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Globalization and 
International Investing

CHAPTER 19
19.1 GLOBAL MARKETS FOR 

EQUITIES

Background
Global market Global market 
–– US stock exchanges make up approximately US stock exchanges make up approximately 
45.8% of all markets45.8% of all markets
–– Emerging market developmentEmerging market development
–– Market capitalization and GDPMarket capitalization and GDP

Figure 19.1 Per Capita GDP and Market 
Capitalization as a Percentage of GDP Log 

Scale 2003

19.2  RISK FACTORS IN INTERNATIONAL 
INVESTING

Issues
What are the risks involved in investment What are the risks involved in investment 
in foreign securitiesin foreign securities
How do you measure benchmark returns How do you measure benchmark returns 
on foreign investmentson foreign investments
Are there benefits to diversification in Are there benefits to diversification in 
foreign securitiesforeign securities
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Exchange Rate Risk
Variation in return related to changes in Variation in return related to changes in 
the relative value of the domestic and the relative value of the domestic and 
foreign currencyforeign currency
Total Return = Investment return plus Total Return = Investment return plus 
return on foreign exchangereturn on foreign exchange
Not possible to completely hedge a foreign Not possible to completely hedge a foreign 
investmentinvestment

Returns with Foreign Exchange
Return in US is a function of two factorsReturn in US is a function of two factors

1. Return in the foreign market1. Return in the foreign market

2.2. Return on the foreign exchangeReturn on the foreign exchange

Returns with Foreign Exchange

rr((USUS)) = return on the foreign investment in US = return on the foreign investment in US 
DollarsDollars

rr((FMFM) = return on the foreign market in local ) = return on the foreign market in local 
currencycurrency

EE00 = original exchange rate= original exchange rate
EE11 = subsequent exchange rate= subsequent exchange rate
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Return Example: Dollar Depreciates 
Relative to the Pound 

Initial Investment : $100,000Initial Investment : $100,000
Initial Exchange: $2.00/ Pound SterlingInitial Exchange: $2.00/ Pound Sterling
Final Exchange:$2.10/ Pound SterlingFinal Exchange:$2.10/ Pound Sterling
Return in British Security: 10%Return in British Security: 10%
Return in US DollarsReturn in US Dollars
(1 + r(1 + rUSUS) = (1.10) (1.05) = (1.155)) = (1.10) (1.05) = (1.155)

rrUSUS = 15.5%= 15.5%

Return Example: Dollar Appreciates 
Relative to the Pound

Initial Investment : $100,000Initial Investment : $100,000
Initial Exchange: $2/ Pound SterlingInitial Exchange: $2/ Pound Sterling
Final Exchange:  $1.85/ Pound SterlingFinal Exchange:  $1.85/ Pound Sterling
Return in British Security: 10%Return in British Security: 10%
Return in US DollarsReturn in US Dollars
(1 + r(1 + rUSUS) = (1.10) (.9250) = (1.0175)) = (1.10) (.9250) = (1.0175)

rrUSUS = 1.75%= 1.75%

Figure 19.2 Stock Market Returns in US 
Dollars and Local Currencies for 2003
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Table 19.3 Rates of Change in the US Dollar Against 
Major World Currencies, 1999-2003 (monthly data) Other Risks in International Investing

Imperfect exchange rate risk hedging Imperfect exchange rate risk hedging 
Country Country -- SpecificSpecific
CompositionComposition
–– PoliticalPolitical
–– FinancialFinancial
–– EconomicEconomic
Composite RatingsComposite Ratings

Table 19.4 Composite Ratings for October 
2004 and November 2003 Table 19.5 Variables Used in the 

PRSs Political Risk Scores

Table 19.6 Current Risk Ratings 
and Composite Forecasts

19.3  INTERNATIONAL INVESTING:  RISK, 
RETURN, AND BENEFITS FROM 

DIVERSIFICATION
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International Investment Choices
Direct Stock PurchasesDirect Stock Purchases
Mutual FundsMutual Funds
–– Open EndOpen End
–– Closed EndClosed End
–– WEBSWEBS

Questions on Assessing Performance 
in US Dollars in Foreign Markets 
Are emerging markets riskierAre emerging markets riskier
Is exchange rate risk important in Is exchange rate risk important in 
international portfoliosinternational portfolios
Are there diversification benefits to Are there diversification benefits to 
international investinginternational investing

Figure 19.3 Annualized Standard Deviation of 
Investments Across the Globe ($ returns), 

1999-2003
Figure 19.4 Betas on US Stocks 
Across the Globe 1999 - 2003

Figure 19.5 Annualized Dollar Return of 
Investments Across the Globe 1999 - 2003

Figure 19.6 Standard Deviation of Investments 
Across the Globe in US Dollars versus 

Local Currency
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Figure 9.7 Beta in $US versus 
Local Currency 

Figure 19.8 Correlation of Returns in $US 
and Local Currencies 1999 - 2003

Diversification Benefits
Evidence shows international Evidence shows international 
diversification is beneficialdiversification is beneficial
Possible to expand the efficient frontier Possible to expand the efficient frontier 
above domestic only frontierabove domestic only frontier
Possible to reduce the systematic risk Possible to reduce the systematic risk 
level below the domestic only levellevel below the domestic only level

Figure 19.9 International Diversification. Portfolio 
Diversification as a Percentage of the Average 
Standard Deviation of a One-Stock Portfolio

Figure 19.10 Ex-Post Efficient 
Frontier of Country Portfolios

Figure 19.11a Efficient Frontier of Country 
Portfolios (world expected excess return = 

.3% per month)
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Figure 19.11b Efficient Frontier of Country 
Portfolios (world expected excess return = 

.6% per month)
Figure 19.12 Regional Indexes Around 
the Crash, October 14 – 26, 1987

19.4  HOW TO GO ABOUT 
INTERNATIONAL DIVERSIFICATION 
AND THE BENEFIT WE CAN EXPECT

Risk Reduction

Choosing among efficient portfoliosChoosing among efficient portfolios
Choosing lowest beta or covariance Choosing lowest beta or covariance 
indexesindexes
Choosing largest capitalization indexesChoosing largest capitalization indexes

Figure 19.13 Portfolio SD, Countries 
Ordered by Beta, and by Market Cap, 

Indexes Ordered by Market Cap 
19.5  INTERNATIONAL INVESTING 
AND PERFORMANCE ATTRIBUTION
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Performance Attribution
Currency SelectionCurrency Selection
Country SelectionCountry Selection
Stock SelectionStock Selection
Cash / Bond SelectionCash / Bond Selection


