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THE INTERNATIONAL FUNDAMENTAL INDEX®
STRATEGY
The true testament to the merits of an
investment strategy is its performance in out-ofsample markets and in adverse conditions. We’ll
focus on the former this month and the latter
next. After our original research uncovered the
Fundamental Index advantage in large company
U.S. stocks, Nomura Securities, Japan’s largest
broker, examined the performance of the
Fundamental Index idea in the 23 developed
markets in the FTSE Developed World Index.
They found the Fundamental Index strategy
produced excess returns in all 23 countries with
no exceptions. In this issue we examine the
performance of a RAFI® international portfolio,
particularly in contrast to active management.
Investors typically add international
investments to diversify the equity risk of U.S.
stocks, expanding the investor’s opportunity
set to the larger world market where many of
the world’s leading companies are domiciled.
Indeed, only 8 of the top 20 companies in the
Fortune Global 500 are domiciled in the United
States. International investments also provide a
hedge against the risks of a falling dollar or rising
prices for imported goods and can sometimes
protect investors from domestic stock market
downturns. With this opportunity, however,
comes increased risk. The benchmark MSCI
EAFE (Europe, Australasia, Far East Index) has
experienced annual volatility measured in terms
of standard deviation of 17.5% over the past 20
years versus 15.3% for the S&P 500 Index.
Most investors choose to actively manage
their international portfolios believing that their
international managers will outperform the
cap-weighted benchmarks. The evidence does
not support this view. As Figure 1 illustrates,
the MSCI EAFE Index placed in nearly the
top quartile of international equity large-cap core
mutual funds over the past 10 years.
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Even when the international managers
have outperformed, it’s usually been a result of
the collective underweight of Japan by most
investment managers during that market’s
prolonged malaise in the late 1990s. The recent
trend is that the traditional index is hard to
top; only 7% of international equity large-cap
core funds added value over the past five years
(2002–2007) versus 53% in the previous five
years (1997–2002). Certainly indexing appears
to be a simple and effective approach to filling
international equity allocations.
We believe cap-weighted indexes can
be improved through the Fundamental
Index methodology to deliver better returns
providing the type of value added hoped
for (but rarely delivered) by active managers.
The RAFI Global ex-USA Index consists
of the top 1,000 non-U.S. companies
headquartered in developed countries. Just
like the U.S. versions, these stocks are selected
and weighted by fundamental metrics of firm
Figure 1. Passive Versus Active in International Equities
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Notes: 92 products were in the peer group for the
10-year period and five years ended June 2002. 175
products were listed for the most recent five-year
period. Net of expenses.
Sources: eVestment Alliance and Lipper.
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size (cash flow, book value, dividends paid, and sales) rather than
capitalization like traditional indexes. The result is a portfolio free
from the return drag of overweighting overpriced stocks and
underweighting underpriced stocks.
Our research shows that this simple and intuitive twist
on the passive portfolio leads to terrific returns—the RAFI
Global ex-USA achieves historical excess returns of 3.4% per
year since 1984. Value added on the order of 3% annually
would garner top decile peer group returns over intermediate
to longer stretches. However, unlike the many top performing
active portfolios with concentrated bets, it does so with
great diversification—1,000 individual securities and broad
exposure to most of the significant economic global sectors
and countries. And for those concerned about tracking error
relative to the cap-weighted EAFE benchmark, the RAFI
Global ex USA generates a tracking error of only 4.4% for
the 10 years ending June 30, 2007—a tame figure for those
concerned with big deviations from the benchmark.
Expenses are always an important consideration for
investors, and international investing is no different. Global
equity research requires measurably more overhead—travel
expenses, local offices, 24-hour trading platforms, multiple
compliance and regulatory issues, and the like—than domestic

research. These additional costs, of course, get passed on to the
consumer. According to Morningstar, the average international
equity mutual fund annual expense ratio was 1.46% in May 2007.
Available Fundamental Index vehicles sell to the retail investor
for approximately half this figure and sell for substantially less to
institutional-size mandates. Also according to Morningstar, the
average international fund turned its portfolio over at an annual
rate of 79% over the past five years versus the RAFI Global exUSA long-term historical turnover of 13%.
So, does the RAFI concept fulfill the primary diversification
goal of investors with international equity allocations? The answer is
yes. It provides high correlation with traditional cap-weighted EAFE
indexes and lower correlation with traditional U.S. indexes. From
1984 through March 31, 2007, the RAFI Global ex-USA posted a
correlation of 0.67 with the S&P 500, which is comparable to the
correlation for EAFE with the S&P 500 of 0.69. Furthermore, the
RAFI Global ex-USA is less volatile; its annual standard deviation
since 1984 has been 17.3% compared with 18.8% for EAFE and
15.6% for the S&P 500.
By providing ample diversification and reasonable similarity to
traditional indexes, the Fundamental Index portfolio is a sensible, core
international solution that can serve both passive and actively inclined
investors.

Performance Update*
TOTAL RETURN AS OF 11/30/07
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Definition of Indices: (A) The FTSE RAFI® 1000 comprises the 1000 largest companies selected and weighted using our Fundamental Index methodology; (B) The S&P 500 Index is an unmanaged market index that focuses on the large-cap
segment of the U.S. equities market; (C) The Russell 1000 Index is a market-capitalization-weighted benchmark index made up of the 1,000 highest-ranking U.S. stocks in the Russell 3000; (D) The FTSE RAFI® 1500 comprises the 1001st to
1500th largest companies selected and weighted using our Fundamental Index methodology; (E) The Russell 2000 is a market-capitalization weighted benchmark index made up of the 2,000 smallest U.S. companies in the Russell 3000; (F) The
FTSE RAFI® Developed ex US 1000 Index comprises the largest 1000 non US-listed companies by fundamental value, selected from the constituents of the FTSE Developed ex US Index; (G) MSCI EAFE (Morgan Stanley Capital International Europe,
Australasia, Far East) is an unmanaged index of issuers in countries of Europe, Australia, and the Far East represented in U.S. dollars; and (H) The FTSE All World ex-US Index comprises Large and Mid-Cap stocks providing coverage of Developed
and Emerging Markets excluding the United States. It is not possible to invest directly in any of the indexes above.
*In November 2008 performance returns for all prior periods were restated to reflect a change in calculation methodology from using a 365 day period to annualize returns to a return calculation based on using monthly returns as of the last
business day of each month to create a geometric return for each period.
Source: Based on price data from Bloomberg.
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©2007 Research Affiliates, LLC. The material contained in this document is for general information purposes only. It relates only to a hypothetical model of past performance of the Fundamental
Index® strategy itself, and not to any asset management products based on this index. No allowance has been made for trading costs or management fees which would reduce investment performance. Actual results may differ. This material is not intended as an offer or a solicitation for the purchase and/or sale of any security or financial instrument, nor is it advice or a recommendation
to enter into any transaction. This material is based on information that is considered to be reliable, but Research Affiliates® and its related entities (collectively RA) make this information
available on an “as is” basis and make no warranties, express or implied regarding the accuracy of the information contained herein, for any particular purpose. RA 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 general information contained in this material should not be acted upon without obtaining specific legal, tax or investment advice from a
licensed professional. Indexes are not managed investment products, and, as such cannot be invested in directly. 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. Research Affiliates, LLC, is an investment adviser registered under the Investment Advisors
Act of 1940 with the U.S. Securities and Exchange Commission (SEC).
Russell Investment Group is the source and owner of the Russell Index data contained or reflected in this material and all trademarks and copyrights related thereto. The presentation may
contain confidential information and unauthorized use, disclosure, copying, dissemination, or redistribution is strictly prohibited. This is a presentation of Research Affiliates, LLC. Russell Investment Group is not responsible for the formatting or configuration of this material or for any inaccuracy in Research Affiliates’ presentation thereof.
The trade names Fundamental Index®, RAFI®, the RAFI logo, and the Research Affiliates® corporate name and logo are the exclusive intellectual property of Research Affiliates, LLC. Any use
of these trade names and logos 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 terms and logos. Fundamental Index, the non-capitalization method for creating and weighting of an index of securities, is the
patent-pending proprietary intellectual property of Research Affiliates, LLC (Patent Pending Publication Numbers: US-2005-0171884-A1, US-2006-0015433-A1, US-2006-0149645-A1, US-20070055598-A1, WO 2005/076812, WO 2007/078399 A2, EPN 1733352, and HK1099110).
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