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For more on this topic, see our 2023 journal article: “Portfolio Construction When Regimes Are Ambiguous” 

by Mark Kritzman, Cel Kulasekaran, and David Turkington, The Journal of Portfolio Management, Vol. 50, No. 1., 

November 2023 

 

Using patterns from the past as a guide to the future 

Wouldn’t it be convenient if all life’s experiences could be 

assigned to distinct categories, and cleanly filed away for 

reference? In reality, there are no such clear categories and 

even if there were, most memories would belong to more than 

one of them. The same fact applies when we try to assign 

regime labels to the economic events of history. Regimes are 

nuanced, and their labels are ambiguous.  

The concept of a ‘regime’ is useful for investing. It refers to 

dynamics that are different from average, and which are 

expected to prevail for some period of time. Creating a regime-

specific optimal portfolio requires estimates for risk and return, 

which we can compute as weighted averages of what 

happened to assets in the relevant past.  

Suppose we are concerned about a regime of high inflation 

and low growth. The conventional approach is to set 

thresholds and identify periods when inflation was greater than 4% and growth was also less than 1%, for example. 

Choosing these thresholds is rather arbitrary, and it is also possible that we end up with very few events, or none. 

Moreover, does it make sense to give full weight to data points that are just barely above the threshold, and 

completely ignore those just below it? And should we not pay more attention to extreme circumstances than 

moderate ones?  

We can address these issues of nuance by adopting a new approach to regimes. First, define a regime in terms of 

multiple variables (for example, inflation of 6% and growth of 0%). Next, use a measure of statistical relevance, 

based on a well-founded metric called the Mahalanobis distance, to calculate the relevance of every past 

observation to these prototypical regime circumstances, taking into account the similarity and informativeness of 

every past event. Finally, focus on the most relevant history and forecast returns as relevance-weighted averages 

of past returns, variances as relevance-weighted averages of past squared deviations, and pairwise covariances 

as relevance-weighted averages of asset deviation products for a given pair. In the absence of regimes, we get 

back full-sample returns and covariances. When we do have regime views, we get regime-conditioned estimates. 

Events are not weighted equally, but by relevance. And because regimes are ambiguous, the same past 

observations can inform more than one of them. 

 

Exhibit 1: Illustrative Portfolio Allocations 
 

 
 
 
Illustrative portfolios are formed from annual returns 
spanning 1974 through 2022 based on asset class proxy 
indices  obtained via Datastream. Regimes correspond 
to selected hypothetical values of inflation and real 
growth in GDP. See the paper “Portfolio Construction 
When Regimes Are Ambiguous” referenced at bottom, 
for more information. 
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Robust Overheated Downturn Stagflation

US Equity 57% 26% 9% 15%

Foreign Equity 0% 27% 0% 6%

US Treasury 0% 0% 49% 36%

US Corporate 36% 22% 15% 0%

Commodities 7% 24% 0% 10%

Cash 0% 0% 27% 33%
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State Street Associates 

Our goal is to bridge the worlds of financial theory and practice with innovative investment research for asset 
managers and owners. We focus on two fundamental drivers of performance to help State Street’s clients exceed 
their performance goals and manage risk: 

INFORMATION ADVANTAGE:  Our extensive indicator suites provide investors with powerful and practical market 
intelligence. 

RESEARCH ADVANTAGE:  We partner with renowned academics to develop impactful new ideas for portfolio 
construction, risk management, and investment strategies. 

Learn more about our thought leadership, publications, interactive tools and indicators at   
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Global Markets Research Disclaimer Supplement [2023.01] 

Australia: This communication is provided to wholesale clients by State Street Bank and Trust Company (Australian Business Number 70 062 819 
630, Australian Financial Services License 239679).  
Brazil: The products in this marketing material have not been and will not be registered with the Comissão de Valores Mobiliários - the Brazilian 
Securities and Exchange Commission ("CVM"), and any offer of such products is not directed to the general public within the Federative Republic 
of Brazil ("Brazil"). The information contained in this marketing material is not provided for the purpose of publicly soliciting investments from 
investors residing in Brazil and no information in this marketing material should be construed as a public offering or unauthorized distribution of the 
products within Brazil, pursuant to applicable Brazilian law and regulations.  
Israel: State Street Bank and Trust Company is not licensed under Israel’s Regulation of Investment Advice, Investment Marketing and Portfolio 
Management Law, 1995. This communication may only be distributed to or used by investors in Israel which are “eligible clients” as listed in the 
First Schedule to Israel’s Regulation of Investment Advice, Investment Marketing and Portfolio Management Law 1995.  
Japan: This communication is made available in Japan by State Street Bank and Trust Company, Tokyo Branch, which is regulated by the Financial 
Services Agency of Japan and is licensed under Article 47 of the Banking Act. 
Oman: State Street Bank and Trust Company is not a bank or financial services provider registered to undertake business in Oman and is not 
regulated by the Central Bank of Oman or the Capital Market Authority. 
Qatar: The information in this communication has not been reviewed or approved by the Qatar Central Bank, the Qatar Financial Markets Authority 
or the Qatar Financial Centre Regulatory Authority, or any other relevant Qatari regulatory body.  
Singapore: This communication is made available in Singapore by State Street Bank and Trust Company, Singapore Branch (“SSBTS”), which holds 
a wholesale bank license by the Monetary Authority of Singapore. In Singapore, this communication is only distributed to accredited, institutional 
investors as defined in the Singapore Financial Advisers Act 2001 (“FAA”) and its regulations. Note that SSBTS is exempt from Sections 27 and 36 
of the FAA. When this communication is distributed to overseas investors as defined in the FAA, note that SSBTS is exempt from Sections 26, 27, 
29 and 36 of the FAA. This advertisement has not been reviewed by the Monetary Authority of Singapore.  
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United Kingdom: State Street Bank and Trust Company is authorised and regulated by the Federal Reserve Board of the United States, authorised 
by the Prudential Regulation Authority (“PRA”) and subject to regulation by the Financial Conduct Authority and limited regulation by the PRA. Details 
about the extent of our regulation by the PRA are available from us on request. State Street Bank International GmbH is authorised and regulated 
by the European Central Bank and the BaFin, deemed authorised by the Prudential Regulation Authority, and subject to regulation by the Financial 
Conduct Authority and limited regulation by the Prudential Regulation Authority. Details of the Temporary Permissions Regime, which allows EEA-
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