“Change the way you look at things and the things you look at change.”
— Wayne W. Dyer
Behavioral biases are common and widespread in the investing world. For instance, when we
hear “bonds,” the preconceived notion is they are generally safe investments. In this seemingly
endless period of low rates, investors are squeezing everything they can out of fixed income
and are reaching further out on the risk curve to generate higher yield. Despite the riskier
nature of these higher yielding investments, the fact that they are still bonds gives comfort and
security to investors. However, is this perceived security warranted?
Many times, investors will sacrifice credit quality, liquidity and diversification for a few extra
hundred basis points. Imagine not knowing any of these factors and having to choose between
two bond funds using their historical 15-year performance. Which is better?

Bond Fund 1

Bond Fund 2

Avg Annualized Return

5.9%

7.5%

Annualized Volatility

5.1%

4.0%

1.2

1.9

Worst Daily Return

-4.7%

-3.0%

Best Daily Return

2.3%

1.6%

Worst Drawdown

-30.3%

-15.1%

Sharpe (0% risk-free rate)

Based on the numbers, Bond Fund 2 is superior. A couple hundred extra basis points annually,
lower volatility and half the worst peak-to-trough drawdown of Bond Fund 1. What if Bond
Fund 2 returns are generated by selling option straddles on the S&P 500, delta-hedging them
every day all wrapped into a bond?
Some investors believe selling option straddles is dangerous because of the short volatility
exposure. This belief may lead them to switch their choice to Bond Fund 1, despite its inferior
performance. Investors can be biased to believe that all volatility or options exposures will
blow up with the one-hundred-year storms experienced in the market every five years. This
bias is extremely costly.
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Bond Fund 1 is the total return of the Vanguard High-Yield Corporate Bond Fund. Many
believe that a high-yield bond investment is safer than a strategy that sells index options and
delta-hedges every day. The perception of risk may far outweigh the actual risk. Selling straddles
can be risky when executed the wrong way. There is a significant difference between a naked
straddle versus a delta-hedged straddle.
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Figure 1: Cumulative simple returns on a fixed book size, including dividends and interest.
The High-Yield Corporate Bond Fund includes interest and distributions in the returns. The
Short Straddle Strategy sells an equal number of at-the-money calls and puts on the S&P 500
in a fixed notional size each month. The Short Straddle Strategy is delta-hedged each day
using S&P 500 futures. Bid-offer spreads and transaction costs have been included.

Is it surprising that the delta-neutral short straddle strategy dramatically outperforms over a 15year period? This outperformance is partially driven by the inflated perception of risk of trading
options. Fewer option liquidity providers are able and willing to inventory hedged options
positions. This creates a niche and opportunity to generate performance. Delta-hedging is
analogous to option replication, which we have written about in previous letters. 1
The misperception that a bond is safe or that options are risky can be a dangerous bias. It is
important to remember that bonds have optionality and convexity embedded within them.
Buying a bond is equivalent to selling a put on the assets of the company. In other words,
buying a bond is similar to an un-hedged short volatility strategy.
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http://lakehillgroup.com/files/Lake_Hill_Capital_Management_September_2012_blog.pdf

2

Depending on how you look at it, bonds may appear safer when in fact they can be much
riskier, and options may appear riskier when in fact they can be much safer.
It is important to note that both strategies are risky. We do not advocate systematically buying
or selling options or bonds. Neither strategy is guaranteed to be profitable. Simply calling
something a bond or an option does not automatically make it more or less risky.
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Important information regarding the information provided herein.
Not an offer and confidential. This communication is provided for your internal use only. The information contained herein is
proprietary and confidential to Lake Hill Capital Management LLC (“Lake Hill”) 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 any of the information provided has been obtained
from sources which Lake Hill 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 Lake Hill manages or offers. Since
we furnish all information as part of a general information service and without regard to your particular circumstances, Lake Hill 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, offering
documents, strategy descriptions as well as consolation with legal, tax and regulatory experts. Any person subscribing or considering an
investment must be able to bear the risks involved and must meet the suitability requirements of the particular fund (each a “Fund” and,
collectively, “Funds”) or account. Some or all alternative investment programs may not be suitable for certain investors. No assurance can
be given that any Fund or Strategy will meet its investment objectives or avoid losses, including a complete loss. A discussion of some, but
not all, of the risks associated with investing in the Funds or Strategies can be found in the private placement memoranda, subscription
agreement, limited partnership agreement, articles of association or other documents as applicable to the given Fund or Strategy
(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
communication is NOT intended to contain or express exposure recommendations, guidelines or limits applicable to a Fund or
Strategy. Investors should understand and consider risks when making an investment decision. This communication is not intended
to aid an investor in evaluating such risks. 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 communication 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 “net” of Management Fees and other Fund Expenses (i.e. legal, accounting and other
expenses as disclosed in the relevant Fund’s Private Offering Memorandum) and “net” of Performance Fees. Performance Data is
unaudited and subject to revision. Performance Data may be hypothetical, based on simulated or backtested data. 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. Accordingly, the performance is not necessarily indicative of results that the Funds or Strategies may achieve in
the future. 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 communication may
indicate that it contains hypothetical or actual performance of specific strategies employed by Lake Hill, such strategies may comprise
only a portion of any specific Fund’s portfolio, and therefore, the reported strategy level performance may not correspond to the
performance of any Fund for the reported time period.
 Investment Risks: The Funds and Strategies are speculative and involve varying degrees of risk, including substantial degrees of risk
in some cases. The Funds or Strategies may be leveraged and may engage in other speculative investment practices that may
increase the risk of investment loss. Past results of the Funds, Strategies and investment manager are not necessarily indicative of
future performance and performance may be volatile. The use of a single advisor could mean lack of diversification and,
consequently, higher risk. The Funds and Strategies may have varying liquidity provisions and limitations. There is no secondary
market for investors’ interests in any of the Funds or Strategies 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 client 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 Fund or
Strategies. Prospective Investors should inform themselves as to: (1) the legal requirements within their own jurisdictions for the
purchase, holding or disposal of Shares; (2) applicable foreign exchange restrictions; and (3) any income and other taxes which may
apply to their purchase, holding and disposal of Shares or payments in respect of the Shares of the Fund or Strategies.
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