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Asset Allocation / Equity Valuation
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Highlights 8 Probability stocks outperform cash 41% —lowest level since 10/2/87. This
increasing preference for cash casts a growing shadow upon equity market.
However, while stock-cash probability is close to pre-crash 1987 lows, stock-bond
probability still significantly better. Just prior to the ctash, probability stocks
outperform bonds had fallen to 6%. Today it is 33% (and up from 26% last
month).

W Indicated bond weighting reduced from 54% to 45% (and from over a 60%
weighting just 10 weeks eatlier); cash weighting increased from 27% to 33%;
equity weighting up a bit, from 19% to 22% (versus a 33% normal, or
equilibrium weighting for cach asset). Neversheless, bonds continue to offer best
risk/reward profile, with stil] about swo-to-one odds that they ontperform stocks.

. W Reflecting tising cash weighting, matket batometer has fallen to clearly
negative ~ 1.16 from —0.83, and is down from its post-crash high of +2.91. A

further 50 basis point rise in T-bill rates would push the barometer into beatish
territory (below —2.5). Conversely, to return to dead-neutral 0.0, T-bill rates need
fall 45 basis points, and to reach a bullish level (above +2.5), rates (both long
and shott) need fall 135 basis points. If interest rates remain unchanged, stock
prices would have to fall 12% to push batometer back to 0.0 and fall 28% for the
barometer to reach a bullish +2.5.

W September was another good month for value, with top decile of stocks ranked |
by value +6.8% versus +4.0% for S&P 500 and + 1.4% fot bottom decile.
Year-to-date top decile is +33.0% compared to only +10.0% for S&P 500 and
+2.1% for bottom decile.

B While consumer growth and financial stocks still dominate top ranked
values—13 of top 50 stocks are consumer nondurables, 7 are consumer setvices
and 7 are financials—some cyclicality is sneaking in too. ‘Top 50 stocks also include
6 basic industries, 5 capital goods, 5 consumer durables, 5 technology and 1 each
energy and transportation

& Bottom 50 stocks include: 11 energy, 10 copsumer services, 9 capital goods, 7
transportation, 5 utilities, 3 basic industry and 3 technology.
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Comparative Values: Asset Allocation Model

September 19661988
average 9/30/88 Average

Expected rate of return
13-week T-bills 7.5% 7.5% 7.7%
10-year government bonds 9.0 8.9 8.9
S&P 400 stocks 10.9 10.9 116
Equity risk premium
Stocks vs. 13-week Tbills 3.5% 34% 3.9%
Stacks vs. 10-year gov. bonds 2.0 2.0 2.7
Probabilitics
Stocks outperforming:

13-weck Thills 42% 1% 50%

10-year government bonds 32 33 50
“Time sisk premium
10-yr gov bonds vs 13 wk
T-hill 1.5% 1.4% 11%
Probabilities
Yicld curve flattening—10-yr gov bonds vs:

13-week Tbills 58% 56% 50%
Asset weightings .
13 week Tbills 31% 33% 28%
10 year govt. bonds 47 45 38
S&P 400 stocks 22 22 34
Market barometer -1.0 -1.2 0.7
Asset allocation

Stock prices rose in September—S&P 500 +4.0%, S&P 400
+3.9%. With consensus* fundamental inputs to the asset
allocation model unchanged, this loweted the expected dis-
counted rate of return from equities 9 bp—from 10.99% to
10.89% . Bond prices (10-year U.S. government) rose 2.4%,,
this loweted the yield 36 bp—from 9.25% t0 8.89%. And T-
bill rates fell 4 bp—from 7.54% to 7.50%.

Stock vs. cash probability at lowest level
since early October '87

With stock prices rising, the probability that stocks outper-
fotm cash has slipped down to 41%, from 43% last month
end and the lowest level since 10/2/87. This increasing pref-
erence for cash casts a growing shadow upon the equity mat-
ket.

Toble 2
‘Theoredeal
unconstcained Typical balanced decount
welghting Suggested weighting
Stocks 2% 38%
Bonds 45 30
Cash 33 12
Table 3
Theoretical
unconsteained Typical equity account
‘weighting Suggested weighting
Stocks 41% 86%
Cash 59 14
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Standard
- yflf:rriar.rlon Maximum e Minimum
29%  17.2%  (5/81) 33%  (2/72)
24 15.3 (9781} 5.5 (9/68)
2.7 15.7 (2/82) 73 (11/68)
23%  83%  (3/78) -2.9%  (5/81)
1.7 6.9 (10/78) —0.1 (10/81)
34% 97%  (3/78) 1% (5/81)
34 99 (10/78) 4 (10781)
15%  41%  (9/82) -37%  (12/80)
34% 97%  (9/82) 1% (12/80)
29% 99%  (12/80) 1% (3/78)
26 91 (6/84) [ (12/80)
29 97 (3/78) o (5/81)
5.2 9.6 (3/78) ~10.0 (5/81)
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The analysis of the Comparative Values models in this teport roflects che
fundamental inputs from a proprictary survey of insticutional investors, #of
the analysis of PaincWebber's analysts or economists. Using these consensus
inputs in the models has proved a uscful input in investment stratcgy
analysis. An explanation and performance hiscory is availabie upon request.
These models are then combincd with the analysis of PaincWebber's analysts
and cconomists in 4 separase Invesiment Policy teport, also available upon
request

However, with both bonds and stocks rallying this month,
the probability that stocks outperform bonds actually in-
creased a bit—rising from 26% to 33%. Nonetheless, bonds
continue to offer the best risk/teward profile, with still about
two-to-one odds that they outperform stocks.




