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The case for global equities:
Diversifying risk in a volatile world

US INVESTORS HOLD A MAJORITY OF THEIR EQUITY ALLOCATION IN

US EQUITIES, a far higher weighting than the global equity benchmarks.
The allocation is even higher for US defined contribution (DC) investors in
aggregate. In recent years, this has worked in their favor: The MSCI USA
Index is up 76% for the five years ending in June 2016, while the MSCI AC
World ex US is up only 3%, as the US has been at the forefront of technolog-
ical innovation while sluggish growth in Europe and Japan, broad political
risks, and fears of a Chinese hard landing have held back non-US markets
and economies. We believe investors should reevaluate the reasons for

their US concentration and consider the merits of a more diversified, global
approach to investing. While the trend of US outperformance may continue
in the near term, US equities have reached extremes on various metrics,
suggesting that a reversion to the mean is likely at some point. So now

may be a good time for long-term investors to consider allocating a larger
proportion of their portfolio to non-US equities. Perhaps most important,
investors with a home-country bias are missing out on the only true free
lunch in investing: diversification.

Why the focus on the US?

Before considering any shifts in asset allocation based on valuation or the
fundamental outlook, investors need a starting point to anchor their allo-
cation to. Within an asset class, this is typically the market capitalization
(market cap is the dominant type of benchmark used): Absent any active
view, investors would tend to hold more of the larger assets. This is logical
enough. A larger company or country is more important to the economy
and therefore should play a larger role in portfolios.

Key points

E USinvestors hold a significantly higher allocation to US equities than an unbi-
ased portfolio-construction methodology based on any fundamental variable
would indicate. This is especially true of defined contribution pension plans.

B Historically, portfolios with closer to a 50% weighting in non-US equities have
had better risk/return profiles, and we consider this to be a more efficient allo-
cation for US investors.

E Asgeopolitical and economic concerns have been weighing on non-US equities
for several years, relative valuations would suggest that now is a good time to
consider making the transition to a more globally diversified equity allocation.
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Additionally, under the efficient-market hypothesis (EMH), a market-cap-
weighted index would be the optimal allocation. However, there is plenty

of evidence that the EMH doesn’t fully hold, so active managers will seek
excess returns by deviating from that starting point. Alternatively, “smart
beta” approaches may use a fundamental variable such as sales or earn-
ings to weight allocations in order to avoid chasing outperformers, which
have growing market caps. Ficure 1 shows the US weighting as a percentage
of global equity market cap, as well as weightings based on various other
financial and economic variables. At the high end, the market-cap-based
US weighting as a percentage of the ACWI is 53%; at the low end, the US
accounts for only 22% of global GDP. Measures based on earnings and sales
fall between the two extremes.

However, US equity allocations for most US-based investors are not, and
never have been, within this range. US pension investors in aggregate have
62% of their equity allocation in US equities (according to Towers Watson’s
Global Pension Assets Study 2016). For US DC plans, the equity allocation
to the US is even higher, at 82% (Northern Trust, Home Country Bias 2015).

FIGURE 1

The US accounts for 53% of global equity market cap
but only 22% of global GDP

US weighting on different metrics
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Sources: MSCI, Datastream | Asof 31 May 2016
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While a few investors may have been prescient enough to overweight the

US in portfolios several years ago based on the active view that it had the
best outlook, most were simply sticking with the status quo in their portfo-
lios. The aggregate overweight to the US has persisted over many decades.
Additionally, this home-country bias is well documented and is not confined
to the US. As FiGure 2 shows, investors in all countries tend to be over-
weight their domestic markets. Home bias is likely due to comfort rather
than to any investment rationale based on an unbiased assessment of return
and risk. Arguably, investors should underallocate to domestic equities. As
their future income and employment prospects are likely tied to the local
economy and market, domestic equities are less than optimally diversifying
to their wealth.

FIGURE 2

Home bias is entrenched and persistent across countries
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Sources: Towers Watson 2016 survey, Datastream | As of 31 May 2016

While a few investors may have
been prescient enough to overweight
the US in portfolios several years
ago based on the actioe view that

it had the best outlook, most were
simply sticking with the status quo
in their portfolios.
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Historical data suggests a higher non-US allocation

We have data on international equity returns going back as far as 1926.
However, some of the older data is of questionable reliability — and rele-
vance, given the many changes to the economy and markets over the last
century. MSCI provides more reliable data, which starts in 1970. FIGURE 3
breaks out the Sharpe ratio into US and non-US weightings over the two
4.5-year periods (1926 - 1970 and 1971 - 2015). The non-US allocation used
is 80% developed markets and 20% emerging markets, which is roughly
the historical average market-cap split. Interestingly, in both periods the
optimal Sharpe ratio is found with a non-US equity allocation in the range
of 40% — 60%. This is consistent with the various weighting schemes
(excluding GDP) from Figure 1. An allocation of roughly 50% to non-US
equities has the support of both theory and the data and is therefore the
weighting we recommend. This conclusion should be seen in the context of
the US’s outperformance over the last century, which was far from a given at
the start of the period. Even so, a geographically diversified equity portfolio
performed well.

FIGURE 3

A non-US allocation of 40% - 60%

has historically led to an optimal sharpe ratio
Global equity sharpe ratio by international weight
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To hedge or not to hedge?

One additional consideration for any interna-
tional investor is how to handle currency risk.
Since 1987, currency risk within the MSCI AC
World ex US Index has been 7.5% per annum,
compared with 14.8% for local equities. As the
impact from currencies can be large but tends
to wash out over time, currency is an additional
source of volatility with no long-term incre-
mental return. We believe it makes sense to
hedge some of this risk, so that participants
who retire and therefore withdraw funds after
a period of US-dollar strength (which is bad

for unhedged international equity returns) are
not hurt unnecessarily. As FIGURE 5 shows, our
policy of hedging half of the currency risk within
our core global equity portfolios in our target-
date funds would have reduced risk by almost
1 percentage point historically, compared with
an unhedged portfolio. Importantly, we do not
want to blindly hedge currencies that have
high interest rates and are therefore expen-
sive to hedge. Instead, we implement the hedge
through currencies where we are paid to hedge
or where the cost is very low.1

FIGURE 5
Volatility of global portfolio
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Sources: Datastream, MSCI AC World (1988 - June 2016).
MSCI AC World in local currency terms used as a proxy for
a 50% hedged portfolio.

I1See “Currency hedging considerations for US
target-date strategies” https:/www.wellington.
com/en/pub/currency-hedging-considerations-
us-target-date-strategies
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The efficient frontier in Ficure 4 highlights the diversification benefits of
investing globally and minimizing single-country risk factors. Since 1971,
non-US equities have had a slightly higher return than US equities, but their
risk has been almost 2 percentage points higher. However, allocating 50%
of the US portfolio to non-US equities reduces portfolio risk from 15.2% to
14.5%, due to the regional diversification benefit. For example, the three
worst 10-year periods for US equity returns since 1926 have been -5.4%
per annum (for the 10 years to the end of August 1939), +0.4% (September
1974), and -3.4% (February 2009). In each case, non-US equities outper-
formed, with returns of 1.8%, 5.7%, and 1.2%, respectively, more than 4
percentage points per annum higher than US equities, helping mitigate the
US’s poor performance.

FIGURE 4
Efficient frontier: 1971 - 2015
1.0

10.8 50%/50%
[ [
o’ o
° [ J 100% International
106 A
} [
£
3 °
104
[
100% USA
10.2
10.0
14.0 145 15.0 155 16.0 16.5 17.0

Standard deviation

Source: Global Financial Data

Conversely, the worst period for non-US equities was the 10 years to the end
of August 1952, when they returned -4.2% per annum as Europe and Asia
suffered from the devastation of World War II. Over that period, the US
returned 17.7%, helping a 50/50 US/international portfolio return 7.7%.
This is diversification at work. Not only does it help reduce risk, but miti-
gating these drawdowns actually leads to higher returns as it allows
compounding to do the work for investors. FIGURE 4 shows that the return
from a portfolio of US and non-US stocks combined has been higher than
that from a portfolio of either US or non-US stocks. This may seem like
financial alchemy, but the ability to harvest higher compounded returns
through diversification is one of the only true free lunches in investing and
the driving force behind our goal of providing participants with a glidepath
that maximizes the benefits of diversification.

Another notable aspect of FIGURE 4 is that, while US equities have a lower
volatility than non-US equities, a global portfolio has the lowest volatility,
again highlighting the diversification benefit. This is especially pertinent in
today’s environment of heightened geopolitical risk. Although we tend to


https://www.wellington.com/en/pub/currency-hedging-considerations-us-target-date-strategies
https://www.wellington.com/en/pub/currency-hedging-considerations-us-target-date-strategies
https://www.wellington.com/en/pub/currency-hedging-considerations-us-target-date-strategies
https://www.wellington.com/en/pub/currency-hedging-considerations-us-target-date-strategies
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think of less developed countries as more risky, the recent election in the US
and the Brexit vote in the UK have reminded us that developed markets can
also be a source of geopolitical instability.

When investors allocate the majority of their assets to any one country,
they are effectively betting that the political backdrop in that country will
remain supportive of equities. While the US has historically been rela-
tively favorable to corporations and is probably one of the safer countries to
place that bet, a US-biased portfolio will be heavily exposed to any shift in
the country’s policies. For example, investors are currently focused on the
potential benefits of any tax cuts and deregulation under president-elect
Donald Trump. However, we could easily face the opposite situation in four
years, with a backlash against inequality leading to higher taxes in order to
redistribute wealth, as well as Wall Street unfriendly policies. This could
have a significantly adverse impact on a portfolio that has an 82% allocation
to the US (the typical weighting in DC portfolios). By contrast, a globally
diversified portfolio would have experienced a negative impact from Brexit,
as UK equities declined in US-dollar terms, but the UK allocation would be
only around 6% of a global portfolio, making the shock very manageable.

Alpha opportunities

The weight of evidence suggests that an allocation to non-US equities of
roughly 50% (close to the market-cap-weighted index) makes sense for
investors over the long term. However, our analysis so far has focused on
benchmark returns. The expected return from active management is also
worth considering. Again, we see a strong case for investing globally. The
US is a relatively efficient market (especially for large caps), with every stock
subjected to significant coverage. FIGURE 6 shows that analysts have typi-
cally been much more accurate in the US historically, while inefficiencies
appear to be larger in non-US and smaller-cap markets. Expanding the
opportunity set for managers to include niche, more inefficient areas outside
the US provides additional active return potential. For this reason, we focus
our active risk budget on small-cap and non-US markets in our target series.

FiGURE 6
Median error in analysts’ estimates from 9 months prior

estimates over the 5 years to 30 September 2016 (%)
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Sources: IBES, Wellington Management
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appear to be largely
priced in, and we
question investors’
confidence, groen
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As FIGURE 7 shows, this broader, less efficient opportunity set has histori-
cally translated into higher alpha for active managers with global mandates.

FIGURE 7

Hypothetical value added by median active equity manager, 10 years ended
December 2015 (%)
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The current outlook

So far, we have been focusing on the long-term policy portfolio that we
believe makes sense absent an active view on future returns. However, we
also think the current market outlook suggests now may be a good time to
diversify away from the US. The US equity market has been outperforming
since the global financial crisis. Since its relative performance bottomed in
February 2008 through June 2016, the US market’s cumulative return is
89%, compared with 36% for global equities, 3% for Europe, Australasia,
and the Far East, and -10% for emerging markets.

The many reasons for the US’s outperformance include the relative strength
of the domestic economy, led by innovation in the technology and health care
industries, and the volatile political environments outside the US (a recent
example being the Brexit referendum). These trends have shown no sign of
turning, thus making many investors more confident that the US is the place
to invest. However, these reasons for favoring the US appear to be largely
priced in, and we question investors’ confidence, given the historical tendency
toward mean reversion. FIGURE 8 shows the valuation of US equities relative
to non-US markets. On a variety of metrics, US valuations look stretched.
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FIGURE 8
The US looks overvalued in absolute terms and relative to history
Valuation of US vs world ex US

Shiller Trailing  Price/ Price/ Forward

P/E P/E book dividend P/E
Current US premium (%) 76 23 89 62 21
Premium vs 94 30 45 49 9
historical median (%)
Historical percentile (%) 100 92 99 96 99
Start date Dec Jan Dec Jan June
1979 1970 1974 1970 2003

Sources: MSCI, Datastream | As of 30 June 2016. Only includes developed markets, for data
availability. Current US premium refers to the percentage difference in the current valuation
measures. Premium vs historical median refers to the percentage difference in the current
valuation measures compared with where they have been on average historically. A historical
percentile of 100% corresponds to current valuations for the US being the most expensive they
have been in the full data set relative to non-US equities, while 90% would mean US markets have
only been more expensive 10% of the time.

Another way of assessing value is to consider how large a share of the global
market capitalization a particular segment reaches. This number will tend
to peak when the cycle supporting that asset peaks and valuations are most
stretched. As FIGURE 9 shows, the US is now near a 40-year-plus peak in
market cap as a percentage of the MSCI World, surpassing its high during
the technology bubble. While the US share of global market cap could go on
to much higher levels than it has in the past, this measure has historically
been a useful contrarian indicator of forward relative returns for the US.

FIGURE 9
US share of developed-market cap is at its highest level in over 40 years

. US market cap as % of global developed markets (left side) 10

5-year performance of world vs US (right side)
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Sources: MSCI, Datastream | Only shows developed markets, because of data availability. The
US is currently 53% of global markets, including emerging markets.
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This appears to be the best of times for the US, with margins near record
highs, revenue growth trending well ahead of the rest of the world, and
share buybacks providing a further boost to earnings. Meanwhile, valua-
tions are quite rich. Experience suggests that some or all of these conditions
are likely to normalize in the years ahead. So, while the near-term envi-
ronment may look challenging for global equity markets and none of these
valuation metrics will enable investors to pick the bottom for non-US equi-
ties with any certainty, valuations would suggest that the bulk of the US
market’s outperformance is behind us and that it would be reasonable to
expect non-US equities to outperform over the coming five to 10 years. In
our view, this makes the present a particularly attractive time to shift to a
more globally diversified equity portfolio.

Conclusion

Our research suggests that, in the very long term, the optimal portfolio is
geographically well diversified, with an allocation of 40% - 60% to non-US
equities. This is consistent with both the US’s fundamental share of the
global markets and historical optimal performance. Additionally, we find
non-US markets to offer more compelling opportunities for alpha, which
could be an important source of returns for investors, in the current context
of low expected returns for broad markets. While a US-biased portfolio has
outperformed in recent years and may still appear to have fundamental tail-
winds, valuations have reached such extremes that we believe this is an
especially attractive long-term opportunity for global portfolios. &

Our research suggests that, in

the very long term, the optimal
portfolio is geographically well
diversified, with an allocation of
40% — 60% to non-US equaities.



WELLINGTON MANAGEMENT COMPANY LLP Boston | Chicago | Radnor, PA | San Francisco
WELLINGTON MANAGEMENT AUSTRALIA PTY LTD Sydney

WELLINGTON MANAGEMENT CANADA LLC Serviced from Boston and Chicago
WELLINGTON MANAGEMENT HONG KONG LTD Hong Kong | Beijing Representative Office
WELLINGTON MANAGEMENT INTERNATIONAL LTD London | Frankfurt

WELLINGTON MANAGEMENT JAPAN PTE LTD Tokyo

WELLINGTON MANAGEMENT SINGAPORE PTE LTD Singapore

WELLINGTON MANAGEMENT SWITZERLAND GmbH Zurich

WELLINGTON LUXEMBOURG S.ar.l. Luxembourg

www.wellington.com

Wellington Management Company LLp (WMC) is an independently owned investment adviser registered with the US Securities and Exchange Commission (SEC).
WMC is also a commodity trading advisor (CTA) registered with the US Commodity Futures Trading Commission. In certain circumstances, WMC provides com-
modity trading advice to clients in reliance on exemptions from CTA registration. WMC, along with its affiliates (collectively, Wellington Management), provides
investment management and investment advisory services to institutions around the world. Located in Boston, Massachusetts, Wellington Management also has
offices in Chicago, lllinois; Radnor, Pennsylvania; San Francisco, California; Beijing; Frankfurt; Hong Kong; London; Luxembourg; Singapore; Sydney; Tokyo; and
Zurich. m This material is prepared for, and authorized for internal use by, designated institutional and professional investors and their consultants or for such other
use as may be authorized by Wellington Management. This material and/or its contents are current at the time of writing and may not be reproduced or distributed in
whole or in part, for any purpose, without the express written consent of Wellington Management. This material is not intended to constitute investment advice or an
offer to sell, or the solicitation of an offer to purchase shares or other securities. Investors should always obtain and read an up-to-date investment services descrip-
tion or prospectus before deciding whether to appoint an investment manager or to invest in a fund. Any views expressed herein are those of the author(s), are based
on available information, and are subject to change without notice. Individual portfolio management teams may hold different views and may make different invest-
ment decisions for different clients.

In Canada, this material is provided by Wellington Management Canada LLc, a US SEC-registered investment adviser also registered in the provinces of Alberta, British
Columbia, Manitoba, New Brunswick, Newfoundland and Labrador, Nova Scotia, Ontario, Quebec, and Saskatchewan in the categories of Portfolio Manager and Exempt
Market Dealer. m In the UK, this material is provided by Wellington Management International Limited (WMIL), a firm authorized and regulated by the Financial Conduct
Authority (FCA). This material is directed only at persons (Relevant Persons) who are classified as eligible counterparties or professional clients under the rules of the
FCA. This material must not be acted on or relied on by persons who are not Relevant Persons. Any investment or investment service to which this material relates is
available only to Relevant Persons and will be engaged in only with Relevant Persons. m In Germany, this material is provided by Wellington Management International
Limited, Niederlassung Deutschland, the German branch of WMIL, which is authorized and regulated by the FCA and in respect of certain aspects of its activities by the
Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin). This material is directed only at persons (Relevant Persons) who are classified as eligible counterparties or pro-
fessional clients under the German Securities Trading Act. This material does not constitute investment advice, a solicitation to invest in financial instruments or financial
analysis within the meaning of Section 34b of the German Securities Trading Act. It does not meet all legal requirements designed to guarantee the independence of
financial analyses and is not subject to any prohibition on dealing ahead of the publication of financial analyses. This material does not constitute a prospectus for the
purposes of the German Capital Investment Code, the German Securities Sales Prospectus Act or the German Securities Prospectus Act. m In Hong Kong, this material

is provided to you by Wellington Management Hong Kong Limited (WM Hong Kong), a corporation licensed by the Securities and Futures Commission to conduct Type 1
(dealing in securities), Type 2 (dealing in futures contracts), Type 4 (advising on securities), and Type 9 (asset management) regulated activities, on the basis that you are
a Professional Investor as defined in the Securities and Futures Ordinance. By accepting this material you acknowledge and agree that this material is provided for your
use only and that you will not distribute or otherwise make this material available to any person. m In Singapore, this material is provided for your use only by Wellington
Management Singapore Pte Ltd (WM Singapore) (Registration Number 201415544E). WM Singapore is regulated by the Monetary Authority of Singapore under a Capital
Markets Services Licence to conduct fund management activities and is an exempt financial adviser. By accepting this material you represent that you are a non-retail
investor and that you will not copy, distribute or otherwise make this material available to any person. m In Australia, Wellington Management Australia Pty Ltd (WM
Australia) (ABN19 167 091 090) has authorized the issue of this material for use solely by wholesale clients (as defined in the Corporations Act 2001). By accepting this
material, you acknowledge and agree that this material is provided for your use only and that you will not distribute or otherwise make this material available to any per-
son. Wellington Management Company LLpP is exempt from the requirement to hold an Australian financial services licence (AFSL) under the Corporations Act 2001 in
respect of financial services, in reliance on class order 03/1100, a copy of which may be obtained at the web site of the Australian Securities and Investments Commission,
http:/www.asic.gov.au. The class order exempts a registered investment adviser regulated by the SEC, among others, from the need to hold an AFSL for financial services
provided to Australian wholesale clients on certain conditions. Financial services provided by Wellington Management Company LLP are regulated by the SEC under the
laws and regulatory requirements of the United States, which are different from the laws applying in Australia. m In Japan, Wellington Management Japan Pte Ltd (WM
Japan) (Registration Number 199504987R) has been registered as a Financial Instruments Firm with registered number: Director General of Kanto Local Finance Bureau
(Kin-Sho) Number 428. WM Japan is a member of the Japan Investment Advisers Association (JIAA) and the Investment Trusts Association, Japan (ITA). s WMIL, WM
Hong Kong, WM Japan, and WM Singapore are also registered as investment advisers with the SEC; however, they will comply with the substantive provisions of the US
Investment Advisers Act only with respect to their US clients.

©2016 Wellington Management Company LLP. All rights reserved. 441145_4



