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Key to Success - Effective Decisions

Annual Daily Monthly Monthly
Set Determine \Outperform\ Evaluate \ Measure
Objectives / Benchmark/ Benchmark /Performanc Risk

= Traditional Approach — Alpha from External Managers
* New Approach - Add Alpha from Informed Decisions

= Governance/Oversight of Decisions - Transparency



Frequent Decisions Funds Make

1. Manage ongoing cash flows
2. Evaluate & implement rebalancing strategies
3. Manager allocations

4. Asset, country, style, or currency allocation

Each can be a source of return o,
if badly managed, can reduce returns
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Decision Process and Framework

State-of-the-art framework for all

d

» ldentity decisions/responsil

lecisions:

D1

ity at every level

» Develop rules to guide each decision

» Set up consistent evaluation process for all decisions

» BEvaluate portfolio impact of decisions on risk/return

Manage risk by making all decisions explicit -
use research/market information
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Every Decision is a Source of Return

Portfolio

b v b

Asset ... o = 00 | aeeeeees : — 150 _ 1m0
Allocation Equity = 70% Fixed Income = 15% Cash/Other = 15%
Sectot/ : :
Regionul E ......... > By Market !. ......... > By Market
Style  §__...... GrowtyValue/ | 1§
Selection > Momentum » | Govt/Corp.
Manager v v
Selection MgrA| [MgrB| [MgrC




Three Simple Rules Make Money in FX

= Currency markets trend
»Many combinations of moving averages
= Interest rates predict currency moves
»Simple carry and yield curve rules

= Options: a source of negatively correlated alpha

Why pay active fees for simple rules?



European Currency Decision Process

Currency Portfolio

Passive

Internal

Fundamental|vs. Technical

External

Volatility|vs. Carry

. Emergin
Technical Fundamental Options Marlg<et§
Static Allocation Manager Alvs. B
MA MA
(8 vs 59 day) (20 vs 65 day) Manager A Manager B
in EUR & JPY in EUR & JPY




xalphaengine : Generate Alpha/Manage Risk

= Facilitates all decisions at all levels of the portfolio

= Easy-to-use: focus on generating investment ideas
(not on modelling, data, calculations, technology)

= Customize to clients” process and objectives
= Transparency facilitates oversight

= Quick - analyses take a few minutes!

Evaluates aggregate impact of all decisions in Portfolio



Process to Create Investment Rules

RULE/STRATEGY:
Trading Condition:

Buy JPY (vs. USD) when cheap; Sell when expensive
Buy JPY when interest rates are high; Sell otherwise

}

Identify Data Needs
= JPY/USD Spot data

= Market risk indicators

-

= Interest rates; Forwards

~

S EEEEEEEEEEEEESEEEEEEEEEEE]
[ ] (]

“Modify | Modify

T 2 Include in Portfolio

l'""'!l or Eh

> . Movin Average

/Define Threshold B

®" Fixed Level

* Buy/Sell Levels with
* Hold Range In-between

) - /
é A /Create Strategy A
TeSt Stl‘ategy u Benchmark
* Defined + Neighborhood 4_ » Period
* Analyze Performance Stats * Risk Limit
= Other Constraints
- J - J
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Performance hucket (%)
B Sfrategy O Benchmark

Distribution of Returns

Average returns when positive %
Average returns when negative %

Max. consecutive periods of

Success ratio of the rule %
positive returns

[oe-=

= N O 0 W o

(%) uENNINSIQ A3usnba g

Drawdowm (%)

b =y g =

10

-2.54 -1.99

Max. consecutive periods of
Max. relative loss for a period %

negative returns

2.78
18.85
3.55
0.78
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Excess

Strategy
9.25
55.64
5.58
1.66

Benchmark
6.47
36.79
2.28
2.84
Cumulative and Underwater Chart
VY

B Sirategy CumulativeiLet) O Benchmark Cumulative iLef) B Drawdown from pesk (Right)

Performance Measures

Return %
Return / Risk Ratio

Cum. Return %

Risk %

(%) SAneInwInd

Use Detailed Metrics for All Dec




Effective Analysis on Multiple Rules M
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Evaluate these ideas in a few minutes!!
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Key: Evaluate Aggregate Impact

Currency Portfolio Alpha = 2.4%
Passive Internal External Internal Alpha = 1.0%
- External Alpha =1.4%
Fundamental {vs. Technical Volatility vs. Carry
] Ooti Emerging
Technical Fundamental ptions Markets
. . Technical = 0.4%
Manager Al vs. B
Static Allocation g Fundamental = 0.6%
MA MA
(8 vs 59 day) (20 vs 65 day) Manager A Manager B
in EUR & JPY in EUR & JPY
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Key: Evaluate Aggregate Impact

Total Portfolio

Asset allocation] strategy

Alpha = 2.5%

Bonds Equities Cash Alternatives/
SSB BIG S&P500 1-mo LIBOR Currency
Equity strategy
Small Cap Large Cap
Russell 2000G S&P500

Manager rule to| determine when to allocate to a manager

Passive
(Russell 2000 G)

Active
(Manager A)

Alpha = 1%

Alpha = 0.5%

Alpha =1%
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Summary

= Many (explicit and implicit) decisions in a portfolio
= FHach is an opportunity for alpha/risk management
= FX market is ideal for opportunistic decisions

= Can make effective external and internal decisions

= Easy to implement with existing statf and resources

= Can adopt best practices quickly and easily
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Appendix



FX Rules to Improve Performance

Moving Average Rules- Favor currencies if the
short MA is higher than the long MA (8/59;

20/65; 24/115; 5/130)

Buy the Carry- Favor the currency with the
highest interest rates.

Conditioned Carry - Add triggers based on size
of differential or volality

Yield Curve Slope - Sell currencies with the
steep yield curve 1



Other Rules to Improve Performance

" “Beating the Dow” - Favor stocks over bonds
when earnings yield is greater than yield of bonds

" “Beating the Dow-2"- Favor bonds (over cash) if
price of gold 1s higher than a year ago

"  Momentum - Favor stocks when today’s price 1s
greater than 200 day moving average

" Seasonality - Stocks underperform between May
and September
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Informed Rules to Improve Performance

" “Large vs. Small”- Favor large over small caps
when volatility of the S&P500 rises

" “Large vs. Small - January Effect”- Favor small
caps in January

" “Currency Performance - Yield Curve”- Favor
currencies with a flat yield curve

" “Momentum - Manager” - Small growth
managers do better when index is underperforming
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Reasons Clients Want the System

* To Manage Cash and Generate Additional Returns
= Formalization of Process Allows Better Oversight

= Client is Empowered - More Likely to Innovate

= Improves Rebalancing/Trading Impact (Less Lags)
= Eliminates Possibility of Costly Errors

= Can Easily Track a Library of Strategies

= Efficiency and Cost Savings in Research Efforts
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