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Editorial

Has This Bear Market Been Declawed?

Dear Investor:

After posting steep negative total returns in January and February, 

the S&P 500® Index surged across the board in March amid a 

fl urry of government programs designed to infuse capital into the 

cash-deprived fi nancial system.

Considered a bellwether for the US economy, the S&P 500 

gained 8.76% in March and the momentum carried into the 

second quarter with a monthly 9.57% gain ending April 30. 

On that date, nine of the 10 S&P 500 sectors were in posi-

tive territory, lending hope that a broader market recovery 

may be underway.

Whether the market has truly found its bottom is yet to be 

seen. But the March reversal does underscore just how quickly 

demand for stocks can change. Still, after suffering two deep 

bear markets within an eight-year span, many investors remain 

concerned that longer-term secular challenges may limit the 

scope of the nascent rebound.

Mixed Signals

Uncertainties about the US economy have left many pension 

funds and other fi nancial institutions in a state of investment 

limbo. On the downside, American housing prices — considered 

by some analysts to be the linchpin of any concerted recovery 

effort — remain pressured by uncomfortably high inventory 

levels. More promisingly, however, mild upturns in a number of 

widely followed economic gauges are hinting that better times 

may be on the horizon.

   In this edition of the Investment Quarterly, Arlene Rockefeller, 

Global Equities CIO, suggests that nimble investors may be 

able to take advantage of changing market conditions by 

keeping an eye on certain leading indicators in her article 

“Pursuing Opportunities in a Distressed Market.”

   Nervous investors who fear that the March-April gains may 

amount to nothing more than a short-term blip may want 

to read “Why It is Different This Time.” Here, Alistair Lowe, 

Global Asset Allocation and Currency CIO, compares the 

current US recession to the Japanese “lost decade” of the 

1990s and explains why America is unlikely to fall into the 

same traps.

   In “Three Risk Lessons from the 2008 Market Fallout,” 

Jacques Longerstaey, Chief Risk Offi cer, and Andrea Au, 

Senior Investment Risk Manager, argue that forecasting risk 

through the combined use of contingency computer models 

that complement standard quantitative programs may offer 

money managers the kind of realistic data needed to make 

better-informed asset-allocation decisions.

   And fi nally, Mark Hooker, Managing Director of SSgA’s 

Advanced Research Center, examines the effi cacy of the 

traditional Capital Asset Pricing Model. He presents an inno-

vative portfolio approach designed to let investors participate 

in market growth potential but with less downside exposure 

than standard portfolio structures in his article “Managing 

Portfolio Risk with Fractional-Beta Strategies.”

The question on everyone’s mind is, is the worst of this market 

downturn behind us or is there another shoe to drop? Bullish 

strategists suggest that we are fi nally seeing a light at the end 

of the tunnel, but bears counter that “that light” might just be 

another locomotive headed our way. Either way, the ongoing 

fi nancial turmoil reminds us that markets are dynamic and 

constantly evolving. Investors who stay fl exible and adapt to new 

realities may be better positioned to capture the latest market 

opportunities.

We hope these articles offer some insight into where we stand 

within the current business cycle and what the future may hold 

for investors with long-term vision.

Sincerely,

Andrew Washburn

Managing Director, Institutional Marketing
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Many clients have asked me whether I thought the US economy 

might see a repeat of the 1930s-era Great Depression or the 

defl ationary spiral suffered by Japan throughout the 1990s. A 

depression scenario is unlikely because it was driven by three 

big mistakes that I do not think the US will duplicate: One, a tight 

monetary policy; two, a pro-cyclical fi scal policy with a smaller 

federal government pursuing a balanced budget; and, three, 

cross-border trade wars triggered by reactionary tariff legislation.

However, the Japanese case is more complex and, in some ways, 

more relevant just by the time proximity alone. Moreover, there 

are lessons to be learned. I am going to compare and contrast the 

Japanese lost decade with the current US slowdown and offer my 

vision of why I am cautiously optimistic that we will not fall into 

the same traps that Japan did.

What Happened in Japan

To understand how the once high-fl ying Japanese economy 

crashed and burned almost 20 years ago, let’s look back to 

the early-1980s when then-US Federal Reserve Chairman Paul 

Volcker raised the key federal funds rate to an astronomical 

20%. He did this as a way to manage both the growth engine 

of the US economy and to counter the infl ationary legacy of the 

Vietnam-era spending spree during the previous decade.

By tightening money supply, the US dollar grew in strength from 

roughly 180 to 277 against the yen — and similarly against 

other currencies — during the fi rst half of the ’80s. The higher 

costs associated with American goods, made non-US companies 

tremendously competitive in the global marketplace. Japan, 

in particular, viewed a strong greenback as an opportunity to 

reinvest in the quality of their goods and expand their worldwide 

presence through increased exports — especially to its biggest 

foreign market, the United States. Through a cynic’s eye, the 

term “Made in Japan” became as American as apple pie.

In 1985, however, the muscle-bound US dollar came under 

attack at a history-shaping meeting of global policy leaders. The 

fi ve great economic powers at the time — the US, Japan, UK, 

France and West Germany — agreed to a series of actions that 

became known as the Plaza Accord. One action was to devalue 

the dollar as a way to help America reduce its current account 

defi cit, which had reached 3.5% of GDP, and emerge from a 

recession that took root during the early part of the fi rst Reagan 

administration. (This was not merely a matter of global altruism. A 

slumping US economy was bad for all markets that relied heavily 

on exports.)

During the two years after the accord, the value of the yen grew 

signifi cantly against the dollar. The currency shift created a 

headwind for Japan’s export-dependent economy. In response, 

Japanese policymakers decided to lower its own interest rates 

to expand its money supply. Unfortunately, the combination of 

lower rates, high profi tability and a shortage of buildable land 

in Tokyo led to a bank-fi nanced property bubble, a disastrous 

scenario exacerbated by Japanese banking regulations that 

assigned lower-risk rates to property-secured loans. 

To exploit rapidly rising land values, many Japanese companies 

made a fatal mistake. Some moved beyond traditional business 

paradigms and pursued a fi nancial-engineering model known as 

zaitech, which encouraged borrowing to fund speculation in the 

fi nancial and real estate sectors  As a consequence, more and 

more companies borrowed capital to build  keiretsu — a complex 

series of interlocking equity-ownership relationships designed, in 

part, to ensure loyalty.

As a result, money fl ooded the small island nation. Out-of-control 

land speculation pushed property prices out of all proportion. For 

perspective, the value of the 840 acres upon which the Imperial 

Palace sat was estimated to be more valuable than the entire 

state of California. The Japanese real estate and stock markets 

peaked in 1989. What happened after that changed the course 

of Japan’s economy. 

Why It Is Different This Time

by

Alistair Lowe
Executive Vice President and 

Chief Investment Offi cer,

Global Asset Allocation and Currency 

Obama Warns of ‘Lost Decade’ 

THE PRESIDENT WARNED that failure to act boldly could lead 
to the same stagnation that befell Japan in the 1990s. “As a 
consequence they suffered what was called the ‘lost decade,’ 
where essentially for the entire ’90s, they did not see any 
signifi cant economic growth,” he [Obama] said. “So what I’m 
trying to underscore is ... that this is not your ordinary, run-of-
the-mill [US] recession.” (Excerpt from the Wall Street Journal, 
Feb. 10, 2009)
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THE NIPPON SUN SETS. The combination of a powerful yen — 

which made exports expensive — rising interest rates — which 

made borrowing costly — and a global recession sent Japan’s 

markets into a free fall beginning in 1989. To exacerbate its tight 

credit market, the Bank of Japan continued hiking rates until 

July 1991, reaching 6%. Though the Japanese central bank 

then switched to a policy of monetary easement, the change 

came too late.

The costs associated with Japan’s industrial model grew increas-

ingly uncompetitive on the world market. Excess capacity brought 

the business sector to a virtual standstill. Borrowing became 

excessively expensive and the fi nancial markets collapsed.

In subsequent years, Japan’s government responded with a series 

of stimulus packages focused on construction and infrastructure. 

The private sector had excess manufacturing capacity, but with a 

culture of lifetime employment, companies refused to cut staff and 

lose face. However, many fi rms had little choice but to discontinue 

a tradition of distributing semi-annual bonuses amounting to one 

month’s pay to most workers. The impact of lower incomes and 

declining house prices led consumers to increase their savings, 

effectively choking off consumption. The fi nancial system was 

in shambles. 

Meanwhile, Japanese banks demonstrated reluctance to write-

off or restructure existing loans due to loyalty to the keiretsu. 

Compounded by a lack of coordinated policy responses, lending 

virtually stopped. The damage was complete. The once-mighty 

Japanese economy faded under the Nippon sun into what 

became known as “the lost decade.”

In 2000, Japan started showing signs of recovery spurred by 

a devalued yen, making exports more affordable for foreign 

consumption. Today, Japan is in the process of upgrading 

its aging industrial infrastructure through a commitment to 

capital expenditures.

What Happened in the US

While much of the blame for the US economy’s downturn has 

been attributed to short-sighted subprime lending practices, the 

American tale really started with the TMT bubble — Technology, 

Media and Telecom — of the late 1990s. At that time, huge 

amounts of capital were being invested into the burgeoning 

computer hardware and software industries spurred by the 

excitement of the Internet age. 

Following the US-equity market crash of March 2000, the Fed 

started cutting rates in January 2001 and kept slashing until 

rates reached 1% in 2003. The government tax cuts of 2001, 

intended to lessen the blow of the defl ating tech bubble, created 

an unintended consequence. With the rapid infusion of cheap 

capital into the US fi nancial system, the tech-stock bubble was 

replaced with a housing-bubble exacerbated by a variety of ques-

tionable fi nancial innovations within the mortgage industry. 

Back then, policymakers encouraged low-income borrowers to 

pursue the American Dream through the lure of adjustable-rate 

mortgages and other liberalized borrowing devices. As demand 

increased and property values skyrocketed, millions of US 

homeowners began to view their homes as personal piggy banks. 

They withdrew equity in the form of second and, sometimes, 

third mortgages, apparently believing the worth of their homes 

could never decrease.

The post-9/11 economy picked up steam with huge capacity 

increases in the areas of construction, consumer fi nance and 

retail. At the same time, industrial production continued to 

shift offshore. The US trade defi cit increased, with Japan, 

Germany and China being the main benefi ciaries. As the global 

economy grew, commodity prices skyrocketed leading to rapid 

wealth creation and investment by the oil-backed sovereign 

wealth funds. 

Despite the declining value of the dollar stemming from the US’s 

large trade defi cit, the Chinese and many sovereign wealth funds 

kept funneling large amounts of cash into US dollar-denominated 

bonds. The “wall of Asian money” helped keep long-term interest 

rates low even as the Fed began hiking short-term rates in 2003. 

Rampant borrowing ensued. Investors were searching under 

every rock for investments that promised higher yields in a low-

rate environment. Something had to give. And it did.

Cheap money and the desire for higher yields led to a series of 

fi nancial-engineering schemes. It was during this time that the 

practice of asset securitization took a huge leap. Highly leveraged 

mortgages were packaged into structured products like collater-

alized debt obligations (CDOs) and collateralized loan obligations 

(CLOs). By 2007, cracks in the US fi nancial system — driven in 

part by over-speculation within the deregulated mortgage-backed 

securities market — grew into fi ssures. The rest, as they say, is 

history. Over the following quarters, the real economy slowed, 

resulting in plummeting housing prices and reduced stock 

demand. This brings us to now.

Why It Is Different This Time, continued

Currents
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Why the US Will Not Lose a Decade

The question is, will the US suffer the same fate as Japan did 

during its “lost decade” of the 1990s? I believe the answer is no. 

And these are my reasons:

First, the US system is very good at “creative destruction,” a 

term coined by 20th-Century European economist and political 

scientist Joseph Alois Schumpeter, who argued that the inno-

vation and technological change of a nation comes from its 

entrepreneurs, or wild spirits. 

Our culture is younger and, in some ways, more fl exible than 

Japan’s in that we are not restricted by long-held traditions 

like keiretsu, which tend to inhibit business innovation. To 

Schumpeter’s point, US companies and banks are today 

busy restructuring, downsizing staff, writing off bad loans and 

embracing smarter lending practices. Meanwhile, the US 

government is helping grease the wheels of business with a 

series of cash-injecting programs like TALF and PPIP. Already, 

there are signs of vulture capitalists willing to buy troubled loans 

at cheap rates against the promise of future profi ts. As of the fi rst 

quarter of 2009, the easing decline in home prices and lower 

“conforming” mortgage rates have created opportunities for a 

new generation of American homebuyers.

Second, while Japan was plagued by overcapacity throughout 

the 1990s, the US has already shed excess capacity in the key 

areas of construction and mortgage fi nance. In fact, the latter 

looks like it may start growing again in the quarters ahead.

Third, emerging-market economies, which hurt Japan by 

creating lower-cost capacity, will actually help the US in the long 

run. Developing nations are establishing a new middle class, 

which may lead to growing consumer demand and new markets 

for US exports.

Finally, the concerted decline in interest rates and government 

stimulus around the world will most likely help offset the demand 

shock set off by 9/11 and two recessions within an 8-year span. 

Lower commodity prices — particularly for oil — may also serve 

to stimulate spending by adding to the disposable real income 

of US consumers.

Risks Ahead

There are certainly risks to my generally optimistic view of the 

future. Among them are the nationalistic and populist tones 

embraced by some political and business voices. To them I say, 

remember history. 

Many of the economic problems of the 1930s, in my opinion, 

were heightened by the then-protectionist movement. Legislation 

like the Smoot-Hawley Tariff, which raised US tariffs on some 

20,000 imported goods, sparked a devastating backlash by 

foreign countries. They retaliated by increasing their own 

tariffs on US goods, crippling American exports. Today, there 

are worrying signs such as the “Buy American” provisions in 

certain draft bills that would ban Mexican trucks from US roads 

despite NAFTA rules that allow for more fl exible transportation 

of goods.

Although Wall Street — aided and abetted by deregulation — 

created much of the fi nancial system’s problems, the government 

needs the private sector to help buy and restructure troubled 

legacy assets. In the 1980s, for example, the Resolution Trust 

Corporation succeeded in liquidating thrifts by having risk capital 

buy them and restructure assets. Some players lost money and 

some made a fortune, which is how capitalism works. We need 

the same to happen again. But the populist outrage surrounding 

the “bonus fi asco” may deter some of the smartest and most 

experienced investors from participating.

The US and the world will likely continue to face signifi cant 

challenges in the quarters and years ahead. Additional time is 

needed to heal many of these self-infl icted wounds. However, I 

think the aggressive fi scal and monetary actions taken thus far 

will help keep the US economy and investment markets from 

repeating the most serious mistakes of the past.   IQ

Why I Chose This Headline

The phrase “Why It is Different This Time” is sometimes referred 
to as the six scariest words in fi nance. The fi rst time I heard 
it uttered was in August 1987 from a panel of commentators 
explaining why the US equity market could continue climbing 
despite rising interest rates. And we all know what happened 
that October.

Why It Is Different This Time, continued

Currents



Alice: Would you tell me, please, which way I ought to go 
from here?

Cheshire Cat: That depends a good deal on where you want 
to go. 

— Lewis Carroll, Alice in Wonderland

The conundrum for investors in today’s market is not unlike that 

facing Alice. As investors, we all know where we want to go: 

Toward a portfolio with superior return potential. But to move in 

that direction, we fi rst need to know where we stand within the 

traditional business cycle. 

   Are we searching for a bottom to this year-long-plus bear 

market, desperately seeking solid investment footing?

   Are we in the early stages of a market turnaround 

that may, hopefully, lead to a secular upward trend in 

equity demand?  

   Are we being lulled into a false sense of comfort by a short-

lived surge of bargain buying spurred by an infusion of cash 

that could lead to higher infl ation?

The answer to these questions is, nobody knows for certain. 

Nevertheless, long-term investors should be ready to reposition 

their portfolio strategies as it becomes clearer where market 

trends may be headed. Why? History has shown that once a bear 

market fi nds its bottom, a subsequent rally in equity demand can 

be sudden, potentially leaving many investors on the sidelines 

watching growth opportunities pass them by.

Following Leading Economic Indicators

To help assess the direction of transitional market trends, it may 

be useful to keep a watchful eye on the impact of US monetary 

policies and some key leading indicators. While the business 

media focuses much of its coverage, understandably, on the 

suffering caused by job losses, the unemployment rate is a 

lagging indicator. In other words, by the time the job outlook 

begins to stabilize, an economic recovery may have been 

underway for anywhere from six to nine months. 

Though not always accurate, leading indicators are often used 

to identify future economic trends. First and foremost, capital is 

the lifeblood of all business activity. The availability of money — 

or lack thereof over the past year — has been a major drag on 

growth. In response, the US government has taken the global 

lead in expanding the real money supply in an effort to increase 

lending practices. To pursue this goal, the Federal Reserve has 

reduced the federal funds rate — the rate at which banks lend 

money to each other overnight — from a peak of 5.25% in June 

2006 to a miniscule 0.25% in December 2008. During this 

period, a number of foreign central banks have also lowered 

their respective rates, though not as aggressively as the United 

States. 

So is there any sign that US monetary policy is working? 

In short, yes. 

In the fi rst quarter of 2009, the US money supply grew at an 

annualized rate of 15%, the highest pace in 50 years, according to 

International Strategy and Investment. (“Stocks Can Rally,” April 

3, 2009.) Additional capital stimulus through the Troubled Assets 

Relief Program (TARP) and the Term Asset-Backed Securities 

Loan Facility program (TALF) aimed at reviving the consumer-

loan market, not to mention state unemployment benefi ts, are 

helping struggling consumers stay fi nancially afl oat. 

In the Spotlight
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by

Arlene Rockefeller, CFA
Chief Investment Offi cer

Global Equities

Pursuing Opportunities in a Distressed Market

Chart 1: Is the End of the 2007-09 Recession Near?
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Source: SSgA, 2009.

This chart is hypothetical in nature and is used for illustrative purposes only.

Historically, the yield curve for US Treasuries has reached low points 
just prior to the onset of past recessions (indicated by the gray 
areas) and has typically emerged from those recessions (white areas) 
following steep upward trends. Will history repeat itself?
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The massive infusion of capital into the US economy — esti-

mated between $3 trillion and $4 trillion — has helped steepen 

the slope of the yield curve for US Treasuries, another important 

leading indicator. A steepening slope may be yet another sign 

that a market recovery is in sight. (See Chart 1.)

Understanding the Business Cycle

The beginning of a sustainable market bottom may also be 

seen in other leading indicators, among them the Conference 

Board Leading Economic Index (LEI), the Institute for Supply 

Management (ISM), the Chicago Purchasing Management Index 

(PMI), as well as the narrowing of credit spreads.

But like the wandering Alice, we’re not out of the woods 

yet. Bond and credit markets have only partially responded 

to the government’s ongoing stimulus efforts. For example, 

spreads on AAA Commercial Mortgage-Backed Securities 

— a key source of liquidity to real estate investors and 

commercial lenders — have rallied from a high of 1400 in mid-

November 2008, but were still at historic wides of 1000 at the 

beginning of 2009. Generally, the wider the spread on these 

securities, the higher the price of risk. So a narrowing gap may be 

another leading indicator that investor concerns are 

moderating somewhat.1 

Even the beleaguered housing sector, perhaps the biggest drag 

on market performance, showed signs of life in the fi rst quarter. 

In March, 30-year fi xed mortgage rates dipped below 5%, 

sparking a fl urry of refi nancing activity. Declining home prices 

also helped spur a pickup in sales toward the end of the quarter, 

according to the National Association of Realtors. Despite a 

huge inventory of existing homes, which may act as a headwind 

against economic growth in the quarters ahead, building contrac-

tors in February reported a modest upswing in new housing starts 

following months of negative growth.

DELEVERAGING AND DEFLATION. Among uber bears, the seem-

ingly relentless outfl ow of capital from the fi nancial system over 

the past year points to a signifi cant threat: defl ation. The fear is 

that excessive price declines — reminiscent of what happened to 

Japan’s economy in the 1990s — could exacerbate already tight 

credit lending, reduce demand for goods and services, increase 

unemployment and push the current recessionary environment 

into a depressionary one. Defl ation is particularly worrisome 

for long-term bondholders concerned about the safety of 

their principal.

In response to the dearth of cash, the private and public sectors 

have taken polar-opposite actions. Within the past year, cash-

strapped companies, hedge funds and homeowners have been 

deleveraging like mad, ridding their balance sheets of debilitating 

debt — or toxic assets in the post-crash vernacular. At the same 

time, the US government has picked up the slack, acquiring 

record amounts of debt in an ongoing effort to infuse capital — 

the grease that keeps the wheels of business spinning — into the 

fi nancial system to help kickstart the sluggish economy.

The US Federal Reserve’s balance sheet more than doubled from 

$900 billion in 2008 to $2.2 trillion during the fi rst quarter of 

2009.2 And with the TALF rollout in March, I believe the central 

bank’s assets could grow to roughly $4.8 trillion, or almost 35% 

of GDP, over the next year. Such robust actions are likely to keep 

the specter of defl ation at bay and, hopefully, open the door to 

equity opportunities — particularly in companies and in coun-

tries with low debt ratios. However, with all this cash fl ooding 

the market, today’s concerns about defl ation may shift toward 

worries about infl ation in the quarters ahead. 

MARKET RALLY. For investors who believe in the concept of buying 

low, there may be no better time to explore the equity market for 

upside potential than now. But because a market rally cannot be 

guaranteed, a prudent investment strategy might include a mix of 

assets that offer some measure of downside protection as well.

Managing risk may be achieved through an array of investment 

approaches. Among them are shorting strategies that can lower 

a portfolio’s beta, a key measure of equity-market risk. Shorting 

strategies can have a full range of beta from zero — for long/

short, which provides maximum downside protection — to 

low-beta strategies that go 100% long and 40% to 60% short. 

Such strategies, sometimes referred to as minimum-variance 

or managed-volatility strategies, tend to pose less downside risk 

than long-only strategies, but still allow for participation in a rising 

equity market. 

For plans that do not permit shorting, similar downside protec-

tions may be achieved in long-equity strategies that focus on 

total risk, rather than the more common, and often more vola-

tile, benchmark-relative risk approach. A properly structured 

equity portfolio that pursues low-beta and low-variance objec-

tives may offer sound growth potential in an up market while 

reducing downside risk should the market take a sudden turn for 

the worse.

EARLY RECOVERY. For optimistic investors, it may be useful to 

remember that the US was fi rst in implementing aggressive 

In the Spotlight
Pursuing Opportunities in a Distressed Market, continued
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stimulus programs. These will likely result in a recovery occur-

ring in the US before countries that reacted later and less 

aggressively. When a true market rally with a clear upward trend 

is established, investors may want to consider adding risk to 

their diversifi ed portfolio. Such investments may include high-

yield bonds, emerging markets and small-cap equities. Value 

stocks, as represented by the Russell 1000® Value Index, have 

underperformed growth stocks by 16% since April 2007 and 

9% since August 2008, through March 31, 2009.  Because the 

prices of high-beta stocks have dropped so low, many of these 

investments are now considered value stocks, meaning they offer 

greater upside potential than when their prices were higher. As 

a more established recovery presumably unfolds, active quan-

titative equity strategies that use value models may begin to 

outperform other asset-class approaches. 

INFLATIONARY ENVIRONMENT. A number of market observers are 

concerned that the record amounts of money being pumped 

into the US fi nancial system could lead to excessive infl ation. 

Some point to 2010-11 as a critical stage. An infl ationary climate 

could be negative for both equities and bonds, as the central 

bank would almost surely raise interest rates to control infl ation. 

Under this scenario, investors might do well to allocate a portion 

of their assets to Treasury Infl ation Protected Securities and 

tangible holdings like real estate, REITs and certain commodities 

like gold.

Preparing for Changing Market Conditions

Portfolio positioning is important because, historically, equity-

market rallies have tended to arrive with little fanfare and 

advance very quickly thereafter. That means investors with little 

or no equity exposure could miss out on the most signifi cant 

upside movements. Equity investments offer many alternatives 

— ranging from defensive to aggressive strategies — that enable 

investors to participate in both domestic and foreign markets with 

appropriate levels of risk exposure. 

While nobody can know for sure when, or if, the US stock 

market, will recover, by keeping a watchful eye on leading 

indicators, nimble investors may be able to reallocate a 

portion of their portfolio assets to take advantage of changing 

market conditions.  IQ
1 Prudential Real Estate Investors, US Quarterly Market Perspective, January 2009. 

2  “The Federal Reserve’s Liquidity Facilities,” April 18, 2009. Speech by William C. 

Dudley, President and Chief Executive Offi cer, Federal Reserve Bank of New York.

First the good news: Advancements in computing power has 

helped increase access to timely market data, improving the level 

of quantitative detail with which risk analysis may be performed 

on individual investment portfolios. However, despite techno-

logical enhancements to risk-management systems throughout 

the fi nancial industry, the unusually volatile behavior of markets 

throughout 2008 and early 2009 raised a number of red fl ags 

about the effi cacy of some outdated analytical models used to 

understand the true nature of investment risk. 

Over the past two years, many pension portfolios suffered severe 

investment shortfalls, in part, because money managers did not 

fully appreciate the depth of risk to their assets in “extreme” 

market conditions. The fact that most managers were seemingly 

blindsided by a devastating once-in-a-lifetime — we hope — 

market downturn offers little consolation. But it does offer new 

impetus into the way investment risk may be evaluated at the 

onset of the 21st Century.

To grasp why the severity of losses across virtually every asset 

class has caught so many by surprise, it may be useful to look 

at past mistakes and see where improvements can be made. As 

the adage goes, those who don’t learn from history are doomed 

to repeat it. The lessons of the past two years, albeit painful, are 

providing asset managers with new insights into how to better 

identify — and quantify — the “hidden” risks associated with 

investments, liquidity and counterparties. 

Three Risk Lessons from the 2008 Market Fallout

by Jacques Longerstaey, 
Chief Risk Offi cer, SSgA 

Risk Management, 

and Andrea Au, Senior 

Investment Risk Manager, 

SSgA Risk Management  

Pursuing Opportunities in a Distressed Market, continued
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LESSON NO. 1

INVESTMENT RISK — ANTICIPATE EXTREME MARKET CONDITIONS

Historians may one day portray the ongoing fi nancial crisis as 

an “aberrant series of extreme events in rapid succession.” 

That would let us all off the hook. In reality, many computer 

risk-simulation models noted even as far back as 2007 that the 

current state of the market was one of many possibilities — albeit 

one largely dismissed as a “worst-case scenario.” And that’s 

understandable. Who, after all, would have had the foresight to 

anticipate the relentless spate of bad fi nancial news that battered 

the investment markets virtually every day since the Bear Stearns 

debacle back in the spring of 2008? But that’s the point.

Because some computer-projected market outcomes were consid-

ered “extremely unlikely,” fi rms employed “minimal offsetting” 

via hedging strategies or insurance programs. The result of this 

massive miscalculation was widespread losses by investors who 

underestimated the amount of risk they were actually exposed to. 

The question going forward is, how can risk managers improve 

their risk-return measurement standards?

The answer rests, in part, with expanding the number of market 

contingencies — data points, if you will — factored into inter-

preting a given investment’s exposure to downside risk. The 

overarching reliance on standard quantitative risk-reward models 

to project a stock’s volatile tendencies, while useful, has shown 

limitations given today’s skittish market where a 500-point 

one-day swing is not unheard of. 

To paint a more accurate picture of current risk conditions, many 

multi-factor models are shifting away from a reliance on “equal-

weighted” historical data and toward an “exponential-weighted” 

framework that places greater emphasis on more up-to-date 

market information. Chart 1 illustrates the key difference between 

equal-weighting and exponential-weighting methodologies.

To quantify a stock’s propensity toward volatility, a typical 

computer model might factor the ups and downs experienced 

over, say, the previous fi ve-year period. As its name implies, an 

equal-weighted methodology would assess the same weight to 

data from fi ve years ago as data reported yesterday. In contrast, 

an exponential computation would give yesterday’s data signifi -

cantly greater weight in the average. We believe the exponential 

approach may offer a more accurate picture in assessing a 

stock’s risk-reward potential.

When compared side-by-side over the past decade, an exponen-

tial-weighted measurement approach depicted a more accurate 

reading of volatility levels than an equal-weighted computation. 

(See the two steep market downturns highlighted in Chart 2.)

Rethinking Risk Factors

The 2007-09 recession severely tested some of the under-

lying mathematical assumptions used by standard risk-reward 

models. That’s why every quantitative risk model should begin 

with the concept of non-stationarity — an often-ignored premise 

that assumes that business cycles are forever changing. At 
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Chart 1: Equal Weighting vs. Exponential Weighting
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Source: SSgA, 2009.

This chart is hypothetical in nature and is used for illustrative purposes only. Model 

portfolio performance does not refl ect actual trading and does not refl ect the impact that 

material economic and market factors may have had on SSgA’s decision-making.

Chart 2: Greater Accuracy in Recognizing a Stock Portfolio’s 

Volatile Tendencies
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This chart is hypothetical in nature and is used for illustrative purposes only.
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times such changes to market conditions occur in incremental 

steps that are hard to perceive, thereby making single-only risk 

measures more susceptible to error. 

One example of myopic forecasting has been an overreliance 

on “tracking error,” which measures the divergence between a 

security’s actual return and that of its comparative benchmark 

via a standard-deviation percentage. The ongoing market crisis 

also points to the shortcomings of a risk-assessment technique 

called Value at Risk. VaR is used to estimate the probable depth 

of future portfolio losses based on historical volatility trends. 

The limit with both statistical models is that little weight is given 

to the kind of “extreme” events that various markets have expe-

rienced over, say, the past two years. 

To help close that gap, a conditional VaR measure, or CVaR, may 

be used as a supplement to assess potential losses in “extreme” 

market conditions. A similar Conditional Tracking Error (CTE) 

formula may be used to incorporate “extreme” data measures 

and paint a more comprehensive picture of a stock’s potential 

pricing behavior. 

In the Chart 3 illustration, the VaR of a hypothetical portfolio is at 

a 95%-confi dence interval, meaning that the probability of losing 

more than $1 million over a one-month period is highly remote, 

or at 5%. However, should such extreme market conditions 

occur — not unlike those experienced between 2007 and 2009 

— the dollar-loss potential in this example is fi ve times greater, or 

$5 million, as depicted at the far left of the distribution curve. 

FAR FROM NORMAL. In the years ahead, model developers will 

need to explore the impact of risk assumptions that go beyond 

a company’s size, sector and value. For a greater understanding 

of how the underlying behavior of dynamic markets may infl u-

ence risk, asset managers may need to adapt their metrics to 

include often-ignored “tail-risk” measures, a rare form of port-

folio risk. When a typical portfolio is put together, for example, 

it is assumed that the distribution of returns on investment 

will follow a “normal” pattern. Under this premise, the prob-

ability that returns will move between, say, the mean and within 

three standard deviations in either direction, positive or negative, 

is something like 99.97%. In other words, the probability of a 

“moderate risk” portfolio of investments experiencing the range 

of volatility seen over the past year is around 0.03%. 

But if today’s volatile marketplace has taught us anything, it’s 

that investor behavior is far from normal. Greater accuracy in 

assessing risk may require innovative measurement standards 

that consider a wider range of market factors and contingencies 

in calculations. All of this, of course, is designed to help clients 

pursue their fi nancial goals and to meet distribution needs by 

giving them a more complete understanding of the risk prob-

abilities they actually face. One way to enhance risk-reward 

methodologies is by making sure that diverse scenario analysis is 

a regular component of the overall risk-measurement process.

LESSON NO. 2

LIQUIDITY RISK — QUESTION AUTHORITY

The belief that investors can count on almost unlimited market 

liquidity to manage their operational cash fl ow needs has proven 

to be a myth. Over the past two years, the value of formerly “safe” 

liquid assets, such as investment-grade bonds and asset-backed 

securities, has plummeted as investors grew apprehensive over 

the veracity of credit-rating agencies and as market participants 

disappeared from the ranks. Going forward, risk managers need 

to question long-held assumptions and clearly identify potential 

mitigating strategies for contingencies that may affect future 

capital markets.  

LESSON NO.  3

COUNTERPARTY RISK — BEWARE OF THIRD-PARTIES

Over the past few years, defaults have increased to unprec-

edented levels effecting transactions involving bonds, derivatives 

Chart 3: Measuring Risk at the Extremes 
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Source: SSgA, 2009.

The information outlined above is intended for illustrative purposes only.  The information 

is not intended to be investment advice. Model portfolio performance does not refl ect 

actual trading and does not refl ect the impact that material economic and market factors 

may have had on SSgA’s decision-making.
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and exotic credit default swaps, among others. Overreliance 

on ratings agencies to help determine the creditworthiness of 

prospective investments has been problematic. Many of these 

once-trusted providers of credit analysis essentially failed in their 

mission to separate the wheat from the chaff. This systemic 

failure has spurred a crisis of confi dence among potential busi-

ness partners, who fear that they could be left holding the bag 

should a partner not live up to certain contractual obligations. 

Going forward, greater consideration must be paid to coun-

terparty risk, also known as default risk. To help mitigate the 

dangers associated with counterparty defaults, new metrics 

must factor in exposure to a wider variety of third-party risks, 

whether they involve improper investment practices or cash-fl ow 

imbalances stemming from a partner’s untimely death. 

Supplementing traditional credit ratings with equity, bond and 

derivative-implied ratings may provide a more realistic measure 

of default probabilities. 

Conservative Assumptions

Turmoil in the fi nancial markets has exposed many of the chal-

lenges facing risk managers. Overemphasizing specifi c areas 

while trivializing others can lead to large deviations from predicted 

values. Continued improvements in risk-management and 

modeling techniques can help lead toward more resilient fi nan-

cial institutions and markets by presenting a more comprehensive 

range of possible outcomes. However, even with data improve-

ments for scenario analysis, a high level of expertise is needed to 

determine what types of data are factored into certain models and 

how to judge or interpret results. 

Generating dependable models is diffi cult because of so many 

rapidly moving, intangible parts. Risk managers must recognize 

such limitations on the predictive abilities of models and apply 

suffi ciently conservative assumptions in estimating potential 

losses. More realistic risk forecasts may allow asset managers and 

investors to make more informed asset-allocation decisions based 

on their long-term goals. Complementing strong quantitative risk 

models that test scenarios from historical events with contingent 

models that anticipate remote, yet plausible, situations may help 

investors gain greater awareness of the downside exposures they 

may face during the next period of market stress. 

The lessons here are not meant to be exhaustive, but reminders 

to the investment-professional community that risk monitoring 

and management are fraught with a growing series of challenges. 

It appears the current fi nancial storm will continue for a while 

longer, so more lessons may be learned in the quarters ahead.  

 IQ
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Investment Insight

Institutional investors have traditionally relied on returns from 

strategic portfolio allocations to fund pensions, foundation grants, 

operating expenses and other ongoing fi duciary obligations. 

Historically, conventional wisdom has held that a diversifi ed mix 

of investments — including equities, bonds and alternatives — 

was adequate enough to provide the levels of cash fl ow suffi cient 

to meet most preset liabilities.

Recent experience, however, has severely tested that conven-

tional wisdom. The second bear market in this decade has 

brought long-term average returns well below typical plan 

assumptions. Frustratingly, diversifi cation has largely failed to 

mitigate losses as equities of nearly all varieties, credit, real 

estate, commodities and hedge funds — indeed, nearly every-

thing other than G7 government bonds — has underperformed 

almost simultaneously.

Challenging the CAPM Standard

Ironically, one potential solution to drawdown-induced budgetary 

shortfalls may lie within the equity market itself. Minimum-

variance (MV) portfolios — those with a mix of investments 

structured toward that objective — have been largely ignored for 

years primarily because the Capital Asset Pricing Model (CAPM), 

which still dominates fi nancial theory and investment practice, 

has depicted MV portfolios as inherently “suboptimal” with 

regard to performance. But that view may be changing. 

Managing Portfolio Risk with Fractional-Beta Strategies

by

Mark A. Hooker, Ph.D.
Managing Director

Advanced Research Center

Three Risk Lessons from the 2008 Market Fallout, continued
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Investment Insight

A growing body of statistical evidence confi rms that stock risk, 

as measured by beta — the degree to which a stock fl uctuates 

within the market — is almost uncorrelated with return, in contra-

diction to the CAPM. Beta is a good predictor of risk, however. 

Thus, capitalization-weighted portfolios, which by defi nition have 

betas of 1.0, have delivered higher volatility but similar returns to 

portfolios with “fractional betas,” such as MV portfolios that typi-

cally have betas ranging from 0.5 to 0.75.

Seeking Optimal Returns with Lower Risk

To investigate the potential benefi ts of fractional-beta strategies 

in a portfolio context, we started by creating two traditional asset-

allocation models to establish a baseline for comparison. One 

hypothetical portfolio used an “aggressive” mix consisting of 70% 

equities and 30% fi xed income. The second hypothetical portfolio 

used a “conservative” mix consisting of 40% equities and 60% 

fi xed income. (See Chart 1.)

To illustrate the comparative performance of these two port-

folios, we plotted 5-year rolling average returns from January 

1990 through December 2008. (See Chart 2.) Despite 

holding signifi cantly different positions along the risk-reward 

continuum, these model portfolios traced remarkably similar 

paths. The Aggressive portfolio did experience higher highs 

and lower lows, as its riskier mix would suggest, but the 

correlation between the two blends was 90% over the 

18-year period.

Preparing to Meet Shortfalls

From the perspective of meeting ongoing fi nancial obligations, 

managing downside risk is important for at least two reasons: 

First, the return experiences of distinct institutions will vary, in 

part, because each has a different starting point. As we’ve seen 

over the past couple of years, there is no guarantee that indi-

vidual plans will earn historically “average” returns over relatively 

short periods of time. 

Second, there is a human tendency to expand benefi ts when 

returns are strong, thereby placing even greater burdens 

on future fi nancial obligations. The problem, of course, is 

that above-average returns rarely provide a suffi cient cushion 

during subsequent drawdown periods. Harvard University, 

for example, which manages the world’s largest endowment, 

had top-tier returns for many years.1 But sharp investment 

losses over the past few years alone led to painful spending 

reductions, not dissimilar to those with far more typical invest-

ment experiences.

By our estimation, portfolio returns for typical operating-plan 

models that average below 5% to 6% for roughly three to fi ve 

years are likely to lead to severe budgetary shortfalls, often 

requiring diffi cult adjustments. Such shortfalls occur fairly 

frequently. Using our baseline models, Chart 3 shows that our 

hypothetical Aggressive portfolio failed to achieve 5-year average 

Chart 1: “Aggressive” vs. “Conservative” Allocation Models

Aggressive Conservative

Cash 3% 10%

US Government Bonds 12 30

US Corporate Bonds 15 20

US Large-Cap Stocks 25 20

US Small-Cap Stocks 35 20

Emerging Markets Stocks 10 0

100% 100%

Source: SSgA, 2009.

The information outlined above is intended for illustrative purposes only.  The information 

is not intended to be investment advice. Model portfolio performance does not refl ect 

actual trading and does not refl ect the impact that material economic and market factors 

may have had on SSgA’s decision-making.

Chart 2: Rolling 5-Year Average Returns for Allocation Models
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Source: SSgA.

Sample monthly returns begin January 31, 1990, meaning 5-year averages begin 

December 31, 1994. The underlying data series and sources are, respectively: 3-month 

Treasury bills, secondary market, Federal Reserve Board; Citigroup WGBI 7-10 year US 

government bond index; Barclays Capital (formerly Lehman) US Corporate Index; MSCI 

US Index; Russell 2000® Index; MSCI EMF Index. Portfolio returns assume monthly 

rebalancing and do not incorporate transactions costs. This chart is for illustrative 

purposes only. Past performance is no guarantee of future results. 
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returns of 6% about one-fi fth of the time, or 20.1%; and fell short 

of the 5% target 13% of the time. The Conservative portfolio’s 

returns fell short of the 6% target far more often (31.4%); although 

it did slightly better with the 5% threshold, failing 11.8% of 

the time. 

These results illustrate two aspects of recent historical experience 

that continue to vex plan sponsors. The incidence of shortfalls 

is uncomfortably high, particularly with respect to more elevated 

targets, while conservative allocations make reaching high-return 

goals less likely, yet provide little downside protection.

Using Fractional-Beta Components

There is no single right way to construct a minimum-variance 

equity portfolio. Several methods have been proposed in the 

research literature, including principal components estimation, 

building from low deciles of stocks ranked by beta, and using 

commercial risk models.2 Our MV portfolio follows the latter 

approach, using the Barra USE3L risk model and the Russell 

3000 universe. The resulting portfolio contains about 550 names 

on average, has a beta that varies between 0.3 and 0.6, and 

generated only about two-thirds of the total volatility of its Russell 

3000 counterpart over the 18-year sample period.

To test the ability of fractional-beta strategies to reduce portfolio 

volatility without abandoning the potential for growth, we real-

located portions of equity from our traditional Aggressive and 

Conservative baseline models. Illustrated in Chart 4, we reduced 

the small-cap share in our Aggressive model from 35% to 15% 

and lowered the large-cap share from 25% to 15%. We then real-

located that net 30% balance into our model MV component. In 

the Conservative model, we reallocated 10% each from the large- 

and small-cap asset classes into the MV component, so that in 

both cases the overall equity/fi xed-income share breakdown was 

unchanged.

Chart 5 shows 5-year rolling-average returns for the two 

MV-augmented model portfolios. The dampened volatility is evident 

with the MV models tracing a range roughly four percentage points 

narrower than the traditional models, split evenly between smaller 

upside (peaks at 14% vs. 16%) and better downside (trough of 

2% vs. 0%). 

Investment Insight

Chart 3: Shortfall Frequencies for Traditional Baseline Models

Fell short of the... 6% Threshold 5% Threshold

Aggressive Portfolio 20.1% 13.0%

Conservative Portfolio 31.4% 11.8%

Source: SSgA. The information outlined above is intended for illustrative purposes only 

and is not intended to be investment advice.

Chart 4: Asset Reallocations into MV-Augmented Models

Aggressive Conservative

Cash 3% 5%

US Government Bonds 12 30

US Corporate Bonds 15 20

US Large-Cap Stocks 15 (from 25%) 10 (from 20%)

US Small-Cap Stocks 15 (from 35%) 10 (from 20%)

Emerging Markets Stocks 10 0

MV Stocks (US Only) 30 20

100% 100%

Source: SSgA. 

Model portfolio performance does not refl ect actual trading and does not refl ect 

the impact that material economic and market factors may have had on SSgA’s 

decision-making.

Chart 5: Rolling 5-Year Average Returns for Allocation Models 
with MV Components

0 1993 1995 1997 1999 20032001 2005 2007 2009

4

2

6

8

10

12

14

16

18

A  Conservative Blend
B  Aggressive Blend

Percent

p

A
B

Source: SSgA.

Sample monthly returns begin January 31, 1990, meaning 5-year averages begin 

December 31, 1994. The underlying data series and sources are, respectively: 3-month 

Treasury bills, secondary market, Federal Reserve Board; Citigroup WGBI 7-10 year US 

government bond index; Barclays Capital (formerly Lehman) US Corporate Index; MSCI 

US Index; Russell 2000® Index; MSCI EMF Index. Portfolio returns assume monthly 

rebalancing and do not incorporate transactions costs. This chart is for illustrative 

purposes only. Past performance is no guarantee of future results. 
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The shortfall results of adding fractional-beta components to 

our traditional models were more dramatic. As shown in Chart 

6, the failure rate for the Aggressive/MV portfolio dropped by 

roughly half in both the 6% and 5% target-threshold categories. 

The Conservative/MV portfolio showed even greater improve-

ments with a nearly fourfold drop in failure rates for both 

threshold limits.

Looking Forward and Outward

These examples suggest that adding an MV or fractional-beta 

component could have provided substantial benefi ts over the 

past two decades to a population of investors seeking portfolio 

returns consistently above thresholds within the 5%-6% range. 

A skeptical reader will have at least two questions about their 

current relevance: How likely are the results to repeat them-

selves, and how globally applicable is the admittedly US-centric 

analysis?

While no consensus has yet emerged about the drivers of low-

volatility strategies’ strong historical performance, which is not 

surprising given the dominance of the CAPM, several aspects 

indicate robust underpinnings for the phenomena. It likely incor-

porates facets of the value premium, since low-beta stocks are 

often value stocks. However, that is only a partial answer because 

value indices typically do not have lower volatility than their core 

counterparts, and our Model MV portfolios showed signifi cantly 

higher turnover (about 35% annualized) than value indices, 

indicating that beta rotation is more dynamic. Shapiro and 

Thomas provide further insight in a recent paper documenting 

that high-beta stocks have substantially higher earnings growth 

expectations, analyst coverage, and trading volume, suggesting 

that they may be subject to infl ated expectations that are on 

average disappointed.3

Further support for the MV concept and for its broader applica-

bility comes from non-US evidence. Blitz and van Vliet (op cit) 

fi nd that European and Japanese markets yield results similar to 

those for the US, as does our own research for Australia, Japan, 

and the MSCI World universe. Less skeptical readers may, there-

fore, fi nd suffi cient merit to investigate fractional-beta strategies 

in some of the applications and incarnations that have been 

suggested in the literature as a substitute for traditional equities 

or equity/bond combinations (given volatility that lies between 

the two), as a separate asset class, or as a “benchmark” for 

active strategies.

There is no guarantee that any investment strategy will perform 

according to plan. But given the volatility that continues to beset 

investors, we believe that asset-liability managers may want to 

explore the potential advantages of incorporating fractional-beta 

strategies to help smooth out some of the bumps in the road 

and pursue a steadier stream of income to help manage future 

funding shortfalls.  IQ

1  “Secrets of the Academy: The Drivers of University Endowment Success,” Josh Lerner, 

Antoinette Schoar and Jialan Wang; Harvard University, Massachusetts Institute of 

Technology and the National Bureau of Economic Research; October 30, 2007.

2  “Minimum Variance Portfolios in the US Equity Market,” Clarke, de Silva, and Thorley, 

The Journal of Portfolio Management, 2006; “The Volatility Effect,” Blitz and van Vliet, 

The Journal of Portfolio Management, 2007; and “Managed Volatility: A New Approach 

to Equity Investing,” Shapiro and Thomas, The Journal of Investing, 2009. Evidence 

suggests that qualitative differences from different approaches are small.

3  “Does Removing the Long Only Constraint Make Sense for Targeted Low Beta 

Portfolios?” State Street Global Advisors, 2009.

Chart 6: Shortfall Frequencies for Traditional vs. MV-Augmented 
Models

Fell short 
of the... 6% Threshold 5% Threshold

Aggressive 

Portfolio w/MV (20.1%) 8.9% (13.0%) 7.1%

Conservative 

Portfolio w/MV (31.4%) 7.1% (11.8%) 3.0%

Note: Parentheses ( ) represent shortfall percentages for traditional baseline models.

Source: SSgA. The information outlined above is intended for illustrative purposes only 

and is not intended to be investment advice.
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SSgA Named “Best” at German Awards

State Street Global Advisors was named “Best Multi-Asset Fund 

House Germany” at the 2009 Morningstar Fund Awards held in 

Frankfurt. The award recognized outstanding performance by an 

asset manager across all asset classes for the 12-month period 

ending December 31, 2008. The competition included 4,100 

funds from 220 fund houses.

SSARIS Wins Two Top Industry Honors

SSARIS Advisors, an affi liate of State Street Global Alliance, was 

labeled “Group of the Year” and “Arbitrage Fund of the Year” 

by InvestHedge magazine. At a ceremony in New York, over 

100 funds of hedge funds were nominated for the 2009 awards, 

which recognized the best risk-adjusted performances among 

over 8,000 global funds of hedge funds for the 12-month period 

ending December 31, 2008.

SSgA Equity Products Recognized in France

State Street Global Advisors was named “Best Asset Manager” in 

the Large Equity Product Range at the 2009 Victoires des Sicav 

Awards attended by more than 400 fund managers in Paris. 

Sponsored by La Tribune and Morningstar, the award assessed 

the global performance of each nominee’s product range 

covering the universe of equity markets, including developed and 

emerging markets as well as large- and small-cap companies 

over the past fi ve years.

Genworth Financial Wealth Management Appoints SSgA

Genworth Financial Wealth Management appointed State Street 

Global Advisors on February 12, 2009, to manage six tactical 

asset-allocation portfolios using State Street’s SPDR Exchange 

Traded Funds,1 which offer a range of risk profi les available to 

high net worth clients. 

1   As of December 31, 2008, SPDR ETFs were advised by SSgA Funds Management, 

Inc., a registered investment advisor and wholly-owned subsidiary of State Street 

Corporation. 
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