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Risk Mitigation Revisited

For a long time, the considered wisdom prevailed that a
60/40 investment portfolio of equities and bonds could
satisfy the needs of most investors, balancing growth
assets with the more defensive qualities of government
bonds. However, the deep and simultaneous corrections
in bonds and equities in 2022 led many to rethink the
60/40 approach amid an excessive focus on rising
bond-equity correlations.

Back in 2020, we published a paper' that explored whether government bonds could still provide

diversification at a time when yields had turned negative. We recommended that investors
consider adding other diversifiers such as reserve currencies, inflation-linked bonds, and gold.

Today’s relatively generous yields means that sovereign bonds now represent a very different
proposition to a few years ago; their capacity to provide meaningful protection for equity
investors should be much greater. Just how effective that protection could be hinges on how
markets price the risks of inflation and a possible growth shock.

So, despite a likely bond renaissance it still makes sense for investors to keep other diversifiers
on their radars and expand the range of assets that can act as “safe havens” in their portfolios to
include the likes of cash, gold and selected currencies.
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Government Bonds:
Regaining Safe
aven Status”?

High-quality government bonds had long fulfilled the traditional role of key diversifier in multi-asset
portfolios by providing reliable protection when risk assets suffered significant losses. That changed
abruptly in 2022 as equities and government bonds simultaneously racked up outsized losses.

What is a “Safe Haven”

Asset?

At the outset, it is worth defining what constitutes a “safe haven” asset. In the traditional sense, an
asset is considered “safe” if it serves as a store of value — i.e,, it is expected to retain or increase its
value during bouts of uncertainty or market turbulence. Such assets tend to have a low or negative
correlation to risky assets. Moreover, these assets tend to be liquid and capable of being readily
traded without substantially moving market prices.

The accepted trade-off for holding a safe haven asset in a portfolio is that investors forego some
of the higher expected returns from risky assets such as stocks in return for a greater degree of
capital security.

High-Quality Bonds: A
Tarnished Reputation?
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Diversification across assets is important in the construction of resilient portfolios. When the
returns of individual assets are less than perfectly correlated with one another an investor receives
the benefit of reduced expected risk without necessarily having to sacrifice expected returns.

High-quality government bonds had long been a reliable diversifier for equity risk — this is
illustrated in Figure 1 where the predominantly negative correlation up until 2014 reflects the
capacity of German government bonds to offset losses on global equities. The lowest correlations
identify those time windows where German Bunds provided returns that were well above average
as equities experienced bigger than average losses, i.e. during the correction following the bursting
of the TMT bubble in 2000 and the Global Financial Crisis meltdown in 2008.
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Source: Bloomberg Finance L.P,, as at 30 June 2024. Past performance is not a reliable indicator of future performance.
German Bonds = ICE BofA German Govt Bond Index. World Equities = MSCI World Index. Index returns are unmanaged
and do not reflect the deduction of any fees or expenses. Index returns reflect all items of income, gain and loss and the
reinvestment of dividends and other income as applicable.
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However, to infer the converse — that high correlations signal losses on both bonds and equities
— would be a mistake. In this respect, the dramatic spike in the bond-equity correlation in

2015 represents an interesting test case. The correlation hit a peak of 0.5 in June 2015 — that
high marked a 36-month run where both equity and bond returns were fairly synchronized and
predominantly positive. Positive correlations are not necessarily bad for investors.

That said, the dramatic rise in correlations in 2022 was patently bad and reflected simultaneous and
outsized losses on equities and sovereign bonds. These coincident losses raised legitimate concerns
around the capacity of government bonds to provide reliable protection in a multi-asset context.

A Point of Clarity

Figure 2
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A robust correlation matrix is key in the design of resilient portfolios. Using an appropriately

long lookback period and having an understanding of the inherent limits can help improve asset
allocation outcomes. Nonetheless, correlations are historic in nature and do not determine the
prospective return of an individual asset class. Correlations can be complemented greatly by
the fundamentals that ultimately drive the returns of an asset class — especially when those
fundamentals reach extreme levels. Government bonds provided no protection for 60/40
portfolios in 2022, not because of their correlations but because their extreme yields made price
losses inevitable. Rising correlations were merely a symptom of the ensuing simultaneous losses
in bonds and equities. The damage was caused by ultra-low bond yields — in order to generate a
positive return, negative yields were required to continue deeper into negative territory (Figure 2).
It turns the causal relationship on its head to attribute the losses to rising correlations!

For that very reason, the prevailing yield environment is a critical part of the answer to the portfolio
protection question. Today’s high correlations do look daunting, especially those looking at shorter
time intervals. Yet, having suffered the worst losses in decades due to extreme valuations in
sovereign debt it would be ironic to eschew those now repriced bonds when some corners of the
equity universe are close to valuation extremes.
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Source: Bloomberg Finance L.P,, as at 30 June 2024. Past performance is not a reliable indicator of future performance.
German Bonds = ICE BofA German Govt Bond Index. World Equities = MSCI World Index. Index returns are unmanaged
and do not reflect the deduction of any fees or expenses. Index returns reflect all items of income, gain and loss and the
reinvestment of dividends and other income as applicable.

A Renaissance for

Government Bonds?

At the time of writing (September 2024), bond yields had dropped significantly in response to

a perceived deterioration in the US labour market. Despite this rally, yields are still hundreds of
basis points above the lows seen in 2020 and bonds are in a much better position to provide
portfolio protection in the event an equity market sell-off. In fact, the plunge in Treasury yields
that accompanied the equity market setback at the start of August is a good test case. A degree
of correction would not be unexpected (similar to the correction seen in H1 2024) and would
provide investors with a more comfortable entry point to add duration as an equity book hedge.
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So how much protection can today’s yields offer investors? Figure 3 gives us a sense of how

the current German (average) market yield stacks up relative to history. It is intuitive to assume
that larger falls in yield are more likely to occur when absolute yield levels are higher. The chart
supports that intuition: the period up to the Eurozone Debt Crisis (2011, 2012) bore witness to
several drops in yield close to and occasionally exceeding two standard deviations (c. 80 basis
points) while the ultra-low yield era since then is marked by a striking absence of anything near
a two standard deviation decline. The situation has clearly improved recently, and Bunds have
regained some of their protective firepower — while not related to an equity market correction,
the two-standard deviation drop in yields in Q4 2023 is early evidence of that restored firepower
at higher yields.

In an ideal world where Bunds offered a yield of 4.0%, or even 5.0%, we could be quite

confident that the desired protection would materialise when needed. Productivity trends

and demographic reality impose a soft limit on euro area growth prospects and, by extension,
eurozone yields. Investors may therefore need more duration to have greater confidence that
their government bond holdings will deliver the required protection in crisis, as we consider below.
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Source: Bloomberg as at 30 June 2024. Past performance is not a reliable indicator of future performance.

In the past thirty years, there have been 11 occasions when global equities suffered losses of

10% or more in a calendar quarter. For each of those quarters, we have assessed how various
government bond benchmark indices performed in order to get a sense of the consistency and
scale of protection they provided a euro-based equity investor. As illustrated in Figure 4, German,
eurozone, and global government bonds (currency hedged) all provided a similarly attractive
degree of protection — apart from Q2 2022 when almost all bonds abjectly failed to offset
equity losses. Interestingly, the outlier is global government bonds on an unhedged basis where
protection was concentrated to a small, yet substantial, set of occasions.

As noted already, the performance of longer-maturity German government bonds raises an
important point on sensitivity of the hedging instrument. For a meaningful impact, investors may
want to consider 10+ year German government bonds or equivalent maturity in other high grade
markets. These longer-maturity segments have historically been much more responsive when
equity markets correct (Figure 4).
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Figure 4

Quarterly Government
Bond Returns During
Equity Market
Corrections

Quarterly Equity Loss 10% or More
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Source: Bloomberg Finance L.P,, as of 30 June 2024. Quarterly returns in euro terms from December 1993 to June 2024.
Past performance is not a reliable indicator of future performance. Index returns are unmanaged and do not reflect the
deduction of any fees or expenses. Index returns reflect all items of income, gain and loss and the reinvestment of dividends
and other income as applicable.

A Note of Caution —
Liquidity Issues

Figure 5
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An expected characteristic of safe haven assets is liquidity. There have been episodes where
market liquidity had become challenged — even in the most liquid government bond markets.
While the European Central Bank’s holdings of euro area public sector debt have been declining
since July 2023, the pace of reduction has been very modest and the Eurosystem still holds almost
©£2.25 trillion worth of public debt. The removal of this quantity of debt from the market had clear
implications for liquidity, with bid-offer spreads widening significantly during phases of market
stress. The first such stress event (in recent years) occurred in Spring 2020, when the coronavirus-
induced turbulence caused the bid-offer spread on the August-2028 Bund to balloon out to four
times its long-term average of 3 basis points. From early 2022 to early 2023, spreads widened
again when soaring inflation caused yields to correct sharply higher. At one point in March 2023,
the Bund’s bid-offer spread reached seven times its long-term average (Figure 5).
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Source: Bloomberg Finance L.P. as of 19 August 2024. Past performance is not a reliable indicator of future performance.
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While Bunds remain what one might consider a true safe haven, this is a salutary reminder that
liquidity can get thinner even in the most liquid of markets. This means that it may not always be
possible to buy and sell these bonds cheaply and without moving the price.

Nevertheless, we should not overstate the issue to the point of spurning an asset class that has
regained much of its capacity to be a true safe haven asset. A 10 or 20 basis point bid-offer
spread should be weighed in the context of equity market corrections measured in hundreds if
not thousands of basis points.
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Figure 6

Quarterly Returns of

Alternative Assets During
Equity Market Corrections

Alternatives to
Government Bonds

There are other assets that have historically provided a degree of protection when risk assets
suffer significant losses. These alternatives to government bonds have tended to provide a lower
degree of absolute return at times of stress for stocks but they can also complement a given
bond exposure.

While we believe that high-quality sovereign debt has regained its credentials as a risk-mitigating
asset in multi-asset portfolios, investors may also wish to consider alternative options that can
offer some degree of offset in a crisis as well as potentially complementing a government bond
exposure. We consider a range of asset classes that have provided some offset when equities
suffered their worst quarterly losses over the past 30 years. Figure 6 provides a snapshot of
their performance.
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Source: Bloomberg Finance L.P,, as of 30 June 2024. Quarterly returns in euro terms from December 1993 to June 2024.

Past performance is not a reliable indicator of future performance. Index returns are unmanaged and do not reflect the

deduction of any fees or expenses. Index returns reflect all items of income, gain and loss and the reinvestment of dividends
and other income as applicable.
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Cash: From Serial

Detractor to

Provider of Yield
and Diversification

For a long time, the primary reasons European investors held cash was for diversification and
security of capital. As market interest rates reached the effective lower bound (the level beyond
which the effects of further rate cuts would be harmful for the economy), cash had the dubious
advantage of a contained negative return — in contrast to the prospect of deeper losses on
duration assets. This was true diversification, but at a cost. At today’s prevailing rates, cash is
once again a true diversifier but this time with a positive yield. Central banks are widely expected
to cut policy rates in the coming quarters and so the money market term structure has declined
accordingly — but it is still firmly in positive territory.

However, the trajectory is somewhat opaque especially when we look out into 2025. It seems that
the transmission of monetary policy may be different this time around and that even in Europe
the path from here is not entirely clear — the unemployment rate across the euro area is only
fractionally above its 25-year low, although admittedly this is a lagging indicator.

For our part, we believe the transmission may be delayed but is nevertheless effective. In effect,
this brings investors back to duration as their preferred choice of hedge — but that does not
strip cash of all its merit. In fact, cash or near-cash instruments could be a complementary
exposure for those seeking to contain some of the increased duration inherent in longer-dated
sovereign debt.

Reserve Currencies

In a stable inflation environment, reserve currencies count among the assets investors regards
as safe havens. As highly liquid and high-quality instruments, reserve currencies have typically
exhibited negative correlations to risk assets in times of stress. To varying degrees, the US dollar,
Swiss franc, and Japanese yen have often proven to be good hedges as they attract inflows
during periods of crisis. For example, Japan’s net foreign assets (what Japan’s residents own
abroad minus what they owe to foreigners) are worth over ¥471 trillion ($3.3 trillion), or more
than 75% of its annual GDP. In a crisis, some of that capital typically comes home, pushing up
the yen’s value.

For euro-based investors, the Swiss franc is a clear favourite among these three reserve
currencies. The return from the spot market exposure (i.e. ignoring yield or return arising from
any Swiss franc securities held) has been consistent, notching up gains in 10 of the 11 quarters
when global stocks fell 10% or more. The dollar and yen offer some degree of safe haven status
with correlations dipping at times of crisis but the favourable returns are quite skewed to a few
instances, making them less desirable.

As noted earlier, the fundamentals of a safe haven instrument are just as worthy of exploration as
the correlations themselves and this raises something of a dilemma for the franc. Its compelling
performance over the years has made it quite expensive. On the other hand, the yen is quite
cheap versus fair value making it potentially more attractive in future stress events. An equally-
weighted basket of the three currencies — a naive but useful starting point — gives a sense of
the performance trade-off that pertained historically if investors wish to dilute the implications of
an overvalued currency.

Gold: Correlation

Chameleon

Gold has a number of interesting attributes that make it worthy of consideration for multi-asset
investors seeking risk mitigation outside the cash and bond complex. Over the longer term, its
correlation with global equities tends to be marginally negative. It also offers a degree of inflation
protection, can act as a safe haven at times of geopolitical uncertainty, and is seen as a potential
hedge against waning central bank credibility or unchecked government largesse. Many of these
qualities make gold a potentially complementary exposure at those times when bonds, cash, and
reserve currencies might face a more challenging environment.

STATE STREET

GLOBAL
ADVISORS

Portfolio Protection A Renaissance for Government Bonds 10



Figure 7
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Gold is often regarded as a hedge against inflation. In general, the data confirm this but the
relationship is nuanced. Gold was an exceptionally effective store of value during the very high
inflation years of the 1970s, but gold prices actually fell in the late 1980s and early 1990s even
as inflation was running at above-average levels. In the run-up to the Global Financial Crisis, it
once again proved an effective inflation hedge. And then during the recent inflation shock, the
performance of the precious metal was distinctly underwhelming — rising a mere 5% as annual
inflation in the US surged from 01% to 91%. The hallmark of this more recent episode was a
rapidly rising yield environment and gold’s traditional inverse relationship with real yields firmly
reasserted itself, leading to gold’s struggle to perform.

The inverse relationship between the price of gold and the real yield on US Treasuries is well-
documented and indeed instinctive: a zero-yielding asset with inflation-mitigating qualities
becomes more attractive when the yield of its inflation-protected competitor falls or turns
negative. The relationship is by no means perfect however, waxing and waning through different
economic regimes. There are periods where other factors appear to weigh more heavily —
recently, for example, there would appear to be a stronger relationship with US equities.

The scatter plot in Figure 7 shows the relationship between the price of gold and the real yield on
10-year Treasury Inflation-Protected Securities (TIPS). There is a fairly solid inverse relationship
for much of the period; but there are also clear outliers, periods where real yields have little if

any explanatory power over the price of gold. The circle highlights a recent example — for just
over two years the relationship has broken down — gold prices are much higher than the historic
relationship with real yields would suggest. That in itself is not necessarily a reason to panic, as
other factors may simply explain the relationship better since early 2022.

us$

-1.5 -0.5 0.5 1.5 2.5 3.5 4.5
Percent

Source: Bloomberg Finance L.P,, as of 31 July 2024. Past performance is not a reliable indicator of future performance.

One such factor may be a re-alignment with risk assets — equities, in particular. Over the past
two years, gold’s relationship with equities seems to have turned positive. This is not out of
character for gold. Figure 6 reflected that gold can be something of a correlation chameleon —
more often than not mitigating equity risk (and strikingly well at times, e.g. Q3 2011) but, at times,
exacerbating it. It’s interesting to note that the episodes where gold performed worst as a risk
mitigant occurred more than 20 years ago — when 10-year TIPS yielded between 3% and 4%!
Once again, we need to be careful on correlation and causation but it seems reasonable that
those high real yields undermined gold’s value as a hedge. Our favourable outlook on yields may
therefore be consistent with gold having a role to play as an equity risk mitigant.

As noted, in more recent years gold’s relationship with equities turns negative in times of equity
market distress. Yet, in a perverse way, its recent run up in tandem with stocks may be for that
very reason — having witnessed the horror of high bond-equity correlations in 2022,
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equity investors may now be building out more diverse tail risk hedges that rely less heavily on
sovereign bonds and more on other risk mitigants like gold on the understanding that the gold-
equity correlation will turn negative if things turn sour for stocks.

Finally, gold has a versatility that few other assets possess. With a low correlation to some of the
hedging assets mentioned — high-quality government bonds, cash, reserve currencies — gold
has the potential to hedge your hedge. So, for example, if you believe that central banks have not
yet completed the job of taming inflation, nominal bonds will suffer. Gold tends to be a decent
inflation hedge and may help to hedge a nominal bond exposure in such a scenario.

It's interesting to note that broad commodities — a very different animal to precious metals —
has had a poor track record in terms of protection during equity market corrections. Its equity
correlation and sensitivity are simply too high for it to provide a consistent and reliable offset.

A More Direct
Approach

All of the foregoing approaches consider the extent to which a hedging asset can provide
gains at times of equity market weakness. Investors may also wish to explore techniques that
address equity risk directly. Systematic exposure management techniques such as Target
Volatility Triggers (TVT) and Managed Target Protection (MTP) can offer compelling and cost-
effective solutions. However, some investors need to maintain a level of return and liquidity and
cannot easily shed equity exposure. An equity options overlay can offer clear and well-defined
protection but it can come at considerable cost in terms of foregone upside, liquidity at longer
horizons, market timing risks etc. Alternatively, investors can maintain nominal equity exposure
while changing equity sensitivity, with strategies such as Global Defensive Equity or Managed
Volatility Equity which are highly effective in reducing equity market beta. Looking back at
Figure 6, the final column highlights the effectiveness of a minimum variance benchmark in
this regard.
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The Bottom Line

Following a substantial correction in recent years, the relatively generous yields currently
available means that high-quality sovereign bonds now have a much greater capacity to
provide protection for equity investors.

However, multi-asset investors may need to take on more duration to achieve a fully-fledged and
meaningful degree of protection. Cash and longer-dated government bonds offer an interesting
barbell approach in this regard.

It should be noted that bonds have not yet been fully tested in this new yield environment.
Markets continue to grapple with the potential for intransigent inflation and the risk of a growth
shock. Investors may be better served by considering a broader array of instruments and
strategies to protect a multi-asset portfolio dominated by equity risk — cash, reserve currencies,
and gold are worthy candidates. Gold is particularly interesting as its versatility makes it a
potential hedge for times when other hedges are less effective.

Another approach is to manage the equity exposure more directly. Two broad avenues exist here:
exposure management techniques (TVT and MTP) that systematically adapt exposure to the
prevailing risk environment and strategies such as Managed Volatility Equity that are expected

to deliver a reliably reduced equity market beta.

Endnotes

1 State Street Global Advisors White Paper Portfolio Protection — Rethinking the Role of Government Bonds, August 2020.
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The views expressed in this material are the
views of Desmond Lawrence through the period
ended September 30, 2024 and are subject to
change based on market and other conditions.
This document may contain certain statements
deemed to be forward-looking statements. All
statements, other than historical facts,
contained within this document that address
activities, events or developments that SSGA
expects, believes or anticipates will or may

oceur in the future are forward-looking
statements. These statements are based on
certain assumptions and analyses made by
SSGA in light of its experience and perception of
historical trends, current conditions, expected
future developments and other factors it
believes are appropriate in the circumstances,
many of which are detailed herein. Such
statements are subject to a number of
assumptions, risks, uncertainties, many of
which are beyond SSGA's control. Please note
that any such statements are not guarantees
of any future performance and that actual
results or developments may differ

materially from those projected in the
forward-looking statements.

The information provided does not constitute
investment advice and it should not be relied
on as such. It should not be considered a
solicitation to buy or an offer to sell a security.
It does not take into account any investor’s
particular investment objectives, strategies,
tax status or investment horizon. You should
consult your tax and financial advisor.

All material has been obtained from sources
believed to be reliable. There is no
representation or warranty as to the accuracy
of the information and State Street shall

have no liability for decisions based on

such information.

The information contained in this
communication is not a research
recommendation or ‘investment research’
and is classified as a ‘Marketing
Communication’ in accordance with the
Markets in Financial Instruments Directive
(2014/65/EU) or applicable Swiss
regulation. This means that this marketing
communication (a) has not been prepared
in accordance with legal requirements
designed to promote the independence of
investment research (b) is not subject to
any prohibition on dealing ahead of the
dissemination of investment research.
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Equity securities may fluctuate in value and can
decline significantly in response to the activities
of individual companies and general market and
economic conditions.

Companies with large market capitalizations go
in and out of favor based on market and
economic conditions. Larger companies tend to
be less volatile than companies with smaller
market capitalizations. In exchange for this
potentially lower risk, the value of the security
may not rise as much as companies with
smaller market capitalizations.

Investments in small-sized companies may
involve greater risks than in those of larger,
better known companies.

The value of the debt securities may increase or
decrease as a result of the following: market
fluctuations, increases in interest rates, inability
of issuers to repay principal and interest or
illiquidity in the debt securities markets; the risk
of low rates of return due to reinvestment of
securities during periods of falling interest rates
or repayment by issuers with higher coupon or
interest rates; and/or the risk of low income due
to falling interest rates. To the extent that
interest rates rise, certain underlying
obligations may be paid off substantially slower

than originally anticipated and the value of
those securities may fall sharply. This may
result in a reduction in income from debt
securities income.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates rise bond prices
usually fall); issuer default risk; issuer credit risk;
liquidity risk; and inflation risk. These effects are
usually pronounced for longer-term securities.
Any fixed income security sold or redeemed
prior to maturity may be subject to a substantial
gain or loss.

Government bonds and corporate bonds
generally have more moderate short-term price
fluctuations than stocks, but provide lower
potential long-term returns.

Foreign investments involve greater risks than
investments, including political and economic
risks and the risk of currency fluctuations, all of
which may be magnified in emerging markets.
Investing in commodities entail significant risk
and is not appropriate for all investors.
Commodities investing entail significant risk as
commodity prices can be extremely volatile due
to wide range of factors. A few such factors
include overall market movements, real or

perceived inflationary trends, commodity index
volatility, international, economic and political
changes, change in interest and currency
exchange rates.

Investing in foreign domiciled securities may
involve risk of capital loss from unfavorable
fluctuation in currency values, withholding
taxes, from differences in generally accepted
accounting principles or from economic or
political instability in other nations.

Investments in emerging or developing markets
may be more volatile and less liquid than
investing in developed markets and may involve
exposure to economic structures that are
generally less diverse and mature and to
political systems which have less stability than
those of more developed countries.

Currency Risk is a form of risk that arises from
the change in price of one currency against
another. Whenever investors or companies have
assets or business operations across national
borders, they face currency risk if their positions
are not hedged.

Investing involves risk including the risk of loss
of principal.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
SSGA's express written consent.

Past performance is not a reliable indicator of
future performance.

All the index performance results referred to
are provided exclusively for comparison
purposes only. It should not be assumed that
they represent the performance of any
particular investment.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability

for damages of any kind relating to the use

of such data.
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