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PREMIA CAPITAL MANAGEMENT, LLC

• PURSUANT TO AN EXEMPTION FROM THE COMMODITY 
FUTURES TRADING COMMISSION IN CONNECTION WITH 
ACCOUNTS OF QUALIFIED ELIGIBLE PERSONS, THIS 
BROCHURE IS NOT REQUIRED TO BE, AND HAS NOT BEEN, 
FILED WITH THE COMMISSION.   THE COMMODITY FUTURES 
TRADING COMMISSION DOES NOT PASS UPON THE MERITS OF 
PARTICIPATING IN A TRADING PROGRAM OR UPON THE 
ADEQUACY OR ACCURACY OF THE COMMODITY TRADING 
ADVISOR’S DISCLOSURE.  CONSEQUENTLY, THE COMMODITY 
FUTURES TRADING COMMISSION HAS NOT REVIEWED OR 
APPROVED THIS TRADING PROGRAM OR THIS BROCHURE.

• INVESTMENT IN FUTURES AND OPTIONS PROGRAMS 
INVOLVES SUBSTANTIAL RISK OF LOSS AND IS NOT SUITABLE 
FOR ALL INVESTORS.
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PREMIA CAPITAL MANAGEMENT, LLC

• Premia Capital Management, LLC’s services are only available to 
Qualified Eligible Persons.

• An investment with Premia Capital is speculative and involves a high 
degree of risk.

• Please read the Disclosure Document before seeking Premia Capital’s 
services.

• The information in this presentation may not be reproduced or used in 
conjunction with any securities offering and is not for reproduction or 
distribution without the prior written permission of Premia Capital 
Management, LLC.

• PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE 
RESULTS.
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PREMIA CAPITAL MANAGEMENT, LLC

• All presentations at this meeting are for informational purposes only and 
should not be construed as a solicitation.  

• Opinions expressed herein are current opinions as of the date appearing 
in this material only. 

• No part of this material may be i) copied, photocopied or duplicated in 
any form, by any means, or ii) redistributed without Premia Capital 
Management, LLC’s prior written consent.  

• The portfolio risk management process includes an effort to monitor and 
manage risk, but should not be confused with and does not imply low risk.
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PRESENTATION OUTLINE

I. An Investor is Paid to Bear Risks

II. Risk Management May Be the Most Important 
Element of an Investment Process

III. Risk Management Policies are a Product Design 
Issue
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PRESENTATION OUTLINE
(Continued)

IV. Risk Management Rules Flow from an 
Understanding of Price Behavior

V. Useful Risk Management Reports in Futures 
Trading
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I.  An Investor is Paid to Bear Risks

• Trading strategies can be well known and publicized.

• This does not prevent them from continuing to exist.
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I.  An Investor is Paid to Bear Risks (Continued)

Soybean Crush 
Spread Example
A trade that was 
recommended in a 
1983 commodity 
futures    
brokerage report is 
still relevant nearly 
20 years later.
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I.  An Investor is Paid to Bear Risks
(Continued)

Deferred Heating Oil Crack Spread Example
• Example from the winter of 1999.

• Hedging requirements of the airlines caused deferred 
heating oil futures contracts to be bid up relative to 
other petroleum complex products.

• Marginal liquidity providers entered the market, 
selling deferred heating oil and buying crude oil against 
this sale.
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I.  An Investor is Paid to Bear Risks
(Continued)

Deferred Heating Oil Crack Spread Example (Continued)
• By holding this spread at levels beyond what one would 

expect it to converge to, given refinery economics, the 
spread traders earned a liquidity premium.
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II.  Risk Management and the Investment Process

• The key to a successful investment program is not in 
finding strategies that have a statistical edge.

• A prominent hedge fund manager who currently has $5 
billion under management told me in 1993:

“Other people have the same information as I do; 
other people put on the same trades on as I do.  I 
make money; they don’t.”
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III.  Risk Management Policies are a Product Design Issue

Leverage

• In futures trading, an investment manager has a lot of 
flexibility in designing an investment program.

• Futures trading 
requires a relatively 
small amount of margin.

• For example, some programs only require $7 for each 
$100 of exposure.
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III.  Risk Management Policies are a Product Design Issue
(Continued)

• The result is that a futures trader can easily adjust 
their leverage level to magnify gains (and losses.)

• Trade sizing is a matter of determining how much risk 
one wants to assume.

• A trader is not very constrained by the amount of 
initial capital committed to trading.
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III.  Risk Management Policies are a Product Design Issue
(Continued)
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III.  Risk Management Policies are a Product Design Issue
(Continued)

• With the ability to 
leverage, one must  
ensure that investors 
can tolerate the potential 
within-period losses.

- From Mark Kritzman, “Hidden
Risks of Hedge Funds, and Asset 
Allocation versus Security 
Selection,” Presentation to 
QWAFAFEW, 2/12/02.
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III.  Risk Management Policies are a Product Design Issue
(Continued)

• A number of 
top Commodity 
Trading Advisors 
(CTA’s) have had 
losses in excess of 
-40%.

• These losses seem  
to have been  
acceptable to 
clients since these 
programs sometimes return in excess of 100% 
annually.
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III.  Risk Management Policies are a Product Design Issue
(Continued)

Payoff Profile
Investors expect long-options-like profiles from CTA’s and 

global macro hedge fund managers.

Histogram of Monthly Returns of the Barclay CTA Index
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III.  Risk Management Policies are a Product Design Issue
(Continued)
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• If investors want 
short-options-like 
profiles, they can 
already source that 
return profile from 
arbitrage strategies.
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III.  Risk Management Policies are a Product Design Issue
(Continued)

• Therefore, the core of a 
commodity futures 
program needs to 
consist of trades with 
long-options-like 
profiles …

• … as when scarcity is 
indicated in a 
commodity market.

Copper Inventories vs. Price
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III.  Risk Management Policies are a Product Design Issue
(Continued)

• The sizing of trades with short-options-like profiles needs 
to be kept modest and be constrained to a satellite ring 
of the portfolio so as to increase the likelihood of 
delivering the payoff profile desired by CTA investors.

December Wheat - July Wheat Price Change from 1/31 to 6/30, 1979-
2003
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

• Diversified portfolios of equities have returns that 
appear to be symmetrically distributed.

• It is a different matter for commodity prices.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• The empirical behavior of commodity prices can be 
described as follows:

– Commodity prices are extremely volatile;

– There exist rare but violent explosions in prices; and

– There is substantial positive skewness in the price 
distributions.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• These observations 
can be illustrated 
with a long-term 
chart of sugar 
prices:
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• Another example can be found in heating oil:
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Value-at-Risk
• The portfolio’s 

volatility is 
calculated using 
the recent 
volatilities and 
correlations of 
the portfolio’s 
instruments.

Historical Value At Risk
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Value-at-Risk (Continued)
• The standard Value-at-Risk approach alone is 

inadequate for a commodity portfolio.

• A commodity portfolio consists of instruments that 
have a tendency toward extreme positive skewness in 
returns.

• This measure, though, is still useful when it is twinned 
with other measures.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Scenario Testing
• Using long-term data, an investor can directly examine 

the worst performance of a commodity trade under 
similar circumstances.

• This measure will sometimes be larger than the Value-
at-Risk measure based on recent volatility.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Diversification and Concentration Risk

Example of Portfolio Effect When Combining Independent Strategies

Portfolio Volatility vs. Number of Strategies
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Understanding the Fundamental Drivers of a Strategy
• The following graphs illustrate how two normally 

unrelated markets can become temporarily very 
related:

September Corn Futures Prices vs. September 
Natural Gas Futures Prices  (6/29/99 to 7/21/99)
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Understanding the Fundamental Drivers of a Strategy 
(Continued)

September Corn Futures Prices vs. September 
Natural Gas Futures Prices (11/30/98 to 6/28/99)
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• In July, both corn and natural gas prices are heavily 
dependent on the outcome of weather in the U.S. 
Midwest.

• And in July 1999, the Midwest experienced blistering 
temperatures.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• Obviously weather is different in different parts of the 
world …

• … so one can easily have simultaneous (uncorrelated) 
weather-fear premium trades in a commodity portfolio.  

• In June, for example, one can have U.S. grain trades 
and coffee trades that rely on the washing out of the 
weather premium in their respective markets.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

• The grain trades are 
driven by summer 
weather in the U.S. 
while the coffee trades 
are driven by winter 
weather in Brazil.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)

Extraordinary Stress Testing
• Futures products are marketed as equity diversifiers.

• Therefore, one job of risk management is to attempt to 
ensure that a futures investment will not be correlated 
to stocks during dramatic equity declines.

• For a futures portfolio, it is prudent to examine how 
the portfolio would have performed during various 
well-defined stock market declines.
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IV.  Risk Management Rules Flow from an 
Understanding of Price Behavior

(Continued)
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V.  Useful Risk Management Reports in Futures Trading

– Value-at-Risk based on 
recent volatilities and 
correlations;

– Worst-case loss during 
normal times;

– Worst-case loss during 
well-defined eventful 
periods;

• On a per-strategy basis, it is useful to examine each strategy’s:
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

– Incremental contribution to Portfolio Value-at-Risk; 
and

– Incremental contribution to Worst-Case Portfolio 
Event Risk.

• The latter two measures give indications on whether 
the strategy is a risk reducer or risk enhancer.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• On a portfolio-wide basis, it is useful to examine:

– Value-at-Risk based on recent volatilities and 
correlations;

– Worst-case loss during normal times; and

– Worst-case loss during eventful periods.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• The spreadsheets on the next two slides give examples 
of a futures portfolio with the recommended measures 
displayed.

• Note the properties of the soybean crush spread.  

• It is a portfolio event-risk reducer, but it also adds to 
the volatility of the portfolio.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

Commodity Risk Reports
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

Commodity Risk Reports (Continued)
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• So an incremental contribution to risk measure based 
solely on recent volatilities and correlations does not 
give complete information about whether a trade is a 
diversifier or not.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• For the purposes of extraordinary stress testing, we 
would recommend examining how a portfolio would 
have performed during the following four eventful 
periods:

Meaningful Eventful Periods
October 1987 stock market crash

Gulf War in 1990
Fall 1998 bond market debacle
Aftermath of 9/11/01 attacks
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• If one’s commodity portfolio would do poorly during 
these events …

• … this may be unacceptable to clients who are 
investing in a non-traditional investment for their 
diversification benefits.  
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• Therefore, in addition to examining a portfolio’s risk 
based on recent fluctuations using Value-at-Risk 
measures …

• … one should also examine how the portfolio would 
have performed during eventful times.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• Understanding a portfolio’s exposure to certain 
financial or economic shocks can help in designing 
macro portfolio hedges that would limit exposure to 
these events. 
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• For example, a commodity portfolio from the summer 
of 2002 consisted of the following positions:  outright 
long wheat, a long gasoline calendar spread, and short 
outright silver.

• When carrying out an event-risk analysis on the 
portfolio, the worst case was a 9/11 scenario.
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V.  Useful Risk Management Reports in Futures Trading 
(Continued)

• This is because the portfolio was long economically 
sensitive commodities and short an instrument that 
does well during time of “flights-to-quality.”

• Normally, though, these positions are unrelated to each 
other.
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V.  Useful Risk Management Reports in Futures Trading

• With implied volatilities of short-term interest-rate 
options at 50%, these options would have been quite 
expensive macro portfolio insurance.

• Given that the scenario that would most negatively 
impact the portfolio was a sharp shock to business 
confidence, the least expensive macro portfolio 
insurance at the time was short-term gasoline puts.
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Conclusion

• Our view is that there are a number of futures 
strategies that earn their returns due to taking on risky 
positions in a risk-averse world.

• The returns are not due to inefficiencies in the 
marketplace.

• There is a very important active component to a 
futures program that earns a return due to bearing 
risk.
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Conclusion (Continued)

• It is the program’s risk management methodology.

• An investment manager must decide:

– How much to leverage the strategy;
– How to balance long-options-like trades with short-

options-like trades; and
– Whether to give up any of its returns to hedge out 

the strategy’s extreme risks.



52

Source of Graphics
(not directly credited in presentation)

• Slide 8, “December Products/November Soybeans,” Seasonality in Agricultural 
Futures Markets, ContiCommodity, 1983, p. 346.

• Slide 12, sample Refco futures statement, 11/20/01.

• Slide 14, excerpt from presentation by Leslie Rahl of CMRA, “Hedge Fund 
Transparency:  Unravelling the Complex and Controversial Debate,” Slide 52, 
RiskInvest 2002, Boston, 12/10/02.

• Slide 16, “Top 20 CTA Performers Past Five Years,” Barclay Managed Funds 
Report, 1st Quarter 2001, p. 6.

• Slide 17, “Histogram of Monthly Returns of the Barclay CTA Index,” Lungarella, 
Gildo, Harcourt AG, “Managed Futures:  A Real Alternative,” swissHEDGE, 4th

Quarter 2002, Figure 1.
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Source of Graphics (Continued)

• Slide 18, a graph of the Hedge Fund Research (HFR) Event Driven Index’s 
Monthly Returns vs. a Swiss equity-and-bond benchmark from Favre, Laurent and 
Jose-Antonio Galeano, “An Analysis of Hedge Fund Performance Using Loess Fit 
Regression, “ Journal of Alternative Investments, Spring 2002, Exhibit 8.

• Slide 19, “Copper Inventories vs. Price,” RBC Dominion Securities.

• Slide 20, “December Wheat – July Wheat Price Changes from 1/31 to 6/30, 1979-
2003” is based on an exhibit in Till, Hilary and Joseph Eagleeye, “How to Design a 
Commodity Futures Trading Program,” a chapter in the forthcoming book, 
Commodity Trading Advisors:  Risk, Performance, Analysis and Selection, edited by 
Gregoriou, Greg, Vassilios N. Karavas, Francois-Serge Lhabitant and Fabrice 
Rouah,  John Wiley and Sons, New York, September 2004. 

• Slide 23, graph of deflated sugar prices from 1900 to 1987 from Deaton, Angus and 
Guy LaRoque, “On the Behavior of Commodity Prices.” Review of Economic 
Studies (1992) 59, p 2.
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Source of Graphics (Continued)

• Slide 24, graph of monthly heating oil prices from 4/30/86 through 2/28/02, The 
Bloomberg.

• Slide 25, graph of historical Value-at-Risk for a commodity portfolio from “The 
Energy Market” presentation by Global Advisors Limited, Slide 22.

• Slide 28, graph of portfolio volatility vs. number of strategies from Till, Hilary, 
“Passive Strategies in the Commodity Futures Markets.” Derivatives Quarterly, Fall 
2000, p 54.

• Slides 29 and 30, graphs of Natural Gas vs. Corn prices from Till, Hilary, “Taking 
Full Advantage of the Statistical Properties of Commodity Investments.” Journal of 
Alternative Investments, Summer 2001, p. 65.

• Slide 33, “Jet Stream Needed for Brazil Coffee Freeze,” Russo, Mark and Jon 
Davis, Salomon Smith Barney, Foreign Weather, 7/2/02, p. 3.
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Source of Graphics (Continued)

• Slide 35, excerpt from presentation by Richard Horwitz of Kenmar, “Constructing 
a ‘Risk-Efficient’ Portfolio of Hedge Funds,” Slide 26, RiskInvest 2002, Boston, 
12/11/02.

• Slide 36, Degas, Edgar, “The Cotton Exchange at New Orleans,” 1873, Musée
Municipal, Pau, France.

• Slides 40 and 41, commodity portfolio risk measures from Till, Hilary, “Risk 
Management Lessons in Leveraged Commodity Futures Trading,” Commodities 
Now, http://www.commodities-now.com, September 2002, p. 87.
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Phone:  312-583-1137
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