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RISK REGIME INVESTINGTM 

An investment process is driven by proprietary measures of financial 

turbulence and systemic risk. 

 

 Financial turbulence measures the statistical unusualness of a set of   

returns given their historical pattern of behavior.  

 

 Implied systemic risk, through a statistic called the absorption ratio, 

measures the fraction of market variability that is explained by a subset 

of the most important factors.  
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 Financial turbulence   
 

The statistical unusualness of a set of returns given their historical pattern of 

behavior, including: 

 

   Extreme price moves 

 

   Decoupling of correlated assets 

 

   Convergence of uncorrelated assets 

 

 

Important empirical features of financial turbulence: 
 

 Returns to risk are lower during turbulent periods 

 

 Although it may arrive unexpectedly, turbulence tends to be persistent 

 

 

 

 

WINDHAM’S PROPRIETARY RISK MEASURES - TURBULENCE 
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Returns to risk are lower when markets are turbulent* 

Kritzman, Mark, and Yuanzhen Li. "Skulls, Financial Turbulence, and Risk Management." Financial Analysts Journal  (2010). 

*Date Range: January 1993 through December 2008 
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RISK MEASURES - TURBULENCE 
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Systemic risk 
 

 

 A measure of the extent to which markets are unified or tightly coupled, 

which we call the absorption ratio.   

 

 When markets are tightly coupled, they are more fragile in the sense that 

negative shocks propagate more quickly and broadly than when markets 

are loosely linked. 

 

 

Important empirical features of systemic risk: 
 

 Systemic risk tends to rise prior to the most significant market drawdowns 

 

 Systemic risk can be a leading indicator of financial turbulence 

 

WINDHAM’S PROPRIETARY RISK MEASURES – SYSTEMIC RISK 
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Fraction of equity draw downs preceded by high systemic risk* 

RISK MEASURES – SYSTEMIC RISK 

* Date Range: January 1998 through January 2010 

   *Kritzman, Mark, Yuanzhen Li, Sebastien Page, and Roberto Rigobon, “Principal Components  as a Measure of 

Systemic Risk.” The Journal of Portfolio Management (Summer 2011). 

 

1% Worst 2% Worst 5% Worst 

1 Day 87.50% 84.13% 73.42% 

1 Week 81.25% 80.95% 76.58% 

1 Month 100.00% 98.41% 89.81% 



7 © 2012 Windham Capital Management, LLC 

-80%

-60%

-40%

-20%

0%

20%

40%

60%

80%

100%

120%

1987 Crash Dot-Com 
Meltdown

Global Financial 
Crisis

Absorption Ratio and Major Crashes

Stock Market Drawdown

AR Filtered Return

% Drawdown Avoided

-80%

-60%

-40%

-20%

0%

20%

40%

60%

80%

100%

120%

1987 Crash Dot-Com 
Meltdown

Global Financial 
Crisis

Absorption Ratio and Major Crashes

Stock Market Drawdown

AR Filtered Return

% Drawdown Avoided

-80%

-60%

-40%

-20%

0%

20%

40%

60%

80%

100%

120%

1987 Crash Dot-Com 
Meltdown

Global Financial 
Crisis

Absorption Ratio and Major Crashes

Stock Market Drawdown

AR Filtered Return

% Drawdown Avoided

   *Kritzman, Mark, Yuanzhen Li, Sebastien Page, and Roberto Rigobon, “Principal Components as a Measure 

of Systemic Risk.” The Journal of Portfolio Management (Summer 2011). 

    Note:  Based on simulated data. 

 

Systemic risk and major stock market crashes* 

RISK MEASURES – SYSTEMIC RISK 
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RISK MEASURES – SYSTEMIC RISK 

We identify the 10% most volatile 30-day periods of the MSCI All Country World Equity Index.  We 

synchronize the volatile periods and measure the median standardized shift of the global absorption 

ratio leading up to, during, and following these periods of volatility. 
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RISK MEASURES – SYSTEMIC RISK 
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RISK REGIME INVESTINGTM  – 6 “STATES OF RISK” 

 

Risk  

Regime 

 

Fragile Market 
(High Systemic Risk) 

Resilient Market 
(Low Systemic Risk) 

High 

Turbulence 

Moderate  

Turbulence 

Low 

Turbulence 

High 

Turbulence 

Moderate  

Turbulence 

Low 

Turbulence 

Risk  

Relative to 
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Maximum 

Underweight 
Underweight 

Small 

Underweight 
Underweight 

Small  

Overweight 

Maximum 

Overweight 

Regime 

Description 

Fragile market, 
unusual 

behavior of 
asset prices 

and correlations   

Fragile market, 
moderate 
turbulence 

Fragile but calm 
market  

Resilient 
market,  
unusual 

behavior of 
asset prices 

and 
correlations 

Resilient 
market, 

moderate 
turbulence 

Resilient and 
calm market 
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DISCLOSURES: The information contained in this presentation (the “Presentation”) is 

highly confidential and is not to be reproduced or distributed to any other persons (other 

than professional advisors of the prospective investors receiving these materials). The 

Presentation is intended solely for the use of the persons to whom it has been delivered. 

This Presentation has been prepared solely for informational purposes. The Presentation is 

not intended to provide professional or investment advice, and you are advised to seek  

independent professional advice prior to investing in any products or strategies described in 

the Presentation or recommended by Windham Capital Management, LLC. In addition, this 

Presentation is neither an offer to buy or sell any securities, nor a solicitation of an offer to 

buy or sell interests or shares in any fund or strategy.  

 

Historical data and other information contained herein is believed to be reliable, but no 

representation is made as to its accuracy, completeness, or suitability for any specific 

purpose. Windham accepts no liability (whether in tort or contract or otherwise) for any loss 

or damage arising from any inaccuracies or omissions. Past performance figures, including 

any projection or forecast, are not necessarily indicative of future or likely performance of 

any investment products. No assurance may be given that the strategies’ investment 

objectives will be achieved. Investments are subject to investment risks including possible 

loss of principal amount invested.  

 

Opinions expressed are current opinions as of the date appearing in this material only. 

References to market or composite indices, benchmarks or other measures of relative 

market performance over a specified period of time are provided for your information only. 

Reference to an index does not imply that the Windham portfolio will achieve returns, 

volatility or other results similar to the index. The composition of a benchmark index may not 

reflect the manner in which a Windham portfolio is constructed in relation to expected or 

achieved returns, investment holdings, portfolio guidelines, restrictions, sectors, 

correlations, concentrations, volatility or tracking error targets, all of which are subject to 

change over time. 

 

Windham Capital Management, LLC owns trademark and other intellectual property rights 

contained in this Presentation. You are prohibited from copying, reproducing, modifying, or 

distributing in any way the contents or any part of this Presentation for any purpose without 

our prior written consent. 

 

Windham Capital Management, LLC does not intend for the information contained in this 

Presentation to be distributed to, or used by, any person or entity in any jurisdiction or 

country where such distribution or use would be contrary to law or regulation or would 

subject Windham to any registration requirement within such jurisdiction or country. 

 

Additional information is available upon request. Windham Capital Management, LLC and 

its owners disclaim any and all liability relating to this Presentation, including without 

limitation any express or implied representations or warranties for statements contained in, 

and omissions from, this information. Windham’s Investment Solution products are offered 

exclusively by Windham and not as part of its collaboration with State Street Associates. 
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Windham Capital Management, LLC 
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Rob Bernstein 
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