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International Investing

International stocks deserve consideration in virtually every stock portfolio and

investing globally today is amazingly easy and efficient.  While the U.S. remains the

economic engine of the world and international trade an increasingly vital component of

growth, the world economy may be at a tipping point.  The rise of a common European 

economic bloc, the European Union, and developing economies throughout Asia will

drive increased economic interdependence in the coming decades and that translates to

investment opportunities in both developed and developing countries.

Looking beyond our own borders, we find developing economies in China, India,

and other Asian countries regularly posting growth rates in GDP, a broad measure of

economic activity, that are three to four times faster than our rate of economic growth.

With 85% of the world’s population living in developing economies, and GDP growing

at an astonishing rate, Antoine van Agtmael, an emerging market pioneer and the man

who coined the term “emerging markets”, forecasts developing countries will “overtake

the developed world by 2030-35.”  Expect to see a Chinese or other Asian based

company emerge over the next decade that will challenge every major corporation in the 

U.S.  If Willie Sutton robbed banks because that was where the money was, then 

investors need to look overseas because that is where the growth will be.

International stocks are attractive to U.S. investors for two primary reasons: low

correlation to U.S. stocks and an expansion in the universe of potential investment

choices.  Correlation refers to the co-movement of prices between two investments and

ideally, combining investments that are not highly correlated may enable an investor to

smooth out risk and volatility in a portfolio. The logic holds that if one investment is

falling, another may be rising.  Historically, international stocks have not been highly

correlated to U.S. stocks, however, correlation is not static and does change over time due 

to underlying economic and political fundamentals and to general market psychology.

As economic globalization has strengthened, the foreign stock market correlations to the

U.S. stock market have generally increased, reducing the diversifying benefits.  Further,

studies have documented and markets have demonstrated a tendency toward converging

and rising correlations during times of financial market distress, precisely the periods in

which one would not want correlations to strengthen.  A weak stock market in the U.S.
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                 Investment Perspectives 
            Second Quarter 2009 
Past the Panic      
A Different Economic Viewpoint 

 “The idea that economic crisis, like the current financial and housing crisis are 
mainly caused by changing thought patterns (italics added) goes against standard 
economic thinking” says Robert Shiller in his new book, Animal Spirits. He believes that 
“human psychology is a driver of the U.S. economy” in contrast to the traditional 
macroeconomic notion that consumers and investors are rationale decision makers.  He 
also believes that Government has a role to play in a capitalist system in contrast to the 
unfettered embrace of free markets. Shiller is the Yale economist noted for coining the 
term “irrational exuberance” that Alan Greenspan used to describe the run up of stock 
prices during the Tech Bubble.  Professor Shiller seems to have also called the real estate 
bubble and in general, seems to think differently about economic issues than the 
traditional economist.  As a consequence, it’s worth reading everything that he pens for a 
different perspective on the economy and financial markets.  
 Shiller “describes five different aspects of animal spirits and how they affect 
economic decisions – confidence, fairness, corruption and antisocial behavior, money 
illusion, and stories.”  Indeed, we can easily find examples of each aspect of animal 
spirits in the present crisis and all seem to be interconnected.
 There are many economic and social indices tracked by research firms which 
confirm the sharp drop in consumer and investor confidence, but confidence or the lack 
thereof extends beyond these macroeconomic metrics.  Confidence or trust in our social 
and public institutions, in the current and past Washington Administrations, in the 
proverbial “are we on the right path?” polls are all reflections of our national angst or 
confidence and do impact the economic decisions of consumers and investors.  The 
Obama presidential campaign slogans of “Hope” seemed to precisely address this lack of 
confidence and the current Administration would do well to consider implementation of 
policies that rebuild confidence in both tangible and intangible ways. 
 The concept of fairness seems to have been broached in many ways including the 
outsized pay packages that were showered on private equity managers, corporate 
executives, and others during the real estate and private equity boom.   You can pick your 
own villain, as they are now being characterized, and I must admit even to a true believer 
in free capitalism (which recently passed away!); the paydays seemed out of line.  
Compensation plans are now under review and I suspect more appropriate guidelines, 
both government imposed and market based, are in the offing.  However, continually 
playing the class warfare card is not a constructive way to mend this issue and the current 
Administration should take note.  The best solution is to raise the potential of everyone’s 
income, not just redistribute existing income, and that goal is best achieved by fostering 
strong economic growth. 
 Corruption and antisocial behavior has the perfect poster child in Bernie Madoff, 
but the fraud perpetrated by mortgage participants, both lenders and borrowers, along 
with the unraveling of “pay to play” schemes in public finance are just a few of the many 

          Investment Perspectives 
Second Quarter 2010

FEAR IS BACK 

Having survived the worst global banking crisis since the Great Depression, 
largely as a result of an astonishing amount of governmental life support, the relative 
calm of the past six months or so has been a head fake for investors.  Anxiety in the 
financial markets had clearly abated and there is no question that fundamental economic
improvement had taken hold in most of the world.

In the U.S., corporate profits have rebounded, financial institutions have bolstered 
their capital, the real estate market seems to have found a bottom in many areas, and 
stock prices have regained a surprising amount of their losses of the past few years. 
Indeed, it appeared that a steady recovery was underway which might actually buy 
enough time for the Great Workout of global debt to proceed.  Excessive leverage and 
debt at every level of the global economy, i.e. consumer, corporate, and government, 
were root causes of the economic crisis and deleveraging is needed to sustain healthy 
economic growth.  Unfortunately, the global rescue simply layered on more debt.

In the depths of the global recession, governments around the world issued debt to 
infuse the banking system, to backstop entire industries with debt guarantees, and to 
substitute large swaths of private debt with government debt.  Much as the research by 
economists Ken Rogoff and Carmen Reinhart predicted, sovereign debt worries have now 
surfaced as a second derivative to the global banking crisis.  Investors are now asking 
whether countries have the economic resources and political will to repay their debts.

Very quickly, concern has shifted from the anxiety that U.S. commercial and 
investment banks could fail in domino fashion to a growing worry that countries in the 
Eurozone could tip each other over into a daisy chain of defaults.  Greece seems to be the 
canary in the coal mine and a 750 billion euro ($1 trillion) bailout plan has been crafted
to stem the Eurozone debt contagion.  Riots on the Greek streets have unnerved global 
investors and policymakers have sought to prevent Portugal, Spain, Italy and Ireland from 
tumbling down the same path.  Yet, markets seem unimpressed.  The euro has continued 
to fall and money has flocked to the safe haven of the U.S. dollar and U.S. treasury 
bonds.  I’m not an economist, but I don’t see how Greece and others avoid a default and 
restructuring of their debt.  What are the consequences of this disruption? 

At the extreme, questions are being asked as to whether the European Union will 
remain intact.  More immediately, the euro continues to decline.  A weakening euro and 
strengthening dollar helps the export driven economies of the Eurozone, particularly 
Germany, while hurting the U.S. economy.  The Eurozone exports become more
affordable, while our exports become more expensive.  This loss of U.S. price 
competitiveness may represent another headwind to our economic recovery.  Further, if
Greece or other Eurozone countries do default, another round of bank write-offs and
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capital raises may be triggered for those financial institutions, predominantly European, 
which hold the debt.  We are potentially facing another global banking crisis this time 
originating in Europe, not the U.S.  And finally, given the recent riots in Athens, it is not 
clear whether the Eurozone countries have the political will to follow through with the 
harsh austerity measures needed to slash their budget deficits and outstanding debt. 
Imposition of multi year, Eurozone spending cutbacks will slow European economic
growth.  At best, the Eurozone bailout puts us back to once again buying time for the 
Great Workout to slowly work out.  What are the investment implications of this new 
crisis and does this change our portfolio strategy?

While we’ve been somewhat wrong so far on our view that interest rates would 
back up as governments withdrew their life support, it’s hard to accept that rates will not 
cycle higher given the longer term inflation impact of flooding the global financial 
system with liquidity.  The rush into safe U.S. treasury securities has lead to lower
interest rates.  Consequently, our positioning of being somewhat short the long term
treasury via our exchange traded fund holdings has not been profitable yet.  We continue 
to believe that high quality, short term corporate paper should dominate bond portfolios, 
but finding this paper, given our quality guidelines, is challenging and requires 
considerable patience.  We also have a hard time buying U.S. treasury securities,
believing that they represent a bubble and should really not carry an “AAA” rating if
properly analyzed and graded.  We have observed that, at times, the debt of Berkshire
Hathaway (the investment vehicle of Warren Buffett) has yielded less than comparable
U.S. treasury securities.  This should be a wake up call for fixed income investors!  Our 
cash awaiting deployment in fixed income is probably too high, but we’re trading 
security of principal for unappealing yield and inadequately compensated risk. 

Our equity allocation is below our asset allocation targets.  We have reduced our 
international developed markets stock exposure, feeling that the Eurozone, including the 
U.K. are facing considerable renewed growth challenges, political change of an uncertain 
nature (the U.K. and Germany), and difficult macroeconomic restructuring .  Valuations 
in the U.S. stock market have been unattractive, especially when we apply Shiller’s long 
term price/earnings model, and while we have a short list of companies we would like to 
own, the prices just seem too high.  Consequently, we are trying to be patient and await a 
market opportunity to come in.  We should also note that the ongoing revelations 
surrounding the debt deals underwritten by the investment banks over the past few years 
and last week’s unexplained Flash Crash certainly don’t help investor confidence. 
Economic fundamentals may improve, but unless confidence is intact, stocks will have a 
hard time moving forward.  Having been scorched twice in the past ten years, financial
markets seem clearly back in the fear mode.

At times, we tend to sit on our hands and wait.  This seems like one of those 
times. We’ll try to be patient and await the opportunities that the markets invariably offer
long term investors.  Thanks. 

Jeffrey M. Harris, CFA 
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