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» Gefördert durch die EU (FP7, Marie-Curie)
» Typ: Industry-Academia Partnership and

Pathways
» Volumen 817.402,30€
» Dauer: 48 Monate (Mai 2013 – April 2017)
» Website: www.Futuresproject.eu
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» Gefördert durch die EU (FP7, Marie-Curie)
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This project is funded by 
the Seventh Framework 

Programme of the 
European Union



» Ziel des Projektes:
“…is focusing on joint research projects 
aiming to boost the exchange of skills 
between the commercial and non-commercial 
sector. “
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Dr. Alexander Mende



» Thema: 
» Commodity Trading Advisors/Managed

Futures
» “Generally speaking, a CTA fund is a hedge 

fund that uses futures contracts to achieve its 
investment objective. “

» “The majority of CTAs are systematic traders 
or trend followers (roughly 2/3) with the ability 
to go long and short and to use leverage.”
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» “The majority of CTAs are systematic traders 
or trend followers (roughly 2/3) with the ability 
to go long and short and to use leverage.”

» “Systematic traders: $269.33 billion in AUM. 
In contrast, discretionary traders managed 
$27.57 billion as of the third quarter of 2011.” 

» Perfekt zur Diversifikation!

© Michael Frömmel: Portfolios and Investments 2013

7



© Michael Frömmel: Portfolios and Investments 2013

8



» Zwei Datenquellen:
1. Barclayhedge database
2. RPM’s private data
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“Trust, but verify.”
(Russian saying, often used by 

Vladimir I. Lenin)
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"A blindfolded monkey 
throwing darts at a 
newspaper's financial pages 
could select a portfolio that 
would do just as well as one 
carefully selected by the 
experts."
(Burton Malkiel in seinem Buch
„A Random Walk Down Wall 
Street“, 1973)
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»Malkiels pessimistischer
Blick auf die Fähigkeiten
von Fondsmanagern hat zu
dem beliebten Spiel geführt, 
Affen mit Finanzmarktprofis
konkurrieren zu lassen.
»Beispiele:
•The Wall Street journal's 
dartboard contest
•Lusha, der Zirkusaffe aus
Moskau
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Can professionals create excess returns? 
Is there a manager alpha?

Market timing ability


Stock selection (Asset allocation)

Can professionals create excess returns? 
Is there a manager alpha?

Market timing ability


Stock selection (Asset allocation)
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» „ ... Investors approach the investment decision
in two stages. Asset allocation is the top or first
stage ... Security selection is the bottom stage.“
„Some individual investors and many
institutional investors use three stages. Asset
allocation is the first stage. The second stage
deals with manager selection. ... The third stage
involves security selection.“
(Sharpe et al. 2007)
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» Investing in assets is often possible at lower
transaction costs.

» Liquidity is higher for assets than for securities.
» The correlation between assets is lower than it

usually is between e.g. individual stocks, 
allowing more (approximately independent 
individual bets)  FLAM (Grinold 1989)
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“Buy low and sell high.”
Popular saying
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» Besides stock (security) picking market 
timing is a major potential source of alpha

» Market timing is the ability to “enter or leave
the market at the right time”.

» Two general approaches: portfolio-based
and return-based
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» Requires complete knowledge of the 
manager’s portfolio, i.e. individual
purchases and sales.

» For each investment it has to be
determined whether the purchase/sale has 
been timed well.

» Complicated to perform and often lack of 
data.
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» Compares the manager’s characteristic line 
with benchmarks, depending on how the 
manager’s reacts on the signals he 
receives (the forecast).

» Two basic models:
1. Treynor and Mazuy (1966): Magnitude 

Timer
2. Henriksson and Merton (1981): Direction

Timer

© Michael Frömmel: Portfolios and Investments 2013

23



» Assumes the manager i is a magnitude timer, 
i.e. increases the exposure to the market () 
depending on the signal he receives:

௠,௧ ௙,௧

and therefore:
E[ ௜,௧ ௙ ௠,௧ ௙ ௧

௠,௧ ௙ ௠,௧ ௙ ௧

௠,௧ି௥೑ ௠,௧ ௙
ଶ

௧

» The significance of  is thus a test for market 
timing abilities!
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» Assumes the manager i is a direction timer, i.e. 
increases the exposure to the market () 
depending on the signal he receives:

௜,௧ାଵݎ െ ௙ݎ ൌ ൅ߚሺݎ௠,௧ାଵ െ ௙ሻݎ ൅ maxሺr௠,௧ାଵߛ െ ;௙ݎ 0ሻ. ൅ߝ௧ାଵ
or

௜,௧ାଵݎ െ ௙ݎ ൌ ߙ ൅ ௠,௧ାଵݎሺߚ െ ௙ሻݎ ൅ ௠,௧ାଵݎ௧ାଵሺܦߛ െ ௙ሻݎ ൅ ௧ାଵߝ
» Interpretation: He exercises an option.
» Again, the significance of  is a test for market 

timing abilities!
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» This leads to the following tests:
௜,௧ାଵ ௙

௝ ௝,௧ାଵ ௙
௃
௝ୀଵ ௞ ௞,௧ାଵ

௄
௞ୀଵ ௙

ଶ
௧ାଵ

(as the TM version)

௜,௧ାଵ ௙

௝ ௝,௧ାଵ ௙

௃

௝ୀଵ
௞ ௜,௧ାଵ ௙

௄

௞ୀଵ
௧ାଵ

(as the HM version with detection of over-/underperforming 
markets)
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» Sharpe (1966): no excess performance of funds 
compared to the DJIA over the period 1954-1965. The 
result was confirmed by Jensen (1968). 

» Subsequent evidence is mixed with a tendency that 
mutual funds do not provide significant alphas. 

» Majority of studies finds no (sometimes negative) 
market timing ability for mutual funds (see e.g. Becker 
et al 1999, Ferson and Schadt 1996, Becker et al. 
1999 amongst others). 

» Managers with good security selection abilities tend to 
be bad market timers and vice versa (Henriksson 
1984, Chang and Lewellen 1984, Kao et al. 1998). 
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» Fees requested seem to explain most of the 
reported lack of performance: Many studies, most 
recently Fama and French (2010) found that 
funds’ gross returns outperform the market, while 
the net returns after fees do not. 

» While earlier studies used monthly returns to test 
for timing ability, more recent studies such as 
Bollen and Busse (2001), using daily data come to 
more optimistic conclusions about the managers’ 
market timing abilities.
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Do at least some managers persistently outperform 
the market? 
» Carhart (1997): little evidence and those 

managers who persistently deviate from the 
market are the worst performers (the cold-hand-
phenomenon). 

» More recent work, e.g. Busse et al. (2010) and 
references therein, find at least some persistence 
over very short horizons.
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» More optimistic regarding positive alpha: see Nagy 
2012 and the references therein. 

Evidence for market timing is again mixed: 
» Chen and Liang (2007): market timing ability for a 

sample of self-declared market-timing hedge funds
» Chen (2007) a few categories of hedge funds 

(Managed Futures and Global Macro funds) can time 
certain asset markets. 

» Fung et al. (2002) find stock selection, but no market 
timing skills. 
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» Kazemi and Li (2009) Managed Futures generate their 
returns mostly from successful market timing. 

» Bollen and Busse (2001): using daily data appears to 
increase the power of the models to detect market 
timing ability. 

» Elaut et al. (2013) extend the original Henriksson-
Merton model and come to the conclusion that 
managed futures have superior timing abilities on 
most relevant markets.
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• Data is provided by RPM Risk and Portfolio Management 
Stockholm, Sweden, a Fund-of-Funds manager specialized 
in managed futures.

• 33 managed futures ('commodity trading advisors') January 
1994 to May 2012
- 26 invest across markets
- 4 in financial markets only
- 3 in commodities only

• No survivorship bias, no backfill bias, no selection bias!
• Real, no reported data! Thus unbiased, because there is no 

smoothing (Getmansky, Lo, and Makarov, 2004)
• The combined backfill and survivorship bias in reported data 

so far is found in Bhardwaj et al. (2008) summing up to 
7.7% annualized
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Method:

Threshold filter by Lunde and Timmerman (2004)
• Identifies bull and bear markets based on a minimum price 

change since the last peak or trough. 
• Advantage: allows for duration dependence and not to 

impose a phase length. 
• Duration dependence means that “bull and bear hazard 

rates – that is, the probability that a bull or bear market 
terminates in the next period – depend on the age of the 
market” (Lunde and Timmermann 2004, p253). 

• How do we get the ‘mimimum price change’?
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Method:

Trend identification by Wegscheider (1994)
• This method aims to identify trends, store their magnitude 

and subsequently remove them in an iterative way until all 
trends are identified. 

• The advantage of this method is that, rather than imposing 
some arbitrary structure on the data, it focuses on the 
specific features of the original data series to come up with 
thresholds. 

• What we obtain is a set of trends, starting from very small 
trends that last just one day up to trends lasting months, 
making it an ideal tool to derive thresholds for the Lunde
and Timmermann filter.
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» Assumes the manager i is a direction timer, i.e. 
increases the exposure to the market () 
depending on the signal he receives:

௜,௧ାଵݎ െ ௙ݎ ൌ ൅ߚሺݎ௠,௧ାଵ െ ௙ሻݎ ൅ maxሺr௠,௧ାଵߛ െ ;௙ݎ 0ሻ. ൅ߝ௧ାଵ
or

௜,௧ାଵݎ െ ௙ݎ ൌ ߙ ൅ ௠,௧ାଵݎሺߚ െ ௙ሻݎ ൅ ௠,௧ାଵݎ௧ାଵሺܦߛ െ ௙ሻݎ ൅ ௧ାଵߝ
» Interpretation: He exercises an option.
» Again, the significance of  is a test for market 

timing abilities!
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(1) Our modified model 
(2) Original HM model
(3) Bollen-Busse model (HM 
with daily data, excess-return-
based)
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We find that managed futures managers indeed have some 
market timing abilities (i.e. they can beat a monkey), 

1) If we take into account duration dependence 
2) If we focus on daily data (which is more realistic)
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