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Hedging Your Equity Exposure
The most common way to think about hedging is a strategy to reduce the volatility of equities. This is most generally
done by buying puts on one’s stock portfolio or by selling calls. The options market or the futures market can be
used to accomplish these hedges, and these markets are very efficient. The purchase of puts is an insurance policy
and like all insurance policies has a cost associated with it. So, in years where the stock market rises, buying puts
reduces the overall return by the cost of the put; however, in years when markets decline, the puts protect the
declines and portfolios fall less than the market.
The other type of hedge is a strategy that sells calls on the portfolio which limits the upside potential of the
portfolio, and simultaneously provides cash flow from the sale of the call options. This is a very effective strategy
when markets rise or fall slowly because the increase in cash flow from the sale of the calls adds to total return. It
does not, however, provide significant protection when we experience a rapid decline. The protection is limited to
the cash flow from the sale of the calls. For example, if one sold a call option on a stock that provided 7% cash flow
and the stock decline by 30%, this strategy would decline by 23%, less for sure but not great protection.
Both strategies do produce lower volatility than just buying and holding equities.

Dividend Strategies
There are other strategies to reduce the volatility of an all-equity index portfolio, and the ones we favor develop
higher income like the use of call options but do so without limiting the upside of one’s portfolio. We have been
developing these portfolios for over 20 years using growing dividends as the method to develop the portfolios. We
retain managers in four areas: large cap domestic, small cap domestic, international, and global. Each manager
exhibits an expertise in their specific area and the requirements for success in each of these portfolios is specific to
the strategy. The constant, however, remains the same. Each portfolio needs to exhibit a dividend yield that is
significantly greater than their respective index, 50% to 100% greater, and the portfolio’s expected dividend growth
needs to be greater than the index.
There are two ways stocks achieve return: dividends and price appreciation. The long-term history of investing in the
U.S. stock market shows a total return in round numbers of 10% annualized, with 7.5% coming from appreciation
and 2.5% coming from dividends. Our growing dividend strategy simply changed the arithmetic by focusing the cash
flow to a higher level. Today our portfolio which allocates 42.5% to domestic large cap, 42.5% to international and
15% to domestic small cap, has a dividend yield of slightly over 3.5%. If we assume future dividend growth is 7%
annualized, the compounded cash flow over the next decade will be 5% and the final dividend yield, assuming no
change in stock prices, will be 6.65%. In other words, we have achieved twice the annualized dividends of the longterm dividend average, and thereby could achieve the same long-term average with less appreciation. To get to a
10% total return, the index needed 75% from appreciation, while the dividend strategy will require only 50%. Since
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there is no data going back 50 years or longer, we do not know the exact contribution of dividends to a growing
dividend portfolio, and it maty have been less than a 50% contribution to total return, but you get the idea.
Theoretically, this strategy should produce more consistent returns because it is less dependent on appreciation.
Reviewing our history of managing this strategy, we can see if we accomplished lower volatility. Chart 1 shows the
returns of our growing dividend portfolios as compared to the S&P 500 index for the decades of the 2000s and the
2010s.
Chart 1

Source: Zephyr StyleAdvisor and Morningstar Direct

As you see, the dividend strategy had annualized returns in the two decades of 7.74% and 9.22% while the index had
a negative return for the 2000s of -0.95% and then a positive return of 13.56% for the decade of the 2010’s. For the
total 20-year period, our dividend portfolio achieved an annual return of 8.4% while the index return was 6.0%. In
addition, our portfolios over the last 21 years protected when the stock market declined, falling only 80% on average
of what the S&P 500 fell.
So, we achieved both a higher return and did so with more consistent returns and lower volatility.

Yes, but the 2010s achieved a higher return!
This is correct, the 2010s saw outperformance by the index when compared to the dividend strategy. It should not
be a surprise that indexation will have periods of higher returns. If we start with the premise that we like the
dividend strategy as a core equity strategy over the long-term because we think we get both higher returns and less
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volatility, then we would have to see if there is a way to hedge the periods when the index gets higher returns. In
other words, is there a hedge against future higher growth, more return coming from appreciation than from
dividends.
This is not how we traditionally think of a hedge, but there is no reason not to think of it that way. If we get lower
returns from the dividend strategy at times, can we add a small amount of a more aggressive strategy to boost
return during these periods without dramatically changing the long-term advantage? So, let’s start with an analysis
of the decade of the 2010s to see why the S&P 500 outperformed our dividend strategy. Chart 2 shows the returns
of six stocks: Amazon, Apple, Facebook, Google, Microsoft and Netflix.
Chart 2

Source: Morningstar Direct

As you can see, these six stocks compounded at higher rates than the index which compounded at 13.5%. If you
equally weighted these stocks for the decade, your compounded return would have been over 27%. Now it is worth
noting that Facebook went public in 2012, so it was not available in 2011. Interestingly by adding it to the other five
stocks when it went public the annualized return is still 27%. So, if we could have foreseen in 2011 that these six
stocks were going to lead the market and we used just a portion of them in our portfolio to complement our
dividend strategy, they would have added to our return of 9.2%. If we can figure out which stocks may have high
returns and add them to our steady dividend portfolio, we would have a combination that would get us higher
returns without dramatically increasing risk. There is one similarity among the six stocks, they are all disruptive
technology companies. Each in their own way created a new industry or disrupted an existing industry. The
contribution of these stocks to the index return was most prevalent last year as the S&P 500 rose over 18% and
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these six stocks contributed over 14% of the 18% return. So, last year, the general stock market did not rise 18%, the
index did, driven by these six stocks. The general stock market, that is the S&P 500 without these six stocks, was up
just over 4%.

What is the Hedge?
The missing piece from the growing dividend strategy is a growth component that focuses on disruptive technology
companies. While we have three such managers, we will use Ark Investment Management for illustration purposes.
Ark was started in 2014 in New York by Cathie Wood. They have 10 analysts, a head of research and Cathie, that is
12 people in total attempting to find the next disruptive technology companies that will make our world faster,
cheaper, better. Ark has been running ETF portfolios, and we have a separate account of their best ideas, but the
data we will show is taken from their flagship disruptive technology ETF. For the six years ending 2020, that ETF
compounded at 37.53%. Using that as an example, if we had combined just 10% of that ETF with 90% of our
dividend portfolio, we would have significantly increased our return, but with only 10% in these volatile stocks, the
increase in volatility would have been minimal. The history of our growing dividend strategy shows that in stock
market declines our portfolio only declines 80% of what the general stock declines. We do not have good data on
the disruptive technology ETF declines run by Ark, but if we assume the declines will be 50% greater than the
general market declines, the declines would be 87% of the S&P 500 by combining a 90/10 portfolio of our growing
dividend strategy and Ark. The returns would have enhanced those of the growing dividend portfolio. The 90/10
portfolio last year would have achieved a return greater than the S&P 500.
It is worth pointing out that all investors are not alike, so a 10% allocation for some might be too large while for
others it may be too small. If our assumption is correct that our dividend strategy continues to capture only 80% of
the downside of the general market and Ark has downside of twice the market, then a 90/10 portfolio would have a
downside capture of 87, an 80/20 portfolio would have a downside capture of 94 and a 70/30 would have a
downside capture of 101. Will these be the downside capture numbers precisely? Absolutely not. Our dividend
downside capture is an average over 21 years not specific to one market downturn, so we could have a higher
downside capture.

What is the Future?
We think we have entered a period of dramatic technological change in our country and around the world. Artificial
Intelligence, Autonomous Vehicles, Fintech, DNA Sequencing, Robotics and 3D Printing will combine to change our
world over the next decade in ways we cannot imagine. What Ark does is to identify the companies that will benefit
from these technological innovations. They will be the growth component of portfolios and will continue to have
high returns. The Ark portfolio will produce the next FAANG or FAAAM stocks that will be part of our stock indices
like the S&P 500 and will drive the returns. We recommend thinking of these as the hedge for the future. Disruptive
technology will change our world, and we think the change these technologies bring need to be part of our equity
allocations. When combined with our growing dividend strategy, we can achieve consistent and yet high returns.
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As always, information provided should be considered based on your personal needs to accomplish your goals. At
EisnerAmper, we will be happy to discuss with you any questions and how these principals can be applied to
meeting your financial plan. Feel free to contact Marc Scudillo, Managing Partner of EisnerAmper Wealth
Management & Corporate Benefits, LLC; 908-429-0025 or email at mscudillo@eawmcb.com.
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Disclosure

EisnerAmper Wealth Management & Corporate Benefits, LLC is a registered investment advisor.
The information provided herein represents the opinions of EisnerAmper Wealth Management & Corporate Benefits, LLC
Management, and is not intended to be a forecast of future events, a guarantee of future results, nor investment advice.
Past performance is not necessarily indicative of future returns and the value of investments and the income derived from them
can go down as well as up.
Our views expressed herein are subject to change and should not be construed as a recommendation or offer to buy or sell any
security or invest in any sector and are not designed or intended as basis or determination for making any investment decision
for any security or sector.
There is no guarantee that the objectives stated herein will be achieved.
All factual information contained herein is derived from sources which EisnerAmper Wealth Management & Corporate Benefits,
LLC believes are reliable, but EisnerAmper Wealth Management & Corporate Benefits, LLC. cannot guarantee complete
accuracy.
Any charts, graphics or formulas contained in this piece are only for the purpose of illustration.
Unless otherwise indicated, S&P 500 historical price/earnings data herein is from www.standardandpoors.com,
SP500EPSEST.xls. S&P 500 and S&P Top 100 by dividend yield historical return data provided by Siegel, Jeremy, Future for
Investors (2005), With Updates to 2017. S&P 500 total returns since 1970 are supplied by Standard & Poor’s. S&P 500 data prior
to 1970 is Large Company Stock data series from Morningstar’s Ibbotson SBBI 2009 Classic Yearbook. Each stock in S&P 500 is
ranked from highest to lowest by dividend yield on December 31st of every year and placed into “quintiles,” baskets of 100
stocks in each basket. The stocks in the quintiles are weighted by their market capitalization. The dividend yield is defined as
each stock’s annual dividends per share divided by its stock price as of December 31st of that year. References to “returns” refer
to the total rates of return compounded annually for periods greater than one year, with dividends reinvested on the S&P as a
whole, or on the Model, as applicable, for the period of time (years) indicated. As such, “returns” are a measure of gross market
performance, not the performance of any client’s investment portfolio (which would ordinarily be subject to management fees
and, possibly, custodian fees and other expenses). Index data is supplied by Morningstar Direct.
The performance data shown represent past performance, which is not a guarantee of future results. Investment returns and
principal value will fluctuate, so that investors' shares, when sold, may be worth more or less than their original cost. Current
performance may be lower or higher than the performance data cited.
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