Addressing the Behavior in Finance
Seeking to Smooth Returns & Investor Emotions
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The Great Disconnect….

What Investors Hear:

• Don’t try to time the market.
• Diversification & ‘Buy and Hold’ works.
• Stick to the goal-based investment plan.
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The Great Disconnect….

But Research Suggests…

When market crises arise:
• Emotions dominate investor decisions
• They can’t hold on, sell at wrong time
In bull markets:
• Return-chasing behavior surfaces
• Mistime the market
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The Investor Side of the Problem: Emotions Drive Behavior

Loss Aversion
Fear of loss leads to
pulling out at worst time,
leads to “panic selling”

Investor Behavior
Dalbar QAID

Mental Accounting

Isolating results in one area
to justify decision in another
unrelated area

Herding

Media Response

Copying behavior of
others - even in the face
of unfavorable outcomes

Tendency to react to news
without reasonable and
thorough examination

Anchoring

Optimism

Focus on past paradigm,
not adapting to changes

Belief that good things
happen to me, and bad
things happen to others

False Diversification
Believing portfolio is
diversified, but assets are
actually highly correlated

Source: QAID, 2017, Dalbar, Inc., Shlomo Benartzi, Save More Tomorrow (2012), Richard Thaler, MisBehaving (2015)

Narrow Framing
Changing part of portfolio
without considering affects
on the total portfolio
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The Result: Disconnect Between Investor and Market Returns

Source: QAID, 2017, Dalbar, Inc.., Investment Company Institute. * Average equity investor, average bond investor and average asset allocation investor
performance results are calculated using data supplied by the Investment Company Institute. Investor returns are represented by the change in total mutual fund
assets after excluding sales, redemptions, and exchanges. This method of calculation captures realized and unrealized capital gains, dividends, interest, trading
costs, sales charges, expenses and any other costs. After calculating investor returns in dollar terms, two percentages are calculated for the period examined:
Total investors return rate and annualized investor return rate. Total return rate is determined by calculating the investor return dollars of the net of the sales,
redemptions and exchanges for each period.
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The Result: Disconnect Between Investor and Market Returns

Average Fund Investor Returns vs. Benchmarks
Investment
Period

Average
Equity Fund
Investor

Average Fixed
Income Fund
Investor

Average Asset
Allocation Fund
Investor

Inflation

S&P 500 Index

Bloomberg Barclays
Aggregate Bond
Index

20 Year

5.29%

0.44%

2.58%

2.15%

7.20%

4.60%

10 Year

4.88%

0.48%

2.52%

1.64%

8.50%

3.31%

5 Year

10.93%

-0.40%

5.41%

1.48%

15.79%

1.29%

3 Year

8.12%

-0.05%

3.85%

1.71%

11.41%

1.40%

12 Month

20.64%

1.52%

10.08%

2.11%

21.83%

2.31%

All returns above through 12/31/17. S&P Index performance based on price returns, not total return.
Source: Quantitative Analysis of Investor Behavior (QAID), 2018, page 6, DALBAR, Inc., www.dalbar.com
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The Result: Disconnect Between Investor and Market Returns

How do we help protect investors
from their emotional behavior?
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Research Suggests a Need to Address the Behavior in Finance

"No matter what the state of the mutual fund
industry, boom or bust, investment results are
more dependent on investor behavior than on
fund performance.
Mutual fund investors who hold on to their
investments have been more successful than
those who try to time the market.“
- Dalbar 23rd Annual Quantitative Analysis on Investor Behavior

Source: QAID, 2017, Dalbar, Inc.,
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The Industry Side of the Problem: Products not Solutions

What Investors are Sold:

• Products designed to ‘fit’ a trend or
style box
• Index funds, TDFs, and ETFs designed
to track, or even beat the market.
• Returns and Performance
• Lower Fees, Lower Costs
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Fiduciary Insanity?

What is the Industry Doing Differently?
Morningstar Category Average
TDF series 2000-2010
as of 12 / 31 / 2017

Morningstar Category Average
TDF series 2010-2020
as of 3%
12 / 31 / 2017

3%

7%

10%

45%

47%
40%

45%

Equity

Bond

Cash

Other

Equity

Source: Zephyr StyleADVISOR, Morningstar Target Date series 2000-2010 and series 2010-2020 category averages

Bond

Cash

Other
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The Industry Side of the Problem: Products not Solutions

What Do Many ‘Products’ Actually Deliver:

• A “lower cost” roller coaster ride
• More emphasis on ’beating the market’
• More Herding, Anchoring, Optimism
• More False Diversification
Don’t address Loss Aversion: Most Powerful Emotion
They need a better way to hold on… through ups/downs
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The Bumpy Market (Emotional) Ride is the Problem

So why not help them
smooth the ride?
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Limiting the Bumps - Less Downside (and Upside) Capture

Smoothing the Ride Works
Ending
Values

$2,051
$1,809

Return
Comparison

Starting
Value

13.37%

$1,500

NOTE – Returns based on S&P 500 Price Index, not the Total Return index.
Source: Crestmont Research, 2018, https://www.crestmontresearch.com/docs/Stock-Half-Half.pdf
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Limiting the Bumps - Hedge Market Risk / Reduce Tail Risk

Narrowing the Distribution of Returns
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Parametric Monthly Return Distribution Since July 1997

S&P 500
Source: Morningstar and Swan Global Investments

Objective
DRS
Select Distribution
Composite
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Help Investors Avoid Emotional Decisions by Smoothing Returns

Limiting the Bumps, Smoothing the Ride
Benefits Investors Before and After Retirement
Accumulation Phase: primary goal is to

invest and grow wealth for retirement (goal).
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Smoothing returns may help participants remain
invested and on track towards their goal.

Distribution Phase: primary goal shifts to
sustaining income throughout lifetime.
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Avoiding big losses is critical when withdrawing
from the account. Can’t run out of money.

For Advisor Use Only NOTE – the charts above are for illustration purposes, not a guarantee of future performance, and therefore should not
serve as the sole determining factor for making investment decisions.

16

Investment Philosophy – Addressing the Behavior in Finance

The Defined Risk Strategy
Equity markets tend to go up over time, so we
remain Always Invested.
 Low-cost ETFs for exposure to market
Large losses derail investors from their goals, so
we remain Always Hedged.
 Long-term put options to seek protection
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Investment Process – Built By an Investor, For Investors

The Defined Risk Strategy
1

Establish
Equities

2

Create
Hedge

Harvest Option
Premium

3

 Purchase exposure to asset class,
such as
 EAFE
 S&P 500
 EM
 Russell 2000

 Buy puts on the underlying
equity

 Seek to sell shorterterm options

 At or Near-the-Money

 No stock selection, No market timing

 Long-term – generally one
to two years, initially

 Market-neutral,
non-directional
trading strategies

 Invested at all times

2

1

1

2
The Process is
Transparent

Disciplined

Repeatable
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Investment Philosophy – Aligned with Investor Goals

“By actively seeking to not lose big,
we believe that investors will be
better off in the long run.”
- Randy Swan, CEO and Lead Portfolio Manager
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Disclosures
Swan Global Investments, LLC. is a SEC registered Investment Advisor that specializes in managing money using the proprietary Defined Risk Strategy (DRS). Please
note that registration of the Advisor does not imply a certain level of skill or training. Further information may be obtained by contacting the company directly at
970-382-8901 or www.swanglobalinvestments.com. Swan Global Investments, LLC, Swan Global Management, LLC, Swan Capital Management, LLC, and Swan Wealth
Advisors, LLC are affiliated entities. Sources: Swan Global Investments, Zephyr StyleADVISOR, and Morningstar; all information is provided “as is” without warranty of
any kind. Swan assumes no responsibility for typographical errors, inaccuracies or other errors which may occur.
This presentation is for information purposes only and does not constitute any investment advice or tax advice. 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. Economic factors, market conditions, and investment strategies
will affect the performance of any portfolio and there are no assurances that it will match or outperform any particular benchmark.
The Swan Defined Risk Strategy Select Composite demonstrates the performance of non-qualified assets managed by Swan Global Investments, LLC since inception.
It includes discretionary individual accounts whose account holders seek the upside potential of owning stock, and the desire to eliminate most of the risk associated
with owning stock. The Composite relies on LEAPS and other options to manage this risk. Individual accounts own S&P 500 exchange traded funds and LEAPS
associated with the exchange traded funds as well as multiple other option spreads that represent other indices that are widely traded. The Defined Risk Strategy was
designed to protect investors from substantial market declines, provide income in flat or choppy markets, and to benefit from market appreciation. Stock and
options are the primary components of the strategy.
The benchmarks used for the DRS Select Composite are the S&P 500 Index, which consists of approximately 500 large cap stocks, and a 60/40 blended composite,
weighted 60% in the aforementioned S&P 500 Index and 40% in the Barclays US Aggregate Bond Index. The 60/40 is rebalanced monthly. The Barclays US Aggregate
Bond Index is a broad-based flagship benchmark that measures the investment grade, US dollar-denominated, fixed-rate taxable bond market. The index includes
Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and non-agency). The
S&P 500 Index is often used as a proxy for the overall U.S. equity market. Indexes and other benchmarks used herein are generally unmanaged and have no fees or
expenses. An investment cannot be made directly in an index or some of these benchmarks. 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 and benchmarks may be of limited use.
Swan claims compliance with the Global Investment Performance Standards (GIPS®) and has prepared and presented this report in compliance with GIPS. Swan’s
compliance with GIPS has been independently verified for the periods July 1, 1997 through December 31, 2016. The Spaulding Group conducted Swan’s verification.
A copy of the verification report is available upon request. To receive copies of the report, please feel free to call (970) 382-8901 or email
operations@swanglobalinvestments.com. Verification assesses whether (1) the firm has complied with all the composite construction requirements of GIPS on a
firm-wide basis, and (2) the firm’s policies and procedures are designed to calculate and present performance in compliance with GIPS. Verification does not ensure
the accuracy of any specific composite presentation.

20

Disclosures
Swan offers and manages The Defined Risk Strategy (“DRS”) for its clients including individuals, institutions and other investment advisor firms. There are eight DRS
Composites offered: 1) The DRS Select Composite which includes non-qualified accounts; 2) The DRS IRA Composite which includes qualified accounts; 3) The DRS
Composite which combines the DRS Select and DRS IRA Composites; 4) The DRS Institutional Composite which includes high net-worth, non-qualified accounts
that utilize cash-settled, index-based options held at custodians that allow participation in Clearing Member Trade Agreement (CMTA) trades; 5) The Defined Risk
Fund Composite which includes mutual fund accounts invested in the S&P 500; 6) The DRS Emerging Markets Composite which includes mutual fund accounts
invested in emerging markets; 7) The DRS Foreign Developed Composite which includes all research and development account(s), and mutual fund accounts
invested in foreign developed markets; 8) The DRS U.S. Small Cap Composite which includes all research and development account(s), and mutual fund accounts
invested in U.S. small cap issues. Additional information regarding Swan’s policies and procedures for calculating and reporting performance returns is available
upon request.
Swan DRS performance results are presented in U.S. dollars and are net-of-actual-fees and trading expenses and reflect the reinvestment of dividends and capital
gains. Actual fees may vary based on, among other factors, account size and custodial relationship. No current or prospective client should assume future
performance of any specific investment strategy will be profitable or equal to past performance levels. All investment strategies have the potential for profit or loss.
Changes in investment strategies, contributions or withdrawals may cause the performance results of a client’s investment portfolio to differ materially from the
reported composite performance. Different types of investments involve varying degrees of risk and there can be no assurance that any specific investment will
either be suitable or profitable for a client’s investment portfolio. Historical performance results for market indices and/or categories generally do not reflect the
deduction of transaction and/or custodial charges or the deduction of an investment management fee, the incurrence of which would have the effect of decreasing
historical performance results. Swan uses options in the DRS. Options carry additional risks and are not suitable for all clients. Clients must read and understand the
current options risk disclosure documents prior to entering into any options or other derivatives transactions. Prior to implementing a call writing program or any
of the strategies described herein, a client should further discuss this investment process with other financial, legal and/or tax advisors. The options risk disclosure
document is located at: http://optionsclearing.com/about/publications/character-risks.jsp
The charts and graphs contained herein should not serve as the sole determining factor for making investment decisions. To the extent that you have any
questions regarding the applicability of any specific issue presented or discussed, you are encouraged to consult with Swan Global Investments. All information,
including that used to compile charts, is obtained from sources believed to be reliable, but Swan Global Investments does not guarantee its reliability.
229-SGI-060818
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