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Abstract This paper demonstrates how a dynamic currency index can be used in
analysing the trading styles of currency fund managers. We first recall the composition,

universe of leveraged currency funds and show how to gain a better understanding of
the strategies used by specific managers. In particular, we illustrate the trend-following
nature of certain programmes and indicate how to monitor changes of leverage and

trading style.
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Despite accepting that in the long run
the return on passive currency
Investment is nil, there is some statistical
evidence that active management of
currencies can significantly add value
over time. The efficient market
hypothesis relies upon rational,
profit-motivated investors (Arnott and
Pham, 1993), whereas the two largest
participants in the foreign exchange
market have no direct profit motive.
International corporations try to hedge
their currency risk while central banks
try to dampen fluctuations in their
curréncy rate to control inflation. Trends
In currency markets have been linked to
central bank activity (Kritzman, 1989:
Silber, 1994). This partly explains why a
majority of trading managers rely on
technical analysis and trend-following

strategies to manage their currency
exposure. The appeal of the foreign
exchange market resides in the high
hquidity and the 24-hour access it offers.
It 15 by far the largest financial market in
the world, with an estimated daily
turnover of $1,500bn.' Nowadays,
actively managed currencies are accepted
as mvestment vehicles by investors who
recognise how their different
characteristics can improve the
risk/return profile of their portfolio. The
success of currencies as an asset class is
shown through the Increasing number of
currency funds available to the investor
Indices are indispensable within the
context of asset allocation, to control and
quantify risk and to evaluate
performance. Most of the financial
markets have indices to explain their
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performance, but there is a general lack
of a standardised benchmark for the
foreign exchange market. Existing
currency indices are either proprietary,
not fully transparent or are passive
indices and therefore not relevant for
dynamic portfolio management purposes.
The first section defines our currency
index. The second section introduces our
universe of leveraged currency funds.
The third section assesses the
relationships between performance
statistics. The final section discusses how
the dynamic index can be used to
monitor the trading style of currency

funds.

Dynamic currency index

Passive indices do not reflect any of the
money management skills necessary to
generate profit out of the markets
(Schwager, 1996). For example, 1t 1s
quite obvious, looking at Figure 1, that
there is no real value in holding a long
(or short) position in the US$ trade
weighted index compiled by the Bank of
England over a long time horizon. The
reason why a passive benchmark fails
adequately to describe the performance
of currency funds is that it does not take
into account short positions. The low
transaction costs combined with the
ability to go short permit the use of
active strategies to obtain positive returns
in markets that may be overvalued for
short time periods. Systematic traders
primarily rely on trading programs or
models that generate buy and sell signals.
Trades are selected, entered into and
exited according to such models.
Discretionary traders rely on their
experience and judgement, although they
may use some unformalised system or
model to back their trading decisions.
Our dynamic currency index, called
AFX, is intended to replicate the
risk/return profile of the average
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Trading style analysis of leveraged

currency manager by using technical

trading rules, namely trend-following
rules.

The AFX index builds on previous
works by Lequeux and Acar (1998),” and
its exact composition, market timing and
asset allocation are now detailed. The
timing relies on three moving averages of
respective order 32, 61 and 117 days. The
moving average method has been chosen
among a large array of technical indicators
because it is the most popular trading rule
among futures traders. The goal of this
basket of technical trading rules 1s to '
represent adequately the time horizons
followed by investors, while being simple
and practical in its design. All investors do
not work their strategies over the same
time horizons. A day trader can trade
anonymously and simultaneously with a
pension fund: each diversifies the other.
To represent adequately all time horizons,
the statistical properties of technical
indicators have to be used. It was decided
to build the benchmark around ex ante
measurable criteria of risk reduction and
transaction costs. Each day, moving
averages are calculated for each currency
pair involved in the benchmark. These
averages are then compared to the current
price of the currency pairs. Should the
currency price be greater than the moving
average, the benchmark assumes that a
long position is to be initiated or held for
the next 24 hours, otherwise the reverse
applies. The value of the benchmark 1s
the weighted average of the returns
earned by the set of three moving
averages on each currency pair included

~in the benchmark. To reflect 1n a

meaningful way the currencies that are
dealt in the market, the index has a
weighted scheme. The allocation between
currency pairs has been determined by the
average volume traded in the FX market
as reported by the Bank for International
Settlements (Table 1).

The average currency manager tends to
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Table 2 Yearly statistics for the 32 CTAs, October 1991 to September 1996
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“Compound worse cumulative losses over a year

be a trend follower, as illustrated in Figure
2, which represents the 12 months rolling
correlation of the AFX with the Parker
index, compiled by an agency reporting
the composite performance of currency

funds.

Leveraged currency funds

There are now a few databases tracking
the performance of managed currencies
programmes. They provide the potential
investor in managed currencies with a
wealth of detail regarding the risk
return, assets under management, trading
style, fee structure and trading frequency
of the programme among other relevant
information. The data used in this
research originate from a database
compiled by Refco Capital Advisor Inc.,
reporting the performance of
Commodity Trading Advisers (CTAs)
We analyse data for the period October
1991 to September 1996. Out of 594

CTAs listed in the database, we

e R L D e e
=

A
S e e A R i
=

concentrate on a sub-sample of 32 CTAs
managing roughly US$4bn only through
currencies with at least 60 months of
non-simulated track record. For each of
the 32 series of monthly returns, we
deducted the T-Bill return that would
have been earned by the manager,
leaving us with the real trading
performance minus the management and
performance fees. Although the names of
these fund managers have been removed
O maintain anonymity, summary
information including the trading style as
declared by Refco can be found in the
Appendix.

We generated five non-overlapping

2-month series of yearly return

volatility, maximum drawdown
maximum and minimum monthly return
Sharpe ratio” and correlation to the AFX
index. This generated 160 observations
possibly interdependent, for each of the
performance criteria investigated (Table
2). The performance of currency

managers tends to have a high standard
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Trading style analysis of leveraged currency funds

Table 3 Yearly statistics for the AFX index, January 1984 to December 2000
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deviation (-i)f yeaﬂy returns. The average risk analysis is threefold. First, to forecast f
Shaljp.e ratio 1s comparable with other risks relevant to their current’ex osure ‘
traditional asset classes such as stocks and  secondly, to measure investmentp ast | |
bonds when adjusted for risk-free income performance and, thirdly, to desigpn Snew

and fees. The wide range of correlation optimal portfolios (Kahn, 1995). In this

tD . . :
the AFX benchmark reflects the section, we 1nvestigate how performance |

B . i
tvecli'sn(;f ;)f t_rac':hng styles and the statistics relate to each other before
zhan ard' eviation the changing nature of addressing the issues of statistical
_ s
trading approaches. significance and predictability.

In |
= order to Eompare with the Investors are well aware that CTAs '
pertormance of CTAs, we calculated the  tend to generate their yearly profits over

same statistics for the AFX index. The a very short period of time, when

| f];ll 17 years of history, January 1984 to market inefficiencies appear. This can be
ece‘mber 2000, were used to generate a  seen from the strong relationship

suﬂicmnF number of non-overlapping between the maximum observed

observations (Table 3). The AFX index monthly return and the associated yearly i

EETEE N L . B e e I E 3

§e;1§rates an unlever._aged yearly return of return (Figure 3). The two statistics have
.30 per cent exch_.:tswe of the risk-free a positive coefficient of correlation of
returns and fees with a volatility of 7.21 +0.66, whereas the random walk |

per cent, which translates into a Sharpe assumption of independent and normally
?UO of 0.75. If we were to deduct the distributed returns would only suggest a
| ees that a manager charges,” we would correlation coefficient of 0.50.

| obtai | '
; ain the same level of Sharpe ratio as Returns are also positively correlated

the average curre T B _ o ‘
e s g ncy CTA, as indicated with volatility (Figure 4). At first, this

result is surprising, since the two statistics
should be theoretically unrelated. This

Relationships between would: be ignoring a key feature of CTA
programmes: leverage. Therefore,

perfqrmance St?t|§t|cs volatility here tends to express the level
Selecting and‘ monitoring trading of risk taken among CTAs or the gearin
programmes is paramount to the success  of their positions. This is just a ml% of X
of a multi-adviser fund or within the thumb, however, since some mana
context of alternative investments in the  trade options an;,l as a consequencgers
institutional portfolio. The choice will be  standard deviatim; of returns ma n;t

| made following a strict methodology of  accurately reflect the level of risE

. performance evaluation primarily centred embedded in the programmes.

| on criteria of risk analysis. The use of Over recent years, owing to the

s
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