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Introduction

Disruptive companies reimagine the landscape of an existing industry or outright give birth to an entirely new
industry, allowing the most visionary of disruptors to devour market share and leave competitors in the dust. And

not surprisingly, the wealthiest people on the planet tend to create their wealth by concentrating in disruption of
precisely this form, either as founders or early investors in the greatest disruptors. But building significant wealth

by concentrating in disruptors requires two critical ingredients for success: 1. Accurate identification of disruptors
before they are discovered by other investors and 2. Avoiding risk of ruin by over-concentrating one’s wealth into a
handful of disruptors. In this blog we review a novel systematic approach for clearing both hurdles towards disruptive
wealth generation; we present a first principles research framework for identifying generational disruptors early and
then lay out an options strategy that can create strong upside potential without the pitfalls of hyper-concentration.

A Reality Check on Individual Stock Investing

Before we jump into our framework for concentrated investing in disruptors, let’s take a minute to put some data
behind our assertions about the upside potential and downside risks of concentrated investing. Figure 1 shows the
distribution of excess lifetime returns for each stock that was in the Russell 3000 from 1980 to 2014. On the positive
side of investing in individual stocks, one can see the unbelievable upside potential in those names that prove to be
the ultimate disruptors, of which we've seen around 250 of them in the 25-year sample shown (last histogram bin in
graph). On the flip side, 2/3 of stocks over their lifetime had negative excess returns versus the benchmark, with a
median excess return of -54% for all names. Additionally, 40% of this universe suffered catastrophic losses that were
never recovered, precisely the risk of ruin we mentioned earlier (the definition of unrecoverable losses can be found
in the source document for Figure 1). Hence we see the massive potential of investing in the true disruptors, while
simultaneously seeing how catastrophic concentrating in just a few names can be. So how can we access the full
wealth potential of disruption while mitigating the downside risks?

Figure 1: Distribution of Excess Lifetime Returns of Individual Stocks in the Russell 3000, 1980-2014

Source: J.P. Morgan. https://www.chase.com/content/dam/privatebanking/en/mobile/documents/eotm/eotm_2014_09_02_
agonyescstasy.pdf

A First Principles Approach for Identifying Disruptors

Disruptors can’t be identified early using corporate earnings or other standard metrics deployed in the investment
field. Instead, one must take a more scientific, first principles approach to identifying disruptors before they burst
onto the scene. To do this, Simplify partners with , a Silicon Valley technology boutique, to carefully
analyze new technologies and their ability to disrupt life and business as we know it. Once a disruptive technology
has been identified, we then break down the new field into its salient features and identify those companies poised
to excel in all necessary disciplines for true disruption. Figure 2 highlights the key pillars that drive true successin a
number of key themes we are focused on today. By then analyzing each contender company based on their prowess
in each discipline, we can then identify those disruptors most likely to take the lion’s share of the new market.
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Figure 2: First Principles Deconstruction of the Most Disruptive Themes
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Source: Volt Equity.

An Option Framework for Capturing Upside Without Extreme Concentration

Once disruptors are identified, how can we then build portfolios that provide the upside we want from generational
disruption while avoiding the downside of concentration? Enter stock options, that can provide equity-like upside at a
fraction of the cost of a full equity investment, precisely the highly asymmetric payoff we need to solve this problem.
For example, let’s say you believe Tesla is going to dominate the autonomous driving space for decades to come and
you want to capitalize off this dominance. Rather than putting all your money into Tesla directly, one can buy call
options on Tesla, which if structured properly can provide the upside of a full investment in the stock (or more), with
just a fraction of the cash outlaid and ultimately at risk. Now the exact upside one can capture by swapping stocks
for options varies with the option strikes and expiries deployed, so to really understand the full potential of this form
of stock/option swap, we need to first decide the precise option structure we would want.

Disruptors can’t be identified early
using corporate earnings or other
standard metrics deployed in the

investment field. Instead, one must take
a more scientific, first principles approach
to identifying disruptors before they
burst onto the scene.

It turns out that disruptive companies typically have a price trajectory that makes the swap from concentrated stock
positions to a fractional position in call options very compelling. Figure 3 shows the empirical S-curves for some

of the most disruptive companies of the past few decades. There are a few key observations we can quickly make
regarding disruptive price trajectories that can help us structure our option exposure to best capture disruptive
upside while mitigating concentration risk. The first thing we see is that S-curves typically take about two years to
play out, hence we can limit our option expiries to about two years out, which coincidentally is the typical max horizon

‘} S | M P Ll FY simplify.us info@simplify.us 646.585.0476
D



Harnessing the Power of Disruption with Concentrated Convexity

for listed options. Second, we generally see accelerated growth for around six months in the middle of the full two
year S-curve, hence we should ladder in some six month calls to capture those biggest of booms. And finally, we see
that disruption is minimally accompanied by a move up of about 100-200%, but can be significantly larger. Given
these guide posts, Simplify will deploy a ladder of call options that are 50-100% out-of-the-money, from 6 months to
2 years in expiry, in lieu of a significant stock investment. The exact portfolio weightings to each strike/expiry combo
are then actively determined based on the exact timing and magnitude of a company’s next expected S-curve, or if
the company is in the middle of an S-curve already, the extent to which the S-curve could continue.

Figure 3: Anatomy of an S-Curve

Source: Bloomberg. Calculations by Simplify Asset Management. The results are NOT an indicator of future results. Additional
information regarding the construction of these results is available upon request. PLEASE SEE FULL DISCLOSURES BELOW.

Parting Words

The power of concentrating in true disruptors is undeniable. But the challenges of determining the real disruptors
and avoiding concentration risk are equally as undeniable. By using a first principles approach to deconstructing
disruption into its salient disciplines we believe we can identify true disruptors well ahead of significant market share
has been achieved. And by understanding how the price of disruptive companies generally evolves, we can utilize
options to help capture their upside potential without taking on concentration risk that can lead to catastrophic loss.
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Important Information

Simplify Asset Management Inc. is a Registered Investment Adviser. Advisory services are only offered to clients or
prospective clients where Simplify Asset Management Inc. and its representatives are properly licensed or exempt
from licensure. SEC registration does not constitute an endorsement of the firm by the Commission, nor does it
indicate that the advisor has attained a particular level of skill or ability. Be sure to first consult with a qualified
financial adviser and/or tax professional before implementing any strategy. This website and information are not
intended to provide investment, tax, or legal advice.

This website is solely for informational purposes and does not intend to make an offer or solicitation for the sale or
purchase of any specific securities, investments, or investment strategies. These materials are made available on
an “as is” basis, without representation or warranty. The information contained in these materials has been obtained
from sources that Simplify Asset Management Inc. believes to be reliable, but accuracy and completeness are not
guaranteed. This information is only current as of the date indicated, and may be superseded by subsequent market
events or for other reasons. Neither the author nor Simplify Asset Management Inc. undertakes to advise you of any
changes in the views expressed herein.

Past performance is no guarantee of future returns. Investing involves risk and possible loss of principal capital.

Unless otherwise noted, any performance returns presented in these materials reflect hypothetical performance.
Hypothetical strategies and indices presented are unmanaged, do not reflect any fees, expenses, transaction
costs, commissions or taxes, and one cannot invest directly in any of these. The results presented should not be
viewed as indicative of the adviser’ skill and do not reflect the performance results that were achieved by any
particular client. During this period, the adviser was not providing advice using this model and clients’ results
may have been materially different. Hypothetical model results have many inherent limitations, some of which, but
not all, are described herein. One of the limitations of hypothetical performance results is that they are generally
prepared with the benefit of hindsight. In addition, hypothetical trading does not involve financial risk, and no
hypothetical trading record can completely account for the impact of financial risk in actual trading.

© 2021 Simplify. All rights reserved.
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