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Abstract

Momentum risk premium is one of the most important
alternative risk premia. Since it is considered a market
anomaly, it is not always well understood. Many
publications on this topic are therefore based on
backtesting and empirical results. However, some
academic studies have developed a theoretical framework
that allows us to understand the behavior of such
strategies. In this paper, we extend the model of Bruder
and Gaussel (2011) to the multivariate case. We can find
the main properties found in academic literature, and
obtain new theoretical findings on the momentum risk
premium. In particular, we revisit the payoff of trend-
following strategies, and analyze the impact of the asset
universe on the risk/return profile. We also compare
empirical stylized facts with the theoretical results obtained
from our model. Finally, we study the hedging properties
of trend-following strategies.
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Understanding the Momentum Risk Premium

1 Introduction

Momentum is one of the oldest and most popular trading strategies in the investment indus-
try. For instance, momentum strategies are crucial to commodity trading advisors (CTAs)
and managed futures (MFs) in the hedge funds industry. They also represent the basic trad-
ing rules that are described in the famous Turtle trading experiment held by Richard Dennis
and William Eckhardt in the nineteen-eighties!. Momentum strategies are also highly pop-
ular among asset managers. By analyzing the quarterly portfolio holdings of 155 equity
mutual funds between 1974 and 1984, Grinblatt et al. (1995) found that “77% of these
mutual funds were momentum investors”. Another important fact concerns the relation-
ship between options and momentum. Indeed, it is well-known that the manufacturing of
structured products is based on momentum strategies. Hedging demand from retail and
institutional investors is therefore an important factor explaining the momentum style.

In practice, momentum encompasses different types of management strategies. However,
trend-following strategies are certainly the main component. There is strong evidence that
trend-following investing is one of the more profitable styles, generating positive excess
returns for a very long time. Thus, Lempériere et al. (2014b) and Hurst et al. (2014)
backtest this strategy over more than a century, and establish the existence of trends across
different asset classes and different study periods. This is particularly true for equities and
commodities. For these two asset classes, the momentum risk factor has been extensively
documented by academics since the end of nineteen-eighties. Jegadeesh and Titman (1993)
showed evidence of return predictability based on past returns in the equity market. They
found that buying stocks that have performed well over the past three to twelve months
and selling stocks that have performed poorly produces abnormal positive returns. Since
this publication, many academic works have confirmed the pertinence of this momentum
strategy (e.g. Carhart, 1997; Rouwenhorst, 1998; Grundy and Martin, 2001; Fama and
French, 2012). In the case of commodities, there is an even larger number of studies?.
However, the nature of momentum strategies in commodity markets is different than in
equity markets, because of backwardation and contango effects (Miffre and Rallis, 2007).
More recently, academics have investigated momentum investing in other asset classes and
also found evidence in fixed-income and currency markets (Moskowitz et al., 2012; Asness
et al., 2013).

The recent development of alternative risk premia impacts the place of momentum in-
vesting for institutional investors, such as pension funds and sovereign wealth funds (Ang,
2014; Hamdan et al., 2016). Since they are typically long-term and contrarian investors,
momentum strategies were relatively rare among these institutions. However, the significant
growth of factor investing in equities has changed their view of momentum investing. Today,
many institutional investors build their strategic asset allocation (SAA) using a multi-factor
portfolio that is exposed to size, value, momentum, low beta and quality risk factors (Caza-
let and Roncalli, 2014). This framework has been extended to multi-asset classes, including
rates, credit, currencies and commodities. In particular, carry, momentum and value are
now considered as three risk premia that must be included in a strategic allocation in order
to improve the diversification of traditional risk premia portfolios (Roncalli, 2017). However,
the correlation diversification approach, which consists in optimizing the portfolio’s volatil-
ity (Markowitz, 1952), is inadequate for managing a universe of traditional and alternative
risk premia, because the relationships between these risk premia are non-linear. Moreover,
carry, momentum and value exhibit different skewness patterns (Lempériere et al., 2014).

1See http://www.investopedia.com/articles/trading/08/turtle-trading.asp
2For example, we can cite Elton et al. (1987), Likac et al. (1988), Taylor and Tari (1989), Erb and
Harvey (2006), Szakmary et al. (2010) and Gorton et al (2013).
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This is why carry and value are generally considered as skewness risk premia®, whereas
momentum is a market anomaly?. In this context, the payoff approach is more appropriate
for understanding the diversification of SAA portfolios. More precisely, mixing concave and
convex strategies is crucial for managing the skewness risk of diversified portfolios.

Since momentum investing may now be part of a long-term asset allocation, institutional
investors need to better understand the behavior of such strategies. However, the investment
industry is generally dominated by the syndrome of backtesting. Backtests focus on the
past performance of trend-following strategies. Analyzing the risk and understanding the
behavior of such strategies is more challenging. However, the existence of academic and
theoretical literature on this topic may help these institutional investors to investigate these
topics. We notably think that some research studies are essential to understand the dynamics
of these strategies beyond the overall performance of momentum investing. These research
works are Fung and Hsieh (2001), Potters and Bouchaud (2006), Bruder and Gaussel (2011)
and Dao et al. (2016).

Fung and Hsieh (2001) developed a general methodology to show that “trend followers
have nonlinear, option-like trading strategies”. In particular, they showed that a trend-
following strategy is similar to a lookback straddle option, and exhibits a convex payoff.
They then deduced that it has a positive skewness. Moreover, they noticed a relationship
between a trend-following strategy and a long volatility strategy. By developing a theoretical
framework and connecting their results to empirical facts, this research marks a break with
previous academic studies, and has strongly influenced later research on the momentum risk
premium.

Potters and Bouchaud (2006) published another important paper on this topic. In partic-
ular, they derived the analytical shape of the corresponding probability distribution function.
The P&L of trend-following strategies has an asymmetric right-skewed distribution. They
also focused on the hit ratio (or the fraction of winning trades), and showed that the best
case is obtained when the asset volatility is low. In this situation, the hit ratio is equal to
50%. However, the hit ratio decreases rapidly when volatility increases. This is why they
concluded that “trend followers lose more often than they gain”. Since the average P&L
per trade is equal to zero in their model, Potters and Bouchaud (2006) also showed that the
average gain is larger than the average loss. Therefore, they confirmed the convex option
profile of the momentum risk premium.

The paper of Bruder and Gaussel (2011) is not focused on momentum, but is concerned
more generally with dynamic investment strategies, including stop-loss, contrarian, averag-
ing and trend-following strategies. They adopted an option-like approach and developed a
general framework, where the P&L of a dynamic strategy is decomposed into an option pro-
file and a trading impact. The option profile can be seen as the intrinsic value of the option,
whereas the trading impact is equivalent to its time value. By applying this framework to
a continuous-time trend-following model, Bruder and Gaussel (2011) confirmed the results
found by Fung and Hsieh (2001) and Potters and Bouchaud (2006): the option profile is
convex, the skewness is positive, the hit ratio is lower than 50% and the average gain is
larger than the average loss. They also highlight the important role of the Sharpe ratio and
the moving average duration in order to understand the P&L. In particular, a necessary
condition to obtain a positive return is that the absolute value of the Sharpe ratio is greater
than the inverse of the moving average duration. Another important result is the behavior
of the trading impact, which has a negative vega. Moreover, the loss of the trend-following
strategy is bounded, and is proportional to the square of the volatility.

3A skewness risk premium is rewarded for taking a systematic risk in bad times (Ang, 2014).
4The performance of a market anomaly is explained by behavioral theories, not by a systematic risk.
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The paper of Dao et al. (2016) goes one step further by establishing the relationship
between trend-following strategies and the term structure of realized volatility. More specif-
ically, the authors showed that “the performance of the trend is positive when the long-term
volatility is larger than the short-term volatility”. Therefore, trend followers have to risk-
manage the short-term volatility in order to exhibit a positive skewness and a positive
convexity. Another interesting result is that the authors are able to replicate the cumula-
tive performance of the SGA CTA Index, which is the benchmark used by professionals for
analyzing CTA hedge funds. Another major contribution by Dao et al. (2016) concerns
the hedging properties of trend-following strategies. They demonstrated that the payoff of
the trend-following strategy is similar to the payoff of an equally-weighted portfolio of ATM
strangles. They then compared the two approaches for hedging a long-only exposure. They
noticed that the strangle portfolio paid a fixed price for the short-term volatility, whereas
the trend-following strategy is directly exposed to the short-term volatility. On the contrary,
the premium paid on options markets is high. The authors finally concluded that “even if
options provide a better hedge, trend-following is a much cheaper way to hedge long-only
exposures” .

Our research is based on the original model of Bruder and Gaussel (2011). The idea is to
confirm the statistical results cited above using a unique framework in terms of convexity,
probability distribution, hit ratio, skewness, etc. Since it is a continuous-time model, we
can extend the analysis to the multivariate case, and derive the corresponding statistical
properties of the trend-following strategy applied to a multi-asset universe. Contrary to
the previous studies, we can analyze the impact of asset correlations on the performance
of trend-following strategies. It appears that the concept of diversification in a long/short
approach is different and more complex than for a long-only portfolio. Therefore, three
parameters are important to understand the behavior of the momentum risk premium: the
vector of Sharpe ratios, the covariance matrix of asset returns, and the frequency matrix of
the moving average estimator. The sensitivity of the P&L to these three key parameters is
of particular interest for investors and professionals.

Today, a significant part of investments in CTAs and trend-following programs is mo-
tivated by a risk management approach, and not only by performance considerations. In
particular, some investors are tempted to use CTAs as a hedging program without paying a
hedging premium (Dao et al., 2016). Therefore, we extend the model by mixing long-only
and trend-following exposures in order to measure the hedging quality of the momentum
strategy, and to see if it can be a tool for tail risk management and downside protection.

This paper is organized as follows. In Section T'wo, we present the model of Bruder and
Gaussel (2011). We derive new results concerning the statistical properties of the trading
impact. We also analyze the impact of leverage on the ruin probability. Then, we extend the
model to the multivariate case. This allows us to measure the impact of asset correlations,
and the influence of the choice of the moving average. Using the multivariate model, we can
also draw a distinction between time-series and cross-section momentum. In Section Three,
we study the empirical properties of trend-following strategies. We show how to decompose
the P&L of the strategy into low- and high-frequency components. We then study the
optimal estimation of the trend frequency, and the relationship between trends and risk
premia. We also replicate the cumulative performance of the SG CTA Index by using our
theoretical model. Section Four deals with downside protection and the hedging properties
of the trend-following strategy. We analyze the single asset case, and calculate the analytical
probability distribution and the value-at-risk of the hedged portfolio. The multivariate case
is also considered, and particularly the cross-hedging strategy, when we hedge one asset by
another asset. Then, we illustrate the behavior of the trend-following strategy in presence
of skewness events. Finally, Section Five summarizes the different results of the paper.
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2 A model of a trend-following strategy

2.1 The Bruder-Gaussel framework
2.1.1 Estimating the trend with an exponential weighted moving average

Bruder and Gaussel (2011) assume that the asset price S; follows a geometric Brownian
motion with constant volatility, but with a time-varying trend:

{ dSt = MtSt dt + O'St th
dpg =~ dW¢

where p; is the unobservable trend. By introducing the notation dy; = d.S;/S¢, we obtain:
dyt = Ut de + G'th

We denote fi; = E[p¢| Fy] the estimator of the trend p; with respect to the filtration F;.
Bruder and Gaussel (2011) show that fi; is an exponential weighted moving average (EWMA)
estimator:

t
ﬂtzzkg/iefAuf“)dyu-+e‘“tﬂo
0

where A = 0~ ! is the EWMA parameter. ) is related to the average duration of the moving
average filter and control the measurement noise filtering (Potters and Bouchaud, 2006).

2.1.2 P&L of the trend-following strategy

Bruder and Gaussel (2011) assume that the exposure of the trading strategy is proportional
to the estimated trend of the asset:

€t = Oy

Therefore, the dynamics of the investor’s P&L V; are given by:

w, o ds,
v, 'S5
= ofidy

Bruder and Gaussel (2011) show that:

Vi o .9 . 2/T 2 aoc? A
moL = % (a2 a2) + P (297 2 g
n X (7 — i3) + ao (o2 5 5

Remark 1 An alternative specification of the exposure is:
O~
€t = ?ﬁut

where £ is the standardized exposure. In this case, the exposure is normalized such that
dV;/V; is of order one and has approzimatively the same volatility. This specification is a
special case of the general model where o = fo—2\/\.
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2.1.3 Relationship with option trading

The return of the trend-following strategy is composed of two terms:

Vr r
In— = GOVTJr/ gr dt
Vo 0
where the short-run component is:
@ N
Gor = 2 (A7 — i)

and the long-run component is®:

Bruder and Gaussel (2011) interpret Gy r as the option profile and g, as the trading impact.
This result relates to the robustness of the Black-Scholes formula. El Karoui et al. (1998)
assume that the underlying price process is given by:

dSt = ,LLtSt dt + UtSt th

whereas the trader hedges the European option with the implied volatility ¥, meaning that
the risk-neutral process is:
dS, = rS, dt + %8, dW2

They show that the value of the delta-hedging strategy is equal to:

T
Vo = G07T + % / €T(T7t)l_‘t (22 — O'tQ) St2 dt
0

where G r is the payoff of the European option and I'; is the gamma sensitivity coefficient.
It follows that a positive P&L is achieved by overestimating the realized volatility if the
gamma is positive, and underestimating the realized volatility if the gamma is negative.

In Figure 1, we have reported the option profile G 1 of the trend-following strategy with
respect to the final trend /i when the parameters are the following: o = 25 and [ig = 30%.
In Appendix A.4.4 on page 77, we show that A is related to the average duration 7 of the

EWMA estimator:
1
A=—
-
For instance, if the average duration of the moving average is equal to three months, A is
equal to 4. Figure 1 illustrates that the option profile of the trend-following strategy is
convex. This confirms the result found by Fung and Hsieh (2001), who suggested that the
payoff of trend followers is similar to a long exposure on a straddle. However, the convexity
of the payoff depends highly on the average duration of the moving average. In particular,
short-term strategies exhibit less convexity than long-term strategies. To understand this

result, we recall that 7 is the ratio between the asset volatility and the trend volatility:
T=—
Y
It follows that a high value of 7 implies that the volatility of the asset dominates the volatility

of the trend. This means that the observed trend is relatively less noisy. In this case, it is
rational to use a longer period for estimating the trend.

5We notice that the Markowitz solution a &< ¢~2 is equivalent to use the normalized exposure:

(2 12VAN A
gf:m@% <1‘2> ‘2>

11
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Figure 1: Option profile of the trend-following strategy
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Figure 2: Impact of the initial trend when 7 is equal to one year
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It is remarkable that only the magnitude of the trend, and not the direction, is impor-
tant. This symmetry property holds because the trend-following strategy makes sense in a
long/short framework. We also notice that the option profile of the trend-following strategy
also depends on the relative position between the initial trend jig and the final trend jip.
When the initial trend is equal to zero, the option profile is always positive. This is also the
case when the final trend is larger than the initial trend in absolute value. The worst case
scenario appears when the final trend is equal to zero. In this case, the loss is bounded:

(67N
Gor > ——fi2

Figure 2 summarizes these different results®. We also notice that the maximum loss is a
decreasing function of A, or equivalently an increasing function of the average duration of
the moving average. This implies that short-term momentum is less risky than long-term
momentum. This result is obvious since long-term momentum is more sensitive to reversal
trends, and short-term momentum is better to capture a break in the trend.

2.1.4 Statistical properties of the trend-following strategy

In Appendix A.4.3 on page 76, we show that g; is a linear transformation of a noncentral chi-
square random variable, where the degree of freedom is 1 and the noncentrality parameter
is ¢ = s2/\:

29 + Aao? s?)

<gl=F (2T .
Prig: < g} F(Aaa2(2—aa2)’ T A

where s; is the Sharpe ratio of the asset at time ¢. In Figures 3 and 4, we report the cumu-
lative distribution function of the trading impact g¢; for different moving average windows
when the parameters are 0 = 30% and a = 1. In the first figure, we set the Sharpe ratio
equal to zero. In this case, the probability of loss is larger than the probability of gain.
However, the expected value of gain is larger than the expected value of loss. Here we face
a trade-off between loss/gain frequency and loss/gain magnitude. As explained by Potters
and Bouchaud (2006), the trend-following strategy loses more frequently than it gains, but
the magnitude of gain is more important than the magnitude of loss. This theoretical result
is backed by practice. Most of the time, there are noisy trends or false signals. During
these periods, the trend-following strategy posts zero or negative returns. Sometimes, the
financial market exhibits a big trend. In this case, the return of the trend-following strategy
may be very large, but the probability of observing a big trend is low.
In Appendix A.4.5 on page 78, we derive the hit ratio of the strategy:

H="Pr{g >0}

We have reported the relationship between H and the Sharpe ratio s; in Figure 5 using
the previous parameters (o = 30% and « = 1) and a one-year moving average. It follows
that when the Sharpe ratio is lower than 0.35, the hit ratio of the trend-following strategy
is lower than 50%. If we consider the expected loss and the expected gain”, we obtain the
results given in Figure 6. We confirm that the average loss is limited. The expected gain is
an increasing concave function of the absolute value of the Sharpe ratio, meaning that the
effect of the Sharpe ratio is amplified by the trend-following strategy.

6We use the same parameter values as for Figure 1.
7 Analytical formulas are given in Appendix A.4.6 on page 78.
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Figure 3: Cumulative distribution function of g; (s; = 0)
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Figure 4: Cumulative distribution function of g; (|s¢| = 2)
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Figure 5: Hit ratio H of the trend-following strategy
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We show here the statistical moments of g; computed by Hamdan et al. (2016):

ac? (2 — 0402) 9 Aao?

M (gt) = 9 St 9 (1 — OéO'z)
Aao? (2 —ac?)| [2)\ + 452
o(ge) = ( ) :
2 A
2\
vi(g) = (2A+6s2 R ——
1(9e) ( ) (A +2s2)°
12 + 4852
Y2 (g = A—
2(91) (A + 252)°

These statistical moments® are reported in Figure 7. Generally, we have ao? < 1, implying
that:

A
1 (g¢) = ao® (3? + 2)

This explains that p(g:) depends on the frequency parameter A as illustrated in the first
panel in Figure 7. We also notice that the volatility and the kurtosis coefficients are a
decreasing function of the moving-average duration (second and fourth panels). This means
that a short-term trend-following strategy is more risky than a long-term trend-following
strategy. In contrast, the skewness is positive and not negative (third panel). This is due to
the convex payoff of the strategy.

Figure 7: Statistical moments of g;
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8We again consider the previous parameters ¢ = 30% and o = 1.
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Remark 2 The Sharpe ratio of the trend-following strategy is represented in Figure 8. When
the Sharpe ratio of the asset is low (lower than 0.40), the Sharpe ratio of the strategy is
higher. However, it is lower than a buy-and-hold portfolio when the Sharpe ratio of the asset
is high. Moreover, we note that long-term momentum strategies have a higher Sharpe ratio
than short-term momentum strategies.

Figure 8: Sharpe ratio of ¢
S Yt

0 | | | | | |
0] 0.5 1 1.5 2 2.5 3

Absolute value of the Sharpe ratio |s;|

2.1.5 The importance of the realized Sharpe ratio

The previous analysis highlights the role of the Sharpe ratio s;. In this paragraph, we focus
on the estimated Sharpe ratio, which can be viewed as the realized Sharpe ratio thanks to
Kalman filtering.

We have seen that the P&L of the trend-following strategy can be decomposed in a
similar way to the robustness formula of the Black-Scholes model. In this case, we have the
following correspondence between the parameters:

Delta-hedging T,5? %2 o7

Trend-following  ac? 82 A

At first sight, the parameters of the trend-following strategies seem to be non-homogenous
with respect to those of the delta-hedging strategy. However, there is a strong correspon-
dence. For instance, I';S? measures the residual nominal exposure of the delta-hedging
strategy while awo? measures the normalized nominal exposure once the trend has been
normalized by the variance of asset return. Indeed, we have:

I~
er = Qi

17
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where o/ = ao? and i} = 0~ 2ji;. We will see later what the rationale of such formulation
may be. The Sharpe ratio $; plays the role of the implied volatility. It is the main risk factor
of the trend-following strategy, exactly like volatility is the main risk factor of the delta-
hedging strategy. Therefore, the trade-off between implied volatility and realized volatility
takes an original form in the case of the trend-following strategy®:

g ~ aoc’ <§f — %V&I’ (éf))

1
= ac?s] - 50402 var (8;)
—— —
Gamma gain Gamma cost

The trade-off is now between the squared Sharpe ratio and its half-variance. This result
must be related to Equation (8) found by Dao et al. (2016), who show that the performance
of the trend-following strategy depends on the difference between the long-term volatility
(gamma gain) and the short-term volatility (gamma cost).

The robustness formula also tells us a very simple rule. If we want to obtain a positive
P&L, we must hedge the European option using an implied volatility that is higher than the
realized volatility if the gamma of the option is positive. In the case of the trend-following
strategy, this rule becomes:

2 A
g >0 & a02<,§t2<1a;>2)20

e &> (1 70402/2)_1/2 L

V2T
N Er
3 -
tl = Jor
We obtain the result of Bruder and Gaussel (2011). In Figure 9, we report the admissible
region in order to obtain a positive trading impact. We notice that a low duration implies
a high Sharpe ratio. For instance, if we use a three-month EWMA estimator, the absolute
value of the Sharpe ratio must be larger than 1.41 in order to observe a positive trading
impact. In the case of a one-year moving average, the bound is 0.71 (see Table 1).

Table 1: Upper and lower bounds of the admissible region

Duration 1w 1M 3M 6M 1Y
Bounds +£5.10 +245 £141 +£1.00 =+£0.71

The reason is that the estimator depends on the duration. In Figure 10, we have reported
the probability density function of the Sharpe ratio estimator $; when the true value of s; is
equal to 0.5. We observe that the standard deviation is wide, even if we consider a ten-year
period. This is why the Sharpe ratio estimate must be significant in order to generate a
positive P&L. Since gamma costs increase with the frequency of the moving average, it is
perfectly normal that the estimate must be higher for low duration than for high duration.

Remark 3 All these results confirm that short-term momentum strategies must exhibit more
cross-section variance than long-term momentum strategies. Another implication is the im-
portance of trading costs induced by gamma trading in particular for short-term momentum
strategies.

9We assume that ao? < 1.
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Figure 9: Admissible region for positive trading impact

Po

Figure 10: Probability density function of the Sharpe ratio estimator
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2.1.6 The leverage effect and the ruin probability
Bruder and Gaussel (2011) propose using the optimal Markowitz allocation:

m
=5

Since this rule is simple and seems to be natural, it is not obvious that it is the optimal
leverage. In Figure 11, we have reported the relationship between the leverage o and the
trading impact g; when the Sharpe ratio is equal to 2. We notice that g; is concave function
of @ (panel 1). In particular, the P&L decreases when « is higher than a certain value o*.
The maximization of the trading impact implies that the optimal leverage a* is equal to':

. < . (2§$—/\ 2) >
o =max (min ( —5—, — | ,0
o o

We have reported the value of a* and also the corresponding exposure e* in the third and
fourth panels. These results show that the exposure must be an increasing function of the
Sharpe ratio and also a decreasing function of the asset volatility. However, this conclusion
must be contrasted, because too high an exposure can destroy the strategy. In the previous
paragraphs, we have always assumed that ao? < 1. Otherwise, we obtain:

1 1
g = ao’s? —  —aoc?®var (4;) + —a’c*s?
2 2
—_——
Gamma gain Gamma cost

It follows that gamma costs can be prohibitive in this case.

Figure 11: The leverage effect
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10T his result is valid if we assume that §? is relatively constant.
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Figure 12: Ruin probability (¢ = —75%)
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Remark 4 In Figure 12, we have reported the ruin probability py = Pr{gs < —L} when £
is set to 75%. We wverify that it is an increasing function of the leverage a. We also motice
that the ruin probability is larger for short-term momentum than long-term momentum. This
result is counter-intuitive, because we could think that a short-term momentum may react
quickly if it has a false signal. Here our analysis assumes that we annualize the return and
does not take into account the final payoff that may be extremely negative for long-term
momentum.

2.2 Extension to the multivariate case

Here we discuss the general case when the momentum strategy invests in n risky assets:

dSt :MtQStdt+(U®St)® th
dps = o* © dW}

where S, p1¢, o and ¢* are four n x 1 vectors. We also assume that E [W;W,"] = C and
E [WyW¢T] = C* where C and C* are two square matrices, and E [WW,"| = 0. We denote
Y the covariance matrix of asset returns and I' the covariance matrix of trends!!.

The portfolio is a weighted sum of the asset returns:

n

dV; ds;
t_ Z et b

Vi = Sit
where e;; is the exposure on Asset i at time ¢. Let Sy = (Si4,...,5.¢) and e, =
(e1,ts---,€nt) be the vectors of asset prices and exposures. The matrix form of the pre-

HWe have Ei,j = Ci,jai(r]- and Fi,j = C:JO’:O’;

21



Understanding the Momentum Risk Premium

vious equation is:

dV; +dS;
—L e
Vi S:
The momentum strategy is defined by:
e = Ajl
where A is the allocation matrix and fiy = ({11, - ., fin,t) is the vector of estimated trends.

In this section, we will see that the generalization to the multi-dimensional case is very
natural, and also that correlations have a big impact on the strategy.

Figure 13: Cumulative distribution function of ¢; (s; = 0,C; ; = 0)

-10 10 20 30 40 50
Annualized return (in %)

2.2.1 Uncorrelated assets

If we assume that the matrix A is diagonal'? and the assets are uncorrelated (C = 0 and
C* = 0), the expression of the P&L becomes:

Vr = QG .9 ~2 T 9 ﬂ?t Oéi(fz i
In—- = o — i o2 [ (1- 22 ) 2 )
T
= GO,T+/ g dt
0

We obtain the decomposition between the option profile and the trading impact.

12We have:
A = diag (a1,...,an)
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In Appendix A.5.3 on page 80, we show that g; is a Gaussian quadratic form of random
variables:

1 < )
Prig:<g}t=WU <g +3 ;_1 Aiio7;a, b>
where a = (a;), b = (b;) and:

\ijo? (2 — aiaf)
2

a; =

b — Sit
VA

Let us illustrate the impact of the asset number n on the cumulative probability distribution.
We use the same parameters for all the assets: the Sharpe ratio is equal to 0, the volatility is
equal to 30% and the average duration of the moving average is set to one year. In order to
compare the results, the exposure «; is equal to 1/n, where n is the number of assets. The
cumulative distribution function is shown in Figure 13. The number of uncorrelated assets
changes its shape. In particular, it reduces the loss probability, but also the gain probability.
These effects are due to the diversification effect, and are close to those observed with the
equally-weighted long-only portfolio. When the Sharpe ratio of assets is equal to zero, we
also notice that:

lim g, =0

n—roo

There is no miracle: the trading impact tends to zero when the number of assets in large.
In Figure 14, we consider the case where the absolute value of the Sharpe ratio is equal to
2. As before, the cumulative distribution function shifts towards the right.

Figure 14: Cumulative distribution function of g; (

si| =2,Ci; = 0)
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Figure 15: Statistical moments of g; with respect to the number of uncorrelated assets
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The statistical moments'® of g; for a one-year EWMA are given in Figure 15. The
number of uncorrelated assets has no impact on the mean, but dramatically reduces the
other moments. Since the volatility decreases, the Sharpe ratio of the momentum strategy
increases with the number of uncorrelated assets. Moreover, skewness and excess kurtosis
coefficients tend to zero when n tends to co. Therefore, the probability distribution tends
to be Gaussian as shown in Figure 16 — the corresponding cumulative distribution functions
are those given in Figure 14.

2.2.2 Correlated assets

We now turn to the general case. The optimal estimator of the trend becomes:

t
fr = / e T dy, + e i
0

As previously, we obtain an exponentially-weighted moving average, but it is multi-dimensional'4

and depends on the matrix A = T X1,

In Appendix A.5.2 on page 79, we show that the expression of the P&L is equal to:
Vr

1. 1. . A
In—= = f(,uTT—ATA Yir — fig ATA 1/m)+
o 2

T
/ <pJAT (In — ;2A> fir — %tr (ATZAT)) dt
0

We again obtain a decomposition of the performance between an option profile and a trading
impact!®. Since g, is a Gaussian quadratic form, we deduce that!S:

1
Pr{g <g} =Q (g +tr (ATSAT) s, A, AT (In - ;ZA»

We consider the example with the same parameters for all assets. The asset volatility is
equal to 30%, the Sharpe ratio is equal to s; and the average duration of the moving average
is equal to three months!”. We also assume that the correlation matrix C corresponds to a
uniform correlation matrix C, (p). Since we have A = AL, we deduce that I' = ATSA = A28
and Yo, = AY = AX. Therefore, the correlation matrices of I and YT, are exactly equal to
Cn (p). The results are given in Figures 17, 18, 19 and 20. The first figure shows the impact
of the uniform correlation p when the Sharpe ratio of the assets is equal to zero. We notice
that a positive correlation has the same effect as a negative correlation. Here we obtain an
interesting result: the best case for diversification is reached when the correlation p is equal
to zero.

13These are described on page 82.
14We will discuss this result later in Section 2.2.4 on page 30.

151f A = oI, and A = diag(},...,)\), we obtain a simple expression:
Vo oo AT A T 1 N A
lnvo_ﬁ(,uTqu,uouo)Jra/o [y In*EaE uf*gtr(E) dt

We see the previous result obtained in the one-dimensional case:

Vr a .o 9 /T 9 ao? o2
In— = — — 1—— ) —— ) dt
" o (A7 — fg) + o G 5 5

16See Appendix A.5.4 on page 82.
17"We have \ = 4.
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Figure 17: ITmpact of the correlation on Pr{g; < g} (|s| = 0)
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Figure 18: ITmpact of the correlation on Pr{g; < g} (s; = 2)
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Figure 19: Impact of the number of assets on Pr{g; < g} (|s¢|] =0, p = 80%)
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Figure 20: Impact of the number of assets on Pr{g; < g} (st =2, p = 80%)
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Remark 5 Let us consider a portfolio (a1, as2) composed of two assets. The corresponding
volatility is equal to:

o(p) = \/a%a% + 2paiazo10a + ado?

In the case of a long-only portfolio, the best case for diversification is reached when the
correlation is equal to —1:
o(—1) = |a1o1 — agog]

whereas the worst case for diversification is reached when the two assets are perfectly corre-
lated. We have:

|arop — asos| =0 (1) <o (p) <o (1) =101 + agos

We notice that this result does not hold in the long-short case. Let us assume that aq > 0
and az < 0. We have: o (1) < o(p) < o(—1). However, this property is not realistic.
Indeed, it is more relevant to assume that sgn (a1as) = sgn (p). Therefore, the best case for
diversification is reached when the correlation is equal to zero:

a(0) <o(p)

In particular, a correlation of —1 is equivalent to a correlation of +1 in the long-short case.
Indeed, when the correlation is equal to —1, the investor will certainly be long on one asset
and short on the other asset, implying that this is the same bet, exactly when the two assets
are perfectly correlated in the long-only case.

This symmetry between positive and negative correlations is not verified when the Sharpe
ratio of the assets is not equal to zero. For instance, it is better to have a negative correlation
than a positive correlation when the Sharpe ratios are all positive (see Figure 18). Another
interesting result is that the number of assets has a small impact on the trading impact
when the correlation parameter is high (Figures 19 and 20).

2.2.3 Impact of the correlation in the two-asset case

We assume that A = A\l and A = diag (3, 2). The expression of the hit ratio is equal to:

Ao? + Ao 41, — %

H=1-—Q g;ut’)@’#
4 8

Figure 21 shows the evolution of the hit ratio with respect to the correlation parameter's.

We notice that the optimal parameter p* that maximizes the hit ratio satisfies the following

conditions:
<0 if sgn(uipue) >0

pr=9 =0 if pips=0
>0 if sgn(uipus) <0
Indeed, we have:
1 o2\ . 1 o2\ .
g = 2(1—i)ﬂf,1+2<1—z>ﬂg,2—
po102 . .

A
Heale2 — — (U% + U%)

4 4

We notice that the correlation parameter p only impacts the term ji; 1/iz2. Maximizing
the hit ratio with respect to the correlation p is then equivalent to minimizing the term
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Figure 21: Hit ratio (in %) witl
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po102fiy 1 fi,2. Since we have E [fiy 11 2] = p1p2 + Apo10g, it is therefore natural that p* is
a function of — sgn (u1p2).

We have reported the statistical moments of g; in Figure 22. We notice that the impact
of the correlation is rather small on the expected return'®, but large on volatility, skewness
and kurtosis. Moreover, we observe that the risk is minimized when the correlation is close to
zero. All these results confirm the special nature of the correlation in momentum strategies:
the best case for diversification is obtained when the correlation is close to zero.

18We have o1 = 09 = 30% and A\ = 4.
19We now assume that A = diag (a1, a32). Using Appendix A.5.6 on page 83, we deduce that the first
moment is equal to:

1 1
wta) = (1= g020?) R+ 20D) + (00 - Jodod ) (. +303) +
—a1a2p0102 (p1,tp42,t + Apo102) —
A
5 (alo'% + 0420‘%)

It follows that:

p* = argmaxpu(ge)

__Hiep2e
201,102 ¢
1

= *ﬁsl,tSQ,t

This result confirms the intuition about the optimal correlation for the hit ratio.
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Figure 22: Statistical moments of g; with respect to the asset correlation p
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2.2.4 Impact of the EWMA estimator

Market practice We recall that A is related to the covariance matrices 3, I and T o

A=7T X!
{ ' =AYAT

Until now, we have assumed that A = A,,, meaning that I' = A% and T, = AX. We
deduce that asset and trend correlation matrices are the same — C = C* — while asset and
trend volatilities are proportional. Therefore, the parametrization (X, A) is equivalent to
imposing the covariance matrix I' of trends. We have used this parametrization because
it is the practice used in the market. Indeed, fund managers consider A as an exogenous
parameter and most of them assume that A = AI,. Sometimes, the fund manager will
use different moving average estimators in order to reduce the model misspecification and
improve the robustness. If we assume that A = al,,, we obtain:

1 ¢ T NOu
111* = Egz/\ (a2~ 0§ ") +

2 297 (1, - Law) 40— M) ar
m/o ;(:U’t <n o) Ha Zr()

when we consider m moving averages and an equally-weighted allocation between the m
trend-following strategies. We show the impact on the option profile in Figure 49 on page
94 when the parameters are the following: o = 25 and u( = 30%. For the payoff, we
notice that combining different moving averages is equlvalent to considering one exponential
weighted moving average, whose parameter \ is the harmonic mean of the individual EWMA
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parameters:
-1

A=m i)\j‘l
j=1

In Figure 49 on page 94, we have A\; = 1, Ao = 4 and A = 1.6. Therefore, combining one-
year and three-month moving averages is equivalent to having a 7.5-month moving average?°.
However, the previous analysis does not take into account the fact that ﬂéz ) #* ﬂgfc ), meaning
that the estimators are not the same. The problem is even trickier when we consider the

trading impact:
m

« N7 1 NZ by
g = — Zuijﬁ I, —=aX uﬁj) — —atr ()
m = 2 2

where A = m™! Z;n:l A;. Indeed, g; depends on the joint distribution of (ﬂgl) . ,ﬂgm)> and

in particular the covariance matrix between ﬂgj ) and ﬂgk). The fund manager’s underlying

idea is to reduce the variance of the quadratic term without decreasing the expected return
of the strategy. To go further, we have to investigate what impact a misclassification of the
matrix A has on the trend-following strategy.

Univariate versus multivariate filtering We recall that the natural parametrization
of our model is (X,T"), and not (X, A). Therefore, A is an endogenous parameter, and its
computation requires a two-step approach:

1. we solve the algebraic Riccati equation: Yoo X 1 o =T
2. weset A =T XL

Let us assume that o = (20%,20%,20%), o* = (10%, 20%,30%), and C = C* = C3(p),
implying that the covariance matrices ¥ and I' only differ by the volatilities. When the
uniform correlation p is equal to 30%, we obtain:

0.4600  0.0346 0.0745
A= -0.1325 1.0045 0.0872
—0.2314 —-0.0516 1.5661

The diagonal terms A;; are approximately equal to the volatility ratio ¢}/o;. Therefore,
when p is close to zero, A may be approximated by a diagonal matrix, whose elements are
equal to A;; = 07 /o;. Suppose now that p is equal to 90%. The matrix A becomes:

—0.4572 0.1145 0.7745
A= —-1.7999 1.0921 1.3524
—2.4824 0.0099 3.2662

In this case, A can no longer be approximated by a diagonal matrix?'.

20We notice that the global duration 7 is the mean of individual durations T = )\j_lz
1 m
T=— Tj
™
Jj=1

21In Tables 4 and 5 on page 92, we have reported the values of Too and A calculated using the naive and
Riccati approaches. We notice that the solution Yo = I'/25%2 is not valid when the matrices & and I" are
not proportional.
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If we neglect the initial trend fig or if ¢ is sufficiently large, we have:

t
. :/ w(s) dyi—s
0

where w (s) = e A A. If we assume that all the eigenvalues of A are positive, ji; is stationary,
w(0) = A and limg_,oo w (s) = 0. Moreover, w (s) is a diagonal matrix only if C = C* =1,
and we have:

n
frig = /Zwi,j(s) dyji—s
0=

# / wWi,i (5) dYi,i—s

0

t
t

Therefore, we notice that correlations between assets or trends can be used in order to
improve the estimation of trends. Let us consider the case:

1.00 0.90 0
C=C*=1{ 090 1.00 0
0 0 1.00

We obtain??:
—0.1734 0.6503 0

A= —-1.3007 19944 0
0 0 1.5

In Figure 50 on page 95, we have reported the dynamics of non-zero components w; ; (s). We
notice that the trend of the first and second assets is estimated using a long/short approach,
which is not the case for the third asset. We recall that the naive estimator is equal to:

0.5 0.0 0.0
A= 00 1.0 0.0
0.0 0.0 1.5

The results are given in Figure 51 on page 95. The naive estimator corresponds exactly to
the univariate case. If we consider the first asset, Figure 23 presents the comparison of the
two estimators. Since the (asset and trend) correlation between the first and second assets
is very high, in the short run the optimal estimator uses the returns of the second asset,
because the average duration of the second trend is lower than that of the first trend. When
s is larger than 0.7 year, the optimal estimator put more weight on the first asset than on
the second asset, because the returns of the first asset become more pertinent for estimating
a trend with a two-year average duration.

Misspecification of the EWMA estimator We may wonder what is the consequence of
choosing a biased EWMA estimator. The first impact concerns the covariance matrix Y.
When we use the optimal estimator A, we deduce its value from the optimal covariance
matrix Yo that satisfies the algebraic Riccati equation: I' — Yoo X 'Yo = 0. Then, we
have A = T.X~!. When the EWMA matrix is given by the portfolio manager and is
equal to A, the corresponding covariance matrix Y. does not satisfy the algebraic Riccati

equation, but the Lyapunov equation?3:

AT — Yo AT +T+AZAT =0

22The results are given in Table 6 on page 92.
23Proof is given in Appendix A.5.7 on page 83.
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Figure 23: Comparison of optimal and naive estimators w (s) for the first asset
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Let us consider the examples of the previous paragraph. In Tables 7-9 in page 93, we have
reported the matrices Yo, and Y., when we consider three specifications of A:

e We first assume that we have optimal univariate filters:

A, = diag (0.5,1.0,1.5)

e Then, we consider a three-month moving average:

Ay = diag (0.25,0.25,0.25)

e Finally, we use the average of univariate moving averages2?:

A3 = diag (1.0,1.0,1.0)

We verify that any specification of A produces a covariance matrix Yo that is larger than
the optimal covariance matrix Y., in the sense of Loewner ordering;:

2 Yoo > 2 Yoo

for any = € R".

The second impact concerns the expected value of fi;. Indeed, the Kalman-Bucy filter
ensures that:

ﬂt ~ N(:U’h TOO)

24The duration of univariate moving averages is respectively equal to six months, one year and eighteen
months.
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When we specify a given matrix f\, we obtain:
fir ~N (ﬁt, Too)
where [i; # ;. Since we have?®:
d(fig — pue) = =M (fig — pe) At + AXY2dz, — TV dzZ;

it follows that: ~
Eld (4 — pe)] = —AE [ — pu] dt

If all the eigenvalues of A are positive, we notice that ji; = E [f;] — & when t — co. There-
fore, the bias fi; — py decreases over time. Nevertheless, this result may be misunderstood
because we may feel that we could obtain an unbiased estimator and the choice of A is not
important. Let us consider the market practice A = AL,. We have:

d(fig — pue) = =X (fig — pe) dt + AXY?dz, — T dz;
The Lyapunov equation becomes:
“AY = AT+ T+ A2 =0
We deduce the following solution:

AT Y
e 2
We notice that: R R
A—o0 A—0

where Z is an infinite matrix. We conclude that the arbitrary choice of A leads to a trade-off

between the bias E[fiz — pt] of the estimator and the error magnitude Yo, — Yoo of the
covariance.

Remark 6 In the univariate case, we verify that the lowest variance U; of the trend esti-
mator is obtained®® when \* = yo~t. Figure 2/ illustrates the behavior of ¥y with respect
to the frequency A for different values of o and ~y. We check that the variance is infinite at
the extremes. However, if the choice of X is not so far from the optimal value, the efficiency

loss is limited, because the variance Uy is almost flat around \*.

2.2.5 Time-series versus cross-section momentum

Asset managers distinguish two trend-following strategies: time-series momentum and cross-
section momentum. The first strategy, also called trend continuation, assumes that the past
trend is a good estimate of the future trend (Moskowitz et al., 2012). In this case, we have:

flig > 0=e¢e42>0
fig <0=e;; <0

25See Appendix A.5.7 on page 83.
26Let I' = 42 and ¥ = o2. The first-order condition is:

00y 1 ~? 2)

P . =0
ax 2 ( A e

We deduce that A\* = yo~! and ¥y = vo.
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Figure 24: Evolution of the volatility /v, with respect to the frequency A
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This implies that the exposure on Asset i depends on the sign of the trend. For instance, the

specification A = diag (aq,...,a,) where a; > 0 corresponds to a time-series momentum
strategy since we have:

it = Qi ¢t

The consequence is that the portfolio is long (resp. short) on all assets if they all have a
positive (resp. negative) trend. The second strategy consists in being long on past best
performing assets and short on past worst performing assets (Jegadeesh and Titman, 1993;
Carhart, 1997). A typical cross-section momentum approach consists of selecting assets
within the top and bottom quantiles, for example the top 20% and bottom 20%. If we use
the mean as the selection threshold, we obtain:

fig > [y = ejp >0
flig < iy = €6 <0

where:
S
Mt = n Zﬂj,t
j=1

Remark 7 This ranking system is very popular with asset managers and hedge funds. For
instance, it is much used in statistical arbitrage or relative value. However, the alloca-
tion rule e;; = ayfi; ¢ 15 naive and may be not realistic. Fund managers prefer to use an
equally-weighted or an equal risk contribution portfolio on the selected assets in order to
have a diversified portfolio of active bets. Amnother approach consists in using Markowitz
optimization. The goal is then to eliminate common risk factors and to keep only specific
risk factors.
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Let @ = (aq,...,a,) be the vector of weights. The cross-section momentum strategy
can be studied in our framework by setting:

N
€it = Q4 | Wit — ﬁ Z,Uj,t
j=1
1)\ . «; .
= o (1 - n) i — ;Z Zﬂj,t
J#i
We deduce that:
o (1—=n71) —an~t —agnt
—agn~! a9 (1 — n‘l) —agn~!
A =
—apnt —a,n "t an (1—=n7t)

1
= diag(a) — ~a ®1,)

Remark 8 There are two issues concerning the determination of the probability distribution
of trading impact. First, we are not sure that ATA~! is a symmetric matriz®”. This means
that the formulas of Gor and g: are only approximations of the ‘true’ payoff and trading
impact. Second, Q = AT (In — %ZA) may be not a symmetric positive definite matrix. This
implies that the trading impact is not necessarily a definite quadratic form. If we assume
that a; = o = « and A is a diagonal matriz, the first issue is solved. We also deduce that
Q is symmetric®®.

Let us consider the two-asset case. We assume that a; = s = o and A = A5. In this
case, the option profile is equal to:
Gor = -~ ((ﬂ1,T — fior)? = (fu0 — ﬂ2,0)2)

Figure 25 shows the option profile when the parameters are « =1, A =1 and fi;90 = fi2,0.
The option profile is a convex function and is maximum when |fi1 7 — fig,7| is maximum.
While time-series momentum is based on absolute trends, cross-section momentum is sensi-
tive to relative trends, and its performance depends on the dispersion of trends. However, it
is certainly not realistic for a cross-momentum strategy to be based on two opposite trends.
Indeed, this generally means that the two assets are anti-correlated. Therefore, this case is
equivalent to a time-series momentum strategy. It is more realistic to focus on the region
around the line fi; 7 = jio 7. Here, the rationale of the cross-section momentum is to benefit
from the dispersion of realized trends when the assets are (highly) correlated.

If we consider the trading impact, we obtain:

o « . . al

g = 5 (1 -1 (o +U§)) (fine — fize)” — T (07 +03) +
a a . .
5 PO102 (5 (fure — /J27t>2 + )\)

In Figure 53 (Appendix C on page 96), we have reported the distribution?® of g; for different
correlation values p. Contrary to the time-series strategy, the sign of the correlation has

27See Footnote 71 on page 80.
28Because A is symmetric.
29We use the following parameters: o = 1, A = 1, u1 ¢+ = 30%, p2,+ = 10% and o1+ = o2+ = 30%.
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Figure 25: Option profile of the cross-section momentum

0.4

an impact on the trading impact. This is confirmed by the statistical moments of g; given
in Figure 26. The expected return is a decreasing function of the correlation p. However,
the risk of the strategy is maximal when p is equal to —1 whatever the risk measure we use
(volatility, skewness and kurtosis). Contrary to a long-only portfolio, the diversification of
cross-section momentum is not improved when we have negative correlations. Finally, we
notice that the best Sharpe ratio is obtained when the correlation is positive and high (see
Figure 54 on page 97). This result can be readily understood as the cross-section strategy
is a relative strategy between trends. Therefore, we would like the assets to be correlated in
order to capture spread risk between trends, and not the directional risk of trends.

Remark 9 In Appendiz C on page 97, we have reported the probability distribution, the
statistical moments and the Sharpe ratio of g in a four-asset case (Figures 55, 56 and 57).
The results are similar to those obtained in the two-asset case. In particular, the best case for
reducing risk and increasing the Sharpe ratio is to consider assets that are highly correlated.

3 Empirical properties of trend-following strategies

3.1 P&L decomposition into low- and high-frequency components

Our model has been developed in continuous-time in order to obtain analytical formulas.
For the implementation, we now consider the discrete-time version. We assume that we
rebalance the portfolio at a series of pre-fixed dates {to,¢1,ta,...}. We recall that the trend-
following strategy is defined by the following exposure at time3° #;:

e = ajiy

30We use the notation (J;, instead of O¢,, in order to simplify the equations.
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Figure 26: Statistical moments of g; with respect to the correlation p (cross-section, n = 2)
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where3!:
fir = (1= X+ (tp — tie1)) - fin—1 + A R

where ) is the frequency of the exponentially weighted moving average and Rf is the return
of the underlying asset S (t) between t;_; and ¢;. Therefore, the empirical return of the
trend-following strategy V (t) at time ¢, is equal to:

RY =ep_1-RY
According to our model, we can calculate the theoretical return as follows:
RY = RO+ RY

where:

and32:

~9 9
o 2 [ Hi—1 ao A

= 1 —_—— _—— -_— _
R; =ao < 2 ( 5 ) 2) (tgy — tk—1)

RkG corresponds to the option profile component whereas RZ is the part of the performance
due to the trading impact. By construction, the empirical return converges to the empirical

31The true formula is:

S
_ R
(tk —th—1)

Indeed, we have to scale the return in order to obtain a yearly estimate of the trend.
32In practice, we do not know the true volatility o so we replaced it by an estimate ;_1. In what follows,
Gk —1 is calculated using a one-year exponentially weighted moving average.

P = (1 =X (tg —tk—1)) - fAr—1+ X (tx —tp—1)) -
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return of the trend-following strategy when the rebalancing period tends to zero:

lim RY =R}
tp—tr_1—0t

In this paper, we consider daily rebalancing, implying that R,‘C/ R R,‘C/.

Let us illustrate the decomposition R,‘c/ ~ ng + Ri To do this, we simulate a geometric
Brownian motion and we backtest the trend-following strategy with = 1 and A = 2. In
Figure 27, we have reported the underlying asset S; in the first panel, and the cumulative
performance3® of the trend-following strategy in the second panel®*. We notice that V; is
very close to V;. The accuracy of the model is also verified with the scatter plot between
]:Bkv and R,‘: (third panel). Therefore, we can decompose the cumulative performance of V;
by two components:

e a low-frequency component, which corresponds to the trading impact g;;
e a high-frequency component, which corresponds to the option profile Gy;

Contrary to the widely-held belief, the long-term dynamics of V; are explained by the trading
impact whereas the short-term dynamics of V; are explained by the option profile.

Figure 27: Comparison of the strategy performance V; and the model performance V; when
the underlying asset is a simulated geometric Brownian motion
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We now apply the previous decomposition to some financial assets. In Figure 29, we
report the cumulative performance of V;, Gy and g; in the case of the Eurostoxx 50 Index.
For this, we follow Bruder and Gaussel (2011) who prefer to perform the trend-following

33 All cumulative performances are calculated using the recursive formula: X = (1 + RkX ) Xk_1 where

Xo = 100 and X; stands for V%, ‘;}, Gt and g¢.
34Two other simulations are reported in Appendix C on page 99 (Figures 58 and 59).
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Figure 28: The low- and high-frequency components of V;
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strategy on the volatility targeted index rather than on the index itself. We consider a 20%
volatility target strategy and we assume that the parameter A is equal to 2, meaning that
the average momentum duration is six months, whereas the leverage « is set to 1. Again,
we obtain the decomposition between the option profile and the trading impact. We also
confirm that most of the performance of the momentum strategies comes from the trading
impact, while the contribution of the option profile is not significant. In Figure 30, we have
represented the relationship between the returns of the underlying asset and the returns of
the trend-following strategy®®. We verify that:

1. the momentum strategy exhibits a convex option profile®¢ (first panel in Figure 30);
2. the large losses are due to the option profile G;
3. the performance of the option profile is close to zero;

4. the trading impact is not necessarily a convex function of the asset return®’ (second
panel in Figure 30);

5. the losses of the trading impact are limited;
6. the expected return of the trading impact is positive.

If we consider other assets, we obtain similar results (see Appendix C on Page 100 for the
results with S&P 500 and Nikkei 225 indices).

35The returns correspond to the annualized 4-month rolling performance.
36The solid black line corresponds to the quartic polynomial fit between RS and ch.

37The solid black line corresponds to the quartic polynomial fit between R% and Rz.
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Figure 29: Decomposition of the trend-following strategy (Eurostoxx 50)
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3.2 Optimal estimation of the trend frequency

We recall that:
dy; = pe dt + o dW;
dpe =~ dW¢

where dy; = dS;/S;. The corresponding discrete-time state space model is:

RY = (tp —tgp—1) ik + o/Ek — Lr—1 €k
Pr = pe—1 + 7Vt — te—1 €5

where ¢, ~ N (0,1) and €} ~ N (0,1) are two independent Gaussian processes. The log-
likelihood function for the sample3® is equal to3°

T 1 1 v
— k
E(G)f72111271'75;711an7§371 °

where v and F} are the innovation process and its variance for the observation t;. These
two quantities are easily calculated using the Kalman filter. Therefore, we can estimate
the parameters 6 = (¢,v) by maximizing the log-likelihood function ¢ (¢). This approach is
called the time-domain maximum likelihood method.

Another approach is to consider the frequency-domain maximum likelihood method. We
assume that ¢, — tp_1 is a constant §. It follows that:

Ry —Rj_, = 6(uk—pr—1)+06"" (e —ex1)
7632 e + 062 (1 — L) e,

We deduce that the stationary form of R® is S (RS ) = Rf — Rf_l and the spectral density
of § (RS) is equal to:
7253 2
fS(RS) (19) = T —+ 2 (]. — COSI9)
where ¥ € [0,27]. Let Is(gs) (J) be the periodogram of S (RS). Whittle (1953) shows that
the log-likelihood function is given by:

T 1

59:7—111277—7 In fs(rs - =
Q) Z scrs) (9 Z fS(RS)
where 9, = 275 /T.
Using the (time-domain or frequency-domain) maximum likelihood method, we estimate

the parameters 6 = (o,7v). We deduce that the ML estimate of the trend frequency A is
equal to:

5\:

Q|

We can also calculate the variance®? of \:

var (5\) = 012 ()\2 var (&) + var (§) — 2 cov (6,&))

We consider the universe of indices (equities, bonds, currencies and commodities) studied
by Dao et al. (2016):

387 is the number of observations in the sample.
39We apply the results given in Appendix A.1.2 on page 67.

40The covariance matrix of 0 = (6,%) is estimated by (—’H (é))_l where H (é) =037 (é)
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Table 2: Results of the frequency-domain maximum likelihood method

Index o . A . T
% @(@% *~ ° ( ) S8 (i days)  (in months)

Euribor 0.40 4.51 11.27  0.76 oAk 23 1M
Eurodollar 0.69 1.37 1.97 0.35 ok 132 6M
Short Sterling 0.57 7.85 13.72  0.65 Horok 19 1M
UsT 6.16 42.90 6.97  0.37 Ak 37 2M
Bund 5.44 8.26 1.52 0.24 o 171 8M
Gilts 6.09 78.87 12.95 0.49 o 20 1M
JGB 3.20 36.38 11.38 0.42 o 23 1M
SPX 19.62 200.21 10.20 0.31 Ak 25 1M
SX5E 24.72  288.88 11.68 0.38 o 22 1M
FTSE 100 19.08 236.26 12.38  0.37 o 21 1M
Nikkei 225 24.91 74.09 2.97  0.25 oAk 87 4M
EUR/USD 10.16 94.23 9.28 0.43 HoAK 28 1M
JPY/USD 10.33 69.77 6.76  0.33 HoAk 38 2M
GBP/USD 9.36 50.26 5.37  0.38 o 48 2M
AUD/USD 13.15 12.26 093 0.19 HoAK 279 1Y
CHF/USD 11.75 63.46 5.40  0.25 oAk 48 2M
Crude Oil 37.05 104.29 2.82 0.31 HAK 92 4M
Gold 18.11 67.01 3.70  0.18 oAk 70 3M
Copper 27.57 12743 4.62 042 Ak 56 3M
Soybean 23.98  125.57 5.24  0.42 HoHk 50 2M

Short term interest rates: Euribor, Eurodollar and Short Sterling;

e Government bonds: 10Y US Treasury Note, Bund, Gilts and JGB;

Stock indices: S&P 500, EuroStoxx 50, FTSE 100 and Nikkei 225;
e Foreign exchange rates: EUR/USD, JPY/USD, GBP/USD, AUD/USD and CHF/USD;
e Commodities: WTI Crude Oil, Gold, Copper and Soybean.

The study period is from January 2000 to July 2017. We estimate the optimal value of A
by the maximum likelihood in the frequency domain. The idea is to determine which assets
have a long trend or a short trend. The results*' are given in Table 2. We notice that the
optimal moving average is generally short, between one and four months. We also find that
commodities have a longer trend than equities. Results concerning Eurodollar, Bund, Nikkei
225 and AUD/USD are surprising and are not in line with those obtained for the other assets
of the same asset class. The cases of Nikkei 225 and AUD/USD may be explained by the
fact that the Japanese equity market is very singular and because the Australian dollar is
considered as a commodity currency that mainly depends upon exports such as minerals and
agricultural products. However, these results should be taken with some caution, because
they are very sensitive to the study period. For instance, if we consider the last five years,
equities present more longer trends with a 4-month average duration. If we focus on the
last 10 years, government bonds have an average duration of one year, whereas the average
duration of short term interest rates is three months.

4lskok % and * indicate significance at the 1%, 5%, and 10% levels, respectively.
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3.3 Trends versus risk premia

For some assets, we notice that the exposure is mainly positive except for some short periods.
It follows that the momentum risk premium can then benefit from two main patterns: trends
and risk premia. In the first case, the asset must exhibit strong trends in order to obtain good
performance. This is less relevant in the second case, since the momentum risk premium
comes from the capacity to leverage or deleverage traditional risk premia. Therefore, the
timing risk of the risk premium can be reduced by considering positive high Sharpe ratio
assets.

Table 3: Exposure of the trend-following strategy (in %)

Index Avefage Absolute Negative Positive Frequency

e le] e et I+
Euribor 56.5 153.3 —117.8 178.1 58.9
Eurodollar 157.6 250.7 —227.1 256.8 79.5
Short Sterling 59.3 157.8 —124.0 180.1 60.2
UST 48.8 108.2 —102.8 110.4 71.1
Bund 76.4 107.6 —107.4 107.6 85.5
Gilts 22.6 107.0 —105.8 107.8 60.1
JGB 82.8 135.5 —82.3 160.7 67.9
SPX 63.9 138.4 —91.2 171.1 59.1
SX5E 54.2 127.0 —83.4 160.7 56.4
FTSE 100 43.7 124.8 —-92.9 149.6 56.3
Nikkei 225 47.5 124.5 —84.0 158.9 54.1
EUR/USD 22.2 108.8 -95.0 120.6 54.3
JPY/USD -9.9 103.8 —114.2 93.5 50.2
GBP/USD 16.7 106.7 —-91.2 121.9 50.6
AUD/USD 284 116.4 —101.2 128.1 56.5
CHF/USD 324 112.3 —114.0 111.4 65.0
Crude Oil 34.9 113.3 —98.8 122.8 60.3
Gold 28.7 105.3 —101.3 107.9 62.1
Copper 10.9 114.9 —115.5 114.5 55.0
Soybean 16.9 109.3 —115.7 105.1 60.1

Let us illustrate the relationship between momentum and risk premia with the previous
asset universe. We backtest the EWMA trend-following strategy for each asset class*? and
analyze the time-varying exposure for each asset. We then calculate the empirical values
of the average exposure € = E [e;], the average absolute exposure |é| = E [|e;|], the average
negative exposure é_ = E [e;] e; < 0], the average positive exposure é; = E[es] e; > 0] and
the frequency of positive exposure fi = Pr{e; > 0}. The results are given in Table 3.
Except for the JPY/USD exchange rate, the average exposure € is systematically positive.
On average, it is equal to 10% for currencies, 23% for commodities, 52% for equities, 58%
for bonds and more for interest rates instruments. It is generally accepted that currencies
and commodities do not exhibit risk premia. This explains that their average momentum
exposure is low. On the contrary, equities and bonds have risk premia and their momentum
exposure is high. In the case of these two asset classes, we can then assume that the
momentum strategy benefits from their risk premium. If we consider the average absolute

42(y is calibrated for each asset class such that the realized volatility of the trend-following strategy is

equal to the realized volatility of the buy-and-hold strategy.
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exposure |€|, it is generally close to 100%, meaning that the gross exposure is comparable
to that of the buy-and-hold strategy. An interesting point is the symmetry between é_ and
€+. Indeed, the average positive exposure is similar to the average negative exposure for all
asset classes, except for equities. In this last case, the value of long exposures is generally
two times the value of short exposures. This result confirms the specific nature of equities
and the associated risk premium. Another interesting point is the high level of the positive
exposure frequency fy in the case of bonds. Positive trends are more frequent than negative
trends with the same magnitude, but their strengths are similar.

3.4 Replication of trend-following strategies

In Section 3.1 on page 37, we have built trend-following strategies for some assets. We now
consider the following exercise: Given a well-known trend-following strategy, is it possible
to replicate its performance using our theoretical framework? This question is related to
the subject of hedge fund replication that emerged in the mid-2000s. Hasanhodzic and Lo
(2007) show that we can replicate the performance of a hedge fund portfolio using a linear
factor model with traditional asset classes. This portfolio replication is based on the linear
factor model:

nr
RgHF) =71+ Z Bj,tfj,t + &

Jj=1

where RgHF) is the hedge fund portfolio’s return, r; is the risk-free rate, Fj; is the excess
return of factor j, §; is the exposure of the hedge fund portfolio to factor j and ¢, is a white
noise process. Contrary to traditional factor models where §;; is assumed to be constant,
the idea of Hasanhodzic and Lo (2007) is to assume that the exposure f;, is time-varying:

Bjt = Bj -1+ Mje

where 7n;; is a white noise process independent of €;. When we apply this framework to
a well-diversified hedge fund portfolio, the R-squared coefficient of this dynamic model is
generally larger than 80%. The reason is that a large part of the hedge fund’s performance
is linked to alternative betas (Roncalli and Teiletche, 2007). However, the replication of a
specific hedge fund strategy and not a diversified portfolio of hedge fund strategies is more
problematic (Roncalli and Weisang, 2011). This is the case of CTA or managed futures
strategies (Hamdan et al., 2016). Even if we use a sophisticated approach for estimating the
time-varying exposure (like the Kalman filter), the R-squared coefficient of the factor model
is generally lower than 20%.

Dao et al. (2016) suggest that the issue with CTA replication does not come from the
estimates of the exposures 3;:, but from the poor specification of the risk factors Fj ;.
Indeed, using an equally-weighted portfolio of basic trend-following strategies, they are able
to replicate the SG CTA Index with a correlation of 80%. To align with the work of Dao et al.
(2016), we implement the trend-following strategy on each asset in the previous universe*?
with a volatility target of 20%. Then, we consider an equally-weighted portfolio of the 20
trend-following strategies**. In Figure 31, we report the daily correlation between this naive
trend-following strategy and the SG CTA Index with respect to the frequency parameter
A. We notice that the daily correlation is larger than 70% when A > 1. We find that the
optimal value of A is equal to 2.3, meaning that the optimal average duration is close to
five months*®. In this case, the daily correlation is equal to 78%. In Figure 32, we have

43Described on page 42 (see also Table 2).
44The exposure a is calibrated in order to obtain the volatility of the SG CTA Index.
45This figure should be compared with the 6-month optimal moving average found by Dao et al. (2016).
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reported the cumulative performance of the naive strategy and its decomposition between
low- and high-frequency components. This result revisits the findings of Fung and Hsieh
(2001), since it shows that the most important component is the trading impact and not
the straddle option profile.

Figure 31: Correlation between the naive replication strategy and the SG CTA Index
g I 8.

80 -

p (RS, RY)

30 1 1 1 1 1 1 1 1 1 |

We may wonder what contribution is made by each asset class. To see this, we perform
the same replication exercise asset class by asset class. The results*® are given in Figures
33 and 34. First, we notice that the daily correlation decreases and is generally below 50%.
Second, the cumulative performance of the replicated strategies cannot be compared to the
cumulative performance of the SG CTA Index. We conclude that diversification is a key
parameter for understanding the performance of CTA strategies®”.

Remark 10 We notice that the optimal value of A obtained by the replication method is far
from the optimal value estimated by the method of Whittle. Therefore, hedge funds prefer to
use longer moving averages. Turnover and transaction costs may explain such choice.

4 Tail risk management

Tail risk management is generally associated with portfolio insurance, which can be im-
plemented using the CPPI method (Black and Perold, 1992; Perold and Sharpe 1995) or
the OPBI approach (Leland, 1980; Rubinstein and Leland; 1981). The constant proportion
portfolio insurance (CPPI) method is a dynamic trading strategy that allocates investments
between the underlying asset and the reserve (or risk-free) asset. The option-based portfo-
lio insurance (OBPI) method considers a portfolio that is invested in the underlying asset

46We do not report those obtained with short rate instruments, because the daily correlation is very low
about 30%.
47See page 102 for more results concerning the combination of asset classes.
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Figure 32: Comparison between the cumulative performance of the naive replication strategy

and the SG CTA Index (A = 2.3)

260
V;
20F |- @,
-------- gt
220 |_._. SG CTA Index

200
180
160
140

120

|
/) | i
AN i Kl PR L\ T
Y ﬂl‘l VA \,WV‘LAJ’\.‘/“\ b s8N \",t '\.,,"VM‘\.‘.\N\\M»W -\.,-.J"\Jm‘x\.'\,wﬂl u‘v;L’J‘ﬂ\IJ\\ YT

100

80 1 1 1 1 1 1 1 1
2002 2004 2006 2008 2010 2012 2014 2016

t

Figure 33: Correlation between the asset class trend-following strategy and the SG CTA
Index
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Figure 34: Comparison between the cumulative performance of the asset class trend-
following strategy and the SG CTA Index
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and a protective put option. In this case, the allocation between the two assets may be
dynamically rebalanced. CPPI and OPBI methods have evolved significantly since the end
of 1990s. For instance, CPPI may now be implemented using adjusted floors*® (Estep and
Kritzman, 1988), managed drawdowns (Grossman and Zhou, 1993), conditional multiples
(Hamidi et al., 2014) and adaptive protection (Soupé et al., 2016), whereas OBPI strategies
may use put spreads, calendar collars, etc. Today, asset managers and banks also propose a
new spectrum of other methodologies, in particular managed volatility strategies (Hocquard
et al., 2013) and volatility overlay methods (Whaley, 2013).

At first sight, all these methods seem to be very different. However, they have at least
two points in common:

e they are dynamic trading strategies;

e they exchange short-term volatility for long-term volatility.

The first point is related to the difference between passive and dynamic asset allocation.
Even if the strategic asset allocation (SAA) is very well-diversified, investors must be active if
they want to control their tail risk*®. This is particularly true given that many institutional
investors implement a constant-mix strategy for their SAA portfolio. Such a strategy is
clearly contrarian and may increase the tail risk because of its concave option profile®®.
Only a strategy that presents a convex option profile may then reduce the drawdown risk.
The second point is related to the price of hedging strategies. By exchanging short-term

48This method is called time-invariant portfolio protection (TIPP).

49This is why buy-and-hold strategies are not really efficient.

50 An alternative approach is to consider a risk parity strategy, which helps, but is not sufficient (Roncalli,
2013).
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volatility for long-term volatility, managing tail risk necessarily induces a positive cost and
raises the issue of profitability.

Since trend-following strategies have a convex option profile, they are good candidates
for hedging tail risk. The empirical works of Fung and Hsieh (2001) and the 2008 Global
Financial Crisis (GFC) have pushed asset owners and managers to use CTAs as a tail
protection. For instance, the SGA CTA Index posted a performance of +13% in 2008,
whereas the return of many long-term CTAs was higher than 20% during the same period.
Moreover, we know that the delta hedging of options is highly related to momentum trading
strategies. For example, a call option can be seen as a long-only trend-following strategy
where the trend estimate corresponds to the delta of the option. In this section, we therefore
consider all these elements for analyzing the momentum risk premium from a tail protection
perspective.

4.1 The single-asset case
4.1.1 Theoretical results

We again consider the Bruder-Gaussel model, but the portfolio now consists in a 100% long
position on the asset and an unfunded trend-following strategy on the same asset. Thus,
the exposure becomes:

et =1+ ajiy

In Appendix A.6 on page 85, we show that the portfolio’s P&L may be decomposed into an
option profile Gy r and a trading impact gG::

Vi o - T
In — = Gor+ / gr dt
Vo 0

where:
1

~ a “ N R .
Gor = X (A7 — ig) + 3 (for — fio)

womo(1-5) (1= ) (2 30 0o

We notice that the hedged portfolio’s option profile is the sum of the asset’s option profile
and the option profile of the momentum strategy. In Figure 35, we report the different option
profiles when the average duration 7 is equal to six months. We verify that the convexity
of the long-only strategy is improved. In particular, the return is larger when the asset’s
performance is negative. We can increase the convexity by using a higher leverage for the
momentum strategy (see Figure 36). However, these results create the illusion that the
option profile is always improved for any state of the asset. This is due to the initial trend,
which is equal to zero. When iy # 0, the option profile of the hedged portfolio may be
lower than the option profile of the asset in some scenarios (see Figures 66 and 67 on page
103). In this case, we must have a very strong negative trend in order to be sure to improve
the option profile of the hedged portfolio. This means that there are many situations where
hedging the asset with a trend-following strategy induces a cost. This is particular true when
we observe a reversal of the trend, for instance when the past trend is strongly negative and
the current trend is medium.

and:

Let us now see the behavior of the trading impact. In Figures 37 and 38, we assume
that « = 1, puy = —20%, 0 = 20% and A\ = 1. The expected Sharpe ratio s; is then equal
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Figure 35: Option profile of the hedged strategy (o =1, fig = 0%)
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to —1. In our model, the asset has a Gaussian distribution and the momentum strategy
has a noncentral chi-square distribution. The mix of the two strategies gives a noncentral

chi-square distribution. This is why introducing the trend-following strategy reduces the
magnitude of the largest loss (Figure 38). However, the loss reduction depends on the
quantity «. For instance, we obtain Figures 68 and 69 on page 104 when « is set to 50%.
The reduction is smaller®’. The shape of the distribution is then highly dependent on the
value of a. In Appendix A.6.3 on page 89, we show that o must be sufficiently large in order
to change the shape of the P&L.

Figure 37: Probability density function of g; (s; = =1, a =1, A = 1)
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The impact of a may also be illustrated by calculating the statistical moments®? of
gi- In Figure 39, we notice that increasing alpha is equivalent to increasing the skewness
and the kurtosis®®. This is normal since the underlying asset in our model is a Gaussian
random variable. The impact on volatility is less obvious. When the Sharpe ratio is nega-
tive, introducing the trend-following strategy in the buy-and-hold portfolio first reduces the
hedged portfolio’s volatility risk. However, the volatility increases if the exposure on the
trend-following strategy is too large, because we accumulate too much risk. The volatility
reduction is related to the diversification effect of the trend-following strategy. For instance,
this property disappears when the Sharpe ratio is positive, because buy-and-hold and trend-
following strategies both lead to a long position on the underlying asset. We also notice that
the expected return is improved, but this is due to the unfunded nature of the trend-following
strategy. In order to better understand the loss reduction, we can calculate the value-at-risk

510ther illustrations are provided on pages 105 and 106 when the frequency ) is set to 2.
52The formulas are given on page 87.
53The parameters are o = 20% and A = 2.
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Figure 38: Cumulative distribution function of g; (s; = =1, a =1, A = 1)
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of the hedged strategy:
2 (1 — qo?)? 252
B ( 7 ) + ﬁ 7 + 5(1)\0'2

Aao? (2 — aaQ)
VaR (§i;p) = ————2F " (1 —p;1,¢) —
a. (gt7p) 2 ( D; 7C) a(4_2a0_2) 2
where p is the confidence level of the VaR and ( is the noncentral chi-square coefficient:

_ -1 875(0“72_1) i
¢=A (t a0(2—a02)>

Using the previous parameters, we obtain Figure 40. We observe that there is an optimal

value of o that corresponds to the minimum value-at-risk.

4.1.2 Empirical results
We consider the asset universe described on page 42. For each asset, we calculate the

simulated performance of the hedged portfolio. The hedging strategy is implemented on the
20% volatility targeted asset. In order to avoid overfitting, we consider the same parameter
A = 2 for all the assets. Moreover, the exposure « on the trend-following strategy is chosen
such that the risk contribution of this strategy to the hedged portfolio’s volatility is equal
to 8. The results®® are given in Figures 41 and 42 for one asset per asset class (Bund,
S&P 500, AUD/USD and Crude Oil). We observe that the trend-following strategy reduces
extreme losses, but it may increase medium losses. We also notice that the convexity of the
hedged portfolio is more pronounced in bull markets than in bear markets. These results
are disturbing, because there is clearly an asymmetry between negative and positive trends.

54The returns correspond to the annualized 4-month rolling performance.
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Figure 39: Statistical moments of §; (A = 2)
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Figure 40: 95% Value-at-risk of the hedged portfolio (o = 20%, A = 2)
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Figure 41: Scatterplot between returns of the asset and the hedged portfolio (§ = 20%)
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Figure 42: Scatterplot between returns of the asset and the hedged portfolio (§ = 40%)
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4.2 The multi-asset case
4.2.1 Hedging a diversified portfolio

In the multivariate case, the allocation becomes:
e, = Afi; + B

In Appendix A.6.2 on page 88, we show that:

Vr r
In— = GO,T + / gy dt
Vo 0

where the option profile is equal to:

~ 1 . . R R _ R R
Gor =35 (A ATA fip — fig ATA™ io) + BTATY (fir — fio)

and the trading impact has the following expression:
1 1 1
Ge=p; AT (In - 22A> fir = St (ATSAT) + BT (I, — SA) i — 5BTEB

Dao et al. (2016) show that there is a link between convexity and diversification. In
particular, they notice that a diversified trend-following strategy provides a hedge for a
multi-asset risk parity portfolio. In fact, our experience shows that this result depends on
the portfolio construction of the diversified strategy and the trend-following strategy. It is
obvious that using the same allocation scheme helps®®. More generally, the hedging gain
depends on the correlation between the diversified portfolio and the equivalent long-only
portfolio deduced from the trend-following strategy. In order to better understand this
point, in the next paragraph we develop the case where we hedge a first asset by a second
asset. The following analysis can then be applied to hedge a diversified portfolio by another
(diversified) portfolio.

4.2.2 Hedging one asset with another asset

We consider a portfolio composed of a 100% long position on one asset and an unfunded
trend-following strategy on another asset. This is a special case of the multi-asset model,
where the allocation is given by A = diag (0, «) and B = (1,0). Therefore, the P&L is equal
to:

% _ dSy 4 ail dSs
Vi Sig Hait Sa ¢
~——— ——
Asset Hedging
If we assume that A = Ay, we obtain:
A Y ~2 [P N
Gor = 2 (HQ,T - NQ,O) + 2 (ﬂl,T - HLO)
and:
. ao N 1 . . 1
¥ = « < — 22> u;t — 504)\05 + fl1,t — apoioafio s — 50%

R 1 5
= g2+ ,ul,t_§(71 —Ct

55For instance, A may be a diagonal matrix that is proportional to the vector B.
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where c¢; is the hedging cost that depends on the correlation p between the two assets:
Cp = Qpo10afla

The previous formulas show that we can theoretically hedge the first asset by the second
asset if the following conditions are met®%:

e the absolute value of the correlation is high:
lpl ~ 1
e the Sharpe ratio of the second asset is larger than the Sharpe ratio of the first asset:

|82’t| > |81,t|

These results are obvious and are well known by overlay managers. It is sometimes more
efficient to hedge one asset by a proxy, which is easier to trade because it is more liquid and
for which a futures contract is available. The key point is then the basis risk, which is the
tracking error between the asset and the hedge. In order to reduce this basis risk, we can
choose proxies that are highly correlated to the hedged asset.

Our results highlight another important fact. Indeed, we notice that the hedging strategy
may be implemented by a proxy that is negatively correlated with the asset. At first sight,
we have the feeling that cases p < 0 and p > 0 are symmetric:

e p<O0
e <0=fio; >0=0¢ <0

e p>0
/:Ll,t<0:>,&2,t<0:>ct<0

This analysis ignores the impact of the correlation on the dependence between 3, and 33 ;.
In order to illustrate this asymmetry, we run a five-year Monte Carlo simulation. We assume
that p1 = 0, o1 = 20%, o2 = 20% and A = 2%. As previously, the exposure « is chosen such
that the risk contribution of the trend-following strategy to the hedged portfolio’s volatility
is equal to 0. In Figure 43, we report one run of the MC simulation for different values
of sy, and p. In the first panel, the correlation is set to 90%, we see the convexity of the
hedged portfolio. In the second panel, we have increased the Sharpe ratio and decreased
the correlation. It seems that the hedging strategy is less efficient. In the two last panels,
the correlation is negative and the hedged portfolio presents a convex profile. If we run
another simulation, we obtain different results (see Figure 75 on page 107). However, we
find some common patterns between these different simulations on average. Among the
four sets of parameters, it is the first set that exhibits the most important left and right
convexity. This implies that the trend-following strategy generally reduces extreme losses,
but also increases the best returns. This case corresponds to a high correlation between the
buy-and-hold asset and the hedging asset. When the correlation is medium and positive, the
hedged portfolio’s option profile is more concave than convex. Therefore, the trend-following
strategy may increase extreme losses. When the correlation is negative, both losses and gains

56 Another expression of the trading impact is:

N oo\ | A . . 1
gt = 040'% ((1 — 72) s%’t — §> + o1 (Sl,t — apa%sz,t — 50'1>
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Figure 43: Simulation of the cross-hedging strategy (6 = 0.40)

(s20 = 0.5,p = 0.9) (524 = 1.0,p = 0.5)
!!." 2

are highly reduced. In order to verify these patterns, we conduct a Monte Carlo simulation
with 500 trials using the same parameters. For each simulation, we calculate the reduction
in drawdown A (R™) and the increase in the maximum gain A (R™) of the hedged portfolio
with respect to the asset. We also calculate the increase in the positive return frequency
A (fT) and the variation of the average return. The results are given below:

516 =0 s14=1
P A®RY) ARY) A AR [ ABR) ARY) AT AR
0.5 0.90 9.3 64.3 —6.0 2.3 7.5 56.4 —8.1 2.5
1.0 0.50 -9.1 45.0 3.2 8.5 —10.0 36.8 -1.9 8.2
1.0 —0.50 43.4 —8.2 9.1 8.7 62.1 —-7.8 8.0 8.6
1.0 —-0.90 84.4 —10.9 12.4 8.6 92.9 —7.4 16.3 8.3

We observe that the drawdown is reduced by 9% for the parameter set (s2; = 0.5, p = 0.9),
whereas it is increased by 9% for the parameter set (s2; = 1.0, p = 0.5). The cross-hedging
strategy significantly improves the best return for these two sets of parameters. However,
it reduces the best return when the correlation is negative. On average, the hedged perfor-
mance has a better return than the buy-and-hold strategy. Curiously, this improvement is
lower for the first set of parameters than for the other sets of parameters.

Remark 11 We applied the cross-hedging strategy to the SEIP 500 Index. Some results are
giwen in Figure 44. We notice that some assets provide a partial hedge to a long exposure
on the SEIP 500. We also observe that the profile of the hedged portfolio may be concave®” .
Curiously, assets that are negatively correlated with the SEP 500 do not necessarily provide
a good hedge. For instance, this is the case of the Bund or the 10Y T-bond. Moreover, the

57This is the case when we would like to hedge the S&P 500 with crude oil.
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Figure 44: Cross-hedging of the S&P 500 Index (§ = 0.40)
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efficiency of the hedge highly depends on the period. We do not observe the same patterns
during the internet bubble crisis and the subprime crisis.

4.3 The skewness risk puzzle

One important issue when implementing a hedge is the choice of the frequency A of the
trend-following strategy. More precisely, it is obvious that the hedging efficiency is related
to this parameter and the frequency w of the drawdown risk that we would like to hedge.
The basic hedging rule suggests to use the following tip:

A~ 2w

However, trend-following strategies are generally implemented by investors at medium or
low frequencies. Therefore, short-term hedging is a challenge in this framework, because the
time scale of skewness events is very different than the time scale of trends.

In fact, we think that there is a misconception about CTAs. Many people think that
CTAs are good strategies for hedging the skewness risk of the stock market. In reality,
trend-following strategies help to hedge drawdowns due to volatility risk. For instance,
CTAs did a very good job in 2008, because the Global Financial Crisis is more a high
volatility event than a pure event of skewness risk. However, it is not obvious that CTAs
may post similar performances when facing skewness events. For instance, the performance
of CTAs was disappointing during the Eurozone crisis in 2011 and the Swiss CHF chaos
in January 2015. In Figure 45, we have reported the cumulative performance of the trend-
following strategy applied to the CHF /USD currency. On January 15" 2015, we observe a
large drawdown whatever the frequency of the moving average estimator. This illustration
shows that hedging skewness events with a trend-following strategy is inefficient.
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Figure 45: Cumulative performance of the trend-following strategy (CHF /USD)
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5 Conclusion

The momentum risk premium has been extensively documented by academics and profession-
als. There is no doubt that momentum strategies have posted impressive (real or simulated)
past performance. There is no doubt that asset owners and asset managers widely use mo-
mentum strategies in their portfolios. There is also no doubt that the momentum risk factor
explains part of the performance of assets. With the emergence of alternative risk premia,
momentum is now under the scrutiny of sophisticated institutional investors, in particular
pension funds and sovereign wealth funds. Therefore, Roncalli (2017) supports the view
that carry and momentum®® are the most relevant alternative risk premia since they are
present across different asset classes, and must be included in a strategic asset allocation.
Nevertheless, the development of alternative risk premia has some big impacts on portfolio
construction, because the relationships between these strategies are non-linear. In this case,
the traditional diversification approach based on correlations must be supplemented by a
payoff approach. However, most risk premia have a concave payoff. The momentum risk
premium thus plays a central role as it exhibits a convex payoff, and we know that mixing
concave and convex strategies is key for managing skewness risk in bad times.

Sophisticated institutional investors need to profoundly understand these new risk premia
in order to allocate them in an optimal way. On the one hand, there are many academic and
professional studies based on backtesting. Such an approach is interesting to understand
past performance, but it is limited when we consider portfolio construction. On the other
hand, there are a few research studies that have proposed analytical models, but most of
them are not known by professionals (or by academics®). The objective of our article was

58Carry and momentum are, along with the value (or contrarian) strategy, generic trading strategies.
Other trading programs can be viewed as a combination of these 3 investment styles.
59With the exception of Fung and Hsieh (2001), which has about 1100 quotes, the other articles have very
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twofold. First, this was an opportunity to review the different results obtained previously.
Second, most of these results only concern the single-asset case. Hence, our objective was
therefore to extend them to a multi-asset framework. It was important to consider a simple
model in order to use a unified approach for treating the various questions related to the
momentum risk premium. The continuous-time model was also chosen to obtain tractable
formulas. The framework used by Bruder and Gaussel (2011) was sufficiently flexible to
develop a multivariate momentum model, which is why we adopted this framework.

In our model, asset prices follow a multi-dimensional geometric Brownian motion with
a stochastic trend. It is then a variant of the standard Black and Scholes financial model.
We can then deduce that the optimal estimator of the trend is an exponentially weighted
moving average. We see a standard market practice. However, contrary to investors who
generally use an exogenous moving average frequency, the optimal frequency is the ratio
between the trend volatility and the asset volatility. A short moving average is then optimal
when the short-term component of the volatility dominates the long-term component. In the
multivariate case, we show that the optimal filtering of the trend depends on the correlation
structure of asset returns. We also demonstrate that a multivariate moving average produces
better trend estimates than a collection of univariate moving averages. However, errors due
to a misspecification of the moving average are relatively low. In other words, estimating a
4-month trend with a 6-month or a 3-month moving average does not make much difference.

By assuming that the exposure of the strategy is proportional to the moving average, we
demonstrate that the P&L of the trend-following strategy has two components. The first
component is the option profile and the second component is the trading impact (Gaussel and
Bruder, 2011). This decomposition is very similar to the robustness equation of the Black-
Scholes formula (El Karoui et al., 1998). We establish a bridge between trend-following and
delta hedging. As already found by Fung and Hsieh (2001), we obtain a convex payoff, but it
is a second-order. The primary effect is the trading impact, which depends on the absolute
value of the asset’s Sharpe ratio and the frequency of the moving average. The trading
impact is bounded below, implying that the loss of a momentum strategy is bounded, but
its gain may be infinite. In the case where the absolute value of the Sharpe ratio is low, the
hit ratio is smaller than 50%. We confirm the result of Potters and Bouchaud (2006), who
argue that “trend followers lose more often than they gain”. However, this result does not
hold when the Sharpe ratio is highly negative or positive. In this case, the gain frequency
may be larger than the loss frequency.

Another outcome is that the expected gain is larger than the expected loss whatever the
value taken by the Sharpe ratio. It is also remarkable that the probability distribution of
the P&L is related to the chi-square distribution. Contrary to traditional assets, the returns
of a momentum strategy cannot be approximated by a Gaussian distribution. This is why
the momentum risk premium has a positive skewness contrary to traditional risk premia.
This result makes the momentum very singular in the universe of risk premia, because it is
certainly the only strategy that presents this property of positive skewness. However, this
does not mean that it is not a risky strategy. The momentum risk premium has two main
risks. The first one is obvious, and concerns trend reversals. This point has been already
observed by Daniel and Moskowitz (2016), who showed that investors may face momentum
crashes, especially when they use a cross-section implementation. This point is also related
to the coherency between the duration of the trend and the duration of the moving average.
The second risk is less obvious because it is associated with the leverage effect. At first
sight, leverage may be viewed as a homogeneous scaling mechanism. In the case of CPPI
products, we know that the scaling is not homogenous and that an excessively high leverage

few quotes: 19 for Potters and Bouchaud (2006), 11 for Bruder and Gaussel (2011), 8 for Martin and Zou
(2012), 2 for Dao et al. (2016), etc. (source: Google Scholar).
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dramatically destroys the performance of such products. For momentum strategies, we
observe a similar effect, because the gamma costs may be prohibitive when we exceed a
certain level of leverage and when the asset volatility is high. As a consequence, even if the
ruin probability of a momentum strategy is significantly lower than for value and contrarian
strategies, investors may pay attention to the leverage risk.

As already said, to understand performance, two market parameters are important:
the realized Sharpe ratio and the realized volatility. Since a trend-following strategy has
a negative vega, the momentum risk premium does not like volatility to increase. This
result is the opposite of that obtained with value and contrarian strategies. In contrast, the
momentum risk premium likes assets with high negative or positive Sharpe ratios. However,
it is essential that the temporal measure of the Sharpe ratio corresponds to the duration of
the moving average. The Sharpe ratio is a relative measure of the strength of the trend.
Our model shows that a strong trend with a high volatility is not necessarily better than
a medium trend with a very low volatility. This is why a momentum risk premium faces
a trade-off between trend and volatility. A famous example is the Global Financial Crisis
in 2008. Some people think that the incredible performance of trend-following strategies in
2008 is mainly due to short exposures on the equity market. This is not true, because even
though we had a very strong negative trend on stocks, the volatility of this market was also
very high. Because the performance of stocks and bonds was negatively correlated during
this period, trend-following strategies benefited from the positive trend on sovereign bonds,
whose volatility was contained. In the end, long fixed-income exposures contributed more
to the momentum risk premium in 2008 than short equity exposures.

The diversification effect is an important topic when we build a multi-asset trend-
following strategy. In the case of a long-only investment portfolio, the best case for di-
versification is when some assets are negatively correlated to other assets. This explains
why the stock/bond asset mix policy is certainly the most well-known diversified portfolio.
However, the case of negative correlation is symmetric to the case of positive correlation.
For instance, if we consider the two extreme cases, a correlation of +1 between two assets is
equivalent to a correlation of —1 in a long/short portfolio, because there is only one trend
in both cases. Therefore, the best case is when the correlation is equal to zero, because
we have two independent trends. In fact, the concept of diversification is more complex
for momentum strategies than for long-only investment portfolios. In particular, we must
distinguish time-series momentum and cross-section momentum. A time-series momentum
strategy prefers independent assets rather than (positively or negatively) correlated assets.
It also prefers a small number of assets with a significant Sharpe ratio in absolute value to
a large number of assets with a low Sharpe ratio. In contrast, a cross-section momentum
prefers highly correlated assets to independent assets. The absolute level of Sharpe ratios
is not important, because a cross-section momentum is more sensitive to the dispersion of
Sharpe ratios. In the multivariate case, the allocation matrix becomes a key parameter for
understanding the performance. For a time-series momentum strategy, weight diversification
reduces the expected gain. For a cross-section momentum strategy, weight diversification
improves the expected gain. The reason is that there are few big trends in financial mar-
kets. When a big trend appears, the time-series strategy should concentrate its exposure
on this bet rather than diversify the bets. This is not the case of the cross-section strategy,
because it should be exposed to many relative bets. The choice of the universe is therefore
essential when considering a trend-following strategy. Generally, time-series momentum is
implemented with a multi-asset universe in order to have decorrelated assets and absolute
bets, whereas cross-section momentum is implemented within a single-asset class in order
to have correlated assets and relative bets.

For a long time, investors perceived trend-following strategies in a pure alpha portfolio,
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because they were mainly managed and proposed by hedge funds. The analysis of these
strategies was therefore done on a standalone basis, in order to verify that they have a
good risk/return profile. After this period, investors started to consider trend-following
strategies as a building block in a diversified allocation, and not as an absolute return
portfolio. Indeed, they realized that such strategies have locally a lot of beta. In the long-
run, their beta is close to zero, because they dynamically manage these exposures, but this
result is purely statistical. They understood that their diversification power comes from the
short exposure and depends on the market regime. In particular, they observed that they
have the tendency to perform well in a period of stressed equity markets (Fung and Hsieh,
2001). Since the concepts of diversification and hedging are related, some asset owners and
asset managers then considered that trend-following strategies could be hedging strategies.
It is true that they share common properties with option and overlay strategies (Dao et
al., 2016). As expected, our results confirm that trend-following strategies can be used to
manage downside protection. However, our theoretical model shows that it is less obvious
when we consider the multivariate case, when the hedged asset is a multi-asset diversified
portfolio. Another important point concerns the definition of downside protection. Our
simulations demonstrate that trend-following strategies are not able to manage the tail risk,
and the momentum risk premium may suffer when skewness risks occur. Therefore, downside
protection is not the same as tail risk protection, but must been seen as volatility risk
protection. When the market downturn is gradual, momentum strategies may be hedging
tools, but they are inefficient when skewness events drive sharp falls in asset prices. This is
the story behind the performance of CTAs in January 2015.

Readers of this paper might think that harvesting the momentum risk premium is rel-
atively straightforward. Indeed, we have shown that we can easily replicate the SG CTA
Index using our theoretical model. However, we must warn investors that our backtest does
not take into account transaction costs, and the simulated performance is calculated without
applying management and performance fees. In reality, building a robust trend-following
strategy is much more complex than the theoretical model we have developed in this paper.
This model is enough to understand the behavior of the momentum risk premium, but it
remains a toy model if the objective is to build an investment product that aims to fully
capture the momentum risk premium. The reason is that three issues are not modeled in our
study. The first issue is the portfolio turnover and the associated transaction costs. In our
model, we do not manage turnover, because we assume that we continuously rebalance the
portfolio. The second issue concerns the allocation. In our model, it is assumed to be given
and is not dynamic. Finally, the third issue is the dynamics of asset prices. In our model,
the dynamics are known and relatively simple. Therefore, we have no statistical problems
for estimating trends. In the real world, asset prices are not geometric Brownian motions,
but they incorporate jumps and are discontinuous. Trend estimation is then a challenge for
professionals. In conclusion, our experience shows that considerable expertise is needed to
harvest the momentum risk premium, but these recipes are out of the scope of this article.
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A Mathematical results

A.1 Kalman-Bucy filtering
A.1.1 Continuous-time modeling

We consider the state space model:

dY; = A, X, dt + B, dW,
dX; = C, X, dt + D, AW}

where Y; is the observed vector process and X; is the hidden vector process. We assume
that the multi-dimensional Brownian processes W; and W} are uncorrelated, and A, By, Cy
and D; are non-random matrices®?. The filtering problem consists in calculating the best
estimate of X; given the observed path {Y; | s < ¢}. Let X; be the conditional mean:

X; =E[X; | F]

We denote Pt the error covariance matrix:
. . AT
P =F [(Xt . Xt) (Xt - Xt) ]
The solution is given by the Kalman-Bucy filter®!:

dX, = C, X, dt + BA] (BB]) ™" ai;

and:
dPt = (Ctpt + PtC;r - ptA;r (BtB;r)_l Atpt + DtD:) dt

where W, is the innovation process:
AW, = dY; — A, X; dt
In the case of constant matrices, the error covariance matrix satisfies:
aP, = (CP + PCT — AT (BBT) ' AR+ DDT) at

and the steady-state P is the solution of the algebraic Riccati equation:

CPs + PiCT — P AT (BBT) ' AP, + DD =0

A.1.2 Discrete-time modeling

We now consider the discrete-time state space model:

Y, = Ap Xy + ap + Byeg
Xi = CpXg—1 + ¢ + Dyejy

60The matrix dimensions are respectively (n x 1) for Y;, (m x 1) for Xy, (p x 1) for W4, (g x 1) for W,
(n x m) for A¢, (n x p) for B, (m x m) for C¢ and (m x q) for Dy.
61See Kalman and Bucy (1961) for the derivation of these equations.
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where Y} is the observed vector process and Xy is the hidden vector process. Here, the
time is indexed by k& € N. We assume that e ~ N (0,S;) and €; ~ N (0,S}) are two
uncorrelated processes®2. We note:
X =E Xy | Fil
and: .
Xpp—1 = E[Xg | Fr—1]

The corresponding error covariance matrices are:
. . AT
P =E [(Xk - %) (%0 - %) }

and: .
Pk|k71 =K |:<Xk - ch\kfl) (Xk - Xk|lcfl) }

Let Xg ~ N (XO, Po) be the initial position of the state vector. The estimates of X 1 and

Py, can be obtained by using the recursive Kalman filter®?:

)gk|k71 = Cka—l + ¢k

Pyjg—1 = CypPr_1Cy + DySiD)

v = AkX:k\k—l +ag — Yy

Fy, = ApPyjp—1 A} + BiSiBj,

Xi = Xpjpo1 + Popp1 Af F oy,
b= (Im - ﬁk|k—1A;Fk_1Ak) Pyjpa

We notice that vy is the innovation process at time k:
v =E Yy | Fr-1] = Ya

Since we have v, ~ N (0, F), the log-likelihood function for observation % is equal to:

n 1 1 T —
b = —§ln27r— gln\Fk| ~ 5% F g

A.2 The noncentral chi-square distribution
A.2.1 Definition

Let (Y1,...,Y,) be aset of independent Gaussian random variables such that ¥; ~ A (,ui, 01»2).
The noncentral chi-square random variable is defined as follows:

v
Y-2
X34
i=1 ¢
We write X ~ x2 (¢) where v is the number of degrees of freedom and (¢ is the noncentrality
parameter:
v ‘[,[,2
-3
i=1 ¢

When p; is equal to zero, X becomes a central chi-square distribution x2 (0).

62The matrix dimensions are respectively (n x 1) for Y, (m x 1) for Xy, (p x 1) for e, (g x 1) for €,
(n x m) for Ay, (n x 1) for ag, (n X p) for By, (m x m) for Ci, (m x 1) for ¢, (m X q) for Dy, (p X p) for
Sy and (g x q) for Sf.

63See Harvey (1990) for the derivation of these equations.
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A.2.2 Statistical properties
The cumulative distribution function of X is defined as:
oo e—C/ch

F(z;v,() =Pr{X <z} :Z 5771

=0

F (z;v +24,0)

where F (2;1,0) is the cumulative distribution function of the chi-square distribution with
v degrees of freedom. We have:

F (;0,0) = 222 g/(i’/:f)

where v (a,b) is the lower incomplete Gamma function and I' (a) is the Gamma function.
We deduce that the probability density function is:

X —C/2,5
flav,Q) =) erj!C

=0

[ (@504 24,0)

where f (z;v,0) is the probability density function of the chi-square distribution:

xV/zfl 671/2

f(x;y,O):l{m>0}-W

We may also show that the mean and the variance of X are v+ and 2 (v + 2(), respectively.
For the skewness and excess kurtosis coefficients, we obtain:

23

mn o= (v+3Q) m
_ 12(v+4Q)

T 0

A.2.3 Conditional expectation of the noncentral chi-square random variable
X3 ()
We note Y ~ N (u,0?) and:

Let m™ (z,¢) be the conditional expectation of X given that X > z. We have:

mt(2,0) = E[X|X >a]
_ E[Y Y2>4

02| o2 —

E [1 {Y2 > a:az} . YQ]
a?Pr{X >z}
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It follows that®%:

e = [T e [ 225
_ /_ﬁ_ﬁ i+ 02)2é(2) dz+/;_\f<(u+az)2¢(z) dz
/_ 5

/

oo

Vz—/C

(
(1? +2u0z + 022%) ¢ (2) dz +

83

(uz +2uoz + 022'2) ¢ (z) dz
~&

x

ﬂ

Using the following results:

[otra: = o -ew
/abw(z)dz = @) - o)
/abz%(z)dz — a6 (@)~ bo (5) + © (b) — @ (a)
we obtain:
/ab (1 +2uoz+0%2%) ¢(2) dz = (1P +02) (2 (b) — @ (a) +

(2p0 + ao®) ¢ (a) —
(2u0 + b*) ¢ (b)

We deduce that:
E[Y2|Y22x02] _ (ﬂ2+02)< ( T — C>+1 (ID(\/> f))
(1o +V20?) 6 (Va = /) = (no = vao?) ¢ (Ve + )

w00 = g (10 (a0 (- vE)

1(ﬂ+\/5)<¢( VO + (Va=vE) o (Ve +K))

We also have:

m”(z,¢) = E[X|X <z
1+¢— (1 —F(2;1,¢)m* (x,¢)
F(;1,¢)

To1- F(lx 1,0) (( )< (IJ’\/) (_\/5+\/<>)_
(VErva)o(va=vi) = (vi=ve)o (va+a))

64We have /¢ = o~ pu.
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A.3 Distribution of Gaussian quadratic forms
A.3.1 The case of uncorrelated Gaussian random variables

Let (Z1,...,Z,) be a set of independent standardized Gaussian random variables. We
consider the quadratic form Q; defined by:

Qi (a,b) = a; (Zi+ )
=1

where a; > 0. According to Ruben (1962, 1963) and Kotz et al. (1967), the cumulative
density function®® of Q; admits a series expansion based on the chi-square distribution:

Qi(g;a,b) = Pr{Ql (a,b) < q}

= ch ( n+2],0)

Here, (3 is an arbitrary constant such that 0 < 8 < min; a;, F (x;,0) is the x2 (0) cumulative
distribution function and the coefficients c; are given by:

co=e¢/? HZ:I (8/a:)"?
¢j =31 Y0 9i—kCh

where:

<=2njb?
i=1

no3 (02 mEE (-2

i=1

and:

Remark 12 We could also compute the cumulative density function of Q1 using the series
expansion of Kotz et al. (1967) based on the noncentral chi-square distribution:

1(g;a,b) = ZdF( n+2j,()

where the noncentrality parameter is:

czijb?
i=1

Here, the coefficients d; are given by:

J
dj = 64/2 Z hj_kck
k=0
with: m
L (=2
e m!

651f we are interested by the probability density function, we obtain:

g = ch (f n + 2j, )
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We now consider the calculation of the four moments. We have:

Qi (a,b) = zn:ai (Zi + b;)*

= Y a; (Z} +20:2; +1})
=1

It follows that:
E[Qi (a,b)] Zal (1+107)

and:

var (Q1 (a,b)) = E <Zai (Zf—1+2biZi)>

= 2> a7 (1+2b)
i=1

For order k£ > 3, the direct computation of E [X k] is tricky. However, we can show that the
k" cumulant of Q; (a,b) is equal to:

oF K (0)
rr (Q1 (a,0) = —-5—
where K (t) is the cumulant generating function:
K(t) = InE][exp (tQ1 (a,b))]
= InE |exp (tzai (Z;i + bi)2>]
i=1

= Zn:hl]E {exp (tai (Z; + bi)2>}

By linearity of the derivation, we obtain:

k(91 (a,b)) zn:/ﬁk(alZ—i—b))

i=1

Since we have k (aX) = a*ry, (X), it follows that:
K (ai (Z; + bi)2) — P2 (k= 1)1 (1 + kb2)

and:

n

ki (Q1 (a,0)) = 2871 (K — 1)! (Z af (1+ kbf))

i=1
We deduce that:
V230 af (1+367)

(07 a2 (1 +202))%?

25", f(1+4b2)
(0 a2 (1+2b2))°
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A.3.2 The case of correlated Gaussian random variables

Let X ~ N (i, %) be a Gaussian random vector and @) be a symmetric non-negative definite
matrix. We define the quadratic form Q- as follows:

Q: (1,%,Q) = X' QX

Following Imhof (1961), Liu et al. (2009) show that the k' cumulant of Qs (1, ¥, Q) is equal
to:

i (Q2 (1,2, Q)) = 27 (k= 1)! (1 (@E)* + ke (@) Q)

It follows that the mean and the variance of Qs (i, 3, @) are k1 and ka. For the skewness
and excess kurtosis coefficients, we obtain:

K
Y= % =/8s;
Ko

and:

Liu et al. (2009) suggest approximating the GQF probability distribution by a linear
transformation of a non-central chi-square distribution:

Q2 (q;11,%,Q) = Pr{Qs(u,%,Q) <q}
= Fu +o¢"v,Q)

where:
q* _ q— k1
v K2
pro= v+¢

If s3 > s5, we obtain:
where:

If s% < s9, the solution becomes:
(=0
v=1/s?

A.3.3 Relationship between the two Gaussian quadratic forms

Q; is related to Qg as follows:

Ql (a, b) = Zai (Zz + bz‘)2
i=1
== Q2 (M?EaQ)
where p =0, ¥ =1, and Q = diag (ay,...,a,).
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If we consider Qa, Liu et al. (2009) show that®:
Q:(1,%,Q) = X'QX
Y'DY

where Y ~ N (m,1,,), D = diag(dy,...,d,) and U are the eigenvalue and eigenvector
matrices of ¥7/2QX"2, and m = U X~ "2, We deduce that:

Q(1,%,Q) = > &Y?
=1

= zn:di (Zi + mi)2
i=1

= Ql (du m)
where d = (dy,...,dy).

A.3.4 The case of indefinite quadratic forms

In the general case where @ is a symmetric matrix, which is not necessarily positive definite,
we have:

Q=01—-Q
where 7 and )2 are two symmetric positive semi-definite matrices. It follows that:
Q> (M,E,Q) = XTQX
= X'QiX - XTQ:X
= (M727Q1) — Qo (M,E,Qg)

Any indefinite quadratic form may then be written as the difference of two definite quadratic
forms. We deduce that:

Q2 (g 1,%5,Q) = Pr{Qa(p,X,Q) <q}
Pr{Q; (1, %,Q1) — Q2 (1, X, Q2) < ¢}

The exact computation of Qg (g; u, X, Q) is more complicated than in the definite case since
it requires the convolution of Qs (1, ¥, Q1) and Qs (i, X, Q2) (Gurland, 1955; Provost and
Rudiuk, 1996). However, we can find an upper bound:

QQ (q7MaZ7Q) = PY{QQ (MaE7Q1) SQ+Q2 (M)E7Q2)}
PY{QZ (Ma Ev Ql) é q}
QQ (Qa Hy 27 Ql)

because Qs (i, ¥, Q2) > 0. In particular, this upper bound can be used as an approximation
if:

IN

Zdi (Q1) > Z di (Q2)

where d; (Q) is the i*? eigenvalue of Q.

66We note Q = 2Y2Q¥Y2. We have Q = UDUT, D = UTQU and U~! = UT. The random vector
Y = UT=~Y2X is normally distributed N (U T S7"/24,1,). Since we have X = $Y2UY it follows that:
xXTQx = vyTuTsY2Qx"2uy
= Y'urauy
YT DY
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A.4 The Bruder-Gaussel model
A.4.1 Derivation and statistical properties of the EWMA estimator
We assume that:

dSt = /,LtSt dt + O'St th

dpg = v dW¢

Let dy; = dS;¢/S;. We have:
dyt = ¢ dt + O'th
dpe =~ dWy

We denote iy = E[u:| F¢] the estimator of the trend u; with respect to the filtration F%,
and vy = E [(ﬂt — ,u,f)2 Fi| the variance of the estimation error. The Kalman-Bucy filter

equations are:
~ v A
diy = 07; (dye — ju dt)

and: d )
Ut
@Y

o2
We verify that v = o, implying that%7:
dfie = A (dy; — fir d2)

where the parameter \ is equal to yo~!. Finally, Bruder and Gaussel (2011) deduce that
fi; is an exponential weighted moving average (EWMA) estimator:

t
fie= X [Ny e
0

We also verify that the sum of EWMA weights are equal to one, because we have:

t t
)\/ o M) gy — {e—)\(t—u)} Y
0 0

If the asset volatility o is larger than the trend volatility v, the EWMA parameter A is less
than one. Otherwise, it is more than one.

A.4.2 P&L of the trend-following strategy
We recall that the Kalman filtering equation is:
dfie = A (dyz — fir dt)

meaning that:

1 N
dyt = X d,ut + Mt de
It follows that:
v s
Vi 'S

(62N N N
= i dju+ i dt

67We assume here that the Kalman filter has sufficiently converged in order to replace v; by its limit veo.
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We deduce that®®:

2
o oo
d(V.V), = gViid (i @), i

= AVApZo?dt

If we apply Ito’s formula to W, = In V;, we obtain:

dV; 1
d = — - —d(V,V
Wt Vt 2Vtz < ’ >t
o, . R ao?
= X,U/t dfie + i (1 — 2> dt

Since we have:
i = 20 dji + d (@, ),
=20 dfiy + No® dt
we obtain the following expression:

2
AW, = 55 (4 = X0 dt) + aii (1 = a;’) dt

2 2
Xy 9 _ao _ oo
= 2/\th + (aut (1 5 ) > ) dt
Therefore, the P&L of the trend-following strategy is equal to:
VT « ~92 ~92 2/T ,EL% a02 )\
In —=— — —(1-——)—= | dt
nyy =gy ) +aot o 2 ) 2

A.4.3 Probability distribution of the trend-following strategy

By definition, the Sharpe ratio of the asset is equal to:

123
St = —
o
The Sharpe ratio estimator is then equal to:
=
o

Using Kalman filter, we have iy ~ AN (us,ve). Since we have made the approximation
U = U, we deduce that:

o Voo
St ~ N (Sty 7)
g

2

where:
Voo YO \
o2 o2
68We have:
d <.[l‘1 /3'>t = <d/:Lv dﬂ)t
= ~2dt
A2o2dt
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It follows that 2/ is a noncentral chi-square random variable x? (¢) with:

Let us now consider the trading impact g;:

. ao? A
w= o (2 (=) -3)

2 ) A 2
- %(2—0«72)55— O;U

We deduce that g; is an affine transformation of a noncentral chi-square random variable:

ao? R Aao?
Pr{g: <g} = Pr{2(2—a02)sf— 5 gg}

29 4+ Aao?

— Prlg2<c 2777
r{st ~ ao? (2—a02)}

2
_ ]F< 29 + dao 'LC)

Aao? (2 — ao?)’
where F (z; v, () is the cumulative distribution function of the noncentral chi-square distri-
bution, whose degree of freedom is v and noncentrality parameter is (.

A.4.4 Average duration of the EWMA estimator

In order to better understand the parameter A\, we compute the average duration of the
EWMA estimator:

A t
7= lim 7/ e MW (¢ —y) du

tsoo 1 — e—At 0

We have:

t t t
/ e N () du = t/ e MW dyy — / e My dy
0 0 0

. L—e M o 1—eM
A A A2

_te—At 1— e—>\t

= Tt
We deduce that:
_ oy A —teM 1M
TT AT em\ Ty TR
_ 1
DY

The average duration of the EWMA estimator is then equal to the inverse of the frequency
parameter .
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A.4.5 Hit ratio

We note:
§t =St + \/XX

where X ~ N (0,1). We deduce that the hit ratio H is equal to:
H = Pr{g: >0}

. A
= Pf{sf>z_aaz}

= Pr{<st+ﬁX>2> A }

— 2 —ao?

1 St 1 St
= Prlx>y— L liplx<o _ S
r{ ~—V2—-ao? \f)\}+ r{ - 2 — ao? )\}
1 St 1 St
= 10|y ) ey
( 2 — ao? ﬁ>+ ( 2 — ao? ﬁ)

The hit ratio depends then on four parameters: s;, a, 0 and A\. We verify that the sign of
the Sharpe ratio does not change the value of the hit ratio:

H (St; «, 0, A) =H <_St1 «, 0, )‘)

A.4.6 Expected loss and gain

We have:
2 A ac? A
< _ 2(g2(1_27)_2 2 [ 22 _ AR
E[g:] g: < 0] E [aa <st ( 5 5 )| a0 | & 1 - 5) < 0
2 2
_ 2 oo 2 | ~2 A oo
- (1_2>E{t8t§2a02} 2
Since we have:
5 o
3 X1 (O

and:

ao? 1 Aao?
]E[gt|gt20]=0402(1—2>m+(2 27C>— 5

— Qo

where m™ (x,¢) and m™ (z, () are the functions defined in Appendix A.2 on page 68.

A.5 The multivariate case

We now consider that:

dSt :MtQStdt+(U®St)® th
dps = o* © AW}

where Sy, s, 0 and o* are four n x 1 vectors. We also assume that E [WtWtT] = CI,, and

E [WyW;T] = C*I, where C and C* are two square matrices, and E [W;W,"] = 0. We

denote ¥ the covariance matrix of asset returns and I' the covariance matrix of trends®?.

69 L —C mios R T
We have 3; ; = C; jojo; and I'; ; = Cm.ai oy
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A.5.1 Derivation of the EWMA estimator

Let dy; = dS;/S;. We denote fi; = E[u: | 72| the estimator of the trend p;, and T; =

E [(ﬂt — 1) (ir — pe) " | the error covariance matrix. The Kalman-Bucy filter gives:
djiy, = 0,271 (dy; — fie dt)

and:
dY, = (0 = T,27'7Ty) dt

At the steady state Y., we have:
diiy = A (dy — fir dt)

where A = T X!, We deduce that ji; is a multi-dimensional exponential moving average
estimator (Brockwell, 2004):

t
= [ e MRy, e Mg
0

Remark 13 The steady state Yoo is obtained by solving the continuous algebraic Riccati
equation:
=YX 1T =0

In some special cases, we obtain the following analytical solution:
Yoo =T7/25"2

In this case, we have A = T"/2X2~"2. However, this equation is only valid when the matrices
I'2 and "2 commute. Indeed, we verify that T"/>X"? is always one solution of the equation
I' =Yoo 'Y =0, but it does not necessarily define a symmetric matriz.

A.5.2 Expression of the P&L

The P&L of the momentum strategy is given by:

dV; +dS;
L=
Vi Si
We assume that:
e, = Ajl
where A is a squared matrix and iy = (fi1¢,. -, fint) 18 the vector of estimated trends. It

follows that:
dV;

f:ﬂjAT (A~ dfuy + fue dt)
and0;
N _ PN -1 ..
d(V,V), = Vi ATAT d (i), (A7) Ay
= VA ATATIASAT (AT) T Ajig dt
= V2p ATSAf, dt

T0We have:

d{p, ), = (da,di),
= A<§,§> AT
s’'s/,
= AXAT dt
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If we apply It6’s lemma to W; = In V;, we obtain:

v, 1
aw, = —* d(v,v
' vt

= g AT (AN dfy + fudt) — §MTAT2A,1t dt
1
= g ATA Y dp, + ] AT (In — 22,4) fig dt
Since we have”!
d(if ATA ) = 23] ATA ™ dj + tr (ATANd (@, f1),)
= 20/ ATA M djy +tr (ATSAT) dt

we obtain the following expression:
1 1 1
AW, = 5d (d ATA i) + ([JAT (In —~ 22A> fir = 5t (ATZAT)> dt

We finally conclude that the P&L of the momentum strategy is given by:
Vr 1

Ino = 5 (apATAT i — fig ATAT i) +
% 2

T
/ <[JAT (In - ;ZA) iy — %tr (ATEAT)) dt
0

A.5.3 The case of uncorrelated assets
In the case where the matrix A is diagonal”, the exposure of Asset i is given by:
€it = Qifl;

If we assume that the assets are uncorrelated (C = 0 and C* = 0), the EWMA matrix A
becomes a diagonal matrix:
A =diag (M, ..., \n)

Therefore, the expression of the P&L is reduced to:

Vr - (o7} :uzt Ch‘Uf i
In 70:22)\1 (luiT :LLzO +Za1 / ( 22 <]- 9 >2> dt

i=1

We see the previous decomposition between the option profile and the trading impact:

Vr r
In — = GO,T + / gt dt
V() 0

where:
n

Gor = Z 205)? (i3 — o)

=1

71 This result is only valid if AT A~ is a symmetric matrix.
72We have:
A = diag (a1,...,an)
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and:

7

n ~2 2
. o [ M 005 i
%§¥M<¢21‘2‘2

Another expression of the trading impact g; is:

i=1
where:
w; = ;o2 <1 — Oéigi)
2
and:
- 2
A = 2 — ;o2

The parameter \ is defined as follows:

If we would like to find the probability distribution of g;, we have:

n
_ 22
gt = E WiS; ¢ —
i=1

where §; 4 ~ N (si 1, \;). Let Z ~ N (0,L,). We have:

DN | >l

n

g = Zwi(\/xizi+5i,t)2_%

i=1
n 2 N
Sit A
= iNi | Zi ’ -5
2w ( +¢&> 2
A
= Qi (a,b) )

Pr{g.<g} = PT{Q1(a,b)—;\§g}
- m{oi@n <o)
= Ql (g+;7a7b)
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If we are interested in the statistical moments of g;, we have:

E (g = X0, a; (1+b2) — A

var (g¢) = 2 Z:;l a? (1 + 2b?2)
23S, ab (14 3)
(S7y a? (1+202)"
12350, af (1+4b2)

(Ciya? (1+269))°

7 (gt) =

Y2 (9¢) =

A.5.4 Probability distribution of the trend-following strategy

Using the Kalman filter, we have fi; ~ N (us, T¢). At the steady state, we can then use the
following approximation:

ﬂt ~ N(:utv TOO)

1 1
af AT (In - 2214) fig ~ Qo (MtaTooaAT (In - 2214))

1 1
Pri{g.<g} = Pr {ﬂZAT (In - 22A> fiu = 5 tr (ATSAT) < g}

- Pr{Q2 (ut,rm,AT (In - ;2,4)) <g+ %tr (ATEAT)}

= Q9 <g + %tr (ATEAT) HYTP U AT <In — ;ZA))

It follows that:

and:

Therefore, we can compute the distribution function of g; by using the approximation of Liu
et al. (2009) or the Ruben formula:

1
Prig: <g}=Q (g ot (ATZAT) ;4 b)

where a = diag (D), b = UTTgol/ *lg, D and U are the eigenvalue and eigenvector matrices
of Q=TLAT (I, — 2A) TL.
A.5.5 Hit ratio
We have:
H = Pr {gt Z 0}

= Pr {ﬂjAT <In - 12A> fir — ftr (ATSAT) > 0}

= {Q2 (ut,Tw,AT (1 —ZA)) % ATEAT)}

= 1—Q2< tr (ATSAT) s, Yoo, AT (1 —ZA))
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In the case where A = n~'I,, and A = AI,,, we obtain:
PR o2nI, — %
=1- - E 200, 2 &
H Q2 <27’L P ag; s Moty ) 2n2 )

A.5.6 Statistical moments of ¢,
We have: X .
gt = Q2 <Mt,Too,AT (In - 2EA)> -t (ATZAT)

Using Appendix A.3.2 on page 73, we deduce that:

plo) = tx(QAS) + ] Quu— ytr (ATEAT)

700 = 2 (@M% + 27 @AQu)

(tr (@A%)° + 31 (QA%)” Q)
(v (QAS)? + 20f QASQu)
(tr(@A)" + 4] (QA%)” Q)

(tr (QAX)® + 2u] QAZQut)z

n(g) = V8

2 (9:) = 12

where:

Q=A" (In — ;EA)

A.5.7 Covariance of the estimation error

We recall that the Kalman-Bucy filter defines an optimal EWMA estimator. In this case,
the EWMA matrix A is given by:
A="T Tt

where T, is the solution of the algebraic Riccati solution:
-T2 'Y =0
When the matrices I'/2 and ©'/2 commute, the solution becomes Yo, = I'/2X"2 and we
have A = I''/2%—"2,
We now assume that the EWMA matrix is a given matrix, which is not necessarily equal

to TooX L. We denote A this matrix and Y the associated covariance matrix of estimation
errors. We always have:

dﬂt =A (dyt — /lt dt)

However, the dynamics of the covariance matrix T; is not given by the Kalman-Bucy filter.
It follows that”3:

d (e —pe) = A (dys — fig dt) — dpe
—A (ju — ) dt + A2 dZ, -T2 dzy

73 .
‘We recall that: Qs — o dt + S12 4z,
dps = T2 dz;

where Z; and Z} are two uncorrelated vectors of independent Brownian motions.
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and:

d ((ﬂt — ) (fie — Mt)T) = )"

A (e — pe) - (e — pe) "+ (e — pre) - d (e — pe) "+
d <(ﬂt — pue) (fue — /it)T>

= A — ) (e — pe) " At — (e — o) (e — pe) T AT dt +
(T +AXAT)dt + dM,

where M; is a local martingale. We deduce that:
Y, = E {d ((ﬂt — pe) (fue — Mt)T)]
(~ATi = TAT 4T +ASAT) at

- Q(Tt;]\) a

We obtain a Lyapunov equation and the solution is:

‘o o _ L
T, = / e~ At <I‘ + AEAT> e A=) gy 4 egAtTOe*ATt
0
The covariance matrix T; tends exponentially to the solution of p (Tt;f\) = 0. By the
implicit function theorem, the equation o (Tﬁ]&) = 0 defines a curve T; = g (]X), and
dg (A)/d]\ =0 is equivalent to 9o (Tt; A)/@A = 0. We have™:

d0(TisA)
oA
We deduce that the optimal solution is:

=927, +2AX =0

A =T,2"1=A
In this case, we retrieve the Kalman-Bucy filter:
aT, = (-AT,—TAT+T+ASAT) @t
- (r - m;lﬁ) dt
We confirm that the Kalman-Bucy solution A = Y,¥~! minimizes the estimation error.

A.5.8 Probability distribution of the cross-section momentum strategy

We recall that: 1
A =diag(a) — —a®1]
n

Another expression of A is:

A = diag () (In - 11n1;'1—>
n

74We need A to commute with Tt.
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The eigenvalues of I,, — %lnll— are all equal to one, except the last eigenvalue, which is equal
to zero. It follows that rank (A) = n — 1. If we consider the matrix @ = AT (I, — 134),
we deduce that rank (Q) < n — 1. In the cross-section momentum, the quadratic form
Qs (11t, Yoo, Q) is then a sum of n — 1 independent noncentral chi-square random variables.
This is why we can compute the distribution of g, by using the parametrization Q; with the
first n — 1 eigenvalues.

A.6 The hedged strategy
A.6.1 The univariate case

We now assume that the portfolio is both long on the underlying asset and the trend-
following strategy, meaning that the allocation is as follows:

e = afig + 3

where 8 > 0 is the buy-and-hold exposure on the asset S;.

P&L of the strategy We have:

dV; N
7t = (afit + B) dy
t

and:

. 1,
dInV; = (e + B) dy: — 3 (afie + 5)2 a2 dt

Since we have dy; = A=t dji; + i dt, we deduce that™:

Ve = (of B) A df+ (e + B) i dt — 3 (i + 6) o
= W + ((aﬂt + B) fie — % (afie + B)* 0 — ;0‘)‘02> dt
- dlopt P (“/;;j oY <aﬂ? + B — % (0®Af + 208, + 5%) 0® — ;WQ) dt
— % dp? + gdﬂt + (aﬂf - %a2o2ﬂt2 - ;a)\a2) dt +

2
8 (ﬂt - % (20 + /3)) dt

We conclude that:
dInV; = th -l—gtdt—i— h

75We have:

d(oji +B)° = 2a(ajie+B) djie + o d (i, 1),
= 2a(afie + B) djis + X252 dt
and:
d(aps + B)? — a2A262 dt

(apie + B) dfpe =
2«
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where:

G = %ﬂf

gt = aﬂ? (1_0452) —%a)\UQZaUQ (gg( —a;Q) —;\>
and:

he = BA" N dfie + B (ﬂt (1- OéUZ) - 6;2> dt

Therefore, the P&L of the portfolio is composed of three terms:

VT T T
In— = G07T + / gr dt + / hy
Vo 0 0

The hedging cost As previously, we can derive a closed formula of the P&L, where we
identify both the P&L of the buy-and-hold strategy and the P&L of the trend-following plus
an additional term, which may be interpreted as the cost of the hedge. Indeed, we have:

he = BAXYdp+8 (ﬂt (1-ac’®) — 55) dt
= B\ 'di+fudt) - B (aa% — Bf) dt

2 2
<5dyt _b 2“ dt> — afo?py dt

d (BInS;) — afo?j; dt

The new term h; is decomposed into a usual asset price term and an additional term, coming
from the aggregation of trend following and long-only positions. We obtain:

dant = d(Gt +ﬂlnSt) +gtdt - Ctdt
where ¢; = afBc?ji;. Since we have:

>0 4, >0
¢t <0& [ <0

¢t is the price of hedging in a bullish market (when fi; > 0). In return, the strategy benefits
from out-performance when the market is down.

The option profile We have:

d (afiz + B8)° ) N 1
dlnV, = (gtT)\ﬁ) + <(am +0) e — 3 (afi, + B)* 02 — 2@/\02> dt
= dG, + g, dt
where:
A (ovfig + 5)2

G =
¢ 20\
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It follows that the option profile of the hedged strategy is:

(cir + B)? — (evjio + B)°
20\

Gor =

o . B . .
= ﬁ(#%*ﬂg)er(ﬂT*Mo)

= Gor+ 5 (fir — i)
This is the shifted option profile of the trend-following strategy.

Probability distribution of the hedged strategy The trading impact of the hedged
strategy has the following expression:

- . . 1, 1
G = (ofie+P) g — 5 (afiy + ﬁ)z o — 5&)\02

B ao? B (a02 — 1) 2 B? (1 — ao’2)2 B%c? 1
- @ <1_ 2) <’ut B a(2—a02)> a4 —2a0?) T +§a)\02

2 2
B 9 ao? . 15} (a02 — 1) B2 (1 — aaz) B2c? 1 9
- <1 a 2) <st S ac(2—ac?) ) | a(d—2a0?) * 2 * 504)\0

= a(3—-b*—c

We notice that:
§t —bNN<St —b,)\)

It follows that A~! (8, —b) is a noncentral chi-square random variable x2 (¢) with ¢ =
AL (s — b)z. We deduce that g; is an affine transformation of a noncentral chi-square
random variable:

Pr{g: <g} = Pr{a(ét—b)z—cgg}
— Pr{(ét—b)2§g+c
a

g+c
F 1
(28]

where F (z; v, () is the cumulative noncentral chi-square probability distribution.

Remark 14 Another expression of the probability distribution is:

Pr{j <g} = Pr{g“sstbsg“}
a a

_ ¢(b+a1@\/£rc)—st) (p(b—ali%i—c)—st)

We now compute the statistical moments. Since §; = aAx? (¢) — ¢, we have:

p(ge) = ar(l+¢)—c

Aao? (2—aoc?)(1+¢) 1 , B2(1- a02)2 B30
= — —alo” —
2 2 a(4—2a0?) 2
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where:

ao (2 — ao?

(=t ( 6<a02—1>)>

For the second moment, we obtain:

200 2
o (G) = oo (22 ao ) m
We also have:
L 2
71 (g+) = (1 +6¢) T 20°
and:
) = 12 4+ 48¢
T gy

A.6.2 The multivariate case

In the multivariate case, the allocation becomes:

e = A‘[Lt + B
P&L of the strategy Using some technical assumptions™®, we obtain:
dV;
i e/ dy;
and:
1
AV, = (Au+B)' dy — 5 (Afe + B)' S (Aj, + B) dt

. 1. . N .
= (Au+B) A Yda + <(Aut +B) iy — 5 (Ad + B)' S (Aj + B)) dt
Since we have:
1 1
(Afis + B) " A~ djiy = 5 (A ATAT ) +d (BTA™ ) — 5 tr (ATSAT) dt

we deduce that: ~
dInV; =dGy + gdt

where:
Go = S ATA i+ BTA i,
= G +B"A 'y
and:
G = (At B) e~ L (At B)T S (Aj+ B) — 5 (ATEAT)

1 1
AT AT ~ T T

1
(BT —BTSA) i — 5BTZB

= g+ (B"-B'SA)j — %BTZB

76We recall that the matrices (A, %) and (A, B) commute, and AX~! is symmetric.
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The hedging cost Another expression of the P&L is:
dln‘/;g = th + g¢ dt + ht

where:
1
hy = BTA Y dj, + ((BT —~B'SA) ju, — BTzB) dt

2
1
= Bldy — (BTEAﬂt + 2BTZB> dt
= dln(B'S;) - BTSAj, dt
We deduce that:
dInV; =d (G +1In (B'S;)) + g¢ dt — ¢, dt
where ¢, = BT X Ajuy.

A.6.3 The shape of the hedged strategy

Shape of noncentral chi-square distribution Let X be a noncentral chi-square random
variable with v degrees of freedom and noncentrality parameter (. We define the function
g (¢) as follows:

Ly (VCCF+v—1)) c—2

g(oz.ry/gl( <(c+u—4)) VY

where I, (x) denotes the modified Bessel function of the first kind. Let ¢* € (4 — v, 00) be
the unique solution of the equation g (¢) = 0. Yu (2011) shows the following results:

e the density of X is log-concave iff v > 2;
o the density of X is decreasing iff 0 < v < 2 and ¢ < (*;

e the density of X is bi-modal iff 0 < v < 2 and { > (*.

In Figure 46, we represent the density for some parameters. The parameters (v =1,{ = 1)
produce a decreasing function, the bi-modal shape is obtained for the parameters (v = 1,{ = 1),
whereas the parameters (v = 3,( = 5) correspond to a log-concave density. Figure 47 shows
the critical value (* that splits noncentral chi-square densities between decreasing curves
and bi-modal curves.

Application to the trading impact ¢; In the one-dimension case, we recall that the
degree of freedom v is equal to one and the noncentral parameter is defined by:

(ao (2 — a02) s¢— B (a02 — 1))2

a2\o? (2 — ao?)?

(=

The solution ¢* of the equation ¢ ({) = 0 is equal to 4.2166. We deduce that a low exposure
« produces a bi-modal density for g;. This property holds as long as ¢ > ¢*. Then, we obtain
a decreasing density function. An illustration is given in Figure 48 with 8 = 1, 0 = 30%
and \ = 2.
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Figure 46: Noncentral chi-square probability density functions

Figure 47: Critical value ¢*

45 Bi-modal densities

3.5

3r Decreasing densities

25

2 1 1 1 1 1 1 1
0 0.25 0.5 0.75 1 1.25 1.5 1.75 2
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10

Figure 48: Noncentral parameter ¢

St — —1
St = 1
C*
0.25 0.5 0.75 1.25 1.5
«
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B

Additional tables

Table 4: Difference between naive and Riccati solutions (p = p* = 30%)

Naive solution Riccati solution
Y., =I1/251/2 Yool 1Y =T
0.0199 0.0069 0.0074 0.0197 0.0078 0.0089
T 0.0101 0.0399 0.0131 0.0078 0.0396 0.0140
0.0137 0.0161 0.0598 0.0089 0.0140 0.0592
A= Xt =r1/2x1/2 A=T Xt
0.4828 0.0160 0.0358 0.4600 0.0346 0.0745
A —0.0611 1.0027 0.0452 —0.1325 1.0045 0.0872
—0.1118 —-0.0253 1.5367 —0.2314 —0.0516 1.5661

Table 5: Difference between naive and Riccati solutions (p = p* = 90%)

Naive solution Riccati solution
Yo = V/2XY2 Yol T =T
0.0193 0.0186 0.0197 0.0137 0.0160 0.0186
Too 0.0321 0.0386 0.0367 0.0160 0.0276 0.0286
0.0451 0.0487 0.0578 0.0186 0.0286 0.0416
A="T Xt =T A=T Xt
0.1965 0.0233 0.2939 —0.4572 0.1145 0.7745
A —0.6139 1.0178 0.5553 —1.7999 1.0921 1.3524
—0.9087 —0.0101 2.2731 —2.4824 0.0099 3.2662
Table 6: Difference between naive and Riccati solutions (C = C* # Cs (p))
Naive solution Riccati solution
Y., =I/2xnY2 Yool 1Y =T
0.0196 0.0194 0 0.0165 0.0198 0
Too 0.0317 0.0392 0 0.0198 0.0330 0
0 0 0.0600 0 0 0.0600
A=T Xt =132 A=7T 21
0.2783 0.2346 0 —0.1734 0.6503 0
A —0.4692 1.4011 0 —1.3007 1.9944 0
0 0 1.5000 0 0 1.5000
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Table 7: Difference between Riccati and Lyapunov solutions (p = p* = 30%)

Riccati solution Lyapunov solution for A
0.0197 0.0078 0.0089 5 0.0200 0.0080 0.0090
T =1 0.0078 0.0396 0.0140 T = | 0.0080 0.0400 0.0144
0.0089 0.0140 0.0592 0.0090 0.0144 0.0600
Lyapunov solution for Ay Lyapunov solution for Az
. 0.0250 0.0135 0.0195 R 0.0250 0.0090 0.0105
To = 0.0135 0.0850 0.0375 T = | 0.0090 0.0400 0.0150
0.0195 0.0375 0.1850 0.0105 0.0150 0.0650
Table 8: Difference between Riccati and Lyapunov solutions (p = p* = 90%)
Riccati solution Lyapunov solution for Ay
0.0137 0.0160 0.0186 ~ 0.0200 0.0240 0.0270
T = 0.0160 0.0276 0.0286 T = | 0.0240 0.0400 0.0432
0.0186 0.0286 0.0416 0.0270 0.0432 0.0600
Lyapunov solution for A, Lyapunov solution for As
5 0.0250 0.0405 0.0585 ~ 0.0250 0.0270 0.0315
Too = | 0.0405 0.0850 0.1125 T = | 0.0270 0.0400 0.0450
0.0585 0.1125 0.1850 0.0315 0.0450 0.0650

Table 9: Difference between Riccati and Lyapunov solutions (C = C* # Cs (p))

Riccati solution Lyapunov solution for Ay
0.0165 0.0198 0 0.0200 0.0240 0
T = 0.0198 0.0330 0 Yoo = | 0.0240 0.0400 0
0 0 0.0600 0 0 0.0600

Lyapunov solution for Ay Lyapunov solution for As
0.0250 0.0405 0 0.0250 0.0270 0
Too = | 0.0405 0.0850 0 Too = [ 0.0270 0.0400 0
0 0 0.1850 0 0 0.0650
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C Additional figures

Figure 49: Impact of using two moving averages on the option profile
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Figure 50: Evolution of the w (s) matrix (optimal estimator)
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Figure 51: Evolution of the w (s) matrix (naive estimator)
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Figure 52: Evolution of the volatility /v; with respect to the duration 7
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Figure 53: Cumulative distribution function of g; (cross-section, n = 2)
(=1, A=1, pu1¢ = 30%, pa, = 10% and o1 = 02 = 30%)
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Figure 54: Sharpe ratio of the trading impact g; (cross-section, n = 2)
(=1, x=1and o1 = 02, = 30%)
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Figure 55: Cumulative distribution function of g; (cross-section, n = 4)

(=05, A=1, pu = (30%, 10%, —30%,0%) and o; + = 30%)
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Figure 56:  Statistical moments of g; with respect to the correlation p (cross-section, n = 4)
(a=0.5, A\=1and 0;; = 30%)
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Figure 57:  Sharpe ratio of the trading impact g; (cross-section, n = 4)
(=05, A=1and g;; = 30%)
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Figure 58: Comparison of the strategy performance V; and the model performance V; when
the underlying asset is a simulated geometric Brownian motion
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Figure 59: Comparison of the strategy performance V; and the model performance V; when
the underlying asset is a simulated geometric Brownian motion
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Figure 60: Decomposition of the trend-following strategy (S&P 500)
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Figure 61: Scatterplot between asset returns and momentum returns (S&P 500)
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Figure 62: Decomposition of the trend-following strategy (Nikkei 225)
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Figure 63: Scatterplot between asset returns and momentum returns (Nikkei 225)
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Figure 64: Correlation between the asset class trend-following strategy and the SG CTA

Index
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Figure 65:
following strategy and the SG CTA Index
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Figure 66: Option profile of the hedged strategy (o =5, jig = —30%)
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Figure 67: Option profile of the hedged strategy (o = 5, jip = 30%)
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Figure 68: Probability density function of g; (s; = —1, « = 0.5, A =1)
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Figure 69: Cumulative distribution function of g; (s; = —1, a = 0.5, A = 1)
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Figure 70: Probability density function of g; (s; =1, « = 1.0, A = 2)
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Figure 71: Cumulative distribution function of g; (s; =1, a = 1.0, A = 2)
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Figure 72: Probability density function of g; (sy =1, a« = 0.5, A = 2)
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Figure 73: Cumulative distribution function of g; (s; =1, a = 0.5, A = 2)
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Figure 74: 95% Value-at-risk of the hedged strategy (o = 30%, \ = 2)

Figure 75: Simulation of the cross-hedging strategy (6 = 0.40)

(s2.0 = 0.5,p = 0.9) (s2: = 1.0,p = 0.5)
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