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In the midst of a bull market, investors tend to forget that markets can and do sell off. The longer markets go up, the more
surprised investors are when markets eventually go down. Swan Global Investments believes that it is essential to understand
and accept that market downturns are a natural part of investing.

No two sell-offs are exactly the same. Over the last twenty years we’ve seen the two largest bear markets since World War I
as well as numerous shorter, smaller corrections. While each is a unique event, there are three primary variables that we use to
differentiate the downturns.

1. The speed of the sell-off
2. The magnitude of the sell-off
3. The duration of the sell-off

Differences in these variables will determine how the DRS will perform, so understanding these elements and how they affect
the strategy’s performance is essential for managing expectations during the sell-off.

While there might be additional “X-factors” that would help or hinder the DRS during a sell-off, the speed, magnitude, and
duration of a downturn will be the primary drivers of the DRS’s performance. This post will look at how speed of a sell off
impacts the DRS’s performance and explain favorable and unfavorable scenarios in the strategy’s history.

Speed of the Sell-Off

One of the primary drivers of performance during downturns is the speed of the sell-off. Markets selling off by 10% in a single
trading session is an entirely different scenario from markets gradually selling off 10% over the span of a month or two. The
DRS typically performs better during gradual sell-offs rather than instantaneous drops in the market.

Speed and Short-Term Put Options

The impact of the speed of a downturn is primarily borne by the harvesting of option premium trades. The equity portion and
the hedge portion of the portfolios are little impacted by how quickly the markets sell off. If markets do sell-off quickly and Swan
is forced to close out the short put positions, it might be done under unfavorable pricing. Alternatively, if markets are slowly
“bleeding out” it gives Swan the time to make orderly exits from the short positions.

Moreover, the whole process of writing short-term options is based upon their rapid time decay as they get closer to expiration.
In a gradual market sell-off the short options are losing value over time anyway.

Favorable:
Gradual sell-off

Unfavorable:
Sudden sell-off

Source: Swan Global Investments; hypothetical representation
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In both cases, the elevated volatility levels that tend to follow a market sell-off usually make future premium collection trades
more profitable. This is discussed further when we talk about the duration of the sell-off. But during the initial point when markets
tip-over, a gradual sell-off is preferable to a sudden crash.

Favorable Scenario: Gradual Sell Off

In early 2016, markets gradually sold off over the first six weeks of the year as investors worried about a slowing global economy.
Markets bottomed on February 11th after losing 10.27%. In this case, it took over five weeks to officially become a correction.
During that stretch there wasn’t a single day where the market lost more than 2.5%. In this environment, the DRS performed
quite well, and was down roughly a third as much as the index.

Unfavorable Scenario: Rapid Sell Off

In late August 2015 markets sold off very violently. In the span of just one week, markets entered correction territory, losing
over 10%. August 18th and 19th were modest loss days, but over the next four trading days markets dropped like a stone. The
nadir of the sell-off was Monday, August 24th when the Dow dropped 1,000 points and the S&P 500 almost 100 points at
opening. Although the markets recovered nearly half of their initial losses by midday on August 24th, Swan’s strict adherence
to their risk-control rules forced the DRS to close out the short option position at a sizeable loss.

Despite this, the hedge component did well during this period in August. They started the correction slightly out-of-the-money,
but the hedge did perform its intended role as the markets sold off. Moreover, in subsequent months the DRS was able to
“claw back” some of its initial losses. This phenomenon is explored in the duration section.

The chart below provides a visual comparison of the early 2016 correction to the August 2015 sell-off.

Correction Comparison: August 2015 vs Jan-Feb 2016
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Chart 5. Source: Morningstar Direct, Bloomberg

! Notes to early 2016: The DRS also benefitted from the fact that it had just re-hedged the portfolio at the end of 2015, so its hedges went in-the-
money as soon as the markets opened up down in 2016.
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Managing Expectations during a Downturn

Many are on edge during market sell-offs and may sometimes have misguided expectations about their investments. Proper
expectations are one of the most important elements of an investment strategy and plan because it helps investors keep their
cool during heated market movements and help them avoid getting out too early.

Swan’s Defined Risk Strategy was designed so that elements of it could protect and potentially even profit during market
downturns. If markets never sold off, there would be no reason to hold the Defined Risk Strategy (DRS).

At the beginning of a market sell off, the DRS will likely participate in more of the initial downward move. But this characteristic
doesn’t necessarily apply to the performance of the DRS over an entire cycle. An investor might look at a week when the S&P
500 is down 5% and the DRS is down 4% and incorrectly assume that if the market goes down 50% that the DRS will lose
40%. The initial hit is usually the worst while follow up losses are less.

The DRS is constructed so that if the market does keep moving down, the DRS’s performance tends to level off. It catches less
and less of a downturn the longer and further the market falls.

In a subsequent post, we discuss the second factor, the magnitude of the sell-off.
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Important Notes and Disclosures:

Swan Global Investments, LLC is a SEC registered Investment Advisor that specializes in managing money using the proprietary
Defined Risk Strategy (“DRS”). SEC registration does not denote any special training or qualification conferred by the SEC. Swan
offers and manages the DRS for investors including individuals, institutions and other investment advisor firms. Any historical
numbers, awards and recognitions presented are based on the performance of a (GIPS®) composite, Swan’s DRS Select
Composite, which includes non-qualified discretionary accounts invested in since inception, July 1997, and are net of fees and
expenses. Swan claims compliance with the Global Investment Performance Standards (GIPS®).

All Swan products utilize the Defined Risk Strategy ("DRS"), but may vary by asset class, regulatory offering type, etc.
Accordingly, all Swan DRS product offerings will have different performance results due to offering differences and comparing
results among the Swan products and composites may be of limited use. All data used herein; including the statistical
information, verification and performance reports are available upon request. The S&P 500 Index is a market cap weighted
index of 500 widely held stocks often used as a proxy for the overall U.S. equity market. Indexes are unmanaged and have no
fees or expenses. An investment cannot be made directly in an index. Swan’s investments may consist of securities which vary
significantly from those in the benchmark indexes listed above and performance calculation methods may not be entirely
comparable. Accordingly, comparing results shown to those of such indexes may be of limited use. The adviser’s dependence
on its DRS process and judgments about the attractiveness, value and potential appreciation of particular ETFs and options in
which the adviser invests or writes may prove to be incorrect and may not produce the desired results. There is no guarantee
any investment or the DRS will meet its objectives. All investments involve the risk of potential investment losses as well as the
potential for investment gains. Prior performance is not a guarantee of future results and there can be no assurance, and
investors should not assume, that future performance will be comparable to past performance. All investment strategies have
the potential for profit or loss. Further information is available upon request by contacting the company directly at 970-382-
8901 or www.swanglobalinvestments.com. 308-SGI-072618
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