Low Probability + High Return Hedge
Strategy

In a prior blog post, | alluded to a new strategy that interests me. It's one that most
will probably not agree with, which makes me like it even more. Please understand
that what I'm about to write is not a recommendation for you, nor should it be
considered financial advice.

Ever since reading Nassim Taleb’s book “The Black Swan[*” back in 2011, I've been
intrigued by the concept of investing in what is known in sophisticated financial circles
as “tail risk.”

Tail risk is a form of portfolio risk that arises when the possibility that an
investment will move more than three standard deviations from the mean is
greater than what is shown by a normal distribution. - Investopedia

In theory, if stocks follow a normal distribution, moves of greater than three
standard deviations from the mean should only happen about 0.3% of the time - a
very rare event. However, studies have been shown that stocks do not follow a
normal distribution and that these low probability events happen more often than
expected. What'’s interesting is that these events are both low probability and also
high reward. | think a case can be made to profit from the “improbable” if one is
both willing to absorb the short term costs and has the mental strength to remain
disciplined for a long period of time where nothing but losses materialize (for years,
potentially).

| want to walk you through some charts below that illustrate how put options
behave when you have an explosion in volatility and rapid price decline - the same
characteristics that one would expect in any financial crisis. But before we analyze
the puts | want to set the stage by providing a clear picture (with charts) of the
recent explosion in volatility and extreme price decline we experienced during the
initial stages of the COVID-19 pandemic. To do so, I'm going to use SPY (ETF index
fund of S&P 500) and VIX (the instrument used to measure overall volatility).

SPY
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From the all-time high of $339.08 (peak - 2/19/20) to the low of $218.26 (trough
3/23/20), this ETF declined 35.6% in just over a month - one of the fastest price
declines on record. | think we can agree that this qualifies as a rapid decline in
price.
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You will notice that like bonds and interest rates, SPY and VIX have an inverse
relationship (when $hit hits the fan), in that when prices of SPY go up, the VIX
typically declines and vice versa. That looks like an explosion in volatility to me!

So, we have the elements needed to move into how put options that are cheap and
far out of the money (OTM) behave before, during, and after an explosion in
volatility. The key to this strategy is buying these puts when they are extremely
cheap. Depending on the length of any bull market it could become mentally
draining buying these options and losing money on them for long periods of time.
But as you are about to see, you don’t have to be right very often to recover the
cost of these puts, and moreover, to make a handsome profit.

In the next set of charts, we are going to look at three different sets of expiration
(when the puts expire) as well as three OTM strike prices: $200, $150, $100. I'm
going to walk through what the range from low to high was and what that would
mean in terms of risk to reward. I’'m not suggesting that you or | could capture the
entire move, but just to demonstrate how these perform in the context of a rapid
35% decline in the underlying and an explosion in volatility (north of 400% increase
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in VIX).

Note: for those unfamiliar with options, one option (contract) represents control of
100 shares of the underlying, therefore all the prices in the charts have a 100
multiplier in terms of translating the price of the contract into the cash value of the
option. For example, an option with a price of $0.50 is worth $50.

January 2021 Expiration

$100 Strike - $0.01 (low) to $5.45 (high), which for every $1,000 invested at the low
would translate to $545,000 (545X return).

$150 Strike - $0.14 (low) to $14.25 (high), which for every $1,000 invested at the
low would translate to $101,786 (102X return).

$200 Strike - $0.69 (low) to $29.04 (high), which for every $1,000 invested at the
low would translate to $42,087 (42X return).

March 2021 Expiration

$100 Strike - $0.06 (low) to $5.74 (high), which for every $1,000 invested at the low
would translate to $95,667 (96X return).

$150 Strike - $0.20 (low) to $14.66 (high), which for every $1,000 invested at the
low would translate to $73,300 (73X return).

$200 Strike - $0.92 (low) to $30 (high), which for every $1,000 invested at the low
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would translate to $32,609 (33X return).

June 2021 Expiration

$100 Strike - $0.11 (low) to $7.39 (high), which for every $1,000 invested at the low
would translate to $67,182 (67X return).

$150 Strike - $0.33 (low) to $14.50 (high), which for every $1,000 invested at the
low would translate to $43,939 (44X return).

$200 Strike - $1.27 (low) to $29.84 (high), which for every $1,000 invested at the
low would translate to $23,496 (23X return).

Conclusions

The tricky thing about buying options vs. selling them is that you have to be right in
direction, within a finite amount of time (dictated by the contract expiration date),
and in your assumptions around volatility (particularly on downside moves). I've
historically only been an option seller - selling cash-secured puts and selling
covered calls - for this very reason. And with this strategy that requires buying
options that are extremely out of the money you don’t actually have the full time to
expiration for your hedge strategy to work. For example, the same $100 strike put
with April 2020 expiration was only trading for $0.12 on March 23rd (the day the
lows in the market were set). This is because there wasn’t enough time or belief
that within another month that the market would be cut by more than half from an
already deep 35% decline off the lows.

So, it is a delicate balance of finding the cheapest out of the money option with the
right amount of time to expiration.

| personally chose to buy the $100 Strike options with January 2021 expiration. With
elevated volatility, there were plenty of opportunities to trade around the position (if
you're into that kind of thing). | did just that and | currently own 100 put contracts
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with a cost basis of negative $0.11 per option. At the start of this, | was willing to
risk between $5,000 to $10,000 per year on this particular trade as a hedge against
all my other investments (including the performance of my business). Therefore, |
never let my trade size exceed this amount of risk capital in terms of absolute cash
outlay for the hedge.

I’'m currently in the hedge for better than free, but time is not working for me. Once
the Q2 earnings season is over | will have to think about rolling this position out to a
further date. | originally started trading these options in late April after we had seen
a significant bounce in the market. In a perfect situation, | would have already
owned some of these prior to the Pandemic. In the future, | would ideally own this
type of hedge for a nickel or less (with a minimum of nine months to expiration or
as far out as | can stay within that price range).

Again, | don’t recommend anyone follow me into this. Instead, | just wanted to share
what | was doing and document my thought process. The risk is very minimal in
terms of our overall net worth and to me the small cost of the hedge is worth the
peace of mind to keep investing aggressively with the rest of our capital. It also
gives me peace of mind knowing that if/when we do have another crisis that could
impact my family’s livelihood (our investments and my business) that | have
something in place to help mitigate that.

- Gen Y Finance Guy

Gen Y Finance Guy

Hey, I’'m Dom - the man behind the cartoon. You'll notice that | sign off as "Gen Y
Finance Guy" on all my posts, due to the fact that | write this blog anonymously (at
least for now). | like to think of myself as the Chief Freedom Officer here of my little
corner of the internet. In the real world, I'm a 30-something former C-Suite
executive turned entrepreneur turned capital allocator. | am trying to humanize
finance by sharing my own journey to Financial Freedom. | believe in



total honesty and transparency. That is why before | ever started blogging, |
decided that | would share all of my own financial stats. | do this not to brag, but
instead to inspire motivate, and also to hold myself accountable. My goal is to be a
beacon of hope, motivation, and inspiration for you, the reader, by living life by
example and sharing it all here on the blog. My sincere hope is that you will be able
to learn from me - both from my successes and my failures! Read More
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