi-technology, blo-engineering, have been very popular on
the wvaricus stock exchanges and have often outperformed the
market. In addition, there 1s a tendency for investor
attention to concentrate on certain countries during a
given wperiod. For instance, in the past, Brazil, Hong

Hong, and Japan were the favoured countries by portfolio
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managers of international securities. Vhen sentiment in
the price of gold is bullish there 1is a tendency for
overseas investors to scramble for South African goldmining
ghares., In the current period, the politico-economic
uncertainty in South Africa and the threat of future major
labour disputes in the mining industry 1is causing a
scramble for Australian, Canadian, and United States
goldmining shares. Portfolic managers must pay attention
to the popularity of certain investment categories and the
investment appeal of certain countries in the portfolio
allocation decisions. An early warning system could be
provided by monitoring the investment strategies of the
United States and United KXingdom institutional investors
who normally set the investment trends. An early detection
of emerging trends in international security investments

could enhance the portfolio returns of local investors.

6.2.2 Recommendation 2 : In pursuing international

portfolio diversification,
South African investors should
pay particular attention and
exploit specific EMH anomalies,
such as the January, small
firm, neglected firm, and P/E
effect in  their portfolio

selection process. -
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The results of this study has shown that although
markets are generally efficient, not all information is
quickly and efficiently impounded in security prices. The
evidence suggests that security markets constitute a broad
spectrum of efficiency, ranging from being hyperefficient
at one end to seemingly inefficient at the other end.
Therefore, while a market is generally efficient, investors
may still earn abnormal returns by identifying and
exploiting the pockets of inefficiency that may exist. In
particular, astute investors can benefit by taking
advantage of EMH anomalies such as January, small firm,
neglected firm, and the P/E effect. Le abnormal returns
- assoclated with the specific EMH anomalies appear to be
associated with information deficiency. Therefora, South
African investors have the opportunity +to enhance their
portfolio returns by actively researching and identifying
those securities that héve characteristics of identified

EMH anomalies.

1t local investors are gzoing to benefit from the
various EMH anomalies such as : January; small firm;
neglected firm; and the P/E effect, they must be in a
position to  identify the existence of such pricing
inefficiencies. Research findings have revealed that the
E¥H  anomalies have several common features which are
responsible  for  their inefficient gricing. First,

securities  belonging tc  this  group represent small
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companies whose risk measures are incomplete and
misspecified. Second, these securities are infrequently

traded and this results in an underestimation of risk and a
corresponding  overestimation of risk-adjusted returns.
Third, these securities contain extreme amounts of
unsystematic risk relative to the large companies which are
usually followed by the institutional investors. Fourth,
all four anomalies are related to a common variable called
information deficiency that affects the investors’
perceived risk. By compiling a <check 1list of key
attributes associated with EXH anomalies, investors would
be in a position to identify securities suitable for
investment. These securities should be subject to an
in-depth investigation and evaluated against the
portfolios’ investment guidelines before the decision to
invest 1is taken. Securities having characteristics of ENMH
ancmalies wusually Dbelong to the second tier investment
category and could also be identified by several
publications (Fortune magazine, Business Week, Value Line

Investment Survey) in the different countries.

6.2.3 Recommendation 3 : In the absence of conclusive

evidence supporting either the
CAPX  or the APT, it is
recommended that the combined
CAPX - APT model be wused to
enhance internaticnal portfolio

diversification.
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To date there appears to be no conclusive evidence
supporting either the single factor CAPY or the multifactor
return-generating process advocated by the APT.
Furthermore, the basic assumptions underlying  the
equilibrium pricing of both the CAPH and the APT are not
inconsistent, and  therefore, the two models may be
combined. The combined CAPM-APT model will provide
security pricing relationships which may be more powerful
(make stronger predictions) and may vield insights which
the 1individual models do not provide on their own. [t is
suggested that the combined CAPH-APT model may be better
able to explain and predict the security pricing mechanism
relating to international securities by takingz into
consideration differences 1in specific characteristics such
as labour productivity, growth of <the economy, interest
rates, and money supply that exist in the different
countries. The wusefulness of the CAPM-APT model may be
enhanced by the identificaticn of international factors
common to specific types of securities and naticnal factors

affecting only domestic securities.
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§.2.4 Recommendation 4 : The benefits of investing in

foreign securities far outweigh

the problems. It is
recommended that portfolio
WAanagers undertake a

cost~benefit analysis 1in order
not to be unduly influenced by
the perceived obstacles to
international portfolio

diversification.

The forelgn exchange risk may be exaggerated and
may .not constitute a major problem to portfolio manageré.
Firstly, 1investors can protect themselves against exchange
risk fluctuations by use of spot and forward transactions
enabling them to exchange omne currency for another at a
specific date and at a specific exchange ratio at minimal
cost (hedging). Secondly, much of the foreilgn exchange
risk may be diversifiable by holding a mix of currencies
that are not closely related to each other or the domestic
currency of the investor. Furthermore, the total risk of
investing in Zforeign currencies 1is smaller than the sum
total of the domestic security risk and foreign exchange

risk.

The wvariations 1in accounting standards prevailing
in different countries creates difficulties in the analysis

and interpretation of published financial statements.
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However, various international organisations are addressing
this problem. The IASC 1is in the process of creating a
comprehensive range of internaticnal accounting standards.
Forthermore, the International Federation of Stock
Exchanges has recommended that member exchanges institute
compliance with international accounting standards proposed
by the IASC., It is recommended that the primary/secondary
financial statements proposed by the AISG be used by the
reporting companies while additional international
accounting standards are being compiled. The limitations
of financial statements can be overcome by the use of
Investment advisory services (where available) in the

respective domestic countries.

A major obstacle to international portfolio
diversification 1is the "thin markets” and "poor liquidity"
prevailing in the majority of the stock exchanges. The
poor liquidity could result in an investor being locked
inte a particular investment and could result in
substantial losses in the event of forced sales.
Nevertheless, the poor liquidity and greater volatility of
many smaller stock markets create opportunities for large
potential benefits for those investors who are able to
predict peaks or bhottoms of the respective stock market

cycles.
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The hizh costse and administrative problems
associated with investing in foreign securities can be
minimized by investing in American Depository Receipts
(ADR) offered by large United States banks. These banks
will vyprovide ADR owners with all administrative services
and information related to owning foreign securities. The
ADRe of come of the largest and best known securities are
traded on the XNYSE and the AXEX, and this may create
arbitrage opportunities and may also.enhénoe the liguidity
and efficiency of the securities traded. It is recommended
that those investors who do not have the expertise to
invest directly in foreign securities should invest in
mutual fundse and investment companies that specialize in

international securities,

The emerging trend towards the
internationalization of brokerage firms in several
countries (United States, United Kingdom, and Japan’) is
likely to stimulate foreign security diversification by
removing some of the existing obstacles to such investment.
First, international brokefage firms are committed +to
negotiable Ubrokerage costs, and this is likely %o result in
a decline in the cost of investing in foreign securities
(especially to institutional investors who normally prefer
to take major positions in their investment targets).
Second, the vproblems associated with the administration of

foreign securities can also be expected to be substantially
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reduced. The international brokers, with their vast
resources, can be expected to provide a "package deal” on
investments in the various countries where they operate
(similar to the ADR services provided by the major banks in
the United States), and this is likely to result in a major
reduction in the costs associated with the adﬁinistration
of foreign securities. Third, intermational UYrokerage
firms are wusually iInvolved in researching securities as
part of their service to clients (for which an extra charge
is made). The increase in research output generated by the
international brokerage {firms can be expected to improve
the qtality and quantity of information on foreign
securities and also reduce the risks associated with these

investments.

6.2.5 Recommendation 5: Efficient and market-related

foreign exchange policies are
likely to be more effective
than the existing exchange
controls and this will also
facilitate foreign portfolio
investments by South African
residents. Representations

should be made to  the
authorities with the objective

of expediting the creation of
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market-related foreign exchange

policies in South Africa.

A market-related, flexible, unitary exchange rate
would be in the best interests of South Africa. The
reintroduction of the dual exchange rates following the
declaration of the State of Emergency (September 1685) has
been a major setback in the development of a market-related
exchange rate policy i1in South Africa. The local foreign
exchange market is small and considered inefficient by
international standards. Therefore, operators in the
foreign exchange market are paying much higher transaction
costs than those prevailing in the developed countries.
The higher foreign exchange costs and poor liquidity are
major obstacles for investors in foreign securities.
Therefore, it is recommended that the authorities should
implement 1the creation of a larger and more efficient
market for foreign exchange in South Africa. This may be
achieved by less emphasis on regulation and a greater
reliance on the cperation of market forces. In particular,
a market-related futures  exchange réte will greatly
facilitate international portfolio diversification for

South African investors.

The reality of +the South African economy being
regulated by market forces, is most likely to be attained

when the private sector takes an active stand in support of
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the free enterprise sgystem, Overseas experience has
demonstrated that legislative amendments related to
investment matters has the best chance of success when
persistent pressure is exerted on the authorities to effect
the necessary changes. A complicating factor in South
Africa is that the investment community is not well
organized and therefore not in a position to take a united
stand on matters affecting their welfare. There are
several representative organizations such as the
Association of Unit Trusts, Life Offices Association (LOAY,
the Shareholders' Association, which act on behalf of
certain categories of investors, However, there is no
umbrella body that 'is ‘representative of all investors in
South Africa. As a result, no concerted effort towards the
attainment of a market-related exchange rate policy in
South Africa has been made. Furthermore, the legislative
constraints precluding foreign security investments are
unlikely to be removed unless the investment community in
South Africa exerts pressure at the highest levels.
Therefore, it is recommended that various organizatiomns
representing special 1investor groups create an umbrella
body that will lobby for a better dispensaticn for all
investors in South Africa, especially in matters concerning

foreign security investments.
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6.2.6 Recommendation 6 : The authorities should ©be

approached to abolish exchange
control for both residents and
non-residents as soon  as
political and econcmic
circumstances permit. The free
flow of capital is likely to
lead to more efficient capital
and equity markets which in
turn  will lead. to a Dbetter
allocation of funds in the

South African economy.

The De Kock Commission (1985) observed that the
existing exchange control procedures are not effective in
protecting the country's official reserves and are being
circumvented, both  legally and illegally. Several
recommendations of the first and second interim reports of
the De Kock Commission of Inguiry have alreadv been
implemented, and South Africa is well on the road towards a
basically market-related economy. It is recommended that a
progressive relaxation of exchange control relating to
foreign portfolio 1investments by South African residents
should be implemented. A gradual process of dismantling
exchange controls for bhoth residents and non-residents is
appropriate in view of the country’s limited exchange

reserves and the possible disruptive effects of complete
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abalition., Therefore, it is submitted that the autforities
institute an orderly process of dismantling exchange
contrals in line with the strengthening of the aconamy and
favourable opolitical developments in  the prevailing free
markat ecaonomy. It is submitted that expediting political
reform in  South Africa is most likely to restore overseas
confidence in South Africa’s future, and this in turn is
likely to reduce the need for stringent exchange contral

regulations.,

The abelition ot prescribed investment
requirements for institutional investors in South Africa is
likely to create an efficient capital market where

market-related leng-term intersst rates ars likely to

prevail., The abeliticon of prescribed investments and.
zxchangs centrol over foreign security investments is

likely to result i1n =quity prices on the JISE properly
reflecting the underlving fundamentals of the Scuth African
BCONGMY . Depending on the state of the economy and the
prospects of listed companies, investment funds can be
gxpected to move between the JSE and varicus foreign equity
markets., This will enable South African investors to reap

the benefit of international portfolio diversifica

~r
-

an.
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6.2.7 Recommendation 7 : Despite its limited influence
on the risk-return
characteristics of foreign

securities, portfolio managers
should pay particular attention
to currency movements in the
different countries  because
they play a decisive role in
determining the composition of

international portfolios.

The results of this study has shown that exchange
galns from the various foreign currencies have generally
improved the attractiveness of 1investing in foreign
securities from the standpoint of a South African
investor. However,. the currency factor has not been a
major component in the total return and total risk of
international portfolios even though the South African rand
was generally devalued against other currencies during the
1969 - 33 period. This is due to the low and possibly even
negative correlations between security prices and exchange
rate movements. Therefore, foreign seacurities that are
attractive to a South African investor may not necessarily
be desirable to an investor who has a different base

Currency.
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The composition of optimal portfolios can be
expected to vary from one country to another , depending on
the domestic risk-return characteristics of securities as
well as exchange rate movements in different countries.
Therefore, South African investors should not be unduly
influenced by the benefits of international portfolios seen

from the standpoint of investors in foreign countries.

6.2.8 Recommendation & : The inclusion of foreign

securities to South African
goldmining shares would have
significantly improved

portfolio performance during

the 1969 - 83  period.
Therefore, South African
investors should seriously
consider the inclusion of

selected foreign securities in
their portfolios when exchange

controls are relaxed.

South African industrial shares were not included
in the ex post optimal international portfolios constructed
from 18 countries during the 1969 - 83 period.
Diversification among foreign securities as well as South

African securities would have permitted investors to attain
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higher rates of return and lower risk on their portfolios
in comparison with corresponding investment in exclusively
South African portfolics. South African goldmining shares
become part of optimal portfolios by having both a very
high rate of return and a very high risk level. However,
because of the high correlation between goldmining and
industrial shares, goldmining shares are less efficient to
South African investors in comparison to foreign investors

who hold more diversified portfolios.

The risk-return characteristics of a South African
portfolio is dominated by goldmining shares. A South
African investor holding goldmining shares bears a large
element of risk which 1s not diversifiable because of
axchange control restricticons. An international portfolio
containing goldmining shares 1is able to diversify away
virtually the entire risk in investing 1in these shares
while also able to attain vastly superior results. As a
result of exchange control regulations, South African
portfolios tend to have relatively higher risks in
comparison with a well diversified internatidnal
portfolio. Vithout taking 1into consideration the actual
risks associated with the two portfolios, the South African
portfolio compares  favourably with the international
portfolio. However, on the basis of risk-adjusted
periormance, the international portfolio is shown to be far

superiocr to its South African counterpart.
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Only when a South African investor diversifies his
portfolio to include countries such as Japan, Oweden,
Switzerland, New Zealand, and Finland is significant
improvement in portfolio performance (reduction in risk)
attained. International vportfolios will enable South
frican investors to benefit from the high growth rates
experienced by countries such as Japan, Hong Kong,
Singapore, and Brazil. South African goldmining shares

offer unigque opportunities for local investors seeking

international portfolio diversification, because, on
average, these shares have negative correlations with
foreign securities. The results also suggest that even

relatively low return foreign securities may materially
reduce the risk of an internationally diversified

portfolio held by Scuth African investors.

5.2.9 Recommendation 9 : South African investors are

likely to derive substantial
benefits from internationally
diversified | portfolios.
Therefore, portfolio managers
and other interested parties
should approach the authorities
for the relaxation of ezchange
control relating to foreign

portfolio investments.
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The inter-country correlation coefficients of the
different countries investigated were substantially less
than 1 and mostly negative in relation to South African
goldmining shares. The various tests of stationarity show
that the correlation coefficlients of returns, in general,

have been fairly stable over the period covered by this

study (1969 - 83), In addition, foreign securities would
have improved the risk-return characteristics af
internationally diversified portfoiios. It was also

demonstrated  that problems associated with dealing in
foreign securities can be overcome quite easily and that
the benefits far outweigh the problems encountered. To
date, there has been little success in developing a
stochastic process to predict ex ante gains from foreign
securities. Nevertheless, stable ex post inter—countr&
correlations can be used to predict gains beyond those

available by pursuing a naive strategy.

It 1is wunlikely that any South African investor
will actually attain a point on the efficient frontiers
constructed from ex post data. The “buy the market”
approach 1is an ex ante strategy which avoids the influence
of events that have already taken place in a given period.
On average, during the 10690 - 83 period, the ex ante
selection  procedure would have provided fairly large
returns to a South African investor pursuing international

portfclio diversification. The results of the ey ante
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selection  procedure  suggests that the international
portfolio has a relative performance which is 3,0387 times
that of the South African portfolio when the actual risks
associated with the two portfolios are taken into
consideration. These results support the hypothesis
predicting substantial gains from forelgn security
diversification from the standpoint of a South African
investor.  In view of the public welfare implications of
foreign security diversification, representations should'be
made to the authorities with the view 1o expediting

exchange control reform in South Africa.

6.2.10 Recommendation 10: Given the stability of

correlation coefficients, the
probability of success with
.international security
diversification is highly
correlated with the length of
the investment horizon.
Portfolio managers should pay
particular attention to the
relative stability in
correlation structures between
different countries when
deciding on investment

strategies.



377

The degree of stability in international
correlation structures appears to increase consistently and
substantially as the assumed investment horizon is
lengthened. The increased potential utilization of ex post
data for longer investment periods suggests the following
investment strategy: for short-term investment horizons a
passive investment strategy is likely to be profitable; for
a long-term 1invesiment period an active strategy can be
expected to outperform a passive strategy. Furthermore,
stable correlation structures may Serve as sqrrogates for
forecasting models to provide investors with reliable
estimates of  future international ©price structures.
Portfolio managers should take note of the empirical
evidence which suggests that at least 6 foreign securities
should be included in the composition of optimal portfolios
so that the estimation risk inherent in the use of the

mean-variance model may be aliminated.

6.2.11 Recommendation 1l: Institutional investors in

South Africa have a tendency to
be functionally fixated with
regard to  their investment

decisions, and this could lead

to a misallocation of
investment funds in South
Africa. Therefore, it is

recomnended that the
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communication  process between
the senders and receivers of
investment signals be improved
so that correct investment

decisions can be made.

The survey questionnaire directed at institutional
investore showed that the majority of respondents did not
experience a cognitive change consistent with the change in
investment allocation decision related to the eventual
abolition of exchange control in South Africa. The survey
also confirmed three hypotheses that were tested. First,
that the majority of institutional investors/JSE portfolio »
managers do not regard the JSE as an efficient capital
market. Second, that as a result of the perceived
inefficiency of the JSE, these 1investors tend to be
predisposed towards investing on the JSE. Third, arising
from exchange control and favourable historical returns
provided by the JSE, the investors have become functionally

fixated with investing on the JSE.

There appears to be an inconsistency between the
perception of overriding investment benefits accruing from
foreign securities and the erroneous decision relating to
the allocation of funds for such investments. The
hesitancy to dinvest in foreign securities when exchange
controls are relaxed or abolished has been measured in

several ways : First, the majority of the respondents (61%)
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expressed a preference to make a long-term commitment (over
a period of 5 years and more) to foreign security
investments. cecond, he majority of the respondents
(53,7%) were only prepared to invest up to 10 percent of
their total funds in foreign securities. Third, only
(31,7% of the respondents indicated that they were

involved in any research related to foreign securities.

The high ranking given to the improvement in
risk-return characteristics as reasons for acquiring
foreign securities indicates that the largé institutional
investors are aware of the overriding investment benefits
accruing from foreign investments. Nevertheless, the
portfolio managers demonstrated a distinct reluctance to
make investment decisions in favour of foreign securities.
Several reasons are responsible for portfolio managers’
making inappropriate investment decisicns in response to a
change in the signal relating to the allocation of funds.
However, the evidence strengly supports the functional
fization  hypothesis as a likely explanation for the
inappropriate investment allocation decision. The fixation
in the investment allocation decision of portfolio managers
is 1likely to have major conseguences for investors in South
Africa. The incorrect perceptions of security investments
is 1likely to 1lead to a mizallocation of investment funds.
A misallocation of investment funds could result in the

wealth of investors not being maximized. cuboptimal
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investment decicions are also likely to cause a reduction

in the welfare of all South African citizens.

In view of the importance of the investment
allocation decision, the communication channels between the
cender and the receiver of investment information should be
improved. The sender, the investment researcher should
improve the efficiency of the coding system so that the
semantic content of the message is consistently received by
the receiver (portfolio manager). Furthermore, portfolio
managers should improve their understanding of the decoding
process (proper understanding of the underlying economic
phenomena) in  respect of the investment allocation
function. The improvement in the communication channels
could be achieved by highlighting the research findings
related to international portfolio diversification.
Publications such as "The Investment Analysts Journal”
could devote special editions to give a comprehensive cover
on issues related to foreign security investments.
Research at local universities and other institutions could
devote greater attention to research in the field of
international portfolio diversification from the standpoint
of South African investors. Finally, institutiomnal
investors should devote greater attention to research into
foreign securities which would enable them to make correct
allocation decisions and derive immediate portfolio

benefits when exchange controls are relaxed or abolished.
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Recommendation 12:

381

South African investors

should accord due consideration
to the possibility of an
imposition of a trade boycott

and disinvestment of  local

securities by foreign
investors. In such an
eventuality, institutional

investors in particular will
have to  restructure their

investment portfolios to attain

the targeted risk/return
objectives and also the
attainment of efficient
portfolios.

Legislative authorities in

South Africa should monitor any
possible changes in econqmic
concentration arising from the
increased holdings of
institutional investors. ‘In
the event of any significant
restructuring and increased
asset concentration, mare
effective 1legislation to combat

price collusion and restrictive
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trade practices may have to be

considered.

The deterlorating politico-econamic situation in
South Africa has resulted in a partial disinvestment by
foreign companies operating in South Africa. There is also
a distinct possibility of foreign portfolio managers
disinvesting large quantaties of South African equities.
The welfare effects of a boycott of South African
securities consists of 1two factors for local investors.
First, there 1is a loss of diversification resulting from
local investors being obliged to acquire the more risky
goldmining shares disinvested by foreign investors.
Second, a widespread disinvestment of South African
gecurities can be expected to cause a substantial reduction
in the price of these securities., Furthermore, the fall in
price of South African securities must more than compensate
for the perceived loss of diversification of local
investors. Therefore, Scuth African investors are expected
to benefit &as .a result of disinvestment by foreign
investors. By way of contrast, foreign investors can be
expected to suffer a loss in welfare by incurring both a
loss of diversification and maybe aone time capital loss

through disinvesting South African securities.

Foreign investors bhave mainly invested in the

equity capital of South African goldmining and strategic
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minerals, In the event of a boycott of South African
securities, local investors would be obliged to acquire the
predominantly 'goldmining and minerals related schares
disinvested by foreign invastors, Because of the high
values of the goldmining shares disinvested by foreign
investors, ©South African institutional. investors can be
expected to increase their portfolio holdings in these
securities. Institutional investors can thus be expected
to improve their portfolio returns but would incur much
higher risks associated with goldmining shares. These
institutional investors may have to significantly.
restructure their investment portfolios in order to attain
the targeted risk/return objectives. Although industrial
companies are not 1likely to be major targets of foreign
disinvestment, several large South African companies have
their chares listed on overseas exchanges and these
companies can also be expected to suffer the same fate as
goldmining shares. South African investors holding shares
in these companies can be expected to make further

ad justment to their portfolio holdings.

Institutional investors, such as unit trusts, may
also face additional problems related to restrictions on
the maximum percentage of their funds that can be invested
in specific securities or certain categories of investment.
These investars would have to restructure their portfolio

composition in  order to comply with legislative
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restricticns. The restructuring of institutional
portfolios can also be expected to cause further price
ad justments on the different sectors of the JSE. Portfolio
managers would have to keep a watchful eye on the market to
take advantage of weakness in the price of certain sectors
that are under disinvestment selling pressures. This
scenario suggests that investors in South Africa could facg
pressures to restructure their holdings in order to attain

efficient portfolios.

The disinvestment of South African industrial
securities by foreign investors and the corresponding
enlarged industrial security holdings by local
institutional investors is 1likely to have far reaching
consequences for the South African economy. The increased
size of the institutional porifolio holdings in industrial
companies whose sghares are so0ld by foreign investors is
likely to contribute towards a restructuring and increased
economic concentration in the South African economy. The
increase in aseet concentration of companies contrclled by
conglomerates 1s likely to 1increase the tendency towards
price cartels, and monopolies/oligopolies in this country.
The reducticn in competition in the affected industries is
likely to increase the inflationary pressures in the local
econony. The increased econcmic concentration will make it
necessary to make further amendments to the Maintenance and
Promoticn of Competition Act so that the various forms of
price collusion and restrictive trade practices can be

effectively controlled.
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16.3 Areas for future research

Compared with advances 1in the more developed
countries, international portfolio diversification has been
a neglected area of study in South Africa. This is
probably influenced by the constraints of exchange control
regulations which preclude South African investors from
undertaking foreign portfolio  investments. This is
unsatisfactory because portfolio managers and other
interested parties have not been alerted to the benefits
possible from foreign security investments. The lack of
local studies has resulted in a large gap in the knowledge
of the eubject and an undue reliance has been placed on
overseas findings. It 1is suggested that local investors
will be Dbetter served if the various factors influencing
the acquisition of foreign securities are studied under
South African conditions. This represents a fruitful area

of investigation by future researchers.

There are several international portfolios that
fall outside the exchange control regulations (securities
acquired before 1961 and controlling interest in foreign
companies acquired with the permission of the Reserve
Bank) . Several large insurance companies and listed
éompanies such as 0ld Mutual, Anglo American Corporation,
Barlow Rand, Liberty Life fall into this category. These

institutions can be expected to have developed sufficient
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expertise in varicus aspects of  foreign security
investments. Future researchers would do well to study how
these organizations select and manage their foreign
portfolios. Because of the strategic nature of these
investments, it is unlikely that these organizations would

provide sensitive information on their actual foreign
portfolio holdings. However, these organizations could be
approached to provide information concerning : portfolio
objectives; orgaﬁization structure; the information systenm
dealing with dinputs and outputs; evaluation of portfolio
performance. In addition, the financial press provides
extensive coverage on foreign security investments by South
African companies and regular follow-up reports on the
relative merits of these investments. Researchers could
integrate their findings and provide illustrations of
successful and unsuccessful examples (case studies) of
South African based international portfolios, Such an
approach will greatly extend and improve the knowledze of
foreign security diversification under South African

conditions.

Several areas relating to foreign portfolio
investments have not been discussed in detail or have been
iznored because "they are beyond the scope of this study.
The main purpose of this study is to demonstrate that South
African investors are expected to benefit by investing in

foreign securities. The various problems association with
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foreign security investments (foreign exchaﬁge risk,
availability of investment information, liguidity of
investment, high +transaction costs) have been identified
and their vpossible solutions from the standpoint of South
African investors has ‘been suggested. The vproblems
identified are those that are traditionally discussed in
the literature on the subject, There are several other
problem areas which are mentioned in passing or are ignored
by researchers because they are not of overriding
importance. Nevertheless, these problem areas need to be
studied because they could be of wvital importance to
portfolic managers and other interested parties. Those
aspects mnot covered in this study should be considered as
areas for future research and are highlighted in the

ensuing discussion.

6.3.1 A need for follow-up studies on the possible

benefits to South African investors from international

portfolio diversification

The current investigation has shown conclusively
that  South African investors would have improved the
risk-return characteristics of their portfolios
significantly by investing in equity shares of 18 selected

countries, However, the inclusion of these 18 countries in
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international portfolios does not exhaust all benefits that
could be obtained from foreign securities. Several
countries, such as Hong Xong, Singapore, Brazil, and Taiwan
have in recent years attained very high rates of growth,
and would therefore appear to be excellent candidates for
inclusion in foreign security portfolios. However, the
rigk-return characteristics of these countries’ securities
are not readily available. Therefore, these countries have
not been included in the current investigation. The
exclusion of these countries in this study tend to
understate the real benefits from foreign securities that

are available to South African investors.

It ie  recommended that follow-up studies on
international Tportfolio diversification from the standpoint
of South African investors should be undertaken. Further
studies should preferably include a longer investment
horizon <(say 25 years) as well as a larger sample (say 30
countries). The enlarged sample shoﬁld preferably include
those countries that are experiencing rapid growth in their
economies at the time of the study. Follow-up studies will
create a pool of reference material that will be of
invaluable assistance to 1local portfolio managers when
implementing a programme of foreign security investments.
Furthermore, the various follow-up studies can
serve to highlight the need to abolish the existing

exchange  control regulations that prohibit foreign
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portfolio investments. The sheer weight of evidence in
favour of foreign security investments may well provide the
necessary impetus to stimulate the authorities to expedite

the desired reform.

6.3.2 A need to develop more sophisticated measures for

the stabilitv of inter-country correlation coefficients as

well as developing forecasting models to predict ex ante

benefits from international portfolios

This study has clearly shown that the stability of
correlation coefficients between the different countries is
of paramount importance in  constructing optimal
international portfolios based on ex post data.
Furthermore, the investment strategy to be pursued is
largely influenced by the degree of stabllity that exists
between the different countries. The study of stability of
correlation structures has been scmewhat neglected by
empirical researchers. There is an urgent need to develop
more cophisticated statistical and mathematical models that
are able to capture the degree of stability of correlation
structures., Ideally, statistical techniques should provide
information on the estimation risk related to the
composition of optimal international portfolios using ex
post data. Algorithms could be provided to eliminate
estimation size by choosing approximate sample size and the

number  of cbeervations necessary to obtain stable
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correlation structures for selecting international

portfolios.

The empirical evidence has shown that the degree
of stability of correlation coefficients increases as the
assumed investment horizon increases. The high degree of
stability observed for longer investment periods suggests
the possible euxistence of random "noise” in the historical
data that impedes the flow of certain international factors
in the short-term but nevertheless produces a degree of
stabllity over time. These results are exploratory and
there appears to be lack of knowledge regarding the factors
that are responsible for determining the stability of
correlation structures over time. Future research should
therefore be directed at identifying the significant
factors and their inter-relationships in determining

inter-period correlation stability.

Tests of correlation stability justify the use of
ex post data but do not imply that one can estimate ex ante
returns from portfolio diversification. The 1ideal
situvation would be to identify the stochastic vprocess
underlying ex ante returns. To date, no accurate
forecasting model for obtaining ex ante returns has been
developed. The empirical evidence suggests ex ante return
forecasting models for international securities holds more

possibilities than relying on historically oriented stable
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correlation structures (ex post data). Therefore,
developing a stochastic process to generate ex ante returns
remains a highly fertile field for future research. &Such a
development will create a scientific basis for selecting
international portfolios and this in turn will stimulate
portfclio managers to take a closer look at the

possibilities offered by international securities.

6.3.3 A need to identify possible inefficiencies

existing 1in overseas securities’ markets, with particular

reference to the various EMH anomalles that have been

identified on the NYSE.

The majority of the stock markets reviewed in this
study show characteristics of {inefficiency. Recent
evidence suggests that even the NYSE cannot be considered
to be a truly efficient capital market. The possibilities
of benefitting from the inefficiencies of the smaller
security markets are enormous, provided portfolic managers
are able to identify .specific departures from random
pricing. Unfortunately, there 1s insufficient published
iﬁformation relating to the level of efficiency prevailing
in the majority of the foreign stock exchanges. ¥any of
the existing EXH studies are dated and need to be updated
in  the light of recent developments i1n the capital
markets. The lack of computerized share price data may

have contributed toc this state of affairs. However, in
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recent years there has been a . great improvement in the
availability of computer based data on equity share
prices. Therefore, a étudy of the relative efficiencies of
the smaller stock exchanges may prove to be a fruitful area

for future research.

Up to date information on the level of efficiency
of stock exchanges in countries such as Japan, Hong Kong,
Singapore, Korea,vand Brazil will be of great assistance to
portfolio managers and othérs involved in foreign security
investments. On the NYSE, several EMH anomalies, such as
the January, small firm, neglected firm, and the P/E
effects have been found to persist over time. It is
submitted that the potential for investors benefitting from
these anomalies are even greater in the relatively
inefficient, smaller stock exchanges. Therefore, it is
suggested that investigations of the known EMH ancnalies as
well as the identification of new areas of inefficiencies
be  undertaken to increase the possible benefits from
investing in foreign securities. The +traditional ENH
studies at universities have concentrated on testing
general market efficiencies from a historical perspective,
The existence of various identified EMH anomaliles suggests
that a useful area of investigation would be to test the
efficiency of security markets with respect to specific
investment strategies (FP/E effect, small firm effect etc.)

The effectiveness of specific investment strategies is
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likely to be more useful to practitioners than general

studies of market efficiency.

6.3.4 A need to develop financial control models for

foreign securityv investmentis

Foreign securities represent investments in more
than one soclo-economic  environment, and  therefore
additional complexities and problems are added to the
financial control system monitoring such investments., In
the management of an internatiomal portfolio, a number of
variables in the conventional control model for domestic
securities need to be modified and others may have to be
added. Research in the area of foreign security
investments 1is sadly lacking, and providing guidelines and
models for financial controls which will enable managers to
attain their investiment objectives is a priority. Imdieke
and Swmith (1975) report similar problems faced in the
management control systems for international companies that
operate 1in several countries. They. also report that
because of the differences in the nature of the
environmental  forces that influence the internatiomnal
company, 1t 1s important that the specific objectives for
internaticnal companies should be different from thaose of

domestic companies.
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Recognizing that foreign securities are different
from domestic securities, a control model for the former
should incorporate normative guidelines which could be of
assistance to portfolio managers. First, a clear set of
portfolio objectives should be formulated after carefully
considering the investment opportunities on a worldwide
basis. Second, the differences in socio-economic
environments in the different countries imply the existence
of additional risks due to factors such as : political
uncertainty, inflation differential, fluctuations in
currency; liquidity of investment. These risks should be
quantified so that the risk opremium can be added in
arriving at a minimum investment required rate of return.
Third, a control system will need to develop early warning

systems to minimize losses arising from adverse

socio~political developments and exchange rate
fluctuations. Fourth, the control model should incorporate

the impact of inflation on ~the values of foreign
securities. However, the model should recognize that each
company has its own rate of inflation and that it is

misleading to wuse the average rate for the particular

country. Fifth, the standards used to evaluate foreign
securities should consider the many environmental
differences such as politcal risk; investnent

opportunities; size of investment; strength of the foreign
currency; the desire to earn currency of the specific
country; and other factors that differ from evaluating

domestic investments,



395

From the preceding discussion it 1is clear that
conventional control models for domestic securities will
have to be substantially modified to accommodate the number
of wvariables that are unique to foreign securities.
Investment literature reveals that the current practice of
portfolio managers is to adjust for the different variables
affecting foreign securities in an arbitrary and
inconsistent manner. The wvariety of approackes to the
financial control of foreign security investments creates
uncertainty and confusion among practitioners and Coﬁld
lead to suboptimum portfolio performance. The investment
merits of a foreign security may be unduly influenced by
the inappropriateness or bias in the financial control
system in use. To date, there has been no comprehensive
models that identify the appropriate variables and
informational inputs and outputs that should be included in
an effective control system for foreign securities. This
presents a challenging area for future researchers as they
could make a major contribution towards the scientific

evaluation of foreign security investaents.
6.4 Conclusion -

¥any porticlic managers have preconceived ideas
that  the obstacles assoclated with acquiring foreign
securities ceverely prohibit invesiment opportunities. In
recent years, major devélopments in the intermational

capital wmarkets Lhave removed wmost of the perceived



396
abstacles. Revertheless, many traditional portfolio
managers have avolded foreign securities despite clear
evidence indicating their superiority over domestic
securities. On the basis of ex post data, the inclusion of
foreign securities results in substantial benefits to South
African investors. Furthermore, a South African investor
who has no knowledge of future security prices and who
adopts the strategy of "buying the marxzet” would have also
attained substantial benefits from an internationally
diversified portfolio. The South African portfolio
provided returns that were comparable to those of an
internationally diversified portfolioc. Bowever, the risk
of an internationally diversified 9portfolio was
substantially lower than its Scuth African counterpart.
Therefore, on a risk-adjusted basis, the internationally
diversified portfolio has a relative performance that is
vastly superior to the South African pqrtfolio. Therefore,
South African investors are incurring severe penalties
through the existing local exchange control regulations.
The findings of this study and those of van den Honert
(1984) constitute persuasive evidence justifying amendments

to the exchange control regulations.

In the developed countries, several portfolio
managers have embarked on internationally diversified
portfolios on an aggressive basis. However, these

portfolio managers have concentrated on the securities
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markets of the developed countries of Western Europe and
the the United States. By contrast, the relatively
underdeveloped emerging markets have so far attracted very
little 1investor attention. Errunza (1983) has shown that
the emerging markets are comparable to many European
markets in terms of size, turnover and efficiency and that
diversification into these markets can offer substantial
investment benefits. It was further demonstrated that the
emerging markets of Hong Kong, Singapore, Brazil, and Korea
are currently experiencing economic growth reminiscent of
Japan during the early post-war period. This has resulted
in these countries producing vastly superior performances
relative to those obtained in the highly developed
countries. Furthermore, the correlations between the
emerging markets are low in comparison to the correlations
displayed by the developed markets. Friedland (198%) has
shown  that the benefits of diversification among the
developed countries has been eroded in reéent years. This
suggests that vportfolio managers should explore the

investment oppertunities offered in the emerging countries,

The results of this investigation clearly support
the view that South African investors should consider the
inclusion of {foreign securities in their portfolios when
exchange  control regulations are partially relaxed or
removed. A major deficiency of this study is that much of
the empirical evidence 1is based on &x post data which may

nGt be a zo0d proxy for expected future returns.
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Therefore, the results of this investigation are
exploratory -and further evidence is required,
Nevertheless, the evidence suggests that diversification
benefits from international portfolios available to South
African investors is large enough for practitioners to
allocate resources to explore these possibilities. It is
sugzested that institutional investors undertake research
into international portfolio diversification under local
conditions. Local research should take into consideration
the relative efficiencies of the different security
markets, EMH anomalies and other special situations, as
well as investment opportunities of the emerging markets.
The availability of 1local research into foreign security
investments will enable institutional investors to derive
immediate benefits when exchange control regulations are

abolished or relaxed.



389
BIBLIOGRAPRY

Abdel-Knalik, A.R. & Keller, T.F. 1979, Earnings Or Cash

Flows : An Experiment on Functional Fixation and the

Valuation of the Firm. Florida : American Accounting

Association. 101p.

Accountants  Internatiomal  Study  Group (AISGY. 1975.

International Financial Reporting. Birmingham : Hopkins

and Baily. 86p.

Affleck-Graves, J.F. & Money, A.H. 1675. A Fote on the
Random Valk Model and South African Share Frices. The

South  African Journal of Economics, wvol. 43, ¥No. 3,

September 1975, pp. 382 -~ 388.

Affleck-Graves, J.F. & de Villiers, P. & Lowrings, A.J. &
Pettit, T. 1986. An Investigation into the Small Firm

Effect on the Johannesburg Stock Exchange. South African

Journal of Business Management, vol. 17, No. 4, pp. 191-195.

N

&

N



400
Agmon, T. 1972. The Relations Among Equity Markets : A
Study of Share Price Co-Movement in the United States,

United Kingdom, Germany, and Japan. Journal of Finance,

vol. 27, No. 4, pp. 839 - 855.

Aivazian, VA, & Callen, J.L. 1883. Core Theory and
Uniformity in Accounting : Rationalizing the Accounting

Rulemaker,. Journal of Accounting and Public Policy, Vol.

2, No. 4, Vinter 1083, pp. 225 - 237.

lexander, G.J. & Resenick, B.G., 1985. More on Estimation
Risk and Simple Rules for Optimal Portfolio Selection.

Journal of Finance, volume 40, No. 1, pp. 125 - 133,

Aliver, R.Z. 1976. The International Money Game. 2nd

Edition, New York : Basic Books,

Anderson, R. 1981. The usefulness of Accounting and Other
Information Disclosed in Corporate Annual Reports to

Ingtitutional Investors in Australia. Accounting and

Business Research, wvol. 11, No. 4, Autumn 1981, pp. 259 -

265.

Ang, J.S. & Pohlman, R.A. 1978. 4 Note on Price Behaviour

of Far Eastern Stocks. Journal of Internaticnal Business

Studies, Spring - Summer 1978, pp. 103 - 107.



401

Arbel, A. & Strebel, P. 1983. Pay attention to neglected

firms, Journal of Portfolio Management, vol. 10, ¥o. 2, pp.

37 - 42.

Arbel, A. & Carvell, S. & Strebel, P. 1983. Giraffes,

Institutions and Neglected firms. Financial Analysts

Journal, May/June 1983, pp. 57 - 6€3.

Arbel, A. 1985. Generic stocks : An old product in a new

package. The Journal of Portfolio Management, vol. 11, Fo.

4, pp. 4 - 13.

Arditti, F.D. 1971, Another 1look at Mutual Fund

Performance. Journal of Financial and Quantitative

Analysis, June 1971, pp. 9CS - 12.

Arnott, R. 1980. Cluster Analysis and Stock Price

Comovement . Financial Analysts Journal, November -

Decenmber 1980, pp. 27 - 37.

Ashton, R.H. 1976. Cognitive changes Induced by Accounting
- changes : Experimental Evidence on the Functiconal Fixation

Rypothesis. Journal of Accounting Research, pp. 1 - 17,

Ball, R. & Brown, P. 1068. An Empirical Evaluation of

Accounting Income Numbers. Journal of Accounting Research,

Volume 6, Autwmn, pp. 159 - 178,



402
Banz, R.V. 1981. The Relationship Between Return and

Yarket Value of Common Stocks. Journal of Financial

Economics, vol. 9, March 1981, pp. 3 - 18.

Barrett, M.E. 1976. Financial Reporting Practices
Disclosure and Comprehensiveness in an International

Setting. Journal of Accounting Kesearch, Vol. 14, No. 1,

Spring 1976, pp. 10 - 26.

Basu, S. 1977. Investment Performance of Common Stocks in
Relation to their Price-Earnings Ratios : a test of the

efficient market hypothesis. Journal of Finance, vol. 22,

No. 3, pp. 663 - 682.

Beckers, S. & Soenen, L. 1984. Gold : More Attractive to

¥on-U.8. than to U.S. Investors. Journal of Business

Finance and Accounting, wvol. 11, ¥o. 1, Spring, pp. 107 -

112,

Benson, Sir Henry., 1976, The story of International

Accounting Standards. Accountancy, vol. 87, July 1976, pp.

34 ~ 39.
Bergstrom, G.L. 1975, A new route to higher returns and
lower risks. Journal of Fortfolio Management, Fall 1675,




403
Bergstrom, G.L. &  Koenenan, J.X. & Siegel, X¥.J,

International Securities Market, in Readings in Investment

Management, edited by F.J. Fabozzi. 1983. Bomewood,

Iilinois : Richard D Irwin Inc. 405 p.

Bernstein, P.L. 1877. Efficiency and opportunity.

Journal of Portfolio Management, vol. 4, No. 1, Fall 1977,

p. 4.

Bernstein P.L. 1983, Winningbig by playing it safe.

Institutional Investor, January 1983, pp. 241 - 246.

Bettner, J. 1981. = Foreign Stocks Catch on with Small
Investors; Gains are Bigger Lure than Diversification.

Vall Street Journal, 20 April 1981, p. 36.

Bhana, N. 1985. The Monday Effect on the Johannesburg

Stock Exchange. South African Journal of Business

Management, vol. 16, No. 1, pp. 7 - 11,

Biger, ¥. 1979. GExchange Rick Implication of Internatiomal

Portfolio Diversification. Journal of International

Business Studies, Fall 1979, pp. 64 - 74,

Bishara, H.I. 1681, An Empirical Study of the Canadian
Multinational Corporations and Canadian Conglomerate Firms

with regard to Performance Evaluation. HNebraska Journal of

Economics and Business, vol., 20, F¥o. 4, Autumn 1981, pp. 33

- 49,



404 |
Bishop, E.L. & Rollins, J.R. 1977. Lowry;s Reports : A

denial of market efficiency ? Journal of Portfolio

Management, Vol. 4, No. 1, Fall 1977, pp. 21 - 27.

Black, F. 1971, Implications of the Random Walk

Hypothesis for Fortfolio Management. Financial Analysts

Journal, Vol. 27, No.2, March-April 1971, pp. 16 - 22.

Black, F. 1973, Yes, Virginia, There is Hope : Tests of

the Value Line Ranking System. Financial Analysts Journal,

September - October 1973, pp. 10 - 14,

Blume, X.E. 1971, On the Assessment of Risk, Journal of

Finance, vol. 26, Yo. 1, March 1971, rp. 1 - 10.
Bower, D.H. & Bower, R.S. & Logue, D.E. 1084, Arbitrage
Pricing Theory and Utility Stock Returns. Journal of

Finance, vol. 39, Ro. 4, pp. 1041 - 1054.

Brealey, R.A. & Kaplanis, E.C. 1986. The Welfare Effects

of Sanctions on Portfolio Investment in South Africa.

Unpublished manuscript. University of London. pp. 1 - 10,

Brown, 8. & VWarner, J. 1980. Measuring security price

performance., Jourpal of Financial Economics, vol. 8, pp.

205 - 238,



405
Brown, P. & Walter, T. 1082. Sharemarket Efficiency and

the Experts : Some Australian Findings. Australian Journal

of Management, June 1982, pp. 19 - 31.

Bfﬁmmer, L.X. & Jaccbs, P.J. 1981. Die Johannesburgse

Effektebeurs as rationele Kapitaalmark. South African

Journal of Rusiness Management, vol. 12, No. 3, pp. 53 -

59.

Butler, J.R.F. 1978a. The Performance of the British

Investment Trust Industry. Journal of Finance, Veol. 35,

No. 2, pp. 443 - 455,

Butler, J.R.F. 1978b. An Examination of the Effect of
International Diversification from the British Viewpoint on

both Hypothetical and Real Portfolios. Journal of Finance,

vol. 33, No. 5, pp. 1425 - 1438.

Buzby, S.L. 1975, Company size, Listed Versus Unlisted

stocks, and the Extent of Financial Disclosure. Journal of

Accounting Research, vol, 13, No. 1, Spring 1975, pp. 16 -

37,

Carter, E. 1975. Performance Appraisal of Price - Barnings
Filter Rules on Dow-Jones Index Average Securities. Sloan

Management Review, wvol. 18, ¥o. 3, pp. 75 - 89.




406
Carter, KX.J. & Affleck-Graves, J.F. & Money, A.E. 1082.
Unit trusts and portfolio selection on the Johannesburg

Stock  Exchange. oouth African Journal of Business

Management, vol. 13, Fo. 4, pp. 169 - 175,

——— T T

Carter, K.J. 1983. The Estimation of Security Beta
Coefficients on the Johannesburg Stock  Exchange.

Unpublished Ph.D. thesis, University of Cape Town.

Chambliss, L. 1985, U.S. Funds shuns SA as disinvestment

pressure rises. Sunday Times - Business Times, January 27,

p.3.

Chen, K.C. & Sears, R.S. 1984. How many small firms are

enough. The Journal of Financial Research, vol. 7, Wo. 4,
pp. 341 - 349.
Chen, X, 1983. come Empirical Tests of the Theory of

Arbitrage Pricing. Journal of Finance, vol. 38, No. 5, pp

.
&

1393 - 1414,

Chenkall, R.H. & Juchau, R. 1977. Investor Information

Needs - An Australian Study. Accounting and business

Research, vol. 7, No. 26, Spring 1977, pp. 111 - 119.

Cho, D.C. 1984. On Testing the Arbitrage Pricing Theory :

Inter-Battery Factor Analysis. Journal of Finance, vol.

39, ¥o. 5, pp. 1485 - 1502,



407

Chou, Y. 1975. Statistical Analysis : With Business and

Economic Applications. second edition. London : Holt,

Rinehart and Winston. 894p.

Cohen, J.B. & Zinbarg, E.D. & Zeikel, A. 1982.

Investment Analvsis and Portfolio Management. Fourth

edition. Illinois : Richard D. Irwin, Inc. 658p.

Cohn, R.A. & Pringle, J.J. 1973, Imperfections in
International Financlal Markets : Implications for Risk
Premia and the Cost of Capltal to Firms., Journal of

Finance, March 1973, pp. 59 - 66.

Cone, R.T.C. & VWeaver, C.G.K. 1082. Systematic Risk
Reduction Through International Diversification. Review of

Susiness and Economic Research, vol. 15, Yo. 1, Fall 1982,

pp. 43 - 55.
Conrad, K. & Juttner, D.J. 1073, Recent Behaviour of Stock
Market Prices in Germany and the Random Walk Hypothesis.

Kyklos, vol. 26, pp. 576 - 599,

Corbett, P.G. 1878. ¥hy International Accounting

Standards? CA Xagazine, vol. 111, July 1978, pp. 36 - 39.

Costa, R.C. da & Bourgeois, C. 1977. Internaticnal

Accounting Models : An Empirical Investigation. Paper

prezented at the CAAS 1977 Conference,



408

Cross, F. 1973. The behaviour of stock prices cn Fridays
and Mondays. Financial Analysts Journal, ¥ov. - Dec., pp.
67 - 69.

Cummings, J.P. & Chetkovich, M.N. Vorld Accounting Enters

A New Era. Journal of Accountancy, April 1878, pp. 52 -

61.

Cummins, P. & Logue, D. & Seeney, R. & Willett, T. 1976.

Aspects of Efficiency in the U.S. - Canadian Foreign

Exchange Market, Unpublished Manuscript, October 1976.

Dawson, S. 1882. Is the Hong Kong market efficient?

Journal of Portfolic Management, Spring 1982, pp. 17 -21.

Dawson, S. 1984. The Trend Toward Efficiency For Less

Developed Stock Exchanges : Hong Kong. Journal of Business

Finance and Accounting, vol. 11, No. 2, Summer 1934, pp.

151 - 161.

De Bondt, W.F.M. & Thaler, R. 1985. Does the Stock Market

Cverreact ?  Journal of Finance, vol. 40, No. 3, pp. 783 -

308.

De Xock Conmission. 1978. The Commission of Inguiry into

the Monetary Systems and Monetary Policy in South Africa,

Exchange Rates in  South Africa, Interim Report, RP

11271978 . Pretoria : Government Printer.



409

De Kock Commission. 1985. The Commission of Inguiry into

the Monetary Systems and ¥onetary Policy in South Africa,

the Monetary Systems and Monetary Policy in South Africa.

Final Report RP 70/1984. Pretoria : Government Printer.

Dhrymes, P.J. & Friend, I. & Gultekin, N.B. 1684. A
Critical FReexamination of +the Empirical ZIvidence on the

Arbitrage Pricing Theory. Journal of Finance, vol. 39, XNo.

2, pp. 323 - 346.

Ebrbar, A.F. 1976. Index Fqnds - An Idea Whose Time Is

Coming. Fortune, vol. 93, June 1976, pp. 144 - 154,

Elias, N. 1973. The Effect of Human Asset Statements on

the Investment decision : An Experiment, Empirical

Research in Accounting : Selected Studies. pp. 215 -233.

Elstein, A.S. & Shulman, L.S. & Sprafka, S.A. 1978.

Medical problem solving. Cambridge, Massachusetts

Harvard University Press.

Elten, E. & Gruber, M. 1973. Estimating the Dependence
Structure of Share Prices - Implications for Portfolio

Selection. Journal of Finance, vol. 28, December, pp. 1302

- 1332.



410
Errunza, V.R. & ©Senbet, L.W, 1981, The effects of
International Operations on the Market Value of the Firm :

Theory and Evidence. Journal of Finance, vol. 36, No. 2,

pp. 401 - 417.

Errunza, V.R. 1983, Emerging Markets : A New Opportunity

for Improving Global Portfolio Performance. Financial

Analysts Jourﬁal, September - October 1985, pp. 51 - 58,

Estes, V.K. 1867, Reinforcement in Human Learning.

Technical Report No. 125, Institute for Mathematical

Studies in the Social Sciences, Stanford University.

Eun, C.S. & Resnick, B.G. 1984. Estimating the Correlation
Structure of International Share Prices. Journal of

Finance, vol. 39, No. 5, pp. 1311 - 1324.

Bvans, J. & Archer, S.H. 1968, Diversification and the
Reduction of Dispersion : An Empirical Analysis. Journal

of Finance, vol. 23, pp. 761 - 787,

Fama, E.F. 1965. he Behaviour of Stock Market Prices.

Journal of Business, volume 38, pp. 34 - 105.

Fama, E.F. 1970. Efficient Capital Markets : A Review of

Theory and Enmpirical VWork. Journal of Finance, vol. 25,

No. 2, May 1970, pp. 383 - 417,



411
Fama, E.F. & Fisher, L. & Jensen, ¥.C. & Roll, K. 1972.
The adjustment of stock prices to new information in Modern

Developments in Investment Management, edited by James

Lorie and Richard Brealey. Xew York : Praeger Publishers.

771lp.

Farber, A.L. Performance of Internationally Diversified

Mutual Funds, 1in International Capital Markets, edited by

E.J. Elton and M.J. Gruber. 1975. Amsterdam: North Holland

Publishing Company. 387p.

Fatemi, A.M. 19684. Shareholder Benefits from Corporate

International Diversification. Journal of Finance, No. 34,

No. 5, pp. 1325 - 1344,

Fielitz, B.D. & Greene, X.T. 1680. Shortcomings in

Portfolio Evaluation via MPT. Journal of Portfolio

Management, Summer 1680, p. 13.

Finance Veek. 1084, Case for the defence. wvol. 20, No. 4,

February 2 - 8, pp. 153 - 156,

Financial Mail. 1982a. Exchange Controls - go for freedom.

Vol. 86, No. 7, November 12, 1982, p. 751,

Financial MXail. 19882b. Institutional Cash - Get off our

backs, Owen. Vol. 86, No. 9, November 26, 1982, pp. 1016 -
1018.



412

Financial Mail., 1083. Exchange Control - Setting the rand

free. Vol. 87, No. 6, February 11, 1983, pp. 531 - 539.

Financial Mail. 1984. JSE and take-overs : Unresolved

problems. Vol. 92, ¥o. 11, June 15, p. 105.

Financial Mail. 1086. Restrictive Trading - The breakers

are here. wvol. 100, No. 3, pp. 36 -38.

Financial ¥ail Special Survey -~ Top Companies. 10884.

Expanding the Empires. vol. 92, No. 3, May 4, 1984, pp. 297
- 304.

Firth, X.A. 1972. The performance of share recommendations
made by investment analysts and the effects on market

efficiency. Journal of Business Finance, vol. 4, ¥No. 2,

Summer, pp. 58 - 67.

Firth, X.A., 10677. An empirical investigation of the impact
of the announcement of capltalization issues on share

prices. Journal of Business Finance and Accounting, vol.

4, No. 1, pp. 47 - &0.

Fisher, 1. 1030. The theory of interests rates. New

York: MacMillan Publishing company.



413
Fisher, L. 1975. Using Modern Portfolio Theory to Maintain

an Efficiently Diversified Portfolio. Financial Analystis

Journal, May - June 1975, p. 75.

Fogler, R. 1982. <Common sense on CAFM, APT, and correlated

residuals. Journal of Portfolio Management, vol. 8, Summer

1982, pp. 20 - 28.

Folks, W.R. 1972, The Optimal Level of Forward Exchange

Transactions. Journal of Financial and Quantitative

Analysis , January, pp. 29 - 38.

Forsgérdh, L. & Hertzen, K. 1975. The Adjustment of Stock

Prices to New Earnings Information, in International

Capital Markets, edited by E.J. Elton & X.J. Gruber.

Amsterdam : North Holland Publishing Company 387p.

Fouse, W.L. 1976. Rigk and Liquidity : The keys to stock

Price Behaviour. Financial Analysts Journal, vol. 32, pp.

35 - 45,

Fraser, D.R. & Richards, R.M. 1985. The Penn Square Bank

failure and the 1inefficient market. The Journal of

Portfolio Management, vol. 11, ¥o. 3, pp. 34 - 36.

French, K.R. 1980. Stock returns and the weekend

effect. Journal of Financial Economics, vol. 8, pp. 55 -

89.



414

Frenkel, J.A. & Levich, R.M. 1976. Transaction costs and

Interest Arbitrage : Tranquil versus Turbulent Periods.

Vorking Paper ¥o. 76 - 45, New York University. Graduate

School of Business.

Friedland, J. 1885. Will anyone bet on third-world stocks?

Institutional Investor, July 1985, pp. 149 - 150.

Friend, I. & Blume, M. & Crockett, J. 1979, Mutual Funds

and Other Institutional Investors. New York : McGraw-Hill.

Friend, I. & Vesterfield, R. & Granito, X. 1978. New
Evidence on the Capital Asset Pricing Model. Journal of

Finance, vol. 33, ¥o. 3, pp. 903 - 920.

Friend, I. & Vesterfield, R. 1980. Co-skewness and Capital

Asset Pricing. Journal of Finance, vol. 35, ¥o. 4, pp. 897

- G13.
Fung, V.K.H. | 1979, Gains from international portfolio
diversification : a comment. Journal of Business Finance

and Accounting, vol. 6, ¥o. 1, pp. 45 -~ 49,

Gehr, A. 1975. Some Tests of the Arbitrage Pricing Theory.

Journal of Midwest Finance Association, 1975, pp. 91 - 105.




415
Gelb, S. 19685. Unemployment and the disinvestment debate.

South African Labour Bulletin, vol. 10, No. 6, pp. 94 - 66,

Gibbons, M.R. & Hess, P.J. 1081. Day of the week effects

and asset returns. Journal of Business, vol. 54, pp. 579 -

596.

Giddy, I. & Dufey, G. 1975,  The Random Behaviour of

Flexible Exchange Rates. Journal of International Business

Studies, Spring 197%, pp. 1 - 32.

Gilbertson, B. & Goldberg, M. 1981. The market model and

the Johannesburg Stock Exchange. The Investment Analysts

Journal, ©No. 17, pp. 40 - 42.

Girmes, D.H. & Benjamin, A.E. 1975. Random Walk Hypothesis
for 543 Stocks and Shares Registered on the London Stock

Exchange. Journal of Business Finance and Accounting, vol.

2, No. 1, pp. 135 - 141,
Godfrey, M. & Granger, C. & Yorgenstern, 0. 1964. The
random walk hypothesis and stock market behaviour. Kyklos,

vol. 17, pp. 1 - 30.

"Goedhuys, D.¥W. 1082. Honey and Banking, Second edition.

Johannesburg : McGraw-Hill Book Company. 275p.



416
Goedhuys, D.¥. 1985, The forex market in the Eighties.

Business Day, 25 November, p. 6.

Goodman, D.A. & Peavy, J.W. IIl. 1985, The risk universal

nature of the P/E effect. The Journal of Portfolio

Management, vol. 11, No. 4, pp. 14 - 10.

Goodman, S.H. 1978. Foreign Exchange Rate Forecasting
Techniques : Implications for Business and Policy. Journal

of Finance, vol. 34, No. 2, pp. 415 - 427.

Graver, F.L.A. & Litzenberger, K.HR. & Stehle, R.E. 1876.
Sharing Rules and Equilibrium In An International Capital

Market Under Uncertainty. Journal of Financial Eoonomicsa

vol. 3, pp. 233 -~ 256.

Gray, 5.7, 1978. Segment  Reporting and the EEC

Hultinationals. Journal of Accounting Research, vol. 16,

No. 2, Autumn 1978, pp. 242 - 253,

Greenacre, ¥.J. & Underhill, L.G. 1982, Scaling a data
matrix in a low-dimensional Euclidean space, in Topics In

Applied Multivariate Analysts, edited by D.M. Hawkins.

Cambridge : Cambridge University Press., 362p.

Grubel, H.G. 1868. Internationally Diversified Portfolios:

Velfare Gains and Capital Flows. The American Economic

Review, vol. 538, pp. 1299 - 1314.



417
Grubel, H.G. & Fadner, X. 1971. The Interdependence of

International Equity Markets. Journal of Finance, vol. 26,

No. 1, pp. 89 - 94.

Gupta, X.C. 1974, The Mutual Fund Industry and 1its

Comparative  Performance, Journal of Financial and

Quantitative Analysis, November 1974, p. 891,

Guy, J.R.F. 1878a. The Performance of the British

Investment Trust Industry. Journal of Finance, Vol, 33,

No. 2, pp. 443 - 455.

Guy, J.R.F. 1978b. An  Examination of +the effects of
International Diversification from the British Viewpoint of

Both Hypothetical and Real Portfolios. Journal of Finance,

vol. 33, No. 5, pp. 1425 - 1438.

Harvey, S, 1085. The cost of disinvestment. Financial

Mail. vol. 66, No. 4, pp. 69 - 71.

Hawawini, G.A. & Michel, P.A. & Vialett, C.J. 1983. An
Assessment of the Kisk and Return of French Common Stocks.

Journal of Business Finance and Accounting, vol. 10, No. 3,

pp. 333 - 350.

Hertzberg. D. 1981. Pension Managers Invest More Overseas,

Aware of FKisks but Hopéful about Frofits. Wall Street

Journal, 2 July 1981, p. 36.



418
Hodges, S.D. & Brealey, R.A. 1973. FPortfolio Selection in

a Dynamic and Uncertain World. Financial Analysts Journal,

¥arch - April 1973, pp. 50 - 65,

Hodgson, J.S. & Phelps, P. 1975. The Distributed Impact of
Price-Level Variation on Floating Exchange Rates. Review

of Economics and Statistics, vol. 17, February 1975, pp. 58

- 64.

Holman, M. 1985, Sanctions : UK has most to lose. The

Star, 10 August 1985, p. 16.

Horwood, O.P.F. 1983a. Statement on the abolition of

exchange control over non-residents. South African Reserve

Bank Quarterly Bulletin, No. 147, March 1983, pp. 25 - 27.

Horwood, O.P.F. 1983b. Statement with regard to the
further development of the foreign exchange market in Scuth

Africa. South African Reserve Bank Quarterley Bulletin,

No. 146, September 1983, pp. 21 - 22.

Ibbotson, R.G. & Siegel, L. B. 1983. The World Market

Vealth Portfolio. The Journal of Portfolio Management,

Yinter 1683, pp. 5 -~ 17,



419

Ijiri, Y. & Jaedicke R,K. & Knight, K.E. 1666. The

Effects of Accounting Alternatives on Management Decisiouns,

in Research in Accounting Measurement, edited by R.X.
Jaedicke, Florida : Amerlcan Accounting Association. pp.

186 - 199.

Imdieke, L.F. & Smith, C.H. 1975. International Financial
Control  Problems and the Accounting Control Systen,

Management International Review. vol. 15, pp. 13 - 28.

Jacob, N.L. & Pettit, R.R. 1984. Investments. Homewood,

Illinois : Richard D. Irwin, Inc. 973p.

Jacque, L.L. 1981. Management of Foreign exchange risk : a

review article. Journal of International Business Studies,

Spring/Summer, pp. 81 - 101.

Jacquillat, B. & Solnik, B.B. 1978. Multinationals are

Poor Tools for Diversification. Journal of Portfolio

Management. Winter 1978, pp. 8 - 12.

Jaffe, J.F. 1974, Speclal Information and Insider

Trading. Journal of Business, vol. 47, pp. 410 ~ 428.

Jennergren, L.P. 1975. Filter Tests of Swedish Share

Prices, 1in International Capital Markets, edited by E.J.

Elton and M.J. Gruber, Awsterdam : ¥North Holland

Publishing Company. 387p.



420
Jennergren, L.P. & Korsvold, P.E. 1975. The Fon-Random

Character of Norwegian and Swedish Stock Market Prices, in

International Capital Markets, edited by E.J. Elton and

K.J. Gruber. Amsterdam : North Holland Publishing Company.

387p.

Jensen, X.C. 1068. The performance of mutual funds in the

period 1945 - 64. Journal of Finance, vol. 23, ¥o. 2, pp.

389 - 418.

Jensen, M.C. & XMeckling, V.H. 1976, Theory of the Firm :
Mahagerial Behaviour, Agency Costs and Ownership

Structure. Journal of Financial Economics, vol. 3, October

1876, pp. 305 - 360.

Jobsen, J.D. 10682, A Multivariate Linear Regression Test

for the Arbitrage Pricing Theory. Journal of Finance, vol.

37, no. 4, pp. 1037 - 1042.

Juttner, D.J.P. & McHugh. A.J. 1976. Is the Australian
Stock Market Really Efficient in the Weak Sense 7 The

Investment Analyst, vol. 44, April 1976, pp. 35 - 36.

Kahl, A. & Belkaoui, A. 1981. Bank Aannual Report

Disclosure  Adequacy Internationally. Accounting and

Business Research, vol. 11, ¥o. 43, ﬁp. 189 - 196,




421
Kanaga, V.S, 1680.  International Accounting : The

challenge and the Changes. Journal of Accountancy,

November 1680, pp. 55 - 60.

Kaplanis, E.C. 1985. International Structure of Security

Prices, Unpublished FhD thesis. University of London.

Keim, D.B. 1983. Size - related anomalies and stock return
seasonality : Further empirical evidence. Journal of

Financial Economics, vol. 12, No. 1, June 1983, pp. 13 -

32.

Kendall, ¥X.G. 1853. The analysis of economic time-series.

Part 1 : prices. Journal of the Royal Statistical Society,

vol, 96, Part 1, pp. 11 - 25.

Khoury, S.J. 1883. Investment Xanagement - Theory and

Application. New York : MacMillan Publishing Company Inc.

€74p.
Klemkosky, RE.C. 1973. The Bias in Composite Performance
Measures. Journal of Financial and Quantitative Analysts,

June 1973, pp. 505 - 14,

Klemkosky, KR.C. & Martin, J.D. 1975. The Effect of Market

Risk on Portfolio Diversification. Journal of Finance,

vol. 30, pp. 147 - 154.



Knight, R.F. & Affleck-Graves, J.F. The efficient market

hypothesis and a change to LIFO : An empirical study on the

JRE. The Investment Analysts Journal, No. 21, June 1933,
pp. 21 - 33.
Koenderman, T. 1985. Sanctions - real threat or myth ?

Leadership South Africa, vol. 4, No. 1, pp. 45 - 49.

Kruskal, J.B. 1664a, Multidimensional scaling by
opfimizing goodness of fit to a non-metric hypothesis.

Psychometrica, vol. 29, No. 1, pp. 1 - 27.

Kruskal, J.B. 1964b. Yon-metric Multidimensional scaling :

a numerical method. Psychometrica, vol. 29, No. 2, pp. 115

y

- 129,

Langbein, ~J.H. & Posner, R.A. 1076, Market funds and

Trust-Investment Law. American Bar Foundation Research

Journal, vol. 1, pp. 1 - 34.

Lee, C.F. & VWVei, K.C. & Chen, A.H. 1983. A generalized

linear combination approach to investigate the relationship

between APT and CAPM. Faculty VWorking Paper No. 980,

College of Commerce and DBusiness Administration, The
University of Illinois at Urbana-Champaign, November 1983,

p. 44.



423
Lee, T.A. & Tweedie, D.P. 1975. Accounting Information :
An Investigation of Private Shareholder Usage. Accounting

and Business Research, vol. 5, No. 20, Autumn 1975, pp. 280

- 297.
Lessard, D.R. 1973. International Portfolio
Diversification : A Multivariate Analysis for a group of

Latin Amrican Countries. Journal of Finance, vol. 28, No.

2, pp. 619 - 633.

Lessard, D.R. 19874. World, National and Industry Factors

in Equity Returns. Journal of Finance, vol. 29, No. 2, pp.

379 - 361.

Lessard, D.R. The structure of Returns and Gains from
International Diversification : A NMultivariate Approach, in

International Capital Markets, edited by E.J. Elton and

¥.J. Gruber. 1975. Amsterdam : North Holland Publishing

Company. 387p.

Lessard, D.R. 1976. ¥orld, Country, and Industrial
Relationships in Equity Returns : Implications for Risk

Reduction Through International Diversification. Financial

Analyst’s Journal, January - February 1976, pp. 32 - 37.

Lessard D.R. International Diversification, in The

Investment Manager Handbook, edited by Sumner and Levine.

1980. Homewood, Illinois : Dow Jones-Irwin.



424

Levy, R.A. 197la. The Predictive Significance of Five

Point Chart Patterns. Journal of Business, vol. 44, pp 316

- 323.

Levy, R.A. 1971b. On the Short-term Stationarity of Beta

Coefficients. Financial Analysts Journal, vol. 27, pp. 95

- 62,

Levy, H. & Lerman, Z. 1985. Testing P/E ratio filters with

stochastic dominance. The Journal of Portfolio Management,

vol., 11, No.4, pp. 31 - 40.

Levy, H. & Sarnat, M. 1970. International Diversification

of Investment Portfolios. American Economic Review, vol.

60, pp. 668 - 675.

Levy, H. & Sarnat, M. Devaluation Risk and the Portfolio

Analysis of International Investment, In International

Capital XMarkets, edited by E.J. Elton and ¥.J. Gruber.

1975, Amsterdam : North Holland Publishing Company.
387p.
Lintner, J. 1965. The Valuation of Risk Assets and the

Selection of Risky Investments in Stock Portfolios and

Capital Budgets, Review of Economic and Statistics, vol.

47, February 1965, pp. 13 - 37.



425
Little, I.M.D. 1962. Higgledy piggledy growth. Bulletin

of the Ozxford Institute of Statistics, volume 24, Fo. 4,

pp. 387 - 412,

Logue, D.E. & Oldfield, G.S. 1977. Managing Foreign Assets
when Foreign Exchange Markets are Efficient. Financial

Management, Summer 1977, pp. 16 - 22.

Lorie, J.H. & Niederhoffer, V. 1988. Predictive and

statistical properties of insider trading. Journal of Law

and Economics, volume 11, No. 1, pp. 35 - 53.

Mains, N.E. 1977. Risk, the Pricing ofCapital Assets, and
Evaluation of Investment Portfolios : Comment. Journal of

Business, vol. 50, 1977, pp. 371 - 385.

Makridakis, S.G, & Wheelwright, S.C. 1974. An analysis of
the Interrelationship among the Major World Stock

Exchanges. Journal of Business Finance and Accounting,

vol. 1, No. 2, pp. 195 - 215.

Malan, T. 10681, South Africa and economic sanctions,

Africa Insight, vol. 11, No. 1, pp. 4 - O.

Maldonado, K. & Saunders, A. 1081. International Portfolio
Diversification and the Inter-Temporal Stability of
International Stock Market Relationships 1957 - 78.

Financial Management, Autumn 1981, pp. 54 - 63.




426
Marjos, A. 1978. How to Invest Abroad. Barron's. =z4 July

1978, p. 9.

Markowitz, H.M. 1952. Portfolio selection., The Journal
of Finance, vol. 7, Ko. 1, March 1952, pp. 77- 91,

¥arkowitz, H.M. 1859, Portfolio Selection, Efficient

Diversification of Investments. New York : John Viley and

Sons, Inc.

Martin, J.D. & Keown, A. 1977. A Misleading feature of

Beta for Risk Measurement. Journal of Portfolio

Xanagement, Summer 1977, p. 31.

¥cDonald, J.G. 1973. French MXutual Fund Performance :
Evaluation of Internationally - Diversified Portfolios.

Journal of Finance, vol. 28, December 1973, pp. 1161 -

1180.

McDonald, J.G. & Solnik, B.H. 1977. Valuation and Strategy

for Gold Stocks. Journal of Portfolio Management, vol. 3,

pp. 27 - 33.

Mcintyre, E.V. 1973. Current Cost Financial Statements and

Common Stock Investments. The Accounting Review, July, pp.

575 - 585.



427
McMonnies, P.N. 1977, EEC, UEC, ASC, TASC, TASG, AISG,
ICCAP-IFAC, 0ld Uncle Tom Cobbleigh and all. Accounting

and Business Research, vol. 7, No. 27, Summer 1977, pp. 162

- 167.

Miller, M.H. & Modigliani, F. 1961. Dividend policy,

Growth and the Valuation of Shares. Journal of Business,

No. 34, October 1961, pp. 411 - 433.

Mossin, J. 1966, Equilibrium in a Capital Asset Market.

Econometrica, vol. 34, October 1966, pp. 768 - 783,

Mueller, G.G, 1975. Accounting for Multinationals.

Accountancy, vol. 86, July 1975, pp. 68 - 75.

Mueller, G.G. & WValker, L.M. 1976. The coming of age of

transnational financial reporting. The Journal of

Accountancy, July 1976, pp. 67 - 74.

Murphy, J.X. 1977, Efficient markets, index funds,

illusion, and reality. The Journal of Portfolio

Management, vol. 4, No. 1, Fall 1977, pp. 5 - 20.

Niederhoffer, V. & Osborne, M. 1966, Market making and

reversal on the New York Stock Exchange. Journal of the

American Statistical Association, vol. 61, December 1066,

pp. 897 - 616,



428
Nobes, C. 1977a. Y¥hy International Accounting is

Important. The Accountant, vol. 177, No. 5356, 8 September

1977, pp. 277 - 278.

Nobes, C. 19770. Vhy International Accounting is

Important. The  Accountant, wvol. 177 No. 5357, 15

September, 1977, pp. 312 - 314,

Ornstein, R.E. 1977. The psychology of consciousness. 2nd

Edition. XNew York : Harcourt Brace and Jovanovich.

Osborne, M.F.¥., 1959. Brownian motion in the stock market.

Operations Research, vol. 7, March-April 1959, pp 145 -

173.

Page, MX.J. 1985.  Empirical Testing of the Arbitrage

Pricing Theory using data from the Johannesburg Stock

Exchange. Unpublished Manuscript. Graduate School of

Business. University of Cape Town. pp. 1 - 14.

Palacios, J.A. The Stock Market in Spain - Tests of

efficiency and capital market theory, in International

Capital ¥arkets, edited by E.J. Elton and ¥.J. Gruber.

1975. Amsterdam : North UHolland Publishing Company.
387p.

Parker, R.H. 1977. Explaining National Differences in
Consclidated Accounts. Accounting and Buginess Kesearch,

vol, 7, No. 27, Summer 1977, pp. 203 - 207.



429

Pavlov, 1.P. 1927. Conditioned Réflexes : An Investigation

of the Physiclogical Activity of the Cerebral Cortex.

London : Oxford University Press.

Pettit, R. 1972. Dividend anncuncements, security
performances and capital market efficiency. Journal of

Finance, volume 27, No. 5, pp. 993 - 1007.

Pinches, G.E. 1970, The Random Walk Hypothesis and

Technical Analysis. Financial Analysts Journal, vol. 26,

¥o. 2, March - April 1970, pp. 104 - 110.

Pogue, G.A. & Solnik, B.H. 1874. The Market ¥ocdel Applied

to European Common Stocks : Some Empirical Results,

Journal of Financial and Quantitative Analysis, vol. 9,

December 1974, pp. 917 - 644,

Praetz, P.D. 1973. A spectral Analysis of Australian Share

Prices. Australian Economic Papers, vol. 12, pp. 70 - 78.

Prindl, A.R. 1976. Guidelines for MNC Money Managers.

Harvard Business Review, January - February 1976, pp. 73 -

80.

Ragazzi,_ G, 1873, Theories of the Determinants of Direct

Foreign Investment. IMF Staff Papers, vol. 20, July 1973,

pp. 471 - g8,



Reilly, F.K. & Drzycimski, E.F. 1975. The Stock Exchange
Specialist and the Market Impact of Major World Events.

Financial Analysts Journal, vol. 31, ¥o. 4, July - August

1975, pp. 27 - 32.

Reilly, F.K. 1982. Investments, Hinsdale, Illinois : CBS

College Publishing. 693p.

Reinganum, MX.R. 198la. Misspecification of Capital Asset
Pricing : Empirical Anomalies Based on Earnings Yields and

¥arket Values, Journal of Financial Economies, wvol. 9,

March 1981, pp. 19 - 46.

Reinganum, M.R. 1681h. The Arbitrage Pricing Theory :

Some Empirical Results. Journal of Finance, vol. 36, No.

2, pp. 313 - 321.

Reinganum, M.R. 1982. A Direct Test of Roll’s Conjecture

on the firm size Effect. Journal of Finance, vol. 37, No.

1, March 1982, pp. 27 - 35,

Rohrer, J. 1885. Who says you can’t beat the market.

Institutional Investor, July 1985, pp. 141 - 146.

Roll, R. 1977a. A Critique of the Asset Pricing Theory
Tests, Part 1 : On Past and Potential Testability of the
Theory. Journal of Financial Economics, wvol. 4, March

1877, pp. 129 - 176.



431
Roll, R. 1977b. Critique of Asset Pricing Theory's Tests.

Journal of Financial Economics, No. 4, pp. 129 - 176.

Roll, K. 1881. A Possible Explanation of the small Firm

effect. Journal of Finance, vol, 34, No. 4, September

1981, pp. 879 - 838.

Roll, R. 1683. Vas ist das ? The turn of the year effect

and the return premium of small firms. Journal of

Portfolio Management, vol. 9, pp. 18 - 28.

Roll, R. & Ross, S.A. 1880. An Empirical Investigation of

the Arbitrage Pricing Theory. Journal of Finance, vol. 35

No. 5, pp. 1073 - 1103,

Roll, R. & Ross, S.A. 1984. A Critical Reexamination of
the Empirical Evidence on the Arbitrage Pricing Theory : A

Reply. Journal of Finance, vol. 38, ¥o. 2, pp. 347 - 3560.

Rosenberg, B. & Reid, K. & Lanstein, R. 1985. Persuasive

evidence of market inefficiency. The Journal of Portfolio

Management, vol. 11, No. 3, pp. 9 - 16.

Ross, S.A. 1976. The Arbitrage Theory of Capital Asset

Pricing. Journal of Economic Theory, vol, 13, pp. 341 -

360,



432
Roux, D.G. 1984. The Foreign Exchange Market, in The

Mechanics of the South African Financial System, edited by

H.B. Falkena, L.J. Fourie, and W.J. Kok. 1984,
Johannesburg : MacMillan South African (Publishing)(Pty?

Ltd. 457p.

Roux, F.J.P. & Gilbertson, B.P. 1978. The Behaviour of
Share Prices On the Johannesburg Stock Exchange. Journal

of Business Finance and Accounting, vol. 5, pp. 223 - 232.

Rozeff, M.S. & Kinney, W.R. 1076.  Capital Market
Seasonality : The Case of Stock Returns. Journal of

Financial Economics, October 1976, pp. 379 - 402.

Ryan, C. 1985, Institutions will jump at offshore chance.

Sunday Times - Business Times, 23 June 1985, p.l.

Sareewiwatthana, P. & Malone, R.P. Market Behaviour and
the Capital Asset Pricing Model in the Securities Exchange

of Thailand : An Empirical Evaluation. Journal of Business

Finance and Accounting, vol. 12, No. 3, pp. 439 - 452.

Schwert, G.W. 1983, oize and Stock Returns, and other

Empirical Regularities. Journal of Financial Economics,

voi, 10, No. 1. pp. 3 - 12,



433

S.E.C. 1971, Institutional Investor Study Report of the

Securities and Exchange Commission. Washington D.C.: U.S.

Government Printing Office. House Document No. 92 - 64.

Seligman, D. 19a3. Can You Beat The Stock Market?

Fortune, 26 December 1983, vol. 108, ¥o. 3, pp. 82 - 96.

Seneque, P.J.C. & Gourley, B.M. 1983, Dividend policy and

practice in South Africa. Investment Analysts Journal,

Number 21, June 1983, pp. 35 - 41.

Semandeni, A. 1984, Hedging against currency risk.

Financial Mail, vol. 94, No. 9, 30 November 1084, p. 94.

Shaked, 1. 1985. International equity markete and the

investment bhorizon.  Journal of Portfolio Management, vol.

11, No. 2, pp. 80 - 84.

Shanken, J. 1882, The Arbitfage Pricing Theory : Is it

Testable? Journal of Finance, vol. 37, ¥o. 5, pp. 1129 -

1140,

Shohet, K. 1974. Investing In Foreign Securities. The

Financial _ Analysts Journal, wvol. 30, September/October

1974, pp. 85 - 72.

Shapiro, A.C. 1975, Evaluating Financing Costs for

Multinational Subsidiaries. Journal of International

Pusiness Studies, Fall, pp. 25 - 32,



434

Shapiro, A.C. 1982. Multinational Financial Management.

Boston : Allyn and Bacon.
Sharpe, W.F. 1064. Capital Asset Prices : A Theory of
Market Bquilibrium under Conditions of Risk. Journal of

Finance, vol. 19, Sept 1964, pp. 425 - 442,

Sharpe, W.F. 19670. Portfolio Theory and Capital Markets

New York : McGraw-Hill Book Company. 316p.

Shishko, 1.Q. 1877. ¥ay Gold? Journal of Portfolio

Management, vol. 3, pp. 34 - 42.

Skinner, B.F.  1057. Verbal Behavior. New York

Appleton-century-Crofts.

Solnik, B.H. 1973, XNote on the Validity of the Random Valk

for European Stock Prices. Journal of Finance, vol. 28,

December 1973, pp. 1151 - 1159.

Solnik, E.1. The Advantages of Domestic and International

Diversification, 1in International Capital Markets, edited

by E.J. Elton and M.J. Gruber. 1075, Amsterdam : North

Holland Fublishing Company. 3&7p.

Solnik, B.H. 1877, Testing International Asset Pricing :

Some Pessimistic Views. Journal of Finance, vo. 32, No. 2,

pp. 903 - Bl2.



435
Solnik, B.H. 1983. International Arbitrage Pricing Thecry.

Journal of Finance, vol. 38, No. 2, pp. 449 - 457,

Solnik, B.H. & Yemeth, E. 1982. Asset Returns and Currency

Fluctuations : A Time Series Analysis, paper presented at

the second  tagung, Geld Banken und Versicherungen,

Universitat Karlsruhe, December 1882,

Solnik, B.H. & Noetzlin, B. 1982. Optimal International

Asset Allocation. Journal of Portfolio Management, vol. 9,

Fall 1982, pp. 11 - 21.

Spandau, A. 1979. Economic Boycott Against South Africa -

Normative and Factual Issues. Cape Town : Juta and Company

Limited. 200p.

Stehle, R. 1977, An Empirical Test of the Alternative
Hypothesis of ©National and International Pricing of Risky

Assets. Journal of Finance, vol. 32, No. 2, pp. 493 - 502.

otoll, H.R. & Vhaley, R.E. 1983. Trancaction Costs and the

Small Firm Effect. Journal of Financial Economics, vol.

12, ¥o. 1, pp. 97 ~ 79.

Storham, P. 1981. Reforming the Paris Stock Market.

lnvestment Analyst, April 1981, pp. 4 - 11.




436
Strebel, P.J. 1977, The limited efficiency of The

Johannesburg Stock Exchange. Investment Analysts Jourmal,

vol. 10, August 1977, pp. 15 - 20.

Sunder, S. 1980. Stationarity of MXarket Risk : Random

Coeffcients Test for Individual Stocks. Journal of

Finance, vol, 35, No. 4, pp. 883 - 896.

Tew, B. 1982. The Evolution of the International Monetary

System, 1045 - 81, 2nd edition. London : Hutchinson

Publishing Group, 250p.

The Economist. 1685a. Cry, the unbeloved country. Vol.

294, Fo. 7385, pp. 43 - 44.

The Ecbnomist. 1985b. Johannesburg stockmarket - out of

sorts, not out of bounds. Vol. 294, ¥o. 7385, p. §4.

The Economist, 1985c. Forelgn firms trickle out. Vol.

296, No. 7412, p. 74.

Tobin, J. 1659, Liguidity Freference as Behaviour toward

Risk. Review of Economic Studies, vol. 25, February 196358,

pp. 65 - 86.

Tole, T.N. 1081, How to Maximize Stationarity of Beta.

Journal of Portfolio Xanagement, vol. 7, pp. 45 - 49.




437

Treynor, J.L. 1876. Index Funds and Active Portfolio

Management. Financial Analysts Journal, May-June 1976, p.
18.
Vandell, R.F. 1981, Is beta a useful measure of security

risk? The Journal of Portfolio Management, Winter 1981,

pp. 23 - 31.

- Van den Honmert, R.C. 1984. A Mathematical Approach to the

Evaluation of International Diversification for the South

African Investor. Unpublished X.Sc Thesis. University of

Cape Town.

Van den Homert, R.C. & Affleck-Graves, J.F. 1685.
International diversification and the South African

investor. South African Journal of Business Management.

Vol. 16, No. 2, pp. 87 - 61,

Vertin, J.R. Passive Equity Management Strategies, in

Readings in Investment Management, edited by F.J. Fabozzi.

1983. Illinois : Richard D. Irwin, Inc. 405p.

Vagner, V.H. & Lau, S, 1971. The Effect of

Diversification on Risk. Financial Analysts Journal, vol.

26, pp. 48 - 53.



438
Vagner, W:.H. & Emkin, A. & Dixon, R.L. 1984. South African

Divestment : The Investment Issues. Financial Analysts

Journal. November - December, pp. 14 - 22.

Vatson, J. 1680, The stationarity of inter-country

correlation coefficients : a note. Journal of Business

Finance and Accounting, vol. 7, No. 2, pp. 297 - 303.

Vatts, R.L. 1873. The information content of dividends.

Journal of Business, vol. 46, ¥o. 2, pp. 191 - 211.

Vaud, R, 19870. Public interpretation of Federal reserve
discount rate changes : evidence on the announcement effect.

Econometrica, vol. 38, No. 2, pp. 231 - 250.

Williamson, P.J. 1672. Measuring Mutual Fund Performance.

Financial Analyst Journal, November - December, pp. 78 -

84.

Wood, G. 1983. Cognitive Psychology : A Skills Approach.

California : Brooks/Cole Publishing Company. 35Z2p.

Vorking, H. 19034. A random difference series for use in

the analysis of time series. Journal of the American

Statistical Association, vol. 29, No. 12, March, pp. 11 -

24,



439
Wu, Hsiu-Kwang. 1972. Corporate Insider Trading profits

and the Ability to Forecast Stock Prices, in Elements of

Investments - Selected Readings, edited by Hsui-Kwang Wu

and Alan J. Zakon. 2nd Edition. U.S.A.: Holt, Rinehart

and Vinston. 624p.

Yallup, P.J. 19882, A study of possible gains from
international investment and the stationarity of
inter-country correlation coefficients : a comment.

Journal of Business Finance and Accounting, vol. 8, No. 1,

pp. 109 - 115,

Ying, C.C. 1966. Stock Market Prices and Volume of Sales.

Econometrica, vol. 34, July 1966, pp. 676 -~ 685,




B APPENDIX 440

UNIVERSITY OF DURBAN-WESTVILLE UNIVERSITEIT VAN DURBAN-WESTVILLE

Private Rag X54001 Dunban R Privaatiae X5400/ Dunban.
4000 South Afpica 4000 Suid-Apika

Telephone (031) §20-9111 Telefoon (031) £20-9111
Telegrams Jnkol’ Telen 6-23225 84 Telegramme "Inkol’ Teleks 6-23225 SA
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Dear Sir

I am a senior lecturer in finance at the Graduate School of Business at the
University of Durban-Westville. I am at the moment working on the final
stages of my D. COMM. thesis in the Department of Accountancy at the same

university. My co-supervisors are Prof. D. Konar (UD-W) and Prof. D. B. Van der
Schyf (UNISA). ]

My field of study is : "An investigation to determine the possible benefits
that may accrue to South African investors pursuing international investment
diversification'.

The empirical work for the thesis has already been completed. However, a survey
of the likely reaction of the institutional investors to the recommendations
of the final report of the De Kock Commission of Inquiry relating to overseas
portfolio investments will greatly enhance my empirical findings. '

If your company/institution is interested in the results of my empirical work
a copy of the research findings will be made available free of charge on request.

All information will be treated in the strictest confidence. Neither the name of
the company nor details provided will be mentioned in the thesis. Only the
analyzed results of the survey will be included in the thesis. A letter from my
co-supervisor, Prof. D. Konar, Acting Head of the department of Accountancy is
attached and confirms the confidentiality of the information to be supplied.

A postage paid addressed envelope is supplied for the return of the completed
survey. A speedy return of the completed survey will be appreciated.

If you require further ihformation regarding the survey please contact me at
the university by post or telephone 820-2419 (Durban).
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Yours sincerely,
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I confirm that Mr NARENDRA BHANA is registered in this department as a D. COMM.
student and his field of study is "An investigation to determine the possible
benefits that may accrue to South African investors pursuing international

investment diversification".

I am also a co-supervisor of Mr Bhana's studies. Mr Bhana will be addressing
a questionnaire to selected institutional investors in South Africa as part
of his research. I confirm that all information supplied will be treated in
the strictest of confidence and neither the name of the company/institution
nor the details provided will be mentioned in his thesis. Only the analyzed
results of the survey and the resultant conclusions which are drawn from the

survey will be included in the thesis.
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PROFESSOR D. KONAR
ACTING HEAD,
DEPT. OF ACCOUNTANCY



442 :
A QUESTIONNAIRE TO DETERMINE THE VIEWS OF INSTITUTIONAL INVESTORS ON

THE RECOMMENDATION OF THE DE KOCK COMMISSION OF INQUIRY RELATING TO THE
ABOLITION OF EXCHANGE CONTROL RELATING TO OVERSEAS PORTFOLIQ INVESTMENTS

QUESTIONNAIRE NUMBER

Question 1

The concept of "efficient capital markets' implies that at a given point
in time the prices of securities fully reflect all publicly available

information concerning the securities.

1.1 Do you consider that stock exchanges in general can be regarded as
efficient in terms of the above definitionof efficient capital
markets?

(Please mark with "X" in the appropriate square)

Yes No

34 (82,9%) 7 (17,1%)

1.2 Do you consider the Johannesburg Stock Exchange to be efficient in

terms of the above definition of efficient capital markets?

Yes No

12 (29,3%) 29 (70,7%)

1.3 Empirical evidence suggests that other than the two largest stock
exchanges, namely, the New York Stock Exchange and the London Stock
Exchange all other stock exchanges show characteristics of market

“inefficiency. 0o you agree with this observation?

Yes No

28 (68,3%) 13 (31,7%)
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1.4 If yowr answer to the above gquestion (1.3) is yes then do you

believe that investing in inefficient foreign stock exchanges 1s

likely to improve the

investors?
Yes No
25 (89,3%) 3 (10,7%)

Question 2

portfolio performance of South African

2.1 The De Kock Commission of Inquiry into Monetary System and Monetary

Policy in South Africa recommended a gradual process of dismantling

exchange control over foreign equity investments by South African

residents. Do you consider this to be in the best interests of

South African investors?

Yes

No

38 (92,7%)

3 (7,3%)

2.2 Assume..

abolished by the authorities.

that exchange control over foreign equity investments is

With regard to the portfolio you are

associated with, would you consider making investments in foreign

securities?
-
Yes No
37 (90,2 %) 4 (9, 8%)

2.3.1 If your answer to gquestion 2.2.is yes then over what period would

you implement the acquisition of foreign securities?

Immediately over a period over a periocd - over a period
of 2 years of 5 years greater than 5
years
7 (17%) 9 (22%) 12 (29,3%) 13 (31,7%)
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When you decide to make foreign equity investments what percentage
of your total portfolic value would you be prepared to invest in
foreign securities (assuming that there are no limitations to

funds invested abroad).

1 ~10% | 11 - 25% | 26 - 40% L41 - 50% more than 50%

22 (53,7%) O (22%) | 4 (9,7%)i 4 (9,7%) | 2 (4,9%)

—

2.3.3

If your answer to question 2l2 is no (i.e. you are not prepared to
make foreign equity investments) then indicate one or more of the
following reasons why you have decided against foreign equity
investments. Please rank the relative importance of the various

factors for not investing in foreign securities i.e.

-]
2

most important

il

second most important etc.

Fi

Reason Ranking ra

rst

nking

Point

scale

Foreign securities are riskier because detailed
knowledge of securities (published financial
reports, prices, P/E ratios, media coverage etc.) is

not readily obtained in South Africa.

14,0%

Foreign securities are riskier because of exchange
rate fluctuations of the currencies in which these 3

investments are denominated.

18, 6%

The average returns on the Johannesburg Stock
Exchange are likely to be superior to the average 2

returns provided by foreign securities.

33,3%

27,9%

The greater distance and slower communication

between South Africa and foreign stock exchanges ~
increases the time required to deal in foreign 5
securities. This relative lack of liquidity and

investment flexibility increases the risk of

investing in foreign securities.
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First

Reason

Ranking

ranking

Point

scale

Our liabilities to clients (unit trust investors,
pension fund holders, prospective insurance
claimants etc.) are denominated in South African
rands. Therefore, it is not appropriate to make
investments in securities denominated in foreign

currencies.

66 ,6%

30,2

other (please specify)
(1) '

(ii)

Question 3

Assuming that exchange control over foreign equity investments is

completely or partially abolished by the authorities in South Africa.

What are the specific investment benefits (if any) that are likely to

be derived from foreign equity investments.

Please rank the relative importance of the various benefits in order of

importance 1i.e.

1
2

most important

second most important etc.

Reason

Ranking

First

ranking

Point

scale

Portfolio returns are likely to be improved (higher
yields) as a result of international portfolio

diversification.

11,1%

18,3%

The.portfolio risk is likely to be reduced because of
the counter cyclical movements in the equity prices

on the different stock exchanges.

40,8%

24 ,6%
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Reason

Ranking

First

ranking

Poir

sca.

An international exposure will make institutional
portfolios more attractive to individual investors who
generally do not have the expertise to invest in foreign
securities. Therefore, the demand for the investment
services provided by institutional investors can be

expected to increase.

3,7%

11,00

In the event of a major economico-political change in
South Africa our portfolios are likely to be protected

by not having all funds invested in South Africa.

22,2%

19,87

Astute investors are likely to obtain significant foreign
exchange gains by tilting their portfolios towards
securities of those countries whose cufrency is likely

to appreciate against the South African rand.

7 ,4%

13,8

other (please specify)| broader knowledge of foreign

(i) markets will make local markets more efficient.

(ii) gain access to products/markets and growth

opportunities in foreign countries.

14,8%

Question 4

What other benefits not directly related to portfolio performance (spin-offs)

are likely to arise from investing in foreign equities.

Please rank the relative importance of the various benefits in the order

o}

1
2

f importance i.e.

most important

second most important
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Reason

Ranking

First

rarking

Point

scale

By acquiring strategic holdings in certain foreign
equities acquisitions and mergers of overseas

companies could be facilitated.

13,5%

An exposure to the more sophisticated investment
environment in countries such as the United States and
the United Kingdom may enable the skills so acquired
to be transferred to investments on the Johannesburg

Stock Exchange.

4,5%

17,2%

Depending .on the state of the economies in the different
countries investment funds can be expected to move
freely between the JSE and various foreign equity
markets. This can be expected to create a more

efficient capital and equity market in South Africa.

22,7%

22,3%

The greater volume of foreign exchange required to
service security transactions can be expected to result
in a more efficient market for foreign exchange in

South Africa.

There is a limited range of investment opportunities in
South Africa, and institutional investors are constantly
confronted with the task of investing vast sums of
investment funds in a narrow range of investment
mediums. Being able to invest in foreign securities
will ease the burden of continually seeking additional

investments in a market with limited opportunities.

72,8%

25,9%

~other (please specify)

(1)

(ii)

Tf there are more than 2 other reasons please specify on a separate page
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Question B

The De Kock Commission has recommended that at some stage in the future
institutional investors should be allowed to invest in foreign securities.
Is the portfolio with which you are associated pursuing ahy specific
research into foreign securities so that you would be able to benefit

" immediately when exchange controls relating to overseas portfolio

investments are abolished or partially relaxed.

Yes No

13 (31,7%) 28 (68,3%)

|

If your answer to the above question is no could you provide specific

reasons for not pursuing research into foreign securities.

Please rank the relative importance of the various réasons in order of

importance i.e.

most important

2 = second most important etc,
First Poinz:
(7 Reason Ranking ranking | scale
(i) No serious likelihood of this recommendation being
1 60, 1% 46, 7%

implemented in the forseeable future.

(ii) The purchase of overseas expertise is a more
efficient method of acquiring information on 2 15, 4% 21.3%
foreign securities. ' ’

(iii) Expense not warranted in view of a limited .
exposure to foreign securities is expected. 3 12,6% 20 . 1%

(iv) Prefer the appointment of foreign managers as
they would have greater expertise relating to A4 8,0% 7.3%
foreign securities. ’

(v) Limited number of local researchers who have

expertise to conduct research into foreign 5 3,9% 4,6%
securities. ’
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