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Introduction  

ƘȇɠǸɿɲȇ ʻɿ W·āחʮ !ɠʻȇʦɴǁʻɆˢȇ Vȇʻǁ āǁʻʻȇʦʮ ŀˋǁʦʻȇʦɠˮ 
Newsletter.  

W ithin this report we recap major developments in the 
Alternative Industry, together with a brief overview of 
Equity, Fixed Income/Credit, FX and Commodity markets 
as well as Trading Regulations and Data Science and 
Machine Learning news. All discussion is agnostic to 
particular approaches or techniques, and where 
alternative benchmark strategy results are presented, the 
ȇ˭ǁǸʻ ɲȇʻɁɿǿɿɠɿȺˮ ˋʮȇǿ Ɇʮ ȺɆˢȇɴ֥ Ìʻ ǁɠʮɿ ȷȇǁʻˋʦȇʮ ɿˋʦ זW·ā 
řǁɠɝʮ řɿח ʮȇȺɲȇɴʻ֟ ǁɴ ɆɴʻȇʦˢɆȇˣ ʮȇʦɆȇʮ Ɇɴ ˣɁɆǸɁ ˣȇ ǿɆʮǸˋʮʮ 
topical issues with t hought leaders from academia, the  
finance industry, and beyond.  

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

  

1 November 2019  

!öřhłą!řÌƗh Vhř! ā!řřhłŊ 
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Quarterly review  

Quantitative ov erview of 
key developments in Q3  
2019 

Alternative industry performance  

Global Markets are having to navigate through oceans of 
uncertainty, with four key themes dominating throughout 
the quarter. First and foremost is the ongoing trade 
dispute between Washington and Beijing: an 
announcement of new tariffs by Presi dent Trump on 1 
August was the catalyst for a broad equity market sell -off, 
with investors piling into safe -haven assets. The second 
theme is the growing unease about global economic 
growth prospects: macro indicators were disappointing, 
with notably both German manufacturing and Chinese 
GDP figures slipping. Third, a flurry of geopolitical and 
domestic  political risk is reason for pause: an attack on 
Saudi Arabian oil infrastructure for instance. The fourth 
theme is the monetary policy easing of most key central 
banks, partly in response to the risk that each, and a 
combination of the above pose to sust ained global 
growth. Amidst this bevy of risks, investors are justifiably 
edgy, with heightened volatility observed in global 
markets over Q3.  

Notwithstanding the uncertainty in markets, a lternative 
managers enjoyed a good quarter, with the benchmark 
HFRX Global Hedge Fund Index gaining 1.6% and making 
it the third consecutive quarter of positive performance in 
2019 (and the best performance YTD since 2013). Most 
other global hedge fund indices also showed positive 
performance. One exception, however, was t he HFRX 
Equity Market Neutral Index which lost 0.2%. Market 
neutral strategies fell victim to a momentum reversal that 
stole most of the headlines in September.   

Amongst alternative risk premia  strategies , performance  
was notably undermined by equity mark et neutral 
portfolios  ֽespecially during August. The Société Générale 

  
1 The Société Générale Multi Alternative Risk Premia  index is an equal -weighted index of funds, capturing 

the returns of managers employing multi risk premia investment strategies across multiple asset 
classes.   

2 The Société Générale CTA index is an equal -weighted index of the twenty largest (as measured by assets 
under management) trend following CTAs, who are recognised as such within the industry and are 
open to new investment. For construction methodology and a full list of constituents, see: 
https://cib.societegenerale.com/en/prime -services-indices/   

3 ěˋʦ ȺȇɴȇʦɆǸ ʻʦȇɴǿȇʦ Ɇʮ ǸǁɠǸˋɠǁʻȇǿ ǁʮ ǿȇʮǸʦɆǷȇǿ Ɇɴ ɿˋʦ זřˣɿ ǸȇɴʻˋʦɆȇʮ ɿȷ ʻʦȇɴǿ ȷɿɠɠɿˣɆɴȺח ʣǁʣȇʦ֟ ˣɁɆǸɁ Ɇʮ 
available on our website: https://www.cfm.fr/insights/two -centuries -of -trend -following . The trend signal 

(SG) Multi Alternative Risk Premia Index 1 still managed to 
post a 2% positive return over the quarter.  

The headline story, however, was the good performance of 
Commodity Trading Advisor s (CTA) in 2019, which 
continued in Q3. The Société Générale CTA2 Index posted 
a gain of 3.6% over the quarter, following the 2.8% it 
recorded in Q2. Other SG Prime Indices showed similar 
good performance: the SG Trend Index finished up 5.8% 
for the quarte r  ֽbringing the yearly returns to 13.7%, and 
ɆɴǿɆǸǁʻɆˢȇ ɿȷ ʻʦȇɴǿ ȷɿɠɠɿˣɆɴȺ ʮʻʦǁʻȇȺɆȇʮח Ƿʦɿǁǿ 
outperformance compared to other common CTA 
strategies such as Global Macro. A substantial portion of 
the gains for CTAs (especially for trend following 
programs) , were from positioning in the fixed income 
market. Looking at the non -specific performance across 
asset classes with the application of a generic trender 
signal 3, performance within the interest rate asset class 
was the most consistent, with the majority of contracts 
showing positive performance. The returns across and 
within other main asset classes were less consistent, with 
wider spreads between the best and worst performers. 
Finally, the Barclay Hedge  CTA Index 4 (+1.2% over the 
quarter) registered simil ar performance.   

The one year rolling average absolute correlation between 
ǁɠɠ ȷˋʻˋʦȇʮ ǸɿɴʻʦǁǸʻʮ֟ ʻǁɝȇɴ ǁʮ ǁɴ ɆɴǿɆǸǁʻɿʦ ɿȷ Wř!ʮח ǁǷɆɠɆʻˮ 
to diversify, continued to fall further during Q3, and 
reached close to 16 % at the end of September. The 
correlation, between bonds and equities (with the US 10 -
year and US benchmark indices taken  as proxies), briefly 
slipped below < -50%, during the quarter, shortly after the 
global equity sell -off in early August. These levels were 
maintained after investor sentiment imp roved in 
September, with the rally in debt relaxing, while equities 
rallied.  

Total return for Equity Market Neutral (EMN) and CTA hedge 
fund indices over the past year 5  

 

is the sign (either +1 or -1) of the difference of the last price and an exponential moving average of the 
ʣǁʮʻ ҩ ɲɿɴʻɁʮח ʣʦɆǸȇʮ֟ ǿɆˢɆǿȇǿ Ƿˮ ʻɁȇ ˢɿɠatility:  Ὓ ὸ  

 ộỚȟ  

4 The BarclayHedge CTA Index provides monthly performance data for a large selection of managed 
future managers, going back to 1980. Constituents and methodology can be obtained on the 
BarclayHedge website: https://www.barclayhedge.com/research/indices/btop/   

5 The EMN index is that calculated by HFR, while the CTA index is calculated by Société Générale . 

https://cib.societegenerale.com/en/prime-services-indices/
https://www.cfm.fr/insights/two-centuries-of-trend-following
https://www.barclayhedge.com/research/indices/btop/
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The principal implied volatility indices across four asset classes 
over the past year 6 

 

The log of the dollar risk weighted average daily volume across 
futures on the four asset classes over the past year 7 

 

The return of the generic trender 8 referenced in the text over 
the past year  
 

 

HFRX Indices quarter performance   

 

  
6 For the EUR/USD exchange rate we use t he Bloomberg defined EURUSDV1M ticker. The VIX,  TYVIX, and 

OIV indices are calculated and published by the CBOE . 
7 We estimate effective FX volumes to be a factor of 5 -10 more than this due to the extra liquidity 

available through the spot markets . 

Equity indices  

Distinctive monthly returns of global equities were 
observed, with mostly sideways movement in July; 
followed by a dramatic sell -off in August; and finally, a recovery 
in September (notwithstanding the well -documented 
momentum -reversal towa rds the end of the month).   

July delivered positive, yet lacklustre returns. Global 
developed , market -cap  weighted equity markets returned 
~0.4% over the month, supported by, amongst others, 
ȺɠɿǷǁɠ Ǹȇɴʻʦǁɠ Ƿǁɴɝʮח ǿɿˢɆʮɁ ʣɆˢɿʻ ǸˋɠɲɆɴǁʻɆɴȺ Ɇɴ ʻɁȇ ȷɆʦʮʻ 
US Federal Reserve rate cut in eleven years at month -end. 
Quarterly earnings were broadly positive, with a majority of 
companies reporting growth that exceeded analyst 
expectations.      

August got off to a rocky start as US President Trump 
announced  plans to r aise additional tariffs on Chinese 
imports : 10% on approximately $300bn worth of goods 
that have escaped subjugation to that point . Chinese 
authorities responded  in kind by allowing the yuan to  fall 
below 7 to the dollar   ֽa key level unseen since the 
fina ncial crisis. A tit -for -tat approach prompted  the Trump 
administration  to  formally  label China a currency 
manipulator. Equity market s fell by the most in 2019 on 5 
August , with volatility duly picking up  and remaining 
elevated for the remainder of the month. European 
equities underperformed their American counterparts. 
Weak economic data in Germany weighed on markets, 
notably manufacturing PMI figures that continued to slide 
with an economy seen to be on the brink of recession. The 
Eurostoxx 50 finished down -2.4% (in dollar terms), 
approximately 0.6% worse than the S&P 500.    

September will probably be best remembered for the 
momentum reversal, which stole headlines as value stocks 
found strong bids in f avour of those stocks having featured 
strong trend growth for most of 2019. Despite much 
speculation about the זMomentum crash  consensus ,ח
seemed to point to the abrupt U -turn in the then recent 
spurt of bond buying. As yields rose, and markets turned 
bull ish, hitherto loaded up defensive stocks sold -off, 
especially Consumer staples.  However, renewed optimism 
over a resumption of trade negotiations turned investors 
bullish, with the month starting off with a bang: the S&P 
500 ended 1.3% higher on 5 Septembe r. A US Fed, who, as 
was widely expected, cut the federal funds target rate on 
18 September , also supported global equities. European 
stocks, meanwhile, staged a comeback and were among 

8 ěˋʦ ȺȇɴȇʦɆǸ ʻʦȇɴǿȇʦ Ɇʮ ǸǁɠǸˋɠǁʻȇǿ ǁʮ ɠǁɆǿ ɿˋʻ Ɇɴ ɿˋʦ זřˣɿ ǸȇɴʻˋʦɆȇʮ ɿȷ ʻʦȇɴǿ ȷɿɠɠɿˣɆɴȺח ʣǁʣȇʦ֟ ˣɁɆǸɁ Ɇʮ 
available on our website: https://www.cfm.fr/insights/two -centuries -of -tre nd -following . The trend signal 
is calculated as the difference of the last price and an exponential moving average of the past 5 
ɲɿɴʻɁʮח ʣʦɆǸȇʮ֟ ǿɆˢɆǿȇǿ Ƿˮ ʻɁȇ ˢɿɠǁʻɆɠɆʻˮ֞ Ὓ ὸ  

 ộỚȟ  . The instruments are equally risk weighted 

in t he portfolio.  

https://www.cfm.fr/insights/two-centuries-of-trend-following
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the best global performers. With the  European Central 
Bank (ECB)  havin g announced , on 12 September , an 
aggressive stimulus package, which included a reboot o f 
its asset purchasing program, the Eurostoxx 50, and the 
broad er Stoxx 600 gained 4.2% and 3.6% respectively (in 
Euro for the month.)   

Meanwhile, looking forward, most closely watched 
Leading Economic Indicators (LEI) were either stable, or 
declined, with the OECD G7 Composite Leading Indicator 
having posted a 14 th  consecutive monthly drop in August. 
A lingering unease of slowing global growth (probably 
caused, or at lea st exacerbated by unsettled trade 
negotiations) prompted a shift to what traditionally is 
thought of as defensive sectors. As a consequence, in the 
US, the best quarterly performance came from Utilities 
and Consumer Staples. The worst performing sector was  
Energy  ֽalthough this was in large part owing to the poor 
performance in August as worry about slowing growth 
and trade tensions peaked.   

When applying our generic trender signal, the Nasdaq 
composite index delivered the most negative 
performance. The U S Tech benchmark, after deliverin g 
good performance in July (+2.3 %), suffered a dramatic 
reversal with a sell -off during the first wee ks of August: the 
index lost 4.6 % during the first two weeks as worries about 
a Chinese retaliation hit. Rising tariffs we re feared to 
directly affect US consumers, with Tech companies likely 
the hardest hit. Contrarily, the Nikkei featured the best 
performance with our trender applied.  

The Australian S&P/ASX 200 contract was the most 
overbought index, with a Relative  Streng th Index (RSI) 9 of 
64 points on 8 July (very early on in the quarter on the 
back of strong gains in the previous quarter as one of the 
top performing indices in Q2). The Hang Seng Index, in a 
repeat of Q2, had the lowest RSI of 39 points, registered on 
15 August . 

Volatility spiked during August, with the VIX peaking at 
24.6 points on 5 August   ֽbriefly after the announcement 
of intended tariffs. Realised 10, 30, and 50 -day volatilities 
of the S&P 500 all trended higher until approximately 
mid -September, bef ore dipping slowly towards levels prior 
to the collapse in August.  

Finally, the CBOE Skew index 10, a widely tracked measure 
ʻɿ ȺǁˋȺȇ Ɇɴˢȇʮʻɿʦʮח ʮȇɴʮɆʻɆˢɆʻˮ ʻɿ ʮɝȇˣ ʦɆʮɝ֟ i.e. the 
ɠɆɝȇɠɆɁɿɿǿ ɿȷ ɠǁʦȺȇ זɿˋʻɠɆȇʦח ʦȇʻˋʦɴʮ Ɇɴ ʻɁȇ Ŋᵎľ ҩҤҤ֟ ˣǁʮ 
elevated through Jul y (averaging ~125 points  ֽa level 
closer to 100 indicating a normally perceived distribution 

  
9 Defined according to https://www.investopedia.com/terms/r/rsi.asp . The RSI varies between 0 and 100 

with 70 implying an instrument is overbought and 30 implying the instrument is oversold.    

of returns). Following the burst of volatility during the first 
week of August, the index drew down as markets 
anticipated a lower probability of additional large  returns, 
ending the period at ~115 points.  

CBOE VIX index  

 

Stocks and equity factors  

Factor -based investment strategies recorded a slightly 
negative quarter, with the HFRX Equity Market Neutral 
Index (HFRXEMN) down -0.2%.  

In a reproduction of the Fama -French -Carhar t  factors, the 
Small Minus Big (SMB), or Size factor showed European 
small -cap equities ending flat over the period, but, in a  
repeat of Q2, outperformed their peers in the US and Japan.    

There was a high level of volatility observed in the High 
Minus Low (HML) factor . All key regions presented with a 
similar pattern: a slow and steady downward drift through 
the quarter, until early September when Value securities 
rallied. The effect was most pronounced in European 
equities (but a strong surge  in undervalued securities were 
also observed in the US). While Japanese value stocks also 
picked up, it was much less pronounced than in Europe or 
the US.  

The rotation into Value stocks were largely triggered 
following the now so -Ǹǁɠɠȇǿ זāɿɲȇɴʻˋɲ ǸʦǁʮɁ֥ח Looking at 
the performance of Momentum  stocks in our 
reproduction of the Up Minus Down (UMD)  factor, we 
observe a noticeable, and significant drawdown in all 
regions in early September. The most significant 
drawdown was registered in the US (from the peak  
reached at August month -end, to the trough level on 16 
September ), where Momentum stocks fell as much as 
13%. European stocks suffered a similar drawdown, albeit 
slightly less dramatic than the US, with Japanese stocks 
the least affected. Broad consensus seems to point to the 
abrupt U -turn in the most recent spurt of bond buying. As 
yields rose, and markets turned bullish (as central banks 
ostensibly embarked on looser monetary policy, and trade 

10 For more information on the CBOE Skew Index, please refer to the official documentation and the 
methodology on the official website: http://www.cboe. com/products/vix -index -volatility/volatility -
indicators/skew  

https://www.investopedia.com/terms/r/rsi.asp
http://www.cboe.com/products/vix-index-volatility/volatility-indicators/skew
http://www.cboe.com/products/vix-index-volatility/volatility-indicators/skew
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worries receded), hitherto favoured defensive stocks sold -
off , especially Consumer staples  in the US .   

Turning to the long only implementations of factors, 
Momentum Indices  performed the worst over Q3, with 
negative gains in the low single digits (with most of the 
losses booked in September). Quality Indices along with 
Value indices, favoured during September, registered 
slight positive returns.  

The Fama -Frenc h factors for t he last year in Europe, Japan  & US 

 

 

 

 

 

High Minus Low (HML) corresponds to a market neutral 
(MN) portfolio long the high book to price stocks and 
short the low book to price stocks. Small Minus  Big (SMB) 
corresponds to a MN portfolio long the small market cap 
stocks and short the large market cap stocks. Up Minus 
Down (UMD) corresponds to a MN portfolio long the 
historical winners and short the historical losers. In each 
case, the grey line is d ȾʙȳȨȾǁǤǫǤ ȃɤȾȱ ¤ǫȳȳǫɹȋ cɤǫȳǝȋᴊɬ 
website, while the green line is the CFM reproduction of 
the Fama -French portfolios. The methodology can be 
attributed to Eugene Fama and Kenneth French and is 
not explicitly used in any CFM product.  

Fixed income  

Global markets have become highly sensitive to any 
update regarding the ongoing trade war. Markets exhibit 
significant swings and increased volatility in reaction to 
news about trade negotiations, often delivered in the form 
of tweets from the White House. It has  even prompted the 
ǸʦȇǁʻɆɿɴ ɿȷ ʻɁȇ זƗɿɠȷȇȷȇ Ìɴǿȇ˭ח  ֽa J.P. Morgan effort to 
ʥˋǁɴʻɆȷˮ ʻɁȇ ɆɴȷɠˋȇɴǸȇ ɿȷ ľʦȇʮɆǿȇɴʻ řʦˋɲʣחʮ ʻˣȇȇʻʮ ɿɴ 
Ɇɴʻȇʦȇʮʻ ʦǁʻȇ ɲǁʦɝȇʻʮ֥ řǁɝɆɴȺ ǁɆɲ ǁʻ ʻɁȇ Ɇɴȷǁɲɿˋʮ הǸɿˢȷȇȷȇו 
tweet of the President, the index attempts to quantify the 
fracti on of implied volatility in the US Treasury market that 
ʮʻȇɲʮ ȷʦɿɲ ľʦȇʮɆǿȇɴʻ řʦˋɲʣחʮ ʻˣȇȇʻʮ֥ řɁȇ ʣʦȇɲɆʮȇ ɿȷ ʮˋǸɁ 
an index is not entirely trivial  ֽthere is some evidence that 
markets tend to exhibit more volatility on those days that 
the frequency of the ľʦȇʮɆǿȇɴʻחʮ ʻˣȇȇʻʮ ɆɴǸʦȇǁʮȇ֟ ȇʮʣȇǸɆǁɠɠˮ 
related to trade.   
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Allowing credence to this proposition, it was then not 
completely unsurprising that bonds surged in August, 
following the announcement of new tariffs. Investors, 
skittish about the implications of  an extended trade war 
and the likely spill -over effect on the global economy, 
ploughed into safe -haven assets, with the liquid US 
treasury market a prime benefactor. The US 10 -year 
benchmark yield fell 12 basis points on 1 August , and 
continued to slide t o below 1.5% at its trough on 3 
September  (a 44 basis point change from August). The 
Bloomberg Bar clays Multiverse  ֽthe biggest and broadest  
global fixed income benchmark index  ֽgained 1.83 % in 
August as global yields tumbled.  With yields tumbling, 
vola tility surged and implied volatility  ֽthe CBOE TYVIX 
acting as proxy  ֽhit a high of 6.4 points on 15 August  (from 
around 4.2 points at July month -end).  

September saw a strong reversal in the fortunes of fixed 
income securities as trade tensions eased, an d the 
prospect of a restart in trade negotiations (along with 
goodwill gestures from both sides), prompted a 
reinvigorated risk -on sentiment. The US 10 -year climbed to 
nearly 1.9% by 13 September   ֽthe same levels prior to the 
August buying spree. By quart er-end, the US 10 -year was, 
however, 36 basis points lower.  

Elsewhere, European debt followed a similar pattern, 
driven by similar forces (albeit with its own idiosyncratic 
dynamics). Growing unease about the outlook for the 
Eurozone, especially given the  deteriorating German 
economy, were at least in part responsible for prompting 
additional monetary policy from the ECB: A massive 
stimulus package was announced by Mario Draghi, 
outgoing President of the European Central Bank, on 12 
September  including rat e cuts. The German Bund 
promptly fell 22 basis points over the quarter.  

Policy makers are not only having to steer monetary policy 
in a still low inflation environment, with global growth 
uncertainty and multiple geopolitical risks, but are having 
to field  intense criticism from the political class. The ECB 
decision on September was not widely welcomed, with 
notably German Bundesbank President Jens Weidmann 
saying shortly after the ECB announcement that "s uch a 
far-reacɁɆɴȺ ʣǁǸɝǁȺȇ ˣǁʮ ɴɿʻ ɴȇǸȇʮʮǁʦˮ֥ו    

There is also a measure of uncertainty about looser 
monetary policy amongst the policy makers themselves. 
Whilst the US Fed cut interest rates on two separate 
occasions in Q3 (25 basis points in July and the same 
again in September), the Fed, following its f irst dissent 
regarding monetary policy since 2017 at the June FOMC 
meeting, a second (at the July meeting) and a third (at the 
September meeting) followed.  

When applying our generic trender, the UK 10 -year Gilt 
was the best performing bond, while the Japa nese 10-year 
was the worst performer (still positive). The lowest RSI of 
48 points was reached on 16 September by the Canadian 
10-year Bond, while the Euribor recorded the highest RSI 
of 74 points on  3 July  (the Euribor languished in 
overbought territory f rom the end of Q2, before sliding 
towards neutral by mid -September). The highest RSI in 
sovereign paper was that of the German Bund, attained 
on 16 August  following the surge in demand for safe -
haven assets following the trade tariff announcement.   

The be nchmark Barclays Global Aggregate suite of indices 
offered positive returns: the Total Return Index (unhedged) 
returned 0.71% over the period (2.6% for the hedged 
version), while the sister Global Aggregate Corporate Total 
Return Index (unhedged) gained 1. 2%. Corporate bonds 
(especially non -investment grade) underperformed, with 
the High Yield Total Return Index (unhedged) gaining 1.3%.  

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

 

Commodities  

Gold, in similar fashion to the previ ous quarter, made 
headlines after staging yet another impressive rally. Given 
the uncertainty around trade negotiations (especially and 
directly following the announcement of President Trump 
of new tariffs  in early August), along with ever gloomier 
economi c growth prospects, the yellow metal contract 
surged 6.4% during August. The 3 -month implied volatility 
jumped from a low of ~10 points at July month -end, to 
nearly 16 points three weeks later. A cocktail of its status as 
favoured safe -haven asset, along w ith falling interest rates 
as central banks turned towards looser monetary policies 
(lower real interest rates lowers the opportunity cost of 
holding bullion), ultimately pushed the metal to a 3.4% 
gain over the quarter.  

Çɿˣȇˢȇʦ֟ Ⱥɿɠǿחʮ ǸɿˋʮɆɴ ʮɆɠˢȇʦ ȷȇǁʻured the best 
performance over the quarter. Driven by similar market 
forces as the yellow metal,  the  silver contract  rose 10% in 
Q3 driven not only by the same safe -haven asset buying, 
Ƿˋʻ ǁɠʮɿ Ƿˮ ʦɆʮɆɴȺ ǿȇɲǁɴǿ ȷɿʦ ʻɁȇ ɲȇʻǁɠחʮ Ǹɿʦȇ ɆɴǿˋʮʻʦɆǁɠ 
usage. When our generic trender is applied, the metal was 
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the best performer in Q3. The consistent buying moreover 
pushed the RSI  of silver to a peak of above 70 (on 5 
September ), also making it the most overbought 
commodity in Q3. Cotton, however, registered the lowest 
RSI: reaching 34 points and close to oversold territory on 6 
August . The soft commodity came under pressure, 
predo minantly as a revival in monsoon rains in India  ֽthe 
ˣɿʦɠǿחʮ ɠǁʦȺȇʮʻ ʣʦɿǿˋǸȇʦ֟ ʣʦɿɲʣʻȇǿ ǁɴ ˋʣˣǁʦǿ ʦȇˢɆʮɆɿɴ ɿȷ 
output expectations of 20 -25%. Along with depressed 
global demand, the commodity lost 7.9% in Q3.  

With the generic trender applied, Crude was the  worst 
performer. A short position  ֽon account of a consistent 
downward price pressure (Crude lost nearly 15% between 
April month -end and 13 September )  ֽsuffered losses as oil 
spiked following the attack on Saudi Arabia oil 
infrastructure over the weeken d of 15 September . Fearing 
a significant disruption in supply, WTI Crude and Brent 
closed respectively 14.7% and 14.6% higher on the Monday. 
In the weeks following the attack, reports trickled in 
showing that the disruption would be mitigated in shorter 
order than originally expected. The CBOE/Nymex Oil 
Volatility Index jumped from moving within a range of 
between 32 -38 points, to a peak of 49 points after the 
Saudi attack. The volatility sagged shortly thereafter, but 
remained elevated for the remainder of  the period 
(bouncing around the 40 point threshold).   

On aggregate, commodities settled lower, with the 
Bloomberg Commodity index falling just shy of 2.4% in Q3 
(in dollar terms) in large part owing to the poor 
performance from energy markets. WTI and Br ent 
(together constituting ~16% of the index) acted as a drag 
on the index, as did Copper. The industrial metal, 
frequently employed as a bellwether for demand and 
growth prospective (especially in China  ֽthe biggest 
importer of the industrial metal) lost  5.2% over the quarter. 
This followed on from a 7.8% drop in Q2 and is reflective of 
the unease about concern over global growth.  

The one year return of the S&P GSCI, GSCI Non -Energy, and 
Bloomberg Commodity Spot indices   

 

FX 

The US dollar had its best qu arter since Q2 2018. The 
greenback rallied 3.4% as per the DXY Dollar index, and 
ʻɁȇ ·ȇǿחʮ řʦǁǿȇ-Weighted (or Broad) index hit an all -time 
high in September, ending 1.7% higher in Q3. The surge in 
the dollar came amidst and despite looser monetary 
policy b y the Fed, with expectations for interest rates 
ʦȇˢɆʮȇǿ ǿɿˣɴˣǁʦǿ ǁȷʻȇʦ ʻɁȇ ŊȇʣʻȇɲǷȇʦ ɲȇȇʻɆɴȺ֞ ʻɁȇ ·ȇǿחʮ 
 ȇ˭ʣȇǸʻǁʻɆɿɴ ȷɿʦ ȷˋʻˋʦȇ Ɇɴʻȇʦȇʮʻ חěāW ɲȇɲǷȇʦʮ· ֟חɿʻ-ʣɠɿʻ^ז
rates, revealed a lowering of the median year -end 2019 
target rate to 1.875% (following the Se ptember meeting),  
down from the 2.375% median following the June meeting.   

The euro constitutes the largest weighting in the DXY 
Index (57.6%), in part explaining the surge in the dollar 
index. The euro lost 4.2% against the greenback, on the 
combination o f various drivers. First and foremost, the 
lacklustre outlook for the German economy has kept the 
euro under pressure. In response, the lowering of interest 
rates in the Eurozone by the ECB is making the euro an 
even more attractive funding currency for ca rry trades 
(borrowing the euro and selling it on the market in favour 
of other higher yielding currencies).  

Further afield, the Japanese yen had a rollercoaster ride in 
Q3. After a choppy, but range bound July, the yen jumped 
1.3% against the greenback on  1 August , following the 
surprise announcement of ľʦȇʮɆǿȇɴʻ řʦˋɲʣחʮ intention to 
impose 10% of tariffs on $300bn  worth o f Chinese goods 
from 1 September . Beijing responded by allowing the yuan 
to weaken through the 7 yuan to the dollar mark a few 
days late r as an ostensible response to the US tariff threat, 
and the US shortly after labelled China a currency 
manipulator. The yen gained nearly 2% in the first two 
weeks of August as investors sought out safe -haven assets. 
Implied volatility (1 -month at -the -mon ey) duly surged: 
from ~5 points on 31 July to 8.5 points by 23 August . The 
implied volatility of the yen outpaced those of all other 
ɲǁɘɿʦ ǸˋʦʦȇɴǸɆȇʮ֥ řɁȇ ˮȇɴחʮ ˋʣˣǁʦǿ ɘɿˋʦɴȇˮ ǸɁǁɴȺȇǿ ʻǁǸɝ 
early in September, however, on renewed trade hopes.  

The Canadian dollar featured heightened volatility given 
its particular sensitivity to the price of oil, but also was 
boosted by a favourable, domestic macroeconomic 
environment. For one, the GDP print for Q2 came in at 
3.7% - ɲˋǸɁ ʮʻʦɿɴȺȇʦ ʻɁǁɴ ʻɁȇ ҧᴰ ȇǸɿɴɿɲɆʮʻʮח ȷɿʦȇcast 
and acted as support for the loonie going into September. 
The Canadian dollar hit a yearly high against its southern 
neighbour in mid -July, having been supported by the 
theory that, given, amongst others, inflation in Canada is 
running above target, t he Canadian central bank is likely 
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to buck the trend of looser monetary policy as witnessed 
in other major economies.  

Meanwhile, emerging markets also struggled through a 
difficult quarter. The JP Morgan Emerging market 
currency index fell 4.1% - its worst  quarterly performance 
since Q2 2018. Amongst the crowd of G7 -21 currencies, it 
was the Chinese yuan that hawked most attention. After 
breaking though the 7 dollar level, it continued to slide 
and ultimately lost 3.9% against the dollar. At one point, 
and reflective of the heightened selling momentum, the 
14-day RSI against the dollar fell below 30  ֽinto oversold 
territory. Moreover, the CFETS (China Foreign Exchange 
Trade System) RMB Index, an index that tracks the yuan 
against the curre ncies of 24 strate gic trading partners, fell 
2.32% in August, and reached a level of 91.1 in early 
September  ֽthe lowest level since the gauge was 
introduced in 2015.  When applying our generic trender, 
short p ositioning in the yuan was the best performer in 
the FX asset class.   

A major disruption in emerging markets came on 12 
August , when the prospect of a change in leadership in 
Argentina to a left -wing opponent in the Kirchner caste, 
sent the local S&P Merval index down 48% - the second 
largest daily price drop for any global bourse since 1950. 
Teetering on the brink of yet another financial crisis, 
investors fled, with the Argentine peso losing 14.5% on the 
same day, and continuing the sell -off to finish down 23% 
against  the dollar in August. Cognisant of contagion 
potential, other emerging market currencies also tanked.  

Trading news and regulation  

We have been closely following the clampdown of 
American regu lators on market data fees. These  provide a 
primary source of profits for exchanges, with ever more 
investors need ing  to keep up with the movement of 
equity prices across a fragmented landscape of US 
equities. However, in a recent development , the SEC 
proposed  ǁɴ ǁɲȇɴǿɲȇɴʻ ʻɿ ʻɁȇ זłȇȺˋɠǁʻɆɿɴ National 
Market System  in order to make it more ֟חłȇȺ ąāŊז ɿʦ ח
difficult to incr ease such fees. This move, while not  
unexpected, is certainly welcome d by both buy and sel l-
side clients whose market data budgets have skyrocketed 
over the past decade . 

Another curious cha nge in the landscape of trading -
related commissions came in October. Charles Schwab, 
one of the largest American retail brokers , reduced its fees 
to zero. The move was quickly copied by several of its major 
competitors. As multiple  articles  point out, this does not mean 
that the service is free, simply that investors end up paying  

indirectly, much like in online services . The information a bout 
their order flow is monetis ed via a partnership between 
brokers and high -frequency traders. However, this practice 
continues to draw  scrutiny from the SEC . 

The European Securities and Markets Authority  (ESMA), 
ʻɁȇ hŧחʮ ǁˋʻɁɿʦɆʻˮ ɿˢȇʦʮȇȇɆɴȺ ɲǁʦɝȇʻ ʮʻǁǷɆɠɆʻˮ֟ ʦȇǸȇɴʻɠˮ 
published a consultatio n paper  on several new initiatives. 
The proposals would extend European market abuse 
regulation to FX markets , which remain  quite loosely 
controlled . In particular , currency tr ading is still dominated 
by large dealers and is quite fragmented. More worryingly , 
a large part of the less sophisticated market participants  
still have their orders executed at benchmark rates 
defined by daily fixing prices, which may exhibit 
anomalous behavio ur. Most recently two brokers were 
fined  for artificially inflating tradi ng volumes in the FX 
option market. We remain watchful of this space and 
closely follow the regulatory space as well as the ongoing 
definition of best practices . 

Average monthly dollar equity market volume in billion USD  

 

Typical bid -ask spread in six major groups of equities in  
basis points  

 

Average bid -ask spread on five future asset classes in basis 
points   

 

https://www.reuters.com/article/us-usa-sec-exchanges-idUSKBN1WH04A
https://www.reuters.com/article/us-usa-sec-exchanges-idUSKBN1WH04A
https://www.ft.com/content/d8c2743e-549f-11e9-91f9-b6515a54c5b1
https://www.ft.com/content/5e13561e-e99a-11e9-a240-3b065ef5fc55?shareType=nongift
https://www.wsj.com/articles/charles-schwab-ending-online-trading-commissions-on-u-s-listed-products-11569935983
https://www.forbes.com/sites/marketshare/2012/03/05/if-youre-not-paying-for-it-you-become-the-product/#7e2bec1b5d6e
https://www.sec.gov/news/speech/clayton-redfearn-equity-market-structure-2019
https://www.businessinsider.com/sec-markets-and-trading-director-weighs-in-on-discount-brokerages-2019-10
https://www.esma.europa.eu/press-news/esma-news/esma-consults-mar-review
https://www.ft.com/content/f1e43306-e5f1-11e9-9743-db5a370481bc
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2487991
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2487991
https://www.ft.com/content/931c5e40-e540-11e9-b112-9624ec9edc59
https://www.fca.org.uk/news/statements/fca-confirms-recognition-fx-global-uk-money-markets-codes
https://www.fca.org.uk/news/statements/fca-confirms-recognition-fx-global-uk-money-markets-codes
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Data Science & Machine Learning  

CFM relies heavily on Information Technology, and in 
particular on vibrant a nd open tech communities and so-
Ǹǁɠɠȇǿ זɿʣȇɴ-ʮɿˋʦǸȇח computer libraries. These  computer 
libraries are free to  uʮȇ֟ ǁʮ ʻɁȇɆʦ Ǹɿǿȇ ַǁɠʮɿ Ǹǁɠɠȇǿ זʮɿˋʦǸȇח 
code) is open (i.e. readable  by anybody). In an ongoing 
effort to support the community, we contribute by 
publishing and promoting social -media and blog posts, as 
well as open -source programs and libraries that are 
relevant to our business.  We have , so as to institutionalise 
our cont ributions,  recently introduced the #CFMTech 
hashtag  on Twitter that now identifies our technical posts. 
The goal of these posts is to relay or publish technical 
information (in IT , data science, machine learning, etc.), 
that is curated by our in -house experts.  

Beyond these  succinct  technical Twitter or LinkedIn posts, 
we also launched  a blog: CFM Insights . Our first blog post  
expla ins how technology allows for the automatic creation  
of reports based on the leading programming notebook 
(Jupyter ). We explain how to improve  the management  of 
ʮˋǸǸȇʮʮɆˢȇ ˢȇʦʮɆɿɴʮ ַזˢȇʦʮɆɿɴ Ǹɿɴʻʦɿɠח), and show custom 
input parameters for each automated notebook 
execution, before publication of the report.  

In September we a lso released our first open -source 
creation:  the Jupytab program . The name is a nod to the 
successful Jupytext program  developed by W·āחʮ āǁʦǸ 
Wouts , which we helped to publish last year. Jupytab 
allows anybody to display plots  with the leading data 
visualisation software Tableau, based on data obtained 
and transformed with the muscle of Jupyter notebooks 
and Python, a leading data science ecosystem. O ur 
program creates a bridge between the best of tw o worlds: 
powerful data visualis ation and powerful calculations. 
Anybody can download it, use it, and even contribute back 
to it!  

 

Extended abstract  

The case for long -only 
agnostic allocation 
portfolios  

Pap er by Pierre -Alain Reigneron, Vincent 
Nguyen, Stefano Ciliberti, Philip Seager and 
Jean -Philippe Bouchaud  

Risk-Based Portfolios rely on a forecast -agnostic approach 
to investing, and they have risen in popularity sin ce the 
global financial crisis.  Their su ccess reflects a growing 
ǿɆʮǷȇɠɆȇȷ Ɇɴ ǁǸʻɆˢȇ ɲǁɴǁȺȇʦʮח ǁǷɆɠɆʻˮ ʻɿ ǿȇɠɆˢȇʦ ǁɠʣɁǁ֟ 
together with an increased emphasis on risk as a core 
component of investment policies.    

These portfolios seek to efficiently capture some excess 
premium in one or multiple a sset class(es) by factoring in 
risk-related quantities, without any explicit views on 
expected returns. In practice, many  risk-based portfolio 
construction methods (in particular those relying on the 
inverse covariance matrix) are plagued by over -
concentra tion and excess turnover.  

Parsimoniously reliant on the covariance matrix, Agnostic 
Allocation Portfolios (AAPs) establish an efficient 
compromise in the risk -based space, between portfolios 
structurally blind to the correlation structure, and those 
based  on the inverse of the covariance matrix of returns. 
Compared to previously documented risk -based portfolio 
construction methods, Agnostic Allocation Portfolios (AAPs) 
have less exposure to low -risk statistical factors which are a 
source of concentration a nd excessive trading.    

AAPs offer similar to better risk -adjusted performance 
than standard alternatives such as the Maximum 
Diversification Portfolio or Minimum Variance Portfolio, 
especially for large pools of instruments. Additionally, the 
AAPs are muc h less concentrated than th eir optimis ation -
based competitors, and thus less exposed to idiosyncratic 
risk. Finally, AAPs are much less demanding in terms of 
portfolio turnover and transaction costs. At CFM w e also 
focused on implementation efficiency: for  all risk -based 
portfolios, concentration effects and excess trading can be 
substantially reduced by using adequately cleaned 
covariance matrices.   We propose a cleaning method 
based on cross -validation.  

https://twitter.com/hashtag/CFMTech?src=hashtag_click&f=live
https://twitter.com/hashtag/CFMTech?src=hashtag_click&f=live
https://medium.com/capital-fund-management
https://medium.com/capital-fund-management/automated-reports-with-jupyter-notebooks-using-jupytext-and-papermill-619e60c37330
https://jupyter.org/
https://github.com/CFMTech/Jupytab
https://github.com/mwouts/jupytext
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With practical applications in mind, we make the code for 
the  AAP optimis ation and the covariance matrix cleaning 
method available in a Jupyter notebook.  

Other news  
¤ W·ā ˣǁʮ ǁˣǁʦǿȇǿ ʻɁȇ זVȇʮʻ ěȷȷʮɁɿʦȇ āǁɴǁȺȇʦ 
ěʣȇʦǁʻɆɴȺ Ɇɴ !ˋʮʻʦǁɠɆǁח ǁʻ ʻɁȇ !ˋʮʻʦǁɠɆǁɴ !ɠʻȇʦɴǁʻɆˢȇ 
Investment Awards. See more details and pictures on 
the event website: 
https://www.hedgefunds rock.org.au/hfr -2019-awards  

¤ Laurent Laloux, Chief Product Officer at CFM, was 
ɴǁɲȇǿ ǁʮ ɿɴȇ ɿȷ זřɿɲɿʦʦɿˣחʮ řɆʻǁɴʮח Ɇɴ ʻɁȇ ǁɴɴˋǁɠ 
Hedge Fund Journal report that identify those that are, 
or are set to become leading managers in their 
respective domains. See m ore details and the report 
ɿɴ ʻɁȇ ÇȇǿȺȇ ·ˋɴǿ îɿˋʦɴǁɠחʮ ˣȇǷʮɆʻȇ֞ 
https://thehedgefundjournal.com/tomorrows -titans -
2019-rising -hedge -fund -managers -of-the -future/  

¤ Oliver Schupp, Head of Investor Relations for North 
America, spoke at the Alternative Investment 
Management Association (AIMA) Perspectives 
Seminar, in Santiago in September on the topic 'Man 
and Machine: An introduction to systematic strat egies'. 
More information on the event can be seen here: 
https://www.aima.org/event/alternative -
perspectives.html  

¤ Philip Seager, Head of Strategies - Quantitative 
Investment Solutions,  was a delegate at the annual 
AIMA Australia Forum, speaking on a panel entitled 
 ,Trolling For Alpha - Finding An Edge With New Dataז
řȇǸɁɴɿɠɿȺɆȇʮ ǁɴǿ řǁɠȇɴʻ֥ח ·ɿʦ ɲɿʦȇ ɿɴ ʻɁɆʮ ǁɴǿ ɿʻɁȇʦ 
details of the event, please see the AIMA website: 
https://www.aima.org/events/flagship -aima -
events/aima -australia -annual -forum/aima -australia -
annual -forum -2019.html  

¤ Philippe Jordan, Head of Inv estor Relations, spoke at 
the Absolute Return Conference in Sydney about 
seeing through the noise of financial market news. See 
details of the event, and a summary of what he and 
others discussed on the website of Investment 
Magazine: 
https://www.investmentmagazine.com.au/2019/10/hed
ge-fund -cfm -says-ignore -the -news/  

¤ Char les-!ɠǷȇʦʻ öȇɁǁɠɠȇ֟ W·āחʮ Head of Data Analytics, 
took part in multiple roundtable discussions at the AI 
and Data Science in Trading conference in London in 
September. For more details, please see the event 
website: https://www.aidat atrading.co.uk/  

¤ Ƙȇ Ɂɿʮʻȇǿ ɴȇǁʦɠˮ ǁ ǿɿ́ȇɴ ɿȷ ɿˋʦ ʣɿʣˋɠǁʦ ז·ɿɿǿ ȷɿʦ 
ŊˮʮʻȇɲǁʻɆǸ řɁɿˋȺɁʻ֟ח ɿʦ ··Ŋřʮ ɠˋɴǸɁȇʮ Ɇɴ ŀҧ֥ ľɠȇǁʮȇ 
get in touch with your CFM representative for further 
details on upcoming events near you.  

¤ Below is a selection of our recent papers:  

> Conf idence Collapse in a Multi -Household, Self -
Reflexive DSGE Model arXiv:1907.07425   [pdf , 
other ] 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

https://www.hedgefundsrock.org.au/hfr-2019-awards
https://thehedgefundjournal.com/tomorrows-titans-2019-rising-hedge-fund-managers-of-the-future/
https://thehedgefundjournal.com/tomorrows-titans-2019-rising-hedge-fund-managers-of-the-future/
https://www.aima.org/event/alternative-perspectives.html
https://www.aima.org/event/alternative-perspectives.html
https://www.aima.org/events/flagship-aima-events/aima-australia-annual-forum/aima-australia-annual-forum-2019.html
https://www.aima.org/events/flagship-aima-events/aima-australia-annual-forum/aima-australia-annual-forum-2019.html
https://www.aima.org/events/flagship-aima-events/aima-australia-annual-forum/aima-australia-annual-forum-2019.html
https://www.investmentmagazine.com.au/2019/10/hedge-fund-cfm-says-ignore-the-news/
https://www.investmentmagazine.com.au/2019/10/hedge-fund-cfm-says-ignore-the-news/
https://www.aidatatrading.co.uk/
https://arxiv.org/abs/1907.07425
https://arxiv.org/pdf/1907.07425
https://arxiv.org/format/1907.07425
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CFM Talks To 

 
 

 
CFM: It might be appropriate to kick off with geopolitical 
risk , given that over the weekend (14 September) an 
attack on a Saudi Arabian oil refinery sent oil prices 
rallying and incited a surge in market volatility. This new 
threat ש an apparent susceptibility of Saudi oil 
infrastructure ש adds to an already long lis t of geopolitical 
risks. To what exten t  do you think markets are accurately 
pricing risk, and how might it be hedged?   

RE: In reading the literature on geopolitical risk you see 
lots of different ideas as to what it really is. And, clearly, 
when any portfolio underperforms, a ready answer is 
geopolitical risk. I have taken the view that by geopolitical 
risk, we mean geopolitic al events  that move  markets.  

 

 

 

 

 

 
We know that volatilities are to some extent  predictable, 
and, if you investigate the history of volatilities of different 
countries and different asset classes, they typically peak at 
the same time. It then follows that volatility innovation is 
probably common across countries and asset classes. Th e 
drone strike on the Saudi refinery was completely 
unpredictable and affected all asset classes around the 
globe  ֽnot just commodities. And, as such, one can argue 
it was an innovation s prung from a geopolitical risk.  

I have developed a statistical appro ach to assess how 
sensitive different countries and asset classes are to such a 
 ʻɿ ǁɠɠ ǁʮʮȇʻ חǸɿɲɲɿɴז Ìȷ ǁ ʮɁɿǸɝ ʦȇǁɠɠˮ Ɇʮ ֥חǸɿɲɲɿɴ ʮɁɿǸɝז
classes, every portfolio should be subject to the same 
shock. So, whilst there migh ʻ Ƿȇ ǁ זȺȇɿʣɿɠɆʻɆǸǁɠ ʦɆʮɝ 
premium  ʮ ȺɿɆɴȺ ʻɿחɿɴȇ Ɇʮ ʮʻɆɠɠ ˋɴǁǷɠȇ ʻɿ ʣʦȇǿɆǸʻ ˣɁȇɴ Ɇʻ ח֟
happen, and whether it will  affect all asset classes. I t turns 

We had the privilege of sitting down with Professor Robert Engle at his New York University office to discuss a range 
of contemporary topics, as well as some of his current research interests. Rob is currently the Michael Armellino 
Professor of Management and Financial Services, as well as Director of the Volatility Institute at the Leonard N. Stern 
School of Business. He is perhaps best known for his work on volatility modelling, for which, along with Clive Granger, 
he was awarded the Nobel Memorial Prize in Economics in 2003. His work has found wide application in the 
economics and finance professions, in particular the techniques he developed for more accurate risk forecasting.  

Rob remains active and involved in the public discourse on economic and trade  policy, as well as systemic risk. He 
also continues to teach, amongst others, in the NYU Stern MBA program. We asked Rob about his opinion around a 
set of three key themes: global economic uncertainty and geopolitical risk, his views on the US economy and  current 
policy, as well as his new -fangled interest in climate change and risk. We also took the opportunity to get his take on 
some of the most talked about trends in asset management.  

ñ 
 

To me, the evidence is 
not that conclusive that 
fiscal stimulus has  been 
effective in the US, 
except for propelling 
the stock market.  

Robert Engle  
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out there is evidence that certain countries and asset 
classes are more sensitive to th ese common shocks than 
others.  

And is it possible to hedge it?  

An optimal portfolio  ֽa Markowitz mean -variance -like 
portfolio for instance  ֽis desirable because it features low 
volatility. But, what you would really like to know is that 
the volatility will stay low. So, if your preference is for a 
portfol io to be relatively unexposed to geopolitical risks, it 
is a different criteria, where a Markowitz portfolio might 
not be optimal. You might want to deviate from the 
Markowitz portfolio, or have another measure for 
optimisation other than just mean -varianc e efficiency  ֽ
that is if you believe there to be a paradigm of heightened 
geopolitical risks.  

CFM: Following this chain of reasoning, one could argue, 
despite much punditry, that pinpointing a particular 
theme or type of geopolitical risk and how that mi ght 
manifest in the markets is irrelevant? Is it how the 
common shock affects global market that matters?  

RE: Yes indeed. I can go back in time and identify the days 
where we observed the most volatility owing to a 
 .ҭ֫ҥҥ֟ ɿʦ֟ ʻɁȇ ǿǁˮ right after the Brexit vote ֞חȺȇɿʣɿɠɆʻɆǸǁɠ ʦɆʮɝז
These are clearly two totally different events  ֽone a 
terrorist attack, the other part of a political process.  

CFM: Have you observed any geop olitical risks that 
produce unique persistence in volatility?  

RE: Geopolitical risks  are themselves supposed to be 
innovations, and as such do not have any autocorrelation. 
The shock itself predicts an increase in volatility, for 
instance following some sort of a GARCH -model. (Readers 
can refer to the appendix in our whitepaper entitled ᴉOf 
Presidents and Heart Attacks ש risk control as 
ǤȐʘǫɤɬȐȃȐǝǁɹȐȾȳ ɹȋɤȾʁȄȋ ɹȐȱǫᴊ ȷɿʦ ǁ ǿˋɲɲˮחʮ ȺˋɆǿȇ to 
GARCH-models.) One observes the consequences of the 
shock persisting for some substantial amount of time, but 
the shocks themselves should be serially un correlated. At 
ʻɁȇ ʮǁɲȇ ʻɆɲȇ ʻɁȇˮ ʮɁɿˋɠǿ Ƿȇ Ǹɠˋʮʻȇʦȇǿ ǁɴǿ ˮɿˋחɠɠ ȷɆɴǿ֟ 
taking a good example, more of these shocks during the 
2007 -2008 financial crisis.  

CFM: Robert Shiller, for one, has been arguing that the 
growing narrative of recession, is likely to be causative  of 
a recession. Do you believe it likely that the more 
frequent geopolitical shocks are supporting the fear of a 
recession?   

RE: Specific to my framework, a recession that gradually 
ɲǁʻȇʦɆǁɠɆʮȇʮ ˣɿˋɠǿɴחʻ ʻʦɆȺȺȇʦ ǁɴˮ ɁȇɆȺɁʻȇɴȇǿ ˢɿɠǁʻɆɠɆʻˮ ʦɆʮɝ, 
since there is no particular moment where the system is 
being shocked. Nonetheless, one of the geopolitical events 

that shows up in our metric was on 22 January 2008  ֽthe 
day the Fed lowered interest rates 75 basis points without 
having a meeting. One t hinks of this as an economic 
event, but the rate cut conveyed meaningful information 
about how serious the Fed thought the financial crisis was 
going to be  ֽultimately producing lots of volatility in 
financial markets all around the world.  

CFM: Your last comment is an appropriate segue into the 
topic of monetary policy ש a theme that is garnering 
immense scrutiny amidst a cacophony of conflicting 
voices on the appropriate monetary policy path. 
Tomorrow (18 September) the Fed will in all likelihood cut 
inte rest rates a further 25 basis points. Do you think this is 
the right decision?  

RE: It depends on what they see in the Beige book. I 
suspect they are seeing stress in various areas, and have to 
balance what markets are expecting. But, I have to say, we 
have  become too focused on the stock market as a way of 
measuring the performance of the economy. And the 
stock market is going up for a variety of other reasons  ֽ
buybacks mostly, because of the big tax cut.  
 
Based on what I observe, I am not sure I would lo wer rates. 
But I also think once we are at 2%, there is not much juice 
left in monetary stimulus. I would, however, certainly 
caution against negative interest rates.  

ñ 

 

 

 

CFM: Your assessment rhymes with those of many others 
who question the efficacy of further monetar y policy 
easing ש especially as a remedial action to market 
externalities. In a run -up event to the G7 held in France 
earlier this year, François Villeroy de Galhau, Governor of 
the <ǁȳɣʁǫ Ǥǫ cɤǁȳǝǫׁ ɬǁȐǤ ɹȋǁɹ ᴇȱȾȳǫɹǁɤʟ ɡȾȨȐǝʟ ǝǁȳȳȾɹ 
repair the damage caus ed by protectionist 
ʁȳǝǫɤɹǁȐȳɹȐǫɬ׆ᴈ ĘȾʁȨǤ ʟȾʁ ʙǁȄǫɤ ɹȋǁɹ ɹȋǫ ɡǁɹȋ Ⱦȃ ȨȾȾɬǫɤ 
monetary policy is, in large part, a response to current 
trade uncertainties?  

RE: Yes. I think the US trade policy has hurt global growth, 
but, in particular, has hurt the US economy. And if you 
believe the economy is vulnerable to further downside 

One of the effects of 
sustainable investing is that 
markets are prompted to 
figure out how to let 
companies make profitable 
investments that take time.  
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risks, a monetary or fiscal policy response is typically called 
upon. But, invariably, on e first turns to monetary policy as 
it is more flexible, and, the US has probably exhausted 
what it could achieve with fiscal policy via the tax cut. And, 
so, there is a call upon monetary policy because there 
ǁʦȇɴחʻ ɲǁɴˮ ɿʻɁȇʦ ɿʣʻɆɿɴʮ֥ 
  
CFM: Do you share  the ECB, and its outgoing president 
°ǁɤȐȾ DɤǁȄȋȐᴊɬ ʘȐǫʙ ɹȋǁɹ ȃȐɬǝǁȨ ɡȾȨȐǝʟׁ Ȑȳ ɹȋǫ ǫʘǫȳɹ Ⱦȃ ǁȳʟ 
ȃʁɤɹȋǫɤ ǫǝȾȳȾȱȐǝ ǤǫɹǫɤȐȾɤǁɹȐȾȳׁ ɬȋȾʁȨǤ ᴇǁɬɬʁȱǫ ǁ ȱȾɤǫ 
ɡɤȾȱȐȳǫȳɹ ɤȾȨǫ Ȑȳ ɬʁɬɹǁȐȳȐȳȄ ǤǫȱǁȳǤ׆ᴈ11   

RE: I have spoken very disapprovingly about the austerity 
measures and rhetoric that have dominated European 
policy discussions. However, when I am asked about the 
US, I say there was a period  ֽa very short amount of time 
ago  ֽwhen the Tea Party was pushing for no debt, no tax 
increases  ֽthe small government i dea. That has been 
turned upside down with the tax cut and the enormous 
growth in the deficit. I am not convinced the US economy, 
given that it has been engaged in substantial fiscal 
stimulus, needs monetary policy easing in addition. To me, 
the evidence i s not that conclusive that fiscal stimulus has 
been effective in the US, except for propelling the stock 
market.  

CFM: Along with the discussion of monetary policy, is the 
fear amongst some that the cycle of cheap money is 
driving the growth of outstanding credit to risky levels. Are 
you monitoring the amount of credit swirling around in 
markets?  

RE: What I monitor is whether banks in the US, and 
roughly 70 other countries, seem to have enough capital 
given their outstanding de bt, and the market value of 
the ir equity . This is akin to a stress -test and it is a measure 
ˣȇ Ǹǁɠɠ זŊłÌŊô12ח. This is a measure of the amount of dollars 
a bank would need to raise in order to continue to 
function normally, if there is another  financial shock  like 
the 2007 -2008 financial crisis, when the stock marke t fell 
by 40% over six months.  

What we observe from this measure is that China and 
Japan feature as the two countries with the highest 
shortfall  ֽǁɴǿ ȺɿɆɴȺ ˋʣ֟ Ƿˋʻ ʮɠɿˣɠˮ֥ řɁȇ ŧŊח ʮɁɿʦʻȷǁɠɠ֟ 
however, is  low, but going up rapidly. The sum of the 
global shortfall is, alarmingly, as high as it was during the 
financial crisis - approximately $4 trillion. By my calculation, 
and in the model we estimated , as capital shortfall gets 
high, the likelihood of a fin ancial crisis gets higher.   

Now, there is reason to think tha t the debt in China is not 
as easy to ignite as in a capitalist market, because it is 
implicitly guaranteed by the state. Which begs the 

  
11 See account of the ECB monetary policy meeting: 

https://www.ecb.europa.eu/press/accounts/2019/ html/ecb.mg190822~63660ecd81.en.html   

question: Is this private or public debt? I would argue a lot 
of it is public debt. But its market value is low, and the 
market cap of these banks is small compared to their 
liabilities. Consequently, it only takes a small change in 
their asset values to drive them into bankruptcy. But no 
one expects Chinese bank s to go bankrupt. There is no 
need for the question of whether they are too -big -to -fail, 
because the st ate will simply bail them out.  

But, on a related note, I think the effect of having these 
banks undercapitalised mean that they are not doing the 
busine ss that banks are supposed to do, which is taking 
money from savers, and making loans to borrowers. And 
these borrowers are the people who should be willing to 
pay the most for the capital and those are the people that 
Ǹǁɴחʻ Ⱥȇʻ Ɇʻ - instead it is going to  state owned enterprises. 
The allocation system is not working properly and I think 
that is one of the main reasons they are slowing down.  

CFM: You noted that the shortfall of US banks is growing 
rapidly. Is this a worrisome trend, or is it likely just fo r 
temporary, idiosyncratic reasons?  

RE: Ì ʻɁɆɴɝ ʻɁȇ ɆɴǸʦȇǁʮȇ Ɇɴ ŧŊ Ƿǁɴɝʮח ʮɁɿʦʻȷǁɠɠ Ɇʮ ʣʦɿǷǁǷɠˮ 
attributable to the steps taken towards deregulation. At 
the same time, the initial tax cut for these banks and the 
deregulation actually makes them look like they have got 
excess capital. I think it is dangerous in the US, but at the 
same time, the probability of a crisis here is still below 50%.  

CFM: In a recent interview Professor Anat Admati of 
Stanford University was speaking about banking 
regulation that you just mentioned. She argues for 
tougher  regulation to reduce fragility in the banking 
ɬʟɬɹǫȱ׆ <ʁɹ ǜǁȳȥɬ ǝǁȳᴊɹ ǁʁɹȾ ɤǫȄʁȨǁɹǫׁ ǁȳǤ ɤǫȄʁȨǁɹȾɤɬ 
have been shown to be typically ill -equipped for the task. 
Do you have any notion (or proposal) of what effective 
regulation might look like? Especially in  terms of capital 
requirements?  

RE: Ì ǿɿɴחʻ Ɂǁˢȇ ǁ ʥˋǁɴʻɆʻǁʻɆˢȇ ɴˋɲǷȇʦ  ֽit is in any event 
difficult to pinpoint. But, we are doing research on this 
topic and one of the things that we have seen, 
interestingly, is that there are quite a few countries in t he 
world where the banks are overcapitalised . This is 
especially prevalent in emerging market countries, where 
not enough risk is being taken. It simply means that they 
are not making loans that should be made. Many of these 
banks might not be pushing at t he margins in trying to 
find entrepreneurs that they can lend money to.  

We use a total capital ratio of 8%, with some divergence 
amongst banks being over or undercapitalised with this as 

12 Please refer to the website of the NYU Stern Volatility institute and the SRISK page for further details: 
https://vlab.stern.nyu.edu/welcome/srisk   

https://www.ecb.europa.eu/press/accounts/2019/html/ecb.mg190822~63660ecd81.en.html
https://vlab.stern.nyu.edu/welcome/srisk
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the midpoint level. Our work shows that this ratio is not far 
from w hat should be a reasonable measure.  

CFM: If I may move into some of the contemporary topics 
being discussed in the finance industry. A recent 
Financial Times article highlighted survey results showing 
that various CIOs and other decision makers identified  
climate change and AI as the two global trends most 
likely to transform the asset management industry. 13 Do 
you share this view?  

RE: I think AI will change all sorts of things. I am not so 
convinced it has much t o offer for financial markets.  

As for clima te change, and ESG more generally  ֽit is 
clearly a big driver of investment appetite, and I think 
asset management firms and hedge funds are falling all 
over themselves trying to figure out what products they 
can offer. It seems to me there are different motivations. If, 
for instance, a portfolio manager is to take into account 
any of a large assortment of ESG -like factors or metrics, a 
profibility  is likely to take a hit in the short run. But,  such 
investments  are likely to pay -off in the long run. This i s 
related to the concern that financial markets have a bias 
toward short -termism. So, it might be that one of the 
effects of sustainable investing is that markets are 
prompted to figure out how to let companies make 
profitable investments that take time.  

ñ 

 
 

CFM: In this same FT article, the research not only 
suggests that AI and climate change are the two major 
trends, but ironically, that these are the issues asset 
managers are most ill -prepared to address. If you were 
managing money for investors, how might you go about 
integrating their demands?  

RE: That is a little unfair! I am not very optimistic that 
having ESG scores, especially the way that they are being 
compiled  ֽtaking weighted averages of these across a 
firm, then weighting the firms in your portfolio by this 
measure  ֽgives you a portfolio with a very coherent 
purpose. That is partly why I did research on climate 

  
13 Financial Times, 15 September AI and climate chaז 2019 , ɴȺȇ ʻʦǁɴʮȷɿʦɲ Ɇɴˢȇʮʻɲȇɴʻ ʮȇǸʻɿʦח: 

https://www.ft.com/content/fa8885f6 -ad69 -3dd0 -a437-6aeb23c753ad   
14 See the paper by En Ⱥɠȇ ȇʻ ǁɠ֥ זÇȇǿȺɆɴȺ WɠɆɲǁʻȇ WɁǁɴȺȇ ąȇˣʮח: 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3317570   

change, and how o ne may go about hedging for it. 14 The 
idea with the portfolio we created is that; what one would 
ʦȇǁɠɠˮ ɠɆɝȇ֪ ʻɁȇ ʦȇǁʮɿɴ ɿɴȇ ɲɆȺɁʻ Ɇɴˢȇʮʻ Ɇɴ ʻɁȇ זhח ʣǁʦʻ ɿȷ 
climate change; is to hedge against the worst outcomes of 
climate change.   

CFM: The one thing I found striking about this research ש 
given we touched upon short -termism earlier ש is that the 
hedging is done on a relatively short timescale, whereas 
dramatic climate change effects are only likely to 
manifest over a longer timescale. How did your research 
marry this timeframe misalliance ? 

RE: If you want to know which firms will be best 
ʣɿʮɆʻɆɿɴȇǿ ȷɿʦ ǁ זǷǁǿח ǸɠɆɲǁʻȇ ɿˋʻǸɿɲȇ Ɇɴ ҩҤ ˮȇǁʦʮ֟ ˮɿˋ ˣɆɠɠ 
have to do a lot of crystal -ball -looking. There are many 
unknown unknowns: companies will change their lines of 
business, we will have technolog ical innovation that we 
ǿɆǿɴחʻ ǁɴʻɆǸɆʣǁʻȇ֟ ȇʻǸ֥ Ŋɿ Ɇʻ ʮȇȇɲʮ ʻɿ ɲȇ ˮɿˋ Ǹǁɴחʻ ʦȇǁɠɠˮ 
expect a fund to figure that out. Instead, what you want to 
do as time goes by, is update your valuation using new 
infor mation in a dynamic portfolio.  

How do you do that?  

Ƙȇ ˣǁɴʻ ʻɿ ɝɴɿˣ ˣɁȇɴ זǷǁǿח ɴȇˣʮ ǁǷɿˋʻ ʻɁȇ ǸɠɆɲǁʻȇ ɁɆʻʮ 
the wires, which stocks investors buy, and which ones they 
sell. The reasoning goes that investors are likely to buy 
ʻɁɿʮȇ ȷɆʦɲʮ ʻɁǁʻ ǁʦȇ Ƿȇʮʻ ʣɿʮɆʻɆɿɴȇǿ ʻɿ ˣɆʻɁʮʻǁɴǿ ǁ זǷǁǿח 
climate scenario, and they  are going to sell the ones that 
are likely going to be hurt. They should, in all likelihood, 
probably be selling, for example, stocks with high fossil 
fuel reserves and buying ones that offer a promising 
approach to mitigate climate change. That is what w e are 
trying to figure out.  

ąȇˢȇʦʻɁȇɠȇʮʮ֟ ʻɁȇ ɲǁʦɝȇʻ ǿɿȇʮɴחʻ easily reveal any portfolio 
indicating a  climate change premium, and the evidence is 
not significant as to what such a hedging portfolio may 
look like. However, if you create such a portfolio, and you 
suppose there is a significant event that galvanises 
Ɇɴˢȇʮʻɿʦʮח ˢɆȇˣʮ ɿɴ ǸɠɆɲǁʻȇ ǸɁǁɴȺȇ֟ ʻɁɆʮ ʣortfolio may 
become more revealing, and we will have a better idea of 
who the winners are likely to be. And if you are a pessimist 
about climate change, this is likely the portfolio you want; if 
ˮɿˋ ǁʦȇ ǁɴ ɿʣʻɆɲɆʮʻ֟ ʻɁȇɴ ˮɿˋחɠɠ ʣʦɿǷǁǷɠˮ ʣɠǁˮ ʻɁȇ ɿʻɁȇʦ ʮɆǿȇ. 

CFM: It is interesting that you frame the desire for such a 
hedging portfolio as optimist vs. pessimist, in that it 
speaks to a level of conviction one might harbour about 
climate change. It reminds me of a recent poll that 
showed the US being the most s ceptical nation abou t 
climate change and its cause. 15 Following your reasoning, 

15 See the YouGov pole results here: https://yougov.co.uk/topics/science/articles -
reports/2019/09/15/international -poll -most -expect -feel -impact -climate   

řɁȇ ɲǁʦɝȇʻ ǿɿȇʮɴחʻ 
reveal itself very well 
about any climate 
change premium.  

https://www.ft.com/content/fa8885f6-ad69-3dd0-a437-6aeb23c753ad
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3317570
https://yougov.co.uk/topics/science/articles-reports/2019/09/15/international-poll-most-expect-feel-impact-climate
https://yougov.co.uk/topics/science/articles-reports/2019/09/15/international-poll-most-expect-feel-impact-climate
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an investor in Europe is therefore likely to act in a 
meaningfully different way than his or her average 
counterpart in the US.  

RE: Right. This will probably speak to how, for example, a 
fossil fuel firm is priced. A European investor might assign 
a lower value than a US investor, and if one follows this 
reasoning, it is likely that US investors might accumulate a 
bigger share of the f ossil fuel industry than European funds.   

What is important, however, is to ask: How do you value a 
fossil fuel company over the next 50 years? And that 
depends a lot on what you think is likely to happen. If 
there is a risk that fossil reserves are going to become 
stranded assets  ֽdo you want to hold or short that risk? If 
you want to hold that risk, it is probably akin to earning  a 
risk premium.  

CFM: In your paper, you made a very important 
ǤȐɬɹȐȳǝɹȐȾȳ ǜǫɹʙǫǫȳ ᴉɡȋʟɬȐǝǁȨᴊ ǁȳǤ ᴉɤǫȄʁȨǁɹȾɤʟᴊ ɤȐɬȥׁ ǁȳǤ ɹȾ 
me this is particularly relevant given the competing views 
about regulation and any likely regulatory responses. 
How, in the current climate of protectionist and 
nationalistic rhetoric, do you think we square this with 
what is an inherently global problem, ca lling for 
multilateral action?  

RE: I think that is the most salient feature of what we are 
living through right now. Most of my colleagues and I here 
in the US think the government should respond, 
regardless of whether they believe climate change is 
manmad e or not. They should be able to act and adapt to 
its consequences.  

I also think there is energy in the US around the idea of 
ʻɁȇ ʣʦɆˢǁʻȇ ʮȇǸʻɿʦ ʣɆǸɝɆɴȺ ˋʣ ʻɁȇ ʮɠǁǸɝ֟ Ƿˋʻ Ì ǿɿɴחʻ ǷȇɠɆȇˢȇ 
they can to the extent that it is needed  ֽat least not until 
prices  are rationalised. One cannot expect the private 
sector to embark on massive infrastructure projects such 
as, for example, sea -walls or early warning systems  ֽthese 
are all collective public goods and would require at least 
some government involvement.   

CFM: This is in line with a growing call to action amongst 
business leaders and CEOs of large asset managers to 
take ownership of the challenge. One could argue this is 
a slippery slope as it usurps the authority and 
responsibility of governments and polic y makers. There is 
a difference between investment convictions of how 
funds should be invested, versus doing so in response to a 
lack of regulation or government failings.  

RE: The best we can hope for, and the best I think we 
should expect from the private  sector is that they make 
wise investments from a present discounted value point of 
view. In other words, if there is, for example, energy saving 
technology that firms could use, but it takes ten years to 

realise, markets should be more patient in seeing t hose 
opportunities realised.  

¤ ·Ɇɴǿ ǿȇʻǁɆɠʮ ɿȷ ľʦɿȷȇʮʮɿʦ hɴȺɠȇחʮ ʦȇʮȇǁʦǸɁ֟ ǁ ɠɆʮʻ ɿȷ 
upcoming conferences, and other news on his faculty 
website:  https://www.stern.nyu.edu/faculty/bio/robert -
engle  

¤ łȇȷȇʦ ʻɿ ʻɁȇ ˣȇǷʮɆʻȇ ɿȷ זƗ-öǁǷח ȷɿʦ ǁɴǁɠˮʮɆʮ ǁɴǿ 
documentation of the Systemic Risk (SRISK) tool, 
along with a host of other quantitative 
analysis: https://vlab.stern.nyu.edu/  

 

Professor Engle spoke with A ndré Breedt, Research 
Associate in the Paris office of CFM.  

 

Disclaimer  
THE TEXT IS AN EDITED TRANSCRIPT OF AN INTERVIEW 
WITH PROFESSOR ROBERT ENGLE IN SEPTEMBER 2019 
IN NEW YORK . THE VIEWS AND OPINIONS EXPRESSED IN 
THIS INTERVIEW ARE THOSE OF PROFESSOR ROBERT 
ENGLE AND  MAY NOT NECESSARILY REFLECT THE 
OFFICIAL POLICY OR POSITION OF EITHER CFM OR ANY 
OF ITS AFFILIATES. THE INFORMATION PROVIDED 
HEREIN IS GENERAL INFORMATION ONLY AND DOES 
NOT CONSTITUTE INVESTMENT OR OTHER ADVICE. ANY 
STATEMENTS REGARDING MA RKET EVENTS, FUTURE 
EVENTS OR OTHER SIMILAR STATEMENTS CONSTITUTE 
ONLY SUBJECTIVE VIEWS, ARE BASED UPON 
EXPECTATIONS OR BELIEFS, INVOLVE INHERENT RISKS 
AND UNCERTAINTIES AND SHOULD THEREFORE NOT BE 
RELIED ON. FUTURE EVIDENCE AND ACTUAL RESULTS 
COULD DIFFER MATERIALLY FROM THOSE SET FORTH, 
CONTEMPLATED BY OR UNDERLYING THESE 
STATEMENTS. IN LIGHT OF THESE RISKS AND 
UNCERTAINTIES, THERE CAN BE NO ASSURANCE THAT 
THESE STATEMENTS ARE OR WILL PROVE TO BE 
ACCURATE OR COMPLETE IN ANY WAY.  
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Whitepaper  

Of  presiden ts and heart 
attacks  - Risk control as 
diversification through 
time   

Executive summary  
In this short note we briefly introduce הʦɆʮɝו (for those 
readers unfamiliar with the concept and how it is defined); 
show conceptually how we are able to forecast and 
control it  (for those concerned about risk in their portfolio 
and how it may  be mitigated); and highlight , through a set 
of historic events, how even a risk -controlled portfolio 
remains at the mercy of idiosyncratic events .  

Introduction  
In common parlance , risk is simply the possibility of loss. 
Losses may stem, predominantly, from two sources: 
uncertainty about the 1) direction  of expected returns, and 
the 2) magnitude  of returns. While the former (alpha) is 
difficult to harvest and maintain, the latter ( volatility) 
displays certain features that facilitate the forecasting, and 

thus controlling of the magnitude of investment moves. 16  

The question of risk  and volatility  has occupied some of 
the most celebrated  minds in finance and economics for 
the better p art of 70 y ears. Most of the seminal work still 
cited today reads like  ǁ ˣɁɿחʮ ˣɁɿ ɿȷ ąɿǷȇɠ ľʦɆ́ȇ ˣɆɴɴɆɴȺ 
economists : Markowitz, Sharpe, and Engle to name but a 
few , all toiled to understand  the nature of risk, and sought 
appropriate models to measure and forecast it.   

The use of volatility as a short -hand for risk, 
notwithstanding its now ubiquitous acceptance, provokes 

much criticism. 17 Still, as volatility is easier to quantify and 
exhibit s features we can leverage to adjust  exposure to 
further hikes in market stress , it can readily be used to 
design a risk -controlled portfolio.  

  
16 řɁȇʦȇ ǁʦȇ ɲǁɴˮ ɿʻɁȇʦ ɝɆɴǿʮ ɿȷ זʦɆʮɝח ʻɁǁʻ Ǹǁɴ ɲǁnifest over the holding period of any investment: one 
ɴȇȇǿ ʮɆɲʣɠˮ ȷɠɆʣ ʻɁʦɿˋȺɁ ǁɴˮ זôȇˮ Ìɴˢȇʮʻɿʦ ÌɴȷɿʦɲǁʻɆɿɴ ^ɿǸˋɲȇɴʻח ַôÌÌ^ָ ɿʦ זľʦɿǿˋǸʻ ^ɆʮǸɠɿʮˋʦȇ 
Ŋʻǁʻȇɲȇɴʻח ַľ^Ŋָ ʻɿ ʻǁɝȇ ɴɿʻȇ ɿȷ ʻɁȇ ɲˮʦɆǁǿ ɿȷ ˢǁʦɆɿˋʮ ʦɆʮɝʮ ʻɿ ˣɁɆǸɁ ǁ ʣɿʦʻȷɿɠɆɿ Ɇʮ ȇ˭ʣɿʮȇǿ֞ ǿʦǁˣǿɿˣɴ֟ 
cur rency, tax, liquidity, counterparty, etc. to name but a few.    

17 Perhaps most famously from Warren Buffet who berated the use of volatility as a risk measure in his 
ҦҤҥҨ ɠȇʻʻȇʦ ʻɿ ʮɁǁʦȇɁɿɠǿȇʦʮ֟ ǸǁɠɠɆɴȺ Ɇʻ֟ ǁɲɿɴȺʮʻ ɿʻɁȇʦʮ֟ הfar  ȷʦɿɲ ʮˮɴɿɴˮɲɿˋʮ ˣɆʻɁ ʦɆʮɝ֞ו 
https://www.berkshirehathaway.com/letters/2014ltr.pdf  

18 Standard deviation is a statistical measure of the dispersion of a set of numbers around an average. See 
for instance: https://en.wikipedia.org/wiki/Standard_deviation   

19 A criticism levelled at the typical calculation of volatility, is the agnostic treatment of positive and 
negative price changes (since both the positi ve and negative returns are squared). However, when one 

Therefore choosing and assigning a quantifiable proxy for 
the size of market moves is important to control volatility, 
and deliver a more predictable return profile. This note wil l 
focus on volatility and why the adoption of a systematic, 
volatility -controlled protocol is desirable, and even 
necessary.  

What is risk? And how is it 
commonly measured?  
Risk has become synonymous with volatility, and is most 

commonly measured as the s tandard deviation, 18 i.e. the 
degree of deviation from the mean of a price return series 
over a given period, ordinarily annualised and printed in 

percentage. 19 

Equating risk with volatility is not a new idea. A lready in his 
1952 seminal paper, Harry Markowi tz, the father of Modern 

Portfolio Theory, associated risk with variance 20  in the 
value of a portfolio, stating that one should consider 
ˢǁʦɆǁɴǸȇ ɿȷ ʦȇʻˋʦɴ ǁɴ undesirableה  ʻɁɆɴȺ֥ו āǁʦɝɿˣɆʻ́ ǁɠʮɿ 
discussed risk in its relation to the correlation of assets, 
namely that combining two correlated assets intuitively 
increases risk relative to the combination of two anti -
correlated assets. Sitting in between these two extremes, 
the combination of uncorrelated assets reduces risk more 
than returns and thus provides an improvement in risk 
adjusted returns. This observation is at the heart of what 
Çǁʦʦˮ āǁʦɝɿˣɆʻ́ ǿȇʮǸʦɆǷȇǿ ǁʮ הʻɁȇ ɿɴɠˮ ȷʦȇȇ ɠˋɴǸɁ Ɇɴ 
ȷɆɴǁɴǸȇ֥ו  

Some features and 
charact eristics of volatility  
In finance jargon, it is well understood that volatility is s aid 

ʻɿ ȇ˭ɁɆǷɆʻ זǁʁɹȾǝȾɤɤǫȨǁɹȐȾȳᴊ,21 or ᴉǝȨʁɬɹǫɤȐȳȄᴊ  ֽthat is to say 
that high (low) volatility in the past, is likely to be followed 

by high (low) volatility in the future. 22 It is thus is a 
measurement of the relationship between a time series, 
and a lagge d version of itself.   

Measured between -1 (perfectly negatively correlated) and 
+1 (perfectly positively correlated), it measures by how 

much volatility levels persist. 23 To illustrate this persistent 

wants to forecast risk, this can be remedied by, for instance, constraining a risk estimation model by 
only taking negative price changes into account  ֽɿȷʻȇɴ Ǹǁɠɠȇǿ זǿɿˣɴʮɆǿȇ ʦɆʮɝ ɲȇǁʮˋʦȇʮ֥ח 

20  Varian ce is the squared difference between an observation and the mean of all the observations in the 
same time series, the standard deviation (volatility) is the square root of the variance.  

21 !ɠʮɿ ʮɿɲȇʻɆɲȇʮ ʦȇȷȇʦʦȇǿ ʻɿ ǁʮ זʮȇʦɆǁɠ ǸɿʦʦȇɠǁʻɆɿɴ֥ח  
22 This feature was first documented by Benoit  āǁɴǿȇɠǷʦɿʻ Ɇɴ ɁɆʮ ҥҭҪҧ ʣǁʣȇʦ֟ זThe Variatio n of Certain 
ŊʣȇǸˋɠǁʻɆˢȇ ľʦɆǸȇʮח. The Journal of Business, 1963, vol. 36, 394 . 

23  Please see our discussion note הÌʮ ʻɁȇʦȇ ǁ ֩ɴȇˣ ɴɿʦɲǁɠ֩ Ɇɴ ƗɿɠǁʻɆɠɆʻˮ āǁʦɝȇʻʮ֦֥֥֥ ľʦɿǷǁǷɠˮ ɴɿʻ֡ו in which 
we illustrate the fluctuating, yet consistent autocorrelation characteristic of b oth implied and realised 
volatility in equity markets. The paper is available on our website.   

https://www.berkshirehathaway.com/letters/2014ltr.pdf
https://en.wikipedia.org/wiki/Standard_deviation
https://www.cfm.fr/insights/is-there-a-new-normal-in-volatility-markets-probably-not/
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feature of volatility, in Figure 1 we plot the monthly realised 
volatility of the Dow Jones Industrial Average, and show 
how a month of high (low) volatility is followed by a month 
with high (low) volatility.   

 

Figure 1: We plot the monthly volatility calculated as the 
annualised daily realised volatility using a 22 -day (1-month) 
standard deviation moving average. High (low) volatility in a 
ʣʦȇǸȇǿɆɴȺ ɲɿɴʻɁ ַזˢɿɠǁʻɆɠɆʻˮ ʻɿǿǁˮח ɿɴ ʻɁȇ ˭-axis), is typically 
followed by high (low) volatility in the succeeding month 
 ɿɴ ʻɁȇ ˮ-axis). Point B for example חˢɿɠǁʻɆɠɆʻˮ ɿɴȇ ɲɿɴʻɁ ɠǁʻȇʦזַ
shows th at a month with volatility of ~ 38%, is followed by a 
month wh ere the monthly volatility is ~ 30%. Point A is the 
average, annualised monthly realised volatility of the Dow since 
1910: 11%. 

Autocorrelation of volatility is observa ble, and measurable 
at both security, and portfolio level. However, the volatility 
of a single security is habitually higher than that of a 
portfolio with multiple (uncorrelated) securities. This is as a 
result of diversification (due to the way risk combi nes 
among uncorrelated instruments as mentioned above). 
The addition of securities in a portfolio thus reduces the 
overall volatility of the portfolio as illustrated in Figure 2 . 

  
 

 

Figure 2 : A representation of how the volatility (y -axis) of a 
portfolio de creases with the addition of an increasing number of 
securities in a portfolio (x -axis in log -scale). We assume zero 
correlation between stocks and normally distributed returns (the 
red curve marked optimal). For the sake of simplicity, each stock 
is assum ed to have a daily volatility of 1%, with the addition of 
each new stock also assumed to have the same 1% daily 
volatility. The volatility of a portfolio of N assets ש given the 
assumption that the securities are un correlated ש decreases at 

the rate  of   
Ѝ

. If, however, as is the case in financial markets, 

securities exhibit varying degrees of correlation among 
themselves, the rate of decrease in volatility is slower. This is 
indicated by the black curve, marked ”  0.3, i.e. assuming a 
~30% average correlation between securities in the market. 
Correlations between stocks exhibit such an effect and therefore 
stock market indices quickly no longer feel the benefits of 
diversification beyond a given threshold of N.   

Another  feature of volatility is its tendency to spike 
unexpectedly (see for instance Figure 3). Whilst some 
spikes in volatility are easily attributable to an idiosyncratic 
or exceptional event, it is often less evident why volatility in 
the market increases so suddenly. Higher volatility in 
equities is also most commonly associated with negative 
return shocks, that is, a negative  and asymmetric  
relationship exists between volatility and returns   ֽthe so 
called Leverage Effect . This ties in with the negative 
skew ness observed in equity markets. Whilst interested 
readers can refer to a more technical explanation of 
skewness and different moments of the return 
distribution, for the purposes of this note, it suffices to say 
stock returns are characterised by a mix of  regular, but 
small positive returns, dotted with less frequent, but large 
negative returns.  
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Figure 3 : The daily price returns for Coca -Cola (constituent of the 
Dow Jones Industrial Average Index) during February 2019. 
Volatility was muted for the first  half of the month, but a sell -off 
on February 14 (day 9 in the plot) following a warning issued by 
the company that sales growth was likely to slow in 2019, lead to 
a -8.4% drop in the stock price. Although this is one anecdotal 
example of a pronounced sp ike in volatility, followed by a period 
of higher volatility, it is a common observation in equity markets.  

Why does one control for 
risk? 
Prospect theory shows that given a set of choices, investors 
prefer less risk  ֽthey are for the most part said to be  risk-

averse.24 Investors are as such inclined to select more 
certainty about the outcome of an investment, even if it 
entails lower returns. That is to say, they prefer returns with 
fewer severe negative returns (fat -left -tailed returns).   

Since investors are behaviourally more risk -averse, 
increased volatility and drawdowns in the short -term can 
prove very trying for some. This often leads to irrational  ֽor 
even imprudent  ֽinvestment decisions. Some might, in 
addition, require certainty o f returns as and when financial 
risk thresholds are breached. Others might also require a 
limit in downside risk.  

In order to address these behavioural traits it is natural to 
want to control the risk of an investment or a portfolio of 
investments. If ris k can fluctuate, then inevitably there are 
periods of high volatility. One may be aware that these 
periods will exist, but living through them is a different 

  
24 We have shown in prior work that in reality investors are rather loss -averse and actually quite like to 

experience large and sharp gains in a P&L, a result th at explains the premium received by insurance 
ʮȇɠɠȇʦʮ֥ WˋʦɆɿˋʮ ʦȇǁǿȇʦʮ ǁʦȇ ǿɆʦȇǸʻȇǿ ʻɿ ɿˋʦ ǿɆʮǸˋʮʮɆɿɴ ɴɿʻȇ הRisk Premium Investing. A tale of two tails  ו
available on th e CFM website.  

matter! If these periods of high risk also coincide with 
periods of negative performance then one is in the realm 
of the most difficult to bear returns: those with the dreaded 
fat -left -tail! Risk control thus is a remedy for reducing fat 
tails but also, in general, an  improver of risk -adjusted 
returns, once the biggest moves are smoothed out.  

How does one control for 
risk?  
As any Finance 101 student will instinctively tell you , 
d iversification. It is one of the key tene ts of finance and 
allows investors to avoid what is commonly termed 
or diversifiable risk ,חɴʮˮʮʻȇɲǁʻɆǸ ʦɆʮɝˋז  - those  risks that are 
not commonly shared across all industries or asset classes.  

As investors spread risk exposure over various asset classes 

(or within a given asset class 25), the risk of the portfolio is 
diluted.  

Cross sectional diversification, while effective in reducing 
risk, is not sufficient to protect against fluctuations across 
time   ֽsee Figure 4. And while diversification across sectors 
is a good hedge, it moreover does not mitigate against 
systemic risk  ֽthose risks that affect multiple sectors. 
Typical examples ar e political instability, or geopolitical 
events which trigger volatility in all corners of the market.  

 

Figure 4 : Individual securities (or sectors at an aggregated level) 
exhibit different levels of return, and have historically displayed 
different sens itivities to, for example, economic or business 
cycles. Here we show a map of the average returns per sector of 
the Dow Jones, per month  for 2019 up until the end of Q3. The  
squares in green show the top two  performing sectors for each 
month, with the bott om two performing sectors for each month 
in red. There is clear, inconsistent performance across sectors 
over time ש making the argument for sector diversification. 

25 Investors might choose to diversify their risk across various sectors in an equity portfolio for example, or, 
distribute their risk exposure across regions between developed and emerging markets.  

https://www.cfm.fr/insights/risk-premium-investing-a-tale-of-two-tails/
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However, just diversifying across the rows (sectors) is not 
sufficient. The resulting reduc tion in volatility may improve 
portfolio performance but will not be enough to avoid periodic 
exposure to heightened levels of market volatility (when 
correlations between securities increase, and where 
diversification across the columns (time) is required ). 

While many investors might even be unaware, when they 
allocate exposure, for instance, between developed and 
emerging markets, or equities and bonds, they are in 
effect taking correlation differentials  into account. As 
explained earlier, during periods of high market stress  ֽ
especially owing to systemic risk, the correlation between 
financial instruments within the same asset class tends to 
increase, and move towards 1. The benefits of 
diversification s ubsequently get eroded, since most of the 
price movements of the individual securities are in the 
same direction.  

However, one may mitigate any expected market volatility 
Ƿˮ ʮǸǁɠɆɴȺ ǿɿˣɴ ɿɴȇחʮ ʣɿʮɆʻɆɿɴ ʻɿ ǁˢɿɆǿ ʣȇʦɆɿǿʮ ɿȷ 
heightened volatility. If one can  forecast future risk, one 
can scale positions, investing more (less) when volatility 
expectations are low (high). This rescaling of positions is, in 
practice, only possible in a world of partially financed 
futures. Real money positioning in any asset lead s to a 
fixed notional sizing which is naturally capped (at the level 
of assets of the investment) and sometimes not easily 
adjusted due to illiquidity. Such effects are avoided 

through the use of futures 26 and has in more recent years 
given rise to the Risk  Parity industry.  

Can one forecast risk?  
As any market participant will attest, forecasting any 
direction  Ɇɴ ȷɆɴǁɴǸɆǁɠ ʻɆɲȇ ʮȇʦɆȇʮ Ɇʮ ǿɆȷȷɆǸˋɠʻ֥ ז·ɿʦȇǸǁʮʻɆɴȺח 
volatility, however, is easier.  

This is because of the clustering feature of volatility 
discusse d earlier: higher or lower volatility periods tend to 
persist. Luckily, for the purpose of risk control we are not so 
much interested in the direction  of change, but rather the 
magnitude  (and, being agnostic as to the sign of the 
change).  

There are various  models that can be employed to 
estimate risk, perhaps none more commonly used than 
ʻɁȇ ȷǁɲɆɠˮ ɿȷ ז!łWÇח ɲɿǿȇɠʮ ַʮȇȇ ʻɁȇ ǁʣʣȇɴǿɆ˭ ȷɿʦ ǁ ǷʦɆȇȷ 
explainer). One can also devise an expectation of future 
volatility from option prices. This is commonly referred to 

ǁʮ זɆɲʣɠɆȇǿח ˢɿɠǁʻɆɠɆʻˮ ַɆɲʣɠɆȇǿ ȷʦɿɲ ʻɁȇ ʣʦɆǸȇʮ ɿȷ ɿʣʻɆɿɴʮָ֥27  

  
26 See Appendix for a discussion of this poi nt.  
27 Most readers will be familiar with the VIX Index, which implies the market view of market volatility of 

the S&P 500 over the next 30 days from S&P 500 options.  

A test case  ֽcontrolling 
the risk of the Dow Jones 
Industrial Average  
Since we can forecast volatility (albeit imperfectly), we can 
distribute risk more evenly through time by exposing a 
portfolio less when moves are large (or expected to be 
large), and more when moves are small (or expected to be 
small).  

While a myriad of techniques to control for risk exist 28, we 
will demonstrate the results by using a rolling standard 
deviation technique:  

„ ίὸὨ ὶ   

Where „ is volatility,  ὶ corresponds to returns and ὸ is time 
measured in days.  

Vˮ ʮǸǁɠɆɴȺ ɿɴȇחʮ ʣɿʮɆʻɆɿɴ Ƿǁʮȇǿ ɿɴ ʦȇǁɠɆʮȇǿ ˢɿɠǁʻɆɠɆʻˮ 

 (ὴέίθ ), we can improve the Sharpe ratio of being long 

the Dow Jones by  ~25% since 1910. In Figure 5, we plot the 
cumulated performance of the Dow Jones with and 
without adjusting for fluctuating risk.  

 

Figure 5 : The original, and risk -controlled total cumulative 
returns of the Dow Jones. By employing the simple rolling 
standard deviation to estimate, and consequently scale the 
exposure to achieve the same long term risk, the Sharpe ratio is 
increased by ~25% over the more than 100 -year sample period.  

28 Common examples include Moving Average, Exponentially Weighted Moving Average, Historical Mean, 
ARCH, etc.  ֽall with their own benefits and drawbacks.   
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Another benefit of applying a risk control protocol is the 
mitigation o f extreme returns in the tails of the return 
distribution. In Figure 6 below, the original (long only, no 
risk control) and risk controlled price change distribution is 
plotted and one observes a more normally distributed 
return stream after the risk contr ol is applied.  

 

Figure 6 : The return distribution of both the original, as well as 
the risk -controlled index. The distribution of the risk -controlled 
returns shows a more normal and less fat -tailed return 
distribution. The frequency (Number of Days) is i n log scale.  

Finally, as is shown in Figure s 7.a and 7.b, the average daily 
price returns as well as the daily PnL volatility respectively 
of the risk controlled investment is more stable in time 
than that of the original, uncontrolled investment.  

 

Figur e 7.a: A comparative 1 -month moving average of daily 
volatility of the PnL (converted to annualised units) of both the 
original (in red) and the risk controlled (in green) investment. The 

PnL of the risk controlled investment is much more monotonic, 
while the original, uncontrolled investment featur es many more 
volatility spikes.  

 

Figure 7. b : The daily price returns in percentage of both the 
index, and the risk -controlled version. Similar to the above, the 
daily price changes of the risk controlled time series features 
much less outsized returns ש both positive and negative.       

Can one perf ectly control 
for risk?  
While every effort can be made to reduce a fat -tailed 
return distribution, and preserve capital with disciplined 
systematic risk management, markets are inherently fickle.  

Anticipating the idiosyncratic behaviour of markets is nig h 
on impossible, with the seemingly random nature of 
market returns well documented, if not always well 
understood. Proponents of the Efficient Market Hypothesis 
(EMH) hold that market prices reflect, at any given point in 
time, all the information availab le and relevant to any 
given security. If this were to be true, it should follow that 
ɿɴɠˮ זɴȇˣח ɆɴȷɿʦɲǁʻɆɿɴ ʮɁɿˋɠǿ ʻʦɆȺȺȇʦ ǁ זʦȇˢǁɠˋǁʻɆɿɴח ɿȷ ǁɴˮ 
given security. However, markets show too much volatility 
 ֽespecially in the absence of any discernible news   ֽto be 

justified. Seminal work by Robert Shiller  ֽanother Nobel 
Prize  winning economist  ֽhas shown that  the  volatility of 


