
 

 

Your Money – Why and How We Invest the Way We Do 
 

Part 4 – Non-U.S. Developed Market Stocks 
 

This is the fourth installment in a series we’re sharing with clients about our investment philosophy. If you missed 
earlier segments and are interested in understanding why we invest your money the way we do, you can access 
them by clicking here. 
 

Imagine that you're about 40 years old, filled with an entrepreneurial spirit, and unexpectedly, you 
inherit a substantial sum. You want to invest this windfall by buying an existing widget factory. (You can 
substitute any product you'd like for "widget.")  
 
You discover you can buy a local factory for four times annual sales. But you also learn that widget 
factories in another economically-vibrant area with lots of potential customers can be purchased at a 
discount to what you'd pay locally, maybe as low as three times annual sales. Where would you invest 
your money?    
 
This example isn't as irrelevant or as far-fetched as you might think. If you're an investor in stocks, you 
are an owner of companies (perhaps only a small owner, but an owner nonetheless). And as a stock 
investor at Investec, you want fund managers who are investing in businesses that will generate 
increasing profits, which in turn will attract investors, which in turn will increase the value of our 
investment. 
 
We sometimes find that businesses can get expensive. Lots of investors want to buy companies that 
seem to be growing quickly and have large followings.  If the prospective profits don't justify the 
current market price for the business, we'd say the stock was over-priced, and we'd likely look 
elsewhere for better returns on our investment. 
 
Many investors put most of their money into stocks of their home country, reflecting a home-country 
bias. It may be smart to invest in companies you know and whose products you use, but being focused 
on U.S. companies alone overlooks great companies which are based outside the U.S. 
 
One such group consists of non-U.S. companies from "developed foreign markets." One well-known 
stock index (MSCI–EAFE) includes over 900 large and mid-sized companies from 21 economically well-
developed countries other than the U.S. and Canada, including most European and Scandinavian 
countries, Japan, Australia, New Zealand, Israel, Singapore, and Hong Kong. These international 
companies include such well-known names as Nestle, Toyota, Unilever, GlaxoSmithKline, Toshiba, 
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Canon, Novartis and Royal Dutch Shell. They're strong, well-established firms, with worldwide markets 
and significant profit-making potential. 
 

 
 
There are at least three good reasons to include exposure in most client portfolios to these non-U.S. 
companies from developed international markets. 
 
Reason 1: These stocks are currently priced more attractively than many U.S.-based companies. 
In a word, the price investors are paying for ownership of these companies (and the right to a share of 
their profits) is cheaper than what investors have to pay to own leading U.S.-based companies. 
 
One measure of how expensive stocks are is the price/earnings (P/E) ratio. This number is calculated by 
dividing the current price (P) of a stock or an index of stocks by the trailing 12-month earnings (E) of 
the company or the companies in the index. The P/E ratio for one investment that tracks the S&P 500 
index (IVV) is 24.75 as of 10/5/2018. The P/E ratio for another that tracks the MSCI-EAFE index (EFA) is 
14.60, also as of 10/5/2018. Expressed in a different way, to buy a dollar of earnings of the S&P 500 
companies, you have to pay almost 70% more than what you'd pay for a dollar of developed market 
earnings (24.75/14.60). International companies based in the EAFE countries are "on sale," as compared 
to U.S. companies.  
 
Reason 2: International stocks diversify your portfolio, as economic cycles and company 
profitability overseas often don't correlate closely with that of the U.S.  
Over the course of recent history, there have been extended periods when U.S. stocks as a group have 
outperformed international stocks, and vice-versa. Since 1970, the U.S. market has outperformed the 
MSCI EAFE index in 23 out of 48 calendar years, according to financial blogger Ben Carlson1. That 
means that in 25 of those 48 years, foreign stocks outperformed the U.S.  
 
Stock prices are affected by multiple factors, including investor preferences and general economic 
conditions, both currently and prospectively. Economies of different countries do not rise and fall in 
lockstep with each other. Spreading one's exposure to multiple markets increases the likelihood that 



you'll benefit when another country or region experiences better stock market performance than the 
U.S. 
 
Here's a chart that shows through mid-year 2018 the difference over rolling five-year periods between 
return of US stocks versus returns of international stocks. Markets move in cycles, and our current 
equity allocation favors international stocks in anticipation of a shifting cycle. 
 

 
 

Source: Morningstar Direct. Data as of 6/30/2018.  
Note: Int'l stocks is represented by MSCI World ex. U.S. from 1970 to 1988 and MSCI ACWI ex. U.S. from 1988 onward. 

 
We've experienced strong U.S. stock market returns ever since the depths of the financial crisis in 2009. 
Developed market economies have been slower to return to pre-crisis levels of growth. We believe the 
outlook for non-U.S. stocks over the next five years is significantly brighter than for U.S. stocks as their 
economies grow and the U.S. economy, with rising interest rates and a mature economic cycle, likely 
begins to slow. 
 
Reason 3: There are a lot of consumers (and consumption) outside the U.S. 
The U.S. population of around 325 million people is only about 4% of the approximately 7.6 billion 
people estimated to populate the earth today. Similarly, according to the World Bank, the U.S. gross 
domestic product (GDP) in 2017 was about 24% of world GDP of over $80 trillion dollars.   
 

When we invest in stocks (or stock mutual funds), we become owners of companies. Companies that 
meet human needs, develop popular products or services, and allocate their capital wisely generate 
wealth, and owners of those companies share in that wealth. Clearly, companies based in developed 
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markets outside of North America can sell their products and services to a huge number of non-U.S. 
consumers in their own backyards. Failing to invest in these companies results in our missing out on a 
very significant proportion of the world economy. 
 
In summary, we invest in developed international market stocks because they represent a significant 
proportion of world trade and are often counter-cyclical to U.S. stocks. Currently, we are investing 
slightly more in such stocks than what we otherwise might because we believe they represent good 
value over the near- and mid-term.  
 
Next week, we'll turn our attention to the "emerging markets," countries such as China, India, Brazil, and 
Russia. These markets can be volatile, but we think that even so, they deserve a place in most client 
portfolios. We'll explain why in our next segment. 
 
Thanks for sticking with us. We appreciate your trust and confidence in Investec. 
 

 
1 https://awealthofcommonsense.com/2018/07/some‐considerations‐for‐investing‐globally/ 
 
   
 
 
 


