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In Challenging Markets,
Systematic Global Macro Strategies
Could Hold Opportunity

s 2021 progresses, uncertainty about the global
A economy as well as capital markets, from stocks to

bonds, shows no sign of abating, even as the coro-
navirus vaccine rollouts build hope that the pandemic could
subside by the second half of the year. With major equity
indexes at or near historic highs and interest rates still near
historic lows, institutional investors continue to face myriad
hurdles in their efforts to reach their return targets.

One significant potential hurdle is inflation. Amid stay-at-
home orders and government stimuli over the past year, con-
sumers have built up cash reserves and pent-up demand, but
supply chains still haven’t recovered from pandemic-related
constraints. The deployment of that cash in a post-COVID-19
world could push inflation, which has been persistently low
for years, beyond a tipping point. In addition, central banks
eager to reenergize economies are expected to allow infla-
tion to run higher than they would otherwise.

Given that risk, bonds no longer serve as the reliable diversifi-
er or equity hedge that they once did, according to Philip Sea-
ger, head of quantitative investment solutions at the quantita-
tive asset management firm Capital Fund Management (CFM).

“Return expectations of bonds won’t look very good under
an inflationary regime,” Seager said. “That is unambiguously
the case if there's a surge in inflation premium.”

We think having a portfolio
with many different factors
across many different asset
classes is going to generate

better outcomes.

What’s more, the “anti-correlation” between stocks and
bonds, Seager said, is not likely to hold up in the current
environment, which means that institutional investors need
to look at other approaches not only for diversification, but
also for return enhancement and downside protection. Mac-
ro strategies, when executed properly, can provide genuine
diversification of stocks and bonds, he said.

Technological advances in machine learning and quantita-
tive techniques mean that systematic global macro, or SGM,
strategies may provide the protection that institutional inves-
tors have been seeking. As the availability of data across

every industry and sector of the economy grows, so too does
the potential for institutional investors to harness the power
of that data to hedge the downside risk of equity.

Leveraging its deep background in trend-following, CFM built its
SGM strategies with adapted trend-following characteristics to
enhance a portfolio’s diversification and provide that downside
hedge, which Seager said aligns with what pension fund plan
sponsors and other institutional investors are seeking.

“Invariably, pension funds or institutional investors are sitting
on big piles of equities and are trying to diversify away from
them, but it’s very difficult to do with traditional instruments,”
he said. “We are providing the diversifier of core macro strat-
egies and on top of that, we have a hedge component. And |
think that really suits institutional investors.”

REFINING AN EXISTING APPROACH WITH NEW TOOLS

Exploiting effects, or factors, in capital markets to capture
alpha is nothing new for CFM, which has been trading in
futures markets since 1991 and systematizing macro ideas
for the past 15 years, since it began researching the con-
version of discretionary ideas into trading systems and ex-
ploiting their potential to deliver positive returns. In recent
years, CFM has refined its approach, incorporating new
machine-learning tools and techniques to help analyze vast
amounts of data to build new strategies. It launched its SGM
strategy in November 2020.

According to Seager, now is the right time to employ SGM
strategies mainly because of advancements in technology
and growth in data. CFM’s directional, fundamentals-driven
SGM strategy uses traditional macro data inputs, such as
gross domestic product and inflation, but also constructs
growth and inflation proxies from other data sources. The
firm then isolates clusters of performance drivers to build
long-term models that trade liquid investments across global
futures markets. Finally, it applies a defensive layer to pro-
vide equity protection.

“Only algorithms are able to treat this vast amount of data,
make sense of it and build strategies with it,” Seager said.
“Algorithms are ubiquitous in everyday life. For example, they
are used in piloting an aircraft, medical procedures, apps,
and more. In investment, algorithms are used to absorb, treat
and analyze vast amounts of data to make investment deci-
sions. It is our belief that this trend will continue and that
algorithms will have an increasing advantage over discretion-
ary investors over time.”

He added that because of the growth and evolution of algo-
rithms beyond finance, investors have become more com-
fortable than ever with the type of financial engineering that
SGM employs.

“This macro approach is naturally easier to follow and to ex-
plain because you move away from the black box,” he said.
“There is an intuition behind it, and you can explain that.
So | think in that sense, it's easier to get across because
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there’s always a narrative for pension plans and institutional
investors to follow.”

DIVERSIFY AND HEDGE

The defensive layer is of particular interest to institutional in-
vestors who have struggled to use traditional investments and
assets as a hedge against their equity holdings. One common
approach they have used historically is option strategies. But
while options may offer protection, they can be expensive and
generate a significant negative drag on the portfolio.

“Diversification is one of our core beliefs. It’s inherent to our
philosophy,” Seager said. “And the more independent bets
you have, the better outcomes you can achieve. We think
having a portfolio with many different factors across many
different asset classes is going to generate better outcomes.”

That’s particularly true given the stage of the current market
cycle, and as the U.S. and other global economies potential-
ly enter a period of long-term inflation.

“Equities have been in a long-term rally since the global fi-
nancial crisis,” Seager said. “The long rise in performance
looks good in isolation, but [when] expanding the big picture
and looking over long histories, one sees that these rallies
are also accompanied by significant crashes [resulting in]
modest risk-adjusted returns.”

For that reason, the firm’s macro strategy takes a multi-asset
approach overlaid with downside protection.

“We have done a lot of research on enhancing the convex-
ity of trend-following so that we can tweak it to enhance
defensiveness without losing too much in terms of returns.
So when equities crash, we get something that accelerates
upward,” Seager said.

Recognizing SGM as a diversifier can also help institutional
investors understand how to fund the strategy. Funding may
come not only from bonds, but also from parts of the portfo-
lio that have an embedded or hidden equity risk premium, a
growing challenge in a global economy. Private equity, infra-
structure and real estate, for example, all have exposure to
equities embedded in them.

“Our strategies are easier to allocate to than others, since they're
naturally easier to follow and explain,” Seager said. “There is al-
ways a narrative, as this is the point of the approach.” B

sponsored by:

CEM

INSIGHT.DATA.CLARITY.

www.pionline.com/cfm_SGM strategies21

Any description or information involving investment process or allocations is provided for illustration purposes only. There can be no assurance that these statements are or will prove to be accurate or complete in any way. All figures are
unaudited. This article does not constitute an offer or solicitation to subscribe for any security or interest.

CONTENT
P&I SOLUTIONS
GROUP

This sponsored Investment Insights is published by the P&l Content Solutions Group, a division of Pensions & Investments. The content was not produced by the editors of Pensions & Investments
and www.pionline.com and does not represent the views of the publication or its parent company, Crain Communications Inc.



