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What’s new?

The concept of using overlays for tail
risk protection —whether more active or
passive in style—is a well-established
technique in the institutional investor’s
toolkit (see Portfolio Protection and
Overlays). Less familiar to many, however,
are the hedge fund strategies whose
primary goal is to offer portfolio
protection, but who often seek to do
so with an ‘all-weather’ profile so that
investors are not losing money during
benign periods.

These all-weather ‘tail protection hedge
funds’ (for want of an established industry
term) overlap quite significantly with

the cohort defined by Eurekahedge as
‘Long Volatility’ hedge funds, though it is
important to differentiate between volatility
strategies with greater focus on protection
and those with a stronger focus on return
(Volatility Arbitrage and Relative Value).
They also share common ground with
dynamic risk overlay strategies.

[t is helpful to think of these and other
sources of heroic diversification—positive
performers during market downturns—
on a spectrum, as shown in Figure 1.
‘Convexity’ is increasingly viewed as a
necessity rather than a luxury for many

long-term investors: periods such as H1
2020 and 2022 challenged the traditional
portfolio diversification paradigm and
highlighted the benefits of strategies that
can throw out positive performance in
risk-off environments and/or when liquidity
becomes constrained.

There are several reasons why investors
may prefer to use hedge funds rather than
employing an active or passive overlay. In
some cases, the choice may be due to
the structure of the institution: for Wealth
Managers handling portfolios for multiple
underlying investors and certain Defined
Contribution pension structures, a risk
overlay on a multi-client portfolio may be
unfeasible. More broadly, many investors
are unable or unwilling to tolerate the ‘cost
of carry’ associated with overlays, which
traditionally lose money in non-volatile or
bull market regimes.

Nearly ten new hedge funds have been
launched in this group since January
2022, including two new firms: this takes
the manager universe to a varied group of
more than 20, providing plenty of choice
for investors that seek improved portfolio
protection in a non-overlay construct.

FIGURE 1: THE ‘HEROIC DIVERSIFICATION’ TOOLKIT

Passive tail

Strategy protection

Implementation Overlay

High convexity
Explicit long vol
High carry cost

Source: bfinance.

© bfinance. All Rights Reserved.

Primary objective:
Protection

Tail protection /
long volatility

Dynamic tail
protection

Hedge fund

Overlay (commingled/SMA)

ecec00cccccce

\

\

\

.
0000000000000 000000 0000

Facts & figures

> “'20 managers offer
all-weather tail protection
strategies on a commingled
basis, including hedge funds
with a focus on volatility
investing and dedicated tail
protection providers.

> +25.4%: returns of
CBOE Eurekahedge Long
Volatility Index in 2020, net of
fees. In 2008, performance
averaged +45.8%.

We hope that this concise report—part

of bfinance’s educational ‘sector in brief’
series—helps readers to gain a clearer
understanding of this evolving niche of the
investment universe, including key issues
to consider when implementing allocations
and selecting asset managers.

Primary objective:
Return

Long volatility
(vol arb/ relative
value)

CTAs and
global macro
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Moderate convexity
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Tail protection hedge funds explained

‘All-weather’ tail protection strategies are a cohort of hedge All-weather tail protection hedge funds typically employ a

fund investment styles whose primary objective is to provide multi-asset investment approach, recognising that convexity

positive performance during periods of market stress while can exist across multiple asset classes and, if managed

avoiding losses (‘cost of carry’) in more benign environments. appropriately, can result in cross-asset benefits (higher

They employ combinations of sub-strategies to differing degrees  convexity and lower carry). Many utilise either a fully systematic

and are not a homogenous group. investment process or a systematic screening with decisions
taken by a discretionary portfolio manager. Some strategies also

Typically, they use both highly convex options-based tail have an outright discretionary component that is opportunistic,

protection (to deliver large infrequent pay-outs in periods of sharp  seeking to profit from idiosyncratic events or dislocations.
market dislocation, i.e. ‘gap down’ scenarios) and moderately
convex long volatility techniques (that tend to deliver much

stronger performance during periods of prolonged volatility and de- Investment universe

risking, i.e. ‘grind down’ scenarios). The latter include dynamically

managed equity delta strategies employing equity futures, volatility All-weather tail protection strategies feature a very
triggers with long VIX or variance swap exposure, and even trend- broad array of both vanilla and exotic derivatives,
following strategies that can offer some convexity and have been including: equity and index options, volatility/
effective in ‘grind down’ markets. In addition, many will include a variance swaps, VIX futures and options, swaptions,
third strategy sleeve focused on market-independent returns, CDS, and other volatility-linked instruments, e.g.
designed to help offset the explicit carry cost of the options-based convertible bonds.

strategies and create an all-weather profile.

JARGON BUSTER:
GRIND DOWN, GAP DOWN, CONVEXITY AND EXPLICIT/IMPLICIT TAIL RISK PROTECTION

Grind down Gap down Convexity

A protracted and persistent decline in A sudden, severe decline or dislocation A concept relating to outwards

risk assets, as was witnessed in 2022 in risk assets, as was observed— curvature, depicting the shape of

and during the Global Financial Crisis. for example—at the onset of the the return profile, signifying gains
Covid-19 pandemic. during a market downturn.

Explicit tail protection is established in advance, with a dependable mechanism and known outcomes. It requires
an ongoing premium spend, but this can be made cheaper or potentially premium-neutral by selling the upside to fund
the downside.

Implicit tail protection, by contrast, may have no ‘explicit’ cost. Protection outcomes, while statistically likely, are
not guaranteed.
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Reviewing performance

In stressed market environments, investors should expect
all-weather tail protection hedge funds to produce returns of
20-30% in absolute terms. Some managers prefer to express
expected gains as a multiple of equity market drawdowns (e.g.
1-1.5x magnitude of equity drawdown). Although such returns
are very unlikely to hedge an investor’s overall equity losses, due
to the likely difference in the sizing of exposures, they provide
useful gains at a time when liquidity is likely to be in high demand
and opportunities for investing at attractive valuations should be
on offer across other asset classes. In benign markets, they have
a positive return expectation, ranging from cash+0% to cash
+4% per annum.

By contrast, a passive tail protection strategy may be expected
to see gains of ten times the magnitude of equity market losses,
but with material carry costs (over 5% per annum in normal or
low volatility environments), with the expectation that the position
will be rebalanced through top-ups in these periods to maintain
the level of notional exposure.

Historic convexity is strongly evidenced by the returns of the
CBOE Eurekahedge Long Volatility index. This cohort overlaps
quite strongly with the all-weather tail protection hedge fund
group described in this briefing. The graph below shows average
monthly returns for this group in different conditions, based on
the level of the VIX, ranging from very low volatility (generally

representative of benign markets) through to very high volatility
(associated with stressed markets and negative equity returns).

Strategies tended to break even or deliver small losses in low
volatility environments, offer small gains in normal volatility
environments and deliver strong returns in high volatility
environments: the average gain in ‘extreme high volatility’ months
was broadly equivalent to 1x the average equity market loss

in those months.

KEY INDICES

CBOE Eurekahedge Long Volatility Index:
hedge funds with a net long view on implied volatility
and a goal of positive absolute return. This group
overlaps strongly with the ‘all-weather tail protection
hedge funds’ described in this report.

CBOE Eurekahedge Tail Risk Index:

strategies in this group are more focused on classic
deep tail protection and do not have strong overlap
with the ‘all-weather tail protection hedge fund’
described here (despite the similar terminology!).

FIGURE 2: AVERAGE MONTHLY RETURNS OF LONG VOLATILITY HEDGE FUNDS IN DIFFERENT

VOLATILITY REGIMES, 2007-2023
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Source: bfinance. Data from bfinance manager research, 2024. Returns in USD net of fees, for the period Jan 2007-Dec 2023.

For a snapshot of cumulative returns, it is helpful to examine

two Eurekahedge indices side by side: the Long Volatility index
(broadly representative of the all-weather tail protection hedge
funds described in this report) and the Tail Risk index (deep

tail protection). Figure 3 shows the material negative carry
associated with deep tail protection strategies versus the more
balanced but still convex profile of all-weather strategies. On a
cumulative basis, all-weather tail protection strategies outperform
deep tail protection strategies by around 100% over the sixteen-
year period shown, while also providing convexity during the

© bfinance. All Rights Reserved.

three periods of material market stress (GFC 2007-08, Debt
Crisis 2011, Covid 2020). For example, the tail risk index was up
57% in Q1 2020, while the long volatility index rose by 32%.

It is particularly interesting to look at the period of the Global
Financial Crisis: options-based strategies (that dominate the

‘tail risk’ group) did not do well at capturing the comparatively
slow grind-down in 2008 and subsequent recovery, whereas
all-weather strategies—which include trend-following or CTA-like
techniques—were able to profit.
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Reviewing performance continued

FIGURE 3: CBOE EUREKAHEDGE LONG VOLATILITY AND TAIL RISK INDICES
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Source: CBOE Eurekahedge. Eurekahedge indices represent managers’ returns net of fees. Long Volatility index can be viewed as a proxy for the group that we term

‘all-weather tail protection’ strategies in this report.

Implementation and manager selection

Tail protection overlays are generally offered through separately
managed accounts and are typically margin-funded for portfolio
efficiency in line with other portfolio hedges such as currency
overlays. Asset owners can construct their own strategies

(e.g. purchasing put options) or use external providers for
active or passive implementation. Some providers can port
betas onto the tail protection strategy, so that investors can
hold the combination as a single line item rather than holding
tail protection as a standalone item.

On the other hand, tail protection hedge funds are primarily
offered in fully funded commingled structures. SMAs and
bespoke fund offerings are also available from most of these

KEY POINTS FOR INVESTORS:

> Suites of sub-products are often available from managers
that offer commingled funds in this space. The firm’s
flagship may be an all-weather long volatility offering, but
the component parts are also often offered separately, such
as a deep tail protection strategy, a CTA, or accessible
components of a long volatility book such as equity
dispersion. As such, it is possible to tailor-make allocations,
even when restricted to commingled fund structures.

~ Track record analysis for these strategies can be
challenging. For all but the longest track records there will
be few examples of genuinely stressed market conditions
to validate the principal objectives. Highly stressed markets
are, after all, infrequent.

Sector in Brief:
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managers, with appropriate minimum ticket sizes (e.g. >US$50
million). The convenience of fund structures allows strategies to
be included, for example, in a fund of hedge funds, or as a line
item within a liquid alternative sleeve that can be accessed by
asset owners with smaller portfolios.

More than 20 institutionally capable providers offer commingled
funds that deliver some form of all-weather tail protection, mainly
comprising hedge funds with a focus on volatility investing and
dedicated tail protection providers. Although a broader group

of asset managers provide risk overlay capabilities, they do not
broadly offer commingled fund vehicles and are excluded from
the count here.

> Portfolios and processes are complex. Investors need
to gain comfort and confidence to understand and
evaluate the various components.

~> The purpose and performance of each part of the
strategy should be well articulated. Managers should
be able to associate functional objectives with each part
of the portfolio and returns from those sleeves should be
interpretable across different market regimes (‘gap down’,
‘grind down’ and so forth).
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bfinance is an award-winning specialist consultant that provides investment
implementation advice to pension funds and other institutional investors

around the globe.

Founded in 1999, the London-headquartered firm has conducted engagements for more than 540 clients in 45 countries
and has 11 offices globally. Services include manager search and selection, fee analysis, performance monitoring,

risk analytics and other portfolio solutions. With customised processes tailored to each individual client, the firm seeks

to empower investors with the resources and information to take key decisions. The team is drawn from portfolio
management, research, consultancy and academia, combining deep sector-specific expertise with global perspective.

IMPORTANT NOTICES

DISCLAIMER

No representations, express or implied, are made as to the accuracy or
completeness of such statements, estimates or projections or with respect
to any other materials herein and bfinance disclaims any liability with
respect thereto.

PROPRIETARY AND CONFIDENTIAL

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

OPINIONS NOT GUARANTEES

Findings, scores/ratings, and/or opinions expressed herein are the
intellectual property of bfinance 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. The value
of investments can go down as well as up.

NOT INVESTMENT ADVICE OR RECOMMENDATIONS

This report does not contain investment advice or recommendations
relating to any client’s particular circumstances. No investment decision
should be made based on the information contained herein without
also considering the appropriateness of the investment for your own
circumstances, existing portfolio construction and risk appetite.

JURISDICTION

Not all of the services described in this document are available in all
jurisdictions. The information in this document is not intended for persons
located in any jurisdiction that restricts any access to or distribution of
such information.

INFORMATION OBTAINED FROM THIRD PARTIES

Information contained herein may include material obtained from a range
of third-party sources. While the information is believed to be reliable,
bfinance has not sought to verify it independently. As such, bfinance
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 information is
obtained from sources that bfinance considers to be reliable; however,
no representation is made as to, and no responsibility or liability is
accepted for, the accuracy or completeness of the information. Information
contained herein is subject to change at any time without notice. It is not
possible to invest directly in a financial index. bfinance does not sponsor,
endorse, sell, promote or manage any investment products.

THE FOLLOWING IS RELEVANT TO UK INVESTORS

bfinance Ltd is authorised and regulated by the Financial Conduct
Authority. This document is purely for information purposes and does

not constitute investment advice or a recommendation of any instrument,
strategy or provider. It is intended for professional clients in approved
jurisdictions only. All commentary is intended for institutional investors
classified as Professional Clients as per FCA handbook rules COBS
3.5.1R and Per Se Professional clients COBS 3.5.2R.

GENERAL DISCLOSURE FOR US INVESTORS

Additional information, including management fees and expenses, is
provided on our Form ADV Part 2, available upon request or at the SEC’s
Investment Advisor Public Disclosure site, here: https://adviserinfo.sec.
gov/firm/summary/159903. As with any investment strategy, or any
investment manager, there is potential for profit as well as the possibility
of loss. We do not guarantee any minimum level of investment
performance or the success of any portfolio or investment strategy.

All investments involve risk (the amount of which may vary significantly)
and investment recommendations will not always be profitable.

Past performance is not a guarantee of future results.
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