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Introduction 

Welcome to CFM’s Alternative Beta Matters Quarterly 
Newsletter. 

Within this report we recap major developments in the 
Alternative Industry, Equities, Fixed Income / Credit, FX and 
Commodities as well as Trading Regulations. All discussion is 
agnostic to particular approaches or techniques, and where 
alternative benchmark strategy results are presented, the 
exact methodology used is given. 

We have also included one white paper and an extended 
academic abstract from a paper published during the quarter. 
Our hope is that these publications, which convey our views 
on topics related to Alternative Beta that have arisen in our 
many discussions with clients, can be used as a reference for 
our readers, and can stimulate conversations on these topical 
issues. 

  

30th October 2017 

ALTERNATIVE BETA MATTERS 
Quarterly newsletter - Q4 2017 
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Quarterly review 

Quantitative overview of 
key developments in Q3 
2017 

Alternative industry performance 

After a challenging Q2, Commodity trading advisors (CTAs) 
posted a relatively neutral quarter. Whilst the HFRX Equity 
Market Neutral index put in a solid showing, increasing 
2.1%, the Equity Hedge index was the best performer in 
the HFRX universe with a 3.2% gain. At the other end of 
the scale, the Event Driven Distressed Restructuring index 
fared the worst, losing 0.1%.  

CTAs clawed back some of the losses in Q2, with the 
benchmark SG CTA index gaining 0.7% over the period. 
Whereas July saw sideways movement, a pick-up was seen 
starting the second week of August – coinciding with the 
risk-off sentiment reverberating throughout global 
markets. September however proved to be a particularly 
challenging month as trend following performance was 
dampened by a strong reversal in interest rate markets. 
Rumblings by the US Federal Reserve (Fed) seemed to be 
responsible for the losses in bonds observed during the 
first week of September, never fully regaining, and CTAs 
subsequently ended the month down 2.1% according to 
the SG CTA index.     

For the year, CTA indices remain in negative territory with 
the Barclay BTOP50 down 4% through the end of 
September. Average absolute correlations between 
contracts – a diversification proxy – has, akin to previous 
quarters, continued down to new lows for the year. 
Performance between funds in the Equity Market Neutral 
space, having been tracking in a relatively tight range 
since Q1, experienced a curious divergence mid-
September, with large dispersion observed between 
funds. 

  
1 The EMN index is that calculated by HFR, while the CTA index is calculated by the Société 

Générale 
2 For the EUR/USD exchange rate we use the Bloomberg defined EURUSDV1M ticker. The VIX 

index is calculated and published by the CBOE 

Total return for Equity Market Neutral (EMN) and CTA 
hedge fund indices over the past year1 

 

The principal implied volatility indices across four asset 
classes over the past year2 

 

The log of the dollar risk weighted average daily volume 
across futures on the four asset classes over the past year3 

 

The total return of the trender4 defined in the text over the 
past year 

 

 

Equity 

The macroeconomic environment remained supportive 
going into the third quarter, notably with the US recording 
a 3.1% annual increase in real Q2 GDP; with an advanced 
estimate from the US Department of Commerce showing 

3 We estimate effective FX volumes to be a factor of 5-10 more than this due to the extra 
liquidity available through the spot markets 

4 The trender used here is defined as the sign (either +1 or -1) of the difference of a 50 day 
exponentially weighted moving average (EWMA) and a 100 day EWMA 
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a 3% increase in Q3 GDP. A universal semblance of calm 
persists, stoked by stronger economic growth 
expectations by the IMF who, in their latest World 
Economic Outlook, revised upwards the global growth 
forecasts to 3.6% and 3.7% for 2017 and 2018 respectively.  

As talk of a persistent “Goldilocks” economy continued, 
global equities posted a quarter of solid gains with the 
MSCI World equity index returning 5% - notwithstanding 
the slight pullback observed during the second week of 
August. These gains were largely outpaced by its sister 
index, the MSCI Emerging Market index, which climbed 
7.9%. The falling correlation between the two indices has 
stayed the course, breaking through the 70% level and 
approaching the previous lows attained in 2014. 

The Eurostoxx 50 broke its downward slide observed 
during the previous quarter, bottoming out at the end of 
August. The index rose steadily toward quarter end and 
posted, when the generic trender was applied, the best 
returns amongst indices as Eurozone markets advanced 
against a backdrop of positive economic and consumer 
confidence data. Strikingly, the implied volatility of the 
index – as measured by the underlying VStoxx index – hit 
an all-time low of 12 points as investors seemed 
unperturbed by hotly anticipated German elections. The 
equivalent US index, the VIX, averaged out at below 11 for 
the same period, with the notable exception in mid-
August when the Trump-North Korea nuclear spat startled 
markets causing the index to close at 16. The FTSE China 
A50, in applying our generic trender, made strong gains as 
economic activity in China remained robust, with the 
prospect of the 19th Party Congress doing little to restrain 
benchmark Chinese indices. Other equity markets had 
mixed results: while the FTSE recorded a positive return 
under the generic trender, both the Nikkei and Australia’s 
SPI 200 were down. The relative strength indicator (RSI)5 
was highest for the FTSE China A50 on the 21st of July at 
65 points, while the Nikkei came in with the lowest at 47 
points on the 11th of September. 

In the face of the Northern Hemisphere holiday season, 
risk adjusted liquidity – notably in the equity markets – 
dropped early in the quarter, swiftly recovering in the 
second weeks of August. Overall average liquidity levels 
did not waver significantly during the quarter – defying the 
established belief to the contrary. 

  
5 Defined according to https://en.wikipedia.org/wiki/Relative_strength_index using 100 day 

exponentially weighted moving averages. The RSI varies between 0 and 100 with 70 implying 
an instrument is overbought and 30 implying the instrument is oversold 

 

The return of the MSCI World and the MSCI Emerging 
Markets indices for the past year 

 

 

Stock and factors 

Equity Market Neutral (EMN) strategies, having registered 
a moderately punishing year to date, found purchase in 
Q3. Our reproduction of the Fama-French-Carhardt factors 
revealed that value investing, as measured by the HML 
(High Minus Low) factor, remained the exception with 
especially poor performance in the US. The downward 
drift observed in Q2, continued in Q3 – with returns well 
below the 2017 peak achieved during the first weeks of 
January. An uptick was however detected at the end of 
September, analogous to other markets. Whilst the value 
factor presented with downward trending returns for most 
of the year in Japan, moves were mostly sideways during 
Q3. Value applied to European equities featured a 
sustained rally towards the near-end of the quarter 
despite returns languishing in a narrow band since Q1. 

The SMB (Small Minus Big) factor continued its general 
strong showing in Europe during the period, with year-to-
date highs recorded. The factor applied to the US market, 
however, continued its southward journey that started at 
the beginning of the year – it finally found some reprieve in 
mid-August. Meanwhile, the factor applied to the 
Japanese market was mostly flat. 

Encouraging performance was again observed with the 
momentum, or UMD (Up Minus Down) factor, after seeing 
strong cumulative gains in Q2. The factor continued its 
strong performance going into the quarter, especially in 
Europe and the US. Momentum has been a strong 
performer across the board, with gross returns of the MSCI 
World Momentum index up by 24% since January. The 
MSCI US Momentum index on the other hand – 
constituting both mid and large cap US stocks – has 
performed even better, climbing 28% year-to-date. 
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An analysis into the quality factor across the EMN industry 
shows rather erratic, yet positive behaviour throughout the 
year with remarkable negative performance during the 
opening of the quarter. Quality providers did recoup some 
of the negative returns during August and ended the 
period marginally positive. 

The Fama-French factors for the last year in Europe, Japan 
and US 

 

 

 

 

 

 

 

 

 

 

Fixed income and credit 

The quarter witnessed a discernible escalation of tensions 
between the US and North Korea, a key driver behind the 
shift into lower-risk assets during the month of August. 
Hawkish sentiment was largely unchallenged, with the 
European Central Bank hinting towards its preparations to 
begin a tapering process – notwithstanding its 
communication strategy being complicated on the back 
of Euro appreciation. The Fed furthermore announced its 
intentions to commence with the unwinding of its 
massive stimulus programme in October, reducing its 
holdings by $10 billion a month. The announcement, 
while leaving the Fed funds rate unchanged, caused the 
10 year US Treasury note to tick up a few basis points.  
Meanwhile, the Bank of England’s (BoE) governor, Mark 
Carney, said in a press conference that monetary policy 
tightening would be necessary over the medium term, 
with two hikes likely to be insufficient. This resonates with 
the hawkish shift of the BoE’s Monetary Policy Committee 
(MPC), which in September conveyed a more plausible 
hawkish tone with the 2 year UK gilt and pound reacting 
strongly to the upside.  

The Barclays Global Aggregate Index, despite downward 
pressure in the first week of July, duly ticked up and ended 
the quarter 0.8% higher. Corporate debt performed better 
as the Bloomberg Global Aggregate Corporate index 
returned 2.3%, while the High Yield equivalent returned 
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2.8%. Correlation between bonds and equities increased 
slightly, with the exception of the UK market where the 
correlation has remained near zero. 

Data on the Commitments of Traders (CoT) for US 10 year 
treasuries revealed that non-commercials have 
maintained their net long position established in Q2, only 
slightly pairing back with commercials in mid-September. 

Global credit markets were range bound and saw out the 
quarter back where they started. Risk adjusted liquidity 
was largely flat for the period, with the exception of a 
stretch mid-August as geopolitical concerns flared up. 
Both realised and implied volatility remained subdued as 
the US Treasury Volatility Index (TYVIX) reached new 
historical lows towards the end of July – ending the 
quarter slightly above 4 points and well below the average 
for the year through the end of Q3.  

Japanese JGBs attained the highest RSI on the 11th of 
September with 63 points, while the Canadian 10 year 
tenor registered the lowest with 38 points on the 1st of 
August. The Short Sterling future saw the highest RSI at 
the short end of the curve with 65 points on 6 September, 
while the Canadian bankers’ bill STIR future saw the 
lowest at 26 points one day later. 

The return of Barclays Global Aggregate Bond Indices for 
the last year 

 

 

Commodities 

Overall returns garnered by our generic trender were hurt 
by soft commodities, as the agricultural component was 
especially hard hit by wheat prices that fell sharply owing 
to, amongst others, a record harvest in Russia adding to 
already burgeoning global supplies. Although the generic 
trender drifted into negative territory, the asset class was 
spared more losses thanks to strong gains from industrial 
metals – especially copper – as the positive outlook on 
economic momentum in China persisted. Bullish 
sentiment on copper continued to improve, with CoT data 
revealing a roughly 20% increase in long positions for non-
commercials over the quarter. 

A fleeting interest in gold, owing to safe-haven buying in 
the midst of geopolitical tensions, aided the solid showing 
of metals. Whilst the net long non-commercial position 
was scaled back during the first week of July, long 
positions increased substantially towards the end of the 
month and into August. Our generic trender applied to 
gold however delivered negative returns, along with heavy 
losses in silver. While implied volatility in gold, as 
measured by the GVZ index, spiked in mid-August to just 
above 14 points – in a similar fashion and pattern to the 
VIX – the index nevertheless closed out the quarter near a 
low for the year.   

A more rapid than expected decline in US crude 
stockpiles – largely owing to hurricane Harvey, and OPEC 
members seeming to comply with production cuts – saw 
crude gaining strongly and stoked the S&P GSCI 
commodity index up by 7.2% during the period. In 
contrast, the S&P GSCI Non-energy index returned a 
negative 1.4% over the period. CoT data for non-
commercials showed a noteworthy 10% increase in long 
positions for crude, most of which were entered into early 
in the quarter.  

Copper attained the highest RSI level at 67 points on the 
7th of September with wheat, unsurprisingly, coming in a 
close second with 65 points on the 6th of July. Sugar, at 
the other end of the spectrum, had the lowest RSI with 38 
on the first day of the quarter. 

The one year return of the S&P GSCI and GSCI Non-Energy 

 

 

FX 

Factors such as political turmoil ostensibly on the rise, 
along with mixed sentiment on future monetary policy 
taking hold, saw downward pressure on the US dollar. The 
greenback fell against most major advanced currencies 
with the US dollar index (DXY) registering a 2.6% decline 
over the quarter.  

Against the euro, the dollar slipped most in July as 
political risk in Europe was seen fading and Mario Draghi 
commented on reflationary pressure in the euro-area 
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picking up. The dollar gained some ground in early August 
on fears that the stronger Euro could dent exports, but 
resumed its decline towards the end of the period. CoT 
data moreover showed a rotation from a net long to net 
short position in the US dollar during the last week of July 
– where it stayed for the remainder of the quarter.  

Sterling, following a tough Q2, performed better and 
found favour amongst investors as rhetoric from the BoE’s 
MPC, which is currently faced with inflation that is 
hovering well above its long term target, hinted at an 
interest rate rise before year-end.  

Returns of the Chinese yuan (CNY), following improving 
sentiment as a result of fading capital outflows and 
diminishing ‘hard-landing’ fears, was strongest when 
applying our generic trender filter. The Japanese yen (JPY), 
whilst benefitting from the status as a safe haven currency 
for much of the quarter owing to the escalating rhetoric 
between Trump and North Korea, suffered a strong 
reversal at the beginning of the second week of 
September as market jitters and risk averse investors 
faded. This reversal marked the biggest gain for the dollar 
against the yen in four months, exacerbated by a short 
squeeze in the Japanese currency after an aggressive fall 
in the preceding months. CoT on the yen showed large 
increases in the net short position, with a notable spike in 
uptake of short contracts during the last week of July. The 
yen also saw an uptick in implied volatility through Q3. 

Risk weighted liquidity was muted for most of the quarter, 
only picking up towards the end of the quarter as the 
dollar regained some strength. The highest RSI value was 
the CNY at 81 points on the 8th of September, with the 
JPY cataloguing the lowest RSI for the period at 43 points 
on the 11th of July.  

Sterling saw the biggest move in implied volatility among 
currencies, as investors positioned themselves ahead of a 
mid-September BoE policy meeting after UK consumer 
prices (CPI) printed a 2.9% rise in August from the previous 
year. 

The return of one US Dollar measured in Chinese Yuan, 
Japanese Yen, Euros, and British Pounds 

 

Trading regulations 

Cboe Global Markets, the newly formed conglomerate 
after Bats Global Markets (BATS) was acquired by the 
Chicago Board Options Exchange (CBOE) earlier this 
spring, now owns four of the fifteen US option exchanges – 
second only to NASDAQ who owns six. The group includes 
Hotspot, now called CBOE FX, which is one of the largest 
anonymous ECNs for electronic foreign exchange trading. 
Clients will have to adapt to these changes in order to 
leverage new features such as increased speed and new 
APIs as they are rolled out over the coming months.  

The foreign exchange market is one of the most important 
tools for central bank intervention, and proper functioning 
must as such be ensured. As a global market, regulatory 
oversight is challenging – as the dealer scandals and multi-
hundred million dollar fines of the past few years have 
shown. An international working group, christened the 
‘Global Foreign Exchange Committee’, formed by the 
world’s major central banks has ambitions to do just that. 
Their formation document entitled the ‘FX Global Code’ – 
and released earlier this year – is starting to gain traction. 
The Code is aimed at banks, dealers, trading platforms, 
asset managers and other market participants. Its text 
which is publicly available at https://www.globalfxc.org/, 
describes guidelines on transparency, fairness of pricing 
and market robustness. Signatories, whose numbers are 
steadily growing, certify that they have implemented such 
guidelines. It remains to be seen whether buy-side clients 
will indeed benefit from these changes, or whether they 
will be able to trade FX under fairer terms.  

The 3 January 2018 deadline of MiFID II is fast 
approaching. Much as in the previous quarter of the year, 
there is still a lot of debate regarding implementation, and 
the global effects of the regulation. Buy-side clients can 
often outsource new reporting burdens to their brokers, 
possibly even the execution related analytics to third 
parties. However, they are still impacted indirectly by 
having to provide more information to the counterparties 
doing such reporting on their behalf. 
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Other news 
 Our Chairman, Jean-Philippe Bouchaud, was an 

invited panellist and speaker at the OECD’s Workshop 
on New Approaches to Financial Markets held on the 
20th of October. See details of the event here: 
http://www.oecd.org/fr/naec/naec-seminars-2017.htm 

 See Jean-Philippe’s recent Letter to the Editor on 
central bank policy setting in the Financial Times here: 
https://www.ft.com/content/86d2b070-b361-11e7-
a398-73d59db9e399 

 The CFM-Imperial Institute participated, and was a 
proud sponsor of Jim Gatheral’s 60th birthday 
celebrations held in New York in October. See more 
details of the event here: 
https://wwwf.imperial.ac.uk/~ajacquie/Gatheral60/ 

 Below is a selection of our recent papers: 

 “Market impact with multi-timescale liquidity” 
arXiv:1710.03734 

 “Optimal Inflation Target: Insights from an Agent-
Based Model” arXiv:1709.05117 

 “Trends and Risk Premia: Update and Additional 
Plots” arXiv:1708.07637 

 “Nonlinear price impact from linear models” 
arXiv:1708.02411 

 See the details of all our upcoming events here:  
https://www.cfm.fr/events/ 

 

 

Whitepaper  

Explaining hedge fund 
index returns 

Executive summary 

The emergence of the Alternative Beta industry can be 
seen as an evolution in the world of investing. Certain 
strategies, previously only known to a few, have made their 
way into the public domain. As evidence of this shift, the 
work described in this short note shows that Hedge Fund 
returns are historically described principally by these 
previously unknown (now known) factors consistent with 
the idea that today’s beta was yesterday’s alpha. We show 
that we are able to capture the returns of the Société 
Générale Commodity Trading Advisor (SG CTA) index and 
two of the HFR Global Hedge Fund indices through a 
regressed combination of Trend Following, developed and 
emerging market equities and delta hedged option 
portfolios. This observation helps to unblur the line 
between Alternative Beta and genuine Absolute Alpha. 

 

Introduction 

Private investment vehicles were first created in the bull 
market of 1920s America with perhaps the most well-
known being the Graham-Newman partnership, part 
founded by Benjamin Graham of value investing fame. 
The use of the term Hedge Fund is accredited to Alfred W. 
Jones, an Australian sociologist and investment advisor, to 
refer to a pooled investment vehicle available to wealthy 
individuals with the use of the term Hedge implying a 
reduction in risk. The strategies employed by such vehicles 
have historically been shrouded in secrecy and almost 
mystical in nature with Hedge Fund founders often 
becoming investment gurus. In fact, if we peel back the 
layers and, with the benefit of hindsight, look at explaining 
the returns of the aggregate hedge fund industry one sees 
that certain key strategies, now publically known and 
studied, are able to capture the performance drift and 
volatility of the industry’s excess returns. 

This observation is key to the birth of the Alternative Beta 
industry. Use of the Greek letters alpha and beta comes 
from a standard mathematical tool, described below, that 
of regression analysis. Given the returns of a strategy, one 

https://www.ft.com/content/86d2b070-b361-11e7-a398-73d59db9e399
https://www.ft.com/content/86d2b070-b361-11e7-a398-73d59db9e399
http://lanl.arxiv.org/abs/1709.05117
http://lanl.arxiv.org/abs/1708.07637
http://lanl.arxiv.org/abs/1708.02411
https://www.cfm.fr/events/
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attempts to explain and regress those returns with the 
returns of something measurable and known. The beta 
refers to the amount of weight given to a particular 
regressor in the explanation while alpha refers to the rest 
of the performance that remains unexplained. Alpha in 
the hedge fund world refers, therefore, to excess returns 
unrelated to any known source of return while beta refers 
to the amount of exposure one has to any particular 
regressor. In the case of traditional markets the regressor is 
either equity or bond market returns. In the case of 
Alternative Beta, on the other hand, the regressor is the 
returns resulting from Trend Following, Carry, Value, 
Quality, Low Volatility etc. Alternative Beta, therefore, is 
distinct from but analogous to Traditional Beta. 

Alternative Beta is now offered in programs offered by 
many firms often alongside their alpha programs. The 
market has evolved such that the “secret sauce” of 
yesteryear is no longer unknown. One such example of this 
is the fact that one is able to explain the returns of Hedge 
Fund Indices. These alternative benchmark strategies have 
long existed and delivered good performance, as 
evidenced by the outperformance of Hedge Fund Indices 
relative to equities and bonds. Here we look at the SG CTA 
index6, the HFRX Global Hedge Fund Index7 and the HFRI 
Fund Weighted Composite Index8 as three such examples. 
We first begin with a description of the regression 
technique before presenting the results applied to the 
three indices. We finish by commenting on the results. 

 

Regressing returns 

In what follows we try to explain the techniques of 
regression. For those less mathematically minded readers, 
please feel free to move on to the next section. 

Given a time series of the returns of a Hedge Fund (HF), 𝑟𝐻𝐹  
and the returns of a known strategy, 𝑟𝑠𝑡𝑟𝑎𝑡 coded in 
simulation one can attempt to describe the returns of 𝑟𝐻𝐹 
using, 𝑟𝑠𝑡𝑟𝑎𝑡 in the following way: 

𝑟𝐻𝐹 = 𝛼 + 𝛽𝑟𝑠𝑡𝑟𝑎𝑡 + 𝜂 

As already stated the beta corresponds to the exposure 
that the Hedge Fund has to the known strategy while the 
alpha is the outperformance of the Hedge Fund returns 
relative to the known strategy. The noise term corresponds 
to a statistical component which is random in nature and 

  
6   https://cib.societegenerale.com/en/prime-services-indices/ or 

https://www.barclayhedge.com/research/indices/calyon/ 
7 https://www.hedgefundresearch.com/hfrx-indices-index-descriptions 
8 https://www.hedgefundresearch.com/hfri-indices-index-descriptions 

often referred to as white noise. In order to obtain the best 
fit for the parameters one needs to minimise the variance 
of the noise term averaged over the whole data set. 
Minimising the average of 𝜂2 can be seen to be equivalent 
to calculating: 

𝛽 = 〈𝑟𝐻𝐹𝑟𝑠𝑡𝑟𝑎𝑡〉/〈𝑟𝑠𝑡𝑟𝑎𝑡
2 〉 

Where the <X> corresponds to the average of a variable9 X. 
One can now include other such regressors. For example, 
let’s now use two such well known strategies say 𝑟1 and 𝑟2 
such that the regression is written as: 

𝑟𝐻𝐹 = 𝛼 + 𝛽1𝑟1 + 𝛽2𝑟2 + 𝜂 

Now minimising the average of 𝜂2 over the data set 
amounts to calculating: 

𝛽 = 𝑐𝑜𝑣𝑎�̃� 𝑟−1
𝐻𝐹∙𝑠𝑡𝑟𝑎𝑡  

𝛽 is now a vector calculated with the inverse of 𝑐𝑜𝑣𝑎�̃�, the 
covariance matrix of the strategies 𝑟1 and 𝑟2 while 

𝑟𝐻𝐹∙𝑠𝑡𝑟𝑎𝑡   is a vector of the averages i.e.  

𝑟 =𝐻𝐹∙𝑠𝑡𝑟𝑎𝑡
〈𝑟𝐻𝐹𝑟1〉

〈𝑟𝐻𝐹𝑟2〉
 

One can also write this as an explained component of the 
returns and an unexplained component as follows: 

𝑟𝐻𝐹 = 𝛼 + 𝛽1𝑟1 + 𝛽2𝑟2 + 𝜂 = 𝑟𝑒𝑥𝑝𝑙𝑎𝑖𝑛𝑒𝑑 + 𝑟𝑢𝑛𝑒𝑥𝑝𝑙𝑎𝑖𝑛𝑒𝑑 

 

Where 𝑟𝑒𝑥𝑝𝑙𝑎𝑖𝑛𝑒𝑑is then simply equal to 𝛽1𝑟1 + 𝛽2𝑟2 or the 

contribution from the known strategies. This return stream 
can then be correlated with the original return stream 
𝑟𝐻𝐹  to give a measure of how well the returns of the Hedge 
Fund are explained by our strategies (a goodness of fit 
measure). We are now fully equipped to be able to model 
the returns of our Hedge Fund Indices with known 
strategy returns. 

 

Regressing the SG CTA index 

The archetypal Alternative Benchmark strategy is Trend 
Following (TF), a robust strategy that has been backtested 
over long histories by many including CFM10. The strategy 
forms the core of the Commodity Trading Advisor (CTA) 

9 The average over N realisations being calculated as  〈𝑋〉 =
1

𝑁
∑ 𝑋𝑁

𝑖=1  

10 Please see our academic paper “Two Centuries of Trend Following” published in the Journal of 
Investment Strategies 
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activity and a multibillion dollar industry has grown 
around it. TF is generally a high capacity strategy, being 
directional in nature and trading the most liquid futures in 
the world. CTAs are therefore generally open and generally 
publish their returns in order to attract investment. Société 
Générale takes such returns and aggregates them 
together to form indices. Other firms also build indices but 
we have come to prefer the SG CTA index as being the 
benchmark that we try to beat. The SG CTA index has daily 
data available over the past 17 years and is therefore a rich 
data set with which we can attempt to explain the returns 
of the CTA industry. 

The regressors we use in this case correspond to 
combined return streams from applying the trend to each 
underlying futures contract in a pool of 100+ such 
instruments. We group contracts together into sub-sectors 
with a liquidity weighting, a common technique in the 
CTA industry to weight each contract according to its 
capacity, and the return streams of TF applied to these 
sub-sectors become the regressors. The trend is defined 
using an Exponential Moving Average (EMA) as follows: 

𝑇𝐹𝑛(𝜏) =
∑ 𝑒−𝑘/𝜏∞

𝑘=0 𝑋𝑛−𝑘−1

∑ 𝑒−𝑘/𝜏∞
𝑘=0

 

Where the index n corresponds to today and the sum is 
over previous realisations of the price returns X defined as 
follows: 

𝑋𝑛 = (𝑝𝑛 − 𝑝𝑛−1)/𝜎𝑛 

Where σ is defined as the volatility of price returns, defined 
similarly as the square root of a 100 day EMA of past 
realisations of the squared price returns (𝑝𝑛 − 𝑝𝑛−1)2 

We regress on three timescales – 2 months, 6 months and 
12 months and find that the 6 month timescale has the 
highest fitted weight in the explanation of the SG CTA 
index. For the sake of simplicity, therefore, we retain only 
the 6 month timescale and regress using the return 
streams of TF defined on that single timescale. 

Applying TF to futures gives us excess returns to which one 
should then include the interest income from excess cash. 
CTA returns are normally presented in such a manner 
where total returns including interest income are 
reported. Rather than adding the risk free rate, in our case 
a 1 month dollar Libor rate, we choose to remove the risk 
free rate from the SG CTA index before we do our 
regression in order to compare like with like. These excess 
returns from the index itself are a fairer reflection of the 

  
11 It is worth noting that the 4% annualised outperformance of the replicator can be bettered by 

including some FX carry as an extra regressor. The correlation with the SG CTA index is slightly 
higher with an outperformance that approaches 4.5%. 

P&L of the CTA industry in not including the interest 
income from the arbitrarily varying risk free rate. 

The result of this regression can be seen in Figure 1. The 
correlation between the SG CTA index and the regression 
is 82% with an outperformance in the regression of 4% per 
year11. The Sharpe ratio of the excess returns of the SG CTA 
index is 0.4 while that of the replicator is 0.9. This 
outperformance comes from two distinct sources – firstly 
we have not included the costs of trading and secondly 
the manager fees are not included. In using our regressors 
as described we are able to remove a 2% management 
fee and a 20% performance fee such that the Sharpe ratio 
of our regressed returns falls to still be in excess of the 
benchmark. Execution costs complete the description of 
the index such that the overall drift of the returns are 
exactly in line. The cost from execution is about 50% 
higher than that from the 2/20 investment advisor fees. 

 

Figure 1 - The P&L of the SG CTA index (red) against the result of 
the replicator (green) using moving averages of returns as 
described in the text. The blue line has 4% removed from the 
return of the replicator every year in order to finish at the same 
end point as the SG CTA index. The returns of the replicator are 
normalised to match the volatility of the SG CTA index. Interest 
income is included in all P&Ls 
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Figure 2 – The fitted weights from the regression described in the 
text. Within each sub-sector, contracts are weighted according to 
their liquidity. Sub-sectors are formed based on a correlation 
analysis of the contract universe and is the classification likely 
used by many CTAs in their portfolio construction 

What is the significance of this result? The aggregate of 
the CTA industry is well described by TF and the 
performance of the remaining unexplained return stream 
is flat, after accounting for investment advisor fees and 
execution costs. On aggregate, therefore, CTAs only offer 
exposure to TF with the contribution from all non-TF 
strategies being zero. Of course, individual programs and 
firms can outperform the index by doing non-TF strategies 
but there is as much outperformance as there is 
underperformance from individual managers and 
summing up these contributions gives returns equivalent 
to TF plus noise (or extra risk and ultimately a lower 
Sharpe ratio!). Of course, one way to outperform the index 
is to have lower fees, a development we are observing in 
the industry and one that we feel is inevitable as TF 
becomes more and more commoditised. 

 

Regressing HFR indices 

The Hedge Fund Research12 database covers a broad 
range of HF strategies and includes indices that are 
constructed and split into different categories. HFRX 

  
12 https://www.hedgefundresearch.com/hfr-database 
13 https://www.hedgefundresearch.com/hfrx-indices-index-descriptions 
14 https://www.hedgefundresearch.com/hfri-indices-index-descriptions 

indices are those corresponding to an aggregate of funds 
in the database that are open to new investment. HFRI 
indices, meanwhile, are constructed using an aggregate of 
funds that are open to new investment together with 
those that are closed. Generally the HFRI indices of a 
particular category outperform the equivalent HFRX index. 

We have chosen to regress two global indices – the HFRX 
Global Hedge Fund Index (HFRXGL) and the HFRI Fund 
Weighted Composite Index (HFRIFWI). The HFRXGL is 
“including but not limited to convertible arbitrage, 
distressed securities, equity hedge, equity market neutral, 
event driven, macro, merger arbitrage, and relative value 
arbitrage”13 while the HFRIFWI is a “global, equal-weighted 
index of over 2,000 single-manager funds that report to 
HFR Database” and “does not include Funds of Hedge 
Funds”14. 

The regressors with which we choose to model these 
indices, include developed and emerging market equity 
indices. These HF returns are to a large extent correlated 
with equities, presumably due to the inclusion of 
strategies such as equity long/short that inherently have 
an equity beta. We include our newly created SG CTA 
replicator as a global proxy for TF. We also include a long 
history of systematically selling volatility, an insurance 
selling strategy involving selling delta hedged options. The 
HF indices have a large Risk Premium15 component, as 
evidenced by the difficult period of performance through 
the 2008 Global Financial Crisis. Our Short Volatility (SV) 
strategy is diversified across many different underlyings 
including a contribution from option markets in each of 
equity indices, fixed income, FX and commodities. In 
summary we use the following: 

 The MSCI World index made up of 23 developed 
country equity indices. The Sharpe ratio of the excess 
returns of the index is 0.3 

 The MSCI Emerging Market index which consists of 24 
emerging countries’ indices. The Sharpe ratio of the 
excess returns of the index is 0.4 

 Our CTA replicator with a Sharpe ratio of 0.9 when 
looking at excess returns 

 A systematic SV strategy diversified across 4 asset 
classes. The Sharpe ratio of excess returns is 1.0 

With again excess returns calculated using financed total 
return indices in each case. We then subtract the risk free 
rate from the HF index under study in order to compare 
like with like. 

15 Please see our academic paper “Risk Premia: Asymmetric tail risks and excess returns” 
published in Quantitative Finance 
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The results of the regression for the HFRXGL index can be 
seen in Figure 3. The regression is 81% correlated with the 
index itself and outperforms by a significant margin. The 
Sharpe ratio of the excess returns of the HFRXGL index is 
0.2 while that of the replicator is 0.8. As is the case for the 
SG CTA index, this outperformance can arise from 
investment advisor fees and execution costs with an 
outperformance measured to be 3% annually after 
correcting to have the same level of volatility as the index. 
The high level of correlation and outperformance is 
interesting indeed and shows that the index can, to a 
large extent, be explained by known traditional and 
alternative benchmarks. 

 

 

Figure 3 – The P&L of the HFRXGL index (red) against the result of 
the replicator (green) using the four regressors described in the 
text. The green line has 3% removed from the return of the 
replicator every year in order to finish at the same end point as 
the HFRXGL index. The returns of the replicator are normalised to 
match the volatility of the HFRXGL index. Interest income is 
included in all P&Ls 

 

Figure 4 – The fitted weights from the regression of the HFRXGL 
index as described in the text 

Now switching our attention to the HFRIFWI index we 
repeat the exercise to find this time a more robust drift in 
the index itself with a Sharpe ratio of 0.6. The regressors 
are identical to that presented for HFRXGL although the 
weights that come out of the regression are slightly 
different. In this case we are not able to outperform the 
index, although the level of correlation observed is even 
higher at 94%. The regressions and weights are seen in the 
figures below. The HFRIFWI index seems to require more 
equity exposure than HFRXGL which makes the overall 
Sharpe ratio lower, the SV and TF strategies having higher 
Sharpe ratios. One could outperform the HFRIFWI index 
by adding in extra SV and TF weight but at the expense of 
correlation to the index. This may represent genuine skill 
(alpha) in the HFRIFWI index in its ability to outperform 
the regressors. It could also be that we are missing other 
alternative benchmark strategies from our regressor set - 
such as Value, Quality, Carry etc. These strategies are now 
very much in the public domain and known to the 
industry. This represents future work and potentially an 
updated publication. 
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Figure 5 – The P&L of the HFRIFWI index (red) against the result of 
the replicator (blue) using the four regressors described in the 
text. The returns of the replicator are normalised to match the 
volatility of the HFRIFWI index. Interest income is included in all 
P&Ls 

 

 

Figure 6 – The fitted weights from the regression of the HFRIFWI 
index as described in the text 

Conclusions 

Our ability to explain CTA and Global HF indices with a 
mix of traditional and alternative benchmark strategies 
and investments leads us to believe that the market is 
evolving. Today’s beta was once a source of unknown 
alpha for the industry, and charging HF-style high fees 
with low levels of investment manager transparency for 
these types of strategies is becoming a thing of the past.  

The implementation of these non-traditional strategies is 
however non-trivial. It is our belief that the superior 
manager, able to deliver superior risk-adjusted returns, 
does so through superior implementation skills in being 
able to build better diversified portfolios, execute at lower 
cost and risk control to deliver a constant level of volatility. 
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Extended extract 

The ‘size premium’ in 
equity markets: what is 
the risk? 

Paper by Stefano Ciliberti, Emmanuel Sérié, 
Guillaume Simon, Yves Lempérière and Jean-
Philippe Bouchaud. 

One of the best known – and perhaps most controversial – 
effects in market folklore is the so-called “size premium”, 
which states that small-cap stocks are on average 
undervalued and outperform large-caps. But while still 
highly popular among equity managers, strong doubts 
about the very existence of a size premium have been 
expressed in a number of recent scientific publications. 
The effect is often dismissed as a “myth” or a statistical 
fluke, which at best existed before it was discovered, but 
has disappeared now it has become common lore. 

In this new study, we argue that market capitalisation is 
not an optimal indicator of an otherwise genuine “size” 
effect. Indeed, the dependence of a stock “beta” on 
market capitalisation is non-monotonic, which induces 
spurious biases in a (market neutral) portfolio construction. 
The resulting Small-minus-Big (SMB) portfolios have a 
strong short Low-Vol exposure. We propose instead the 
average daily volume (ADV) of transaction (in dollars) as an 
alternative indicator of size, and show that the above 
mentioned biases are substantially reduced. The choice of 
ADV is further motivated by a liquidity risk premium, i.e., 
thinly traded stocks are more difficult to liquidate and 
trade at a discount. 

Perhaps surprisingly, however, standard skewness 
measures do not conform to the idea that the size effect is 
a risk premium. In fact, the single name skewness of small 
cap/small ADV stocks is positive, and declines to zero as 
the market cap/ADV increases. At the portfolio level, small 
cap/ADV stocks do not contribute to skewness either. In 
fact, the SMB portfolio is only weakly negatively skewed, 
whereas the liquidity-based portfolio is not skewed at all; 
furthermore, large gains/losses at the portfolio level mostly 
come from the short leg (corresponding to large cap/ADV 
stocks). All these results suggest that “prudence” (i.e. 
aversion for negative skewness and appetite for positive 
skewness) should favour small cap/ADV stocks, in 
contradiction with the idea that size-based strategies are 
risk premia. 

Interestingly, however, higher moments of the return 
distribution, such as the kurtosis or the downside tail 
probability, show a clear decreasing pattern as a function 
of market cap or ADV. In other words, extremes in both 
directions are more common for small stocks, even after 
factoring out volatility. Even if, quite unexpectedly, large 
upside events are more likely than large downside events 
for small stocks, “safety first” considerations might be 
enough to deter market participants from investing in 
these stocks. This scenario would allow one to think of the 
size anomaly as a risk premium – albeit a rather 
nonconventional one. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Disclaimers 
ANY DESCRIPTION OR INFORMATION INVOLVING INVESTMENT PROCESS 
OR ALLOCATIONS IS PROVIDED FOR ILLUSTRATIONS PURPOSES ONLY. 

ANY  STATEMENTS  REGARDING CORRELATIONS OR  MODES  OR  OTHER  
SIMILAR  STATEMENTS CONSTITUTE ONLY SUBJECTIVE VIEWS, ARE 
BASED UPON EXPECTATIONS OR BELIEFS, SHOULD NOT  BE  RELIED  ON, 
ARE SUBJECT TO CHANGE DUE TO A VARIETY  OF  FACTORS, INCLUDING 
FLUCTUATING MARKET CONDITIONS, AND INVOLVE INHERENT RISKS 
AND UNCERTAINTIES, BOTH GENERA  AND SPECIFIC, MANY  OF WHICH 
CANNOT  BE  PREDICTED OR QUANTIFIED  AND ARE BEYOND CFM'S 
CONTROL. FUTURE EVIDENCE AND ACTUAL RESULTS COULD DIFFER 
MATERIALLY FROM THOSE SET FORTH, CONTEMPLATED BY OR 
UNDERLYING THESE STATEMENTS.
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CFM has pioneered and applied an 
academic and scientific approach to 
financial markets, creating award 
winning strategies and a market 
leading investment management firm. 
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