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“Black Swan” Events Explained

Once we thought all the Swans 1n the World were white, until Australia was discovered.. ., then we realized that Black Swans existed.

A “Black Swan” in financial markets 1s an event that has not occurred 1n the past, thus rendering risk management models based on historic data

useless.

Such a risk model would assume that all Swans were White.
In this Video we will explore Porttolio hedges for Retail Traders and concentrate on the Long Only Portfolio choices tor Options Hedges.

Thus 1s because the vast majority of Retail Traders have a Long Bias to Financial Markets overall because they have pensions AND even within
their trading accounts, being Long 1s generally always tavoured as a directional bias due to unlimited returns.

This 1s one of the main reasons we teach Long / Short Portfolio Management in the PTM Video Series

Returns need to be risk adjusted. How much risk do you take to make the return that you achieve?
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“Black Swan” Events Explained
Is it better to have a 25% return with an annualized risk of 50% as a trader or 1s better to have a 15% return with 12% annualized risk?
Clearly 1t 1s better to have the latter..., why? ..., because you are achieving a higher return to the sk you are taking.

When we calculate returns we look at a trader’s portfolio and ask the question..., how much was the trader up or down 1n the last year?

When we calculate risk we look at what risk they took to achieve those returns?

We are looking at historical data and looking backwards.

When we look at a 10, 15 or 20 stock porttolio we look at the risk they are taking generally on a 3-6 month rolling annualized basis. So we are
looking at the level of risk they are taking now and for the last 3 or 6 months average and annualize it.




“Black Swan” Events Explained

If you are Long Only in Mega Caps and Large Caps (typical pension) you are one way. The Volatility of your Portfolio will be close to or at the

market level 1.e. the S&P500. If the market goes down you will lose money and if the market goes up you will make money.
In having a Long / Short mandate, the aim 1s to reduce the risk 1 your portfolio and get a higher return than the risk you take.

If the market falls, then Long Only Retail Traders (Pension fund holders) or Retail Traders with a large Long Bias in the Market will lose money
and likely get the market return in that year or worse. Long / Short Portfolios or Hedged Portfolios will outperform.

If you can predict every market fall, congratulations.. ., but we know that not to be true of anyone.

This 1s why learning Long / Short Portfolio management 1s so important. Yes you may “underperform” in some years in the Stock Market. But 1n
the times when the market falls, Long / Short Portfolios should always outperform Long Only Porttolio’s.

The Short side ot a Portfolio reduces the overall Volatility of returns in a Portfolio and Porttolio Hedges using Options have the same etfect.
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“Black Swan” Events Explained

Examples ot Financial Black Swans 1n our lifetime: 1987 crash (no-one to this day really knows why 1t happened), UK leaves ERM, Asian Debt
Cuists, 9/11, the 2008 Global Financial Crisis, Fukushima nuclear disaster, Algo Flash Crash.

Events that were non-Black Swans that are wrongly called Black Swan events: Brexit, European Sovereign debt crisis, the dot.com Bubble, 2016
US Election.

Binary events like Brexit or the US Election cannot be called Black Swans!

Black Swans by definition are events that nobody 1s talking about as a possible event that will crash the markets
The next Black Swan will be caused by what?

Please write this down. The next Black Swan will DEFINITELY be caused by.......
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Index Options'and Portfolio Hedges
Index Options as a Portfolio Hedge

Buying OTM Puts on the S&P500 Index ETF the SPY.

Let’s assume your Portfolio 1s Long Oanly (typical pension) and 1s broadly representative of the Index 1.e. you are Long a lot of Mega Cap and Large
Cap Stocks 1n your Portfolio.

You are essentially Long the Market and you have Market Risk, Sector Risk and Stock Risk 1n your Portfolio. It the Market goes up 20% 1n a year
you will likely make 15-25%. It it goes down by 20% 1n a year you will likely be down 20%-30%.

What % of your Porttolio would you pay each year to ensure that you can eliminate thus risk?
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Index Options as a Portfolio Hedge

Suppose 1n the last 7 months your $87K portfolio (marked on july 1% 2017) is now up 15% r.e. $100K

You are still Long Only and you are worried about a 10, 15, 20% fall 1n the Market because your portfolio 1s broadly representative of the S&P500

By going Long OTM SPY Puts (Long Dated) you can spend some of the performance in your portfolio made so far, reduce the Volatility of your
Portfolio and be Hedged against a Market fall.
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Index Options as a Portfolio Hedge
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Index Options as a Portfolio Hedge

Current SPY price (February 16™ 2018) = 273.11

96.5% of current SPY price = (273.11 X 0.965) = 263.55

June 29 2018 Put Contract current mud price approximately 6.85

To Hedge your Portfolio you buy 4X 264 Strike SPY Puts for 6.85
Notional $§ Exposure of Puts = 4 X 100 (Multiplier) X 264 = $105,600
Cost = 4X 100 X 6.85 = $2,740

It the market sells off by 3.5% or more before June 29t 2018 (5 Months away) your Puts will be In the Money

You start making money on the Puts when the Market goes below (264-6.85) = 257.15
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Index Options as a Portfolio Hedge

SPDR S&P 500 ETF (SPY)
NYSEArca - Nasdaq Real Tme Prios. Curency in USD
273.11 +0.08 (+0.03%

Al close: February 10 400PM EST
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Index Options as a Portfolio Hedge

{1- (257.15 / 273.11) X 100} = 5.84%

Now if the market collapses for whatever reason more than 5.84%, your Portfolio of Longs that will lose $X if the market sells oft will be erther

partially or fully otfset by the gains you make on the Puts position.

What happens if the Market sells otf by 20%?

SPY will now be (273.11 X 0.8) = 218.48

Your Puts will be roughly 14% In The Money or (264-6.85-218.48) X 400 = $15,468

So if the rest of your portfolio lost 15.5% the $ loss in the portfolio would be fully negated / hedged.

The reason why we show thus 1s that for the Retail Trader Mandate, Long Puts on single Stocks 1s Useful as 1s Long Puts for Portfolio Insurance.

Don’t mitiate these types of positions with the mntention to trade out of them should they start making $.
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Index Options as a Portfolio Hedge

It you make money from it treat it as a Bonus.

Also think of it in relative terms 1.e. against all other Long Only portfolios in the market.

When their porttolio value goes from $100K to $80K or even $70K 1.e. 20%-30% drawdown, yours goes to $95K-§100K or 5% to 0% drawdown.

It the market continued going up you would underperform them by a few percent each year, but you could do this for 5,7,10 years and all the time

your Portfolio would have significantly lower Volatility and therefore risk adjusted returns especially 1n the year you massively outperform.
It the market rallied 20% for the next year and you were up 17% because you bought downside protection who cares?
You are a more efficient mnvestor / trader. They took 20% risk to achieve 20% return and you likely took 10%-13% 11sk to achieve 17% return.

Also, 1f the market went down 20% you would be down 0%-5% while everyone else 1s down 20%-30%
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Call Overwriting as a Portfolio Hedge
Let’s say for example you calculate that your Long Only Portfolio 1s 35% weighted to FAANG Stocks (Facebook, Apple, Amazon, Nettlix, Google)

... and you are worried about the dispersion of tech Stock contribution to overall market performance and to your portfolio.

You decide to overwrite your entire $100K Porttolio by selling 5% OTM Call Options on the NASDAQ Index (QQQ ETF).
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Call Overwriting as a Portfolio Hedge
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Call Overwriting as a Portfolio Hedge

Current QQQ Price = $165.13

105% OTM is ($165.13 X 1.05) = 173.38

On Feb 16% 2018 the June 29% 174 Call Option is bid at $3.24 and offered at $3.50 — Let’s assume we get the mid price of $3.37
Against your $100K portfolio you sell 6X $174 Strike Calls at 3.37 for June 29" Expiry

Notional 6X 100 (multiplier) X $174 Strike = $104,400

Premium Collected = (6 X 100 X $3.37) = $2,022

You have collected $2,022 as “income” and you want the QQQ to settle at 174 or below by the close on June 29%.

If the 35% of your Portfolio in Tech Stocks goes lower it slightly helps to soften the blow.

However remember with the Covered Call Options Strategy on single Stocks, that the $ upside 1s limited to the Premmum you collect and your max
gain 10 $ 1s imited to the Strike of the Call Option you have written.

We have included it here as a “Usetul” Portfolio Hedge Strategy in the same way as 1t 1s for single Stocks
e
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Call Overwriting as a Portfolio Hedge

1.e. in the 4 scenarios;-

Hedge against Long Stock Position that 1s positive P/L and collect Premium.
Hedge against Long Stock Position that 1s Negative P/L and collect Premium.
Hedge against Long Stock Position 1n a Dividend paying Stock that 1s going ex-Dividend very soon and collect Premium.

Getting a “better” execution price on an intended Long Stock Position.

For Example not many Tech Stocks pay substantial Dividends but let’s say because you knew all the big weighted companies that pay big dividends

i the SPY are all going ex-Dividend in the next few weeks. You might write an SPY Call (neutral) and collect some 1ncome.

As a hedge though it 1s not as etfective as buying an outright Put or a Covered Call Collar because you get no protection on the downside if the

market does indeed fall.

In this example you collected $2,022 in premmum. If your Portfolio fell by more than 2% you would not be protected beyond that.

In Bear Markets, Volatility 1s higher across the Market and Selling Calls works better as a Hedging Strategy because you collect higher premmums

versus a Low Volatility Bull Market environment where premiums are lower.

In Bear Markets the short term rallies / short squeezes tend to be bigger 11 magnitude than the sell offs (bleeding), so there 1s usually an excessive
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Introduction to Put Spreads as a Portfolio Hedge
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Introduction to Put Spreads as a Portfolio Hedge

Description Hist Volatility Position
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Introduction to Put Spreads as a Portfolio Hedge

You would spend $6.85 on the 264 Strike Puts (Debit) and recerve $3.50 by selling the $244 Puts (Credit)

You would spend (6.85-3.50) X 400 = $1,340 instead of $2,740

The Maximum Profit on this trade 1s if the SPY Index ETF closes on the 29™ Jun at $244 1.e. the lower Strike Put
{264 — 244 - (6.85-3.50) X 400} = $6,660

The $ upside on the trade 1s $16.65 and the downside 1s $3.35 or 5X ..., or $16.65 / $3.35 = 5X

You bet on this Hedge $1,340 or 1.3% of your Portfolio instead of $2,740 or 2.74% of your porttolio to make a $6,660 or 6.66% Max Gain
This 1s very good risk / reward

You have cheapened your hedge by Selling the same amount of 10% OTM Puts whilst owning 3.5% OTM Puts for the same expiration.

In doing so you have cheapened your Hedge but you have capped your gains. It the market tell 20% 1n the time period, you would not be
protected beyond a drop below the $244 Strike.



Index Options and Portfolio Hedges
Introduction to Put Spreads as a Portfolio Hedge

So you could buy an outright Put and spend $2,740 and if the Market drops significantly in the time period, your $ upside 1s only limited by the fact
that the Market can only go to Zero.

It you thought that it couldn’t go down by more than 10% in that period and you wanted to get an etfective Hedge on with good Risk-Reward then

1t 1s likely that your Stocks will be down around 10% or $10,000..., you can get a Max Gain from a Put Spread with 5X the Reward $6,660 versus
what you Rusk ($1,340).

So if the Market did f2ll 10% your Stocks would probably be down 10%, your Put Spread would add 6.66% performance back to the porttolio and
you would likely be down overall 3.34%

Not bad 1f everyone else who has Long Only Porttolios 1s down 10-15%

You could go and buy 6X contracts instead of 4 and Sell 6X contracts instead of 4 and spend ($3.35 X 600) = $2,010 to make ($16.65 X 600) =

$9,990 and make sure you are as close to or bang on Fully Hedged for a 10% move down 1n the markets!

... you have still spent less than buying outright Puts! — This 1s what we mean by Marginal Benefit!



