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hat are the drivers of average

returns in international mar-

kets? Are the sources of risk

that impact developed mar-
ket returns the same as the risk factors that
affect emerging market returns? These are the
questions explored in this study.

The work is closely related to Harvey
[1995a, 1995b] and to Estrada [2000], who
examines a number of risk measures and relates
these measures to emerging market returns.
The difference is that we expand the list of risk
metrics, and examine both developed and
emerging market returns.

There are many reasons to believe that
the sources of risk in emerging and devel-
oped markets may differ. Harvey [1995a]
demonstrates that the pricing relationships
that show some positive success in developed
markets fail in emerging markets. Bekaert and
Harvey [1995] argue that emerging and devel-
oped markets cannot be treated similarly. They
propose an asset pricing framework that allows
for time-varying integration. Indeed, the pres-
ence of barriers to international investment as
documented in Bekaert [1995] immediately
suggests that risk factors will differ across
developed and emerging markets.

I examine a comprehensive list of 18 risk
factors, and analyze whether these risk factors
explain expected returns in 47 different mar-
kets. In much of the analysis, I present three sets
of results: developed markets, emerging mar-

kets, and all markets. The idea is to determine
if the same risk factors explain expected returns
in developed and emerging markets.

I. DATA AND RISK METRICS
SUMMARY ANALYSIS

Sample

I examine average returns and risk in a
sample of 47 countries using data from Mor-
gan Stanley Capital International (MSCI). The
sample consists of 28 emerging markets and 19
developed markets. Emerging market data are
also available from the International Finance
Corporation (IFC). When I replicate a num-
ber of the emerging markets analyses with the
IEC data, I find little difference between the
IFC and MSCI samples.

The data are sampled between January
1988 and December 1999. There are a num-
ber of emerging markets whose data do not
begin until later, but I include only markets
that have a history at least from January 1995.

Risk Metrics

A variety of risk metrics are used to
explain the average returns. The notation is
detailed here. For example, the raw materials
I am working with are the average total returns
in U.S. dollars for country 1, which I express
as E[R].
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One-Factor Market Model. Using a world version
of a single-factor model, where R denotes the return on
the MSCI world index, I estimate the regression:

R —r,=o +B[R_—r]+e (1)
where r, is the U.S. 30-day Treasury bill rate, and e, is the
residual. Also, note thate =R —Avg(R ) is used later.

SR (systematic risk) is the beta, B, in equation
(1). TR (total risk) is the standard deviation of country
return 0. IR (idiosyncratic risk) is the standard devia-
tion of the residual e, . The one-factor model is studied
in Harvey [1995a, 1995b] and Bekaert and Harvey
[1995].

Size. For size (market capitalization), we take the nat-
ural log of average market capitalization over the relevant
period for each country. This variable is studied in Bekaert,
Erb, Harvey, and Viskanta [1997] and Estrada [2000].

Semistandard Deviations. The formula for semi-
standard deviation is:

Semi—B= \/(I/T) LR, —B)> forallR, <B (2)

Semimean is the semistandard deviation with B =
average returns for the market. Semi-r, is the semistandard
deviation with B = U.S. risk-free rate. Semi-0 is the
semistandard deviation with B = 0.

These variables are studied in Estrada [2000].

Downside Beta Measures. Down-_is the 3 coef-
ficient from the market model using observations when
country returns and world returns are simultaneously
negative. Down-3_ is the 3 coefticient from the market
model using observations when world returns are nega-
tive. The first variable is studied in Estrada [2000]. The
second beta has not been studied before.

Value at visk. VaR is a value at risk measure. It is the
simple average of returns below the 5th percentile level.
This variable is examined in Estrada [2000].

Skewness. Skew is the unconditional skewness of
returns. It is calculated by taking the Mean(e’) divided by
the [Standard Deviation of (e)]’. Skew 5%: [(Return at
the 95th Percentile level — mean return) — (Return at 5th
Percentile Level — Mean Return)] - 1.

Coskew1 represents coskewness definition 1. It is
calculated by (sum up e, X e _*)/T and divide by [square
root of (sum of (¢*)/T)] X [(sum of (e, *)/T)].Coskew?2
represents coskewness definition 2. It is calculated by
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(Sumup e, X e_?)/T and divide by [standard deviation of
(e, )T

These variables are examined in Harvey and Sid-
dique [1999, 2000a, 2000b].

Spread. Kurt is the kurtosis of the return distribution.
Kurtosis is documented in Bekaert and Harvey [1997] as
well as Bekaert, Erb, Harvey, and Viskanta [1998].

Political and Country Risk. ICRGC is the log of the
average monthly International Country Risk Guide’s
(ICRG) country risk composite. CCR is the log of the
average semiannual country risk rating published by Insti-
tutional Investor. ICR GP is the log of the average monthly
ICRG political risk ratings.

These variables are studied in Erb, Harvey, and
Viskanta [1996a, 1996b] as well as Bekaert, Erb, Harvey,
and Viskanta [1997].

II. SUMMARY STATISTICS

Exhibit 1A (emerging markets) and Exhibit 1B
(developed markets) present some summary statistics for
the risk measures over the complete sample for each
country. We report the mean monthly U.S. dollar returns
as well as the geometric mean return and the uncondi-
tional correlation with the MSCI world in addition to the
average values of the risk measures.

The last row of each exhibit reports the average across
all markets. We see the usual characteristics. Emerging
markets are more volatile and generally have more risk on
the downside (as measured by the semivariance, VaR,
downside betas). In addition, the coskewness measures for
emerging markets are more negative, suggesting that these
markets are contributing to the negative skewness of a
diversified portfolio.

Exhibits 2A-2C present the correlation matrices of
the risk measures in developed countries, emerging
markets, and all countries. There are some interesting
findings.

Total risk and idiosyncratic risk are 99% correlated
across emerging markets and 93% correlated in devel-
oped markets. The three semivariance measures all have
more than 90% correlation with total risk in both emerg-
ing and developed markets. VaR is at least -86% corre-
lated with total risk in emerging and developed markets.
The skewness measures are relatively little correlated
with the other risk measures.
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ExHIBIT 3 A

Bivariate Regressions—Developed Countries

Risk Variable c0 p-value cl p-value R2 Adj-R2

SR 0.7777 0.091 0.1126 0.807 0.004 -0.055
TR 0.9277 0.052 -0.0076 0.919 0.001 -0.058
IR 0.9155 0.019 -0.0071 0.925 0.001 -0.058
Size 1.0041 0.007 -0.0244 0.704 0.009 -0.050
Semimean 0.9274 0.070 -0.0107 0.925 0.001 -0.058
Semi - r¢ 1.3345 0.004 -0.1220 0.271 0.071 0.016
Semi-0 1.3063 0.004 -0.1214 0.279 0.069 0.014
Down-f;, 0.8317 0.012 0.0624 0.857 0.002 -0.057
Down-f,, 0.6351 0.066 0.2310 0.436 0.036 -0.021
VaR 1.0930 0.011 0.0182 0.580 0.018 -0.039
skew 0.9309 0.000 -0.2259 0.364 0.049 -0.007
skew5% 0.8909 0.000 -0.1423 0.850 0.002 -0.057
coskewl 0.8474 0.000 -0.6217 0.255 0.075 0.021
coskew?2 0.8419 0.000 -0.5410 0.274 0.070 0.015
kurt 1.0414 0.016 -0.0387 0.681 0.010 -0.048
ICRGC 3.0763 0.777 -0.4956 0.840 0.003 -0.056
CCR 3.5383 0.469 -0.6027 0.586 0.018 -0.040
ICRGP -7.2269 0.413 1.8384 0.359 0.050 -0.006

ExHIBIT 3B
Bivariate Regressions—Emerging Countries

Risk Variable c0 p-value cl p-value R2 Adj-R2
SR 0.3699 0.272 1.0050 0.002 0.319 0.293
TR -0.8754 0.059 0.1813 0.000 0.517 0.499
IR -0.7778 0.107 0.1831 0.000 0.470 0.450
Size 0.6242 0.202 0.2704 0.118 0.092 0.057
Semimean -0.8811 0.084 0.2792 0.000 0.464 0.444
Semi - 1y -0.4945 0.412 0.2520 0.003 0.285 0.258
Semi-0 -0.4459 0.447 0.2526 0.003 0.286 0.259
Down-f3;, 0.2849 0.484 0.8893 0.007 0.250 0.221
Down-f3,, 0.4131 0.258 0.5713 0.006 0.259 0.230
VaR -0.4617 0.409 -0.0780 0.002 0.312 0.286
skew 0.8635 0.003 0.6561 0.012 0.220 0.190
skew5% 1.2288 0.000 0.5588 0.639 0.009 -0.030
coskewl 1.2324 0.002 -0.4184 0.781 0.003 -0.035
coskew?2 0.9742 0.004 -0.7513 0.140 0.082 0.047
kurt 0.3654 0.447 0.1618 0.035 0.160 0.128
ICRGC 5.9795 0.532 -1.1071 0.625 0.009 -0.029
CCR 3.3286 0.249 -0.5460 0.478 0.020 -0.018
ICRGP -5.2259 0.495 1.5644 0.395 0.028 -0.009
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ExHIBIT 3C
Bivariate Regressions—All Countries

Risk Variable c0 p-value cl p-value R2 Adj-R2
SR 0.2480 0.325 0.9514 0.000 0.271 0.249
TR -0.1256 0.612 0.1318 0.000 0.422 0.409
IR 0.0934 0.693 0.1207 0.000 0.365 0.351
Size 1.1247 0.001 0.0031 0.968 0.000 0.022
Semimean -0.1784 0.512 0.2070 0.000 0.389 0.376
Semi - r¢ 0.0813 0.789 0.1832 0.000 0.247 0.230
Semi-0 0.1170 0.691 0.1836 0.000 0.248 0.232
Down-B;, 0.2769 0.289 0.8451 0.000 0.244 0.227
Down-B,, 0.3493 0.135 0.5758 0.000 0.269 0.253
VaR 0.0753 0.793 -0.0583 0.000 0.275 0.259
skew 0.8478 0.000 0.5886 0.002 0.198 0.180
skew5% 1.0650 0.000 0.6623 0.421 0.015 -0.007
coskewl 1.0229 0.000 -0.8703 0.300 0.024 0.002
coskew?2 0.8964 0.000 -0.8121 0.018 0.118 0.098
Kkurt 0.3226 0.289 0.1586 0.004 0.167 0.149
ICRGC 8.2620 0.081 -1.6560 0.130 0.050 0.029
CCR 3.4683 0.012 -0.5851 0.084 0.065 0.044
ICRGP 2.4870 0.538 -0.3163 0.737 0.003 -0.020

E[R]: Mean return; Risk, = Risk Variable; SR: Systematic risk (Beta); TR: Total risk; IR: Idiosyncratic risk; Size: Log of average market cap;
Semimean: Semideviation with respect to mean; Semi-r; Semideviation with respect to risk-free rate; Semi-0: Semideviation with respect to 0;
Down-, : Downside beta calculated using observations when country index and world index fall simultaneously; Down- : Downside beta cal-
culated using observations when world index falls; VaR: Value at risk; skew: Skewness; skew5%: Skewness calculated using formula 1; Coskew1:
Co-skewness with world index using formula 2; Coskew-2: Coskew with world index using formula 3; kurt: Kurtosis; ICRGC: Log of average
ICRG composite country risk; CCR: Log of average CCR country risk, ICRGP: Log of ICRP political risk.

The fourth risk measure is size. Size could be related
to liquidity and the amount of information available in the
market, which are legitimate risk factors. We find that
there is little relation between the average international
returns and size.

The fifth through seventh measures are semivariance
measures. All are similar, and from Exhibit 2 we know
they are all highly correlated with total variance. We find
that the semivariance measures account for a substantial
part of the variation in the emerging market returns but
not the developed market returns.

The eighth and ninth measures are downside betas.
There is some relation between the downside betas and
the emerging market returns—but little relation with the
developed market returns.

The tenth measure is a value at risk measure. The
VaR measures the mean return in the 5% tail of the dis-
tribution. If this type of risk is priced, one would expect
a highly negative VaR (high risk) to command a high aver-
age return. This is exactly what we see for emerging
markets—but not developed markets. Notice that the
slope of the line in the Exhibit 4] Emerging Markets

FaLL 2000

graph is negative, implying that a more negative VaR
implies a higher expected return in emerging markets.

Harvey and Siddique [2000a] posit that investors care
about the skewness of their portfolio. Their model is
based on the work of Rubinstein [1973] and Kraus and
Litzenberger [1976]. In this world, investors value the con-
tribution to the skewness of the portfolio, or the coskew-
ness. That is, if an asset contributes positive skewness to
a diversified portfolio (high coskewness), that asset will be
valuable and will have a high price (low expected return).
If the asset contributes negative skewness (negative
coskewness), to get investors to purchase this asset the
price must drop ( higher expected return).

So, in the world of the augmented CAPM, coskew-
ness should count, and skewness itself should not. This is
analogous to beta and variance. In the CAPM, it is only
the beta that is rewarded, not the total volatility. To be
consistent, only the systematic part of skewness (the
coskewness) should command a reward.

When we examine the two total skewness measures, we
see a positive relation for emerging markets but not devel-
oped markets. This is similar to what we see for total volatil-

EMERGING MARKETS QUARTERLY 7
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EXHIBIT 5A
Multiple Regressions—Developed Markets

Risk1 / Risk2 Co p-value C p-value Cy p-value R’

SR /TR 0.8522 0.1000 0.2774 0.6730  -0.0385 0.7160 0.012
SR/IR 0.8177 0.1130 0.1526 0.7670  -0.0169 0.8420 0.006
SR/ Size 0.8946 0.1150 0.1220 0.7970  -0.0253 0.7020 0.013
SR / Semimean 0.8671 0.1100 0.2681 0.6810  -0.0565 0.7280 0.011
SR/ Semi - r; 1.0727 0.0270 0.7604 0.1970  -0.2431 0.0970 0.166
SR / Semi-0 1.0284 0.0310 0.7421 0.2070  -0.2403 0.1040 0.159
SR / Down-f3;, 0.7699 0.1130 0.0943 0.8600 0.0304 0.9390 0.004
SR / Down-f3,, 0.7115 0.1310  -0.1446 0.8010 0.2857 0.4470 0.040
SR/ VaR 0.9074 0.0650 0.4448 0.4570 0.0380 0.3760 0.053
SR/ skew 0.8732 0.0700 0.0607 0.8970  -0.2217 0.3920 0.050
SR / skew5% 0.6725 0.2100 0.2483 0.6710  -0.3788 0.6910 0.014
SR / coskewl 0.6200 0.1830 0.2397 0.6080  -0.6864 0.2330 0.091
SR / coskew?2 0.6446 0.1660 0.2081 0.6550  -0.5818 0.2610 0.082
SR / kurt 0.9574 0.1700 0.0755 0.8760  -0.0354 0.7220 0.012
SR /ICRGC 2.8540 0.7990 0.1084 0.2000  -0.4683 0.8530 0.006
SR/ CCR 3.3791 0.5070 0.0959 0.8390  -0.5868 0.6070 0.020
SR /ICRGP -7.9100 0.3930 0.1787 0.7030 1.9555 0.3480 0.059
TR /IR 0.9280 0.0790  -0.0079 0.9700 0.0003 0.9990 0.001
TR/ Size 1.1992 0.1230  -0.0249 0.7700  -0.0339 0.6450 0.014
TR / Semimean 0.9171 0.1000  -0.0264 0.9560 0.0295 0.9680 0.001
TR/ Semi - r;* 0.8827 0.0050 0.7752 0.0000  -1.2421 0.0000 0.658
TR / Semi-0* 0.6921 0.0300 0.7319 0.0000  -0.1819 0.0000 0.611
TR / Down-f, 0.9245 0.0600  -0.0262 0.7900 0.1385 0.7620 0.007
TR / Down-,, 0.9436 0.0460  -0.1133 0.3080 0.5699 0.2060 0.099
TR / VaR 0.8558 0.0720 0.1935 0.3080 0.0967 0.2510 0.082
TR / skew 0.9160 0.0580 0.0026 09730  -0.2272 0.3820 0.049
TR / skew5% 0.8716 0.1500 0.0035 0.9730  -0.1659 0.8740 0.002
TR / coskewl 0.9235 0.0520  -0.0129 0.8620  -0.6278 0.2660 0.072
TR / coskew2 0.9947 0.0400  -0.0263 0.7290  -0.5798 0.2670 0.077
TR / kurt 1.1478 0.1100  -0.0150 0.8480  -0.0429 0.6660 0.013
TR /ICRGC 3.1693 0.7780  -0.0081 09160  -0.5057 0.8450 0.003
TR /CCR 4.1312 0.4510  -0.0224 0.7800  -0.7070 0.5560 0.023
TR / ICRGP -7.1810 0.4330  -0.0035 0.0498 1.8327 0.3760 0.050

*Extreme multicollinearity.

ity, and is consistent with the notion that the emerging mar-
kets are not fully integrated into world capital markets.

For the coskewness measures, the results are similar
across the two methods. In both developed and emerg-
ing markets, there is a negative relation, suggesting that
more negative coskewness gets a higher expected return
—which is what the theory would suggest.

From an asset pricing perspective again, it is the con-
tribution to kurtosis of a well-diversified portfolio (the
cokurtosis) that should be priced. We do not attempt to
measure the cokurtosis. We find a positive relation
between kurtosis and returns in emerging markets but not
in developed markets.
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The last measures are country risk ratings. Erb, Har-
vey, and Viskanta [1996a, 1996b] show that there is a rela-
tion between country risk ratings and subsequent returns.
The analysis in Exhibit 3 is different. We are comparing
average country risk to average returns during the same
period. Nevertheless, most of the results are consistent with
those of Erb, Harvey, and Viskanta.

We find for the ICRG Composite and the Institu-
tional Investor Country Credit Rating that there is a neg-
ative relation in both developed and emerging markets.
The relation is weak, however. The political risk measure
in exhibit 4R has a positive slope, suggesting that higher
political risk is associated with lower expected returns—
which is counter-intuitive.
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EXHIBIT 5B
Multiple Regressions—Emerging Markets

Risk1 / Risk2 Co p-value ¢ p-value C p-value R’

SR /TR -0.8203 0.0800 0.2851 0.3870 0.1546 0.0020 0.532
SR/IR -0.7703 0.1010 0.4749 0.1220 0.1436 0.0030 0.519
SR/ Size 0.1156 0.7980 0.9271 0.0050 0.1295 0.4040 0.338
SR / Semimean -0.7869 0.1450 0.2272 0.5640 0.2401 0.0130 0.472
SR/ Semi - r; -0.2003 0.7430 0.6672 0.1210 0.1238 0.2720 0.352
SR / Semi-0 -0.1763 0.7660 0.6641 0.1240 0.1245 0.2710 0.352
SR / Down-B;, 0.1567 0.6890 0.7405 0.0640 0.4000 0.3060 0.348
SR / Down-B, 0.2985 0.4070 0.7753 0.1190 0.1825 0.5520 0.329
SR/ VaR -0.2127 0.7130 0.5912 0.1900  -0.0427 0.2260 0.359
SR / skew 0.0722 0.8190 0.9142 0.0020 0.5653 0.0100 0.480
SR / skew5% 0.0677 0.8600 1.1087 0.0010 1.4635 0.1490 0.375
SR / coskew] 0.2511 0.5460 1.0120 0.0020  -0.6276 0.6200 0.326
SR / coskew?2 0.0283 0.9390 1.0088 0.0010  -0.7625 0.0720 0.404
SR / kurt -0.2439 0.5900 0.9008 0.0030 0.1222 0.0660 0.407
SR /ICRGC 5.5166 0.4930 1.0083 0.0020  -1.2202 0.5220 0.331
SR /CCR 2.5628 0.2890 1.0108 0.0020  -0.5938 0.3580 0.342
SR / ICRGP -3.5800 0.5820 0.9835 0.0030 0.9505 0.5440 0.330
TR /IR -0.8258 0.0700 0.5232 0.0400  -0.3656 0.1650 0.554
TR / Size -1.2669 0.0180 0.1743 0.0000 0.1879 0.1290 0.561
TR / Semimean -0.8183 0.0980 0.2314 0.1010  -0.0842 0.7060 0.520
TR/ Semi - 1; -0.3113 0.4650 0.4239 0.0000  -0.4872 0.0040 0.658
TR / Semi-0 -0.4206 0.3150 0.4182 0.0000  -0.4763 0.0040 0.653
TR / Down-P;, -1.0380 0.0280 0.1560 0.0000 0.4062 0.1350 0.559
TR / Down-p,, -0.8699 0.0630 0.1624 0.0010 0.1424 0.4640 0.528
TR / VaR -0.6711 0.1500 0.2888 0.0010 0.0661 0.1350 0.559
TR / skew -0.7931 0.0900 0.1618 0.0000 0.2254 0.3080 0.537
TR / skew5% -0.8635 0.0690 0.1833 0.0000  -0.2512 0.7700 0.519
TR / coskewl -1.2476 0.0210 0.1903 0.0000  -1.4755 0.1660 0.554
TR / coskew?2 -1.0189 0.0310 0.1748 0.0000  -0.5026 0.1690 0.553
TR / kurt -1.0111 0.0440 0.1684 0.0000 0.0501 0.4180 0.530
TR / ICRGC -5.8392 0.4140 0.1881 0.0000 1.1570 0.4860 0.527
TR/ CCR 0.9363 0.6500 0.1807 0.0000  -0.4873 0.3710 0.533
TR / ICRGP -9.7990 0.0710 0.1860 0.0000 2.1230 0.0980 0.568

Multivariate Regressions

The multivariate regressions are presented in Exhibit
5. These regressions use two risk factors. We concentrate
on regressions with beta and one other risk factor and
regressions with total risk and one other risk factor.

If the world behaves according to the augmented
CAPM with skewness, we should have both beta and
coskewness in the regression. It turns out that this type of
regression is reasonably successful. In developed markets,
the market beta has a positive coefficient, and the coskew-
ness has a negative coefficient. Neither coefficient is sig-
nificant at conventional levels in the regression with only
19 observations.

FaLL 2000

In the emerging markets sample, this regression is
more successful. The coefficient on the market beta is sig-
nificant, and the coefficient on the coskewness measure
is negative and significant, at the 10% level using the sec-
ond definition of coskewness. This regression is able to
explain 40% of the emerging market returns. There are
28 observations in the regression.

In the full sample, the regression with coskewness
definition 2 is quite successful. Both coefficients are signif-
icantly different from zero and are the right sign. The regres-
sion explains 40% of the variation in the average returns.

The alternative model is one with total variance and
total skewness. This model does not fare well in developed
markets; it does much better in emerging markets. The
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ExHIBIT 5C
Multiple Regressions—All Markets

Risk1 / Risk2 Co p-value Cy p-value Cy p-value R’

SR /TR 203051 02370 04638  0.0540  0.1054  0.0000 0.470
SR/IR -02491 03280  0.6110  0.0080  0.0944  0.0000 0.459
SR/ Size 03817 02400 09780  0.0000 -0.0451  0.5150 0.278
SR / Semimean 202923 02900 04350  0.0970  0.1610  0.0010 0.427
SR/ Semi - 1 -0.1101 0.7130  0.6483  0.0200  0.1114 0.0460 0.335
SR / Semi-0 -0.0878  0.7640  0.6460  0.0210  0.1119  0.0450 0.335
SR / Down-, 0.0555  0.8360  0.6375  0.0320  0.4776  0.0840 0.320
SR / Down-B,, 0.1791 04770 05493  0.1210  0.3252  0.1300 0.309
SR/ VaR -0.0937  0.7440 05945  0.0360  -0.0371  0.0320 0.344
SR / skew 0.0580  0.8020  0.8795  0.0000  0.5256  0.0010 0.427
SR / skew5% 0.0881  0.7430  1.0000 _ 0.0000  1.0737 _ 0.1310 0.308
SR / coskew1 0.0873  0.7460 09747  0.0000 -1.0720  0.1380 0.307
SR / coskew? -0.0099  0.9680  0.9638  0.0000  -0.8360  0.0040 0.396
SR / kurt 203296  0.2950  0.8553  0.0000  0.1302  0.0080 0.381
SR /ICRGC 75150  0.0640 09550  0.0000 -1.6895  0.0720 0.323
SR /CCR 26242 0.0270 09561  0.0000 -0.5971  0.0400 0.339
SR / ICRGP 25330 04660 09618  0.0000 -0.5372  0.5100 0.278
TR /IR -0.4942  0.0790 05095  0.0020  -0.3758  0.0150 0.495
TR/ Size -0.9385  0.0180  0.1566  0.0000  0.1638  0.0100 0.503
TR / Semimean -0.0596  0.8290  0.1963  0.0990  -0.1075  0.5750 0.426
TR / Semi - 1, 02858  0.1970 04402  0.0000 -0.5842  0.0000 0.622
TR / Semi-0 0.1582 04580 04334  0.0000 -0.5715  0.0000 0.616
TR / Down-B,, -0.2859 02760 ¢ 0.1092  0.0000 03710  0.1020 0.457
TR / Down-B,, -0.1824 04660  0.1083  0.0010 02064  0.2030 0.443
TR/ VAR 0.0218 09290 02729  0.0000  0.0823  0.0240 0.486
TR / skew -0.0723  0.7740  0.1168  0.0000  0.1853  0.3000 0.436
TR / skew5% -0.1286  0.6050  0.1381  0.0000  -0.5315  0.4260 0.431
TR / coskewl -0.1604  0.5300  0.1299  0.0000 -0.4071  0.5340 0.427
TR / coskew? 0.1218  0.6230  0.1230 _ 0.0000  -0.2730 _ 0.3510 0.434
TR / kurt 02510 03760  0.1199  0.0000  0.0467  0.3590 0.433
TR / ICRGC -9.1055  0.0530  0.1654  0.0000  2.0120  0.0560 0.469
TR /CCR -1.4252 03100  0.1456  0.0000  0.2930  0.3470 0.434
TR / ICRGP -10.7762  0.0030  0.1714  0.0000  2.4047  0.0030 0.530

loading on total variance is positive, and the loading on
skewness is negative which is what one would expect if
the markets are completely segmented. The two factors
can explain about 52% of the variation in the average
returns. In the model with all countries, the total variance
remains important but the skewness measures are no
longer significant.

Judging by R?, the best-fitting regression is the one
with total risk and a measure of semivariance, although
this 1s misleading because of the extreme collinearity
between the semivariance measures and the total risk.

The message of this analysis is as follows. A world
CAPM with coskewness appears to have some ability to
explain average returns in both developed and emerging
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markets. In emerging markets, the systematic risks (beta
and coskewness) are not complete measures of risk. That
is, extra variation can be explained by adding total risks
to the regression. Even so, the results of Bekaert and
Harvey [2000] suggest that these total risks may be becom-
ing less important with capital market liberalizations.

IV. SUMMARY

I have examined 18 measures of risk in 47 interna-
tional markets. Particular attention is paid to a measure of
downside implied by asset pricing theory: coskewness.
This risk measure captures the contribution that an asset
makes to a well-diversified portfolio’s total skewness. A
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negative coskewness would imply that adding an asset to
the portfolio will decrease the skewness of the portfolio.
Given that investors like positive not negative skewness,
this asset would have to have a high expected return to get
investors to purchase it.

Risk measures implied by asset pricing theory, in
particular world beta and coskewness, work reasonably
well in capturing the cross-section of average returns in
world markets. Yet, consistent with the evidence in
Bekaert and Harvey [1995], many emerging markets
appear to be impacted by total risk measures like variance
and skewness. This is consistent with their less-than-
complete integration with world capital markets.

ENDNOTES
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