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Think Globally

Foreign Investments Can Boost Diversification Benefits
in a Well-Balanced Portfolio

I

by

Mike McCann, CFP

f you haven’t added foreign stock investments
to your portfolio, you’re not alone. A recent
USA Today/Gallup poll found that most
American stockowners have not spent a lot of time considering foreign investments. When asked how much thought
they’ve given to investing in foreign stocks, 69 percent of
those surveyed said either “not much” or “none at all.”
Only 31 percent said they have given it “a great deal” or
even a “moderate amount” of thought.
july 2007
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A sound investment strategy includes a
well-diversified portfolio of stocks and
other securities. Including foreign
investments can maximize the benefits
of diversification.
The challenge is creating the right mix of
international investments within various
asset classes, values and sizes to best balance risk and reward. To do so requires
an understanding of how globalization
has impacted U.S. and foreign markets.

Globalization and Market
Correlation
Textbook theory suggests that investing in
foreign markets helps diversify a portfolio
because such markets are influenced by
local economic conditions separate from
U.S. markets and economic conditions.
Thus foreign and U.S. markets would
move up or down independently. For this
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“Diversification
means more than
simply dispersing
one’s ‘eggs’ into
many baskets. The
goal is to balance
risk and return
within your portfolio
of investments.”

round-up

reason, adding international investments
to a portfolio tends to increase the
expected return, while simultaneously
decreasing long-term volatility, resulting
in a more efficient portfolio.
Yet, with globalization of the world’s
economies, U.S. markets and foreign
markets have become more in sync
than in decades past. The tendency
of two markets to move in sync is
called correlation.
“In the ‘70s market correlation was still
fairly low, and diversification internationally had a lot of benefits in reducing
risk,” said Lena Booth, Ph.D., associate
professor of finance at Thunderbird
School of Global Management in
Glendale, Ariz. “Then in the ‘90s, we
saw more integration across countries.
Because of globalization, markets are
impacting each other and the correlation
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has gone up much higher. The higher
the correlation, the less the benefit of
diversification internationally.”
In the 2000s, the pendulum has begun to
swing back, according to Booth. While
some markets are still closely integrated
with the United States (such as those
in Europe), some have become less
integrated with the United States (Japan
being one example).
Correlation is measured on a scale of
1 to negative 1. When markets move in
perfect tandem, they have a correlation
of 1; and when they move in exact
opposite directions, their correlation
is negative 1.
According to statistics reported in The
Wall Street Journal (WSJ) in April, the
correlation between U.S. and other developed markets has dropped in the past few

years. During the two-year period that
ended in February 2007, correlation
between these markets was 0.63, down
from a near perfect correlation of 0.93
from 2003 to 2005. (Figures are based on
monthly movements in the S&P 500 and
the Morgan Stanley Capital International
EAFE indexes.)
High correlation between markets does
not mean they will demonstrate identical
returns, just that they are prone to move
in the same direction, WSJ reporters
Craig Karmin and Joanna Slater wrote.
As long correlation is not 1, and an
individual is investing in different
sectors as well as different countries,
diversification can still generate benefits.

Diversification - How and Why?
Diversification means more than simply
dispersing one’s “eggs” into many

july 2007

baskets. The goal is to balance risk
and return within your portfolio of
investments. The best way to reach
that balance is through strategic
asset allocation based on modern
portfolio theory.
Modern portfolio theory explains the
benefits of portfolio diversification and
demonstrates quantitatively why and how
it works to reduce risk. First documented
in 1952 by Harry Markowitz, who later
won a Nobel Prize in Economics for his
work, the theory has become widely
accepted by institutional investment
managers during the past 50 years.
Markowitz was also the first to establish
the concept of an efficient portfolio.
Simply put, if efficient is defined as more
output for less input, then an efficient
portfolio can be defined as more return
for less risk.
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So what does all this mean, exactly?
Keeping in mind that it’s called modern
portfolio theory and not modern
portfolio absolute fact, there are ways
you can apply this concept to your
investment plan.
By analyzing expected returns and
corresponding risk for each asset
class, we can begin to determine if
the required return for your plan is
achievable. We can also determine
the likelihood of meeting that return.
Further, by combining multiple asset
classes into your portfolio, we can
further reduce your risk, while
maintaining expected return. Thus,
the portfolio becomes more efficient.
The planning process then becomes
subjective, as we work to assess whether
you can tolerate the level of risk (standard
deviation, uncertainty) required to meet
the expected return. Do not minimize the
importance of assessing your risk
tolerance. Risk assessment is the most
important, and most difficult, step. Since
sticking to your plan is the biggest determinant of success, it’s critical that you
choose a plan that you will keep. Taking
on too much risk results in anxiety, stress,
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“Since sticking to
your plan is the
biggest determinant
of success, it’s critical
that you choose a plan
that you will keep.
Taking on too much
risk results in anxiety,
stress, sleepless
nights and ultimately
abandonment (and
subsequently, failure)
of the plan.”
sleepless nights and ultimately
abandonment (and subsequently,
failure) of the plan.
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How Do Foreign Stocks
Fit the Mix?
Investing internationally can bring
higher returns and greater diversification,
thereby lowering overall volatility and
reducing risk.
“To reduce risk, diversification comes
into play,” explained Professor Booth.
“Diversification internationally, with
countries that have low correlation with
the U.S. market, achieves better
diversification. That means you can
reduce your risk further, compared to
when you invest in countries that have a
high correlation with the U.S. markets.”
As with a domestic portfolio, when
buying foreign stocks it is important to
diversify on many levels — in this case
not only by asset class but also by
country, size and value.
An article published by Dimensional
Fund Advisors (DFA) titled “Where
are the Gains from International
Diversification?” (originally written in
1996 and updated in 2007) notes that the
broad international equity market does
not necessarily achieve higher returns or
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greater diversification. Instead, it shows
that “international small cap and value
stocks had higher average returns and
diversification efficacy, which made
them good candidates for international
diversification of U.S. portfolios.”
If international small cap and value stocks
are not highly correlated with the broad
U.S. market or with U.S. small cap and
value stocks, according to DFA, then
investing in those stocks can improve the
risk/return profile of a portfolio from the
perspective of modern portfolio theory.

In addition, as with any market sector,
there are legitimate and not-so-legitimate
ways to invest in foreign markets. The
NASD recently issued an alert to warn
investors about fax, email and even cell
phone text message scams that promote
the latest “hot” China stock. “Economic
growth in China and strong performances
by the Shanghai and Shenzhen

Composite Indices are fueling the touting
of low-priced ‘China’ stocks,” the alert
read. “But some of the companies being
touted all too often have no actual connection to China's stock markets.”
To avoid potential stock scams, of any
kind, do the necessary homework to make
a wise investment choice. If you’ve

“An international portfolio will help U.S.
investors if it has higher expected returns
than the U.S. market and if its variance
and covariance with the U.S. markets
are so low that we can increase the
equity/debt ratio of the portfolio without
increasing the overall risk of the portfolio,
as measured by the variance of that
portfolio,” the author wrote. “In that
case, adding an international market-like
allocation to a U.S. portfolio would allow
us to create a more efficient portfolio —
that is, a portfolio with a higher expected
return for a given level of risk.”

Evaluating the Pros and Cons
International diversification can be an
effective way to balance risk and reward
in one's portfolio, and the benefits
increase when small and value stocks are
included. To best take advantage of such
growth and diversification opportunities,
investors should also be aware of the
additional risks.
There are inherent risks associated with
international investing, such as currency
fluctuations, higher volatility and political
instability. Risk increases, too, when you
invest in a single country or in emerging
market economies.
As with domestic investing, though you
may be tempted to invest in a single
stock, investing through a mutual fund or
exchange traded fund can help spread out
and lower risk.
july 2007
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received an unsolicited stock tip, ask
yourself, “Why me?” If you receive a tip
from a broker or other individual, ask
what that person has to gain from your
purchase. Remember, even technically
legitimate investments may not be your
best option or deliver all that is promised.

He has a private practice in
Phoenix and advises on a wide
range of portfolios with a
diverse group of clientele.
Mike is a preferred vendor for the
Maricopa County Medical Society and
offers a 20 percent members-only
discount to MCMS physicians.

When considering any new investment,
one should always keep in mind the
connection between risk and reward.
Every investment involves some degree of
risk, and the greatest-yielding investments
usually carry the highest levels of risk.
Whether to add foreign stocks, which
stocks to include and how much to buy
for the best diversification benefits will
vary by investor. A Certified Financial
Planner can help you evaluate your
financial needs and goals, and work
with you to choose investments best
suited to meet them.

Mike McCann, a Certified Financial
Planner, has worked in the financial
services industry since 1991,
interacting directly with individuals
as an investment advisor and also
behind-the-scenes in high-level trading
and managerial positions.

To learn more, visit his
member website
www.MoneyAZ.com/MCMS.htm.
Perspective Financial Services, LLC
1440 E. Missouri Ave., Suite 250,
Phoenix, AZ 85014
602-281-Help (4357)
Mike@MoneyAZ.com

You’re Invited to a Complimentary Workshop
Perspective Financial Services, LLC presents
“Think Globally - How Foreign Investments Can Boost Diversification
Benefits in a Well-Balanced Portfolio”

Friday, August 24, 2007
3:00 - 4:30 p.m. @ Perspective Financial Services
1440 E. Missouri Ave., Suite 250 in Phoenix
Presenter: Mike McCann, CFP — President & Founder, Perspective Financial
Talking Points: Globalization & Foreign Market Conditions, Large Cap vs. Small Cap
Stocks & Benefits of Portfolio Diversification
Complimentary Workshop and Refreshments available. Space is limited.
Please RSVP by phone at 602-281-4357 or by email at Mike@MoneyAZ.com
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