























investment insight

The Three Dirty Words of Investing, Part 111:

Using Derivatives to Target Exposures and Calibrate Risk, continued

Total Return Swaps: investors pay LIBOR+/- a margin to
receive the return on a specified asset, basket of securities or
index. This is like borrowing short term to invest in a chosen
reference asset or index.

Credit Default Swaps (CDS): the buyer pays a periodic fee
to receive protection from the seller upon default of the entity
named in the swap. This is like buying and selling insurance
against issuer default.

Credit Default Swap Index (CDX): can be used to buy or sell
protection on a standardized basket of single name CDS. This
can be used as insurance against broad credit market trends.

All of these instruments allow investment managers to special-
ize in uncovering value in specific areas of focus and very
specifically target the risks to take and those to avoid. Deriva-
tives are an essential tool for surgically expressing exposures to
market components where managers have a strong underlying
conviction about the outcome.

Credit default swaps (CDS) have greatly enhanced manag-

ers’ ability to actively short corporate bond exposures without
the need to locate, borrow and deliver bonds against payment.
Instead, investors can simply buy protection on an underly-
ing reference entity through the CDS market. The transaction
involves contracting with a counterparty to receive payment
in the event the named issuer defaults, in exchange for a fee
(known as spread) paid on a quarterly basis. In the credit
markets, idiosyncratic (or issuer-specific) downside risk means
a bond can go to zero versus a much more limited upside poten-
tial. The ability to short easily expands the opportunity set for
adding value in addition to managing risk, since investors can
actually profit from this downside dynamic rather than merely
avoid the exposure.

We can look at a real-life example of how CDS both mitigate
risk and provide return potential. In the 3rd quarter of 2005,
many viewed the supermarket Albertson’s as the weakest issuer
in its sector. Using CDS, managers could short the name and
position themelves for the fall-out from weak stock performance
and a belief that management might take action to improve
shareholder value at bondholders’ expense. In September 2005,
the grocer put itself up for sale, receiving private equity bids.
Spreads widened over 100 basis points, a positive event for
investors who were short the credit. Yield spreads versus Trea-
suries widened over 100 basis points, causing the bond’s price
to decline. As such, managers holding a short position in the
name realized a positive outcome. Figure 1 illustrates this trade.

Another example can be shown using CDS to hedge risk in
conjunction with a cash bond. The trade involves a bond trad-
ing at an attractive yield-to-call. The bond provides attractive
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Yield to Spread

Figure 1: Short Position in 5-Year CDS
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returns for the brief three-month holding period to the next call
date vis-a-vis other short-term opportunities. However, because
the bond is rated as a high yield security, there is also height-
ened downside credit risk related to the potential for default,
even over this short period. To protect against this, a trade can
be constructed in which this risk is hedged by purchasing one-
year default protection on the security through the use of CDS.
While the cost of the downside insurance reduces the net hold-
ing period return, this same protection also allows taking on a
larger position in the trade to earn more yield for the portfolio
than would be possible with a smaller holding.

Naturally, derivatives themselves present risks in the form of
counterparty risk, operational risk, and legal risk, which must
be addressed by sophisticated risk management systems, espe-
cially with regard to more exotic, customized, over-the-counter
formats used more often today.

Advanced capabilities are also required to understand and
manage the inherent leverage that results from instruments
without upfront capital commitments.

While derivatives no doubt add to the complexity of portfolios,
in the hands of professional managers they can greatly enhance
both the risk management and exposure control within portfo-
lios. In the new world of derivatives-based investing, ever finer
slices of financial risk can be spliced and recombined in new
ways to achieve specific investment goals.

' Global Financial Stability Report, International Monetary Fund, September 2006.
SSgA may have or may seek investment management or other business relationships

with companies discussed in this material or affiliates of those companies, such as
their officers, directors and pension plans.
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Cash Management Solutions for Institutions

By Barbara Shegog, CFA, CPA
Vice President, Head of Tax-Aware and
Principal-Protected Strategies

When it comes to corporate cash, finding the right
investment solution to generate income from working
capital while maintaining liquidity can be a criti-

cal part of a firm’s fiscal strategy. This has become even more
important as many companies’ working or operating capital has
risen to all-time highs. The following article looks at some of
the options available to institutions.

Keeping operating funds working for a company, pension fund,
foundation or endowment is crucial to maintaining healthy cash
flow and maximizing financial returns. Cash management solu-
tions should help maximize the value of every dollar of oper-
ating cash while preserving the flexibility needed to satisfy
short-term financial needs. There are many solutions aimed at
achieving a company’s cash management goals. These will vary
according to an institution’s:

= time horizons

= risk appetite

= taxation issues

= liquidity needs

= return objectives

Cash Is Growing

Reports show that cash reserves at many institutions have been
growing dramatically.! Some of the larger public companies in
the US are holding as much as $764 billion.? Increasingly, stock
market valuations are tied to a company’s return on assets, so
it is important for firms to have a prudent cash strategy in place
to manage their cash flows.

Establishing Priorities

Yet many institutions do not strategically manage their cash
levels or know the methods used to invest them. Instead, excess
cash is determined by default, or what remains after operational
expenses and shareholder distributions, based on cash flow
forecasts. Investment choices can often be a matter of conve-
nience and therefore limited to money market funds.

There are many reasons to hold cash, including operational
needs, research and development funding, mergers and acquisi-
tions or stock repurchases. These can be categorized according
to their time horizon’s:

= immediate, operational cash needs (less than 30 days)

= medium-term expenditures, including possible M&A
activity (one month to one year)

= Jong-term strategic cash needs (longer than a year)
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Perhaps the most important step in strategic cash management

is establishing a cash target. Institutions should ask themselves
what their optimal level of cash is, what the appropriate balance
is between domestic and offshore cash and whether to actively
manage liquidity to generate returns.

Time Horizons Drive Investment Options

There is no magic formula for deciding how much cash is need-
ed, though considering the time horizon for those needs will
drive the appropriate cash management strategies.

Understanding an institution’s cash flow needs will help devel-
op strategies for seasonal fluctuations in sales or unexpected
surges in company growth. Based on the time horizon for cash
needs, the following investment options are available:

Short Term
(1 month to
1 year)

Operating Long Term

(>1 year)

(<30 days)

= Money market
funds

= Treasury bills = Corporate notes

and bonds

= Certificates of
deposit = Asset-Backed

Securities

= Tax-exempt
money market

funds = Commercial paper

® Treasury notes
= Repurchase

Agreements = Agency notes

= Time Deposits = Mortgage-Backed

Securities

Even switching from a 30-day money market fund to 60- or

90-day enhanced cash fund investments can make a signifi-

cant difference in yield. Investing funds for longer terms will
typically yield higher returns, but those must be balanced by
liquidity needs.

Still, some institutions keep all of their cash highly liquid,
perhaps in a money market fund, when only a portion is needed
for daily operating expenses. This is tantamount to leaving
money on the table. Instead, investors should determine how
much could be committed for a longer period. Investing that
amount for as little as 90 days could enhance returns. Moving
further out on the yield curve by investing in securities with
maturities from one to three years could also be appropriate for
building cash reserves for an expansion, an acquisition or capi-
tal investments that are several years away.
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Cash Management Solutions for Institutions, continued

Taxation Issues

Cash management strategies also depend on an institution’s
tax considerations. If profits put a firm in a high corporate tax
bracket, realized gains and losses may become an important
factor. In this case, tax-advantaged instruments such as tax-
exempt money market funds, variable-rate demand notes and
municipal notes may be appropriate options.

If an institution is in a lower tax bracket or not currently
subject to taxes, higher yields on taxable securities could be
more important than tax advantages or municipal securities.
However, investors in a high federal tax bracket may be able to
obtain a better after-tax return by investing in federally tax-
exempt securities. It’s important to compare the yields on tax-
free obligations to their fully taxed equivalents to find those
that provide a higher after-tax return. The tax benefits of some
investments may depend on an institution’s legal structure or
whether revenue is generated domestically or offshore.

Diversifying Credit Quality to Raise Yield Potential
The potential for additional yield might justify assuming
moderate investment risk. Newly issued obligations guaranteed
by the US government (such as Treasury bills) yield less than
unsecured securities. High-quality, investment-grade corporate
bonds will generate higher return in exchange for moderate
credit risk.

A number of rating services, such as Fitch Investors Service,
Moody’s Investors Service and Standard & Poor’s Corpora-
tion (S&P), provide comparative analyses of the risk levels of
various instruments. If you choose bonds with short maturi-
ties, you may want to consider an A-rated bond by S&P. This
type of bond is likely to yield a higher return than an AAA-
rated bond (S&P’s highest investment rating) of equal maturity.
You should, however, note the incremental risk associated with
lesser quality credits.

These choices increase as an institution builds a stronger cash
flow. The higher the level of investable assets, the greater the
ability to diversify and add more risk. For example, an investor
with a larger cash balance would be able to include lower-qual-
ity securities offset by higher-quality securities to maintain

a portfolio with a AA average. This diversification could help
increase overall yields by including higher-yielding securities.
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Building a Balanced Cash Portfolio

Trading some short-term liquidity for higher yield will bring
interest rate risk to your investment portfolio. It is important
for investors to have an interest rate outlook in choosing their
cash solutions. This outlook is formed by fundamental factors
such as the economic outlook and credit analysis as well as
technical factors such as supply levels or bond availability.

This will determine views on the expected returns in various
sectors, such as asset-backed securities (ABS), mortgage-backed
securities (MBS) or corporate bonds. In addition, the inves-

tor should identify and capitalize on inefficiencies between the
taxable and tax-exempt markets as well as between sectors and
structure. It is the investment manager’s task to balance client
constraints with market conditions to create customized solu-
tions, as illustrated in Figure 1:

Figure 1: Aiming to Strike the Perfect Balance
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Making Cash Work

Whether large or small, institutions should be strategic in how
they make their cash work for them. While solutions will vary
according to an institution’s individual needs, considering time
horizons along with risk appetites, tax considerations, liquid-
ity needs and return objectives can provide a robust decision-
making matrix for seeking an optimal balance.

" NeuGroup International Treasurer, March 31, 2007.

2 Karen Richardson, "Companies Fall Behind in Cash Management," The Wall Street
Journal, June 19, 2007.
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SSgA in the News

SSgA #1 in Assets Under Management

SSgA ranked number one again in Pension & Investment’s
annual survey of money managers. SSgA’s assets under
management totalled $1.85 trillion in worldwide institutional
assets as of March 31, 2007. Sean Flannery, SSgA’s chief
investment officer, said a number of the active strategies the
firm has focused on in recent years enjoyed strong growth in
2006, helping boost SSgA’s worldwide institutional assets by
nearly 21%.

SSgA Receives Top Accolades in Asianinvestor Maga-
zine's 2007 Achievement Awards

SSgA earned top recognition in the category of “European
Equity: Five-year Risk-adjusted Performance.” “SSgA’s strate-
gies aim to provide the best in class investment approach for
each segment of the global equity market,” said Bernard Reilly,
senior managing director for State Street Global Advisors
(SSgA) Asia Limited. We are honored to receive this award from
AsianInvestor, as they once again recognize the hard work and
dedication of our talented equity investment team.”

SSgA Enhances Target Retirement Strategies

SSgA has enhanced its suite of Target Retirement Strategies

to improve the strategies’ capacity to seek to generate suit-

able replacement income during retirement. The enhancements
address four fundamental considerations that are integral to
effective retirement planning: generating sufficient wealth to
fund retirement, having an appropriate asset allocation to avoid
the probability of outliving one’s accumulated wealth during
retirement, recognizing the effect of inflation, and acknowledg-
ing the impact of untimely market events particularly as people
approach, and are transitioning into, retirement.

SSgA has added broader international exposure to the strate-
gies, in addition to the inclusion of Treasury Inflation Protected
Securities, credit bonds and stable value investments. The asset
allocation glide path has also been adjusted to enable a modest
increase in the ending equity allocation in retirement.

These changes all seek to yield enough return to meet the
longevity risk facing retirees. SSgA has also renamed its strate-
gies from SSgA Age-Based Strategies to SSgA Target Retire-
ment Strategies.

SSgA Launches Rexiter Global Emerging Markets Strategy
The Rexiter Global Emerging Markets Sustainability Strategy
was developed in conjunction with the International Finance
Corporation (IFC), Rexiter Capital Management Limited, and
Innovest Strategic Value Advisors, Inc. The strategy seeks

to systematically integrate environmental, social and gover-
nance (ESG) factors into its portfolio construction process.

The Rexiter Global Emerging Markets Sustainability Strategy
aims to establish best practice for future sustainability strate-
gies in emerging market equities.

The strategy, managed by Rexiter, a State Street Global Alliance
company that specializes in emerging market strategies, applies
a sustainability overlay implemented by Innovest. Innovest,
also a Global Alliance company, specializes in the analysis of
companies’ environmental and social performance.
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