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Introduction

� The inflation debate

� The US Dollar cyclical decline and secular outlook

� The diversification impact of divergent strategies
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There Is Global Economic Uncertainty Over Inflation Risk

� Opinions on inflation in the US and Eurozone are mixed 

Short-term forecasts (next 12-18 months) see limited inflation risk**

The drop in global inflation and deflation in most of the G10 will likely be temporary, and mild 
inflation will make a return in 2010**

� 41% of National Association of Business Economists believe the Fed’s actions will 
cause inflation in the next two years***
 Lagged effects of policies now in effect

 Ineffective exit strategy, with significant concerns with the stimulus package

� Some institutional investors globally are now guarding portfolios from potential risk 
of both deflation and inflation****

European pension funds have been early adopters of inflation-linked strategies because of 
pressure to tie pension payments to cost-of-living increases/inflation 

In the US, large public funds have adopted an inflation-hedging asset class, or adding allocations 
to real assets – looking for uncorrelated returns

* Morgan Stanley, April 20, 2009 – IMF’s World Economic Outlook
**I DD Magazine, 6/24/09: SIFMA: “Economists See Low Inflation Risk”
*** Economic Policy Survey: 266 members of National Association for Business Economics, August 13-18, 2009
**** P & I, June 15, 2009, “Inflation-deflation risk sparks portfolio changes”; Aug. 10,2 009 “Public Plans Barricade Doors, Fearing Inflation”
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US Core CPI Inflation (As of Sep 30, 2009)
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US Treasury Inflation Protected Securities

Market still not fearful of inflation over next 10 years 

As of September 11, 2009
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The Cyclical Nature of Inflation Requires a Hedging Strategy

US Consumer Price Index (CPI-U) through December 2008
Source Robert J. Shiller, Irrational Exuberance, April 2001 and Ibbotson Associates

� It has been 30 years since the US last experienced rising inflation

� Portfolios should be positioned to withstand the next cycle

Falling Falling Rising Rising Falling 

Average Annual Inflation
Since 1920 — 3.0%
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Past performance is not a guarantee of future results.

Nominal stock and bond returns 
During rising, stable, and declining inflation environments
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Inflation Hedging Alternatives for Investors

Source: SSgA, 2009
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Long Term Government Bond Yields
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US Dollar in Demise or Just Back to the 1990’s 

After the credit crisis induced flight to quality, the DXY Index resumed falling 
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Is the Decline Structural or Cyclical: it’s About the Economy, Stupid1

� Emergence of a new reserve 
currency such as the euro, 
Renminbi or a new IMF Special 
Drawing Rights (SDR)

� Diversification of official foreign 
exchange reserves into 
non-US dollars

Structural Factors Cyclical Factors
� High current account deficit and 

budget deficit i.e. net funding deficit

 British pound has appreciated against the 
US dollar despite having the highest 
forecast public debt as percent of GDP in 
the OECD 

� Low US interest rate compared with 
the rest of the world

 Japanese yen has appreciated against the 
US dollar despite interest rates in Japan 
having been below those in the US for the 
past decade

� Risk appetite for carry trades

Australian and New Zealand dollars and 
Norwegian krone have been the strongest 
performing currencies against the US dollar

1. James Carville, slogan from Bill Clinton’s 1992 presidential campaign
CMINST-0836
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Are Officials Worried about the Depreciation of the US Dollar? 

US officials say they want a strong dollar… maybe not 

� US Treasury Secretary Tim Geithner: a “strong dollar” is in “America’s interests” but 
“open” to “increase the use of the IMF’s special drawing rights”

G-10 officials just want a weaker domestic currency i.e. a stronger US dollar

� Bank of Canada Governor Carney: the strong Canadian dollar is a major risk to the 
Canadian economy1

� European Central Bank Governor Trichet:  the world needs a strong US dollar1

Largest holders of US dollar assets call for a new reserve currency2

� Russian President Medved: wants a “new reserve currency” to replace the US dollar

� Peoples Bank of China Zhou: wants a new reserve currency “disconnected from 
individual nations”

1. Bloomberg, 12 October 2009 
2. Bloomberg, 3 April 2009

CMINST-0836



15

Reserve Diversification: are Central Banks Walking the Talk?

� Currency composition of 37% of official 
reserves – most of which is held by the 
Chinese – are “not identified”

� 40% of identified reserve assets are held in 
US dollars

� Share of non US dollar reserves has been 
steadily rising for a decade 

� Rise in US dollar holdings in late 2008 was 
probably due to a tactical “flight to quality”
during the credit crisis rather than strategic 
re-allocation to the US dollar 
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Selection Criteria for Reserve Currencies

� Convertibility and liquidity

Convertibility is essential and liquidity is highly desirable

� Deep financial markets

 Growth in active currency management by reserve managers has made currencies that in 
which a larger variety of financial instruments are denominated, more attractive candidates as 
a reserve currency

� Common usage as the medium of exchange

 Common usage as the medium of exchange i.e. basis of invoicing of trade in goods and 
services typically reduces transaction costs     

� Credible store of value

 US dollar’s broadly based depreciation is a source of concern to emerging market officials, 
especially Brazil, Russia, India and China nations 

Opening for new reserve currency: general selection criteria

CMINST-0836



17

Euro is More Ready Than the SDR to Take Over the US Dollar’s Mantle

� Pre-requisite of use of the SDR as a 
currency, let alone a reserve currency, 
is the development of settlement and 
clearing systems and a market for SDR 
denominated securities1

Convertibility and liquidity: turnover in the euro 
is the highest after the US dollar

Size, liquidity and depth of financial markets: 
euro denominated securities is second only to 
the US dollar markets2

Common use as medium of exchange: euro 
denominated transactions have grown strongly 
although transactions invoiced in RMB 
are growing3

Credible store of value: euro is the largest 
known source of reserve assets

� Composition of the SDR will be reviewed 
in December 20101
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1. Cole. A “Towards a new global reserve currency”, RBC Capital Markets, 9 July 2009
2. BIS “The euro as a reserve currency: a challenge to the pre-eminence of the US dollar” October 2006 
3. Bottelier P. “Zhou Xiaochuan’s Proposal and Future of the RMB”, China Stakes, 15 October 2009
4. BIS, Triennial Survey of FX turnover, 2007, Only non-USD side of FX transaction shown, will not sum to 100%   

euro leads non-US dollar FX turnover4

Reserve assets overweight the US dollar 
versus SDR weights1
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Impact of Further Depreciation in the US Dollar for US Investors

� Increased volatility in the USD-exchange rates resulting from speculation 
regarding the future of the US dollar as a reserve currency will increase 
inefficiencies in the currency market and increasing opportunities to add 
excess returns

� Continued growth of non-US dollar denominated financial instruments is 
expected to:

 Increase investment opportunities outside the US in equities, fixed income, currencies and 
alternative assets

 Increase the need to manage larger, and more diverse, foreign currency risks from growing 
allocations to non-US markets

Apart from more holidays to Jamaica…

CMINST-0836
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Why Active Currency Management Now? 

� Currency offers diversification due to its low and unstable correlation with other asset 
classes over the long term

� Opportunities for excess returns in the currency market emanate from:

 Conflicting investment objectives of participants in the currency market

 Central banks seek to stabilise currency markets, importers/exporters engage in commercial transactions and 
investors seek to maximise profits

 Lack of consensus among investors about ways to add excess returns from currency      

� Potential sources of inefficiencies that can be exploited1 include the tendencies of: 

 Currencies to trend over the long term

 Currencies to revert to their fair value over the long term

 High (low) yielding currencies to not depreciate (appreciate) to the extent implied by uncovered interest 
rate parity   

� Excess returns from currencies is an especially valuable source of portfolio 
diversification now that

 Liquidity is a priority: the currency market is extremely liquid with average daily turnover of $3.2 trillion2

 Potential excess return from equities and bonds is subdued

1. Binny, J. “Currency Management Style Through The Ages", Journal of Alternative Investments, Winter 2005
2. BIS, 2007 Triennial Central Bank Survey of Foreign Exchange and Derivatives Market Activity Report, BIS, 2007  

CMINST-0836
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The Key to Diversification

� Examples of convergent strategies

 Many value driven equity and credit strategies

 Currency and interest rate carry strategies

 Many arbitrage strategies : fixed income, convertible, M & A, Statistical

 Selling Volatility

 Volatility capture style country selection

� Examples of divergent strategies

 Global macro CTA

 Commodities trend following

 Lookback straddles

 Many momentum strategies

CMINST-0836
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The Traditional Value Proposition

Convergent Strategies:

Strategies which tend to perform best during periods 
of relative calm in which the market processes all 
available information in an effort to determine assets 
that are over-valued and under-valued.

Tail Risk

Monthly returns %

Source: SSARIS Advisors
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What Went Right in 2008?

Divergent Strategies:

Strategies which tend to perform best during 
periods of rising volatility and uncertainty, 
capitalizing on serial price movement across 
many markets in a marketplace which temporarily 
ignores fundamental information.

Tail Event

Divergent 
Exposure

Monthly returns %

Source: SSARIS Advisors
CMINST-0836
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True Portfolio Diversification

Histogram of monthly returns

Fat tail risk is weighted on the upside 
for divergent strategies

Tail Risk Tail Risk

� Convergent strategies focus on undervalued/overvalued assets and tend to 
perform well in relatively stable markets 

� Divergent strategies capitalize on continuous price movement during periods of 
rising volatility, while limiting exposure to significant 
downside risk

The information outlined above is intended for illustrative purposes only.  The information is not intended to 
be investment advice.

Combining convergent and divergent strategies to create true
portfolio diversification and risk management

CMINST-0836
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Financial Markets Outlook

� Financial markets are healing as signs of recovery emerge and risk appetites revive:

 Equities have rebounded
 Emerging market equities have outperformed

 Oil prices have recovered

 The US dollar has sold off

 Credit spreads have narrowed

 Sovereign yields are off their lows but have not continued to rise
 Prospects for further disinflation and a prolonged period of low policy interest rates are mitigating the 

recovery trade
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Financial Markets in the Short Term — Equities

� Third quarter earnings reflected economic data, confidence

 Earnings not just powered by cost cutting

 Productivity growth high, so operational leverage high

� Expectations for growth have begun to ratchet upwards

 Fourth quarter could see disappointment

 Some elements of growth were a one-off

� Management are turning their attention from bond holders to equity investors

 Hence revival of merger activity as recipe for growth

� Bottom-up valuation metrics are beginning to work again

 And earnings growth forecasts (management and analyst) becoming more believable and now 
influencing stock prices

CMINST-0836
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Financial Markets in the Short Term — Fixed Income

� Long end determining shape as short end anchored for now

� Occasional two year opportunities

 Canada, fleetingly

� We expect range-bound markets as participants balance reality of short term 
deflation against longer term government funding and inflation worries

� Breakevens a little more expensive in UK/Europe than USA

� Forward/Forward inflation rates have offered (fleeting) anomalies

CMINST-0836
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Financial Markets

� Based on our economic scenario:

 Barring another shock, equities should continue to improve. The timing seems right and valuations 
are fair.

 Emerging market outperformance should continue and perhaps even accelerate as signs of global 
recovery emerge 

 Oil prices should continue to rise. We expect them to get back to $90 within two years, and they could 
overshoot.

 The dollar should continue to weaken as the flight to quality bid evaporates and investor stretch for 
yield across the globe

 Credit spreads should continue to narrow making corporate bonds an attractive asset class

 If we are right about inflation, namely that it will decelerate to low levels, sovereign bond yields should 
not continue to rise

CMINST-0836
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Disclosures

The views expressed in this material are the views of SSgA through the period ended September 30, 2009 and are 
subject to change based on market and other conditions.  All information has been obtained from sources believed to 
be reliable, but its accuracy is not guaranteed.  There is no representation or warranty as to the current accuracy, 
reliability or completeness of, nor liability for, decisions based on such information.  

This document contains certain statements that may be deemed to be forward-looking statements.  All statements, 
other than historical facts, contained within this article that address activities, events or developments that SSgA 
expects, believes or anticipates will or may occur in the future are forward-looking statements.  These statements are 
based on certain assumptions and analyses made by SSgA in light of its experience and perception of historical 
trends, current conditions, expected future developments and other factors it believes are appropriate in the 
circumstances, many of which are detailed herein.  Such statements are subject to a number of assumptions, risks, 
uncertainties, many of which are beyond SSgA’s control.  Readers are cautioned that any such statements are not 
guarantees of any future performance and that actual results or developments may differ materially from those 
projected in the forward-looking statements.

The information contained herein does not constitute investment advice and it should not be relied on as such. It 
should not be considered a solicitation to buy or an offer to sell a security. It does not take into account the specific 
requirements of any person, including his/her/its investment objectives, strategies, risk profile, tax status and 
investment horizon. Past performance is no guarantee of future results.

© 2009 State Street Corporation - All Rights Reserved
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Disclaimer

State Street Global Advisors Limited. Authorised and regulated by the Financial Services Authority. Registered in England. Registered No. 2509928. VAT No. 5776591 81.
Registered office: 20 Churchill Place, London E14 5HJ Telephone: 020 3395 6000 • Facsimile: 020 3395 6340 • web: www.ssga.co.uk

This material is for your private information. The information we provide does not constitute investment advice and it should not be relied on as such. It should not be considered a 
solicitation to buy or an offer to sell a security. It does not take into account any investor's particular investment objectives, strategies, tax status or investment horizon. We encourage 
you to consult your tax or financial advisor. All material has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no representation or warranty 
as to the current accuracy of, nor liability for, decisions based on such information. Past performance is no guarantee of future results. 

This document should be read in conjunction with its prospectus. All transactions should be based on the latest available prospectus which contains more information regarding the 
charges, expenses and risks involved in your investment. 

This communication is directed at professional clients (this includes eligible counterparties as defined by the Financial Services Authority) who are deemed both knowledgeable and 
experienced in matters relating to investments. The products and services to which this communication relates are only available to such persons and persons of any other description 
(including retail clients) should not rely on this communication. 

The MSCI Indexes  are trademarks of MSCI, Inc. FTSE® is a trademark of the London Stock Exchange Plc and The Financial Times Limited, and is used by FTSE International Limited 
under license. “All-World”, “All-Share” and “All-Small” are trademarks of FTSE International Limited. Standard & Poor's S&P 500® Index is a registered trademark of Standard & Poor's, a 
division of The McGraw-Hill Companies, Inc. The Russell® Indexes are trademarks of the Frank Russell Company. Russell� is a trademark of the Frank Russell Company.

© 2009 State Street Corporation - All Rights Reserved
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General Disclaimer

State Street Bank and Trust Company (Representative Office), Suite 404 4th Floor, Building 4, Burj Dubai Square, Dubai, United Arab 
Emirates. Telephone: +971 (0)4-4372800, Facsimile: +971 (0)4-4372818, Web: www.ssga.ae

This material is for your private information. The information we provide does not constitute investment advice and it should not be relied on as 
such. It should not be considered a solicitation to buy or an offer to sell a security. It does not take into account any investor's particular 
investment objectives, strategies, tax status or investment horizon. We encourage you to consult your tax or financial advisor. All material has 
been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no representation or warranty as to the current 
accuracy of, nor liability for, decisions based on such information. Past performance is no guarantee of future results.

This document should be read in conjunction with its prospectus. All transactions should be based on the latest available prospectus which 
contains more information regarding the charges, expenses and risks involved in your investment. This communication is directed at 
professional clients (this includes eligible counterparties as defined by the Financial Services Authority) who are deemed both knowledgeable 
and experienced in matters relating to investments. The products and services to which this communication relates are only available to such 
persons and persons of any other description (including retail clients) should not rely on this communication.

© 2009 State Street Corporation - All Rights Reserved
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