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DEMYSTIFYING THE
MARKET STORM:
A FACTOR PERSPECTIVE

Many market observers could see signs of a coming storm  In addition to these major forces, numerous “hidden”

long before stock prices started to slide. Among these factors indicated potential troubles ahead since April.
indicators were outflows from the large pool of global MSCI's research team have used a factor framework to
capital that has flooded emerging markets over the past identify the following less obvious cross-currents

few years, continued low global interest rates, rising affecting equities and other asset classes.

Chinese debt levels and relaxed margin limits and the

unexpected slowdown in China’s economy.
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Four Early Indicators:

Recent underperformance of
pro-cyclical factors and factor

indexes, such as Value

Outperformance of defensive
factors and factor indexes, such

as Low Volatility and Quality

The downturn in leverage and
high-beta factor returns, while
investors continued to be rewarded

for providing liquidity

Dramatic changes in indicators that drive
hedging, relative risk and risk-parity
strategies—such as implied volatilities and

correlations among key asset classes
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Equity Market Drivers

Looking back over the past few months, signs of a
potential coming storm were picked up by MSCI

benchmarks, factor indexes and factor models.

MSCI Benchmarks

The sharp decline in global equity markets was
indiscriminate in August. Developed market regions fell
by about 9% and emerging market regions dropped by
14%. Year to date, the gap in performance between
developed and emerging markets is even greater, with
the MSCI World Index declining 5.4% compared to a
17.6% plunge for the MSCI Emerging Markets Index.

MSCI Factor Indexes

Looking at MSCI factor indexes, seven of the ten
indexes based on the parent MSCI World Index
outperformed their parent index by 1% or more (Exhibit
6). The MSCI World Minimum Volatility Index in
particular provided substantial relative downside
protection during this period, falling only 5.7% versus a
decline of 9.8% for the MSCI| World Index. In contrast,
Value Weighted, Enhanced Value and Momentum factor

indexes underperformed in August.

On a year-to-date basis, Minimum Volatility remains the
best performer, declining only 0.25% against a drop of
5.4% for the MSCI World Index. Other factor indexes that
performed well over this period include Momentum and
Diversified Multiple-Factor indexes, while Value Weighted

and High Dividend Yield underperformed.

MSCI Factor Models

MSCI factor models showed early signs of a potential
emerging risk-off trade in the United States, starting
with the poor performance of Residual Volatility and
Leverage factor returns, which turned negative on
April 17 and May 5, respectively, followed in late June
by high-beta stocks underperforming low-beta stocks.
Monitoring these factors—especially Leverage—
provided a sense of the market-wide sentiment of risk

and the effect of Fed policies.

Since the beginning of July, the market has expressed a
nuanced preference for high-quality stocks, reflected in
the recent positive performance of Quality factors
(Earnings Quality, Profitability, Management Quality and
Size). This type of market behavior suggests poor
growth expectations as investors showed a preference
for securities that are expected to outperformin a

low-growth environment.

Liquidation indicators (1-day reversal) have not pointed
to a market-wide exit to cash. We would typically see
significant drawdowns in 1-Day Reversal and spikes in
the Short Interest factor when this happens. As
investors panic, they tend to liquidate securities to
raise cash; this is reflected in market prices as highly
shorted securities experience short-covering. Short-
term Reversal factor returns (left panel of Exhibit 1)
turned down in June, but 1-Day Reversal returns
continued to do well, indicating that investors were

rewarded for providing liquidity.
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EXHIBIT 1: Investors Head for Quality, But Not Yet to Cash
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* Factor returns are rescaled to 8.00% annualized volatility
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Looking Forward

Indicators of potential liquidations, such as the 1-day
reversal factor, can be helpful for monitoring short-
term developments. Options markets can also be a
leading indicator of further short-term volatility. For

that reason, we recently incorporated option-implied

EXHIBIT 2: Impact of Option-Implied Volatilities on Predicted Volatility
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volatilities into the MSCI Barra US Trading Model,
leading to a significant improvement in short-term risk
forecasts. For example, the US Trading Model predicted
increased market and beta volatility levels well ahead
of the August 24th sell-off.
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Performance of Individual Factors

Looking at Exhibit 3, one can see these trends:

Value indicators, other than Earnings Yield, have
struggled this year (Value, Dividend Yield, Long-term

Reversal), as can be seen in the top left panel.

Stock Momentum, Industry Momentum, and
Seasonality have not been affected year to date
and have been posting positive performance (top

right panel).

EXHIBIT 3: Performance Varies by Factor in 2015 (YD)
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Regional Momentum, on the other hand, has been

performing poorly for most of 2015 to date (top right
panel). U.S. companies with exposures to China have
been suffering from the recent drawdown in Chinese

markets (bottom panel).
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Relationships Among Asset Classes

Dramatic shifts in the relationships among asset classes have also occurred since April 2015. Changes in

forecast correlations among leading indexes may affect hedging, relative risk and risk parity strategies across

asset classes.

EXHIBIT 4: U.S. Fixed Income Correlations to MSCI EAFE Index

EXHIBIT 5: U.S. Fixed Income Correlations to MSCI EM

Asset Class April 30 August 21 Change Asset Class April 30 August 21 Change
U.S. TREASURY A7 -.54 -.71 U.S. TREASURY -.02 -.54 -.48
U.S. CREDIT .21 -.46 -.66 U.S. CREDIT .05 -.40 -.45

U.S. Fixed Income for these charts is represented by the Barclays Capital US Treasury Index and the Barclays Capital US Credit Index

Correlations between U.S. Fixed Income (Treasuries and
Credit) and MSCI equity indexes (ACWI, EAFE, EM, China,
Quality and Momentum) fell between 30 and 70
percentage points. In particular, the correlations
between U.S. Fixed Income and MSCI EAFE turned from
moderately positive to strongly negative and the
correlation between MSCI EM and U.S. Fixed Income

went from near-zero to strongly negative,

Not surprisingly, U.S. high yield bonds behaved more
like broad equity indexes than traditional bond indexes
during the period. The correlation between high yield
bonds and U.S. equities increased from .29 at the end of
April to .46 on August 21. Conversely, correlations
between high yield bonds and their less risky
counterparts (U.S. Treasuries and high-grade credits)

decreased by over 53 percentage points.

On the commodity front, the GSClI Commodity Index’s
correlation with equities, which had been low to nearly
zero, rose across the board as investors began to tie

commodities back to equity markets.

In contrast, correlations between commodities and U.S.
fixed income indexes (Treasuries and credit) fell by
over 65 percentage points, with correlations changing
from weak positive in April to strongly negative in
August. The largest observed change in correlation was
between commodities and U.S. Treasuries, with a -.75
shift from April (.09) to August (-.66).

Certain expected correlations involving currencies also
shifted by 40-50 percentage points. The biggest
forecast movements among currencies include
correlation changes of about 50 percentage points for
the Yuan (negative to positive) with the MSCI EAFE Index
and the Euro (positive to negative) with the MSCI EAFE
and MSCI ACWI indexes. The correlation between U.S.
high yield bonds and the Yuan increased by nearly 40
percentage points and the figure for the Euro and the
British pound fell by nearly 50 percentage points. These
movements may reflect the recent unprecedented
decline in the Yuan and the volatility associated with

the crisis in Greece.




AUGUST 2015

MSCI Regional and Factor Index Performance

The chart below shows the effect of market movements on MSCI regional and factor indexes over time.

EXHIBIT 6: Performance of MSCI Regional and Factor Indexes

MSCI Regional Indexes Day MTD 3MTD YTD 3Yr 5Yr 10 Yr

PACIFIC -3.75% -9.53% -11.76% -1.49% 6.69% 5.90% 3.79%
EAFE -3.40% -9.52% -10.22% -2.21% 7.85% 7.10% 417%
EUROPE -3.18% -9.52% -9.52% -2.69% 8.41% 7.78% 4.40%
WORLD -3.72% -9.79% -10.24% -5.43% 10.09% 10.95% 5.66%
USA -3.96% -9.90% -9.84% -6.53% 12.77% 15.00% 6.95%
CHINA -6.07% -13.90% -27.37% -11.76% 5.10% 1.74% 10.39%
EM EMEA -4.63% -13.54% -17.21% -14.18% -8.67% -3.19% 2.00%
EM ASIA -5.28% -14.29% -23.52% -16.24% 0.23% 1.22% 6.711%
EM (EMERGING MARKETS) -4.97% -14.24% -22.15% -17.65% -4.58% -1.82% 5.27%
EM LATIN AMERICA -3.86% -14.88% -21.21% -26.84% -16.01% -10.21% 4.15%
MSCI Factor Indexes Day MTD 3MTD YTD 3Yr 5Yr 10 Yr

WORLD MINIMUM VOLATILITY (USD) -3.48% -5.71% -4.72% -0.25% 10.06% 11.92% 6.95%
WORLD MOMENTUM -3.27% -9.86% -8.42% -2.31% 11.22% 15.28% 7.80%
WORLD DIVERSIFIED MULTIPLE-FACTOR -3.51% -8.84% -9.01% -2.46% 13.59% 14.25% 8.37%
WORLD EQUAL WEIGHTED -3.55% -8.84% -10.40% -4.03% 10.49% 10.01% 6.22%
WORLD QUALITY MIX -3.57% -8.51% -8.54% -4.08% 10.18% 11.70% 6.80%
WORLD RISK WEIGHTED -3.56% -8.26% -8.98% -4.22% 10.04% 10.57% 6.92%
WORLD QUALITY -3.35% -9.70% -9.24% -5.05% 9.92% 13.21% 8.04%
WORLD ENHANCED VALUE -3.83% -10.01% -12.08% -5.13% 12.78% 9.93% 6.36%
WORLD VALUE WEIGHTED -3.90% -10.15% -11.62% -6.94% 9.95% 9.47% 4.90%
WORLD HIGH DIVIDEND YIELD -3.54% -8.70% -10.32% -7.24% 7.08% 9.93% 5.24%

Data as of 24 Aug 2015, Gross Total Returns, USD

CONCLUSION

The current market storm is still evolving. In the near future, investors should consider looking for
indicators of possible risking liquidations, which could manifest in equity short-covering and/or in
declining short-term reversal factors.

Additionally, using market implied volatility and asset class correlations may be an effective way to
monitor short-term risk aversion, as is monitoring Minimum Volatility and Quality factor

investments—which is where many investors have gravitated to ride out this latest turbulence.
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