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Managing Risk: Back to Basics
Executive Summary

Given the crisis that we saw in 2008 in the global capital markets, it seems like every 
client meeting I attend these days starts and ends with a discussion surrounding risk and 
the proper management of it. But what defines risk? Prior to the crisis, few folks had 
any idea that their money market funds could be their riskiest investments last year, or 
that their securities-lending books could be major risks. Some will argue that 2008 was 
a “100-year-flood” event in the global capital markets. Maybe, but it sure feels like these 
“floods” are happening more and more frequently these days. How else can one explain 
the fortunes journalists and academics have made off of books like When Genius Failed 
(Long Term Capital Management), Irrational Exuberance (Technology-Media-Telecom 
Bubble), and Too Big to Fail (Credit Crunch) in the last decade?

So, what is risk after all?

There are 17 definitions of “finance” risks in the business dictionary, but I thought the 
general definition of risk works best: “Probability or threat of a damage, injury, liability, 
loss, or other negative occurrence, caused by external or internal vulnerabilities, and 
which may be neutralized through pre-meditated action.”1 We certainly do not have all 
the answers on neutralizing risk, but we do think that central to any risk management 
process is having a top-down framework for assessing strategic risk in a portfolio, 
not just monitoring daily market gyrations that often miss the importance of bigger 
underlying trends. Some of our key beliefs on risks are as follows: 

Understand the risk regime you are in.•	  Most long-term detrimental decisions 
surrounding risk usually start with poor timing on implementation, particularly 
buying when valuations are unjustifiably rich, or when fundamentals are 
unsustainably strong. Within equities, it is recommended that one monitors a large 
dashboard of valuation metrics, but the easiest way to measure long-term upside/
downside risks for strategic equity allocations might be simply to look at trailing 
price-to-earnings. Our research shows that buying US stocks when market  
P/Es are 16x or higher trailing earnings typically ensures long-term under-
performance in equities. Another important rule of thumb is to avoid heavy 
allocations to equities when earnings are high relative to historical trends. A similar 
framework for risk management holds true for emerging market equities as well. 
Details on our framework are inside. 

(continued on next page)

1 BusinessDictionary.com
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Stress-test your portfolio’s diversification.•	  Test your portfolio for how it acts in a normal environment and, more importantly, in 
a stress environment. Too often portfolio managers focused on macro asset allocation appear too centered on getting to the “right” 
asset allocation, and not on what the changes mean for the volatility and risks associated with the new portfolio in various regimes. 
Also, we are increasingly spending time tracking the loss of diversification from non-traditional asset classes as they become more 
mainstream in the asset-allocation/macro overlay process. 
Remember your priorities.•	  Our view is that endowments, pensions—and, as a result, the investment managers that serve them—
should seek to achieve the following goals, in order of priority: 1) satisfy the beneficiaries’ near-term funding requirements; 2) meet or 
exceed the funds’ targeted discount rates via a diversified portfolio of assets; and 3) rank highly within comparable peer groups. Too 
often, however, it feels like portfolios are structured first to satisfy goal number 3, often at the expense of numbers 1 and 2. As a result 
of this inconsistency, we think that there is too little focus on liquidity risk management in the overall asset-allocation process.
Fat Tail flows.•	  Outsized returns and excessive net inflows are usually important warning signs that a certain asset class or investment 
style is on the cusp of a major shift in risk-reward. As such, we constantly watch for Fat Tails, or multi-standard deviation events that 
appear poised to mean-revert. While certainly not a scientific process, we spend a substantial amount of time tracking flows across the 
financial services industry in an attempt to identify Fat Tails. See inside for details, but several areas, including the yield curve relative 
to Treasury issuance, US taxable fixed income, and certain pieces of emerging markets sovereign debt, are fast approaching our “Fat 
Tails” radar screen. 

As we discuss in greater depth in the remainder of this article, our top-down approach to risk is centered on some back-to-basics, 
common-sense principles. It is not that covariance, volatility, value-at risk and beta-adjustments no longer matter, or that we do not 
include them in our framework, but it is often over-confidence in these technical metrics and—more importantly—lack of attention 
to a simple blocking-and-tackling approach for risk management that lead to big downside shocks in portfolio management over an 
investment cycle.

Understanding the regime you are in
After nearly a decade of sub-par equity returns, many investors are now questioning whether, as Jeremy Siegel famously pronounced, 
“Stocks [Are] For the Long Run” in his book (1994). While it is true that stocks are great long-term inflation hedges, many readers 
of his book apparently failed to comprehend—and with serious ramifications—that the inflation hedging capability of stocks is easily 
undermined when the initial purchase price is too high. Sadly, equity allocations at US endowments and individual households hit a record 
high in 2000, which was ironically the blow-off peak of the 18-year bull market that had started in 1982 ( Exhibits 1 and 2  ). At that time, 
the S&P 500 was trading at 29.4x trailing earnings, and it had just recorded the best back-to-back 20-year performance on record.

Exhibit 1: Equity allocations peaked in 1999-2000 

0

5

10

15

40%
1Q00
35.9%

3Q09
23.1%

Equity Holdings of  U.S. Households and Nonprofit Organizations, % of Total Assets

25

30

35

20

1
Q

5
2

2
Q

5
6

3
Q

6
0

4
Q

6
4

1
Q

6
9

2
Q

7
3

3
Q

7
7

4
Q

8
1

1
Q

0
3

1
Q

8
6

2
Q

9
0

3
Q

9
4

4
Q

9
8

3
Q

0
9

2
Q

0
7

Note: Includes direct equity holdings and indirect holdings via pension funds, 
mutual funds, and life insurance. Data as of 12/10/09.

Source: Federal Reserve and MSIM

Exhibit 2: The time to get long stocks is typically when 
P/E levels are expanding
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Given the debacle we have had in equities of late, we think investors who want to better monitor risks associated with their equity 
allocations may want to consider spending more time focusing on two variables: trailing price-to-earnings ratio and earnings relative 
to trend. As Exhibit 3   shows, there is a huge benefit to being stingy on valuation. Specifically, on a five-year return basis, buying stocks 
when the trailing P/E was below 16x trailing earnings has yielded superior real returns over the long haul. Besides the staggering 
outperformance, there is no real substantial uptick in volatility ( Exhibit 4    ).

Exhibit 3: Long-term subsequent real returns highly  
impacted by P/E ratio at entry point…

S&P 500 P/E Ratio at Entry and Subsequent Long-Term Average  
Real Returns

S&P P/E  
at Entry

Subsequent Average Real Return

1 Year 2 Year 3 Year 5 Year 10 Year

PE<16 6.7% 15.1% 23.0% 40.6% 126.5%

16<PE<24 2.9% 6.4% 13.0% 24.8% 17.7%

PE>24 -0.3% -1.4% -4.2% 3.3% 5.7%

Data from 1947 through October November 2009.

Based on 12-monthl trailing P/E ratio at month end. Real returns measured as 
nominal price return of S&P 500 minus the change in seasonally-adjusted US CPI 
index for same time period.

Source: Factset, Ned Davis Research and, MSIM

Exhibit 4: …And you have not had to take on much 
more volatility for better returns

S&P 500 P/E Ratio at Entry and Subsequent Average Real  
Return Volatility

S&P P/E  
at Entry

Subsequent Monthly Real Return Volatility

1 Year 2 Year 3 Year 5 Year 10 Year

PE<16 13.9% 14.2% 14.1% 14.3% 14.2%

16<PE<24 12.4% 13.0% 13.5% 14.1% 14.7%

PE>24 16.3% 15.1% 14.7% 13.9% 15.1%

Data from 1928 through November 2009.

Based on 12-month trailing P/E ratio at month end. Real returns measured as 
nominal price return of S&P 500 minus the change in seasonally-adjusted US 
CPI index for same time period.

Source: Factset, Ned Davis Research and MSIM

On the earnings front, our advice is that overweighting equities when earnings are above trend significantly heightens the risk of a 
portfolio underperforming. Conversely, buying stocks when earnings for the market are below trend tends to yield better-than-expected 
results. Looking at the details in Exhibit 5, buying stocks when earnings are 10% or more below trend generates double-digit real returns 
in Europe and the US These are not totally unexpected results, but they are an important part of the regime framework that we like to 
follow, especially in the long term ( Exhibit 6      ).

Exhibit 5: The earnings bubble has popped… 
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Exhibit 6: …Which can be constructive for longer-term  
equity returns

Subsequent 5-Year Real Return
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Within the emerging markets, a surprisingly similar “playbook” to the developed markets works. Specifically, as one can see in Exhibit 7, 
the lion’s share of gains in EM bull markets is actually linked to multiple expansion, not earnings growth (which everyone seems to cite 
as the reason to buy EM!). When analyzing earnings growth, however, the key is—similar to the developed markets—to focus on where 
earnings are relative to trend. As one can see in Exhibit 8, EM earnings per share are currently about 26% below their trend line since 1995, 
which suggests fundamentals in the region do not look troublingly unsustainable from a longer-term perspective. From a P/E perspective, 
as of November 2009, EM markets are somewhat expensive at 20.6, which is slightly greater than one standard deviation above their 
historical average of 16.0.

Exhibit 7: EM bull markets are typically driven by  
P/E expansion
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 Exhibit 8: Emerging markets earnings are currently  
below trend
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So, where are we now? We still think that we are in the aftermath of a secular bear market that started in 2000. Our basic premise is that 
equity regimes move in 15- to 18-year cycles and that the recent rally in stocks represents a cyclical bounce, not the beginning of a new bull 
market. Using our risk framework from above, we conclude that, while earnings are depressed relative to trend, valuation—as measured by 
the trailing PE on the S&P 500—is not. As such, we view our current overweight in equities as tactical, not strategic, and fully expect to 
move towards a neutral to underweight position in the coming months.

Our colleague Teun Draaisma, who heads European Equity Strategy for the institutional division of Morgan Stanley, has done some 
excellent work on bear markets. His conclusion, after looking at 19 secular bear markets, is that the aftermath of the first leg down is 
usually a range-bound market, “full of sound and fury, signifying nothing.” One can see that in Exhibit 9. If there is good news on the 
horizon, it is that we do expect a significant earnings rebound in 2010 ( Exhibit 10  ). However, we also believe that the multiples on many 
global markets are now full, and could fall as rates begin to rise. A similar phenomenon occurred in both 1994 and 2004, leading to 
lackluster returns for equities overall, although certain stocks delivered strong returns.



Managing Risk: Back to Basics

| 5

Exhibit 9: The usual aftermath of secular bear markets 
implies a wide trading range for many years

Trading Range, 
52% Wide, 5.6 Years Long

Rebound
Rally 
+71%,
17 Months

Next
Correction 
-25%, 
13 Months

Bear Market 
-57%, 30 Months

Source: MSCI, Datastream and Morgan Stanley Research

Exhibit 10: We expect strong EPS growth in 2010.  
Will performance follow?

S&P 500 Earnings Recoveries

20101994
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-26%

-8%

38%
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? ?

2004

EPS Growth P/E Expansion/(Contraction) Total Price Return

MSIM estimate

Source: MSIM

Stress test your portfolio
As someone who spends a fair amount of time interacting with a variety of well-run investment committees, I am still always surprised 
how much time is spent on trying to get the asset allocation “right” without fully understanding what particular changes are doing to 
the overall risk profile of the portfolio, particularly if markets head south. To this end, we have been working with our client base to 
identify how many “new” asset classes, including our core GTAA product, interact with the traditional 60/40 equity/bond mix not only 
during normal markets but also during periods of stress. 

Not surprisingly, one can see in Exhibit 11   that, during normal market periods, most non-traditional asset classes do demonstrate a 
reasonably low correlation with a traditional 60/40 equity/bond portfolio and, as such, act as compelling diversifiers. That’s the good news.

Exhibit 11: Where are the true diversifiers when we desperately need them? 
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The bad news, however, is that during periods of market stress, several of these “diversifiers” may see their correlations with a traditional 
portfolio increase significantly. To illustrate this, we take the 15% worst-performing months by S&P 500 between January 1990 and 
November 2009, and define them as the “distressed periods.” As shown in Exhibit 11, emerging market equities, high-yield bonds and 
emerging-market debt are among those asset classes which experienced higher sensitivities during market downturns. This change in 
correlations is significant as not only do some intended diversifiers fail to protect the portfolio just when one needs it, they also increase 
the beta of the portfolio just as one does not need it.
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Another related issue to consider while testing your portfolio is a possible shift in its beta characteristics. Some markets may start out 
having low betas, but over time, as they increasingly become integrated segments of investor portfolios, their betas creep up. An example 
at hand is emerging market equities. As shown in Exhibit 12, the beta of emerging market equities with the S&P 500 has gone from 
0.75 in the early 1990s to 1.14 in recent years. If this trend represents a structural shift, which we believe it does, then emerging market 
equities are no longer likely to deliver the diversification benefits to the overall asset allocation process that they did in the past.

Exhibit 12: Emerging markets equity: This is not your parents’ beta
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So, where are we now in terms of correlations and what is the current opportunity set?

At the moment, our base view is that correlations will fall sharply in 2010, driven by a disparity of growth among regions, countries, 
sectors and stocks. As Exhibit 13  shows, correlations are abnormally high and should mean-revert. Importantly, the catalysts, we believe, 
will be a fall in liquidity and the recognition of growth differentials among countries, sectors and stocks.

This viewpoint is consistent with what we laid out in detail in our recent note “A Changing of the Guard” (October 2009). Our 
recommendation is to be long “True Growth,” or stocks with significant underlying organic growth (which we typically define as three-year 
compound revenue growth at 8% or better and three-year EPS growth of 15% or better) for two primary reasons. One, True Growth is 
scarce and will be harder to find after liquidity begins to exit the system. Two, given the compression of valuations among growth parts of the 
market, one does not have to spend much of a premium to buy faster-growing companies ( Exhibit 14  ). A similar phenomenon occurred after 
the 1973-1974 and 2001-2002 bear markets, and as such, we have confidence that our current outsized bet on True Growth is a good one.

Exhibit 13: We believe that the market of one will  
subside in 2010
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Exhibit 14: Investors are currently paying hardly any  
premium for growth
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Remember your priorities
Our view is that endowments and pensions—and, as a result, the investment managers that serve them—should seek to achieve the 
following goals, in order of priority: 1) satisfy the beneficiaries’ near-term funding (i.e., cash flow) requirements; 2) meet or exceed 
the funds’ targeted discount rates via a diversified portfolio of assets; and 3) rank highly within comparable peer groups. Too often, 
however, it feels like portfolios are structured first to satisfy goal number 3, sometimes at the expense of numbers 1 and 2. As a result, 
we think that there is too little focus on liquidity risk management in the overall asset-allocation process.

When it comes to incorporating liquidity into the asset-allocation process, we always try to focus on several key metrics and ratios. 
In particular, we try to assess: 1) how much a sponsor is relying on its investments to meet annual operating obligations; and 2) what 
percentage of the investment portfolio is being allocated to illiquid versus liquid investments?

The key is to think about how overall portfolios might react in a market downturn and what it might mean for overall portfolio liquidity. 
Exhibit 15  below provides one case study of the importance of adequate liquidity. In this hypothetical example, we start with a simple 
$100 million portfolio that contains $40 million of equities, $40 million of debt, $15 million of illiquid investments and $5 million 
of cash. We assume that portfolio bi-laws impose a statutory maximum liquidation of 25% in each liquid asset class. Finally, in our 
example, the hypothetical foundation relies on its investment portfolio to fund 20% of annual operating expenses, or $20 million. 

We then assume a market downturn that affects all asset classes (equity shares fall 36%, fixed income declines 5%, and illiquid investments 
tumble 25%). On average, the portfolio contracts 20% in value to $80 million from $100 million. With a statutory maximum 
liquidation of 25% in each liquid asset class, the new portfolio is only able to provide $17.25 million of capital, which is insufficient to 
fulfill the $20 million liquidity needs.

Our scenario analysis is obviously too simplistic and has many potential shortcomings, but we find it valuable for several reasons. 
First, it underscores how illiquid assets can often overwhelm a portfolio, exacerbating liquidity issues during periods of market stress. 
Second, it underscores the importance of understanding the funding schedule of non-liquid investments because it can dramatically 
affect the overall asset-allocation process. In particular, folks seem to have forgotten that most alternative investments, private equity 
in particular, are in many ways similar to premium mortgage securities: they prepay when prices are high and reinvestment yields are 
low (i.e., the most in-opportune time). On the other hand, their duration extends and prices fall at the time when one would like to 
actually be receiving capital back from an investment manager.

Exhibit 15: Liquidity case study
2. Market Moves During Downturn
Equities: -36%
Fixed Income: -5%
Illiquid Assets: -25%
Cash: 0%

Equities
$26 mil

33%

Fixed Income
$38 mil

47%

Illiquid Assets
$11 mil

14%

Cash
$5 mil

6%

Total Portfolio: $80 mil

Equities
$40 mil

40%

1. Portfolio Before Downturn

Total Portfolio: $100 mil

Fixed Income
$40 mil

40%

Illiquid Assets
$15 mil

15%

Cash
$5 mil

5%

3. Liquidation to Meet Operating Obligations

Maximum Amount Allowed to be Liquidated: $17.25 mil

Equities
$19.5 mil

24%

Fixed Income
$28.5 mil

35%

Illiquid Assets
$11 mil

14%

Fixed Income
Liquidation
$9.5 mil

12%

Equity
Liquidation
$6.5 mil

8%

Assumes statutory maximum
liquidation of 25% in each

liquid asset class

Cash
$3.75 mil

5%

Cash Liquidation
$1.25 mil

2%

4. Portfolio After Downturn and Meeting Operating Obligations

Total Portfolio: $62.75 mil

Equities
$19.5 mil

31%

Fixed Income
$28.5 mil

45%

Illiquid Assets
$11 mil

18%

Cash
$3.75 mil

6%

For illustrative purposes only. Provided solely to illustrate general concepts and not intended to predict the performance of any investment. Source: MSIM
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Further complicating the liquidity and cash-flow outlook is that capital calls as a percentage of available cash and liquid securities are 
often lowest at market peaks and highest at market troughs. Exhibit 16  illustrates this point on a macro scale, showing how investor 
commitments to private equity funds spiked up dramatically as a percentage of US equity assets during the past two bear markets. 

So, for our nickel, unless better transparency emerges or non-traditional liquidity features are added, we are much less sanguine than the 
current consensus about the use of illiquid investments in the overall asset-allocation process, particularly for smaller clients that rely on 
their investments to fund more than 15% to 20% of their annual operating budget.

Exhibit 16: Commitments to illiquid funds often become 
outsized relative to liquid assets during periods of  
market stress
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Exhibit 17: Treasury calendar a risk to long end of US  
yield curve
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Fat Tail Flows
As a former financial services analyst who covered asset management companies and investment banks for a decade, one thing I 
learned is there is a lot of information in flows and the new issuance calendar. In particular, when it looks too good, it usually is. One 
needs only to think about the outsized flows into fixed income funds, GNMA products in particular, in 1993 (right before the bond 
market debacle of 1994) or the obsession with technology IPOs and growth investing in 1999 to appreciate the risk signals inherent 
in easily accessible flow data. 

At the moment, there are quite a few Fat Tail dark clouds that we see forming. As Exhibit 17  shows, the yield curve could get a lot 
steeper if gross Treasury issuance is really going to continue at current trends. To this end, it probably makes sense to spend some 
premium on protecting a back up in long-term rates.

Interestingly, my recent trip to Asia underscored how worried global investors, including Asian investors themselves, are about emerging 
markets equities. Indeed, almost every conversation included a discussion of whether we are in an emerging markets equity “bubble.” We 
do not see it this way because flows do not look particularly stretched relative to past equity bubbles ( Exhibit 18  ). Also, as we mentioned 
in an earlier section, earnings are below trend, and valuations, while above trend, do not yet appear excessive ( Exhibit 20  ).

What does concern us, however, is the growing role of government debt in mitigating the debacle in financial services and stimulating 
growth in certain parts of the developed and developing markets. We mentioned this earlier with our comments about US Treasuries, 
but as we recently saw with Dubai, there are emerging countries that face strong headwinds as well. To this end, Exhibit 20  provides a 
good “snapshot” of countries that do, and do not, seem to have their fiscal houses in order and are probably worth watching. 



Managing Risk: Back to Basics

| 9

Exhibit 18: EM fund flows look robust, but not yet “off the 
charts”
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Source: ICI and MSIM.

Exhibit 19: We believe EM valuations are not in “bubble” 
territory, compared to prior case studies
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Exhibit 20: Country vulnerability scorecard
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Inputs to country scores include current account balance, fiscal balance, government debt, private sector credit, and net external assets (all as a % of GDP). 
CDS spreads and credit ratings are also inputs. The scorecard is based on the stated factors and is subject to change at any time due to changes in market or 
economic conditions.

Source: Credit Suisse Equity Research November 27, 2009.

Exhibit 21: Bond-fund flows at an all-time peak
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Separately, we are also increasingly concerned about a potential Fat Tail in the US taxable fixed income market. One can gain an 
appreciation of the significant increase in flows into this asset class in Exhibit 21. By comparison, EM equity flows remain reasonably 
within the longer-term range established in 2005-2007 ( Exhibit 18  ). 
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Our central concern surrounding high grade fixed income is that retail investors are increasingly being told to buy the asset class 
because spreads can tighten further and may be missing the point that absolute yields are no longer as attractive, particularly relative to 
the comparable equity dividend yields on the same enterprises. 

Appendix 
Appendix: (1) We define ‘long running bull markets’ here as the 10 longest periods since September 1995 where the MSCI Emerging 
Markets USD index has traded without a peak-to-trough correction of 10% or more. (2) EPS and dividends measured on a last 12 
months basis. MSCI EM EPS are measured on a reported basis. (3) P/E and EPS growth rates measured from end of first month of 
bull market through end of last month of bull market.
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