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Is the Glass Half Full or Half Empty? 

Many studies have indicated that, over the long term, international equities have delivered very similar returns to US equities. Some (including even well-respected Vanguard founder John Bogle) have used this data to suggest that investors do not need to diversify internationally. Adopting a “glass is half empty” attitude, they argue against taking the risk of international investing if it provides no higher returns. We, on the other hand, take the “glass is half full” belief, and suggest that there are still advantages to capturing international as well as domestic returns. 

First, let’s examine the data. The following table covers the period 1950-1998. It is from the paper, Total Investment Returns to International Stock Portfolios 1925-1998, by Brian Taylor of Global Financial Data. The country and regional weightings were based on Global Financial Data’s own design of a combination of market cap and GDP weightings.

	Period
	Europe
	US

(S&P 500)
	EAFE
	Asia
	World

	1950–1959
	24.2
	19.2
	24.6
	28.9
	21.4

	1960–1969
	 6.4
	 8.8
	 7.6
	14.0
	 7.7

	1970–1979
	 9.3
	 5.8
	11.1
	17.3
	 9.0

	1980–1989
	17.6
	17.6
	22.0
	27.7
	20.3

	1989–1998
	15.1
	19.2
	 7.1
	 -5.9
	11.4

	1950–1998
	14.2
	13.4
	14.0
	15.8
	13.2


It is certainly true that returns around the world have been strikingly similar. The only decade listed above during which world and US market returns differed significantly was the 1990s, when US markets outperformed the world markets by almost eight percent per annum. Looking at the entire 49-year period, however, there was not a great difference between US and world investing. This should come as no surprise, given the freedom of capital to travel almost anywhere among developed country markets in search of the best returns. The important question is, what, if any, implication does this have for investors making portfolio decisions? 

Skeptics argue that, if international diversification provided no higher returns, it would have been best to avoid the “risk” of diversifying internationally. However, such an argument does not consider the importance of correlation, or lack thereof. Everyone has heard the adage, “Don’t put all your eggs in one basket.” The investment equivalent is diversification. For diversification to be effective, the investor must own assets with non-perfect correlation — the lower the correlation, the better. 

In mathematics, correlation measures the strength of the linear relationship between two variables. Values can range from +1.00 (perfect positive) to –1.00 (perfect negative) correlation. An example of a strong positive correlation would be stock from two oil companies, both of whose prices increase as oil prices increase. A strong negative correlation might exist between an oil company (that would benefit as oil prices rise) and an airline company (that would benefit as oil prices fall). 

For the 25-year period 1975-1999, the EAFE index had a correlation of just under 0.5 to the S&P 500 Index. This low correlation serves to reduce the overall risk of the portfolio. As one can see in the above table, there may be long stretches when one global market outperforms others. Diversification reduces the risk of holding only the losing asset class and also reduces the risk of owning an asset class that experiences a financial bubble that eventually bursts (such as the Japanese market in late 1980s).

Therefore, we use the following “glass is half full” logic to suggest that it remains prudent to invest domestically and internationally, despite the fact that past returns have not significantly differed: 

1. A US-only investor did not receive any greater return over a very long period.

2. Given the efficiency of global markets, there is no logical reason to believe that US investments should provide higher long-term expected returns moving forward.

3. If investors received no greater return and have no logical reason to expect to receive greater returns, why not capture the overall advantages that diversification and low correlation can bring to one’s portfolio?

There is another benefit to gain from international diversification. Most US investors have not only their financial capital but also almost all of their “intellectual” capital invested domestically. Their jobs, their homes and many of their assets are domestic. Is it not prudent to diversify? If the US dollar declines in value on world currency markets, US residents will be poorer. Import prices would rise, and US companies that compete with imports will also likely raise prices. We consider international diversification to be one hedge the US resident can take against such risk.

One final point. While the international large-cap asset class (the EAFE index) is a good diversifier, we would suggest that the international small-cap asset class is even better. For example, owning Ford Motor Company (US large-cap) is not that much different from owning DaimlerChrysler (international large-cap). They are both large global companies selling all over the world. However, most small companies are more subject to domestic conditions, thus we would expect to see even lower correlation. Remembering that lower correlation is better, for the period 1975-1999, the EAFE index had a correlation with the S&P 500 index of 0.49. The correlation of international small companies with the S&P 500 was just 0.36. Once again, if diversification reduces risk without lowering expected returns, why not take advantage of at least the half-glass of benefit being provided through global investing?
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