Managed Futures with Active Fixed Income
Since managed futures provide a return stream uncorrelated with equity markets,
they can be a good portfolio diversifier. Matt Osborne, CIO of Altegris and
portfolio manager of the Altegris Futures Evolution Strategy Fund, believes that
investors often neglect the potential of managed futures due to their volatility.
The fund aims to combine the best trend following and active fixed income
managers in a diversified portfolio with predictable volatility.
Would you provide an overview of Altegris and the Futures Evolution Strategy Fund?
Altegris is a boutique alternative investment specialist with a long legacy in managed futures. Altegris
was established in 2002, but our predecessor had been offering managed futures as managed accounts
since the 1990s. We are experienced in identifying the best managed futures manager for the specific
client needs and in bringing them to clients in a variety of different packages.
The Futures Evolution Strategy Fund came to market in November 2011, when the delivery of managed
futures in a mutual fund format was still relatively new.

What is unique about your fund?
To understand the unique features of the fund, it is important to understand the nature of the typical
managed futures fund, which would have 10% to 20% of its assets invested in futures contracts at any
time, because futures contracts are inherently leveraged. Prior to the existence of the mutual funds for
managed futures, or when managed futures was in a hedge fund format, it was common for a fund to have
up to 80% of its assets in liquid assets, essentially in cash.
Typically, that collateral was managed in Treasury bills or cash equivalents, with average yields of 300
basis points pre-crisis. However, in the post-crisis environment, we face zero interest rate policy and
environment, and that approach was no longer viable.
The genesis of the Futures Evolution Strategy fund was based on the idea of bringing together the best
trend following and the best active fixed income at the same fund. The evolutionary piece from our title
is essentially the active fixed income part. Our goal is to invest with an active fixed income manager who
could bring that additional 200 or 300 basis points per annum, which was previously common, through
active fixed income management.
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For the fixed income part, we reached out to Jeffrey Gundlach of DoubleLine to be our sub-adviser and we
are pleased that he agreed to be an exclusive partner for managed futures mutual funds.
For the trend-following part, we reached out to Winton Capital Management in London, whom we have
known since 1998. We paired them up with another trend following manager called ISAM, also located in
London, to round out the trend following piece of the portfolio.

How do you blend different managers in the portfolio?
The key differentiator is the actively managed fixed income allocation, but the fund is also unique on
the futures side. We identified Winton and ISAM independently as best of breed trend-following managers
and the key differences between the two are also the reason why they work so well together in a portfolio.

“The managed futures space has a fairly
high degree of dispersion between the best
performer and the worst performer. Often
you may need more than one managed
futures allocation to get the full benefits of
the strategy.”
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Winton is recognized in the industry for its research engine. It typically
has a long-term strategy, or a slower trend following approach, and a
stringent focus on risk management. Its constant volatility target leads to
a fairly predictable risk profile and to one of the best risk-adjusted return
profiles in the industry. Therefore, Winton plays a good defense role in the
context of managed futures.
In contrast, ISAM has a medium-term trend following approach. The
timeframe difference between Winton and ISAM impacts their market
allocations. While Winton allocates to financial markets about 75% to 80%
of its portfolio and only 20% to 25% in commodities, ISAM can allocate up
to 50% in commodity markets.
ISAM has an ultra-diversified portfolio, which can contain up to 200 different
markets, including some really small markets that many managers neglect.
ISAM approaches the futures markets on a daily basis with an appetite for
significantly higher level of volatility that Winton. If Winton typically targets
a volatility of 10%, ISAM is willing to accept up to 20% volatility, and that
makes it a good offensive player.
Combining the two represents a blend between the market leading defense
in managed futures with one of the best offenses. The combination of their
return streams, as well as our weight of their allocations, targets volatility of
about 12% for the Futures Evolution Strategy Fund.
Overall, this is a risk-managed portfolio and we adjust the allocations
between Winton and ISAM depending on a variety of factors.

What role does DoubleLine play in the portfolio?
DoubleLine is managed differently and independently from the
managed futures allocation. We have a close collaborative relationship with
the DoubleLine investment team. We form an internal view on interest rate
direction and duration risk, and we also assess our duration risk within the
managed futures component before deciding the DoubleLine allocation.
We have access to three different strategies at DoubleLine: core, low
duration, and opportunistic. The core strategy is a multi-strategy fixed
income with two to eight years of duration. The low duration is also a
multi strategy, but has zero to three years of duration. The opportunistic
strategy has no duration constraint and can invest anywhere, but is
focused on mortgage securities, which is DoubleLine’s core competency
over the years.
While we can invest 100% in the core and low-duration strategies,
our allocation at the opportunistic strategy is capped at 30% of our
DoubleLine allocation.
Right now we are invested 50% in low duration, 30% opportunistic, and
20% in the core strategy. That’s partially because we have a lot of duration
risk in managed futures through long positions in sovereign bonds and we
are comfortable having an emphasis on low duration in the DoubleLine
portfolio. We are looking for a steady income stream from the DoubleLine
portfolio; we are not looking to hit a home-run.
Overall, we look at both sides of the fixed income risk spectrum to determine
the DoubleLine allocation.
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Where does your manager selection process start?
We start with a high-level assessment of the investment environment.
We consider the problems and needs of clients and then we develop
investment themes around those needs. After creating that high-level
matrix, we run it through the three Altegris core competencies - manager
selection, product structuring, and portfolio management.
Our manager selection process begins with the research team, which
identifies potentially suitable managers for our platform, regardless
whether private or public. Then our investment committee evaluates the
investment thesis of the research team. If the investment committee greenlights the ideas, the research team goes through a complete investment
and operational due diligence process, which may take several months,
before a final decision is made.
Once a manager is approved by the investment committee, it is available
to the portfolio management team for multi- or single-manager solutions.
In the context of the Futures Evolution Strategy Fund, we were looking to
combine the best of trend-following with the best of active fixed income.

What are the key elements of the due diligence process?
The investment due diligence process is vigorous. It involves onsite visits, a deep dive into the manager’s philosophy, process, risk
management, portfolio construction, and trade execution. The operational
due diligence focuses on the valuation procedures, makes background
checks, reviews service providers, the administrative business systems
continuity, and the regulatory policies. Those two efforts result in a detailed
report for each case, which is submitted back to the investment committee
for final approval.
On a monthly basis, the investment committee reviews all of the underlying
approved managers. There is a continuous monitoring on the Altegris
platform by the research team, which involves at least a quarterly call
and evaluation of the performance drivers and sources of returns of the
managers.
We are continuously doing quantitative analysis about performance,
particularly peer-to-peer comparisons, as well as market expectations for
performance. The monitoring also follows any material changes, including
corporate events, changes in personnel, or service providers. Any red flags
are brought to the investment committee and a manager could be put on
a watch list.

Could you give some specific examples that would highlight
the process?
The years 2012 and 2013 were difficult for managed futures in
general and for this strategy. The contraction of global volatility affected
the ability for trend-following managers to find and participate in trends with
any degree of persistence.
In this difficult period, ISAM underwent a large-scale drawdown, which was
vigorously debated and evaluated by our investment committee. Despite
the problems, we determined that the drawdown was not uncommon when
compared to peers given their specific volatility target. As a result, we
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maintained high conviction in ISAM.
That turned out to be a good decision because in 2014 the ISAM strategy was up in excess of 60%.
Our patience and the discipline of our investment process paid off even though the manager was in
deep drawdown.

In terms of portfolio construction, how do you determine the allocations between the
managers?
We take both a top-down and a bottom-up view. The top-down view is an assessment of what the
trend-following market environment is, where the volatility levels and the intermarket correlations are.
If volatility is low and rising, while intermarket correlations are low, that would be a good time to
increase risk in trend following by adjusting the weight to the ISAM allocation.
In other words, when we want to be more aggressive on trend following, we would increase the allocation
to our offensive manager, ISAM, while in other times would be more defensive. The top-down assessment
targets an overall portfolio level volatility of 12%.
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We also have complete transparency of the underlying managers, so we perform aggregate position
level analysis to determine the total risk in the portfolio on any given day.
The bottom-up component focuses on the individual contribution from the managers. We aim Winton to
contribute 60% to 80% of the risk and ISAM to be responsible for 20% to 40% of the risk. That translates
into a dollar allocation of Winton in the 75% to 85% range and ISAM in the 15% to 25% range, because
ISAM is taking more risk on a daily basis.
We also examine the position of individual managers in their return cycles, because there is some
evidence of mean reverting return profiles between managers, especially managers with a correlation.
If the manager is at a period of underperforming the other, there is a tendency for that trend to move to the
other direction, and we take that factor into account for the relative weightings.

What would trigger a change in the managers that you work with?
This is a focused fund, so we don’t seek to add managers. Our investors are typically familiar with
both Winton and DoubleLine and we educate them on the less well-known manager ISAM. Since our
philosophy is to combine the best of active fixed income and trend following, we don’t foresee any changes,
given the quality of the managers we have chosen.
Nevertheless, we remain open to that prospect. If in extreme circumstances a change is needed, we
have worked with and know plenty of managers that could be approved. Again, we don’t expect such a
development in this particular fund, but we could make a change if necessary.
We want to remain true to the core philosophy of blending the best trend following with the best active fixed
income. If there is capacity limitation on behalf of one of the managers, we would rather close the fund
to keep the integrity of the strategy for investors rather than expanding the manager reach. That is how
strongly we feel about the mandate of the fund.
The current mix is ideally suited to handle market changes, such as a rising rate environment, for example.
When rates are rising and we minimize our exposure to duration risk, we can move to 100% low duration
in DoubleLine. If rates start to trend higher, the trend followers will begin to get short on fixed income
instruments by definition. A trending environment is arguably ideal, because a trend of higher rates is
something that these managers are able to capture.
Of course, in such a scenario, there is a potential for higher volatility. The decline in interest rates has been
a long-term trend, which managers have captured. In the event of an uptrend in interest rates, a flight to
quality will be in the opposite direction of the trend, thus creating more return volatility and requiring the
best managers to deal with it. By working with Winton and ISAM, whose track records go back to 1997 and
2001, respectively, we rely on the managers with the research and development capability to deal with a
high-volatility environment.
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What is your approach towards risk management?
The strategy of managed futures represents a return stream that is completely uncorrelated with the equity markets. Its long-term correlation with S&P
500 is zero. I believe that investors are typically underweight managed futures in their portfolio and do not take enough risk to access the diversification
benefit they can provide.
The main difficulty for advisers and investors is that managed futures can undergo long periods of sideways performance, as in 2011, 2012, and 2013,
when the index lost about 15%. Although the drawdown was not that steep, it was the length of the underperformance that was frustrating. Some investors
gave up on the strategy at exactly the wrong time, because in 2014 managed funds did phenomenally well.
When evaluating risk at a portfolio level, managed futures represent a great diversifier, but need to be professionally managed. Investors have to spend
time on their own due diligence, because the managed futures space has a fairly high degree of dispersion between the best performer and the worst
performer. Often you may need more than one managed futures allocation to get the full benefits of the strategy. In other words, there is risk in a singlemanager selection because of that high dispersion factor.
Forward looking, the portfolio risk will have even a greater impact, because of the prospect of low returns in fixed income. Over the next five years, I wouldn’t
expect the same historic returns from a 60/40 portfolio; it is almost a mathematical impossibility. So, investors should be looking for diversification and
managed futures is one of the few strategies that can go long and short in a huge variety of markets and provide that diversification benefit.

How do you manage risk at the portfolio level?
At the portfolio management level, we look at risk in terms of volatility and value at risk, or VaR. We track our VaR on a daily basis, aiming for
aggregate volatility of 11% to 13%. We have the tools to adjust our portfolio mix to either increase or decrease volatility by allocating between the managers,
depending on our view of the opportunity set and market correlations.
It is important to note that in managed futures, a volatility target of 12% means that you can have a losing period of 15% or even 20%, and investors should
be prepared for this. Historically, such periods are ideal time for adding to the strategy. I have often advised investors to allocate half of the amount they
have planned right away, and wait for a losing period to invest the other half.
Overall, investors need to be comfortable with managed futures returns, which can sometimes go sideways for a long period of time, and then make a lot
of money very quickly. To benefit from that trend, you need to be invested take a long-term strategic viewpoint, because the strategy of managed futures
cannot be tactically timed very effectively. T

The article: “Managed Futures with Active Fixed Income” is provided for informational purposes only and should not be construed as
investment, tax or legal advice of any kind, nor does it contain a recommendation to buy or sell any specific securities. Diversification does
not ensure profit or protect against loss in a positive or declining market. Past performance is not indicative of future results and there is no
guarantee that any investment will achieve its objective, generate profits, or avoid losses.
Potential investors should carefully consider the investment objectives, risks, charges and expenses of the Altegris Futures Evolution Strategy
Fund. This and other important information is contained in the Fund’s Prospectus and the Summary Prospectus, which can be obtained by
calling (888) 524-9441. Read the prospectus carefully before investing.
Funds are distributed by Northern Lights Distributors, LLC. Altegris Advisors and Northern Lights Distributors, LLC are not affiliated.
MUTUAL FUNDS INVOLVE RISK INCLUDING POSSIBLE LOSS OF PRINCIPAL.
The value of fixed income securities, including preferred stock, will typically fall when interest rates rise. Additionally, fixed income securities are subject to
credit risk, which refers to an issuer’s ability to make interest and principal payments when due, and risk of default. Asset or mortgage-backed securities are
subject to prepayment risk. Below investment grade and lower quality high yield or junk bonds present heightened credit risk, liquidity risk, and potential for
default. Investing in defaulted or distressed securities is considered speculative. REITs are subject to market, sector and interest rate risk.
Investing in commodity futures markets subjects the Fund to volatility as commodity futures prices are influenced by unfavorable weather, geologic and
environmental factors, regulatory changes and restrictions. Trading on foreign exchanges and foreign investments including exposure to foreign currencies,
involve risks not typically associated with U.S. investments, including fluctuations in foreign currency values, adverse social and economic developments,
less liquidity, greater volatility, less developed or inefficient trading markets, political instability and differing auditing and legal standards. These risks are
magnified in emerging markets.
The use of derivatives such as futures, swaps, structured notes, and options contracts expose the Fund to additional risks such as leverage risk, tracking
risk and counterparty default risk that it may not be subject to if it invested directly in the underlying securities. Although futures contracts are generally
liquid, under certain market conditions there may not always be a liquid secondary market. Option positions held may expire worthless and cause a loss.
Managed futures programs accessed by the Fund may be traded with additional notional funding. The use of leverage can increase share price volatility
and magnify gains or losses, as well as cause the Fund to incur additional expenses.
The Fund may engage in short selling and short position derivative activities which are considered speculative and involve significant financial risk. Short
positions profit from a decline in price so the Fund may incur a loss on a short position if the price increases. The potential for loss in shorting is unlimited.
Shorting may also result in higher transaction costs which reduce return.
Investing in commodities through a controlled foreign corporation Subsidiary involves taxation and regulatory risk. Where applicable, income received from
commodities-related investments will be passed through to the Fund as ordinary income, which may be taxed at less favorable rates than capital gains.
Changes in applicable foreign and domestic laws could result in the inability of the Fund and/or Subsidiary to operate.
Underlying Pools in which the Subsidiary invests will pay management fees, commissions, operating expenses and performance based fees to each
manager it retains. As a result, the cost of investing in the Fund may be higher than a mutual fund that invests directly in securities. There is no guarantee
that any of the trading strategies used by the managers retained will be successful. The adviser’s judgments about the investment expertise of each
manager accessed may prove to be inaccurate and may not produce the desired results.
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