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A Primer on Drawdown Mitigation Strategies
Many investors want the benefits of equity market exposure but are concerned with significant drawdowns. The
Long Gamma approach uses options to help protect equity portfolios while maintaining upside market
participation.
How can one mitigate drawdowns?
•

Reducing Equity Exposure: The simple choice is to reduce equity exposure; this results in a linear reduction in drawdowns. However, many
investors are required to stay invested in equities to meet return objectives which would not be possible without equity upside participation.

•

CTAs, Trend-Following, Alternatives, and Active Management: These strategies can help diversify portfolios but may not directly hedge or
protect for market shocks or drawdowns.

•

Low Volatility Equities: Also known as low beta stocks, these stocks typically do not fully participate in market rallies or market drawdowns.
Due to their rising popularity, these stocks are becoming crowded, potentially overvalued, and don’t protect for bear markets.

•

VIX derivatives: have increased in volumes but their direct application for institutional portfolios are limited, we wrote more on that here.

•

Buying Puts: Buying puts typically demonstrates poor long-term performance. We expand on this method in the sections below.

•

Lake Hill Long Gamma: Designed to reduce equity drawdowns by 50% while maintaining equity upside participation. Aims to outperform
industry benchmarks.

Illustrative Option Portfolio Payout Diagram

Which options should be purchased?

Multi Leg Structure

Exchange listed options can provide transparent
and liquid protection, with the S&P 500 options
being the largest and broadest market.

Profit

We can see from the payout diagram that puts can
provide a known payout. It is less clear if this will
help the portfolio. Is there a process to sell the
puts when they become valuable? If the exit is too
early, gains will be truncated. If markets rebound,
all gains could be lost. If delta hedging, what
frequency is the right one? We find that a multi
leg structure tends to be most efficient in
protecting the portfolio.

Purchased Put

Index Price

Drawdown mitigation is a useful tool, but the implementation is not straightforward
Many institutional investors want to protect their portfolio from large drawdowns. Unfortunately, in the long run, most forms of protection will
cost more than their long-term payout (we wrote more on this here). Insurance companies make a profit because premiums are typically
higher than what they are worth. Options, like insurance, also typically trade at a premium, this is known as the Volatility Risk Premium (VRP).
We can minimize the VRP by holding a diversified portfolio of options. However, there are over 10,000 option strikes and maturities available
on the S&P 500. We find that about 100 different contracts is enough to adequately diversify a portfolio. Other variables to consider is how
long to hold each option for, when to take profits and hedge, and when to roll exposures. There is an optimal process to constructing and
monetizing the portfolio.
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The Process: continually ensuring the portfolio is efficient by leveraging technology
Supply and demand dynamics in the options market causes options to diverge from theoretical values, creating an opportunity to buy
inexpensive options and sell expensive options. It is important to accurately determine the odds of option payoffs (we elaborate here). As
markets, volatility levels, transaction costs and premiums change, the book will generate new PnL, and new optimal positions. The diversified
portfolio of options, across differing maturities needs to be adjusted each day. We want to avoid pitfalls (we elaborate here). Many moving
parts need to be coordinated in real time, requiring automated technology.

Customizing for the desired outcome

We can see in the figure to the right, we reprice all options
within the portfolio given a market shock. The strategy return
can be tailored to have certain expectations. In this case,
returns are higher for larger equity market movements in
comparison to a more simplistic put buying strategy. In fact,
due to the “Long Gamma” construction, the strategy return
has an exponential relationship with market returns.
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We cannot predict the future, but we can forecast how the
portfolio will react to potential market movements. This
allows us to customize a portfolio around constraints to meet
desired outcomes, while solving for minimal cost.

Illustrative: Average Strategy Return for Equity Shocks
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Comparisons to the buy and hold strategies
The Lake Hill Long Gamma Strategy trades a combination of options and futures that is re-optimized and traded daily. Unlike a simple
implementation where positions are known in advance, this strategy has an evolving set of calls and puts that are dependent on the
opportunity. Lake Hill also developed a Customized Strategy that balances protection with increased upside participation. In comparison, the
CBOE published buy and hold option indices that provide some drawdown protection but with poor long-term performance.

Summary
Investing in equities can provide great returns. The key is to have a process in place to stay invested during the next downturn. Many will find it
difficult to do so when the inevitable bear market occurs. Implementing an appropriate options strategy with a disciplined process to stay
invested can be a useful tool to achieve superior long-term returns .

About Lake Hill: Lake Hill is focused on actively trading and providing liquidity in exchange-traded options and futures across broad-based
equity indices such as the S&P 500 and Russell 2000. For over a quarter of a century, our founders have been, and continue to be, on the
forefront of the derivatives industry. Formed in 2005, Lake Hill is a technology company and an asset manager with a flagship track record
initiated in 2010. Using Lake Hill’s proprietary technology, Strategies benefit from actively identifying undervalued options to purchase and
overvalued options to sell. firm’s position and offering are unique given the technological barriers to entry, vast capital requirements and
increased reliance on options and futures products.
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DISCLAIMER
NOT AN OFFER - CONFIDENTIAL – NOT FOR DISTRIBUTION
PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE PERFORMANCE.
This information is provided for your internal use only. The information contained herein is proprietary and confidential to Lake Hill Capital Management, LLC (the “Adviser”) and may not be
disclosed to third parties or duplicated or used for any purpose other than the purpose for which it has been provided. Although the information provided herein has been obtained from
sources which the Adviser believes to be reliable, we do not guarantee its accuracy, and such information may be incomplete or condensed. The information is subject to change without
notice. This communication is for information purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security or of any fund or account (the
“Account” or “Accounts”) the Adviser manages or offers. Since we furnish all information as part of a general information service and without regard to your particular circumstances, the
Adviser shall not be liable for any damages arising out of any inaccuracy in the information.
This document should not be the basis of an investment decision. An investment decision should be based on your customary and thorough due diligence procedures, which should include,
but not be limited to, a thorough review of all relevant term sheets and other offering documents as well as consultation with legal, tax and regulatory experts. Any person subscribing for an
investment must be able to bear the risks involved and must meet the particular Account’s suitability requirements. Some or all alternative investment programs may not be suitable for
certain investors. No assurance can be given that any Account will meet its investment objectives or avoid losses. A discussion of some, but not all, of the risks associated with investing in
the Account can be found in the Account’s investment management agreement, subscription agreement, limited partnership agreement, articles of association or other offering documents
as applicable (collectively the “Offering Documents”), among those risks, which we wish to call to your attention, are the following:
Future looking statements, performance data and strategy level performance reporting: The information in this report is NOT intended to contain or express exposure recommendations,
guidelines or limits applicable to an Account. The information in this report does not disclose or contemplate the hedging or exit strategies of the Account. While investors should
understand and consider risks associated with position concentrations when making an investment decision, this report is not intended to aid an investor in evaluating such risk. The terms
set forth in the Offering Documents are controlling in all respects should they conflict with any other term set forth in other marketing materials, and therefore, the Offering Documents must
be reviewed carefully before making an investment and periodically while an investment is maintained. Statements made in this release include forward-looking statements. These
statements, including those relating to future financial expectations, involve certain risks and uncertainties that could cause actual results to differ materially from those in the forward-looking
statements. Unless otherwise indicated, performance data is presented unaudited and “net” of fees and other expenses (i.e. legal and accounting and other expenses as disclosed in the
relevant Offering Documents”) and reflects the reinvestment of dividends, where applicable. Due to the format of data available for the time periods indicated, both gross and net returns
are difficult to calculate precisely. Accordingly, the calculations have been made based on in some cases limited available data and a number of assumptions. Because of these limitations,
the performance information should not be relied upon as a precise reporting of gross or net performance, but rather merely a general indication of past performance.
The performance information presented herein for the period June 2017 to present is for the period during which the Account has been managed by the Adviser as the Lake Hill Division of
Leucadia Asset Management.
The performance information presented herein include backtested results for the period prior to June 2017. The backtested results presented herein are the results of the retroactive
application of a model developed with the benefit of hindsight. They do not represent the results of actual trading using client assets and, as such, there are inherent limitations on the data
presented. The hypothetical results presented may differ from actual results due to factors, including but not limited to, material economic and market factors and should not be relied upon
as indicator of future results.
The performance information presented herein may have been generated during a period of extraordinary market volatility or relative stability in a particular sector. Accordingly, the
performance is not necessarily indicative of results that the Account may achieve in the future. In addition, the foregoing results may be based or shown on an annual basis, but results for
individual months or quarters within each year may have been more favorable or less favorable than the results for the entire period, as the case may be. If index information is included, it is
merely to show the general trend in the markets in the periods indicated and is not intended to imply that the portfolio was similar to the indices in either composition or element of risk. This
report may indicate that it contains hypothetical or actual performance of specific strategies employed by The Adviser, such strategies may comprise only a portion of any specific Account’s
portfolio, and, therefore, the reported strategy level performance may not correspond to the performance of any Account for the reported time period.
Investment Risks: Investing in the Account is speculative and involves varying degrees of risk, including substantial degrees of risk in some cases. The Account may be leveraged and may
engage in other speculative investment practices that may increase the risk of investment loss. Past results of the Account investment manager is not necessarily indicative of future
performance of the Account, and the Account’s performance may be volatile. The use of a single advisor could mean lack of diversification and, consequently, higher risk. The Account may
have varying liquidity provisions and limitations. There is no secondary market for investors’ interests in the Account and none is expected to develop.
Not Legal, Accounting or Regulatory Advice: This material is not intended to represent the rendering of accounting, tax, legal or regulatory advice. A change in the facts or circumstances of
any transaction could materially affect the accounting, tax, legal or regulatory treatment for that transaction. The ultimate responsibility for the decision on the appropriate application of
accounting, tax, legal and regulatory treatment rests with the investor and his or her accountants, tax and regulatory counsel. Potential investors should consult, and must rely on their own
professional tax, legal and investment advisors as to matters concerning the Account and their investments in the Account. Prospective investors should inform themselves as to: (1) the legal
requirements within their own jurisdictions for the purchase, holding or disposal of investments; (2) and applicable foreign exchange restrictions; and (3) any income and other taxes which
may apply to their purchase, holding and disposal of investments or payments in respect of the investments of the Account.
Futures, options and derivatives products inherently involve substantial leverage and also greatly increase the risk of loss. There is no additional portfolio leverage applied to generate the
returns.

520 Madison Avenue NY NY 10022 • info@lakehillgroup.com • lakehillgroup.com • 212-792-6672

