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International stocks make investing more 
complex. Unlike in domestic equity 
investing, where we examine only 
the economic and corporate building 

blocks underlying the U.S. market, we must 
scrutinize more than 45 countries and their 
respective corporate underlings. There is 
also the burden of analyzing those countries’ 
complex economic, financial, and political 
interrelationships, which affect interna-
tional returns overall. Moreover, given the 
limited availability of accurate and timely 
fundamental data on international stocks, 
advisors incur exorbitant data and research 
costs to evaluate a copious number of stocks 
in the international universe. In our experi-
ence, these challenges make some advisors 
reluctant to recommend international invest-
ments, especially emerging, to their clientele. 

To reduce the complexities that advisors 
face in international equity investing, we 
have developed a measure that expresses 
the medium-term equity performance 
expectations of a country. This measure, the 
medium-term country yield forecast (MCY 
forecast),1 is a simple yield forecast measure at 
the country level that builds on concepts that 
advisors already know from the widely popular 
cyclically adjusted price-to-earnings ratio 
(CAPE, or Shiller’s price-to-earnings [PE]). 
We have formulated a country yield 

1 The MCY forecast referred to in the article is 
otherwise known as CY-M™.

forecasting mechanism ,2 a forecast model and 
the fifth pillar in our global country alloca-
tion framework (GCA framework),3 which 
applies the cyclically adjusted country yield 
(CAC yield)4 to derive the medium-term 
yield forecast on an inf lation-adjusted (real) 
basis for any country outside the United 
States. The CAC yield of any country in our 
investment universe,5 which feeds into the 

2 The yield forecasting mechanism referred to 
in the article is otherwise known as the country yield 
forecasting mechanism (CY-FOREM™).

3 The framework referred to in the article is 
otherwise known as the G-CAF™.

4 The CAC yield referred to in the article is 
otherwise known as CACY™.

5 The investment universe referred to in the article 
is the broad-based benchmark MSCI All Country World 
Index ex. USA (popularly known as ACWX), which is 
composed of 22 developed countries and 23 emerging 
countries. The developed countries are Australia, Austria, 
Belgium, Canada, Denmark, Finland, France, Germany, 
Hong Kong, Ireland, Israel, Italy, Japan, Netherlands, 
New Zealand, Norway, Portugal, Singapore, Spain, 
Sweden, Switzerland, and the United Kingdom. The 
emerging countries are Brazil, Chile, China, Colombia, 
Czech Republic, Egypt, Greece, India, Indonesia, 
Korea, Malaysia, Mexico, Peru, Philippines, Poland, 
Qatar, Russia, South Africa, Taiwan, Thailand, Turkey, 
and the United Arab Emirates (UAE). All the MSCI 
country indexes and the broad-based MSCI benchmark 
used for the empirical analysis in this article are of stan-
dard form. However, in June of 2017, Pakistan was added 
to the benchmark after it was upgraded from a frontier 
country to an emerging country, increasing the number 
of emerging countries in the benchmark to 24.
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model, is nothing but its Shiller’s PE (a price multiple) 
expressed in yield form. The mechanism departs 
significantly from most applications of Shiller’s PE found 
in investment research and literature from the recent 
past, where Shiller’s PE is used primarily as a tool to 
gauge the expectations of a national stock market in 
the long run. In our application, we use Shiller’s PE to 
forecast expectations in the medium run, which for us is 
between 3 and 10 years out in the future. Moreover, the 
model augments the forecasting capabilities of Shiller’s 
PE by incorporating into it a country’s cyclically adjusted 
real exchange rate (RER 10). Incorporation of RER 
10 into the model stems from recent studies evaluating 
the application of Shiller’s PE on national stock mar-
kets; these studies have concluded unequivocally that 
Shiller’s PE is not as precise a predictor of long-term 
equity returns for the emerging countries as it is for 
developed countries.

This article will discuss the country yield forecasting 
mechanism in detail and is organized as follows. The 
first section will brief ly touch upon the reasons for using 
medium-term forecast horizons in forecasting national 
stock market returns. The second will summarize the 
genesis of Shiller’s PE and its application in the U.S. 
stock market and other national stock markets, emerging 
and developed, outside the U.S. The third section exam-
ines the genesis, empirical analysis, and model building 
stages of the country yield forecasting mechanism, 
including the reasons for adopting real exchange rates 
to enhance the forecasting capabilities of Shiller’s PE for 
emerging countries. The fourth discusses the features of 
the MCY forecast; its application in country selection, 
using Ireland as a detailed example; and its use in the 
GCA model for setting tranche weights. The final sec-
tion draws conclusions on how MCY forecasts may be 
used by investment advisors in their practices.

WHY FOCUS ON THE MEDIUM TERM?

You may wonder why we focus on the medium 
term. We believe that advisers have to approach country 
selection from the medium-term perspective to get the 
most out of investing internationally on their clients’ 
behalf. We generally divide investment horizons into 
three categories: short term (1 to 3 years), medium term 
(3 to 10 years), and long term (greater than 10 years). 

Country selection using short-term perspectives 
typically does not work as advisors intend. Why? In the 

short term, many known and unknown factors affect 
the country risk premium. Although institutional-
level sophisticated models could capture many of those 
factors, most individual advisors lack the resources to 
develop and monitor them. As a result, advisors using 
short-term investment views on countries typically hurt 
their buy-and-hold clients, as transaction costs begin to 
nibble away at the excess returns, if any exist. 

Long-term perspectives also fall short. During 
a long stretch of time, the investment and economic 
regimes of countries change, and clients’ circumstances 
may change as well. It is not possible to efficiently model 
these changes in the country selection process. Accord-
ingly, we believe that advisors can only model effectively 
a country selection process ref lecting market views over 
a period largely ranging from three to seven years. 

CAPE (OR SHILLER’S PE)

In 1934, Graham and Dodd, in their landmark 
tome, Security Analysis, recommended using earnings 
from the trailing 7 to 10 years to compute the PE ratio, 
for they had suspected that volatility of corporate earn-
ings had an undue adverse inf luence on the traditional 
PE ratio.6 Keimling [2014] was of the opinion that tra-
ditional PEs seem to be expensive during times of crisis, 
when low or negative earnings should provide rewarding 
buying opportunities. At such times, he believed the 
traditional PE does not take into account the poten-
tial for earnings growth after the crisis. Taking up the 
recommendation of Graham and Dodd, Campbell and 
Shiller [1988, 1998, 2001] developed a CAPE, popu-
larly known as Shiller’s PE, for the entire U.S. market, 
which was computed as the price of the S&P 500 index 
divided by its trailing 10-year average earnings, adjusted 
for inf lation. The purpose of the 10-year observation is 
to capture average corporate earnings over a full eco-
nomic cycle, while inf lation adjustment allows for the 
comparability of earnings during periods of high inf la-
tion. Robert Shiller of Yale University famously used 
CAPE to predict the tech bubble in the U.S. market in 
the closing days of the last millennium. Since the late 
1990s, advisors have largely used the measure as a tool 
to forecast the long-term returns of the U.S. market.

6 Traditional PE is the ratio of current price to the trailing 
one-year earnings.
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Research in the last decade or more has indi-
cated that since 1881, Shiller’s PE has been a reliable 
predictor of S&P 500 returns for periods 10 or more 
years ahead, which we classify as the long term. There 
has been a recent spate of research on this measure and 
its relevance to national markets outside the United 
States. Keimling [2005, 2014] of Star Capital published 
a couple of papers in the last decade regarding the appli-
cation of Shiller’s PE in forecasting long-term returns 
of developed countries outside the United States. These 
papers have conf irmed reliability of the measure in 
predicting long-term returns in those national markets 
as well. Klement [2012], while investigating applica-
tion of Shiller’s PE in both developed and emerging 
countries in his paper “Does the Shiller-PE Work in 
Emerging Markets,” arrived at similar conclusions. 
However, the biggest takeaway from his paper, apart 
from the application of Shiller’s PE in emerging mar-
kets, is that the correlation of Shiller’s PE with future 
real stock market returns is very low for very short 
investment horizons, but averages around 0.7 for 
investment horizons of f ive years or more. Moreover, 
Klement harnessed this f inding by employing Shiller’s 
PE to predict real returns of national markets across 
successive periods of f ive years or more. In the process, 
he showed the efficacy of this measure to predict for-
ward returns over intervals shorter than 10 years. As we 
discussed earlier, we categorize intervals longer than 
three years and shorter than 10 years as medium-term 
forecast horizons.

EMPIRICAL ANALYSIS AND MODEL 
BUILDING

Until now, international country markets lacked 
a measure similar in gravity to Shiller’s PE, which was 
established primarily to value U.S. equity markets. 
To fill the gap, we created an international version of 
Shiller’s PE. To that end, we have done an extensive 
empirical study of the national markets—comprising 
22 developed and 24 emerging—under the MSCI All 
Country World Index ex. USA benchmark. In our 
research, we embraced the thesis that Shiller’s PE can 
be used to forecast real returns of national equity markets 
for successive medium-term horizons. Furthermore, we 
departed from the usual price-multiple expression of 
Shiller’s PE by inverting the Shiller’s PE of each national 
market to its yield expression form because the latter is 

more intuitive for investors to grasp.7 Why? It is easier 
to explain a negative yield than a negative PE. We call 
this yield expression the CAC yield. 

By definition, we use historical monthly values 
from 1996 for earnings, national stock price index, 
and consumer price index (CPI)8 of each of the coun-
tries to compute its respective historical monthly CAC 
yield dating from 2006. In addition, we employ rolling 
monthly series of six-, seven-, eight-, and nine-year 
forward compound annual growth rates9—CAGR6, 
CAGR7, CAGR8, and CAGR9 (all mnemonics), 
respectively—of real (adjusted for inf lation) price returns 
in local currency for each country10 in the universe. As 
a result of limited earnings yield history for Qatar and 
UAE,11 we exclude them from the study. 

For each country in the universe, its multiple suc-
cessive forward returns time series CAGR6, CAGR7, 
CAGR8, and CAGR9 are regressed separately against 
its respective CAC yield series. Based on the regressions, 
we find that CAC yield is relatively the most reason-
able predictor of national equity returns (expressed on 
a CAGR basis) in the successive six-year time periods. 
The gray bars in Exhibit 1 display the average power of 
CAC yield, expressed in percentage on the vertical axis, 
in predicting compounded average annual real (adjusted 
for inf lation) returns for six successive years for all the 
countries in the MSCI All Country World Index ex. 
USA benchmark. Technically speaking, the regres-
sions using the rolling six-year CAGR series (CAGR6) 
yielded the highest R2 values for all countries, and they 
are represented in gray in Exhibit 1. However, one can 
observe from the chart that commodity-based countries 
such as Brazil, Chile, Columbia, Peru, and Indonesia 
and purely export-oriented economies like South Korea 
are conspicuous because of their disappointingly low 
R2 values. 

7 Earnings yield is obtained by dividing 1 by the PE ratio, 
which is nothing but an inversion of the PE ratio, as defined by 
Graham and Dodd [2009] and further elucidated by Shen [2000].

8 The CPI is based to 100 in 2010.
9 Compound annual growth rate is popularly known in 

finance as CAGR.
10 The standard form of the indexes used in this article covers 

85% their total underlying market capitalization and captures only 
large-cap and mid-cap stocks.

11 Earnings yield history of Qatar and UAE starts only in 
June 2014.
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To develop an enhanced predictor of returns for 
emerging countries, we amended the CAC yield mea-
sure to include the effects of real exchange rate on the 
cyclically adjusted reported earnings that go into the 
computation of the measure. The rationale for intro-
ducing the real exchange rate is intuitive—export-ori-
ented economies, both commodity and noncommodity 
based, depend on the relative price of export goods in the 
international market. The relative price of an exported 
good is a function of its native price and the exporting 
country’s nominal exchange rate, inf lation level, and its 
long-run productivity. The real exchange rate measure 
encapsulates these factors into a single measure. 

For predictive purposes, we adopt the real exchange 
rate in the RER 10 form. RER 10 of a country is its real 
exchange rate divided by the trailing 10-year average of 
the real exchange rate.12 The purpose of averaging the 

12 The real exchange rate of a country is its nominal exchange 
rate adjusted for its inf lation rate.

real exchange rate over a 10-year period is to smooth out 
the volatility of nominal exchange rate over a full eco-
nomic cycle, whereas adjusting the nominal exchange 
rate for inf lation would help ref lect the changes in the 
productivity of the country as well. 

To improve the explanatory power of CAC yield so 
as to forecast more accurately successive six-year forward 
returns for commodity-based and export-oriented coun-
tries (most of which are classified as emerging markets 
by MSCI), we introduce the monthly time-series mea-
sure, RER 10,13 as an additional explanatory variable in 
the regressions. The historical real exchange rates used 
to compute the time-series RER 10 for the countries 
are expressed per unit of U.S. dollar. As we can see 
from the black bars in Exhibit 1, the variable RER 10 
improves the R2 values of the country regressions, by a 
significant margin for the emerging countries. In other 

13 The CPI used to adjust the nominal exchange rates for 
inf lation is based to 100 in 2010.

E X H I B I T  1
Explanatory Power of CAC Yield Alone and CAC Yield and RER 10 Together in Predicting the Forward Six-Year 
Average Annual Real Returns for Countries in the MSCI All Country World Index ex USA

Notes: Returns are expressed in CAGR basis.

Sources: BGA, MSCI, IMF, Australia Bureau of Statistics, New Zealand Statistics, OECD, and IADB.

JII-Radha.indd   52JII-Radha.indd   52 17/05/18   12:22 pm17/05/18   12:22 pm

IT IS
 IL

LEGAL TO R
EPRODUCE THIS A

RTIC
LE IN

 A
NY FORMAT



THE JOURNAL OF INDEX INVESTING   53SUMMER 2018

words, we find that CAC yield, when combined with 
RER 10, explains more accurately medium-term returns 
for emerging countries. Furthermore, the combination 
marginally improves the predictions for the developed 
countries. The significant advantage of the combined 
measure is shown by the greater height of the black bars 
over the gray bars in Exhibit 1 for almost all emerging 
countries. These measures together form the CAPE-
equivalent measure that advisors have sought for evalu-
ating the country markets outside the United States.

The individual ordinary least squares regression for 
each country, described earlier, that regresses a country’s 
CAGR6 time series on CAC yield and RER 10 time series 
is what we term the country yield forecasting mechanism.14 As 
noted in the preceding discussion, CAGR6 is the com-
pounded average annual growth rate of real returns over 
six successive years. To ref lect its connation truly, we have 
renamed the CAGR6 measure as the MCY forecast. The 
individual country regression or, otherwise, the country 
yield forecasting mechanism for any country in the 
MSCI All Country World Index ex. USA is formalized 
generically with mathematical notations as

(MCY forecast)it =  Ai ∗ (CAC Yield)it + Bi ∗ RER 10it 
+ (C AC Yield)φi

(MCY forecast)it =  CAGR of real returns over suc-
cessive six years for ith country at 
time period t. 

 (CAC Yield)it =  CAC yield of the ith country at 
time period t.

 CAC Yield  of a country is the ratio of its trailing 
10-year average earnings divided by 
its price, all adjusted for inf lation.

 RER 10  of a country is the ratio of its 
real exchange rate divided by its 
10-year average real exchange rate.

 RER 10it =  RER 10 of the ith country at time 
period t.

 (CA C Yield)φi =  Residual country yield of the ith 
country at time period t.

 Ai = yield coefficient of the ith country.
 Bi =  real exchange rate coefficient of ith country.
 n =  number of countries in the investment 

universe.
 t =  time period, monthly as in the end of the last 

trading day of a month.
 i = ith country, 1 ≤ i ≤ n.

14 Refer to footnote 2.

To be specific, for a given country with the given 
values of CAC yield and RER 10 at time period (outside 
the sample used to develop the model) t, the country 
yield forecasting mechanism for the country would 
generate its MCY forecast, the forecast compounded 
annual growth rate of its real equity returns over the 
successive six years from time t. Exhibit 2 ref lects the 
regression coefficients and intercept of the country yield 
forecasting mechanisms for each country in the universe 
(see the Appendix for their robustness check as done at 
the end of 2016), and Exhibit 3 features the descriptive 
statistics of CAC yield, the main driver of the mecha-
nism, for the same over the time period of 2006 through 
February 2016. So far, we have discussed the develop-
ment of MCY forecast measure, the cornerstone of the 
country yield forecasting mechanism.

LOOKING AT THE MCY FORECAST 

How can you get from the CAC yield and RER 10 
to information that you can use to create country alloca-
tions? As described, we combine CACY and RER 10 
in a simple model, called the country yield forecasting 
mechanism, to predict the compounded average annual 
real returns of a country (nominal returns adjusted for 
inf lation) for six successive years, which we have desig-
nated as the MCY forecast.15 

The actual versus forecast table (Exhibit 4) com-
pares the countries’ actual compounded average annual 
real returns for the period 2011–201716 with the corre-
sponding MCY forecasts made for the same period at the 
end of the calendar year 2010. As the exhibit shows, the 
accuracy of the forecasts is respectable enough that, for at 
least 75% of the countries, the forecast and actual returns 
coexist in the same quintile categories; for a significant 
number of the remaining countries, the actual and fore-
cast values exist in quintile groups separated at most by 
one quintile group.17

We recommend using the rolling monthly values 
of each country’s MCY forecast to assess the monthly 
trend of its average medium-term return expectations. 

15 The MCY forecast, otherwise known as M-CY™, is always 
expressed in CAGR terms.

16 The actual returns are expressed in CAGR terms.
17 Disparities between MCY forecasts and actual CAGR 

returns may exist for some countries because the country yield 
forecasting mechanism is only a forecasting model. The forecasts 
need to be fine-tuned further to be used in constructing portfolios, 
and that treatment can be left entirely to a different discussion.
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E X H I B I T  2
Coefficients and Residual Country Yield of Country 
Yield Forecasting Mechanisms by Country

Notes: All countries ref lected here are countries underlying MSCI’s 
All Country World Index ex USA. Argentina, Jordan, Morocco, and 
Sri Lanka are no longer part of the index. Qatar and UAE have been 
excluded because of lack of sufficient history. Data run from December 
2005 through February 2016.

Sources: BGA calculations, MSCI, IMF, Australia Bureau of Statistics, 
New Zealand Statistics, OECD, and IADB.

E X H I B I T  3
Descriptive Statistics of CAC Yield by Country

Notes: All countries ref lected are those underlying MSCI’s All Country 
World Index ex. USA. Argentina, Jordan, Morocco, and Sri Lanka are 
no longer part the index anymore. Qatar and UAE have been excluded 
because of lack of sufficient history. Data run from December 2005 
through February 2016.

Sources: BGA, MSCI, IMF, Australia Bureau of Statistics, 
New Zealand Statistics, OECD, and IADB.
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E X H I B I T  4
Comparing Actual Returns versus MCY Forecasts (as of end of December 2010) by Country 
for the Forecast Period 2011–2016

Sources: BGA, MSCI, IMF, Australia Bureau of Statistics, New Zealand Statistics, OECD, and IADB.
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In addition, we calculate the number of countries in a 
group with upside values of the MCY forecast, which are 
above the average for the group, to arrive at the group 
diffusion index. A diffusion index created for a group of 
commodity-based countries, for example, would reveal 
the strength of its upside performance expectations. We 
refer to a grouping of countries, sectors, stocks, or other 
investable entities by investment or economic character-
istics as tranching, the first pillar of our GCA framework 
(Radha [2016]). Exhibit 5 describes the three tranches—
upper, middle, and lower—we have carved out of the 
countries underlying the MSCI All Country World 
Index ex. USA universe in our CCA model.

Two examples will explain the MCY forecast mea-
sure, as well as its applications in international investing. 
In Exhibit 6, we plot the trend of Brazil’s MCY forecasts 
over time. Along the bottom of the chart, the time 
periods advance on a monthly basis and the dates ref lect 
the starting points of six-year forecast time horizons; 
the dates along the top ref lect their respective end-
points. Beginning in September 2011, MCY forecasts 
began to turn higher and carried that momentum until 
early 2016. This indicated that Brazil’s return prospects 
would begin improving in mid-to-late 2017 and con-
tinue into early 2021. 

E X H I B I T  5
Tranching or Grouping of Countries in the MSCI All Country World Index ex USA

Notes: Pakistan was added to the benchmark in June 2017.

Sources: BGA and MSCI Inc.

Exhibit 7 shows the diffusion index of the 
commodity-based and export-oriented countries that 
make up the middle tranche, of which (thick black line) 
Brazil is a part. It plots the three-month moving average 
of the diffusion index and depicts the average strength 
of the upside performance expectations of the middle 
tranche. Along the bottom of the chart, the time periods 
are advanced on a monthly basis, and the dates ref lect 
the starting points of six-year forecast time horizons; the 
dates along the top ref lect their respective end points. The 
index began to rise from the lows in December 2010 to 
the strength recorded currently. Looking at the top of the 
chart for the corresponding six-year forward dates gives 
a sense of when this group of markets was expected to 
begin showing strength, which was around late 2016. As 
of November of 2016, all countries in this group, barring 
Mexico, had posted ample gains on a year-to-date basis.

Let us summarize the characteristics of MCY fore-
cast and what function they perform for the GCA frame-
work and the country yield forecasting mechanism:

1. The MCY forecast is always expressed on a 
CAGR basis.

2. The MCY forecast is more a comparative measure 
and less a specific point-in-time forecast measure. 
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Therefore, it is used in our GCA framework to 
compare the average forward six-year real returns 
expectations of a country to that of the other coun-
tries in the universe at a given point in time. Given 
the efficacy of the measure, it is appropriate to use 
the measure to rank the countries on a relative basis. 

3. As outlined earlier, we use the MCY forecast mea-
sure to rank countries in our investment universe 
on a relative basis to group them into quintiles. 
Quintile one accommodates countries having 
the highest MCY forecasts, and quintile f ive 
accommodates countries having the lowest MCY 
forecasts. The countries occupying the first two 
quintiles are expected to perform exceptionally 
well for the next six years.

4. MCY forecast is a real (adjusted for inf lation) mea-
sure, and if the average inf lation projection for the 

forecast period is added to it, then the measure 
for the nominal equity return expectations can be 
obtained as well.

5. The rolling monthly MCY forecast values of a 
country are used to assess the trend of the monthly 
average compounded equity-return expectations 
of that country over six-year periods—that is, if 
the return expectations of a country are rising, 
declining, or f lat.

6. By averaging the MCY forecasts of the countries 
in a tranche, we can obtain the MCY forecast for 
the overall tranche. Likewise, the MCY forecast 
can be derived for all the tranches in the GCA 
model18—upper, middle, and lower.

18 The GCA model referred to in the article is otherwise 
called the G-CAM™. 

E X H I B I T  6
MCY Forecast Predicts Improved Outlook for Brazil in the Next Five Years

Notes: The vertical lines indicate the forecast horizons, starting from the dates listed on the x- axis at the bottom and ending on the dates listed on the 
x-axis at the top. Real returns are nominal returns adjusted for inf lation. Data through December 2016.

Sources: BGA calculations, MSCI, and IMF.

JII-Radha.indd   57JII-Radha.indd   57 17/05/18   12:22 pm17/05/18   12:22 pm

IT IS
 IL

LEGAL TO R
EPRODUCE THIS A

RTIC
LE IN

 A
NY FORMAT



58   A PROGNOSTIC YIELD MEASURE FOR COUNTRY SELECTION IN THE MEDIUM TERM USING SHILLER’S PE  SUMMER 2018

7. By determining the number of countries in a 
tranche that have a positive MCY forecast and are 
greater in magnitude than the absolute average 
of MCY forecasts of the countries underlying 
the tranche, we arrive at a diffusion index for the 
tranche. The index reveals the strength of the posi-
tive return expectations of a tranche at a given point 
in time. Thereby, we would have three diffusions 
indexes, published monthly, one for each tranche.

IRELAND

An example will help further elucidate the char-
acteristics and functions of the MCY forecast and the 
support it offers to the GCA framework. Let us look 
at Exhibit 8, which plots the trend of Ireland’s MCY 
forecasts over time. Along the bottom of the chart, the 
time periods advance on a monthly basis, and the dates 

ref lect the starting points of six-year forecast time hori-
zons; the dates along the top ref lect their respective end-
points. The vertical grid lines in the chart link together 
the ends of forecast horizon periods. Any point on the 
line chart is the real average compound return forecast 
for the next six years starting from the date listed on the 
bottom of the grid line and ending on the date listed on 
the top of the grid line. One can see the rising trend of 
MCY forecasts since the middle of June 2006 through 
December 2008, which should largely translate to strong 
equity performance for Ireland generally from June 2012 
through December 2014. Although the trend has stalled 
since December 2008, Ireland remained in positive 
territory until December 2011. Therefore, we would 
expect Ireland to deliver positive real returns from 2014 
through 2016. After 2011, Ireland’s CY-M has hovered 
in the negative territory, and therefore, we should expect 
subpar returns from Ireland for the remaining years of 

E X H I B I T  7
Diffusion Index—Middle Tranche 

Notes: Data through December 2016. Middle tranche is composed of Brazil, China, India, Korea, Mexico, Russia, South Africa, and Taiwan.

Sources: BGA calculations, MSCI, and IMF.
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this decade. As of June 30, 2017, MSCI Ireland has 
returned 76.60% in U.S. dollars on a gross basis for the 
trailing six years, confirming the robust forecast derived 
from the trend of MCY forecast values over the period 
June 2006 through December 2011. 

To summarize, this chart depicts the rolling forward 
compounded average equity-performance expectations 
(across six-year intervals) of Ireland on an inf lation-
adjusted basis, giving investors a broad strategic cue on 
medium-term allocations to Ireland in their interna-
tional equity portfolios. This illustrative outline helps us 
understand how to frame expectations through an MCY 
forecast at the country level. Moreover, it aids the rec-
onciliation of the short-term country-level expectations, 
divulged by our periodic GCA model country allocation 

recommendations, and the medium-term expectations 
delivered by the country yield forecasting mechanisms 
through the MCY forecast measures of the countries. 
This reconciliation is one of the most critical active ele-
ments of our enhanced index approach.

The medium-term country yield forecast charts 
like Exhibit 8 for all the countries in our universe can 
be accessed online in the supplementary section.

MCY FORECAST FOR THE TRANCHES

Exhibit 9 charts the MCY forecast for all the 
tranches outlined in GCA model. The MCY fore-
cast of a tranche is the simple average of the medium-
term country forecasts of the countries underlying the 

E X H I B I T  8
MCY Forecast, Ireland

Notes: Data run through December 2016. The vertical lines indicate the forecast horizons, starting from the dates listed on the bottom x-axis and ending 
on the dates listed on the top x-axis.

Sources: BGA calculations, MSCI, and IMF.
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tranche, and it depicts, at a given point in time, the 
average performance expectations of these countries 
over the six successive years. As shown in this chart, 
the trend of the MCY forecast of the upper tranche, 
identified by the thick black line, predicts robust years 
of performance from 2012 through 2013 and many years 
of underperformance for the rest of this decade. The 
predictions unveiled for 2012 and 2013 have been con-
firmed by the outstanding returns delivered in those 
years by MSCI World Index ex. USA. So far in this 
decade, 2012 and 2013 have been the only years in which 
the index has delivered remarkable returns. 

This illustrative outline of the application of an 
MCY forecast on the tranches helps frame expecta-
tions at the tranche level and aids establishing the 

tranche weights, which is a critical input component 
that feeds into the GCA model. Establishing tranche 
weights is another element of the active component 
of our enhanced index approach. The chart reveals 
that the middle tranche (the dotted black line) is 
going to be the best performer in the coming years 
of this decade, followed by the lower tranche (the 
dashed black line).

DIFFUSION INDEXES FOR THE TRANCHES

The final application of MCY forecast is to deter-
mine the number of countries underlying a tranche 
whose MCY forecast values are positive and above 
the MCY forecast for the entire tranche to arrive at 

E X H I B I T  9
Average of MCY Forecasts of Countries under Each Tranche—Upper Tranche, Middle Tranche, 
and Lower Tranche

Note: Data run through December 2016.

Sources: BGA calculations, MSCI, IMF, Australia Bureau of Statistics, New Zealand Statistics, OECD, and IADB.
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a diffusion index for the tranche. The diffusion index 
emphasizes the strength of the above-average positive 
return expectations of each tranche over the next six 
years at a given point in time. As expected, we have 
developed three diffusion indexes, one each for the 
three of the tranches—upper tranche diffusion index, 
middle tranche diffusion index, and lower tranche dif-
fusion index. These indexes are ref lected in Exhibits 10, 
7, and 11, respectively. Let us take the example of the 
upper tranche chart in Exhibit 10: The dotted black line 
is the actual diffusion index, and the thick black line is 
the three-month moving average trend of the index. 
The horizontal black line is the trailing 120-month 
average of the diffusion index spread across 10 full cal-
endar years, while the horizontal dashed black lines are 
+1/−1σ band lines, with σ being the trailing 120-month 

(nonannualized) volatility of the index spread across 10 
full calendar years. When comparing the three exhibits, 
one can clearly discern that the diffusion indexes do 
point to a relatively better performance of the upper 
tranche from 2014 through 2016. Comparative analysis 
of the diffusion indexes is another mechanism for estab-
lishing tranche weights of the GCA model.

Exhibit 12 is a snapshot of the MCY forecasts 
of the countries in the GCA model as of the end of 
2016, ranked by their performance expectations over 
the next six years. As can be seen, more countries from 
the middle and lower tranches are in the upper half 
of the table, pointing decisively to better performance 
expectations from these tranches in the next six years. 
The previously mentioned implementations of MCY 
forecasts and the diffusion indexes, which together form 

E X H I B I T  1 0
Diffusion Index—Upper Tranche

Notes: Data through December 2016. The upper tranche is composed of Australia, Canada, France, Germany, Hong Kong, Italy, Japan, Netherlands, 
Singapore, Spain, Sweden, Switzerland, and the United Kingdom.

Sources: BGA calculations, MSCI, and IMF.
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the country yield forecast mechanism, shape the active 
component of our enhanced index approach.

CONCLUSION

With the recent proliferation of single-country 
exchange-traded funds (ETFs), country selection has 
become more important for advisors and retail inves-
tors because it allows them to express their international 
market views just through country outlooks, without 
getting bogged down in selecting individual stocks. 
Single-country ETFs are nothing but baskets of equity 
securities passively tracking their respective country 
indexes. Single-country ETFs afford easy, cost-effective, 
modular access to international country markets. 

Now let’s look at how advisors can use MCY fore-
cast for selecting countries in their international port-
folios. Exhibit 12 lists the MCY forecasts for all the 
countries19 in the MSCI ex-USA benchmark as of the 
end of the calendar year 2016. We rank the countries in 
descending order of MCY forecast and then categorize 
them on a quintile basis. We recommend choosing the 
countries in the upper quintiles one and two and then 
allocating to them equally. Alternatively, advisors may 
allocate to the countries in proportion to their percen-
tile ranking, with higher percentile countries receiving 
higher weights in the portfolio. At the end of 2016, 
advisors using the quintile approach would have chosen 
exposures to Colombia, Peru, Israel, Indonesia, Chile, 

19 Qatar and UAE are excluded due to limited data history.

E X H I B I T  1 1
Diffusion Index—Lower Tranche

Notes: Data through December 2016. The middle tranche is composed of Austria, Belgium, Chile, Columbia, Denmark, Egypt, Finland, Greece, 
Indonesia, Ireland, Israel, Malaysia, New Zealand, Norway, Peru, Philippines, Poland, Portugal, Thailand, and Turkey.

Sources: BGA calculations, MSCI, and IMF.
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E X H I B I T  1 2
MCY Forecast as of End of December 2016 for the Period 2017–2022

Sources: BGA, MSCI, IMF, Australia Bureau of Statistics, New Zealand Statistics, OECD, and IADB.

JII-Radha.indd   63JII-Radha.indd   63 17/05/18   12:22 pm17/05/18   12:22 pm

IT IS
 IL

LEGAL TO R
EPRODUCE THIS A

RTIC
LE IN

 A
NY FORMAT



64   A PROGNOSTIC YIELD MEASURE FOR COUNTRY SELECTION IN THE MEDIUM TERM USING SHILLER’S PE  SUMMER 2018

Thailand, Malaysia, China, Brazil, Singapore, India, 
Turkey, Japan, South Africa, Egypt, and Korea. 

The method of country selection using the MCY 
forecast is very simple, and therefore, advisors can easily 
implement it effortlessly. Also, because the MCY fore-
cast measure is a slow-moving indicator, users may track 
it quarterly rather than daily. It also limits turnover of 

countries in international portfolios. Another advantage 
is that this approach can be implemented inexpensively 
using single-country ETFs to create international port-
folios. This may make it particularly appropriate for 
use with low-net-worth clients, primarily millennials, 
who are eager to obtain low-cost international equity 
exposure.

A P P E N D I X

E X H I B I T  A 1
Robustness Check of Coefficients and Residual Country Yield of Country-Yield-Forecasting Mechanisms

(continued)
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