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Key Points 

• Nearly half of the world’s stock market capitalization is 

in non-U.S. companies. 

• Investment portfolios that ignore foreign companies will 

be excluding many industry leaders. 

• International investing can provide diversification bene-

fits by helping reduce overall portfolio volatility over the 

long run. 

• International diversification offers the potential to en-

hance investment returns.  International equities have 

lagged their U.S. counterpart significantly since the end 

of the global financial crisis, leading some experts to 

believe they might have some catching up to do. 

• While many investors have abandoned a global per-

spective, we continue to embrace it within the Model 

Wealth Program. 

  1 Yr 3 Yr 5 Yr 10 Yr 

U.S. Large Stocks 18.00 10.31 15.24 6.78 

U.S. Small Stocks 25.18 8.78 14.33 6.63 

U.S. Bonds 1.69 2.56 2.26 4.40 

Intl Developed Mkts Stocks 18.54 1.13 7.88 1.15 

Intl Emerging Mkts Stocks 27.36 0.93 4.21 2.20 

U.S. Inflation (CPI) 1.86 0.92 1.16 1.66 

Source: Morningstar.  Annualized returns for periods ended May 19, 
2017. U.S. large stocks is the S&P 500 Index, U.S. small stocks is the 
Russell 2000 Index, U.S. Bonds is the Barclays US Aggregate Bond 
Index, Intl Developed Markets is the MSCI All Country World Index Ex-
US, International Emerging Markets is the MSCI Emerging Markets 
Index.  Returns include dividends and interest. Investing involves risk 
including the potential loss of principal.  No strategy assures success 
or protects against loss. Past performance is not an indication of fu-
ture results.   

The Case for International Investing 

The current U.S. bull market, which has lasted over 

eight years, is the second longest in U.S. history 

(Source: Ned Davis Research).  The outlook for U.S. 

fundamentals remain strong: corporate profits are 

growing, inflation and interest rates are low, and the 

outlook for U.S. economic growth is favorable.  But 

trends change, and bull markets historically have shift-

ed among different regions of the world.  Over the past 

four decades there have been periods when interna-

tional equities have outperformed U.S. equities for ex-

tended periods of time.   



Diversification 

The second reason why we believe investors should embrace 
a global perspective is the fact that international investing can 
help reduce overall portfolio volatility over the long-term.  The 
chart below shows the cyclical nature of U.S. stock returns (as 
measured by the MSCI US Index) and international stock re-
turns (as measured by the MSCI EAFE Index).  There can be 
long stretches when U.S. stocks perform well or poorly.  The 
same can be said of international stocks.  Including both cate-
gories in an investment portfolio can help smooth out returns 
over the long run. 

We believe a well-diversified in-

vestment portfolio should include 

representation of both U.S. and 

international equities.  We also 

believe conditions are currently 

very favorable for international 

equities to potentially outperform 

U.S. equities for an extended peri-

od of time.  

Access to a Larger Opportunity 

Set 

The first reason why we believe 
international diversification makes 
sense is the fact that approximate-
ly half (48%) of the world’s stock 
market capitalization is in non-
U.S. companies.  Diversifying in-

ternationally provides investors 
with access to a larger set of po-
tential opportunities.  While there 
are about 3,500 companies based 
in the U.S., there are over 10,000 
companies headquartered outside 
of the U.S.  Investment portfolios 
that ignore foreign companies will 
be excluding many industry lead-
ers, many of which are considered 
“household names”.  Only three of 
the top ten largest companies in 
the world are based in the U.S. 
(Source: Fortune).  Investing only 
in the U.S. is a bit like trying to 
write a book with only the letters  
A-L. 



Valuation 

International equities also ap-
pear to be undervalued rela-
tive to their U.S. counterparts.  
The forward price/earnings 
ratios for all international cate-
gories are currently lower than 
the U.S., and dividend yields 
are higher than the U.S.  
While profitability (as meas-
ured by return on equity 

based on forward estimated 
earnings) is higher in the U.S., 
better growth in global econo-
mies could lead to higher prof-
its and potentially higher stock 
prices.  Historically, lower val-
uation metrics have often led 
to higher potential returns 
over the long run. 

 Potential to enhance re-

turns 

The third reason why inves-
tors might want to consider 
international diversification is 
the potential to enhance re-
turns.  International equities 
have lagged their U.S. coun-
terpart significantly since the 
end of the global financial cri-
sis, leading some experts to 
believe they might have some 
catching up to do. This chart 
shows that a $10,000 hypo-
thetical investment in the S&P 
500 at the market bottom in 

March, 2009 grew to $38,565 
by mid-May 2017.  Over the 
same period of time, a 
$10,000 investment in interna-
tional equities, as measured 
by the EAFE Index, grew to 
just $21,353. 

 

 



The role of active 

management 

History has shown 

that 72 percent of 

active international 

equity managers 

have outperformed 

their respective 

indices over the 

last 10 years – a 

strong indication of 

the value of active 

management when 

investing overseas. 

 

Problems, problems every-

where? 

What about Britain leaving the 
EU?  Will Greece default on its 
debt?  What about rogue states 
like Iran and North Korea?  What 
about the threat of terrorism and 
problems in the Middle East?  It’s 
true the world is a dangerous 
place.  But the world has always 
been a dangerous place.  Most 
international equity portfolio man-
agers don’t invest a lot of money 
in places like North Korea, Iran, 
Greece, or the Middle East.  In 
addition, while Europe, Japan and 

the emerging markets have had 
their share of problems over the 
past few years, we believe the 
outlook for corporate profits is be-
ginning to improve.  We believe 
the world provides a very large 
opportunity set for experienced 
managers to identify well-
managed companies, who offer 
competitive sustainable ad-
vantages, that are trading at at-
tractive prices. 

Strong earnings growth and positive surprises are emerging across the global 

economy.  2017 is on track to be the first year since 2010 when all major regions of 

the world should be posting earning’s growth.  A synchronized global expansion 

means the world’s economies shouldn’t be as dependent on the U.S. for growth.  

And, according to Bloomberg, global economies have rarely been so in sync. 

The variation of growth rates this year in the Group of 20 economies will be the 

lowest since at least 1980, according to Bloomberg calculations and IMF data.  In 

fact, no G-20 economy is expected to post a decline in output this year, which 

would be the first time since 2010. (Source: Bloomberg) 



This principle is also 
illustrated by the fol-
lowing charts of U.S. 
GDP growth and the 
unemployment rate.  
Investors often believe 
high growth and low 
unemployment is good 
for stock market re-
turns.  The charts 
show that the opposite 

is true.  Often, when 
economic growth is 
high and unemploy-
ment is low, stock pric-
es are high.  We be-
lieve countries where 
growth is lagging and 
unemployment is high 
could provide an op-
portunity for managers 
that we utilize in the 
Model Wealth Program 
to find stocks that are 
potentially underval-
ued. 

Real GDP vs Stock Market Returns 

(3/31/1960 – 3/31/2017) 

 

 

Source: Ned Davis Research S687 

Real GDP (%) S&P 500 Annual        

>6.1 -4.6 

0.8-6.1 7.3 

<0.8 12.1 

High economic growth does not necessarily translate into higher returns 

 

One mistake we believe many individual investors make is to assume that countries with stronger economic growth will 
produce higher stock market returns.  By the same token, they believe countries or regions with low growth (Europe for 
example) will have low returns.  We believe this is a false assumption.  A study by Jay Ritter at the University of Florida 
in 2012 concluded that no correlation* existed between GDP growth per capita and local stock market returns.  When 
Ritter analyzed stock market returns and per capita GDP growth for 19 countries from 1970-2011, he found no correla-
tion.  When he considered 15 emerging markets from 1988-2011, the correlation was negative.  In recent years, Japan, 
Greece, Italy, and Spain have all generated slow or negative GDP growth in years that their stock markets have risen. 
Source: Ritter, Jay R. “Is Economic Growth Good for Investors,” Journal of Applied Corporate Finance, Volume 24, 
Number 3, Summer 2012. 

Unemployment Rate vs Stock Market Returns 

(3/31/1960 – 3/31/2017) 

 

 

Source: Ned Davis Research S1057 

Unemployment S&P 500 Annual        

>6.0 13.7 

4.3-6.0 5.4 

<4.3 1.7 

* Correlation is a statistical measure of how closely two securities move in relation to each other.  A 

high (positive) correlation implies the securities generally move in a similar direction, whereas a low 

(negative) correlation implies the securities generally move in opposite directions. 



Important Disclosures:  
International investing involves special risks such as currency fluctuation and 
political instability and may not be suitable for all investors.  These risks are 
often heightened for investments in emerging markets. 
 
Investing involves risk including the potential loss of principal. 
No strategy can assure success or provide protection against loss.   
 
Past performance is no guarantee of future results. 
 
The opinions expressed in this material are for general information only and 
are not intended to provide specific advice or recommendations for any 
individual.  Economic forecasts set forth may not develop as predicted and 
there can be no guarantee that strategies promoted will be successful.  All 
performance referenced is historical and is no  guarantee of future results.  
All indices are unmanaged and may not be invested into directly. 
 
Rebalancing a portfolio may cause investors to incur tax liabilities and/or 
transaction costs and does not assure a profit or protect against a loss. 
 
The Standard & Poor’s 500 Index is a capitalization weighted index of 500 
stocks designed to measure performance of the broad domestic economy 
through changes in the aggregate market value of 500 stocks representing 
all major industries.  
 
The MSCI World ex-USA All Cap Index captures large, mid, small and micro 
cap representation across 22 of 23 Developed Markets (DM) countries* 
(excluding the United States). With 8,178 constituents, the index covers 
approximately 99% of the free float-adjusted market capitalization in each 
country. 
 
The MSCI Emerging Markets Index captures large and mid cap representa-
tion across 23 Emerging Markets (EM) countries.  With 829 constituents, the 
index covers approximately 85% of the free float-adjusted market capitaliza-
tion in each country. 
 
The MSCI Japan Index is designed to measure the performance of the large 
and mid cap segments of the Japanese market.  With 319 constituents, the 
index covers approximately 85% of the free float-adjusted market capitaliza-
tion in Japan. 
 
The MSCI AC Asia Index captures large and mid cap representation across 
Developed Markets countries and Emerging Markets countries in Asia.  With 
945 constituents, the index covers approximately 85% of the free float-
adjusted market capitalization in each country. 
 
The MSCI EAFE Index is an equity index which captures large and mid cap 
representation across Developed Markets countries around the world, ex-
cluding the U.S. and Canada.  With 929 constituents, the index covers ap-
proximately 85% of the free float-adjusted market capitalization in each coun-
try. 
 
The MSCI Europe ex-U.K. Index captures large and mid cap representation 
across 14 Developed Markets (DM) countries in Europe.  With 337 constitu-
ents, the index covers approximately 85% of the free float-adjusted market 
capitalization across European Developed Markets excluding the U.K. 
 
The MSCI United Kingdom Index is designed to measure the performance of 
the large and mid cap segments of the U.K. market.  With 109 constituents, 
the index covers approximately 85% of the free float-adjusted market capitali-
zation in the U.K. 
 
The MSCI USA Index is designed to measure the performance of the large 
and mid cap segments of the U.S. market.  With 625 constituents, the index 
covers approximately 85% of the free float-adjusted market capitalization in 
the U.S. 
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The Model Wealth Program 

While many investors have abandoned a global per-
spective, we continue to embrace it.  As managers of 
the Model Wealth Program, we have rebalanced the 
portfolios we are responsible for to maintain an appro-
priate weighting in international equities.  We believe 
this strategy helps to maintain a consistent risk level, 
and may enhance portfolio returns over the long run. 

The Risks of International Investing  

International markets offer a distinctly different set of in-

vestment opportunities than domestic markets. Although 

there are many benefits, there are also additional costs 

and risks associated with investing internationally. 

Although it is impossible to eliminate the risk inherent in 

investing, broad diversification among and within asset 

classes can help to manage risk. Allocating even a small 

portion of your wealth to international stocks can improve 

the risk/return trade-off of the overall portfolio. However, 

there are distinct differences between domestic and for-

eign investing that can increase overall risk. 

Currency risk 

Changes in foreign currency exchange rates can affect the 

returns of a foreign security because foreign exchange 

rates move constantly with changes in the supply and de-

mand of each country’s currency. First, dollars must be 

converted to the local currency to purchase the foreign 

security. Next, when the foreign security is sold or divi-

dends are paid, the proceeds must be converted from the 

local currency back into U.S. dollars. Changes in foreign 

currency exchange rates can increase or decrease the 

dollar value of an investment even if the price of the for-

eign security remains unchanged. 

Economic/political risk 

Compared to the U.S., the economies of foreign countries 

may be less diverse or more unstable. Furthermore, politi-

cal instability such as coups, assassinations, and corrup-

tion can have a substantial impact on the returns of a for-

eign security. It is important to understand that political or 

economic upheaval in a country can jeopardize the perfor-

mance of foreign investments. 

Market liquidity risk 

Liquidity risk is the risk that a security will be difficult to sell 

in a secondary market. Most foreign markets typically have 

lower trading volumes than U.S. stock exchanges. In some 

countries, fewer than 100 stocks are listed on the stock 

exchange.  

Differences in accounting standards 

Financial information concerning specific foreign compa-

nies can be much more difficult to obtain since accounting 

and financial disclosure practices can vary widely from 

U.S. standards.  

Alan F. Skrainka, CFA 

Chief Investment Officer 


