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The Case for Tail Risk ETFs

On August 26th, 2021, we listed the Global X Nasdag 100 Tail Risk ETF (QTR) on the Nasdaq stock
exchange and the Global X S&P 500 Tail Risk ETF (XTR) on the New York Stock Exchange (NYSE). In this
piece, we explain why investors may want to consider tail risk strategies and how QTR and XTR can be

efficient ways of gaining this exposure.

Key Takeaways

=  Talil risk strategies typically own the securities in an equity index, while also buying an out-of-the-
money (OTM) protective put on that index. This allows for participation in upside potential (minus
premiums paid), while mitigating the impacts of significant downside moves.

=  Tail risk strategies can be used either strategically or tactically in an effort to achieve defensive
positioning ahead of a major selloff.

= There is a cost to tail risk strategies due to the recurring purchases of protective puts in addition to
the fund management fees. This means they can underperform their relevant equity indexes in
upwards or sideways markets.

= QTR and XTR give investors access to tail risk strategies, utilizing professional portfolio managers
to purchase 10% OTM put options on their respective indexes every three months.

What Are Tail Risk Strategies?

Traditionally, asset pricing models have assumed that equity returns are normally distributed, meaning
99.7% of observations should fall within three standard deviations of the average return. Yet history shows
us that left tail events, i.e. significant market selloffs like the global financial crisis or the pandemic-induced
selloff in Q1 2020, occur more regularly than a normal distribution anticipates.® Over the last 20 years, there
have been 5 selloffs in both the S&P 500 and the Nasdaqg 100 of 10% or more over any rolling three-month
period.? Given that market selloffs occur more often than anticipated, investors may want to incorporate

strategies into their portfolios that help mitigate these risks.
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There are several ways to try to protect against extreme downside events. Portfolio diversification, such as
owning treasuries, gold, alternatives, and defensive equities are common approaches to limit downside risk.
Systematic strategies that move between investing in equities and cash based on technical signals can be

used as well.3

Protective put strategies are also widely used for mitigating downside risks because, when implemented
effectively, they can put a floor on losses. A protective put consists of owning a security (or several
securities) and purchasing put options on the same asset(s). A put option gives the buyer the right, but not
the obligation to sell a security (or several securities) at a pre-determined strike price within a given time
frame. In exchange for paying a premium to buy a put option, an investor owns a contract that can rise in

value if the underlying security declines.

The cost of buying a put option varies based on several factors, but a major input is the strike price.
Generally, the higher the strike price, the more expensive the option, but the greater protection that option
affords the investor. For example, buying stock XYZ and an at-the-money (ATM) put option at XYZ'’s current
share price effectively hedges against downside moves. But it is also usually a very expensive option and
could expire worthless if XYZ rises. The average cost of a 3-month ATM put option on the Nasdaq 100 is a

premium of 4.2%.4 Annualized, this protection would cost nearly 17%.

Tail risk strategies are a subset of protective put strategies that typically buy out-of-the-money options with
lower strike prices. These options only offer protection if XYZ falls below the strike price of the option, but
also cost less to implement on an ongoing basis. For example, a 10% OTM put option will only start to

protect against XYZ’s losses once the security falls more than 10% from the time an investor enters the
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contract. In a 15% selloff for example, the put option would limit losses to 10% and protect against the other
5%.

TAIL RISK (3-MONTH 10% OUT-OF-THE-MONEY PUT OPTION)

Profit (+)

»

Stock Price

Loss (-)

The potential advantage of managing tail risks rather than all downside risks is that the options are generally
less expensive. While 3-month ATM put options on the Nasdaqg 100 cost 4.2%, 10% OTM put options have
cost on average about 1.6%.° This difference can help support long term returns, at the expense of greater
short-term drawdown potential. Other factors besides an option’s strike price can also impact the cost of a
contract. For example, premiums tend to rise during volatile market periods and longer contract lengths

(times to expiration) are also typically more expensive.
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HISTORICAL 3 MONTH, 10% OTM OPTION PREMIUMS FOR THE NASDAQ 100 AND S&P 500

Source: Bloomberg. Data from 8/18/06 to 8/20/21. OTM: Out-of-the-money. These are estimated options premiums
using the Black Scholes model.¢ Actual premiums may have varied.
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Tail risk strategies can vary based on the moneyness of the put options they buy, the time until expiration of
the options contracts they purchase, and the underlying securities they take long positions in. For example,
rather than investing in stock XYZ and buying an OTM put, a tail risk strategy could own the stocks in a
broad equity index like the S&P 500 or Nasdag 100 and buy OTM index put options.

Portfolio Applications for Tail Risk Strategies

Tactically, tail risk strategies can be helpful if an investor is anticipating a major drawdown event, but wants
to remain invested in case there is continued upside. This could be the case in a strong bull market — such
as if an investor believes a bubble may be forming and both wants to participate in price appreciation, but
protect against severe drawdowns. As a more strategic allocation, tail risk strategies can make sense for
investors looking for the growth characteristics of equities in their portfolio, yet want to potentially avoid

major drawdowns.

Relative to their benchmark indexes, tail risk index strategies will perform differently depending on the
market environment. In an upward trending market, tail risk strategies will likely underperform because of
the cost of the premiums paid to purchase the put options. In a sideways market, underperformance is
possible too, given these put option costs. In a severe downward market, tail risk strategies are designed to

outperform.
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TAIL RISK
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As the COVID-19 pandemic showed, the risk of an unknown black swan event could always be looming on
the horizon. After a decade-plus of an equity market bull run, the risk of a market correction is always

present. For risk-averse investors, limiting downside risk may be a priority as opposed to maximizing gains.

|

S&P 500 AND NASDAQ 100 HISTORICAL DRAWDOWNS

Source: Bloomberg. Data from 1/3/2000 to 7/30/2021. S&P 500 represented by SPX Index and

Nasdaq 100 represented by NDX Index. Drawdowns are declines of 10% or more over any rolling three-month period.
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=== Nasdaq 100 — S&P 500

On one hand, supportive monetary and fiscal policy, alongside the post-pandemic recovery paints a rosy
picture for equities in the near term. And over the long term, investors have historically been rewarded for
staying invested. The Nasdaqg 100 and S&P 500 offered 20-year annualized returns of 9.72% and 7.46%,
respectively through the beginning of 2020.7
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On the other hand, investors should always be prepared for a potential market correction. The Nasdag 100
declined by -80% in the dotcom bubble, for example. This may be an extreme event, but as the chart above
shows there have been over a handful of double-digit drawdowns for the Nasdaqg 100 and S&P 500 in the

past two decades. The odds of a tail risk event could also be elevated due to historically high valuations.

NASDAQ 100 AND S&P 500 FORWARD PRICE-TO-EARNINGS (P/E) VALUATIONS
Source: Bloomberg. Data from 12/31/07 to 7/31/21.
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Global X Tail Risk Strategies, Explained

QTR and XTR are passive ETFs that implement systematic strategies designed to provide tail risk protection
on the Nasdag 100 and S&P 500 indexes, respectively. Both funds follow similar processes, but are
designed to offer a tail risk strategy on different underlying indexes. Using QTR as an example, Global X
portfolio managers replicate the Nasdaq 100 Index by purchasing each of the stocks in their assigned
weights. They then purchase index put options on the Nasdaq 100 Index with a strike price that is 10% “out-
of-the-money” (OTM), meaning 10% below current market price, with an expiration date 3 months from the
purchase date. Every three months, the portfolio managers ‘roll’ the options positions, meaning closing
existing options positions and simultaneously opening a new position in the same option. If the put options
are “in-the-money” (ITM), meaning strike price is greater than the current market price at the time of
expiration, they will be exercised and settled in cash. If they are OTM, they will expire worthless. Once the
previous put option is settled, the process is repeated by entering into a new 10% OTM put option with a

new three month expiration.
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TAIL RISK PROCESS EXPLAINED

As an example of how an ETF implements a covered call strategy, the Global X Nasdaq 100 Tail Risk ETF (QTR) maintains exposure
to the stocks in the Nasdaq 100, while buying put options on the index every 3 months.

QTR buys all the stocks in the Nasdaq 100 Index

QTR purchases Nasdaq 100 Index (NDX) put
options that will expire in 3 months.

A premium is paid in exchange for the sale
of the index options.

At the end of the 3 months,
QTR expects to hold the put option
until its expiration date.

H

Conclusion

While markets tend to rise over the long term, severe drawdowns have occurred with greater regularity than
expected. Tail risk strategies can help provide investors with a means to mitigate potential downside risks,
while also participating in rising markets. Investors may be wise to prepare for such risks, and can use QTR

and XTR as efficient vehicles for implementing talil risk strategies.

Related ETFs

QTR: The Global X Nasdaq 100 Tail Risk ETF (QTR) invests in the stocks in the Nasdaq 100,
coupled with buying 3-Month 10% Out-of-the-Money (OTM) put options in an effort to protect
against significant tail risk events.

XTR: The Global X S&P 500 Tail Risk ETF (XTR) invests in the stocks in the S&P 500, coupled
with buying 3-Month 10% Out-of-the-Money (OTM) put options in an effort to protect against
significant tail risk events.
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