CHAPTER 16

International Asset and
Currency Allocation

AbRIAN LEE

VICE PRESIDENT

J. P. MorGAN INVESTMENT MANAGEMENT INC.
LonNponN

The focus of this chapter is on the international asset allocation issues
that confront U.S. investors. These are:

1. International assets versus domestic assets.
2. International equities versus international fixed income.
3. Foreign currency exposure versus foreign asset exposure.

‘We will show that, when an investor considers the full opportunity
set of all the world’s capital markets, both equities and fixed income,
his risk/reward preference as revealed by domestic asset allocation
choices should also be reflected in international asset allocation choices.
In other words, an investor with a balanced domestic portfolio is likely
also to prefer a balanced international portfolio.

It will also be shown that, in international investment, it is appropriate
to separate long-run asset allocation decisions from long-run currency
allocation decisions. This suggests that investors will inevitably enhance
their risk/return opportunity set by separately making two kinds of in-
ternational allocation decisions— one concerning asset exposure and one
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concerning currency exposure. When these allocations differ, the use of
continuously hedged international portfolios is implied.

In fact, we will conclude that, in general, it may be more appropriate
for a U.S. investor’s normal international equity and fixed-income port-
folios to be defined as fully hedged or partially hedged. Only under
perverse assumptions about long-run currency surprises should an inter-
national investor’s normal portfolio be exposed to foreign currency.

We will use the results of the last 13 years to illustrate the effects of
these choices in the past and we shall outline a framework for how these
decisions can be addressed optimally in the future.

INTERNATIONAL CAPITAL MARKET RETURNS

AND RISKS

The world’s investable capital markets, excluding cash and real estate,
comprise some $19 trillion as of December 1990. This forms the universe
for an institutional investor (see Exhibit 1). The world fixed-income
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markets total some $10.4 trillion, while the world equity markets total
$8.4 trillion. The U.S. markets comprise less than half the total of world
markets in both the case of fixed-income and equities.

The non-U.S. markets have offered significant opportunities for U.S.
investors over the last 13 years. These opportunities can be seen in the
form of return enhancement and risk reduction.

RETURN ENHANCEMENT

Exhibits 2 and 3 show the returns in U.S. dollars from investing in
international equity and fixed-income markets over the last 13 years. For
both equities and fixed-income securities, non-U.S. markets have yielded
significantly higher returns than their U.S. equivalents. A market
weighted average of all non-U.S. equity markets returned 17.5% per
annum in U.S. dollars compared with 12.9% per annum from the U.S.

EXHIBIT 2
INTERNATIONAL EQUITY MARKETS
RETURNS IN U.S. DOLLARS 1978-1990
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EXHIBIT 3
INTERNATIONAL FIXED-INCOME MARKETS
RETURNS IN U.S. DOLLARS 1978-1990
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equity market. Similarly, non-U.S. fixed-income markets returned 11.7%
compared to the U.S. fixed-income return of 10.0%.

RISK REDUCTION

While the non-U.S. capital markets offered the U.S. investor significant
return opportunities, they did so without increasing risk. In fact, the U.S.
investor’s total portfolio risk was reduced through the use of non-U.S.
markets. Exhibits 4 and 5 show the annualized standard deviation of U.S.
dollar return from the international markets over the period 1978-1990.
While individual international equity and fixed-income markets are sig-
nificantly more risky than their U.S. equivalent, a diversified portfolio
- of non-U.S. equities or non-U.S. fixed-income securities is not signifi-
cantly more risky than the equivalent domestic market. For example, a
market weighted average of non-U.S. equity markets had an annual
standard deviation of dollar return of 19.5% per annum compared with
16.2% per annum for the U.S. equity market.



EXHIBIT 4
INTERNATIONAL EQUITY MARKETS
STANDARD DEVIATION OF RETURNS IN U.S. DOLLARS 1978-1990
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EXHIBIT 5

INTERNATIONAL FIXED-INCOME MARKETS
STANDARD DEVIATION OF RETURNS IN U.S. DOLLARS 1978-1990
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curities add value when compared with their domestic counterparts, and
(2) that they offer diversification among themselves (see frontier of the
shaded area). This is the third tier of international diversification — across -
international equity and fixed-income.

From an asset allocation perspective, it is appropriate to consider the
full spectrum of all international assets simultaneously when identifying
an investor’s portfolio risk/reward tradeoff. In other words, the more
traditional domestic/international allocation question is more appropri-
ately addressed in the context of simultaneous allocations across all four
asset classes —U.S. equities, U.S. fixed-income, international equities
and international fixed-income securities.

Of critical importance to this asset allocation problem is the correla-
tion of diversification characteristics of all asset classes simultaneously.
Exhibit 6 also gives these correlations for the period 1978-1990.



