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Introduction

this lowers returns for nonUS bonds.

Foreign Bonds in Portfolios

Non-US Aggregate and
Treasury indices differ from
one another not only by
which sectors they include,
but also by their exposure to
specific currencies. For
example, the nature of Japan’s outstanding debt gives
it a higher weight in the nonUS Treasury bond index
than it has in the non-US
Aggregate bond index. The
weights of selected countries
for both bond indices are
shown in Figure 2.

 Market Composition

In this Monthly we will examine the composition of
non-US bond markets, analyze the risk and return characteristics of foreign bonds,
and show how including
them in a portfolio impacts
long-term returns and overall risk.
Market Composition
For the purposes of this discussion, we are focusing on
bonds denominated in foreign currencies, which are
classified as investment
grade and included in the
Barclays Global Aggregate
bond index.

 Introduction
 Risk and Return
 Portfolio Implications
 Conclusion
Strategy Change
 We eliminated our overweight
to High Yield Bonds as a result
of the recent strong performance

Although performance data
for non-US bond markets is
(Continued on page 2)

Figure 1 - Sector Composition
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Since our inception in 2004,
Stairway Partners has constructed globally diversified
balanced portfolios. In the
vast majority of these portfolios, non-US assets in policy benchmarks have been
confined almost exclusively
to equities. The reason for
excluding foreign bonds
from most benchmarks is
that we believe they do not
improve the risk and return
characteristics of a balanced
portfolio over time.

dex, the non-US Aggregate
bond index is comprised of
bonds from different market
sectors. Figure 1 compares
the market sector breakdown of the US to the nonUS Aggregate bond index.
The figure illustrates that
outside of the US, a much
larger portion of the market
is concentrated in sovereign
debt, which is equivalent to
US Treasury bonds. Because
of the higher Treasury
weight, the broad non-US
bond market does not benefit as much as its US counterpart from the higher
yields associated with corporate and securitized debt.
We believe that over time
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readily available, the investment options available to US
investors seeking foreign
bond exposure are much
more limited. Companies
like Vanguard offer a wide
array of passive, low cost
mutual funds focusing on the
broad US bond market. Unfortunately, outside of the
US, most diversified broad
market bond funds are actively managed and carry
significantly higher fees.

-
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kets.

Risk and Return
In the long-term, non-US
bond market returns are most
heavily influenced by the
sector and currency composition of the underlying mar-

through the movement of
exchange rates. We believe
For bond portfolios, currency
over long time periods that
exposure affects returns in
foreign exchange rate movetwo ways. First, bond interments and relative cash rates
est rates are heavily influproduce zero returns for curenced by expected local cash
rencies. However, since
rates and general demand for
exchange rates are signifidebt in the bond’s native curcantly more volatile than
rency. A good example of a
bond returns, currency expocountry where this has matesure does materially increase
rially affected performance is
the risks of holding unhedged
again Japan, where accomforeign bonds in a portfolio.
modative monetary policy
Figure 3 shows the risks that
and a high domestic savings
a US investor incurred by
rate have kept Japanese yields
holding non-US bonds on
significantly below those of
both a hedged and an unmost other countries for the
hedged basis over the past
last two decades.
twenty years. For both AgThe second way in which
gregate and Treasury non-US
currency affects returns is
bond portfolios with hedged

Figure 2 - Country Composition
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Portfolio Implications
To understand how an asset
affects the overall risk and
return characteristics of a
balanced portfolio, in addition to the stand-alone risk
and return of the asset, it is
important to account for the
correlation of returns between all of the assets.
To illustrate how including
non-US bonds impacts the
risk and return characteristics
of a balanced portfolio, we
calculated returns for three
hypothetical portfolios over
the same twenty-year time
period used in the prior illustrations. The results of our
analysis are shown in Figure
4. All three of our hypothetical portfolios share the same
50% equity weight, split
equally between US and un-
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(Continued on page 3)

“if currency

Figure 3 - Non-US Bond Risk
(Standard Deviation of Return)

currency exposure, the volatility of returns was a relatively modest 2.8%. However, if currency exposure
was left unhedged, the volatility of both portfolios tripled to roughly 8.5%.
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About Stairway Partners, LLC
Stairway Partners was formed to provide our clients (starting with ourselves) with an effective and comprehensive solution for
managing their wealth. Our disciplined and rigorous approach comes from our collective knowledge in serving large institutional clients over many years.
Our core investment belief is that asset allocation is the single most important determinant of success in any investment plan.
The dominant amount of risk and return comes not from your choice of individual investments but from your asset class mix.
Stairway Partners focuses our resources on risk management and asset allocation. This includes building your custom blueprint (investment policy and benchmark) and aligning your portfolio with our investment strategy utilizing the global capital
markets.
(Continued from page 2)

hedged non-US equities. The
domestic portfolio has the
50% bond allocation in US
Aggregate bonds. The other
two portfolios have global
bond exposure with the
bonds split equally between
US aggregate and non-US
aggregate bonds. The figure
illustrates that adding non-US
bonds did not materially impact the returns that were
realized over the past 20
years, with or without currency exposure.
The figure also shows that the
portfolio with global bond
exposure, where the currency was hedged, experienced roughly the same risk
as the portfolio with all do-

mestic bond exposure over
the twenty-year time period.
As a result, the Sharpe Ratio,
which is a common measure
of risk adjusted returns, is
virtually identical for the first
two portfolios. However,
the portfolio with unhedged
foreign bond exposure experienced higher risk, and as
a result produced a lower
Sharpe Ratio.
These results are consistent
with our view of the longterm implications of including foreign bonds in policy
benchmarks. Unhedged foreign bonds increase overall
portfolio risk without increasing long-term expected
returns. Although hedged
foreign bonds do not adversely affect long-term port-

folio results, we do not believe that they provide any
meaningful benefit. Furthermore, as mentioned earlier,
non-US aggregate bond mutual funds and ETFs are not
as plentiful as US alternatives, and generally charge
higher fees.
This does not mean that foreign bond markets do not
provide opportunities for
enhanced returns for investors due to short-term market dislocations. We continually monitor non-US
bonds with and without currency exposure, so that they
can be opportunistically included in portfolios, should

their expected returns become attractive.
Conclusion
Although we are proponents
of globally diversified balanced portfolios, we believe
that high quality bond exposure is better left in US assets. Since the long-term
returns of US and non-US
bonds are so similar, adding
hedged non-US bonds in
place of US bonds does not
materially affect the overall
risk and return characteristics
of a diversified portfolio.
Left unhedged, we believe
that foreign bonds increase
risk without improving longterm returns.

Figure 4 - Balanced Portfolio Comparison
“the Portfolio

Global Equities &
Domestic Bonds

Annualized
Return

Annualized
Risk

Sharpe
Ratio *

With unhedged

7.77%

8.0%

0.49

Exposure Experienced

Foreign bond

Higher Risk
Global Equities &
Global Bonds (Hedged)

7.74%

7.9%

0.49

And as a result
Produced a Lower

Global Equities &
Global Bonds (Unhedged)

7.78%

8.7%

0.45

* The Sharpe ratio is the amount of return in excess of the 'riskless' cash return, divided by the amount of risk taken.

Sources: Russell, MSCI, Barclays, Stairway Partners
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Asset Class
Equities
US
Non-US Developed
Eurozone
Japan
UK
Emerging

Return

Return

10.1%

5.2%

23.7%
-2.5%
24.7%
4.7%

5.8%
3.8%
5.9%
11.1%

Fixed Income
US Treasury Bonds
2-Year
0.3%
5-Year
-0.3%
10-Year
-0.1%
30-Year
0.5%
US Municipal Bonds
2-Year
0.5%
5-Year
0.0%
10-Year
1.7%
US High Yield
1.8%
Non-US Government Bonds
Euro 10-Year
-0.7%
Japan 10-Year
0.1%
UK 10-Year
0.5%
Emerging Markets Debt
3.0%
Cash

Currencies
Euro
Japanese yen
UK pound

0.5%

Exposure Comment
over
over

Exposure above benchmark weight due to attractive pricing
Exposure above benchmark weight due to attractive pricing

neutral

Asset class is modestly above fair value

under

Most Treasuries expensive, other sectors offer better value

under

In most maturities, municipal bonds are close to fair value

over
under

Sector is close to fair value
Yields remain below fair levels

3.8%
1.3%
4.3%
3.9%

under

Sector is close to fair value

---

minimal

2.0%
2.8%
3.7%
4.3%
1.6%
2.2%
3.0%
3.7%

10-Year
Bond Return
Equity
with
Expected Return with
Currency
FX Change Currency
-5.5%
18.3%
-6.2%
Euro is near fair value
-2.5%
-5.0%
-2.4%
Yen is near fair value
-2.7%
21.9%
-2.2%
Pound is near fair value

Notes:
As of: February 28, 2011
The expected return is our estimate of the annualized return likely to be generated over a 3-year horizon.
The expected returns are expressed in local currencies (e.g., Japanese equity return is stated in yen terms).
The hurdle rate represents the annualized return that an asset needs to generate in order to cover its risk.
Equity Return with Currency (in Currencies section) is the annual return we would expect a US dollar investor to earn from holding foreign
equity markets.
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