
GLOBAL INVESTING: STICK WITH IT
One of the basic fundamentals of smart investing is diversification across multiple asset classes. It is really the only “free lunch” with 
investing.  It allows you to reduce the risk (volatility) of your portfolio, without reducing the expected long-term returns. Diversifica-
tion is the smart way to invest, and it works over the long-term. Unfortunately, diversification into asset classes other than large U.S. 
stocks has not worked for U.S. investors over the past five years. The index for U.S. large stocks (the Standard and Poor’s 500 index) 
has beaten nearly all other asset classes, including international stocks, by a dramatic margin in recent years.

Over the past five years (to 9/30/2015), U.S. stocks increased 
a strong 13.3% per year, while developed international stocks 
were up only 4% per year, and emerging market stocks actually 
declined 5% per year. This wide difference in performance has 
caused global portfolios to appreciate less than domestic stock 
portfolios. Adding insult to injury, a global portfolio with interna-
tional stocks actually declined more than a U.S. stock portfolio 
during the recent stock market downturn in 2015. The lagging 
performance of international and emerging market stocks in 
up and down markets has caused some investors to wonder if 
they should give up on international stocks and just stick with  
U.S. stocks.

We continue to believe that globally diversified investment 
portfolios are the best long-term approach, and we continue to 
believe in the benefits of diversifying across multiple asset class-
es, including international stocks. The U.S. stock market has not always been the best performing asset class. During the 2000s 
(from 2000-2009), U.S. large company stocks were one of the worst performing asset classes. U.S. large company stocks declined 
an average of about -1% per year during that time period, which many called the “lost decade” of investing for U.S. investors. Invest-
ing in developed international stocks, emerging market stocks, and many other diversifying asset classes resulted in much better 
performance.  A globally diversified, multi-asset class portfolio similar to our investment strategy produced a return of 5.4% per year 
during that time period, and emerging market stocks were up 10% a year. 

The performance of U.S. stocks relative to developed international stocks, emerging market stocks, and other asset classes tends 
to run in streaks of multiple years, with an unpredictable time frame. When one asset class outperforms others by a wide margin 
over several years, it tends to get relatively more expensive and riskier than the others, and eventually things turn the other way as 
investors seek the bargain asset classes for better future returns.  The higher the price and valuation of an asset class (such as U.S. 
large company stocks) goes, the lower the expected future returns. Similarly, the lower the price and valuation of another asset 
class (such as emerging market stocks) goes, the higher the expected future return. Things tend to average out over time, or “revert 
to the mean.” One asset class cannot and does not permanently outperform others. Perhaps we are getting near the end of the 
era where U.S. large stocks beat all other asset classes. 

The wide disparity of performance between U.S. stocks and developed international/emerging market stocks has resulted in 
significant changes to the relative valuation of the different asset classes. We like to look at the cyclically adjusted price/earnings 
(CAPE) ratio (sometimes called the Shiller PE) as a long-term valuation tool. This valuation measure tends to smooth out the earn-
ings levels by taking an average of 10 years of earnings. The Shiller price/earnings ratio for U.S. stocks is currently a high 25 times, 
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according to Research Affiliates data. That is well above the long-term average of 16 for U.S. stocks, and it is also well above the 
valuation of international and emerging market stocks. Developed international stocks have a Shiller PE ratio of just 14 times, 
while emerging market stocks have a valuation of only 11 times earnings, both of which are well below their own long-term 
averages. The gap in valuations between U.S. stocks (relatively expensive) and emerging market stocks (very cheap) is currently 
at an extreme level. See the graph below.

One of the most important factors in determining the future, long-term return of an investment is the current valuation, and 
lower is better. Valuations provide no insight as to the future one-year return of an investment, as near term returns are driven 
much more by momentum, emotions, and investor sentiment.  However, the initial valuations of asset classes such as stocks are 
highly correlated with longer-term (10-year) future returns.  History shows that if you buy or own stocks when valuations are well 
below average, your future 10-year returns tend to be above average, and vice versa.

We all know it was a mistake to give up on U.S. stocks in 2009 after 10 years of lousy returns. Similarly, we think it is a mistake to 
give up on international and emerging market stocks today, after five years of significant underperformance. Giving up or reducing 
allocations on developed international/emerging market stocks now, and reinvesting the money back into U.S. stocks strikes us as 
“chasing performance” and selling low and buying high. We think the expected long-term (10-year) future returns of developed 
international and emerging market stocks are likely higher than U.S. stocks at this point, due to the extreme differences in current 
valuations.  Research Affiliates projects future 10-year real returns on emerging market stocks at 8% per year, compared to just 
1% per year for U.S. stocks. Emerging market countries now produce over 50% of the world’s economic output (GDP), and that 
share continues to grow.

We are going to stay with our strategy of global strategic asset allocation, where we typically invest between 25% and 40% of our 
client’s equity portfolio into developed international and emerging market stocks. In our opinion, this is the best way to produce 
steady, positive, long-term returns and help clients maximize the probability of reaching their financial goals. We believe there 
are still real risk reduction benefits to diversification by owning stocks all around the world, and given today’s valuations there is 
good reason to expect higher returns over the next ten years from a global portfolio as well.


