





In today, out tomorrow!

Lukas Diehl - Varengold Asset Management

In today, out tomorrow: what women’s football can teach us

In June of this year, Germany hosted the FIFA
Women's World Cup. Interest in the German
team amongst the local population grew as the
tournament progressed. Increasing attention
was paid to the event and to the players with
each day and each game thanks to greater me-
dia coverage and the team’s series of victories.
Nearly 17 million viewers in Germany ultimately
tuned in live to watch Germany’s women’s team
play Japan. There had been a sharp upwards
trend since the start of the World Cup, a trend
which, however, ended abruptly with the 0:1
defeat. After Germany went out in the quarter-
finals, tickets for the semi-final in Frankfurt tra-
ded on the leading online auction platforms at
less than half of the original price. Before the
quarter-final, prices had reached astronomical
heights usually seen only in the men’s game.

Such trends and rapid counter-trends can be
seen in many areas of everyday life, and of
course also on the financial markets. Trends on
the various financial markets are the breeding
ground of managed futures strategies; inde-
ed without them, systematic trading strategies
could not and would not exist. And as the diffe-
rence between the original and the resale price
reflects the strength of a trend and the degree
of interest in an event, there is a broader range
of ways to measure trend strength and intensity
on the financial markets.

The Varengold Trend Index (VTI) analyses a port-
folio of nearly 40 futures markets and categori-
ses the individual underlyings by trend profile.
“Trend movement” means here both long and
short trends, as Managed Futures managers
can benefit from both rising and falling prices
which means that the direction of the trend is
largely irrelevant for this analysis. The VTl shows
when and whether there are strong trends on
the markets and the market environment for
Managed Futures and their systematic trading
algorithms is therefore positive. A comparison
with the typical Managed Futures indices such
as the Barclay CTA Index and the NewEdge CTA
Index clearly indicates that upward trends and
strong trends correlate with positive returns, as
do downward trends with low intensity with
drawdown phases in this asset class.

An allocation of the individual markets compri-
sing the index to the four asset classes (shares,
bonds, commodities and forex) gives a broad
view of the trends at a sector level. In 2008,
one of the best years in the history of Managed
Futures, the Trend Index rose to record levels
between June and December. Followed by the
forex segment, the share segment recorded the
greatest trend intensities and was, thus, one of
the most profitable sectors for many CTAs. The
subsequent slowdown, most severe in January
and February 2010, posed a major challenge for
many system-based trading algorithms. While
trend strength development in the individual
sectors is cyclical and shows usually little corre-
lation between sectors, all sectors experienced
weakening and persistently weak trend intensity
in 2009, which created a difficult market envi-
ronment for managers and resulted in negati-
ve returns for the calendar year (NewEdge CTA

Index in 2009: -4.30 %). Yet trends returned
to the markets in the second quarter of 2010,
the bond markets recording by far the greatest
movements in the calendar year. Rather late in
the day, a clearer trend profile appeared on the
commodities markets and trend intensity remai-
ned high until March 2011. Bond markets once
again saw a dramatic increase in trend strength
in June as a result of the worsening debt crisis.
The share sector then abruptly ended its “slug-
gish” phase below the average and, like the
bond segment, developed clear trend tendenci-
es. While Managed Futures managers were still
able to profit from commoditise performance

at the start of the year, the profitable sectors
since the middle of the year have been bonds
and shares. On the forex market, on the other
hand, there has for some time been no clear
trend profile.

Trend intensity analysis by sectors
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This statement is, of course, a global assessment
at a sector level. It must be remembered that
there are actually individual markets, for examp-
le the Swiss franc, which have been recording
clear trend movements for some time although
the currency sector as a whole is relatively trend-
neutral. Nevertheless, the sector trend indices
do allow general conclusions to be drawn on
the trend environment. It is notable that rising
trends in the index bring strong increases and
thus develop rapidly on the market. Market ti-
ming using this evaluation is, therefore, difficult;
further and more detailed analyses are required.
Yet it does show the added value of Managed
Futures strategies, as their trend models usually
operate on all investment markets and thus in all

sectors. The relatively low correlation between
sectors allows CTAs to offer their investors a real
benefit in terms of total returns in the medium
to long term. Trends may vary in strength, dura-
tion and origin, but they will always be part of
all financial markets. However, as the example
of the FIFA Women's World Cup tickets shows,
a trend can end extremely abruptly and there-
fore involves a significant risk. Due diligence
and evaluation of a manager must therefore
examine the reactions of the manager’s trading
models to weakening trends and, overall, the
strategy’s risk model, and that in the same detail
as the signal generation and the overall trading
approach.
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A look under the bonnet
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Trend followers: a look under the bonnet

Even Futures Inc., the mother of all managed
futures funds founded by Richard D. Donchian
in 1948, believed in systematic trend-following.
The indicators which Donchian used for his ent-
ry signals were a simple moving average (SMA)
of twenty days and a 25-day price breakout
(known even today as the “Donchian chan-
nel”). He used a shorter five-day SMA for his
exits. These signals were “filtered” by several
conditional rules — in other words, they were
not executed in every case. This setup was ex-
tremely complex in the pre-computer era, and
Donchian’s systematic trading approach became
a model for the majority of managers on the
CTA scene that slowly began to evolve only in
the 1980s. The growth of futures exchanges for
raw materials and financial futures, the availa-
bility of high-power computers, the internet as
a means of shifting stock exchange data, and
finally the establishment of electronic trading
platforms have since resulted in a breakneck de-
velopment.

CTAs after 2000: systematic and highly di-
versified

The “commodity” element of the acronym has
long since referred more to its historical origins
than to the content of a CTA programme. Fi-
nancial futures were very quickly integrated into
portfolios when they were established, starting
in the 1980s. Besides commodities, today’s port-
folios also incorporate interest instruments, for-
eign exchange, stock market indices, and with
some CTAs even single-stock futures. Managed
futures therefore offer access to an extremely
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widely diversified investment universe, normally
only offered by the global macro style.

Today's leading CTAs are still both quantitative
and systematic. However, they employ proprie-
tary arsenals consisting of many different syste-
matic strategies instead of more or less generic
models (like in the past). This is why “single sys-
tem/single manager” is today a rather narrow
category. This trend towards even further diver-
sification of already very widely diversified CTA
portfolios at a strategy level takes into account
the need to differentiate oneself from other ma-
nagers. Other driving forces were the difficult
markets for generic trend-following models af-
ter 2003 coupled with significantly larger fund
volumes at the top that could no longer be ma-
naged with a single model.

Trend following still predominant

On closer observation, we find that the underly-
ing profile of the managed futures industry has
not altered dramatically as a result of these chan-
ges — it is still very much dependent on trend-fol-
lowing. This is apparent, for instance, when we
compare a generic trend-following benchmark
like the Newedge Trend Indicator1 with industry
benchmarks. Compared with the wider Barclay
CTA Index, which now consists of over 1,100
programmes, the correlation of monthly yields
fluctuated between 0.4 and 0.8 over a rolling
12-month period (see Figure 1). Over the enti-
re time series, the monthly changes correlate by
0.6. The correlation between the generic Ne-
wedge Trend Indicator and the narrower Barclay
BTOP50 Index, which currently contains 28 of

the most highly capitalized programmes, is even
more clearly apparent (+0.7). This is remarkable
in that barely half the CTAs contained in the Bar-
clay BTOP50 can be classified as trend-following
programmes. The correlation coefficients of the
28 funds with the Newedge Trend Indicator are
therefore also very widely scattered (minimum:
-0.1, maximum: 0.7, mean: 0.4). This phenome-
non — that virtually every reasonably representa-
tive sample of CTA funds is unmistakably posi-
tively correlated with a generic trend-following
model — was discovered by Galen Burghardt and
his colleagues from the Newedge research de-
partment in 2010 when they constructed the
Newedge CTA Trend Sub-Index2 and the Trend
Indicator: “We find the fairly shocking result
that a portfolio with no trend followers at all
can produce returns with a correlation of 0.60
to those on the trend following sub-index. And
if the portfolio has just one trend follower, it
would be impossible to reduce the portfolio’s
return correlation to anything less than 0.69.”3
There might be several reasons for this anomaly
that could easily provide material for a separate
article. So suffice it to say that the CTA sector is
essentially driven by a high proportion of extre-
mely positively correlated trend followers. And
even if you opt for a diversified CTA portfolio,
you will hardly be able to obtain any characteris-
tic other than one that, to a greater or lesser ex-
tent, is clearly trend-following. However, this is
not necessarily a disadvantage when one looks
at the relevant characteristics.

The unusual characteristics of trend-fol-
lowing CTAs

A long/short trend-following fund offers a V-
shaped payout profile similar to that of a long
straddle option strategy (which incidentally is
the conventional method if one wishes to syn-
thetically replicate the returns of trend-following
strategies): weak to mediocre results in sideways
markets, disproportionate profits in dynamic
markets driven by momentum, irrespective of
their direction.

You naturally encounter this profile once again
with trend-following managed futures when
you analyze the individual markets within a
CTA programme. But you even discover a simi-
lar profile at portfolio level and with respect to
stock market performance: if you compare the
historic, three-month returns of trend-following
CTAs with virtually any stock market index, you
will find a high proportion of the best results
occurring during periods in which the stock in-
dex recorded above-average profits or losses.
Taking the examples of the Newedge CTA Trend
benchmark and the MSCI World Total Return in-
dex, we see an average three-month return of
nearly eight per cent for the CTAs during the
worst 20% of the MSCI three-month periods
(see Figure 2). This correlation is less distinct on
the positive side (of the MSCI): The CTAs achie-
ved an average performance of around four per
cent during the best 20% three-month periods
of the MSCI.

One obvious explanation for this would be that
the correlation between CTAs and shares is
more markedly negative in stress markets than
it is positive during stock market rallies. At first
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sight this is not necessarily the case. Over a rol-
ling 12-month period, the Newedge CTA Trend
shows very similar correlation extremes for the
MSCI World total return index of +0.8 during
bull markets and -0.7 in bear markets (see Figu-
re 3). However, on the basis of the complete set
of monthly returns between 2000 and August
2011, we see that the negative correlation in
negative stock market months is in fact more
reliable: the downside correlation of the month-
ly changes is -0.4. On the other hand, with a
value of 0.1, the upside of the MSCl is virtually
uncorrelated to the CTAs. Even these characte-
ristics are fairly stable over time: on the basis of
the extended series of the Barclay CTA index,
for example, the period 1990 till half-year 2011
shows identical values for both the downside
and the upside correlation of the CTA monthly
returns to the MSCI.

At first sight, this behaviour may seem rather
intriguing, and one could initiate a number of
absolutely fascinating statistical investigations
into the causes of it. However, in principle a
little applied common sense will suffice: during
bear market periods, which are characterized by
increased downwards movement in the equity
segment, in stress markets, in other words, the
overall sentiment is generally risk adverse. The
sell-out then generally impacts other risk assets
— especially commaodities, high yields and non-
dollar currencies. On the other hand, traditio-
nally “safe bets” — bonds, dollars, gold — gene-
rally experience a rally. In other words, when the
financial markets come under stress, we almost
inevitably see a rise in the (absolute values of)
intermarket correlations. If such a stress market
does not occure out of the blue — like in 2001
or 2008 — the trend followers are already posi-
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tioned on the right side, and can profit dispro-
portionately from the increased speed of already
established trends — since these extend over the
majority of single markets. During the course of
a stock market rally, on the other hand, cross-
market movements are not synchronous to the
same extent. As a result profits and losses in di-
versified CTA portfolios offset one another more
clearly. Above-average profits are therefore to
be expected less frequently during the course
of cyclical bull markets — but the same naturally
also applies to above-average losses.

The somewhat capricious yield profile of the
CTA trend-followers is their most powerful as-
set. They therefore offer effective protection
against market risk because they have the high-
est chance of above-average returns precisely
when risk assets are suffering their highest set-
backs. However, they are not a simple hedge
like equity short sellers, because trend-following
CTAs can also deliver positive returns in rising
stock markets. Consequently, in the long term
the monthly returns of trend followers — once
again taking the example of the Newedge CTA
Trend Index — display virtually no correlation to
stock market returns. The correlation over the
period 1/2000 till 82011 was -0.1. Over time,
CTAs display no significant correlations with
other asset classes — even including, ironically
enough, commodities — making them look like
general alpha generators in paper form. And
this although trend-following strategies in their
purest form produce virtually no alpha. This is
because the lion’s share of the returns produ-
ced comes precisely from a willingness to expo-
se oneself to market risk, in other words, from
pure beta exposure. The fact that CTAs continu-
ally adapt the beta sign in the form of long or

short positions to the prevailing trends leads to a
cyclical alternation of phases with high positive
and high negative correlations of the individual
positions to their underlying markets. Over time
— partly due to the broad diversification — these
total virtually zero.

Trend-following CTAs therefore give the investor
a tool that can be used without tricks or false
bottoms, and which for decades now has re-
liably produced something that many a highly
sophisticated quant strategy promises, but in
the end cannot deliver: long-term uncorrelated
returns which, added in the right measure, can
improve virtually any traditionally constructed
portfolio with respect to both risk and returns.
Incidentally, this was discovered by a certain
John Lintner, Harvard professor and co-inventor
of the capital asset pricing model as long ago
as 1983.4 In other respects trend followers are,
of course, fundamentally reliable instruments:

they indicate the risk typical of beta strategies
quite plainly in the form of volatility that on
average is approximately twice the annualized
returns. Thus the long-term return to risk rati-
os (modified Sharpe Ratios) of trend-following
CTAs seldom exceed a value of 0.6. For all their
indisputable advantages, CTAs do not offer any
free lunches either, and it is therefore worth di-
versifying in this segment too, in spite of the
high correlations. Particularly a mix of rather
long-term and rather short-term trend followers
can help to smooth volatility.

10



A look under the bonnet

Eduard Pomeranz - FTC Capital

0.9 ‘ A"

R W N

0.7

0.6

@ BARC:NE/TI
BTOP50:Ne/TI

0.5

0.4

Source: FTC Capital

0.3

Fig. 1: Correlation between the monthly returns of the Newedge Trend Indicator and the broad Barclay CTA Index (blue)
and the investable Barclay BTOP50 (green) respectively in a rolling 12-month window. Over the entire period (10/2002-
06/2011), the monthly returns of the generic benchmark show highly positive correlations of 0.63 (Barclay CTA index)
and 0.70 (Barclay BTOP50).
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Fig. 2: Average 3-month returns of the Newedge CTA Trend Sub-Index during the corresponding, sorted 3-month pe-
riods of the MSCI World Index Total Return USD, where g1 is the worst and g5 the best quantile of the MSCI 3-month
period. Interpretation: The average 3-month performance of the CTA Trend Sub-Index during the worst 20 per cent of
the MSCI 3-month periods was 7.8 per cent. Period: 01/2000 — 08/2011

11

0.80

0.60

140

0.40

0.20

0.00

-0.20

-0.40

100

90

80

-0.60

-0.80

70

60

-1.00

Fig. 3: Pale blue area: Correlation between the most re-
cent 12-month returns of the Newedge CTA Trend Sub-
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Fig. 4: Histogram of the monthly returns of the
Newedge CTA Trend Sub-Index (2000-2011/08).

The X axis shows n-sigma left and right of the
mean value. Interpretation: 50 out of a total of
140 returns were within a range of @ to @ + ©.
?3=0.73%, 0=4.52%.

Footnotes:

1. The Newedge Trend Indicator simulates the performance of a generic trend following programme (20/120 days moving average crossover) since
September 2002. Allocation: 55 futures markets; weighting: 30% share indices, 30% interest rates, 30% foreign exchange, 10% commodities.

2. The Newedge CTA Trend-Sub-Index comprises the trend-following CTAs (currently nine programmes) from the broader Newedge CTA Index
(currently 20 programmes).

3. Galen BURGHARDT, Lianyan LIU, “Two Benchmarks for momentum trading”, AlternativeEdge Research, Aug. 26, 2010.

4. John LINTNER, “The Potential Role of Managed Commodity-Financial Futures Accounts (and/or Funds) in Portfolios of Stocks and Bonds”,
Harvard University, 1983.

Eduard Pomeranz
CEO

FTC Capital
www.ftc.at
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The myth of the “New Normal”:

Why easy money, speculative excess and serial bubbles mean it’s not different this time . . .

While the quote set forth above aptly describes
the fictional Wonderland encountered by Alice
in Lewis Carroll’s classic fable Alice’s Adventures
in Wonderland, one might conclude that it simi-
larly applies to the economic Wonderland crea-
ted by many of the world’s major central banks
during the aftermath of the financial crisis. Until
the last few months, this economic Wonderland
was one in which the rise in global equity prices
continued unabated and the world remained
awash in cheap money with little, if any, con-
sequence . . . where persistent sovereign debt
concerns, soaring food and energy prices, and
rising geopolitical tensions were seemingly ig-
nored . . . where every cloud had a silver lining
and asset bubbles were supposedly a thing of
the past because “it's different this time."”

The unfortunate reality, however, as we have
seen throughout much of the third quarter, is
that it has not been different to date (i.e., wit-
ness the sharp corrections experienced across
the equity and commodity markets during the
summer months of 2011), and it is equally unli-
kely to be very different going forward. In fact,
history is replete with examples of major spe-
culative bubbles (whether it be the Dutch Tulip
Mania of the 1630s, the Japanese real estate
bubble of the 1980s, or the U.S. housing and
credit bubble of the 2000s), all of which ulti-
mately burst. The aftermath of such bubbles is
typically fraught with peril for extended periods
of time, as asset prices repeatedly overshoot in
serial fashion in an attempt to find price equilib-
rium amid competing market forces.

“"What a strange world we

live in..."” said Alice to

the Queen of Hearts.

- Alice’s Adventures in Wonderland,
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by Lewis Carroll.

Much as the allure of Wonderland proved im-
possible for Alice to resist, so too is the allure
of a near-term asset price spiral all too difficult
for most speculators to resist; it is only with the
benefit of hindsight that both Alice and mar-
ket participants come to recognize the risks as-
sociated with their respective Wonderland. To
guote from Carroll’s fable yet again “. . . when
she thought it over afterwards it occurred to her
that she ought to have wondered at this, but at
the time it all seemed quite natural.”

Broadly speaking, the behavioral stages associa-
ted with speculative bubbles for any given asset
class may be identified as follows1:

Displacement:

Every bubble scenario begins with a significant
displacement event (i.e., a new economic phe-
nomenon that attracts capital).

Expansion/Boom:

As capital begins to flow to the new opportu-
nity, prices begin to rise; prices gain increasing
momentum as more and more participants en-
ter the market (in some instances, fueled by
the availability of easy money), media coverage
grows and speculative fervor develops.

Euphoria:

A speculative frenzy is unleashed in which asset
valuations reach extremes and new rationales
and metrics are used to justify price levels which
are no longer representative of actual supply
and demand fundamentals.

Profit Taking:

Precious few market participants recognize the
warning signs and take profits, and most are
deemed to be alarmists, contrarians or simply
pessimistic “bears.”

Fear/Panic:

Virtually overnight (often, following a trigger
event) the bubble bursts and asset prices spiral
dramatically lower as panic ensues amid margin
calls and plunging values.

1 Hyman P. Minsky was one of the first economists to explain the development of
financial instability and its interaction with the economy; his book entitled Stabilizing

an Unstable Economy (1986) was a pioneering work in this regard.
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The events of the last few years, when viewed
within the context of the behavioral stages set
forth above, reveal what has hereto been a text-
book bubble scenario — a conclusion that was
further confirmed by NuWave's pattern recog-
nition-based forecasting methodologies (many
of which also identified a number of similarly
repetitive patterns in price behavior leading up
to the events of 2008). The unprecedented fis-
cal and monetary stimulus introduced during
the aftermath of the financial crisis marked the
beginning of a corrective asset price spiral hig-
her, as a wave of easy money actively sought
investment returns, which in turn sparked a two
year boom in equity and commodity (metals,
energies, cotton, grains, etc.) prices worldwide;
more recent corrective price activity, however, is
emblematic of the late-stage behavioral tenden-
cies (e.g., fear/panic) typically associated with
speculative bubbles.

In fact, despite a widespread belief in the emer-
gence of a “New Normal” post-financial cri-
sis, the passage of time has instead reinforced
NuWave's belief in the old adage “the more
things change, the more they stay the same.”
While recent events have undeniably shaped
today's economic landscape, history is replete
with similar instances from which one may iden-
tify repetitive patterns of human behavioral res-
ponses. Whether comparing the Great Depres-
sion to the Great Recession, the oil embargo of
1973 to the disruptions of early 2008, or the
paralysis of the terrorist attacks of September
11 to that of the Japanese tsunami of March
11, historical analogs to severe economic shocks
abound. Similarly, regime change across Eas-
tern Europe may serve as a prologue to recent
unrest in the Middle East, the sovereign debt
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Recent events have undeniably shaped the pre-
vailing economic environment . . .

Stock and commodity market bubbles
War (Irag, Afghanistan, North Africa,
etc.)

Mortgage crisis

Credit crisis/Financial meltdown
Madoff

Earthquakes

Nuclear disaster

Inflation threats/Unemployment
Heavy handed government intervention
Threat of sovereign defaults

.. . but history is actually replete with similar
analogs.

U.S stock market crashes (1929,1987)
FDR's New Deal; Johnson’s Great Society
WW II, Korea, Vietnam, Gulf Wars, Iran/
Irag, Middle East unrest

L] Japanese bubbles (property, stock mar
ket )
Junk Bond Crisis (Drexel bankruptcy)
Regime change; Perestroika
Elimination of European currencies ®
Post WW Il inflation in Germany
Elimination of the Gold Standard
Stagflation; 1970s Oil Embargo
South American debt crisis followed by
Argentina default
Long Term Capital
Dot.Com bubble

defaults in South America may at least partially
mirror debt problems in Europe, and the bailout
of Long Term Capital Management may instruct
the bailout of the global banking industry. From
a structural and/or socioeconomic perspective,
the trashing of the gold standard and the em-

brace of the euro, the extreme policies of the
Volker Fed versus those of the Bernanke Fed,
and the social changes from laissez faire capita-
lism toward a social safety net may each prove
informative of the other.

The foregoing leads to the conclusion that what is often presumed to be an “unprecedented” event almost never
is, and a simple review of historical price patterns in advance of, or subsequent to, these “unprecedented” events
supports just such a notion. Given that historical analogues to current events typically exist, and that human
beings tend to respond in repetitive ways, market prices will inevitably trend as they have in the past. To this end,
the scatter plots set forth below measure relative trend strength (defined as the magnitude of a directional move
associated with a given “trend,” as measured in terms of average true range) and relative trend length (measured
as the number of days associated with a given “trend”), respectively, across a variety of financial and commodity
markets (for the period from 1985 through mid-2011); for the purposes of both analyses, a “trend” is defined as
any period exhibiting a 126 day local maximum (i.e., 63 days forward and 63 days backward) and ending with a

subsequent 126 day local minimum (or vice versa).
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Trend Strength Distribution
1985-1998 vs. 1998-2011
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As you will note, despite the string of “unpre-
cedented” events that defined more than a ge-
neration of nearly 30 years, the degree of trend
strength and the degree of trend length, res-
pectively, remained remarkably consistent over
time. Similarly, if one were to bifurcate the
period in question and compare the distributi-
on of trend strength for the period from 1985
through 1998 versus that for the period from
1998 through 2011, or the distribution of trend
length for the period from 1985 through 1998
versus that for the period from 1998 through
2011, the consistency of distributions are again
remarkably similar across each period (see
charts). These studies, and others like them, of-
fer statistical evidence that the repetitive nature
of trend opportunities (in terms of both the ma-
gnitude of a trend and the length of a trend) is
strikingly consistent over time.

In essence, the headlines of today are often
reminiscent of the headlines of the past; simi-
larly, the human behavioral responses to those
headlines change remarkably little over time. It
is these behavioral responses (often motivated
by such basic emotions as hope, despair, greed
and fear), and the market conditions and pri-
ce patterns which tend to precede them, that
NuWave's pattern-recognition based forecas-
ting methodology seeks to identify.

Craig A. Weynand

COO

NuWave Investment Management
WWW.Nnuwavecorp.com
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