Benchmarking Volatility, Trend
Following and Tail Risk Strategies:

A volatility and tail risk investment manager’s

perspective on what might be appropriate frameworks
within which to evaluate these strategies.



What makes an effective benchmark? 36 SOUTH

Unambiguous

Investable

Measurable

Appropriate

Reflective of current investment opinions

Specified in advance

Courtesy CFA Institute



What makes an effective benchmark? 36 SOUTH

Unambiguous

Investable

Measurable

Appropriate

Reflective of current investment opinions

Specified in advance

Courtesy CFA Institute



Most benchmarks exist to create a risk-
premia-return baseline upon which alpha
generation may be evaluated.



Equities Benchmarking



Monetizing equity risk premia...

2001 2002 2003 2004 2005 2008 2009 2010 2012 2013
NZSESOFG Index (New Zealand Exchange 50 Gross Index) Monthly 31JAN1990-30APR201 Copyright@ 2013 Bloomberg Finance L.P. 12-May-2013 10:04:2

When an investor monetizes the risk premia attached to equities, they receive
compensation for taking the risk as a combination of capital gains, dividends etc.

Good benchmarks reflect the cumulative build of an exposure to both.
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It Is not a straight line...

2001 2002 2003 2004 2005 2008 2009 2010 2012 2013
NZSESOFG Index (New Zealand Exchange 50 Gross Index) Monthly 31JAN1990-30APR201 Copyright@ 2013 Bloomberg Finance L.P. 12-May-2013 10:07:44

With the arrival of new information, a self-organized criticality phase, or both, the
risk premia adjust, sometimes dramatically. Sometimes, wider, sometimes,
narrower.



So what risk premia are volatility,
trend following and tail risk
strategies harvesting...?



There 1s some confusion...



What do these strategies do? 36 SOUTH

Most investment strategies are compromised of a range of methods used
to “harvest” risk premia across asset classes, geographies and investment
strategies (exotic risk premia).

The two things that volatility, trend-following and tail risk all have in
common?

They monetize the change in risk premia,
and the uncertainty around that change.
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Each tends to be combination of a
range of harvesting techniques...
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Let’s gets some clarity...
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The blue line is smoother but goes further.
The green line does not go as far...and is “noisier”.

Geometric Brownian Motion
26—

— Blue Line: p=1, 6=0.2
—Green Line: p=0.5, =0.5
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Source: http://en.wikipedia.org/wiki/Geometric_Brownian_motion
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Distribution of Monthly S&P 500 Index Returns from 1990
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Distribution of Detrended S&P 500 Index Level from 1990
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Same index, different-looking
distributions.

It is important to distinguish between:

The ‘tails’ in terms of price.
(drift-related)

The ‘tails’ in terms of change-in-price.
(volatility-related)

Source of charts: Bloomberg accessed on 12th
May 2013



Drift

dPt(wt)

The standard description of price dynamics in financial mathematics — the stochastic process.

15



Trends

dPt(wt)

The standard description of price dynamics in financial mathematics — the stochastic process.
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The blue line has lower volatility, but greater drift.
This could be a tail event also (in price terms).

Geometric Brownian Motion

— Blue Line: p=1, =0.2
—Green Line; p=0.5, 6=0.5
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Source: http://en.wikipedia.org/wiki/Geometric_Brownian_motion
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What differentiates these strategies?
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What differentiates these strategies? 36 SOUTH

Trend-following strategies (CTAS) monetize
the drift of markets, either that generated as
a result of risk-premia monetization (e.q.
equity bull markets), or changes in risk
premia (e.g. extended equity bear markets).
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What differentiates these strategies? 36 SOUTH

Volatility strategies monetize the

random (Brownian) process around

the markets’ indecision as to the

appropriate level of the risk premia,
and the uncertainty around that

randomicity.
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What differentiates these strategies? 36 SOUTH

Tail risk strategies, when
Implemented using options,
contain elements of both.
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What drives their performance?
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What drives the performance of these strategies? 36 SOUTH

Risk premia monetization — the trend
associated with capital gains.

23



What drives the performance of these strategies? 36 SOUTH

Changes in the risk premia —
directional moves outside the long
cycle drift expected of the risk
premia.

The market changes its view of the
long run expected return.
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What drives the performance of these strategies? 36 SOUTH

Indecision around the appropriate
level of risk premia e.g. should it be

5%, or 6%, or 4%"7

Market oscillations creating realized
volatility of the underlying.
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What drives the performance of these strategies? 36 SOUTH

Uncertainty around the change
pathway of risk premia.

e.g. Implied volatility
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36 SOUTH

Indecision + Uncertainty
Should the expected return be 5%, or 6%7?

Revenue falls to 50

New information — expected return at
current pricing is 2.5%. Market must
fall.

Expected return = 5%

Revenue forecast 100

Long run expected return is 5%.
Current expected return = 10%.
Market must rally to equilibrium.

Market falls to take it back to equilibrium
pricing of 5% long run expected return.
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36 SOUTH

Indecision + Uncertainty
Should the expected return be 5%, or 6%?

Revenue falls to 50

New information — expected return at
current pricing is 2.5%. Market must
fall.

Expected return = 5%

Revenue = 100

Long run expected return is 5%.
Current expected return = 10%.
Market must rally to equilibrium.

Market falls to take it back to equilibrium
pricing of 5% long run expected return.

Standard risk premia monetization, trend
following, and short volatility strategies do
well as the risk premium contracts.
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36 SOUTH

Indecision + Uncertainty
Should the expected return be 5%, or 6%?

Revenue falls to 50

New information — expected return at
current pricing is 2.5%. Market must
fall.

Expected return = 5%

Revenue = 100

Long run expected return is 5%.
Current expected return = 10%.
Market must rally to equilibrium.

Market falls to take it back to equilibrium
pricing of 5% long run expected return.

Short volatility strategies do well here but trend-
following and long volatility strategies don’t.
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36 SOUTH

Indecision + Uncertainty
Should the expected return be 5%, or 6%7?

Revenue falls to 50

New information — expected return at
current pricing is 2.5%. Market must
fall.

Expected return = 5%

Revenue = 100

Long run expected return is 5%.
Current expected return = 10%.
Market must rally to equilibrium.

Market falls to take it back to equilibrium
pricing of 5% long run expected return.

Long volatility strategies do well with the unexpected
Information. Long tail risk and trend-following strategies do well
If the move extends. Risk premia harvesting strategies suffer.
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The sensitivity of strategies to harvesting risk premia... 36 SOUTH

Short Trend-Following Short
Volatility (theoretical) Tail Risk

Risk premia
monetization

Change in risk
premia

Indecision
around risk
premia pricing

Uncertainty of
Indecision

Gap Risk

Normal markets

Big trends

Choppy markets

Increased
Implied Volatility

Sudden large
price changes

Positive

Negative

Negative

Negative

Negative
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The sensitivity of strategies to being short risk premia... 36 SOUTH

Risk premia
monetization

Change in risk
premia

Indecision
around risk
premia pricing

Uncertainty of
indecision

Gap Risk

“We call it...”

Normal markets

Big trends

Choppy markets

Increased
Implied Volatility

Sudden Large
Price Changes

Long
Volatility

Negative

Positive

Positive

Positive

Positive
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Trend-Following

Long
Tail Risk

Positive + Negative Negative

Negative

Positive

Negative

Negative

Positive

Positive

Positive

Positive



36 SOUTH

Recognize which side of the risk
premium distribution Is being
monetized...

Is the strategy long or short the risk
premium?
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Monetizing equity risk premia...

2001 2002 2003 2004 2005 2008 2009 2010 2012 2013
NZSESOFG Index (New Zealand Exchange 50 Gross Index) Monthly 31JAN1990-30APR201 Copyright@ 2013 Bloomberg Finance L.P. 12-May-2013 10:04:25

When an investor monetizes the risk premia attached to equities, they receive
compensation for taking the risk as a combination of capital gains, and dividends.

Good benchmarks reflect the cumulative build of an exposure to both.
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A strategy diversification to smooth out the
returns...but has a negative expected return...

993 1994 1995 19%6 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
HEDGDEDS Index (Dow Jones Credit Suisse Dedicated Short Bias Hedge Fund Index) Copyright€ 2013 Bloomberg Finance L.P. 12-May-2013 10:00:05

The Dow Jones Credit Suisse Dedicated Short Bias Hedge Fund Index. The
strategy is to maintain net short as opposed to pure short exposure. Short biased
managers take short positions in mostly equity and derivatives.
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So what should the benchmark be
for a volatility strategy...?
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36 SOUTH

If a short volatility strategy, it should
reflect the return generated from
harvesting both the market’s indecision
as to the appropriate level of arisk
premium, and the risk premium attached
to that indecision (implied volatility).
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Does a volatility risk premium exist?
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Performance of the CBOE put-write strategy since 1987...

1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
PUT Index (CBOE S&P 500 PutWrite Index) Copyright@ 2013 Bloomberg Finance L.P. 12-May-2013 11:22:09




The outperformance of the put-write strategy against the

36 SOUTH

S&P500 index indicates there is arisk premium to harvest.

Ratio of CBOE Put-Write Strategy Performance to S&P 500 Index

Data: CBOE, S&P, Bloomberg
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So a strategy based on taking a structurally-opposed
position would have a negative expected return?
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If a long volatility strategy, it should
reflect the cost generated from paying
the risk premium attached to volatility.
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It is pretty clear there is a negative expected return for S T
those strategies that are long the tails through
volatility exposures....

Performance of S&P500 strangle strategy using a six month
80%/120% strategy rolled monthly with 20% invested at each roll.
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Source of charts: Bloomberg accessed on 12" May 2013
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Benchmarking volatility, trend-following
and tail risk strategies requires the
creation of style benchmarks.
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It Is Important to understand which
components of the strategy are long or
short the underlying risk premia.
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36 SOUTH

The style benchmarks will be a composite of easily
replicated strategies that replicate the payoff of each
of the drivers of returns across these strategies.

These are:
Structural Expected Return (Drift)
Trend Magnitude (Change in Drift slope)

Realized Volatility (Indecision)
Implied Volatility (Uncertainty of Uncertainty)
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TAIL RISK HEDGING: THEORY & PRACTICE

“Benchmarking Volatility, Trend Following
and Tail Risk Strategies”

Risk Books/Incisive Media
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Regulatory Information 36 SOUTH

36 South Capital Advisors LLP, which is authorised and regulated by the Financial Conduct Authority ('FCA'), has issued this document for access by Professional
Clients in the UK only and no other person should rely upon the information contained within it.

This document is for discussion purposes only and is not an advertisement and does not constitute an offer to sell or a solicitation of an offer to buy shares in
any fund. This document has been provided to you in a private and confidential manner and may not be reproduced or disseminated to third parties without
36 South Capital Advisors LLP 's prior written consent.

This document concerns certain investment strategies and does not purport to disclose details about any particular existing funds. This document is
accordingly provided for informational purposes only and does not constitute investment advice. This document does not give exhaustive details about the
parties, structures or investment processes. The information herein is not intended to provide, and should not be relied upon for, accounting, legal or tax advice

or investment recommendations. Please consult independent tax, legal, accounting or other advisors in the course of assessing any strategies mentioned in this
document.

Restricted Investors

This document is not, and under no circumstances is to be construed as, an advertisement, or any other step in furtherance of a public offering of shares in the
United States or Canada. This document is not aimed at persons who are resident in the United States, Canada or any province or territory thereof, where the
Companies are not authorised or registered for distribution and where no prospectus for the Companies has been filed with any securities commission or
regulatory authority. The Companies may not be acquired or owned by, or acquired with the assets of, an ERISA Plan.

Risk Warnings

Shares in the Companies may or may not be suitable for all investors. 36 South Capital Advisors LLP does not guarantee the performance of the shares or funds.
The price of the investments (which may trade in limited markets) may go up or down and the investor may not get back the amount invested. Your income is
not fixed and may fluctuate. Past performance is not a reliable indicator of future results. The value of the investment involving exposure to foreign currencies
can be affected by exchange rate movements. We remind you that the levels and bases of, and reliefs from, taxation can change. Further, 36 South Capital
Advisors LLP and/or its affiliated companies and/or their employees from time to time may hold shares or holdings in the underlying shares of, or options on,
any security included in this document and may as principal or agent buy or sell securities.

© 2012 36 South Capital Advisors LLP. Registered Company No. 477881. All rights reserved.
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