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Charles Aram

“It’s been winter
everywhere for the

value-oriented

investor.’ ,

KEY POINTS

Cyclicality is a feature of both
atmospheric conditions and
investment performance. The
historical record promises that
for value investors, summer will
follow winter—the challenge
is in weathering the passing
blizzard of negative returns.

Both US. and developed-
market RAFI™-based strategies
have outperformed their cap-
weighted value benchmarks
over the long term and on a 1-,
3-, 5-, and 10-year trailing basis.

The largest and most persis-
tent investment opportunity is
long-horizon mean reversion,
which explains the historical
outperformance of RAFI and
supports our expectation that
the dynamic value tilt of funda-
mental-index-based strategies
will generate future excess
returns over the long term.

Greetings from the Cold

Charles Aram and Jonathan Treussard, Ph.D.

Both of us are European-born and have
a particular appreciation for kitsch-y
Americana and its sunny outlook, perhaps
as a reaction to our more neutral (some
might argue, existential and heavy)
cultural heritage.!! High in the firmament of
traditional Americana are the “Greetings
from” postcards depicting cities and sights
from around the United States—although we
have noted the enthusiastic adoption of this
quaint piece of memorabilia by other locales
around the world. The one characteristic
shared by all such postcards is the absence

of the gloom and grey of winter!

Earth's
“winter"—sometimes  as

Investors, like all creatures,
experience
unseasonably long—in asset classes,
sectors, strategies, and regions that can stay
out of favour for months, years, and even
decades. After years of living in Boston,
New York City, Paris, and London we can
attest that, whereas all four are exciting
places to work and live, perfect blue skies

and warm sunny days are not permanent

features of these cities. While their winters
can be unforgivingly harsh and cruelly
demoralizing, they are also home to glorious
springs, magical summers, and riotously
colourful autumns. The same is true in
investing. Just as surely as summer follows
winter, so too do unpopular strategies and
asset classes enjoy their day in the sun.

Investing Seasons

We at Research Affiliates are value investors
with a long-term contrarian perspective. We
seek securities, asset classes, sectors, and
regions that are unloved and undervalued,
investing in and overweighting them the
more unloved and undervalued they become.
Our strategy has a seasonality all its own,
just like most reliable sources of long-term
excess returns we've come across. Although
seasons in investing may not conform as
neatly to calendars as they do in the physical
world, they are undeniably real, with excess
returns oscillating between harsh winters

and balmy summers.
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Starting  from a broad vantage
point, let's compare the cumulative
excess returns of U.S. stocks versus
U.S. bonds over the 215 years from
1801 to 2015, as shown in Figure 1.
Stocks underperformed bonds for 15
years or more in three instances over this
lengthy horizon: a 78-year period com-
prising most of the 1800s, the 20 years
following the Stock Market Crash of
1929, and the last 15 years from 2000 to
the present day. Nevertheless, we don't
believe most reasonable investors would
argue that abandoning equities entirely
as an asset class makes a lot of sense for
a diversified long-term portfolio.

This same seasonality repeats in just
about every strategy and sector of the
market. Three simple, straightforward
spread strategies clearly show the ebb

and flow of returns. Figure 2 plots the
term premium in U.S. Treasuries (long
the 10-year rate and short T-bills) along
with two credit spread strategies (long
investment-grade credit and short
10-year Treasury, and long high-yield
credit and short investment-grade
credit). Admittedly crude, and only
approximating  actual investment
strategies, they speak volumes about
the functioning of financial markets.
All three strategies made good sense
over periods as long as multiple
decades, accruing returns throughout
the entirety of the time series, in no
less than 60% of all monthly rolling
one-year time windows. Yet notice
the cyclicality in returns—even for the
innocuous term-premium strategy—
with annual reads of plus and minus

10% not being out of the ordinary.

The same pattern is present in equity
market strategies, a prime example
being value-minded strategies whose
cyclicality we've described in the past
as “unreliably reliable”; thus, in our
view, distinguishing between weather
and climate is a worthy endeavour.
Weather is atmospheric conditions
over a short period of time, whereas
climate is atmospheric “behaviour”
over relatively long periods of time.
Cyclicality is an inherent feature of
investing (climate), with sometimes
volatile swings in returns (weather)
over each cycle. But none of this, on the
face of it, suggests a strategy is good or
bad. Itjust means staying the course will
be more or less uncomfortable. Thus,
to assess the intrinsic performance
attributes of a strategy requires a long-
range perspective.

Figure 1. U.S. Stocks vs. Bonds, Cumulative Relative Performance, 1801-2015

20-year span,
1929-1949,
Bonds beat Stocks

15-year span,
2000-2015,
Bonds beat
Stocks

$1,000.0
(0]
(8]
g
£ $100.0
£
[0
o
[0
=
©
< $10.0
14
[
-(% 78-year span, 1801-1879,
=] Bonds beat Stocks
€
1.0
a $
$0.1

1801 1821 1841

——U.S. Stock vs. Bond Relative Return

1861 1881 1901 1921 1941

1961 1981 2001

— — —Last High-Water Mark

Note: Equity data are an equally weighted composite of Schwert Equity Index (1800-1925), FQ Equity Return (1871-1925), and Ibbotson Equity Return
(1926-2015). Bond data are an equally weighted composite calculated using the U.S. 10-yr. bond yield (1800-2015), 10-yr. yield Global Financial Data
(1800-2015), and Ibbotson Bond Yield (1926-2015).

Source: Research Affiliates, LLC, based on data from Bloomberg and Ibbotson.
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Figure 2. Returns to Three U.S. Spread Strategies, 1974-2015
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Note: Investment grade and high yield are intermediate duration.
Source: Research Affiliates, LLC, using data from the Federal Reserve Bank of St. Louis FRED database and Barclays.

Using data from the Fama-French
online library to examine the ubiqui-
tous HML series (long high book-to-
market stocks and short low book-to-
market stocks),? we can illustrate just
how long the value “winter” weather
has been. But first let's look at the
value “climate.” The mean one-year
rolling return since inception of the
series in 1926 is nearly 5% and—to
be conservative in the face of several
extreme realizations to the upside
(D—the median of the series is still
an impressive 3.7%. Furthermore, of
the 1,063 monthly values for one-year
rolling returns, 660 were positive (a
“batting average” of more than 60%)
despite streaks of negative prints as
long as 29 consecutive months.? In
other words, value as defined by HML
has been a reliable long-term winner,
despite significant short-term disap-
pointment along the way.
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Over the shorter 1979-2015 period
(1979 marking the
1000 Value

vanilla” capitalization-weighted value

launch of the
Russell Index), “plain
has faced massive headwinds, but in
the same environment, fundamentally
weighted, value-tilted strategies, such
as the RAFI™

series, have withstood the headwinds

Fundamental Index™

to generate long-term excess returns.
Table 1 compares the performance of
the FTSE RAFI™ US 1000 Index and the
Russell 1000 Value to the cap-weighted
Russell 1000 Index over the 1979-2015
period. FTSE RAFI earned an excess
return of 1.87% for the period compared
to the 0.31% excess return produced by
the Russell 1000 Value.

This track record supports our core
investment philosophy that “the largest

and most persistent active investment

620 Newport Center Drive, Suite 900 | Newport Beach, CA 92660 | +1(949) 325 - 8700 | www.researchaffiliates.com

Credit Spread (HY minus IG)

opportunity is long-horizon mean
reversion” (Brightman, Treussard, and
Masturzo, 2014), which explains why
the dynamic value tilt of the RAFI
strategy outperformed over the last
36 vyears. Value strategies generate
substantial excess returns in the long
run, at least for those who can commit
to the strategy despite ups and downs
in performance. The costs to investors
of not eschewing performance chasing
are very real, as documented by Hsu,
Myers, and Whitby (2016), who found
fund investors’ average dollar-weighted
returns underperformed their funds’
buy-and-hold returns by 131 bps over the
period 1991-2013. This negative margin is
the result of both buying and selling late,
falling prey to chasing performance in
lieu of investing in undervalued securities

over the long term.
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Table 1. FTSE RAFI US 1000 Index Value-Add, 1979-2015

Index 1-Year 3-Year 5-Year 10-Year L‘::igs ;Zer;m ;:?:;;: S:::ize SDt:t:
FTSE RAFI US 1000 Index -2.50% 14.21% 11.81% 8.22% 13.60% 15.31% 0.57 1/1/1979
Russell 1000 Value Index -3.83% 13.08% 11.27% 6.16% 12.05% 14.65% 0.49 —
Russell 1000 Index 0.92% 15.01% 12.44% 7.40% 11.74% 15.25% 0.45 —
FTSE RAFI Value Add -3.42% -0.80% -0.64% 0.81% 1.87% = = =
Value Index Value Add -4.74% -1.93% -1.17% -1.25% 0.31% = = =

Source: Research Affiliates, LLC, based on data from FactSet.

Let us look more closely at the “sea-
sonality” of a U.S. equity value strategy.
In order for a value strategy to gener-
ate excess returns, mean reversion in
valuations must take place. Simply put,
enough “expensive” stocks must get
relatively cheaper and enough rela-
tively “cheap” stocks must get at least
a little less cheap. But the requirement
is not that this happens uniformly and
concurrently for every security, just for
a sufficient fraction of the market; that
said, the last two years or so have been
characterised by somewhat extraordi-
nary circumstances in which value has
been punished across virtually all sec-
tors on a global scale. In others words,
it's been winter everywhere for the

value-oriented investor.

As Figure 3 shows, over the past two
years as RAFI-based strategies began
to experience significant performance
challenges, in nearly every sector of
the developed equity market expensive
stocks—the top decile by price-to-
book (P/B) ratio—beat cheap stocks—
the bottom decile. The sole exceptions
were the healthcare and telecommuni-

cations sectors.

research”
affiliates

In response to the recurring underper-
formance of value stocks over the last
several years, RAFI-based strategies,
relying on a disciplined rebalancing
approach, have increased their active
weight to the two worst performing
developed-market sectors—energy
and basic materials—the only two
sectors to post negative returns. In
2013, after rebalancing, the active
weight to these two sectors for the
FTSE RAFI Developed 1000 Index was
2.29%, in 2014 the active weight rose
to 3.60%, and in 2015 to 5.59%.

What Winter Looks Like

As if there is doubt in anyone's mind,
let us state unambiguously that we
are writing this particular missive from
the depths of a very painful winter in
value-land. Table 1 shows this clearly.
On a 1-, 3-, 5-, and 10-year trailing
basis, Russell 1000 Value generated
solidly negative excess returns,
-4.74%, -1.93%, -1.17%, and —1.25%,
respectively. In a parallel, though much
milder manner, FTSE RAFI US 1000
posted negative excess returns on a 1-,
3-, and 5-year trailing basis. Last year's

performance was very painful indeed

at =3.42%, which dragged down the
trailing 3- and 5-year excess returns

to near zero.

The long-term tracking error (1962-
2015) of FTSE RAFI US 1000 relative
to the S&P 500 Index was 4.2%
annualised,* not exactly an "extreme”
concentrated deep-value strategy.
And yet, pronounced cyclicality is a
reality. In the warmest of summers,
FTSE RAFI US 1000 may outperform
by 20% or greater, as it did in the
aftermath of the tech bubble or
after the darkest hours of the global
financial crisis. Nonetheless, even a
4.2% tracking error allows for deep
pain, as exemplified by the negative

return posted in 2015.

We must remember, however, that
seasons come and seasons go.
Eventually long winter nights will give
way to seemingly endless summer
days in which we can enjoy the
ripened fruits of seeds planted much
earlier. Our notes then will be sun-
filled postcards reporting stupendous
excess returns. But summer weeks,

like their preceding wintry months,
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Figure 3. Developed Equity Sector Performance, 2013-2015

30

20 . .

Difference in Returns (%)
)
o
o
o

-20
o

-30

-40 ()

-50

® Most Expensive Decile (P/B)

Source: Research Affiliates, LLC, based on data from FactSet.

succumb to the passage of time—and
anchoring on their lost splendour only
makes the next winter that much more

difficult to tolerate.

Global Winter—Not
Just the Northern
Hemisphere

The same performance pattern for value
relative to cap-weighted indices realised
over the last decade in the United States
also holds for similar strategies beyond
the United States. In the long term,
RAFI-based international strategies
produced meaningful value-add,
outpacing cap-weighted benchmarks
by 1.94% (developed equities), 2.35%
(developed equities ex U.S.), and 3.43%

(emerging markets), as reported in
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Table 2. Shorter-term horizons, however,

reveal a different story.

For the three years ending December
2015, the FTSE RAFI Developed 1000
ex US Index underperformed the cap-
weighted MSCI World ex US Index by
a handful of basis points (-0.04%);
by comparison, the MSCI World ex
US Value Index underperformed by
-2.42%. Over the same period, in

‘ ‘Just as surely as summer
follows winter, so too
do unpopular strategies and
asset classes enjoy their
day in the sun., ,

® Cheapest Decile (P/B)

emerging markets, where value has
been most severely punished, the
RAFI strategy more pronouncedly
underperformed, down —4.82% versus
the MSCI Emerging Markets Value
Index underperformance of —-3.08%,
both relative to the cap-weighted
benchmark. Indeed, the winter in value-

land is being felt around the globe.

Last-Minute Winter
Getaways

The long and unforgiving winter in
value-land has left many investors
understandably craving a little sunshine.
We've been there—caught in the grip
of a steely grey winter—desperately
jumping on the internet to book a last-

minute flight to an island paradise for a

620 Newport Center Drive, Suite 900 | Newport Beach, CA 92660 | +1(949) 325 - 8700 | www.researchaffiliates.com Page 5
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Table 2. FTSE RAFI International Strategies Value-Add, 1984-2015
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Index 1-Year 3-Year 5-Year 10-Year LOI_T Ii t'(l;t:;m ;:?::;;i S::tri;;e SDt:tr:
FTSE RAFI Developed 1000 Index -4.26% 8.63% 6.55% 5.59% 11.61% 15.27% 0.51 | 1/1/1984
MSCI World Value Index -4.82% 7.71% 6.38% 3.79% 9.45% 15.19% 0.37 -
MSCI World Index -0.32% 10.23% 8.19% 5.56% 9.67% 15.20% 0.38 -
FTSE RAFI Value Add -3.94% -1.60%  -1.65% 0.02% 1.94% = = =
Value Index Value Add -4.50% -252% -1.82% -1.77% -0.22% - - -
FTSE RAFI Developed ex US 1000 Index -4.80% 4.37% 2.45% 3.79% 11.15% 17.74% 0.41 | 1/1/1984
MSCI World ex US Value Index -7.68% 1.99% 1.90% 1.95% 9.58% 17.50% 0.33 -
MSCI World ex US Index -2.60% 4.41% 3.28% 3.41% 8.80% 17.37% 0.28 -
FTSE RAFI Value Add -2.19% -0.04%  -0.83% 0.38% 2.35% = = =
Value Index Value Add -5.08% -242%  -138%  -1.45% 0.78% - - -
FTSE RAFI Emerging Markets Index -21.31% -11.24% -7.87% 3.97% 12.30% 23.85% 0.45 | 1/1/2001
MSCI Emerging Markets Value Index -18.57% -9.50% -6.74% 3.39% 9.33% 22.86% 0.34 —
MSCI Emerging Markets Index -14.60% -6.42% -4.47% 3.95% 8.87% 22.81% 0.32 —
FTSE RAFI Value Add -6.71% -4.82%  -3.40% 0.03% 3.43% = = =
Value Index Value Add -3.98% -3.08% -227%  -0.56% 0.46% - - -

Source: Research Affiliates, LLC, based on data from FactSet.

couple of days, only to return tired and
poorer. Much like last-minute tickets to
the Caribbean or Mediterranean have a
nasty habit of being extremely expensive
in the darkest days of February, the
getaways available to investors seeking
relief from their recent experience in
value strategies may prove expensive
and disappointing.

Consider the market darlings known
by their acronym FANG® (Facebook,
Amazon, Netflix and Google, now
Alphabet). Collectively, as illustrated in
Figure 4, the stock prices of these four
companies increased 200% from June
2012 to year-end 2015. In addition, the
collective P/E of the four nearly doubled
over the same period, indicating their

stupendous returns are largely a result of
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their becoming more expensive, much
like the cost of that last minute trip! The
rise in the FANG stocks' collective P/E
is of particular note when compared
to the P/E of the S&P 500 at year-
end—approximately 42 vs. 20. For a
few days in early February 2016, Google
overtook Apple in terms of market
capitalization, a dubious honour and
not an encouraging sign for investors
jumping into Google after such a run-
up. This move, of course, isn't all that
has occurred in the early weeks of 2016.
The market has seriously corrected,
taking with it the prices of the FANG
stocks, very possibly an early crack in
growth stocks’ running the table.

Another perspective on cyclicality is
a recent study by Arnott et al. (2016)

620 Newport Center Drive, Suite 900 | Newport Beach, CA 92660 | +1(949) 325 - 8700 | www.researchaffiliates.com

that examines six common U.S. equity
strategies—value, positive momentum,
small cap, illiquid, low beta, and high
1967. A

comparison of the relative valuation

gross  profitability—since
and subsequent relative performance
for each indicates a strong link between
the two: the market's performance-
chasing behaviour has created much of
the factor's return. This rise in relative
valuation not only boosts past relative
performance, it also opens the door
for subsequent lower returns when
valuations revert to historical norms.
In fact, seeking a “return”-getaway in
any of the five strategies (other than
value) analysed in the study appears
to invite an expensive one-way ticket
to underperformance when valuations
inevitably adjust.

Page 6
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Figure 4. Cumulative Return and P/E: FANG Stocks versus S&P 500 Index
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Source: Research Affiliates, LLC, based on data from FactSet. FANG P/E calculated by summing the net income of all four FANG stocks and
dividing by total market capitalization of all four stocks.

Restorative Summer
Holidays

Similar to the angst experienced by
blizzard-trapped and drizzle-logged
denizens of frozen and bitter climes, the
pain felt by value investors is tangible.
In the midst of the dreariest days, it's all
too easy to overlook the fact that these
exact conditions presage a reversal
in seasons and will eventually usher
in a possibly extended span of strong
returns for disciplined value investors.
Mean reversion has shown itself to be
a reliable and powerful force, and the
most persistent investment opportunity

for long-term investors.
Could we attempt to assess the

“turn” in the weather by relying on

our observations of past and current

research”
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“The market has seri-
ously corrected,...very
possibly an early crack in
growth stocks’ running

the table., ,

signals? Of course, but past is not
prologue. Rather, we are taking
shelter from the adverse elements in
a disciplined value-oriented strategy.
A boon of fundamental index-based
strategies is their persistent ratchet-
like moves to a deeper value posture
whenever value rotates out of favour
or further out of favour. Then, when the
inevitable snap-back in mean reversion

occurs, these strategies should recover

significantly more than the losses they
endured during the value winter. As
time and experience has repeatedly
proven, disciplined value investors, such
as ourselves, will be rewarded—one day
(we hope soon!) to be basking in long-

awaited summer breezes.

We would like to believe that the first
few weeks of 2016 are the beginning of
the winter thaw, as expensive, growth
stocks come under pressure. Are we
experiencing an inflection point? Are
summer days just ahead? Only time
will tell. But we are confident enough
in the coming warmer weather that
we are perusing the book stand to
choose our beach reading list and
searching the attic to locate our
luggage under the eaves.

620 Newport Center Drive, Suite 900 | Newport Beach, CA 92660 | +1(949) 325 - 8700 | www.researchaffiliates.com Page 7
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3. This exceptionally long episode (29 months) of poor performance in value
stocks extended from September 1989 to January of 1992; the recent rut
for value, according to the same data series, is in its 15th month.

4. Other FTSE RAFI Index strategies have exhibited annualised tracking
error in the 4-6% range over the 1962-2015 period.

5. Being included in an acronym seems to be a highly contrarian indicator, at
least based on the appearance of the now disgraced BRIC countries: Brazil,
Russia, India, and China. These four nations went from beacons of hope to
toxic waste in the eyes of global investors shortly after reaching acronym
status. Keenly aware of the exaggerated mood swings of market participants,
we trust the truth is somewhere in the middle—neither beacons of hope nor
toxic waste.
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Disclosures

The material contained in this document is for general information purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale
of any security, derivative, commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate
only to a hypothetical model of past performance (i.e., a simulation) and not to an asset management product. No allowance has been made for trading
costs or management fees, which would reduce investment performance. Actual results may differ. Index returns represent back-tested performance
based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment. Indexes are
not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research
Affiliates™ and its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make
warranties, express or implied, regarding the accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omis-
sions or for results obtained from the use of this information. Nothing contained in this material is intended to constitute legal, tax, securities, financial or
investment advice, nor an opinion regarding the appropriateness of any investment. The information contained in this material should not be acted upon
without obtaining advice from a licensed professional. Research Affiliates, LLC, is an investment adviser registered under the Investment Advisors Act of
1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training.

Investors should be aware of the risks associated with data sources and quantitative processes used in our investment management process. Errors may
exist in data acquired from third party vendors, the construction of model portfolios, and in coding related to the index and portfolio construction process.
While Research Affiliates takes steps to identify data and process errors so as to minimize the potential impact of such errors on index and portfolio
performance, we cannot guarantee that such errors will not occur.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™ and the Research Affiliates™ trademark and corporate name and all
related logos are the exclusive intellectual property of Research Affiliates, LLC and in some cases are registered trademarks in the U.S. and other countries.
Various features of the Fundamental Index™ methodology, including an accounting data-based non-capitalization data processing system and method for
creating and weighting an index of securities, are protected by various patents, and patent-pending intellectual property of Research Affiliates, LLC. (See all
applicable US Patents, Patent Publications, Patent Pending intellectual property and protected trademarks located at http:/www.researchaffiliates.com/
Pages/ legal.aspx#d, which are fully incorporated herein.) Any use of these trademarks, logos, patented or patent pending methodologies without the
prior written permission of Research Affiliates, LLC, is expressly prohibited. Research Affiliates, LLC, reserves the right to take any and all necessary action
to preserve all of its rights, title, and interest in and to these marks, patents or pending patents.

The views and opinions expressed are those of the author and not necessarily those of Research Affiliates, LLC. The opinions are subject to change
without notice.
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