EFFICIENT PORTFOLIO HEDGING
More and more investors are growing concerned about current equity valuations and are wondering “should I
get out of the market”. Ironically, there are arguments to support both bullish and bearish sides of the debate:

❍❍ Inflation is well below its 50-year average
❍❍ Though the market has rallied, it is still less
than 1 std. dev. above its 25-year average
❍❍ P/E ratios are reasonable given the 2.3% yield
on US Treasury 10-year notes; Comparable
yields were 6.75% when the Tech Bubble burst
❍❍ International markets still offer value; Intl
markets are up 117% since the start of the rally,
43% of the US`s increase

“There’s plenty of evidence
demonstrating how difficult it is
to successfully, and repeatedly,
time market entry and exit.”
“Strategies like buying
puts options or purchasing
structured financial products
are inherently inefficient.”
“If you want to effectively hedge
(but not sell) your portfolio,
by far the most efficient and
inexpensive strategy is to sell
stock index futures contacts
that are correlated to your
existing holdings.”
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❍❍ US price / Earnings (P/E) ratios are above their
25-year average
❍❍ The US rally is 102 months old; second oldest
in history
❍❍ The current US GDP expansion is by far the
weakest since World War II
❍❍ The longest rally in history ended with the
Teach Bubble burs in 2000
❍❍ The SP500 is up 272% since March 2009

A

cademic research widely supports the notion that long-term investing
requires commitment to an investment discipline. Additionally, there’s
plenty of evidence demonstrating how difficult it is to successfully,
and repeatedly, time market entry and exit. But, there is no denying the
market has had an extended period of positive returns and many investors
feel stress about the length of their success. Those wanting to sell stocks will
likely be subject to sizable capital gains tax bills. Many products exist that allow
market participants to “conceptually” hedge their portfolios. We intentionally
use quotes to qualify the effectiveness of these strategies because strategies
like buying puts options or purchasing structured financial products are
inherently inefficient.
If you want to effectively hedge (but not sell) your portfolio, by far the most
efficient and inexpensive strategy is to sell stock index futures contacts that
are correlated to your existing holdings.

WHAT IS AN INDEX FUTURES CONTRACT?
A stock index futures contract is an exchange traded contract to buy or sell the
value of the index at a future date at a fixed price. The contract is ‘cash settled’
which means that at expiration (or sale) of the contract, the contract will
either pay or receive a certain amount of cash that equates to the difference
between the market price and the price at the time the contract was entered.
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‘Long’ Stock Holdings

‘Short’ Futures Holdings

Total Por�olio Value

Value increases as
market goes up

Value decreases as
market goes up

Value remains the same in up or
down market market goes up

HOW MUCH DOES A FUTURES CONTRACT COST?
A futures contract doesn’t cost anything. An investor profits or loses based on changes in the contract price.
There are very small commissions (~$3 for $125,000 worth of index) to enter into or exit a futures contract. One
must post collateral (initial margin) that will guarantee the daily mark-to-market (MTM) reconciliation between
the two participants in the futures contract. To the extent that the contract moves unfavorably, the investor must
also post maintenance margin to continue to hold that contract. The holder of the contract will receive money
to the extent that the contract moves favorably.

POSTING COLLATERAL SOUNDS COMPLICATED?
It is not, there are custodians who have linked brokerage accounts with futures accounts (e.g. Interactive Brokers)
so that investors can borrow against the value of their stock holdings (at very low rates) and post collateral
against their linked futures account. If necessary, collateral will change daily between the brokerage account and
futures account.

WHAT IS THE RISK?
The difference between valuation movements in
your stock holdings and futures contracts, while likely
highly correlated, may not be perfect. If you hold a
single stock in your brokerage account, the futures
contacts may not be an effective hedge. Futures
contracts are typically designated against broad stock
market indexes (e.g. the S&P 500) and there may be
basis risk between the movement of that broad index
and your underlying equity portfolio.

WHAT ABOUT TAXES?
The good news is that selling a futures contract against
your stock holdings is not a taxable event from an IRS
perspective. A futures contract is considered a “Section
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1256 contract” by the IRS. Net realized and unrealized gains/losses are aggregated at the end of each tax year.
Aggregated gains/losses are taxed on a 60% long term capital and 40% short term capital basis. States tax futures
gains/losses as ordinary income.
The chart represents an actual example of a globally diversified equity portfolio that was unhedged until early
August. At that time, a strategic basket of index futures was shorted to hedge market exposure. The ensuing
period (shaded) represents performance of the portfolio in a market that continued to rally (as represented
by the long-only benchmark). A typical emotional response would be “buyer’s remorse” – “I shouldn’t have
hedged”. Keep emotion out of the decision process; the strategy employed effectively protected the corpus of
the portfolio without selling securities or incurring unnecessary capital gains.

Not surprisingly, the overall risk to investor capital is drastically mitigated by applying hedges; both portfolio
volatility and drawdown experience are significantly reduced. Portfolio metrics would be similar in a provocative
down market. Timing markets isn’t the best course to follow for long-term investing. Nonetheless, shorting
index futures is the most efficient and least costly strategy to employ for investors wishing to periodically exit
the market.
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