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What Happens When Risk Takers Meet the Risk Averse?
Most people are risk averse. This natural tendency toward risk aversion creates a profit opportunity for
those who with long time horizons and capital discipline. Over time one can profit from the investment
decisions taken by those who are risk averse. This is not an arbitrage, nor a mispricing. It is simply an
opportunity to create value from risk transfer.
A Simple Example of Risk Transfer
One way of quantifying a person's risk aversion is by simply asking: How much would you be willing to
give up in order to trade a gamble for a sure thing? For example, if we flip a coin and had a 50% probability
of making $1.25 on heads and a 50% probability of making $0.75 on tails, (an expected payoff of $1.00),
what certain payment would you take today to walk away from this uncertain gamble? Would you take
$0.99, $0.95, $0.90? Let’s pretend a poll of a large group of investors showed that the average person
would accept a payment of $0.94 today and give up the uncertain coin flip. We now have a sense of the
aggregate risk aversion of the investor population.
In the coin flip, the expected return of this payoff is obviously $1.00. If we paid $0.94 to purchase the right
to flip the coin, constrained our bet size, and kept enough money in reserve to cover our losses, over
time we could generate positive expected returns with ever-shrinking standard deviation relative to the
mean.
Figure 1 shows one sample of a simulation of the cumulative profit and loss of this strategy over 100 coin
flips.

Figure 1
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This is not an arbitrage or guaranteed payout. The coin flipper’s risk-aversion becomes our statistical
reward. For each flip we buy, we expect to earn $0.06 (= 50% x $0.75 + 50% x $1.25 -$0.94). The variance
for one flip is 0.0625, The standard deviation is $0.25 (=√0.0625).
As we repeat the coin flip over and over, the standard deviation of our cumulative profit-and-loss shrinks
relative to our cumulative expected return. For a single coin flip, our standard deviation ($0.25) is 4 times
our expected earnings ($0.06). After 100 flips, the standard deviation shrinks to roughly 41% of our
expected cumulative earnings, and after 1000 flips the standard deviation is only 13% of our expected
earnings. Over time the expected gain becomes stronger relative to the variability with plenty of
drawdowns along the way.
Applying This to The Real World of Investing
The investing world does not have perfectly predictable odds like a coin flip. Nor can one repeat the coin
flip many times in a short period.
In the real worl, opportunities to profit from other people's desire to swap uncertainty for a surer thing
at a good price occur randomly over time. We can’t do thousands of trades all at once. However, we can
do thousands of trades over time.
That’s where the options market enters the picture. In the options market, there are thousands of
propositions presented in the form of different strike prices, maturities and types of listed options. The
S&P500 Index options market alone has around 10,000 different strike prices and maturities across calls
and puts at any given moment.
At Lake Hill we continuously observe what option investors are willing to do to increase, reduce, or
modify their risk. We don’t look at the option prices in isolation, but rather we calculate the difference
between the market price and what we perceive to be the fair value of options. This difference is called the
Variance Risk Premium (VRP). VRP is not an arbitrage or a mispricing, and it does not present a sure
payoff – it is the price of risk transfer.
Lake Hill’s business generates expected returns by identifying opportunities with enough VRP (positive or
negative) for us to take the other side of the trade. Basically, we try to buy the cheap options, sell the rich
ones, and hedge out the risks that aren’t worth taking. By taking the risk that other investors may not
want or cannot afford, Lake Hill expects to generate profits over time. By hedging and diversifying our
many bets, we reduce the variance of future earning to levels far lower than the variance of any individual
trade. The net result over time is a positive edge business with reduced variance. Although what we do
at Lake Hill is more complex, it is crudely analogous to the person who pays $0.94 in the coin flip example
earlier.
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Your Investment Time Horizon Matters a Lot
This is all nice, but plenty can go wrong even when you have a positive expected return strategy. Managing
capital is critical because drawdowns will happen and must be expected. Unfortunately, some investors
bail out of positive expected return investments when they experience a drawdown. They do this because
that don’t have the patience or the time to wait for the signal to separate from the noise.
Most investors would love to achieve the long-term track record of Warren Buffet or George Soros.
After the fact, we want Soros and Buffet, but could we really have handled the drawdowns?
Both Soros and Buffet had 30-year spans with average annual returns of over 30%. Nearly any sane person
would take these track records ex-post. However, both had annual Sharpe ratios less than 1.0. Both
experienced very high levels of volatility. Soros suffered some severe drawdowns, and his downside
variability was higher than his upside variability. Many Investors who look ex-ante at their drawdowns and
Sharpe ratios, today would pass. How can this be?
The inclination to forego a phenomenal investing strategy (e.g., Buffet or Soros) in favor of something less
risky and less profitable results primarily from a mismatch of investing time horizons.
To show why this happens we created two hypothetical investment strategies. The first strategy is the
High-Return/Negative-Skew Strategy. The second strategy is the High-Sharpe/Zero-Skew Strategy. Here
are their characteristics:

Figure 2
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The High-Risk strategy has a Sharpe of just under 1.0 and is also extremely negatively skewed due to the
higher occurrence of shock events. The High-Sharpe strategy has a 2.0 Sharpe and an annual expected
return of 6%.
Figure 3 shows the probability that the High-Risk Strategy outperforms the High-Sharpe Strategy over a
certain number of days. After 1-year, the probability that the High-Risk strategy has a higher return is
over 68%. After 4-years, 76%. After 10-years, 83%.

Figure 3
After 30 years (7560 days) - the length of the long-term track record of Buffet and Soros, the High-Risk
strategy has a 95% probability of outperforming the High-Sharpe strategy. Just as in our coin flip example,
the standard deviation of the strategy shrinks relative to the expected return.
It is perfectly understandable that some investors will choose to receive $0.94 instead of the long term
expected payout of $1. Some investors have shorter term horizons that require a steadier and lower
volatility return profile. For example, a corporate pension that is approaching fully funded status may
recognize that they can’t afford to endure a short-term drawdown. This creates an opportunity for longterm investors that is willing to transfer risk and pocket the additional $0.06 of expected payout.
University endowments, family offices, and life-insurance companies may have investment horizons that
span decades. These types of investors can take advantage of their ability to generate higher long-term
wealth by taking risks that shorter time horizon investors cannot or will not shoulder. If they have the
willingness to stick with a riskier strategy in the short-term and avoid heading for the exits during
drawdowns, they will be rewarded with higher expected returns and lower expected variability in the
long-term.
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Summary
•
•
•

•

•

Some investors are willing to trade risky outcomes for more certain outcomes. They are risk
averse.
Some risk averse behavior can adversely affect longer term wealth creation. There is opportunity
for the risk taker to profit from this tendency.
Averting or transferring risk can also be a perfectly rational thing to do, but just as with risk taking,
you must be disciplined in what choices you make so as to not transfer too much excess
opportunity to risk taking counterparties.
A successful risk taker must be diversified, have strong capital management, and patience.
Diversification means having many independent opportunities with positive expected value.
Capital management means correctly sizing your "bet". Patience means allowing enough time for
the expected profit to separate from the noise.
Misaligning your time-horizon and the time-horizon of an investment strategy can force poor
decisions and result in subpar performance. Investors with longer time horizons can take
advantage of opportunities created by shorter-term, more risk-averse investors.
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Past Performance is not indicative of future performance. Data is subject to revision without notice.
Important information regarding the information provided herein:
HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY INHERENT LIMITATIONS, SOME OF WHICH ARE DESCRIBED BELOW. NO
REPRESENTATION IS BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE
SHOWN. IN FACT, THERE ARE FREQUENTLY SHARP DIFFERENCES BETWEEN HYPOTHETICAL PERFORMANCE RESULTS AND THE
ACTUAL RESULTS SUBSEQUENTLY ACHIEVED BY ANY PARTICULAR TRADING PROGRAM. ONE OF THE LIMITATIONS OF
HYPOTHETICAL PERFORMANCE RESULTS IS THAT THEY ARE GENERALLY PREPARED WITH THE BENEFIT OF HINDSIGHT. IN
ADDITION, HYPOTHETICAL TRADING DOES NOT INVOLVE FINANCIAL RISK, AND NO HYPOTHETICAL TRADING RECORD CAN
COMPLETELY ACCOUNT FOR THE IMPACT OF FINANCIAL RISK IN ACTUAL TRADING. FOR EXAMPLE, THE ABILITY TO WITHSTAND
LOSSES OR ADHERE TO A PARTICULAR TRADING PROGRAM IN SPITE OF TRADING LOSSES ARE MATERIAL POINTS WHICH CAN
ALSO ADVERSELY AFFECT ACTUAL TRADING RESULTS. THERE ARE NUMEROUS OTHER FACTORS RELATED TO THE MARKETS IN
GENERAL OR TO THE IMPLEMENTATION OF ANY SPECIFIC TRADING PROGRAM WHICH CANNOT BE FULLY ACCOUNTED FOR IN
THE PREPARATION OF HYPOTHETICAL PERFORMANCE RESULTS AND ALL OF WHICH CAN ADVERSELY AFFECT ACTUAL TRADING
RESULTS.
FOR CUSTOMERS TRADING OPTIONS, THESE FUTURES AND FOREX CHARTS ARE PRESENTED FOR INFORMATIONAL PURPOSES
ONLY. THEY ARE INTENDED TO SHOW HOW INVESTING IN OPTIONS CAN DEPEND ON THE UNDERLYING FUTURES PRICES;
SPECIFICALLY, WHETHER OR NOT AN OPTION PURCHASER IS BUYING AN IN-THE-MONEY, AT-THEMONEY, OR OUT-OF-THEMONEY OPTION. FURTHERMORE, THE PURCHASER WILL BE ABLE TO DETERMINE WHETHER OR NOT TO EXERCISE HIS RIGHT
ON AN OPTION DEPENDING ON HOW THE OPTION’S STRIKE PRICE COMPARES TO THE UNDERLYING FUTURE’S PRICE. THE
FUTURES CHARTS ARE NOT INTENDED TO IMPLY THAT OPTION PRICES MOVE IN TANDEM WITH FUTURES PRICES. IN FACT,
OPTION PRICES MAY ONLY MOVE A FRACTION OF THE PRICE MOVE IN THE UNDERLYING FUTURES. IN SOME CASES, THE OPTION
MAY NOT MOVE AT ALL OR EVEN MOVE IN THE OPPOSITE DIRECTION OF THE UNDERLYING FUTURES CONTRACT.
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.
Risk Factors: Hedge funds and Managed Accounts have certain inherent risks associated with them, including but not limited to the following:
(i) the funds and managed accounts are speculative and involve varying degrees of risk, including substantial degrees of risk in some cases;
(ii) the funds and managed accounts may be leveraged and may engage in other speculative investment practices that may increase the risk
of investment loss; (iii) the funds' and managed accounts performance may be volatile; (iv) an investor could lose all or a substantial amount
of his or her investment; (v) the investment managers have total trading authority over the funds, the funds are dependent upon the services
of the investment managers, and the use of a single advisor could mean lack of diversification and, consequently, higher risk; (vi) the funds
may have varying liquidity provisions and limitations and there is no secondary market for investors' interests in any of the funds and none
is expected to develop; (vii) there are restrictions on transferring interests in the funds; (viii) the funds' fees and expenses may offset the
funds' trading and investment profits; (ix) the funds may not be required to provide periodic pricing or valuation information to investors with
respect to individual investments; (x) the funds are not subject to the same regulatory requirements as mutual funds; and (xi) the funds are
subject to conflicts of interest.
This document does not constitute an offer of any commodities, securities or investment advisory services. Any such offer may be made only
by means of a disclosure document or similar materials which contain a description of material terms and risks. This document, which has
been furnished on a confidential basis, is exclusively for the use of the person to whom it has been delivered, and it is not to be reproduced
or redistributed to any other person without the prior written consent of Lake Hill Capital Management LLC. This information is for use by
sophisticated or institutional investors only and should not be the basis of any investment decision. Additional information is available upon
request. This investment may not be suitable for all individuals. No investments or services mentioned or described herein are available to
“private customers” as defined by the UK Financial Conduct Authority or to anyone in Canada not a “Designated Institution.”

[6]

