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Approaches to tail risk management

‘ Tail Risk Management Approaches ‘

/\

Diversification : :
Strategies Hedging Strategies
' — ] —
Traditi I . . ' [

:? t' 'Oina Direct Indirect Vel R.'Sk
strategies Hedging
- US treasuries Hedges Hedges
- Gold Funds
Low vol.atility N - Equity puts . VOlati”ty Asset
(defensive) equities - Put spreads derivatives management
Managed futures - CDS solutions
and certain other
hedge fund
strategies
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Key investor considerations

Portfolio Rationale

Effectiveness
(as atail hedge)

Cost of carry

and / or

Opportunity cost
(relative to equities)
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Governance and
Implementation Factors

Complexity

Peer practices

‘ Transparency ‘

Counterparty risk /
Liquidity

Implementation,
monitoring, benchmarking,
etc.
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Comparison of tail risk management approaches

Opportunity
Approach Effectiveness Cost of Carry Cost Complexity  Transparency

Diversification

Strategies
Cash / T-Bills Low / [ Very high
moderate
US Treasuries Moderate [ High
Gold Low / depends [ Very high
Low volatility equities [ Low
Managed futures Depends Moderate Moderate Moderate Moderate

Hedging Strategies

Simple put options Excellent High Low Low

Put spread collar Moderate Nil / low Low / Moderate
moderate
Indirect hedging strategies Good Moderate / Low High
high

Tail risk hedging funds Very good Low / Low High Low /
moderate moderate

Moderate
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Client experiences
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Common client (and consultant) perspectives on tail risk hedging

1. Unconventional /

unfamiliar

2. Not for long-term

investors

3. Too expensive ‘
4. Volatility risk premium ‘
5. Strategic or tactical? ‘
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“Paying for insurance?”, peer practices,
derivatives (VIX, CDS)

“Equity markets eventually recover”,
“Our SAA is established accordingly”,
“The ERP is partly a payment for taking on tail
risk”

Cost of simple put options, cost of carry
generally, tail risk hedging fund fees

“Long-term investors should be natural
sellers of tail risk insurance!”

Strategic (too expensive / “Why not just de-
risk?”’); Tactical (“I’'m skeptical about timing
skill”)
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Important Notices

References to Mercer shall be construed to include Mercer LLC and/or its associated companies.
© 2015 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was
provided by Mercer. Its content may not be modified, sold or otherwise provided, in whole or in part, to any other person or entity,
without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without
notice. They are not intended to convey any guarantees as to the future performance of the investment products, asset classes or
capital markets discussed. Past performance does not guarantee future results. Mercer’s ratings do not constitute individualized
investment advice.

Information contained herein has been obtained from a range of third party sources. While the information is believed to be reliable,
Mercer has not sought to verify it independently. As such, Mercer makes no representations or warranties as to the accuracy of the
information presented and takes no responsibility or liability (including for indirect, consequential or incidental damages), for any error,
omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial
instruments or products or constitute a solicitation on behalf of any of the investment managers, their affiliates, products or strategies
that Mercer may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of their meanings, contact your Mercer
representative.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.

Mercer universes: Mercer’s universes are intended to provide collective samples of strategies that best allow for robust peer group
comparisons over a chosen timeframe. Mercer does not assert that the peer groups are wholly representative of and applicable to all
strategies available to investors.

The value of your investments can go down as well as up, and you may not get back the amount you have invested. Investments
denominated in a foreign currency will fluctuate with the value of the currency. Certain investments carry additional risks that should
be considered before choosing an investment manager or making an investment decision.
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