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Tk PREDICTABILITY OF COMMODITY TRADING ADVISOR RETURNS

Barry W. Ward, Scott H. Irwin, and Carl R, Zylauf"

Introduction

service (Faivre). In this capacity, the market advisory service, formally referred to as a5
Commodity Trading Advisor (CTA), is responsible for €xecuting all futures trading
decisions, '

predictor of the CTA’s future performance. However, these results are based on smal]
samples of CTAs: 55 and 71, respectively. Furthermore, CTA performance was evaluated
over relatively short time horizons. (1978-1983 and 1979-1985 respectively.)
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tency of CTA returns also will be evaluated by first separating CTAs by deciles
ents) in year t (1981-1988). The decile ranking of a CTA in year t is compared
e rank in year t+1 (1982-1989). Analysis of deciles shows whether top and
orming CTAs exhibit differential predictability. For example, if there is
in CTA returns from year to year, a firm with a return that ranks it in decile one
will rank in decile one in year t+ 1.

Commodity Trading Advisor Returns

A.T.A. data base includes only those CTAs managing funds for outside investors.
‘observational unit in the A.T.A. data is the CTA trading account. CTA trading
are determined by CTA and trading strategy. CTAs trading one account count as
tion. CTAs trading more than one account, but using similar trading strategies
counts are also counted as one observation. The returns for all accounts are
into a composite return for the CTA.

As trading more than one account using different trading strategies for the
are recorded as different CTA trading accounts, i.e. observations, Of the 363 CTA
counts in this study, 252 have a single account or a composite account return.
CTAs have more than one trading account but use different trading strategies
ast some of the accounts. These 49 CTAs accounted for 111 trading accounts.!

T.A. obtained the return data in several ways: (1) CTA disclosure documents, (2)
Ocuments for private commodity pools or public commodity funds in which a
ating CTA’s track record is disclosed, (3) regular verbal updates which are later spot
-against the data that appear in disclosure documents, (4) regular written updates
¢ received on a monthly basis, and/or (5) industry newsletters when data is
lable from other sources.

€ database covers past and current CTA trading accounts. Reasons why return
3y have ceased for a particular CTA trading account are: (1) the advisor went out
Iness, (2) the trading strategy is no longer offered to investors, (3) the trading system
anged materially to the point where it is no longer relevant to an evaluation of the




currently offered program, (4) the data initially were obtained from sources other thap:
advisor’s office and updates are not available, and (5) in rare instances, an advisor simpjj
Stops reporting performance data. 3

Nineteen seventy nine is chosen as the starting point of the current analysis for twof
reasons. First, the number of CTAs trading before 1979 was less than ten, the minimy it
number assumed to allow reliable Statistical inferences. Second, the 1979-1989 period allow 5
us to compare our results to Previous studies with the same or similar time frames, :

Elton, Gruber, and Rentzler’s procedures are followed for determining when CTAs

The yearly mean, standard deviation, and Sharpe Ratio of the returns to the market
io of CTA trading accounts are presented in Table 1. To calculate these performance
measures, an equal amount of money is assumed to be invested in a]| CTA trading accounts 3
at the beginning of a year. Available funds at the end of the year are then equally invested
in all trading accounts at the beginning of the next year. An average index value is |




ed.” The average monthly standard deviation from 1979 to 1989 was
ar. As with returns, standard deviation is noticeably higher in the first
81 standard deviation stabilizes in the 16 to 20% range. Compared with
standard deviation was relatively stable across the sub-periods.

well-known positive relationship between the return and risk of

ure of return-risk performance is needed. A widely used method of
nvestment alternatives is the Sharpe Ratio,

Rc' Rf

(1)

here

. = the expected return of CTA trading account c,

= the risk-free return, ‘

= the standard deviation of CTA trading account c.

ation (1) shows, the numerator is the "excess" return of a CTA account above

turn. Dividing the excess return by the standard deviation of returns
rmalized measure of return-risk tradeoff. Specifically, the Sharpe Ratio can
as the excess return of a CTA per unit of risk. As a result, the higher the
the better is the return-risk performance of CTA:s.

ualized Sharpe Ratio of CTAs for the entire sample period is 1.015 (Table
varison, Irwin, Krukemyer, and Zulauf find that common stocks have an annual
0 of 0.558 over the same sample period. Hence, the stand-alone performance
itfolio of CTAs over the full sample is superior to that of common stocks. This

62 while common stocks had a 0.679 Sharpe Ratio. During 1985-89, the Sharpe
mmon stocks is 0.776, but 0.863 for the portfolio of CTA:s.

The Predictability of Commodity Trading Advisor Returns

k correlations are calculated to determine whether CTAs that have high returns
D€ year also tend to have high returns or risks in the following year. A graph of
veal numerous outliers. Rank correlations are used to eliminate any statistical
resulting from these outliers on simple Pearson correlations. Rank correlations
from +1 to -1 with +1 indicating perfect positive correlation. Rank correlation
efined as follows (Siegel),?
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RC = 1- )

Tie ~ = rankinyeart,
lits1 = rank in year t+1,
= number of paired observations.

Rank correlations for rate of return, standard deviation, and Sharpe Ratio are
calculated for all CTA trading accounts active in back to back years. For example, the 13
CTA trading accounts are ranked from highest to lowest in 1979 and 1980 according to their
average return. The rank correlation is then computed between the 1979 and 1980 ranked
sets. Note that CTAs that begin trading in 1980 (not trading in 1979) will not be included
in the 1979-80 rank correlation,

which reinforces the notion of little Predictability in CTA returns, Further, the most recent
3 sets of paired years display rank correlations of 0.048, -0.020, and 0.043, which suggests

The Sharpe Ratio results are similar to the rate of return results. Only the rank
correlations for 1985 and 1986 are significantly positive, The average rank correlation for
the 10 paired years is only 0.009.

CTA Performance Ranked by Deciles
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of observations (13 and 24 CTAs respectively). The small number of
allowed too few observations in each decile to give us meaningful results.

CTA trading accounts which is the rate of return an investor would receive if
in all CTAs for the 1982-1989 period (Table 1).

rising result is the outstanding performance of the bottom decile. (Those CTAs
he poorest in year t.) For the 1981-89 period, CTAs in decile 10 had an
nk of 4.750 and a 37.508% rate of return in year t+1. This average return is
y higher than the average return for all CTAs (Table 1).

iles 1, 2, and 3, have an average decile rank which is lower than its rank in year
ast, deciles 8, 9, and 10 have an average decile rank which is higher than its rank
This is suggestive of a return-to-the-mean process.

examine consistency in performance on risk, the CTA trading accounts are ranked

west to highest standard deviation in year t. Decile 1 contains the 10% of CTAs

€ lowest standard deviations and so on. There is strong evidence supporting

ncy in the standard deviation of returns for CTAs (Table 3). Standard deviation of

ading returns ranked in decile 1 in year t consistently remain the lowest in average

id average standard deviation. Deciles 2 through 10 also consistently perform in year
very near to the order they performed at in year t.

nsistency of Sharpe Ratio from year t to t+1 are similar to that of average return
CTAs in decile 1 during year t consistently performed the highest in year t+ 1
had an average rank of 2.625 and an average Sharpe Ratio of 1.174. Their average
Ratio is significantly higher than the Sharpe Ratio for all CTAs (0.862), and is the
cile that maintains a higher than average Sharpe Ratio in t+1.

eciles 2 through 10 do not show any consistent signs of predictability of Sharpe
+ These findings for Sharpe Ratio are similar to the return findings. The return-to-
an hypothesis is substantiated by the results in deciles 2 through 10 (Table 3). Decile
4, have an average rank lower than their respective ranks in year t, while deciles
10 have an average rank which is higher than their respective ranks in year t+1.

e T —




Summary and Conclusions

1979-1989.

Only the rank correlation of the standard deviation of CTA returns are predictablefg
across the years. In contrast, rank correlations for returns and Sharpe Ratio revea] h'tt]e_g:'
predictability, J

Tests for consistency across CTA performance deciles refines this story. CTA returns
display consistency in the top decile. This suggests that a CTA with a rate of return in the |
top decile in period t will be an above average performer in period t+1. None of the other |
deciles provide evidence of being able to outperform the average return for all CTAs, k

Predictability of Sharpe Ratio differs little from predictability of return. The first
decile of CTAs outperform the average for all CTAs significantly. This should send a signal |
to the investor looking for a high return to risk trade-off that investing in the top ten percent
of CTAs in year t wil] lead to an above average return to risk trade-off in year t+ 1, Again,

It should be noted that the results of this study are based on CTA returns on
Speculative accounts. Producers are naturally interested in CTA returns for hedging
accounts. If we assume that CTAs use similar trading principles and guidelines for
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i Table 1: Performance Statistics for Commodity Trading Advisor Index, 1979-19g9, |

Number Mean Standard Sharpe
Year of CTAs Return Deviation Ratio
---Percent per Year---
1979 13 79.957 32,615 2.149
1980 24 55.810 28.450 1.587
1981 45 12.885 20.277 -0.042
1982 64 34.439 16.624 1.469
1983 88 22.056 23.985 0.568
1984 130 22,970 20.506 0.663
1985 175 29.521 17.241 1.281
1986 207 20.022 17.046 0.824
1987 227 36.326 17.250 1.797
1988 230 14.513 18.834 0.443
1989 218 4,725 14.281 -0.232
Averages:

1979-89 30.293 21.332 1.015

1982-89 23.072 17.961 0.862

| 1985-89 21.021 16.723 0.863
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1981-1989.
Sample Period
Rate of Return Standard Deviation Sharpe Ratijg
Decile Average Average Average Average Average
in Year t Rank Return Rank Std.? Rank
int+1 int+1 int+1 int+1 int+1
Percent Percent
| 2.875 31.588 1.000 8.303 2.625
2 6.875 14.254 3.000 14.006 4.750
3 4.875 20.914 4.250 18.919 3.750
4 4.250 20.012 4.250 19.153 6.625
5 4.625 17.626 4.875 21.786 5.250
6 7.875 7.554 5.875 23.289 7.625
7 6.250 12.253 6.000 22.189 5.875
8 6.750 12.635 8.250 29.017 7.250
9 5.875 12.477 8.625 31.021 5.750
10 4.750 37.508 8.875 36.174 5.250
T — -

Standard deviation.
Sharpe Ratio.

o
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Endnotes

e an average of 2.3 accounts per CTA in this category.

andard deviation of the index of CTAs will be lower than the average of
d deviations of the individual CTAs. From modern portfolio theory we know
holding a diversified portfolio of all CTAs for a given year we eliminate
ble risk associated with holding a particular CTA. This is assuming that
or all CTAs are not perfectly correlated.

ance of the rank correlation is tested by the student’s t statistic using the
ng equation (Siegel),

* (N-2) / (1-RCH)05)




