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Editor’s Note

Jim Wiandt

Editor

Jim Wiandt

Editor

F
or all the attention we give to the margins of investing, we sometimes miss the 
basics. We argue about a handful of basis points, when there are hundreds—if not 
thousands—of bps at stake depending on how we set our asset allocations, or even 

on how we define the boundaries between asset classes. The truth of the matter is that 
we often neglect the basic parts of our portfolios. It’s in recognition of this tendency that 
we revisit the very foundations of our industry.

First up is a wake-up call from Agustin Fleites discussing the supposed demise 
of core investing. He suggests that recent market turmoil and volatility have caused 
investors to lose faith in the basic principles of core investing, but that would be a 
mistake—and he offers proof.

Vanguard’s Christopher Philips, Joseph Davis, Andrew Patterson and Charles 
Thomas follow with a comprehensive article on the very nature of a huge piece of 
the asset allocation puzzle. We allocate a large part of our portfolios to fixed income 
(approaching half, and often increasing as we near retirement). And yet unlike with 
equities, few of us consider the value of international diversification in that chunk of 
our investments. This analysis is a healthy portion of food for thought, of the “fistfuls 
of basis points” variety.

Next up is a provocative contribution from Richard Ferri that attacks the follies of 
market timing and tactical asset allocation and champions passive investment in the 
form of strategic asset allocation. Investors—both individual and institutional—need a 
disciplined investment framework, lest they fall in with the “dumb money.”  

David Blitzer weighs in from another angle on core/satellite, suggesting that losing 
some dogma and hedging your bets may not be such a bad idea. And our roundtable 
of financial advisors and academics featuring the likes of Burton Malkiel, William 
Bernstein and David Armstrong, among others, wraps up the issue’s theme with some 
varied opinions on key questions. 

Ronald Slivka and Xin Li are also back—with Yikai Zhang—further exploring the 
potential of China’s budding futures market, while Heather Bell closes out the issue 
with some words of wisdom from one of her investing heroes.

As an index investor, these are the golden years, where our investment options are 
boundless … but at the same time, the amount of opacity and confusion as to what one 
might do with his or her portfolio remains. We and our contributors suggest that you 
keep a clear head, stay realistic and get back to the basics.

Revisiting Underlying 
Principles

Jim Wiandt

Editor
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By Agustin Fleites

Revisiting some enduring principles

Is Core Investing Dead?
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S
ubstantial losses realized over the past decade have 
forced many to reassess future goals and retirement 
objectives, and dramatically reduce allocations to 

risk in their portfolios. Confidence in the long-term con-
tribution of equity markets to investment portfolios has 
substantially eroded, with the S&P 500 posting a 10-year 
cumulative decline of 9.1 percent, even after the 26.5 per-
cent rebound for 2009. Investors conditioned to believe 
that well-diversified equity exposures would achieve 
growth over long-term horizons experienced not one, 
but two dramatic corrections over the past 10 years: the 
bursting of the technology bubble (2000-2002) and then 
the housing bubble (2007-2009).

What happened? Does all that we learned about invest-
ing for the long term no longer apply? Do we need to 
develop new investment frameworks to meet long-term 
objectives? Do we need to adopt the yet-to-be-proven 
aggressive trading and market-timing strategies that many 
are advocating as the “new normal” to meet our invest-
ment goals? Or do we need to adopt more conservative, 
realistic and sustainable goals going forward?

The goal of this paper is to demonstrate that the “old 
approach” to core investing is not dead. Time-proven 
tenets of investing for the long term—realistic expectations, 

asset allocation driven by sustainable long-term objectives 

and prudent diversification—will continue to provide the 
foundation for successful long-term investing. 

What Is Core Investing?
Before we can assess its suitability, we need to define 

what the “old approach” to core investing is all about.
A core investment program is the result of a careful 

assessment of how to deploy existing assets and projected 
earnings to fund future goals and objectives (liabilities). 
Investment portfolios need to be structured to protect 
future purchasing power from inflation, provide reason-
able and sustainable growth to fund projected liabilities, 
meet projected income distribution needs, and ensure 
risks taken are consistent with individual circumstances 
and investment horizons.

The keys to successful implementation of a core investment 
program are: setting reasonable growth objectives to meet 
projected liabilities, developing realistic asset class return 
expectations, and deploying resources across asset classes to 
capture their long-term risk premia in mixes consistent with 

meeting growth objectives and investor risk profiles.
It is important that return objectives be defined and 

set to match projected liabilities. All too often, invest-
ment objectives are set at absolute levels of return or at 
a target excess level of performance over an asset bench-
mark. This approach may not provide for the funding of 
projected liabilities, or worse, may introduce unnecessary 
risk to the investment program.

Asset classes are the fundamental building blocks for 
a core investment approach. Realistic projections of asset 
class expected returns and their projected contributions 
to portfolio risk are critical to the development of asset 
allocations consistent with funding projected liabilities. 
Appropriate allocations across fixed income, equity, real 
estate, commodities, private equity and other alternative 
asset classes result in prudent levels of diversification, 
minimizing risk and improving investors’ ability to meet 
long-term objectives. 

Notable studies demonstrated1 and reaffirmed2 that strategic 
asset allocation is the primary determinant of returns variability 
for investment portfolios over long-term investment horizons. 

Once the asset allocation has been determined, a core 
investment program will deploy portfolio assets across invest-
ment pools. These investment pools should provide well-
diversified exposure across the asset class to maximize the 
opportunity to capture its long-term risk premium (reward for 
assuming systemic risk) and to minimize the impact of issuer 
risk (diversifiable risk not compensated by markets). 

Core investing is all about implementing sustainable 
investment programs where asset allocations and expo-
sures can be sustained through difficult times in order to 
realize long-term returns to meet projected liabilities.

What Happened?
Why did advocates of a core investment approach 

endure such pain over the past decade? Investor experi-
ence could have been substantially improved with a great-
er focus on three key tenets of a core investment program: 
realistic return expectations, sustainable asset allocations 
and appropriate levels of diversification.

Historical Experience

Capital markets history provides us with a good per-
spective of how markets reward risk. While nominal asset 
class returns are volatile over time, long-term real returns 

Risk Premia As Indicators Of Market Valuation
Historical Risk Premia Annualized Performance Spread (%)

Figure 1

Long-Term

1926-2006
1980-2009 1980-1989 1990-1999 2000-2009

 Equity-Bond 4.9 2.4 5.1 10.5 -7.3

 Bond-Cash 1.8 3.1 3.2 2.6 3.5

 Cash-Inflation 0.7 2.2 4.1 2.1 0.3

Source: Mayo, Herbert B., Investments: An Introduction, p. 349; and FactSet Research Systems
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and risk premia are more stable. Figure 1 illustrates the 
long-term annualized risk premia earned by equities, 
bonds and cash investments from 1926-2006 together 
with behavior of the same premia over the last 30 years, 
collectively and by decade. 

Markets become overextended as a result of many 
variables, not the least of which is investor psychology, 
which can result in bubbles developing as irrational 
expectations trump fundamental linkages across mar-
kets. As a result, shorter-term risk premia can vary signif-
icantly from long-term averages. History has shown they 
oscillate around some presumed longer-term averages, 
with temporal expansions (contractions) in risk premia 
resulting in markets becoming overvalued (underval-
ued) and market forces eventually stepping in to bring 
valuations, and risk premia, back into line with long-
term estimates of fair value. 

Figure 2 illustrates variability of the equity risk premium 
over the past three decades. The 2.4 percent average equity 
premium earned over the last 30 years is materially below 
the 4.9 percent premium earned since 1926, but reflects 
the dramatic sell-off the markets experienced since 2000. 
During the 1980s and 1990s, equity market returns out-
paced historical norms. For the 10 years ending in 1999, 
equity markets outperformed bonds by over 10 percent 
per annum, a substantial—but unsustainable—expansion 
in the equity risk premium. Over the 10 years ending 2009, 
equity markets sold off dramatically, as the bursting of both 
the technology and the housing bubbles forced investors to 
reassess the risk inherent in equity valuations and forced 
a flight to quality from equities to cash and fixed-income 
markets. Over this 10-year period, investors contributed a 
net $787.6 billion to equity mutual funds, but over $1.2 tril-
lion to cash and bond mutual funds.3 

Unrealistic Expectations Led To Unsustainable Allocations

The experience of the 1980s and 1990s conditioned 
investors to downplay the risks associated with equity 
investing. Over the period 1980-1999, equity investors were 
not subject to any prolonged declines in equity markets 
(see Figure 3). 

Using the S&P 500 as a proxy for large-capitalization 
equities, we see that during the 1980s, the worst quarterly 
drawdown for the market was 22.53 percent  (Black Monday 
in October 1987), a significant downswing, but the market 
posted a return of 5.25 percent that year and 16.61 percent 
the following. In the 1990s, the worst drawdown was 13.74%, 
experienced over the third quarter of 1990. The 1990s expe-
rience also shows a dramatic decline in the volatility of the 
market, with S&P 500 annualized volatility dropping from 
long-term averages of nearly 20 percent to about 13 percent.

Investors clearly forgot the dramatic declines experi-
enced in the 1970s, when the Arab oil embargo took the 
market down over 42 percent over almost two years. The 
last decade, however, brought reality back into focus. With 
the bursting of the tech bubble during 2000-2002—when the 
market lost over 43 percent—and the bursting of the housing 
bubble during 2007-2009 that resulted in a 45 percent loss, 

S&P 500 Historical Performance
Equity rewards are not risk free

Return

Annualized Max Downside

Risk Perf Duration

 5.88% 18.52% -42.64% 7 Q

 17.55% 16.82% -22.53% 1 Q

 18.21% 13.66% -13.74% 1 Q

 -0.95% 17.84% -45.80% 6 Q

1970-1979

1980-1989

1990-1999

2000-2009

Source: FactSet Research Systems

Figure 3

10-Year Risk Premia, 1980-2009

Expansions in risk premia are unsustainable
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the worst decline since the Great Depression, investors were 
reintroduced to the risks of equity investing. 

With the 1980-1999 experience to support them, inves-
tors came to believe in a “new normal,” where equity 
market multiples would continue to expand and markets 
would deliver above-average returns with much lower 
downside risk. In fact, over this time period, investor 
allocations to equity markets dramatically increased. 
Allocations to equity mutual funds grew from 38 percent 
of all mutual fund assets at the end of 1979 to a peak of 59 
percent by 2000 (see Figure 4). While these figures may 
not reflect the relative equity and bond allocations of 
individual investors, they do reflect the magnitude of the 
shift in risk aversion across the U.S. investing public.

In fact, the net flow of assets across equity and fixed-income 
funds only reinforces the dramatic change in America’s risk 
appetite for equity exposure. Figure 5 depicts fund flows from 
1984 to 2009 (flow figures are not available from 1980-1983). 
Over this period, investors allocated a net $1.3 trillion to equi-
ty funds versus $420 billion to fixed-income funds.4

Close parallels between increases in equity exposure and 
short-term strength in equity returns raise concern. Figures 
4 and 5 depict growth in allocations to and flows into equity 
funds over 1979 to 2009 compared to the cumulative per-
formance of the S&P 500. It does not appear as if investors 
were setting strategic asset allocations to risk assets based 
on projections of long-term liabilities, but rather on chas-
ing short-term performance. It is very curious to witness 
the declines in equity exposure and flows with the market 
corrections of both 2000-2002 and 2007-2009. Reductions in 
equity exposure, unfortunately, led many to miss the strong 
rebound after both the tech (28.7 percent in 2003) and hous-
ing (26.5 percent in 2009) bubbles burst. 

While not as pronounced, institutional investors may 
also be letting recent performance drive their allocations 
to equity markets. Figure 6 provides historical asset alloca-
tions for a broad sample of endowment funds. 

Endowments increased their equity allocations from 50 
percent in 1989 to more than 60 percent by the end of 2000. 
As with individual investors, endowments were increasing 
their equity allocations at progressively higher valuations. 

Over this time frame, endowments were also substan-
tially increasing allocations to alternative investments 
through reductions in fixed-income exposures. Alternatives 
grew from less than 5 percent in 1993 to 25 percent of port-
folios by 2009, with hedge fund investments accounting for 
approximately one-half of the allocation. 

School budgets were increasingly relying on above-average 
gains generated by their endowments to support a greater pro-
portion of their operating and capital budgets. Endowments 
also came to depend on a higher equity risk premium as a 
new normal. And again, as with individual investors, endow-
ments substantially reduced their equity exposures in 2000-
2002 and again in 2008 in reaction to the market corrections, 
proving that equity allocation levels had introduced more risk 
than these institutions were able to sustain.

Successful core investment programs set asset alloca-
tions to match long-term return objectives with projected 

growth in liabilities. To best capture the asset class risk 
premium implied in the strategic asset allocation, inves-
tors need to maintain asset class exposures over long-term 
horizons. It is therefore critical for allocations to risky 
asset classes to be both sustainable and based on realistic 
expectations. The experience of the past 30 years raises 
serious questions as to whether long-term investment 
objectives were set to be consistent with projected growth 
in liabilities, reasonable asset class return expectations and 
prudent asset allocations. 

Figure 5

Figure 6
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Were institutional investors also swayed by recent performance?
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Diversification
Investors have long enjoyed the benefits of diversi-

fication as espoused by modern portfolio theory. They 
have benefited from the opportunity to expand return 
and reduce overall portfolio risk through allocations to 
asset classes with less-than-perfect correlations. The 
experience of the last decade, however, with equity mar-
kets apparently moving in lock step as they plunged in 
value, has led many to question the core value of diver-
sifying risk exposures. Did the opportunities for diversi-
fication disappear?

Figure 7 shows that correlations across equity mar-
kets have been increasing. The highest correlations 
across equity markets occur over the three-year and 
10-year periods, during which the markets experienced 
severe setbacks with the bursting of the technology and 
housing bubbles. Beyond the last 10 years, a few obser-
vations are noteworthy.

First, small- and midcap U.S. equities continue to have 
high correlations with domestic large-cap equities, as do 
developed international equity markets. It appears inves-
tors now need to move into emerging equity markets to 

enjoy the low correlations today’s developed—then devel-
oping—equity markets once enjoyed with the U.S. Second, 
across all time frames, bonds and cash offered significant 
levels of diversification when combined with equities.

However, a simple reliance on historical correlations 
masks the significant opportunities to reduce risk and 
create wealth over the long term through allocations to 
a diversified group of equity markets. Equity allocations 
are made with the objective to not only preserve pur-
chasing power over time, but to generate real wealth to 
help offset projected liabilities. 

Not all equity markets experienced the technology and 
housing bubble corrections in the same way, and they 
also recovered at different paces and varying levels of 
rigor. Over the last three years ending in 2009, all equity 
markets suffered significant losses in purchasing power 
ranging from -6.3 percent to -7.9 percent annualized real 
returns, with the exception of emerging markets, which 
were up 3.3 percent (see Figure 8).

Surprisingly, with the inclusion of both the housing 
and tech bubble busts, midcap, small-cap and emerg-
ing equities posted 10-year real annualized gains over 
inflation ranging from 1.0 percent for small-cap to 7.2 
percent for emerging equity markets. Only large-cap U.S. 
and developed international equities posted annualized 
real losses over the 10-year horizon of 3.4 percent and 1.3 
percent, respectively. Although real equity market returns 
are far below the approximately 7.0 percent long-term 
average, the performance range demonstrates the ben-
efits to holding a diversified pool of equity asset classes. 
Moreover, while equity market performance created sig-
nificant challenges for investors, fixed-income markets 
continued to post strong returns as bond yields continued 
to fall to levels not seen in over 40 years. 

The benefits of diversification are fully realized when 
many asset classes are combined in an appropriate mix to 
help generate long-term growth consistent with projected 
liabilities. We extend the analysis conducted above with an 
examination of the returns of portfolios with allocations 
both to equity and fixed-income asset classes in order to 
gain insight on the potential impact of the tech and hous-
ing crises on portfolios with broader diversification.

Figure 9 provides the realized rates of return for four 
balanced portfolios, including increasing levels of stra-
tegic allocation to equity risk (20 percent, 40 percent, 60 
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Figure 7

Correlations With S&P 500, Periods Ending Dec. 31, 2009
Equity markets increasingly correlated

Source: FactSet Research Systems

Portfolio/Index
S&P

MidCap
400

Russell
2000 EAFE Europe

Equity
Far East
Equity

Emerging
Equity

Barclays
Aggregate T-Bills

	 3 years	 0.98	 0.96	 0.94	 0.96	 0.82	 0.90	 -0.08	 -0.04

	 10 years	 0.97	 0.94	 0.94	 0.95	 0.72	 0.87	 -0.05	 -0.03

	 20 years	 0.94	 0.88	 0.83	 0.86	 0.58	 0.67	 -0.04	 0.09

	 30 years	 0.95	 0.89	 0.75	 0.81	 0.54	 0.68	 0.16	 0.09

Figure 8
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percent and 80 percent). Allocation within each portfo-
lio’s equity exposure is consistent across the four mixes, 
with domestic equity representing 75 percent of overall 
equity mix and—within domestic equities—large-, mid- 
and small-cap representing 75 percent, 15 percent and 
10 percent of the allocation, respectively. The 25 percent 
international equity exposure is represented with 75 per-
cent exposure to developed and 25 percent to emerging 
markets. Bond exposure decreases from 80 percent to 20 
percent across the four portfolios as the equity allocation 
increases and is proxied by the returns of the Barclays 
U.S. Aggregate Bond Index.

As Figure 9 illustrates, poor equity returns continued to 
weigh on annualized real returns up to 10 years out. But 
broader diversification of the equity allocation and the 
inclusion of bonds in a more balanced portfolio substan-
tially reduce the impact of underperforming large-cap 
U.S. equities and developed market equities. Ten-year 
annualized real returns for balanced portfolios with equi-
ty allocations from 20 percent to 80 percent range from 
3.0 percent to 0.1 percent. Clearly these are not returns to 
get excited about, but they represent significant improve-
ments on the annualized real loss of 3.4 percent for the 
S&P 500, with no loss in purchasing power and—for those 
portfolios with more balanced allocations—reasonable 
real growth. Furthermore, allocations to real estate, com-
modities and other alternative classes could have further 
mitigated exposures to the dramatic downturn of U.S. and 
developed market equities.

Are Beta Instruments Properly Diversified?
Sustained commitment to long-term asset allocation is 

the first step to realize asset class risk premia. Well-diversified 
exposures within asset classes are also critical. More recently, 
there have been serious questions posed as to whether tradi-
tional capitalization-weighted indexes are well-diversified. 

Regardless of whether you adopt an active or passive 
approach, there is strong evidence that many active manag-
ers stay very close to the risk profile of their benchmarks. 
(These managers are known as “closet indexers,” or the 
more impertinent “benchmark huggers”). If portfolios are 
not properly diversified, investors may not capture the ben-
efit of long-term beta exposure, the equity risk premium.

A quick snapshot provides support to this skepticism. 
The S&P 500 Index bills itself as a good proxy for the behav-
ior of large-cap U.S. equities. A better descriptor might be 
a good proxy for the handful of mega-cap equities listed in 
the U.S. Figure 10 illustrates the concentration risk inher-
ent in the construction of the index. The top 50 names rep-
resent over 50 percent of the market capitalization of the 
index, and the top 100 stocks (Quintile 1) over 67 percent. 
Put differently, the bottom 100 stocks in the index would 
need to move more than 22 times the movement of the 
top 100 in order to have the same impact on the index. So 
much for an index that is meant to be representative!

From a sector allocation perspective, there is also room 
for concern. As with all capitalization-weighted indexes, 
sector allocations within the S&P 500 Index will oscillate 

over time depending on the relative valuation of all of the 
companies represented in each sector. The tech and hous-
ing bubbles highlight the risks of this approach. As Figure 
11 illustrates, information technology stocks at the height 
of the Internet bubble represented close to 30 percent of 
the S&P 500 Index. 

Leading up to the peak of the housing bubble, financial 
companies represented 22 percent of the index. It is not 
hard to understand how this approach to index construc-
tion exacerbated the poor performance experienced after 
both market corrections. 

Did concentration risks impact the ability of investors 
to gain proper beta exposure, and hence their abilities to 
capture the equity risk premium over time?

Alternative Passive Approaches

Alternative construction approaches for equity indexes 
have surfaced over the last few years to address the limita-
tions of capitalization-weighted methodologies. The first 
approach simply equal-weights all of the securities in the 
index, thereby providing equal representation to each secu-
rity. While this approach may result in high levels of turn-

Figure 9
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over, since it was released in 2003—and used as the basis for 
an ETF (the Rydex S&P 500 Equal Weight ETF; NYSE Arca: 
RSP)—it has significantly outperformed the S&P 500 Index. 
During the five years ended in 2009, RSP outperformed 
the S&P 500 Index by 1.2 percent per annum, not an insig-
nificant performance differential if it is sustained over time. 
Backtested results for the index suggest such an approach 
would consistently outperform over long-term horizons.

Another approach seeks to weight securities based 
on their “economic impact” by looking at nonprice vari-
ables, including book value, revenues, cash flow and 
dividends to determine relative weights of companies 
within an index. Again, while extensive live results are 
not available, the RAFI 1000 large-cap equity index has 
outperformed the S&P 500 Index since its release in late 
2005. The PowerShares FTSE RAFI U.S. 1000 Portfolio 
(NYSE Arca: PRF), an ETF benchmarked against the 
index, outperformed the S&P 500 Index by approxi-
mately 0.9 percent annually over the three years ending 
in 2009. As with the S&P 500 Equal Weight Index, back-
tested results here also suggest long-term excess perfor-
mance versus the cap-weighted index.

How can we gauge over longer time horizons the 
potential impact of concentration in the traditional cap-
weighted benchmarks?

One simple approach would be to take the S&P 500 
Index, equal-weight each of its 10 sectors and then 
rebalance each quarter. While not as diverse as an 
equal-weight approach at the constituent level, it does 
spread exposure more broadly than the S&P 500 Index 
and ensures that all sectors have the same influence 
on the behavior of the index. A corollary benefit to this 
approach is lower turnover relative to both the S&P 500 
Equal Weight and RAFI US 1000 indexes, which is more 
consistent with the buy-and-hold investment philoso-
phies of most core investors. 

How would this approach have performed historically? 
Figure 12 illustrates excess annualized gains ranging from 
1.2 percent to 3.0 percent over the past 20 years, with the 
S&P 500 outperforming by a narrow margin only over the 
12 months ending 2009. 

A similar exercise can be performed with international 
equity exposure, but rather than equal-weighting sectors, 
each market can be equally weighted to provide for more 
diverse market exposures. Figure 12 also illustrates the power 
of this approach for developed as well as emerging markets.

How would these approaches impact the four balanced 

S&P 500 Quarterly Sector Allocations
Cap-weighted indexes can lead to perverse sector allocations over time

Source: Bespoke Investment Group
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Diversified Alternatives To Cap-Weighted Indexes
Annualized Excess Performance (%)

Figure 12

1 Year 3 Years 5 Years 10 Years 20 Years

 S&P 500 Sector Equal Weight -0.4 2.4 2.2 3.0 1.2

 EAFE Country Equal Weight 10.6 -0.9 0.6 2.6 4.3

 Emerging Country Equal Weight -4.7 3.7 4.3 5.8 5.4

Source: Author’s calculations based on data from Morningstar
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T
raditionally, U.S. investors have achieved diver-
sification of a domestically focused portfolio pri-
marily through the use of international equities. 

However, over the past 10 years, the global investable mar-
ket has changed markedly, largely as a result of the growth 
and maturation of world bond markets, combined with 
the ongoing globalization of businesses and capital flow. 
International bonds now make up more than 35 percent 
of the world’s investable assets, and yet many domestic 
investors have little or no exposure to these securities. Are 
there empirical or practical considerations that would jus-
tify such a home bias in U.S. investors’ portfolios? 

We examine the strategic case for an allocation to inter-
national bonds by addressing their potential diversifica-
tion benefits, risks and costs, paying particular attention 
to the role of currency. For the average investor seeking to 
minimize volatility in a diversified portfolio, we find that 
allocating from 20 to 40 percent of the fixed-income por-
tion to international bonds can provide a reasonable bal-
ance between diversification and cost, assuming that the 
currency risk inherent to this asset class is hedged.

Why International Bonds?
International bonds can be defined as debt securi-

ties issued by non-U.S. governments and corporations.1 
Although these securities have always represented a signif-
icant part of the global investable market, historically they 
have entailed very real practical challenges that prevented 
their widespread use by U.S.-based investors (institutional 
as well as individual). Typically these markets have been 
illiquid, costly and generally difficult to navigate. 

However, the first decade of the 2000s brought an accel-
eration of globalization, increased access to information, 
a general liberalization of world credit markets, and wide-
spread growth of debt issuance abroad, primarily by gov-
ernments. The net result, in terms of the global investable 
market, has been a near doubling of the relative weight of the 
non-U.S. bond market from approximately 19 percent in 2000 
to approximately 37 percent in 2010 (see Figure 1).2 And, in a 
reflection of the easing of investment barriers, investors today 
have access to vehicles such as broadly diversified, low-cost 
exchange-traded funds (ETFs), which make adding an inter-
national bond allocation to a portfolio easy. The implication 
is clear: Investors can now view global bonds as an accessible 
and viable asset class with the potential to help reduce port-
folio return volatility in a manner similar to the diversification 
benefit expected from international equities.

As with international stocks, international bonds expose 
investors to interest rate fluctuations, inflation and econom-
ic cycles, and issues associated with changing or unstable 
political regimes. While these risk factors may seem worri-
some to U.S. investors, it is important to view them in the 
appropriate context. For example, while the bonds of any 
one country may be more volatile than comparable bonds 
in the United States, an investment that includes the bonds 
of all countries and issuers would benefit from imperfect 
correlations across those issuers. In fact, our analysis shows 
that in aggregate, and with the appropriate hedging of cur-

rency risk, an investment in the broad international bond 
market can be less volatile than an investment in the broad 
U.S. bond market.3 For this reason, investors might con-
sider approaching the international bond markets through 
a broadly diversified index fund or ETF that is weighted 
according to market capitalization. 

Perhaps even more important, exposure to interna-
tional risk factors may be worthwhile if the outlook for the 
U.S. fixed-income market is poor. In addition, exposure to 
international bonds could offer clear long-term diversifi-
cation benefits if international and U.S. market factors are 
sufficiently different, on average, over time. Figure 2 indi-
cates that this is the case: It shows how various countries’ 
levels of interest rates and inflation—the two most impor-

Non-US Bonds Are Now The World’s Largest Asset Class
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tant drivers of bond returns—have correlated with the U.S. 
levels since 1990. These low and varied correlations are 
evidence of the potential diversification benefit of adding 
international bonds to a U.S.-only bond portfolio.

The Impact Of Adding International 
Bonds To A Diversified Portfolio

Investing in international bonds entails exposure to 
the movements of global currencies. Although currency 
movements tend to be driven by fundamental factors over 
long horizons, it is well-documented that currencies can 
and do deviate significantly from fair value in the short-to-
intermediate term.4 These deviations create return volatil-
ity above the level inherent to the underlying investment. 
For example, if a U.S. investor were to purchase a German 
bund denominated in euros, both the interest payments 
and the principal repayment would need to be converted 
from euros into U.S. dollars. The conversion would take 
place at the future exchange rate, which can change in 
ways either adverse or favorable to the bondholder. If the 
U.S. dollar were to appreciate, the investor would receive 
fewer dollars when the payment in euros was exchanged. 
The opposite would be true if the dollar depreciated. 

Figure 3 plots the volatility, defined here as the rolling 
36-month standard deviation of returns, inherent to the 
U.S. dollar versus three major currencies, as well as the 
volatility inherent to the broad U.S. stock market and 
the broad investment-grade U.S. bond market. It’s clear 

that, while the value of the dollar has cycled between 
periods of lower and higher volatility, on average, its vol-
atility has been between that of U.S. bonds and stocks. 
Because international bonds entail exposure to currency 
exchange rates, which in themselves are more volatile 
than the broad U.S. bond market, adding international 
bonds to a portfolio would likely lead to a fixed-income 
allocation with greater volatility than is traditionally 
associated with U.S. bonds. The key question is whether 
the low correlation of currency to traditional financial 
assets offers enough benefit to investors to overcome the 
inherent volatility of currency.5 

In Figure 4, we evaluate the historical impact of adding 
unhedged international stocks as well as unhedged inter-
national bonds to a 60 percent U.S. stock/40 percent U.S. 
bond portfolio.6 Portfolio volatility, defined as the annual-
ized standard deviation of monthly returns, is minimized 
in areas with the darkest green shading. The coloring of the 
figure implies that adding any amount of unhedged interna-
tional bonds to any combination of U.S. stocks, internation-
al stocks and U.S. bonds would have resulted in a portfolio 
more volatile, on average, than one without international 
bonds.7 In fact, the least-volatile portfolio, highlighted at 
the top of the chart, has no international bonds at all—it 
is 42 percent U.S. stocks, 18 percent international stocks 
and 40 percent U.S. bonds. Given an objective of minimiz-
ing volatility, Figure 4 also shows that as investors increase 
their allocation to international bonds, international stocks 
are replaced, so that an investor allocating 100 percent of a 
fixed-income portfolio to international bonds would want a 
0 percent allocation to international equities.8

Of particular interest is the contrast between Figure 2 
and Figure 4. Intuitively, if the components of interna-
tional bond returns are imperfectly correlated with those 
of U.S. bond returns, it stands to reason that a diversifi-
cation benefit should ensue: Overall portfolio volatility 
should be reduced. However, Figure 4 reflects the reality 
that any such correlation benefit is overwhelmed by the 
sheer magnitude of the currency volatilities shown in 
Figure 3.9 In other words, the currency exposure inherent 
in international bonds dominates their volatility, negat-
ing any diversification benefits that might be expected 
otherwise. This results in a negative correlation between 
unhedged international bonds and the U.S. dollar, and 
further demonstrates that any allocation to unhedged 
international bonds represents a bearish view about the 
performance of the U.S. dollar, whether that is the inves-
tor’s intended objective or not (see Figure 5).

 Although an allocation to unhedged international 
bonds would be expected to increase a portfolio’s average 
volatility over time, there may be circumstances in which 
such an allocation would be desirable. First, perceived 
diversification benefits may depend more on physical 
exposure than on volatility: Some investors may consider 
the latter to be a marginal concern compared with the 
implications of excluding the world’s single largest asset 
class from a diversified portfolio. In addition, some inves-
tors may have liabilities denominated in foreign currency 
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Volatility Of Three Major Currencies Vs.
The US Stock And Bond Markets

1985–September 30, 2010

Relative to the U.S. bond market, currencies have demonstrated greater 
volatility over time.

Sources: Thomson Reuters Datastream, U.S. Federal Reserve, Barclays Capital,

Dow Jones, MSCI and Vanguard

Notes: Currency volatility is represented by changes in the exchange rate of each 

currency shown relative to the U.S. dollar. U.S. bonds are represented by the Barclays 

Capital U.S. Aggregate Bond Index. U.S. stocks are represented by the Dow Jones 

Wilshire 5000 Index through May 2005 and the MSCI US Broad Market Index 

thereafter. For the period 1985 to 1999, before the creation of the euro, we use the 

exchange rate of the German deutsche mark to the U.S. dollar, as the German 

economy represents the primary driver of the euro’s value. The deutsche mark is very 

similar to a number of synthetic euro series designed to measure the currency’s value 

prior to its inception. For example, prior to 1999, the deutsche mark is highly 

correlated with the euro series from Moody’s Analytics, with a correlation of 1.00.
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that they wish to more closely match with their assets. For 
example, an institution may have a foreign-domiciled pen-
sion requirement that could be better managed through 
the use of unhedged foreign bonds.10 Finally, investors may 
not have the desire or capability to manage currency risk. 
In any case, the implications of including international 
bonds in a portfolio, with or without hedging, depend on 
each investor’s specific objective.

The Case For Hedging Currency Risk
When investing in any foreign asset, investors must 

decide whether to leave the currency exposure intact or 
attempt to remove it through hedging. By hedging currency 
exposure, the investment return is tied to the performance 
of the underlying asset alone (less the costs of hedging). 
For example, Figure 6 shows that when the effect of cur-
rency exposure is removed, international bonds assume a 
return profile that is much more “bondlike.”

Figure 7 shows the historical impact of including a 

hedged international bond allocation in a balanced port-
folio. As in Figure 4, portfolio volatility is minimized at 
the area with the darkest-green shading. It is interesting 
that, once the currency risk is removed through hedg-
ing, the least-volatile portfolio is 42 percent U.S. stocks, 
18 percent international stocks and 40 percent interna-
tional bonds. Further, with bond currency risk negated, 
the inclusion of international bonds has relatively little 
effect on the allocation decision regarding international 
stocks. In other words, a 30 percent allocation to inter-
national stocks within the equity portion of the portfolio 
(18 percent divided by 60 percent) remains optimal for 
reducing volatility over the period analyzed, regardless 
of the level of international bond allocation. This makes 
it easier for investors to assess the impact of adding 
international bonds to a portfolio. In addition, we find 
that hedged international bonds have offered consistent 
risk-reduction benefits: Portfolio volatility decreases with 
each incremental allocation to international bonds. 
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Currency Exposure In Bonds Historically Has Increased The Volatility Of Balanced Portfolios

Figure 4

Sources: Thomson Reuters Datastream, Barclays Capital, Citigroup, Dow Jones, MSCI and Vanguard

Notes: U.S. stocks are represented by the Dow Jones Wilshire 5000 Index through May 2005 and the MSCI US Broad Market Index thereafter. U.S. bonds are represented by 

the Barclays Capital U.S. Aggregate Bond Index. International stocks are represented by the MSCI World ex USA Index through 1987 and the MSCI All-Country World Index ex 

USA thereafter. International bonds are represented by the Citigroup World Government Bond Ex-US Index through 1989 and the Barclays Capital Global Aggregate ex-USD 

Index thereafter. 
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 10.0 9.9 9.9 9.8 9.8 9.8 9.8 9.8 9.9 9.9 10.0 10.1 10.2 10.3 10.5 10.6 10.8 11.0 11.1 11.3 11.5

10.0 9.9 9.9 9.9 9.8 9.8 9.9 9.9 9.9 10.0 10.1 10.2 10.3 10.4 10.5 10.7 10.9 11.0 11.2 11.4 11.6

 10.0 10.0 9.9 9.9 9.9 9.9 9.9 9.9 10.0 10.0 10.1 10.2 10.3 10.5 10.6 10.8 10.9 11.1 11.3 11.5 11.7

 10.0 10.0 9.9 9.9 9.9 9.9 9.9 10.0 10.0 10.1 10.2 10.3 10.4 10.5 10.7 10.8 11.0 11.2 11.4 11.6 11.8

 10.1 10.0 10.0 9.9 9.9 10.0 10.0 10.0 10.1 10.2 10.2 10.4 10.5 10.6 10.8 10.9 11.1 11.3 11.5 11.7 11.9

 10.1 10.0 10.0 10.0 10.0 10.0 10.0 10.1 10.1 10.2 10.3 10.4 10.5 10.7 10.8 11.0 11.2 11.4 11.6 11.8 12.0

 10.1 10.1 10.0 10.0 10.0 10.0 10.1 10.1 10.2 10.3 10.4 10.5 10.6 10.8 10.9 11.1 11.3 11.4 11.6 11.8 12.1

 10.1 10.1 10.1 10.1 10.1 10.1 10.1 10.2 10.3 10.3 10.4 10.6 10.7 10.8 11.0 11.2 11.3 11.5 11.7 11.9 12.2

 10.2 10.1 10.1 10.1 10.1 10.2 10.2 10.3 10.3 10.4 10.5 10.6 10.8 10.9 11.1 11.2 11.4 11.6 11.8 12.0 12.3

 10.2 10.2 10.2 10.2 10.2 10.2 10.3 10.3 10.4 10.5 10.6 10.7 10.9 11.0 11.2 11.3 11.5 11.7 11.9 12.1 12.4

 10.2 10.2 10.2 10.2 10.2 10.3 10.3 10.4 10.5 10.6 10.7 10.8 10.9 11.1 11.3 11.4 11.6 11.8 12.0 12.2 12.5

 10.3 10.3 10.3 10.3 10.3 10.3 10.4 10.5 10.5 10.6 10.8 10.9 11.0 11.2 11.3 11.5 11.7 11.9 12.1 12.3 12.6

 10.3 10.3 10.3 10.3 10.3 10.4 10.5 10.5 10.6 10.7 10.8 11.0 11.1 11.3 11.4 11.6 11.8 12.0 12.2 12.4 12.7

 10.4 10.4 10.4 10.4 10.4 10.5 10.5 10.6 10.7 10.8 10.9 11.1 11.2 11.4 11.5 11.7 11.9 12.1 12.3 12.5 12.8

 10.4 10.4 10.4 10.4 10.5 10.5 10.6 10.7 10.8 10.9 11.0 11.1 11.3 11.5 11.6 11.8 12.0 12.2 12.4 12.6 12.9

 10.5 10.5 10.5 10.5 10.5 10.6 10.7 10.8 10.9 11.0 11.1 11.2 11.4 11.5 11.7 11.9 12.1 12.3 12.5 12.8 13.0

This chart shows how average volatility changes for a 60% stock/40% bond portfolio when unhedged international securities are added by degrees, 

based on data for the period 1985–2010. Numbers in the chart represent the annualized standard deviation of monthly returns, with green indicating 

the lowest average volatility (i.e., the best outcome) and red the highest (i.e., the worst). The least-volatile portfolio, circled in the top row, contains no 

international bonds.
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A Framework For Asset Allocation
Figure 7 shows that, on the basis of historical data, a 

volatility-minimizing investor would have been better off 
over the last 25 years with a sizable allocation to hedged 
international bonds. It is, however, important to consider 
the economic and financial environment in the quarter-
century that produced these results. During this period, the 
United States and other developed markets experienced 
falling interest rates, disinflation and the anchoring of long-
term inflation expectations. Together, these trends created 
a favorable return environment for bond investors (returns 
averaged 9.2 percent annually for diversified U.S. bonds, 9.6 

percent annually for unhedged international bonds and 7.2 
percent annually for hedged international bonds). Given the 
environment today, bond investors must ask: 

1. Are return expectations based on history reasonable?
2.  Should hedging currency risk be expected to lead to 

lower returns?
3.  Do asset allocation conclusions change as return 

expectations change? 
To address the first question, it is important to note that 

interest rates today are much lower than they were in 1985. 
Absent high yields at the start, the historical return scenar-
io is not likely to be repeated. In addition, current inflation 
expectations—arguably the most important driver of inter-
est rate levels—are largely stable across developed markets. 
This suggests that a scenario in which interest rates climb 
significantly to the levels seen in the 1980s—though possi-
ble—may be viewed as having a low probability. Given the 
market and economic conditions in 2010, a likely forward-
looking scenario is one in which nominal yields across 
developed markets rise gradually, creating a drag on bond 
returns in the short term, but compensating investors with 
higher yields over time.11 As a result, investors may want to 
start with current levels of yield as the baseline for forward 
long-term return expectations and then possibly factor in 
a modest premium to account for an increase in income as 
yields rise to more normal levels.

The last 25-plus years also were characterized by long-
term depreciation of the U.S. dollar. This is why unhedged 
international bonds outperformed hedged bonds by 2.4 
percentage points a year, on average. Since unhedged 
bonds heighten portfolio volatility and suggest a bearish 
view on the U.S. dollar, the critical questions then are: 
Should investors expect the U.S. dollar to remain on a long-
term downward trend, and would such depreciation effec-
tively counter the higher volatility? Investors considering 
these points should note that short-term currency move-
ments are widely thought to follow a random walk (Solnik, 
1974; Meese and Rogoff, 1983; Perold and Schulman, 
1988). Although there is evidence that over a long-enough 
time horizon, structural differences between countries can 
force currencies to a fundamental equilibrium (Meredith 
and Chinn, 1998; Mark, 1995), these structural factors—
price levels and trade flows, for example—are inherently 
long term in nature, and changes in them therefore tend 
to be anticipated and priced in by securities markets. As a 
result, we believe that an allocation to unhedged interna-
tional bonds that is driven by views on potential currency 
returns should be considered with care.

Finally, we turn to the question of how return expecta-
tions might affect our previous volatility-focused analysis. 
For this purpose, it is useful to construct an efficient fron-
tier, a graph showing the entire set of asset combinations 
that would achieve a given expected return with the least 
expected risk under specified assumptions. In this analysis, 
we use long-run projections of returns, volatilities and cor-
relations of the four primary asset classes.12 The output can 
be viewed as a reasonable starting point for the construction 
of a strategic long-term portfolio. Figure 8 displays the effi-
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An Inverse Relationship Exists Between The US Dollar
And Unhedged International Bond Returns

Sources: Thomson Reuters Datastream, Barclays Capital, Citigroup, U.S. Federal 

Reserve and Vanguard

Notes: International bonds are represented by the Citigroup World Government 

Bond Ex-US Index through 1989 and the Barclays Capital Global Aggregate ex-USD 

Index thereafter. The U.S. dollar is represented by the Federal Reserve’s Nominal Major 

Currencies Trade-Weighted Dollar Index. The correlation of monthly returns for 

unhedged international bonds to the U.S. dollar index is –0.6.

40

30

20

10

0

-10

-20

Q Unhedged International Bonds   Q U.S. Dollar

. 

’88 ’90 ’92 ’94 ’96 ’98 ’00 ’02 ’04 ’06 ’08 ’10

3
6

-M
o

n
th

 R
o

ll
in

g
 R

e
tu

rn

1

With Currency Exposure Hedged, International Bonds
Show More Bondlike Characteristics

Sources: Thomson Reuters Datastream, Barclays Capital, Citigroup, U.S. Federal 

Reserve and Vanguard

Notes: International bonds are represented by the Citigroup World Government 

Bond Ex-US Hedged Index through 1989 and the Barclays Capital Global Aggregate 

ex-USD Hedged Index thereafter. U.S. bonds are represented by the Barclays Capital 

U.S. Aggregate Bond Index. The correlation of monthly returns for hedged 

international bonds to U.S. bonds is 0.6.
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cient frontiers we generated under two scenarios.
The portfolios shown in Figure 8a exclude any poten-

tial return related to long-term appreciation or depre-
ciation of the U.S. dollar. In other words, we imposed 
a baseline assumption that the presence or absence of 
currency hedging makes no meaningful difference to 
long-term return expectations. The results show that 
any allocation to unhedged international bonds is ineffi-
cient; that is, there are other portfolios with less risk that 
offer the same expected return. This analysis validates 
the results we discussed earlier: The most risk-averse 
investors may consider an allocation to hedged interna-
tional bonds for diversification purposes. Investors with 
less risk aversion may look more to the U.S. bond market 
for diversification. The rationale here is that because of 
the exposure to corporate bonds, the U.S. bond market 
may be incrementally more volatile but may also offer 
incrementally higher returns (because of the typically 
higher yields offered on corporate bonds).13 Nonetheless, 

Figure 8a suggests that hedged international bonds may 
have a place in a broadly diversified portfolio. 

Because unhedged international bonds do not appear 
in Figure 8a, it is reasonable to ask whether they might 
show up in the optimized portfolio allocations under dif-
ferent assumptions. Since the volatility impact of currency 
exposure is unlikely to go away, we focused on returns—
specifically, how much depreciation in the value of the 
U.S. dollar would be needed for unhedged international 
bonds to warrant an allocation? 

Figure 8b shows the portfolio combinations that 
result if we assume that the U.S. dollar depreciates by 
100 basis points a year (100 basis points of additional 
return was the first level at which unhedged international 
bonds appeared at a meaningful allocation). Under this 
assumption—which would imply a roughly 10 percent 
cumulative decline in the dollar over the next 10 years—
unhedged bonds do appear, albeit in marginal quantities 
(at most, 8 percent of the portfolio in this example). Of 
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Adding Hedged International Bonds HIstorically Has Decreased The Volatility Of Balanced Portfolios

Figure 7

Sources: Thomson Reuters Datastream, Barclays Capital, Citigroup, Dow Jones, MSCI and Vanguard

Notes: U.S. stocks are defined as the Dow Jones Wilshire 5000 Index through May 2005 and the MSCI US Broad Market Index thereafter. U.S. bonds are defined as the Barclays 

Capital U.S. Aggregate Bond Index. International stocks are defined as the MSCI World ex USA Index through 1987 and the MSCI All-Country World Index ex USA thereafter. 

International bonds are defined as the Citigroup World Government Bond Index Ex-US Hedged Index through 1989 and the Barclays Capital Global Aggregate ex-USD Hedged 

Index thereafter. 
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 9.8 9.7 9.6 9.6 9.5 9.5 9.5 9.5 9.6 9.6 9.7 9.7 9.8 9.9 10.1 10.2 10.4 10.5 10.7 10.9 11.1
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This chart shows how average volatility changes for a 60% stock/40% bond portfolio with the addition of hedged international bonds and unhedged 

international stocks. Like Figure 4, it is based on data for the period 1985–2010; the numbers represent the annualized standard deviation of monthly 

returns, with green indicating the lowest volatility. Unlike Figure 4, in this chart the least-volatile portfolio (circled) holds only international bonds for 

its fixed-income portion.
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course, with more aggressive assumptions regarding the 

dollar’s decline, the incremental allocation to unhedged 

bonds would possibly increase. 

A follow-up question is: How reasonable is it to expect 

1 percent of additional yearly return from exposure to a 

basket of currencies over the long term? Note that this 

additional return would have to result from unexpected 

future dislocations between the U.S. and global econo-

mies. That is because securities markets are forward-

looking. In other words, if investors collectively believed 

currencies would head in a certain direction, the antici-

pated currency return would be factored into intermedi-

ate and long-maturity bond prices today. That said, given 

the elevated levels of uncertainty in the global economic 

environment, unexpected future developments could 

result in sizable currency movement. 

Investors wishing to position their portfolios for the 

possibility of such extreme, unexpected dollar deprecia-

tion may consider using unhedged international bonds. 

For example, although U.S. stocks and U.S. bonds histori-

cally have performed well during periods of significant 

dollar depreciation, there is no clear and consistent 

relationship, as there is between unhedged international 

bonds and the dollar during such periods.14

Practical Considerations For 
A Long-Term Strategic Investor

Beyond empirical analysis, additional qualitative factors 

such as portfolio objectives, costs and other operational 

considerations could influence the decision to include inter-

national bonds in a diversified portfolio. For example:

r�)PMEJOH�OP�6�4��CPOET�	BT�PCTFSWFE�JO�'JHVSF��
�XPVME�

represent a significant deviation not only from the capital-

ization weightings in the global bond market but also from 
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E�cient-Frontier Analysis: Portfolio Simulation Results With And Without Assumed Return From US Currency Depreciation

Sources: Vanguard projections using data derived from the Vanguard Capital Markets Model and Barclays Capital 

Notes: For this analysis we applied one constraint—no portfolio may weight international assets above their global market-cap weighting. Although not shown above, the 

results based on an opportunity set speci�cally excluding hedged bonds indicate that an overall portfolio allocation to unhedged international bonds does appear for certain 

investors, with or without the assumption of 1% annual dollar depreciation. Unhedged international bonds are absent from Figure 8a because they were not optimal in any 

scenario lacking assumptions about the U.S. dollar. In Figure 8b, which assumes steady depreciation of the dollar over 10 years, unhedged bonds do appear, though minimally. 

With reasonable forward-looking expectations for returns and covariances, hedged international bonds can be considered a viable diversi�cation 

tool for more risk-averse investors. These charts show the portfolio weight of each major asset class over the e�cient frontier: the set of portfolios 

with the highest expected return for a given level of expected volatility. We show two di�erent currency return scenarios, demonstrating that holding 

unhedged international bonds represents a bearish view toward the dollar. 
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Figure 8

The Cost Of Hedging Currency Risk
Has Trended Downward Over Time

Hedging costs: annualized bid/ask spread for 1-month forward relative to
U.S. dollar

Sources: Thomson Reuters Datastream, Barclays Capital and Vanguard

Notes: We used the annualized bid/ask spread on a 1-month currency forward 

contract as a proxy for the cost of implementing a constant rolling hedge for each 

individual currency. In practice, 3- or 6-month forwards may be used. The weighted 

average hedging cost is approximated by combining the currency forwards 

according to the historical market weight of the outstanding debt of each entity.
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the standard asset allocation framework for U.S. investors.

r� *HOPSJOH� UIF� 6�4�� GJYFE�JODPNF� NBSLFU� JO� GBWPS� PG�

CPOET� JTTVFE�BCSPBE� MFBWFT�OP�FYQPTVSF� UP�6�4��5SFBTVSZ�

TFDVSJUJFT
�B�QSPWFO�EJWFSTJGJFS�EVSJOH�FDPOPNJD�BOE�GJOBO�

cial downturns.

r�$PSSFMBUJPOT�BDSPTT�EFWFMPQFE�NBSLFUT�IBWF�EJTQMBZFE�
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NBSLFUT��*G�UIJT�USFOE�DPOUJOVFT
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BDDFTTFE� BT� GPSFJHO� FRVJUZ� NBSLFUT
� BT� EFNPOTUSBUFE� CZ�

HFOFSBMMZ�IJHIFS�USBOTBDUJPO�DPTUT�

The Costs Of Hedging
"O�JNQPSUBOU�DPOTJEFSBUJPO� GPS�BO� JOWFTUPS�XFJHIJOH� UIF�

CFOFGJUT�PG�JOUFSOBUJPOBM�CPOET�JT�UIF�QPUFOUJBM�DPTU�PG�JNQMF�

NFOUJOH� B� DVSSFODZ� IFEHF�� 5P� FYBNJOF� UIJT� JTTVF
� 'JHVSF�

�� TIPXT� UIF� IJTUPSJDBM� BOOVBMJ[FE� CJE�BTL� TQSFBE� PO� POF�
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�B�SFBTPOBCMF�BQQSPYJNB�
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UIBU� JOWFTUPST� NJHIU� FYQFDU� NJOJNBM� ESBH� PO� UIFJS� SFUVSOT�

relative to the diversification benefits that can be achieved.

Conclusion 
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allocation to international bonds can lead to lower aver�
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T
he Power Of Passive Investing: More Wealth With Less 
Work,” by Richard Ferri, hit shelves in December 2010. 
The book, which includes a foreword by Vanguard 

founder John Bogle, makes the argument for buy-and-hold 
index investing based on numerous academic studies, while 
offering guidance on how to construct low-cost portfolios with 
index-based investment vehicles. 

Chapter 8, “Active and Passive Asset Allocation,” 
addresses the issue of “timing” by comparing the approach-
es of so-called tactical asset allocators and passive inves-
tors. It is excerpted below.

 
ACTIVE AND PASSIVE
ASSET ALLOCATION

A key facet of the active versus passive debate goes 
beyond mutual fund selection into the timing of purchases 
and sales. Asset allocation is how and when an investor 
diversi�es among different types of investments in a port-
folio. An investor following a tactical asset allocation strat-
egy attempts to beat the market by changing asset class 
weights using market valuation forecasts or price trends. 
In contrast, an investor following a passive or strategic asset 
allocation strategy holds a �xed allocation among several 
broad asset classes in their portfolio over the long term. 
Passive asset allocation strategies have proven to be a more 
effective long-term solution for investors. 

Tactical Vs. Strategic 
Many investors try to achieve superior returns or reduce 

risk in their portfolios by varying the allocations among the 
asset classes at the right times. This method is commonly 
referred to as tactical asset allocation. To be successful, an 
investor must rotate money into mutual funds that rep-
resent asset classes or market sectors before the superior 
performance occurs and out of the sectors prior to poor per-
formance. These tactical shifts in allocation can be large or 
small depending on an investor’s strategy and conviction. 

Market timing strategies are a zero-sum game in the 
marketplace. The �nancial markets don’t earn any more 
or any less return just because one person is buying and 
another is selling. If one investor buys in at the right time it 
means another investor must have sold at the wrong time. 

There is academic precedence that points to measurable 
losses for investors who frequently trade their accounts. Using 
recent �ndings from behavioral �nance and survey data 
involving a large sample of online brokerage clients, Arvid 
Hoffmann, Hersh Shefrin and Joost Pennings found that 
nearly all equity trading strategies produced lower returns 
than the markets. Trading based on technical analysis (or 
charting) was the worst strategy. The raw net results of using 
trends and other chart patterns to predict returns was nega-
tive 0.92 percent per month. Trading based on �nancial news, 
intuition and professional advice was the second worst, with a 
raw net return of negative 0.65 percent per month.1 

Many mutual fund investors are also poor market tim-
ers. They have a long history of trend-following behavior, 
similar to the trend-following behavior that Hoffmann, 
Shefrin and Pennings noted in their study. Fund investors 

shift money into asset classes that have recently gone up in 
value and take money out of asset classes that have recently 
gone down in value. Buying high and selling low has never 
been a good way to invest. I estimate these tactical asset 
allocation errors cost investors about 1 percent per year. 

Strategic asset allocation is a better strategy. Asset class 
weightings are set based on investors’ personal needs 
and only change when their circumstances change. This 
�xed allocation of asset classes is maintained religiously 
through regular rebalancing back to asset class targets 
regardless of market conditions. 

Mutual Fund Flows Show Bad Timing 
Mutual fund companies regularly report new purchases 

and sales of their funds, making it possible to track inves-
tors’ buying and selling habits. This information is avail-
able to the public through a number of databases. 

Studies of fund �ow data over the decades suggest that 
fund investors are chronic trend followers. They invest more 
money in funds that have recently performed well and take 
money out of funds that have recently performed poorly. 
This behavior can be characterized as a buy-high sell-low 
mentality. These bad habits of fund investors show up in 
individual portfolios as a timing gap between what could 
have been earned in a strategic asset allocation strategy and 
what investors actually earned using a tactical asset alloca-
tion strategy. This gap represents a cost to active investors. 

Mutual fund �ow data is the subject of many articles in 
the �nancial media. The story of these articles is almost 
always the same: “Fund investors are poor market tim-
ers.” They then quote a new study highlighting the knife 
wounds that fund investors in�ict on themselves from 
their trend-following behavior. Some studies have con-
cluded that fund investors lose several percent per year 
from poor market timing. 

Mutual Fund Turnover Rates 
We live in a rent-a-fund society. Investors typically hold 

onto their mutual funds for about the same time period as 
they hold onto a leased car or truck. That’s about three years. 
They then tire of the funds or become dissatis�ed with per-
formance and follow the next bright idea. Mutual fund hold-
ing times tend to increase during a bull market and decrease 
during a bear market. Figure 1 illustrates the turnover rate 
for equity funds and bond funds for U.S. investors. 

Exchange-traded fund (ETF) data isn’t included in 
Figure 1, and for good reason. The ETF industry has astro-
nomically high turnover rates because these products are 
used extensively by traders and institutional investors 
as hedge vehicles. Some funds average turnover rates of 
several hundred percent per year. There are also highly 
leveraged ETFs that are speci�cally designed to be held 
for only one day or less.

High turnover among ETFs isn’t necessarily a bad thing. 
It keeps hedge funds and active traders out of traditional 
open-end funds and away from long-term investors. They 
also create liquidity in the individual securities that lie inside 
open-end mutual funds and that lower trading costs. 

“
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Flow Of Funds Studies 

Any analysis of mutual fund cash �ows will uncover 
interesting information about how and when mutual fund 
investors make decisions. It provides a chronology of trad-
ing decisions made before the fact (ex-ante), which can 
then be compared to market outcomes (ex-post). 

One use for fund �ow data is a measurement of market 
timing skill among fund investors. This is done by studying 
changes in in�ows and out�ows among asset classes and 
then comparing this data to future moves in the markets. The 
overwhelming evidence shows from these analyses that people 
don’t have timing skill. In fact, frequent changes in asset selec-
tion hurt portfolio performance by a signi�cant amount. 

Flow of funds studies go back several decades, with the 
early studies �nding that investors chase top-performing 
funds. One study from 1978 titled “Is Fund Growth Related 
to Fund Performance?” found that investors dispropor-
tionally added to top-performing funds over a 10-year 
period from 1966 to 1975.2 A similar study conducted in 
1992 concluded that investors responded more strongly to 
high performance in aggressive actively managed funds by 
purchasing more of them than less aggressive funds.3 

Fund ratings were also a factor in fund-chasing deci-
sions. The Boston Globe and the Wall Street Journal both 
reported in 1995 that about 97 percent of new investments 
that year went into mutual funds that had previously been 
awarded four or �ve stars by Morningstar. A 2001 study 
found that an initial Morningstar �ve-star rating results, 
on average, in six months of abnormal �ows (53 percent 
above the normal expected �ow). The authors of that study 
also found signi�cant abnormal �ow in the case of rating 
changes, with positive �ow for rating upgrades and nega-
tive �ow for downgrades.4

The Federal Reserve Bank of Atlanta conducted its own 
study and found that “mutual fund investors use raw return  
performance and �ock disproportionately to recent win-
ners but do not withdraw assets from recent losers.” The 
Federal Reserve report noted that because of this behavior,  

“mutual fund managers have an implicit incentive to alter 
the risk of their portfolios to increase the chances that they 
are among the winners.”5 

ETFs tend to be used by people who are more active 
traders than traditional mutual fund investors, and this 
leads to more mistakes. Cash �ow studies show extreme-
ly poor market-timing results by active ETF investors. 
TrimTabs Investment Research, a consolidator of mutual 
fund �ow data, concluded that equity prices tend to fall 
after equity ETFs rake in large sums of money and rise after 
equity ETFs post heavy out�ows. Regression analysis sug-
gests the probability that equity ETF �ows are a contrary 
leading indicator of equity prices is more than 99 percent. 
This means the �ow of ETF money predicts market chang-
es with high accuracy—in the opposite direction!6

One mutual fund cash �ow study after another has consis-
tently shown the same performance-chasing phenomenon. 
Fund styles with superior performance and high fund ratings 
raked in the most money, and this usually occurs close to the 
time when these investment styles peak in performance.

Institutions Are Also Trend Followers 

Performance chasing isn’t limited to individual investors. 
Pension fund committees exhibit similar behavior, although 
not to the same degree. Amit Goyal and Sunil Wahal exam-
ined the selection and termination of private investment 
managers by 3,400 pension plans between 1994 and 2003. 
Plan trustees showed a tendency to hire investment manag-
ers after they delivered positive excess returns. However, 
these new managers failed to deliver returns better than the 
managers who were terminated for poor performance.7

In a more recent study, Jeffrey Busse, Amit Goyal, and 
Sunil Wahalu used a new, survivorship bias-free database 
to examine the performance and persistence in perfor-
mance of 4,617 active domestic equity institutional prod-
ucts managed by 1,448 investment management �rms 
between 1991 and 2008. Controlling for the Fama-French 
three factors and momentum, the trio found no distin-
guishable alpha in the data.8 

The previously mentioned study done by the Federal 
Reserve Bank of Atlanta also looked at pension fund �ows 
and found that trustees do act differently than individual 
investors in one regard. For pension funds, it is whether a 
manager beat a benchmark that’s important. For individu-
al investors, it’s the magnitude of outperformance.9 

Pension trustees who oversee employee-directed 
retirement accounts such as 401(k) and 403(b) plans are 
tasked with selecting funds for the plans. The investment 
committees for these plans exhibit a strong preference 
for past top-performing mutual funds. One recent study 
shows that as trustees change fund options, they tend 
to choose funds that outperformed in the past, but after 
the change, the new funds performed no better than the 
underperforming dropped funds.10

Large university endowment investment committees 
also exhibit performance-chasing behavior in their asset 
allocation decisions. Developed international markets 
posted equity returns of 24 percent over a three-year peri-
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od ending in 2006 and emerging markets posted returns of 

36 percent while the U.S. equity markets posted returns of 

only 13 percent. In response, college endowments boosted 

their allocation to foreign markets from 14 percent in 2003 

to 20 percent in 2006.11 

Investors who jump on a trend expecting to see above-

market returns more often �nd themselves standing in the 

slow lane at the checkout counter. The consequences of 

this losing tactical allocation strategy are clearly evident 

in the portfolios of individual investors and many institu-

tional investors. 

Measuring The Timing Gap 
The timing gap is consistent, predictable and measur-

able. But before you can appreciate this, a brief explanation 

of performance calculation methods is required. 

Flip through the mutual fund section of your local news-

paper or look at any website to �nd the performance of your 

favorite mutual fund. The result you see is a time-weighted 

return of the fund. This is an internal rate of return number 

that assumes no cash �ows into or out of the fund. It’s used 

strictly for comparing the return of the fund to the return of 

an appropriate index. 

Time-weighted returns assume that $100 is invested in 

a fund at the beginning of a period and remains invested 

throughout the period. The calculation is the same regard-

less of the time period. It doesn’t matter if the returns are 

year-to-date, 1 year, 5 years or 25 years. 

A fund’s time-weighted return rarely re�ects the actual 

return of an individual investor because it doesn’t account for 

the money that investors add to the fund or deduct from the 

fund. These additions and withdrawals from a fund over time 

create real dollar profits and losses for investors. These real 

pro�ts and losses are known as dollar-weighted returns.

The shortfall in return caused by tactical asset allocation 

is a timing gap that can be measured by comparing mutual 

fund cash �ows to the subsequent performance of sectors 

and markets. A negative return from timing occurs when 

money is shifted out of a poorly performing asset class that 

subsequently outperforms or �ows into an asset class that 

subsequently underperforms. 

Dalbar Studies The Performance Gap 

Early attempts to measure the timing gap began in 

1994 with Dalbar, Inc. The �rm was commissioned by the 

active mutual fund industry to investigate the differences 

in holding times between load funds and no-load funds. 

The theory put forth by the fund companies was that inves-

tors stayed invested longer in load funds than they did in 

no-load funds, thus giving the load fund investor higher 

returns. The fund companies hoped to use this informa-

tion to counter the criticism they were receiving for selling 

funds with high sales commissions.

The Dalbar study did show that load fund investors held 

onto funds longer than no-load investors, but this �nding 

wasn’t what made this study famous. Dalbar revealed huge 

timing gaps for both load fund investors and no-load fund 

investors. These gaps were so large that they astonished 

the investment industry. Some people tried to discredit 

the study by pointing to �awed calculation methodologies. 

However, even when new calculation methods were used, 

the gaps remained sizable. It appeared that the Dalbar 

study was onto something important. 

The most recent Dalbar study covering a 20-year period 

ending in 2009 found that equity mutual fund investors 

had average annual returns of only 3.2 percent while the 

S&P 500 averaged 8.2 percent, and �xed-income fund 

investors had average annual returns of 1.0 percent, while 

the benchmark Barclays Capital Aggregate Bond Index 

averaged 7.0 percent. 

Dalbar found a nearly 5 percentage point gap between 

equity funds and fund investors, and a 6 percentage point 

gap between bond funds and fund investors. These are 

extremely large shortfalls for investors. Are individual 

investors and advisors really that bad at timing the mar-

kets? The data compiled to date suggests they are. 

 

Market Timing Gaps 

A bear market in stocks tends to happen about every �ve 

years and lasts about a year and a half. Studies on investor 

behavior show that people act very differently during down 

markets than they do in up markets. Basically, they’re 

scared in bear markets and brave during bull markets. 

The Dalbar Guess Right Ratio measures how often and 

when the average investor makes smart decisions to get in 

or out of the stock market in general. This ratio also shows 

how often the average investor realizes a short-term gain 

by either buying or selling mutual funds before a market 

rises or falls. A reading above 50 percent is positive and a 

reading below 50 percent is negative. Figure 2 illustrates 

the Guess Right Ratio through 2009.12

Ironically, investors are right about the stock market’s 

direction in more years than they are wrong, as shown by the 

disproportionate number of years when the ratio was over 

50 percent. However, when investors are pessimistic, they 

dump stocks. The wrong years tend to occur in the recovery 

after a bear market, and investors miss the rebound. 

The Guess Right Ratio
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In a Gallup Poll of investors taken on March 4, 2009, 
just a few days before the market bottom, only 18 percent 
of investors believed the stock market would show a sus-
tained recovery by year end; 27 percent thought it would 
take two years, 25 percent said three years; 19 percent 
said longer. About 2 percent said the stock market would 
never recover. 

Only 18 percent of the investors surveyed in the Gallup 
Poll guessed right. The S&P 500 gained 67 percent from its 
intraday low on March 9 until year end. 

Morningstar Studies 

Morningstar weighed in with a comprehensive study on 
dollar-weighted versus time-weighted returns. They calcu-
lated the 1-, 3-, 5- and 10-year time-weighted returns and 
dollar-weighted returns through 2009 for open-end mutual 
funds based in the United States. 

The Morningstar study found signi�cant de�ciencies 
in investor timing decisions. U.S. equity fund investors 
experienced a negative 1.4 percent gap in return over 
10 years while bond fund investors experienced a nega-
tive 1.3 percent gap over the same period. In aggregate, 
the timing gap was negative 1.5 percent across all asset 
classes and sectors.13 Figure 3 illustrates the difference in 
major asset class returns for the period. 

Broad asset classes see higher cash in�ows after the mar-
kets have performed well and out�ows after markets have 
done poorly. A deeper analysis shows that the biggest con-
tributor to these performance gaps likely comes from sector 
rotation within asset classes; in other words, market timing. 

Morningstar divides mutual funds into dozens of sec-
tors, styles and industries to analyze dollar-weighted per-
formance across the spectrum of fund categories. Investors 
fared poorly from their timing in most categories. Here are 
some 10-year results: 
r��-BSHF�DBQ� HSPXUI� GVOET� IBE� SFUVSOT� PG� OFHBUJWF� ����

percent, while investors in those funds had returns of 

negative 2.7 percent. 
r��4NBMM�DBQ�WBMVF�GVOET�FBSOFE�����QFSDFOU
�XIJMF�JOWFT-

tors in those funds earned only 7.1 percent. 
r��1SFDJPVT�NFUBMT� GVOET�IBE� UIF�IJHIFTU� SFUVSO�PG� �����

percent, while investors in those funds earned only 
15.9 percent. 
r��%JWFSTJGJFE� FNFSHJOH� NBSLFUT� GVOET� QFSGPSNFE� XFMM�

with returns of 9.0 percent, while investors beat that 
average with a return of 9.9 percent. 
r��6�4�� UBYBCMF� CPOE� GVOET� PVUQFSGPSNFE� JOWFTUPST� CZ�

about 1.3 percentage points. 
r��.VOJDJQBM�CPOE�GVOET�CFBU�JOWFTUPST�CZ�����QFSDFOU-

age points. 
r��&NFSHJOH� NBSLFUT� CPOE� GVOET� FBSOFE� ���� QFSDFOU�

more than investors did in these funds. 
The returns of mutual funds outperformed the returns 

of investors in most categories. In aggregate, investors hurt 
their performance by more than 1 percent per year. This is 
the penalty that active investors incur by thinking they can 
be successful market timers. 

Dumb Money Vs. Smart Money 
Investors who chase past performance are referred to by 

academics as dumb money. This is a “quiet” term because 
no academic is going to say publicly that these investors are 
dumb. Yet, mention this term at an analyst conference and 
everyone in the room knows exactly what it means. There 
are many investors, both individuals and institutions, that 
herd into sectors, strategies and asset classes based on the 
belief that past superior performance will continue into the 
future, and for no other reason. 

An interesting paper by Andrea Frazzini and Owen 
-BNPOU� PVUMJOFT� IPX� TNBSU� NPOFZ� DBQJUBMJ[FT� PO� UIF�

way dumb money invests. First, the study explains why 
investors have a striking ability to do the wrong thing by 
sending their money to mutual funds that own stocks 
that do poorly over the subsequent years. Second, they 
develop a trading strategy based on this behavior to 
predict future stock returns. In a nutshell, doing the 
opposite of what most people believe will be pro�table 
can lead to excess returns.14

Smart money attempts to take advantage of dumb 
money mistakes whenever possible. Recall the grilling of 
Goldman Sachs’ trading desks by Congress in the spring of 
2010. They decided to reduce their positions in subprime 
mortgages because they thought a lot of dumb money was 
buying. The �rm is still in business today because they won 
that bet. However, this strategy doesn’t always work. 

There have been many occasions when betting against 
EVNC� NPOFZ� IBTO�U� XPSLFE� PVU�� -POH� 5FSN� $BQJUBM�

Management thought they were betting against dumb 
money by purchasing Russian bonds as others were dump-
ing them in 1998. Russia ultimately defaulted on its foreign 
EFCU� PCMJHBUJPOT�� 5IJT� MFE� UP� JOTPMWFODZ� GPS� -POH� 5FSN�

Capital Management and put the country on the verge of a 
�nancial market meltdown. In order to avoid the crisis, the 
president of the New York Federal Reserve had to orches-
trate a bailout by several leading Wall Street �rms. 
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How The Dumb Money Gets Divided 

Tactical asset allocation is a zero-sum game. When 

someone underperforms the market it means someone 

must have outperformed before fees and expenses. The 

grand total dollar-weighted return for the average investor 

in all funds over the past 10 years was a 1.68 percent annu-

alized return compared with a time-weighted 3.18 percent 

for the average fund according to the Morningstar study. 

So, where did this 1.50 percent go? 

Much of it went to brokers, brokerage �rms and their 

trading desks. Another portion went to a handful of talent-

ed money managers who skillfully separate investors from 

their money. Finally, believe it or not, a portion went to 

investors who develop a passive strategic asset allocation 

strategy and rebalance asset classes annually. 

Investors who lose with their tactical asset allocation 

strategies indirectly provide excess returns to investors 

who religiously rebalance their strategic allocation. This 

occurs because rebalancing naturally forces investors to 

sell some amount of their better-performing investments 

and buy more of their worse-performing ones. Although it 

seems counterintuitive to do this, over time, rebalancing 

increases portfolio returns and lowers risk. 

Strategic asset allocation and regular rebalancing pro-

vides what is widely referred to as the only free lunch on 

Wall Street. It’s a nice thought, but every economics stu-

dent knows there’s no such thing as a free lunch, especially 

on Wall Street. Any extra gain in one person’s account 

means a loss in someone else’s. 

The loser in this case is the investor who believes sector 

rotation strategies and market-timing decisions can beat 

the market. That investor loses about 1.5 percent return 

annually according to Morningstar and a lot more accord-

ing to Dalbar. This loss amount from trading mutual funds 

is controversial. My opinion is that investors lose at least 1 

percent per year from these activities. 

Assume three investors each start to invest in January 

2000 with a portfolio of 45 percent in U.S. stocks as repre-

sented by the S&P 500, 15 percent in international stocks 

as represented by the MSCI EAFE Index, and 40 percent 

in bonds as represented by the Barclays Capital Aggregate 

Bond Index. One investor uses tactical asset allocation in 

an attempt to beat the markets and underperforms them 

by 1 percent annually. The second uses a buy-and-hold 

strategy and lets the portfolio sit over a 10-year period, 

thereby earning market returns. The third investor rebal-

ances every year for 10 years and thereby outperforms 

the tactical asset allocator and the buy-and-hold investor. 

Figure 4 illustrates the outcomes. 

The rebalanced portfolio in Figure 4 picked up an excess 

compounded return of 0.9 percentage points over the market 

portfolio that wasn’t rebalanced during the last decade. This 

occurred because rebalancing is a natural way to sell high and 

buy low without having to make a market prediction. 

The rebalancing bene�t varies with market conditions. 

The bene�t was high in the past decade because the mar-

kets were  volatile. Over the long term, the bene�t tends to 

be about 0.3  percentage points net of trading costs.15

This excess return earned from strategic asset allocation 

represents a real wealth transfer that takes place in the 

marketplace. This return is enough to make up all the fund 

fees and trading costs that index fund investors incur, leav-

ing these investors with very close to market returns. You 

can’t do much better than that. 

Putting It All Together 
Figure 5 quanti�es four portfolio management choices 

and is overly generous to active investors. Investors who 

use low-cost index funds and ETFs and strategic asset allo-

cation earn market returns. Investors using actively man-

aged mutual funds lose about 1 percent over index funds, 

and investors who employ tactical timing strategies lose 

another 1 percent. Investors who use both active funds and 

a tactical asset allocation strategy are expected to under-

perform an all-index fund strategic allocation strategy by 

about 2 percentage points per year. 

Disciplined passive investors are smart-money inves-

tors. They follow a long-term strategic asset allocation 

strategy based on their needs and �ll their portfolios 

Source: Author's calculations based on Morningstar data
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The Appeal Of Core And Satellite … 

By David Blitzer

… or is it confidence and skepticism?

C
ore and satellite (C&S) approaches are a popular-
ization of applying modern portfolio theory (MPT) 
to choosing asset classes and using ETFs or index 

funds for each asset class exposure. A true believer in 
modern portfolio theory would estimate returns and cor-
relations, calculate the efficient frontier and implement the 
results. Of course, not all investors are true believers. Many 
follow MPT to some degree, but want to hedge their alloca-
tion bets. These investors will construct a portfolio with a 
core defined by their MPT calculations and then spin a few 
satellites around the core to gain other exposures or reduce 
their reliance on the MPT results and strategy. At first 
glance, this may seem inconsistent: Why do all the work of 
MPT and then only partially adopt it? 

There is more going on behind the screens of the asset 
allocation. C&S might just as well stand for “confidence and 
skepticism.” Subject though it is to all the usual assump-
tions that returns obey stable distributions with finite first 
and second moments, many still consider MPT to be superb 
at analyzing risks. Forecasts of the parameters needed for 
MPT calculations—subject to a lot of econometric theory—
should be easy to estimate. Nevertheless, doubts remain and 
skeptics will wonder what may have been missed. 

There are at least two levels of risk in any investment 
strategy: one inherent to developing the strategy based on 
unknown parameters and uncertain factors, and a second 
stemming from beliefs or doubts that the right theory for 
developing the strategy was chosen. The first risk comes 
in applying MPT or any other investment approach: Are 
the estimates of returns and risks correct? Is the data 
reliable? Does the mean-variance optimization software 
work? These concerns are dealt with all the time. Further, 
the risks can be gauged by looking at the reliability of past 

forecasts, the number of observations used and other fac-
tors. Once the investor is willing to accept these risks, the 
core in her C&S allocation will be the best possible given 
MPT and her inputs. However, the investor is assuming 

that the markets actually behave according to theory. That 
leaves us with the second, and possibly bigger, risk: Does 
the world work as the theory suggests? How much confi-
dence do we have in the theory?

While MPT has been applied in the example here, 
we could be thinking about almost any theory, not just 
MPT. Consider gold, an asset that had stellar results in 
2010—prices up 24 percent from Dec. 31, 2009 to Dec. 31, 
2010, and up 72 percent from the end of 2006 to the end 
of 2010. Someone who looks at gold as only an input to 
industrial processes, various electronic components and 
fine jewelry—and studies the demand for these products—
would build a theory of price appreciation based on trends 
in economic activity and consumer spending. That analyst 
would have had far too much confidence in his gold price 
theory, and far too little skepticism when he ignores the 
emotions and fears that can drive gold prices sky-high. 

The appeal of C&S is not a better MPT solution or the 
right way to think about gold prices; it is the opportunity to 
hedge your beliefs by betting on more than one theory of 
how the world works. Investment strategies and asset allo-
cations are built on assumptions, and theories can be dis-
proven, but never truly proven. The temptation is to quan-
tify the probability that each theory or idea is true, then use 
these numbers to assign theories to the core or satellites 
much the way mean-variance optimization models con-
struct asset allocations. This is reductio ad absurdum: Are 
we any more confident of the probability numbers assigned 
to each theory than the theories themselves?
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Think of an investor building a portfolio of stocks, 
bonds, cash, commodities and gold. He makes estimates 
of risks, returns and correlations, and calculates an (ordi-
nary) allocation of 60 percent stocks, 30 percent bonds 
and cash, 10 percent commodities and zero allocation to 
gold. His economic analysis of the industrial and fine jew-
elry demand for gold argues that prices are far too high to 
invest in gold. All his analysis is carefully done, and any 
finance professor would give him an A+ with no questions 
asked. Then he looks at gold’s price performance and lis-
tens to a few nervous investors and worried friends—and 
hedges his carefully tuned core allocation with a satel-
lite of 10 percent gold. There is a lot of confidence in the 

core—it is 90 percent of his portfolio. There is also a lot of 
skepticism supporting the 10 percent-sized golden satel-
lite. If our investor were asked to defend his portfolio, his 
honest answer would be, “Yes, I believe in modern port-
folio theory, in my analysis and forecasts. But everyone 
seems very nervous, so I am more confident if I tuck away 
a bit of gold on the side.”

Investing is not just piling up a lot of money; sleeping 
comfortably at night should also be an objective. Sleeping 
well depends on confidence and the courage of one’s con-
victions that the models, allocations and hedges will work. 
Confidence and skepticism recognize that the theories 
used to choose investments are just that: theories.

with low-cost index funds and ETFs to represent those 
asset classes. They don’t mistakenly believe that they 
have the skill to pick outperforming funds and know 
they don’t have the timing skill to rotate in and out of 
different asset classes and sectors. 

Many investors use both a strategic allocation and a 
tactical allocation. This strategy has been called core and 

explore, core and satellite, barbell, core plus and a variety 
of other names. The idea is to place part of the portfolio 
in a strategic asset allocation using index funds and ETFs, 
and then play with the remaining part of the portfolio 
using tactical asset allocation. 

I call these combined strategies core and pay more 

because that best describes the outcome. The cost of the 
explore side is more expensive than the core side, and 
there’s no reason to believe that the active management 
results will be any better simply because there is less of it. 
Investors will likely earn market returns for their passive 
positions in index funds and below-market returns in that 
portion using tactical asset allocation. 

Investment returns for a passive strategic asset alloca-
tion are much more likely to earn superior returns than 

those earned from tactical asset allocation strategies. The 
nuances of strategic and tactical asset allocation strategy 
go beyond the scope of this exploration.

Summary 
A high percentage of new money �ows into asset class-

es, sectors and styles that have had recent high returns. 
This trend-following behavior likely results in a loss of 
more than 1 percent per year in investors’ portfolios. For 
active fund investors, the timing gap loss is in addition to 
the shortfalls from the actively managed funds they buy. 

Passive investors outperform those who attempt tactical 
asset allocation. Through regular rebalancing, passive inves-
tors bene�t from the mistakes of people who follow the crowd 
into past outperforming sectors. A passive strategy using index 
funds and ETFs that is followed religiously provides investors 
with the highest probability for investment success. 

This article was lightly edited to reflect the editorial conventions 

of the Journal of Indexes.
Copyright © 2011 by Richard A. Ferri. Reprinted with permis-

sion of John Wiley & Sons, Inc.
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The Journal of Indexes recently polled a group of 

respected academics and financial advisors on some very 

basic questions surrounding the buy-and-hold approach 

and core investing. 

Burton Malkiel, Chemical Bank 
Chairman’s Professor of Economics at 
Princeton University

JOI: Is buy-and-hold dead? 

Malkiel: I don’t think it is. Obviously, it would be much 
better if we knew when the market was going to go down 
40 percent, and we could sell out at the top and buy at the 
bottom. But nobody can do that. The danger when you try 
to do it is that invariably your emotions get the best of you, 
and you do it incorrectly. 

More money went into equity mutual funds in the first 
quarter of 2000, at the height of the bubble, than ever 
before, and it went into the hot Internet and tech-related 
funds. The value funds, which were in fact cheap, [were 
being liquidated]. Then, in the third quarter of 2002, at 
the bottom of the market, more money went out than ever 
before. People obviously thought the world was coming to 
an end, and they sold. 

What happens when you try to time the market is that, 
invariably, individuals get it wrong. But I believe it’s also 
true of institutions. If you look at the cash holdings of 
mutual funds and the cash holdings of pension funds, you 
will notice that they tend to have the least cash at the top of 
the market, and the most cash at the bottom of the market. 
Professionals tend to get it wrong, just like individuals. 

JOI: Are investors allocating too much to alternatives?

Malkiel: It depends. I would say that for individual inves-
tors, alternatives are probably a bad deal because they’re 
very expensive: The fees that are paid tend to be very large, 
and to the extent that there are good alternatives around, 
individuals are unlikely to get them because they’re likely 
to be allocated to the best institutional investors. 

For professional investors, I think it’s fine if they know 
what they’re doing, and particularly if they have a preferred 
position in the pecking order. Often, professional inves-
tors will cut deals with the sponsors of the alternatives, 
and they will often pay less than the so-called two and 20, 
which is the typical fee schedule. [In particular, it’s fine for] 
those like my own university, which can stand the illiquid-
ity, because they’re permanent institutions, and you get 
paid for carrying illiquidity. But again, there’s no simple 
answer—I think it depends upon the investor. 

JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

Malkiel: I think [commodities] should be in every portfolio, 

but for individuals, my sense is that the way they should 
get them is through ensuring that they have in their port-
folios companies that mine or manufacture the commodi-
ties. I’m not convinced that you ought to go out and buy 
copper for your portfolio, but I would think that it’s very 
important that individuals be thoroughly diversified. That 
includes having securities in their portfolio from countries 
like Australia and Brazil, where the economies are geared 
to producing natural resources and where you can get the 
exposure by buying companies in those countries. 

[With international fixed income], to the extent that one 
has bonds in one’s portfolio, there is no reason why one 
shouldn’t diversify, and have in the portfolio not only U.S. 
but international bonds as well. 

I just don’t think [hedge funds are] a good game for indi-
viduals. They’re not likely to get into the better ones, and 
the fees that they will pay [will be exorbitant]. Hedge funds 
are a great deal for the purveyor of the product—I don’t 
think they’re a great deal for the individual. 

JOI: How long is long term?

Malkiel: Probably at least five to 10 years, and probably lon-
ger than that. I think that long term for an equity investor is 
probably longer than 10 years—perhaps even 20 years. Only 
if you hold your equities over very long periods of time are 
you likely to earn the generous rate of return that equities 
have produced over the long run. We know that even over a 
10-year period such as the first decade of the 2000s, equities 
did not produce a positive rate of return. 

JOI: Should investors ever allow short-term performance 

to affect their investment decisions? 

Malkiel: I don’t think so. My own work suggests that there is 
very little persistence in performance, and today’s hot funds 
are more likely than not to be tomorrow’s turkeys. I think it’s 
a mistake, and I think the press is in part responsible for this. 
At the end of every quarter or every year, you see news sto-
ries saying, “These are the best managers, these are the best 
funds.” And I think people who then say, “Well, those are the 
ones that I want,” are in for some disappointments. 

One example of the lack of persistency in performance 
that I often use I took from an article in the Wall Street 
Journal. The article pointed out that there were 14 mutual 
funds that had beaten the S&P in each of the last nine 
years through 1997, and you look at that and you say, 
“Those are the ones you ought to buy.” And then they fol-
lowed it through to the end of 1998, and only one of the 14 
beat the S&P. There are a lot of runs of good performance, 
both short term and long term. One should be very care-
ful, however, about making one’s decisions on that, 
because there’s little if any reason to think the persistence 
will continue. My own work suggests that the things that 
are responsible for any persistence are the fees you pay 
and the portfolio turnover. The surest way of having a 
first-quartile mutual fund manager is to buy a mutual 
fund with lowest-quartile expenses and lowest-quartile 
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turnover. Of course, index funds are the quintessential 
low-fee, low-turnover funds.

JOI: Is active investing using passive products any better 

than stock picking?

Malkiel: I think it is dangerous to simply use country ETFs 
actively, thinking you will improve your returns, because 
you know that [people will say], “Japan is terrible now. 
We don’t want to have any Japan. And Brazil is great now. 
We’ll buy Brazil.” And then if there’s some problem later, 
“We will sell Brazil and buy India.” I think that’s a mis-
take. Having said that, I think that to the extent one uses 
country ETFs to gain additional diversification, it’s a good 
thing. For example, I believe that most investors are under- 
exposed to China, and one useful thing to do would be to 
use ETFs to increase one’s exposure to China. But I say this 
in a buy-and-hold way—I don’t think you can pick when 
the Chinese market is going to do better than the market 
in the United States, or vice versa. Simply to be adequately 
diversified, you want very strong international diversifica-
tion, including emerging markets. It’s within a buy-and-
hold framework that I say using these ETFs is a good thing. 
But I wouldn’t do it in an active way, trading in and out 
thinking that you’re going to know exactly the right time 
when one particular country is going to outperform other 
countries. 

JOI: Is passive investing appropriate with every asset class?

Malkiel: It’s certainly not appropriate with every asset 
class. It is quite appropriate with marketable stocks and 
bonds. I’ll give you an asset class where it clearly isn’t 
appropriate, and that is alternatives. There are a number of 
private equity funds that have done very, very well. There’s 
no way that you can get an index fund of all of these, 
because many of these are closed to new investors. In the 
alternatives space, I don’t think it’s possible to be passive 
by holding all the funds in a category. 

William Bernstein, Co-founder of  

Efficient Frontier Advisors

JOI: Is buy-and-hold dead? 

Bernstein: After every market decline, 
people always chatter about the death of buy-and-hold. 
And what they forget is that the name of the game is not 
buy-and-hold—it’s buy, hold and rebalance. Think about 
what that’s meant over the past 15 or 20 years. If you accu-
mulated stocks during the early ’90s, you sold them during 
the tech bubble—not all of them, but you sold a lot of them. 
You bought stocks back in 2001 and 2002, and then you 
sold them back at higher prices in 2006 and 2007. And then, 
in ’08 and ’09, you bought at low prices and now you’re sell-
ing again. In fact, you’re selling a lot again to maintain your 
constant policy. That has been a fairly successful strategy, 
and I imagine it will be successful going forward. I strongly 

suspect that if you look at the people who are now blather-
ing about the death of buy-and-hold, they’re the ones who 
never got into that rhythm and are behind the curve. 

JOI: Are investors allocating too much to alternatives?

Bernstein: Any allocation that’s greater than zero is too 
much, in my opinion. Investors really don’t understand what 
they’re buying; they think that they’re buying commodities, 
and they’re not. They’re buying commodities futures and 
insurance against inflation. And the notion that there’s this 
large pool of morons out there who will sell you insurance 
against the risk of inflation for cheap—particularly when 
that insurance is in such high demand now—is ludicrous. 

The price of that high demand is the negative roll that’s 
just devastated the returns of these vehicles over the past 
several years. Most of the commodities futures mutual funds 
have had returns at pretty close to zero over the past five 
or six years, a period when just about any commodity spot 
price has done well. Think about what’s going to happen to 
these funds when the prices of commodities stay flat or fall. 

JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

Bernstein: The answers are no, maybe, no and no. We’ve 
already discussed commodities. International bonds—that’s 
an arcane point of portfolio theory. Basically, the question 
is, how much currency exposure should you have in your 
portfolio? It doesn’t matter whether the currency exposure 
is in your stocks or your bonds. The euros and the yen and 
the pounds and the Swiss francs in your portfolio really don’t 
know whether they’re in bonds or whether they’re in stocks. 
Your portfolio will behave the same way for the same degree 
of currency exposure. It doesn’t matter where it is. Almost all 
of the foreign equity vehicles are unhedged, so you’ll basi-
cally wind up with all that currency exposure in your foreign 
stocks. If you’re going to buy international bonds, they should 
be hedged. Small allocations to hedged international bonds 
are not a bad idea. But I think it’s a mistake to own unhedged 
international stocks and unhedged international bonds. 

You can do it the other way around. You can theoretical-
ly buy hedged international stocks and unhedged bonds. 
But the problem is that the vehicles for the hedged stocks 
are very thin on the ground. 

Hedge funds? They are the most efficient vehicle known 
to mankind for transferring wealth from shareholders to 
managers. They’re just a bad idea. You know, when you’re 
looking at two and 20, or even one and 10, you’re putting 5 
to 7 percent drag on the performance of your portfolio over 
the long term. And there’s no active manager who can reli-
ably overcome that. 

JOI: How long is long term?

Bernstein: It’s the time horizon of your liabilities, whatever 
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they are. If you’re saving for a down payment for a house, 
it’s a couple of years, in which case you obviously shouldn’t 
be investing very aggressively. If you’re a 40- or 50-year-
old, it’s the lifetime of your investing career and the rest of 
your life. And if you’re going to be leaving money to heirs 
and charities, it may be on the order of a century. If you’re 
the kind of person who’s accumulated the kind of wealth 
that you only need to tap 1 percent of it per year to live on, 
then obviously your assets have a much longer lifetime 
than you do, because you’re going to bequeath almost all 
of them to somebody else. 

JOI: Should investors ever allow short-term performance 

to affect their investment decisions? 

Bernstein: Only to the point that it affects your allocation. If 
stocks fall by 55, 60, 65 percent, which they did—depending 
upon the asset class—during the crisis, that makes them 
a good deal cheaper, so you are certainly going to want to 
rebalance. That will mean buying more stocks, and you may 
even want to up your allocation if you’re brave and your 
portfolio can tolerate the risk of doing that without imperil-
ing your future if there’s a bad result. But should you be look-
ing to change your allocation every five weeks? Should you 
be looking to do sector rotation? Those are mugs’ games. 

JOI: Is active investing using passive products any better 

than stock picking?

Bernstein: Oh, resoundingly yes. It [comes down to] two 
factors. You’re dealing with simple arithmetic, which basi-
cally says that in the aggregate, active managers are going to 
have to get lower returns than passive managers, because 
they are the market. Active managers will get the market 
return minus costs, which is not only their fees, but also 
transactional costs and their commissions, and those are 
much higher [than for passive managers]. 

Now, if there were active managers who could reliably 
beat the market, it might be worthwhile to consider active 
management. But it turns out that there’s almost no per-
sistence. Five years ago, to convince people of this, I had 
to show them a lot of very dull and increasingly obscure 
studies. But now I just have two words for them: Bill Miller. 
The Legg Mason Value Trust outperformed the S&P 500 for 
15 straight years, and I think that run ended in 2006. In the 
ensuing three or four years, he’s almost completely wiped 
out his 15 previous years of performance so that if you 
invested with him from day one—in other words, you were 
lucky enough to pick this guy out before everybody realized 
that he might have skill—you are just a hair ahead of the 
S&P 500, and if you bought even halfway late in the game, 
you had your head handed to you. 

JOI: Is passive investing appropriate with every asset class?

Bernstein: Every single asset class. There’s this idea that 
there are some asset classes that are less efficient—like small 
stocks, international stocks, and particularly, emerging mar-

kets stocks and emerging markets bonds—and that some-
how those efficiencies can be exploited by active managers. 
It doesn’t pan out for two reasons. One is the theoretical 
reason—these markets may possibly be less efficient than 
large-cap U.S. stocks, but they’re also much more expensive 
to trade. Any advantage that you might have is going to get 
wiped out by the trading costs. And then there’s the empirical 
data: If you look at small stocks, small value stocks, interna-
tional small stocks, international large stocks, emerging mar-
ket stocks, buying the indexes in these spaces over the long 
period has blown the doors off the average active product. 

David Armstrong, Managing Director, 

Monument Wealth Management

JOI: Is buy-and-hold dead? 

Armstrong: Buy-and-hold is such a strange 
term now. I’m not even sure what it means anymore. Does 
that mean buy-and-hold from a standpoint of buying 
something and never selling? Or, is buy-and-hold a long-
term investment strategy?

If people refer to buy-and-hold as you buy the S&P 500 
Index and hold it for 30 years, it’s absolutely dead. But do I 
think that buy-and-hold as it relates to a long-term invest-
ment strategy is dead? No, I don’t. I think that you will 
always buy and hold certain asset classes. However, the 
percentage that’s invested in each asset class can be tacti-
cally allocated given the business cycle or economic cycle 
where we are now, and where it could be thought of going 
in the next 12 to 18 months.

I think a long-term portfolio will always buy and hold 
exposure to [something like] the large-cap growth space. 
However, the allocation in terms of a percentage—its weight-
ing inside of a portfolio—will always be increasing and 
decreasing tactically over that long-term period of time.

JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

Armstrong: In our practice, I think of a core portfolio as 
having a component of equity. So the equity component 
of somebody’s asset allocation will have a core part and a 
satellite part. For the core part, I think of that as being the 
six style boxes—you know, your generally accepted style 
boxes of large growth, large value, midgrowth, midvalue, 
small growth, small value. In my mind, and in our practice, 
that is a core portfolio.

Under that definition, I do not think that commodities are 
part of that portfolio. Now, if you take the core portfolio and 
start to add satellites to it, I think that is where commodities 
have a place, although not necessarily all the time. 

International fixed income is also a satellite strategy. Now 
we’re talking about a different piece of the pie in the asset 
allocation—we’re not talking about equity anymore. I think 
that if the interest rate scenario and the inflation scenario 
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and the growth scenario in the international space are more 
compelling than they are domestically in the U.S., there 
should be an allocation there. But to the extent that maybe 
there’s more opportunity and a better interest rate, infla-
tion and growth picture in the United States, you wouldn’t 
allocate to international bonds. It’s just dependent on the 
business and the economic cycle whether or not somebody 
is invested in international fixed income.

[With hedge funds,] as I was saying before about the 
alternative space, if somebody’s complete and compre-
hensive financial plan has an output of an asset allocation 
that includes alternative investments, then hedge funds 
are completely appropriate. I don’t know if hedge funds 
are part of a core portfolio. Using my definition of a core 
portfolio, hedge funds are a satellite portfolio.

JOI: How long is long term?

 

Armstrong: I define “the long term” as how long between 
today and a major change in lifestyle that takes place, where 
you are going to need the money to support a different life-
style. A generalization would be time to retirement—so the 
long term could actually be the short term. 

If you’re a professional athlete, the long term is going 
to be how long you’re in retirement: You’re going to play 
sports for five years, and then you’re going to be in retire-
ment for 50, so long term is your time in retirement.

However, for the person who graduates from college 
and gets a job in a big company, the long term is his time 
until retirement. And those two things can be completely 
different situations. 

JOI: Should investors ever allow short-term performance 

to affect their investment decisions? 

Armstrong: Only if they’re traders, or for a client who comes 
to me and says, “I want a complete and comprehensive finan-
cial plan done, and I’m going to follow the asset allocation in 
that plan. But to the extent that you can build in a portfolio 
that I can trade on a daily basis with my own money, and if 
the value of that portfolio went to zero it wouldn’t impact my 
long-term financial goals, I would like to have that.” That’s 
appropriate—or, it’s not inappropriate. They’re making a 
conscious decision to have that capital at risk. 

JOI: Is active investing using passive products any better 

than stock picking?

Armstrong: I believe it is. Our equity management style 
is exactly that: We actively manage passive investments. 
Given the difficulty for managers to outperform their 
benchmarks, I don’t think there’s a whole lot of value in 
determining whether investment A is better than invest-
ment B. I think that the value that a portfolio manager can 
really add is around reading the business and the eco-
nomic cycle and then deciding whether to over- or under-
weight the passive investments that track the performance 
of given indices in a portfolio.

JOI: Is passive investing appropriate with every asset class?

Armstrong: No. [For example,] fixed income—I don’t 
believe it’s a good place to be a passive investor. I think 
clients are always well suited in the fixed income space in 
buying and holding individual bonds to maturity. 

Tyler Mordy, Director of Research,  

HAHN Research

JOI: Is buy-and-hold dead? 

Mordy: If you assume that buy-and-hold is 
synonymous with a strictly passive approach, then I would 
say it doesn’t really exist. The only portfolio that a purely 
passive investor could hold is the overall market portfolio. 
Anything else is a type of active management. Even pure 
passive advocates must agree that the asset mix decision 
is unavoidable. If that weren’t so, there would be no need 
for financial planning. As soon as you agree that inves-
tors require different portfolios to serve different objectives, 
you’ve effectively made an active decision. 

Our view has always been to focus on risk management 
instead of returns, which really is a better way to protect 
portfolios against large drawdowns and increase longer-term 
returns. That means investors should look beyond static asset 
mixes, and shift to a more dynamic asset allocation process. 
I want to be clear here: I’m not advocating for a hyperactive 
trading strategy. Rather, focusing on material shifts when risk 
levels or evaluations reach extremes is the important aspect. 
And, of course, that needs to be structured in a disciplined, 
strong risk management framework. That should really drive 
the asset mix decisions.

When you’re diversifying your portfolio, there are some 
risks that can be reduced, but that doesn’t alter the fact 
that they still are risk assets. Investors working in this sort 
of dynamic asset allocation model within a disciplined 
framework have a decided advantage over others using a 
purely passive buy-and-hold approach.

JOI: Are investors allocating too much to alternatives?

Mordy: The alternative investment space isn’t one monolith-
ic asset class, so it’s difficult to make general statements. But 
in many cases, investors are allocating too much to the area 
or simply have unrealistic expectations here. Recent stud-
ies show that alternatives in general have shown progres-
sively high correlations to broad stock markets over the years, 
which is obviously the opposite of their stated noncorrelation 
purpose—2008 certainly pulled the curtain back there.

The most important point, however, is that while these 
alternatives often come in different wrappers, they are 
merely existing asset classes repackaged, normally with 
higher fees. There’s nothing new here. So we are very 
cautious when we approach the alternative space. That 
doesn’t mean that we avoid alternative strategies altogeth-
er. But our preference is to access cheap beta and to drive 
the alternative active strategy decisions ourselves.
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JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

 

Mordy: Commodities, while an asset class, should not be 
part of a long-term strategic investment approach. Stocks 
and bonds exist because corporations use the proceeds to 
make capital investments. It’s a method of acquiring capi-
tal for operations and so forth. And returns to investors are 
compensation with a contractual stream of cash flows, or 
residual payments in the form of dividends.

Commodities are different in that they are contract 
based with a buyer and seller and an expiring date. They 
don’t have balance sheets with quantifiable assets, nor a 
stream of income attached. For the most part, they are a 
“flow” item, not a long-dated asset that can be accumulat-
ed ad infinitum. That makes valuation a less exact science. 
And in an industry known for its cyclicality, corrections can 
be more abrupt and more sensitive to the economic cycle, 
as well as additional factors such as weather, growing pat-
terns and seasonal tendencies, and so forth. 

They’re not longer-dated asset classes in the tradi-
tional sense, and in our view, shouldn’t have a strategic 
weight. That doesn’t mean investors shouldn’t use them, 
but they should be used more as tactical investments. The 
current environment of high fiscal and monetary activ-
ism, particularly in the West, is fertile ground for tactical 
commodity strategies.

I think international fixed income is the most underrated 
asset class in the world. Investors, particularly those domi-
ciled in Western parts of the world, would do very well to 
add exposures here. For one, these have offered prized posi-
tive returns at times of major equity market downturns. We 
continually see that clients and investors are underweight, 
or have no exposure here. We look at this asset class favor-
ably simply because forecasts for developing parts of the 
world remain much more robust than Western counterparts. 
We’re finding numerous opportunities in investments tied to 
emerging market debt, where fundamental credit outlooks are 
improving. Of course there’s the issue of currency risk. But we 
analyze those country currencies from a classical economics 
perspective and find their currencies extremely undervalued, 
particularly vis-à-vis the Western parts of the world. So there’s 
another tail wind there in the form of currency appreciation.

We look at hedge funds as part of the alternative space. 
They’re less regulated and have higher fees normally, but 
really there’s nothing new under the sun there. They are 
the same asset classes repackaged at higher fees. Effectively 
it boils down to what active strategies you’re paying for. 
Hedge funds really are more of a vehicle or a wrapper, with 
numerous underlying active strategies. Again, it is difficult 
to make generalized statements. 

JOI: How long is long term? 

Mordy: When we construct our return forecasts, we look at 
the long term as one complete market cycle—that typically 

takes anywhere from five to seven years. If your objective 
is to generate returns through active asset class decisions, 
then you’re often focusing on the mean reversion process 
and, again, five to seven years is about the right time for 
financial series to mean-revert. It’s a fantastic working 
model for portfolio managers.

JOI: Should investors ever allow short-term performance 

to affect their investment decisions?

 

Mordy: Having clients with a long-term orientation is a 
critical part of the success of every investment management 
firm. In general, short-term performance analysis should be 
discouraged, but for investment managers, we can’t avoid 
the fact that markets are both irrational and prone to crises. 
From time to time, investors will be indiscriminately selling 
or euphorically buying. Money managers should be oppor-
tunistic during those periods. We’re not traders; we’re simply 
responding to risk levels in the market, which really liberates 
you from the short-term forecasting process. If you focus on 
risk instead of returns, you are always asking if risk is well-
compensated or not. If it’s not, then don’t take the exposure, 
or, at the least, reduce your exposure. As long as you have a 
disciplined risk management framework—because emotion 
will always overtake both retail and professional investors—
you should respond to extreme market volatility.

JOI: Is active investing using passive products any better 

than stock picking?

Mordy: Absolutely. It’s the big-picture decisions that can 
add value. There’s simply more to sink your teeth into. Most 
markets are efficient internally, but inefficient on the macro 
asset class basis. Therefore, there are more opportunities at 
the asset-class level than the individual-stock level.

ETFs are great vehicles—low cost, transparent, liquid 
and so forth. But those are the beneficial features of the 
wrapper itself. The primary benefit for investors with ETFs 
has been the opening of access to a variety of asset classes. 
The marriage of a dynamic, macro-asset-mix approach 
with the ETF is a perfect matrimony. It’s shifted the focus 
away from stock picking more to the macro decisions—the 
big picture, really. Those are the decisions that count. 

Blair Shein, Vice President,  

Compass Financial Group

 
JOI: Is buy-and-hold dead?

Shein: Regardless of whether buy-and-
hold is dead, I don’t believe it’s the best approach to man-
aging an investment portfolio. There’s no single invest-
ment strategy that will work well in every market environ-
ment. On the other hand, almost any strategy can work if 
it’s implemented during the right time period. 

There has been much research that highlights the way 
that investors make poor decisions by selling at the bottoms 
and buying at the tops. The buy-and-hold solution says that 
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investors would do better if they just stayed invested, rather 
than getting in and out at the wrong times. While this may be 
true in theory, few investors have the investment discipline 
or time horizon to weather the ups and downs of the market. 
This can be further complicated when investors need to take 
money from their investment portfolio, particularly during a 
period when investments are down, because the funds with-
drawn are never available to come back, even when the port-
folio has good years in the future. Most investors claim that 
they have a long-term investment time horizon, but they usu-
ally have a very-short-term evaluation period. So, an invest-
ment plan should be long term in nature, but it should have 
the ability to incorporate—and change—multiple strategies 
that include both passive and active strategies to improve the 
overall risk-adjusted return of the portfolio—and to keep the 
investor on track for their long-term objectives. 

JOI: Are investors allocating too much to alternatives?

Shein: I would say probably not, even though alternative 
investments seem to be becoming more accepted as part 
of an investment mix. Most investors that I see that have 
exposure to alternative investments limit their allocations 
to less than 5 percent of the portfolio—and we define 
alternative investments as hedge-fundlike or derivative 
investment strategies. While each individual has different 
investment needs and objectives, if you limit a portfolio 
to a 5 percent allocation, that may not have enough of an 
impact on the overall performance of the portfolio. 

JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

Shein: Commodities, international fixed income, and 
hedge funds should all be considered for all portfolios, but 
in a manner that is consistent with the investor’s objectives 
and tolerance and capacity for risk. The focus for including 
them in a portfolio should also be on whether or not there 
are opportunities within these asset classes. 

How you are going to access these asset classes will 
also vary, depending on both the investor-specific circum-
stances and the size of the investment portfolio. Some of 
these strategies or vehicles may not be available to smaller 
portfolios. For example, a hedge fund may require a 
minimum contribution of $250,000 or more. A much larger 
portfolio may be necessary to achieve the desired portfolio 
diversification when including such an investment.  

JOI: How long is long term? 

 
Shein: I’d consider long term to be at least 10 years. If 
you agree with that concept of long term, then the first 10 
years of this century has proven that assets don’t always 
go up on a long-term basis, which is kind of a tenet of buy-
and-hold: Hang in there long enough, and it will work out 
and be positive. 

But even patient investors can be pretty discouraged 
after a 10- year roller coaster without making any real prog-
ress. If you look at the first 10 years of the century and you 
factor in fees or transaction costs, a broad measure of U.S. 
stocks actually had negative returns during that period. 
That would be even worse if you were an investor who was 
living off your investments—you would have seen even 
more erosion of your principal. 

JOI: Should investors ever allow short-term performance 

to affect their investment decisions? 

Shein: Yes. While this conflicts with a traditional buy-and-
hold strategy, short-term performance can be a sign of 
things to come. As an example, there were a number of indi-
cations from late 2007 to mid-2008 that were warning signs 
of problems that eventually were brought to light in the latter 
part of 2008. While it’s easy to look back in hindsight, I do 
feel that investors should pay attention to warning signs that 
could be pointing to bigger problems to come. 

Standing in front of an oncoming train, just because 
you think you’ll probably be able to get back up again after 
you’re hit, is not a good investment approach. It’s why 
many investors get derailed from their long term invest-
ment plan: When they get run over by a 2008, they have a 
hard time saying, “Gee, I want to do that again.” 

JOI: Is active investing using passive products any better 

than stock picking?

Shein: It depends on what you’re trying to access. If your 
approach is that you want to get betalike exposure to a 
specific style, sector or industry of the market, then yes. 
Investing with passive products will eliminate some of the 
company-specific or single-stock risk that you would oth-
erwise be exposed to if you were selecting an individual 
security. However, if you’re not looking for broad expo-
sure to a specific component of the market and are just 
trying to identify undervalued investments, then you may 
be better off selecting the individual stock positions. The 
best approach may be to have a combination of the two, 
or where you identify those individual securities that you 
feel are desirable to have in a portfolio and either over-
weight them in combination with a passive vehicle, or 
find a passive vehicle that includes a heavier weighting to 
the desired positions. If you like the technology sector but 
specifically like Apple and IBM, you might buy the “Q’s” 
as well as IBM and Apple. Or you could find an exchange-
traded fund that has a heavy weighting in IBM and Apple, 
and just buy that because you know it has some of the 
company exposure that you want. 

JOI: Is passive investing appropriate with every asset class?

Shein: Not necessarily. Some asset classes don’t have 
adequate market exposure through passive investing. One 
example of where it would be difficult to get true repre-

continued on page 50
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By Ronald Slivka, Xin Li and Yikai Zhang

Why is this type of order so important to this new market?

Calendar Spreads 
In China Stock Index Futures



May / June 2011www.journalofindexes.com 43

T
he successful functioning of global stock index 
futures markets depends heavily upon the efficient 
execution of two essential recurring transactions: 

calendar spreads and stock index arbitrage. At this point 
in the development of China’s new CSI 300 futures mar-
ket index, arbitrage is highly inefficient at best, and often 
impossible. Because calendar spreads are not yet recog-
nized as a legitimate order type for China futures brokers to 
accept, investors seeking position changes between calen-
dar months are not assured of fair pricing. Using recent CSI 
300 futures data, this article seeks to address the central 
characteristics of calendar spreads and the important uses 
for this transaction type in China’s newest futures market. 

Two important groups of futures market participants 
are likely to employ calendar spreads either to implement 
strategies having an investment horizon longer than that 
of the near-term contract or to capture short-term prof-
its as prices move. The first class of participants would 
typically include hedgers such as qualified foreign insti-
tutional investors (QFIIs) and qualified domestic institu-
tional investors (QDIIs), independent money managers, 
arbitrageurs, pension funds and mutual funds. The second 
class of participants is representative of speculators and 
includes individuals, hedge funds and traders. The differ-
ent ways in which these two groups use calendar spreads is 
explored in more depth later in the article.

Establishing the legitimacy of this type of order in CSI 
300 futures along with suitable margin controls is essential 
to ensuring the willingness both of domestic and foreign 
investors to seek participation in China’s important grow-
ing capital market.

Origins And Classification  
Of Calendar Spread Orders

Calendar spread orders in global futures markets origi-
nate from investor requests to execute the simultaneous 
purchase of a futures contract expiring in one month and 
the sale of a second contract expiring in a different calendar 
month with the two orders to be filled at a specified price 
difference (spread) between the contracts. They are primar-

ily a natural outcome of trading and investing strategies 
whose completion does not end on a standardized contract 
expiration date. Such transactions arise as a consequence 
of the finite lifetimes for futures contracts, a property that 
periodically forces long-term as well as short-term investors 
to exchange contracts with differing expiration dates. 

In mature global futures markets where there is a bal-
ance of institutional, retail and arbitrage participants, there 
will often occur periods of time when the volume of market 
transactions is dominated by calendar spread orders from 
such market participants. As frequent and familiar as cal-
endar spread orders are, there is surprisingly little written 
about these essential futures transactions. For China’s CSI 
300 futures, there is no literature at all. For foreign investors 
in China’s stock market, understanding more about calendar 
spreads in these new contracts becomes important not only 
for institutional firms seeking to hedge but also for hedge 
funds seeking short-term profits. Assessing the risk of calen-
dar spreads relative to outright futures positions is also impor-
tant for regulators and exchanges that must set appropriate 
margin levels if such orders are to be officially recognized.

Calendar spread orders can be transacted intramarket 
(within the same market) or intermarket (between markets). 
The analysis in this paper deals strictly with intramarket 
transactions. Intramarket spreads have the same commodity 
or asset underlying each contract, while intermarket spreads 
involve two different commodities or assets. Such spreads, 
whether intramarket or intermarket, originate both from hedg-
ers and speculators and can require several different combina-
tions of opening and closing transactions (see Figure 1). 

Certain hedgers, for example, may have a strategy of 
maintaining a short futures position on an asset over a 
fixed hedging horizon. In such cases, there will be a need 
to roll the futures position over to the next-term contract 
as the future already in place approaches expiration. Such 
a rollover can be accomplished by placing two separate 
futures orders or, more simply, by placing a single order to 
be executed at a specified price difference or spread. Placing 
two separate orders subjects the hedger to the risk of trans-
actions taking place at unequal times and at a net price dif-

Figure 1

Trading

Symbol

3-Month Average

Daily Volume
Next-Term ContractNear-Term Contract Typical User

 Rollover A Long Position Closing Sale Opening Purchase Hedger

 Rollover A Short Position Closing Purchase Opening Sale Hedger

 Buy A New Calendar Spread Opening Sale Opening Purchase Speculator

 Sell (Offset) An Existing  
Closing Purchase  Closing Sale Speculator

 
Calendar Spread

 

 Sell A New Calendar Spread  
Opening Purchase Opening Sale Speculator

 (Reverse Calendar Spread)
 

 Buy (Offset) An Existing  

 Reverse Calendar Spread
 

Closing Sale Closing Purchase Speculator

Intramarket Calendar Spread Orders
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ference that degrades returns. Controlling this pricing risk 
during executions through a single spread order enables the 
hedger to manage that same risk. In either case, the hedger 
places a closing transaction for the near-term contract and 
an opening transaction for the next-term contract. 

Traders and speculators, on the other hand, can create 
calendar spreads using two opening transactions. The pur-
chase and sale of contracts in two different months creates 
an opportunity to obtain a profit when the spread widens 
or narrows. Such spread positions can be used effectively 
when the market participant has a strong view on the 
future direction of the price spread.

Calculating The Calendar Spread Fair Value
With index futures, fair value is not simply based on the 

underlying index’s value; rather, it comprises the index’s 
spot value at the time of the valuation as well as any interest 
the index will earn before the contract’s expiration date and 
the exclusion of any dividends that will be foregone since 
the contract is not an actual basket of stocks. A long-hedger 
in futures will prefer to roll over a long position at a spread 
price not to exceed fair value, while a short-hedger will 
seek to roll over at a spread not priced below fair value. 
Systematically failing to execute at a fair value for the 

spread will adversely affect investment performance by 
degrading the hedger’s returns. Therefore, setting a calen-
dar spread order as a limit order based upon the spread’s 
fair value price makes sense for both types of hedgers. 

The fair value of a calendar spread is given by the following 
formula:

Calendar Spread Fair Value = FV
2
 - FV

1
 (1)

where

FV
1
 = Fair value of near-term contract 

FV
2
 = Fair value of next-term contract

The fair value for the near-term CSI 300 contract is given by:
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1
 = I

o
 x [1 + (r

1
 - d

1
) x n

1
/365] (2)

where

I
o
 = level of the CSI 300 stated in index points

r
1
 =  interest rate for borrowing matched to the expiration 

date of the near-term contract
d

1
 =  dividend yield on the CSI 300 calculated to the expi-

ration date of the near-term contract
n

1
 =  number of days to the expiration date of the near-
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t

1
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Similarly, the fair value equation for the next-term con-
tract is FV

2
 with related definitions. So the calendar spread 

fair value is:
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 June / July 2010 CSI 300 Calendar Spread Sensitivities

Figure 3

CSI 300 
June / July 2010 Calendar Spread

No 
Change

Pricing Variables

l
o

r
1

r
2

d
1

d
2

n
1

n
2

 Market Level 24-May-10 2873.47 6.00% 6.10% 5.50% 4.32% 26 53

 
Change in Variable

 None Up 1 Up 1 bp Up 1 bp Up 1 bp Up 1 bp Down Down
   Index Point      1 day 1 day

 New Variable Level Unchanged 2874.47 6.01% 6.11% 5.51% 4.33% 25 52

 Revised Fair Value FV
1
 2874.49 2875.49 2874.51 2874.49 2874.47 2874.49 2874.45 2874.45

 Revised Fair Value FV
2
 2880.90 2881.90 2880.90 2880.94 2880.90 2880.86 2880.76 2880.76

 Calendar Spread 6.40 6.41 6.38 6.45 6.42 6.36 6.30 6.30

 % Change in Spread Fair Value 0.00% 0.03% -0.32% 0.65% 0.32% -0.65% -1.57% -1.57%

Source:  Authors’ calculations

Figure 2
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Appearing in Figure 2 are the fair value and market 
value of the September-October 2010 CSI 300 calendar 
spread. Throughout the life of the October 2010 contract, 
the market price of the calendar spread consistently traded 
below its fair value. Such behavior of the spread would 
have benefited QFIIs and QDIIs seeking to create synthetic 
index funds.1 Such institutional investors could have sold 
their September contracts and replaced them with October 
contracts at a very cheap price, thereby adding incremental 
returns to their portfolios. 

Figure 3 displays the calculated results on May 24, 
2010 for the fair value price of the CSI 300 June-July 2010 
calendar spread. As small changes are made in each of 
the pricing variables affecting the calendar spread, a per-
centage change in the spread’s fair value is calculated and 
displayed. Rising interest rates and rising dividend yields 
change the spread in opposite directions. A decrease in 
the time to contract expiration also decreased the spread 
value, although this would have reversed if the difference 
in dividend yields, d

1
 - d

2
, had been negative. The results 

are typical for most calendar spreads.

Setting Calendar Spread Margins
Futures initial margins, sometimes called performance 

bonds, are normally set by global futures exchanges using 
a value-at-risk methodology in which the maximum poten-
tial loss for a contract is calculated based upon the stan-
dard deviation of price movements. Today as many as 50 
registered global exchanges and clearing organizations 
utilize the SPAN (standard portfolio analysis of risk) system 
to set margin rates. SPAN was developed originally in 1988 
by the Chicago Mercantile Exchange and offers a sophisti-
cated approach to margin setting. 

Since calendar spread orders for CSI 300 futures are not 
yet recognized by the China Financial Futures Exchange 
(CFFEX), no spread margin has yet been set. An estimate of 
this margin requirement, however, can be made as follows. 
Knowing the initial margin that applies to a single outright 
futures position (a minimum of 12 percent for a CSI 300 
future) and the standard deviations of the price changes for 
both the outright future and for a calendar spread, regula-
tors can estimate the margin for calendar spreads as: 

Calendar Spread Margin = Outright Margin x  
(standard deviation of calendar spread price changes)
(standard deviation of outright price changes)

= Outright Margin x Risk Ratio (4)

Using closing price data from the May through October 
2010 contracts, the risk ratio (ratio of standard deviations 
for calendar spread price changes to outright futures price 
changes) was found to be approximately 10.9 percent (see 
Figure 4). On average, the results suggest the minimum 
initial margin on a calendar spread for the period studied 
should be approximately 1.3 percent, as follows:

Calendar Spread Initial Margin Estimate = 
12% minimum x 10.9% = 1.3% (5)

However, the observed gradual decline in the risk ratio 
from May to October suggests a lower margin requirement 
is likely to be appropriate. In the U.S. market, the initial 
margin for a calendar spread on the S&P 500 contract (0.67 
percent) is about half this amount, while the initial margin 
for an outright contract is about 10 percent.  The risk ratio 
for the period from April 2010 through October 2010 was 
calculated for CSI 300 calendar spreads and found to decline 
significantly over this period (Figure 4). The estimated mar-
gin for these calendar spreads declined accordingly and is 
potentially a sign of a maturing market. To set the calendar 
spread margin correctly will require far more accuracy in 
the collection of pricing data for the risk ratio. In particular, 
prices of futures and the level of the index must be captured 
at the same point in time if a SPAN calculation is to be accu-
rate and reliable. Nevertheless, the estimated margins for 
the second half of 2010 appear to be converging to a level 
consistent with the more mature S&P 500 futures.

Calendar Transaction Frequency  
And Execution Costs

Because futures trading volume and its associated 
liquidity are typically largest in the contract nearest to 
expiration and decline steeply with successive contract 
maturities, calendar transactions normally involve only 
the nearest- and next-term contracts. In CSI 300 futures, 
this means calendar transactions will be typically between 
successive calendar months but not executed as single 
spread orders. As the expiration of the near-term contract 
approaches, the trading volume and open interest in the 
next-term contract rise dramatically to support rollover 
transactions (see Figure 5). In the final weeks preceding a 
futures expiration, calendar transactions dominate order 
flow in a dramatic fashion, making economical execution 
critical for the health of the market. 

Execution costs in global stock index futures markets 
are normally well below the costs to buy and sell stocks, 
and China’s markets provide no exception. CSI 300 futures 
execution costs are in the range of 1 basis point (0.01 per-

Estimated Minimum Margin Requirements  

For CSI 300 Calendar Spreads

Source:  Authors’ calculations from CFFEX data

*Standard deviation of calendar spread price changes to standard deviation of 

futures price changes

**Estimate as % of outright futures margin

CSI 300 2010 
Calendar Spreads

Risk Ratio*
Calendar Spread 

Margin**

 May-June 20.7% 2.5%

 June-July 15.7% 1.9%

 July-August 6.8% 0.8%

 August-September 6.2% 0.7%

 September-October 5.1% 0.6%

 Average for CSI 300 10.9% 1.3%

 S&P 500 Futures   0.7%

Figure 4
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cent) to buy or sell, with half of this cost coming from broker 
commissions and the balance from a charge by CFFEX. 
As a result, for CSI 300 calendar transactions not executed 
as a spread, the execution costs will simply be double this 
amount, or 2 basis points (0.02 percent). In many mature 
futures markets, an additional advantage of executing calen-
dar transactions as a single spread order is that commissions 
are even lower than for two such single orders. 

For China stocks, on the other hand, there is a commis-
sion between 0.2 percent and 0.3 percent of stock price, a 
transfer fee of 1 RMB per thousand shares on the Shanghai 
exchange and a stamp duty of 0.1 percent  for share sales. 
With these stock costs being so high relative to futures, 
institutional participants will find futures contracts provide 
an attractive way both to contain market risks and to create 
new investment strategies. 

Futures also provide additional advantages when com-
pared with stock purchases. Included among these advan-
tages are the absence of custody charges for holding pur-
chased stock, a smaller bid/ask spread and no stamp taxes 
or additional fees beyond that charged by the CFFEX. Such 
characteristics make it very attractive to acquire stock index 
exposure through long futures positions rather than through 
direct share purchases. Knowledge of this advantage has 
encouraged the development of synthetic index funds in 
other global futures markets. These synthetic funds consist 
only of cash holdings plus futures contracts.1 Such funds are 
simple to administer, low in execution costs and offer the 
potential for superior investment returns. Establishing and 
maintaining such funds, however, depends on the ability of 

the institutional sponsor to execute economically attractive 
calendar transactions as spread orders.

Potential Usage By Market Participants
Hedgers as well as speculators would likely adopt calen-

dar spread strategies should they be recognized by regula-
tory authorities. The difference between these two classes 
lies primarily in their capacity and willingness to own 
market risk. This risk capacity is reflected in the strategies 
preferred by participants in each of the two groups.

Bona Fide Hedging Strategies

Hedgers in the futures markets can be long- or short-
hedgers. Short-hedgers typically own the asset underlying 
the futures contract in physical form and seek to offset 
price declines in their assets though short futures posi-
tions. Long-hedgers, on the other hand, seek to acquire the 
underlying asset in connection with their ongoing invest-
ment activity and so use the futures contracts as an antici-
patory hedge in advance of acquiring an asset amount 
equal to the long futures purchased. Hedgers that either 
own the underlying asset or own its currency equivalent 
in cash are classified by regulators as so-called bona fide 
hedgers. Having such a designation entitles these hedgers 
to the benefit of lower initial margin requirements.

Each type of bona fide hedger has a periodic need to 
execute calendar spread orders. For long-hedgers, this 
need arises as a futures expiration date is approached, 
creating a need to replace an existing long position in the 
near-term contract with an equivalent size position in the 
next-term contract. For short-hedgers, a similar need exists 
only from an existing short futures position.

Long-Hedger Example: A CSI 300 index fund man-
ager holds RMB 20 million in CSI 300 June 2010 futures 
together with RMB 20 million in cash. The combination 
is economically equivalent to owning RMB 20 million in 
a CSI 300 index fund of stocks. In the days just prior to the 
expiration of the June contract, the manager will need to 
close out the existing June contracts and re-establish a new 
position in the July 2010 contract on a one-for-one basis. 
To accomplish this, the manager should enter a calendar 
spread order for the closing sale of the June contracts and 
the opening purchase of July contracts at a specified price 
difference, or spread. The manager would seek to execute 
the spread at a level at or below the spread fair value.

Short-Hedger Example: A QFII manager has a RMB 
50 million portfolio of stocks having a broad exposure 

Figure 6

Calendar Spread 

Participants

Transaction 

Horizon
Motivation Typical User

 Long-Hedgers
 

Acquire a price now as protection against a price rise Longer term
 Synthetic index fund managers, 

    QFIIs, QDIIs

 Short-Hedgers Acquire a price now as protection against a price decline Longer term QFIIs, QDIIs, money managers

 Speculators Acquire a price spread in anticipation of a favorable change Short term Individuals, traders, hedge funds 

Calendar Spread Market Participants

Figure 5
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to China A shares. In late July 2010, the manager fears a 
market decline in the next six months and sells RMB 50 
million of CSI 300 August futures. As the expiration date of 
these contracts is approached, the manager must switch 
the hedge into September 2010 contracts. This would be 
done by entering orders to execute calendar spreads, buy-
ing to close the August 2010 futures and selling to open the 
September 2010 futures at a specified price difference. The 
manager would seek to execute the spread at a level at or 
above the spread fair value.

Whether a bona fide hedger is long or short futures, 
there is a need to execute spread orders at economical 
levels that do not degrade returns. As long as calendar 
spread orders remain unrecognized in CSI 300 futures, the 
substitution of a new contract for one expiring will remain 
inefficient and risky. 

During trading days in an expiration month, large trad-
ing volumes and changes in open interest appear as inves-
tors establish positions in the contract for the next month 
(Figure 5). These significant changes often distort futures 
closing and settlement prices so that actual market-level 
executions for calendar spreads become difficult to dis-
cern. To avoid such data aberrations, futures prices used to 
compute realistic calendar spreads were typically limited 
in this research to dates prior to the first day of the expira-
tion month. Such a caution is consistent with the approach 
to data analysis taken by other authors.2 

Speculator Strategies

Speculators, the second class of participants in calendar 
spreads, are often defined by regulators as any party that is 
not a bona fide hedger. Such parties have no commercial 
reason for acquiring or disposing of the asset underlying 
the futures contract. Instead, this class of investors seeks to 
make a short-term profit by simultaneously taking a long 
and short position in the futures in anticipation of a move-
ment in the pricing difference between the two contracts. 
In this case, the risk of price spread differences is assumed 
knowingly. Examples of speculators include individuals, 
professional traders and hedge funds, each taking futures 
positions that will profit directly from a rise or decline in the 
spread. It is typically the case that speculators and hedgers 
act on opposite sides of transactions as risk is assumed by 
one party and shed by the other. Successful futures mar-
kets depend on both types of market participants. 

As an example of how speculators use calendar spreads, 
consider the following. A speculator observing a price differ-
ence between the near- and next-term contracts can profit 
by taking simultaneous long and short opening positions 
and waiting for a favorable change in the spread. To acquire 
the position, the speculator might instruct a futures broker 
to sell a near-term contract and buy a next-term contract at 
a specified spread. Such calendar spreads are not typically 
held by speculators for a long period of time. Assuming the 
spread is under its fair value and that the spread shortly 
widens, the speculator can then reverse out of the spread, 
closing both contracts and realizing a profit. 

As a second example, consider the use of a reverse cal-

endar spread (Figure 7). A trader sells a new September-
October reverse calendar spread on Sept. 7, 2010 and 
unwinds it on Sept. 15, 2010, prior to the September expira-
tion. The trader would first execute an opening purchase of 
the September contract and an opening sale of the October 
contract. Based upon closing prices for CSI 300 futures 
contracts, the net credit for this position based upon Sept. 
7, 2010 closing prices would have been 12.20 index points. 
On Sept. 15, 2010, the calendar spread would be offset by 
executing a closing sale of the September contract and a 
closing purchase of the October contract. Using market 
data for this transaction on Sept. 15, 2010 (Figure 7), the 
spread would be unwound at a debit of 9.60 for a net profit 
of 2.60 index points (RMB 780), before commissions. The 
annualized return would have been 4.5 percent. Only the 
initial margin would have been posted with the exchange 
prior to placing the order. 

As a third example, consider the calendar spread as a 
transaction on a forward interest rate. Because three-month 
calendar spreads contain an implied three-month forward 
interest rate, it is possible in some futures markets to trade 
calendar spreads against forward rate agreements or futures 
contracts containing forward rates. In the U.S. market, for 
example, the calendar-spread-implied forward rate can be 
calculated from a market-observed spread and compared 
with the three-month forward rate embedded in a euro-

Figure 7
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Order Contract Closing Price

 Sell to Open Oct-10  3008.80

 Buy to Open Sept-10 -2996.60

 Credit on  7-Sept-10 12.20

Net Results for Reverse Calendar Spread 

Spread Pro�t (Index Points)   2.6

Spread Pro�t (RMB)  780

Annualized Return        4.5%

Order Contract Closing Price

 Buy to Close Oct-10  -2929.60

 Sell to Close Sept-10 2920.00

 Debit on  15-Sept-10 -9.60

Unwind Reverse Calendar Spread on Sept. 15, 2010

Sell a Reverse Calendar Spread on Sept. 7, 2010
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dollar contract. If the difference in these rates is high and 
thought to narrow, the calendar spread could be sold and 
eurodollar futures sold to hedge. A narrowing of the interest 
rate differential produces a profit when the hedge is offset.

The presence of a forward rate in a calendar spread can 
be seen as follows:

Fair Value Calendar Spread = 
I

o
 [(d

1
 x t

1
 - d

2
 x t

2
) + (r

2
 x t

2
 - r

1
 x t

1
)]� (6)

which can be rewritten as:

FV Calendar Spread =
 I

o
 [(d

1
 x t

1
 - d

2
 x t

2
) + r

f
 x (1+ r

1
 x t

1
)]� (7)

where r
f
 = forward rate for a period (t

2
 - t

1
) in length

The implied forward rate for the September-October 
2010 CSI 300 calendar spread is computed and displayed 
in Figure 8.

Final Comments
Calendar transactions in China’s new CSI 300 futures 

are not presently executed as a single order based upon 
a pricing spread. This is not the case in most global 
futures markets where spread orders are officially recog-
nized and essential to the economical implementation 
of retail as well as institutional investment strategies. 
Allowing spread transactions in futures markets has 
proved a critical practice by futures exchanges seeking 
to provide needed liquidity and price stability. Both to 
attract and retain professional global market participants 
and to facilitate retail investment strategies, history sug-
gests China’s regulators and the China Financial Futures 
Exchange will soon want to support the proper recogni-
tion of calendar spread orders together with their associ-
ated suitable margin requirements. 

Figure 8

Implied Forward Rates
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Endnotes
1 Slivka, R. and X. Li. “Hedging And Synthetic Funds Creation In The China Market,” Journal of Indexes, September/October 2010, pp. 50-55.
2 Frino, A. and M.D. McKenzie, “The pricing of stock index futures spreads at contract expiration,” Journal of Futures Markets, 2002, 22 (5), pp. 451-69.

mixes evaluated earlier? Would they have improved on the 
real returns generated? Would they have improved on the 
experience of the last 10 years?

Introduction of the more diverse equity approaches had 
a material positive impact on the balanced portfolios stud-
ied earlier. Figure 13 illustrates the 10-year improvements 
in real returns ranged from 0.5 percent per annum for the 
20/80 balanced fund to 2.0 percent  for the 80/20 portfolio. 
For a 100 percent equity portfolio, the improvement was 
2.5 percent per annum. Again, while balanced returns still 
lagged long-term averages (it is impossible to fully mitigate 
the dramatic declines for the decade), annualized real 
returns of 2.1 percent to 3.5 percent over 10 years for the 
above balanced allocations compound over time to gener-
ate real wealth to help defray projected liabilities.

Conclusions
The fundamentals of core investing were severely tested 

over the last decade. Investors lost sight of the linkage between 
growth in assets and projected liabilities in developing return 
objectives; they were lured by the promise of unsustainable 
equity returns to increase risk exposures in their portfolios; 
and in many cases, were misled to believe that traditional 
indexes and active funds provided prudent levels of diver-
sification. While the dramatic declines adversely impacted 
most investors, this paper illustrates how a core investment 
approach could have mitigated much of the pain inflicted. 
Disciplined adherence to the key tenets of a core investment 
approach—setting realistic expectations, establishing sus-
tainable asset allocations, and prudent diversification—will 
continue to provide investors a tried and true approach to 
achieve their long-term objectives.

Endnotes
1 Brinson, Hood, and Beebower, “Determinants of Portfolio Performance,” Financial Analysts Journal, July/August 1986, pp 39-44
2 Ibbotson and Kaplan, “Does Asset Allocation Policy Explain 40, 90, or 100 Percent of Performance?” Financial Analysts Journal, January/February 2000, pp 26-33
3 Investment Company Institute 
4 Ibid.

Fleites continued from page 16
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sentative passive exposure is hedge funds. And even when 
an asset class does provide a way to get passive expo-
sure, there are likely times when an active approach 
may still be more appropriate. For example, an inves-
tor who’s interested in being more selective within a 
particular market segment may be better off using an 
active approach to get the desired exposure. In an ideal 
world, an investor with a very-long-term time horizon 
that can tolerate the market fluctuations would likely be 
better off with a passive approach. Unfortunately, most 
investors don’t live in the ideal world, so a blended 
approach may be better to keep investors on track with 
their long-term objectives.

Ian Ayres, William K. Townsend  

Professor of Law, Yale Law School

JOI: Is buy-and-hold dead? 

Ayres: No, not for the many retail inves-
tors. Buy-and-hold strategies that don’t try to time the 
market still have great power, but it’s not an equilib-
rium strategy for all investments. There have to be—and 
the market will naturally supply—informed traders who 
investigate and make a more nuanced trade. But to say 
that you’re not timing the market doesn’t mean that you 
shouldn’t time yourself and pay attention to where you 
are in your own life’s arc. 

JOI: Are investors allocating too much to alternatives?

Ayres: No, as a general matter. Theory suggests that to 
diversify risks across assets requires people to hold a vari-
ety of different kinds of risk. It’s especially true that you 
should hold some real estate, and you should hold some 
foreign equity risk. Those are the two things that probably 
people are light on. 

JOI: Are commodities part of a core investment philoso-

phy? What about international fixed-income and hedge 

funds? Are these the types of things that should be in 

every portfolio?

Ayres: International fixed income probably should be 
in your portfolio. It helps you diversify into a different 
kind of risk that you might not be exposed to otherwise. 
But I’m more agnostic as to whether commodities are a 
diversifying asset. Do they play a nonspeculative role? 
I think the jury is still out. As for hedge funds, I’m even 
more skeptical or agnostic. Hedge funds mean so many 
different things; many of them are actively managed 
in ways that are not respectable from a diversification 
standpoint. There may be some hedge funds that have 
a particular approach that gives you access to a positive 
outcome or a different way to diversify risk, but I think 
the world is coming to be more and more skeptical of the 
need to hold hedge funds in your portfolio. 

JOI: How long is long term?

Ayres: Long term is as long as you are going to live and/
or as long as people you care about are going to live. 
If you are in a position where you’re likely to just use 
your own assets for your own retirement, then the long 
term is concerned with when you are going to use those 
assets. But if you are in a position where you’re likely to 
leave a bequest to your children, the long-term concerns 
when they are likely to start consuming those assets. 

[My “Lifecycle Investing” co-author] Barry Nalebuff 
and I have argued that in addition to diversifying the 
risk across assets, it’s very powerful to diversify risk 
across time. For people who are making the bequests, 
they should consider giving the gift of diversification by 
exposing some of that bequest to stock market risk to 
help the next generation. 

JOI: Should investors ever allow short-term performance 

to affect their investment decisions? 

Ayres: Yes. If they need to consume their portfolio in the 
short term, they should be thinking about the short-term 
risk of that portfolio in order to match the portfolio to their 
consumption profile. 

Another possible meaning of the question is, are there 
credible ways to change your portfolio based on perfor-
mance? I think that the answer there is probably yes, but 
what I would favor doing first and foremost is looking at 
the VIX, the volatility index. When that measure of per-
formance [indicates we are going] into scarier times, it is 
reasonable to not dump all your stock, but to reduce your 
exposure to the stock market. 

JOI: Is active investing using passive products any better 

than stock picking?

Ayres: Yes, because it’s probably going to give you more 
asset diversification. If you’re choosing bundles of stocks 
where you’re actively choosing to shift the proportion of 
your portfolio that’s in an emerging markets passive index 
versus the Russell 2000 passive index, that’s almost cer-
tainly going to be doing better than stock picking. Those 
passive indexes are going to have so many stocks in them 
individually, that you’re going to do a better job on the 
diversification front.

JOI: Is passive investing appropriate with every asset class?

Ayres: There certainly is a place for passive investing 
for many retail investors. I am largely a passive inves-
tor. I come in once or twice a year, and I rebalance my 
portfolio, paying attention more to where I am in my life 
and how I’m doing financially than to my beliefs about 
the market. 

I do think that there is a role for some active investing 
based on the VIX and PE ratios, but I’m fairly skeptical 
about doing it on an individual stock basis. 

Roundtable continued from page 40
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portfolio, respectively;  ;             r
d c

�2 d,f,c  represents their respective variances; and d                 rcovdf,dc,fc represents the respective covariances among the returns on the domestic bonds, interna-

tional bonds and the currency basket. 

6  For the purposes of this and other analyses in this paper, we define the returns of each asset class as follows: U.S. stocks are represented by the Dow Jones Wilshire 5000 

Index through 2005 and the MSCI US Broad Market Index thereafter. U.S. bonds are represented by the Barclays Capital U.S. Aggregate Bond Index. International stocks are 

represented by the MSCI World ex USA Index through 1987 and the MSCI All-Country World Index ex USA thereafter. International bonds are represented by the Citigroup 

World Government Bond Ex-US Index through 1989 and the Barclays Capital Global Aggregate ex-USD Bond Index thereafter. 

7  Actively managed global bond portfolios may partially hedge their exchange-rate exposure as part of a currency overlay strategy. This paper considers only passively man-

aged international bond portfolios. 

8  Because investing in unhedged international bonds has a direct impact on the allocation to international equities, investors choosing to invest in international bonds should 

carefully consider the consequences to their entire portfolio. For more on the decision to invest in international equities, see Vanguard’s research paper “Considerations 

for International Equity” (Philips, 2009). 

9  The return volatility of a global bond portfolio is a function of the volatility of the U.S. portion of the portfolio, the volatility of the local-currency international bond returns, 

the volatility of the international bonds’ currency basket, and the covariances among those components. See endnote 5 for the equation outlining the relationship.

10  Generally speaking, a U.S. pension following a liability-driven investment strategy would use long-duration U.S. bonds to minimize tracking error relative to its pension 

liability. International bonds are inappropriate for this investment objective unless the pension liability is computed using an international reference rate or contains a 

foreign currency component (or both). For additional discussion on investing using a liability-driven strategy, see Vanguard’s research paper “Liability-Driven Investing: 

A Tool for Managing Pension Plan Funding Volatility” (Stockton, Donaldson, and Shtekhman, 2008).

11 For more on Vanguard’s outlook for the U.S. fixed-income market, see Vanguard’s “Economic and Capital Markets Outlook” (Davis, Wallick, and Aliaga-Díaz, 2010).

12  For more on the decision of whether to hedge currency in an international stock portfolio, see Vanguard’s research paper “Currency Management: Considerations for the 

Equity Hedging Decision” (LaBarge, 2010).

13  The international fixed-income market, and thus any index that tracks it, consists mainly of government-issued securities. The Barclays Capital Global Aggregate ex-USD 

Bond Index, for example, is about 20 percent corporate securities; by contrast, corporates make up more than half of the Barclays Capital U.S. Aggregate Bond Index. Many 

foreign corporations use other means (e.g., bank loans) for their financing needs.

14  Since 1985, dollar returns have explained less than 6 percent of the variance in U.S. stocks and bonds (measured as the R-squared between security returns and those of 

the Federal Reserve’s trade-weighted dollar index), while the movement of the dollar explained 80 percent of unhedged international bonds’ returns, making them a much 

better hedge against adverse dollar scenarios. Over the same period, U.S. stocks and bonds returned 1.4 percent and 0.9 percent, respectively, on average, during months 

in which the dollar declined by more than 1 percent. Unhedged international bonds returned 3.5 percent during those same months.  Note: R-squared refers to a measure 

of how much of a security’s past returns can be explained by the returns from a given index.
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Indexes Indicate  
US Housing Slump

U.S. home values slid about 4 per-
cent in the last quarter of 2010 com-
pared with the previous year, the 
worst performance since mid-2009, 
according to the December S&P/
Case-Shiller Home Price Index.

The Case-Shiller report, released 
in late February, showed that home 
prices are hovering around their 
2009 trough in most regions. In 11 
of the 20 cities surveyed, prices have 
even forged new lows; a trend that 
has many analysts suggesting more 
downside is still to come.

The U.S. housing market was at the 
center of the credit crisis that triggered 
the worst economic downturn the U.S. 
has seen since the 1930s. The latest 
Case-Shiller data adds fodder to con-
cerns that U.S. economic growth is still 
wavering and that the global economic 
recovery remains on shaky ground 
amid persistent unemployment and, 
more recently, rising oil prices.

Both the 10- and 20-City monthly 
composite indexes showed that home 
values dropped last year compared with 
2009. What’s more, the number of cities 
forging new lows since their 2006-2007 
peaks has increased in each of the past 
three months. Year-over-year, only San 
Diego and Washington, D.C. saw any 
improvement, with 12-month gains of 
1.7 and 4.1 percent, respectively; for the 
month of December, only Washington 
had a positive return, at 0.3 percent.

For both monthly composite indexes, 
December marked the seventh straight 
month that values moderated from their 
previous year’s levels. They are now 
more than 30 percent below their mid-
2006 highs, with average home prices 
across the country back to levels not 
seen since the beginning of 2003.

All in all, the 10- and 20-City compos-
ites are just 3.9 and 2.3 percent above 
their 2009 trough levels, compared with 

much higher readings last July of 7.9 per-
cent and 6.9 percent, respectively.

RAFI, Russell Partner On Indexes
In late February, Research Affiliates 

and Russell Investments launched a 
series of 24 “alternative beta” funda-
mental indexes that use measures of 
company size, rather than market capi-
talization, to weight their components.

The new lineup of indexes marks 
Russell Investment’s latest foray into 
alternative indexing; the firm has part-
nered with Indxis and Axioma to create 
other nontraditional index families.

Research Affiliates and Russell 
Indexes inked a deal last June to 
develop the new Russell Fund- 
amental Index Series. It’s the sec-
ond major partnership for Research 
Affiliates, which created a pioneer-
ing alternatively weighted line of 
indexes with the London-based 
financial data and analytics firm, 
FTSE, in 2005.

The new Russell products use 
three weighting criteria: adjusted 
sales; retained operating cash flow; 
and dividend payouts plus share 
buybacks. By contrast, the FTSE 
RAFI family, which forms the basis 
for ETFs from Invesco PowerShares, 
uses four criteria: book value; cash 
flow; sales; and dividends.

Despite its growing lineup of alter-
native indexes, Russell still believes 
that traditional market-cap-weighted 
products should play a central role 
in ETF investing, stating in a press 
release that cap-weighted indexes are 
the “best-suited” for benchmarking 
and are suitable as the underlying 
indexes for investable products.

Alternative indexing is a small but 
growing corner of the ETF world. 
Since the first FTSE RAFI products 
began trading in 2005, the assets 
in nonmarket-cap-weighted funds 
have grown to $60 billion.

Stoxx Debuts  
Global Index Family

Stoxx announced in February that 
it was launching a new family of more 
than 1,200 indexes covering the global 
equity markets. The index provider 
has undertaken a significant expan-
sion of its international business since 
ties with former part-owner, Dow 
Jones, were severed in late 2009.

The new Stoxx global index fam-
ily covers global markets; the broad 
regions of the Americas, Europe, Asia 
and the Pacific; as well as the subre-
gions of Latin America and BRIC 
(Brazil, Russia, India and China).

All Stoxx’s broad regional indexes 
are broken down into a comprehen-
sive set of supersector indexes that fol-
low the industry classification bench-
mark. Blue chip indexes are also avail-
able for individual countries.

To complement the new global 
index family, Stoxx has launched 
several new strategy indexes. These 
cover regions as well as countries, 
and include risk-based indexes and 
several short and leveraged indexes.

The universe for the whole family 
of indexes is called the Stoxx global 
TMI and covers more than 95 per-
cent of the world’s free-float market 
capitalization. All indexes are float-
adjusted and available in price, net 
and gross return versions in both 
euro and U.S. dollars.

The component weightings of all 
blue chip indexes are capped at 10 
percent of each index’s total free-
float market capitalization.

PowerShares, SPDRs 
Declare Détente

In mid-February, Invesco Power- 
Shares and Select Sector SPDRs settled 
their lawsuit involving ticker symbols 
on nine small-cap sector ETFs that 
bore resemblance to the tickers of the 
popular family of large-cap sector ETFs 
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marketed by State Street Global 
Advisors. Financial terms of the settle-
ment, if any, weren’t disclosed.

The Select Sector SPDRs track nine 
sector subindexes of the S&P 500. 
The PowerShares offering, launched 
in April 2010, divides the S&P 600 
small-cap index into the same nine 
sectors. The tickers on the two sets 
of ETFs are identical, save for an 
“S” PowerShares added to the end of 
each of its funds’ tickers. SPDR, the 
trademark holder of the SSgA tickers, 
sued PowerShares in July 2010, char-
acterizing the similarity as a “deliber-
ate and unconscionable act on the 
part of PowerShares to confuse both 
institutional and retail investors.” 
SSgA, the sponsor of the SPDR funds, 
wasn’t involved in the dispute.

PowerShares stated in a press 
release that its intention was merely to 
make it easier for investors to identify 
the small-cap tickers. 

The suit was filed in the U.S. 
District Court in Houston against 
PowerShares Exchange-Traded Fund 
Trust II; Invesco PowerShares Capital 
Management, LLC; and Invesco 
Distributors, Inc., according to a press 
release last summer from Select Sector 
SPDRs. It invoked Section 43 of the 
Federal Trademark Act as well as the 
common law of the state of Texas.

The PowerShares SmallCap Sector 
ETFs began trading under the new 
tickers in March; all other attributes of 
the products remain unchanged. The 
sectors, their old tickers and their new 
tickers are as follows:
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ETF Assets May Hit  
$2 Trillion By 2013

Assets in exchange-traded prod-
ucts are on track to increase 20 to 
30 percent a year around the world 
over the next three years, and could 
hit $2 trillion in the U.S. by late 2013, 
BDDPSEJOH�UP�#MBDL3PDL�

Globally, ETP assets could reach $2 
USJMMJPO� CZ� FBSMZ� ����
� UIF� /FX� :PSL�

based money management firm said 
in a report released in early February. 
It said 3,503 products from 168 pro-
viders were trading on 50 exchanges 
around the world at the end of 2010. 
Assets totaled $1.482 trillion com-
pared with $1.156 trillion in 2009.

Factors driving the expansion 
include the growing number and 
types of indexes covered; more active 
marketing of ETFs by online brokers; 

greater involvement by fee-based 
advisors; and the growing number 
of exchanges planning to launch 
new ETF trading segments, Deborah 
'VIS
� #MBDL3PDL�T� HMPCBM� IFBE� PG�

research and implementation strat-
egy, noted in the report.  The report 
also cited regulatory changes in the 
U.S., Europe and emerging markets 
that allow funds to make larger allo-
cations to ETFs.

Last year, total assets in U.S. ETPs 
topped the $1 trillion mark for the first 
time. While most of those assets are in 
ETFs, the total ETP tally includes other 
structures, such as trusts, partner-
ships, commodity pools and notes.

INDEXING DEVELOPMENTS
Russell Launches  
Stability Indexes

Russell Investments in early Feb- 
ruary rolled out a series of indexes that 
zooms in on “stability,” which it char-
acterizes as a third dimension of invest-
ment style that blends various funda-
mental factors with market volatility.

The methodology takes into account 

Assets in exchange- 
traded products are 
on track to increase 
20 to 30 percent a year.
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News
variables such as leverage, return on 
assets and earnings at a company level, 
as well as short- and long-term stock 
market volatility, the Seattle-based 
company said in a press release. The 
cap-weighted benchmarks are created 
by splitting existing Russell indexes in 
half based on quality and volatility char-
acteristics. What the company deems 
as the more “stable” half becomes the 
Defensive Index, with the less stable 
half called the Dynamic Index. 

The securities in the dynamic mix 
not only tend to be more exposed 
to risk, they also tend to outperform 
their “defensive” counterparts in 
times of fast upward market action. 
Those in the defensive portfolio per-
form better in weak market environ-
ments, the company said.

At launch, the new lineup includ-
ed the U.S. Large-Cap Russell 1000 
Defensive and Russell 1000 Dynamic, the 
U.S. Small-Cap Russell 2000 Defensive 
and Russell 2000 Dynamic, and the U.S. 
Broad Market Russell 3000 Defensive 
and Russell 3000 Dynamic indexes.

HKSE Debuts Volatility Index
Hang Seng Indexes Co. Ltd. debuted 

the HSI Volatility Index, or VHSI, in 
February. The new index is actually 
based on the same methodology as 
the well-known CBOE Volatility Index, 

or VIX; HSI licensed the methodology 
from the U.S. options exchange and 
S&P, according to a press release.

Like the VIX, the VHSI seeks to 
measure the volatility of the underly-
ing stock market based on the bid/
ask quotes of the benchmark index’s 
options; however, instead of using S&P 
500 options as the VIX does, the VHSI 
uses options tied to the Hang Seng 
Index. The options trade on Hong 
Kong Exchanges and Clearing Ltd. 

According to the press release, CBOE 
and S&P have partnered to license the 
VIX methodology and calculation to 
exchanges around the world, such as 
the NYSE Euronext and exchanges in 
Taiwan, India, Australia and Canada.  

Rogers Brands  
New Resources Index

An announcement in February 
highlighted the recent collabora-
tion among CITIC Carbon Assets 
Management, Banco Bilbao Vizcaya 
Argentaria and famed commodities 
investor James Rogers. 

Rogers and CITIC worked together 
to create the Rogers Global Resources 
Equity Index family, which targets glob-
al natural resources companies. BBVA, 
meanwhile, has licensed the index for 
use underlying investable products.

The index series, according to the 

press release, covers traditional as 
well as “alternative” natural resources. 
Reuters reports that the main index has 
200 components that fall into five main 
buckets: agriculture; forestry; energy; 
metals & mining; and alternative ener-
gy. The original press release notes 
that the family also includes an equal-
weighted investable “core” subindex.

Components are chosen using  
quantitative and qualitative factors, with 
liquidity, business activities, business 
stability and consumption patterns all 
playing a role, the press release said.

MSCI, S&P Leave  
GICS Unchanged

The annual 2010 review of 
the Global Industry Classification 
Standard (GICS) developed and 
used by Standard & Poor’s and MSCI 
did not result in any changes to the 
structure for 2011, according to an 
announcement issued in March.

The purpose of the annual review is 
to allow the classification structure to 
continue to evolve along with the global 
stock market in the interests of accu-
rate representation. Each year, MSCI 
and S&P review the standard and then 
solicit comments from market partici-
pants. However, this year’s process did 
not identify any necessary adjustments, 
the press release indicated.

Launched in 1999, GICS’ four-
tiered structure covers 10 sectors, 24 
industry groups, 68 industries and 154 
subindustries.

FTSE Teams Up For  
China A-Shares Index

FTSE and Value Partners Index 
Services Ltd. rolled out the FTSE Value-
Stocks China A-Share Index in February.

The index targets value stocks from 
the China A-Shares stock market, select-
ing them based on P/E ratio, dividend 
yield, return on equity, operating profit 
margin, leverage and what the firms 
term “a unique contrarian factor.” The 
final criterion is included in order to 
steer the index away from stocks given 
consensus “buy” ratings by analysts, 
which tend to underperform the mar-
ket, according to FTSE’s website.

Hang Seng Indexes Co. Ltd. debuted the  
HSI Volatility Index, or VHSI, in February.
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The FTSE-Value Partners collabora-
tion—which combines Value Partners’ 
value investing methodology with FTSE’s 
index methodology framework—had 
already produced three indexes cover-
ing China, Korea and Taiwan; the China 
A-Shares market is unique because it is 
closed to foreign investors unless they 
possess a qualified foreign institutional 
investor designation. 

Citigroup Bond Index  
Targets MENA Region

The Citigroup Middle East and 
North Africa Broad Bond Index 
launched in early February, according 
to an index guide from Citigroup. 

The new benchmark covers Algeria, 
Bahrain, Djibouti, Egypt, Ethiopia, Iraq, 
Israel, Jordan, Kuwait, Lebanon, Libya, 
Morocco, Oman, Palestinian Territory, 
Qatar, Saudi Arabia, Tunisia, United 
Arab Emirates and Yemen. At launch, 
the largest country weightings were in 
Qatar, at 31.09 percent; the UAE, at 30.93 
percent; and Lebanon, at 16.23 percent.

The index’s components include 
investment-grade and high-yield 
bonds that are denominated in U.S. 
dollars and issued by corporations or 
governments. Components must have 
a minimum outstanding value of $250 
million and be rated at least a C by 
S&P or Moody’s.

The index covered 107 individual 
issues at launch.

S&P Debuts ‘Dynamic Roll’ 
Sector Indexes

In mid-February, S&P debuted the 
S&P GSCI Dynamic Roll Sector index-
es. The new subindexes include the 
energy, agriculture, industrial metals, 
precious metals and livestock sectors. 

S&P’s Dynamic Roll methodology 
allows the indexes to roll into the opti-
mal futures contract rather than just 
rolling into the front-month contract, 
as is the case with traditional com-
modities futures indexes, including 
the S&P GSCI. In times of backwarda-
tion, the indexes will roll into the front-
month contracts, but roll into later-
dated contracts when their respective 
sectors are in contango. 

Contango is a regularly occurring 
phenomenon in the commodities 
market, but it’s becoming more com-
mon to see indexes that are designed 
to combat its effects via rules-based 
methodologies.

New DJ Index Targets EM 
Infrastructure

Dow Jones and Brookfield Asset 
Management kicked off March with 
the rollout of the Dow Jones Brookfield 
Emerging Markets Infrastructure Index. 
Component companies are domiciled 
in emerging markets and own infra-
structure assets, a press release said.

The two firms have collaborat-
ed to create a full lineup of global 
infrastructure indexes. The press 
release describes “infrastructure 
assets” as those connected with 
“airports, toll roads and rail; ports; 
communications; electricity trans-
mission and distribution; oil and 
gas storage; transportation; and 
water.” Component companies in 
the emerging markets index must 
generate at least 50 percent of their 
estimated cash flows from those 
assets in order to be eligible for 
inclusion, in addition to meeting 
size and liquidity requirements. 

The index has a modified float-
adjusted market-capitalization weight-
ing scheme that resets the weights of 
any outsized components back to 10 
percent quarterly, the press release 
said. At launch, it had 71 components.

S&P Launches Multi-Asset  
Risk-Reward Indexes

February saw the launch of the S&P 
Balanced Equity and Bond indexes, 
which track both equity and fixed income, 
with those two asset classes weighted to 
reflect certain risk-reward targets.

The index family currently includes 
three benchmarks—designated con-
servative, moderate and growth—that 
allocate different weights to the S&P 500 
Index and the S&P/BGCantor 7-10 Year 
U.S. Treasury Bond Index. The conser-
vative index targets a 25 percent equi-
ties/75 percent Treasurys mix, while 
the moderate index allocates evenly 

between the two asset classes and the 
growth index targets a 75 percent equi-
ties/25 percent Treasurys allocation.

The indexes are rebalanced every 
quarter, with the weightings reset to 
their original positions at that time.

BarCap Debuts  
EM Currency Indexes

In late February, Barclays Capital 
trotted out two brand-new currency 
indexes targeted at the institutional 
investor market. 

The Barclays Capital Dynamic 
Long/Neutral Global Emerging 
Markets Index and the Barclays 
Capital Dynamic Long/Short Global 
Emerging Markets Index (Dynamic 
GEMS) are designed to address the 
tendency of emerging markets cur-
rencies to experience sharp declines 
during high-risk market events, 
according to a press release. 

Depending on the levels of risk 
exhibited by emerging market cur-
rencies as measured by the Barclays 
Capital EM FX Risk Index, the two 
indexes will adjust their positions in 
one-month cash-settled FX forward 
contracts. The long/short index takes 
all long or all short positions in the 
currencies with respect to the U.S. 
dollar, while the long/neutral index 
takes all long or all neutral positions, 
the company’s website said. 

The indexes cover the currencies 
of Argentina, Brazil, Chile, Colombia, 
Hungary, India, Indonesia, Mexico, 
the Philippines, Poland, Russia, 
South Africa, South Korea, Thailand 
and Turkey. 

Structured Solutions  
Unveils More Indexes

February saw the launch of a bevy 
of new indexes from European index 
provider Structured Solutions AG. 

The most interesting is perhaps 
the Solactive E7 Index, which covers 
the largest stocks in what some have 
termed the “Emerging 7”—a twist 
on the G7 concept, the press release 
noted. The countries included in this 
list are the four BRIC countries and 
Indonesia, Turkey and Mexico, and 
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the index includes 28 stocks, com-
prising the four largest companies 
from each country. The new bench-
mark underlies an index certificate 
issued by Deutsche Bank.

The Solactive Copper Mining Index 
is a 10-component, equal-weighted 
global index targeting leading cop-
per mining companies; it underlies a 
certificate issued by Bank Vontobel. 
Meanwhile, the Solactive Gold and 
Silver Developer Index has 15 com-
ponents and focuses on junior min-
ers; Société Générale has issued a 
certificate tracking the index.

Two other narrow-based indexes 
cover Internet-based social net-
working companies and the German 
automobile sector; they underlie 
certificates issued by SocGen and 
Deutsche Bank, respectively.

AROUND THE WORLD OF ETFs
Vanguard Cuts Fees On 6 ETFs

Vanguard Group announced in late 
February that it had cut the price of the 
Vanguard MSCI Emerging Markets ETF 
(NYSE Arca: VWO) by 18 percent. It 
also slashed expense ratios on five other 
ETFs, saying the cuts reflect greater effi-
ciencies in the way it runs the funds.

VWO now costs 0.22 percent—

compared with 0.27 percent previ-
ously—making it the cheapest broad-
market emerging markets ETF.

The other Vanguard ETFs that saw 
their expense ratios lowered include:
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(NYSE Arca: VT) to 0.25 percent 
from 0.30 percent
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First Trust Debuts  
Smart Phone ETF

First Trust rolled out in mid-Feb-
ruary its so-called smart phone ETF 
that’s focused on technology com-
panies specializing in devices like 
J1IPOFT�PS�#MBDL#FSSZT�

The First Trust Nasdaq CEA 
Smartphone Index Fund (Nasdaq 
GM: FONE) tracks the Nasdaq OMX 
CEA Smartphone Index, a benchmark 
focused on information technology and 
telecommunications. FONE comes with 
a 0.70 percent annual expense ratio.

The benchmark includes companies 
involved in everything from hardware 
manufacturing to operating systems, 
to software and service names associ-
ated with the development, sales and 
use of smart phones. The index is a 
modified equal-dollar-weighted index 
comprising some 80 securities, accord-
ing to its recent filing with the Securities 
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percent of the portfolio is allocated to 
“handset” companies that manufacture 
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applications/hardware components” 
and the final 10 percent to wireless net-
work “providers,” the filing said.

ProShares Launches  
‘UltraShort’ TIPS ETF
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geared ETF focused on the Treasury 
inflation-protected securities market. 
The new product provides investors 
double the inverse of the daily returns 
PO�BO�JOEFY�PG�5*1T�

The launch comes at a time when 
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Treasurys market will move downward 
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recovery. The aftermath of the market 
crash of 2008-2009 has been character-
ized by fits and starts of recovery, and 
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to be better tools ahead of, instead of dur-
ing, a spike in inflationary pressures.
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expense ratio of 0.95 percent, accord-
ing to information on the com-
pany’s website. The ETF is tied to 
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DB Suspends DAG Creations
As of Feb. 15, Deutsche Bank suspend-
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Traded Note (NYSE Arca: DAG), but 
noted that redemptions of the notes 
won’t be affected by its decision.

Deutsche Bank didn’t provide a rea-
son for its decision in a press release, 
and an official at the bank in New York 
declined to comment beyond that state-
ment. However, industry sources believe 
exposure the ETN held to corn, wheat, 
soybeans and sugar futures approached 
limits that might attract the attention of 
regulators at the Commodity Futures 
Trading Commission. Halting creations 
was a way for Deutsche Bank to avoid 
any regulatory problems.

The move may cause the leveraged 
&5/�BOE�JUT��������NJMMJPO�JO�BTTFUT�BT�
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fund, as it will now have a finite num-
ber of outstanding shares. 

Global X Unveils ASEAN ETF
In mid-February, Global X launched 
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�

which provides exposure to the rapidly 
growing economies of Southeast Asia.
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In 1967, Indonesia, Malaysia, the 
Philippines, Singapore and Thailand 
formed the Association of Southeast 
Asian Nations, or ASEAN, to foster 
economic and cultural cooperation 
among Southeast Asian countries. 
Today the organization also includes 
Brunei, Cambodia, Laos, Myanmar 
and Vietnam.

Just prior to launch, the Global 
X FTSE ASEAN 40 ETF (NYSE Arca: 
ASEA) was most heavily weighted 
toward Singapore (41.19 percent), 
followed by Malaysia (32.82 percent), 
Indonesia (14.77 percent), Thailand 
(10.58 percent) and the Philippines 
(0.61 percent).

Financials is ASEA’s largest sector, 
with 43.55 percent of assets under 
management; followed by telecom-
munications, with 15.62 percent; and 
industrials, at 14.97 percent.

High-Yield BulletShares Debut 
In late January, Guggenheim 

Funds rolled out four target-maturity 
fixed-income ETFs focused on the 
high-yield corporate bond markets, 
adding to its preexisting lineup of 
investment-grade corporate bond 
target-date bond ETFs.

The new funds have maturity dates 
ranging from the end of 2012 and 
extending through to the end of 2016. 
Each will close upon maturity at the 
end of each respective year, with inves-
tors receiving the net asset value of 
all the bonds in the portfolio. That 
effectively offers investors something 
similar, though not identical, to hold-
ing an individual bond to maturity. The 
four ETFs have annual expense ratios 
of 0.42 percent and include:
•  The Guggenheim BulletShares 2012 

High Yield Corporate Bond ETF 
(NYSE Arca: BSJC)

•  The Guggenheim BulletShares 2013 

High Yield Corporate Bond ETF 
(NYSE Arca: BSJD)

•  The Guggenheim BulletShares 2014 

High Yield Corporate Bond ETF 
(NYSE Arca: BSJE)

•  The Guggenheim BulletShares 2015 

High Yield Corporate Bond ETF 
(NYSE Arca: BSJF)

Van Eck Suspends EGPT 
Creations Temporarily

Van Eck Global, the exchange-trad-
ed fund sponsor behind the Market 
Vectors Egypt Index ETF (NYSE Arca: 
EGPT), halted creations in the fund as 
of Jan. 31 due to the political upheaval 
in Egypt that shut down Egypt’s stock 
exchange a few days before. The fund 
had lost more than 18 percent of its 
value during the month, but bounced 
almost 9 percent higher the day the 
creations were suspended.

Van Eck said in a press release that 
it is the firm’s policy to halt creations 
when a fund’s underlying market is 
closed for an unusually long time; it 
added that the suspension will con-
tinue for an “undetermined” period.

The firm resumed creations of 
EGPT on March 23, with the reopen-
ing of the Egyptian stock exchange.

New PowerShares ETF  
Tracks Senior Loans 

Invesco PowerShares kicked off 
March with the launch of the market’s 
first senior loan ETF to hold below-
investment-grade, floating-rate loans.

The PowerShares Senior Loan 
Portfolio (NYSE Arca: BKLN), which 
comes with a price tag of 0.83 per-
cent that includes acquired fund fees, 

is a floating-rate income portfolio 
that invests primarily in senior loans, 
defined for the purposes of the fund as 
leveraged, bank or floating-rate loans.

BKLN tracks through represen-
tative sampling the S&P/LSTA U.S. 
Leveraged Loan 100 Index. The 
benchmark measures the market-
weighted performance of the largest 
institutional leveraged loans based 
on market weightings, spreads and 
interest payments. The rules-based 
index, which has 100 loans, is a sub-
set of a larger benchmark, the S&P/
LSTA Leveraged Loan Index.

BKLN may also allocate part of the 
portfolio to closed-end funds that invest 
in senior loans and in junk bonds. While 
the portfolio is global in scope, all loans 
must be dollar-denominated.

Vanguard Rolls Out 
Lowest-Cost Int’l ETF

In late January, Vanguard launched 
the market’s least expensive interna-
tional, non-U.S. equity ETF. The fund 
is almost identical to another ETF the 
firm already offers.

The launch of the Vanguard Total 
International Stock ETF (NYSE Arca: 
VXUS) also brings Vanguard into direct 
competition with iShares, which offers 
an identical product to VXUS that uses 

Van Eck Global halted 
creations in the Market 
Vectors Egypt Index due 
to political upheaval.
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the same index, the MSCI All Country 
World Index ex USA.

Vanguard’s VXUS has an annual 
expense ratio of 0.20 percent, less 
than both the 0.35 percent BlackRock 
charges on its iShares MSCI ACWI 
ex US Index Fund (Nasdaq GM: 
ACWX) and the 0.25 percent cost of 
the Vanguard FTSE All World ex-U.S. 
ETF (NYSE Arca: VEU).

The new ETF is designed to be a 
separate share class of Vanguard’s 
Total International Stock Index Fund, 
the company’s second-largest inter-
national index fund, with $51.4 bil-
lion in net assets.

KNOW YOUR OPTIONS
CBOE To Launch  
SPX Options On C2

The CBOE has announced its inten-
tion to list S&P 500 Index options on 
C2, its alternative exchange. The list-
ing of the options contract, SPXpm, 
requires SEC approval before it can go 
forward, a CBOE press release said.

The contracts will be traded elec-
tronically with “p.m.” settlement, 
according to the release, meaning that 
unlike the standard SPX options, the 
settlement value of the contract will be 
determined by the closing prices of the 
underlying index’s components. The 
original SPX options are “a.m.” settle-
ment, which is based on the open-
ing values of the index components. 
Otherwise, the proposed options are 
exactly the same as the existing SPX 
contract, the CBOE statement said.

The CBOE’s C2 exchange opened 
for business in October of last year; 
although a wholly owned subsidiary, it 
has its own exchange license.

CBOE Sees Volumes Rise
CBOE Holdings reported a total of 

95.1 million contracts traded on its 
options exchanges—the CBOE and C2 
exchanges—in February, averaging 
5 million contracts on a daily basis. 
That’s a 14 percent increase from 
February 2010’s volume.

Equity options saw the biggest 
increase, at 25 percent year-over-year; 
they represent well over half of the 

exchange’s total volume. However, 
ETF options also saw sizable volume 
growth, up 11 percent. Only index 
options saw a decline in volume, fall-
ing 1 percent. 

Among the ETF and index options 
listed on the exchange, the most 
actively traded contracts during 
February were those on the S&P 500 
Index, SPDR S&P 500 ETF (NYSE 
Arca: SPY); the VIX, the iShares Trust 
Russell 2000 Index Fund (NYSE Arca: 
IWM); and PowerShares QQQ Trust 
(Nasdaq GM: QQQ).

 
BACK TO THE FUTURES
ICE Expands Licensing  
Deal With Russell

In mid-March, Intercontinental 
Exchange (ICE) said it had lengthened 
its exclusive licensing of Russell’s suite 
of U.S. indexes by a period of three 
years, until June 2017. At the same 
time, the exchange widened the scope 
of the contract—which gives it the right 
to launch futures and options based 
on the indexes—to include Russell’s 
global indexes as well, according to a 
press release.

Currently, the exchange lists a vari-
ety of futures and options on futures  
contracts tied to the Russell 1000 and 
Russell 2000 indexes and their growth 
and value subindexes.

The press release noted that Russell 
and ICE signed the original licens-
ing agreement in July 2007, although 
the exclusivity clause did not become 
effective until September 2008. 

CME Sees February Volumes Rise
CME Group saw its average daily 

volume rise month-over-month and 
year-over-year in February 2011, by 
17 and 19 percent, respectively. The 
group’s average daily volume for the 
month was 14.7 million.

Perhaps most interesting is the fact 
that equity indexes were the worst-
performing area. While every other 
product group was flat year-over-year 
or saw volumes increase, the equi-
ty index products trading on CME 
Group exchanges saw their average 
daily volume fall 14 percent. 

FROM THE EXCHANGES
BATS, Chi-X Europe Talk Merger

BATS Global Markets, a Kansas 
City, Mo.-based global financial 
markets technology company, is in 
talks with Chi-X Europe to acquire 
the European exchange in an 
exclusive negotiation that was first 
announced in December.

BATS operates two U.S. stock 
exchanges—the BZX Exchange and 
the BYX Exchange—as well as equi-
ty options market BATS Options and 
Europe-based BATS Europe. In January, 
the BZX and BYX traded a combined 
$534 billion, representing more than 10 
percent of the total U.S. equities market, 
according to company data.

Chi-X Europe is Europe’s second-
largest equities exchange by value 
traded, with more than 1,300 securi-
ties across 15 European markets. It 
is also a trading platform for ETFs, 
exchange-traded commodities and 
international depositary receipts. In 
2010, more than 1.58 trillion euros’ 
worth of securities were traded there, 
according to data on the company’s 
website. The exchange, launched in 
2007, was designed to allow inves-
tors to trade equities across most 
European markets at much lower 
costs than many of the markets of 
listing, the company said.

ON THE MOVE
Winkelmann Joins MSCI

MSCI announced in early March 
that it had named Kurt Winkelmann 
managing director and head of risk 
and analytical research. 

Previously, he served as a manag-
ing director in Goldman Sachs’ asset 
management group and the head of 
its global investment strategies team. 

At MSCI, Winkelmann is in charge 
of formulating the company’s research 
agenda and directing the operations 
of its research team, in addition to 
maintaining relationships with clients 
in order to better gauge their needs, a 
press release said. 

Winkelmann earned a Ph.D. 
and an M.A. in economics from the 
University of Minnesota.
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Global Index Data
May/June 2011Selected Major Indexes  Sorted By YTD Returns

Total Return % Annualized Return %

Index Name YTD 2010 2009 2008 2007 2006 2005 2004 3-Yr 5-Yr 10-Yr 15-Yr Sharpe Std Dev

Oil Price Brent Crude* 18.51 20.86 79.30 -53.86 58.26 3.78 42.37 34.89 3.78 12.82 16.15 12.65 0.29 39.31
MSCI Greece 16.23 -44.87 25.05 -66.01 32.91 35.05 16.10 46.06 -30.78 -16.00 -2.05 - -0.50 49.23
MSCI Italy 14.24 -15.01 26.57 -49.98 6.06 32.49 1.90 32.49 -11.96 -4.04 1.79 6.06 -0.20 35.23
MSCI EAFE Value 8.06 3.25 34.23 -44.09 5.96 30.38 13.80 24.33 -2.68 1.60 5.53 6.35 0.03 28.09
S&P 500/Citi Pure Value 7.69 23.06 55.21 -47.87 -3.69 20.04 13.43 26.13 5.43 3.66 8.38 10.25 0.31 37.88
STOXX Europe 600 7.22 4.36 36.65 -46.54 13.49 35.04 9.93 20.95 -3.52 3.19 5.22 7.83 0.00 28.62
S&P GSCI 6.91 9.03 13.48 -46.49 32.67 -15.09 25.55 17.28 -13.98 -3.19 3.16 4.42 -0.33 31.30
S&P MidCap 400 6.75 26.64 37.38 -36.23 7.98 10.32 12.56 16.48 8.74 6.08 8.26 11.54 0.44 25.91
Alerian MLP 6.64 35.85 76.41 -36.91 12.72 26.07 6.32 16.67 17.70 16.97 17.63 16.92 0.79 23.67
S&P 500 Equal Weighted 6.40 21.91 46.31 -39.72 1.53 15.80 8.06 16.95 7.39 5.21 6.96 9.62 0.38 26.87
S&P MidCap 400/Citi Pure Value 6.24 23.19 59.18 -42.58 -3.20 19.31 9.37 20.85 8.20 5.48 10.66 11.29 0.38 38.34
S&P MidCap 400/Citi Pure Growth 6.20 35.16 60.34 -35.17 10.30 4.98 12.06 21.44 17.43 10.55 9.94 14.08 0.70 27.60
NASDAQ 100 6.13 20.14 54.61 -41.57 19.24 - - - 11.19 - - - 0.53 24.98
DJ Industrial Average 6.11 14.06 22.68 -31.93 8.88 19.05 1.72 5.31 2.85 4.93 4.02 7.81 0.22 20.00
Russell 1000 Value 6.03 15.51 19.69 -36.85 -0.17 22.25 7.05 16.49 0.22 1.57 4.12 7.77 0.11 23.39
Russell Mid Cap 6.01 25.48 40.48 -41.46 5.60 15.26 12.65 20.22 6.19 4.86 7.67 9.92 0.34 26.54
Russell 1000 5.97 16.10 28.43 -37.60 5.77 15.46 6.27 11.40 2.66 3.17 3.09 7.10 0.21 22.35
Russell 3000 Value 5.96 16.23 19.76 -36.25 -1.01 22.34 6.85 16.94 0.73 1.67 4.45 7.90 0.13 23.70
Russell 3000 5.90 16.93 28.34 -37.31 5.14 15.72 6.12 11.95 3.06 3.21 3.39 7.10 0.23 22.67
S&P 1500 5.90 16.38 27.25 -36.72 5.47 15.34 5.66 11.78 2.90 3.17 3.25 7.26 0.22 22.29
Russell 1000 Growth 5.90 16.71 37.21 -38.44 11.81 9.07 5.26 6.30 4.93 4.62 1.80 5.77 0.31 21.96
S&P 500/Citi Pure Growth 5.88 27.65 50.85 -38.99 6.64 7.43 7.31 16.26 10.55 6.96 4.35 10.14 0.50 25.32
S&P 500 5.88 15.06 26.46 -37.00 5.49 15.79 4.91 10.88 2.19 2.87 2.62 6.87 0.19 21.89
Russell 3000 Growth 5.85 17.64 37.01 -38.44 11.40 9.46 5.17 6.93 5.22 4.60 2.05 5.66 0.32 22.29
S&P Global 1200 5.79 11.95 31.69 -40.11 10.23 21.46 10.17 14.90 0.46 3.65 4.40 7.29 0.12 24.16
Wilshire 4500 Completion 5.77 28.43 36.99 -39.03 5.39 15.28 10.03 18.10 7.31 5.49 7.56 8.42 0.38 26.10
MSCI EAFE 5.73 7.75 31.78 -43.38 11.17 26.34 13.54 20.25 -2.62 2.43 4.90 5.04 0.01 26.17
S&P 100 5.72 12.51 22.29 -35.31 6.12 18.47 1.17 6.43 1.53 2.95 1.38 6.48 0.15 20.81
Russell 2000 Growth 5.29 29.09 34.47 -38.54 7.05 13.35 4.15 14.31 8.61 4.56 5.04 5.00 0.42 27.54
Russell 2000 5.21 26.85 27.17 -33.79 -1.57 18.37 4.55 18.33 7.79 3.80 7.06 7.80 0.39 27.76
Russell 2000 Value 5.13 24.50 20.58 -28.92 -9.78 23.48 4.71 22.25 6.80 2.91 8.68 10.00 0.36 28.62
S&P SmallCap 600/Citi Pure Growth 4.88 28.74 37.70 -33.10 1.49 9.79 7.10 28.72 11.14 5.69 10.71 10.40 0.49 29.73
S&P SmallCap 600 4.57 26.31 25.57 -31.07 -0.30 15.12 7.68 22.65 7.44 4.05 8.37 9.67 0.38 27.50
MSCI AC World 4.53 12.67 34.63 -42.20 11.66 20.95 10.84 15.23 -0.15 3.39 4.31 - 0.10 24.44
S&P SmallCap 600/Citi Value 4.17 24.72 22.85 -29.51 -5.54 19.57 8.33 21.06 6.72 3.11 8.31 10.24 0.36 28.55
MSCI AC World Ex USA 3.64 11.15 41.45 -45.53 16.65 26.65 16.62 20.91 -1.50 4.23 6.64 - 0.06 27.08
Barclays US Corporate High Yield 3.55 15.12 58.21 -26.16 1.87 11.85 2.74 11.13 12.69 9.18 8.33 7.44 0.76 17.17
MSCI EAFE Growth 3.50 12.25 29.36 -42.70 16.45 22.33 13.28 16.12 -2.62 3.17 4.18 3.58 0.00 24.83
Dow Jones Utilities Average 3.27 6.46 12.47 -27.84 20.11 16.63 25.14 30.24 -0.37 4.05 4.69 8.57 0.03 16.52
MSCI EAFE Small Cap 3.08 22.04 46.78 -47.01 1.45 19.31 26.19 30.78 1.32 2.33 9.68 - 0.18 28.60
S&P SmallCap 600/Citi Pure Value 2.53 29.18 63.58 -41.73 -18.61 21.44 11.58 22.72 9.91 2.77 11.06 11.29 0.41 48.84
DJ UBS Commodity 2.33 16.83 18.91 -35.65 16.23 2.07 21.36 9.15 -7.88 2.60 6.38 6.30 -0.25 23.61
Barclays US Treasury US TIPS 1.05 6.31 11.41 -2.35 11.64 0.41 2.84 8.46 3.56 5.56 6.74 - 0.39 8.60
Barclays Municipal 0.84 2.38 12.91 -2.47 3.36 4.84 3.51 4.48 5.57 4.07 4.79 5.22 0.90 5.70
Barclays Global Aggregate 0.77 5.54 6.93 4.79 9.48 6.64 -4.49 9.27 4.48 6.64 6.75 5.93 0.53 7.92
Barclays US Aggregate Bond 0.37 6.54 5.93 5.24 6.97 4.33 2.43 4.34 5.40 5.80 5.61 6.15 1.16 4.17
Barclays EM 0.20 12.84 34.23 -14.75 5.15 9.96 12.27 11.89 8.81 7.65 10.15 10.91 0.60 15.25
Barclays US Government -0.05 5.52 -2.20 12.39 8.66 3.48 2.65 3.48 3.90 5.45 5.19 5.88 0.70 4.96
Dow Jones Transportation Average -0.08 26.74 18.58 -21.41 1.43 9.81 11.65 27.73 5.75 4.42 7.15 7.67 0.32 28.05
Barclays Treasury -0.10 5.87 -3.57 13.74 9.01 3.08 2.79 3.54 3.81 5.48 5.19 5.87 0.61 5.58
JP Morgan EMBI -0.42 11.83 25.95 -9.70 6.45 10.49 11.86 11.77 8.05 7.49 10.15 11.70 0.65 12.47
Barclays Long Term US Treasury -1.02 9.38 -12.92 24.02 9.81 1.85 6.50 7.71 4.29 5.56 6.27 7.09 0.33 14.05
MSCI BRIC* -2.40 7.25 88.79 -60.27 56.12 52.87 39.81 13.63 -4.92 9.15 14.12 10.08 0.02 34.66
AMEX Gold Miners* -2.63 33.94 37.30 -26.79 16.86 21.86 29.08 -9.56 4.27 11.44 - - 0.32 48.27
MSCI EM -3.62 18.88 78.51 -53.33 39.39 32.17 34.00 25.55 0.52 9.63 14.92 - 0.16 31.96
Citigroup STRIPS 25+ Year -4.51 10.18 -42.88 77.10 12.71 4.09 17.82 16.33 2.71 4.53 7.37 8.89 0.22 32.84
MSCI AC Asia Ex Japan -4.82 19.62 72.07 -52.38 40.13 33.32 22.69 17.35 0.78 10.20 11.63 - 0.16 30.74
MSCI EM Small -7.00 27.17 113.79 -58.23 42.26 32.35 29.17 24.74 4.77 12.74 16.90 5.96 0.30 36.27
MSCI India -14.59 20.95 102.81 -64.63 73.11 51.00 37.57 19.11 -3.95 11.93 16.67 - 0.10 42.24
MSCI Egypt* -21.49 9.47 32.77 -53.92 54.85 14.84 154.49 118.78 -21.05 -3.91 18.49 13.12 -0.40 39.30

Source: Morningstar. Data as of February 28, 2011. All returns are in US dollars, unless noted. YTD is year-to-date. 3-, 5-, 10- and 15-year returns are annualized. Sharpe is 12-month Sharpe ratio. 
Std Dev is 3-year standard deviation. *Indicates price returns. All other indexes are total return.
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May/June 2011Largest U.S. Index Mutual Funds Sorted By Total Net Assets In $US Millions

Total Return % Annualized Return %

Fund Name Ticker Assets Exp Ratio 3-Mo YTD 2010 2009 3-Yr 5-Yr 10-Yr 15-Yr P/E Std Dev Yield

Vanguard Total Stock Mkt, Inv VTSMX  59,764.5 0.18 13.07 5.86 17.09 28.70 3.33 3.41 3.67 7.10 14.7 22.61 1.59
Vanguard Institutional, Inst VINIX  58,180.5 0.05 12.95 5.87 15.05 26.63 2.26 2.90 2.63 6.92 15.5 21.88 1.74
Vanguard 500, Adm VFIAX  54,664.4 0.07 12.95 5.87 15.05 26.62 2.25 2.89 2.60 6.85 15.5 21.89 1.70
Vanguard Total Stock Mkt, Adm VTSAX  50,992.5 0.07 13.13 5.89 17.26 28.83 3.44 3.51 3.76 7.16 14.7 22.64 1.68
Vanguard Total Intl Stock, Inv VGTSX  39,597.6 0.26 12.05 3.43 11.12 36.73 -1.44 3.91 6.22 - 14.4 28.08 1.53
Vanguard Institutional, Inst+ VIIIX  37,376.6 0.02 12.96 5.88 15.07 26.66 2.28 2.93 2.66 6.94 15.5 21.89 1.76
Vanguard 500, Inv VFINX  33,274.5 0.18 12.92 5.85 14.91 26.49 2.14 2.79 2.51 6.79 15.5 21.89 1.60
Vanguard Total Bond Mkt II, Inv VTBIX  29,621.2 0.11 -0.78 0.29 6.41 - - - - - - - 3.18
Fidelity Spartan 500, Inv FUSEX  27,926.5 0.10 12.92 5.87 14.98 26.51 2.16 2.82 2.53 6.74 15.5 21.90 1.68
Vanguard Total Bond Mkt, Adm VBTLX  27,164.9 0.12 -0.88 0.26 6.54 6.04 5.34 5.81 5.40 5.99 - 4.20 3.46
Vanguard Total Stock Mkt, Inst VITSX  25,705.6 0.06 13.14 5.89 17.23 28.83 3.45 3.53 3.80 7.21 14.7 22.61 1.69
Vanguard 500, Sig VIFSX  20,810.6 0.07 12.94 5.86 15.05 26.61 2.25 2.87 2.56 6.82 15.5 21.89 1.70
Vanguard Total Bond Mkt, Inst VBTIX  20,579.6 0.07 -0.87 0.27 6.58 6.09 5.38 5.85 5.46 6.06 - 4.21 3.49
Fidelity Spartan 500, Adv FUSVX  15,596.7 0.07 12.95 5.89 15.01 26.55 2.20 2.86 2.54 6.75 15.5 21.89 1.70
Vanguard Total Bond Mkt, Inv VBMFX  13,562.8 0.22 -0.90 0.25 6.42 5.93 5.23 5.71 5.32 5.93 - 4.20 3.34
T. Rowe Price Equity 500 PREIX  13,503.0 0.30 12.89 5.85 14.71 26.33 2.02 2.64 2.36 6.59 15.4 21.86 1.51
Vanguard Total Stock Mkt, Inst+ VITPX  13,437.5 0.02 13.13 5.89 17.25 28.92 3.51 3.59 - - 14.7 22.65 1.66
Schwab S&P 500 SWPPX  11,357.4 0.09 12.88 5.83 14.97 26.25 2.25 2.87 2.55 - 15.0 21.81 1.73
Vanguard Total Bond Mkt II, Inst VTBNX  11,263.8 0.07 -0.77 0.30 6.47 - - - - - - - 3.23
Fidelity U.S. Bond FBIDX  10,450.9 0.22 -0.69 0.40 6.29 6.45 5.01 5.23 5.38 5.95 - 3.89 2.96
Vanguard Total Intl Stock, Adm VTIAX  9,373.8 0.20 12.00 3.45 11.04 36.73 -1.46 3.90 6.21 - 14.4 28.08 -
Vanguard Total Bond Mkt, Sig VBTSX  9,065.5 0.12 -0.88 0.26 6.54 6.04 5.34 5.80 5.36 5.96 - 4.20 3.45
Vanguard Mid-Cap, Inst VMCIX  7,516.3 0.08 13.64 6.39 25.67 40.51 6.20 4.81 8.00 - 16.6 26.22 1.15
Vanguard Emerging Mkts, Adm VEMAX  7,460.9 0.22 3.45 -3.56 18.99 76.18 0.87 9.38 14.81 8.62 14.8 32.78 1.70
Vanguard Short-Term Bond, Sig VBSSX  7,178.4 0.12 -0.42 0.24 4.03 4.38 3.70 5.07 4.42 5.09 - 2.39 2.21
Vanguard Total Bond Mkt, Inst+ VBMPX  7,142.9 0.05 -0.86 0.27 6.57 5.93 5.29 5.75 5.34 5.94 - 4.20 3.51
Fidelity Spartan International, Inv FSIIX  6,935.9 0.20 14.61 6.03 7.70 28.48 -2.04 2.66 4.83 - 13.6 27.35 2.17
Vanguard Mid Cap, Adm VIMAX  6,581.4 0.14 13.67 6.40 25.59 40.48 6.15 4.78 7.94 - 16.6 26.23 1.08
Fidelity Series 100 FOHIX  6,495.0 0.20 12.99 5.61 12.39 22.14 1.39 - - - 15.0 20.82 1.84
Fidelity Spartan Total Mkt, Inv FSTMX  6,310.7 0.10 13.09 5.85 17.41 28.39 3.24 3.41 3.69 - 14.6 22.55 1.56
Vanguard Small-Cap, Adm VSMAX  6,038.8 0.14 14.48 6.27 27.89 36.33 9.10 5.24 8.18 8.87 17.8 28.59 1.06
Vanguard Total Stock Mkt, Sig VTSSX  6,010.9 0.07 13.13 5.87 17.23 28.85 3.43 3.50 3.72 7.13 14.7 22.61 1.68
Vanguard Extended Mkt, Inst VIEIX  5,928.5 0.08 14.01 6.23 27.59 37.69 7.80 5.32 7.61 8.60 18.3 27.06 0.97
Vanguard Small-Cap, Inst VSCIX  5,831.4 0.08 14.50 6.30 27.95 36.40 9.16 5.28 8.24 8.95 17.8 28.60 1.13
Vanguard Mid Cap, Inv VIMSX  5,802.4 0.27 13.62 6.35 25.46 40.22 6.01 4.65 7.83 - 16.6 26.22 1.00
Vanguard Extended Mkt, Adm VEXAX  5,560.3 0.13 13.99 6.20 27.57 37.65 7.75 5.27 7.53 8.52 18.3 27.04 0.90
Vanguard Small Cap, Inv NAESX  5,526.1 0.28 14.45 6.24 27.72 36.12 8.96 5.11 8.07 8.79 17.8 28.59 0.98
Fidelity Spartan Total Mkt, Adv FSTVX  5,080.3 0.07 13.08 5.85 17.44 28.43 3.27 3.44 3.70 - 14.6 22.54 1.58
Vanguard Developed Mkts, Inst VIDMX  5,040.0 0.07 14.67 5.81 8.73 28.17 -1.99 2.69 4.94 - 13.8 27.30 2.76
Schwab 1000 SNXFX  5,008.6 0.29 12.80 5.89 15.96 27.68 2.56 3.09 2.94 6.89 15.2 22.04 1.44
Vanguard REIT, Adm VGSLX  5,007.2 0.13 13.09 8.08 28.49 29.76 5.77 3.23 11.67 - 41.8 39.94 3.15
Vanguard Growth, Adm VIGAX  4,957.9 0.14 10.51 4.68 17.12 36.42 4.42 4.53 2.86 7.01 18.5 22.03 1.09
Vanguard Total Intl Stock, Inst VTSNX  4,888.5 0.15 12.05 3.45 11.09 36.73 -1.44 3.91 6.22 - 14.4 28.08 -
Vanguard Small Cap Growth, Inv VISGX  4,826.9 0.28 15.60 7.16 30.69 41.85 10.08 6.23 9.20 - 20.6 28.65 0.32
Vanguard Small Cap Value, Inv VISVX  4,595.2 0.28 13.26 5.31 24.82 30.34 7.63 3.77 8.13 - 15.7 29.27 1.73
)LGHOLW\�6HULHV�,Qü�3URWHFWHG�%RQG FSIPX  4,532.1 0.20 0.78 1.47 5.06 - - - - - - - 0.35
Vanguard Intermediate Bond, Adm VBILX  4,510.7 0.12 -2.01 0.37 9.49 6.89 6.13 6.72 6.29 6.59 - 7.07 4.06
Fidelity Spartan Extended Mkt, Inv FSEMX  4,442.2 0.10 13.52 5.71 28.58 36.65 7.62 5.67 7.58 - 11.8 26.17 0.88
Vanguard FTSE All-World ex-US, Inst VFWSX  4,245.4 0.15 12.08 3.57 11.93 39.01 -0.69 - - - 14.3 28.44 2.13
Vanguard Growth, Inst VIGIX  4,193.0 0.08 10.53 4.68 17.17 36.50 4.46 4.57 2.91 7.05 18.5 22.02 1.12
Vanguard Balanced, Adm VBIAX  4,087.3 0.14 7.47 3.65 13.29 20.11 4.84 4.87 4.86 7.11 14.7 13.98 2.29
Vanguard Short-Term Bond, Inv VBISX  4,083.6 0.22 -0.45 0.23 3.92 4.28 3.60 5.00 4.38 5.07 - 2.39 2.10
Vanguard Growth, Inv VIGRX  3,949.6 0.28 10.48 4.65 16.96 36.29 4.27 4.40 2.75 6.93 18.5 22.01 0.96
ING US Stock, Class I INGIX  3,926.6 0.26 12.87 5.77 14.74 26.22 1.96 2.63 - - 15.5 21.95 1.40
Vanguard Short-Term Bond, Adm VBIRX  3,808.9 0.12 -0.42 0.24 4.03 4.38 3.70 5.09 4.45 5.12 - 2.39 2.22
Vanguard Value, Inst VIVIX  3,694.6 0.08 15.41 6.97 14.49 19.79 0.98 2.10 3.10 7.00 11.8 22.78 2.24
Vanguard Balanced, Inst VBAIX  3,684.1 0.08 7.54 3.70 13.34 20.18 4.90 4.91 4.90 7.14 14.7 13.99 2.33
ING U.S. Bond, Class I ILBAX  3,653.1 0.46 -0.83 0.19 6.14 5.88 - - - - - - 2.65
Vanguard Extended Mkt, Inv VEXMX  3,617.5 0.30 13.93 6.18 27.37 37.43 7.58 5.12 7.41 8.43 18.3 27.04 0.80
VALIC Company I Stock VSTIX  3,551.7 0.38 12.89 5.85 14.69 26.16 1.90 2.55 2.27 6.54 15.5 22.02 1.46

Source: Morningstar. Data as of February 28, 2011. Exp Ratio is expense ratio. 3-Mo is 3-month. YTD is year-to-date. 
3-, 5-, 10- and 15-yr returns are annualized. P/E is price-to-earnings ratio.
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Morningstar U.S. Style Overview Jan. 1 - Feb. 28, 2011
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Trailing Returns %

3-Month YTD 1-Yr 3-Yr 5-Yr 10-Yr
Morningstar Indexes

US Market 12.27 5.99 24.08 2.29 3.47 3.45

Large Cap 11.92 5.71 21.04 0.75 2.85 1.91

Mid Cap 13.07 6.85 31.44 5.34 4.81 7.24

Small Cap 13.46 6.32 34.18 8.84 5.28 8.26

US Value 14.41 6.81 23.90 –0.16 1.86 4.93

US Core 11.81 5.69 22.81 3.15 4.46 4.30

US Growth 10.66 5.50 25.87 3.64 3.76 0.36

Large Value 14.85 7.08 22.90 –2.54 0.89 3.43

Large Core 11.05 5.25 18.80 1.58 4.03 2.63

Large Growth 9.98 4.87 21.90 2.99 3.20 –1.22

Mid Value 13.37 6.28 25.62 5.26 3.76 8.32

Mid Core 13.82 7.01 33.40 6.32 5.14 8.71

Mid Growth 11.96 7.22 35.31 4.27 5.26 4.16

Small Value 12.91 5.64 29.18 9.78 5.68 11.00

Small Core 13.96 6.62 34.01 8.50 5.13 9.59

Small Growth 13.36 6.65 39.41 8.07 4.65 4.04

Morningstar Market Barometer YTD Return %
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Sector Index YTD Return %

Energy 15.14

Media 14.34

Hardware 8.21

Industrial 7.12

Financial Services 5.34

Business Services 4.77

Healthcare 4.06

Utilities 3.46

Telecomm 2.94

Software 1.99

Consumer Services 1.73

Consumer Goods 1.58

Industry Leaders & Laggards YTD Return %

Oil & Gas Integrated 61.24

Insurance Brokers 51.46

Truck Manufacturing 47.47

Banks - Regional - US 43.31

Aluminum 43.14

Utilities - Regulated Gas 42.71

–37.18 Insurance - Diversified

–46.59 Information Technology Services

–80.22 Banks - Global

–87.95 REIT - Retail

–95.26 Utilities - Regulated Water

–100.00 Paper & Paper Products

Biggest Influence on Style Index Performance

YTD
Return %

Constituent
Weight %

Best Performing Index

Mid Growth 7.22

EQT Corp. 62.59 0.75

NVIDIA Corp. 47.14 0.98

Ametek Inc. 48.66 0.70

Rockwell Automation Corp. 25.02 1.13

C.R. Bard Inc. 26.48 0.96

Worst Performing Index

Large Growth 4.87

Apple Inc. 17.29 9.97

Schlumberger Ltd. 42.37 3.84

Halliburton Co. 54.74 1.25

Emerson Electric Co. 45.26 1.45

Johnson Controls Inc. 67.92 0.86
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Notes and Disclaimer: ©2011 Morningstar, Inc. All Rights Reserved. Unless otherwise noted, all data is as of most recent month end. Multi-year returns are annualized. NA: Not Available.  Biggest Influence on Index Performance lists
are calculated by multiplying stock returns for the period by their respective weights in the index as of the start of the period. Sector and Industry Indexes are based on Morningstar's proprietary sector classifications. The information
contained herein is not warranted to be accurate, complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use of this information.

?

Source: Morningstar. Data as of February 28, 2011
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Dow Jones U.S. Industry Review

Performance
Index Name Weight 1-Month 3-Month YTD 1-Year 3-Year 5-Year 10-Year

Dow Jones U.S. Index 100.00% 3.51% 13.08% 5.93% 24.03% 3.16% 3.47% 3.40%

Dow Jones U.S. Basic Materials Index 3.75% 2.83% 13.19% 2.62% 36.87% 3.43% 10.65% 10.18%

Dow Jones U.S. Consumer Goods Index 9.82% 3.39% 6.96% 1.69% 19.17% 6.20% 6.84% 6.72%

Dow Jones U.S. Consumer Services Index 11.75% 4.74% 8.53% 4.80% 26.65% 8.43% 4.45% 2.98%

Dow Jones U.S. Financials Index 16.52% 2.90% 15.91% 5.46% 16.84% -8.15% -8.08% -0.52%

Dow Jones U.S. Health Care Index 10.30% 3.42% 8.97% 4.04% 7.64% 3.23% 2.91% 1.99%

Dow Jones U.S. Industrials Index 13.09% 2.67% 15.79% 7.07% 32.54% 3.68% 4.98% 4.32%

Dow Jones U.S. Oil & Gas Index 12.16% 7.39% 25.57% 15.46% 41.61% 2.76% 10.56% 11.83%

Dow Jones U.S. Technology Index 16.40% 2.01% 12.27% 6.13% 24.63% 10.18% 6.83% 1.84%

Dow Jones U.S. Telecommunications Index 2.78% 2.45% 7.61% -0.16% 29.43% 1.84% 3.28% -1.33%

Dow Jones U.S. Utilities Index 3.43% 1.71% 6.57% 3.27% 17.29% -0.85% 3.80% 3.44%

Risk-Return

Industry Weights Relative to Global ex-U.S. Asset Class Performance

Data as of February 28, 2011

Source: Dow Jones Indexes Analytics & Research

For more information, please visit the Dow Jones Indexes Web site at www.djindexes.com.

All information in these materials is provided “as is”. CME Indexes and its affiliates do not make any representationregarding the accuracy or completenessof these materials, the content of which may change without notice, and each of CME Indexes and its affiliates disclaim liability related to these

materials. All information providedby CME Indexes is impersonaland not tailored to the needs of any person, entity or group of persons. Dow Jones, its affiliates and CME Indexes do not sponsor, endorse, sell, promote or manage any investment fund or other vehicle that is offered by third parties

and that seeks to providean investmentreturn based on the returns of any index. CME Indexes is not an investmentadvisor,and CME Indexesmakes no representationregarding the advisabilityof investing in any investment fund or other vehicle. Inclusion of a security or instrument in an index is not a

recommendationby Dow Jones, CME Indexesor their affiliates to buy, sell, or hold such security or instrument, nor is it considered to be investmentadvice. Exposure to an asset class is availablethrough investableinstruments based on an index. It is not possible to invest directly in an index. There is

no assurance that investment products based on the index will accurately track index performance or provide positive investment returns.

The Dow Jones U.S. Index and the Dow Jones U.S. Industry Indexes were first published in February 2000. To the extent this document includes information for the index for the period prior to its initial publication date, such information is back-tested (i.e., calculations of how the index might have

performed during that time period if the index had existed). Any comparisons, assertions and conclusions regarding the performance of the Index during the time period prior to launch will be based on back-testing. Back-tested information is purely hypotheticaland is providedsolely for informational

purposes. Back-tested performance does not represent actual performance and should not be interpreted as an indication of actual performance. Past performance is also not indicative of future results.

© CME Group Index Services LLC 2011. All rights reserved.The "Dow Jones U.S. Index" and "Dow Jones U.S. Industry Indexes" referenced in this piece are products of Dow Jones Indexes, the marketing name and a licensed trademarkof CME Group Index Services LLC (“CME Indexes”). “Dow

Jones®”, “Dow Jones Indexes” and the names identifying the Dow Jones Indexes referenced herein are service marks of Dow Jones Trademark Holdings, LLC (“Dow Jones”), and have been licensed for use by CME Indexes. “CME” is a trademark of Chicago Mercantile Exchange Inc.

Chart compares industry weights within the Dow Jones U.S. Index to industry weights within the Dow Jones 

Global ex-U.S. Index

U.S. = Dow Jones U.S. Index | Global ex-U.S. = Dow Jones Global ex-U.S. Index

Commodities = Dow Jones-UBS Commodity Index | REITs = Dow Jones U.S. Select REIT Index

Infrastructure = Dow Jones Brookfield Global Infrastructure Index
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Largest New ETFs Sorted By Total Net Assets In $US Millions Selected ETFs In Registration

Largest U.S.-listed ETFs Sorted By Total Net Assets In $US Millions

Covers ETFs and ETNs launched during the 12-month period ended February 28, 2011.

Total Return % Annualized Return %

Fund Name Ticker ER 1-Mo 3-Mo YTD Inception Assets

Vanguard S&P 500 VOO 0.06 3.47 13.09 5.77 9/7/2010  914.8 

Alerian MLP AMLP 0.85 2.92 5.81 4.40 8/25/2010  799.1 

WisdomTree Emrg Mkts Local Debt ELD 0.55 1.31 1.05 -1.32 8/9/2010  620.2 

Global X Silver Miners SIL 0.65 20.79 12.53 -0.96 4/20/2010  483.3 

Market Vectors Rare Earth/Strat Metals REMX 0.57 5.86 24.02 3.04 10/27/2010  429.0 

United States Commodity USCI 0.95 5.54 22.16 9.89 8/10/2010  324.2 

Market Vectors EM Lcl Currency Bond EMLC 0.49 1.14 2.02 -0.67 7/22/2010  256.7 

iShares MSCI Indonesia EIDO 0.61 5.94 -1.18 -5.60 5/5/2010  218.0 

Vanguard Russell 1000 Growth VONG 0.15 3.38 11.52 5.95 9/20/2010  217.3 

Global X Uranium URA 0.69 0.10 10.40 2.05 11/4/2010  217.3 

ETFS Physical Precious Metals GLTR 0.60 10.58 9.81 3.46 10/22/2010  200.0 

UBS E-TRACS Alerian MLP Infrastr ETN MLPI 0.85 4.54 9.32 6.96 4/1/2010  199.0 

First Trust BICK BICK 0.64 -2.61 -2.06 -6.16 4/12/2010  196.3 

Global X Lithium LIT 0.75 3.39 12.60 -0.81 7/23/2010  189.7 

EGS DJ Emrg Mkts Consumer Titans ECON 0.85 2.26 -0.77 -6.65 9/14/2010  173.7 

SPDR S&P Russia RBL 0.59 5.92 20.69 6.48 3/10/2010  146.5 

Credit Suisse Cushing 30 MLP ETN MLPN 0.85 3.99 9.42 5.68 4/13/2010  135.3 

Schwab U.S. TIPS SCHP 0.14 0.78 -0.76 0.78 8/5/2010  132.3 

First Trust ISE Global Copper CU 0.70 2.05 17.97 -0.75 3/11/2010  128.1 

IQ Canada Small Cap CNDA 0.69 7.07 16.04 4.59 3/23/2010  127.2 

Fund Name Ticker Assets Exp Ratio 3-Mo YTD 2010 2009 3-Yr 5-Yr  Mkt Cap P/E Std Dev Yield

SPDR S&P 500 SPY  95,302.5 0.09 12.94 5.87 15.02 26.31 2.07 2.85  50,690 16.1 21.79 1.70

SPDR Gold GLD  51,894.4 0.40 1.65 -0.76 29.27 24.03 12.70 19.68  - - 21.14 -

Vanguard Emerging Markets VWO  43,018.6 0.22 3.66 -3.61 19.45 76.26 0.96 9.38  20,255 14.8 32.38 1.76

iShares MSCI EAFE EFA  39,367.2 0.35 14.49 5.72 8.25 26.88 -2.09 2.44  31,607 13.6 27.65 2.28

iShares MSCI Emerging Markets EEM  36,646.2 0.69 3.09 -3.89 16.54 68.82 1.33 9.02  19,225 14.4 32.70 1.41

iShares S&P 500 IVV  28,414.3 0.09 13.01 5.84 15.11 26.61 2.15 2.86  50,690 16.1 21.82 1.67

PowerShares QQQ QQQQ  25,481.5 0.20 11.13 6.08 19.89 54.67 10.98 7.53  49,821 19.3 25.07 0.62

iShares Barclays TIPS Bond TIP  19,447.9 0.20 -0.65 0.74 6.13 8.95 3.32 5.39  - - 8.74 2.45

Vanguard Total Stock Market VTI  19,158.7 0.07 13.18 5.82 17.42 28.89 3.34 3.54  26,218 14.7 22.60 1.67

iShares Russell 2000 IWM  16,803.8 0.28 13.60 5.15 26.90 28.53 7.58 3.82  1,080 17.9 27.32 1.09

iShares Russell 1000 Growth IWF  13,729.5 0.20 11.70 5.94 16.48 36.73 4.80 4.50  40,920 18.3 21.99 1.20

iShares iBoxx $ Inv Gr Corp Bond LQD  12,940.7 0.15 0.36 1.12 9.33 8.58 6.48 5.90  - - 12.27 4.83

iShares MSCI Brazil EWZ  12,687.3 0.61 2.56 -4.04 7.69 121.50 0.28 16.19  29,095 12.3 40.49 3.80

SPDR S&P MidCap 400 MDY  11,845.9 0.25 13.53 6.55 26.26 37.52 8.15 5.72  3,371 19.6 25.60 0.86

iShares Russell 1000 Value IWD  11,762.1 0.20 14.44 6.04 15.44 19.23 0.18 1.48  35,014 14.5 23.28 1.87

iShares Silver SLV  11,481.0 0.50 20.66 9.71 82.48 47.67 18.96 -  - - 37.36 -

iShares Barclays Aggregate Bond AGG  11,041.1 0.24 -0.46 0.21 6.37 3.01 5.06 5.64  - - 5.42 3.47

Energy Select  SPDR XLE  10,932.8 0.20 25.78 15.08 21.81 21.81 2.83 10.10  62,125 16.8 27.36 1.27

iShares S&P 400 MidCap IJH  10,679.5 0.22 13.54 6.45 26.73 37.81 8.62 5.91  3,514 19.8 25.55 0.99

SPDR DJ Industrial Average DIA  9,918.5 0.18 11.48 5.76 13.97 22.72 2.56 4.74  109,371 14.6 19.84 2.41

Vanguard Total Bond Market BND  9,098.1 0.12 -0.64 0.38 6.20 3.67 5.24 -  - - 4.96 3.44

Vanguard REIT VNQ  8,682.6 0.13 13.01 8.11 28.43 30.07 5.77 2.99  5,584 41.8 39.74 3.16

iShares iBoxx $ HiYld Corp Bond HYG  8,230.4 0.50 5.98 3.11 11.96 28.86 8.44 -  - - 19.30 8.04

Financial Select  SPDR XLF  7,962.8 0.20 16.94 5.64 11.91 17.50 -11.15 -10.20  48,646 15.0 37.35 0.93

iShares Barclays 1-3 Yr Treasury SHY  7,956.5 0.15 -0.15 0.01 2.28 0.36 2.14 4.10 - - 1.53 1.01

Source: Morningstar. Data as of February 28, 2011. Exp Ratio is expense ratio. 3-Mo is 3-month. YTD is year-to-date. 3-Yr and 5-Yr are 3-year and 5-year annualized returns, respectively.
Mkt Cap is geometric average market capitalization. P/E is price-to-earnings ratio. Std Dev is 3-year standard deviation. Yield is 12-month.
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A little maternal advice

May / June 2011

Weighty Matters

By Heather Bell

Respect Your Elders

“Just talk to someone about investing 

basics,” Jim sighs, muting his phone mid-

conference call to speak with me via Skype. 

He’s got important people on the line, and 

doesn’t have time for paltry assignment 

questions. “You’ve got this in the bag. I 

trust you.” A flash of a smile and a quick tap 

on the keyboard and he’s lost to me.  

With a vague feeling of despair, I turn 

back to my other screen—the one with 

no typed words on it. 

Three hours later, I’m still not sure who 

to talk to. Our issue on core investing is 

pretty comprehensive, but we’re missing 

that key interview—the one voice required 

to put everything into crystal clarity.

And suddenly it hits me. I remember 

what month it is.

A quick phone call later, and I’m speed-

ing through the Pine Barrens to the Jersey 

Shore. My source meets me in a dimly lit 

room, clutching a glass of merlot and clad 

in a spangled beach coverup and tasteful 

flip-flops, accented by some polished sil-

ver toe rings and a French pedicure. 

“We only have a few minutes, Pump-

kin. Happy hour at Oasis ends early so 

everyone can make it to bingo on time.”

I assure my mother that soon she can 

go back to enjoying the activities offered 

by her “active seniors” community.

I’m actually shocked I didn’t think of 

this before. Of course I should interview my 

mother. Who better to illustrate the lessons 

of stock market security than a woman who 

considers responsible financial planning to 

be waiting for the half-off sales at Macy’s? 

Here are the key takeaways from our 

encounter:

Diversify your precious metals hold-

ings. “You know how much I loved my 

gold jewelry, Angel, but everyone was 

buying it! Plus, now that my hair’s gone 

white and I’m a silver fox, it was clashing 

with my coloring. I’ve only bought white 

metals for the past year or so,” she notes, 

patting her snowy pixie cut before her 

gaze honed in on my face. 

“You might try adding some sparkle 

yourself, darling. You look so pallid. Mrs. 

DiAngelo’s grandson over there is going 

to think you’re ill.”

Rebalance regularly. “Of course I went 

shopping last week! I needed a new sum-

mer wardrobe. I weeded out my winter 

clothes to make room, and I had to replen-

ish my closet with seasonally appropriate 

items. Sweetie, I found the most adorable 

ruched silk tank tops edged with sequins, 

and bought them in every color they had! 

My closet,” she adds triumphantly, “is 

back to what it should be!”

She pauses, surveying my T-shirt and 

cargo shorts. “Honey, we could go out shop-

ping for your summer wardrobe, you know. 

Perhaps something a bit less … slovenly?”

Consider your heirs. “Well, of course 

I’ve done some estate planning. You and 

Princess Sasha will split everything even-

ly, of course—it’s only fair.”

Hearing her name, Princess Sasha 

sticks her nose out of my mother’s shoul-

der bag and emits a sharp yap.

“Hush, Snoogums! You know Mr. 

Finster thought you were an apricot-col-

ored rat the last time he went off his 

dementia meds.” Mother turns back to 

me with a bright smile.

“Of course, if I knew you had children 

to provide for, I would be sure to adjust 

those percentages. College is expensive, 

you know. Nothing is more important 

than my future grandchildren’s futures.” 

Her face abruptly turns to a pout. “If you 

ever saw fit to give me any.”

I rise to leave, and Mother gathers me 

into a maternal embrace. “Are you sure 

you don’t want to stay? Mrs. DiAngelo is 

heading over with her grandson.” 

“He’s a doctor,” she says in a loud 

stage whisper.

Happy Mother’s Day, Mom.  
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Team with the experts who make your 

business needs their own.

Who’s helping you?

Risk mitigation, operational efficiency, new assets and new regulations. Meet the challenges of today’s markets 

head on with your team at BNY Mellon. We offer an unmatched range of global product solutions backed by experts 

to help you along every step of the investment continuum. Our strength and scope keep us at the forefront of the 

changing marketplace. But we remain dedicated to putting your objectives at the core of everything we do.

For more information, please contact:  
 

UK: Dean Handley +44 20 7163 5458 
 
Continental Europe: Sid Newby +44 20 7163 3429 
 
Asia-Pacific: Michael Chan +65 6372 6931 
 
US: Bill Salus +1 302 791 2000 
 
Canada: Barbara Barrow +1 416 643 6361

bnymellon.com/assetservicing 
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VXUS
Vanguard  Total International Stock ETF 

Covers 98% of the international markets for the 

broadest coverage in the industry.*  

It’s the newest way to Vanguard.

Our new Total International Stock ETF contains large-, mid-, and 

small-capitalization securities in developed and emerging international 

markets. And with a lower expense ratio than the industry average,** 

it can have a real impact on your clients’ portfolios. Take a closer look 

at the Vanguard Total International Stock ETF. 

Vanguard your clients’ portfolios at 

advisors.vanguard.com/VXUS

All investments are subject to risk. Vanguard funds are not insured or guaranteed.

To buy or sell Vanguard ETF Shares, contact your financial advisor. Usual commissions apply. Not redeemable.
Market price may be more or less than NAV.

For more information about Vanguard ETF Shares, visit advisors.vanguard.com/VXUS, call 
800-523-0944, or contact your broker to obtain a prospectus. Investment objectives, risks, charges, 
expenses, and other important information are contained in the prospectus; read and consider it 
carefully before investing.

Prices of mid- and small-cap stocks often fluctuate more than those of large-company stocks. Foreign investing 
involves additional risks including currency fluctuations and political uncertainty. Stocks of companies in 
emerging markets are generally more risky than stocks of companies in developed countries.

*  Sources: Morningstar and MSCI based on holdings as of 11/30/2010. The index tracked by Vanguard Total 
International Stock ETF covers 98% of the investable international stock market (by market capitalization) and the 
ETF tracking an index with the next highest international stock market exposure covers 90% of the investable 
international market. 

**Source: Morningstar as of 9/22/2010. Based on 2010 industry average expense ratio of 0.56% for Total International 
Stock ETF and expected estimated expense ratio of 0.20% for Vanguard Total International Stock ETF. 

© 2011 The Vanguard Group, Inc. All rights reserved. U.S. Pat. No. 6,879,964 B2; 7,337,138. Vanguard Marketing Corporation, Distributor.
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State Street Global Services is the investment servicing business of 

State Street Corporation (NYSE: STT), one of the world’s leading providers 

of fi nancial services to institutional investors.

In today’s complex, dynamic marketplace, you need a strategic collaborator. As a leading fi nancial 

services provider serving some of the world’s most sophisticated investors, State Street offers a full 

range of comprehensive solutions and a customized approach to meet your investment servicing needs. 

As an example, our industry-leading ETF servicing capabilities includes pre-launch support and end-to-end 

servicing, allowing you to focus on growing your business — while we take care of the rest.

For more information, please visit www.statestreetglobalservices.com.

You need more 
than a service provider 

©2010 STATE STREET CORPORATION   10-INS08611110
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