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In a recent paper, “Designing a tail risk strategy”, we outlined our actively-managed approach
to tail protection. We emphasized a number of key concepts, including the importance of
implementation flexibility, opportunistically monetising hedges and actively choosing between

hedges at each point in time.

The recent market turmoil has provided an opportunity to test
this approach under extreme conditions, where correlations
have broken violently, several “safe-haven” assets have failed to
deliver adequate protection and liquidity risk has risen markedly.
Our active approach has worked well thus far and allowed us
to safeguard our client’s assets while maintaining exposure to
equities. In this note, we summarise how each component of our
hedging strategy has delivered during this volatile journey.

The table below repeats the eight hedging choices we had
previously identified as part of our armoury. At the far right, we
have added an additional column showing the portfolio level
return contribution from each component during the tumultuous
period from 31 January to 31 March. As can be seen, gains were
made primarily outside of government bonds and spread across
avariety of differentiated strategies.

This was a challenging period for hedging strategies as many
Buy-and-hold hedges did not work well, while many of those that
did work gave back a significant portion of their gains by month
end (Figure 1). For example, traditional safe-havens, such as the
Japanese yen (green line), government bonds (purple) and gold
(blue), each had their moments of failure. Even equity volatility
strategies, such as owning VIX futures (grey), would have
experienced large drawdowns by the end of March. In contrast,

our strategy (dark blue) was able to generate and hold onto very
strong gains, with minimal intra-period volatility. This required
access to a variety of trading instruments and styles, as well as
significant active management.

Figure 1: Cumulative Return from Tail Hedging Strategies?
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1 31January to 31 March 2020. Fulcrum Active Tail Hedging reflects the portfolio level contribution.
2 The attribution numbers are from the Fulcrum Diversified Absolute Return (DAR) US Mutual Fund (FARIX US Equity). UCITS versions of DAR, which have leverage and commodity

restrictions, were unable to deploy some of the strategies.
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Table 1: The Hedging Armoury

Hedging Choice Reliability Expected Return
Government Bonds Moderate Positive
Trend-Following Moderate Positive

Global Macro Moderate Positive

Equity & Fixed Income Volatility Strong Negative

FX & Commodity Volatility Moderate Positive

Equity Dispersion Moderate Positive
Precious Metals Moderate Positive
Safe-haven Currencies Moderate Neutral

Instruments Implementation Return Contribution
Swaps and futures Delta 1 & Options +0.4%
Swaps and futures Delta -0.4%
Swaps and futures Delta 1 & Options

Options Options +2.3%
Options Options +2.5%
Options and swaps Options +0.2%
Swaps Delta1 +2.4%
Forwards Delta1 & Options +1.4%

In order to understand the performance of our defensive
Strategy, it is helpful to examine the evolution of the underlying
return drivers over the period (Figure 2). As can be seen,
gains were enerated steadily from mid-February to late March
as exposures were rotated across asset classes in search of the
best defensive opportunities.

Figure 2: Attribution for Fulcrum’s Active Tail Hedging
Strategy*
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Wave 1: The initial equity sell-off in the second half of February
generated large gains in equity options. Equity protection
remained in place until late March but was actively managed to
minimise option time decay.

Wave 2: Late in February, the Japanese yen started appreciating
sharply, allowing for gains in several option structures that were
fully monetised by month end.

Wave 3: After a brief period of relative calm, volatility spread
into currency and commodity markets, generating large gains in
EUR, AUD, CNH, Brent and gold options. Most of these positions
were monetised by late March, though some remain.

Wave 4: After a period of increased correlations and indis-
criminate equity sell-offs, equity dispersion picked up and
allowed for gains in our dispersion strategy.

Wave 5: Given the anticipated deterioration in liquidity con-
ditions, precious metals exposures were liquidated. Low levels
of gold (put) volatility allowed for effective downside capture
of the temporary correlation break between safe-haven assets
and equities.

Wave 6: After the US Federal Reserve addressed the most acute
of the liquidity strains, the safe-haven status of government
bonds and precious metals was likely to return. This dynamic was
captured through our re-engagement in these assets.

Ultimately, in what was an incredibly challenging period, we
utilised the entire armoury of tail hedging strategies available to
ustodeliveravaluable source of returnsthatwas highly negatively
correlated with all other asset classes, including equities and
government bonds. Importantly, active management allowed for
this to be achieved without outsized riskand minimal drawdowns
relative to most buy-and-hold protection strategies (Figure 3).
We intend to continue using this active approach in what is likely
to be a challenging period ahead.

Figure 3: Maximum Drawdown of Different Tail Hedging
Strategies*
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Disclaimer

This content is provided for informational purposes and is directed at professional as defined in Directive 2011/61/EU (AIFMD) and Directive
2014/65/EU (MIFID I1) Annex Il Section | or Section Il or an investor with an equivalent status as defined by your local jurisdiction. Fulcrum Asset
ManagementLLP (“Fulcrum”) does not produce independent Investment Research and any content disseminated is not prepared in accordance with
legal requirements designed to promote the independence of investment research and as such should be deemed as marketing communications.
This document is also considered to be a minor non-monetary (‘MNMB’) benefit under Directive 2014/65/EU on Markets in Financial Instruments
Directive (‘MiFID II’) which transposed into UK domestic law under the Financial Services and Markets Act 2000 (as amended). Fulcrum defines
MNMBs as documentation relating to a financial instrument or an investment service which is generic in nature and may be simultaneously made
available to any investment firm wishing to receive it or to the general public. The following information may have been disseminated in conferences,
seminars and other training events on the benefits and features of a specific financial instrument or an investment service provided by Fulcrum.

Any views and opinions expressed are for informational and/or similarly educational purposes only and are a reflection of the author’s best
judgment, based upon information available at the time obtained from sources believed to be reliable and providing information in good faith,
but no responsibility is accepted for any errors or omissions. Charts and graphs provided herein are for illustrative purposes only. The information
contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Some of the
statements may be forward-looking statements or statements of future expectations based on the currently available information. Accordingly,
such statements are subject to risks and uncertainties. For example, factors such as the development of macroeconomic conditions, future market
conditions, unusual catastrophic loss events, changes in the capital markets and other circumstances may cause the actual events or results to
be materially different from those anticipated by such statements. In no case whatsoever will Fulcrum be liable to anyone for any decision made
or action taken in conjunction with the information and/or statements in this press release or for any related damages. Reproduction of this
material in whole or in part is strictly prohibited without prior written permission of Fulcrum Copyright © Fulcrum Asset Management LLP 2020.
All rights reserved.
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