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Dear Tilman 
 
AIMA’s response to the Consultation Document entitled ‘Undertakings for Collective Investment in 
Transferable Securities (UCITS): Product Rules, Liquidity Management, Depositary, Money Market Funds, 
Long-term Investments’ 
 
The Alternative Investment Management Association (‘AIMA’)1

 

 welcomes the opportunity to submit its comments 
on the European Commission’s (the ‘Commission’) consultation document entitled ‘Undertakings for Collective 
Investment in Transferable Securities (UCITS): Product Rules, Liquidity Management, Depositary, Money Market 
Funds, Long-term Investments’ (the ‘Consultation Document’).  

AIMA welcomes the work that the Commission is undertaking in this Consultation Document in order to review and 
develop the UCITS framework in light of the evolution of new strategies being used by UCITS and investor 
protection concerns. The UCITS eligible assets framework, in combination with robust diversification and 
concentration rules, has generally worked well for investors, allowing them to benefit from more sophisticated 
asset management techniques as well as better risk management.  AIMA therefore considers that the policy choice 
made in UCITS III to expand the scope of eligible assets available for UCITS investment was and continues to be 
the right choice.   

Review of Complex Strategies and Eligible Assets 

AIMA acknowledges that many investment strategies (including those described as complex strategies) may be 
difficult for a retail investor to understand. However, we do not believe that investors should be deprived of 
advances in portfolio management simply because such advances involve greater complexity at the level of the 
UCITS portfolio.  

It is crucial that investors do understand the risk/reward profile of each UCTIS and that it is clearly communicated 
and understandable. It is even more important that retail investors in particular are offered the kind of fiduciary 
treatment by the asset managers and distributors that allows them to trust and rely on the investment to be a 
suitable component of their savings strategy.  

                                                 
1 AIMA is the trade body for the hedge fund industry globally; our membership represents all constituencies within the sector – including hedge 
fund managers, fund of hedge funds managers, prime brokers, fund administrators, accountants and lawyers. Our membership comprises over 
1,300 corporate bodies in over 40 countries. 
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We would urge the Commission address the investor protection issues by amending the UCITS rules in a positive 
manner in certain areas, rather than by disallowing investments in assets perceived to be too complex or exotic. 
AIMA would suggest that this could be done by: 

• Enhancing fiduciary standards applicable to the UCITS management company and any intermediary in the 
distribution chain similar to those proposed in Article 25 of the proposed markets in financial instruments 
directive (COM(2011) 656 final) (‘MiFID 2’) for more complex UCITS products.   

• Considering allowing UCITS funds that sell shares only on a “non-execution-only”, fiduciary basis to invest 
in a wider range of eligible assets. 

• Requiring more harmonised risk reporting in the KIID to allow investors to aggregate their risk exposures 
easily across multiple fund investments.  This risk reporting could include elements of the reporting 
requirements to be imposed under the Alternative Investment Fund Managers Directive (2011/61/EU) 
(‘AIFMD’). 

• Increasing supervision, enforcement and sanctions for those who miss-sell UCITS, misrepresent the risks of 
an investment or otherwise act in a way contrary to their fiduciary duties.   

AIMA considers that providing for appropriate fiduciary standards, enforcement and sanctions within the UCITS 
framework is a balanced approach to addressing product complexity without stifling access to more sophisticated 
asset management products.   

Finally, one needs to consider that the UCITS product is an important product in the institutional or professional 
investor space. Institutional and professional investors invest in UCITS products for reasons that will remain even 
after the introduction of the AIFMD, including: 

• Standardised risk management requirements, such as concentration and diversification limitations, which 
would have to be negotiated in the context of an non-UCITS fund; 

• Liquidity is available in the form of daily redemption dealing days, which is less frequently available in 
other types of fund products; 

• Internal investment guidelines at the institutional investor level which specify limitations on the amounts 
which can be invested in non-UCITS; and 

• Large investments are less likely to constitute a significant percentage of the total assets of a UCITS fund.  

This is why we believe that a policy which would deprive UCITS of the potential to deliver a more sophisticated or 
even complex product could be detrimental.  

AIMA’s Response to the Questions Posed in the Consultation Document 

AIMA urges the Commission not to consider the Consultation Document in isolation. The ongoing debate on the 
draft UCITS V Directive should be considered in conjunction with this Consultation Document and any comments 
made in that debate should be taken into account when considering the necessary amendments which should be 
made to the UCITS framework.  

AIMA also considers that:  

• The ability to use derivatives in general is an indispensible portfolio management tool and the appropriate 
derivative to be used in a portfolio will vary significantly among funds.  Accordingly AIMA considers that 
the universe of eligible financial derivative instruments (‘FDI’) should not be decreased and if some or all 
derivatives were to be disallowed it would be crippling for UCITS as a category of investment funds; 
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• With proper risk measurement and disclosure, the eligible assets in which a UCITS can invest directly 
should include financial derivatives on single commodities; 

• If one allows sophisticated asset management and risk management techniques to be used by UCITS, one 
should also allow for sophisticated exposure measurement, perhaps similar to those that may be 
developed in the future in connection with the AIFMD.  In the meantime, the use of VaR for measuring the 
UCITS exposure should continue; 

• Historically UCITS have had the option of either clearing their OTC derivatives or not, and accordingly, a 
central counterparty (the ‘CCP’) has been treated as any other counterparty.  With the advent of 
mandatory clearing of OTC derivatives, the concentration rules for OTC derivatives should be relaxed as 
exposure to CCPs will necessarily be increased by obligatory clearing; and 

• A passport for UCITS depositaries should be introduced given the intention to fully harmonise depositary 
obligations in a manner similar to the AIFMD. 

We set out our more detailed responses to the questions in the Consultation Document in Annex 1.  
 
Yours faithfully 
 

 
 
Jiří Król 
Director of Government and Regulatory Affairs 
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Annex 1 
 

Responses to Consultation Document Questions 
 
Eligible Assets - Box 1 
 
(1)  Do you consider there is a need to review the scope of assets and exposures that are deemed eligible for 

a UCITS fund? 
 
AIMA welcomes the work that the Commission is undertaking in this Consultation Document in order to review and 
develop the UCITS framework in light of the evolution of new strategies being used by UCITS and investor 
protection concerns. The UCITS eligible assets framework, in combination with robust diversification and 
concentration rules, has generally worked well for investors, allowing them to benefit from more sophisticated 
asset management techniques as well as better risk management.  AIMA therefore considers that the policy choice 
made in UCITS III to expand the scope of eligible assets available for UCITS investment was and continues to be 
the right choice.   

The ability to use derivatives in general is an indispensible portfolio management tool and the appropriate 
derivative to be used in a portfolio will vary significantly among funds.  Accordingly AIMA considers that the 
universe of eligible derivatives should not be decreased and if some or all derivatives were to be disallowed it 
would be crippling for UCITS as a category of investment funds. 
 
Complex investment strategies, including those employing derivatives, should continue to be permitted 
 
AIMA acknowledges that many investment strategies (including those described as complex strategies) may be 
difficult for a retail investor to understand. However, we do not believe that investors should be deprived of 
advances in portfolio management simply because such advances involve greater complexity at the level of the 
UCITS portfolio.  

It is crucial that investors do understand the risk/reward profile of each UCTIS is clearly communicated and 
understandable. It is even more important that retail investors in particular are offered the kind of fiduciary 
treatment by the asset managers and distributors that allows them to trust and rely on the investment to be a 
suitable component of their savings strategy. 

We would urge the Commission to seek to redress this issue by amending the UCITS rules in a positive manner in 
certain areas, rather than by backtracking on the UCITS III amendments and disallowing investments in assets 
perceived to be too complex or exotic. AIMA would suggest that this could be done by: 

• Enhancing fiduciary standards applicable to the UCITS management company and any intermediary in the 
distribution chain like those proposed in Article 25 of MiFID 2.   

• Considering allowing UCITS funds that sell shares only on a “non-execution only”, fiduciary basis to invest 
in a wider range of eligible assets. 

• Requiring more harmonised risk reporting in the KIID to allow investors to aggregate their risk exposures 
easily across multiple fund investments.  This risk reporting could include elements of the reporting 
requirements to be imposed under the AIFMD, such as a breakdown of the asset class exposures (e.g. 
equity, sovereign debt, corporate debt, convertibles, commodities, etc.) instrument use (e.g. listed 
securities, non-listed securities, exchange traded derivatives, OTC derivatives), geographic exposures, 
sectoral exposures and other potential types of exposures of the fund as a percentage of net asset value. 
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• Increasing supervision, enforcement and sanctions for those who miss-sell UCITS, misrepresent the risks of 
an investment or otherwise act in a way contrary to their fiduciary duties.  

AIMA considers that providing for appropriate fiduciary standards, enforcement and sanctions within the UCITS 
framework is a balanced approach to combating product complexity without stifling access to more sophisticated 
asset management products.  If derivatives and other complex instruments are banned in UCITS, there is a danger 
that investors will leave UCITS in favour of investments in products that offer fewer protections than are afforded 
by the UCITS regime. 

Commodity derivatives, as well as financial derivatives, should be permitted investments 
 
AIMA considers that if the scope of eligible assets is to be reviewed in connection with the Consultation 
Document, the list of eligible assets in which a UCITS can invest should be expanded from allowing FDI to also 
include “commodity derivatives”2

 

, subject to the above amendments being made to the UCITS legislation, which 
will include funds providing appropriate risk disclosures and reporting to investors.  In this regard AIMA once again 
urges the Commission to focus on the outcomes to be achieved by the UCITS and their investors rather than on 
the complexity of the underlying assets. As discussed above, the important issue for investors is that they can 
understand the overall risk/reward profile of the fund as a whole. Requiring that UCITS manager to provide 
disclosure of the risks and rewards associated with the fund in a way that makes it clear to the investors what the 
overall risk/reward profile of the fund is what is important. Once investors have clear information about the fund 
as a whole it should not be necessary to assure that the investor is able to understand the risk/reward profile of 
each underlying asset in which the fund may invest; that is what the professional asset manager is for and it is 
this skill and knowledge which the investor is seeking to take advantage of my investing in the UCITS.  

The risk management process requires significant amounts of disclosure to the home Member State regulator and 
to investors before a fund is approved and those disclosure requirements and the duty to act in the best interests 
of investors apply regardless of the complexity of the underlying investments being made by a fund.  Managers 
have a duty to achieve the most economic exposure to the investment strategies and risks described in the fund’s 
offering document and disallowing certain types of investments, such as direct investments in commodity 
derivatives, may not make the outcome better just more expensive to achieve. This does not ultimately provide a 
benefit to the investors in the UCITS.  
 
The list of eligible assets in Article 50 of the UCITS directive which UCITS funds are required to invest in currently 
includes transferable securities, money market instruments, units of collective investment schemes, bank 
deposits and financial derivative instruments. Derivatives on commodities were excluded from the references to 
liquid financial assets in Articles 1(2) and 19(1)(g) of Directive 85/611/EEC by Article 8(5) of Directive 
2007/16/EC.  
 
This treatment of commodity derivatives appears to be outdated and in contradiction with the investor protection 
concerns and the interest of investors in general. First, single commodity futures and options are among the most 
liquid instruments traded in financial markets. They are much more liquid than a great majority of transferable 
securities such as corporate bonds or small cap shares. Second, in the era of low interest rates and potentially 
increasing inflation, Europe’s investors may need to have the flexibility of added exposure to commodity prices. If 
food and energy costs are rising, the retail investor may not have adequate means to shelter his or her savings 
against such shocks. Third, the investment strategies such as those pursued by CTAs and managed futures funds 
have proved to be popular when employed within the UCITS framework by using such tools as strategy indexes. 
However, it would be much more transparent for the end investor if the CTAs were able to invest in the 
commodity derivatives directly as opposed to using a swap route based on a strategy index. 

                                                 
2 AIMA proposes that for this purpose, and to promote harmonization among various directives, that the Commission consider adopting a 
definition that is the same as any final definition of ‘commodity derivative’ adopted in the context of MiFIR. The proposed definition is set out 
in Article 2.1.(15) of MiFIR (2011/0296 (COD)). 
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Restricting UCITS to only diversified commodities indices does not offer investors the benefit of experienced 
active management of commodities. By way of example, the underperformance of the Dow Jones-UBS Commodity 
Index (DJ-UBSCI) in relation to a more balanced portfolio was a result of the divergence of the crude oil 
benchmarks, WTI and Brent. For nearly 30 years these two benchmarks traded together, and then in 2011, they 
diverged by over $20 per barrel and could well remain dislocated for some time. The DJ-UBSCI only included WTI 
during that time. In delayed response to this, DJ-UBSCI added Brent as 33% of its crude allocation in its annual 
rebalancing in January 2012. However, CTAs were able to invest independently in the Brent single commodity 
index for the purpose of proactively avoiding the cost of the price dislocations as soon as those started to occur. 
 
There appears to be no reason why a UCITS should not be permitted to invest in a single commodity derivative so 
long as the UCITS diversification requirements are respected.  Where a UCITS offers appropriate risk 
diversification, active management of a UCITS should permit the use of single commodity derivatives. Commodity 
indices would not need to be diversified with respect to the 20/35% limit, so long as the exposure of the UCITS to 
the individual indices complies with the 5/10/40% ratios and satisfy the other criteria in respect of the 
construction methodology, regular rebalancing and publication of the index, subject to some appropriate method 
of classifying commodities to better track concentration limits.  
 
In the event there are concerns about the liquidity and transparency of commodity derivatives, we would note 
that there are soon to be mandatory clearing requirements for OTC derivatives and clearing, even where not 
mandatory, will be encouraged.  It is a central characteristic of clearing that the instruments subject to it are 
sufficiently standardised, liquid and transparent.  For example, Article 4 of the European Markets Infrastructure 
Regulation (‘EMIR’) when dealing with the criteria for central clearing refers to: (i) the degree of standardisation 
of the contractual terms and the operational process of the OTC derivative, (ii) the volume and liquidity of the 
relevant OTC derivative, and (iii) the availability of fair, reliable and generally accepted pricing information in 
relation to the relevant OTC derivative.  Such requirements result in a reduction of risk posed by centrally cleared 
commodity derivative contracts which supports their inclusion within a UCITS portfolio. 
 
Benefits of commodity trading strategies offered by commodity trading advisors 
 
In respect of derivatives, we urge the Commission to consider the benefits funds run by commodity trading 
advisors (‘CTAs’) can offer.  For example, CTAs create well-balanced, diversified investment portfolios that have 
the potential to deliver returns and limit risks in any market environment, including in periods of financial stress. 
We provide further detail on the performance of CTAs during periods of financial stress in Annex 2. CTA managed 
funds are also are among the most transparent and liquid investment options. Moreover, CTA managed funds offer 
investors a valuable tool for diversifying the risk of their own portfolios. According to the Chartered Alternative 
Investment Analyst (‘CAIA’) Association, “commodities have been shown to provide unique investment 
opportunities relative to investor exposure to inflation and other macroeconomic events.”3

 

  We provide further 
detail on the role of commodities in asset allocation in Annex 3.  Eliminating or severely limiting the ability of 
UCITS to pursue the types of strategies pursued by CTA managed funds would deprive investors of an important 
tool for creating a well diversified portfolio capable of withstanding a variety of macroeconomic events. This is 
because CTAs provide a number of benefits in terms of risk-return trade-offs to investors. We provide details of 
these benefits in Annex 4.  

(3)  Do you consider there is a need to further develop rules on the liquidity of eligible assets? What kind of 
rules could be envisaged? Please evaluate possible consequences for all stakeholders involved. 

 
AIMA considers that it would not be practicable to further develop the rules on the liquidity of eligible assets. 
Liquidity of markets can be measured; but an asset itself cannot be said to be absolutely liquid or illiquid and the 

                                                 
3   CAIA Association ‘CAIA Level II – Advanced Core Topics in Alternative Investments – Second Edition’ (John Wiley & Sons, Inc. 2012) chapter 
24 at page 315. 
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relatively of an asset liquidity may shift over time. It is not possible to designate a universe of per se liquid assets 
by setting out qualitative criteria or legal definitions. Such a designation of assets as being per se liquid could also 
have unintended systemic risk consequences. 
 
(6)  Do you see merit in distinguishing or limiting the scope of eligible derivatives based on the payoff of the 

derivative (e.g. plain vanilla vs. exotic derivatives)? If yes, what would be the consequences of 
introducing such a distinction? Do you see a need for other distinctions? 

 
There should be no need for a distinction between plain vanilla or exotic derivatives or between over the counter 
and exchange traded instruments other than those that already exist in terms of counterparty and liquidity 
requirements. Moreover, AIMA considers that it is not practicable to completely define exotic derivatives as a 
category.  
 
A risk/return profile of many complex or exotic derivatives can be essentially reproduced by using simple building 
blocks such as options, forwards or swaps and a combination of different underlying assets. Prohibiting the use of 
exotic derivatives by UCITS would therefore not necessarily lead to any changes of risk exposure for the end 
investor. Indeed one could say that such changes would potentially result in greater complexity as the UCITS 
would end up having a more complex set of counterparty exposures and potentially less favourable collateral 
treatment, leading to a potential reduction of returns for the end investors.  
 
(7)  Do you consider that market risk is a consistent indicator of global exposure relating to derivative 

instruments? Which type of strategy employs VaR as a measure for global exposure? What is the 
proportion of funds using VaR to measure global exposure? What would be the consequence for different 
stakeholders of using only leverage (commitment method) as a measure of global exposure? If you are an 
asset manager, please provide also information specific to your business.  

 
AIMA disagrees that the value at risk (VaR) approach should be removed as a measure for UCITS global exposure. 
Our members’ strong preference is to retain the VaR-based measure of global exposure as it serves as a better 
expression of the loss potential/volatility associated with a portfolio than a leverage/commitment-based 
approach.   
 
VaR is consistent across all asset classes and is therefore conducive to the comparison of risk across different 
types of strategies/funds. The inadequacy of leverage as a proxy for market risk is exemplified by comparing a 
fund which predominantly buys government bonds to a fund specializing in stock-picking. Government bond-based 
strategies will employ more leverage because the assets in question are less risky, whereas an equivalent level of 
volatility/risk in an equity fund would necessitate more moderate use of leverage.  
 
Since VaR is related to daily volatility and maximum potential loss, switching to a leverage-based approach will 
deprive an investor, with the objective of evaluating the risk of a potential fund investment, of key information, 
with no obvious gain to offset this. 
 
It is quite plausible that a fund with high leverage figures, based on the commitment method, could be 
characterized by relatively low market risk (i.e. low probability for capital losses). Indeed, if leverage refers to 
the amplification of a fund's exposure to a given asset, this could be employed for risk mitigation purposes as 
much as the initiation/augmentation of risk. It would equally be possible to construct a very risky strategy with 
relatively minimal leverage. 
 
Below we explain why the VaR approach is often chosen and compare the outcomes of the VaR approach versus 
the commitment approach, including a specific example. 
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The Rationale for Using VaR 
 
Under UCITS III, the choice between the commitment and VaR approaches was based on whether the fund was 
classified as “sophisticated” or “unsophisticated”. However, since Member States did not agree on a common 
definition of “sophisticated” and “unsophisticated” funds there was confusion among market participants and this 
classification has since been abandoned. At present, a risk manager of a fund will have to define the method that 
is best adapted to measure market risk depending on the fund’s risk profile, (i.e. the global exposure in the 
context of UCITS IV guidelines) – either the commitment approach or the VaR approach.  
 
Risk profiling is now the recommended approach for selecting the computation method for the measurement of 
global exposure. This is probably better adapted to a risk management approach where the starting point is a 
proper understanding of the fund’s strategy and related risks. Fund managers are those who are best placed to 
decide which method would be better depending on the fund’s strategy and related risk. As this process should 
also be documented in the risk management process document which has to be submitted to the regulator, 
regulators can also validate the assessment, or revert to the managers, should they think that the method 
selection process has not been fully evidenced.  
 
Based on CESR guidelines4

 

, the main steps to consider when approaching the risk profile of a fund in order to 
select the global exposure computation method are as follows: 

– it engages in complex investment strategies that represent a non-negligible part of the UCITS’ 
investment policy; 

– it has a non-negligible exposure to exotic derivatives; or 

– the commitment approach does not adequately capture the market risk of the portfolio. 
 
Even though ESMA is providing a defined path by which to assess the level of sophistication of the fund, a lot of 
the points to be considered still leave room for interpretation. Terms like “complex”, “negligible part” and 
“exotic” need to be interpreted, defined and adapted to each fund by the management company taking into 
consideration both the concepts of risk appetite and risk tolerance. We would suggest that the most important 
point in analysing and defining the fund’s risk profile is the last on in the above list. Unfortunately, it is also 
probably the least tangible aspect of the recommended approach, since the perception of capturing the market 
risk can dramatically differ from one actor to another.  
 
The Commitment Approach and VaR 
 
The commitment approach principally focuses on derivatives and not on the total market risk level of the 
portfolio. This is a big difference from the use of VaR. The use of the commitment approach for market risk 
computation in the context of UCITS funds has clearly been imposed to limit the leverage opportunities. The 
commitment approach converts any derivative exposures into fully funded values. 
 
By contrast, VaR provides the estimation of the maximum loss a portfolio will suffer during a defined future 
period with a defined confidence interval. The VaR computation needs to be considered as an indicator.  VaR is 
not always perfect and it should not be considered a guarantee of limited losses. It is, however, a strong and 
advanced indicator that will (as long as tools and models are properly implemented) give clear and easy to 
interpret information to the risk managers and any related parties of the current portfolio risk levels. We 
mentioned as long as tools and models are properly implemented. Currently this is documented in the risk 

                                                 
4 CESR’s Guidelines on Risk Measurement and the Calculation of Global Exposure and Counterparty Risk for UCITS 
http://www.esma.europa.eu/system/files/10_788.pdf - See Box 1 (4). 

http://www.esma.europa.eu/system/files/10_788.pdf�
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management process so we do believe that regulators can also review that it is sufficiently documented and the 
funds’ auditors can also review the implementation process. Thus there are safeguards in place. 
 
As both the commitment approach and the VaR approach can be used to assess a fund’s global exposure, one 
needs to better understand the value they provide before being able to make the right choice between these two 
methods. In order to clearly illustrate the difference in information provided by the two methods, below we 
analyse the information given by two indicators for two different portfolios with a similar structure. 
 
Let’s suppose that Portfolios A and B are exposed to benchmark performances through synthetic exposure gained 
through performance swaps that are cash-backed by cash in the fund. 
 
As can be seen in the below figure, a quick analysis of the underlying swaps gives a rough idea of the relative risk 
levels of these two portfolios. This quick assessment is mainly due to their very straightforward structure. 
However, by looking at the computed results, we can see that the commitment levels are exactly the same while 
their market risk levels actually differ strongly. This is reinforced when we consider that by being cash-backed, 
the commitment on the swap is compensated for by the level of cash leading to a commitment of zero for both 
Portfolios A and B.  Even though from a leverage standpoint the commitment approach gives some information, 
from a market risk point of view we have demonstrated that no relevant information is given by the commitment 
levels. 

 
 
By only looking at the VaR levels we see (without spending time analyzing the portfolio composition) that the 
market risk level of Portfolio B is much higher than Portfolio A’s. Furthermore, the VaR level will change over 
time giving a dynamic aspect to the measurement of the market risk, while the commitment will remain stable as 
long as the swaps’ notionals are not modified. This is illustrated in the below figure. Here we can see that while 
the VaR is increasing dramatically in periods of higher market risk (end of 2008 – Lehman’s default), the 
commitment remains stable. Also, even though the VaR of the two benchmarks are increasing during the same 
period of time, their levels are different. The commitment remained stable and exactly the same throughout the 
period for both Portfolios A and B. 
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It is also worth noting that if a fund has selected VaR as its method of calculation (which does not measure 
leverage) the CESR Guidelines5

 

 require that the expected level of leverage and the possibility of higher leverage 
levels is disclosed to investors in the fund’s prospectus (using notional – notional and commitment can be used in 
Luxembourg). AIMA considers that this is a good compromise.  VaR is used and gives an idea of the portfolio 
market risk and investors can still find the expected level of leverage using notional/commitment. The opposite is 
not true when the fund is only using commitment to measure its global exposure. There is then no indication of 
level of expected market risk.  

For these reasons, AIMA strongly considers that VaR should remain. Further clarification should perhaps be 
supplied when VaR should be used versus the commitment method and managers should clearly document how 
and why they came to this selection. It would then be for the regulators to validate the choice.  
 
If VaR is disallowed  
 
If the VaR method was to be disallowed, another sophisticated measure of risk needs to be allowed.  In this 
regard AIMA considers that the sophisticated risk measurement methodology being reviewed in connection with 
AIFMD may also be an appropriate measure in respect of UCITS. 
 
(8)  Do you consider that the use of derivatives should be limited to instruments that are traded or would be 

required to be traded on multilateral platforms in accordance with the legislative proposal on MiFIR? 
What would be the consequences for different stakeholders of introducing such an obligation? 

 
AIMA does not consider that the use of derivatives should be limited to instruments that are traded or would be 
required to be traded on multilateral platforms in accordance with the legislative proposal on MiFIR. There may 
be cases where liquidity transparency is greater on the OTC market than on a platform and so there appears to be 
no reason for such a restriction being imposed. 
 
OTC Derivatives - Box 3 
 
(1)  When assessing counterparty risk, do you see merit in clarifying the treatment of OTC derivatives 

cleared through central counterparties? If so, what would be the appropriate approach? 
 

                                                 
5 Ibid, at Box 24.  
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Yes - we do see merit in clarifying the treatment of OTC derivatives cleared through CCPs.  
 
The nature of counterparty exposures for cleared derivatives will be different to the counterparty expose for 
bilateral uncleared trades, due to the construct of the executing broker, clearing member and the CCP. Once a 
trade is accepted for clearing, counterparty risk transfers away from the executing broker and to the CCP (and to 
some extent the clearing member if accessing the CCP indirectly). This occurs irrespective of the use of an 
exchange platform.  
 
Centrally cleared trades meet Commission Recommendation 2004/383/EC (27th April 2004) Para 5.1, regarding 
limitations of counterparty risk exposure of OTC derivatives, which states the following:  
 

“Member States are recommended to ensure that all the derivatives transactions which are deemed to 
be free of counterparty risk are performed on an exchange where the clearing house meets the following 
conditions: it is backed by an appropriate performance guarantee, and is characterised by daily mark – 
to market valuation of the derivative positions and an at least daily margining.” 

 
The G20 commitment to clear all eligible products recognises the reduction in systemic risk brought about through 
the use of a CCP and encourages clearing wherever possible. AIMA therefore considers that UCITS funds should not 
face any limits on exposures to authorised CCPs or be required to diversify this risk to multiple CCPs provided that 
collateral and positions are individually segregated and not at risk of a default by another market participant or 
their elected clearing member.  
 
(2)  For OTC derivatives not cleared through central counterparties, do you think that collateral 

requirements should be consistent between the requirements for OTC and EPM transactions?  
 
AIMA considers that the flexibility should be maintained within the UCITS framework to allow for the most 
appropriate risk management practices for any particular transaction/structure/counterparty combination. Given 
the differences (for example, in relation to purpose, usual duration, legal entity counterparty, legal agreement 
terms and market operational practices) between OTC derivatives transactions and EPM transactions we do not 
consider that there is a need for the collateral requirements to be consistent.   
 
(3)  Do you agree that there are specific operational or other risks resulting from UCITS contracting with a 

single counterparty? What measures could be envisaged to mitigate those risks? 
 
The level of risk resulting from a UCITS trading uncleared transactions with a single counterparty will depend 
upon the nature and amount of current and/or potential counterparty exposure the UCITS actually has at a given 
point in time.  It is prudent for a UCITS to have available to it several quality counterparties from a credit 
worthiness, as well as market and operational capability standpoint.  However, at any particular point in time, it 
is conceivable that a UCITS may only have a modest amount of counterparty exposure and it may in fact be to a 
single counterparty. The existing counterparty risk exposure limits under the UCITS Directive already restrict the 
potential for an excessive concentration since the limit is set as a percentage of the UCITS assets and eligible 
collateral is prescribed.  
 
Prudentially managed CCPs do not represent material concentration risk where a UCITS clears through a limited 
number or single entity. In some cases it may be prudent to use multiple CCPs to reduce reliance on a single 
entity but this may not always be an option for any given asset class and jurisdiction. Currently for instance, 
there is only one CCP (LCH Swap Clear) capable of clearing interest rate swaps for indirect clients.  Operational 
and collateral efficiency require the utilization of a limited (or single) CCP in each asset class and requiring 
excessive diversification would increase exposure through the loss of netting benefits as well as impacting 
returns. 
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Where there is a single CCP, default risk could be reduced by segregating collateral with an independent third 
party custodian. A UCITS that has reduced its exposure to a single counterparty through the use of extensive 
collateral does not face a default risk. However, there is an operational risk associated with using a single 
counterparty in that it may be difficult for a UCITS to continue to meet its investment objective should the 
counterparty default or terminate the transaction. This is not mitigated through clearing. However, adding 
additional counterparties may be expensive and impractical with regard to some types of transactions. Rather 
than prohibiting this, there should be a requirement to provide additional disclosure to investors about the 
number of available counterparties and the operational risks this creates. 
 
Extraordinary Liquidity Management Tools - Box 4 
 
(2)  Do you see a need to further develop a common framework, as part of the UCITS Directive, for dealing 

with liquidity bottlenecks in exceptional cases? 
 
AIMA considers that there may be a case for exceptional measures for liquidity restrictions. Such suspensions 
should only be allowed, as at present, in "exceptional cases where circumstances so require and where temporary 
suspension is justified having regard to the interests of the unit-holders"6

 
.  

Due to the different interpretations among the Member States of the meaning of "exceptional cases", AIMA agrees 
that a common framework may help fund managers facing liquidity bottlenecks, better ensure high-levels of 
investor protection and support a better functioning of the single market. We also agree that any framework 
should seek an appropriate balance between the interests of investors who are redeeming their investments and 
those investors remaining invested in the fund.   
 
(3)  What would be the criteria needed to define the "exceptional case" referred to in Article 84(2)? Should 

the decision be based on quantitative and/or qualitative criteria? Should the occurrence of "exceptional 
cases" be left to the manager's self-assessment and/or should this be assessed by the competent 
authorities? Please give an indicative list of criteria. 

 
As a general principle it would be helpful to have the flexibility to use the types of liquidity tools discussed in the 
Consultation Paper.  However, because of the large number of variables that may affect whether the use of any 
particular liquidity tool in any given situation is viable and appropriate under the circumstances (e.g., external 
market events, number of investors, types of investments), the decision to use such a liquidity management tool 
should be left with the fund/manager and not mandated by a prescriptive rule.  Set time limits, quantitative 
thresholds or other requirements would, because of the number of variables involved, be arbitrary at best. 
 
The IOSCO principles of liquidity risk management for collective investment schemes (‘CIS’)7

 

 recognise that there 
may be circumstances where it is appropriate and in the investors’ interests for a particular CIS to use specific 
tools or exceptional measures which could affect redemption rights in the CIS. IOSCO suggest that certain tools 
should be able to be used as part of a CIS’s “normal” operations, provided there is full disclosure to investors and 
that fair treatment of investors is not compromised. AIMA considers that this would be a reasonable approach to 
adopt as it would allow the UCITS fund manager the flexibility to employ exceptional measures where appropriate 
without compromising investor protection.   

(4)  Regarding the temporary suspension of redemptions, should time limits be introduced that would 
require the fund to be liquidated once they are breached? If yes, what would such limits be? Please 
evaluate benefits and costs for all stakeholders involved. 

                                                 
6 See article 84 of the UCITS Directive 
7 http://www.iosco.org/library/pubdocs/pdf/IOSCOPD378.pdf - see principle 4. 

http://www.iosco.org/library/pubdocs/pdf/IOSCOPD378.pdf�
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See response to Question 3. 
 
(5)  Regarding deferred redemption, would quantitative thresholds and time limits better ensure fairness 

between different investors? How would such a mechanism work and what would be the appropriate 
limits? Please evaluate benefits and costs for all the stakeholders involved. 

 
See response to Question 3. 
 
Depositary Passport - Box 5 
 
The current depositary rules are generic principles, which provide that national law will determine the precise 
nature of the depositaries’ duties. This has lead to national divergences in the application of depositaries’ duties 
and liabilities. 
 
Since the Proposal seeks to fully align the national laws on UCITS depositaries and achieve harmonisation of the 
legislative framework, AIMA considers that now would be the time to also introduce a UCITS depositary passport. 
The requirement in Article 23 of the UCITS Directive that “a depositary shall either have its registered office or 
be established in the UCITS home Member State” currently prevents UCITS depositaries from both establishing 
themselves in various Member States and also from establishing themselves in one Member State and providing 
their services in a different Member States. 
 
Article 49 of the Treaty on the Functioning of the European Union (the ‘TFEU’) requires that “restrictions on the 
freedom of establishment of nationals of a Member State in the territory of another Member State shall be 
prohibited.” Article 56 of the TFEU requires that “restrictions on freedom to provide services within the Union 
shall be prohibited in respect of nationals of Member States who are established in a Member State other than 
that of the person for whom the services are intended.” Whilst there remain national divergences in the 
application of depositaries’ duties and liabilities, the restriction in Article 23 of the UCITS Directive on the 
freedom to provide depositary services on a cross border basis could be justified. However, following the 
implementation of the Proposal, national laws relating to who can act as a depositary, depositaries duties, 
delegation of depositary functions and depositary liability will be harmonised. This will leave no scope for 
different national laws across the Member States as regards the UCITS depositary requirements. It therefore 
seems that now would be the best time to consider removing the regulatory anomaly in Article 23 of the UCITS 
Directive and adopting a UCITS depositary passport. 
 
Furthermore, the creation of ESMA has strengthened the EU regulatory framework. ESMA has the powers under 
the regulation which establishes it (Regulation No (EU) 1095/2010, the ‘ESMA Regulation’) to ensure greater 
harmonisation in regulatory practices and supervision at the EU level. For example, the ESMA Regulation permits 
ESMA to adopt guidelines and recommendations with a view to promoting the safety and soundness of markets and 
convergence of regulatory practice8. ESMA also plays a role in ensuring convergence in supervisory practice9. For 
example, ESMA is required to organise and conduct peer review analyses of competent authorities, including 
issuing guidelines and recommendations and identifying best practices, in order to strengthen consistency in 
supervisory outcomes10

                                                 
8 See Article 9(2) of the ESMA Regulation and see also Article 16(1), which permits ESMA to issue guidelines and recommendations addressed to 
competent authorities or financial market participants in order to establish “consistent, efficient and effective supervisory practices within 
the ESFS, and to ensur[e] the common, uniform and consistent application of Union law.”   

. ESMA can also intervene where there has been a breach of EU law in relation to the UCITS 

9 Other powers which may be of relevance are those such as Article 19, which gives ESMA the power to settle disagreements between 
competent authorities in cross-border situations and Article 29, which requires ESMA to “play an active role in building a common Union 
supervisory culture and consistent supervisory practices.” 
10 See Article 8(1)(e) of the ESMA Regulation. 
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directive11

 

. The role of ESMA within the EU supervisory framework therefore adds further weight to the argument 
that there is no longer a justifiable reason for not permitting a UCITS depositary passport. 

Long term investments - Box 10 
 
 (1)  What options do retail investors currently have when wishing to invest in long-term assets? Do retail 

investors have an appetite for long-term investments? Do fund managers have an appetite for developing 
funds that enable retail investors to make long-term investments? 

 
Since the Consultation Paper does not seek to identify in specifics of what is meant by “long-term assets” beyond 
infrastructure loans and start-up equity, there is little clarity as to what is meant by this term. AIMA would 
suggest that a more obvious asset class that could be classed as “long term” is the mainstream corporate loan 
market and we address the corporate loan and infrastructure loan market below both as “loans”. 
 
AIMA also considers that if UCITS are to be allowed to invest in long-term investments, as is set out for comment 
in part 8 of the Consultation Paper, there would be merit in giving some consideration to possibly widening the 
scope of eligible assets that UCITS funds can invest in to include all forms of loans as an alternative to direct 
financing of new projects and expansion plans, including infrastructure projects of the types contemplated in part 
8 of the Consultation Paper.  
 
In summary, in order to meet the suggested targets set out in part 8 of the Consultation Paper we believe that 
the definition of “transferable securities” could usefully be broadened to allow for the investment by UCITS in all 
forms of tradeable financial assets (that is financial assets that are both legally transferable and have some 
liquidity by reason of the fact that there is some form of regular market, if not a “regulated market” as defined 
in MiFID). 
 
If the Commission is considering a policy of allowing UCITS to invest in long-term financing projects and 
considering adjusting the required liquidity rights for UCITS to facilitate these types of relatively illiquid 
investments, the Commission should seriously consider allowing a UCITS to invest directly or indirectly (e.g. via a 
subsidiary) in loans. Like the types of long-term investments that are contemplated in part 8 of the Consultation 
Paper, many loans are transferable and there is an active secondary market. The issue from the perspective of 
the UCITS regime is that these assets are: (1) not Eligible Assets (by reason of not being securities in legal form or 
dealt in on a regulated market); and (2) not being as liquid in nominal terms as, for example, an ordinary 
corporate bond cleared in the European clearing systems (such bonds settle on a “T + 3” basis whereas the 
protocol for loans may be “T + 10” and may be much longer). 
 
Currently, retail investors are blocked out of the loan markets and these asset classes are concentrated in Europe 
in the specialist investment fund markets and reserved for institutional investment. However, retail investors 
clearly have an appetite for the loan asset class as there has been increasing appetite amongst credit managers 
turning to the retail market, by way of permanent capital vehicles: these are ordinary corporate entities typically 
established in offshore jurisdictions that raise money through a main market listing for investment in the loan 
asset class. This allows retail investment but in closed ended vehicles that are necessarily expensive and 
inflexible (for example, all of the investment has to be raised at the outset) and liquidity can be problematic. 
Notwithstanding the disadvantages, this form of issuance to the retail market was pioneered by private equity and 
hedge fund managers and loan managers have established loan-investing vehicles which raise money in this way.   
 
(2)  Do you see a need to create a common framework dedicated to long-term investments for retail 

investors? Would targeted modifications of UCITS rules or a stand-alone initiative be more appropriate? 

                                                 
11 See Article 17 of the ESMA Regulation. 
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AIMA considers that long-term investments of the types identified in part 8 of the Consultation Paper could be 
appropriate investments for UCITS funds. However, depending on the asset class used in the UCITS format, the 
liquidity profile of UCTIS may need to be amended in order to take account of the relatively illiquid nature of the 
assets contemplated.  
 
As mentioned above, AIMA also considers that commodity derivatives should be considered eligible assets. Loans 
generally, whether corporate loans or infrastructure/property loans could be considered appropriate long term 
investments and “Eligible Assets”, were the Commission prepared to target certain modifications to the UCITS 
rules (particularly around eligibility and liquidity – see above). 
 
(7)  Should the use of leverage or financial derivative instruments be banned? If not, what specific 

constraints on their use might be considered? 
 
See our response to question 1 related to Box 1. 
 
UCITS IV improvement - Box 11 
 
AIMA considers it vital that any new requirements under the UCITS Directive should be aligned with the 
requirements to be imposed by AIFMD where relevant.  However, AIMA urges the Commission not to place such 
limits on the utility of the UCITS framework that non-professional investors are faced with a lack of real 
investment choices and are unable to gain access to asset classes that are important for diversified portfolio 
management. 
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Annex 2 
 

Performance of CTAs during periods of financial stress 
 

(Extract from Chapter 31 of CAIA Level II –  
Advanced Core Topics in Alternative Investments –  

2nd Edition (John Wiley & Sons, Inc. 2012)) 
 

 
Numerous studies have examined the benefits of CTAs in terms of providing downside protection during periods of 
financial stress.12

 

 Since CTAs have access to multiple markets and can easily take long or short positions in these 
markets, they are able to take positions that will benefit from increased uncertainty and financial distress in 
markets. For example, a decline in equity prices could benefit CTAs who are (1) short equity indices, (2) long 
short-term Treasuries which benefit from a flight to safety, (3) long USD which typically benefits from turbulence 
in financial markets; and (4) long implied or realized volatility derivatives. 

Are Trend-Following CTAs Long Volatility? 
 
Some argue that CTAs are long volatility, and since equity volatility appears to be the most dominant factor 
affecting volatility in other markets, CTAs are expected to benefit whenever equity market volatility spikes.13

 

 As 
will be discussed further, CTAs are not long volatility in the same way that a holder of a volatility swap or a 
straddle would benefit from an increase in volatility. CTAs, in general, do not directly invest in derivatives that 
are closely linked to volatility. Therefore, if CTAs are able to produce positive returns when there is a spike in 
equity market volatility, it has to be the result of their trading strategies in financial and commodity futures. 

It is a well-known empirical observation that sharp declines in equity prices are associated with sharp spikes in 
equity volatility (Black 1976; Baillie and DeGennarro 1990; Bekaert and Wu 2000). Furthermore, this relationship 
is asymmetric in the sense that sharp increases in stock markets are not associated with equally sharp declines in 
equity market volatility. A number of reasons for this relation have been discussed, including the following: (1) A 
stock price decline increases the debt/equity ratio of firms, leading to higher volatility on equity returns; (2) a 
stock price decline creates forced selling by those who have purchased stocks on margin, leading to increased 
volume and higher volatility; (3) an initial increase in volatility (e.g., due to an exogenous event) increases risk 
aversion among investors, leading to a decline in stock prices; and (4) an increase in volatility (e.g., due to an 
exogenous event) increases the equity risk premium, leading to lower stock prices. Whatever the reason, changes 
in volatility and changes in stock prices are highly negatively correlated. For example, between 1990 and 2011, 
the correlation between changes in the monthly volatility of the rate of return on the S&P 500 and the monthly 
rate of return on the same index has been about –0.35. 
 
A majority of CTAs employ long-term trend- following strategies. These investment managers benefit from orderly 
directional trends in markets on which they focus and suffer losses in random and directionless markets. These 
characteristics of price behavior are not directly related to volatility levels or volatility changes. 
 
The notion that CTAs are long volatility comes from available empirical evidence that appears to show that CTAs 
perform relatively well when the level of equity volatility is high and when equity volatility is increasing. Given 
the preceding discussion, a downtrend is likely to be associated with higher volatility, and a trend follower who is 
short equities would benefit. Another factor contributing to this issue is a set of academic research showing that 

                                                 
12 See Schneeweis (2009) and Kat (2002).  [The full reference details of publications referred to in this Annex 2 are included at Annex 5.] 
13 See Gregoriou et al. (2004). 
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CTA returns share similar properties with a long position in a straddle.14

 

 In a typical straddle, the trader takes 
long positions in both call and put options on the same underlying asset. The trader will profit if the underlying 
asset of the straddle makes large moves in either direction. In addition, the sensitivity of the position (i.e., its 
delta) increases as the underlying asset of the straddle continues its move in the same direction. 

The notion that CTAs are long volatility is not very precise. As stated by Malek and Dobrovolsky (2009), volatility 
exposure would mean different things to different traders employing different systematic trading strategies. 
Furthermore, it is not clear what is meant by “volatility exposure.” First, it could mean that CTAs provide higher 
returns when the level of volatility is high. Second, it could mean that CTAs provide higher returns when the level 
of volatility is increasing. Equally important, one needs to be precise whether conditional or unconditional 
volatility is being discussed. As will be shown shortly, the way volatility is measured has important implications 
for estimating the volatility exposures of CTAs. 
 
To gain a better understanding of volatility exposure of CTAs, terminology from option pricing is used to analyze 
the behavior of a typical trend-following CTA.15

 

 Suppose the market is directionless and a CTA has no positions. In 
this case, the CTA’s directional market exposure (i.e., its delta) is zero. Once the market starts to move and 
begins a trend, the CTA starts adding to its positions. When the market moves up, the CTA increases its long 
position (i.e., its delta becomes positive and increases), and when the market goes down, the CTA increases its 
short position (i.e., its delta becomes negative and decreases). This behavior is exactly what makes the trend-
following CTAs’ return profiles similar to those of a long position in a straddle. However, this return profile is not 
the result of any exposure to volatility; rather, it is a result of being long gamma. Using option terminology, 
gamma measures the rate of change in the delta of an option as the price of the option’s underlying asset 
changes. This means that the sensitivity of a position that is long gamma increases as the price of the underlying 
asset increases, and the delta decreases as the price of the underlying asset decreases. Therefore, trend-
following strategies are characterized by being long gamma, and relative value strategies are characterized by 
being short gamma. As a result, even though return profiles of trend-following CTAs are similar to return profiles 
of straddles, it does not follow that CTAs are long volatility simply because straddles are long volatility. 

Option premiums are most sensitive to volatility when the options are at-the-money. When they are deeply in-
the-money, they behave similarly to long or short positions in their underlying assets; when they are deeply out-
of-the-money, they become almost worthless. Thus, a straddle displays volatility exposure only when it is close to 
being at-the-money. As the underlying price moves away from its strike level, the straddle’s sensitivity to 
volatility declines. This means that a trend-following CTA that is trying to take advantage of a trend behaves like 
a deeply in-the-money straddle and, as a result, can be characterized as being long gamma. 
 
Empirical Evidence on the Volatility Exposure of CTAs 
 
This section presents some empirical evidence on the exposure of CTAs to the level of volatility as well as changes 
in volatility. In addition, CTA behavior is examined during periods of financial stress, as represented by extreme 
changes in credit spreads and government bond prices. Since CTAs, and particularly trend-following CTAs, do not 
invest in instruments that provide direct exposure to volatility, they can provide downside protection if, on 
average, they have short positions in equity markets when there are sharp declines in stock markets. During 
periods of financial stress (drops in equity prices or increases in credit spreads), there is typically a flight to 
safety, leading to higher prices for short-term and medium-term government bonds and higher prices for safer 
currencies (e.g., the U.S. dollar). Therefore, it could be argued that CTAs have on average long positions in 
government bonds and safe currencies during periods of financial stress. 
 

                                                 
14 For example, see Fung and Hsieh (1997). 
15 This section follows closely the arguments set forth in Malek and Dobrovolsky (2009). 
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Exhibits 1 through 3 display the performance of CTAs, including systematic and discretionary CTAs, during periods 
of sharp declines and increases in equity prices (Exhibit 1), high-yield bond prices (Exhibit 2), and hedge fund net 
asset values (NAVs) (Exhibit 3). For instance, Exhibit 1 shows that between 1990 and 2011 during the worst 24 
months for MSCI World Index, the index declined by 8.78% per month while all three CTA indices showed positive 
average return during the same 24 months, with systematic CTAs performing the best. Interestingly, during the 
best 24 months for the MSCI World Index, all three CTA indices were essentially flat. Exhibit 3 shows that CTAs 
could also offset the downside risk of hedge funds. During the worst 24 months for the HFRI Fund Weighted 
Composite Index, the index declined by 3.12% per month, while all three CTA indices were profitable, with the 
systematic CTA index displaying the best performance. 
 
CTAs, particularly trend-following CTAs, tend to perform well during periods of financial stress and therefore have 
the potential to provide downside protection to portfolios consisting of traditional assets as well as certain hedge 
fund strategies. Exhibit 4 shows that most CTA strategies have historically provided their highest returns during 
months in which the S&P 500’s volatility is reportedly very low. In addition, the next best performance is 
generally observed during months in which the S&P 500’s volatility is reportedly very high. Exhibit 5 examines the 
sensitivity of various CTA strategies to changes in the level of volatility. In most cases, the best performance is 
not observed when the S&P 500’s volatility shows the largest increase. However, when the index’s volatility 
experiences the smallest changes, CTAs tend not to perform as well as they do in response to larger changes in 
the index’s volatility. The results presented in these two tables seem to support the conceptual discussion that 
CTAs are not long volatility but behave as if they are long gamma. 
 

EXHIBIT 1  Performance of CTAs during Worst and Best Months for Equities 

1990–2011 

Average Monthly Return 

24 Worst Months 
of MSCI World 

24 Best Months 
of MSCI World 

MSCI World Index U.S. Currency TR −8.78% 8.05% 
HFRI Fund of Funds Composite Index −1.35% 1.47% 
HFRI Fund Weighted Composite Index −2.37% 2.82% 
Barclay Trader Index CTA 1.90% 0.02% 
Barclay Trader Index Discretionary 1.02% 0.56% 
Barclay Trader Index Systematic 2.54% 0.02% 
Barclays Capital U.S. Corporate High 

 
−3.49% 2.78% 

VIX end-of-month 33.77% 24.30% 

Source: Authors’ calculations and Bloomberg. 
 

 
Exhibit 6 shows three different price behaviors for a hypothetical asset. In all cases, the price starts at 10 and 
remains constant for the first 25 observations. Next, the price follows three different trends. In one case, the 
price increases by the same percentage (5%) during each period; in another case, the price increases by the same 
amount (0.5) during each period; and in the final case, the price increases at a predictably increasing rate during 
each period. Thus, in all three cases, the trends are predictable and therefore conditioned on the trend; the true 
(i.e., conditional) return volatilities are zero, and there is no uncertainty about the future price if one can 
observe the current price and identify the trend. For example, given the observed value of price in, say, period 
30, one can perfectly predict the price in period 31, provided that one is able to identify the trend. 
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EXHIBIT 2  Performance of CTAs during Worst and Best Months for High-Yield Bonds 

1990–2011 

Average Monthly Return 

24 Worst Months of 
High-Yield Bonds 

24 Best Months of 
High-Yield Bonds 

Barclays Capital U.S. Corporate High Yield −4.96% 5.41% 
MSCI World Index U.S. Currency TR −6.70% 4.08% 
HFRI Fund of Funds Composite Index −1.58% 0.92% 
HFRI Fund Weighted Composite Index −2.60% 2.39% 
Barclay Trader Index CTA 1.74% −0.3 7% 
Barclay Trader Index Discretionary 0.95% 0.33% 
Barclay Trader Index Systematic 2.23% −0.54% 
VIX end-of-month 3 1.83% 25.41% 

Source: Authors’ calculations and 
Bloomberg. 

  

 
 

EXHIBIT 3  Performance of CTAs during Worst and Best Months for Hedge Funds 

1990–2011 

Average Monthly Return 

24 Worst Months 
of Hedge Funds 

24 Best Months 
of Hedge Funds 

HFRI Fund Weighted Composite Index −3.12% 4.20% 
HFRI Fund of Funds Composite Index −2.16% 2.97% 
Barclays Capital U.S. Corporate High 

 
−3.90% 3.07% 

MSCI World Index U.S. Currency TR −6.84% 4.82% 
Barclay Trader Index CTA 1.25% 1.67% 
Barclay Trader Index Discretionary 0.64% 0.81% 
Barclay Trader Index Systematic 1.65% 2.09% 
VIX end-of-month 31.08% 21.20% 

Source: Authors’ calculations and 
Bloomberg. 

  

 
 

EXHIBIT 4  Sensitivity of CTAs to the Volatility Levels of the S&P 500 Index 

 Intramonth Volatility of S&P 500 

1990–2011 Lowest Low High Highest 

Barclay Trader Index CTA 1.03% 0.29% 0.23% 0.52% 
Barclay Trader Index Discretionary 0.51% 0.35% 0.23% 0.57% 
Barclay Trader Index Diversified 1.39% 0.40% 0.29% 0.71% 
Barclay Trader Index Systematic 1.26% 0.39% 0.18% 0.63% 
MSCI World Index U.S. Currency TR 1.68% 1.13% 0.62% −1.28% 
Barclays Capital U.S. Corporate High 

 
1.09% 1.02% 1.23% −0.34% 

S&P 500 total return volatility 8.11% 11.81% 16.32% 28.87% 
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EXHIBIT 5  Sensitivity of CTAs to Changes in the Volatility Levels of the 
S&P 500 Index 

 

1990–2011 

 Changes in 
Intramonth 

Volatility of S&P 500 

 

Lowest Low High Highest 

Barclay Trader Index CTA 0.21% 0.43% 0.76% 0.57% 
Barclay Trader Index Discretionary 0.46% 0.41% 0.3 8% 0.39% 
Barclay Trader Index Diversified 0.35% 0.54% 0.96% 0.84% 
Barclay Trader Index Systematic 0.19% 0.52% 0.93% 0.71% 
MSCI World Index U.S. Currency TR 3.05% 1.73% 0.83% −3.28% 
Barclays Capital U.S. Corporate High 

 
1.76% 1.20% 0.76% −0.68% 

Bloomberg Generic USD LIBOR 1-Month 3.67% 4.01% 4.05% 3.80% 
Changes in S&P 500 total return 
volatility 

−4.59% −1.12% 0.64% 5.06% 

 
 

EXHIBIT 6 Three Price Behaviors for a Hypothetical Asset  
Source: Authors’ calculations. 

 
 
 
In Exhibit 7, the unconditional volatilities of the rates of return on these three price series are calculated and 
displayed. These volatilities are estimated using a 10-day rolling window. That is, the volatility in day 30 is 
calculated using data from day 20 through day 30. These are the same estimated volatilities that will be reported 
by an observer who uses the return series to calculate the volatility. It can be seen that once the price breaks out 
and follows a predictable pattern, the estimated value of the unconditional volatility will increase. Therefore, if 
the observer is not aware that the price has broken out and a new trend has emerged, the estimated volatility 
will be significantly different from the true volatility of prices (in this case, the true volatility is zero). This means 
that at least a portion of the reported exposures of CTAs to changes in volatility is due to the fact that reported 
volatilities do not take the emerging trends into account. Therefore, because price breakouts and emergence of 
new trends are associated with increases in estimated volatilities as well as increases in the profitability of CTAs, 
it may appear that CTAs are long volatility. 
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EXHIBIT 7 Estimates of Volatilities for a Hypothetical Asset  
Source: Authors’ calculations. 
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Annex 3 

 
The role of commodities in asset allocation 

Extract from Chapter 24 of CAIA Level II – Advanced Core Topics in Alternative Investments – 2nd 
Edition (John Wiley & Sons, Inc. 2012) 

 
While it is impossible, in a short synopsis, to convey all of the roles played by commodity investments in asset 
allocation, this annex provides a brief outline of the roles of commodity investments and highlights some of the 
research that has helped foster the interest in commodities as an investment. While a great deal of commodity 
research dates back 75 or more years, research on the role of commodities in asset allocation began to gain 
momentum only in the late 1970s. Since then, many publications have shown that commodity investments provide 
both return enhancement as a stand-alone investment and risk-reduction opportunities for a range of traditional 
and alternative investments. In addition, commodities have been shown to provide unique investment 
opportunities relative to investor exposure to inflation and other macroeconomic events. This annex also 
discusses the unique sources of returns to commodities and the statistical properties of their returns, as well as 
the ability of commodities to provide diversification as well as a hedge for inflation risk, business cycle risk, and 
event risk. 
 
Select Highlights in Commodity Research16

 
 

1970s Commodities viewed as high-risk investments. Most investment is made indirectly, through equities or 
bonds. 

1978 Greer shows that a collateralized basket of commodity futures contracts had lower risk and higher returns 
than an equity basket (over the timeframe of his study). 

1980 Bodie and Rosansky illustrate diversification benefits of commodities when added to a stock portfolio. 
1988 Fama and French find a strong business cycle component to prices of industrial metals. 
1991 Goldman Sachs Commodity Index (GSCI) introduced. 
1995 Froot shows commodities hedge unexpected inflation. 
1997 Bjornson and Carter find agricultural commodities provide a natural inflation hedge. 
1998 Dow Jones-AIG Index created, later renamed Dow Jones-UBS Index (DJUBSI). 
2006 Erb and Harvey and Gorton and Rouwenhorst show that diversification return is a significant contributor to 

commodity index return.  
2008 Many commodities hit high price levels, concern over excessive speculation increases. Schneeweis, 

Kazemi, and Spurgin find commodity momentum is related to storage and hedging demand. 
2011 Stoll and Whaley show commodity index investors are not the primary driver of increasing commodity 

prices. 
 
Review of Major Articles and Studies 
 
It was not until the 1970s that academic studies highlighting the positive role of commodities in institutional 
portfolios appeared. In a seminal 1978 article published in the Journal of Portfolio Management, Greer tackled 
the issue of perceived risk in commodity futures. He showed that risk in a commodity position could be lowered 
significantly by full collateralization. Using a data set from 1960 to 1974, Greer calculated the returns of an 
unleveraged, collateralized basket of commodity futures contracts, including the collateral returns. He showed 
that such an index had higher returns and a lower maximum drawdown than an index of equities. Greer also 
pioneered efforts to demonstrate the benefit of diversifying an equities-only portfolio with the addition of 
commodity futures, showing that a rebalanced portfolio of stocks and commodities provided a steadier and higher 
                                                 
16  [The full reference details of publications referred to in this Annex 3 are included at Annex 5.] 
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rate of return than a stock- only portfolio (Greer 1978). Bodie and Rosansky (1980) echoed Greer’s findings, 
showing that an equally weighted basket of commodity futures (constructed using 1950−1976 data) produced 
equity-like returns, as long as collateral returns were included. Of equal importance, the mean of the annual loss 
on the portfolio was significantly lower than if it had held equities only. Furthermore, they found that commodity 
futures provided valuable diversification benefits for an equity portfolio and were a very effective inflation 
hedge. 
 
Since then, a steady evolution of research has indicated that commodity investment not only is a good buffer for 
inflation, but can also provide a profitable source of returns on its own. In addition, and of equal importance, it 
has been demonstrated that adding commodities to a portfolio can help reduce portfolio volatility. Satyanarayan 
and Varangis (1994) discussed the issue of portfolio diversification with commodities and its impact on the 
portfolio’s risk-return ratio, or efficient frontier. Specifically, they researched how the efficient frontier changed 
if commodities were added to international portfolios. Using the recently created Goldman Sachs Commodity 
Index (GSCI) as a proxy for commodity investments, they found that adding commodities to a portfolio of global 
stock and bond indices expanded the efficient frontier, providing the same level of return with less risk. Froot 
(1995) showed that, while a variety of commodity portfolios could effectively hedge a domestic bond portfolio 
against unexpected inflation, a commodity index must be oil-dominated in order to reduce the risk of domestic 
equity investments. He found little difference in the hedging effectiveness of spot commodity positions and 
corresponding commodity futures positions. Furthermore, Froot discovered that commodity-based equities are not 
effectual hedges, as they act more like equities than commodities. A decade later, Idzorek (2006) showed that 
the efficient frontier for a diversified portfolio would be improved with commodity futures contracts. 
 
The potential role of commodity investment in institutional portfolios was further clarified by Beenen (2005), who 
showed that commodities could assist in an institution’s pursuit of matching future asset returns against expected 
liabilities. His study resulted in meaningful allocations to commodities, based on their diversification and risk-
reduction potential when combined with other holdings in a pension plan. The diversification potential of 
commodity investment was further explored by Gorton and Rouwenhorst (2006), who showed that an equally 
weighted index of commodity futures was negatively correlated with equity and bond returns, but positively 
correlated with inflation. All of these correlations were found to be most pronounced at five-year holding periods. 
Gorton and Rouwenhorst also found that the commodities index had roughly the same return and Sharpe ratio as 
U.S. equities. However, in looking at the equities of firms that produce commodities, they found that the firms’ 
stocks were more highly correlated with the stock market than with the corresponding commodity. This may be 
reinforced by the fact that an index of the commodity equities underperformed a futures-based commodity index. 
 
Erb and Harvey (2006) took a look at rebalancing (an action that brings portfolio allocations back into line with 
target allocations), by examining the returns of 16 commodity futures contracts from 1982 to 2004. They found 
that when correlations are low and asset variances are high, the diversification return from rebalancing can be 
high. This return from rebalancing (sometimes called diversification return) is not unique to commodities. The 
term was first coined by Booth and Fama (1992), and has been studied for equities, bonds, emerging markets, and 
multi-asset-class portfolios. Commodities seem particularly well suited for this type of return for two reasons. 
First, diversification returns are highest when the individual assets in a portfolio are highly volatile and the 
correlation among those assets is low. Second, frequently rebalancing a portfolio of these assets will result in 
higher geometric growth rates than infrequently rebalancing. Historically, commodities have satisfied these 
criteria. To understand the effects of diversification on geometric (i.e., compounded) returns on a portfolio of 
commodities, consider the approximate relationship between arithmetic return and geometric return. The two 
figures are calculated as: 
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Here, RA is the arithmetic mean return of the portfolio, RG is the geometric mean return of the portfolio, and ri is 
the annual rate of return on the portfolio for year i. In this case, there are T observations (years). There is an 
approximate relationship between these two estimates, expressed as: 
 

 
 
The annual volatility (standard deviation) of the return on the portfolio is denoted by Stdev. Notice that the 
arithmetic average return of a portfolio will be equal to the weighted average of the arithmetic averages of 
returns on n individual commodities futures. That is, 
 

  
 
Here, RA,j is the arithmetic mean return on commodity j. Therefore, given the arithmetic mean returns on 
individual commodities, the lower the volatility of the portfolio, the higher the geometric mean return of the 
portfolio will be. It is well known that the volatility of the portfolio will be low if the commodities included in the 
portfolio are not highly correlated with each other. Further, if the individual commodities are not highly 
correlated, the geometric mean return of the portfolio will be significantly higher than the average of the 
geometric means of the individual commodities. This is because the volatility of the portfolio will be smaller than 
the average of the volatility of individual commodities. In fact, Erb and Harvey (2006) found that, while the 
average excess return to individual commodity futures is near zero, the average correlation of commodities with 
one another is only 0.09. As a result of the low correlation (and relatively high individual commodity volatility), 
the historical geometric mean of a rebalanced portfolio of commodities is significantly greater than zero. 
Similarly, Gorton and Rouwenhorst (2006) considered a broad range of commodity futures for the period 1959–
2004 and reported that, while the number of commodities with geometric excess returns above zero was about 
equal to those with geometric excess returns below zero, a portfolio of commodity futures exhibited returns 
similar to those of equities. 
 
Willenbrock (2011) explained that the diversification return is related to the fact that rebalancing reduces the 
weight of commodities that have increased in relative value, and increases the allocation to commodities that 
have declined in relative value. He argued that this return to contrarian trading is a more important driver of the 
diversification return than the reduction in variance. Frequent rebalancing produces better returns if asset values 
exhibit mean reversion. Several studies of rebalancing in commodity markets have concluded that the optimal 
rebalancing window is once every 12 to 18 months, which is consistent with the hypothesis that commodities 
exhibit long-run mean reversion.17

 
 

Exhibit 1, from Sanders and Irwin (2012), explains diversification return. Consider a 10-period investment in two 
commodities, each of which has a high volatility but a zero return over the 10 periods. A buy-and-hold investment 
over the 10 periods will earn a zero return, as the prices at the end of the tenth period are the same as at the 
beginning of the investment period. However, rebalancing the portfolio produces a different outcome. 
Rebalancing each period entails the purchase of the underperforming commodity and the sale of the 
outperforming commodity, returning the portfolio to equally weighted at the end of each period. By the end of 
the tenth period, the rebalanced portfolio has earned a return of 4%, which can be completely attributed to the 
diversification return. Sanders and Irwin contend that individual commodity futures markets have long-run returns 
of zero, but that trading strategies and commodity weights can have a substantial influence on long-term returns. 
 

                                                 
17 Rebalancing returns has been analyzed and discussed by Greer (2000), Gorton and Rouwenhorst (2006), and Till (2006). 
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Till and Eagleeye (2005) suggest that commodities that are difficult to store (either because storage is impossible 
or expensive or because it is more efficient to leave the commodity stored below ground rather than extracting 
it) are more likely to be in backwardation and to generate positive returns. In contrast, difficult-to-store 
commodities tend to exhibit high spot volatility, since the existence of large inventories can dampen price 
volatility by cushioning the impact of supply-and-demand shocks. Kolb (1996) considered 45 commodity futures 
markets for the period from 1969 to 1992. Only futures on difficult-to-store commodities had significantly positive 
returns (crude oil, gasoline, live cattle, live hogs, soybean meal, and copper). These results are consistent with 
Nash (1997), who states, “The return on a commodity index is proportional to the amount of time the commodity 
is in backwardation.” Gorton, Hayashi, and Rouwenhorst (2007) found that the risk premium of commodity futures 
varies across commodities and over time, and that a major determinant of the risk premium is the amount of a 
given commodity held in storage. Using a comprehensive data set on 31 commodity futures and physical 
inventories between 1969 and 2006, they showed that price measures, such as the futures basis, prior futures 
returns, and spot returns, reflect the state of inventories and provide useful information about commodity futures 
risk premiums. 
 

EXHIBIT 1 Portfolio Diversification Return Example 

Time 
Price 

Asset 1 
Price 

Asset 2 
Return 
Asset 1 

Return 
Asset 2 

Equal 
Weighted 

Return 
1 10 ID    
2 20 30 100% 200% 150% 
3 30 40 50% 33% 42% 
4 40 50 33% 25% 29% 
5 50 60 25% 20% 23% 
6 50 40 0% —33% —17% 
7 40 10 —20% —75% —48% 
8 30 20 —25% 100% 38% 
9 20 20 —33% 0% —17% 

10 10 10 —50% —50% —50% 
 Arithmetic average 9% 24% 17% 
 Geometric average 0% 0% 4% 

 “Diversification return” = 4% 
Source: Sanders and Irwin (2012). 

 
Sources of Return to Futures-Based Commodity Investment 
 
Returns on commodity futures contracts stem from three sources: a spot return, a risk-free income return or 
collateral yield, and a roll return. 
 
(1) Spot, Collateral Income, and Roll 
 
The benefits of commodity investment were explained by Anson (1998), who examined the component parts of 
commodity futures investment return: the spot return, roll yield, and collateral return. Examining data that 
spanned the years 1985—1997, Anson showed that the spot return provides a diversification benefit, while the roll 
yield and collateral return are responsible for the bulk of a commodity investment’s total return. 
 
Spot prices increase over time, although historically they have increased less than inflation (Burkart 2006). Spot 
returns result from changes in the value of the underlying cash commodity, and are generally driven by classic 
market factors, like fluctuations in supply and demand for that asset. These factors can be the result of weather 
patterns or crop sizes for agricultural commodities, seasonal issues like weather or driving patterns for energy, 
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and growth in real demand for base metals. Anson (1998) pointed out that periods of financial and economic 
distress can lead to market conditions that are often favorable for spot commodity prices. Because spot 
commodity prices tend to mean-revert over longer time horizons, spot prices cannot usually be positive sources of 
return over longer periods (Till 2006). 
 
The income return (or collateral yield) of a commodity investment results from the return of the cash collateral, 
which is usually a Treasury bill rate in the United States, although the cash collateral can also be in other forms 
like Treasury Inflation- Protected Securities (TIPS), money market securities, and other liquid assets. As indicated 
earlier, most commodity trading programs include a collateral feature. 
 
Because commodity investors generally are not in the market to take ownership of the actual physical commodity 
they are trading, a futures position needs to be closed out or rolled prior to expiration. Rolling involves selling a 
futures contract that is close to expiration, and opening a new position in a contract that expires at a later date. 
Roll return is often mistakenly thought of as a profit or loss occurring at the time of the contract roll. However, 
roll return is defined as the portion of the return of a futures contract that is due to the change in the basis. Roll 
return actually accrues over time, from the time the investor goes long the futures contract to the time of the 
roll, much like a bond coupon. While one would expect the roll return to a long futures position to be positive if 
the forward curve for the commodity slopes down (backwardation) and negative if the forward curve slopes up 
(contango), the roll return is also affected by changes in cost of carry (interest rates, storage costs, convenience 
yields, and, for financial futures, dividends). 
 
(2) Scarcity 
 
Scarcity in commodity markets can provide a source of return to commodity investors, but the difficulty can be in 
determining when this market pattern is occurring. Using the forward curve, relative price differences of futures 
contracts across delivery months can be measured. If the forward curve is downward sloping, meaning spot prices 
are higher than those in the futures market, this price pattern can indicate scarcity, as a premium is being 
offered for the immediately deliverable commodity. This price pattern may also indicate a lack of excess of 
commodity inventories (Till and Eagleeye 2005). 
 
The Statistical Properties of Commodity Prices 
 
The historical performance of commodity investments can provide useful information for forecasting future 
returns, volatility, and correlations with other asset classes. However, with the growth of the commodity index-
based investment, many commodity markets have been transformed from purely commercial markets into 
markets with a significant investor presence, leading to concerns that the historical track record may be of 
questionable value in projecting future returns. In particular, much of the case for commodity investment is 
derived from the low levels of historical correlation between the returns on commodity futures and stock or bond 
investments. If the correlation is rising over time, commodities may be less diversifying than previously 
estimated. 
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EXHIBIT 2 Return Correlation Coefficient between S&P GSCI and MSCI All-Country World Equity Index 
 

 
 

Note: The figures show the one-year rolling correlation coefficients between the return 
of the global equity index (MSCI AC World Index) and that of the commodity index (S&P 
GSCI). 
Source: Bloomberg, Kawamoto et al. (2011). 

 
Buyuksahin, Haigh, and Robe (2010) addressed this concern. They used dynamic correlation and recursive co-
integration techniques to determine whether the relationship between commodity index returns and equity index 
returns had changed over recent years. They found that the extent of co-movement between the two asset 
classes had not changed significantly over the period of the study (1991 to 2008). Furthermore, they found that 
the low correlation actually became negative in the last five years of the study. Even when they restricted their 
analysis to periods of extreme returns, they found no increase in co-movement between commodities and equi-
ties. Chong and Miffre (2008) also discovered that correlations between commodity futures and S&P 500 returns 
fell over the period from 1980 to 2006. 
 
In contrast, a more recent study by Kawamoto et al. (2011) showed that the correlation between commodity and 
equity markets has increased sharply since the second half of 2008. (See Exhibit 2.) The markets seem to have 
recently included commodities in the category of risky assets, which are highly correlated with equities in a “risk 
on, risk off” volatility regime. 
 
Haigh et al. (2007) used a proprietary data set of trader positions in West Texas intermediate (WTI) sweet crude 
oil futures to consider the impact of the financialization of commodity markets on the term structure of 
commodity futures. They found an increase in price efficiency and co-integration between near-month futures 
and long-maturity (one- and two-year) futures as the market presence of commodity swap dealers and hedge 
funds increased. 
 
The first question researchers ask is whether the long-run return to spot commodity investments has been positive 
or negative. Evidence is inconclusive. While spot commodity prices have trended higher over the past century in 
nominal terms, the inflation-adjusted prices of many commodities have actually declined. Gorton and 
Rouwenhorst (2006) found that over the past half-century (i.e., from 1959 to 2004) spot commodities have not 
kept pace with inflation. There is conflicting empirical evidence regarding the existence of a long-term positive 
return in commodity prices. Cuddington (1992) found little evidence to support the view that prices of primary 
commodities were on a declining path over the long term. However, evidence also fails to support a long-term 
positive drift in commodity prices. Cashin and McDermott suggest that such evidence of a low long-term expected 
return may be of little significance, since it is dominated by the variability of prices (Cashin and McDermott 2002; 
Cashin, McDermott, and Scott 1999). Furthermore, they found a trend of increasing volatility over the 140 years 
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of their study. Another complication arises from currency effects. While most research focuses on performance 
measured in U.S. dollars, investors who measure performance in different currencies may observe either a long-
run positive drift or a negative drift, based on the historical performance of the home currency exchange rate 
(Black 2009; Till 2008b). 
 
Difficulty in measuring a long-run return is not unique to commodity markets. Commodity investment, like most 
alternative investment strategies, including hedge funds, managed futures, and private equity, has a relatively 
short history of clearly defined performance. For example, crude oil futures were first listed on a futures 
exchange in 1983. Data for energy markets prior to 1983 have been assembled by researchers from over-the-
counter sources and from spot market transactions. 
 
Over the past century, there have been long periods of rising commodity prices as well as extended periods of 
declines. Commodity prices have risen, in real terms, over the past two decades, but observations about the very 
long-term performance remain inconclusive.18

 
  

As mentioned earlier, collateralized commodity futures returns can be decomposed into the spot return, the 
collateral return, and the roll return. Not surprisingly, even if spot returns are zero, an investor might generate 
positive returns if a futures contract market is in backwardation, by rolling from high-priced to low-priced con-
tracts and riding the term structure. Similarly, an upward-sloping (contango) term structure could result in 
negative returns. Gorton and Rouwenhorst (2006) found that, while spot commodities dropped in value in real 
terms from 1959 to 2004, fully collateralized portfolios of commodity futures provided returns and volatilities that 
were very similar to those of stocks. The average historical risk premium of commodity futures was about equal to 
stocks at 5% per annum, which is about twice that of bonds. However, with some exceptions, commodities have 
positive skewness whereas stocks have negative skewness. 
 
Another important question is what factors influence performance. Williams and Wright (1991) studied the 
implications of storage on the time series of commodity prices. They found that the time series of spot prices for 
major commodities have two features in common: (1) considerable positive autocorrelation and (2) spikes in 
prices. Williams and Wright pointed out that both the autoregressive structure of commodity time series and the 
excess skewness and kurtosis are the natural result of storage. 
 
Another area of research on momentum in commodity markets relates to the persistence of volatility shocks. 
Research finds strong evidence of long memory for the volatility of commodity futures over time (Elder and Jin 
2007; Baillie et al. 2007). There is both theoretical and empirical evidence of a positive relationship between 
volatility and convenience yield. An important part of convenience yield is the risk premium. The risk premium 
can be positive or negative. For example, Cootner (1960) proposes that hedgers can be net purchasers or sellers 
of futures (varying cross sectionally and over time). Thus net hedging pressure can result in a positive or negative 
risk premium to entice speculators to take on the hedgers’ risk. All other things being equal, an increase in 
commodity price volatility will cause the magnitude of the (positive or negative) risk premium to increase. During 
periods of positive risk premium, a volatility shock will cause the risk premium and convenience yield to rise. In 
periods of negative risk premium, the risk premium and convenience yield would be expected to decline in 
response to a volatility shock. So, to the degree that spikes in volatility exist and persist over time and that such 
spikes in volatility are consistent with the existence of convenience yield, strategies such as momentum models 
that are positively related to volatility may capture excess returns. It can be difficult to disentangle volatility 
from momentum, as managed futures funds may actually be long gamma rather than long volatility19

 
. 

                                                 
18 For additional arguments, see Heap (2005) and Till and Gunzberg (2005). 
19 For additional information see Chapter 31 of CAIA Level II – Advanced Core Topics in Alternative Investments – 2nd Edition (John Wiley & 
Sons, Inc. 2012) 
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Finally, many active managers in commodity markets employ momentum strategies. The profitability of 
momentum-based trading rules has been examined for a number of commodity futures markets (Schneeweis, 
Kazemi, and Spurgin 2008). Empirical research on momentum models that tests for weak-form efficiency in com-
modity markets dates back several years. A series of articles published more than 30 years ago found evidence of 
pricing patterns that differed from simple random walks.20

 

 However, they did not address the theoretical or 
behavioral causes for the existence of such pricing patterns. In commodity markets, the structural friction that 
may lead to momentum profits is frequently linked to problems associated with storing and transporting 
commodities. 

Given the importance of storage in many commodities, it is not surprising that recent empirical research (Gorton 
et al. 2007) has concluded that profitability of momentum and backwardation strategies is related to storage in 
particular commodities. However, storage is not the only basis for momentum in commodity futures. Similar to 
the source of pricing patterns in other futures markets, government intervention, macroeconomic shocks, and 
differing risk appetites among investors may all lead to variations in commodity pricing patterns. 
 
In summary, the historical track record for commodity markets is inconclusive as to whether the long-run risk 
premium is positive, although it has been positive in recent decades. There is evidence that commodity prices 
exhibit short-term autocorrelation. There is also evidence of price shocks, which lead to excess kurtosis in 
commodity returns. There is considerable evidence that volatility in commodity markets varies over time. 
Researchers have also rejected the hypothesis that commodity markets are weak-form efficient, as simple trading 
rules based on storage or momentum have been shown to deliver excess returns after adjusting for transaction 
costs. 
 
Asset Allocation 
 
Commodities have been proven to enhance the risk-adjusted returns of diversified portfolios. Commodity returns 
have low correlations to stocks and bonds, but a higher correlation with inflation, particularly unexpected 
inflation and the rate of change in inflation. Research has shown that an allocation to commodities can improve 
the efficient frontier, or risk-adjusted return, of the portfolio. Additionally, research has shown that commodities 
have a low, sometimes even negative, correlation with one another, and so can offer uncorrelated investment 
opportunities across various commodity markets. In particular, the energy sector is frequently negatively 
correlated to the nonenergy sectors, because higher energy prices can weigh on economic growth and depress 
demand for other commodities. This correlation pattern can potentially help lower the risk of a diversified 
commodity portfolio (Till and Eagleeye 2005). 
 
Commodity futures returns are positively correlated with inflation, and correlation has been shown to increase 
over longer time horizons. Because commodity futures returns are more volatile than inflation rates, long-term 
correlations better capture the inflation-hedging properties of commodity investments. While stocks and bonds 
are negatively correlated with inflation, the correlation of commodity futures with inflation is positive at all 
horizons and statistically significant at the longer horizons. Commodity futures’ opposite exposure to 
(unexpected) inflation may help explain why they do well when stocks and bonds perform poorly (Gorton and 
Rouwenhorst 2006). 
 
The optimal portfolio allocation to commodities will be largely determined by the expected risk premium. The 
statistical properties of commodities are attractive for most investors, providing diversification benefits and a 
positive correlation with inflation. For this reason, most investors can justify a commodity allocation even if the 
risk premium is low. 
 

                                                 
20 For example, see Cargill and Rausser (1975), Leuthold (1972), and Peterson and Leuthold (1982). 
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In addition to providing hedging against unexpected changes in inflation, commodity indices may provide exposure 
to long-term growth in world demand, which in turn may result in increasing demand and prices for certain 
commodity products (Greer 2000). 
 
Event Risk Hedging 
 
One of the benefits of commodity investment, from an asset allocation perspective, is the ability of such 
investments to hedge event risk. Whereas equity prices tend to be impacted negatively by natural disasters and 
political or economic distress, commodity prices generally react positively to such occurrences. This 
characteristic of commodity returns is particularly beneficial, since it results in further reduced correlations 
between stocks and commodities in periods of market stress, which is precisely when diversification benefits are 
most needed (Chong and Miffre 2008). In addition to offering protection from major market stresses, commodities 
can provide protection from more narrowly focused events as well as from unanticipated macro trends. For 
example, Burkart (2006) points out that a strike at a large zinc mine would likely decrease the price of the firm’s 
equity while simultaneously putting upward pressure on zinc prices. In addition, he argues that commodities can 
provide a hedge against unanticipated global growth. As countries like China, India, Indonesia, South Africa, and 
Mexico have developed, their equity prices have risen and their bonds have become investment grade. Their 
economic growth is naturally accompanied by an increase in per capita commodity consumption, placing upward 
pressure on the spot prices of these commodities. The positive event risk exposure of commodities results in 
positively skewed return distributions, which investors prefer to the negative skews of equity indices (Jensen and 
Mercer 2011). 
 
Stock and Bond Diversification 
 
A number of studies have found that commodity index returns and volatility are similar to those of equities (Greer 
2000; Gorton and Rouwenhorst 2006). However, of greater importance is the fact that commodities generate 
these returns with a low correlation to traditional assets. Gorton and Rouwenhorst (2006) found that, for time 
horizons longer than one month, an equally weighted commodity futures portfolio was negatively correlated with 
the return on both the S&P 500 and long-term bonds. Although the hypothesis that the correlation of commodity 
futures with stocks is zero at short horizons cannot be rejected, the authors’ findings suggest that commodity 
futures are effective in reducing the risk of equity and bond portfolios. The negative correlation of commodity 
futures with stocks and bonds tends to become more negative as the holding period increases. This pattern 
suggests that the diversification benefits of commodity futures may be realized only at longer horizons (Gorton 
and Rouwenhorst 2006). Furthermore, Chong and Miffre (2008) found that correlations have been decreasing over 
time. More recently, Jensen and Mercer (2011) considered the performance of GSCI from 1970 to 2009, and found 
that commodities provided similar return and risk performance (slightly higher return and standard deviation) to 
U.S. and non-U.S. equities. They uncovered low correlations between most commodities and equities, and low or 
negative correlations with fixed income. Their results are provided in Exhibits 3 and 4. 
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EXHIBIT 3   Investment Performance of Commodities and 
Equities: Monthly Data, 

1970–2009 

Index 
Mean 

Monthly Return 
Standard 
Deviation Skewness Kurtosis 

S&P GSCI 0.979% 5.763% 0.082 2.858 
Energy 1.180% 9.315% 0.434 1.873 
Livestock 0.768% 5.223% 0.056 1.556 
Agriculture 0.523% 5.851% 0.741 3.713 
Metals 0.964% 7.038% 0.553 4.164 
Precious metals 0.816% 6.692% 1.218 7.732 
S&P 500 0.669% 4.497% −0.458 1.93 1 
EAFE 0.934% 4.947% −0.323 1.215 
 
Source:  Jensen and Mercer (2011) 

 
EXHIBIT 4 Correlation Coefficients of Commodities with Traditional Assets and Inflation, 1970–2009 
 

GSCI Energy Livestock  Agriculture Metals Precious  
 Metals 

S&P 500 0.034 0.112 0.216* —0.078 0.159 —0.065 
EAFE 0.135 0.018 0.419*** 0.021 0.260* 0.048 
T-bonds —0.263*** —0.240** —0.076 —0.211* —0.322*** —0.220 
T-bills 0.021 0.161 0.169 0.064 —0.105 —0.030 
Inflation 0.318** 0.588*** 0.166 0.372** 0.115 0.411* 

 
*Significant at the 10% level. 
**Significant at the 5% level. 
***Significant at the 1% level. 
Source: Jensen and Mercer (2011). 

 
Inflation Hedging 
 
As has been said, like other real assets, commodities are generally considered to be effective hedges for inflation, 
particularly for unexpected inflation. Commodity futures also have the added benefit of high liquidity, which 
many other real assets, such as raw land, lack (Satyanarayan and Varangis 1994). Ankrim and Hensel (1993) argue 
that commodities provide more effective diversification than most institutional real estate investments, because 
the revenue stream of such real estate investments makes them act more like equity investments. 
 
Whereas individual commodities vary in their degree of inflation hedging, commodity indices have traditionally 
been effective hedges for inflation. A number of studies have found precious metals (particularly gold) to have 
significant inflation hedging abilities (Blose and Gondhalekar 2008; McCown and Zimmerman 2006). Halpern and 
Warsager (1998) found that, in contrast to stocks, bonds, and real estate, both energy and nonenergy 
commodities perform well in periods of high inflation. Ultimately, they determined that stocks, bonds, and real 
estate are negatively correlated with the level of inflation, while energy and nonenergy commodities are 
positively correlated with inflation. Furthermore, they showed that stocks, bonds, and real estate are negatively 
correlated with unexpected inflation (proxied by the change in inflation), while energy and nonenergy 
commodities are positively correlated with unexpected inflation. Thus, commodities provide valuable inflation- 
hedging properties, particularly in periods of increasing inflation. However, the authors state, “Not all 
commodities have direct links with measured inflation. Many commodities simply do not have a major economic 
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impact on the price of goods and services. Of the wide range of alternative commodities, energy based 
commodity products most often have been directly linked as possible inflation hedges.” Similarly, Froot (1995) 
found that commodities (spot prices or futures prices) provide valuable hedging for a diversified portfolio, with oil 
and oil-biased commodity indices providing the strongest hedges, while commodity-based equities are not 
effectual hedges, acting more like equities than commodities. 
 

 
EXHIBIT 5  Average Returns by Stage of the Business Cycle, July 
1959 

   
 
Cycle Type Stocks Bonds Commodity Futures 

Expansion 13.29% 6.74% 11.84% 
Early 16.3 9.98 6.76 
Late 10.4 3.63 16.71 
Recession 0.51% 12.59% 1.05% 
Early −18.64 −3.88 3.74 
Late 19.69 29.07 −1.63 

 
Source: Gorton and Rouwenhorst (2006). 

 
Business Cycle Hedging 
 
Bjornson and Carter (1997) found evidence indicating that agricultural commodities provide a natural hedge 
against business cycles. Fama and French (1988) uncovered a strong business cycle component for metal futures, 
consistent with the effect of inventory levels predicted by the theory of storage. Gorton and Rouwenhorst (2006) 
argue that commodities are unique, in that they are effective diversifiers of systematic (theoretically 
nondiversifiable) risk. (See Exhibit 5.) They found that commodity futures perform well in the early stages of a 
recession and poorly in later stages of a recession, which is in exact contrast to equity performance. Interestingly, 
they found that equities and commodities perform similarly, on average, through an expansion and a recession. 
However, when one considers the phases of recessions and expansions, the results are markedly different. In the 
early phase of a recession, stocks and bonds exhibit negative returns, while commodity returns are positive. The 
relationship is the opposite in the late phase of recessions. In fact, the authors determined that commodities 
outperform stocks and bonds in late expansion and early recession phases. 
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Annex 4 
 

The benefits of CTAs in terms of risk-return trade-offs to investors 
 

CTAs provide a number of benefits in terms of risk-return trade-offs to investors.21

 
 These include the following: 

Diversification:  Managed futures constitute an alternative asset class that has achieved strong performance in 
both up and down equity, commodity, and currency markets, and has exhibited low correlation to traditional 
asset classes, such as stocks, bonds, cash, and real estate. Managed futures, when used in conjunction with 
traditional asset classes, may reduce risk while potentially increasing portfolio returns. 
 
Performance:  Historically, managed futures have provided risk-return profiles comparable to those of many 
traditional asset classes and superior to those offered by long-only investments in commodities. For example, the 
historical Sharpe ratio of a diversified portfolio of managed futures could be four times higher than that of a long-
only portfolio of commodities. 
 
Access to multiple markets:  There are more than 150 liquid futures products across the globe, including stock 
indexes, currencies, interest rates, fixed income, energies, metals, and agricultural products. CTAs are able to 
take advantage of potential opportunities in various asset classes in many geographical locations. The 
fundamental law of active management states that the information ratio of an investment increases as the 
breadth of the investment strategy increases (holding other variables constant). This means that CTAs have the 
potential to provide performance with a superior risk-return profile. 
 
Transparency:  Futures prices are determined competitively and are marked to market daily. The fact that 
futures prices tend to be determined in single-price discovery markets in which everyone can see the limit order 
book and in which the settlement prices are, in most cases, tradable makes them more accurate and more 
reliable than prices determined in nearly any other market. The prices used to mark portfolios to market are not 
stale. There are no “dark pools” of liquidity, like those found in equity markets. There are no interpolation 
methods similar to those of some bond markets, in which only a handful of bonds actually trade on any given day. 
And there are no models needed to determine the value of structured securities. As a result, the returns 
experienced are real and have not been smoothed. 
 
Liquidity:  Liquidity has already been mentioned, but only in the context of liquidating positions and extracting 
cash. In fact, transaction costs in futures are lower than in their underlying cash markets. As a result, the benefits 
of the kind of active management and trading that CTAs implement are available with less drag from market 
impact than one would incur with the same type of trading in underlying markets.   
 
Size:  As an investment alternative, managed futures have been available since the 1970s and experienced 
significant growth over the past several decades. According to the National Futures Association, as of 2011 the 
size of the market was estimated to exceed $200 billion.22

 

 This means the market has reached a level at which it 
can accommodate allocations from institutional investors.  

No withholding taxes:  In a number of the world’s stock and bond markets, foreign investors are taxed more 
heavily than are domestic investors. With futures, all of the tax benefits that accrue to domestic investors can be 
passed through to those who use futures in the form of simple cash/futures arbitrage.  
 

                                                 
21 For discussions of these benefits, see Schneeweis (2009) and Burghardt and Walls (2011). [The full reference details of publications referred 
to in this Annex 4 are included at Annex 5.] 
22 See www.nfa.futures.org. 
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Very low foreign exchange risk:  Futures on foreign assets or commodities have little exposure to foreign 
exchange risk. A futures contract has no net liquidating value. As a result, a long position in a European equity 
index futures contract has no exposure to the change in the price of the euro, while an investment in European 
equities exposes the investor not only to changes in the price of European stocks but to changes in the price of 
the euro as well. In the case of futures, the investor’s currency risk is limited to the comparatively small amounts 
of margin that must be posted at exchanges around the world and to any realized profit or loss that has not yet 
been converted back into the investor’s home currency. 
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Annex 5 
 

Bibliography of Sources Cited in Excerpted Text at Annexes 2-4 
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