
 
 

 
Executive Summary 

 
 
Using modern portfolio theory, we will show that 
holding managed futures – and in particular JWH® 
managed futures programs – in a diverse fund-of-funds 
portfolio of alternative assets will provide significant 
value for a broad set of investors with different levels 
of risk tolerance.  The overall efficient frontier is 
expanded and in many cases, for the same level of risk, 
the introduction of managed futures may be able to 
significantly enhance annual returns. This increase in 
value occurs even for low levels of exposure to managed 
futures. The level of managed futures exposure will 
adjust with time as risk and reward change.  Recent 
evidence suggests that managed futures exposure has 
increased with improvement in returns and the current 
greater risk to reward in equity markets. 



The three years prior to the fourth quarter of 2000 have been a period of modest 
managed futures performance and the significant ascent of alternative asset hedge 
funds.  With a clear emphasis on arbitrage and market-neutral strategies, many 
hedge funds have been able to generate effective returns while controlling risk 
relative to traditional assets.  Because of the diversity of styles in hedge funds, one of 
the fastest growing areas within alternative investments has been the development of 
fund-of-funds.  In some sense, these managers of managers often will pick a diverse 
set of hedge funds and bundle them into one investment vehicle.  In this way, an 
investor is able to obtain the diversified benefits of many hedge fund styles with the 
manager using his expertise to find the best funds.  A fund-of-funds can create an 
effective mix of hedge funds to maximize return while limiting risk; however, the 
inclusion of managed futures as an alternative type of hedge fund within the fund-
of-funds area has not matched the usage of other styles.   
 
The coupling of a relatively benign economic environment with the introduction of 
hedge funds having stable returns and low volatility has fostered the perception that 
managed futures, with their fairly high volatility, are too risky for many clients of 
alternative investments.  The last few years have seen the growth of many hedge 
fund styles exceeding that of managed futures – which may actually have contracted 
recently.  However, through simple analysis using modern portfolio theory, we will 
show that managed futures should earn a significant place in the portfolios of a 
broad set of fund-of-funds with varying levels of risk tolerance.  
 
As an asset class, managed futures may be viewed by some as being out of favor; 
however, this does not mean that it is irrelevant as an investment style alternative.  
We will show how managed futures may have an important place within a stylized, 
diverse fund-of-funds that usually may invest only in more traditional hedge fund 
styles.  Our analysis shows that a simple optimization of hedge fund strategies will 
incorporate managed futures for many levels of risk tolerance.   
 
Our research, based on historical performance results, show that even at high levels 
of investor risk aversion, managed futures historically have provided an increase in 
investment opportunities, enhanced diversification, and the ability to protect against 
scenarios where other hedge funds with high equity exposure performed poorly.  
The value-added of holding this asset occurred in spite of the relatively high volatility 
of managed futures with respect to most other hedge fund categories.  The value of 
managed futures must be viewed through a portfolio context; then managed futures 
will prove to be an important addition to a hedge fund portfolio. 
 
The results of our optimization over a recent five-year period show that small 
allocations to managed futures can have significant value for even minimum variance 
portfolios.  Managed futures can provide a diversification benefit with market neutral 
hedge funds, and can be included as a potentially profitable alternative to other 
market directional hedge funds.  For our optimization study, managed futures were 
not included in the fund-of-fund construction only when the risk tolerance was very 
high or in periods of outstanding equity returns and poor managed futures 
performance, such as was found in the late 1990s.  Certainly for those investors who 
do not expect future equity patterns to repeat the high total returns for most of the 
second half of the 1990s, there may be a growing role for managed futures. 
 



Why should managed futures be placed in a fund-of-funds?1 
 
Some simple intuition will suggest why managed futures may have value within a 
fund-of-funds.  At a high level, most money managers fall into two broad categories: 
convergent and divergent trading.  This broad dichotomy is based on the worldview 
of managers; that is, how they believe market price action develops.  It is our 
premise that a portfolio of hedge funds should include different styles as the basis 
for diversification of worldviews.  Style differences are what ultimately lead to the 
low correlations across hedge fund managers. 
  
In simplest terms, a convergent trader bases his behavior on the stability and mean-
reversion of prices.  Price risks are knowable and measurable.  The arbitrageur would 
be the classic convergent trader because he holds the belief that prices will converge 
to a single equilibrium point.  Value investors also may be viewed as convergent 
traders because there is an expectation that prices will move to some perceived or 
calculated true equilibrium value.  
 
Divergent traders believe that the world may not be stable, but is rather in a constant 
state of change.  Divergences in price are caused by changes in the fundamentals, 
and these changes lead to trends.  Prices may mean-revert but usually not in the 
short run.  There is significant complexity or uncertainty in the world that may not 
be measurable; hence, there are dislocations in markets that will lead to trends.  One 
of the most effective methods of dealing with this uncertainty is to follow the trend 
in prices.  Price-trend followers – often found in managed futures programs – would 
represent the clearest type of divergent trader. A growth manager represents another 
type of divergent trader.  Interest rates, currencies, and commodities are all areas 
where there is a high level of uncertainty that makes following trends an effective 
management approach. 
 
In a portfolio context, there will be value in holding both convergent and divergent 
traders.  The convergent traders will be able to generate returns during periods of 
relative stability in markets when there are not great changes in price.  The divergent 
traders will generate high returns during periods of significant change or dislocations 
in prices.  Because no one knows when dislocations or periods of stability may occur, 
there is a reason to hold both within a portfolio.  Reliance on any one type of 
manager will make a portfolio vulnerable to periods of change.  Examples of broad 
and large divergences in markets are the Asian crisis in 1997, the Long Term Capital 
Management situation in 1998, and the recent stock market decline during the fourth 
quarter of 2000.  All of these unforeseen events led to significant dislocations across 
traditional assets that were good for divergent traders but impacted convergent 
traders adversely.   
 
There will be convergent traders that make money during market dislocations and 
there will be divergent traders that are able to generate positive profits during 
periods of relative stability; but generally, certain styles will do better than others in 
specific environments.  A fund-of-funds manager should employ enough diversity to 
be able to generate returns in all market environments. 
 
   
 



 
A comparison of risk and return 
 
A fund-of-funds will usually form a diversified portfolio of alternative hedge fund 
strategies.  For our analysis, we used indices representing performance of the major 
hedge fund strategies and formed an efficient frontier, assuming that one of these 
points will be chosen by a fund-of-funds based on the risk tolerances of their 
prospective clients.  To form the efficient frontiers, we employed eleven hedge fund 
strategies, a managed futures index, and two JWH trading programs.  It’s important 
to note that, based on the ability of the fund manger to pick the best funds within a 
style class, the actual risk reward pay-off for any fund-of-funds may differ from the 
allocations developed here.  
 
The alternative asset returns are from Hedge Fund Research (HFR).2  The HFR 
indices are equally-weighted performance summaries of over 1500 hedge funds, 
comprising more than $260 billion in assets under management, categorized by 
strategy.  The simplified HFR style definitions are presented in Appendix 1.  
 
Table 1 provides descriptive statistics for the major hedge fund categories as well as 
managed futures.  We have included two individual JWH programs which will 
represent firm-specific behavior while all of the other categories represent equally 
weighted returns and will consist of managers whose performance has historically 
been good, and those who have performed poorly.  We should expect that there will 
be significant differences between individual managers and the indices.  For 
example, the returns of the two JWH programs are significantly higher than that of 
the Barclay’s index.    
 
Hedge funds generally had a wide range of returns over the five-year time period 
analyzed.  These ranges are related to style differences within the broad category of 
alternative assets.  Arbitrage funds will have the lowest expected return in addition 
to the lowest expected risk while market-directional funds will see higher returns and 
higher volatility.  The performance numbers were consistent with these expectations. 
Market timing funds proved to be the best performers during the sample period 
taken, but this may be due to the strong overall equity market.  Event-driven funds 
also performed well.  Managed futures had similar returns to short-sellers over this 
time period, with significantly lower volatility and range, suggesting a unique return 
pattern as compared to other directional hedge funds.  
 
Hedge funds also had standard deviations that showed behavior that was in line 
with the differences in strategy and style.  Arbitrage styles produced significantly 
lower volatility than strategies that were more market-directional.  There also were 
noticeable differences in the extremes of monthly return performance.  Nevertheless, 
there were some interesting characteristics within the hedge fund ranges.  There was 
significant downside risk with hedge funds as measured by the lowest-return months 
relative to the highest-return months, which suggest that the distribution of returns 
may not be normal.3 
 
As mentioned, the Barclay's managed futures index falls into a lower range of 
performance when compared to the other hedge fund categories.  It also shows a 
high standard deviation relative to the other hedge fund style benchmarks.  



Managed futures had wider performance ranges than most hedge fund styles, 
especially on the high side; however, this category did not show the biggest extremes 
in performance.4  The short sellers benchmark showed both the highest and lowest 
monthly returns. 
 
The simple adjusted risk and return numbers show the benefit of holding alternative 
assets.  Compared with traditional assets like equities or bonds, the risk to reward 
ratio is more favorable with hedge funds.  There also was a better trade-off from 
holding hedge funds in almost all cases relative to managed futures.  This does not 
mean, however, that a portfolio of only hedge funds will be the most effective 
combination.  
 
Table 1.  Descriptive statistics for hedge funds  

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 
 
A comparison of correlation 
 
The value of diversification can be found through a simple analysis of the 
correlations of hedge fund strategies.  Basic portfolio theory states that a blended 
portfolio of uncorrelated assets will reduce the overall risk of the portfolio.  The 
correlations in Table 2 show that, over a five-year period, managed futures had a 
unique return profile as compared to other alternative assets.  They showed a 
negative correlation with the stock market and relatively low correlation with bonds.   
 
In fact, managed futures, short-sellers and fixed-income arbitrage were the only 
strategies that had negative correlations with stocks.  Managed futures also had low 
or negative correlations with other hedge fund styles.  There was a slight positive 
correlation with short-sellers, global macro funds – who may use strategies similar to 
those used in managed futures, and market-neutral strategies.  Accordingly, a first 
pass would suggest that there might be a benefit to holding managed futures in a 
fund-of-funds portfolio.  



Table 2.  Correlation matrix for hedge funds 
 

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 
 
The value from uncorrelated assets 
 
Modern portfolio theory has shown that it is the combination of return, risk and 
correlation that will determine whether there is value from the addition of a specific 
asset.  Low correlation by itself is not enough to include an asset class in a portfolio.  
The diversification must be balanced against the returns that would be received from 
the specific asset and conversely, the returns foregone from holding a less correlated 
asset.  Research has shown that a new asset will add value if the following equation 
holds: 
 

Sharpe ratio of fund > (Sharpe ratio of portfolio) * correlation between fund 
and portfolio 

 
A lower Sharpe ratio for a specific fund can be accepted relative to the portfolio if the 
correlation of the new fund is lower than one. Consequently, the lower the 
correlation or the more uniqueness of a specific style or fund, the greater the 
tolerance for marginally higher risk or lower returns.  
 
Changing the shape of efficient frontiers: the general case 
 
To determine the value from adding managed futures to a portfolio of hedge funds, 
we simulated the construction of different fund-of-funds by looking at combinations 
of all hedge fund categories to form efficient frontiers.  It is assumed that for a given 
risk tolerance, the efficient frontier would represent the optimal risk and return 
combination.  
 
We ran two cases: an unconstrained case where there was no restriction on the 
percentage held by any one hedge fund category, and a constrained case where there 
were maximum allocations of 25% to any one style and 75% to any specific sector.5  
For the case of a generalized managed futures fund, we used the Barclays' CTA 
index as a proxy. Specific managed futures funds may either do better or worse than 
the index on a risk or return basis.  The same applies to any specific hedge fund 
within a style category. 
 
The efficient frontiers provide some interesting insight on the allocation of managed 
futures within a fund-of-funds.  First, as expected, the unconstrained case creates a 



broader set of opportunities vs. the constrained case, which set a maximum exposure 
to any single hedge style.  Second, there is an improvement in the risk and return 
opportunities with the introduction of managed futures, especially at low levels of 
risk.  For investors that have a low tolerance for risk, there is value in having a more 
volatile asset – such as managed futures – in the portfolio.  Appendix 2 shows the 
actual allocations for the minimum variance portfolios using the combination of 
alternative assets.  The allocation to the managed futures index is approximately 
7.5% in both the constrained and unconstrained cases.   
 
There is no difference in the allocations for higher levels of risk tolerance. Higher-
returning assets are included in the efficient frontier and there is no allocation to 
managed futures.  As tolerance for risk increases and there is a corresponding desire 
for higher return, managed futures are not included in the portfolio, but there is a 
growing preference for market-directional styles such as global macro, event-driven 
and convertible bond management styles.  These results will change with the relative 
difference in historical risk and return. 

 
PAST PERFORMANCE, INCLUDING HYPOTHETICAL PERFORMANCE, IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 

Please note that at higher risk tolerances, there is no differentiation between the hedge fund allocations with and without CTAs. 
 
Changing the shape of the efficient frontier: the case for JWH 
 
Similar to the general case, we generated efficient frontiers for constrained and 
unconstrained allocations with two JWH managed futures programs -- the Strategic 
Allocation Program (SAP) and the Financial & Metals Portfolio (F&M).  These are 



currently the two largest JWH programs. The minimum variance portfolios including 
these two programs are given in Appendix 2.  
 
In all cases, even at the minimum risk positions, there is some allocation to JWH 
managed futures programs.  With an increase in risk tolerance, there is increasing 
exposure to managed futures.  Note that at higher risk tolerances, the introduction of 
managed futures will actually lower risk and increase return relative to the case 
where there are no managed futures. The difference from the general case is that the 
two JWH programs have higher returns than the managed futures index so there is a 
greater desire to hold managed futures in all cases.  The fund-of-funds allocations 
without managed futures are a subset of all the opportunities available with managed 
futures.  
 
The added value to a fund-of-funds is greater for SAP relative to F&M for the period 
analyzed.  This may be due to the slightly better return to risk characteristics of the 
program relative to F&M over the period tested.6  
 
 
 

PAST PERFORMANCE, INCLUDING HYPOTHETICAL PERFORMANCE, IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 

 
 
 



PAST PERFORMANCE, INCLUDING HYPOTHETICAL PERFORMANCE, IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 

 
The changing allocations for managed futures 
 
The allocations to hedge funds and managed futures should not be considered static.  
Asset allocations should adjust to changes in the risk and return trade-offs of the 
funds.  We took the simple approach of using three years of monthly data to form 
estimates of the expected return and risk for each of the hedge funds.  We then ran 
our optimizer to find the minimum variance portfolio at the end of each quarter for 
the period between the first quarter of 1999 through the first quarter of 2001 for the 
unconstrained case.  These return and risk estimates were updated on a rolling basis.  
The results show managed futures allocations ranging between 1% and 19%.  Higher 
allocations have come more recently with the performance decline in the equity 
markets and the improvement in managed futures returns.  The actual allocations for 
the minimum variance portfolios are presented in Appendix 3.  



PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 
 
 
Conclusion 
 
The opportunity set for a fund-of-funds can be significantly enhanced through the 
addition of managed futures in minimum variance portfolios that are associated with 
the lowest tolerance for risk.  We find that the addition of the two JWH programs 
presented can enhance the risk and return opportunities for a fund-of-funds for all 
levels of risk tolerance.  Though considered by some to be out of favor in the last few 
years, our evidence suggests that managed futures have a special role as a diversifier 
and return enhancer for a portfolio of alternative assets.  Fund-of-fund managers 
should consider the merits of managed futures even for low risk strategies. 
 
 
 
 

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS 
The accompanying notes are an integral part of the analysis presented and should be 

read in conjunction therewith. 
 



Appendix 1 
Strategy definitions 

 
Event-driven hedge funds - 
 
�� Merger Arbitrage - Funds invest in stocks that are anticipated or have announced 

a merger or acquisition in an attempt to profit from current prices and the price 
associated with the close of a deal. 

 
�� Distressed - Funds invest in companies that are operating under financial stress 

or Chapter 11 bankruptcy. 
 
Non-directional hedge funds -  
 
�� Convertible Arbitrage - Funds take positions in convertible securities and hedge 

those positions through positioning in the underlying common stock in an 
attempt to capture relative pricing inefficiencies. 

 
�� Relative Value Arbitrage - Funds invest in relative price differences between 

stocks, usually based on quantitative analysis, also known as statistical or stat 
arbitrage. 

 
�� Fixed Income Arbitrage - Funds focus on pricing discrepancies within the fixed 

income asset class both domestically and internationally. 
 
�� Market-Neutral - Funds invest both long and short, and generally attempt to 

profit from alpha creation and not the systematic movement in stock prices. 
 
Directional hedge funds -  
 
�� Macro/global - Funds invest opportunistically both long and short in both 

financial and non-financial assets around the world through both systematic and 
discretionary analysis 

 
�� Market-timing - Funds invest opportunistically in both stocks and market indices 

in an effort to profit from broad market moves as well as relative value changes. 
 
�� Managed Futures - Programs use both systematic and discretionary systems to 

profitably trade in financial and non-financial futures contracts. 
 
�� Short-selling - Funds sell stocks short in order to profit from price declines. 
 
�� Fixed Income Convertible Bond - Funds invest in convertible bonds to capture 

overall market movement as well as relative value opportunities. 
 



Appendix 2 
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Appendix 3 
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________________________________________________________________ 
 
Notes 
 
Correlation Coefficient 
Indicates the strength of a linear relationship between the monthly rates of return for 
the JWH investment programs or benchmarks noted.  +1 is a perfect positive linear 
relationship; -1 is a perfect negative linear relationship; 0 is no linear relationship. 
 
JWH Investment Programs 
The information presented is for two of the twelve JWH investment programs.  The 
information for the other ten programs may or may not be similar. 
 
The information presented in this analysis is not representative of the performance of 
any one JWH account.  Rather, it makes use of the data provided in each investment 
program’s performance record, which is the composite of the actual performance of 
all accounts trading the program. 
 
Position Size 
Adjustments in position size in relation to account equity have been and continue to 
be an integral part of JWH’s investment strategy.  At its discretion, JWH may adjust 
the size of a position in relation to equity in the account that is taken in certain 
markets or entire programs.  Such adjustments may be made at certain times for 
some programs but not for others.  Factors that may affect the decision to adjust the 
size of a position in relation to account equity include ongoing research, program 
volatility, current market volatility, risk exposure, subjective judgment, and 
evaluation of these and other general market conditions.  Such decisions to change 
the size of a position may positively or negatively affect performance and will alter 
risk exposure for an account.  Adjustments in position size relative to account equity 
may lead to greater profits or losses, more frequent and larger margin calls, and 
greater brokerage expense.  No assurance is given that such adjustments will be to 
the financial advantage of JWH clients.  JWH reserves the right to alter, at its sole 
discretion and without notification to its clients, its policy regarding adjustments in 
position size relative to account equity. 
 
Benchmarks 
Benchmark data presented in this report is from each of the periods indicated. 
 
Lehman Bros. Long Term Government Bond IndexSM (LBGI) consists of Treasury 
Bonds with at least ten years to maturity. 
 
“S&P 500®” is a trademark of the McGraw-Hill Companies.  The S&P 500® Index 
tracks the stock performance of 500 U.S. Companies across four industry groups.  It 
is a market-value weighted index with each stock’s weight in the Index proportionate 
to its market value.   
 
Salomon Brothers World Government Bond Index© (WBGI) tracks the government 
bonds of Australia, Austria, Belgium, Canada, Denmark, France, Germany, Italy, 
Japan, the Netherlands, Spain, Sweden, Switzerland and the U.K.  ©1999 Salomon 
Smith Barney Inc. 



 
Hedge Fund Research (HFR) and the Barclay’s Managed Futures Index are described 
in Appendix 1 
 
 
Source 
Standard & Poor’s Fund Services (1999) 1.800.596.5323, http://www.micropal/com.  
JWH cannot be responsible for errors or omissions from this source. 
 
 
 
 
 
 
 
 
 

                                           

 
 
 
 
 
 
 
 

 
1 The concepts developed in this sector are described in Mark S. Rzepczynski, "Market Vision and 
Investment Styles: Convergent Versus Divergent Trading," The Journal of Alternative Investments 
Vol. 2 No.3, (Winter 1999) pp. 77-82.  Information can also be obtained from our web site at 
www.jwh.com. 
 
2 Information on Hedge Fund Research indices can be obtained from their website, www.hfr.com.  
Hedge Fund Monthly Performance Indices® (HFRI) are registered trademarks of Hedge Fund 
Research, Inc., Copyright� 1999 HFR Technologies, Inc.  
 
3 For more information on the distributional properties of hedge funds and managed futures, see Mark 
S. Rzepczynski, "Return Distribution Properties of JWH Investment Programs, Stock and Bond Indices 
and Hedge Funds,” June 2000, John W. Henry & Company, Inc., Information Series available on 
www.jwh.com.  
 
4 It is interesting to note the differences between short-sellers and managed futures.  Some fund-of-
fund managers have suggested that there is not a need for managed futures because the downside 
protection and diversification given by managed futures can be achieved through holding short-
sellers.  The descriptive statistics suggest that while the returns have been similar, managed futures 
provide a tighter range of performance. 
 
5 The sectors are event-driven, non-directional, and directional.  See Appendix 1 for definitions. 
 
6 Given SAP’s shorter performance history (inception date July 1996), its efficient frontier will not 
match that of F&M, which uses a slightly longer history for the analysis.  

http://www.jwh.com/
http://www.hfr.com/
http://www.jwh.com/



	Managed Futures in a
	There is Value

	Mark S. Rzepczynski
	Senior Vice President, Research and Trading
	Franklin Neubauer
	past performance is not necessarily indicative of future results
	Strategy definitions
	
	
	
	Event-driven hedge funds -




	Appendix 3
	
	
	
	
	Notes


	Correlation Coefficient
	JWH Investment Programs
	Position Size
	Benchmarks





	Source



