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IntroductionIntroduction

Experience of market shocks highlights several shortfalls in risk 
management and asset allocation practices

The consequences of contagion and risk regime shifts have been 
overlooked

f fPreviously well-diversified portfolios became much less so when 
crises came as asset correlations rose

Li idit i i l d t h fl blLiquidity crisis led to cash flow problems 

Non-market risks such as counterparty and operational risk were 
t ffi i tl ll dnot sufficiently well-managed
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New Investment Practices ExpectedNew Investment Practices Expected

Management of Extreme Events: BCP plans for portfolio 
management

Risk-based Asset Allocation: Ensuring that investor’s risk horizon 
is compatible with portfolio’s downside risk, and accounting 
explicitly for cash-flow requirementsp y q

Integrated Risk Management: Understanding sources of risk in 
addition to level or risk, as well as integrating risk management 
across different asset classes and different risk types (e.g. 
counterparty risk, operational risk, etc).
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Managing Extreme EventsManaging Extreme Events

E t t h f tl th i lExtreme events happen more frequently than is commonly 
perceived

From 1987 to 2008 around one major crisis every two years:From 1987 to 2008, around one major crisis every two years:  
Black Monday (1987), Gulf War (1990), European ERM Crisis (1992), 
Mexican Crisis (1994), Asian Crisis (1997), LTCM (1998), Tech Bubble Crisis 
(2000) September 11 (2001) Quant Crisis (2007) Credit Crisis (2008)(2000), September 11 (2001), Quant Crisis (2007), Credit Crisis (2008). 

Are crises becoming more frequent and trends shorter?

Global financial integration increases correlation across markets

Volatility spikes and clusters through time, and sudden shifts 
create problems for risk management
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OneOne--Day Losses (1987Day Losses (1987--2010) 2010) 

MSCI World Index

MSCI Australia 
IndexIndex
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Global Asset Returns During CrisesGlobal Asset Returns During Crises

Note: The bond indices are sourced from Merrill Lynch the T bill data from Federal Reserve and the restNote: The bond indices are sourced from Merrill Lynch, the T-bill data from Federal Reserve and the rest 
are from MSCI. All returns are based in US dollars. The MSCI EM Currency Index measures the strength 
of emerging market currencies relative to the US dollar. The high-yield and corporate bond premia are 
based on the differential in returns between the high-yield or corporate bond index and the sovereign 
bond index.
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Traditional Asset Allocation InadequateTraditional Asset Allocation Inadequate

Categorization of asset classes has an influence on the 
approaches chosen for diversification

Most pension plans use three buckets: equities, fixed income, 
alternatives

1Problem 1: Higher-yielding bonds such as corporate and 
emerging market bonds are prone to be correlated with equities in 
crises   reduced diversification effect

Problem 2: Due to illiquidity, alternatives give illusion of 
independence with equities and bonds
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Risk Regime Shifts: Correlations Rise in CrisesRisk Regime Shifts: Correlations Rise in Crises

© 2010. All rights reserved. 10



Australia: Biggest One-Month LossesAustralia: Biggest One-Month Losses

To understand extreme risk, need to examine biggest losses 
hi t i ll (f D 1985)

gggg

historically (from Dec 1985)
MSCI Australia Australian Govt Bonds

% Loss Month % Loss Month% Loss Month % Loss Month

-41.5% Oct-87 -4.0% Oct-87

-11.3% Oct-97 -3.4% Jul-86

-11.0% Oct-08 -3.2% Aug-92

-10.7% Jan-08 -3.1% Jun-94

-10.3% Sep-08 -2.9% Sep-94

-8.5% Nov-88 -2.9% Mar-94

-8.4% Aug-98 -2.7% May-888. % ug 98 . % ay 88

-7.9% May-10 -2.5% Jan-92

-7.5% Sep-90 -2.4% May-09
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Correlation Between Australian Equities and 
Government Bonds
Correlation Between Australian Equities and 
Government Bonds
MSCI Australia and ML Australia Government Bond Indices
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Correlation Between Australia Equities and 
Government Bonds During Crises
Correlation Between Australia Equities and 
Government Bonds During Crises

Correlation between MSCI Australia and ML Government Bond Indices

Government Bonds During CrisesGovernment Bonds During Crises

Crisis          
Month

Correlation: Equities vs Govt Bonds
Present Average AverageMonth Present 

month
Average, 

prev 3 mths
Average, 

prev 6 mths
Oct 97 -0.42 0.15 0.31
Oct 08 -0.30 -0.52 -0.42
Jan 08 -0.77 -0.45 -0.54
S 08 0 71 0 35 0 37Sep 08 -0.71 -0.35 -0.37
Aug 98 0.08 0.17 0.14

Correlation tends to fall during crises. 
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How to Determine Likely CoHow to Determine Likely Co--movement During movement During 
C i ?C i ?Crises?Crises?

Industry

Country

Asset ClassAsset Class

Company-Specific

Liquidity

Macroeconomic

Instrument Type

Style

Instrument Type

Bubble Similarities
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Liquidity Risk During CrisesLiquidity Risk During Crisesq y gq y g

Asset Category Representative Index Jan-Aug Sep-Dec Increase

Example: The Impact of a Crisis on Bid-Ask Spreads (in bps)

Asset Category Representative Index 2008 2008 Increase

Developed Market Equities MSCI World 43.9 53.1 9.2
Emerging Market Equities MSCI Emerging Market Index 63.5 92.0 28.5
US 10y Treasury Bonds Barclays Treasury 10-year Term Index 16.4 25.8 9.4
Emerging Market Govt Bonds JP Morgan USD Emerging Market Bond Index 66.1 188.0 121.8
Developed Market Corp Bonds iBoxx USD Liquid Investment Grade Top 30 Index 69.9 181.4 111.6

Source: London Stock Exchange (The asset groups are represented by iShares ETFs traded on the London Stock Exchange). 
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Investment Horizon MattersInvestment Horizon Matters

Investment horizon: mismatch between investor and portfolio

An investor may have multiple investment horizons
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RiskRisk--Based Asset AllocationBased Asset Allocation

Asset class categories to be set according to its purpose

Four broad segments: equities, real assets, liability hedging and 
absolute return strategies

Equities to provide the highest long-term real returns available

Real assets provide protection against inflation

Liability hedging assets (mainly low risk government bonds) toLiability hedging assets (mainly low-risk government bonds) to 
provide downside protection near the pay-out phase

Absolute return strategies capture additional sources of returns orAbsolute return strategies capture additional sources of returns or 
risk premia (e.g. small cap stocks, high-yield bonds, etc)
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Managing Tail RiskManaging Tail Risk

BCP is a standard risk control practice for organizations, keeping 
key processes in operation even after disaster

Analogous BCP plan for portfolio:

− Extreme events to be defined

− Probability and severity of these events to be quantified

− Scenarios to cover extreme events to be constructed

− Portfolio trades in response to events to be predetermined

− Stress testing and rehearsals− Stress testing and rehearsals 
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Conclusion Conclusion 

Assets behave differently in crises

How to detect crisis risk?   Indicators of likely co-movement 
during crises

Investment horizon matters

Asset Class correlation and asset allocation

Need a BCP plan to handle future crisesNeed a BCP plan to handle future crises
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Correlation Between Australian Equities and 
Corporate Bonds
Correlation Between Australian Equities and 
Corporate Bonds
MSCI Australia and ML Australia Corporate Bond Indices

Corporate BondsCorporate Bonds
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