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The motivation
 Global markets are fragmented – albeit less so in 

recent years
 Bekaert and Harvey (1995), Griffin and Karolyi (1998), Doidge, 

Karolyi and Stulz (2004)

 ADRs
 Provide access to US capital markets – deep pool of investors
 Improved corporate governance
 Rigorous accounting standards

 ADRs
 Diversification benefits to US investors while trading in US



The Idea
 Exploit valuation differences in US and foreign markets



Computation of Underpricing

 Rhodes-Kropf, Robinson, and Viswanathan (2005)

 But first equation above is estimated for ADRs and 
foreign stocks using same independent variables
 BV is hard to measure in recent years – misses things like brand 

value or ability to innovate – eg. Apple
 What is R2 in above equation? For ADRs? For foreign stocks?
 Only difference is due to frictions between US and foreign markets



Frictions lead to Home Bias
 Information – distance: Coval and Moskowitz (2001)
 Accounting differences
 Regulatory differences – capital flows
 Currency risk
 Transaction Costs
 Corporate Governance
 Industry definition – Conglomerates

 Companies choose to issue ADRs – not random
 More underpricing in foreign markets - Doidge, Karolyi and Stulz 



Frictions



Identification
 Examine differences in industry underpricing across 

countries
 Valid as long as no systematic differences in industry valuation 

across countries

 But what if in emerging markets – only large firms 
that are conglomerates have ADRs



Data
 Need more information about countries and industries

 In Table A1
 List largest three or four countries in the different industries

 Banks to get USD funding
 Mining – trade is in USD

 Why end data in 2012?
 Require minimum # of firms in industry in a country?
 Need to think about accounting standards

 What is delay in reporting of financial statements?



Data
 Need more information about countries and industries
 In Table A2

 Distribution of ADRs across countries by market cap compared to 
market cap of other firms in a country

 Countries with most ADRs – Australia, Japan, UK  - Why US?
 But also Argentina, Brazil, China, India, Malaysia, Mexico, South 

Africa, Turkey
 Comparison of industries across developed and 

emerging markets
 More underpricing in emerging markets and they did well in 

recent years due to globalization and integration



Results



Results – High and Low Underpricing



Suggestions
 Would like to see

 Return differential for portfolio that is long most underpriced industry 
and short least underpriced industry by country

 Similarly for country by industry
 FM will not provide within country differences across industry unless run 

by industry within country or by country within industry

 Cluster standard errors by country, industry and time
 There could be residual correlation within a country
 There could be residual correlation within an industry
 There could be residual correlation at a particular point in time

 More lags of dependent variable and in Newey West



Final Thoughts
 Interesting idea – exploit underpricing using global 

industry data
 Interesting result that foreign mutual funds exploit underpricing

 Suggestions
 Think about computation of underpricing
 Portfolio results:  long-short industry returns within country and 

long-short country returns within industry
 Clustering of standard errors
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