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Absolute return, generation, 135
Accounting leverage, economic leverage

(contrast), 401–402
Active management, passive management

(combination), 260–261
Active managers, search process, 261
Active risk allocation, importance, 388
Active risk management, dedication, 391
Adaptability call, 318–319
Agricultural commodities, prices, 212
Agricultural futures (1977–2009), 367f
AIG, bailout, 142–145
Alchemy of Finance, The (Soros), 116, 365–366
Allocators, future adaptability, 318
Alpha, 139

beta, contrast, 89–90
central bank source, 154
extraction, zero-sum game, 90
generation, 389
policy change, impact, 201
providing, policy error (usage), 200–201
risk-adjusted measure, 90

Alpha-seeking macro fund, 142
Alternative energy source, supply (increase), 259
Annual cash demands, short-term constraints,

66
Annual cash flows, importance, 67
AOL-Time Warner deal, 230–231
Armageddon scenario, extrapolation, 241

Asia crisis (1997), 121, 171f, 209–210
repeat, 173

Asia crisis (1998–1999), 286
Asia currencies, bullishness, 146–147
Asian equities

impact, 48–49
perspective, 45

Asia performance, 295
Asset-backed securities index (ABX), problem,

151
Asset/liability matching, 8–9
Assets

allocation, function, 69
collapse, 56
deflation, renewal, 51
expected return, 87–88
generation, 266
purchase (Buffett), 134

Asymmetric bet
example, 75
structure, 223

Back tests, 63t
Backwardation, 220–221
Bacow, Larry, 48
Bailouts, usage, 36–37
Balance sheets

availability, 97
strength, 83–84
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430 I N D E X

Baltic dry shipping rate (1998–2009), 381f
Bank capital ratios, Basel II framework (usage),

99–100
Bank of International Settlements (BIS),

turnover data, 188
Banks

balance sheets, problems, 99–100
implosion, 104–105
leverage ratios, 100

Bayesian methods, 178
Bear market, 331
Bear Stearns

bailout, 143
government bond leverage change,

151
perspective (Bernanke), 144

Beauty contest, concept, 119
Benchmark, 135
Beneficiaries, payments (impact), 7
Bernanke, Ben, 10–11, 143

actions, 108
Bear Stearns perspective, 144
debt deflation perspective, 372–373
success/error, 146

Beta, 137
alpha, contrast, 89–90
correlation, 138–139
portfolio, 324

Beta-plus, 137
domination, 137–138

Big Oil, 222
Black box applications, naivete, 176–177
Black swan, 139–140
Bolton, Anthony, 352
Bond option positions, leverage, 63–64
Bond repurchase agreement (repo), 61–62
Bonds

attractiveness, 39–40
Bond Trader perspective, 160
collapse, 40–41
fixed interest, 8–9
markets, rout (1994), 113f
perspective (Drobny Global Conference),

40–41
portfolio purchase, leverage (usage), 61
traders, 149
vigilantes, 42

Bond Trader, The
capital allocation determination, 157
central banks, alpha source, 154
diversification, 157
firm-level risk management, 156
fixed income trading, 154
hedge fund/prop desk, contrast, 162
inputs, usage, 164
interview, 150
liquidity, measurement process, 156

market
change, 163
focus, 165
positioning, importance, 155

money managers, meeting, 165–166
options, usage, 156
performance, 149, 155
positions, scaling, 156
sizing determination, 155
time horizon, 155, 166–167
traders

control, 157, 164
hiring, 157

trades
consideration, 155
miss, 161–162
worst-case scenario, 158

trading ideas, 153
wealth maximization, 168

Brazil, Russia, India, and China (BRIC), 252
Break-even inflation, 49
Brent crude, 207
British Telecom, pension fund (Commodity

Trader hiring), 233
Bubbles. See Credit bubble

creation, 137
future, 130–131

Bond Trader prediction, 168
Professor prediction, 193

neutrality, 130
Buffett, Warren, 25, 94–95, 133, 352

diversification, 296
Reader’s Digest franchise, 375
S&P index performance prediction, 320

California Public Employees’ Retirement System
(CalPERS), 15

contribution levels, increase, 26–27
equities allocation, 10
Equity Trader operation, 322
flexibility, impact, 70–71
fund, formula, 136
hedge funds, in-house operation, 325–326
investment

performance, improvement, 26–27
target, increase, 20–21

methodology, 68
1% effect, 406
peak-to-trough drawdown, 26
Pensioner control, 408–409
pension problems, 26
portfolio construction, assumption, 409
Predator operation, 342
unlevered pension fund, 197–198

CalPERS Model, 409
Cambridge Endowment, asset management,

362–363
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Capital
accumulation, 54
adequacy ratios, 99–100
allocation, determination, 157
availability, 70
compounding, 68
inflows, attraction, 51
loss, avoidance, 199
management, 171

tactical asset allocation models, usage, 69
pools, 4
preservation, 293
raising, 399
total destruction, 67–68
unlevered pool, 134–135

Capital Asset Pricing Model (CAPM), 136–138
confusion, 345

Capitalism, stability, 140
Cash

balance, 233–234
holding, 57, 59
importance, 55–56
leverage, relationship, 60–61
obligations, meeting (difficulty), 18
valuation, 56–57

quality, 57, 59
Catastrophe risk options, 102
CDX generic credit spreads, 103f
Central banker talent, Bond Trader perspective,

154
Central banks, alpha source, 154
Charitable foundation, running (example),

135–136
China

commodity market manipulation, 217
Commodity Super Cycle, importance,

214–215
Commodity Trader perspective, 216–217
decoupling, 255
examination, 185
FDI, 186f
fiscal stimulus, 44
foreign exchange reserves, 378–380
future, 380–381
G7 demand reliance, 192
GDP, 187f
GDP (2000–2008), 378f
global reserves acquisition, 264
growth rates, achievement, 255
importance, Commodity Investor perspective,

252
investment-to-GDP ratios, 185, 186
Plasticine Macro Trader perspective, 376–377
problems, 186–187, 255–256
renminbi (2005–2009), 379f
superpower, 167

Church of England, pension fund assets, 363

Client risk, 330
Closet dollar exposure, 244–245
Cocoa (1970–2009), 213f
Cohen, Abbey Joseph, 12
Collateralized debt obligations (CDOs), 101
Commodities

bearish view, 215
collapse, Commodity Hedger anticipation,

290–291
Commodity Investor focus, 238
curves

pricing, 207–208
susceptibility, 229

equities, 221
Commodity Investor perspective, 238

exposure, 221
definition, application, 267
indices, usage, 220, 296–297

impact, 109–110
investor participation, 240
long/short, ease, 227
meltdown, 290–291
options markets, liquidity, 226
price-induced inflation, 9
prices

collapse, 217
financial flows, impact, 217–218

risk, equity risk (contrast), 246
space, active manager search, 261

Commodities and oil (2008), 242f
Commodity Hedger, The, 269

big moves, 286
Cargill employment, 271–274
commodities

collapse, 290–291
exposure, indices (usage), 296–297

discipline, 281
endowment process, 294–295
full-risk positions, risk collars (requirement),

283
globalization, meaning, 275
human bias, impact, 292–293
information arbitrage, 272
information flow, absence, 274–275
interview, 270
investment process, 292–293
investor focus, 293–294
lessons, 288–289
leverage, usage, 285–286
liquidity

management, 288–289
valuation process, 289–290

market entry, 270
mistakes, 293
passive commodity indices, avoidance,

296–297
peak oil belief, 297
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432 I N D E X

Commodity Hedger, The (Continued )
portfolio construction, 281
price dislocation identification, 295
real asset perspective, 275–276
real money fund operation, 295–296
redemptions, absence, 294–295
risk collars

function, 288
impact, 282–284

risk management, 281
tactical approach, 297
tail hedging, impact, 282–283
time horizon, shortening, 287–288
trader development, 272–274
trades

examination, events/news (impact),
280–281

example, 277–278
execution, 281–282
hurdles/shortage, 287
ideas, origination, 279–280
one-year time horizon, 287
problems, 291–292

trading history, 270–271
volatility, dampening, 282–283

Commodity Investor, The, 235
active/tactical pension fund manager, 263
annual returns, 239–240
China, importance, 252
commodities/commodity equities focus, 238
cyclical/secular macro/micro thought process,

242
deferred oil trade, 258–259
downside risk, mitigation, 247
export land model, 254
false confidence, 251–252
hedge fund interaction, 237
hedge fund manager skill, 266
hyperinflation, worry, 267–268
ideas, trading, 248–249
interview, 236
investment process, 248–249
lessons, 247–248
liquidity, examination, 263
liquid net worth, 257–258
long-term investment horizon, 257–258
macro/micro domination, 240–242
macro theme, 249–251
mines, purchase, 262–263
oil fields, purchase, 262–263
pension fund, base currency, 263
philosophy, 237–238
positions, scaling, 260
process, 238–239
real money manager scenario, 260–261
resource nationalism, 253
risk-taking ability, 247

sovereign wealth fund, control, 261–262
speculative flows, 246
spot shortages/outages, 246–247
state pension fund, control, 262
tactical approach, 264
trade, problem, 259–260
trends, 252–253
triangulated conviction, 237
uncertainty, risk, 242–244

Commodity markets
China manipulation, 217
Commodity Trader approach, 222–223
factors, 228
pricing structure, 208–209
stress test, 218

Commodity Super Cycle, 210
importance, 214–215
initiation, 211–214
trade selection, 229–230

Commodity Trader, The, 205
career trades, 230–231
China perspective, 216–217
commodities

long/short, ease, 227
perspective, 209–210
trades, 231–232

global book, running, 207
global energy positions, 208–209
hedge fund money management, 232
inflation perspective, 218–219
interview, 206
liquidity, absence, 208
market

coverage, 227–228
entry, 206

options, usage, 226
prop trader, hedge fund manager (contrast),

224
prop trading, customer flow (impact), 207–208
risk management failure, 225–226
second order effects, 216
short side, 230

Commodity trading advisers (CTAs), impact, 246
Constraints, 402–404
Consuelo Mack WealthTrack (Swensen), 23, 29
Consumer Price Index (CPI), 219
Consumer price inflation (CPI) number,

investment, 54
Contango, 220, 221
Conundrum Speech (Greenspan), 276–277
Convenience yield, 238–239
Copper (1989–2009), 214f
Core inflation, headline inflation (contrast), 219
Core positions trading, indices/options (usage),

302–303
Corn, yield expectations (increase), 259–260
Corner solution, 47–48
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Corn futures (2006–2009), 241f
Corn futures (2007), 260f
Corporate bonds, risky assets, 92
Corporate pensions

funds, PBGC guarantees, 6
NLRB ruling, 8

Correlations
analysis, 66
movement, 60–61
risk, increase, 130–131

Corruption Perceptions Index (CPI),
195–196

Counterparty risk, 330
importance, 139

Country-related Eurobonds, usage, 56
Coxe, Don, 367
Crash (2008), 17–21, 44, 121

banks, problems, 99–100
foresight, 150–151

CRB (2004–2009), 210f
CRB Commodity Index (2001), 283f
CRB Index (2009), 251f
Credit bubble

future, 104–105
recognition, 100–101, 102
trades, 102–103

Credit default swaps (CDSs), 74–75
levels, examination, 333
payment, 103–104
usage, 145

Credit indices, tranches, 101–102
Credit pricing, example, 101–102
Credit spreads, tightness, 64
Crop yields, pollution (impact), 216
Cross-correlation

misunderstanding, 243
risk management, 175

Cross-sectional data sets, 177
Crowded positions, identification, 62–63
Crowding

factor, 188
issue, 17
pervasiveness, 315

Crude oil inventory, 238–239
Cumulative returns (1990–2009), 28f
Currency hedge, 199
Currency valuation, 177
Cyclical analysis, 240–241

Data mining techniques, contrast, 177
Datastream, usage, 351
Debt. See United States

deflation
Bernanke perspective, 372–373
impact, 36

devaluation, 35
Debt-fueled consumption, impact, 36

Decoupling
extent, 291
theory, 43

problem, 377
Deferred oil trade, impact, 258–259
Deflation, 35, 52

approach, 297
inflation, contrast, 194–195

Deleveraging
crisis, 131–132
process, 265–266

Delta hedge, 226
Democratic society, problem, 313–314
Dependency ratio, 264
Developed world, China/emerging markets

(decoupling), 255
Diamond, Bob, 94–95
Directional strategy, 130–131
Diversification, 18, 63, 296

anticipation, 389
maximization, 396–397
method, 134
perspective (Wynn), 85–86
Plasticine Macro Trader interpretation, 370
real money investors, awareness, 323–324
usage, inefficiency, 86

Dollar. See U.S. dollar
Dollar factor exposure, hedge, 244
Dollar notional thinking, 392
Dot-com crash, 12–13, 15, 100–101

rally/bust, 161
Double dip, impact, 43
Dow Jones Eurostoxx 50 index dividends,

trading level, 73
Dow Jones Industrial Average (DJIA)

(1920–1940), 38f
(1922–1937), 58f
(1987), 339f
(2000–2008), 38f
Real Returns (1906–1974), 354f

Downside collar, 284
Downside protection, 94
Downside risk

management, 59
mitigation, 247

Downside tail
correlation, 60
events, investor preparation, 60–61

Downside volatility
examination, 59–60
management, 66–67

Drawdowns, impact, 134–135
Drobny, Andres, 33–34

interview, 34–52
Drobny Conferences, 69

Favorite Trade format, Plasticine Macro
Trader disapproval, 368–370
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Drobny Global, 34
Drobny Global Advisors, 412–413
Drobny Global Conference (2009), 40–41
Dubai crude, 227
Duke University (university endowment),

15

ECB. See European Central Bank
Economic crash (2008), 17–21, 44, 121

banks, problems, 99–100
foresight, 150–151

Economic cycle, driver (location), 154
Economic entity, presence, 48
Economic leverage, accounting leverage

(contrast), 401–402
Economy, double dip (hypothesis), 43
Efficient frontier, 60

leverage, relationship, 394f
Efficient markets, disbelief, 179
Electorate-adjusted, 195
El-Erian, Mohamed, 17
Emerging markets

bearish markets, 215
bubble, 193
collapse, 209–210
corporate bonds, usage, 56
decoupling, 255
equities, selection, 233–234, 294–295

Employee pension scheme, capital allocation, 8
End of the Line, The (Lynn), 249
Endowment Model, 14

flaws, 18–19, 24
invalidation, 140
orientation, 61
portfolio resemblance, 17–21

Endowments, 14–17
cash level, 59–60
Commodity Hedger process, 294–295
decrease, 21–24
in-house trading staff, absence, 59
problems, 342–343

Energy, usage, 227–228
Equities

bubble/overvaluation, 294
performance, 19
risk, commodity risk (contrast), 246
risk premium, faith, 388–389
risky assets, 92

Equity assets, U.S. public/private pension
ownership, 11f

Equity bubble, conditions, 37
Equity-centric portfolio, endorsement

(Swensen), 395
Equity concentration risk, awareness, 13
Equity index futures, usage, 332
Equity-like instruments, usage, 55
Equity multiples (1980–2000), 12f

Equity-oriented portfolios, decrease, 18
Equity returns, Harvard/Yale endowments

(contrast), 13t
Equity Trader, The, 299

adaptability call, 318–319
blow-ups, avoidance, 308
business entry, 300
CalPERS operation, 322
core positions trading, indices/options (usage),

302–303
discipline, lessons, 301
environment differentiation, 318
focus, 305
fundamentals, understanding, 303
future adaptability, 318
hedge fund

operation, worries, 305–306
outlook, 326

interview, 300
investor meetings, 317–318
lessons, 307–308
manager, investor base (impact), 319–320
market environment identification, 311
momentum trades, options (usage), 315
performance, randomness, 302
P&L, trading, 309
portfolio construction, 324–325
positioning, understanding, 304
private deals, execution, 325
profit-taking process, 309–310
real money fund management, 320
research team, usage, 310–311
risk framework transition, 302
rules, discovery, 302
socialism, concern, 312–314
sovereign wealth fund operation, 323
stockholder understanding, 303–304
stocks, shorting/ownership (contrast), 316
taxes, hedge, 314
traders

competition, 304
hiring criteria, 316–317

trades
ideas, origination, 310
quality, 306
risk/reward, change, 315–316

trading
accounts, problems, 300
decisions, policy makers (impact), 312
disaster, 306–307
preplanning, 301
sharpness, 304–305
style, implementation, 311

worldview, 311–312
Euro, two-year Euro interest rates, 159f
European Central Bank (ECB), 142

inflation targeting, 132–133
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European Currency Unit (ECU), 180
basket, 190–191

European Exchange Rate (ERM), 114
European Monetary Unit (EMU), 180–181
European Union, breakage (potential), 168
Excess demand, control, 51
Excess return, valuation, 47
Exchange rate valuation, P/E multiples

(relationship), 176
Exchange-traded funds (ETFs), 15

allowance, 93
usage, 69

Export land model, 254
Extreme scenarios, protection (purchase), 106

Faber, Mark, 366
Family office manager, 53
Fat-tail events, 371–372
Favorite Trade

concept, 34
format, Plasticine Macro Trader disapproval,

368–370
Federal Reserve

Funds, target rate (2008), 128f
independence, cessation, 133

Feedback, impact, 80–81
Ferguson, Niall, 40–41, 357
Fiat currencies, impact, 107
Fiat money, cessation, 193–194
Filipino Diaspora, 277
Finance, diversification (impact), 134
Financial bubble, risk, 109
Financial instruments, usage, 98–99
Financials, future, 104–105
Financial stocks (2007–2008), 329f
Financing problems, 39–40
Firm-level risk management, 156
Fiscal policy

easing, 39
role, impact, 37
underestimation, 44

Fiscal stimulus, 43
China, 44
impact, 106–107

Fixed income trading, focus, 154
Fixed income volatility trade, 97
Flexibility, value (example), 93–94
Fordham Law School, support, 54
Forecast combinations, improvement, 177
Forecasting model parameters, estimation, 177
Foreign currency diversification, usage, 70
Foreign Direct Investment (FDI), 186f
Forward fixed income, 266
Forward price, spot price (contrast), 61–62
Forward-starting volatility, 64
Friedman, Milton, 373
Front contracts, physical commodities, 228–229

Fundamental investing/research, time frames
(matching), 308

Fundamentals, understanding, 303
Fund management, skill, 344
Fund performance, indicator, 31
Future benefit obligations, earnings, 7
Future correlations, usage, 96–97
FX forwards, 179

G3/G7 liquid rate, arbitrage opportunity
(absence), 179

G7 demand, 210
G7 economies, problems, 200
G10 policy, 146–147
General Theory of Employment, Interest, and Money,

The (Keynes), 119
German Schatz contracts, 104
Global adjustment period, 44–45
Global dollar carry trade, 51
Global economy, weakness, 6–7
Global equities

decrease, 67
markets, decline, 12–13

Global fund management industry, 4f
Global governments, financial system

(backstopping), 191–192
Globalization, meaning, 275
Global macro approach, 29, 133
Global macro funds, factors, 27
Global macro hedge fund managers, 412–413
Global warming, carbon dioxide (impact), 216
Gold

(1979–1980), 373f
(1999), 288f
(2000–2009), 361f
(2004–2009), 258f
pension fund base currency, 263
safety, 360–361

Good leverage, classification, 401
Government bonds

bull market (1985–2009), 375f
leverage, change, 151
LIBOR, 97
positions, leverage, 63–64
safety, 62

Government debt, funding, 39–40
Government default risk, 198
Government stimulus, payment, 336
Grantham, Jeremy, 65
Great Britain, ERM absence, 115f
Great Depression, 37, 267

spending, decrease, 37, 39
taxes, increase, 37, 39

Great Macro Experiment, 34. See also
Hyper-Great Macro Experiment

explanation (Drobny), 36–39
success, 44

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



P1: OTE/PGN P2: OTE
ind JWBT268-Drobny June 30, 2011 8:26 Printer Name: To Come

436 I N D E X

Great Moderation, 10, 177, 266
Bernanke opinion, 10–11

Greenspan, Alan, 36
actions, 108
blame, 37
Conundrum speech, 276–277

Gunslinger fund manager, 355

Hang Seng, shorting, 286
Harvard University, endowments, 13

annual long-term performance, 16t, 22t
assets, decline, 21, 23
equity returns, contrast, 13t
portfolio (2010), 363
problems, 343–344

Headline inflation, core inflation (contrast), 219
Hedge funds

assets, growth, 17
business, Equity Trader outlook, 326
downside protection, 94
managers

cash, availability, 55–56
prop trader, contrast, 224
transportation, 232–233

money
allocation, 89
lending, 99–100
loss, 328
management, Commodity Trader

perspective, 232
one-dimensional managers, 330
Plasticine Macro Trader complaint, 362–363
playing, 95
problems (2008), 314–315
prop desk, contrast, 162
real money, differentiation, 55–56
redemptions, 57
running, worries, 305–306
space, Professor perspective, 200
stocks, contrast, 321
usage, Plasticine Macro Trader perspective, 371

Hedges, purchase, 102
Hendry, Hugh, 40–41
HFRI Macro Index, 27
Historical asset class, indicator, 31
Historical correlations, usage, 96–97
Historical events, examination, 173–174
Hoover, Herbert, 37
House, The, 79

business entry, 80
Human bias, impact, 292–293
Human Development Index (HDI), 195–196
Hyper-Great Macro Experiment, 42–43
Hyperinflation, 71

impact, 41, 109–110
risk, 72–73
scenario, 336
worry, 267–268

Hypothecation, 145
Hypotheses

falsification, absence, 124
running, 120–121

Hypothesis testing, preference, 126

Ideas
source, 128, 184
trading, 248–249

Illiquid assets
allocation, 389
avoidance, 399–401
inexpensiveness, 19
overinvestment, 398–399

Illiquid investments, 290
Illiquidity

appearance, 152
cost, calculation, 398
increase, 57
needs, consideration, 23–24
premium, Pensioner measurement process, 398
risk premium, exposure, 389

Illiquidity assets
risk, 14
value, 18

Illiquidity risk
hedge process, 399
location, 14
mitigation, 122
recognition, 398

Illiquid positions, ownership, 150
Illiquid private deals, impact, 325
Illiquid strategies, investor engagement, 123
Incentive structures, change (process), 123
India

FDI, 186f
GDP, 187f
investment change, 186

Industrial production (IP), 218
Inflation

approach, 297
Commodity Trader perspective, 218–219
control, 140
deflation, contrast, 194–195
feeding, absence, 276
fiscal stimulus, impact, 106–107
hedge, 110, 195–196, 393

active commodity manager, impact, 221
impact, 9–10, 109–110
increase, 71
persistence, 177
presence, 41
pressure, 265
psychological element, 116–117
quantitative easing, impact, 106–107
risk, increase, 44
risk premium, 177
volatility, reduction, 11
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Inflation (1980–2000), 12f
Inflation-linked bonds, 199
Inflation-linked investment, 49
Inflation protected government bonds, purchase,

89
Inflection points, awareness, 344–345
Information

arbitrage, 272
definition, 115–116
filtration, 153, 364–365
flow, absence, 274–275
inundation, 331–332

Inside the House of Money (Drobny), 33, 50, 53,
182, 210, 365

Institutional investors
impact, 87–88
leverage, usage (preclusion), 402–403
money, loss, 328
outside advisors, usage, 88–89

Institutional money management, change, 395
Institutional real money mandates, Plasticine

Macro Trader advice, 359–361
Insurance protection, 97–98
Intellectual property, anchor, 178
Intercontinental Exchange (ICE), 207
Interest rates

(1980–2000), 12f
increase, 34–35
trades, 116
weakness, 109
zero level, 43

International diversification, importance, 393
Investment

account, volatility flow, 67
alternatives, 14
approach, defense, 356
committees, challenge, 265
human bias, impact, 292–293
hypotheses/positions, running, 120–121
losses, 23
rear view mirror process, 62
vehicles, usage, 54–55

Investment grade bonds (IG8), 75
Investment Management Association (IMA), 355
Investors

base, impact, 319–320
complacency, 357–358
decisions, manager track record basis, 166
losses, 150
mistakes, 293–294
purchases, crisis, 330–331
risk management, 166

IOU papers/obligations, 191

Japan
bullishness (Plasticine Macro Trader), 352
economic malaise, 132
inflation-protected bonds, 73

inflation scenario, 106
performance (1990), 57, 59
rolling 10-year inflation, 74f
stagnation, 36

Jobs, saving/creation (Obama phrase), 43
Jones, Paul Tudor (success), 365–366
JPMorgan Chase, 144

(2009), 334f

Keynes, John Maynard, 118–119, 149, 186
commodity belief, 220–221

Knowledge gap, reduction, 88–89

Latam-type bond defaults, 41
Latam-type financial crisis, 41
Latin America, performance, 295
Lehman Brothers, 94–95, 143

government bond leverage change, 151
saving, 331

Leitner, Jim, 53–54
analysis, awareness, 62–64
interview, 55–75
lessons, 90

Leitner Center for International Law and Justice,
54

Leverage
cash, relationship, 60–61
contrast, 401–402
efficient frontier, relationship, 394f
function, 21
impact, 330
presence, 151
reduction, 130–131
usage, 3, 285–286

Pensioner prediction, 401–402
Limited partnerships, leverage, 18
Liquidity

crisis, 121
crisis (2008), leverage impact, 331
excess, 127
focus, 27
importance, 23, 188, 381–382
management, problem, 152–153, 156
measurement process, 121
overvaluation, 289
perspective, 31
Predator definition, 329
premium, 265–266
provider, 83–84
risk, 330

excess, 123
scarcity, 91
valuation, 289–290, 328–329

quantitative models, usage, 289
value

example, 93–94
lesson, 45–46

Liquid markets mentality, 266
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Livermore, Jesse, 360
London Interbank Offered Rate (LIBOR), 85,

97–98
basis, problem, 151
futures, ownership, 188–189
increase (2007), 121, 122–123
LIBOR-OIS, 188

basis (2008), 189f
three-month LIBOR, 122f

Long-dated out-of-the-money equity index call
options, purchase, 73

Longer-dated nominal bonds, 110
Long-only investments, 296
Long-term bonds, usage, 55
Long-Term Capital Management (LTCM), 96,

160–161, 232
crisis, 338
problem, 180–181

Long-term fair value, departure, 64
Long-term fixed income assets, 138
Long-term historical correlations

impact, 60
usage, 59–60

Long-term historical returns, usage, 59–60
Long-term horizon, irresponsibility, 65–66
Long-term inflation

hedging, 73
investor nervousness, 71

Long-term money, 83–84
Long-term time horizon, advantage, 406–407

M2 (money supply measurements), 181
Macroeconomics

environment, creation, 132–133
imbalances, 70–71
pricing, 118

Macro factors
examination, 243
risk, 243–244

Macro fund, running, 146
Macro hedge fund community, 240
Macro principles, 27–31
Macro risk management, 175
Macro scenario, preparation, 96
Macro traders, profits, 113–114
Macro trading, 149–150
Major Market Indices (2007), 284f
Managers, investor base (impact), 319–320
Margin-to-equity, limits, 223
Markets

Bond Trader viewpoint, 160
change, 163
conditions, improvement, 106
environment, identification, 311
functioning, understanding, 145–146
fundamentals/psychology, impact, 337
outguessing, 84

positioning, importance, 155
psychological game, 82
psychology, understanding, 337
zero-sum game, 167

Markets to fundamentals, 127–128
Marshall Plan, 263
Maximum Sharpe Ratio (MSR) portfolio

construction, 393–394
goal, 392

Medium-term bonds, usage, 55
Medium-term theme projects, 192
Merrill Lynch

saving, 331
(Thundering Herd), 15

Microeconomic imbalances, 240–241
Mines, Commodity Investor purchase, 262–263
Minsky moment, 373–374
Misery index, peak, 10
Mishkin, Frederic S., 141–142
MIT (university endowment), 15
Modern Portfolio Theory (MPT), 60

statistical measurements, 89–90
Momentum models, usage, 69
Momentum trades, options (usage), 315
Monetary policy

easing, 39
improvement, 10–11
stimulus, occurrence, 44

Money
investment, difficulty, 391
making, hubris (impact), 343
management, 172–173
printing, impact, 39–40

Morgan Creek (money management firms), 15
Mortgage-related bonds, usage, 56
MSCI Asia (2000–2008), 378f
MSCI Global (1995–2003), 13f
MSCI Global (2003–2009), 18f
MSR. See Maximum Sharpe Ratio
Multiyear horizons, 84

NASDAQ
(1995–2003), 13f
index (1994–2003), 231f
mispricing, 102–104

Negative carry, 64
Negative skew risk, 121
New Deal, 43
New York Mercantile Exchange (NYMEX), 207
Nikkei (1980–1998), 352f
Nominal GDP, 140
Non-Accelerating Inflation Rate of

Unemployment (NAIRU), 254
Nonconstant volatility, presence, 390
Nonequity assets, inclusion, 388–389
Nongovernmental organizations (NGOs), data,

185
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Normal backwardation, 220–221
North Sea crude, 227
Notre Dame (university endowment), 15

Ohio, pension fund loss, 6
Oil (1986–2009), 213f
Oil (1998–2009), 380f
Oil fields, Commodity Investor purchase,

262–263
1% effect, 406
One time stimulus programs, 313
Optimal portfolio construction, real money

funds failure, 402–404
Optionality, usage, 222–223
Options

markets, day-to-day liquidity, 226
Options, usage, 156, 226
Orange County pension fund, problem, 26
Outcomes, positive asymmetry (achievement),

120
Overnight index, geometric average, 189–190
Overnight indexed swap (OIS), 189–190

spreads (2006–2008), 122
Overvaluation zones, examination, 283
Overvalued assets (portfolio ownership),

diversification (absence), 66
Oxford Endowment, asset management,

362–363

Passive asset mix, importance, 388
Passive commodity indices, avoidance, 296–297
Paulson, Henry, 143
Peak oil, belief, 297
Pension Benefit Guaranty Corporation (PBGC),

corporation pension fund guarantees, 6
Pensioner, The, 387

CalPERS control, example, 408–409
dollar notional thinking, 392
illiquid asset avoidance, 399–401
illiquidity premium measurement process, 398
illiquidity risk, hedge process, 399
interview, 388
investment scenario, 407–408
lessons, 388–391
leverage, usage, 401–402
performance, compounding cost, 404, 406
post-crash investment, peer performance,

391–392
returns, targeting, 402–404
risk management, 396
risk premiums, specification, 396–397
risk/return approach, 397
60-40 policy, standardization, 394–395

Pension funds
allocation, 138–139
base currency, 263
commodity investment reasons, 218

constraint, 82–83
increase, 9
investment

implementation, changes, 138
talent, quality, 83

long-term investment horizon, 82
real risk, 233
swaps/futures, usage, 92–93

Pensions
assets, conservative management, 8
cash level, 59–60
change, 25–27
contributions, delay, 5
funding levels, 7
plans, constraints, 402–403
profits, 12
structure, impact, 264
systems, demographic challenges (impact), 6
underfunding, shortfall, 6–7

Perfection, paradox, 108
Personal budgets, problems, 6–7
Philippines, peso (1993–1994), 278f
Philosopher, The, 111
Physical commodities, front contract advantage,

228–229
Pioneering Portfolio Management (Swensen), 14
Plan assets, value (estimate), 7
PlasticineTM, 383
Plasticine Macro Trader, The, 349

China perspective, 376–377
commodities, ownership, 372
complacency, 357–358
context, creation, 375
contrarian perspective, 364–365
diversification interpretation, 370
equities, delusion, 352–354
Favorite Trade format disapproval, –370368
hedge funds usage, 371
ideas, generation (global macro perspective),

367–368
information, filtration, 364–365
interview, 350
investment safety, 363–364
investment storm, 356–357
investor letter, impact, 368
Japan bullishness, 352
liquidity, importance, 381–382
long-only community, adaptation, 355–356
long-only investment, 354–355
market

behavior, 358–359
entry, awareness, 350–351
irrationality, relationship, 383

mentor lessons, 365
pension fund portfolio management,

361–362
performance, 351
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Plasticine Macro Trader, The (Continued )
portfolio

construction, rethinking, 370–371
creation, 369
operation, 359

predictability, degree, 357
risk management

evolution, 383–384
importance, 382
lessons, 382

success, consideration, 384
trade

development, 376
ideas, importance, 382
problem, 374–375
theses, development, 376

trading decisions, 366
trend, anticipation, 375–376

P&L trading, 309
Popper, Karl, 111, 116, 140
Portable alpha allocation, 325
Portfolio

Commodity Hedger construction, 281
construction, 92, 411

guidelines, 82–83
rethinking, 370–371

diversification, 19, 187, 393
risk, 243–244

diversity, 223
Equity Trader construction, 324–325
illiquid assets, leverage, 84–85
illiquidity, 23
level, risk management, 124–125
levering, risk collars (usage), 284
liquidity management, difficulty, 152–153
management

investor approach, 198–199
recipe, 296

marginal trade, 225
optimization, 169
P&L volatility, limits, 223
policy activity, increase (impact), 141–142
real money manager construction, 392–394
replication/modeling, 63–64
risks, 173

concentration, increase, 17
management, 242–244

size, reduction, 151–152
stress tests, conducting, 96
structure, 98–99

Portfolio-level expected alpha, 175
Positioning, understanding, 304
Positions

notional value, 286
oversizing, 226
running, 120–121
scaling, 260

Positive asymmetry, achievement, 120

Potash Corporation of Saskatchewan (2008),
369f

Precommitments, method, 70–71
Predator, The, 327

bearishness, development, 329–330
CalPERS operation, 342
inflection points, awareness, 344–345
information

collection, 337–338
examination process, 331–332

interview, 328
lessons, 346
liquidity, valuation, 328–329
macro overlay, profitability, 332
markets

fundamentals/psychology, impact, 337
psychology, understanding, 337

mental flexibility, 344–345
optimist, perspective, 334–335
risk management, 330
stock market increase, nervousness, 347
stocks

long position, 332–334
picking, profitability, 332

style, evolution, 338–339
tactical approach, 338
time horizon, 345–346
trade

problem, 339–340
quality, 340

trading ideas, origination, 336
uniqueness, 340–341

Premium. See Risk premia
payment, 91

Price/earnings (P/E) multiples, exchange rate
valuation (relationship), 176

Primary Dealer Credit Facility, placement, 144
Prime broker risk, 330
Princeton University (endowment), 15
Private equity

cash flow production, 20
tax shield/operational efficiency arguments,

400
Private sector debt, presence, 39
Private-to-public sector risk, 265–266
Probability, Bayesian interpretation, 178
Professor, The, 169

bubble predication, 193
capital loss, avoidance, 199
capital management, 171
cataclysms, analysis, 173–174
crowding factor process, 188
diversification, 180
efficient markets, disbelief, 179
fiat money, cessation, 193–194
global macro fund manager, 196–197
hedge fund space, 200
historical events, examination, 173–174
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idea generation, 184
inflation/deflation debate, 194–195
interview, 170
investment process, 172–173
lessons, 190
LIBOR futures ownership, 188–189
liquidity

conditions, change, 188–189
importance, 188

market entry, 170
money management, quality, 172
opportunities, 190–191
personal background, importance, 202
portfolio

construction, 174–175
management, 198–199

positioning process, 188
real macro success, personality

traits/characteristics (usage), 201–202
returns, generation, 175–177
risk aversion rules, 173
risk management process, 175
setback, 172
stocks, purchase, 173
stop losses, 172–173
time horizon, 179–180
Titanic scenario, 173

threshold, 175
trades

attractiveness, measurement process, 178
expression, options (usage), 180
personal capital, usage, 183
quality, 180–181

unlevered portfolio, 195–196
Property/asset boom, 36
Prop shop trading, preference, 224–225
Prop trader, hedge fund manager (contrast),

224
Protectionism

danger, 105
hedge process, 107

Public college football coach salary, public
pension manager salary (contrast), 405t

Public debt, problems, 39–40
Public pensions

average wages to returns, 407t
endowments, 24–25
impact, 5

Q ratio (Tobin), 64–65
Qualitative screening, importance, 176
Quantitative easing (QE), 104–105

impact, 106–107
usage, 36–37

Quantitative filtering, 176

Random walk, investment, 64–65
Real annual return, 197–198

Real assets
Commodity Hedger perspective, 275–276
equity-like exposure, 19

Real estate, spread trade, 49
Real interest rates, increase (1931), 40
Real macro, 170

involvement, 179–180
success, personality traits/characteristics

(usage), 201–202
Real money

beta-plus domination, 137–138
denotation, 3
evolution, 8–27
flaws, 66–68
hedge funds, differentiation, 55–56
impacts, protection, 91–92
importance, 412
investors

commodity exposure, 220
diversification, impact, 323–324

macro principles, 27–31
management, change, 47–48
weaknesses, 83–84

Real money accounts
importance, 6
long-only investment focus, 296
losses (2008), 5–6

Real money funds
Commodity Hedger operation, 295–296
Equity Trader management, 320–322
flexibility, 70–71
frontier, efficiency, 59–60
illiquid asset avoidance, 399–401
importance, 4
leverage

example, 92–93
usage, 3

management, 68
managerial reserve, 91
optimal portfolio construction failure,

402–404
portfolio management, 71–73
problems, 325
size, 4

Real money managers
Commodity Investor scenario, 260–261
liquidity, importance, 234
long-term investor misguidance, 21
poor performance, usage (excuse),

406–407
portfolio construction, 392–394
valuation approach, usage, 64–66

Real money portfolios
downside volatility, mitigation, 61
leverage, amount, 20
management, 84

flaws, 5–6
Rear view mirror investment process, 62
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Redemptions
absence, 294–295
problems, 152

Reflexivity, 86–87, 133
Rehypothecation, 145
Reichsmarks, foreign holders (1922–1923), 267
Relative performance, inadequacy, 412
Reminiscences of a Stock Operator (Lefèvre), 112,

360
Renminbi (2005–2009), 379f
Repossession property levels, 49
Republic of Turkey

examination, 182
investment rates+equities (1999–2000), 183f

Reserve currency, question, 194
Resource nationalism, 253
Returns

forecast, 65, 68
generation, 69, 175–177
maximization, 67–68
momentum models, 69
targets, replacement, 30–31

Return-to-worst-drawdown, ratios
(improvement), 61

Reward-to-variability ratio, 244
Riksbank (Sweden), 75
Risk

amount, decision, 323
aversion rules, 173
capital, reduction, 82
collars, 282

function, 288
positive convexity, 284

framework, transition, 302
function, 87–88
global macro manager approach, 30
increase, leverage (usage), 68
measurement techniques, importance, 388
parameters, 92
Pensioner management, 396
pricing, 98
reduction, 130–131
system, necessity, 393

Risk-adjusted return targets, usage, 30–31
Risk assets, decrease, 56
Risk-free arbitrage opportunities, 91
Risk management, 223

Commodity Hedger process, 281
example, 93
game, 82
importance, 382

learning, 225
lessons, 382
portfolio level, 124–125
process, 175

P&L, impact, 309
tactic, 151–152
techniques, importance, 47

Risk premia, 65, 136
annualization, 172
earning, 69
level, decrease, 66
specification, 396–397

Risk/reward trades, 34
Risk-versus-return, Pensioner approach, 397
Risk-versus-reward

characteristics, 55
opportunities, 175–176

Roll yield, 220
R-squared (correlation), 89
Russia crisis, 338
Russia Index (RTSI$) (1995–2002), 58f
Russia problems, 160–161

Savings ratio, increase, 45
Scholes, Myron, 83–84
Sector risk, limits, 223
Securities, legal lists, 8–9
Self-reinforcing cycles (Soros), 314–315
Sentiment

prediction, 118–120
swings, 120

Seven Sisters, 222
Sharpe ratio, 244

increase, 243
return/risk, 89

Short-dated assets, 97
Short selling, ban, 142–145
Siegel’s Paradox, 27

example, 29t
Single point volatility, 246
60-40 equity-bond policy portfolio, 10
60-40 model, 10–12
60-40 portfolio standardization, 394–395
Smither, Andrew, 64–65
Socialism, Equity Trader concern, 312–314
Society, functioning

public funds, impact, 5
real money funds, impact, 4, 5–7

Softbank (2006), 341f
Soros, George, 86, 111, 116, 133, 360

self-reinforcing cycles, 314–315
success, 365–366

Sovereign wealth fund
Equity Trader operation, 323
operation, 261–262

Soybeans (1970–2009), 212f
Special drawing rights (SDR), 256–257
Spot price, forward price (contrast), 61–62
Spot shortages/outages, impact, 246–247
Standard deviation (volatility), 89
Standard & Poor’s 500 (S&P500)

(2009), 334f
decrease, 18
Index (1986–1995), 292f
Index (2000–2009), 36f
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Index (2008), 313f
shorting, 291
U.S. government bonds, performance

(contrast), 19
Standard & Poor’s (S&P) shorts, coverage, 333
Stanford University (endowment), 15
State pension fund

Equity Trader operation, 320
operation, 262

Stochastic volatility, 390
Stock index total returns (1974–2009), 353f
Stock market increase, Predator nervousness, 347
Stocks

hedge funds, contrast, 321
holders, understanding, 303–304
pickers, equity index futures usage, 332
shorting/ownership, contrast, 316

Stops, setting, 124–125
Stress tests, conducting, 96
Subprime Index (2007–2009), 307f
Sunnies, bidding, 272–273
Super Major, 222
Survivorship bias, 265
Sweden

AP pension funds, 82–83
government bond market, 81–82

Swensen, David, 14–15, 23, 29, 66, 344–345
equity-centric portfolio, 395

Swiss National Bank (SNB) independence, 200
Systemic banking crisis, 121

Tactical asset allocation
function, 69–70
models, usage, 69

Tactical expertise, 266
Tail hedging, impact, 282–283
Tail risk, 101–102
Take-private LBO, 400
Taleb, Nassim, 139–140, 371–372
Tax cut sunset provisions, 42
Taxes, hedge, 314
Ten-year U.S. government bonds (2008–2009),

117f
Theta, limits, 223
Thundering Herd (Merrill Lynch), 15
Time horizons, 345–346

decrease, 18
defining, 128–129
determination, 155, 166–167, 179–180
shortening, 287–288

Titanic funnel, usage, 174–175, 178
Titanic loss number, 174–175
Titanic scenario, 173

threshold, 175
Topix Index (1969–2000), 358f
Top-line inflation, 219
Total credit market, GDP percentage, 103f
Total dependency ratio, 264

Trade ideas
experience/awareness, impact, 279–280
generation process, 127–128
importance, 382
origination, 310

Traders
ability, 113
Bond Trader hiring, 157
characteristics, 158
success, personality characteristics, 157

Trades
attractiveness, measurement process, 178
hurdle, 287
money makers, percentage, 129
one-year time horizon, 287
selection, Commodity Super Cycle (impact),

229–230
time horizon, defining, 128–129

Trading
decisions, policy makers (impact), 312
floor

knowledge, 114
noise level, 114–115

ideas, origination, 153, 336
Tragedy of the commons, 399
Transparency International, Corruption

Perceptions Index, 195–196
Treasury Inflation-Protected Securities (TIPS),

46, 98, 266, 391
trade, 48–49

Triangulated conviction, 237
Troubled Asset Relief Program (TARP), 43,

142–145, 312
Turkey

economy, 182
inflation/equities (1990–2009), 72f
investment rates+equities (1999–2000), 183F
stock market index (ISE 100), 71

Unconventional Success (Swensen), 15
Underperformance, impact, 404, 406
Undervaluation zones, examination, 283
United Kingdom (UK), two-year UK swap rates

(2008), 125f
United States

bonds, 9f
pricing, 117

debt (1991–2008), 35f
debt (2000–2008), 378f
home prices (2000–2009), 36f
hyperinflation, 366–367
listed equities, asset investment, 24
long bonds, market pricing, 117
savings, increase, 43–44
stocks, 9f
tax policy (1922–1936), 37t
trade deficit, narrowing, 50, 51
yield curves (2004–2006), 276f
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University endowments, 15
losses, 5

impact, 48
unlevered portfolio, 195–196

U.S.-centric equity portfolio, 62
U.S. dollar

China, challenge, 256
reserve currency status, 107–108

decline, 167
role, 194
status, 50

U.S. equities
annualized returns/volatility, 20t
overpricing, 66

U.S. equity centric portfolio (protection), foreign
currency diversification (usage), 70

U.S. government
budget, balance (1931–1932), 42–43
defaulting, risk pricing, 98

U.S. government bonds
annualized returns/volatility, 20t
performance, 19
yield, 64

U.S. National Labor Relations Board (NLRB),
corporate pension ruling, 8

U.S. public/private pension fund assets
growth, 8f
inflation, impact, 9–10

U.S. TIPS (2008–2009), 46f
U.S. Treasuries

investment, 54
purchase, 61
worthlessness, 298

U.S. Treasury
bonds (1987–1988), 160f
markets, protest, 42
Notes, 104

Valuation
examination, 70
importance, 65–66

Valuation-driven tactical asset allocation models,
time frame (increase), 70

Value-at-Risk (VaR), 223
calculation, 390
model, 116

Value-driven fundamental models, belief, 114
Vanguard 500 Index Funds (VFINX) return,

321
Vega, limits, 223
Venture capital opportunities, cash flow

production, 20
Vision macro, 115–116
Visualization, 126–127
VIX, Fed funds (relationship), 132f
VIX Index (2007–2009), 245f

Volatility
adjustment, 131
collapse, 131
dampening, 282–283
explanation, 390
usage, 96–97

Volcker, Paul, 10, 372

Wages, transmission, 268
Washington State Investment Board, 15
West Texas Intermediate (WTI), 207

crude, 227
World financial system, collapse, 111
World Trade Organization (WTO), China entry,

252
Wyatt, Watson, 25–26
Wynn, Steve, 79

credit bubble, recognition, 102
creditworthiness, 83–84
diversification perspective, 85–86
feedback, usage, 80–81
future correlations, usage, 96–97
historical correlations, usage, 96–97
interview, 80
lessons, 90
macro scenario, preparation, 96
money making ability, 95
multiple scenarios, tracking, 105
psychology, importance, 81
risk capital, reduction, 82
skill, recognition, 81–82
Swedish bond market, forward market

introduction, 80–81
time horizon, alteration, 97–98
volatilities, usage, 96–97

Yale Asset Class, results, 23f
Yale Endowment Investment Committee, 54, 56,

66
long-term investment, 57
popularity/usage, 56–57

Yale Model, 14
Yale University, endowments, 13

annual long-term performance, 16t, 22t
control (Swensen), 14–15
decline, 21, 23
equity returns, 13t
portfolio composition, 15t

Yield curves, impact, 229

Zero-sum game, alpha extraction (relationship),
90

Zimbabwe
hyperinflation, 71
inflation/equities (2005–2008), 72f
market, 195
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