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RISK MANAGEMENT
STRESS TESTING VALUE-AT-RISK
by Romain Berry
J.P. Morgan Investment Analytics and Consulting
romain.p.berry@jpmorgan.com

Value-at-Risk answers the question of how much a portfolio may lose if it remains unchanged over a given time horizon under
normal market conditions at a given level of confidence. But VaR does not say how bad this portfolio may be hit if a sharp
adverse movement occurs in these so-called normal markets. We actually find this last thought easier to grasp and thus to
measure than trying to estimate the absolute (or relative to a benchmark or to a set of liabilities) level of risk in a portfolio with
one single number.
We review in this article various approaches to stress a portfolio and derive the pros and cons of each methodology in terms of
time, complexity, cost, resources, level of reporting, frequency and specific needs (regulatory requirements, for instance).

OVERVIEW OF STRESS TESTING
We have spent three articles describing the three main
methodologies widely used to compute VaR, although we have
not yet touched on the core activities that a risk manager should
perform on an ongoing basis: Stress Testing. In our view, a risk
manager should not rely too much on VaR calculations since they
may be underestimated quite often. This may sound like a
controversial and frustrating statement, but remember that VaR is
only valid under normal market conditions and a series of
theoretical assumptions. In a nutshell, VaR is only as good as the
model it stems from and must always be interpreted within the
set of assumptions. That is something that most of VaR critics
have forgotten too easily. VaR is an ingenious concept which
should not be eradicated from the risk manager toolbox simply
because it has been misused.
VaR should not be taken for the panacea of risk measures. The
main advantage of VaR is that it summarizes within a single
number the level of risk embedded in a portfolio. It is a starting
point that we should tweak, distort and stress in order to better
understand its behavior as we amend the assumptions it relies
on. It is a tool that requires further tuning to provide a richer view
of the risk of a portfolio.
Stress testing is a tuning process by which we can explore how
the portfolio would react to small (Sensitivity Analysis) or more
drastic (Stress Tests) changing conditions in the markets. Table 1
employs this clustering according to the size of the shock to
exhibit various forms of stress tests.

SENSITIVITY ANALYSIS
Sensitivity Analysis consists of shocking various risk factors of
the portfolio with small upward or downward increments. It is
very simple to implement and can be quickly automated in a
systematic way. Examples of shocks are imposing a fall of all
equity prices in the portfolio or proceeding to a parallel shift of

the yield curve to shock the bonds included in the portfolio. In
the former example, we will impose all equities to have a price
10% lower than they are at the moment. We rerun our VaR
calculation and compare it with the VaR without the 10% equity
shock. That might give us a rough idea of the “sensitivity” of the
equities compared to the other asset classes in the portfolio.
From there, it is possible to determine a range of larger
increments to analyze how the sensitivity evolves as the risk
factors are shocked more dramatically. Monte Carlo Simulations
VaR is sometimes seen as a “black box” as it is difficult to
predict the outcome of the simulations. Sensitivity Analysis can
provide some information on how the VaR reacts to shocks of
various amplitudes on various risk factors. Furthermore, it is
feasible to shock various factors at the same time within the
same scenario. But without running individual shocks first, it
will be hard to interpret which factor explains most of the new
VaR estimate as correlations might have changed. In this
instance, the risk manager needs to think as an economist more
than as a quantitative analyst or to work with her colleagues in
the Research department to integrate their view on various
asset classes, regions, currencies, etc.
It is also interesting to shock these risk factors over a longer
period of time than only at the end of the analysis horizon
(generally, one day or one month). This way, you can generate
different shocks that will apply to some risk factors over a few
time horizons. For instance, we can recalculate a VaR on a
portfolio where we have amended the exchange rates amongst
the two main currencies with the following shocks: -10%, +5%,
and -15%. Studying the historical movements of these two
currencies can provide some information to project various
scenarios on how the market could evolve over the next few
time intervals. This is where Sensitivity Analysis meets with
Stress Tests as this last approach could be seen as a Customized
Stress Test.

Table 1 – Stress Testing methodologies
Methodology

Forms

Pros

Cons

Sensitivity Analysis

Incremental

Flexibility, automation

Local exploration

Stress Testing

Historical

Actual events

Limited relevance

Customized

Flexibility automation

Resources and time requirement

Reverse

How to break down the house

Difficult to implement
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Despite its simplicity, this methodology also has some pitfalls.
The risk manager needs to exercise some judgment in
determining the optimal size of each shock which may differ
from one asset class to another. These shocks must also be
reassessed on a regular basis to avoid missing a change in the
pattern of one specific asset (sudden and brief increase in
volatility) or a correlation increasing between two assets. Also,
since we only shock one factor at a time and with a very small
change, the analysis is very local.

STRESS TESTING
Stress testing aims to identify extreme events that could trigger
catastrophic losses in a given portfolio. Per definition, the shocks that
are applied to the portfolio are of much greater amplitude than those
used in a standard Sensitivity Analysis. Mainly, there are three types
of stress testing: historical, customized and reverse stress testing.
Historical stress tests or scenarios intend to test the
healthiness of a portfolio by analyzing what would happen to
the portfolio if particularly adverse and unexpected movements
which occurred in the past would hit the portfolio in the near
future. Some well-known examples of historical scenarios are
the Russian Crisis, the attacks of 9/11, and more recently the
Sub-Prime Crisis. Some of these historical scenarios could last a
few days only like the Black Monday (October 19th, 1987)
scenario. Some others like the Dotcom Bubble spanned over
several months. The main advantage of these types of scenarios
is that they really did happen! But even if the temptation is
great to use these historical scenarios off the shelf and to
systematically apply them on any types of portfolio, the risk
manager should choose his historical scenarios very carefully
and review them on a regular basis as the composition of the
portfolio changes, but also because of a few dangers.
First, we need to select the historical stress tests that are the
most relevant to the portfolio. Recreating the shocks that occur
during the Russian Crisis to a portfolio that does not contain
any bonds will have limited interest. Second, one should
determine the start and end dates of the historical scenario.
This is not as easy as it seems as there may be different
interpretations on what these two dates are. Third, what do we
do with the instruments that will reach maturity during the reenactment of these events? You can roll them over or not
depending on your strategy or on the size of these positions. In
either case, cash flows need to be taken into account
appropriately. Fourth, do you apply an absolute or a relative
shock to the risk factors? Generally, we perform relative shocks
but that depends on the risk factor (for instance, it is better to
shock volatility on a relative basis). Fifth, what do we do about
missing instruments? What is the point of applying the Black
Monday scenario to a portfolio of CDSs? Further, if historical
data are not available on all risk factors, one should either
proxy them or proceed to an interpolation (more relevant to
fixed income instruments where the term structure may need to
be filled in and out throughout). Finally, we should point out
that historical stress tests produce a loss estimate and not a

VaR. Therefore, the likelihood of seeing a historical stress test
Return
come true remains unknown.

Index Value

In order to fix some of these drawbacks, one can design some
specific stress tests based on historical stress tests or on areas
of vulnerability in the portfolio. These stress tests are called
customized since they respond to a particular purpose such as
shocking correlations, stressing a liquidity squeeze, or creating
a scenario which is more likely to impact a portfolio than
historical stress tests would. These scenarios can be economic,
political or financial. The complexity of the scenario depends on
various factors such as number of risk factors taken into account,
period of time the pre-defined scenario is expected to last,
complexity of the portfolio, number of positions in the portfolio,
running time, staff, cost, etc. In a nutshell, there must be a
trade-off between the constraints of establishing a complete
program of customized stress tests and the desired outcome.
Reverse Stress Tests try to identify the risks that would lead an
institution to fail. This is an appealing idea in the sense that
instead of starting from the existing standpoint and seeing how
close we can go towards the ridge of the cliff without falling,
reverse stress testing tells you what risks you could take to fall
directly off the cliff. That makes so much sense that you may
wonder why we have not carried out reverse stress tests for
ages. Well, the main problem with reverse stress testing is
“how” to do it? There are so many reasons why an institution
would fail that it may take some time to determine meaningful
stress tests. When we conduct other types of stress testing, we
always start from the known: the portfolio itself and its VaR and
try to progress more or less in the dark to gauge the risks
ahead. With reverse stress testing, we start from the unknown
and try to figure out how we became lost on the way home. This
intellectually challenging thought could soon become a tedious
task where one tries to assess which events could have
triggered the failure and how this event has contaminated the
entire system. There is no easy answer to this problem, but
since contagion is the result of increasing correlation, working
with copula statistical analysis could be a starting point.

CONCLUSION
We do believe that stress testing is more important than
calculating the VaR itself. Of course, a minimum of effort needs
to be put in place to compute an accurate VaR estimate, but at
least an equal amount of time and effort must be spent to
analyze its sensitivity to various shocks and stress events. We
like to think that we construct a view of the risk profile of a
portfolio by estimating VaR, a single number which helps
manage the portfolio at a high level. But we should deconstruct
this estimate with stress testing to obtain a more granular
understanding of its sensitivity and weaknesses.
Erratum:
A typo occurred in our previous article entitled “An Overview of
Value-at-Risk Part III – Monte Carlo Simulations VaR” in equation (4)
which should have read as follows:
Si+1 = Si (1 + μ δt + σ φ δt1/2)
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DIG FOR VICTORY:
AN ANALYSIS OF ACTIVE AND PASSIVE MANAGERS
by Jeff Mortimer, CFA and Stuart Eadon
J.P. Morgan Investment Analytics and Consulting
jeffrey.w.mortimer@jpmorgan.com

During World War II, the British government started a program with the slogan “Dig for Victory” – citizens were encouraged to grow their own food as the nation sought to reduce pressure on the public food supply brought on by the war effort
and reduce overall expenditures on food. Similarly, stock market investors are feeling the pinch. As some asset managers
have fallen short of investors’ expectations, individual and institutional investors are asking themselves the same question,
“are these fees worth the added benefit?” In this article, we will provide insight by comparing and contrasting traditional,
long-only active and passive portfolio management.
Active and passive management are two broad-based
styles of managing a pool of assets. Both styles see the
same investment universe but in different ways. Active
managers seek to return a risk-adjusted premium that
outperforms their benchmark or tracking index. Generally,
active equity and fixed income managers are compensated
based upon a percentage of assets. According to our
analysis, active management fees for U.S. equity
mandates benchmarked against the S&P 500 varied from
25 to 180 bps per annum (median fee was 51 bps). Active
management fees for U.S. fixed income mandates
benchmarked against the Barclays Capital U.S. Aggregate
varied from 16 to 56 bps per annum (median fee was 26
bps). Security selection, sector allocation and the ability
to generate alpha or risk-adjusted excess returns are
reasons often cited for higher active fees.

Passive management on the other hand is a manager’s
approach to mimic a set of securities, such as an index.
These managers are looking to generate a return and risk
profile that resembles that of an index, regardless of how
the individual securities perform. Investors are still
charged a management fee; however, the fees are much
lower (the median fee for both equity and fixed income
managers is roughly the same, 8 bps). Fees are less
because buying and selling of securities occurs less
frequently, suggesting that there is less active
involvement in security selection and monitoring.
In this article, we will analyze two asset classes: the U.S.
Fixed Income and U.S. Equity markets. We will touch on
active and passive manager’s track records, alphas, the
benchmarks used to index a fund, fees, and the
difficulty/possibility of selecting a product.

EFFICIENT MARKETS
Generally speaking, an efficient market is one in which
prices of traded assets already reflect all known
information about the particular instrument. Highly
efficient markets or segments within an overall larger
market are easier to passively track. Analyst coverage,
global business presence and constant scrutiny of
companies within public indices contribute to overall
transparency and liquidity. It can be said that the largecap space within the U.S. equity market is highly efficient,
whereas the small- and mid-cap space is less efficient.
Thus, inefficient or less covered markets and market
segments present active managers with added
opportunities to generate alpha. As noted above, passive
managers charge less in fees than their active manager
counterparts. On the flip side, active management
requires more research and due diligence for exploiting
market inefficiencies and purported above-average
returns. For example, within the emerging markets space,
markets are less efficient, less liquid, and more volatile. In
these markets, active managers charge higher fees as
research, and the need for consistent financial reporting
and geographic presence, are requirements for doing
business. Security prices within emerging markets are not
always accurately priced and tend to deviate from their
true discounted value of future cash flows. Therefore,
active management, along with higher fees, is more
prevalent within this space.
We pulled data from two broad universes: U.S. Equity and
U.S. Fixed Income. Our analysis covered over 6,600
products, representing 1,577 investment management
firms. Equity products were benchmarked to the S&P 500
index and fixed income products to the Barclays Capital
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U.S. Aggregate index. We originally started with gross
returns and derived net-of-fee returns by applying an
asset class-specific median fee to the above universes.
The following charts and data values are based on the
adjusted net-of-fee returns.

Exhibit 2: U.S. Large Cap Core Equity Universe - as of 4Q08
Manager Movement from 2003 to 2008 (based on trailing 5 yr returns)
100%
80%

EQUITY ANALYSIS

60%

In Exhibit 1, we have taken active returns for the listed
percentiles and subtracted them from the corresponding
passive returns to determine which management style
performed better over various time periods. As can be
seen from the chart, if an investor was fortunate enough
to select an active investment product within the 50%
percentile or higher, the 3-year, 5-year, and 10-year
returns exceeded the returns earned from passive
management and the S&P 500 index. We also included
down market and up market periods to the analysis, and
active management returns topped passive returns as
well. As would be expected, the 90th percentile posted
the highest excess return over passive managers.
Interestingly enough, active management paid off
the most when it was needed the most – in the down
market period.

40%

Exhibit 1: U.S. Domestic Equity Universe - as of 4Q08
Active less Passive Returns (Adjusted for Median Fees)
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Source: J.P. Morgan Investment Analytics & Consulting, eVestment Alliance.

this period with an additional 10% no longer in existence.
The slippage was 59% for products within the 75th+
percentile (e.g., 75th through 89th percentile). This
means that if you held a top-performing product in 2003, it
is unlikely the product would still be in the same percentile
in 2008. Nonetheless, our data illustrates that median
fee-adjusted active returns exceeded those of passive
counterparts over longer periods of time as well as
protecting an investment in the event of a recessionary
period like 2000-2001.

Within the fixed income asset class, if you were to select
an active product benchmarked to the Barclays Capital
U.S. Aggregate Bond index, the results differed from our
equity analysis. As noted in Exhibit 3, median active fixed
income products for 3-year, 5-year, and 10-year and the

15.0
10.0
5.0
0.0

Exhibit 3: U.S. Core Fixed Income Universe - as of 4Q08
Active less Passive Returns (Adjusted for Median Fees)
3Yr Return

5Yr Return
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10Yr Return
Median
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(2000-01)
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(2005-06)

1.0
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Source: J.P. Morgan Investment Analytics & Consulting, eVestment Alliance.

However, choosing a 90th percentile manager over
multiple time periods is extremely difficult. We performed
analysis using 5-year trailing period returns over multiple
5-year periods and discovered that only 17% of the
products listed in the 90th+ percentile (e.g., 90th through
100th percentile) as of 4Q03 remained there as of 4Q08.
In fact, as Exhibit 2 indicates, 73% of all products within
the 90th+ percentile dropped to a lower percentile over

Acve - Passive Return

Acve - Passive Return

0%

FIXED INCOME ANALYSIS

20.0

-5.0

20%

0.0
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Source: J.P. Morgan Investment Analytics & Consulting, eVestment Alliance.
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down market period returned negative excess returns as
compared to passive management. However, the median
fund was slightly positive in the expansionary period of
2005-2006. Active products in the 90th+ percentile
performed the best and were the only consistent products
providing positive returns over the 3-year, 5-year, and
10-year periods. While passive funds may have also
underperformed the Barclays Capital U.S. Aggregate index
in the same time periods, empirical evidence illustrates
that active fixed income products provided less value
compared to passive fixed income products.
Exhibit 4: U.S. Core Fixed Income Universe - as of 4Q08
Manager Movement from 2003 to 2008 (based on trailing 5 yr returns)
100%
80%
60%
40%
20%
0%
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Not in 2008

Source: J.P. Morgan Investment Analytics & Consulting, eVestment Alliance.

Consistent with the equity theme of past winners having
difficulty repeating future success, the same dilemma
exists within the fixed income space, but to a greater
degree. As can be seen in Exhibit 4, only 5% of the
products within the 90th+ percentile remained as of
4Q08. A startling 90% of products dropped to lower
percentiles. Of the products that dropped, only one
landed in the 75th+ percentile. The majority landed in
the 10th+ percentile. This observation differs from the
equity analysis, in which we found that more products

remained in the 90th+ percentile and the majority of
downward moving products ended up in the 75th+
percentile. Our findings within the fixed income space
seem reasonable since returns normally lie within a tighter
band than the equity counterparts. A similar theme
occurred within the 75th+ percentile; 84% of products
moved down, 0% remained, and 13% were no longer in
the database as of 4Q08. On a positive note, 3% moved
up to the 90th+ percentile.

CONCLUSION
Nevertheless, whichever side of the line you choose,
active and passive management is not an absolute term.
Statistical anomalies exist in the market that may alter
your manager’s alpha. A random up tick or down tick in
a security may not dictate a manager’s true ability for
selecting that stock. Additionally, the composition of
indexes may have changed; companies became defunct
and fell out of indexes while others increased their weight
in the index, leaving your benchmark with different
statistics that may be incomparable to your portfolio. In
short, as institutional clients try to match their assets to
their liabilities, thorough due diligence and attention to
detail is required when selecting a portfolio management
strategy and there are many criteria to consider.
In summary, active managers seek to return a riskadjusted premium while passive managers look to mimic
a set of securities such as an index. As of 4Q08 and less
median fees, active equity portfolio management has
provided the most excess return in down and up markets
and over 3-year, 5-year and 10-year periods. On the other
hand, less median fees, passive fixed income has provided
the most excess return in 3-year, 5-year and 10-year
periods. Thus, as the economy looks to turn the corner,
it may be time to re-visit your portfolio and ask yourself:
“are the fees worth the added benefit?”

Any opinions, estimates and forecasts offered in this newsletter constitute the authors’ judgment as of the date of the materials and are subject to change without notice,
as are statements of financial market trends, which are based on current market conditions. We believe the information contained in this newsletter to be reliable but do
not warrant its accuracy or completeness. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The views and
strategies described may not be suitable for all investors. This material has been prepared for informational purposes only and it is not intended to provide and should not
be relied on for investment, accounting, legal or tax advice. Any opinions, estimates and forecasts are solely those of the authors and not of J.P. Morgan.
This document contains information that is the property of JPMorgan Chase & Co. It may not be copied, published, or used in whole or in part for any purposes other than
expressly authorized by JPMorgan Chase & Co.
www.jpmorgan.com/visit/iac
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INTERVIEW
RISK MANAGEMENT AT THE WELLCOME TRUST
by Simreet Gill
J.P. Morgan Investment Analytics and Consulting
simreet.k.gill@jpmorgan.com

The Wellcome Trust is one of the most diverse biomedical research charities in the world. Wellcome Trust spends over
£600 million every year, both in the UK and internationally, achieving their mission of supporting and promoting
research to improve the health of humans and animals.
The net value of the Trust’s investment asset base was £13.1 billion ($23.3 billion) as of 30 September 2008. Wellcome
Trust has an extremely diversified portfolio with over 50% invested in alternative assets and property. The Trust is one of
Europe’s largest institutional investors in hedge funds. The overall investment target is to generate 6% of real return over
the long term, within an appropriate risk framework. The Trust is a client of Investment Analytics & Consulting’s risk
measurement services.

AN INTERVIEW WITH SARAH FROMSON, HEAD OF
INVESTMENT RISK AND PERFORMANCE

Exhibit 1: Total portfolio cumulative returns since 1986
(sterling) annualized

Sarah joined Wellcome Trust in January 2008, taking on the newly
created role of Head of Investment Risk and Performance, with an
aim of strengthening the risk and control function within the Trust.
Sarah reports directly to the CFO and the Director and works closely
with the CIO and Investment Division.
J.P. Morgan was pleased to interview Sarah to learn more about
Wellcome Trust’s investment and risk management processes.

J.P. Morgan: What is Wellcome Trust’s investment strategy?
Sarah Fromson: Wellcome holds a diversified portfolio spanning
cash (a plain vanilla approach, with an aim of carefully controlled
counterparty risk), bonds, long only equities, carefully selected
hedge funds, private equity, venture capital and property.
The aim of the investment strategy is to avoid the three ways that
endowments “blow up”, namely through:
1) Insufficient liquidity to account for planned needs;
2) Erosion by inflation as suffered by many German charities in the
1920s; and
3) Insufficient diversification often associated with reliance on stock
provided by a single donor.

J.P. Morgan: What type of relationship exists between the portfolio management and risk management functions at
Wellcome Trust?
Sarah Fromson: Danny Truell, the Chief Investment Officer (CIO) of
the Trust, is a visionary investor who delivered excellent fund
performance since his arrival at the Trust in 2005. I work with the
CIO and his team to provide risk measurement, performance
management, risk monitoring and recommendations for managing
risk. The governance structure of this Trust ensures full transparency
of portfolio management and risk management decisions.
The CIO assumes full responsibility for the performance of the portfolio as well as the management of risk. My role is to support the
CIO’s work whilst also ensuring that risk is measured and monitored, with resulting issues highlighted and fully discussed.

Source: Wellcome Trust web site.

Sarah Fromson: The Trust is very focused on both the qualitative
and quantitative risks it takes on in its investments.
An investment committee meeting is held on a quarterly or more
frequent basis to provide support and challenge to the investment
executives. This committee consists of experienced external investment professionals and internal senior management.
The Board of Governors acts to fulfil its overall responsibility to
maintain an oversight of Wellcome’s investments.

J.P. Morgan: Is the risk management process driven by regulatory requirements and if so, can you please briefly explain
these requirements to us?
Sarah Fromson: Wellcome is regulated by the Charity Commission
and not the Financial Services Authority (UK regulator) and their
requirements are subtly different. The Charities Commission
prescribes that, instead of a detailed analysis of the processes and
results, they require an overview of the risk identification process,
an indication that the major risks identified have been reviewed or
assessed and confirmation that control systems have been established to manage those risks.

I maintain a position of independence and am thus able to escalate
any issues directly to the CFO, Director and the Board.

Wellcome Trust is also regulated by its own constitution. The constitution gives Wellcome Trust the ability to invest in a wide range of
instruments in any part of the world. The constitution details that
the Trust may enter into an investment that may cause unlimited
financial obligation or liability only if it enters into a matching investment which limits the financial obligation or liability or if it does so
in order to manage risk.

J.P. Morgan: How does Senior Management get involved in the
risk management process at Wellcome?

J.P. Morgan: Could you please give us an overview of the Risk
Management processes employed at Wellcome?

With regards to major investment decisions, the CIO sources whatifs and analysis from the Risk Management team. The Risk
Management team also performs investment due diligence on
potential new hedge fund and long only managers.
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Sarah Fromson: The aim of risk management at the Trust is to
focus on the key risk parameters of the portfolio, cash/liquidity and
VaR dynamics. Traditional VaR analysis is most useful for publicly
quoted securities, but we have extended our risk models to incorporate infrequently valued assets classes, including private funds
and property. We recognise the inherent imprecision of the exercise, but note that it is more important to be approximately right,
than precisely wrong.
Wellcome Trust also places emphasis on analysing and reviewing
all of its external funds, mandates and direct investments in asset
class. Operational assessments of external managers and funds
have assumed greater importance over recent years, as has an
emphasis on counterparty risk analysis.

J.P. Morgan: What are the key risk indicators which you

Exhibit 2: Asset allocation - September 2008

believe are important in your day to day assessment of the
portfolio risk?
Sarah Fromson: Wellcome Trust takes a pragmatic approach to
managing risk and is able to take a long-term view. It has a range of
risk measures which are monitored and actively reviewed and is
able to shift the emphasis on a dynamic basis, given their view of
market and economic conditions. In recent months, Wellcome Trust
has moved away from a primary focus on a VaR limit of 15%. The
Trust now places a greater emphasis on liquidity levels, absolute
levels of cash and coverage (including charity commitments, as
well as costs and bond liability), as well as VaR and currency exposure. The Trust deliberately ensures that the portfolio is invested
across a wider range of asset classes.
For example, over the past year, Wellcome Trust has observed the
positive correlation between sterling and world equity markets
(sterling and equities have declined at the same instances). Prior to
that, the correlation between sterling and equities has not typically
behaved in this fashion. As a result, Wellcome Trust acted to
provide a “hedge” to the portfolio using non-sterling investments,
given sterling’s behaviour as a "risky asset". As of September
2008, the Trust had approximately half of the investments in nonsterling denominated assets and instruments, net of a passive
currency hedging overlay.

J.P. Morgan: What have been the key challenges faced by
Wellcome Trust over the past year and how has your investment strategy and risk management changed?
Sarah Fromson: Over the past year, declining markets have led to
a number of key challenges specifically around increased market
volatility, increased correlation and decrease in liquidity.
Wellcome Trust has always monitored the impact of changes in the
currency markets on their portfolio, but foreign exchange volatility
and sterling weakness have meant increased focus in this area.
Greater attention to cash flow forecasting within the Trust has
meant that three-monthly and long term cash forecasts are now
reviewed on a weekly basis, by the Investment executive.
The Trust has analysed and aggregated its underlying private holdings to a fuller extent than was previously feasible, enabling
improved understanding of the sectoral, regional and market capitalisation positioning across the full gamut of public and private
equities held.
Operational risk assessments across external funds and mandates
have assumed greater importance in a post-Madoff world. The
Trust is pleased, but not smug, that it effectively avoided implication in the well-publicised prime brokerage and hedge fund implosions, although the second order effects of these collapses have
changed the investment landscape for all.

J.P. Morgan: In your opinion, how do you see your role and
that of the risk management team evolving in the future?
Sarah Fromson: I see my role as providing effective support and
challenge for the CIO and Investment Executive, in ensuring that
the Trust retains its purchasing power to support current and future
generations of scientists and researchers. The Trust is increasing
its involvement in directly held equities and other securities, which
will require further developments in the risk measurement and
management areas.

Background of Wellcome Trust: www.wellcome.ac.uk

JUNE 2009 EDITION — 8

GLOBAL MARKET INDICES
GLOBAL EQUITIES (EXCLUDING U.S.)

AS OF MAY 2009

by Simreet Gill
J.P. Morgan Investment Analytics and Consulting
simreet.k.gill@jpmorgan.com

All quotes in Euros
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• In the last 3 months through May, the European equity market have
performed extraordinarily well on the back of improvements in the
macro dataflow. Most equity indexes rallied 30-40pc from their
March lows, with cyclical sectors and financial stocks outperforming
strongly. Cyclical indicators such as ISM, global PMI or Chinese data
are showing signs of stabilization, admittedly from an extremely low
level, while most credit indictors are back to their pre-Lehman
collapse level. New credit issuance has been very strong year to date
and is getting accepted well by investors. (Morgan Markets)

• The strong performance in equities was led by the cyclical sector
which outperformed the defensive sector by more than 20%. At
stock level, “low-quality” names did very well during the rally
(broadly defined as the most leveraged, the biggest underperformers, lower ROE and “value” stocks). The fundamental factors,
such as earnings momentum, did badly, actually showing an inverse
correlation with stocks’ relative performance. (Morgan Markets)
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• The latest economic releases from China appear consistent with a
return to trend growth or better in the current quarter, led by solid
expansion in domestic demand. Fixed-asset investment accelerated
to a pace of 33.9% over year ago in April, rivaling the peak rates of
the past decade. Details show that fiscal stimulus is driving the
acceleration, with government-supported categories including transportation, the power grid, housing, and health care being targeted
for expansion, while private housing investment also bottomed out.
(Morgan Markets)
• Strong Chinese activity data and rising commodity prices are
inducing more investors into EM equities. Global retail continues to
switch from developed to emerging stocks, by over US$23 billion
over the past three months. (Morgan Markets)
• While recovery is expected in the Japanese equity markets, the 1Q09
MoF corporate survey revealed that the domestic sales and profits
plunged further in 1Q led by the manufacturing sector. This was the
first loss for the sector since the record began in 1954 and the firms
are likely to cut back their capex in coming quarters. (Morgan
Markets)
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• In Korea, Real GDP grew 0.2% q/q (seasonally adjusted annual rate)
in 1Q09, after falling a sharp 18.8% in 4Q08. Private sector activity
contracted further, but still at a milder pace than in 4Q and slightly
more than offset by public sector spending on infrastructure.
(Morgan Markets)
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