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INSIGHTS

The Power of “Ampersand”:
Looking Under the Hood

In a recent Webinar, we introduced the Equinox
“Ampersand” concept." Here, we try to provide
not just a recap, but a more in-depth “under the
hood” look at some of the details of the
structure, to which we could not do justice
during the relatively short Webinar. We also try
to address some of the questions and concerns

we have heard.

The Backdrop: Hedging
Equity-Related Risk

Stocks generally make up a significant
part of most investor portfolios, be they
institutional or individual. Investors have
been taught, and have come to believe,
that stocks are a good investment for the
long run, and their realized historical
returns appear to support this story. What
is sometimes overlooked, particularly
during prolonged bull market runs, is that
returns are high because they must
compensate investors for the high
degree of risk equity investing entails.

Most investors seek to mitigate stock risk
by investing a part of their portfolio in
bonds. The historically low correlation
between stocks and bonds leads to

diversification benefits: the risk and the
return of a stock/bond portfolio are lower
than those of just stocks. However, the
reduction in risk is generally greater than
the reduction in return, resulting in a
higher risk-adjusted return.

Despite these diversification benefits, a
traditional stock/bond portfolio, such as
the prototypical “moderately aggressive”
60/40 portfolio still derives more than
90% of its overall risk from stocks. Thus,
while less risky than a 100% stock
portfolio, 60/40 may be unlikely to
distinguish itself during an equity market
crisis like the one we experienced in
2007-08. Simple analysis shows that the
risk and return of portfolios comprising
just stocks and bonds are dominated by
stocks until the allocation to them is
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'Please also see the companion paper, Enhanced Portfolio Diversification: The Power of “&,” where we first
introduced the Ampersand concept.

Definitions of Terms and Indices can be found on page 10.

FOR INSTITUTIONAL USE ONLY. NOT FOR USE WITH THE PUBLIC. No amount of diversification or correlation can ensure profits or prevent
losses. An investment in managed futures is speculative and involves a high degree of risk. Investors can lose money in a managed futures
program. There is no guarantee that an investment in managed futures will achieve its objectives, goals, generate positive returns, or avoid
losses.
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The Ampersand Concept: A Recap

Adding both diversifiers and hedges to a portfolio may be
a more efficient and effective way to diversify, and to lower
the portfolio’s equity-related risk. This still leaves us with a
dilemma: in order to diversify meaningfully, the allocations
to diversifiers and hedges need to be meaningful—on the
order of 30% to 50%. Traditionally, to make these sizable
allocations, investors have had to ask the question: which
holdings from my portfolio do I sell in order to make room
for the diversifiers and hedges?
This is what we call the investors are
faced with the choice between investing in stocks and
bonds OR investing in alternatives. There is potentially a
large opportunity cost in allocating 40% to alternatives:
40% of the portfolio’s stocks and bonds need to be sold,
and the potential return they may earn in the future has to
be forgone. In a bull market such as the one we have been
in since 2009, this opportunity cost can be significant, and
the decision to sell stocks could lead to considerable
“buyer’s remorse.”®

We believe the Equinox Ampersand strategy addresses the
“Limitation of Or.” As the name indicates, we seek to
harness the Our objective is to enable
investors to maintain exposure to stocks and bonds
markets while simultaneously obtaining meaningful
diversification through futures-based hedging and
diversifying strategies. Some expressions, albeit somewhat
cliched, describe this approach well: it seeks to make the
pie bigger, or to let investors have their cake while eating it
too.

A simple way to understand the Ampersand approach is in
terms of “extended diversification.” In a traditionally
diversified portfolio, the sum of the allocations to various
asset classes is constrained to 100%.¢ Thus, an initial 60/40
stock/bond portfolio that is diversified by allocating say
40% to alternatives might become, for example, a 36/24/40
stock/bond/alternatives portfolio. An Ampersand portfolio,
by contrast, is not similarly constrained: it might be, for
example, a 60/40/40 portfolio, where the original 60/40
stock/bond allocation is preserved, while adding significant
and meaningful “notional” exposure of 40% to alternatives
such as diversifiers and hedges (“notional trading level” or
“notional exposure” is a somewhat tricky concept that we
will address in a subsequent section, and which we have
discussed in detail elsewhere).” The opportunity cost of

*Exceptions are 130/30 types of portfolios, although one could argue that 130% long and —30% short still adds up to only 100%. Ampersand

extends that concept greatly, as we shall see.

diversification or the “Limitation of Or” that we discussed
has been avoided by utilizing the “Power of And": the
portfolio retains its stock and bond exposures AND gains
meaningful exposures to diversifying and hedging
strategies.

How Ampersand Works: The Structure

The key driver of the Ampersand solution is that there is no
need to sell stocks and bonds in order to access
diversifying and hedging strategies that trade futures and/
or forward contracts. As these programs can typically be
accessed by posting anywhere from 10% to 25% of their
notional value as margin or collateral, the stocks and/or
bonds in the investor's 60/40 portfolio can themselves be
posted as collateral (likely with a small “haircut,”
depending on the exact situation).® Thus, Ampersand can
be viewed as an “overlay” approach, where the alternatives
are overlaid on top of the stock/bond portfolio,

A variant of this approach is currently employed by many
mutual funds that use unfunded Total Return Swaps to
access CTA trading programs. A portion of the fund's
assets are posted as collateral, using a tri-party Collateral
Support Annex (CSA). For example, a multi-strategy CTA
mutual fund could post collateral with a third-party
custodian, at which point the fund would access the returns
of a diversified portfolio of futures trading strategies using
Deutsche Bank’s dbSelect platform, via an unfunded Total
Return Swap. Under the terms of the swap, the mutual fund
in this example would receive from (or pays to) Deutsche
Bank any trading profits (or losses), after accounting for
fees payable to the traders as well as swap costs. One of
the main features of Ampersand is that, unlike the mutual
fund in this example, which posts cash (money market
funds) as collateral, an Ampersand portfolio could post a
combination of securities such as stocks, stock exchange-
traded funds (ETFs), bond ETFs, Treasury securities, etc.,
which may continue to earn returns.

Thus, using the “Power of And,” investors can continue to
maintain their original 60/40 exposure to stocks and bonds,
while overlaying on top of that, for example, 50% “notional
exposure” to futures trading strategies. By exploiting this
“extended diversification”, it becomes possible to harness
the true benefits of diversification as expounded by
Modern Portfolio Theory.

’'For details, see Enhanced Portfolio Diversification: The Power of “&,” where we first introduced the Ampersand concept.

8For example, if investment-grade bonds or liquid ETFs are used, 90% or more of their market value can generally be used as collateral,

representing a haircut of less than 10%.

Definitions of Terms and Indices can be found on page 10.

No amount of diversification or correlation can ensure profits or prevent losses. An investment in managed futures is speculative and involves a
high degree of risk. Investors can lose money in a managed futures program. There is no guarantee that an investment in managed futures will
achieve its objectives, goals, generate positive returns, or avoid losses.
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a market cycle. Equity hedges can also shallow out the
portfolio’s drawdowns during corrections, and improve the
skewness profile of its return distribution by reducing the
frequency and magnitude of large negative returns.

In the Appendix, we illustrate this point with the help of a
“back test,” using historical return data. While it is true that
historical returns represent only one realized outcome out
of (infinitely) many possibilities, using them means we do
not need to make assumptions about volatilities,
correlations, and returns: we simply end up using their
historically realized values. It should be of some comfort to
see that the conclusions of the analytical and data-driven
methods are substantively similar.”

Why the Ampersand Overlay Works

The structure of the Ampersand overlay, and how it helps to
diversify the original portfolio should be reasonably clear by
now. We now discuss how the overlay is designed and why
it works.

It is possible to construct a portfolio of futures
trading strategies (also called CTA programs), most or all of
which are virtually uncorrelated to stocks and bonds, so that
the portfolio itself has almost zero correlations to stocks and
bonds, and even to other alternative strategies. An
additional benefit of this approach is that, by using
strategies that are truly different from one other (as
demonstrated by analytical tools such as Principal
Components Analysis),'? the volatility of the portfolio can be
significantly lower than that of any of the individual
strategies. In our experience, by selecting 12 to 15 relatively
uncorrelated strategies, the volatility of the portfolio can be
lowered to between 4% and 7%, based on trading at a
“notional level” of 100%. As we have shown in the previous
section, this overlay of “diversified diversifiers” adds almost
no incremental risk to the 60/40 stock/bond portfolio even
when its notional trading level is as high as 40%.

Here is an important point that needs to be understood:

This may range from a low of
around 5%-6% to a high of 20%-25%." To make things more
complex, a CTA may offer investors two or more “flavors” of
the same trading program, scaled either up or down. For
example, a CTA whose standard or “1x” program targets a

10% volatility may also offer “0.5x"” and “2x" versions, with
target volatilities of 5% and 20%, respectively. Essentially,
the number of futures contracts traded in these programs
will be half and twice as many as in the “1x" program, so
that their expected (gross) returns and their target
volatilities will be approximately the same multiples of the
“1x" program.'

Thus, it is not really meaningful to talk about a “50%
notional overlay” without examining the underlying
programs, their individual volatilities, and their correlations
to all the other programs in the basket. It is customary to
use 100% notional exposure as a benchmark of sorts,
because that is generally what is implied by a CTA
program'’s target volatility: if an investor allocates, for
example, $100MM to a mutual fund that accesses the XYZ
trading program, which has a target volatility of 10%, that
investor should, in the long term, experience a 10%
volatility. This is because the program being accessed by
the fund will look to trade all its futures in a size that
generates returns such that the $100MM investment will
have a volatility of 10%.

This is the driver of one of the major benefits of the
Ampersand approach. On a $100MM portfolio of stocks and
bonds, let’s assume an investor wants to overlay a basket of
diversifiers with a volatility of only 4%. Recall that we had
assumed in our analytical example that the portfolio of
diversifiers had a 6% volatility. In this case, the Ampersand
approach would recommend that the “notional” level of the
overlay be 67%. If this were accessed via a Total Return
Swap, it is likely that the amount of collateral, in the form of
stocks or bonds or ETFs, would (conservatively) be
somewhere between $10MM and $15MM.

they would
simply be “segregated” and/or held in a collateral or trust
account, and may continue to earn interest and/or
dividends/capital gains.

Dynamic equity hedging
programs are more difficult to find than diversifiers.
However, they do exist, and their returns are designed to be
negatively correlated to stocks over a market cycle. In
addition, their dynamic nature (they seek to lower equity
exposure during corrections and to maintain or increase it
during rallies) seeks to create less of a drag on equity
returns.

*Typically, these would include trading programs utilizing, for example, trend-following, global macro, relative value, pattern recognition,

commodlities, contrarian, and short-term trading.

4Of course, there are some outliers, particularly at the upper end, with which we need not concern ourselves.

*The collateral/margin required to support the trading will also vary proportionately.

"“More than 40 stock index futures are traded on global exchanges, ranging from US large, mid, and small cap to several European, Asian,

and Latin American indexes.

Definitions of Terms and Indices can be found on page 10.

No amount of diversification or correlation can ensure profits or prevent losses. An investment in managed futures is speculative and involves a
high degree of risk. Investors can lose money in a managed futures program. There is no guarantee that an investment in managed futures will
achieve its objectives, goals, generate positive returns, or avoid losses.
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gets exposure to stocks and bonds AND uncorrelated
alternatives, rather than having to choose between one OR
the other.

The overlay approach we propose has other benefits. As
the strategies and trading programs we propose to use
trade mainly futures and forwards, it is possible to obtain
sufficient exposure to these alternative streams to truly
diversify a stock/bond portfolio and to potentially provide a
higher risk-adjusted return, while also significantly reducing
the “equity-related” risk of the portfolio. Further, the return
streams we propose using have historically had negative
correlations to stocks during market meltdowns, thereby
providing shallower drawdowns and a smoother ride for
investors. In turn, this reduces the likelihood of investors'’
bailing out of stocks at the worst possible times.

Trading programs constructed and managed by skilled
managers can be blended into a portfolio and managed to
a volatility target. Some of the strategies used, such as
equity hedging programs, can be selected based on the
composition of the stock/bond portfolio. An actively
managed overlay of this type has the potential to add
alpha in the long run, net of the fees paid to the managers
of the trading programs. We believe that the providers of
such overlays should be confident enough in their own
abilities that they offer to charge fees based on the value
they add, thus aligning their interests with those of
investors.

The proposed Ampersand solution offers investors the
potential to diversify their stock/bond portfolios
adequately, reducing equity market risk and smoothing
drawdowns, while potentially improving the portfolio’s
risk-adjusted return. Investors can diversify effectively
without having to sell their core stocks and bonds, and
can choose an appropriate level of risk based on their
risk-aversion and life-cycle needs. If the solution is
structured creatively, they can achieve these benefits at
a reasonable cost. This, in short, is the potential of the
Ampersand approach.

Appendix

Here, we present some back-tested results for an
Ampersand portfolio versus a 60/40 benchmark portfolio,
using monthly returns for the period from January 2007 to
June 2017. The starting point was selected because that is
as far back as track records go for almost all the trading
strategies used in the overlay.?' If a strategy did not exist
during some of the early months, we assume a zero return
for that strategy for those months.

We urge readers to view these results with considerable
caution because they are based on historical returns, and
future results are almost certain to be quite different, even
though the period studied (more than 10 years) is a
reasonably long one. We have picked diversifying and
hedging strategies to which Equinox is allocating today; we
are aware that this approach is susceptible to the critique
of potential “look ahead” bias, as we know how these
strategies have performed over the last 11 years.? We
believe it is of some comfort that the results shown here
are in line with—and, in some respects, are even better
than—the analytically derived results we discussed earlier.

The original 60/40 portfolio is assumed to be invested 40%
in the AGG ETF, and 60% in stock index ETFs: 20% each in
the S&P 500, NASDAQ, and MSCI World Index. The return
on this portfolio is used as the benchmark against which to
compare the Ampersand portfolio’s returns.

The Ampersand portfolio whose results are presented is
constructed as follows:

e The 40% allocation to the AGG ETF is maintained.

e |t is assumed that all the stock index ETFs are sold,
and the proceeds are invested in fixed-income
securities.” Since it is cumbersome to model a
portfolio of laddered US Treasuries, we assume that
the incremental return on these fixed-income
securities is equal to half of the AGG return. Of
course, this means that some additional risk is taken
on, which gets accounted for in the portfolio’s return
statistics. We believe that this is a reasonable but

conservative estimate.

20ne of the dynamic equity hedging programs has a considerably shorter track record (dating back only to 2013). For this strategy, we

have used the simulated numbers provided by the CTA.

2The same tests, however, can be replicated using an index such as the BTOP 50, or a slightly different set of strategies, and the results
would be along the same lines as we have shown, both qualitatively and quantitatively. In our defense, we did not pick these strategies
based on their (known) past performance: we have been allocating to many of them for more than five years, and in some cases, more

than ten years.

“We have previously suggested laddered US Treasury securities as a relatively low-risk fixed-income investment, but investing in AGG
(investment-grade, medium duration) is also a possibility for those seeking higher returns and willing to take on appropriately higher risk.

#For more details, see the CME publication previously cited.

Definitions of Terms and Indices can be found on page 10.

No amount of diversification or correlation can ensure profits or prevent losses. An investment in managed futures is speculative and involves a
high degree of risk. Investors can lose money in a managed futures program. There is no guarantee that an investment in managed futures will
achieve its objectives, goals, generate positive returns, or avoid losses.
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about the same. This seems to justify our contention that
the additional Ampersand exposure should not be viewed
as adding “leverage” or increasing risk. In fact, the other
headline risk measure, maximum drawdown (which it was
not possible to address analytically), is almost 70% lower
for the Ampersand portfolio (—13%) than for the
benchmark portfolio (=35%). The skew of the Ampersand
portfolio is also much less negative, indicating that the
“left tail” properties of its returns may be superior.

The beta of the Ampersand portfolio relative to the S&P
500 is also much lower, 0.42 versus 0.62 for the benchmark.
This can be attributed almost entirely to the two dynamic
hedging programs in the overlay, which reduce the
average beta over the 10-year period quite dramatically.
However, the fact that they also add alpha indicates that
the reduction in beta, in fact, happens dynamically: the
hedges tend to kick in when they are needed, mainly
during market declines, while tending to remain on the
sidelines during market rallies.

In the chart below, the VAMI of the two portfolios shows how dramatically the alpha compounds over time. While the
performance differential is impressive, the shallower drawdown of the Ampersand portfolio during the 2007-08 period is

also quite noticeable.

VAMI, Ampersand vs Benchmark*
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To summarize, the results of the “back-test” are quite striking,

although they should be treated with the appropriate degree of

caution. While it is no doubt somewhat comforting that they are

in line with the analytical calculations, out-of-sample long-term

experience may ultimately provide proof of the concept.

*The returns shown in the table above are hypothetical and do not represent an actual investment. Hypothetical returns are for
illustrative purposes only. Past performance is not a guarantee of futures results. Backtested performance does not represent actual
performance and should not be interpreted as an indication of such performance. Actual performance for client accounts may be
materially lower than that of the index portfolios. Backtested performance results have certain inherent limitations. Such results do

not represent the impact that material economic and market factors might have on an investment adviser's decision-making process if
the adviser were actually managing client money. Backtested performance also differs from actual performance because it is achieved
through the retroactive application of model portfolios designed with the benefit of hindsight. As a result, the models theoretically
may be changed from time to time and the effect on performance results could be either favorable or unfavorable.

No amount of diversification or correlation can ensure profits or prevent losses. An investment in managed futures is speculative and involves a
high degree of risk. Investors can lose money in a managed futures program. There is no guarantee that an investment in managed futures will
achieve its objectives, goals, generate positive returns, or avoid losses.
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For more

information on
Ampersand Portfolio
Solutions visit our
website or contact us.

equinoxampersand.com
1.877.837.0600
info@equinoxampersand.com

Equinox Institutional Asset Management, LP
47 Hulfish Street, Suite 510, Princeton, NJ 08540

T 1.877.837.0600 equinoxampersand.com

A Word About Risk

The purchase of a managed futures
investment involves a high degree of
risk. Specifically, you should be aware
that, in addition to normal investment
risks, managed futures investments
entail certain risks, including, in all or
some cases:

* Managed futures often engage in
leveraging and other speculative
investment practices that may
increase the risk of investment loss.

Managed futures can be highly
illiquid.

Managed futures are not required to
provide periodic pricing or valuation
information to investors.

Managed futures may involve

complex tax structures and delays
in distributing important tax
information.

Managed futures are not subject to
the same regulatory requirements as
mutual funds.

® Managed futures often charge
high fees

PORTFOLIO
SOLUTIONS





