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ETFs and mutual funds utilizing options continue to grow at an astounding rate. At the start of 2020 there
was only $31 billion invested in these strategies and Morningstar only had one generic category called
“Options Based.” Fast forward to June 30th, 2025 and there is $274 billion spread across three separate
options-based categories.

Then: December 31%, 2019 Now: June 30, 2025

Options Based Category

Defined
Outcome,
$69.5
Derivative
Income,
$144.4

Source: Morningstar Direct, 6/30/2025. Billions USD.

Swan Global Investments is cheered by these developments. Swan had long advocated for a more
nuanced approach to classifying options-based strategies. Just because a fund uses options doesn't tell
you much about what the fund is trying to accomplish. Options can be used for hedging purposes or for
generating supplemental income, but seldom both simultaneously. The fact that Morningstar carved out
a separate category for “Derivative Income” in April 2021 validated our viewpoint.

The space continues to grow and evolve rapidly. Even within the new $144bn Derivative Income
category there are widely divergent strategies with very different investment objectives and
philosophies. Looking deeper into the category’s 200+ funds, it becomes clear that a new, updated
framework would benefit investors as they conduct their due diligence.

Swan is proposing three new subcategories within the Derivative Income space:

1. Growth & Income
2. All Income, No Growth

3. Yield at All Costs Yield At

Al Costs Growth &

Income

AllIncome,
No Growth

Source: Swan Global Investments
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The table below summarizes the general characteristics of the proposed Derivative Income
subcategory framework:

Growth & Income

All Income, No Growth

Yield at All Costs

Rational: Total return is

Behavioral: Mentally

Greed: Chasing the biggest

Mindset . “bucketing” investments for
what ultimately matters . number
different purposes
Diversified portfolio Synthetic exposure to
Portfolio Can be an index or stock Usually an index a single high vol name
portfolio Concentrated stock risk
Option premium is a driver, | Aggresively writes calls or call Write calls or call spreads
Return but not only driver. spreads on individual hiah volatilit
Drivers Stock selection and Often shorter-term options asseti y
dividends part of equation | Often near- or at-the-money
Seeks to balance growth ng’h level of income Push yield to maximum
Goals . Doesn't care that upside is Long term total capital
and income . .
sold away growth not a consideration
NAV diminishes
NAV NAV growth is a goal NAV stays flat Reverse splits might be

necessary

Before we dive into the specifics of each of these subcategories, it is important to remember a few things.

First, the fundamental trade-off of a call-writing strategy is the writer of call options is

exchanging the future growth potential of an asset for the immediate “cash in hand’, or
premium of the call option.
Second, the amount of option premium generated will depend upon factors such as the

option's time to expiration, the closeness of the strike price to the underlying asset'’s price,
and the volatility of the underlying asset.
Finally, and most importantly, there is no free lunch. The funds within these subcategories
might have different priorities and pursue their returns through different trading strategies.
However, none of these funds are a magical money printing machine that will perpetually
generate returns exceeding the risks taken by the strategy.

Keeping those key rules in mind, we will discuss each of these general subcategories in turn.

swanglobalinvestments.com
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Growth and Income.

Those funds following a Growth and Income strategy are most likely to resemble a traditional covered call
approach. These strategies emphasize total return and seek to balance the capital appreciation of a portfolio
of stocks against the premium collected from writing call options. Dividends from the stock holdings may

be another consideration. These funds view option premium as one of the drivers of total return, but not the
only driver.

With that in mind, these funds typically seek to strike a balance between the various drivers of return. The
“Growth"” comes from the capital appreciation of the underlying equities. “Income” comes from collecting a
modest, sustainable amount of option premium, and possibly from the dividends of the stocks. While these
funds seek to provide income to the shareholders, growing the NAV of the fund is a concurrent goal.

It might be useful to think of these funds as a next-generation dividend fund. U.S. equities have been
slashing their dividend payouts. Over the last century, the dividends on S&P 500 stocks were about 4.0%,
representing almost 40% of the 10.4% total historic return. These days the S&P 500 is yielding a paltry 113%.

Moreover, the S&P 500 is currently dominated by low-yielding Technology stocks. Those sectors that have
the highest dividends, like Real Estate, Energy, and Utilities, make up a miniscule portion of the S&P 500.
Therefore, a fund that emphasizes traditional dividend paying stocks is forced to take big leans away from
the S&P 500.

Sector Weights and Yields
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Source: Morningstar Direct, 6/30/2025.
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A covered call strategy seeks to square this circle. By adding call writing as an additional driver of total

|II

return, a Growth and Income strategy can help make up for the “shortfal
options.

in stock dividends by writing call

"Growth and Income" Derivative Income Fund
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Source: Morningstar Direct, 6/30/2025.

The graph above illustrates that NAV growth of a long-running derivative income fund. The yield is
currently around 4-5%, which isn't eye-popping. Any performance shown of strategies shown is from
Morningstar Direct.

However, an investor in this fund also enjoyed capital appreciation- thus “Growth and Income” seems like
a proper way to classify this fund.

All Income, No Growth.

Some investors prioritize yield or income over capital appreciation. The efficient market school of thought
dictates that investors should focus on total returns and be indifferent between capital gains and income.
However, some investors clearly have a behavioral or psychological preference for their returns to be in the
form of income. Investors who “bucket” their investments for different purposes often follow his behavioral
approach.

A subset of Derivative Income funds has recently been launched that seemingly tailor their approach to
investors who have a psychological preference for income over capital appreciation. These funds seek
to maximize the premium collected from call option writing. While these funds certainly do not want to
diminish their capital base, they aren't exactly seeking to grow the capital base either.

swanglobalinvestments.com
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These "All Income, No Growth” funds tend to aggressively write options on an index like the S&P 500 or

the Nasdag. The underlying asset is often an index proxy as well. To generate higher levels of premium
collection, the written call options tend to be at- or near-the-money, and tend to be shorter-term. For risk
control purposes, sometimes call spreads might be written to limit the potential damage from a breakout to the
upside.

"All Income, No Growth" Derivative Income Fund
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Source: Morningstar Direct, 6/30/2025.

The graph above illustrates the NAV of a popular S&P 500-based derivative income fund that can be classified
as "All Income, No Growth!" The fund has a high distribution yield of around 12%. However, looking at its NAV
since inception, the NAV seems to consistently hover around $50.

Since this fund's inception, it has a total cumulative return of just under 50%. During the same time, the S&P
500 was up over 67%. Any performance shown of strategies shown is from Morningstar Direct.

However, the price of this ETF has barely changed since its inception. All the gains are pushed out as income.
For those investors seeking, "All Income, No Growth’, this type of fund fits the bill.

swanglobalinvestments.com
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Yield at All Costs.

Finally, and perhaps controversially, there is a new subcategory of funds pursuing a "yield at all costs”
strategy. These funds have eye-popping yields, sometimes in the triple-digits.

The funds described in the previous section as "All Income, No Growth” don't seek to diminish the
underlying capital base of the fund. However, to generate the distribution yields seen by the "Yield at All
Costs” funds, it seems inevitable the capital base will erode. When analyzing these funds, it is important
to remember the maxim, “There is no free lunch.” A recent Wall Street Journal article by Jason Zweig titled
“These Funds Are Yield Magicians. How Do They Do It?” covered this topic thoughtfully.

Another thing to keep in mind is that the options with the highest premiums tend to be options on the
most volatile, most risky stocks. In order to collect and then distribute such high levels of "yield” these
funds forgo traditional rules about diversification and might invest all their assets in a single, highly volatile
asset and then trade options on that asset.

There's another caveat when it comes to pursuing yield at the expense of everything else. Yield is often
calculated by taking the dollar value of the distributions, and dividing it by the fund NAV. Morningstar’s
definition of 12-month yield is:

"An expression of the amount paid out in distributions (pre-tax) by the investment in the last 12
months expressed as a percentage of the previous month end price. Distributions include capital
gains, dividend and interest payments but does not include any return of capital payments.”

The investor is probably hoping the numerator in this calculation, the distribution, represents a large dollar
value generated by those capital gains, dividends, or interest payments. However, it is possible that a
large yield number could come from the denominator, a shrinking NAV number. A shrinking NAV could
artificially inflate a 12-month yield. The formulas below illustrate an attractive situation and an unattractive
yield situation, respectively.

High distributions

High 12 jeld =
‘9 mo yte Consistent NAV

Or...

Consistent distributions

High12mo yield = ——c & b T NAV

swanglobalinvestments.com
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"Yield at All Costs" Derivative Income Fund
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Source: Morningstar Direct, 6/30/2025.

The chart above illustrates an extreme example of such funds. As of July 31st, 2025 Morningstar listed this fund
as having a 12-month yield of over 300%. Any performance shown of strategies shown is from Morningstar
Direct.

However, in just over a year of existence its total return has been about -60% and the NAV has shrunk from
around $20 per share to around $3 per share. This is due to the highly volatile nature of its undiversified
underlying asset and an unsustainable distribution policy.

It would not be surprising if this fund initiated a reverse split to maintain its viability.
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SUMMARY

The use of options continues to expand and evolve. Therefore, Swan's educational efforts and the
industry’s thought processes regarding the understanding and classification of option strategies must
evolve as well. This idea of splitting the Derivative Income category into three separate subcategories is
a proposed general framework. There will certainly be some ambiguity between the borders of these
subcategories and whether Fund X might be better classified as “Growth and Income” or "All Income, No
Growth!

That said, having a more nuanced understanding of the investment objectives and philosophies of the
200+ funds in this category is an improvement over having a “one size fits all” category called "Derivative
Income.” This is not dissimilar to Morningstar’s decision to split the broad "Options Based"” category into
three distinctly different categories.

Since our inception over 28 years ago, Swan Global Investments has been a pioneer in the use of options-
based strategies. Throughout our history, options education has been an important part of our value
proposition. In addition to our motto of “Always Invested, Always Hedged” we also believe that investors
should "Know What You Own.’

swanglobalinvestments.com
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IMPORTANT NOTES & DISCLOSURES

Swan Global Investments, LLC is a SEC registered Investment Advisor that specializes in
managing money using the proprietary Defined Risk Strategy (“DRS"). SEC registration does
not denote any special training or qualification conferred by the SEC. Swan offers and manages
the DRS for investors including individuals, institutions and other investment advisor firms.

There is no guarantee any investment or the DRS will meet its objectives. All investments
involve the risk of potential investment losses as well as the potential for investment gains. Actual
results may materially vary and differ significantly from the suggested hypothetical analysis
performance data. This analysis is not a guarantee or indication of future performance. Prior
performance is not a guarantee of future results and there can be no assurance, and investors
should not assume, that future performance will be comparable to past performance. All
investment strategies have the potential for profit or loss. Further information is available upon
request by contacting the company directly at 970.382.8901 or visit swanglobalinvestments.com.

154-SGI-100625
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ABOUT SWAN GLOBAL INVESTMENTS

Investing Redefined®

Since 1997, our hedging and options strategies have been redefining investing to directly address
the biggest threat long-term investors face: market risk.

Market risk is too big a threat to investors to be dealt with passively. So we hedge it.

Our simple, yet innovative investment philosophy is the foundation of our Defined Risk
Strategy, a rules-based, multi-asset hedged equity strategy, with a track record of seeking to
generate consistent returns while defining, or limiting, downside risk to improve investment
outcomes and managing risk for irreplaceable capital through full market cycles (bull and bear).

Swan Global Investments is an asset manager headquartered in Durango, Colorado, with
offices in Puerto Rico and Florida.

swanglobalinvestments.com
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