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INTRODUCTION
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Below is a test. It is simple, but requires your utmost concentratitereis a video for you to watch.
So click on this link and then come back to this book after watahingi Q& 2yt & | 62dzi wHn
a2z 6SQftft ol Al

Selective Attention Test Video

Did you watch?

Olay, do you have your number? If you do your job correctly, you learn that the ball is passed 15

times. Did you get the number correct? Congratulations!
Ldzilz 2F O2dzZNB S GKIFGQa y2i (KS ¢gK2fS ai2NEO®

In this particular experimentyhich many of you havprobably seen alreadyhile you were

fastidiously counting basketball passes, what you might have missed was someone dressed in a gorilla
costume walknto the frame, pound hischest, Yy R g | £ { 2 T ¥-tnost gafigpants inth& St 0 |
SELSNAYSYyi(l R2yQi y20A0S (GKS F2NAttl 4 fftd 2|

be the most important task the passing of the basketbalthey simply failed to notice anything else.

Go back and watch agaimébe amazed that you would have missed this very obvious intruder.
What the research actually finds is that when we narrow our focus to one specific task, we tend to

overlook other, significant events.

What does this have to do with investiagd this b@k? Conventional wisdom tells us that, as
investors, we have to keep our eyes trained on our asset allocatitmwever, how much timeo

you spendhinking about the following questions:
LA Ad GKS NARIKG GAYS G2 0SS Ay ad201az 2N aK?2d
G{ K2dRR H2f R (2 Yeé LERNIF2fA2K LF¥ &423 K2g YdzOKl

G! NBy Qi 02yR& Ay | o0dzmof SKE


https://www.youtube.com/watch?v=vJG698U2Mvo
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With all of our focus on assget and how much and when to allocate therare we missing thgorilla

in the room?

Our book begins bseviewing the historical performance recordmdpular assets like stocks, bonds,
and cash.We look at the impact inflation has on our monaye then start to examine how
diversification througlcombining assetshithis case a simple stock and bond mgrksto mitigate

the extreme drawdowns of risky asset classes.

But we go beyond a limitestock/bondportfolio to consider a more global allocation thelsotakes

into account real assets. We track 13 assetsthed returns since 1973, with particular attention to
anumberofwell Y26y LRNITF2fA24X tA1S wkeée 5FfA2Qa ! ff
2 | NNBY sudgksEidhand tiers. And what we find is that, with a few notable exceptions,

many of the allocations have similar exposures.

l'YR @8SGx gKAES 46S IINB |ff o0dzaeé LI eAy3a Otz2asS I i
the greatest impact on our portfolios may be something we fail to notice altogether. In this case, the
so-calledcdgorill€ are the fees thatve often fail to considerin one shocking example, we find that

the best performing strategy underperforms the worst strategy when we tack on advisesy fe
Ultimately, smart investingequires that we not only monitoasset allocationhut of equal weight,

we focus on the advisory fees associated with the investment strategy.



CHAPTERCAJA History of Stock€Bonds,and Bills

[ SGQa ahbistoNdiesseni Kday peopleegininvestingtheir moneywithout a true

understandingof what has happened in the pasind oftenbias their expectations toward their own
personal experiencedVly mother always told me the way to invest was to buy some stocks and then

just hold on to them. But her experiencijhg in the United States and investipagrticularlyin the

1980sand 1990 & @GSNE RAFFSNBYy G FNBY KSNJ LI NByidiQa 3S
Depression.Both of these experiences would be vastly differdrdm those ofthe average Japanese

German, or Russian investor.

Sowhatis possible and reasonable to expé&cm history? We shouldbegin witha discussion about

the value of money.

A few years agamy fatherand | weretalkingand e decidedto demonstratea realworld exampleof
inflation. A coupleweeks laterl receiveda letterwith a check insidaritten by my great grandfather
in the 1910s for $0.50. He was a farmdro immigrated from Les Martignaines, Voges France
and ended up in Nebraskarhat $0.8 is equivalentto about $13 today and shasa very simple

example of inflation As a side notdpok at that penmanship!

FIGURH ¢ Real Worldinflation
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A more familiar example isthe efizd SR LIKNJ aS> aL MNBacdsyensess KSy |
6! y2 i KSNI T dgviperSdfolinffdtidirt Snflatidn isém emotionaltopic. k usually goes hand

in-hand with a discussion of The Federal Reseandthere are notmany topics thaincite more

vitriol in certain economic and political precincts thé@iK S~ @&dRhe U.Sdollar.


http://mebfaber.com/2013/07/29/superhero-inflation/

One of the most famous charts in all of investing literature is the one below that illustrates the U.S.
d2f f I NQ& LIzZNOKI a4 Ay 3 ThierederdRasaryem3 918hi Gescphds bisialy2z y 2 T

goesalong the lines of this ZeroHedge post

G¢KAA Aa GKS OKLF NI U guscBasimydoier iof thé Holfail over thelpasi 2 4 !
76 years hadeclined by 94%And based on current monetary and fiscal policy, we have at

least another 94% to go. The only question is whether this will be achieved in 76 months this
GAYS®é

The above statemeris factually trueg $1.00 in 1913 is only worthboutthree centsin current
dollars due to the effects of inflation (which have averaged ab@%3 year) But that is all the
chart tells you the U.S. has had mild inflation this century (with fitglsinflation, deflation, and

high inflation mixed in):

FIGURR ¢ U.S. Dollar Purchasing Power, 192814
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The chart is then used to justify any number of argumemts conclusionsusually laden with
exclamationpointd!!!, bold text, and CAPITALIZATIONSies to end the Fed, buy gokkll stocks
and build forts stocked with guns, food, and ammunition usually follow in a stream of rants and raves.

These articles are written like this for a reasdiney elicitan emotionaNB & L2 y 8 S oesjey2 R2 S


http://www.zerohedge.com/article/annihiliation-dollars-purchasing-power

grumbling about thegovernment?) and theyestainly makefor great headlines.

The prdolem that most misss thatinvestorshave to dosomethingwith those dollarsPretend you
were an investorin 1913. You couldhoose to putyour dollarsunderamattress, in which case your
purchasing power wouldecline as indicated in the chart abovéoucould also spend the money on
consumption such ayacationsgentertainment,clothes, or food.Oryoucould invest in fleasury

bills, in which case the dollar was a perfectly fine store of value, and your $1 would be w@3h $1.

today (for a real return ohAbout 026%per yealr).
{2 @2dz RARY QU NXPolutfydu werevhbt joSnghyyither. Y 2 y S &

b2GS GKIFIG aNBIFf NBGdzNYy aé¢ NBTFSNI G 2IfabiKvBstmel G dzNy a |
returned 10%what we call nominal returngjut there was inflation of 2%at year, the real return is

only 8% Real returns are a very important concegsthey make comparisons across timeframes

more relevant. A 10% return with 8% inflati#?o real)s very different than a 10% return with 2%

inflation (8% real)L & A& KSt LJFdzZ (2 GKAY] I o2dzi ¢NG Gt PN & 2N
likely costsaboutthe same as the $0.10 Cokeuwyare just paying with inflatedollars(and probably

getting corn syrup instead of real sugar)

If you haddecided to take on a little more risikoucould have invested in longer duration bonds,
corporate bondsgold,stocks, housing, or evesine and art all of which would have been better

stores of value than your mattress.

Figure 3howsthe real returns of stockyonds and bills While $1 would be worth only three cents
had you put your hargtarned cashunder the mattress, it would be worth $83 had you invested in

T-bills, worth $5.68in 10-YearTreasurybonds, andvorth a whopping $92in U.S stocks



FIGURB ¢ Purchasing Power, 182014
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For those looking for a beautiful coffee table booktba topic of historical market returngheck

out my alktime favorite investing bookLriumph of the Optimists: 101 Years of Global Investment

Returns(There are also free yearly updates of the b&mkn Credit Suisse hereAll of the yearly

updates arehighlyrecommended.)Thisfantastic book illustrates that many glabasset classes in
the twentieth century producediicegains in wealth for individuals who bought and held those assets
for generationlong holding periods It also shows hothe assets went through regular and painful

drawdowns likehe Global Financi&risis o008

Unfortunately for investorsthere are only two statefor your portfoliog all-time highs and
drawdowns. Drawdowns for those unfamiliar are simply the peak to trough loss you are experiencing
in aninvestment. So if you bought an investmeitl00 and it declines to 7§ou are in a 25%

drawdown. If it then rises to 119Qour drawdown is then O (alime high).

For some londerm perspectiveset forthbelow are some charts based on data frdme book


http://www.amazon.com/gp/product/0691091943?ie=UTF8&tag=worbet-20&linkCode=as2&camp=1789&creative=390957&creativeASIN=0691091943
http://www.amazon.com/gp/product/0691091943?ie=UTF8&tag=worbet-20&linkCode=as2&camp=1789&creative=390957&creativeASIN=0691091943
https://www.credit-suisse.com/us/en/news-and-expertise/research/credit-suisse-research-institute/publications.html

Triumph of the Optimist&vailable througlMorningstaras theDimson Marsh andStauntonmodule
but requires a subscription)They representhe best, middle, and wors-case scenarios for the
main asset classes of sixteen countries from 12004. They have since updated their database to
include 23 countries with results in the Credit Suisse reference link al#dueturn seriesarelocal
real returrsanddisplayed as log graph (except the last onel).S dollar based returns are near

identical.

First, here are the bestmiddle, and worstcases for returns on your cash.

Figure 4showsthat leaving cash under your mattress is a slow bleed for a portfolio. Germany is
excluded after the first series asdbminates the worstase scenarios (in this casgperinflation).
Inflation is a major drag on return®vhen it gets out of contrglit can completely wipe out your cash
and bond saving$So you mattress stufferson averageyou would have loshabout 4% a year by

keeping your money at home.



FIGURRE ¢ Cash Real Returns, 192014
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SourceMorningstar, Elroy Dimson, Paul Marsh, Mike Staunt®riumph of the Optimistdrinceton

University Pres2002 Credit Suisse Global Investment Returns Sourcebook 2015

Next up arereal returns for shorterm government billsThese instruments do all they can just to

keep up with inflation., 2 dzQ NiBuallygdirg to make any monegsFigure 5 showsut at least

GKSe R2y Qi f2as8S m: ILwWedshiNdudeAKSS @2K2BNEXROK (I NB 4 a8 KR 2
market caftalizationweighted portfoliog KA OK ¢gSAIKGa GKS LR2NIF2fA2 o

stock market



FIGURB ¢Shortterm Government Bills Real Returns, 192014
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In Figure 6, d@ding a littleduration risk doubles the histical returns of bls for our 10yearbonds
but that is stillapretty smallreturn. | 2 @dz@bNdoingo get rich with 17% real returns, and you still

have to sit through a 50% drawdowas wewill showlater.

10



FIGURB ¢Longterm Government Bonds Real Returns, 192014
BestCase: 3% per yead
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And finally we havethe real returns foistocks Much better!Over 4% real returns per yearfes
superiorto returnsof the bond market.While these are great returns, realize that it would still take

over 15years to double your money!

11



FIGURK ¢Stocks Real Returns, 192014
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Andin Figure 7athe same charis presentedvith anon-logy-axis We do this to demonstrate to
readers the importance of viewinthartsthat have percentage changeser long time fames with a

log axis. Otherwise the chart is almost unreadable and definitely not useéuhapsmportantly,

12



you can now distinguish between unscrupulous money managers advertising their services with the

below style of chart which can be misleadiag the gains look much more dramatic.

FIGUREac¢Stocks Real Returns, 19@014 Nonlog Axis
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[ SGQa f221 Fid GKS Sy ipkidulize SoRNHK tBezbest ab0N®rEse | £ f  O2 dz
scenarios It looks like a simpleonservativerule of thumb may be to expect stocks to retuaround

4%to 5% bonds 1%0 2% and billsbasically zeroNote that the United States had one of the best
performing equityand bondmarkets for the 28 Century.

13



FIGURBcAsset ClasReal Returns, 1962014

Inflation Bills Bonds Equity
Australia 3.8% 0.7% 1.7% 7.3%
Belgium 5.2% -0.3% 0.4% 2.7%
Canada 3.0% 1.5% 2.2% 5.8%
Denmark 3.8% 2.1% 3.3% 5.3%
France 7.0% -2.8% 0.2% 3.2%
Germany * -2.4% -1.4% 3.2%
Ireland 4.2% 0.7% 1.6% 4.2%
Italy 8.2% -3.5% -1.2% 1.9%
Japan 6.8% -1.9% -0.9% 4.1%
Netherlands 2.9% 0.6% 1.7% 5.0%
South Africa 4.9% 1.0% 1.9% 7.4%
Spain 5.7% 0.3% 1.8% 3.7%
Sweden 3.5% 1.9% 2.8% 5.8%
Switzerland 2.2% 0.8% 2.3% 4.5%
UK 3.9% 0.9% 1.6% 5.3%
us 2.9% 0.9% 2.0% 6.5%
Max 8.2% 2.1% 3.3% 7.4%
Median 3.9% 0.7% 1.7% 4.8%
Average 4.5% 0.0% 1.3% 4.7%
Min 2.2% -3.5% -1.4% 1.9%

SourceMorningstar, Elroy Dimson, Paul Marsh, Mike Staunioiumphof the OptimistsPrinceton

University Press 200Zredit Suisse Global Investment Returns Sourcebook 2015

One would think that the math above would make the decision egagt put all your money in
stockd While $ocksoutperformedthe returns of bondsnd bills stocksare not without their own
risks. At least two countries had their equity markets wiped out when the government shut down the

capital markets.No wonder people are so waof investing in Russia and China even today.

Anotherrisk is tha stocks can go for a really long time underperforming other asset claasgsas
bonds. It is easy to look at the data and assume you can waibaoystockmarket

underperformance at least until it happens to you.

In his 201XTheBiggest Urban Legend in FinaggdRobArnott discusesa 30-year underperformance

of stocks vs. bonds:

14


https://www.researchaffiliates.com/Our%20Ideas/Insights/Fundamentals/Pages/F_2011_March_The_Biggest_Urban_Legend.aspx

a ! -yeanm stock market excess retuofiapproximately zero is a huge disappointment to the

f SAA2ya 2F GaA02D3NMNV Ay BRI 2ZMNBEDOSEdzi 2VEQaA y 2
From 18030 1857, U.S. equities struggled; the stock investor would have received a third of

the ending walth of the bond investor. Stocks managed to break even only in 1871. Most
observers would be shocked to learn there was ever-ge&&8 stretch of stock market
underperformance. After a 7fear bull market froml857 through 1929, another dry spell
ensued.From1929 through 1949, stocks failed to match borttie, only longterm shortfall in

the Ibbotson time sample. Perhaps it was the extraordinary period of histdhe Great

Depression and World War Iand the spectacular aftermath from 1960999, that luked

recent investors into a false sense of security regarding-loNY Slj dzA (& LIS NF 2 NJY

A 68yearlongstockunderperformance islmosti KS &l YS & | KdzYl yQa OdzNN.
the U.S. Bonds outperformed stocks over an entire lifetimeglly, more than a lifetime, since life

expectancy in the 1800s was around 40 years in thg.U/en talking about stocks for the long

run, then, it must mean something other than a humbietime. For atortoise, deep sea tubeworm,

or sequoia tree perhag® To be fair, the longer you go back in history the more suspect the data is, so

we confine our analysis below to the post 1900 period.

Other countries experienced large drawdowns, and even in the USitdds, an investor losabout
80% from the peak in the 1928930sstockbear market. The unfortunate mathematics of a 75%
decline requirs an investor to realize a 300% gain just to get back to ewbe equivalent of
compounding a#.8% for30years!Even a smaller 50% drawdown woudgjuire 15 yearsat that rate

of returnto get back to even.

Large drawdownarewhy many people choose to invest in bonds, but bonds are risky too. While
stocks typically suffer froreharperprice declines, bonds often have their value eroded by inflation.
The US and theU.K.have both seemealbond drawdowns of over 60%Vhile that sounds painfui
many other countriegJapan, Germany, Italgnd Francg it was worse than 80%Some cantries

that faced hyperinflation resulted in a total IgsndBusiness Insiddras aslideshowthat examines a

few of the worstexamples in the past 10@grs.

Figure Shows that both stocks and bonds have had multiple large drawdowns over the yidaas.

TANBRG OKINI dzasa Y2ydKte RI,@hdmenth dadyyintreakds 39S Y
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http://www.businessinsider.com/worst-hyperinflation-episodes-in-history-2013-9?op=1

the drawdownfigure.

FIGURB cAsset ClasRealDrawdowns 19002014
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SourceMorningstar, Bloomberg, Elroy Dimson, Paul Marsh, Mike Staumtawumph of the
Optimists Princeton University Press 2002

The same principle occurs in thekl) but bond investors had to wait even longer to get back to even

¢ almost 50 yearsBelow is Figure 10 looking at yearly real returns and drawdowns.

16



FIGURBRO cAsset ClasRealDrawdowns 19002014
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Optimists PrincetonUniversity Press 2002

Thisis one of the problems with investing in just asecurity, country,or asset classNormal market
returns are extreme Individuals invested imarious assets at specific periadsl.S. stocks in the late
1920s and early 1930§erman asset classes in the 19408 1940s, Russian stocks in Z9Chinese
stocks in 1949, U.S. real estate in the 1#850s, Japanese stocks in the @899%emerging markets and
commodities in the late 1990s, and nearly everything in 2008uld reason that holding these
assets was a decidedly unwise course of action. Most individuals do wetahsufficiently long time

to recover from large drawdowns froamy one risky asset class

So what is an investor to do? The next step lies intvghealled the only free lunch in investigg

diversification.
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CHAPTERCc The Benchmarlortfolio: 60/40

Gb2 adN)XGS3Ie Aad a2 3F22R LKRWzQ®WE AQRYIQi 2K 3@45 4
cases: No model will tell you that. My rule of thumstdouble the worst that you have ever
& S S g/GiifE Asness Cofounder AQR Capital Management

The mostwvenerableasset allocation model is theaditional 60/40 portfolio. The portfolio simply
invests60%in stocks(S&P 500and 40%n 10-year U.S. governmeitonds. We will use this portfolio

as the benchmark to compare all the followingportfolios in this book

The reason many people will invest in both stocks and bonds is that theftarenon-correlated
meaning, $ocksoften zig while bondgag. Wile therelationshiphA & y Qi 02 y a Gtwoyorii = 02 Y 6

more noncorrelated assetaito a portfolioresults ina better portfolio than just either alone.

How has this portfolio performedp S i Qa f 2 26D/40pdrtfolip K8k to 193, rebalanced
monthly. We consider volatility to beneasured by the standard deviation of monthly returns. The
Sharpe ratio is a measure of risk adjusted returns, and is calculated as: (etighéree
rate)/volatility. The riskfree rate is simply the return of Treasury bils.higher Sharpe ratiis

better, and agood rule of thumb is that risky asset classes have Sharpe ratios that cluster émeund

0.20to 0.30 range.

FIGURBE1 cAsset ClasRealReturns 19132013

Real 19122013 Bonds Stocks 60/40
Returns 1.82% 6.59% 5.11%
Volatility 6.68% 18.61% | 11.79%
Sharpe 0.22 0.33 0.40
Max Drawdown -59.06% | -78.94% | -52.38%

SourceGlobal Financial Data
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So it looks like you get a nice diversification benefit of investing your portfolio in both assets. While
60/40R 2 S ayft€athievethe returns of stocks, you reduce your drawdown achie to the assets

not being perfectly correlated Figure 12 shows the equity curve of the strategy.

FIGURHE2 cAsset ClasRealReturns,1913-2013

Real Returns, 1913-2013
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One challenge fanvestors is how much time they spend in drawdowns. It is emotionally
challenginglargely, sincewe anchor to the higkstvaluea portfolio hasattained For example fi

your account hit $100,000 last month up from $200twenty years agoyou likelythink of your

wealth in terms of the recent value and not the original 8. If it then declines to $8000, most

will think in terms of losing $2000rather than the longterm gainof $60,000. The 60/40 allocation

only spends about 22% of the timergew highs, and the other 78% in some degree of drawdown.
Drawdowns are physically painful, and the behavioral research demonstrates that people hate losing
money much more thathe joy of similar gainsTo be a goodréad: patient) investor youneed tobe

able to sit through the dry spells.

So why not just allocate to the 60/40 portfolio aadoid reading theest of this book?
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While 60/40 is aolidfirst step, we posit thatfocusingsolelyon US stocks and bonds is a mistakie
fact, this 60/40approachpresents goarticularlydifficult challenge to investorstdéhe end of 2014as

we detail below.

U.S stocks have returned a meagé9%per year from 200@ 2014 and, factoring in inflation, have
returned 1.90% per yearprovidedinvestors had tk ability to sit through two gutvrenching bear

markets with declines of over 45%ccording torecent DALBAR studiemany have not1.9%per

year is a far cry from thiistorical6.4®othat U.S stockshave returned over the full period from
19002014

One of the reasons for the subpar returns is simplaluations matterThe price you pay influences
your rate of return. Pay a below average price and you can reasonably expect an above average
return, and vice versaValuations staréd the 2000s at extreme levelBhe teryear cyclically

adjusted priceto-earningg(CAPEdatio for U.S. stockeeached a level of 45 in December 1999, the
highest level ever recorded in the&J as Figure 13 showd=or those unfamiliar with valuation
methods for stocks, & examineover40 global stock markets and how to use glolalation

metricsin ourbook Global Valug This high starting valuation set the stage for very poor returns

going forward for investors buying stockglie late 1990s
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Figurel3¢ TenYear Cyclically Adjusted Priem-EarningsRatio (CAPE), 1882014
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Shiller

As you can see in tHegure 14, future returns are highly dependent @ahosestarting valuations. The

current reading as dbecember2014 is27, which isabout60% above the longerm average of

around 165. At the current levels ové&5, futuremedian tenyearreturns have been an uninspiring

3.5% nominal and..00% real sinc&900. Not horrificand not quite yet in a bubbtebut not that

exciting eitherOnceCAPEatios rise above30, forecased future medianreal returns are negative

for the followingten yearsc A

R2SayQi

YIS

18yas

g2

2 S NLJ &
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Figurel4 ¢ TenYear CABRatiovs. Future Returnsl 9002014
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U.S 10-yeargovernmer bonds on the other handhaveprovento be a wonderful place to invest
during the pastl5yeas. The compound return w&24%and a nice8.82oafter inflation. The
problemhere, however is that these wonderful recent returns come at the expense of future returns
as yields have declindtbm around 6% in 2000 to near-#ilne low levels in the U.S., currently

around 2%.

Future bond returns are fairly easy to forecgstach future bond return isimply the starting yield.
Currently, pur tenryear nominal return for buying.8 governmentbonds will be around .25% if

held to maturity.

So investors are presented with the falling opportunity sebf annual returns for the next ten years

(assuming 25% inflation going forward, rounding to make it simple):

1 U.S Socks:3.50% nominal~1% real
1 U.SBonds:2.25% nominal~0% real
1 Cash/Tills: 0.00% nominai2% real

That leaaves a 60/40 investor with23% nominal reurn no matter which way you slice ibr ebout a

0-1% real return. Not exactlyreathtakind Many investors expect 8% (or even 10% returns) per year
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when, in reality, expectations should beatcheteddown to more reasonable levels.

Otherhighly respectedesearch shops forecast similar bleak returns f@& stocks and bondsYou

can find moranfo at AQR Bridgewater Research AffiliateandGMQ

Sowhere should investors look feeturns whileminimizingtheir riskof overpayin@ In the coming
pages, v examine théenefitsof expanding a traditional 60/40 allocation into a more global

allocationwith an additional focus on real assets as well
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CHAPTERC( Asset ClasBuilding Blocks

& L nkithé &ingle most important thg that you can do is diversify your portfofio.
¢Paul Tudor Jonesounder Tudor Investment Corporation

The next two questionand answersvill likely surprise you.

Question 1- Quick, whatist® ¢ 2 NI RQa fIIaNBSE (OftFAyaA K OAS XYy Qi 1y 26

Answer:Foreignex-U.Sbondd This is usuallyusprising to most investoraho assume the answer is
U.S stodks or bonds

HGURE15¢ The Largest Asset Class in the World

Non-U.S. bonds are the world’s largest asset class

Global investable market components, 1995 — March 2013
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SourceVanguard

Question 2:How much of youglobalstock allocation should be in the Unit&dates?

Answer:About half!
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U.S investors usually put around 70% of their stock allocation at home here in.#eTbis s called

0KS aK2YS é(adindoisevedywherdVost investors around the world invest most of

their assets in theiown markes. Figure 16s a chart from Vanguard that details theK 2 YS O 2 dzy (i N
0 A leffeét in the US, the UK, Australia, and Canad&he blue bars are how much investors should

own of each countraccording to global weightingand the red bars areow much they actually

own of their own country way too much!

HGURE 16 ¢ Home Country Bias
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Figure 17s a charfrom the Credit Suisse GIRY updat mentioned earlier It details theU.S.as a
percentage ofvorld market cajtalization(52%)in 2014 Given this, while most ofus here in the

United States invest0%of our stock allocatioim U.S.stocks,in order to be truly representative of

the global marketplacaet really should only be abouialf. Note that theU.Swas only 15% of world
market cap back in 189%s a share ajlobalGDP, thdJ.Sis only 20% (emerging markets are 50% of
global GDPbut only 13% of market capitalization).
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HGURE 17 ¢ Stock Market Sizes, 1899 azd14

Relative sizes of world stock markets, end-1899
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Figure 2
Relative sizes of world stock markets, end-2014

Jagan 7.8%% UK 7.2%

Canada 33%
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SourceElroy Dimson, Paul Marsh, Mike Stauntériumph of the Optimisidrinceton University
Press 2002, Credit Suigs®bal Investment Returns Sourcebook 2015

The point otthe two questionsat the beginning of the chaptes that we live in a global world. There

is no need to build an investment portfolio with just exposuréJt& stocks and bondsFigure 18s

26



another chart of how market capeightingshave changed over time. Notice the large Japanese

bubbleexpansion in the 1980s anide rapid contraction afterward.

HGURE 18 ¢ Stock Market Sized,900 t02012

Country equity capitalization proportions in the 22-country world equity index, 1900-2012

Source: Elroy Dimson, Paul bMarsh, and Mike Staunton, DMS database
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The key question for investors to askenZ A Bakwoudd?our allocation look like if we expanded
the 60/40 portfolio to include foreign stocks and borfddbuld that helpimproveour returns or

reduceour risk?¢
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TheGlobal60-40 Portfolio

Thenext portfolio we will examine is the 60/40 portfolionly now we areusing globaindicesrather
than justU.S.ones. We split the stock allocation into half domestic and half foreign developed stocks
(MSCI EAFE), and split the bond allocation into half domestic and half foreygarkgbvernment

bonds.

Going globain this illustrationR 2 Sa y Qi  énidresyil&td miicKiBough it does increase
returns, reduce volatility, and improve the Sharpe rgat good things) Theglobalportfolio also did
better during the inflationary 1973981 period as Figure 19 shows.

HGURE 19 ¢ Various Assets and Strategies, Real Returns, 12083
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Source: Global Financial Data

There is no reasarhowever for investorto focusexclusivelyon stocks and bonds. Would increasing
amounts of granularityvith additional asset classé&lp when looking at building a diversified
portfolio? In thisbook, we are going to examine 13 assets and their returns since 193 are

found in Figure 2@elow with a column denoting what broad category of assets tatyunder.
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