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Asset Allocation Interactive (AAI) is revealing something peculiar.

Right now, AAI’s two highest 10-year expected return forecasts are for large-cap

value equity strategies outside the United States—Emerging Markets RAFI and Dev

ex US Large RAFI. AAI’s expected return model anticipates valuations for equity

strategies to mean revert and therefore tends to elevate out-of-favor regions and

styles, predicting higher future returns for recently underperforming equity indices. 

What is strange about today’s expectations is that Emerging Markets RAFI and Dev

ex US Large RAFI have already demonstrated strong performance over the past year.

Not only has value beaten core handily in both markets, but as Exhibit 1 shows, the

style outperformance in Dev ex US was more than enough to make up for the lag of

that market vs the U.S. In Emerging Markets (EM), the RAFI alpha vs the market was

on top of the already double-digit outperformance of EM itself.
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Yet both Dev ex US and EM value indices remain highly attractive according to AAI’s expected return model.

What explains this anomaly? To answer that, we drill into the underlying components of these forecasts. 

AAI applies our Yield + Growth + Valuation Change model for broad cap-weighted equity indices. CAPE ratios remain modest, at 21.3

and 22.2, respectively, for Developed ex US and Emerging Markets, and indicate strong yield and growth characteristics. As Exhibit 2

shows in red, our model forecasts nominal returns of 7.9% and 7.1%, respectively, for those same markets over the next 10 years. 

“AAI’s two highest 10-year expected return forecasts are for international large-cap value
equity strategies – Emerging Markets RAFI  and Dev ex US Large RAFI.”

Dev ex US RAFI and Emerging Markets RAFI (both in green) are active equity styles within those markets. Each contains a fourth

expected return component: Alpha. 

Dev ex US RAFI’s and Emerging Markets RAFI’s Alpha forecasts are 2.6% and 3.5% per annum, respectively, for the next 10 years. Style

equity Alphas have two sources: Structural Alpha and Mean Reversion Alpha. Selecting these from a Style Equity’s details table

surfaces additional charts that provide further insight into each alpha category.
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Exhibit 3B shows the relative performance of Dev ex US RAFI versus the cap-weighted market in green. It increases when the strategy

is beating the market and decreases when it is lagging. The gray line and right axis indicate the RAFI index’s relative valuation: It is high

when the strategy is expensive compared to the market and low when it is cheap. 

Normally, the green and gray lines move in parallel, especially over short spans: When a strategy grows more expensive due to

outperformance, its future alpha expectations fall. Likewise, though difficult to stomach as an investor, when underperformance sends

its price lower, its future alpha expectations increase. Over longer periods, like our 35-year span, the two lines diverge as the index

earns a persistent premium beyond its valuation’s ebbs and flows. We call the long-term widening in this gap a strategy’s “Structural

Alpha.” 

Though they typically move in tandem, Dev ex US RAFI’s relative performance and valuation have actually diverged significantly in

recent years. Despite its outperformance over the last one-, three-, and five-year samples, as Exhibit 1 shows, outside the tech bubble

and COVID-19 crisis, international value has rarely been cheaper. Why? Because of a combination of rebalancing out of expensive

stocks, sectors, and regions into cheaper ones, and improving fundamentals leading to lower valuation ratios. 

Note that Dev ex US RAFI’s current 0.65 valuation level has historically been a great entry point for investors seeking exposure to the

strategy. Exhibit 4 shows its relative valuation against the subsequent five-year excess return. (Readers can explore charts for this and

any other style equity strategy on AAI by selecting the “Mean Reversion Alpha” link in the strategy’s details.)
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“[O]utside the tech bubble and COVID-19 crisis,  international value has rarely been
cheaper.”

The index’s expected Alpha based on its current valuation level is represented by the dotted line. Mean reversion from this low

valuation gives it an additional boost beyond its 2.2% Structural Alpha. If this model looks conservative at low valuations, it is.

Historically, for a strategy this cheap relative to the market, a 2.6% subsequent alpha is well within reason. We encourage readers to dig

into the same charts for the equally attractive Emerging Markets RAFI as well. 

For those watching the resurgence of Developed ex US and Emerging Markets value strategies or looking at performance tables like

Exhibit 1 from the shore and wondering whether they missed the boat, take heart. Our data indicates that the move could be just

getting started.
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The material contained in this document is for informational 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 actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.

No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have

under- or over- compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have

had on the advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight.

Simulated returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will

perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. 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, LLC

(“RA”) 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 oromissions 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 thismaterial should not be acted upon without obtaining advice from a registered professional. RA is an investment adviser registered under the Investment

AdvisersAct 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. RA is not a

broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.

Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information

provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;

however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any damages that may result from any errors herein.

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 RA 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 of RA. (See

applicable US Patents, Patent Publications and protected trademarks located at https://www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which

are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right

to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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