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Y E A R  I N  R E V I E W  

 

HOW DID THE DALTON STREET ABSOLUTE RETURN FUND FINISH THE YEAR?  

 

In one word down; but far from out of character as we gaze around the returns in the global 
investment universe.  The Dalton Street Absolute Return strategy experienced its first down calendar 
year in the history of the strategy.  It is however, still holding the unbroken record on a financial year 
basis but we’ll have to wait another six months to see if the perfect financial year record is 
maintained.  

Our initial reaction to our first negative calendar year was extreme disappointment; we are after 
all, an absolute return fund.  After more than 20 years of positive returns for the strategy how could 
this happen?  As mathematicians, we know that statistically the longer you run an investment strategy 
the higher the highs and the lower the lower the lows will be.  The larger the peak-to-trough 
drawdowns and the larger the trough-to-peak uplifts will be.  The greater the negative returns and the 
greater the positive returns that will occur.  It’s the basics of statistics.  In 2018, we experienced a 
greater negative return in a calendar year which is statistically expected given the longevity of the 
strategy. 

After examining our return from this statistical standpoint, our extreme disappointment 
improved to moderate disappointment when we considered that this is the first down calendar year 
in more than 20.   

Next, we examined our returns relative to the markets in which we participate (yes, I know we 
are absolute return however, we are still at the hands of our chosen asset classes). Below is a 
performance table (Table 1) and linear performance chart (Chart 1) of the Dalton Street Absolute 
Return Fund breaking down returns into Managed Futures and Equity collateral.  The Managed 
Futures returns are compared to the Societe Generale CTA index and the Equity collateral is 
compared to the MSCI All Countries Asia Pacific, our closest relevant market index. 

Table 1.  Performance of Dalton Street Absolute Return Fund vs index by asset class and total 

 

 

Dalton Street 

Futures

SG CTA    

Futures Index Difference

Dalton Street 

Collateral

MSCI AC Asia 

Pacific Difference

Dalton Street Total 

out/underperformance 

Jan-18 -1.18% 3.90% -5.08% 10.87% 5.88% 4.99% -0.09%

Feb-18 0.20% -6.34% 6.54% -6.69% -3.62% -3.07% 3.47%

Mar-18 0.94% -0.13% 1.07% 2.00% -2.59% 4.59% 5.66%

Apr-18 0.52% 0.08% 0.44% 0.67% 0.82% -0.15% 0.29%

May-18 0.10% -2.52% 2.62% 0.20% -1.15% 1.35% 3.97%

Jun-18 1.25% 0.54% 0.71% -5.70% -3.56% -2.14% -1.43%

Jul-18 0.90% -0.71% 1.61% -0.30% 0.57% -0.87% 0.74%

Aug-18 -1.70% 2.64% -4.34% -3.80% -0.83% -2.97% -7.31%

Sep-18 0.21% -0.63% 0.84% -5.02% -0.15% -4.87% -4.03%

Oct-18 -0.40% -3.95% 3.55% -11.10% -9.95% -1.15% 2.40%

Nov-18 -1.10% -1.10% 0.00% 10.20% 2.70% 7.50% 7.50%

Dec-18 0.52% 1.44% -0.92% -1.90% -4.47% 2.57% 1.65%

Totals 0.26% -6.78% 7.04% -10.57% -16.35% 5.78% 12.82%
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Chart 1. Linear performance of Dalton Street Absolute Return Fund vs index by asset class and total 

Source: Dalton Street Capital 

Upon examining the index data and uncovering Dalton Street in fact outperformed both indices 
by material amounts on a straight-line basis, our moderate disappointment turned to somewhat 
disappointment.  Whilst we have a long history of positive returns a combined accumulation index 
return of negative 22.4% was more than even we could conquer.  Therefore, on an accumulation 
basis, the fund finished the calendar year down 11.8% or circa 10.6% ahead of the combined indices.  
This total number will correlate with our December monthly 

 

HOW CAN WE MOVE TO JUST DISAPPOINTED?  

 

So, we’re all feeling somewhat disappointed at this juncture.  How can we somehow move the 
dial up to just plain disappointed because after all, we have all still lost money.  The below chart was 
produced by Deutsche Bank.  It tracks 70 asset classes and indicated that 90% were posting negative 
total dollar returns through to mid-November (I guess that it became worse by year end). That is on 
track for the highest share since 1920, when 84% of 37 asset classes were negative.  In comparison, 
only 1% of asset classes were negative last year.  An extraordinary turn of events however, probably 
not unexpected.  Chart 2. 

Normally, the use of assets with low to no correlation to each other like futures and equities 
results in better returns and lower volatility and return dispersion. However, when 90% of all asset 
classes are down, these types of combined asset classes based on correlation coefficients plainly don’t 
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work. This is one of those years when it appears there were few winners no matter how well one 
thinks they’ve diversified. 

As the world economy slows, the price of oil has dropped, lowering profits; the cost of 
mortgages has risen, making housing purchases more expensive; interest on bonds has climbed 
(reducing the value of bonds); stock investors are worried about long-term earnings of corporations; 
and the Australian and global economies seem vulnerable. 

If we take a longer view, we can see that the rise in interest rates means, that as current bonds 
mature, investors will be earning more money on the new bonds they buy.  As the cost of oil drops, 
the cost of manufacturing products in which oil is a major factor, will drop.  If the Federal Reserve 
sees higher interest rates harming the economy, they may not continue to raise interest rates. 
Maintaining level interest rates may give consumers and corporations more confidence.  In addition, 
how likely is it that 90% of all asset classes will be down again next year?  Statistically it is a possibility 
yet a slim one at best. 

Chart 2. 

 

So now we’ve studied global asset classes and observe that our futures are in the <10% of assets 
classes that made money I can safely say that from my point of view, I’m now feeling just plain 
disappointed.  Notwithstanding, as investors, we have still lost money from January 1st to December 
31st.  
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WHAT HAS HAPPENED IN MANAGED FUTURES? 

January started with a bang for the SG CTA Futures Index and a fizzle for the Dalton Street 
managed futures strategy.  Strong trends contributed to the Indices strong performance and lack of 
intra-day volatility contributed to our underperformance. 

February saw a volatility spike create mayhem for trend followers as the Index experienced its 
worst monthly return for 16 years.  The VIX spiked well over 200% in a couple of days and caused 
stop losses to be triggered in a variety of asset classes.  It also caused a number of short volatility 
ETF’s and Hedge Fund managers to go out of business overnight reminding investors that short vol. 
strategies work until well…..they don’t. Chart 3 & 4. 

Chart 3 & 4 

Source: Morgan Stanley 

March saw the VIX resume to near its 2017 experience by heading for and remaining in the very 
low double-digit range until October when Managed Futures managers took another hit as the VIX 
spiked again as seen in chart 3. 

The October spike saw another 4% wiped off Managed Futures returns in a similar vain to 
February.  Stops were hit with significant trend reversals particularly in equity index positions. 

November and December saw a small recovery however not enough to reverse the poor returns 
during the year.  The Dalton Street futures portfolio pleasingly ended the year in positive territory 
outperforming the managed futures index by > 7%. 
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WHAT HAS HAPPENED IN EQUITIES? 

January also started with a bang for the MSCI AC Asia Pacific Index and Dalton Street dazzled 
by almost doubling the index return.  We were well positioned with our value, growth and quality 
biased portfolio that was recognised as regional markets rallied however, this was to be short lived as 
equity markets were crushed with indiscriminate redemption selling.  Unfortunately, this was a 
precursor of thing to come for the Dalton Street equity portfolio. 

June saw a number of large commercial and sovereign funds commence a campaign of 
indiscriminate systematic redemption selling and reallocating to index and passive investments.  This 
goes some way to explain why the Blackrock share price was down ~30% in 2018.  The deleveraging 
for a better word saw most Absolute Return Hedge Funds severely impacted through to the end of 
the year. Charts 5 & 6.  Fortunately our equity collateral portfolio bounced strongly in November 
and outperformed in December to mute returns. 

Charts 5 & 6. 

 
Source: Morgan Stanley 

It was a tough year for equities with numerous Asian markets including Hong Kong entering 
into a bear markets and the year was concluded by the NASDAQ also entering a bear market.  I do 
not remember either of these scenarios being even remotely considered at the start of 2018. 
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LOOKING AHEAD TO 2019 

As many of you who know us, we are not in the business of crystal ball gazing and guessing what 
is going to happen to markets in the Future.  I often cite Philip Tetlock’s work on the poor 
forecasting ability of fund managers and analysts as a firm reason for not providing market forecasts, 
or what is best called, guessing. 

What I will say about the future is in regard to our current equity collateral portfolio.   I made the 
statement in my October paper,” What is happening in Investment Markets?” that we now hold one 
of the best portfolios we have held since the inception of Dalton Street Capital.  The equity collateral 
portfolio possesses: 

1. A dividend yield >100% higher than the market 
2. A trailing P/E less than half the market and  
3. A price-to-book less than half the market 

 
Lest someone accuse us of running a deep, deep, deep value portfolio riddled with value traps (I 

don’t know of anyone who has reliably picked them), the forecast 12-month EPS growth is 60% 
higher than the market and ROE is only slightly below market.  So, unless you think we should 
switch from buy good value, high quality stocks with a solid dividend yield and a great growth 
outlook to buying overpriced, poor quality, stocks with poor dividend yields and poor growth 
prospects, we will be sticking with our decades long tried and proven method of stock selection. 

We are also witnessing many of our Hong Kong listed REITS trading at 1/3rd of NTA and this 
is causing their Boards of Directors to consider taking the companies private at greater than 2/3rds 
of NTA.  Hopewell Holdings (0054.HK) have already received a bid by the Chairman at a at >2/3rs 
of NTA.  We expect this will be a common theme during 2019 if the stocks in this sector maintain 
their discount. 

WHAT IS DALTON STREET GOING TO DO IN 2019? 

We are going to do the hardest things in funds management.  We’re going to withstand the 
short-term pain of discipline of a negative calendar year and stick to our strategy.  As stated in 
October, changing one’s strategy based on short-term unsustainable markets is a fool’s game; you 
adapt for the short-term oddity only to miss out on the long-term normality. 

Disclaimer and Disclosure 

Equity Trustees Limited (‘EQT’) (ABN 46 004 031 298 AFSL 240975) is the Responsible Entity for the Dalton Street Capital 
Absolute Return Fund.  The material contained in this communication (and all its attachments) is general information only and has been 
prepared by Dalton Street Capital Pty Ltd (“Dalton Street”), a Corporate Authorised Representative of Prodigy Investment Partners 
Limited (“Prodigy”), AFSL 466173.  It is not intended to take the place of professional advice and you should not act on any 
recommendation (if any) made in this communication without first consulting your investment advisor in order to ascertain whether the 
recommendation (if any) is appropriate, having regard to your investment objectives, financial situation and particular needs. Nothing in 
this communication shall be construed as a solicitation to buy or sell a security or to engage in or refrain from engaging in any transaction. 
Dalton Street and Prodigy believe that the information and advice (if any) contained herein is correct at the time of compilation.  However, 
Dalton Street, Prodigy and EQT provide no representation or warranty that it is accurate, complete, reliable or up to date, nor does Dalton 
Street, Prodigy or EQT accept any obligation to correct or update the opinions (if any) in it. The opinions (if any) expressed are subject to 
change without notice.  Dalton Street, Prodigy and EQT do not accept any liability whatsoever for any direct, indirect, consequential or 
other loss arising from any use of the material contained in this communication. This communication may refer to the past performance of 
a person, entity or financial product.  Past performance is not a reliable indicator of future performance.  Investors should obtain the 
relevant product disclosure statement and consider it before making any decision to invest. 

 


