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MISCONCEPTIONS OF CTAS

Misconception: “A view or opinion that is incorrect because it is based on faulty thinking or understanding”

MISCONCEPTIONS OF CTAs

Being active in the CTA universe means that one constantly must explain or even defend the strategy. In this 
piece, we will try to address some common misconceptions about CTAs. Some misconceptions are just  simplifi ed 
 versions of facts and some are downright wrong. As we have discussed in previous RPM Educationals, CTA  returns 
are not always immediately intuitive. An investor in regular equity funds can access any news site (or daily paper) 
and read loads of analysis on how equities have performed and why to understand their portfolio returns. For CTAs, 
such analysis is diffi cult to fi nd and you need to know current positioning to translate market moves into fund 
 returns. This feature in combination with the positive skew in the return profi le makes it an even harder  investment 
to hold over time. Obviously, practitioners need to manage expectations.

By addressing some common misconceptions about CTA returns we hope to at least avoid some of the  cognitive 
dissonance that is the result of these misconceptions meeting reality. Let us start with a fi ctive quote that sums 
it all up:

“CTAs used to be a long volatility, uncorrelated hedge to equities by being able to go short equity markets. This 
high-risk strategy has now stopped working.”

 –Unknown investment professional

Ok, we have some work to do. Let’s start with the long volatility…

MISCONCEPTION 1. CTAs are a long volatility strategy

Type of fallacy: Simplifi cation

Arguments: It is true that long periods of low volatility, as we experienced last year, are not very conducive to CTA 
returns. In prolonged crisis scenarios CTAs profi t AND volatility is usually high. Does this imply that CTAs are long 
volatility? The graph below plots average monthly CTA returns conditioned on VIX quartiles for the broad Soc 
Gen CTA Index (including Trend Following, Short Term, and Systematic Macro CTAs) and the Soc Gen Trend  Index 
( including only Trend Following)1. 
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FIGURE 1 -  V IX AND CTA 
RETURNS

Average monthly CTA returns 
conditioned on VIX quartiles. 
Monthly data, Jan00 - May18. 
Source: BarclayHedge, 
Bloomberg, RPM

1. For more information on the CTA indices from Société Générale, please see https://cib.societegenerale.com/en/prime-services-indices/
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FIGURE 2 - 
 DIRECTIONAL 
 VOLATILIT Y AND CTA 
RETURNS

CTA returns conditioned 
on directional volatility as 
measured from 70 dominant 
futures markets. Monthly 
data, Jan00 - May18.
Source: BarclayHedge, 
Bloomberg, RPM

The v-shape is clear. VIX observations in the 1st quartile are usually related to periods of stable growth and 
 observations in the 4th quartile are related to periods of change or even crisis. CTAs do profi t from trends in stable 
growth scenarios but trends in crisis are even better. The pattern is even more pronounced for trend followers.

A more suitable measure is to look at so called directional volatility, measuring the proportion of moves that 
are in the direction of the current trend. We do the same plot as above replacing VIX with directional volatility 
 calculated from the 70 dominant futures markets across all sectors. The relationship is quite clear. CTAs do not 
profi t from volatility per se; they profi t from directional volatility!

MISCONCEPTION 2. CTA returns have low correlation to equities

Type of fallacy: Simplifi cation

Arguments: CTA returns have roughly zero correlation to equities, depending how you defi ne it. Naïvely this  implies 
that CTA returns are random in relation to equity returns. If we look at a rolling correlation window we see a  different 
picture. The correlation is anything but stable and low. It varies between +0.8 to -0.8 measured as 12-month rolling 
correlation. This is in part a refl ection of the equity position but more importantly an indication that CTAs can profi t 
from broader trends, both in equity bull and bear scenarios.  

FIGURE 3 -  CTA 
 CORRELATION TO 
 EQUITIES

Correlation between MSCI 
World TR and Barclay CTA 
Index. Monthly data Jan81-
Mar18.
Source: Bloomberg, RPM
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This conditional correlation feature is important in portfolio construction when optimising on portfolio measures 
that are path dependent like maximum drawdown, sterling ratios etc.

FIGURE 4 -  MONTHLY 
CTA RETURNS DURING 
EQUIT Y CRISES

Average monthly CTA 
returns during equity crises 
for the Soc Gen CTA Index 
and the Soc Gen Trend 
Index. Monthly data, Jan08-
Mar18.
Source: BarclayHedge, RPM

More interesting, if we split the data into short crisis periods (1 month) and compare them to longer crisis periods 
we see distinct differences. 

FIGURE 5 -  CRISIS 
DURATION AND CRISIS 
ALPHA

Average monthly CTA 
returns during crises 
c onditioned on the 
 duration of the crises. 
Monthly data, Jan08-Mar18. 
Source: BarclayHedge, RPM

2. CTA returns are defi ned as the monthly returns from the SocGen CTA Index. See Footnote 1 for more information. For equity returns we have 
used the MSCI World TR Index.
3. Crisis periods defi ned according to a contextual defi nition meaning a fundamentally identifi ed period around a month, or months, in which
the MSCI World Equity index was negative -4% or more,

MISCONCEPTION 3. CTAs are a perfect hedge to equities

Type of fallacy: Simplifi cation

Arguments: CTAs are a good, if not the best, complementary investment to equities. Any historical simulation on 
basically any risk adjusted performance measure shows this. One reason for this is the “Crisis Alpha” component, 
i.e. the solid performance from CTAs during major equity downturns. But why were CTAs negative during events 
like early February 2018? The key factor to consider is crisis duration. The illustration below shows the average 
monthly CTA returns2 during months when equity markets are in crisis3. We compare the broader CTA index to the 
trend following constituents in isolation. We see that on average, they deliver the same monthly returns during 
crisis.
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The graph shows that for the broader CTA index the monthly returns are on average smaller during shorter crises. 
The pattern is even more distinct for trend following strategies where monthly returns are on average negative 
for shorter periods. The trend strategies are usually what investors have in mind when thinking about CTAs. The 
reasons for this relatively poor performance during the initial stages of a crisis are that most crisis periods are 
 initiated by a broad trend reversal, which means that markets that have been trending in one direction, suddenly 
turn the other way. Trend followers are naturally positioned in line with the prevailing trends and will inevitably 
 suffer when the trends reverse. If the trend reversal turns into new trends, the managers will adjust positions and 
start profi ting in this new environment. This was covered in more detail in our previous RPM Educational #4. 

To summarize; CTAs are a good complement to equities in the long run, but one should not expect positive 
performance from CTAs during all short-lived equity corrections. 
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FIGURE 6 -  SECTOR CONTRIBUTION DURING CRISIS

Profi ts and losses from diff erent market sectors during equity crises for the RPM USD Composite4. 

Source: RPM

MISCONCEPTION 4. The most important feature of CTAs is to be able to short equities

Type of fallacy: Outright wrong

Arguments: CTAs trade primarily in the futures markets and are certainly able to go short the equity market, or 
any of the markets traded. However, in the onset of an equity driven crisis, CTAs are usually LONG equities. The 
result is initial equity losses that cancel out, or even dominate, positive returns from other sectors. Historically, 
seen over the full crises periods, equity contributions to CTA returns are on average rather small compared to the 
 contributions from bonds, currencies and commodities. In the graph below you can see the sector contributions to 
CTA returns during 12 recent crisis periods.

4. The RPM USD Composite covers the live asset-weighted performance of all RPMs Separately Managed Accounts (i.e. all RPMs CTA  alloctions).
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MISCONCEPTION 5. CTAs are a high-risk investment

Type of fallacy: Simplifi cation

Arguments: Risk is a very subjective term, having different meaning for different investors. A basic break-down 
of risk would be into price risk (or market risk), credit risk, and liquidity risk. As CTAs predominantly trade in 
major organised futures markets they are basically only exposed to price risk. Price risk is sometimes high and 
 sometimes low but the outcome is always visible and present. Credit and liquidity risks are harder to measure and 
only  manifest themselves sporadically and then typically in tandem. The effects are usually severe. This means 
that simple price risk adjusted measures like Sharpe ratio are not relevant for strategies that have a high portion 
of credit and liquidity risk. Such strategies show periods of high and stable Sharpe ratios until there is a credit/
liquidity event at which point the Sharpe ratios drop, suddenly and dramatically, it then recovers when the credit/
liquidity event moves out of the lookback window. For CTAs the Sharpe ratios are generally more stable, without 
these dramatic drops. On the other hand the Sharpe ratio can be perceived to be low in comparison with strategies 
profi ting from taking credit and liquidity risks. 

Another important feature is how returns scale with time. The graph below shows the upside- and 
 downside-deviations for equities and CTAs5. We calculate the measure using monthly returns and then yearly 
returns. If the returns would follow a normally distributed random walk we would expect the yearly numbers to be 
larger than the monthly numbers by a factor of roughly the square root of 12.
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FIGURE 7 -  MONTHLY 
VS YEARLY UPSIDE 
AND DOWNSIDE 
 DEVIATION

Standard deviation for 
positive and negative 
monthly and yearly re-
turns respectively for eq-
uities and CTAs. Monthly 
data, Mar80 - Mar18.
Source: RPM

In the graph this is the case for equities for both positive and negative returns and for CTAs for positive returns only. 
However, the downside deviation for CTAs does not scale with time at all and the yearly downside deviation is the 
same as the monthly. Intuitively, this means that the worst years are only as bad as the worst months for CTAs!

So, when you talk about the risk of CTAs you defi ne what risk you are worried about and then consider the time 
horizon of your investment.

5. Upside and Downside deviations are standard deviations looking only at positive and negative returns, respectively.
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MISCONCEPTION 6. The “CTA model” is broken

Type of fallacy: Outright wrong

Arguments: CTA returns are positively skewed. This means that periods of weak returns are interrupted by short 
 periods of strong returns, often when equities are suffering. Looking at statistics it is easy to see that a CTA 
 investment would improve your overall portfolio characteristics, almost regardless of the composition and which 
risk adjusted measures you are looking at. The diffi culty is holding on to that CTA position during those periods 
when everything else looks good. Once the crisis hits, you will not have the time and focus to make an investment, 
you will be too busy putting out fi res elsewhere.

In those in-between periods, one can often hear comments about the CTA-model being broken. The thing is, 
a car does not run without fuel. The same goes for CTAs. The model is not broken, it is just out of fuel. The fuel in 
this case is simply called trends.

We have developed a measure of trendiness (or Time series Momentum, TSMOM) named Market Divergence 
Index, MDI6. The graph below shows the MDI measure against CTA returns over a rolling 60-day window.  
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FIGURE 8 -  PRICE 
TRENDS & CTA 
 RETURNS

RPM MDI (RHS) and 60-
day rolling CTA Returns 
(Soc Gen CTA Index, 
LHS). Daily data, May08 
- Jun18.
Source: BarclayHedge, 
RPM

The explanatory power of the MDI regarding CTA returns is striking. The correlation between the daily moves in CTA 
returns and the MDI is close to 0.8. This is remarkable considering that the MDI is simply calculated across a static 
set of futures prices without any portfolio or risk management and the CTA returns are based on daily returns from 
roughly 20 different CTAs applying their individual models in actual markets. 

Looking for instance at the period 2011 to 2014 one can see that the MDI was low in that whole period (i.e. few 
trends or no fuel) and CTA returns were poor. When trends re-emerged in the second half of 2014 or late 2017/
January 2018 CTA returns were correspondingly strong. So, to say that CTAs will not deliver strong returns again 
you would have to argue that trends would never occur again.

6. The MDI is basically an aggregated Absolute Sharpe Ratio over 70 major futures contract and over a range of look-back windows from 10 

days up to 250. 
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Mikael Stenbom, CEO
Phone: + 46 8 440 69 00
E-mail: mikael.stenbom@rpm.se

Anders Löwbeer, Head of Investor Relations
Phone: + 46 8 440 69 48
E-mail: anders.lowbeer@rpm.se

Per Ivarsson, Head of Investment Management
E-mail: Per.ivarsson@rpm.se

Alexander Mende, PhD, Senior Investment  Analyst
E-mail: alexander.mende@rpm.se

We are more than happy to receive feedback, questions, comments and to engage in further discussions regarding 
CTAs in general. Please reach out to us on:

FINAL WORDS

Given what we have just discussed, the fi ctive quote we started with must be corrected into:

“CTAs used to be are a long directional-volatility, conditionally uncorrelated hedge complement to equities in 
a prolonged crisis by being able to go short the equity profi t from broad trends in the markets. This high-risk 
 strategy has now stopped working will deliver again when these broad trends re-appear, driven by crisis or 

other major changes in the market place.”

Admittedly not as punchy as the fi rst quote but…

“Explanations exist; they have existed for all time; there is always a well-known solution to every human 

 problem — neat,  plausible, and wrong.” 

-- HL Mencken
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RPM Risk & Portfolio Management AB
PHONE +46 8 440 69 00 ADDRESS Linnégatan 6 2, SE-114 47 Stockholm, SWEDEN 
E-MAIL info@rpm.se WEB www.rpm.se ; www.rpmfonder.se

IMPORTANT INFORMATION: This material is issued by RPM Risk & 
Portfolio Management AB (“we” and/or “us”). We are registered in Sweden 
with company number 556254-9039 and have our offi ce at Linnégatan 
6, SE-114 47 Stockholm, Sweden. We are authorised and regulated by 
Finansinspektionen (the Swedish Financial Supervisory Authority). 

This material is issued by us only to and/or is directed only at persons 
who are professional clients or eligible counterparties. To the extent that 
investments and/or investment services are referred to herein, they are 
only available to such persons and other persons should not act or rely 
on the information contained herein. In particular, any investments and 
investment services are not intended for persons who are retail clients 
and will not be made available to retail clients. The information contained 
herein is intended only for the person or entity to which it is directed and 
may contain confi dential and/or privileged material. Any retransmission, 
dissemination or other unauthorised use of this information by any person 
or entity is strictly prohibited. If you have received this communication in 
error, please contact the sender immediately and delete this material in its 
entirety. 

This material contains general information about us and is not intended 
to constitute an offer or solicitation of an investment or service in any 
jurisdiction in which such an offer or solicitation is not authorised or to 
any person to whom it is unlawful to make such an offer or solicitation. 
However, the distribution of information contained in this material in cer-
tain countries may be restricted by law and persons are required to inform 
themselves and to comply with any such restrictions. Persons interested 
in receiving further information about any investment or service should 
inform themselves as to: (i) the legal requirements within the countries of 
their nationality, residence, ordinary residence or domicile; (ii) any foreign 
exchange control requirement which they might encounter; and (iii) the 
income tax and other tax consequences which might be relevant. Nothing 
contained herein constitutes investment, legal, tax or other advice, nor 
is it to be relied upon when making investment or other decisions. You 
should obtain relevant and specifi c professional advice before making any 
decision to enter into an investment transaction. An application for shares 
in any investment fund to which we provide investment advisory services 
or any other service should only be made having read fully the relevant 
prospectus. It is your responsibility to use such prospectus and by making 
an application you will be deemed to represent that you have read such 
prospectus and agree to be bound by its contents. 

This material may contain projections or other forward-looking statements. 
These forward-looking statements are based on our current expectations 
and beliefs about future events as of the date of this material. As with 
any projection or forecast, they are inherently susceptible to uncertainty 
and changes in circumstances, and we are under no obligation to, and 
expressly disclaims any obligation to, update or alter any forward-looking 
statements whether as a result of such changes, new information, subse-
quent events or otherwise.

The information contained herein is based on sources that we believe to be 
reliable but no representation or warranty, expressed or implied, is made 
as to its accuracy, completeness or correctness.

To the extent this material contains past performance information, past 
performance may not be repeated and should not be seen as a guide to 
future performance. The value of the investments and the income 
therefrom may go down as well as up and investors may not get back the 
original amount invested. Your capital could be at risk. You are not certain 
to make money from your investments and you may lose money. Exchange 
rates may cause the value of overseas investments and the income there-
from to rise and fall.

European SICAV Alliance

This material is not intended as and is not to be taken as an offer or solicita-
tion to make an investment in European SICAV Alliance (the “Funds”) in any 
jurisdiction in which such an offer or solicitation is not authorised or to any 
person to whom it is unlawful to make such an offer or solicitation. However, 
the distribution of information contained in this material in certain countries 
may be restricted by law and persons are required to inform themselves and 
to comply with any such restrictions. Persons interested in receiving further 
information about the Fund should inform themselves as to: (i) the legal re-
quirements within the countries of their nationality, residence, ordinary resi-
dence or domicile; (ii) any foreign exchange control requirement which they 
might encounter; and (iii) the income tax and other tax consequences which 
might be relevant. Nothing contained herein constitutes investment, legal, 
tax or other advice, nor is it to be relied upon when making investment or 
other decisions. You should obtain relevant and specifi c professional advice 
before making any decision to enter into an investment transaction. We do 
not provide investment advice to, nor receives and transmits orders from, 
investors in the Funds nor does RPM carry on any other activities for investors 
in the Funds that constitute investment services and activities or ancillary 
services pursuant to the Markets in Financial Instruments Directive. An appli-
cation for shares in the Funds or any other investment funds to which we pro-
vide investment advisory services or any other service should only be made 
having read fully the relevant Prospectus. It is your responsibility to use such 
Prospectus and by making an application you will be deemed to represent 
that you have read such Prospectus and agree to be bound by its contents.

With respect to Shares distributed in or from Switzerland:
The Representative in Switzerland is First Independent Fund Services Ltd. 
The prospectus, the articles and the annual reports are available to Qualifi  
ed Investors only free of charge from the Representative. In respect of the 
Shares distributed in and from Switzerland to Qualifi  ed Investors, place of 
performance and jurisdiction is at the registered offi  ce of the Representative.
Paying Agent: NPB Neue Privat Bank AG, Limmatquai 1, 8022 Zurich.

With respect to Shares distributed in or from Austria:
NEITHER EUROPEAN SICAV ALLIANCE AS ALTERNATIVE INVESTMENT FUND (AIF) NOR 
RPM RISK & PORTFOLIO MANAGEMENT AB AS ALTERNATIVE INVESTMENT FUND 
MANAGER (AIFM) ARE SUBJECT TO SUPERVISION OF THE AUSTRIAN FINANCIAL 
MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY.  WHILE THE AIF IS EX-
CLUSIVELY SUBJECT TO SUPERVISION OF THE COMMISSION DE SURVEILLANCE DU 
SECTEUR FINANCIER IN LUXEMBOURG (CSSF), THE AIFM IS EXCLUSIVELY SUBJECT 
TO SUPERVISION OF THE FINANSINSPEKTIONEN IN SWEDEN. NEITHER A PROSPEC-
TUS, NOR ANY OTHER DOCUMENTS HAVE BEEN CHECKED BY THE AUSTRIAN FI-
NANCIAL MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY. THE AUSTRIAN 
FINANCIAL MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY CAN NOT BE 
HELD RESPONSIBLE FOR THE ACCURACY OR COMPLETENESS OF THE SUBMITTED 

MARKETING INFORMATION.

The transactions in which the Funds will engage involve signifi cant risks. No 
assurance can be given that investors in Funds will realize a profi t on their 
investments. Moreover, investors may lose all or some of their investments. 
Because of the nature of the trading activities, the results of the Fund’s op-
erations may fl uctuate from month to month and from period to period. Ac-
cordingly, investors should understand that the results of a particular period 
will not necessarily be indicative of results in future periods.

THIS MATERIAL IS NOT SUITABLE FOR US INVESTORS.


