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We have re-entered a stage in our financial crisis when investors have extreme 
fear of putting their money into cash equivalents. Investor concern was rational in 
2007-2008 and it is rational now as well, especially when money market funds, 
such as the Fidelity Prime Money Market Fund (FDRXX), a $120 billion fund, holds 
about 46% of its assets in the short-term debt of European banks. It is long past 
the time to move out of these funds or hedge their risks. 
 
In the current issue, we revisit our currency regime hedge introduced in the 
November 2010 and December 2010 InPerspective as a hedge against risks 
associated with currency chaos and the eventual loss of our dollar’s reserve 
currency status. Sovereign debt defaults and currency turmoil have been evident 
during the late stages of all historic global financial crises. Debt is mass and as its 
weight rises, it attracts more gravity.    
 
Since the end of January 2011, investors have been pouring money into U.S. 
Treasury-bills and short-term notes (TSYs), driving their yields down to 0.04% and 
0.41% from 0.15% and 0.61% respectively. They do so, for what they perceive to 
be their safe haven status. James Grant of Grant’s Interest Rate Observer has 
coined the term: “return free risk” to describe his expected returns for TSY 
securities. Figure 10 compares the yield of the return free FDRRX money fund to 
our risky but realistic hedge for investors seeking haven from the crushing gravity 
released as the global debt loads implode. More groundwork is needed before we 
form our conclusions and give investment recommendations. 
 
Since 1993, central banks suppressed asset class yield, asset class correlations 
rose along with equities and then went to 1.00 when equities declined. The easy 
money policies of our Federal Reserve Bank (FRB) were imposed on markets in 
reaction to steep equity market declines. Cheap and abundant credit, evidenced by 
a Federal Funds Rate (FFR) that was less than the 12-month rate of inflation, was 
rampant. When these “real yields” go negative, as they often have since November 
2007 to June 2011 and from August 2002 to November 2005, the forward 12-
month (m) return on the S&P 500 Index is robust and nearly always positive 
(Appendix, Figure A). In all episodes dating back to 1954, after yields got “real” 
again, soon afterwards, 12-month stock returns were either in single digits or were 
mostly negative (Figure B). In all of these instances, debt levels rose to levels that 
did not support equity valuations when rates were normalized (FFR). Gravity 
works. 
 
In 2007, investment banks began to implode from the pricking of the greatest debt 
bubble of all time, which was mostly blown from a succession of FRB easy money 
policies that relied mostly on cuts in the FFR from December 2000 to June 2004 
from 6.5% to 1.0%. Other policies and a lax investment banking climate increased 
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the weight of our private sector debts (households and businesses) from about $11 trillion (t) in 1993 to about 
$30t in 2007. Gravity’s energy was now strong enough to crush our global financial system. 
 
Atlas Fights Gravity  
The quote below is from our July 2010 issue, Young Frankenstein & Spurious Debt. 
 

“Spurious debts are not assets. They are claims with a weak value connection. On May 1, 2010, the 
New York Times sourced the Bank for International Settlements to connect the spurious debts of 
Portugal, Italy, Ireland, Greece and Spain (PIGS, Figure 2). The PIGS have insufficient assets/ income 
for $3.9 trillion in claims.” 

    
Fast forward to July 2011, below is a quote from the article, “Europe’s Central Bad Bank” on Spiegel Online 
International (www.spiegel.de/international/europe).   
 

“One item on the list of eligible securities of the European Central Bank (ECB) is a Portuguese bond 
from the year 1943. It will be roughly 8,000 years before this money is due for repayment on Dec. 31, 
9999.”   
 

A struggling Portuguese bank recently transferred rights of this bond to the ECB as collateral in return for a 
fresh loan in euros. Gravity laughs! 
 
We may get crushed again. It should be no surprise if one heeded the July 2010 New York Times quote 
above that many of the €360 billion ($525 billion U.S. dollars) of euro junk bonds submitted as securities are 
insecure securities. They are actually worthless or not worthy of being the AAA-rated collateral employed 
during the Great Depression and past financial crises. Additionally, the ECB has some €480 billion ($700 
billion) in illiquid asset-backed securities of questionable value that collateralized loans to European financial 
firms. Here is more from Der Spiegel Magazine in Germany, which echoes the New York Times July 2010 
alarm. 

“As a result, the ECB is slowly degenerating from the guardian of the euro to the bad bank of the euro 
system, where Europe's banks can dump their junk bonds. Losses from leveraged derivatives linked to 
poor grade ECB bank collateral could reach $4 trillion U.S. dollars.” 

ECB acts are linked to U.S. money market funds. In Dispelling Misinformation on Money Market Funds, 
Investment Company Institute’s Chief Economist Brian Reid was quite sanguine about U.S. money market 
risk. He affirmed that U.S. funds have substantial holdings of global financial institutions that are 
headquartered in Europe, primarily in short-term notes issued by banks. As of April 2011, Reid reached the 
conclusions below. 
 

“Prime money market funds had 50 percent of their portfolios invested in short-term securities issued 
by highly rated banks or other issuers based in Europe, concentrated in banks headquartered in 
France (14 percent), the United Kingdom (11 percent), Germany (7 percent) and the Netherlands (5 
percent).”  
 
“It would take a rapid collapse of one or more large European banks to have any impact on U.S. 
money market funds and their investors. What evidence is there that this could happen? None, he 
concluded because “the default-insurance premiums, or CDS spreads, on individual European banks 
indicate that the markets are not anticipating a sudden collapse of any bank that could pose a threat to 
prime money market fund portfolios.” 
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Gravity exposes Reid’s blindness. “Italy in the firing line” at www.matrik.com (July 8, 2011) shows that CDS 
not only were widening for most U.S. and European banks amidst negative sentiment and contagion 
concerns—these spreads continued to widen on July 11 over concern about Italian and Spanish bank 
defaults, which had been thought to have been insulated from Greek, Irish and Portuguese crisis. Gravity 
meets Reid (Figure 1).  

Figure 1.   

 
 
More Gravity Headlines from the Financial Times, July 12, 2011. 
 

“Euro slides as sovereign debt woes mount. The Eurozone’s precarious fiscal position remains the 
predominant theme across markets, draining risk appetite and causing flight to perceived havens such 
as German Bunds.” 
“China’s FX reserves soar $153bn. Accumulation adds further pressure for currency rise. High oil 
prices widen U.S. trade gap to $50.2bn. Deficit at highest since October 2008.” 
 

The euro weakness, China’s reserve accumulations, our widening trade deficit and high oil prices are 
interlinked. These structural (secular or long-term) imbalances will be the main catalyst for a global currency 
crisis. China is finding that it cannot simply move from accumulating dollar bonds to euro bonds as a means 
for recycling trade surplus profits. It will soon have to revalue its currency and spend more of it surplus on 
policies that stimulate Chinese consumer spending. China will lead us into a new reserve currency that 
replaces the dollar.  
 
Why a Currency Re-alignment? 
If the governments/bankers (they are the same) of the Eurozone, the U.S., Britain, Japan and China do not 
soon act to remedy their overleveraged and insolvent central banks that have taken on junk as collateral to 
prop up private banks, the markets will drive them to. Fat chance, they lack the will and integrity for prudence.  
 
For example, the FRB and U.S. Treasury recently inaugurated a policy that restates FRB losses from its junk 
holdings as a loan to the U.S. Treasury. This act makes quantitative easing (QE, the FRB’s purchase of TSY 
securities) a transfer of insidious wealth from private banks and financial firms to taxpayers because the 
FRB’s losses are truly public and QE was a detriment to the public since the lower rates deprived them of 
more than $2 trillion in lost TSY income, which drove the public and money funds into risky assets.  
 
The $74 billion in profits transferred to the U.S. Treasury in 2010 was enabled by a FRB policy that lifted junk 
assets and enabled some profitable deals. Now that losses are on the horizon, the FRB teams up with the 
Treasury to bury FRB losses.  
 
In Young Frankenstein & Spurious Debts, we indicated that normalized TSY rates spelled doom for the FRB 
balance sheet. The FRB smells a rat. These losses can now be transferred as TSY loans to the FRB with 
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U.S. taxpayers on the hook if the FRB defaults. It is no surprise that the Royal Bank of Scotland now reports 
that TSY yields could hit 9%. Once the ramifications of the above are realized by the markets, investors will 
rush out of TSYs faster than they went in, which dooms the buck. When the bid – ask spread on the dollar 
widens a mile, China will be forced to cut its ties to TSYs bonds. They have already cut their purchases since 
2007. 

Big News Unfit for Headlines 
On June 22, 2011, MARKETWIRE via www.marketwatch.com reported the news on Japan's Nuclear Crisis.    
 

“Emergency Response Headquarters finally admitted earlier this month that reactors 1, 2, and 3 at the 
Fukushima plant experienced full meltdowns. Tokyo Electric Power Company (TEPCO) announced 
that the accident probably released more radioactive material into the environment than Chernobyl, 
making it the worst nuclear accident on record. 
 
According to Dr. MV Ramana, a physicist with the Program on Science and Global Security at 
Princeton University a nuclear waste advisor to the Japanese government reported that about 966 
square kilometers near the power station -- an area roughly 17 times the size of Manhattan -- is now 
likely uninhabitable.” 
 

Japan's nuclear crisis adds more mass to the coming debt and currency implosion. 
 
It seems that what has traditionally been headline news gets relegated to the back pages of tabloids and it 
seldom gets aired on cable channels. It does get reported by fringe outlets of our news media, on the Internet 
or through wireless phone apps. The true costs of our wars, the security ramifications of the Arab revolts and 
the many 100-year extreme weather events ranging from floods in east China and the U.S. central plains to 
droughts in southeast Africa and India seldom get extensive news coverage. This is BIG news to Gravity.     

Gravity Strikes Imprudent Yield Assets–Seek Alternatives 
An Armageddon is very remote but wild gyrations in currencies, commodities, stocks and bonds are likely. It 
is tough to give odds on things we do not know. The financial system is opaque, government actions and 
reactions to civil and military unrest are not known. Even if hell is avoided, the following recommendations are 
prudent. 
 
There is a very high risk that there will be a panic in the dollar as the above fear spreads to investors who 
have plunged into TSY securities to assuage their fears. Here are our portfolio recommendations. Gold and 
gold stocks need to be coveted as they have been by prudent investors since their secular bottom in 2001 
(allocate 20% to 25% of your assets to them). We recommend a 30% allocation to stocks and bonds backed 
by strong balance sheets with underlying real assets that skyrocket in value against paper currencies. 
Investors should also allocate 15% to 30% of their assets into short-term securities such as forward contracts, 
futures and short-term notes that yield income in the issuer’s local currency domiciled in nations with a high 
degree of commodity exports and solvent financial systems. The balance of their portfolios (20% to 30%) can 
be employed in long/short managed futures, pure commodities and absolute return strategies (long/short 
stocks/bond). 
 
Here is more rationale. QE and fiscal stimulus have enabled economies and many of their governments and 
corporations to issue securities that fund debts with interest payments that defy gravity. Consequently, the 
bull runs since the fall of 2008 and the spring of 2009 are based upon many national currencies that do not 
trade at sustainable values because national tax revenues, corporate revenues and household incomes are 
insufficient in that they cannot re-pay national debts at normalized rates.  
 
What matters the most is that investors hold a portfolio that beats inflation (a real return), which is 
more probable if their income yields are anchored to nations with exports based upon the industrial 
production of primary goods/service and with balance sheets with in-the-ground commodity assets.  
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Commodity securities of firms and nations need to complement and hedge their commodity futures 
investments. In a currency panic, there is a risk that futures will not clear at the hyper-inflated values of the 
underlying currency (mostly dollars) in which the commodity is priced by a commodity exchange.  
 
Analysts estimate that companies included in the S&P 500 Index will post average earnings growth of 13% 
from a year earlier, the lowest increase in two years. The slew of weak data on employment, housing and 
consumer sentiment–which has caused GDP to be revised down for the year–has not yet translated into 
significantly weaker earnings forecasts for S&P 500 companies. This climate will make stocks with high and 
sustainable yields more attractive (and defensive).  
 
Our Arrow Insights 75/50 Portfolio (shown later in this issue) reflects much of the above. 

Currency Regime Hedge 
In the November 2010 and December 2010 issues, we introduced a hedge against the loss of the dollar’s role 
as a reserve currency because historically, the aftermath of most global financial crises has bred a new global 
reserve currency. Our November 2010 issue cited the quote below from Robert Skidelsky and Vijay Joshi, 
Keynes, in their book Global Imbalances, and International Monetary Reform. 
 

“Keynes presciently wanted to abolish altogether the use of national currencies as international 
reserves and substitute “bancor” in their stead. Such a change would strike at the root of the self-
insurance demand for dollars. 
 
Moving decisively towards promoting the use of SDRs would reduce the need for countries to run 
current account surpluses to accumulate dollar reserves. Concomitantly, it would also help to reduce 
the “exorbitant privilege” of reserve-issuers and distribute the seignorage from reserve creation more 
equitably, promote a more symmetric adjustment mechanism, make the IMF a more genuine lender of 
last resort and reduce the risk of instability caused by switches between reserve currencies. Of course 
the appeal of the SDR would be materially enhanced if it were transformed into an asset that can be 
held by the private sector, not central banks alone. There are many ideas on the table for achieving 
that goal over the long haul. But promoting central-bank use of SDRs, as proposed above, need not 
wait on such schemes, and would bring about a marked improvement in the functioning of the world 
monetary system, even in their absence. 
 
The Keynes Plan of 1941 for dealing with the trade imbalances of his time is highly relevant to the 
problem of East Asian-US imbalances today. Just as the first Bretton Woods system rested on a 
“grand bargain” between the US and Britain, a Bretton Woods II rests on a new Bretton Woods that 
will test the statesmanship of the US and China. ” 
 

There has been talk by International Monetary Fund (IMF) and World Bank members about issuing of an 
alternative to the IMF’s current Special Drawing Rights (SDR) Notes that banks use to settle some of their 
international payments. One way to hedge the risk of currency realignment resulting from the loss of dollar 
dominance is to equally weight some of your portfolio into a fund of six ETFs in a manner that reflects plans 
for a special SDR and “bancor.” (Figure 9-10) 
 
Figure 2 displays the four currencies that 
comprise most SDRs issued today, which 
equal a 37.7% allocation to the euro, 9.5% 
allocation to the yen, 11.2% to the British 
pound and 41.6% to the U.S. dollar. 
Today’s SDR reflect the views of our 
current financial system and the 
governments that control the IMF.  

 

 
 

Figure 2.  IMF Special Drawing Rights Valuation

Currency Currency amount 
under Rule O-1

Exchange 
rate 1

U.S. dollar 
equivalent

Percent change in exchange 
rate against U.S. dollar from 

previous calculation
Euro 0.423 1.4107 0.596726 -1.163

Japanese yen 12.1 80.66 0.150012 0.905

Pound sterling 0.111 1.5951 0.177056 -0.088

U.S. dollar 0.66 1 0.66

0.631395 2 0.368 3

1.58379 4

1.583794
U.S.$1.00 = SDR

SDR1 = US$

Monday, July 11, 2011
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Figure 3 reflects our views of how we might step outside of the box with alternative currency allocations that 
would perform better if the dollar lost its dominance. The black line depicts the cumulative returns of a 
traditional SDR allocation (SDR IMF Alloc), which has earned 0.66% since we first proposed a New Currency 
Regime Fund in November 2010.  SDR IMF Alloc is compared to an equally weighted allocation to the four 
currencies shown in Figure 2 (SDR Eq Wtd). It has earned 1.3% since November 2010. SDR EW + Gold is 
the former allocation plus gold, which earned 2.8%. These returns were sourced from Federal Reserve data 
that only accounts for currency effects without interest.  

 
Figure 4 plots the annual compound returns (%ACR) of SDR IMF Alloc at 0.72%, SDR Eq Wtd at 1.1% and 
SDR EW + Gold at 1.9% from November 1982 (the begin date of our FRB data series) through June 2011. 

 
Much like Figure 3, Figure 5 begins on November 1, 2010 and ends on June 30, 2011. Here we view the pure 
currency returns of the U.S. dollar (Dollar Idx), which declined -4.5%, the euro (Mark/Euro) up 5.5%, the 
British pound (BP) up 1.62%, the yen up 2.5%, gold up 8.5% and yuan up 2.8% relative to the dollar.  
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Figure 6 expands our review back to November 1982. Since then the dollar index has declined -1.8%, the 
mark/euro has risen 2.0%, while BP has been flat at 0.01%, the yen up 3.0%, gold up 4.3% and the yuan 
falling -5.4%. 

 
The %ACRs and the return efficiencies of alternative SDR allocations since November 1982, December 1994 
and December 1999 are displayed in Figure 7. The IMF SDR + Yuan allocation replaces the 9% allocation to 
the BP with a 9% weighting to the yuan with the weights for the dollar, euro and yen unchanged from the 
IMF’s traditional SRD (SDR IMF Alloc). The yuan is employed on a forward looking basis because it will be 
preferred more than the pound once it becomes more convertible to other currencies and after China opens 
up to more foreign investment.     

 

Currency Regime Fund of ETFs 
For now, we consider an equally weighted allocation to six exchange traded funds (ETFs) as a sound 
alternative to a traditional SDR (SDR IMF Alloc). Figure 8 plots the performance of a dollar based ($USD) 
ETF with the symbol UUP, a euro based ETF (FXE), a pound ETF (FXB), a yen fund (FXY), a gold ETF 
(GLD) and the yuan (CYB).     
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Figure 6. $1 of SDR Currencies, Gold & Yuan to Jun 11 
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Figure 7.  SDR & Alternative Performance
Begin SDR IMF SDR SDR SDR EW
Dates IMF Alloc  +Yuan Eq Wtd  + Gold
Nov-82
%ACR 0.72% -0.58% 1.09% 1.90%

ACR/ASD 0.22 -0.35 0.25 0.38
Dec-94
%ACR 0.10% -0.16% 0.29% 2.10%

ACR/ASD 0.04 -0.11 0.08 0.46
Dec-99
%ACR 0.47% -0.58% 0.70% 3.71%

ACR/ASD 0.22 -0.33 0.20 0.82
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Figure 8. $1 of Individual ETFs as a Currency Regime Hedge 

$USD-UUP Euro-FXE Pound-FXB Yen-FXY Gold-GLD Yuan-CYB
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Figure 9 compares the %ACRs of a short-term TSY bond ETF (SHY) and our New Currency Regime Fund 
from June 2008 (when our data begins) through June 2011. SHY returned 2.5% yearly while our alternative 
compounded at 4.8% per year. Our fund had higher annual standard deviation (SD) of 8 versus 1.8 for SHY.  
  

 
 
Before leaving our review of alternative currency allocations, we compare the %ACRs of the Return Free Risk 
money market fund (FDRXX) to our New Currency Regime Fund. FDRXX returns a paltry 0.7% while our 
Real Return for Risky Times alternative compounds at 4.8% with SDs of 0.27 for FDRXX. June 2008 to June 
2011 is only 36 months, but it was a wild time and a good laboratory for risk/reward.  
 

 
 
Today, FDRXX yields about 0.01%. Figure 10 plots the annual income yield of FDRXX. It yielded 2.43% in 
June 2008. It yielded less than 1% by March 2009. Its yield dropped below 0.50% in August 2009 and 
plunged below 0.10% in January 2010. It has averaged 0.04% annualized since then.  
 

So, where is the beef? Other money fund alternatives that include emerging currency and commodity 
currency exchange traded funds; short-term corporate bond funds and low duration managed bond 
allocations such as PUBDX are quarter pounders. Some include bacon and cheese.  
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Price & Factor Charts Speak…Let’s Listen… 
Here is commentary written on some charts that we track. 
 
The $BPNYA or NYSE Bullish Percent Index measures the breadth of the New York Stock Exchange. 
Investors use the BPNYA to spot trend changes is stocks. When its direction changes, the trend of the NYSE 
and other domestic stock indexes are likely to change too. When the BPNYA is below 30%, a security or 
market is oversold. A reading of 20% is a very oversold situation. Oversold markets are likely to turn up and 
reverse their prior trend. 

An overbought condition takes place when the BPNYA gives a reading above 70%. Even stronger overbought 
signals are given when the BPNYA rises above 80%. When the index reverses course and turns down, 
investors believe the trend is turning down. 

The BPNYA is based on the point and figure chart system. NYSE stocks that have a point and figure buy 
signal are added together. This number is divided by the total number of stocks in the NYSE. A bullish 
percent chart can range from 0% to 100% where no stock in the index has a point and figure buy signal or 
where they all do. This is unlikely—it usually comes in at 30% to 70%. Bull markets can stay overbought for 
months on end while bears can be oversold for extended periods. 

The $BNYA recently closed below its 50-day exponential moving average of 60.62, which means stocks are 
more likely to continue to decline until they become oversold (Figure 11).  

 
Figure 11. 
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The number of NYSE stocks above their 200-day moving price average (%NYA200R) has declined below 70 
for a second time since this correction began in late April 2011, which is still common during corrections. It 
was very overbought for most of 2010 and for a while in 2011. It is still reading neutral for stocks (Figure 12).  
 

Figure 12. 

The return of intermediate-term Treasury bonds (IEF) relative to Treasury inflation indexed bonds (TIPs) rose 
from early April 2011 to mid-June 2011 (Figure 13). This trend resumed in July 2011. It is seen when deflation 
fears are greater than inflation fears. It is not signaling a deflation panic like the one seen in 2008. 
 

Figure 13. 
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We have been highlighting $NYMO since January 2011. $NYMO is an indicator of internal market strength. It 
has failed to reach levels hit in August 2010, which is its first negative divergence since March 2009 (Figure 
14). It seldom provides divergent readings, when it does other market trends need to be watched more 
closely such as the New York Stock Exchange (NYSE) advancing issues minus decline issues plot line 
(Advance-Decline Line, $NYAD), which set a new high in early July 2011.  

 
Figure 14. $NYMO 
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Figure 15 displays two blue circles and a red square that were close to becoming a bearish head and 
shoulders formation for the S&P 500 Index ETF (SPY). The left shoulder might have been SPY’s February 
price top, the head might have been the early May top with the neckline drawn across the March low (red 
line).  If SPY bounces off a price near 125, it could form the right shoulder and complete the bearish 
formation, which would increase the odds that there was a major price top in May near 136-137. In June 
2011, the SPY bounced off the neckline near 126, which kept it from breaking its 125 price support, which if it 
were violated would most likely foretell a severe correction or bear market. 

Figure 15. Did SPY Reject a Head & Shoulders Formation? 

 
The number of NYSE stocks above their 50-day moving price average (%NYA50R) has pulled back from 
extremely overbought readings in the fall of 2010. It was in a steep decline for most of June 2011 (Figure 16). 
In mid-May 2011, the $NYA50R fell below 50%, which betrayed the many bulls that then dominated market 
sentiment. On June 10, 2011, that percentage fell to 18.7%, which was the lowest reading since last summer. 
It was then in oversold territory below 20%. It soon rose from there to signal that the May-June correction in 
domestic stock indexes of -7% to -9% was over. It now near 51 and about to test a bearish reading below 50, 
which would enhance the odds that stocks might still, is in a correction that retests their June 2011 lows. 

Figure 16. 
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AI 75/50 Model: 
Exposure, 
Convictions & 
Performance 
 
Figure 17 is comprised of a 
focused list of indexes, 
assets classes and 
corresponding ETFs. 
 
Returns are through June 
30, 2011. The AI 75/50 
portfolio weights are labeled 
in the third column.  
Red and green highlights 
the best and worst ETFs.  
 
Our long equity ETFs are 
overweight (OW) or neutral 
weight (NW) relative to the 
Dow Jones Global Index. 
Bonds are not managed 
relative to a bond index.  
 
No position (NP) represents 
ETFs held year-to-date 
(YTD) that were sold or 
covered (bought back). 

Figure 17.  Indexes and Ma jor As set Class es Portfolio E TF
Major Domestic Market Indices 6/30/11 W e ight Symbol YTD 1 Month 3 Month 6 Month 12 Month
Dow Jones Industrial Index    DIA 8.3% -1.2% 1.3% 8.3% 29.8%
Dow Jones Total Market Index  IYY 6.2% -1.7% 0.0% 6.2% 32.1%
Dow Transports IYT 6.8% -0.9% 2.5% 6.8% 37.0%
Dow Utilities  IDU 9.2% -0.2% 5.1% 9.2% 25.0%
S&P 500 Stock Inde x   SPY 5.9% -1.7% 0.0% 5.9% 30.4%
Nasdaq Composite  ONEQ 4.5% -2.2% -0.3% 4.5% 32.4%
Domestic Styles & Size 
Large Company Growth IWF 6.7% -1.4% 0.7% 6.7% 34.7%
Large Company Value IWD 5.7% -2.1% -0.6% 5.7% 28.7%
Large Company Value  - excluding Financials OW DTN 8.8% -1.7% 3.3% 8.8% 35.6%
Consumer Non-Cyclicals IYK 8.0% -1.7% 4.7% 8.0% 32.0%
Consumer Discretionary XLY 8.2% -0.2% 3.3% 8.2% 40.3%
Nasdaq 100 (growth, no financials) OW QQQ 5.1% -2.0% -0.4% 5.1% 34.6%
Small Companies IWM 6.0% -2.4% -1.6% 6.0% 37.2%
For eign
China  FXI 1.3% -3.8% -2.8% 1.3% 12.0%
Brazil NW EWZ -3.8% -1.0% -3.9% -3.8% 24.3%
World x-USA  CWI 3.9% -1.3% 0.3% 3.9% 32.4%
EAFE  EFA 5.3% -1.2% 2.1% 5.3% 33.1%
Euro Zone SHORT EZU 12.6% -0.3% 2.5% 12.6% 40.2%
Emerging Markets EEM 0.9% -0.9% -1.2% 0.9% 29.9%
Small Cap GWL 5.2% -0.4% 1.1% 5.2% 34.1%
Global VT 5.0% -1.3% 0.6% 5.0% 31.7%
Japan EWJ -3.6% 2.5% 2.0% -3.6% 15.1%
Latin America GML -3.0% -1.0% -1.8% -3.0% 26.9%
Mid East & Africa GAF -5.6% -0.8% 0.0% -5.6% 31.7%
Pacific GMF 0.4% -2.1% -0.1% 0.4% 22.3%
Pacific x-Japan  NW AAXJ -1.6% -1.9% -0.5% -1.6% 21.6%
Bonds
20+ year TSY Bonds - short 200% SHORT TLT 1.9% -2.3% 3.4% 1.9% -3.6%
Investment Grade Corporate Bonds LQD 3.6% -0.8% 3.0% 3.6% 6.4%
Emerging Debt EDD 13.0% 2.4% 10.6% 13.0% 29.3%
Foreign Bonds OW BWX 5.9% 0.0% 3.5% 5.9% 15.9%
High Yield Corporates HYG 4.3% -0.6% 1.2% 4.3% 16.4%
Inflation TSY Indexed Notes NW TIP 5.4% 0.8% 3.4% 5.4% 7.3%
Commodities
Dow Jones AIG DJP -3.8% -6.2% -8.0% -3.8% 25.5%
Crude oil (WTI) - sold USO -4.5% -8.0% -12.6% -4.5% 9.7%
Gold OW GLD 5.2% -2.4% 4.4% 5.2% 20.0%
Silver DBS 11.5% -10.0% -8.1% 11.5% 84.2%
Cur rencies
Dollar UUP -6.6% -0.6% -2.6% -6.6% -15.3%
Commodity Currencie s CCX 5.9% 0.4% 3.5% 5.9% NA
Yen FXY 0.6% 1.2% 3.2% 0.6% 9.3%
British Pound FXB 2.3% -2.5% -0.1% 2.3% 7.1%
Euro FXE 8.6% 0.8% 2.4% 8.6% 18.6%
Australian Dollar - through CCX UW FXA 6.9% 0.8% 4.7% 6.9% 32.1%
Canadian Dollar - through CCX UW FXC 3.6% 0.4% 0.5% 3.6% 10.4%
Mexican Peso FXM 7.4% -1.1% 2.1% 7.4% 12.7%
Chinese Yuan OW CYB 0.2% -0.2% 0.2% 0.2% 2.5%
Brazilian Real - through CCX UW BZF 10.1% 1.7% 5.9% 10.1% 24.1%
Russian Ruble - through CCX NW XRU 10.6% 1.5% 1.6% 10.6% 13.6%
Indian Rube INR 2.9% 2.5% 1.0% 2.9% 12.1%
Most Nota bles  
Agricultural Stocks OW MOO 0.5% -3.0% -4.0% 0.5% 49.4%
Bank Stocks KBE -6.9% -3.5% -6.7% -6.9% 5.7%
Basic Materials IYM 2.9% -1.7% -2.8% 2.9% 49.9%
Biotech IBB 14.2% -2.5% 6.5% 14.2% 38.4%
Gold Stocks OW GDX -11.2% -6.1% -9.2% -11.2% 5.8%
Health Care XLV 13.9% -1.1% 7.8% 13.9% 28.5%
Housing Stocks XHB 4.3% -4.2% -0.6% 4.3% 28.7%
Energy Stocks - sold XLE,PXJ 11.9% -1.5% -6.0% 11.9% 62.4%
Real Estate Stocks IYR 9.7% -3.1% 2.4% 9.7% 32.6%
Tech Stocks XLK 2.8% -2.5% -1.0% 2.8% 27.9%
Alternative  Inv estments
Alerian Energy MLP Index - (buy order) OW AMJ 4.7% 1.1% -0.9% 4.7% 26.5%
Hedge Funds ALPHX 2.8% -0.7% -0.6% 2.8% 9.9%
Abolute Return Strategy ASFFX 2.5% -1.0% -0.2% 2.5% 5.1%
S&P 500 Volatility OW VXZ -23.4% 1.1% -8.5% -23.4% -48.7%
Currencies Carry Trade DBV 4.4% 0.1% 1.7% 4.4% 13.7%
Infrastructure/Timber BIP 22.2% 1.2% 14.2% 22.2% 66.8%
Alternative Portfolios
Arrow Insights 75/50 Portfolio - Long/Short Stocks, Bonds, Currencies & Commodities NA -1.3% -1.9% -1.3% -1.3% 4.8%
Hedge  Fund Reserach Global Index HFRXGL -2.1% -1.0% -2.5% -2.1% 4.2%
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Recent AI Portfolio Performance  (Objectives should be evaluated over 36-month periods)  
 
Like the Hedge Fund Research Global Hedge Fund Index (HFRXGL), AI’s secondary objective is to provide 
an absolute return (positive returns). As of June 30, 2011, hedge funds and the S&P 500 had declined -12.7% 
and -7.6 % while the AI 75-50 Portfolio climbed 14.8% from the S&P 500’s October 2007 peak (Figure 18).   

 

AI 75/50’s primary objective is to capture 75% of the S&P’s upside and 50% of its downside, which requires 
us to hedge beta nimbly while maintaining core beta (equity and bond exposures). The portfolio’s 11.5 
annualized standard deviation (ASD) is 3.6 units higher than that of the HFRXGL but -8.3 lower than the 
S&P’s volatility since the market peaked in October 2007. 

Recent Trades, Open Orders and Current Positions (Percentages are relative to gross exposures) 
All positions and our strategy view for all holdings are listed in Figure 19 along with our beta/non-beta 
allocations and themes (see the February 2009 InPerspective for more).   
 
We were down 1.3% for the month in June 2011.  
 
In June 2011, there were no trades. 
 
Open orders: 
There are orders to sell 10% of the ProShares UltraShort Lehman 20+ Year (TBT) at $51 and 10% at $53. 
These two sell orders represent 4.8% of total portfolio exposures after TBT’s internal leverage. 
There are orders to buy additional shares of DTN and QQQ to represent 5% and 3.5% more of their 
respective gross exposures at prices of $51 and $54 a share.   
We have an order to buy a 3% exposure of Alerian MLP ETF (natural gas pipelines & distribution stocks) at 
$35 in an exchange traded note structure (ETN, AMJ) at $35. 
We also have orders to cover our short Euro Zone stocks (EZU) at $34. EZU makes up 8.7% of portfolio 
exposure.   
 
Asset classes and strategies are needed that perform well during all times especially when hedging (shorting 
stocks) is not profitable. 
 
Figure 19 summarizes our exposures and returns as of June 30, 2011. 

 

Figure 18. Since The S&P 500's 2007 Peak S&P HFRXGL
Returns AI 75-50 S&P 500 HFRXGL "AI" Diff "AI" Diff
Oct-07 14.8% -7.6% -12.7% 22.4% 27.5%

2008 -1.0% -37.0% -23.3% 36.0% 22.3%
2009 14.6% 26.5% 13.4% -11.9% 1.2%
2010 1.3% 15.1% 5.2% -13.8% -3.9%

2011 YTD -1.3% 5.9% -2.1% -7.2% 0.8%
ASD 11.5 19.8 7.9 -8.3 3.5

Standard Deviation (SD), Annual (A)

Figure 19. Portfolio Exposures and Gross Returns 6/30/2011
  Exposure Percent Period AI 75-50 HFRXGL S&P

Gross 147% June 2011 -1.9% -1.4% -1.1%
2011 -1.3% -2.1% 5.9%

Long* 115% 2010 1.3% 5.2% 15.1%
Hedged 33% 2009 14.6% 13.2% 26.5%

2008 -1.0% -23.3% -37.0%
UnHedged 82% 2007 10.1% 4.2% 5.5%

2006 19.8% 9.3% 15.8%
Inception 73.2% 5.9% 33.6%

Returns since inception, 2006, 2007, 2008, 2009, 2010 current month and 2011.
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Figure 20. The Arrow Insights (AI) 75-50 Portfolio   Short Cash Bal 109,501 6/30/2011

Asset % Fund Name Group Symbol Current 
Value $ +, _ % +, _

Beta/ 
Non-
Beta

Strategy  
Views

5.2% The Arbitrage Fund LQ ARBFX 65,903 (53) -0.1% Beta Core
6.0% Wisdom Commodity Currency Fund W$USD CCX 71,576 3,920 5.5% Non-Beta Core
7.8% Wisdom Tree Drefus Chinese Yuan AC CYB 98,824 381 0.4% Non-Beta Core
6.1% PowerShares DB Agriculture Fund W$USD DBA 77,287 16,638 27.4% Non-Beta Core
15.3% Wisdom Dividend Top 100 Ex-Financials HQ DTN 193,596 (564) -0.3% Beta Core
2.8% iShares MSCI Brazil Index LQ EWZ 35,197 4,709 15.4% Beta Core
8.7% iShares MSCI European Monetary Unit (EMU) Inde HQ EZU (109,501) (5,883) -5.7% Non-Beta Tactical
8.5% Market Vectors Gold Miners W$USD GDX 107,627 72,234 204.2% Non-Beta Core
1.9% Market Vectors Junior Gold Miners W$USD GDXJ 23,562 7,314 45.0% Non-Beta Core
21.9% Templeton Global Income Fund W$USD GIM 277,588 55,042 24.7% Non-Beta Core
12.8% streetTRACKS Gold Shares Trust W$USD GLD 161,480 72,832 82.2% Non-Beta Core
5.4% The Merger Fund HQ MERFX 68,415 3,811 5.9% Beta Core
4.0% Market Vectors Agribusiness LQ MOO 50,509 20,777 69.9% Beta Core
4.9% PIMCO Unconstrained Bond W$USD PUBDX 61,468 (627) -1.0% Beta Core
5.4% PowerShares NASDAQ 100 Index HQ QQQQ 68,697 15,630 29.5% Beta Core
24.0% ProShares UltraShort Lehman 20+ Year W$USD TBT 151,984 (35,350) -18.9% Beta Tactical
2.7% Templeton Dragon Fund LQ TDF 34,770 10,920 45.8% Beta Core
4.0% iShares Lehman TSY Inflation Indexed Notes HQ TIP 50,318 8,050 19.0% Beta Core

147.3% Sums: 1,708,303 249,781



 

16 

 
 

 
May/June 2011 Commodity Correction: Buying Opportunity? 
 

 
 
Commodity prices tracked by the Longview Extended Commodity Index of 16 long-dated raw materials 
futures lost 4.55% in the second quarter, the worst quarterly performance since the financial crisis of 2008. 
This compares to the second quarter losses of 6.74% for the DJ-UBSCI and 7.95% for the S&P GSCI. 
Longview’s unique index construction methods continue to result in best-in-class performance, even during 
down market periods. 
 
During the first half of 2011, a record earthquake hit Japan, the U.S. expansion slowed and China tightened 
monetary policy against inflation concerns. Europe’s sovereign-debt problems and China’s above-target 
inflation will likely continue to cause near-term volatility. China, the world’s fastest-growing consumer of 
energy, metals and grains, has raised its benchmark interest rates three times this year after inflation 
accelerated to its fastest pace since early 2008. The Federal Reserve’s forecasts for the expansion of the 
U.S. economy have recently been lowered from 3.3% to between 2.7% and 2.9%. 
 
Should this discourage commodity investment? 
 
The fundamental investment thesis for commodities remains intact. Demand for raw materials from emerging 
economies continues at robust levels, straining supply production, inventories and delivery infrastructure. 
 
According to the Morgan Stanley Global Commodities Group, oil prices will likely be pressured in coming 
weeks after a release of strategic oil stockpiles by member countries of the International Energy Agency and 
will rise later in the year as inventories shrink. Inventory draws will likely prompt OPEC to increase production 
at the expense of spare capacity. The global market for natural gas is viewed to be in a supply tightening 
phase after the shutdown of some nuclear plants in Japan and the loss of Libyan oil and gas exports.  
 
Copper will benefit from Chinese demand as the world’s largest buyer has started restocking. Brazil, the 
world’s largest sugar exporter, experienced significant shipping disruptions at ports from 2009 through 2011.  
The port congestion and freight delivery restrictions are expected to continue not only in Brazil but also in 
Thailand, the second-largest sugar exporter, where more than 7% of the current year’s production awaits 
loading. The dip in grain prices is viewed by many as a buying opportunity.   
 
Fiat currencies, combined with massive government debt and deficit spending, may lead to currency 
devaluation and cost-push inflation. Not just gold and silver, but many raw materials, have historically 
provided strong currency and inflation hedge characteristics. 
 
Investors should use market corrections to consider their overall asset allocations. Now is perhaps a good 
time to visit the commodity asset class decision. 

RoR's LEXTR S&P 500 MSCI EAFE
Q1 '11 11.99% 5.92% 3.36%
April '11 7.56% 2.96% 5.98%
May '11 7.21% 1.13% 2.95%
June '11 4.37% 1.67% 1.25%
Q2 '11 4.55% 0.10% 1.56%

1st Half '11 6.89% 6.02% 4.98%
Source: Pertrac Financial Solutions
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Statistical Analysis of 
Commodity Indexes 

As of June 30, 2011 
1 

Month 
3 

Months YTD 

Annualized 

1 
Year 

3 
Years 

5 
Years 

10 
Years 

Longview Extended 
Commodity Index (LEX) -4.37% -4.56% 6.88% 37.01% -3.50% 8.30% 13.90% 

S&P GSCI -5.31% -7.94% 2.71% 26.11% -21.66% -6.16% 3.69% 

DJ/UBS Commodity 
Index -5.04% -6.73% -2.58% 25.91% -11.87% -0.05% 6.62% 

S&P 500 Index -1.67% 0.10% 6.02% 30.69% 3.34% 2.94% 2.72% 

 

DB Liquid Commodity 
Index (DBLCI) -3.80% -4.69% 6.41% 33.92% -13.04% 2.84% 12.47% 

The Longview Extended Commodity Index (LEX) The Longview Extended Commodity Index (LEX) addresses many of the challenges 
of indexing commodities, specifically with its hallmark characteristic of using longer-dated futures contracts 
combined with annual roll protocols. This is significantly different from other commodity indexes that 
generally hold near-term futures contracts and roll monthly. As a generalized observation, commodity futures 
contracts further out on the maturity curve do participate in news-related price movements, but tend to be 
less volatile than near-term contracts. This results in generally lower volatility and dramatically lower 
expenses. Longview’s index component weights are based on the market’s contract prices rather than 
production or consumption data. Longview’s market-based weighting mechanism is, in effect, a hybrid 
market capitalization method and results in a broadly diversified index. Since producers generally produce 
more when prices are higher and less when prices are lower, production-based weightings philosophically 
seems to create a bias toward a “buy high/sell low” effect. In essence, the LEX was designed with investor 
objectives in mind. 

LEX Weights as of June 30, 2011 

Sector Commodity Weight 

Energy  

Light Sweet Crude Oil 7.80% 

Heating Oil 10.12% 

Natural Gas 3.83% 

Gasoline 9.24% 

Sector Total 30.99% 

Livestock 

Live Cattle 3.84% 

Lean Hogs 2.68% 

Sector Total 6.52% 

Precious 
Metals Silver 13.93% 

Sector Total 25.97% 

Gold 12.03% 

Sector Commodity Weight 

Grains  

Corn 2.48% 

Wheat 2.63% 

Soybeans 5.17% 

Sector Total 10.28% 

Softs  

Coffee 8.07% 

Cocoa 2.54% 

Cotton 4.74% 

Sugar 2.30% 

Sector Total 17.64% 

Industrial 
Metals  

Copper 8.59% 

Sector Total 8.59% 
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The Trader Vic Index follows a quantitative methodology to track prices of 
a diversified portfolio of commodity and financial components. The 
components are grouped into sectors and each sector is represented on 
either a “long” or “short” basis, depending on recent trends of that sector. 
With the ability to go long or short, the benchmark is designed to capture 
the economic benefit derived from both rising and declining trends within a 
cross-section of futures markets. The objective of the TVI is to measure 
the price movement and premium expansion of certain highly liquid 
futures and to serve as an investment tool. 
 
The TVI is a composite total return index initially comprised of 24 highly liquid futures contracts. The TVI 
components are limited to futures contracts with a base currency in USD. The TVI is divided into 14 sectors that 
are highly liquid, U.S. exchange-listed futures positioned either long or short on a monthly basis using a 
transparent, rule-based investment contracts process. The TVI is comprised of 24 diverse components across 
physical commodities, global currencies and U.S. interest rates. These components, which were chosen based 
on fundamental characteristics of liquidity, economic importance and credit stability, are grouped into 14 
sectors. Components that historically exhibit a high degree of correlation are grouped together in an attempt to 
create a more consistent and robust return profile.  
 
Sector trends are identified by observing the customized Exponential Moving Averages (EMAs) in relation to 
historical prices. If a sector at the end of each month is above its EMA, the sector is in a positive trend, then a 
LONG position is taken. If the sector price is below the EMA, a SHORT position is taken. The charts on the 
following page 15 and 16 illustrate the March positions for each sector.  

As of 
6/30/2011  

S&P 
500 

Barclays 
Aggregate Bond  

S&P 
GSCI 

Trader Vic Index 
(TVI) 

Return Risk Return Risk Return Risk Return Risk 

2000 -9.1% 17.1% 11.6% 2.8% 49.7% 23.4% 32.8% 6.7% 

2001 -11.9% 19.9% 8.4% 3.8% -31.9% 14.7% 5.4% 4.8% 

2002 -22.1% 20.7% 10.3% 3.8% 32.1% 18.7% 16.0% 6.9% 

2003 28.7% 11.4% 4.1% 5.3% 20.7% 25.8% 9.4% 10.0% 

2004 10.9% 7.3% 4.3% 4.0% 17.3% 22.3% 14.0% 9.1% 

2005 4.9% 7.9% 2.4% 3.1% 25.6% 25.4% 6.6% 7.2% 

2006 15.8% 5.6% 4.3% 2.7% -15.1% 21.7% 9.9% 6.6% 

2007 5.5% 9.7% 7.0% 2.6% 32.7% 17.0% 14.9% 4.8% 

2008 -37.0% 21.0% 5.2% 6.0% -46.5% 42.9% 23.0% 14.7% 

2009 26.5% 22.3% 5.9% 3.3% 13.5% 24.5% -1.4% 8.4% 

1 Year  30.7% 13.8% 3.9% 2.7% 26.1% 18.6% 8.4% 9.5% 

3 Years 3.3% 21.2% 6.5% 4.2% -21.7% 30.3% 3.4% 10.8% 

5 Years 2.9% 17.9% 6.5% 3.6% -6.2% 27.5% 8.9% 9.4% 

10 Years 2.7% 15.8% 5.7% 3.8% 3.7% 25.1% 9.2% 8.6% 

2010 15.1% 19.3% 6.5% 2.9% 9.0% 23.3% 2.3% 9.2% 

The TVI aims to deliver 
the benefits of managed 

futures exposure 
through a transparent, 
rules-based strategy. 
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Energy: The TVITM was flat the energy sector for June. Crude oil and its 
products continued the sell-off they had begun in May, as fears of slowing global 
economic activity and ample supplies gave little reason for buying. A surprise 
announcement of an emergency release of crude oil from global reserves sent 
prices down more than $5 in a single day. Additional economic woes in Greece 
also put pressure on prices. Natural gas was stronger for the first third of June, 
until growing stockpiles sent prices lower. Further European economic problems, 
inventory levels and the direction of the U.S. dollar are the most important factors 
in the market. The energy sector remains flat for July.  
 

Industrial Metals: The TVI was short copper for June. Despite a drop in global 
economic activity and lessening Chinese inflation, limited supplies led to some 
fund buying late in the month after weeks of range-bound trading. Prices finished 
higher overall. Global economic growth, warehouse supplies, Chinese demand 
and the state of the housing market remain the major factors in this market. The 
sector remains short for July.  
 

Precious Metals: The TVI was long the precious metals sector for June. Gold 
and silver traded generally lower. Pressure on other commodities, especially 
crude oil, as well as a stable U.S. dollar, resulted in fund selling and profit taking. 
Both finished moderately lower for the month. Any new global economic 
developments, signs of inflation, any problems in the Middle East and the 
direction of the U.S. dollar are the major factors influencing the precious metals 
markets. The sector remains long for July.  
 

Grains: The TVI was long the grains sector for June. Despite flooding in various 
growing areas, crop progress for wheat, corn and soybeans was not greatly 
affected. After large gains during the first part of the year, funds began to 
liquidate positions. On the last day of June, a bearish grain stocks report sent the 
corn and wheat limit down, finishing the month at their lows. Acreage or planting 
news, global demand, weather issues and the direction of the U.S. dollar are the major factors in 
the grains markets. The sector is now short for July  
 

Livestock: The TVI was short livestock for June. Lower feed costs, due to falling grain prices, 
helped cattle and hog prices bottom and then rally for most of the month. But then, continued 
weak demand and the European debt crisis brought forth some fund selling during the last week 
of June. The sector finished higher overall for the month. Domestic and global demand, feed 
prices, herd sizes and the direction of the U.S. dollar will be the main influences on livestock. 
The sector remains short for July.  
 

Softs: Soft trading was turbulent in June. Sugar rallied in the face of tight supplies and 
sustained demand, trending sharply higher throughout the month. Coffee was choppy, with a 
drop of almost 10% in the middle of the month, followed by a recovery back to the same levels. 
Cocoa saw thin, two-sided trading before fund buying helped it finish the month higher. Cotton 
was lower throughout June, following the path of the other grain products. It approached but did 
not reach the lows of May. The TVI was short sugar, coffee, cocoa and long cotton for June, and 
is short coffee and long cocoa, sugar and cotton for July.  

TVI Commodity Sector Positions 
Pricing Date: 6/29/11      Trade Date: 6/30/11 

The moving averages (green) and the 
current price (red) show the cumulative 
price changes for the trailing 12 months 
prior to the trade date. 
 
These graphs reflect the sector’s 
position. Price changes are measured 
from the day prior to the last day of 
each month-position determination date 
(PDD). 
 
The position as of the last pricing is in 
parentheses. “Next Pos” is the position 
that would be taken if this pricing date 
was the PPD. 
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Financials:  In the financials sector, U.S. bonds and U.S. notes were slightly lower for June. The TVI was long both for 
June and remain long for July. Poor auction results and a lack of new buying by the Federal Reserve (Fed), via a QE3 
proposal, led to selling and higher long-term rates. There is some question as to whether Chinese buying will continue as 
well. 
 
The TVI was long the Swiss franc, Japanese yen and British pound for June and short the euro. For July the TVI is long 
the Swiss franc, Japanese yen, British pound and euro. The franc, euro and yen were all choppy as a result of the 
dropping commodity prices and the European debt problems, but the trio finished June close to unchanged. By contrast, 
the British pound trended lower all month as the British economy continues to stall. 
 
The Canadian dollar and Australian dollar were generally choppy, following a close pattern to that of the euro, but 
finished the month higher. The TVI was long the Australian dollar and the Canadian dollar for June and both remain long 
for July. Any developments in the Middle East, Federal Reserve policy, the European debt crisis and any major moves in 
major equity and commodity markets remain the primary factors influencing the financial markets. 

TVI Financial Sectors Positions 
Pricing Date: 6/29/11      Trade Date: 6/30/11 

The moving averages (green) and the current price (red) show the cumulative price changes for the trailing 12 months prior to the trade date. 
 
These graphs reflect the sector’s position. Price changes are measured from the day prior to the last day of each month-position determination date (PDD) 
 
The position as of the last pricing is in parentheses. “Next Pos” is the position that would be taken if this pricing date was the PPD  
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Concerns about inflation are often accompanied by a high level of uncertainty. The good news is that periods 
of moderate inflation have historically been a tolerable environment for stocks. Based on the tenets of 
diversification, many investors rely on fixed income investments for diversification and risk control. But fixed 
income instruments can struggle during inflationary periods. Fortunately, adding commodity or managed 
futures exposure to a portfolio not only provides an additional diversification benefit, but also provides a 
potential hedge against inflation. The graph below illustrates how a blended bond and equity portfolio 
compares to a blended managed futures and commodities portfolio over the past five years.  

Analysis: A 60/40 managed futures and commodity portfolio shows higher returns and less risk than the 
traditional 60/40 portfolio. When inflation hits, commodities have historically done considerably better than 
stocks and bonds, especially on a “net-of-inflation” return basis. 

7/2006– 6/2011 Annualized Return Standard Deviation 
TVI Index 8.86 9.36 

TVI90 LEX10 9.07 9.13 

TVI80 LEX20  9.22 9.33 

TVI 0 LEX30  9.33 9.93 

TVI60 LEX40  9.38 10.87 

TVI50 LEX50  9.37 12.08 

TVI40 LEX60  9.30 13.48 

TVI30 LEX70  9.17 15.03 

TVI20 LEX80  8.96 16.68 

TVI10 LEX90  8.67 18.43 

LEX Index 8.30 20.24 

7/2006– 6/2011 Annualized Return Standard Deviation 
S&P 500  2.94 17.88 

E90 B10 3.59 15.99 

E80 B20 4.15 14.16 

E70 B30 4.65 12.39 

E60 B40 5.07 10.67 

E50 B50 5.44 9.02 

E40 B60 5.76 7.46 

E30 B70 6.02 6.01 

E20 B80 6.23 4.77 

E10 B90 6.40 3.89 

Bonds 6.52 3.62 

Stock and Bond Blended Portfolios TVI and LEX Blended Portfolios 

5 Year Inflation Frontier 
(7/2006-6/2011) 
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Absolute Return Factors correspond to investment strategies widely employed by hedge funds and 
institutions. They go beyond traditional investment methodologies in an attempt to reduce correlation to the 
risk of their asset class. The objective is to deliver the return of a particular investment style while reducing 
that style’s market risk, thus reducing portfolio volatility over time. Absolute Return Factors rely on the excess 
expected return associated with a risk premium or market inefficiency, isolated from the base risk of its asset 
class. Think of it as a “risk compensation premium.” Investors are already familiar with most of these risk 
premiums and market inefficiencies, but many are not familiar with their isolated form or with their underlying 
investment rationale. 
   

Factor Focus: Long/Short Currency Absolute Strength 
 

As we have discussed in the past, with industry and commodity strategies, past performance can at times be 
a good predictor of future performance due to market inefficiencies. Currencies are no different as they 
typically trend in one direction or another for long periods. This month’s focus is an absolute strength trend 
following strategy for currencies. If the currency is up, you buy it; if the currency is down, you short it. This 
simple strategy tends to pick up both trends in individual currencies and the asset class itself.    
The best way for the average investor to implement such a strategy is to use currency futures and forwards, 
but not all futures and forwards are traded with enough liquidity to be considered investible. To provide an 
investible historical example of this strategy we use a basket of nine currencies which include the euro, 
Japanese yen, Canadian dollar, Swiss franc, British pound, Australian dollar, New Zealand dollar, Norwegian 
krone and Swedish krona. This list could now be expanded to include currencies such as the Chinese yuan, 
Mexican peso, South African rand, South Korean won or the Polish zloty. They just don’t have data going as 
far back as the others. 
  

Similar to other strategies discussed in the past, the absolute strength strategy measures performance over 
two time periods: short-term (three months) and intermediate term (~12 months). This allows the model to 
generally follow longer-term trends while also adapting quickly to market changes. 
  

For each month, the strategy goes long positive returning currencies and shorts the negative returning 
currencies. This structure allows the strategy to be 100% long, 100% short or (as is the case most of the time) 
somewhere in between. The nine currencies are equally weighted. If only one currency had negative returns 
over both time periods, the strategy would be 88.9% long and 11.1% short. Occasionally, the two time periods 
may also disagree (one wants to short a currency while the other wants to go long) and in these cases the 
weight reserved for those allocations is held in cash. It would not be unusual to see the model 66.7% long, 
22.2% short and 11.1% in cash.  
  

Unlike in most of our strategies, we do 
not employ leverage with this strategy, 
but leverage could be applied if higher 
risk is desired by the investor. While 
individual currencies can at times have 
high volatility, the long/short nature of the 
strategy, as well as the fact that leverage 
is not applied, help to make this strategy 
typically less risky than long-only equities 
or commodities. The strategy’s low 
correlation to other asset classes also 
makes it a good diversifier in one’s 
portfolio. The strategy typically provides 
3%-4% per year in return with a standard 
deviation of 5.5%-6.6%.   
  

The graph to the right demonstrates the 
strategy’s performance based on a 
hypothetical return series of continuously 
rolled currency futures. 
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Absolute Return Factor Performance Review 
  
Our “quantitative” approach uses financial models and computer databases capable of rapidly ranking a large 
universe of eligible investments for each absolute return factor. A quantitative methodology was used to identify 
two subsets within each absolute return factor: those assets expected to outperform the asset class, which are 
held long; and those expected to underperform the asset class, which are sold short. This long/short portfolio 
construction attempts to reduce market risk derived from relative returns, while reducing correlation to equities and 
fixed income. We are constantly researching, testing and developing Absolute Return Factors that correspond to 
investment strategies widely employed by hedge funds and institutions. The information provided below is 
intended to illustrate the performance of our Absolute Return Factors and the combined factor models.   
  
  

Absolute Return Factor Performance Table 
As of 6/30/2011 1 Month 3 Months 6 Months 1 Year 3 Years 5 Years 10 Years 

Agency Credit Spread 0.50% 3.71% 6.57% 8.90% 2.81% 2.70% 4.64% 

Asset Backed Credit Spread 0.91% 4.05% 7.25% 8.90% 5.15% 3.68% 3.67% 

Corporate Credit Spread 0.16% 3.35% 7.02% 10.55% 3.25% 3.38% 5.13% 

High Yield / Emerging Market Credit Spread 1.24% 0.49% 1.36% 7.25% 3.49% 3.30% 6.10% 

Fixed Income Arbitrage Factor Model 0.70% 2.90% 5.54% 8.93% 3.80% 3.36% 4.99% 

Forward Volatility Hedge -1.47% -2.09% 5.01% 23.04% 16.66% 8.13% 11.44% 

Long/Short Capitalization -0.85% -28.62% -43.78% -83.15% -47.76% -36.85% -26.08% 

Long/Short Emerging Markets 0.12% -1.26% -5.15% -2.42% -0.73% 8.91% 14.62% 

Long/Short Equity Absolute Strength* -1.85% 0.26% 8.01% 0.63% 10.99% 9.46% 9.00% 

Long/Short Long-term Mean Reversion -3.18% -4.79% -3.11% 6.50% 9.48% 4.90% 6.52% 

Long/Short Relative Strength 1.23% 1.86% 8.82% 22.47% -18.72% -8.65% 1.12% 

Long/Short Sector Relative Strength 1.05% 2.91% 8.98% 28.60% -0.18% 3.55% 7.66% 

Long/Short Short-term Mean Reversion -1.55% -1.13% 1.75% 25.04% 2.01% -2.45% 2.60% 

Long/Short Value -1.12% -0.88% 3.62% 14.18% 14.89% 8.66% 15.14% 

Merger Arbitrage* -0.72% -0.49% 1.31% 4.48% 3.96% 4.87% 3.77% 

Volatility Arbitrage 2.24% 3.56% 8.87% 11.55% -0.14% 3.38% 14.21% 

Hedged Equity Factor Model -0.55% -2.93% -1.43% -2.84% 2.04% 2.95% 7.55% 

Commodity Carry* 3.71% 1.08% 3.95% 12.15% 11.95% 16.91% 19.95% 

Currency Yield Arbitrage 0.02% 1.55% 4.02% 12.92% -3.09% 2.17% 6.48% 

Long/Short Commodity Absolute Strength* -3.31% -5.52% -4.63% 7.79% 1.68% 8.93% 5.99% 

Long/Short Commodity Relative Strength -10.96% -11.24% -8.90% 27.00% -1.25% 27.85% 19.98% 

Long/Short Currency Absolute Strength 0.15% 2.86% 2.21% 4.91% 3.84% 5.45% 5.81% 

Managed Futures Factor Model -2.08% -2.18% -0.49% 13.66% 3.63% 12.96% 12.39% 

S&P 500 -1.67% 0.10% 6.02% 30.69% 3.34% 2.94% 2.72% 

Barclays U.S. Aggregate Bond -0.29% 2.29% 2.72% 3.90% 6.46% 6.52% 5.74% 

S&P GSCI -5.31% -7.94% 2.71% 26.11% -21.66% -6.16% 3.69% 

Absolute Return Factor Model - Optimized -1.03% -0.23% 2.48% 5.09% -4.96% 1.35% 6.09% 

Absolute Return Factor - Equal Weight -0.68% -1.59% 0.20% 3.51% 2.94% 5.59% 8.35% 

*Not included in the optimized model. 
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Appendix 
 

Appendix – Supporting Information 
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Figure C. 

 
 

1Carmen Rienhart & Roger Rogoff, This Time is Different, 2009 
2Matthias Brendel and Christoph Pauly, Junk Bonds Weigh Heavy on ECB, Der Spiegel Magazine, Germany, 
June 6, 2011 
3Oz Levers, Part II…Arcane No More! and Trend Tides & Storms, 2010 & 2011    
4The exchange rate for the yen is expressed in terms of currency units per U.S. dollar; other rates are ex-
pressed as U.S. dollars per currency unit. 

(2)  IMF Rule O-2(a) defines the value of the U.S. dollar in terms of the SDR as the reciprocal of the sum of 
the equivalents in U.S. dollars of the amounts of the currencies in the SDR basket, rounded to six significant 
digits. Each U.S. dollar equivalent is calculated on the basis of the middle rate between the buying and sell-
ing exchange rates at noon in the London market. If the exchange rate for any currency cannot be obtained 
from the London Market, the rate shall be the middle rate between the buying and selling exchange rates at 
noon in the New York market or, if not available there, the rate shall be determined on the basis of euro ref-
erence rates published by the European Central Bank. 

(3) Percent change in value of one U.S. dollar in terms of SDRs from previous calculation. 

(4) The reciprocal of the value of the U.S dollar in terms of the SDR, rounded to six significant digits. 

Prepared by the IMF Finance Department 
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This report does not provide tailored investment advice. It was prepared without regard for specific 
circumstances and objectives. The securities shown may not be suitable for all investors. Arrow Insights 
recommends that investors independently evaluate particular investments and strategies. The 
appropriateness of an investment or strategy will depend on investor circumstances and objectives.  
 
The contents are not an offer to buy or sell any security or to participate in any trading strategy. Arrow 
Insights and its affiliates or its employees not involved may have investments in securities or derivatives of 
securities of companies mentioned in this report, and may trade them in ways different from those 
discussed in this report.  
 
Arrow Insights and its affiliate companies do business that relates to securities covered in its research 
reports, which may include market making and specialized trading, risk arbitrage and other proprietary 
trading, fund management, investment services. Arrow Insights makes every effort to use reliable, 
comprehensive information, but we make no representation that it is accurate or complete. We have no 
obligation to tell you when opinions or information in this report change apart from when we intend to 
discontinue research coverage of a subject company.  
 
Reports prepared by Arrow Insights research personnel are based on public information. Facts and views 
presented in this report have not been reviewed by, and may not reflect information known to, professionals 
affiliated with Arrow Insights. The value of and income from your investments may vary because of changes 
in interest rates or foreign exchange rates, securities prices or market indices, operational or financial 
conditions of companies or other factors. There may be time limitations on the exercise of options or other 
rights in your securities transactions  
 
Past performance is not necessarily a guide to future performance. Estimates of future performance 
are based on assumptions that may not be realized. 

Disclosure 


