2215 York Road, Suite 515 Oak Brook, IL 60523
www.stairwaypartners.com
630-371-2626 phone

630-371-2617 fax

M ONTHLY
V OLUME 5, I SSUE 8

A UGUST 2008

Equity strategy update
Introduction
Recently, in light of the
volatile investment environment, we have received a
considerable number of
questions regarding our
views on the equity market.
Figure 1 shows how much
the global equity markets
have sold off over the last
year. In this Monthly, we
will review the recent past
and look at how the decline
in equity prices has affected
our outlook and strategy.
Background
Many investors extrapolate
near-term trends. A recent
example of this behavior was
seen in mid 2007. Investors
expected the strong earnings

growth experienced from
2003 through mid 2007 to
continue well into the future. As we have written in
the past, earnings growth
can exceed economic
growth for a period of time,
but not forever. Consequently, our earnings expectations were much lower.
Extrapolation of near-term
positive trends can cause
investors to allocate capital
into markets that have already priced in the good
times. The reverse can also
be true when fundamentals
deteriorate and investors
anticipate the environment
will stay bad or get worse.
This often leads to selling
when prices have already
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To avoid these pitfalls, we
look through the cyclicality
of the near-term trends and
examine market prices
against a longer-term, more
stable backdrop. We do not
view our investment process
as one that provides trading
or timing information, but
instead as a process that provides an anchor in evaluating
risk and reward. We feel
our approach can be especially important in times
such as these.
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Recent Past
As most of our readers
know, our portfolio strategy

Strategy
•

We made no changes to strategy during the month of July

•

Equity indices remain near the
levels of our last purchase/
strategy change in March
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(Continued from page 1)

in mid 2007 was significantly
underweight higher-risk asset
classes - equities, high yield
and emerging market debt.
This posture was quite different than what many were
recommending at the time.
We believed that equity markets, which had posted solid
returns since 2003, had become somewhat overvalued.
As described earlier, the primary driver of the overvaluation was the extrapolation of

double-digit earnings growth.
Our view was that this assumption was flawed.
Figure 2 compares our assessment of fair value in US equities versus the actual market
price as of June 30, 2007.
We felt that the US and nonUS equity markets were sufficiently overvalued to warrant
a strategy of significantly underweighting equity risk
across portfolios. To illustrate this point, Figure 3
shows how this assessment
translated into a typical bal-

anced portfolio with a benchmark of 60% equities and
40% bonds. The portfolio
had significantly lower risk
than the benchmark primarily
by having an equity allocation
of 48% versus a normal allocation of 60% and a 17%
allocation to cash.
Current Strategy
As time passed, investors
were faced with bad news on
multiple fronts. The economy was weakening, commodity prices were up dra-

Figure 2: US Equity Market Valuation - 6/30/2007
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matically and significant
problems were emerging in
the financial sector. This all
led to a darkening outlook for
corporate earnings.
As a result, equity markets,
which began their sustained
downtrend during the 4th
quarter of 2007, continued to
sell off into 2008 (Figure 1).
The consensus view, which
had been overweight equities
mid-year 2007, shifted to an
underweight, after prices
went down. This change in
the consensus view once
again was in sharp contrast to
our strategy shifts.
As equities moved lower,
driven by near-term developments, we believed they
started to look more attractive - or in some cases less
unattractive - on a longerterm basis. Figure 4 - as
compared to Figure 2 - shows
just how much the drop in
equities changed our assessment. In the non-US developed equity markets, valuations also improved by a simi(Continued on page 3)

Figure 3: Strategy - 6/30/2007
Asset Class

Benchmark

Strategy

Deviation

US Equity

30%

27%

-3%

“our portfolio

Non-US Developed Equity

25%

21%

-4%

strategy in

Emerging Equity

5%

0%

-5%

Mid 2007 was

Investment Grade Bonds

35%

35%

0%

significantly

High Yield

3%

0%

-3%

Emerging Debt

2%

0%

-2%

Cash

0%

17%

17%

Higher risk

Equities

60%

48%

-12%

Asset classes”

Bonds & Cash

40%

52%

12%

Note: Figures are in market value %

Underweight
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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.
lar amount. Emerging equity
valuations have also improved but have yet to reach
a level that we find attractive.
Figure 5 - as compared to the
same portfolio in Figure 3 -

shows our current strategy
which we implemented on
March 17, 2008. As prices
moved down, we increased
our allocation to equities,
leaving this typical portfolio
with an overall equity exposure of 57% versus a normal

exposure of 60%. Note that
the portfolio is still slightly
underweight equities by 3%
and has a small 5% allocation
to cash. If the equity markets
were to move substantially
lower, we would continue to
add to equities on an incre-

Figure 4: US Equity Market Valuation - 7/31/2008
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Conclusion
Equity markets have been
difficult and volatile. We
believe that, as equity markets go down in price, driven
by a poor near-term outlook,
they actually become more
attractive. Our investment
process shows that equities,
after declining significantly
since last summer, are more
attractive now than they
were a year ago. As a result,
we have moved equity strategy closer to neutral from
underweight across the portfolios that we manage.

“As prices
Moved down,
We increased

Figure 5: Strategy - 7/31/2008
Asset Class

mental basis.

Our allocation

Benchmark

Strategy

Deviation

US Equity

30%

34%

4%

To equities,

Non-US Developed Equity

25%

23%

-2%

Leaving this

Emerging Equity

5%

0%

-5%

Typical portfolio

Investment Grade Bonds

35%

35%

0%

With an overall

High Yield

3%

3%

0%

Emerging Debt

2%

0%

-2%

Cash

0%

5%

5%

Of 57% versus

Equities

60%

57%

-3%

A normal exposure

Bonds & Cash

40%

43%

3%

Of 60%”

Note: Figures are in market value %

Equity exposure
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Strategy
Asset Class
Equities
US
Non-US Developed
Eurozone
Japan
UK
Emerging

Expected
Return

Hurdle
Return

11.8%

7.0%

14.2%
1.9%
15.7%
0.1%

7.9%
4.6%
8.6%
11.7%

Fixed Income
US Treasury Bonds
2-Year
2.3%
5-Year
2.3%
10-Year
2.5%
30-Year
2.6%
US Municipal Bonds
2-Year
2.4%
5-Year
2.9%
10-Year
4.1%
30-Year
8.0%
US High Yield
10.2%
Non-US Government Bonds
Euro 10-Year
3.8%
Japan 10-Year
0.3%
UK 10-Year
4.1%
Emerging Markets Debt
3.7%
Cash

Currencies
Euro
Japanese yen
UK pound

3.5%

Strategy
Exposure Comment
small over Exposure slightly above benchmark weight
small under Asset class has become more attractive as markets have fallen

under

Asset class remains expensive

neutral

Non-Treasury sectors more attractively priced

neutral

Sector overall is near fair value

neutral
under

Sector is pricing for deteriorating fundamentals
Yields have been rising toward fair levels

4.7%
2.0%
5.2%
5.7%

under

Spreads over US Treasuries remain too tight

---

over

Allocation comes from overpriced asset classes

3.5%
4.1%
4.6%
5.0%
2.8%
3.3%
3.8%
4.4%
5.4%

10-Year
Bond Return
Equity
with
Expected Return with
Currency
FX Change Currency
-9.5%
4.7%
-5.7%
Euro is expensive
2.9%
4.8%
3.2%
Yen is close to fair value
-6.0%
9.7%
-1.9%
Pound is expensive

Notes:
As of: July 31, 2008
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.

Stairway Partners, LLC © 2008
This material is based upon information that we believe to be reliable, but no representation is being made that it is accurate or complete, and it should not be relied upon as
such. This material is based upon our assumptions, opinions and estimates as of the date the material was prepared. Changes to assumptions, opinions and estimates are
subject to change without notice. Past performance is not indicative of future results, and no representation is being made that any returns indicated will be achieved.
This material has been prepared for information purposes and does not constitute investment advice. This material does not take into account particular investment objectives
or financial situations. Strategies and financial instruments described in this material may not be suitable for all investors. Readers should not act upon the information without
seeking professional advice. This material is not a recommendation or an offer or solicitation for the purchase or sale of any security or other financial instrument.

