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The investment goal of Rainier Group Investment Advisory, LLC (RGIA) is to achieve the highest return possible while minimizing the portfolio risk. A key component in the process of achieving this goal is maintaining the appropriate asset allocation given the current economic climate. The process entails the consideration of all asset classes, including capitalization, style, geography and type, in order to ascertain the percentage that should be allocated to each asset class to be adequately diversified. 

Specifically, this memo will focus on why international investments are a fundamental asset class within a well-diversified portfolio. The contents are divided into three areas; first, the opportunity presented by international markets; second, the diversification benefits international markets offer to a portfolio of U.S. equities; and third, the inherent risks of international investing.

Opportunities Abroad

The Efficient Market Hypothesis (EMH) asserts that at any given time, security prices fully reflect all available information. In other words, all securities are appropriately priced. The EMH assumes the free flow of information, and that information is rapidly disseminated. 

In reality, markets are neither perfectly efficient nor entirely inefficient. All markets are efficient to a certain extent, with some being more efficient than others. The U.S. markets are generally accepted to be among the most efficient in the world. Thus, by broadening the search to identify attractively priced securities from solely domestic securities to include world markets, the chances of achieving favorable long-term results increase. 

There are several reasons this is correct. By expanding the pool of investment opportunities, the chances of identifying a greater number of attractively priced securities have increased. In 1970 U.S. stocks made up 66% of total stock market capitalization of the major markets in the developed world. By the end of 2004 U.S. stocks comprised only 49% of the world’s stock market capitalization, while international equities have increased from 34% to 51%.

The chart below is a Global Market Comparison and depicts the differences in Price/Earnings (P/E) ratios, earnings growth, P/E growth and forward P/E ratios.

	Global Market Comparisons

	Country / Region
	P/E 2004
	Earnings Growth 2005 (%)
	P/E Growth 2005
	P/E 2005

	United States
	17.0
	11.0
	1.6
	15.4

	Europe
	15.9
	13.0
	1.2
	14.1

	Emerging Markets
	9.7
	8.0
	1.2
	9.1


Source; ING Insights, November 2004, ING Investment Management 

Indices: U.S. – S&P 500, Europe – MSCI Europe, Emerging Markets – MSCI EM Free
As you can see from the chart, earnings growth is projected to be greater in Europe than in the U.S., and the valuations (P/E Growth and P/E 2005) suggest European companies are lower-priced as well. Although the emerging markets appear to have slower earnings growth, 2005 P/E ratios make them more attractive from a valuation standpoint.

Additionally, there are market inefficiencies that exist internationally which do not exist in the U.S. markets. For example, in many emerging markets, information doesn’t flow as freely between market participants as it does in the U.S. As such, less developed markets tend not to react as quickly to exploit pricing inefficiencies. For this reason, emerging markets are less efficient than U.S. securities markets, and a lower level of market efficiency implies a greater volatility of stock price changes.

The ample selection of companies traded in international markets creates a tremendous supply of investment potential; consequently resulting in more opportunities from which to choose.

Diversification

Although the percentage allocation may change as economic conditions change, investing in international markets will almost always be a part of any well-diversified portfolio. Casting a wider net not only provides more opportunities, but may also decrease the overall volatility of a portfolio without sacrificing returns. 

Examining historical returns shows there have been distinct periods when international markets have outperformed U.S. equities and vice versa. Although the reasons for outperformance attributed to individual time periods may differ, what can be inferred by the historical data is excess returns between U.S. and international markets appear to be cyclical in nature. 

Recent studies have shown an increasing positive correlation between U.S. and major international markets. An explanation for rising correlations is the extraordinary stock market conditions that existed in the late 1990s. The internet-bubble and subsequent bear market correction influenced certain industries more than others, notably technology, telecommunications and media stocks. The marked interest in these industries was not confined solely to the U.S.; in fact it was very much a global occurrence and caused their industry weightings within domestic and global indices to rise substantially. The large co-movements across the globe within these industries had significant sway on the markets, and in turn caused market correlations to increase. As the individual market performances diverge over time, and due to the cyclical nature of correlations, it is reasonable to expect correlations to continue to cycle back to lower levels.

A weaker dollar can also enhance returns. As the dollar has weakened against many foreign currencies over the past few years, international portfolios unhedged against foreign currency exposure have benefited. Why? Even if an international security’s price remains unchanged while the dollar has declined, gains can be realized by converting the investment from a foreign currency into dollars.

Historically, currency trends are prolonged in duration, and with the current account deficit growing it appears we are still in a weakening dollar cycle. In the long run, currency movements serve as a diversifier, and will help reduce correlations between U.S. and international markets. 

Risks of International Investing

All investments carry some form of risk and international investing is no different; however some risks are unique to international markets. 

Currency risk – As mentioned earlier, international portfolios unhedged against foreign currency movements have benefited recently from a weakening dollar. Conversely, if the dollar should strengthen as foreign currencies decline in value, international investments would lose value. Limiting a portfolio’s exposure to any one currency can reduce currency risk. However, given the potential benefits that currency exposure provides, it is not prudent to completely eliminate this risk.

Liquidity risk – Foreign stocks can be difficult to buy or sell at times. The reason is mainly attributed to the fact that trading volume on foreign exchanges tends to be much lower than on U.S. exchanges. For investors, specifically portfolio managers, it may be difficult to move in and out of positions without influencing security prices to substantially rise and fall as a result. To mitigate this risk, international investments should be diversified among several countries with well-established exchanges, as well as emerging markets.

Political risk – Specific country events, such as political instability, fiscal uncertainty, or even natural disasters, can significantly impact stock prices. This risk can be reduced but not completely eliminated. Risk reduction can be achieved by, again, diversifying investments across several nations with concentrated positions in developed nations. 

Although emerging markets represent an increased probability of political risks manifesting themselves than do developed nations, they should not be omitted from an international portfolio. The significant growth prospects and tremendous upside potential emerging markets offer justify taking measured positions within a portfolio versus the risks assumed. Emerging markets also add the benefit of increased diversification, as they are generally uncorrelated with the movements of developed markets.

Conclusion

In closing, international market participation, in our opinion, offers significant investment opportunities, and improves diversification within a portfolio. The diversification benefits contribute to the potential of enhanced performance and help reduce volatility as well. Thus, a more efficiently managed portfolio. While there are unique risks present with international investing, some of the risk can be mitigated, whereas some risk can be of potential benefit. Keep in mind, for a portfolio to profit from international investing the focus of the investor must be long-term results.
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