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Emotional Investing and Performance Cycles
As is the case in every asset class under the sun,
managed futures investors love to chase performance.
The sustainability of a strategy often comes second to
double or even triple digit returns. We do our best to
discourage such decision making, because in our
experience, this is uniquely damaging in managed
futures allocations.
The fact is that drawdowns- or extended periods of
severe losses- are a fact of life for managed futures
investors. There is no way to avoid them; every program
goes through them. But in our experience, performance
tends to be cyclical for quality programs. They will have
a run up, face a drawdown, experience a recovery
period, and repeat the process all over again. An
investor making allocations at the peak of a run up
period usually sets themselves up for losses in the
short-term – losses that typically don’t sit well with an
investor who was chasing returns in the first place.
However, we’ve found that the best way to explain the
significance of such cycles to investors is to show them
how it’s happened in the past. However, with the
overarching trend of the asset class’ performance
cycling between up and down years being called into
question by back to back losing years, and a great deal
of the trend following space in drawdown, we thought
it would be helpful to take a closer look. Here, we
examine the reasons why investors chase performance,

the cycle they step into when they do, and what that
looks like in an individual track record.
Spoiler alert: it ain’t pretty.
Why do we do what we do?
One of the more common complaints among investing
professionals is that investors tend to make emotional
decisions about their money. In this case, it’s best to
just equate emotional with irrational – not because
emotions are a bad thing, necessarily, but because they
have no place in most investment portfolios.
On the traditional side of investing, this effect can be
very pronounced. An investor may read a report about
a given stock tanking on a news report, and
immediately want to sell to avoid further losses…
ignoring whatever context might indicate that the losses
are likely short term. An investor may, conversely, read
a report about a “hot” new company, and believe it to
be a sound stock purchase… ignoring whatever trends
might indicate weakness supporting the surge. The
result is that investors end up buying in and the highs
and getting out at the lows, losing a great deal of money
in the process. One of our favorite bloggers, Barry
Ritholtz, has a great graphic on the subject that we’ve
used before.
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No, that’s not supposed to be an equity curve (talk
about an unrealistic distribution of data), and no it’s not
perfect, but you get the idea. Investor emotions can get
tied to the present value of an investment, clouding
their judgment on what they should do about
tomorrow.

Managed futures doesn’t have the exact same type of
behavior, as investors allocations are not tied to supply
and demand the way they are in vehicles like stocks.
However, as we’ve discussed in past newsletters, that
doesn’t mean that managed futures investors are
immune from chasing performance. No, quite the
contrary – they love to chase performance. Their chart
just looks a little different than the one used by Ritholtz,
because they often are chasing an equity curve.
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To see what the equity curve emotional cycle might look like, we tied the emotions in Ritholtz’s chart with what we felt
are the corresponding performance levels which trigger those emotions from managed futures investors, in our
experience. Is a manager making new 12 month highs? Optimism. New 21 month highs? Euphoria. Are they
plummeting lower and at a 15 month low? Panic. A 6 month high after a drawdown? Hope.

The problem with tying these emotions to the highs and lows of an equity curve is that managed futures performance, in
our experience, tends to be somewhat cyclical in nature. That means the point at which you are despondent and want to
quit can be the exact time you should actually be getting in more, not out. And that when you are happiest and looking
to add more, that is probably the time you want to be taking some off the table. The end result for many is a failure to
break the cycle of emotional investing and chasing performance, where you probably won’t have a great time in the
managed futures space. The best way to explain what we mean is to show you what a cycle is.
The Circle of (Performance) Life
It was high time that we updated our 2010 cyclical performance analysis. This time, to do a more robust test, we pulled
data on 6 of the longest track record managers we know of. Is this representative of the entire asset class? Of course
not, but these programs are some of the longest lasting, so if there were a cycle to identify, this would be the data
where we’d find it.
We defined a major drawdown as lasting at least 6 months and over -10%, -15%, or -20%, depending on the program
and its volatility. The recovery period is defined as the gain from the drawdown valley (the low point) to a new equity
high. The run up period is defined as the period from the end of the previous major drawdown (the new equity high) to
the last new equity high before new major drawdown.

th

3 |Attain Capital Management weekly Managed Futures Newsletter: February 13 , 2013

PORTFOLIO CONSTRUCTION | CONSULTING | RESEARCH

There were 10 major drawdown cycles per program on
average, meaning we were able to analyze 60 different
major drawdown periods in track records going back a
maximum of 36 years. What did we find? With the
caveat that past performance is not necessarily
indicative of future results, we found what we expected
to. The average major drawdown was about 9 months
long, while the longest was 31 months and the shortest
was (for our purposes) 6 months. This gives you a
glimpse of what drawdowns encompass. It’s not a single
month of painful losses (although those can and do take
place) - it takes place over much longer periods of time,
which is why making emotional investment decisions
can be so tempting.
But the move from the peak to a new low isn’t the only
troubling part for investors – there is also the fight back
to even – what we call the recovery period. The average
recovery period in our test was 9.5 months. This is
where having a larger sampling of programs provides a
bit of a clearer picture.
The average run up period was 17 months. This is
uniquely important when you think about what it
means in terms of chasing performance. In our
experience, annual performance resonates most
strongly with the performance chasers. When a
program has a banner year (read: is in the midst of a
run-up), investors sit up and begin to pay attention.

Let’s assume an average 17 month run up that begins in
January of any given year. The following January,
investors become interested. It then takes maybe a
couple of months for them to make a decision on
allocating. That means, assuming the average, they get
three months of positive performance before staring
down an average of 9 months of losses. And then
another 9 months of recovery where it isn’t entirely
clear the program will ever get back to even.
Again, that’s using our assumptions; investors could
very well allocate the very month that the drawdown
begins and get none of the run up. And we wonder why
performance chasing investors have a rough time of it in
the managed futures space…
On average, the entire cycle- run up, drawdown and
recovery- was 35.5 months, or just short of three years.
This is why we advise investors to view managed
futures as a 3-5 year investment; it’s just about the right
timeframe in which to view a full cycle of performance,
giving you the ability to make informed allocation
decisions.
Overall, this reflected what we knew to be true – that
managed futures performance tends to cycle for
individual programs. This is why we do things like
encourage you to buy a drawdown. It might cause a bit
of queasiness to buy something that’s losing, but the
pervasiveness of the performance cycle in the space
means it’s just sensible.
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While we can discuss the general trend of cyclical
performance in the managed futures space, there is no
way to predict whether the next cycle will last 9 months
or 50. In other words, evaluating where a manager is in
a cycle can give you a vague notion on timing, but it will
never guarantee a specific outcome.

managed futures space. When performance itself can
be cyclical, the emotional investing cycle is your worst
enemy. Your best bet? Take a deep breath, and let the
data be your guide.

We understand the emotional investing cycle. After all,
you’ve worked hard to save over the years. Your
investment portfolio is about setting up a better future
for yourself and your loved ones. There’s nothing wrong
with being protective of what you’ve built.

Jeff Malec, CAIA
CEO & Founding Partner
Attain Capital Management

There is something wrong with letting emotions guide
your investment decisions, though, particularly in the

Comments, Questions – Click Here
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DISCLAIMER
Forex trading, commodity trading, managed futures, and other alternative investments are complex and carry a risk of
substantial losses. As such, they are not suitable for all investors.
Unless distinctly noted otherwise, the data and graphs included herein are intended to be mere examples and exhibits
of the topic discussed, are for educational and illustrative purposes only, and do not represent trading in actual
accounts.
The mention of asset class performance is based on the noted source index (i.e. Newedge CTA Index, S&P 500 Index,
etc.) , and investors should take care to understand that any index performance is for the constituents of that index
only, may not be investable, and does not represent the entire universe of possible investments within that asset class.
And further, that there can be limitations and biases to indices: such as survivorship and self reporting biases, and
instant history.
Past Performance is Not Necessarily Indicative of Future Results. The regulations of the CFTC require that prospective
clients of a managed futures program (CTA) receive a disclosure document when they are solicited to enter into an
agreement whereby the CTA will direct or guide the client’s commodity interest trading and that certain risk factors be
highlighted. The disclosure document contains a complete description of the principal risk factors and each fee to be
charged to your account by the CTA.

Copyright © 2013 Attain Capital Management, a licensed Managed Futures investment consultant.
All Rights Reserved. Reprinted with permission.
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