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Asset Allocation / Equity Valuation
October 1987

Highlights ® In 1987, the performance of the “value” models has deteriorated. While
certainly disappointing, it is not unprecedented. Past petiods of under-
performance have been periods of “conceptual frenzy” when the market seemed
to adopt new rules. While these periods are not necessarily followed by major
matket corrections, in each case any prolonged relative underperformance was
followed by significant, more-than-offsetting outperformance in the 12-18
subsequent months.

B The asset allocation relationships suggest that on a relazsve basis bonds are as
attractive as they were in 1984. In fact, the 8% probability that stocks outperform
bonds is approaching the under 5% lows reached in summer 1981, Although the
telationship lingered around the 5% probability level from Aptil 1981 through
October 1981 (for seven /ong months), before the validity of the conclusion
proved true, bond fates then fell 225 basis points from September 1981 through
August 1982 as stock prices were essentially unchanged.

8 The asset allocation relationships are zo# bullish on interest rates; nor are they
beatish. They simply point out an extreme re/aive valuation distortion. Consider
some simpie math on the bond matket:

—For a zero total return, the yield at which the (10-year) bond would trade would
have to rise to 11.12% one year from now, to 13.51% two years from now and
17.11% three yeats from now.

—Over the next five years (assuming the DJIA dividend grows at 7.5% ) the DJIA
would have to rise to 3700 to equal the interest income of the bond. For the
stock matket to return the 147.4% offered by the bond over 10 years, the DJIA
would have to tise to over 5450.

W While the undetvaluation in the financials has been persistent and of long
duration, there were important events this month that point to a possible change
of fortune for the group. The hostile bid for Irving Bank, Jardines newly-acquired
stake in Bear Sterns and the activity sutrounding Salomon Inc. are important;
these events could be important precursors to a meaningful reevaluation of the
group.

B Other attractive values: utilities, autos, retailers and food/household
products/personal care.

B Unattractive values: metals, electronics, chemicals, and machinery/industrial
products/electrical equipment.

October 1, 1987 Edward M. Kerschner, CFA (212) 713-2448
Chatles J. Pradilla (212) 713-2450
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Toble 1
Comparative Values: Assct Allocation Model
September 19671987 Standsed
average 9/30/87  average deviation Maximum Minimam
Expected rate of return
13-week Tobills 6.6% 6.8% 7.7% 29%  17.2%  (5/81) 3.3% (2/72)
10-year government bonds 9.4 9.6 8.7 2.3 153 (9/81) 5.3 (9/67)
S&P 400 stocks 10.0 10.0 1135 28 15.7 (2/82) 7.3 (11/68)
Equity risk premium
Stocks vs. 13-week T-bills 3.4% 3.2% 3.8% 2.3% 8.3% (3/78) ~2.9% (5/81)
Stocks vs. 10-year gov. bonds 0.6 0.4 2.7 L7 69  (10/78) —0.1  (10/81)
Probabilities R
Stocks outperforming:
13-week Tbills 43% 40% 50% 34% 97% - (3/78) 1%  (5/81)
10-year government bonds 10 8 50 34 99 (10/78) 3 (10/81)
‘Time risk premium
10-gr gov bonds vs 13 wk Tobill 2.7% 2.8% 1.0% 15% 4.1% (9/82) ~3.7% (12/80)
Probabilities ‘
Yicld curve flattening—10-yr gov bonds vs:
13-week Tbitls 87% 87% 50% 34% 97% (9/82) 1% (12/80)
Asset weightings
13 week Tbills 1% 1% 29% 28% 99% (12/80) 1% (3/78)
10 year govt. bonds 81 8 36 24 91 (6/84) 1 (12/80)
S&P 400 stocks 8 6 33 29 97 (3/78) 1 (5/81)
Market barometer -0.3 -04 0.5 5.2 9.6 (3/78) -10.0 (5781)
Table 2 Contents
Thooredcal T baloncedacount ——— page
i Migi Maxi ugges
U Neightng_ weighing _ welghing __ weigbnng 1 Investment strategy
Stocks 6% 20% 80% 26% Asset allocation
toc 6 Stocks vs. 10-year gov't. bonds
Bonds 83 20 80 70 H
Cash 1 0 30 4 7 Stocks vs, Tbills .
8  10-year gov't. bonds vs. T-bills
Table 3 9 Asset allocation/K&P market batometer
Theorétlcal Typical equity acconnt Equity valuation
unconstrained  Minimum  Maximum Suggetted 10 Excess return distribution—Industry groups
welghtlng  welghting _ welghting  weighting 11 Industty groups.ranked by excess teturn
Stocks 40% 5% 100% 8% 12 Alphabetical cross.reference
Cash 60 0 2 s 14 Excess retuen distribution—All stocks
16 Excess tetutn distribution—By sector
Asset Allocation 19 Stocks ranked by excess return
A “conceptual frenzy” The analysis of the Comparative Values models in this report reflects the

In 1987, we have scen the performance of both the asset allo-
cation and equity valuation models deteriorate. While it is
certainly disappointing, it is not unprecedented. Past periods
of underperfotmance have been periods of “conceptual
frenzy"” when the market seemed to adopt new rules:

* Growth stocks chased by the liquidity of the institutional-
ization of the stock matket were one-decision stocks in
1972.

* Stocks with assets in the ground chased by recycled petto-
dollars could only rise in valuc in 1980.

© Technology, chased by the reallocation of funds from real
assets to financial assets, offered assured growth, to be
bought at any price in 1983.

fundamental inputs from a propictary sutvey of institutional investofs, #0¢
the analysis of PaindWebber's analysts or cconomists. Using these consensus
inputs in the models has proved a useful input in investment strategy
analysis. A explanation and performance history is available upon reques:.
"These models are chen combined with the analysis of PaincWebber's analysts
and cconomists in a separatc Invessment Policy report, also availablc upon
tequest.

* And, in 1987, the wotld, awash in (principally Japanese)
liquidity, chases restructured American industrials.

During these petiods, the old disciplines seemed obsolete . . .

and then rational behavior is reinstituted.

Valuation médels offer the greatest value added eatly in
(though usually not at.the very beginning of) market cycles,
continue to gencrate teasonable relative performance
through most of the market cycle, and tend to lose relative





