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When Value Goes Global

By Brandon Kunz and Michele Mazzoleni, PhD
“Buy cheap and sell dear.”— Benjamin Graham, The Intelligent Investor

Value investing, a well-known and popular strategy, enjoys broad adoptionin the
investment community and is supported by a wide array of academic articles.
Investors likely associate the word “value” with terms such as book-to-market ratio,
price-to-earnings ratio, and bond yield, which are traditionally used for selecting
investments in individual stocks, an entire equity market, or local government
bonds. A robust body of literature, however, indicates that value strategies work
just as well when investing globally across international equity indices, foreign
government bonds, currencies, and commodities.’

Key Points

1 The value premium is traditionally associated with stock selection and
market timing, however, value investing works just as well when applied

globally across major asset classes.

2. The alternative value portfolios we study are typically uncorrelated with
their underlying asset classes, traditional value approaches, and each
other, thereby offering meaningful diversification benefits alongside

attractive excess return potential.

3. The success of value portfolios hinges on their design, which allows
investors to gain better exposure to desired risk premia not easily

available when investing in a single market.
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Global value portfolios are indeed attractive. As we review
in this article, these strategies offer notable risk-adjusted
returns, which are largely uncorrelated with the underlying
markets. Moreover, they have succeeded when traditional
value approaches have fallen short. For instance, using
valuations to invest across global equity markets and inter-
national government bonds has proven to be a worthwhile
endeavor. In contrast, equity valuations and bond yields
have been of little help in predicting mean reversion within
US stock and bond markets (e.g., Masturzo, 2017, and Garg
and Mazzoleni, 2017).

With significant potential to enhance an investor’s port-
folio, a natural question arises: What makes these global
value strategies so effective? To fully harvest value premia
in global markets, the use of derivatives and shorting may
be necessary. Derivative contracts, however, are merely an
instrument and alone do not provide sufficient conditions
for success. The success of value portfolios hinges on their
design, which allows investors to gain better exposure to
desired risk premia not easily available when investing in
a single market.

We highlight three explanations for the success of global
value strategies. First, long-short portfolios allow inves-
tors to hedge movements in the markets that may not be
simple to time when investing in a single asset. For instance,
equity price-to-earnings ratios have been steadily rising
over recent decades, compromising their ability to success-
fully forecast equity markets. Second, global portfolios are
well suited to identify and capture alternative sources of
value premia, all while controlling for other factors that
may not be desired in the portfolio. Indeed, we document
that a traditional approach to timing US Treasury bonds
may actually have little to do with the value phenomenon.
Lastly, diversification is said to be the only free lunch in
finance, and this idea applies to the value factor as well.
For example, predicting the path of the US dollar against

“The success of global...
value strategies depends
on an economically
motivated design.”

a basket of other major currencies—a single concentrated
bet—is more challenging than forecasting the relative path
of multiple currencies in a broad basket of currencies—a
diversified set of multiple bets.

In sum, value is a robust phenomenon that can take several
different forms and its success on a global stage depends
on an economically motivated design. Indeed, as empha-
sized by Israel, Jiang, and Ross (2017), a number of seem-
ingly small decisions can significantly influence subsequent
portfolio performance.

Value in Equities: From
Traditional Approaches to
Global Portfolios

Today's possibly best-known application of value invest-
ingisinthe selection of individual stocks. A value strategy
selects securities that trade at a discount, or at a price

below intrinsic value, a recommendation that goes back at
least to Graham and Dodd (1934). In practical terms, inves-
tors should seek companies whose stocks are trading at low
prices relative to their earnings and book values. This prac-
titioner advice was later validated in the academic commu-
nity with the pioneering work of Fama and French (1992),
whose high-minus-low (HML) factor has since shaped the

academic literature on empirical asset pricing.

Valuation metrics can also be used to time an entire equity

market. The literature offers a set of relevant metrics to

estimate the market’s fair value, an admittedly challeng-
ing exercise. In particular, following the work of Campbell

and Shiller (1988), the cyclically adjusted price-to-earnings

(CAPE) ratio has become a popular indicator of value (e.g.,
Arnott, Kalesnik, and Masturzo, 2018). The CAPE ratio

compares the current market price to the average of the

previous 10 years of earnings expressed in today’s dollars,
thereby eliminating seasonal fluctuations and smoothing

economic cycles. Arnott, Kalesnik, and Masturzo explored

this topic in great detail.

Over the course of the last 90 years, value investing in the
United States has proven to be a successful exercise. To
appreciate this claim, we summarize the returns of two
hypothetical long-short portfolios, which are meant to
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illustrate the potential excess return earned by traditional
value approaches. The first portfolio is the high-minus-
low (HML) factor, which is constructed by buying US value
stocks—those with a higher book-to-market ratio—and
selling US growth stocks; this is done after controlling for
companies’ differences in size.? The second zero-invest-
ment portfolio, denominated the CAPE portfolio, tactically
allocates between cash and the US stock market using the
level of the CAPE as a signal. For instance, when the CAPE
ratio is lower than its recent history, the portfolio is bullish
and invests in the stock market by borrowing at the cash
rate; otherwise, it does the opposite and takes a bearish

view.3

The historical evidence in the US market—a 0.38 Sharpe
ratio for the HML portfolio and 0.20 for the CAPE portfolio
from July 1926 through October 2017, both correlations are
statistically significant—suggests that the value premium
as traditionally applied is real, and that adjusting portfolio
exposures based on these value metrics can lead to outper-
formance. But Benjamin Graham's time-tested advice to
“buy cheap and sell dear” does not need to be limited to
single securities or markets. If buying below and selling
above intrinsic value has proven effective both within the
equity market and at the equity market level, we might
naturally expect a value-oriented approach to prove fruitful
when applied across the world's equity markets.

By drawing a parallel between individual stocks and
markets, we next build an HML strategy applied to 12 devel-

oped country equity markets. This alternative value strat-
egy takes equally weighted long positions in the top-third
most attractively valued equity markets and equally
weighted short positions in the bottom-third least attrac-
tively valued equity markets across the developed world.
We use market indices and local cash rates to compute
each of the 12 markets’ excess return, and the portfolio is

rebalanced monthly.*

Similar to individual stock analysis, we rank equity markets

by their book-to-market ratio. Markets with a high book-
to-market ratio are deemed cheap, and markets with alow

ratio are deemed expensive. We call this strategy the Global

portfolio, and it has indeed proven successful over about 30

years (March 1985 through October 2017). This long-short

portfolio logged a Sharpe ratio of 0.42, a remarkable source

of excess return having the added benefit of being largely
uncorrelated with both of the more-traditional HML and

CAPE portfolios, and the US stock market.

In contrast to the HML and CAPE strategies, the Global
portfolio has not disappointed over the most-recent
30-year sample period. The premium offered by the HML
strategy, for example, has almost been halved with respect
to the full-sample evidence (2.7% versus 4.6%), and the
premium offered by the CAPE strategy has been null
(-0.2%). What happened to these two traditional value
portfolios? And where is the resilience of this alternative
Global portfolio coming from?

Selecting Stocks and Timing the Market, Jul 1926—Oct 2017

Statistics
Return
Volatility

HML Portfolio
4.6%

12.1%
Sharpe Ratio 0.38

CAPE Portfolio
1.86%

9.31%
0.20

Source: Research Affiliates, LLC, based on data from the Kenneth French and Robert Shiller databases. Returns and volatilities are annualized.

Value Strategies in Equities, Mar 1985—-0Oct 2017

Statistics HML Portfolio
Return 2.7%
Volatility 10.1%
Sharpe Ratio 0.27

CAPE Portfolio Global Portfolio

-0.2% 2.1%
7.70% 5.1%
-0.02 0.42

Source: Research Affiliates, LLC, based on data from Bloomberg and the Kenneth French and Robert Shiller databases. Returns and volatilities are

annualized.
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A correlation matrix sheds some light on the dynamics of
these three portfolios. The global approach displays, on

average, a null association with the other two value port-
folios, whereas the 0.31 correlation between the HML and

CAPE strategies over the period is positive and quantita-
tively significant. As pointed out by Israel and Ross (2017),
the latter pattern is explained by the significant market bets

that a simple implementation of the HML factor has taken

over the years. In short, despite being a long-short portfolio,
the HML portfolio has, on average, been short equity beta

along with the CAPE portfolio.

The resilience of the Global portfolio is primarily due to
its design: being simultaneously long and short allows
the strategy to hedge the common global equity premium
shared by developed equity markets. International equity
markets display a high degree of co-movement, and this
common variation has been difficult to time. Specifically,
equity markets have appreciated over the last few decades
according to various valuation metrics, and this continuous
upward trend explains the underperformance of the CAPE
portfolio, which has largely had a short position in the US
stock market.®

To illustrate the importance of the Global portfolio’s
design, let's consider a simple twist to its construction.
This time, we rank each country based on the level of its
book-to-market ratio with respect to its trailing histori-
cal average, and then buy any country that is accordingly
deemed expensive or sell it otherwise. (We ignore
any cross-sectional information and exclusively rely on
time-series information.) This new portfolio performs very
similarly to the CAPE portfolio, offering an insignificant
excess return. Further, its correlation with the CAPE port-
folio jumps to approximately 0.60, despite its being diver-

sified across 12 developed equity markets. In other words,
this twist in design led to significantly negative market
exposure—not a desirable outcome.

Inspired by the attractive characteristics of the global
equity strategy, we next explore an alternative value
approach across global government bonds.

Value in Bonds: From the Term
Spread to Real Yields

As with equities, a natural definition of value in govern-
ment bonds would likely rely on some price-to-fundamental
ratio. Government bonds are expected to pay a coupon
(interest) and repay principal, which conveniently allow
investors to compute a bond’s yield. Combinations of bond
yields can be very useful predictors of bond excess returns
(e.g., Cochrane and Piazzesi, 2005). Yet, there's a catch: a
successful predictor of bond returns may be forecasting
multiple sources of risk premia and not just mean rever-
sionin prices.

To understand value in government bonds, let's start by
focusing on the 10-year US Treasury bond and two metrics
suggested by Asness, Moskowitz, and Pedersen (2013) in
their international study: the term spread and the 10-year
real yield. In our study, we define the term spread—likely
the best-known predictor of bond returns—as the differ-
ence between the yields of the 10-year US Treasury bond
and the 3-month US Treasury bill. We define the 10-year
real yield as the current nominal yield minus the trailing
five-year average core inflation rate. These two measures
can be understood as different ways to measure a bond's
valuation.

Correlations of Equity Value Portfolios, Mar 1985—0Oct 2017

HML Portfolio

Correlation Matrix US Market
US Market 1
HML Portfolio -0.22
CAPE Portfolio -0.40
Global Portfolio 0.08

CAPE Portfolio

Global Portfolio

0.31 1
0.00

-0.07 1

Source: Research Affiliates, LLC, based on data from Bloomberg and the Kenneth French and Robert Shiller databases. Returns and volatilities are

annualized.
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“Real yields offer the most
relevant value metric to
bond investors.”

We assess these valuation metrics by constructing two
tactical portfolios. The first portfolio, which we call the
term-spread portfolio, invests in the 10-year bond by
borrowing at the cash rate if the spread is above its trailing
average level. Otherwise, it shorts the bond and invests
in cash. The second portfolio, which we call the real-yield
portfolio, follows a similar strategy, but uses the level of
the 10-year real yield relative to its trailing average level
as the value indicator.

Our results clearly illustrate why the term spread is a very
popular predictor of returns, whereas the real yield alone
never makes the headlines. The overall performance of the
two portfolios—represented by their respective annualized
total returns (3.4% for the term-spread portfolio versus
-0.7% for the real-yield portfolio)—is quite different. The
term portfolio offers a notable 0.47 Sharpe ratio, whereas
the Sharpe ratio of the strategy based on the relative level
of the real yield is null. A comparison of the total returns,
however, may lead to a premature conclusion.

To fully appreciate the value added by the term-spread
portfolio, we can decompose the two portfolios’ returns
into spot and carry components. As emphasized by Koijen
et al. (2016), carry is a significant component of many
successful strategies, and it corresponds to the returns that
would be realized if spot prices did not change; that is, the

difference between the total return and carry is explained
by price movements in the cash market:

Total Return = Carry Return + Spot Return

Therefore, the difference between the total return and the

spot return is simply the carry tilt of a portfolio. This decom-
position teaches us two things: first, a bit less than half of
the term-spread portfolio’s return (3.4% — 2.0% = 1.4%)
is due to the carry factor, not to mean reversion in valua-
tions; and second, the real-yield portfolio takes consistent

negative carry bets, which wash away any potential excess

return.

Although we do not show it here, a look at the correla-
tion (0.44) of the return of the term-spread portfolio with
the return of a simple long-bond position further reveals
the nature of the term-spread signal. Because of falling
yields over the March 1989-October 2017 period, the term-
spread portfolio has had a net positive bond market expo-
sure, which entirely explains the spot component of its
return. Allin all, the term-spread signal did not display any
obvious value tilt in our out-of-sample exercise applied to
the US Treasury market.

Once again, a persistent fall in bond yields since the early
1980s greatly complicates the life of a US contrarian inves-
tor, whether she uses the term spread or the real yield as
an investment signal. And just like for the equity analysis,
avalid alternative is offered by a global approach to value
investing.

To assess the validity of a global approach to value invest-
ing across government bonds, we create two global bond
portfolios. The global term-spread portfolio’s positions are

Timing of the 10-Year Treasury Bond, Mar 1989—Oct 2017

Term-Spread Portfolio

Total Return

Spot Return

Real-Yield Portfolio

Total Return Spot Return

Return 3.4%
Volatility 7.1%
Return/Risk 047 0.28

2.0%
7.1%

-0.7% 0.3%
7.2% 7.1%
-0.10 0.05

Source: Research Affiliates, LLC, based on data from Datastream and Bloomberg. Statistics are annualized. Note: The returns used in our portfolios are
based on the difference between the return of the 10-year Treasury bond and the US cash rate. To compute the two investment signals, our data start in

January 1962. For consistency purposes, however, we start all our out-of-sample portfolio tests in March 1989, when our international dataset is

available.
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Selecting Global Government Bonds, Mar 1989—0Oct 2017

Term-Spread Portfolio

Total Return

Real-Yield Portfolio

Total Return

Spot Return

Spot Return

Return 11% 0.2% 0.5% 0.7%
Volatility 2.1% 2.1% 2.0% 2.0%
Return/Risk 0.49 0.07 0.26 0.34

Source: Research Affiliates, LLC, based on data from Datastream and Bloomberg. Statistics are annualized. Note: Individual country’s returns are

computed as the difference between the return of a 10-year bond and the local cash rate.

driven by a cross-sectional comparison of the term spread,
and the global real-yield portfolio’s positions are deter-
mined by a cross-sectional comparison of the 10-year real

yield. By using a sample of eight developed, liquid markets,
these strategies take equally weighted long positions in

the top-third group of countries with the highest signal and

equally weighted short positions in the bottom-third with

the lowest signals. We estimate government bond futures’
returns and the portfolios are rebalanced monthly.®

The global evidence is clear. By relying on cross-sectional
information, the real-yield portfolio offers a positive excess
return, all of which is in the form of spot price movements
(spot return of 0.7% versus total return of 0.5%). In addi-
tion, the correlation between the returns of the global port-
folio and its original US version is positive (0.26), further
lending support to its economic rationale. Instead, the
correlation with the return of the global term-spread port-
folio is negative (=0.33), indicating the difference in nature
between these two strategies.

Clearly, the real-yield signal offers the most relevant metric
to gauge value for bond investors, whereas the term-spread

portfolio is best utilized as a carry strategy, a worthwhile
topic, but one that lies outside the scope of this article.

Additional Sources of Value:
Currency and Commodity
Approaches

Two other assets tend to make the headlines of financial

newspapers: the US dollar and the price of oil futures. As

such, investors may be tempted to try to time these two

assets based on their perceived valuations. But as has been

the case with equities and bonds, market timing can be a

tricky exercise, and the US dollar and oil are no exceptions.
In particular, neither the US dollar nor oil pays a dividend,
which greatly complicates the search for a convincing valu-
ation metric. Hence, we conclude our empirical analysis by

offering a simple solution: diversify your bets!”

To appreciate the benefits of diversification, we constructed
our usual 1/3 long and 1/3 short portfolios applied across
10 developed currencies and 24 commodities.® Because
these assets do not pay a dividend, we chose to adhere to
the literature to gauge their valuations through the five-

Correlations of US and Global Bond Value Portfolios, Mar 1989—Oct 2017

Correlation Matrix Term Spread Real Yield Term Spread Real Yield
(Us) (US) (Global) (Global)

Term Spread (US) 1.00

Real Spread (US) -0.54 1.00

Term Spread (Global) 0.26 -0.27 1.00

Real Yield (Global) -0.30 0.26 -0.33 1.00

Source: Source: Research Affiliates, LLC, based on data from Datastream, Bloomberg, the Commodity Research Database, and the London Metal

Exchange.
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“.. the best approach is to invest in the
potential mean reversion of several
currencies rather than just one.”

year change in their real price (e.g., Asness, Moskowitz,
and Pedersen 2013). To put it simply, over the periods we
analyzed, the currency and commodity asset classes are
no exception to the evidence supporting the existence of a
value premium (0.40 and 0.31Sharpe ratios, respectively),
and both portfolios offer excess returns uncorrelated with

the underlying asset class.

Notably, the Currency portfolio is still closely related to
the dynamics of the US dollar. We find that when the dollar
mean reverts to fair value, so do all of the other curren-
cies, which is suggestive of a time-varying exposure of the
Currency portfolio to the average dollar returns. The key
finding of our analysis is that the best approach is to invest
in the potential mean reversion of several currencies rather
than just one.

The excess returns generated by the alternative value port-
folios we've introduced in this article are uncorrelated

with traditional asset classes and
value approaches, and they are lightly
correlated with each other, with an
average cross correlation of about 0.13.
In particular, a mild association exists
between the bond portfolio and its
equity and currency counterparts, which
is suggestive of the global nature of the value phenomenon

and its sound economic foundation.

Conclusion

In this article, we have reviewed the evidence and rationale
in favor of the global dimensions of value investing. By
comparing and contrasting traditional value trades with
their global alternatives, we have highlighted the latter's
ability to harvest uncorrelated sources of risk premia, an
essential source of return available to investors seeking to
improve their performance prospects.

Given these beneficial properties, an investor may natu-
rally ask: Are global value portfolios too good to be true?
We argue that their past strength and future success rely
significantly on an economically motivated design. In
particular, by studying equity market indices, international
government bonds, foreign currencies, and commodities,

Value in Currencies and Commodities

Currency Portfolio

Commodity Portfolio

SEHRE Jan 1985—Jun 2017 Jan 1971-Dec 2017
Return 1.8% 3.5%
Volatility 46% 11.4%
Sharpe Ratio 0.40 031

Source: Research Affiliates, LLC, based on data from Datastream (currency returns), Bloomberg (inflation statistics), the Commodity Research

Database, and the London Metal Exchange. Note: Returns and volatilities are annualized.

Correlations between Global Value Portfolios

Correlation Matrix Equities CE(r)rree;?:?es Commodities
Equities 1.00

Bonds 0.24 1.00

Foreign Currencies 0.09 0.20 1.00

Commodities 0.09 -0.09 0.06 1.00

Source: Research Affiliates, LLC, based on data from Datastream, Bloomberg, the Commodity Research Database, and the London Metal Exchange.
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we highlight three features that help explain the positive performance of

such strategies. First, a long-short portfolio allows investors to shield them-

selves from movements in market direction that may be difficult to time.

Second, global portfolios are well suited to identify and isolate alternative

sources of value premia and hedge away other drivers of returns, which

may not be desired in the portfolio. Lastly, diversification is the closest

thingin finance to a free lunch, and this concept obviously extends to value

investing in its many forms. In short, when value goes global, investors are

poised to benefit.

Endnotes

1. For a review of the evidence and theories underpinning the value
phenomenon in global markets, see for instance Asness,
Moskowitz, and Pedersen (2013), Baz et al. (2017), and Brightman
and Shepherd (2017).

2. This series is from the Kenneth French data library: http://mba.tuck.
dartmouth.edu/pages/faculty/ken.french/data_library.html

3. Specifically, when the current CAPE ratio is greater than its trailing
30-year average, this portfolio is bearish and invests $0.50 in
cash by short selling an equivalent amount of the stock market;
in the opposite scenario, the portfolio is bullish and invests $0.50
in the stock market by borrowing this amount at the cash rate.
This is a simplified version of the broader analysis proposed by
Aked, Shakernia, and Mazzoleni (2017).

4. The countries included in our analysis are Australia, Canada, Germany,
France, Italy, Japan, the Netherlands, the United Kingdom, the
United States, Sweden, Spain, and Hong Kong.

5. Of course, our simple HML and CAPE portfolios are meant to be
illustrative, and readers should not conclude that these types
of timing strategies are doomed to underperform going forward
or cannot be improved. For instance, we refer readers to Aked,
Mazzoleni, and Shakernia (2017) and Arnott, Kalesnik, and
Masturzo (2018).

6. The countries included in our analysis are Australia, Canada, Germany,
France, the United Kingdom, Japan, the United States, and Italy.

7. Diversifying across factors is an observation that does not need to be
limited to the value factor; for more on this topic, we recommend
Aked et al. (2017).

8. The currency portfolio is built from the perspective of a US investor,
and the foreign countries included in our analysis are Australia,
Canada, Germany/Eurozone, Japan, New Zealand, Norway,
Sweden, Switzerland, and the United Kingdom. The contracts
included are Corn, Brent Crude, Cocoa, WTI Crude, Cotton,
Feeder Cattle, Gold, Heating Oil, Coffee, Kansas Wheat,
Aluminum, Live Cattle, Gasoil, Lean Hogs, Lead, Nickel, Copper,
Zinc, Natural Gas, Gasoline, Soybeans, Sugar, Silver, and Wheat.
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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, deriva-
tive, 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 manage-
ment 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 guaran-
tee of future performance, and are not indica-
tive 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 enti-
ties (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 informa-
tion contained herein. Research Affiliates is not
responsible for any errors or omissions 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 infor-
mation 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 intel-
lectual 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 intel-
lectual property of Research Affiliates, LLC.
(See all applicable US Patents, Patent Publica-
tions, Patent Pending intellectual property and
protected trademarks located at https:/www.
researchaffiliates.com/en_us/about-us/legal.
html#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 neces-
sary action to preserve all of its rights, title, and
interest in and to these marks, patents or pend-
ing 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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