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This series of short articles aims to answer key investor questions about deploying capital into financial markets. These reflections
are geared to a long-term perspective with general answers to some of investors’ toughest decisions. Grounded in historical data, our
analysis builds on long-term evidence. At the heart of each of these papers is a simple premise: what investment choice should I make?

Blaise Pascal, the 17th century mathematician and philosopher, once noted
that humanity’s misfortunes were rooted in an “inability to sit quietly in aroom
alone.” Aninvestor’s instinct to do something in the face of uncertainty - buy a
put option, hedge, raise cash - is portfolio management’s equivalent tendency.
Unless implemented with discipline, it can lead to potentially costly outcomes.

The instinct to act is not irrational, but it can be expensive, and this expense can
go unnoticed. The cost of ‘rolling put protection’, an attempt to insure an equity
portfolio against significant drawdowns, does not arrive as a single bill. It quietly
erodes returns over a full cycle, compounding the opportunity cost.

If the two economists Myron Scholes and Fischer Black gave us the ability to price
risk with mathematical elegance, another, Harry Markowitz, gave us the ability to
diversify it away with mathematical simplicity. The options industry is built around
the former, but portfolio foundations are built on the latter and deserve more
attention.

The instruments on offer

A put option gives its buyer the right, but not the obligation, to sell an asset at a
predetermined price (the strike) before a predetermined date (the expiry). If the
market price falls below the strike, the put gains in value, offsetting losses on the
underlying position. If the market price stays flat or rises, the put expires worthless
and the buyer forfeits the premium paid. The put buyer is, in effect, purchasing the
right to sell in tomorrow’s market at yesterday’s price.

A protective put is the simplest application: the investor holds equities and buys a put
on the same index or position. Losses are floored at the strike level; leaving upside
participation. The cost is the premium, paid upfront or through regular rolling of
contracts. It is comparable to an excess on an insurance policy: the lower the floor
- or strike price - the cheaper the premium, but the more loss is absorbed before the
protection is activated.

Key takeaways

Equity hedging instruments
offer ways to manage the impact
of specific risks precisely,
particularly to cushion against
extreme market moves

Buying hedges does not simply
remove risk from a portfolio, and
will lose an investor money over
time

Our analysis shows that over

the last few decades, portfolio
diversification has provided

long term investors with
hedging characteristics broadly
comparable to those delivered by
equity hedging options

Hedge funds have broader and
more flexible tools to manage
risk, and we believe they are an
important part of the strategic
allocation of a well-diversified
portfolio.

Important information: Please read the important information at the end of the document.
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A 'zero cost put spread collar' attempts to solve this premium
problem. The investor buys a put for downside protection,
and sells a second put at a lower strike price that would only
trigger if the market fell much further - to offset the cost - and
simultaneously sells a call option above the current market
level. The put spread provides protection within a corridor
between the two put strikes, while the call premium offsets
any remaining cost, bringing the net outlay to approximately
zero. But the structure caps the upside (through the call) and
the depth of the downside protection (via the sold lower put).
If the market falls below the lower put strike, the investor is
exposed again. What this strategy saves by eliminating the
premium is paid for in both opportunity cost and the limits of
the protection itself.

These instruments carry genuine advantages that allocation-
based alternatives cannot replicate. They offer precision
without liquidation: the investor stays 100% invested in
equities, avoiding capital gains realisation and re-entry risk,
where costs can be meaningful for tax-sensitive or concentrated

portfolios. They also offer ‘convexity’ or a cushion against
extreme market moves: in such rare, unexpected events, a
put’s payoff accelerates as losses deepen. Cash and bonds are
linear hedges, their protection scales proportionally with the
allocation. A put option is non-linear - in the true catastrophe,
it is the superior instrument.

They also offer control over timing. If a specific risk window
is identifiable, options let an investor hedge that window
and return to full participation in both the equity upside and
downside afterwards, rather than permanently restructuring
the portfolio.

Finally, they offer predictable payments because a put is
contractual; if the market falls below the strike price, the put
pays regardless. In contrast, bonds are an imperfect hedge
whose diversification benefit depends on the day’s correlation
between equities and fixed income.

1. Portfolio diversification works quietly to maximise returns

Cumulative return for four types of risk reduction strategies
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Sources: Bloomberg, Lombard Odier.

*The CBOE S&P 500 Zero-Cost Put Spread Collar Index is designed to track the performance of a hypothetical option trading strategy that 1) holds a
long position indexed to the S&P 500 Index; 2) on a monthly basis buys a 2.5% - 5% S&P 500 Index put option spread; and 3) sells a monthly out-of-the-
money S&P 500 call option to cover the cost of the put spread. ** The CBOE S&P 500 5% Put Protection Index is designed to track the performance of a
hypothetical strategy that holds a long position indexed to the S&P 500 Index and buys a monthly §% out-of-the-money S&P 500 Index put option as a
hedge. ***'70/30 portfolio": 70% Bloomberg US Large Cap Index, and 30% US Aggregate Bond Index

Past performance is not a guarantee of future results. Please read the important information at the end of the document.
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And their limitations

However, many investors believe that a put option provides a
kind of financial alchemy, specifically that it removes risk from
a portfolio in the way an insurance policy removes risk from a
house. It does not. A put option reshapes risk by exchanging
a potential drawdown for the certainty of a drag on returns.
This cost comes in a form that most investors do not track: as
a gradual lowering of portfolio performance. The volatility
risk premium, or the fact that actual volatility is systematically
lower than ‘implied volatility’, or the market’s forecast of future
volatility, means that every rolling hedge will lose money over
time. Insurance companies profit when premiums exceed
expected claims. Options markets work the same way, except
that its policyholders rarely do the arithmetic.

The asymmetry does not stop there. An options hedge requires
a specific, identifiable risk to justify the premium. This may be
an election, a central bank pivot, or a geopolitical flashpoint.
Without one, the investor is paying a premium against a

o

generalised anxiety with no expiry date. Rolling protection
against an unspecified threat is not hedging but a monthly
subscription to soothe unspecific fears. It also requires market
timing, twice: when to put the hedge on and when to take it off.
Enter too early and the hedging is a drag on performance. Enter
too late and the investor buys protection at crisis-level implied
volatility, which is the financial equivalent of purchasing home
insurance during a storm. Both timing decisions must be
roughly right.

Cash and diversification need neither a catalyst nor timing.
Historically, a simple portfolio mix of 70% in equities and
30% in cash, short-term money market instruments or bonds
has provided long term investors with hedging characteristics
broadly comparable to those delivered by an option overlay.
Such a '70/30" portfolio does not expire, does not need a
catalyst, and does not ask the investor to predict which quarter
will produce a drawdown. Diversification works quietly,
constantly, and demands no forecasts (see chart 1).

2. Portfolio diversification produces similar downside protection to equity hedging strategies
Analysing four strategies to manage drawdowns from 1997-2025

Maximum drawdown
Events Start date S&P 500 Index Put spread collar Protective put S&P 500 (70%) '70/30" portfolio
+ cash (30%)
Average drawdown -21% -16% -15% -15% -15%
Largest drawdown -55% -47% -42% -41% -41%
Asian Financial Crisis October 1997 -11% -8% -8% -8% -7%
LTCM collapse* July 1998 -19% -16% -12% -14% -14%
Fed tightening into tech bubble July 1999 -12% -7% -13% -8% -9%
Dot-com bubble burst March 2000 -47% -39% -37% -34% -34%
Second Gulf War November 2002 -14% -8% -15% -10% -9%
Great Financial Crisis October 2007 -55% -47% -42% -41% -41%
Greek Crisis & Flash Crash April 2010 -16% -10% -8% -11% -10%
First US debt downgrade April 2011 -19% -13% -11% -13% -12%
China hard landing fears May 2015 -12% -8% -10% -9% -8%
Oil Rout November 2015 -13% -8% -12% -9% -9%
Volmageddon"™* February 2018 -10% -7% -7% -7% -7%
Fed hikes and trade war September 2018 -19% -14% -14% -14% -13%
Covid-19 Crash February 2020 -34% -31% -12% -25% -25%
Russian invasion of Ukraine January 2022 -24% -19% -22% -17% -22%
Post-Al rally consolidation July 2023 -10% -5% -10% -7% -8%
'Liberation Day' tariffs February 2025 -19% -15% -11% -13% -13%

Sources: Bloomberg, Lombard Odier. Data as of 15 January 2026.

*Long Term Capital Management (LTCM) US hedge fund collapse which led to a government bailout
**Sudden spike in equity market volatility on § February 2018

Past performance is not a guarantee of future results. Please read the important information at the end of the document.
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The hedge without a Greek letter

We analysed four strategies and measured their behaviour
across sixteen market crises between the Asian Financial Crisis
in 1997 and President Trump’s announcement of Liberation
Day tariffs in 2025 (see table 2 and chart 3). The results are
uncomfortable for perpetual buyers of put protection. Over
three decades, a simple diversified strategic asset allocation
has produced similar downside protection to options-based
strategies, at a fraction of the long-term cost.

This is a vindication of Markowitz’s portfolio diversification.
Options are priced with extraordinary precision, but when the
Black-Scholes model asks “What is the fair price of transferring
this risk?” Markowitz answers “How do I build a portfolio that
doesn’t need to know?” For an investor with a multi-decade
horizon, the second question is the only one that matters.

Covid-19 and the case for put protection

The Covid-19 pandemic deserves special attention because it
is the episode most responsible for reinforcing the case for put
protection, although it is perversely the least representative.

In early 2020, the S&P 500 fell 34% in less than five weeks,
activating protective puts which delivered a drawdown of
just -12%, compared to —25% for a diversified portfolio. It
was a triumph for protective put strategies, and unusual. The
crash was unusually sharp, unusually fast, and unusually
concentrated in time. These are precisely the conditions under
which puts perform best. For investors, this created a powerful
bias.

The pattern should be familiar. Markets fall, volatility spikes,
and investors - many of whom removed portfolio protection
during calm markets when it was cheap - rush to buy put options
at the worst moment. Following the first Covid-19 lockdown
announcements, the VIX, a measure of S&P 500 volatility, was
four-times higher than its long-term average, with premiums
at crisis levels, and the protection barely offset its cumulative
costs. The hedge was needed before the crisis, when it was
cheap, and when most investors could not justify the expense.

To use an analogy, the alternative is not to find cheaper home
insurance but to build a house less likely to catch fire. A portfolio
built with true diversification across asset classes, geographies,
and return drivers does not need a put option to survive a

3. Hedging strategies and diversification see similar drawdowns

Maximum drawdown for different risk reduction strategies
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Sources: Bloomberg, Lombard Odier, CBOE, Bloomberg.
Data as of 28 February, 2026
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drawdown and does not ask the investor to time the next crisis.
If a portfolio cannot survive a drawdown without options, the
problem is not the lack of a hedge, but its underlying strategic
asset allocation.

No portfolio instrument can turn risk into safety without a
cost. But investors can construct a '70/30' portfolio designed
to resist a crisis, rather than shop for protection in the middle of
one. That demands the discipline to resist doing in the face of
uncertainty - the instinct Pascal warned against - and trusting
that a well-constructed portfolio is, itself, the hedge.

This paper addresses the classic strategies available to private
investors, including listed puts, collars, cash allocation, and
traditional portfolio diversification. The institutional investor
universe is broader, and hedge fund managers operate with a
more flexible toolbox. This is, in part, why we favour a strategic
allocation to hedge funds within a diversified portfolio.

o

This offers risk management techniques that are impractical
to replicate through listed options or static asset allocations
alone. Such strategies tend to demonstrate their value when
traditional hedging disappoints. But for the long-term allocator
working with the instruments available, the conclusion is
the same. The ‘Intelligent Allocator’ does not need a form of
generalised insurance but discipline and the willingness to sit
still.

Clément Dumur
Portfolio Manager

Michael Strobaek
Global Chief Investment Officer

Past performance is not a guarantee of future results. Please read the important information at the end of the document.
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6688312 - Israel

Not supervised by the Bank of Israel, but by Swiss Financial
Market Supervisory Authority which supervises the activities
of Bank Lombard Odier & Co Ltd.

PRETORIA

South Africa Representative Office -

Bank Lombard Odier & Co Ltd

1st floor - Block B - The Village Office Park

309 Glenwood Road - Faerie Glen - Pretoria 0081 -
South Africa

Authorised financial services provider Registration
number 48505.

NASSAU

Lombard Odier & Cie (Bahamas) Limited

Lyford Cay House - Western Road - P.O. Box N-4938 -
Nassau - Bahamas

Supervised by the Central Bank of the Bahamas and the
Securities Commission of the Bahamas.

ASIA - PACIFIC

HONG KONG

Lombard Odier (Hong Kong) Limited

1601, Three Exchange Square - 8 Connaught Place -
Central - Hong Kong

A licensed entity regulated and supervised by the Securities
and Futures Commission in Hong Kong.

SINGAPORE

Lombard Odier (Singapore) Ltd.

9 Raffles Place - Republic Plaza #46-02 -

Singapore 048619

A merchant bank regulated and supervised by the Monetary
Authority of Singapore.

TOKYO

Lombard Odier Trust (Japan) Limited

Izumi Garden Tower 41F - 1-6-1 Roppongi, Minato-ku -
Tokyo 106-6041 - Japan

Regulated and supervised by the Financial Services Agency
(FSA) in Japan. It holds a trust business license (FSA No.208)
and is registered with Kanto Local Finance Bureau for
Financial Instruments Business Operator (No.470).
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