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Abstract

The Adan region has become a focus of attention for investors in recent years. Due to the
srong economic performance of the region, the higher expected returns in the area
compared with Europe and the USA and the additiond diverdfication benefits invesment in
the region would offer. Nonetheless many investors have doubts about the prudence of
investing in such areas. In particular it may be felt that the expected returns offered in the
countries of the Adan region are not sufficient to compensate investors for the increased
risks of investing in such markets. These risks can be categorised into under four headings:
investment risk, currency risk, politica risk, and inditutiona risk. This paper analyses each
of these risks in turn to see if they are sufficiently large to deter red estate investment in the
region in generd or in aparticular country.
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institutional risks.



I ntroduction

Capitd markets are becoming globa markets and commercia rea estate markets are no
exception. Recently, internationd red edtate investors have expressed interest in investing in
the Asan emerging markets. Three main reasons can be given for investing in such markets.
Firg the strong economic performance in the region, a least up to 1997 and the huge
growth potentid of the region in the future. For example over the period 1966-1991 the
average annud real economic growth rate for Hong Kong, Japan, Singapore and Maaysa
was greater than 6% while the comparable figures for the US and UK were between 2%
and 3% (Greenwood, 1993). The second reason for investing in such countries is the very
high returns such economic generates. Indeed in a survey of investors in the UK and Asa
“higher returns’ and the potentia for “capita appreciation” were ranked one and two as the
main reasons to hold foreign property, Lim (2000). A find reason gpart from sharing in
such economic growth and higher expected returns is the additiond diversfication benefits
that may accrue. Studies have shown the consderable benefits to be gained from the
internationa diversfication in red estate markets (see Lizerli et d 1998 for a review).
However, the economic convergence observed in world markets and the globdisation of the
worlds financid sysem has led to the emergence of a number of key financid centres.
London, New York and Tokyo, whose red estate markets are closdy tied to the new
internationd financial circuits. As a reault their red estate markets are more integrated and
0 offer low diversfication benefits, Lizieri (1992). Thus the benefits for portfolio risk
reduction are likely to be even greater from diversfy into emerging markets, Divecha et d
(1992). Consequently countries in the Southeast Asian region including: China, Hong Kong,
Indonesia, Korea, Mdaysia, the Philippines, Singapore, Tawan, and Thailand have come to
be seen as areas of future investment because of their huge growth potentiad, greater returns
and portfolio diverdfication benefits.

Despite dl of this mogt inditutiond investors il display a rductance to go oversess in

generd and into emerging markets in particular, Solnik (1974). One explanation for such a
reticence is the possbility that investors impute “extrd’ risk to foreign investments, French
and Poterba (1991). In other words internationa investment may aso increase an investor's
exposure to other pervasive economic factors, and therefore increase the investor’sleve of
risk. These risks include an increased exchange rate risk, grester exposure to political risk,
and greater tax uncertainty, thusincreasing the risk of overseasinvestors relative to domestic
investors. Consequently the lack of investment in the emerging markets of the ASan region
may smply be a perception thet the returns achieved in such markets is not sufficient given
the risks. The emerging red estate markets of the Asian region therefore need to be
evaluate to see whether the assumption that the expected returns in the emerging markets of
the Asian region are not adequate to cover the increased risks borne by the foreign investor.

In analysing overseas investment in generd and emerging markets in particular two broad
areas of enquiry have developed. The fird area of interest relates is their inherent volaility
and the second the informationd efficiency of the markets. For example emerging markets
can be characterised by ther skewed wedth digtributions, smdl size and concentrated
market structures al of which it can be argued accentuates return volatility, Divecha et d



(1992). Thusit may be fdt that there is a greater investment risk from emerging markets
than from investment in developed countries. In addition the greater political ingtability and
higher levels of inflation in such markets is likely to lead to greeter fluctuations in exchange
rates making these locdly voldile returns even more volatile when converted to the foreign
investors home currency. On the question of informationd efficiency emerging markets by
their nature have more recent origins than developed markets in addition to which they have
adopted differing policies relaing to the financid and red estate sectors than developed
countries. Hence it can be argued that emerging markets differ from their counterpartsin the
developed world in terms of their indtitutiond structures and informational related attributes.
Which can be characterised in terms of tax treatment of locas versus foreign investors,
regulations of market entry and exit and factors rdating to the qudity and quantity of
information dissemination. In particular any differentid in the tax trestment of locd and
foreign investors and any impediments that are placed on foreign investors from entering the
market and/or hinders repatriation of income and capitd inhibits participation by foreign
invegors o limiting market liquidity and increesng volaility. Fndly the free flow of
information to dl investors is a necessary condition for market pricing efficiency, without
which mispricing can teke place. The newness of emerging markets and the different
indtitutional structures adopted, compared with developed countries, suggests that access to
dl rdevant informetion by all investors, especidly foreign investors, is unlikely to be the
cae. All of which suggests that unless an outsder isfully aware of the indtitutiona structures
of the market, both formd and informd, they are likey to be a a mgor disadvantage
compared with locd market players, Guerts and Jaffe (1996). This inditutiona risk
depends on the maturity and transparency of the market (Gordon, 1999 and Keogh and
D'Arcy, 1994). Thus if investors can become more informed of the inditutiona structures
and business practices of overseas markets they are more likely to invest in those markets,
i.e. “familiarity breeds investment”, Stratman (1999).

Consequently from the discussion above the risks facing a foreign real estate investor can be
broken down into four categories. investment risk (the voldtility of returns), currency risk
(exchange rate voldility), political risk (explicit barriers to capita flows, taxes,
expropriation, and exchange controls) and institutional risk (market maturity, sze and
liquidity, regulation, and information). Each of these is andysed in turn to see if they are
aufficiently large to deter invesment into the emerging markets of the Agan region.

I nvestment Risk

In the equity and bond markets there is abundant literature on the benefits of internationa
diverdfication. Madura (1985) provides an excdlent review of the work as of 1985, while
Lonie et d. (1993) extends the coverage to 1993. All studies concluding that the risk and
return advantages of internationd dversfication are very large for investors in dl the mgor
countries. Indeed with more assats to choose from a more widely diversified internationd
portfolio cannot do worse than a one based on domestic stocks only. In contrast the issue
of internationa redl edtate divergfication has recaved scant atention in the academic
literature (Eichholtz et d, 1996). In generd data limitations have resulted in less research
being undertaken.



Asit is fdt tha investment in merging markets is more risky than investment in developed
markets it could be argued that this aone will deter investors. Indeed Lim (2000) finds thet
UK investors are much more risk averse than their Asan counterparts.  Consequently the
greater perceived risk of investing in the countries of Southeast Asia would seem to be the
main reason for avoiding the area.  This perception can be questioned on a least two
counts.

Firgt, modern portfolio theory (MPT) tells us that investors should focus on the expected
return and risk of their portfolio as awhole rather than on the return and risk of each asset in
isolation. In other words individua risks are not of consequence because they can be
diversfied away at the portfolio level. Indeed athough the issue of internationa red estate
diversfication has recelved limited atention in the academic literature (Eichholtz et. d, 1996)
even though the globdisation of financid markets has a paticular Sgnificance for
internationd property investment. The few sudies that have examined clearly show that the
risk and return advantages of internationd diverdfication are very large for investors (see
Lizieri et d, 1998 and D’Arcy and Lee, 1997). The research undertaken in securitised
property markets has generally tended to support the benefits of risk reduction through an
internationa red estate portfolio (Giliberto, 1990, Asabere et d, 1991, Eichholtz and Lie,
1995 and Casg, €t d, 1997). These results are confirmed when using data from the direct
property market (Del Casino, 1986, Sweeney, 1989, Gordon, 1991, Wurtzebach, 1991
and D’ Arcy and Lee 1998). Furthermore, the one study that that has examined the benefits
of including the emerging markets in a globa portfolio, dbeit with securitised property data,
finds that induding a least some investment in emerging markets would have reduced the
risks associated with developed country portfolios. While Eichholtz et d (1996) finds that
the existence of continental factors in determining property market returns means that
emaging markets are a source of diverdfication benefit to both American and European
investors. Secondly, the tendency to lump emerging markets as a homogeneous group is a
mistake. The work by Eichholtz and Lie (1995) Eichholtz et d (19984) on securitised
property shows that additiona diversfication benefits accrue to investors within the region.
Indeed the following data on the direct property market confirms this view.

In order to investigate the risk/return performance from investing in the Asia- Pacific regionin
comparison with markets in the US and Europe the annud totd returns from investing in the
Office market of the capitd (main) cities of the UK, USA, Europe and Asa-Pacific region
over the period 1985-1997 were extracted from the ONCOR database. The appreciation
figures, however, are not based on gppraisas, but upon changes in capitalised asking rents.
The use of asking rents may make it difficult to identify sharp declines in commercid red
edate markets, snce effective rents typicaly lead asking rents in declining markets. The
renta figures used are net of service charges and loca taxes. In cdculating returns no
adjustment was made for exchange rates between countries. The rationa for not expressing
returns in a common currency is to segregate the loca market risk from currency risk for a
number of reasons. Firg it is well known that these two risks are not additive and that
expressing the various loca market portfolio returns in a common currency will have an
adverse impact on their conditional mean and volaility measures. Second the corrdation
coefficient between a set of loca market portfolios is typicdly smaler when a currency



factor is added in ther returns.  Studies, therefore, which use common currencies, have
great difficulty in dissociating these two risks. Thus caution is needed to interpret the results
of such an andyss, if based in a common currency, as the result of such studies can be
mideading, Engle and Susmd (1993). Therefore the case for investment in the Asa-Pacific
region needs to be examined in isolation from exchange rate movements.

Table 1: The Risksand Returnsof Investing in the UK, USA,
Europe and Asan Emerging Markets 1985-1997

Averag SD Correation
e
% % UK USA
UK 1052 2299 1.000 0.076
USA 2.18 8.19 0.076 1.000
European Core
Bdgium 1312 1445 0.368 0.190
Denmark 414  14.68 0.121 -0.502
France 942  18.68 0.431 0.329
Germany 837  13.87 0.147 -0.343
Holland 943 10.84 0.286 0.062
Asia-Pacific
Augrdia 1534 23.26 0.754 0.079
Hong Kong 3826 34.35 0.383 -0.380
Mdaysa 2299 5314 -0.364 -0.294
Singapore 26.06 4529 -0.134 -0.066
Tawan 40.06 54.78 0.138 0.001
Average
European Core 889 1451 0.271 -0.053
Asia-Pacific Average 2854 4217 0.156 -0.132
Source: ONCOR

Table 1 shows that an inditutiond investor in the UK and especidly the ones in the USA
would have achieved much higher returns from investing in the emerging markets of Europe
and Ada-Pacific. Indeed surveys show that increased expected returns is the man
motivation for investment in Southeast Asia, Lim (2000). Naturaly such an increased return
would aso be accompanied by increased risk (sandard deviation) on an individua country
bass. However, Table 1 adso shows that the corrdation between the UK and the US with
the emerging markets of Asa was on average much lower than that with Europe. In
addition the average intra-regiond correlaion within Europe was 0.236, and that within Asa
0.169. In other words the Asia-Pacific region not only offers greater returnsto UK and US
investors but shows greater intra-regiond diversfication benefits than Europe.

This evidence on the benefits of internationa investment into emerging markets once more
lends support to the arguments in favour of internationd diversfication: lower portfolio risk
arisgng from low correlaion across countries and higher returns arising from faster-growing
economies. However even this srong case for internationa divergfication into emerging



markets seems to be insufficient to convince investors to invest in these markets. Thus the
lack of investment must be the related to the addition risks investors perceive as important
when investing oversess.



Currency Risk

Investment oversess is a “two edged sword”. In that while investors may reap the benefits
of increased returns a lower portfolio risk when they venture oversess, such investors
suddenly find themselves exposed to a rdativedy new type of risk, currency risk.
Consequently Madura (1992) indicates that because overseas investors are more affected
by exchange rate variations rdative to domestic investors, they may have riskier returns.

While Eun and Resnick (1988) note, fluctuating exchange rates may mitigate the gains from
diversfication. Thuswhet isthe impact of currency exposure on investment returns?

What is Currency Risk?

As explained in Eun and Resnick (1988) the domestic market return R4, from an unhedged
invesment in the ith foreign market is given by

(1+Rig)=(1+R;)(1+¢) 1
Which can be written as;
Rig =R; +& +R;g )

Where R is the return of property in the loca foreign currency and e is the rate of
gppreciation (depreciation) of the loca currency againgt the domestic investors currency.
The lagt term of this equation will generdly be smdler than the firgt two, Snce it equds their
product, and both are generdly less than one. Thus equation (2) can be restated as an
gpproximetion:

Rq=R; +€ ©)

It can now be seen that the return on aforeign investment (R4) can be decomposed into two
parts representing the local market return of the investment (R)) in the ith country and the
return on the foreign exchange rate (§). Thusiif g is negative and greater than R the home
base return will be negative! In contrast if g is podtive and greater than the locd foreign-
based asset returns, which could be negative, the investors home based returns can be
positivel  In other words the rate of return faced by an investor from a foreign-based
investment can be significantly increased (decreased) by the gppreciation (depreciation) of
the foreign countries exchange rate compared with the investors domestic currency.

By the same reasoning the risk (standard deviation) of the foreign currency based investment
returnsis given by:

Sid:\/si2+sg+25iseri,e 4



where: s; isthe individud risk of the property invesment in the ith country, s. is sandard
deviation of the ith countries exchange rate relation to the investors home base currency and
Iie is the correlaion of the ith countries property returns with the exchange rate. Thus
equation (4) reveds that the smaler the corrdation between the returns on a foreign
currency and the returns on a foreign investment, the smdler will be the foreign investment
risk. Indeed if ri is negative an investor who ventures overseas could be holding an

investment in a‘risky’ foreign country that displays little or no risk when converted back into
his home base currency. Consequently the impact of currency risk can be eadly
exaggerated. Indeed currency returns can offer enhanced foreign market returns as equaly
eliminate them. In other words exchange rate adjusted returns are equaly likely to be
increased as well as reduced by the impact of exchange rate changes. While the increased
risk faced by investors in foreign country assets need be only margindly greater than that of
the loca country returns, so long as the correlation between the locd foreign market returns
and the exchange rate is low or even negative. Furthermore investors have at their disposa

a number of money market ingruments with which they can hedge currency fluctuations.

However, given the long term holding periods of red edtate investment and the cost of

hedging udng traditiond methods the difficulties of agoplying hedging techniques are
problemetical, see Worzala (1995), Worzala, et d (1997), Worzala and Newell (1997) and
Lizieri, et d (1998) for reviews.

Should Investors Hedge Currency Risk?

Gadtineau (1995) argues that given the success of currency derivative funds and overlay
managers there are gpparently possbilities to add vaue through active currency
management. According currency management could be a source of portfolio risk reduction
and/or return enhancement. Indeed Perold and Shulman (1988) show that based on
theoreticd assumptions, hedging currencies can generate non-zero returns, epecidly in the
short run. The authors then show that not only does investing internationdly leads to risk
reduction; fully hedging currency exposure leads to additional risk reduction while
maintaining the return profile. In other words investors are faced with a “free lunch” from
hedging currency risk. From their perspective, this is the main attractiveness for hedging
currency exposure.

In contrast Froot (1993) argues that long-term exposure to currency movements, for
example by employing forward rate agreements, generate zero returns. Using 200 years of
data Froot finds tha in the short run, following the work done by Perold and Shulman,
hedging (fully) reduces volatility. However, if the holding period of an Equities portfolio
exceeds five years, a fully hedged portfolio exhibits a larger volatility than an unhedged
portfalio. In the case of a Bond portfolio the crossover point is on average eight years. In
other words (partialy) hedging currency exposure is a waste of transaction, management,
adminigtrative and opportunity costs. Given that investors often see Red Edtate investment
as a hybrid Equity/Bond security this would suggest that the cross over point of property
invesment is about Six years. In other words if investors holding period is about Sx years
currency hedging is not only of little use but actudly detrimenta. Froot attributes this result
to the tendency that exchange rates exhibit mean reverson charecterisics due to the
equilibrating force of Purchasing Power Parity (PPP). Thus if exchange rates mean revert



they can have no added vaue to the risk profiles of the portfolios of long term investors.
However, in a floating exchange rate regime, where PPP does not hold perfectly, an
oversess investor faces exchange rate risk (Solnik, 1974). Nonetheess Froot concludes
that in the long run exchange rates are more or less stable.  Consequently the minimum-
vaiance hedge (usng derivatives) cannot reduce volatlity below that of an unhedged
portfolio over long run investment horizons. Furthermore Gardner and Stone (1995) and
Jorian (1985) both argue that the input estimates used to come to an optimal hedge ratio
drategy will result in substantial estimetion errors. Thusiif investors have alow to moderate
risk tolerance, the use of the hedge ratio probably won't have any meaningful added vaue.

In contrast Filatov and Rappoport (1992) in astudy on internationd bond investing covering
the period 1980-1989 have shown that a fully hedged postion on the part of British,

Japanee and German investors would have lead to additional risk in the portfolio.

However, the period involved, the base currency and the fact that these premiums are non
dationary can explan these results. Indeed within the red estate market the work of
Ziobrowski and Ziobrowski (1993), Addae-Dapaah and Choo (1996) and Worzaa
(1995), dl find that dthough currency derivatives provided a limit to the magnitude of
downside losses over rdatively short periods (one year), their effectiveness was lost over
the typicaly longer holding periods of red estate invessment. Moreover the periodic costs
of hedging easy offset the gains. Thus when short-term volatility is not an issue for an
investor, they should not hedge currencies as this will only result in increased costs and
therefore reduce the return potential of an investment portfalio.

Nonetheless Perold and Shulman (1988) argue that the performance of internationa
investors should be measured in loca currencies (fully hedged) and every decison to have a
different exposure than the base currency is an active investment decison. In other words
currency decisions can affect performance and so should be accounted for in assessing the
success of fund managers invesment decisons. Indeed this argument is adopted in
performance presentation sandards by AIMR, the US financid analyst organisation. Thusiif
fund managers deviate from the standard they have to inform investors as to the benchmarks
they are usang. Thisimpliesinvestors are aware of the importance of currency risk can have
on the overdl risk of a portfolio and so it needs to be accounted for in evaluating the fund's
overdl performance. However, the percaived importance of currency risk to inditutiond

red edtate investorsis not uniform. For example, Worzala (1994) reports that only 44% of
the UK, Dutch and German inditutions sampled perceived currency fluctuations as an
important variable in the internationa investment decision. Although this may be due to the
preference of European investors to concentrate their overseas investments in the other

countries of Europe or the developed markets such asthe US and Austraia, where currency
risk may be felt to be of only aminor impact. Similarly McAllister (1999) finds that British
indtitutions rank currency risk fourth in a possible list of eight potentia problems associated
with oversess investment. In contrast Smilar surveys based on Adan investors found thet
the respondents are much more concerned with exchange rate risk than investors in Europe,
Worzda and Newdl (1997) and Lim (2000). In other words dthough currency fluctuations
are not perceved as the primary concern of investors when congdering internationa
diversfication (except by Adan investors), it gppearsto play aminor role.



Even in the Adan maket the actud impact of currency risk is gpparently smdl and
indgnificant. Addae-Dapaah, and Yong (1998) in a study of currency risk on office
invesment within the Asan region find that for a Sngle country investment. exchange rate
risk can be subgtantial. Nonetheless the impact was atidicdly inggnificant, conastent with
the findings of Ratcliffe (1994), Ziobrowski and Curico (1991) and Worzaa (1995). In
other words when the impact of currency risk is considered in a portfolio context the authors
found that the potentid divergfication benefits from internationd investment outweigh the
supposed ravages of currency risk. Thus an investor with a fully diversified portfolio should
not be overly concerned with currency risk. Supporting the conclusions of Solnik (1996)
that exchange rate risks have never been amagor component in a diversfied portfolio over a
long period of time. Indeed Sweeney (1989) condders the additiond risk of exchange rates
to red edtae investment to be minima. Whigt Solnik and Odier (1993) and Drummen and
Zimmermann (1992) find that the currency risks are only a minor determinant of European
stock return variances. Thus areview of the academic work on the question as to whether
investors should hedge or not their currency exposure shows that a Smple solution is not
obvious.

Should Currency Risk Play a Role in the Investment Decision?

However, is currency risk management the function of the red estate fund manager? In
other words is the dlocation decison to invest in certain countries an integrated or a
separated process incorporating both the asset and currency implications of internationd
invesment? The answer to this question highlights a difference between practice and
academia To the academic internationa investment is usudly viewed as an integrated
process. Where the decison as to what assets to hold is entwined with the currency
implications of suchdecisions. In contrast practitioners ook upon country alocation and the
embedded exposure to currency movements from a separated perspective. For example,
many multinationad firms use a currency overlay agpproach when congidering their investment
oversess, Mdjer (1996). In other words foreign currency exposure is treated as a separate
asset from the actual invest and is managed by a separate specidist team (Giddy, 1994).

In summary, movements in foreign exchange rates occur 0 as to achieve equilibrium
position between countries in terms of inflation and interest rate differentids, and as aresults
cregte a neutrd effect on investment in the long run.  Unfortunately it seems that currencies
can have a subgtantid impact on red estate investment returns, in the short and medium
term, making the management of exchange rate during these periods vitd to the immediate
future heeth of the investor. However, currency risks can be overdated, for a number of
reasons. Firgt, for long term investors thereis a zero correlation between real estate returns
and exchange rates in nomind terms means that foreign investors are not necessaily at
greater risk than domestic investors. Secondly, long tem investors are more concerned with
the red rather than nomind returns from their investments. The resulting inflation adjustment
will reduce the impact of exchange risk, given the purchasng power parity (PPP)
relationship. In other words PPP neutraises exchange risk for long-terminvestors. Thirdly,
currency risk can be hedged through a number of money market insgruments. Fourth, red
edtae typicdly represents a minor proportion of the mixed-asset portfolio to long term
investors, insurance companies and pension funds, the impact of exchange reate risk on the



red edate portfolio as little or no impact a the mixed-asst levd. Findly there is the
guestion as to whether or not currencies should be regarded as a separate function from the
ast investment decison. That is the should the decision to invest in a particular red estate
market be made on the basis of loca market conditions rather than the currency position of
the fund. In the main fund mangers see the dlocation and the currency consegquences as two
separate decisions,; see D'Arcy and Lee (1998). In other words real estate manager’ s focus
on returns in loca currencies to make country alocation decisons and then let a currency
manager decide whether the investment should be hedged, what proportion to hedge and
how to hedge the currency risk. Consequently the impact of currency risk on investment
decison to purchase in Asas emerging red estate markets should not be a deterrent to
long-term investors. Nonetheless the presence of currency fluctuations adds an additiona

dimengon of uncertainty to the investment decison, which many investors may prefer to
avoid.

Political Risk

Political risk is often defined as the risk of adverse consequences arisng from unexpected
politica events (e.g., Root, 1972 and Kobrin, 1979). This definition is useful because it is
the unexpected nature of the event that increases uncertanty and so investment risk.
Consequently events that are either expected or easy to anticipate do not congtitute political
risk. In addition it is the adverse consequences of palitica risk that detract from investment
returns, and hence most concern investors.  Consequently political risk arises when a
sovereign host government unexpectedly change the “rules of the game’ under which
businesses operate through intervention in the economy. Such intervention may take many
forms, induding explicit bariers to capitd flows, taxes, exchange controls and outright
expropriation. In addition such interventions are precipitated by exogenous shocks to the
economy, such as changes in world demand and trade, and endogenous behaviour in
response to interna forces, such as coupe or changes in the ruling party. This has a
profound affect on the risk of internationd investment, as ingtability in a host country's
government, or monetary and fisca policies results in more uncertain investment returns,
Brewer (1993). For example, host governments frequently impose pendties on overseas
investors when market conditions deteriorate and o have an adverse effect on investment
returns. Penalties typicdly come in the form of restrictions on the repatriation of dividends
and the control of the remittance of funds. Also once the pendties have been imposed on
foregn-investors in response to market turmoil they are unlikely to be relaxed until locd
market conditionsimprove. Thus as it may be fdt that political risks are gregter in emerging
than developed markets such risks may exert a sgnificant influence on returns.  Indeed
Diamonte et d (1996) among others find that changes in political risk represent an
economicdly and datidicdly determinant of returns in emerging markets.  Thus Errunza
(1983) notes that politica risk, particularly in developing markets, could have a great dedl of
influence on the internationa portfolio investment decison. Indeed in a survey of Asan and
UK propety investors “internd political stability” ranked second highest in factors
influencing decison-making, Lim (2000).

However, the politicd sources of risk can aso decrease the risk to investing. As
exemplified recently in the cases of Korea, Indonesa, and Thailand, where previoudy



closed markets have had to agree to reforms within their markets and relaxation of
restrictions and taxes applied to foreign investors as part of the conditions attached the loans
from the Internationa Monetary Fund (IMF). Loans needed by such countriesto help them
wesgther their currency, real estate and stock market crises. Thus the political consequences
of the crises have lead in the case of Korea to the removd of dl redrictions on foreign
acquisition of land and property. Promoting the government to establish the Korean Red

Edate Information Service (KREIS), to provide property market information thus increasing
the transparency of the market. While the Korean Asset Management Company has
acquired non-performing loans and packaging them to foreign and locd investors dike.

Thus cregting aleve playing field for loca and foreign red etate investors, Gordon (1999).

Furthermore athough palitica risk is typicaly associated with the developing world, dl
internationd investments, whether in developed or developing countries, face some politica
risk. Examplesin developed countries include the imposition of tax on conversion of British
shares to ADRs and exchange controls in France. Also the increased paliticd ingtability,
normaly associated with less developed countries, need not trandate into politica risk.
Indeed, dthough the consequences of ingtability are usudly adverse, such risks dso can
provide a number of profitable opportunities.

In addition if politica risk is diverdfiable, then it will not affect investors required returns
even though it may affect expected returns. In contradt, if many or dl investors share
political risk, then required returns will reflect these systematic, non-diversfiable risks, and
politica risk will be compensated for in high returns. The question becomes one then of
whether political risk is priced in the domestic market and so impounded in the returns
expected by foreign investors and/or whether political risk can be diverdfied in an
internationa portfolio. To see if this is the case we focus on two forms of politica risk;
expropriation the most severe form and exchange controls the most frequently encountered.

The most severe form of adverse political risk is expropriation, the forced divestment of
equity ownership of aforeign direct investor. Further athough as suggested above politica
risk is not restricted to devel oping countries, the incidence of expropriation since the Second
World War has been largely a less developed country phenomenon. Hence it deserves
gpecid condderation when conddering investment in emerging markets. In particular since
expropriation risk weighs on only the foreign investor, then, regardless of the structure of
world capitd markets, locad red estate would not agppropriatey reflect such risk.
Furthermore athough such expropriation is triggered by domestic consderations, it could be
argued that such risks could be largdy diversfied awvay in a wdl-diversfied portfolio.
However, most red edate portfolios are unlikdy to be well diversfied internationdly.
Consequently such a risk is unlikdy to be fully diminated. Nonetheless expropriation is
usudly a phenomenon faced by multinationa companies, rather than portfolio investors, and
is becoming less common over time, Minor (1994). Indeed given the move to more market
oriented economic systems, adbet in varying degrees and forms, and the concomitant
commitment to privaisation, anong less developed countries, in a number of cases
expropriated foreign investors have been invited back, in some cases to re-purchase ther
former investments. In other words not only as expropriation largdy ended, in some
countries it is being reversed. Therefore the probability of expropriation of red edtate



investment is probably too small to be quantified. Consequently the expected loss due to
the prospect of expropriation is unlikely to weigh heavily in the decison-making processes
of theforeign red estate investor.

In contrast to expropriation, host governments in both developed and developing countries
have frequently used exchange controls. Broadly defined, exchange control risk includes
currency inconvertibility; multiple exchange rates; limits on the ownership of equity and debt;
and the blockage of fund repatriation. Again as in the case of expropriation the risk of
exchange controls is borne primarily by foreign investors, consequently the red edtate
returns in the domestic market would not gppropriately reflect such risk. Also, controls are
more likely to be triggered by world economic shocks rather than by endogenous factors,
which means these controls would carry sgnificant impact on even a well-diversfied
internationd portfolio. Thus because exchange controls weigh primarily on foreign investors
and are more prevaent, they are more likely to be a barrier to internationd investment into
the less politicaly safe countries of the world.

Therefore what are the palitica risks in the emerging markets of the Asan region? In order
to answer this question requires rating the exchange control riskiness of each of the country,
asitisthisrisk that is most likely to deter foreign investment by red edtate investors, Aliber
(1973) and Haendd et d. (1975). A number of measures of political risk exist see Erb et a
(1996). One paticularly useful sourcein this case is the political risk ratings of Politicd Risk
Services (PRS). Thisis because one of the risk measures used by PRSis the uncertainty of
future capita exchange contrals, the key politica risk facing internationd portfolio investors
and s0 the one that needs the most consideration. Specificaly, this category refers to the
rik from financid trandfer, non-convertibility from the locad currency to the desired foreign
currency, and the transfer of foreign currency out of country. The measure is based on an
assessment that: (1) restrictions on repatriation of profits or capitd, exchange controls, (2)
payment delays facing exporters to that country, (3) policy related to fisca and monetary
expanson and (4) governmenta foreign borrowing will be imposed over the next eighteen
months. Based on these caculations countries are then rated according to a scale ranging
from A+ for the least risky to D- for the most risky. PRS provides the following description
of each |letter category:

A Countries: No exchange controls, repatriation restrictions, or
other barriers to financid transfer, and little likelihood thet
controls will increase in the forecast period.

B. Countries. Modest or sporadic ddays in financid transfers,
a reasonable chance that delays will be high in the forecast
period.

C. Countries. Modest to heavy delays and even blockage of
financid transfer; a reasonable chance that barriers will increase,
and little chance that they will decrease within the forecast
period.

D. Countries. Heavy exchange controls and long delays for the
transfer of currency; little chance that conditions will improve
within the forecast period.



Table 2 presents the financid transfer risk ratings for various dates from 1982 to 1998 for
28 sdected so called developed and less devel oped countries. The table displays a number
of features of interest. Firgt, asawhole, the perceived palitical risk of the sampled countries
has typicdly decreased over time. However, politicad risk, as perceived by PRS, has
increased in severd countries (for example, India, Italy, and the Philippines). Second, it
appears tha medium or high palitical risk is not associated with the developing world. In
1991, some developing markets, such as Hong Kong, Singapore, Portuga and Taiwan, are
included in the low or lowest politicd risk groups (A+ and A) wheress some nor:
deveoping markets, such as Belgium, France, and Irdand are included in the medium
politica risk group (particularly at the beginning of the period). This evidence lends support
to Errunza and Losg's (1987) contention that political risk is not unique to developing
countries and suggests that it would be a mistake to lump together dl developing markets as
a homogeneous group on the basis of their politica risk.

Table 2: The Financial Risk Transfer of Selected Developed
and L ess Developed Countries 1982-1998

Country 1982 1985 1988 1991 1998
Austraia A A+ A A- A
Belgium B A- B- A- A+
Canada A A A A- A
China N/A N/A N/A N/A B
Denmark A- A A A+ A+
France B B A+ A+ A
Germany A+ A A+ A- A+
Greece B- C C B- B
Hong Kong N/A A+ A+ A A
India B B+ B- C B
Indonesia N/A N/A N/A N/A B
Ireland B B+ A A- A
Italy A- B+ B+ B A+
Japan A+ A- A+ A A
Malaysia B+ B A- B+ B+
Netherlands A A+ A A A+
New Zealand A B+ A- A+ A
Norway A A A+ A A+
Philippines B- C B- C B
Portugal N/A N/A N/A N/A A
Singapore A+ A A A+ A+
South Korea B+ C+ A- B+ B+
Spain B A- A- A A+
Taiwan A B+ A A A
Thailand B B- B B B
UK A A A+ A+ A+
USA A+ A+ A+ A- A
Vietnam N/A N/A N/A N/A C

In summary investors frequently shun the paliticaly ungtable regions of the world in order to
avoid politica risk. Solnik (1991) argues that politica risks of foreign investment might



dampen the enthusasm for internationa diversfication, as dthough the risk is extremdy
small, the associated potentia loss is large. On the other hand, Kobrin (1979) suggest that
politica risk assessments are often oversated. In addition avoidance of politica risk aso
leads to the loss of profitable opportunities, JLL (1999) and Lim (2000). Thus Errunza and
Loy (1987) contend that investors should not avoid the paliticaly ungtable regions of the
world because investments in these markets might provide returns that outweigh the risks.
Indeed Cosset and Suret (1996) find that the incluson of politically risky countries into an
internationd investment portfolio leads to an overal reduction in portfolio risk. While
Errunza and Losg (1987) and Lessard (1985) suggest that politica risk might even favour
foreign investors relative to domestic investors to the extent that these risks are a domestic
phenomena tha can be diversfied internationdly. Findly political risk, in the form of
exchange controls risk, is not confined to emerging markets. Consequently it is a risk faced
by any investor going overseas whether they venture into developed or developing markets.
Therefore politica risk need not be a mgor deterrent to internationa investment into the
emerging red edtate of the Adan region and its impact is probably overdated. So what
does deter foreign investment?

I nstitutional Risk

From surveys of investors it gppears that the most important factor deterring overseas
investment is unfamiliarity with foragn market structures and conventions and other formd
regulatory barriers.  For example, Worzala (1994) found that 81% of the European
inditutiona investors surveyed saw lack of locad market expertise as the mgor problem
affecting internationd investing. A results confirmed by the surveys of the Investment
Property Forum (reported in Baum, 1995) and Elliot and Halliday, (1996) both of whom
findsthe lack of locd expertise and information the greatest difficulty to overseas investment.
Other factors gghted induding different culturd and legd sructures and difficulties in
identifying and managing red estate in foreign markets, al of which are dosdy dlied to this
percaived lack of local market knowledge. Thus lack of loca market knowledge adds an
additiond risk into the investment decisonmaking that UK indiitutiona investors would wish
to avoid. In other words the greatest barrier to internationd investment in the red edtate
sector is inditutiond complexly and the variaion in maket conduct. In addition
condderable differences exist in the characteristics of market participants, i.e. developers,
investors and red edate service providers across markets.  This has had sgnificant
implications for the characteridics, qudity and comparability of the market information
generated. In addition differences in the obligations of occupation and transactions costs
such as lease lengths, their Satutory provisions, red estate transfer taxes, brokers fees and
non-rent occupancy cods provide another tangible example of differences across and
between markets. In particular a diversty of types of red edtate investment market exi<,
ranging from very sophisticated markets like the US and UK to underdevel oped markets of
Chinaand Vietnam. These differences reflect amongst other things the stage of development
of other asset markets in the country in question, the structure of investing ingtitutions and
culturd factors like the prevalling dtitude to red edtae as an invesment. If investment
markets are not well developed, then the information base necessary for red edate
investment decison making in a particular market may be absent. Consequently Guerts and
Jaffe (1996) suggest that this “inditutiond risk” should be a prime area of concern when



contemplating investing into foreign markets, especidly into emerging markets where culturd
a legd differences will be even nore pronounced. Differences that D'Arcy and Keogh
(1996) and Guerts and Jaffe (1996) suggest are likely to lead to differing levels of
performance. All of which suggests that unless an outsider is fully aware of the inditutiond
dructures, both forma and informa, between countries and even for segments within a
country such investors are likely to be at a mgor disadvantage compared with loca market
players when they wish to enter the market. Indeed there is some evidence that supports
the view tha locd firms perform significantly better than non-domestic investors becauise of
their information advantage. For example, Eichholtz et d (1998Db) report that internationally
diversified property tend to achieve lower returns than domestic property companies without
the compensation of lower risk. The authors arguing that these lower returns reflect the
higher information cost faced by foreign investors leading them to either buy overpriced
buildings or be unable to identify under priced investments. Thus if investors can become
more informed of the indtitutiona structures and business practices of overseas markets they
are more likely to invest in those markets, i.e. “familiarity breeds investment”, Stratman
(1999).

Therefore in order to implement an internationd diversfication srategy investors need
relidble information on the performance of such markets, in order to make rationd
investment decisions, coupled with an understanding of local market trading conditions in
order to implement those decisions effectively.  Without which investors will avoid such
markets, as the uncertainty the lack of transparency induces will incresse the risk of
investment to such a leve that is becomes unacceptably high. A key source of barriers
facing the internationdl red edate investor relates to the acquidition of appropriate
information about the risk and return characterigtics of the markets that they intend to invest
in. In particular difficulties arise in the sandardisation of property returns in particular, and in
the ability to obtain data on rentd vaues or yields across a wide enough spread of cities to
have a sample sze aufficiently large to be datidticdly robust. As internationa markets
encompass many different countries with differing adminidrative, legidaive and fiscd
regimes, coupled with differing property market conventions and codes of vauation practice
(Keogh and D'Arcy, 1994; Adair et d 1996 D'Arcy and Keogh, 1997a), mgor issues arise
regarding the compatibility of property data on a cross-border basis. In other words before
internationd investors venture into the emerging markets of the Adan region the
transparency of these countries needs to increase to arelaively high enough level before the
market can hope to attract overseasinvestors. Finaly when consdering invesment into new
markets, especidly emerging markets an addition risk, which many investors need to
condder, isthat of corruption. Indeed Roulac and Eachempti (2000) State that corruption is
“the dngle greatest obstacle to economic development” facing countries today.
Consequently the question becomes how transparent are the red estate markets of the
Asan region relative to the other countries of theworld. This can be answered by assessing
ther levd of market maturity, and the amount and avallability of information (transparency)
and corruption within in each country.

Market Maturity



The condderation of issues reding to the inditutionad structure of individua red edtate
markets in Aga is important because red estate markets perform differently according to
their indtitutional form and Structure (D'Arcy and Keogh, 1996). These red estate market
ingtitutions mediate pressures for change through a red estate market process that, amongst
other things, determines vaues, dlocates gpace in buildings between competing uses, and
dimulates the production of new space through development and redevelopment. This
market process involves mechaniams that bring buyers and sdllers together, which generate
information and signas of market opportunity, which define legd interestsin red estate, and
which regulate trade in red estate. Market process is not a static concept but rather one
that is subject to change in response to inditutiona changes in the real estate market. Such
changes come from a variety of sources reflecting the diverdty of inditutiond influences -
socid, politica, economic, and legd - on the red estate market. However, indtitutiona

economics suggests that changes in market process will only occur when there are
opportunities to reduce the transactions costs associated with use and trade in real edtate.

For the purposes of the current paper it isimportant to highlight the extent of the differences
which exig in the various dements of market process between Asan red estate markets.
For smplicity the analys's focuses on five features, market actors, obligations of occupation,
market openness and flexibility, market specidisation, and information generation and
transmisson. These are consdered to be the most relevant in the context of European red

edate portfolio condruction. It is dso important to highlight the fact that these individua

edements of market process are not mutudly exclusve of each other but are quite
interdependent.

Starting with market actors, consderable differences between Asan markets exist in the
characterigtics of market participants groups. These differences span developers, investors
and red edtate service providers dike. This latter group in particular provides an important
illugtration of the differences that exist between actor groups in different countries. In most
countries in Ada red edtate as a professon is underdeveloped. As a consegquence a
diversty of individuds reflecting a wide range of professond backgroundsisinvolved in the
provison of some form of red estate services and more specificdly in the generation of the
information necessary to make investment decisons. In turn this has generated a diversity of
market practices and conventions with little sandardisation across countries. This has had
ggnificant implications for the characteridtics, qudity and comparability of the market
information generated which is akey issuein the context of this paper.

Jones Lang Wootton (1992) in particular sees the process of market maturity as a useful aid
in “understanding of how markets will emerge, mature and perform in the future’. In
particular LW argue that issue of market maturity has “important implications for the type
of red estate products that might be appropriately offered to the market, city by city”. The
most comprehendve treatment of market maturity is found in Keogh and D'Arcy’ (1994)
and D'Arcy and Keogh (1998). The authors identified six factors which may be expected
to be associated with maturity from the perspective of property market theory, and which
are generdly deemed in practice to be characteristics of maturity by property market

participants.



accommodation of a full range of use and investment obj ectives
flexible mar ket adjustment in both the short and long run
existence of a sophisticated property profession with its
associated institutions and networks

extensive infor mation flows and resear ch activity

mar ket opennessin spatial, functional and sectoral terms
standar disation of property rightsand market practice

Thusit seems reasonable to believe that different markets will follow a common evolutionary
process from early development through immeturity and finaly maturity, dbeit at different
raes (Seek, 1993). Where Seek visudises a continuum from early development and
emergence to high levels of maturity, and places specific urban property markets on that
gpectrum.  This gpproach is interesting for a two reasons. Firg, it suggests an ‘S -shaped
pattern of development, with the evolutionary process accderating rapidly and then dowing
as maturity is gpproached. Second, it implies “mature’ as the ultimate god athough it might
be more appropriate to see maturity “as a relative rather than an absolute achievement since
the future evolution of property market process may render obsolete our current perception
of maturity” (Keogh and D'Arcy 1994). Based on these ideas Seek (1996) categorised the
markets of the Adan region as shown in Figure 1.

Where Seek suggested that in 1993 the main Chinese and Viethamese cities represent
markets at their most emergent, with the markets of Taipel and Seoul being characteritic of
ealy sages of devedopment. While the markets of Kuda Lumpur, Bangkok and Jakarta
have moved to a stage of ragpid development. Hong Kong, Singapore and Auckland
maturing, with Sydney, Tokyo and Mebourne described as having achieved maturity.
Consequently if an investor wished to avoid immature markets the choice wes essantiadly
limited to the capital cities of Jgpan and Audrdia, with Auckland, Singapore and Hong
Kong as a secondary dterndtive.  Inditutiona investors meanwhile would avoid the
emerging markets with the fidd left to wedthy individuas and high-risk players, Lim (2000).

Figurel: AsaPacific Commercial Property Market Maturity Continuum.
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Market Transparency



As globd markets develop, the established investors cdl for increased trangparency to
reduce the risk of mispricing and to improve the reputation and credibility of the market.,
Gordon (1999). In other words internationd investment depends on the ability to achieve
immediate and full access to market information that can be verified and can be confirmedin
a shorter time than ever before. Indeed the free flow of information to dl participants is a
necessary condition for market efficiency. The newness of emerging markets and the
different indtitutiona structures adopted, compared with developed countries, suggests that
access to dl rdevant information by al investors is unlikely to be the case. A specific issue
is transparency, i.e. the ability of market participants to observe the information driving the
trading process, snce such the information available in the trading process dictates the
invesment drategies of investors and so influences market equilibrium and prices, see
O'Hara (1995). In addition it can be argued that emerging markets are made up of
informed as wdl as uninformed investors both of who operate in a rdatively unrdiable
information environment, Antoniou e d (1997). In paticular it could to argued that the
informed players are locds with a full knowledge of the locd market property game, while
the uniformed players are the internationa investors. Thus whereas informed investors
determine fundamenta vaues from market prices uninformed investors are not equdly
perceptive placing them are a a serious disadvantage in the market. This implies foreign
investors vho may wish to enter the market will be a a severe disadvantage. In other
words foreign investors need to see a high level of trangparency within markets as such
transparency leads to pricing efficiency by which they can fed confident that their investment
decisons are based on a more thorough information set as to the risks and returns within the
market. Thus until the efficiency of a particular market achieves some acceptable levd of
efficiency foreign investors will go dsewhere. Consequently Gordon (1999) has argued that
foreign investors will require the market to display the following atributes before then will
condder investing:

Financial transparency of investment vehicles

I ndependent gover nance of shareholder interest
Management compensation tied to the performance
of investment vehicles

Transparent market risks

The leve of trangparency within a market therefore depends on the quality and quantity of
information available. However, twenty years ago it was virtudly impossble to obtan
performance information about internationd red edtate investments and even now research
into the performance of property investment markets, especidly in Asa, has been limited
because of serious problems related to data availability and quality. Difficulties arisein the
dandardisation of property returns in particular, and in the ability to obtain data on renta
vaues or yidds across a wide enough spread of cities in order to have a sample size large
enough to be statisticaly robust. As Asian markets encompass many different countries with
differing adminidrative, legidative and fisca regimes coupled with differing property market
conventions and codes of vauation practice (Keogh and D'Arcy, 1994 and D'Arcy and
Keogh, 1997a), major issues arise regarding the compatibility of property data on a cross-
border basis.



Nonetheless primarily in response to foreign investor demand, the availability, timeliness, and
qudity of property market data is on the rise across the globe. Especidly as a reault of the
globdisation of red estate surveying firms who now provide market data on a much more
consstent basis for markets across the world. Indeed branches of severa professond

property practices have now been operating in some of the emerging merkets of the Asan
region for over twenty years. Initidly functioning dmost exclusvely a a locd leve in
conjunction with loca firms but in aloose associaion with an internationd network, asin the
case of ONCOR, the more recent mergers taking this globa investment advice to new highs
with an amost world wide coverage being offered to clients in every country across the
globe. However, despite the emergence of these globd firms with established research
departments, property market information is dill very difficult to obtain in emerging markets
unless the investor is only interested in a narrow range of property types and locations.

Otherwise there is virtudly no culture of information exchange in the mogt of the emerging
markets. Even where this information barrier is less severe, specid knowledge,
interpretation skills, and local contacts are Hill necessary for the purpose of actively
managing ainternationd portfalio.

Gordon (1999) has classified a number of countries on their level of transparency based on
the fallowing five criteria

Presence of public and private performance indices

Quality of market fundamental resear ch

Availability of reliable financial statements

Alignment of interestsamong dir ectors,

manager sand investor S/shar eholders

Taxes, penaltiesand restrictionson cross-border transactions
See Gordon (2000) for more information.

Table 3: The Maturity and Transparency of Selected Countries



Country Maturity Transparency
Austraia Established Highest
Belgium Nearly Established High
Canada Established Highest
China Emerging Low
Denmark Nearly Established High
France Nearly Established High
Germany Established High
Greece Emerging Opague
Hong Kong Nearly Established High
India Emerging Opaque
Indonesia Emerging Low
Ireland Emergent High

Italy Emerging Low/Opaque
Japan Nearly Established  Semitransparent
Malaysia Emergent Semitransparent
Netherlands Emergent High
New Zealand Emergent High
Norway Emergent High
Philippines Emerging Low
Portugal Emerging Opague
Singapore Nearly Established High
South Korea Emerging Low
Spain Emergent Low
Taiwan Emergent Low
Thailand Emergent Low

UK Established Highest
USA Established Highest
Vietnam Emerging Opague

The levels of trangparency shown in Table 3 are dso compared with an assessment of each
countries market maturity updating the origina work of Keogh and D'Arcy’ (1994), Seek
(1993) and Lee (1999). Ascan be readily appreciated the two concepts of market maturity
and trangparency are closdy related to one another.  Thus the markets of China, Vietnam,
Indonesia, Korea and the Philippines are till at the emerging stage of maturity and so dso
display the least transparency. While the markets of Mdaysia, Thailand and Tawan have
moved to a stage of rgpid development towards maturity so can be thought of as emergent
markets and S0 Hill digplaying low to levels of trangparency. Thus dl these markets are
unsuitable for inditutiond investors and ae only of interest, at this dage in ther
devel opment, to individuas willing to take arisk or vulture funds seeking out high returnsin a
very short time before moving on to new markets. In contrast the markets of Hong Kong,
Singapore and New Zedand, Audtrdia and Japan have much more established markets and
al show good to high levels of transparency. All of which suggests that it is these markets
that are likely to offer the ‘best’ form of investment opportunities to inditutiona investors
consdering oversess invesment in the Adan region. Theat is the emerging markets of the
Asan region (China, Vietnam, Taiwan, the Philippines, Mdaysia, Thalland and Indonesia)

gl display levels of transparency and maturity which are likely to deter indtitutional investors
from venturing into their domegtic real estate markets. In other words the perception of

inditutiond investors, congdering investment into the emerging markets of the Asan region,
isthat the “inditutiond risks’ of such markets are such that they are too high, even given the



higher expected returns and their portfolio divergfication benefits. Furthermore until their
transparency and maturity increases thisislikely to be the case in the foreseesble future.

Corruption

The unwritten “rules of the game’ in each country can be markedly different in terms of how
business is conducted, compared to an individuas home market. Consequently the leve of
perceived corruption faced by business within a country could prove a mgor impediment to
the successfully implementation of an investment drategy. Thisis especidly important when
investment is being consdered into less developed countries as it may be thought that such
countries are dso the most corrupt.  Corruption comes in many forms and is congtantly

changing over time, both in terms of the level of corruption (petty or grand), whether
politica, public or private, the frequency of corruption and price paid (low or high), etc.

Thus a measure is of corruption is needed that is not only on arelative scale but aso takes
account the different forms of corruption and is avallable over a sufficient length of time to
see is the level of corruption within a country is increasing or decreasing reldive to over
countries.

The source of perceived corruption data used here is the Corruption Perception Indexes
(CPI) of Transparency Internationd (TI) for a number of reasons. Fird, the aim of the CPI
is to provide data on the perception of corruption within countries as a means of comparing
the relaive levels of corruption between countries. Second the CPI covers awide range of
countries. Next it incorporates both public and private measures of corruption. Findly the
CPl is avallable over a number of years facilitating an analysis as to whether corruption is
increasing or decreasing in absolute and relative terms. To achieve this Tl does not rely on a
single source of data, or polling method but caculates the index based on a“poll of polls’.
That is the index is drawvn from the results from a number of surveys of corruption, each
based on different sampling frames and methodologies, in order to achieve a more robust
measure of percelved corruption. The data drawn from the surveys of a number of
organisations including: the Economic Intelligence Unit, Galup Internationd, the Inditute for
Management Development, the Political Risk Services, the World Development Report and
the World Economic Forum. Given the diversity of sources and methodologies employed
the individua sources are firgs sandardised before the mean vaue for each country can be
determined. The higher the score the lower the levels of corruption within a country, see
Lambsdorff (1999) for more details.

Using the data from T1 Table 4 shows the CPI for the selected countries used in Tables 2
and 3. Table 4 showsthat overdl the average leve of corruption has only dightly decreased
snce the early 1980s, with the average index score of 6.3 in 1998/1999 compared with 6.4
for the 1980-1985 period, at least for these selected countries. Nonetheless there is a
donificant difference in the average CPlI vaues for the developed and less developed

countries in each period, based on ANOVA tests. In other words the less developed

countries display sgnificantly worst levels of corruption that developed countries. However
there appears to have been an improvement in the perceived leve of corruption by business
people in a number of less developed countries over this period, especidly in Thailand,

Portugd, Indonesia and South Korea. On the other hand the position a number of countries



has deteriorated, e.g. Ching, India and surprisngly Japan and Belgium. Jgpan and Belgium,
two well developed countries, both now displaying a level of perceived corruption on a par
with Mdaysa and Tawan! In addition Itay, which may be regarded as a non-developing
country shows a level of perceived corruption below that of a number of, so cdled less
developed countries. Findly the USA and notably France have both shown a continuing
downward trend since the early 1980s athough both with CHl vaues dill aove the
average. Consequently dl that can be sad is that in generd the Adan region does suffer
from alevd of corruption which is on average sgnificantly worse than that in the developed
countries, but that some so called developed countries display levels of business corruption
more akin to the emerging markets than one would have expected. Thus corruption is likely
to a problem in implementing an investment drategy in the emerging markets of the Adan
region. But like palitica risk, corruption could dso play arole in the decison to invest in a
number of mature markets.



Table 4. The Corruption Perception Indicesfor Countries 1980-1999

Country 1980-1985  1988-1992 1998 1999
Austraia 84 82 87 87
Belgium 83 74 54 53
Canada 84 90 9.2 9.2
China 51 4.7 35 34
Denmark 80 89 10.0 10.0
France 84 75 6.7 6.6
Germany 81 81 79 80
Greece 42 51 49 49
Hong Kong 74 6.9 78 7.7
India 37 29 29 29
Indonesia 0.2 06 20 17
Ireland 83 177 82 1.7
Italy 49 43 4.6 47
Japan 7.8 73 58 6.0
Malaysia 6.3 51 53 51
Netherlands 84 9.0 9.0 9.0
New Zealand 84 9.3 94 94
Norway 84 8.7 9.0 89
Philippines 10 20 33 36
Portugal 45 5.6 6.5 6.7
Singapore 84 9.2 91 91
South Korea 39 35 4.2 38
Spain 6.8 51 6.1 6.6
Taiwan 6.0 51 53 56
Thailand 24 19 30 32
UK 80 83 87 8.6
USA 84 7.8 75 75
Vietnam N/A N/A 25 26
Average 6.4 6.3 6.3 6.3

Source: Transparency International

Conclusion

The Asian region has become afocus of atention for internationa investors in recent years.
Nonetheless many investors have doubts about the prudence of investing in such aress. In
particular it may be fdt that the expected returns offered in the countries of the Asian region
are not sufficient good enough to compensate investors for the increased risks of investing in
such markets. In other words dthough interest in the red estate emerging markets of the
Asdan region has increased in recent years, doubts about the expected returns in such
markets does not compensate indtitutional investors for the addition risks incurred.  Such
risks can be classfied under four headings. investment risk, currency risk, politica risk, and
market transparency.

In particular is has been shown that the usud risks associated in the literatures that are often
consdered as the main deterrents to overseas investment: currency and political risks are not
that important to the investment decison. While the increased investment risk often attached
to such markets is incorrectly understood, in a portfolio context. As the incluson of



emerging markets in an internationd portfolio is actudly beneficid has such markets offer
increased expected returns and a reduction in portfolio risk. Thusthe main barrier to foreign
invesment in such markets remains that of ingitutiond risk, maturity and transparency.

Consequently the red estate markets of the Asan region are unlikely to be on the investment
ligs of inditutiond investors until their maturity and transparency increases to acceptable
level, something that seems unlikely for the foreseeable future. In other words countries
have to recognise that greater transparency and openness is a pre-requisite for successin
the future, Roulac and Eachempati (2000). Indeed Gordon (1999) suggests that the
increase in market transparency in a countries real estate market is the price that must be
paid for a country to be considered for admission into today’ s globa investment markets.
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