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Executive Summary 

In recent years, emerging markets have become very important for investment banks and 

multinational corporations (MNCs). The attractions to these markets have been to take advantage 

of diversification opportunities and high growth. Multinationals have an additional benefit from 

an opportunity to vertically integrate in segments where there are high labour costs. However, 

emerging markets have also been perceived as risky and uncertain. Investments in these markets 

are extremely difficult to evaluate. The difficulties arise due to several factors: political, 

economic and business volatility, among others. 

Traditionally, Capital Asset Pricing Models (CAPM) have been used to evaluate the cost 

of capital for investments. CAPM has been seen to work reasonably well for domestic (U.S.) 

markets but has failed when a world portfolio (including international markets) has been 

developed. One of the main difficulties with using CAPM is that many of these emerging 

markets are segmented. Quantifying factors contributing to the segmentation is not easy and 

several researchers have developed models to estimate the cost of capital for emerging market 

investments. Most of these models are a modification to traditional CAPM. They typically 

include adjustments to CAPM to account for the segmentation and other qualitative features of 

these markets. 

This report addresses some fundamental issues related to emerging markets - what they 

and their characteristics are. It presents several models available in literature to evaluate cost of 

capital for investments in these markets - both from portfolio managers' and MNCs points of 

view. The goal of this report is to present a conceptual framework to look at these topics and 

does not emphasize quantitative analysis. The state-of-the-art understanding of this topic still 

lacks a firm basis for quantitative analysis and it would be premature to carry out extensive 

quantitative analysis. 



Estimating Cost of Capital for Equity Investments in Emerging Markets 

1. What Are Emerging Markets 

Definition of an emerging market depends on one's perspective and purpose. 

Different sectors of industry define emerging markets differently, even though, they 

often are referring to similar geographic regions or countries. 

Khanna and Palepu [1] propose to classify markets based on how well they facilitate 

buyers and sellers coming together. Since, every market needs institutions to facilitate its 

functions, they argue that markets can be classified based on how developed these 

institutions are. Examples of these institutions are regulations, judicial systems and 

reliable information transfer mechanisms. They propose that in advanced economies, 

these institutions are very well developed and therefore minimize the risk of market 

failure. On the other hand, stagnant economies usually suffer from near complete market 

failure. Emerging markets, they say are in between, where, some of these institutions are 

developed, encouraging good commerce (and therefore the prospect of growth) but they 

also have some institutional voids that can cause market failures. This perspective is a 

very broad one, perhaps one from a corporate strategist or economist's standpoint. 

Mobius [2] describes the term "emerging markets" as first being coined by officers at 

the World Bank's International Finance Corporation when they were working on the 

concept of country funds and capital market development in less developed regions of the 

world. While it is difficult to determine a cut-off between emerging and emerged 

markets, the World Bank classification of high-, middle- and low-income countries 

provides a good basis. The low- and middle- income countries are usually considered 
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these markets are inherently less developed with significant potential for economic 

growth however with much uncertainty (risk). 

2. Characteristics of Emerging Markets 

Two characteristics of emerging markets have been mentioned in the previous 

section: 1) low per capita GNP with higher economic growth rate than developed 

countries and 2) a higher perceived risk. Both factors are inter-related and a brief 

discussion on how they are related is presented in this section. 

2,1 International Business: Country Risk & Economic Theory 

Erb et. al. [4] have presented a comprehensive study of country risk in the context of 

global financial management. They present a framework to understand risk, expected 

return and their relation to economic growth. A schematic of this framework is shown in 

Figure 1. 
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of the economy. However, inefficiencies do exist and countries are usually not at the 

optimal level of capital utilization. The important point here is that growth and 

expected returns (related to return of capital) are positively correlated. 

3. Conditional Convergence & Economic Growth: The principle of convergence 

implies that economies with lower per capita GDP will grow, on average, faster than 

countries with higher per capita GDP. Conditional convergence implies the same 

principle but includes the assumption of all other factors being equal. Barro [6], in his 

neoclassical model of growth theory implies that if all economies were similar in all 

countries, except for the stage of development (or initial conditions), there would be a 

convergence to a steady-sate level of GDP. This is an important assumption when 

considering emerging markets, because all things are not equal in these markets 

leading to an uncertainty on the rate of growth and therefore leading to convergence 

only in a conditional sense. Conditional growth also changes the level of risk in 

various countries. These differences arise from various government poilicies, growth 

rate of population, savings rate, education levels and fertility rates. We will revisit 

some of these issues in later sections. Another aspect of Barro's work relates 

technological change (or R&D) and economic growth. He implies that long term 

R&D helps to maintain a positive long term economic growth. This aspect of growth 

theory has an important implication for emerging markets whose long term R&D 

investment is miniscule compared to the advanced countries. Conditional 

convergence would still hold in this case because developing countries can 

"piggyback" on the research of leading countries. While the developed countries can 
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differences in these factors between countries lead to differences in risk. We will 

revisit these factors in greater detail in later sections. 

4. Initial Conditions/Conditional Convergence and Financial Returns: This is inferred 

from-the conditional convergence-economic growth-expected returns relationships 

outlined in items 1, 2 and 3. It can also be viewed as a conclusion from the principle 

of diminishing returns of capital, i.e. economies with a lower capital per worker tend 

to earn higher returns and higher growth. As indicated by the dashed line, this 

relationship is basically an inferred relationship. 

5. Economic Growth & Country Risk: Erb et. al. [4] concluded this relationship by 

regressing real per capita economic growth on: real GDP per capita, the natural log of 

the Institutional Investor's Country Credit Rating (a measure of country risk) and the 

realized change in the rating for 61 countries between 1980 and 1992. The regression 

explained 60% of the cross-sectional variation with a positive correlation between 

risk and economic growth and a negative coefficient for initial GDP per capita 

(diminishing growth with a high initial level of per capita GDP). 

6. Initial Conditions/Conditional Convergence and Country Risk: Similar to analysis 

in item 5, Erb et. al. regressed equity market returns in these countries with: the initial 

conditions represented by real per capital GDP and the Institutional Investor's 

Country Credit Ratings. The regression produced statistically significant coefficients 

for both the independent variables (real per capital GDP and credit ratings), thus 

linking the initial conditions and financial returns. 

The above discussion provides a general framework to understand how current 

states of various countries (say, in terms of per capita GDP), their economic growth 
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2.3 Investing in International Markets 

Just as there were large capital flows in a period spanning 30 years prior to the 

first world war, significant integration of international markets is taking place again 

today. However, there are some major differences [10]: 

• Today, a large number of countries are involved in trade, unlike the 19th century. 

• Globalization in the latter half of 19th century was heavily motivated by falling 

transportation costs whereas, today it is being driven by falling communication costs. 

• Although, the net capital flows are smaller today than in the past, gross capital flows 

are much bigger. 

While, there are several indicators of increased integration around the world, markets 

are still quite segmented. For example, trade between two Canadian provinces is 20 times 

higher than trade between an American and Canadian province. This is a telling statistic, 

considering that trading borders between Canada and the United States is one of the least 

restricted in the world. 

Segmentation in world markets provides unique opportunities and risks for investors. 

Many factors that segment markets, also provide basis for country risk. They form the 

basis for international investing and global financial management. 

2.3.1 Why invest in international markets ? 

Up until the 1970's, the U.S. capitalization of the world market was over 50% 

[11]. In fact, in the 50's and 60's the U.S. market capitalization was over 75%. For this 

reason, the U.S. market was considered proxy for the world market. However, today, the 

U.S. market represents less than 40% of the world market. Therefore, the question is, 
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2.4 Investing in Emerging Markets 

2.4.1 Motivation To Invest & Recent Trends in Emerging Markets 

Some basic information comparing developed and emerging economies is 

presented in Figure 2. 

Figure 2 Emerging Markets vs. Developed Markets - Share of the World 

Figure 2 shows that the emerging markets are a small fraction of the global 

economy even though them have the majority of the world's population. Starting in the 

1980's, however, developing economies began opening up and international capital flows 

into these markets accelerated. Figure 3, taken from The Economist [13], demonstrates 

Figure 3 (a) Opening up of emerging economies (b) Capital flows into emerging markets 



Figure 4 Average volatility of developed and emerging financial markets [12] 

• Emerging financial markets can provide higher returns than developed markets 

(Figure 5) 

Figure 5 Average annual returns of developed and emerging markets [12] 

• Many emerging markets are larger than some smaller developed countries' markets 

While there is sufficient empirical evidence that suggests and encourages investments 

in emerging markets, there is very little fundamental understanding of these markets to 

enable complete and consistent analyses of investments in these countries. The next 

15 



vary across securities and investors. Sometimes, there are restrictions on which 

investors can buy too, further limiting this model. 

A detailed discussion of these issues is presented in Stulz [14]. More evidence of the 

difficulty in understanding international market returns is provided by Cho et al. [15]. 

Based on an empirical investigation, they reject the hypothesis that the international 

capital market is integrated and that the arbitrage pricing theory is valid internationally. 

However, they do not specifically determine if this rejection implies a segmentation of 

capital markets or the failure of international arbitrage pricing theory. 

Relationships between inflation and asset returns are well-understood for developed 

markets, however; they are less clear for emerging markets. Figure 6 shows average 

inflation data for developed and emerging markets. Furthermore, regressing country 

credit ratings with inflation, stock market returns, (in local and US currency) or volatility 

(in local or US currency) does not demonstrate any correlation for emerging markets 

[12]. 

In summary, while developed international markets are understood to some extent, 

parameters influencing emerging market returns are less understood. 

2.4.3 Cost of Capital In Emerging Equity Markets 

Emerging markets cannot be considered as one market. Each country is different 

and should be dealt with separately. Investment risks are country specific. The important 

sources of country risk are: 
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proxy to world returns. While they show some changes in the beta values for some 

periods, their analysis is not conclusive. 

- Most world market portfolios are heavily weighted by the industrial countries. Based 

on market capitalization of these countries, it is difficult to determine how close these 

portfolios are in representing world market behavior. 

CAPM assumes that investors have access to all stocks and these stocks are traded 

freely. However, in reality, regulations, costs and logistics of trading in these markets 

can be costly and complicated, or in other words, the markets are not completely 

integrated into the world. Harvey [19] has compiled a table (Table 1) listing the 

regulatory environment for investors in several emerging markets. Obviously, the 

CAPM model does not take into account these difficulties. 

The betas estimated by typical single-factor models are assumed to be constants over 

time. A constant beta implies constant risk over the period considered. Most emerging 

markets are changing rapidly on all fronts of risk and this assumption is a limitation 

of most world CAPM models. 

The above discussion implies that there are several qualitative factors that prevent a 

conclusive rigorous statistical analysis of these markets. Several researchers have 

included these factors in a somewhat ad hoc manner as discussed here. 
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3.1 Risks for MNC Investments in Emerging Markets 

There are three primary sources of risks for MNC investments in emerging 

markets [26]: 

1. Political or "sovereign" risk 

2. Commercial or "business" risk 

3. Currency risk 

Political or "sovereign" risks can be observed in the yield spreads on the sovereign 

bonds denominated in US dollars. Business risk can be observed in the volatility of local 

equity markets. Currency risk can be accounted for by carrying out all financial analyses 

by converting cash flows from local currency to US dollars. The exchange rate used for 

this conversion can typically include an upper and lower bound to estimate the bounds on 

cash flows. 

3.2 Discount Rates for Evaluating Investment Opportunities 

Discount rates are useful for comparing various investment opportunities when 

performing an NPV analysis. In practice, for corporations, discount rates are computed as 

a weighted average of relevant debt and equity costs. Estimations of costs of equity are 

typically done based on the Capital Asset Pricing Model (CAPM). 

In principle, risks such as sovereign risks would be considered unsystematic risks 

because investors could diversify away these risks by personally investing in these 

markets. However, as we have seen from the discussions in earlier sections, emerging 

markets are not easily accessible to investors. For instance, consider Ford Motor 
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is a great deal of uncertainty associated with cash flows for investments in emerging 

markets. In fact, I believe, having a handle on cash flows is harder because it requires 

accurate estimates of economic growth and income distributions in these markets. 
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report. 
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