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As difficult as it is to create a trading program that can consistently

produce positive risk-adjusted returns in multiple market conditions,

emerging commodity trading advisors are just as likely to be tripped

up by operational issues as trading losses.

Back office:
The backbone
of a successful CTA

BY DANIEL P. COLLINS

ne of the most consistently

repeated points at managed

futures industry conferences

and seminars is that that to
be a successful money manager, com-
modity trading advisors (CTA) and
commodity pool operators (CPO)
must realize that they are running a
business. A robust and profitable
rrading strategy or years of fundamen-
tal trading expertise is not enough to
ensure success. If a
manager's regulatory
and back
ducks are not in a
row, he will have a
hard time surviving
regardless of trading
prowess.

At the heart of the
back office operation
is the reconciliation
of trades. A CTA
holds no funds, but
generates trade sig-
nals and places

office
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orders with numerous executing bro-
kers, who in turn may report the
trade back to the CTA and the mul-
tiple clearing future commission mer-
chants that hold the trading accounts
of the different customers of the
CTA. The CTA's back office must
ensure that that flow of trade docu-
mentation moves smoothly and cor-
rect any errors along the way (see

“The integrated CTA,"” right). A
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CTA offering managed accounts
most likely has at least one executing
broker for each sector — if not each
market — it trades and multiple
clearing FCMs. Throw in the mix
partially funded accounts, offshore
markets, split and partial fills and sys-
tems to allocate them and things get
confusing in a hurry.

“No matter what you think — you
being the trader — the truth at the
end of the
month is the
broker statement
even if it is
wrong and the
nature of the
business is it is
not always right.
The key to not
getting screwed
is to make sure
the trades you
believe you did
are accurately
reflected on your




THE INTEGRATED CTA

A solid back office software application can automate many of the processes involved in managing a CTA back office.
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brokerage statement,” says Dan
Comolli, president of back office soft-
ware firm DMAXX.

Back office issues can be particular-
ly vexing for emerging managers who
often are one or two person shops.
The manager does all the research,
enters all the trades, performs the due
diligence and operates the back
office. While this may be manageable
with just a couple of accounts, espe-
cially with a longer-term program
that doesn’t trade as rapidly, as the
CTA grows and adds more managed
accounts, operational issues take
more time.

Each customer may have his own
FCM and introducing broker that
needs to be involved and while it
would be simpler for the CTA to
require all accounts be introduced
through one broker and clear one

FCM, an emerging CTA is not in a
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position to make those kind of
demands. Also, because most newer
CTAs tend to have lower minimums,
being unable to target institutional
allocators without a track record,
they are in a position of having to
handle many accounts to trade a rela-
tive small total. A manager with a
minimum investment of $100,000
could conceivably have 20 managed
accounts to trade $2 million, an
amount that rarely draws institution-
al monies and most likely won’t pro-
duce enough profits to start hiring
more staff.

The ability for exchanges to offer
average pricing services and electron-
ic markets has relieved some of the
hassles, according to CTA Mark ].
Walsh, who notes that front-end sys-
tem providers are doing a better job
incorporating software that improves
the give-up process.

Trade
Accounting

Trade
Allocation

Give-up
Reporting

“If they are going to have a solid
front-end system, they are going to
have to have a solid give-up facility
where they can make it easy for
CTAs and money managers,”
Walsh says.

While technology has eased some
burdens, the rapid proliferation of
non-U.S. markets has complicated
the job.

“We have to break down the order
and confirm with all of our clients
throughout the course of the day. If
Man is a clearing broker and Bell
commodities did a trade for Man, Bell
is going to be giving it to Man.
Man needs us to confirm that,”
Walsh says.

“We also are sending them a trade
sheet as well. Trader X should be
expecting 10 Australian 10-year
bonds at such a time and such a
price. If the price that I tell you is dif-
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ferent from the price that they give
you, obviously we have an outtrade.
That is when the work for the back
office starts. They have to track it
down and make sure that everything
was done properly,” Walsh says.

Rob Friedl, principal of Wisconsin-
based Fall River Capital, which uses
“The Books” software to manage its
in-house back office, says that a
report to three or more entities rou-
tinely must be sent for every managed
account.

Walsh has someone monitor his
trades in non-U.S. markets overnight

and has increased his minimum -

investment over 20 years from
$250,000 to $1 million.

“When we first started, there
weren't foreign markets there were
only domestic markets, so our mini-
mum was $250,000. As you start
adding markets, you need to have a
higher minimum. Just take a look at
the guys who have increased in assets
dramatically over the course of five or
10 years. Their minimums have all
gone up,” Walsh says.

“The stress points on back offices
just become how many markets you
are trading and how you trade. If you
are short-term, it will be a lot more
taxing on your back office,” he adds.

ONE BIG MANAGED ACCOUNT

Some managers have gone the route
of the CPO, structuring their pro-
gram in a fund format to avoid the
hassle of operating multiple managed
accounts. Joe Santaularia, president
of Parrot Trading Partners, went that
route after successfully operating a
CTA for a short period.

“It was a matter of, | cannot physi-
cally manage multiple accounts in
this format — it is too much work —
but the methodology is successful so
why not manage $2 million instead of
a bunch of $100,000 managed
accounts,” he says.

Santaularia moved to the CPO for-
mat specifically to avoid the back office
issues of managing multiple accounts.

Managed Money continued

“It is significantly more time con-
suming trading individual accounts
and the trade confirmations involved.
Sometimes with the trading that 1 do
you cannot assign everything out on
a pro rata basis. Individual accounts
do not work unless the account is siz-
able,” he says.

Santaularia operates a hedged
option writing program and says there
are scale benefits operating a fund as
well as a reduced workload.

“We get better fills because of size.
We ger better commission rates
because of size. You get a lot of
economies of scale in a bigger
account than you would in smaller
accounts,” he says.

Operating a fund also can help estab-
lished managers retain accounts once
growth mandates higher minimums.
John Bondurant has operated CTA
Mississippi River Investments since
1986 but has stopped soliciting new
investments and is trying to convert
existing managed accounts to its fund.
Mississippi manages approximately $60
million split roughly evenly between its
fund and managed accounts.

“We are just a three-man operation
and we are handling about $60 mil-
lion. When we get really active and
you start trying to allocate a couple of
thousand contracts around it is a lot
of trouble. If I buy 1,000 contracts of
corn, | have to spread it over 80
accounts. It is a time consuming pro-
ject,” Bondurant says.

Mississippi, while diversified to
numerous markets, only holds positions
in a couple of markets at any time. Its
low minimum investment, $25,000,
has created a nearly unworkable
amount of managed accounts. It manu-
ally has to place one contract in the
smallest accounts, five in another and
30 in another.

“[A fund] is just a whole lot less
complicated and more efficient use of
money because you try and allocate
your trades in relation to account
size. Some accounts are big and some
accounts are small and you try and

tailor the amounts to the risk and it is
just complicated,” Bondurant says.
“I'd rather have it in one big pot then
it is real easy.”

MANAGING ACCOUNTS

Comolli acknowledges that by pool-
ing all customers into a fund, you can
remove some back office headaches
but he points out that there are dis-
advantages as well and with the prop-
er software a manager need not give
up the ability to offer managed
accounts.

Reconciliation, tracking positions
and counterparty notification are all
potential back office headaches that
become more difficult when dealing
with multiple accounts instead of one.

While a fund offers many solutions
to those headaches, most institution-
al allocators demand the daily trans-
parency and leverage autonomy
offered by managed accounts. A solid
back office operation can be devel-
oped through outsourcing or through
software products that can greatly
reduce a firm’s in-house workload.

“An effective back office can man-
age more accounts with less effort.
Advisors, especially start-up advisors,
tend to avoid managed accounts
because multiple clearing and execu-
tion relationships almost inevitably
results in additional staff. An auto-
mated back office system can result in
significant less staff even for a moder-
ately sized firm,” Comolli says.

An example is Fall River Capital,
which manages $260 million with 35
managed accounts, six clearing bro-
kers and 14 execution relationships.
It operates a one-person back office.

“Having a solid operating product
means you don’t have to trust multiple
counterparties to make sure they got
everything right. It catches their errors
quicker, so their errors don’t become
your errors,” Comolli says. “An effi-
cient back office means you are able to
publish your numbers quicker so that
you can get paid quicker.”

Friedl says managers must decide
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on whether to outsource their back Gupta says they can create all of

office, create their own software  the needed reports as well as manage

package to manage it or purchase a  the reconciliation process. Another

back office software management advantage, notes Gupta, is that once

package. Outsourcing may be the eas-  an allocator has done due diligence

est solution and offers the benefit of on a manager that outsources to

providing independent performance  NAYV, that allocator won’t need to

reports automatically. Many argue  examine the back office of another DEVELOPMENT LLC

that it is not a complete solution  one of his clients. He will have a

because some procedures, such as  report in hand. > Do you have a successful

trade position management, need to Keeping your back office in house trading idea?

have some in-house oversight and if  allows a manager to keep all of his

you want daily information to go out,  data in house. > Have you ever considered

it can get quite expensive. “It is a control issue. You have a lot automated trading?
Creating your own back office  more control over your business if > Would you like to scale

management is cost-prohibitive and - you have all of your information in idea to its full potential

may only be feasible for large firms  house,” Friedl says. 3

with several billion under manage- CTAs typically use their trading If you answered yes

to any of these questions,
please send a cover letter
and resume to:

ment. Comolli claims his software  data to create reports on slippage,
allows one customer, a $2 billion how their multiple trading models
CTA/CPO, to operate a one-man  performed independently, which sec-

back office. tors performed better, all of which Recruiting@blackboxllc.com
I.1.F - . - “ o . . ]
or those people who w yerow, requires the manager to be able to
r those people who want to g 1 % b www.blackboxllc.com
you can grow without adding people or  access trading data. i —
ou can spend your time researching “A back office can provide a basis for Circle No. 144 or go to
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your strategies,” Comolli says. analytical risk management. If you
Managers can outsource their  have a full history of your trades and AR
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tions for many CTAs. strong marketing tool particularly for el S | ke £. W e
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“The reason people come to us is managers targeting institutional allo- ke AN - = g
they like outside groups reporting  cations and their monies. RS ATa SO IR
their [numbers],” says Michael ]. “The back office can provide non- ==
Liccar, president of the CPA firm.  traditional benefits such as marketing

Liccar, while noting that there are  and risk management. It is probably
advantages for a CTA to have a third  not the reason you become a CTA,

party report its performance numbers,  but an effective back office is a key
says it may not be prudent fora CTA  asset that will allow to grow your
to outsource the reconciliation pro- business,” Comolli says. Providing
cess. “It is a little dangerous,” he says. accurate daily numbers with no sur-

NAV Consulting is a full-service  prises at the end of the month builds
back office solution for CTAs. confidence in a manager. Comolli
President Nav Gupta says there is a  points out that he has been contact-

trend in the industry of allocators ed by CTAs who were referred by

looking for managers who outsource  institutional allocators who wanted :

their back office. “They have more the manager to put in place a back ﬁ;;ﬂ e
comfort knowing a third party is han-  office management package in lieu of B R S i RSN
dling the back office,” Gupta says. making a sizable allocation. 'FM i S SR
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