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April 2015:   Stocks, Bonds & Cash in an Unfamiliar Landscape 

 
International Investing in a Scary World 

The highlighted black line in the chart at left represents DFCEX 

(Dimensional Fund’s Core Emerging Market Fund). It is our 

primary investment in the emerging stock markets of China, India 

and other emerging economies. Depending upon client risk 

preferences we have generally recommended that 5% to 15% of 

a client’s overall allocation to the stock, bond and cash-

equivalent world markets be invested in the emerging markets.  
 

For years that allocation helped our portfolios garner respectable 

returns. That wasn’t the case in 2014 and early 2015 when 

emerging market economies slowed or stalled. Our decision to 

maintain the target allocation hurt your short term results.  
    

     Up 12% in 30 days after a roller coast 24 months* 

 

Then, shortly after the quarter close on March 31st (January 1 through March 31 performance report) 

emerging markets showed unexpected strength; their stocks soared as traders scrambled to join the party. 

The possible reasons? Perceived bargains outweighed the perceived risk; a realization that the Asian “sky 

hadn’t fallen”; knowledge that the relative safety of popular US stocks means less desirable returns from 

these for a while. Risk is inversely related to expected reward. 

 

The takeaways? Yes, emerging market stock prices are volatile. Emerging markets themselves are risky 

places to invest, if only because of a less mature regulatory environment and political instability. 

 

But if we can be patient, these markets may help produce an attractive result, especially when our 

domestic economy slows. Barring a calamity, emerging market stock prices tend to go up when US stock 

prices go down or stall. Therefore they can offset undesirable volatility in the overall portfolio. Economies 

in places like China and India offer significant growth potential as their populations demand more of the 

goods and services that Westerners have come to enjoy.  

 

Frustrated by short term results, investors may abandon sound strategies. Economic and other events, 

even anticipated ones, usually occur without warning. Market prices react so quickly that few traders 

respond quickly enough. That is why many apparently missed the upturn in emerging markets. 

 

We believe that clients with a longer term perspective of about ten years will benefit by a global and 

patient approach, whatever their appetite for risk. 

 
*The faded blue line in the chart above shows the stalled price of the US stocks in the S&P 500 as emerging market stocks surged. 
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Interest earning investments still compromised by government action 
 

Not so long ago, an elderly investor with very little tolerance for market risk 

could buy US treasuries of varying maturities, to earn around 3% per year on 

average. This would provide current income, great safety of principal and 

even some ability to help maintain purchasing power in the face of inflation. 

A one million dollar investment in treasuries could therefore offer $30,000 a 

year in income. Today, such a portfolio offers about $12,000 a year. 
 

Blame the Great Recession. Government strategy to restart the economy 

(under the guidance of then Treasury Secretary Bernanke) drove down 

interest rates close to one percent and less. Rates on CDs, annuities, and 

cash equivalents tumbled along with treasury rates. 
 

The immediate goal was to save the large investment banks from failure and the world financial system 

from collapse. Low interest funds made available to the banks would do that.  The promise was that the 

benefits would then pass on to others: manufacturers, job seekers and consumers of all stripes. While the 

large investment banks celebrated a resurgence of profits soon after the worst of the financial decline, it is 

still not clear what the longer term benefits for the “others” might prove to be. 
 

There will always be losers and there will be winners. Since World War II rarely has the wealth gap been so 

large between US retail investors and the masters of the financial institutions and corporations. 
 

Some of our clients depend on interest rates of bonds or CDs to provide income. More use fixed income 

less as a source of return then as an offset to undesirable stock market volatility. The unprecedented 

depression of interest rates distorts market dynamics and exposes most investors to greater risk. 
 

Our response? Counterintuitively, we have taken on slightly more risk via slightly higher stock allocations 

but have then replaced a portion of our bond allocations with a higher cash allocation to balance risk out. 

One reason is that the return to more typical interest rates may tumble the value of bond funds. A sudden 

two percent rise in rates will cause a bond fund with a ten year maturity to lose twenty percent of its value 

almost overnight. That event may also stall company earnings and tumble stocks. But you may then have 

the cash to support income needs through a market downturn or to prudently reinvest at bargain prices. 
 

What we have not done is extend average bond maturities (durations) much, or sought below investment 

grade bonds, or chased high yield dividend stocks in an attempt to replace bond interest with dividend yield 

(and attendant stock risk). The tradeoff may be lower returns short-term in exchange for mitigating a 

severe market decline in the mid-term, and the expectation of desirable performance longer-term. 
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Mr. Bernanke: Gone but not forgotten 

 


