Diversifying your portfolio to weather market ‘down days’
October 2018 – Patrick Hodgens, Managing Director & Portfolio Manager
Investors received a timely reminder yesterday that equity markets do not always rise. For only the second time this year the
Australian equity market fell by more than 2% in a day, returning -2.7%. The only larger daily decline this year occurred on
February 6 when the market fell -3.2%.
During the week the market has fallen -5%, whilst the Firetrail Absolute Return Strategy has delivered positive returns of 1.2%,
outperforming the market by over +6%. When uncertainty and volatility begin to show themselves, adding a market neutral
strategy to your portfolio can be a good way to diversify your returns to weather a market downturn.
With markets at all-time highs, we believe now is the time to add an uncorrelated source of returns like the Firetrail Absolute
Return strategy to your investment portfolio.

The largest drawdowns over the past 20 years
Equity markets can be volatile. Despite being a great investment over the long term, there have been significant drawdowns as
highlighted in the chart below.
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The largest drawdown was the Global Financial Crisis (GFC) when the Australian market fell over 50%. These significant falls can
have a severe impact on your portfolio’s returns and can take a long time to recover from. The market took over five and a half
years to recover from the lows of the GFC.
The key question investors may be asking is how do I avoid these significant market drawdowns?
Some investors try to time the market and move between equities and cash. However, in over 30 years investing in equity
markets I am yet to come across an investor who can time the market with the accuracy and consistency required to add value.
One of the great investors of our time Peter Lynch sums market timing up wisely, “Far more money has been lost by investors
preparing for corrections, or trying to anticipate corrections, than has been lost in corrections.”

Diversifying your portfolio to weather market ‘down days’
Rather than trying to anticipate the next market downturn, a far more prudent approach is to mix in a portfolio of uncorrelated
assets that can weather different market environments. Adding alternative investments to a diversified portfolio is also a good
way to hedge your portfolio’s exposure to equities and provide an alternative source of returns.
In our experience managing market-neutral strategies, you can diversify your portfolio for the ‘down days’ by adding alternative
strategies to your portfolio that mitigate two key risks prevalent in equity market investing:
1.
2.

Market risk - Reducing your portfolios net market exposure to zero at all times ensures portfolio returns are not
affected by market movements
Macroeconomic risk - Reducing your exposure to unpredictable macroeconomic risks such as interest rate
movements, currency fluctuations or political decisions is key to reducing the volatility of your portfolio’s returns.
Whether and when the China/US trade war is resolved or predicting interest rate rises are binary bets that can either
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significantly amplify or reduce portfolio returns. In our view, you need to reduce your exposure to these key risks and
focus on investing in companies from a fundamental perspective, rather than unpredictable macroeconomic themes.

An alternative investment from Firetrail
The Firetrail Absolute Return Strategy is a market-neutral, alternative investment strategy that invests in Australian shares but
hedges its exposure to the underlying share market, with a portfolio of short positions that are equal to its long positions. It is
designed to deliver returns that are uncorrelated to, or independent from, movements in the underlying share market.
The portfolio has a history of delivering uncorrelated returns, particularly during market drawdowns. As the chart below
highlights, during the strategy’s full history, there have been 15 monthly market drawdowns shown in blue. Of these, the
strategy (in green) has only has two drawdowns where the market was also negative. It is a true alternative source of returns
uncorrelated to the underlying share market.
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Past Performance is not a reliable indicator of future returns
Source:*Composite returns using Macquarie Pure Alpha Fund returns. Pro-rata adjusted to apply to current management fee of 1.5% to the
performance history since July 2015. Combined with Firetrail Absolute Return Fund returns since inception on 14 March 2018. The Firetrail
Absolute Return Fund employs the same investment approach as was used by the same investment team that managed the Macquarie Pure
Alpha Fund until October 2017.

In a market that has fallen over -5% in a week, the Firetrail Absolute Return Strategy has delivered positive returns of +1.2%,
outperforming the market by over +6%. Over the past week we have benefited from a focus on fundamentals with long
positions in defensive companies Amcor Limited, Northern Star and Woolworths which have all outperformed relative to the
market. Importantly, the short portfolio has provided significant downside protection, delivering +0.3% of the total 1.2%
outperformance during the week.

Conclusion – Now is the time to diversify your portfolio
It can sometimes take a timely market correction to remind investors of the benefits of diversifying your portfolio. In particular,
if you are looking to hedge some of your equity market exposure risk, the Firetrail Absolute Return strategy is an alternative
investment strategy that stays truly market-neutral. Providing returns that are independent of the underlying share market and
reducing your portfolio’s exposure to unpredictable macroeconomic risk.
With markets at all-time highs, and uncertainty and volatility beginning to show, we believe now is the time to add an
uncorrelated source of returns like the Firetrail Absolute Return strategy to your investment portfolio.
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Firetrail Investments Pty Limited ABN 98 622 377 913 (‘Firetrail’), Corporate Authorised Representative (No. 1261372) of Pinnacle Investment
Management Limited ABN 66 109 659 109 AFSL 322140.
Any opinions or forecasts reflect the judgment and assumptions of Firetrail and its representatives on the basis of information at the date of
publication and may later change without notice. Any projections contained in this article are estimates only and may not be realised in the
future. The information is not intended as a securities recommendation or statement of opinion intended to influence a person or persons in
making a decision in relation to investment. This communication is for general information only. It has been prepared without taking account of
any person’s objectives, financial situation or needs. Any persons relying on this information should obtain professional advice relevant to their
particular circumstances, needs and investment objectives. Past performance is not a reliable indicator of future performance.
Interests in the Firetrail Absolute Return Fund (ARSN 624 135 879) and Firetrail Australian High Conviction Fund (ARSN 624 136 045) (‘Funds’) are
issued by Pinnacle Fund Services Limited ABN 29 082 494 362 AFSL 238371. Pinnacle Fund Services Limited is not licensed to provide financial
product advice. A copy of the most recent Product Disclosure Statement (‘PDS’) of the Funds can be located at www.firetrailinvest.com You
should consider the current PDS in its entirety and consult your financial adviser before making an investment decision.
Pinnacle Fund Services Limited and Firetrail believe the information contained in this communication is reliable, however its accuracy, reliability
or completeness is not guaranteed and persons relying on this information do so at their own risk. Subject to any liability which cannot be
excluded under the relevant laws, Firetrail and Pinnacle Fund Services Limited disclaim all liability to any person relying on the information
contained in this communication in respect of any loss or damage (including consequential loss or damage), however caused, which may be
suffered or arise directly or indirectly in respect of such information.
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