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Overview

The implementation of return stacking allows investors to solve some potentially pressing problems faced in portfolio construction. In this
guide, we explore four case studies that showcase some of the most utilized methods to introduce return stacking to a portfolio.

Introduction

While we hear from many advisors that are excited about the concept of return stacking, one of the first questions we are asked is: “how
should we put this into practice?”

In this guide, we will provide a few of our favorite examples on how to use return stacking in an investment portfolio. We have also written
a return stacking checklist and included it at the end of this report if you'd like to read about some of the considerations we make when
reviewing portfolios and recommending options.

Understanding Return Stacking and Portable Alpha
Investors that have been around for a while may be familiar with the concept of portable alpha. Return stacking shares similarities with

portable alpha, where investors seek to enhance portfolio efficiency by overlaying active strategies without altering their core asset
allocation.

Helpful definitions:

Return Stacking is an advanced portfolio management technique that allows investors to enhance their capital efficiency by layering
multiple investment strategies on top of a core portfolio. This approach involves integrating uncorrelated strategies to optimize returns
without altering the original asset allocation.

Portable Alpha is a concept closely related to return stacking. It involves separating alpha (active management returns) from beta (market

returns) to build more efficient and diversified portfolios. By overlaying uncorrelated alpha strategies on top of beta exposures, investors
aim to enhance returns while maintaining their desired core asset allocation.

The Building Blocks

To keep the guide relatively easy to follow, we will use a few generic asset classes and generic return stacking strategies. The asset classes
we will use are equities, fixed income, alternatives, and cash.

Figure 1: Generic Return Stacked Strategies

Equities Fixed Income Alternatives
Strategy 1 100% 100%
Strategy 2 100% 100%
Strategy 3 100% 100%

Source: Newfound Research. For illustrative purposes only.
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Case Study 1.

Free Up Cash Reserves in a Portfolio

In our first—and potentially most straightforward—case, we would simply like to free up cash in a portfolio without incurring cash drag.
Investors may want to do this for a variety of reasons, including managing withdrawals, fees, and capital calls. Often, we even hear about
advisors who are required to keep a certain amount of cash allocated by their compliance departments.

If we begin with a 60/40 equities/fixed income portfolio with the desire to add 5% to the portfolio, it makes sense to look to Strategy 1
(100% Equities / 100% Fixed Income) as an addition to our lineup. To accomplish this, we would sell 5% of our equities and 5% of our bonds
to add a 5% exposure to Strategy 1.

Since the 5% allocation to Strategy 1 provides us with 5% exposure to both stocks and bonds, our previous allocation is preserved, and
we now have 5% free to leave in cash.

Figure 2: Freeing Up Cash in a Portfolio — Portfolio Allocation
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Source: Newfound Research. For illustrative purposes only.

Figure 3: Freeing Up Cash in a Portfolio — Notional Allocation
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While stacking an “extra” 5% cash may seem appealing from a return perspective, we should note that Figure 3 is slightly misleading.
Although we have freed up 5% cash while maintaining our pre-existing 60/40 exposure, the extra 5% cash return would be in excess of the
prevailing borrowing rate.

Since the interest rate earned on cash and the embedded cost of leverage are similar, this means that the return profile of the Current
Portfolio and the Return Stacked Portfolio should be nearly identical. In other words, a capital efficient strategy, like Strategy 1, can
allow investors to hold more cash without necessarily incurring the penalty of cash drag on their portfolio. By utilizing capital-efficient
instruments—similar to techniques employed in portable alpha strategies - we maintain our portfolio’s exposure while freeing up cash. In
other words, a capital efficient strategy, like Strategy 1, can allow investors to hold more cash without necessarily incurring the penalty of
cash drag on their portfolio.

If you would like to learn more about this idea, we have written a deeper dive on this topic, available here.

Case Study 2:

Stacking Stock/Bond Exposure to a Conservative or Aggressive Portfolio

In many cases, investors may exist on the extremes of being a conservative or aggressive investor, with the extremely conservative investor
being entirely invested in fixed income, and the extremely aggressive investor being entirely invested in equities.

Both investors, however, are missing out on the potential diversification benefits between equities and fixed income.

It may be, then, that either of these two investors want to keep their existing asset allocations but include the other asset class on top to
improve the diversification of their portfolios. This approach echoes the principles of portable alpha, where investors overlay additional
exposures to achieve diversification without modifying their core holdings.

The conservative investor is subject to the large risk that their portfolio may not be able to keep up with inflation. By stacking equity
exposure on top, the portfolio can gain access to a growth asset without compromising the nominal safety of fixed income.

The aggressive investor, on the other hand, is entirely exposed to equity market risk (We refer the reader to \Why Not 100% Equities by Cliff
Asness at AQR for an in-depth article covering this use-case). By stacking fixed income on top of the equity portfolio, the investor has now
gained access to a potentially diversifying asset and introduced an additional source of return to their portfolio.

If we say that each investor wants to add 20% of the left-out asset class, then each investor would sell 20% of their existing portfolio and
replace the exposure with Strategy 1 (100% Equities / 100% Fixed Income).

More specifically:

- The conservative investor would sell 20% of their bonds to buy 20% of Strategy 1.

- The aggressive investor would sell 20% of their stocks to buy 20% of Strategy 1.



https://www.returnstacked.com/cash-drag-liquidity-needs-and-return-stacking/
https://www.aqr.com/Insights/Research/Journal-Article/Why-Not--Equities
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Figure 4: Adding Stock and Bond Diversification to a Portfolio — Portfolio Allocation
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Source: Newfound Research. For illustrative purposes only.

Figure 5: Adding Stock and Bond Diversification to a Portfolio — Notional Allocation
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Source: Newfound Research. For illustrative purposes only.

Case Study 3:
Including Alternative Assets
In this section, we show two sub-case studies with two different methods of including alternative or diversifying assets.

In many cases, an investor may want to add diversifying assets but is reluctant to sell down existing core exposures to do so. By implementing
return stacking techniques, we can include diversifying assets without sacrificing our existing exposures.

Alternatively, investors may already own difficult-to-hold alternatives they do not want to stack OR sell. In this case, they can use return
stacking techniques to “combine” their core exposures with alternative exposures in a single pre-packaged product, helping reduce the
behavioral pain of holding each separately.



https://www.returnstacked.com/tracking-error-return-stacking-versus-replacement/
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Case Study 3A:

Stacking Alternatives via Pre-Packaged Fund with Alternatives Exposure

One straightforward way to include certain alternatives is to utilize strategies that pre-package capital efficient alternatives on top of core
stock or bond exposures, such as Strategy 2 (100% Equities / 100% Alternatives), Strategy 3 (100% Fixed Income / 100% Alternatives), or
a combination thereof. These strategies embody the portable alpha concept by overlaying alternative investments onto beta exposures,
enhancing portfolio efficiency.

If a portfolio begins with a 60/40 equity/bond exposure and wants to add an additional 20% to alternatives, there are three options to
accomplish this:

1. Sell 20% stocks to purchase 20% of Strategy 2 (100% Equities / 100% Alternatives).
2. Sell 20% bonds to purchase 20% of Strategy 3 (100% Fixed Income / 100% Alternatives).
3. Sell 10% of stocks and 10% of bonds to purchase 10% in Strategy 2 and 10% in Strategy 3.

As we can see from Figure 7, in all cases the resulting asset allocations are all the same; however, the underlying strategies held in the
portfolio differ, as shown in Figure 6.

Figure 6: Adding Alternative Exposure Through Pre-Packaged Return Stack — Portfolio Allocation
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Figure 7: Adding Alternative Exposure Through Pre-Packaged Return Stack — Notional Allocation
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Case Study 3B:

Maintaining Existing (Non-Stacked) Alternative Exposures via Pre-Packaged Fund

In some cases, an investor may already hold a diversified strategic allocation—such as 50% equities / 30% bonds / 20% alternatives—
and have no desire to change this long-term mix. These investors may also wish to avoid using leverage in client portfolios. In this example,
the investor already owns alternative strategies that are similar in nature to those used in Strategy 2 (100% Equities / 100% Alternatives)
or Strategy 3 (100% Fixed Income / 100% Alternatives).

While alternatives can serve as valuable diversifiers—especially in prolonged equity and bond bear markets—they often create line-item
risk. This refers to the discomfort that can arise from holding strategies that may underperform for years before proving their worth.
Managed futures, for instance, have historically experienced extended periods of underperformance before delivering large gains in crisis
periods. For many investors, this creates behavioral challenges that can lead to premature selling at inopportune times.

Figure 8 exhibits how holding either stock or managed futures on their own may be more challenging behaviorally than holding both
stacked together (grey mountain chart). Replacing standalone exposures in favor of an allocation like Strategy 2 may go a long way in
increasing long-term adherence to diversifiers.

Figure 8: Standalone U.S. Equity and Managed Futures Versus Both in Combination
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Source: Bloomberg. U.S. Stocks is the S&P 500 Index (“SPX”). Returns for U.S. Stocks is gross of all fees. CTA Trend is the Société Générale
Trend Index (“NEIXCTAT"), an index designed to track the largest trend following commodity trading advisors (“CTAs”) in the managed
futures space net of underlying fees. U.S. Stocks + CTA Trend is 100% U.S. Stocks / 100% CTA Trend / -100% Bloomberg Short Treasury US
Total Return Index (“LDI2TRUUU"). You cannot invest in an index. Please see glossary at the end of this presentation for index definitions.
Returns are gross of taxes. Returns assume the reinvestment of all distributions. Past performance is not indicative of future results.
Period is 12/31/1999 through 12/31/2024. The starting date is chosen based upon the earliest date data is available for the underlying
indexes.

This case study explores how to maintain the original 50/30/20 allocation, but deliver the 20% alternative allocation inside a pre-
packaged, capital-efficient solution that rebalances between beta and alternative exposures automatically. This approach not only
removes the need to hold the alternative as a separate line item, but also smooths the behavioral experience.
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Implementation Options

We assume the investor wishes to maintain identical strategic exposures to their original 50/30/20 mix but avoid the behavioral challenges
of direct ownership experience of a standalone alternative fund. Two implementation approaches are possible:

1. Equity Swap-In (Strategy 2)

¢ Sell the standalone 20% alternative allocation.

e Reduce equity exposure by an additional 20%.

e Use the freed-up 20% to purchase Strategy 2 (100% Equities / 100% Alternatives).

e Resulting visible portfolio: 30% Equities / 30% Bonds / 20% Strategy 2 / 20% Cash.

e See-through allocation: 50% Equities / 30% Bonds / 20% Alternatives (unchanged from original).

1. Bond Swap-In (Strategy 3)

e Sell the standalone 20% alternative allocation.

e Reduce bond exposure by an additional 20%.

e Use the freed-up 20% to purchase Strategy 3 (100% Fixed Income / 100% Alternatives).

e Resulting visible portfolio: 50% Equities / 10% Bonds / 20% Strategy 3 / 20% Cash.

e See-through allocation: 50% Equities / 30% Bonds / 20% Alternatives (unchanged from original).

Figure 9: Maintaining Existing (Non-Stacked) Alternative Exposures - Portfolio Allocation (Option 1)
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Source: Newfound Research. For illustrative purposes only.

Figure 10: Maintaining Existing (Non-Stacked) Alternative Exposures - Notional Allocation (Option 1)
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Advantages of This Approach

¢ Automatic Rebalancing at Institutional Costs
The beta and alternative exposures are rebalanced internally by the pre-packaged fund, removing the operational burden from
the advisor or investor.

e Masking the Behavioral Pain
By embedding the alternative exposure inside a multi-asset vehicle, investors are less likely to focus on short-term alternative
underperformance, thereby improving behavioral adherence to the overall plan.

e Cash Management Flexibility
The freed-up 20% cash allocation can serve multiple purposes:

© Capture current cash yields.
© Provide “dry powder” for opportunistic investments.
© Extend duration to seek higher returns from the cash component if desired.
e Operational Simplicity
Eliminates the need to rebalance between alternatives and core exposures manually, reducing administrative complexity.

Behavioral and Operational Challenges of Owning Separately

Holding alternatives as standalone line items often comes with two challenges:

1. Behavioral — Alternatives can look like “losers” during multi-year equity bull markets or bond rallies, tempting investors to abandon
them before they pay off.

2. Operational — Separate rebalancing between beta and alternatives can be costly and time-consuming, and execution at retail
pricing may lag institutional efficiency.

By embedding alternatives in a capital-efficient structure such as Strategy 2 or Strategy 3, these issues are mitigated, allowing investors
to keep the exposure they need while reducing the pain of how it feels to own it.

Case Study 3C:

Freeing-Up Space To Stack Any Alternative (or Diversifying) Assets

In this case study, we use the term "alternatives” loosely. This freed-up space could be allocated to almost any additional asset class that
you could think of, such as alternative funds or real assets. This is very much a “choose your own adventure” style of return stacking. Similar
to portable alpha strategies, the investor could choose any combination of funds, asset classes, or styles to allocate to with the freed-up
capital (though, we would still recommend that these additions diversify the existing portfolio).

To accomplish this, using a 60/40 portfolio as a starting point with the desire to add 20% alternatives exposure, we could once again utilize
Strategy 1. By selling 20% equities and 20% bonds to buy 20% of Strategy 1(100% Equities / 100% Fixed Income), the portfolio now has
20% of available capital to allocate to alternatives, or whatever asset class the investor may desire.



https://www.returnstacked.com/excess-returns-through-a-structural-edge/
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Figure 11: Choose Your Own Adventure — Portfolio Allocation
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Figure 12: Choose Your Own Adventure — Notional Allocation
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Conclusion

Return stacking is a very powerful concept that has many potential applications in portfolio design. In this post, we have demonstrated
that return stacking may resolve three potential challenges for advisors. In each case, the current asset allocation remains intact and
does not materially affect the composition of the funds held within the portfolio. In essence, the return stacking strategies we've explored
not only preserve existing asset allocations but also embody the core principles of portable alpha, enhancing portfolio efficiency and
diversification.

While there are certainly many additional cases where return stacking can be a solution, the case studies highlighted in this article reflect
the most common concerns that we hear from advisors, with the most straightforward implementations.

Understanding the potential benefits of return stacking (and portable alpha) is one thing, but actually implementing
the idea in practice is another. But don’t worry, we're here to help.

All of us here at Return Stacked® Portfolio Solutions have, in .
one way or another, been exactly where you are. Return Stacking

We understand the struggle of trying to make room in a portfolio for

alternative diversifiers and alpha sources. “

That's why, back in 2017, we said that we thought the next frontier of 1005 L

ETFs was tools that created capital efficiency, allowing investors to I

solve the “funding” problem of diversification (i.e. you have to sell your /

core stocks and bonds to make room for alternatives).

Today, we're not only working to bring those tools to market, but also all
the support an investor might want or need to help educate themselves
on how to implement these ideas in practice.

How can return stacking impact your portfolio? Talk with our
Advisor Solutions team.

Schedule a Strategy Review



https://www.barrons.com/articles/whats-next-for-etfs-1510976833
https://www.barrons.com/articles/whats-next-for-etfs-1510976833
http://www.returnstackedetfs.com/
http://www.returnstacked.com/contact/
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Disclaimers

Newfound Research LLC (“Newfound”) is a Registered Investment Advisor. Advisory services are only offered to clients or prospective
clients where Newfound and its representatives are properly licensed or exempt from licensure. SEC registration does not constitute an
endorsement of the firm by the Commission, nor does it indicate that the advisor has attained a particular level of skill or ability. Be sure
to first consult with a qualified financial adviser and/or tax professional before implementing any strategy. This content is not intended to
provide investment, tax, or legal advice.

This content has been provided solely for informational purposes and does not constitute a current or past recommendation or an offer
or solicitation of an offer, or any advice or recommendation, to purchase any securities or other financial instruments, and may not be
construed as such. This content should not be considered as investment advice or a recommendation of any particular security, strategy
or investment product.

Certain information contained in this content constitutes “forward-looking statements,” which can be identified by the use of forward-
looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,” or “believe,” or the
negatives thereof or other variations or comparable terminology. Due to various risks and uncertainties, actual events or results or the actual
performance of an investment managed using any of the investment strategies or styles described in this video may differ materially from
those reflected in such forward-looking statements. The information in this content is made available on an “as is,” without representation
or warranty basis.
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The information set forth in this content has been obtained or derived from sources believed by Newfound to be reliable. However,
Newfound does not make any representation or warranty, express or implied, as to the information’s accuracy or completeness, nor does
Newfound recommend that the information serve as the basis of any investment decision.

There can be no assurance that any investment strategy or style will achieve any level of performance, and investment results may vary
substantially from year to year or even from month to month. An investor could lose all or substantially all of his or her investment. Both
the use of a single adviser and the focus on a single investment strategy could result in the lack of diversification and consequently, higher
risk. The information herein is not intended to provide, and should not be relied upon for, accounting, legal or tax advice or investment
recommendations. Any investment strategy and themes discussed herein may be unsuitable for investors depending on their specific
investment objectives and financial situation. You should consult your investment adviser, tax, legal, accounting or other advisors about
the matters discussed herein. This report represents an assessment of the market environment at specific points in time and is intended
neither to be a guarantee of future events nor as a primary basis for investment decisions. Past performance is not indicative of future
performance and investments in equity securities do present risk of loss.

The information included in this content reflects the different assumptions, views and analytical methods of Newfound as of the date of
this report. The views expressed reflect the current views as of the date hereof and neither the author nor Newfound undertakes to advise
you of any changes in the views expressed herein.




