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Getting Paid To Hedge Stock Market Risk
By Vineer Bhansali| Nov 19th, 2023
The following article was published here on forbes.com.

Wouldn’t we all like to get something for nothing? Have our cake and eat it too? Especially
when it comes to buying “insurance” on the stock market? As someone who specializes in the
esoteric field of “Tail Risk Hedging”, | am always asked by investors whether there is a cheaper
way to buy protection against the downside and crashes in the market, because the thought
of paying premium year after year -- which bites into returns -- is not always palatable.

“What’s attractive is that today, with stock markets at almost all-time
highs, the yield curve inverted, and so many other risks on the horizon,
it is possible to create an asymmetrical risk-reward without much out-

of-pocket costs at all.”

To get straight to the point, assume that the S&P 500 is the stock market we are interested in
hedging. As of this writing, the S&P 500 is at 4515 (Source: Bloomberg). If we price a one year
put option struck at this level (known as “at-the-money spot” strike), the price of hedging is
approximately 4.75%. If we buy this put option and wait for a year, and nothing happens, we
will obviously lose 4.75% in premium. A call option with the same strike costs about 8.25%. So
in this simple example, an investor who owns the S&P 500 index or similar stocks (e.g. by
holding an ETF like SPY or IVV) can sell the call option to earn 8.25% and spend part of that
money to buy the put option for 4.75% and net a positive “income” of 3.5%. If the market
ends up higher than 4515 in one year, the investor gives up all the upside on their stock
portfolio since the call option will end up in the money. If the market stays where it is, the
investor gets to keep the 3.5%. If the market falls, the investor is fully protected against any
decline in the market. So in this example the investor wins in two out of three situations, and
in one situation does not lose anything. Basically by giving up potential upside, the investor is
able to buy protection on the downside while earning a little bit on top.

There is no magic here. The reason that the call option costs so much more than the put
option today is simply because the forward price of the S&P 500, which is the main driver of
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the option price, is “implied” to be at 4679, which is roughly 3.5% higher than the current
price. And the reason for this is the relevant deposit rate of 5.25% for the year is much higher
than the “dividend” yield of 1.6% of the S&P 500 (the situation is even better for lower
dividend markets like the Nasdaqg 100).

Now some investors might be averse to sacrificing all the upside to buy downside protection.
So let’s change this to an investor who wants to keep a 10% upside. This investor sells a 10%
out-of-the-money call and uses the proceeds to purchase a put that is 10% out of the money
on the downside. Selling the call (strike around 4965) will generate, at today’s pricing levels, a
premium of about 2.85%. And buying the put (strike around 4060) will cost about 2.6%. So net
net the investor will take in 0.25%, and also have tilted the portfolio such that if the market
rallies he will participate up to 10%, but more importantly, if the market crashes, then any
losses beyond a 10% selloff will be made up one for one. Again, there is no free lunch here,
it’s simply a sacrifice of some of the upside potential to protect on the downside. What's
attractive is that today, with stock markets at almost all-time highs, the yield curve inverted,
and so many other risks on the horizon, it is possible to create an asymmetrical risk-reward
without much out-of-pocket costs at all.

In the chart below we show the ratio of the price of a 10% out of the money put and a 10% out
of the money call. When the ratio is lower than 1, the put costs less than the call, which is
where we are today (Source: LongTail Alpha, Optionmetrics). The last time this happened was
close to the 2008 financial crisis, and the time prior right around the tech meltdown/Nasdaq
bubble bust of 2000.
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Other investors might want to keep all of the upside and not want to sell any call options.
These investors will pay 2.6% for the 10% out-of-the-money put. If they wait and the market
rallies above its current level, they will lose all of the premium. But if the market falls more
than 10% of its current level, they will be protected. Due to the implied forward price of the
S&P 500 being so much higher than in recent history, this is relatively a very cheap level. For
reference, a further out of the money put, such as a 20% out-of-the-money put costs only
1.35%!

“There is never a free lunch, but when distortions across markets,
arise, it is good to pay attention and see if there is an opportunity to
generate some return or create more defense in the portfolio cheaply.
Today happens to be one of these times.”

Like we said above, there is no magic here. The reason we can achieve this outcome is as
always...a lack of communication. Here the communication mismatch is between the level of
short-term interest rates and the level of dividend yields. Over time, since the stock market
tends to be more risky than short-term interest rates, one should expect dividend yields to be
higher than the short-term interest rate. But today we are in a world where a good fraction of
the S&P 500 is made up of large capitalization growth stocks that don’t pay any dividends, and
are unlikely ever to. So buying these stocks is buying into the story of further gains in their
prices. If one believes that the magnificent seven stocks (Apple, Microsoft, Nvidia, Amazon,
Meta, Tesla and Alphabet) will keep going up, then they have to keep going up at a faster pace
than what is built into the forward price of these stocks. And as we discussed it above, the
forward price is basically the spot price inflated up by the difference between the interest rate
and the dividend yield.

This is a bit like fighting gravity. We know when carry is negative, the financial system does
not work very well. Today, the negative carry in owning large capitalization growth stocks is
very large. If one thinks of the cost of carry as paying a premium to own the growth, then the
right way to think about the growth stocks is that one is paying a premium to own these
stocks. And the premium is about 4% a year. The gravitational force has a tendency to pull
down those who fight it, hard.
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Putting this all together we can see that the stock market today has massive negative carry
which makes shorting (rather than owning it) the positive carry trade. Of course, nothing is
guaranteed, and perhaps the stock market rallies even more and overcomes the negative
carry embedded in its pricing. But given the incredibly low levels of volatility, one can create a
downside hedge while earning the carry.

Asymmetric risk-rewards are always a welcome thing in the investing business. There is never
a free lunch, but when distortions across markets (here between interest rates and dividend
yields), arise, it is good to pay attention and see if there is an opportunity to generate some
return or create more defense in the portfolio cheaply. Today happens to be one of these
times.
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Important Disclosures

Vineer Bhansali, Ph.D. is the Founder and Chief Investment Officer of LongTail Alpha, LLC, an SEC-registered
investment adviser and a CFTC-registered CTA and CPO. Any opinions or views expressed by Dr. Bhansali are
solely those of Dr. Bhansali and do not necessarily reflect the opinions or views of LongTail Alpha, LLC or any of
its affiliates (collectively, “LongTail Alpha”), or any other associated persons of LongTail Alpha. You should not
treat any opinion expressed by Dr. Bhansali as investment advice or as a recommendation to make an investment
in any particular investment strategy or investment product. Dr. Bhansali’s opinions and commentaries are based
upon information he considers credible, but which may not constitute research by LongTail Alpha. Dr. Bhansali
does not warrant the completeness or accuracy of the information upon which his opinions or commentaries are
based.

This publication is for illustrative and informational purposes only and does not represent an offer or solicitation
with respect to the purchase or sale of any particular security, strategy or investment product. Past performance
is not indicative of future results.

Different types of investments involve varying degrees of risk, including possible loss of the principal amount
invested. Therefore, it should not be assumed that future performance of any specific investment or investment
strategy, or any non-investment related content, will be profitable or prove successful. Nothing contained herein
is intended to predict the performance of any investment.
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