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Is Managed Futures the New Inflation
Hedge?
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Why a Dynamic Approach to Hedging
Inflation Risk Makes Sense Today

Legendary macro investor Stan Druckenmiller recently laid out a scenario where 4-5%
inflation in the near term is possible or maybe even probable. Fiscal stimulus, the
“biggest increase in pent up demand globally since the 1920s” and monetary stimulus
could converge to drive inflation far above consensus.

Given that Druckenmiller has astonishingly not had a down year since 1981, his warning
merits attention. Since he first laid out elements of his thesis last year, Treasury yields
have been marching upward, the 10 year inflation breakeven rate now is above 2%
(more than triple the low of last March), commodity prices have spiked and housing
prices are surging.

Needless to say, this could be a serious problem for investment portfolios. Stock prices
are supported by the expectation of indefinitely low rates: in the case of tech stocks in
particular, this makes earnings far in the future much more valuable today. But at even
more risk are bond portfolios, where a 3% rise in nominal rates could cause a 15% or
more drop in prices — mathematically painful when the expected return today is only a
few percent, at best.

The critical question is how advisors can “protect” their portfolios, both from a fixed
income and an equity perspective. The short answer: it's not easy. The default answers
are to buy gold, TIPS and real estate; all have merits, but none is a panacea. Some are
looking to Bitcoin, but crypto is untested and highly volatile. For more flexible investors,
however, a return of inflation has the potential to create opportunities: short positions in
Treasuries, tactically and strategically long positions in commodities, short positions in
the US dollar, and rotation into inflation-sensitive areas of the equity markets are just a
few areas of potential windfalls.

Which brings us to managed futures. Like a discretionary macro investor, managed
futures hedge funds have the potential to capitalize on these outcomes via their



flexibility. Managed futures strategies, simplistically, seek to identify trends and invest,
long or short, in futures contracts across rates, currency, equity and commaodity
markets. Walk into the offices of a managed futures hedge fund, and you mightfind
guants fine tuning models to try to understand which trends are the most stable, which
ones are reversing, how to scale risk, and when to rebalance. If gold has been rising,
they might ask the models, is it likely to continue? What about a downward trend in
Treasury prices driven by higher yields? Will emerging markets continue to outperform
developed markets?

For the asset allocator, managed futures as a strategy has two potential benefits: low or
no correlation to equities over time and “crisis alpha”. On the latter point, the claim to
fame for the strategy was strong positive performance during the two grueling bear
markets of the 2000s. During the first quarter of 2020, managed futures funds proved
nimble and preserved capital, but the drawdown was too short and sharp for the funds
to truly capitalize; we like to say that if April had looked like the first three weeks of
March, managed futures funds likely would have repeated the performance of the
2000s. In each of those scenarios, though, rates declined and funds benefited from
being long Treasuries. In the coming period, managed futures fund could just as easily
benefit from being short.

Despite these potential benefits, advisors who previously have been invested in
managed futures are justifiably frustrated. Over the five years through year-end 2020,
the SocGen CTA index of twenty leading managed futures hedge funds returned just
0.5%. However, those returns are after fees and costs that, we estimate, can exceed an
astronomical 5% per annum — a clear example of the heads-I-win-tails-you-lose hedge
fund fee structure. Further, the single manager risk inherent in these funds, can be, as
one allocator described to us, “soul destroying”: advisors often throw money at recent
outperformers only to find that those funds often are the worst performers in subsequent
periods. Hence, sky-high fees and single manager risk can overwhelm the
diversification benefits of most managed futures strategies.

We believe the solution to unlocking the value in managed futures strategies is to seek
to replicate the pre-fee returns of a diversified portfolio of managed futures funds, as
discussed here.

With any strategy, there always is a balance between evaluating the past and predicting
the future. No one has a crystal ball, which is why diversification is so important. Rather
than replace other inflation hedges, we believe managed futures can serve as another
valuable complement to an existing equity or bond allocation. Faced with headwinds in
traditional portfolios, we believe that diversification into strategies that potentially can
benefit during an inflationary environment is prudent.

Past performance does not guarantee future results. Index performance is not indicative of fund
performance. One cannot invest directly in an index.



