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Motivation
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• Identifying mispricing in the global market

• The core of modern financial theories.
• Essential to practitioners allocating asset globally.
• Highly complex in practice.
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• US market:

• Englberg, McLean and Pontiff (2018) have examined a list
of 97 anomalies observed in the U.S. market that could be
related to mispricing due to biased expectations.
• Hou, Xue, and Zhang (2017) compile a database of 447
anomalies.

• Global market:

• Local vs global factors: Fama and French, 1998; Griffin,
2002; Bekaert, Hodrick and Zhang, 2009; Hou, Karolyi, and
Kho (2011).
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A New Perspective
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• From U.S. investors’ perspective: is the non-US food
producer industry mispriced or not compared to its
U.S. counterpart?
• Exploit dual-listings as a benchmark to measure crossmarket mispricing.
• Assume that only one non-US (Japanese) food
company ABC has issued both the parent stock
traded in the non-US market (Japan) and American
Depository Receipts (ADRs) traded in the U.S.,.
• ABC parent stock and its ADR are probably subject to
a similar degree of mispricing thanks to arbitrageurs.
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A New Perspective – an example
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In Japan: 90% of food stocks is more undervalued than ABC
In the US: 20% of food stocks is more undervalued than ABC
UnderPricing of the Japanese food industry: 90%-20%=70%

A New Perspective – a caveat
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• We are not arguing that parent stocks and their ADRs
are not mispriced.
• We do not need project mispricing on the anomalies.
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• Rather, we only notice that the parent stock versus
ADR pair is likely to exhibit the lowest degree of
(mis)price divergence among all pairs of non-US
versus U.S. food stocks.

Preview
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• The UnderPricing index positively predicts industry
returns at both quarterly and semiannual frequencies.
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• Consistent with the market segmentation argument,
we show the differential roles played by foreign and
local mutual funds in this sizable return predictability.
• Dissipation: Foreign mutual funds reshuffle capital into
country-industry pairs experiencing undervaluation in the
previous period.
• Formation: Local funds explain the contemporaneous
mispricing.
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UnderPricing Measure Construction
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• Step one: stock-level mispricing

Follow Rhodes-Kropf et al. 2005 to measure the
deviation of a firm’s market valuation from the one
implied by the average industry-quarter specific
multiples.
𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 = 𝑎𝑎𝑐𝑐𝑐𝑐𝑐𝑐 + 𝛽𝛽𝛽𝑐𝑐𝑐𝑐𝑐𝑐 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 + 𝛽𝛽𝛽𝑐𝑐𝑐𝑐𝑐𝑐 log 𝑁𝑁𝑁𝑁
𝛽𝛽𝛽𝑐𝑐𝑐𝑐𝑐𝑐 𝐼𝐼<0 log(𝑁𝑁𝑁𝑁 + )𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖

�𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖
𝑀𝑀𝑀𝑀𝑀𝑀𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 = 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 − 𝑙𝑙𝑙𝑙𝑙𝑙𝑀𝑀

+ 𝛽𝛽𝛽𝑐𝑐𝑐𝑐𝑐𝑐 LEV𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖
(2)

𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖

+

+ S𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖

** i indexes firms, c for countries, s for industries, and t for time.
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Step One – an example
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UnderPricing of the foreign food industry: 90%-20%=70%
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UnderPricing Measure Construction
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• Step two: stock-level mispricing rankings

Within each country-sector-quarter group, we sort all
stocks by MISicst, and assign to each stock the
mispricing ranking scaled by the number of stocks.
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Notice that ADRs and their underlying parent firms
receive one ranking in the US and one at home.

Step two – an example
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Step Two

UnderPricing of the foreign food industry: 90%-20%=70%
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UnderPricing Measure Construction
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• Step three: industry-level UnderPricing

Take the differential of ADR parent stock’s relative
mispricing ranking and ADR’s.
For industries with more than one ADRs (parent
stocks), we take the value weighted average
rankings across all ADRs (parent stocks).

Conclusion

UnderPricingsct =∑ wicst ∗ (RankParenticst − RankADRkust)
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(3)

Step Three – an example
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Step Two

UnderPricing of the foreign food industry: 90%-20%=70%
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Sample
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• Datastream, Worldscope, Factset/Lionshares and
Morningstar International.
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• We keep all ADRs and the primary major listing of
equity shares with sufficient information to calculate
essential financial variables introduced below.
• To ensure the compatibility across countries, we
adopt Level 3 of the Global Industry Classification
Standard (GICS).

• The sample of 37 industries from 44 countries from
December 1999 to December 2012. 477 countryindustry pairs. 2045 ADRs.
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Summary Statistics
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Table 1

Return Predictability – Multivariant
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• Gross returns (Returns), returns adjusted for global
characteristics (GlobalDGTW), and returns adjusted
for local characteristics (LocalDGTW).
• Returnt+1 = α + βUnderPricingt + γ0Returnt + γ1Sizet +
γ2Leveraget + γ3BMt + γ4Capext + st (4)
• Panel and Fama-Macbeth regressions.

Table 2

Return Predictability – Multivariant
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one standard deviation higher UnderPricing index is associated with 46.2 (74.8) bps
higher global DGTW-adjusted returns (local DGTW-adjusted returns).

Return Predictability – Portfolio
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Each quarter, we form zero-investment portfolios which go long
in country-industry pairs with top 20% values for UnderPricing
while shorting those with bottom 20% values.
Table 5

Return Predictability – Portfolio
Table 4
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The equal-weighted hedging portfolio earns global/local Fama-French
3/4 factors adjusted alphas of 2% / 2.4% /1.7% /2% per quarter.

Flows Chasing UnderPricing
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• we construct mutual fund flows as the market
capitalization changes of total shares held by all
mutual funds, adjusted for the gross returns.
𝑐𝑐𝑐𝑐𝑐𝑐𝑡𝑡
𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝐹𝑡𝑡 =
− 𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑅𝑡𝑡
𝑐𝑐𝑐𝑐𝑐𝑐𝑡𝑡−1

• we further decompose flows into the foreign and
domestic components, based on the headquarter
locations of the mutual funds.

Flows Chasing UnderPricing
Table 6
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Mutual funds headquarterd outside the country in question chase the
UnderPricing, but domestic ones don’t.
One standard deviation higher UnderPricing index is associated with 2.3%
higher foreign flows.
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UnderPricing Formation
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• Why is there UnderPricing to begin with?
• Price pressure from local fund flows?
• Suggestive evidence :
Table 7
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Contemporaneously, higher domestic flow increases are correlated with
lower underpricing (changes), particularly when local market has stricter
capital controls in place.
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• Identifying mispricing in the global market
• We propose a novel way to measure cross-market mispricing
based on the benchmark of dual listings.
• We characterize its return predictability, implications on
funds, and formation.
• We show the
underpricing.
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