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Low vol equity: there's another way
“Put-write"” strategies have nearly kept pace with equities,
but with fewer drawdowns

Key Takeaways:

* For investors who want to
participate in stock market
returns without taking the
accompanying risks, a
disciplined, secured put-writing
strategy can potentially fit the
bill

+ An active put-write approach
can keep risks and opportunities
relative to the market in balance
by actively managing the
options as the strategy's market
exposure changes, rather than
simply waiting until the options
expire

Put-write helps investors avoid
extreme tails, giving up some
return during rising markets in
order to avoid the full impact of
market crashes.

Equities have proven their worth over
the decades, returning huge multiples
to investors willing and able to stay in
the market for the long term. Wars and
depressions have come and gone, and
still equities have tracked upwards.

For the few — high net worth investors
and some endowments — staying fully
invested for the duration is possible. For
the rest, particularly most institutional
investors with liabilities to meet, volatility
and market crashes are not acceptable
risks. But how to mitigate them?

The challenge of removing risk

Removing risk while maintaining
meaningful exposure to equities is no
simple task. Many have tried.

Existing low-volatility equity strategies
include dividend-paying stock funds,
but the downside protection offered by
the "yield cushion” on these funds can
be small. Then there is low-volatility
indexing, but this depends on the
historically low standard deviation on
individual stocks remaining low. Some
investors have turned to merger and
convertible arbitrage strategies, but
these generally only bear fruit at certain
points in the market cycle and tend to
have limited capacity.

So is there a strategy which can both
participate in the long-term return
potential of equity markets and also
deliver reliable and meaningful reduction
in risk? There is, and it is known as a
"put-write" strategy.
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All about put-write

Put-write is not perhaps the most
catchy of names, but it encapsulates the
strategy succinctly.

At the heart of Gateway Investment
Advisers' put-write strategy is the belief
that in the long run, equity markets are
the most reliable source of investment
returns. So Gateway, an affiliate of
Natixis Investment
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Managers, has built an investment
strategy which is designed to be highly
correlated to stock indices, while
consistently removing a significant
portion of the volatility and downside risk
associated with equity markets.

In the first part of the investment
process, Gateway's investment
management team writes a put option
on a stock index and receives cash

up front for selling it. In fact, the team
writes a great many options, receiving
cash which is then added to a portfolio
of investments such as cash or short-
maturity government bonds, that cover,
or secure, potential losses on written
put options. So, unlike most equity
strategies, the put-write strategy has
immediate income. This acts as a
cushion against downward movements
in the stock index.

THE EXPLAINER: PUT OPTIONS

A put option is a contract giving the owner
the right, but not the obligation, to sell a
specified amount of an underlying security
or index at a specified price within a
specified time.

A put option's price generally moves
opposite of the price of the underlying
security or index—increasing as the price
of the underlying asset falls and decreasing
as the price of the underlying asset rises.
Key features of listed index options:

* Liquid

* Transparent

+ Trade on exchange, so no counterparty risk
* Reliable correlation to stock indices

Once the put options are written, there
are benefits and risks to consider
regardless of which direction the index
moves.

- If the index rises in value, the benefit is
a positive return— the cash received
up front is ‘earned’ as the value of the
written put option declines. The risk
of a rising market scenario is that the
cash received up front is less than the
amount the underlying index increases.
In this scenario, the put writing strategy
earns a positive return, but it may
be only a portion of the return of the
underlying index. If the index falls in
value, the benefit of the written put is
downside protection, while the risk is
the potential for a negative return.
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+ If the decline in the index is greater than
the amount of cash received up front,
the put writing strategy may have a loss,
but it will be a smaller loss than the
loss of the underlying index. If the loss
of the underlying index is smaller than
the cash received up front for writing
the put option, the strategy could have
a slight gain, while the underlying index
has a negative return.

The end result is a strategy that can
participate in the positive returns that
equity markets frequently generate, but
experiences less volatility and delivers
reliable downside protection during
market declines. The strategy delivers
these benefits without requiring the
manager to correctly anticipate market
direction or pick the 'right' stocks.

Why does it work?

In general, investment strategies aim

to enhance returns by buying an asset
which is underpriced and selling it at a
higher price. Put-write is little different.

By writing put options, Gateway is
effectively selling an overpriced asset.
Why is it overpriced? Because the

asset in this case is implied volatility
(forward-looking volatility that is priced
into the index options markets) and
investors tend to pay too much to insure
themselves against volatility.

Therefore the strategy works by
collecting a volatility premium. We
know that the volatility premium exists
because realised volatility — which is a
backward-looking measure of actual
price changes in an index — tends to be
lower than implied volatility, which is the
future volatility expected by the market.
From January 1990 to March 2018,
implied volatility for U.S. equities, for
instance, was overpriced approximately
90% of the time (on a monthly basis).

Participants in a market generally over-
estimate volatility because they don't
know which direction a market is headed
in the coming weeks and months, and
this creates fear. People are willing to
pay to help them face their fears, that

is they are willing to buy insurance that
protects them in the event the outcomes
they fear actually come to pass.

In this sense, writing index put options
is very much like writing insurance for
better known risks, such as illness and
vehicle accidents.

Equity-like returns, without the tails

Many investors are unfamiliar with
put-write strategies and want to know
how they might perform under different
market scenarios.

Investors tend to be attracted, in
particular, by the strategy's potential to
outperform stock indices during market
downturns. Put-write helps investors
avoid extreme tails, giving up some
return during rising markets in order to
avoid the full impact of market crashes.

The benchmark index for put-write
strategies, has had a lower drawdown
than a U.S. Large Cap Equity Index every
year since its inception in 1986 through
2017. The average maximum drawdown
a year was 9.3% for the benchmark index
for U.S. put-write strategies compared
with 13.7% for the U.S. equities’.

So, in down markets, the strategy wins
by losing less. If investors can avoid the
large short-term losses associated with
long-term equity exposure, they can
recover portfolio losses in short order
and get back to compounding returns
much sooner.

Meanwhile, in positive markets, the
strategy also delivers. Consistently
selling the over-priced asset — volatility
— creates the potential for better risk-
adjusted returns than the equity index.
From June 1986 to December 2017, the
U.S. put-write strategies returned an
average of 10.07% a year. This compares
with the average return from the U.S.
equities of 10.26%. It can be seen that
the performance is almost the same,
except that the put-write strategies
returns were generated with only 75% of
the volatility (standard deviation)'.

Puts in the portfolio

Investors are sometimes unclear how
an options-based strategy, which may
be very different from any other strategy
they have previously encountered, fits
with their existing portfolio holdings.
There are a number of possibilities, but
the main two are: as part of the core
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equities allocation; and as an income-
producing alternative to low-yielding
bonds.

Given the high correlation of the
strategy to equity markets, there is

a clear fit with the equities portfolio.

It is a strong contender for the core
element of an equities allocation due

to its low volatility, which typically
removes between and a third and a half
of equity market risk.

At the same time, many investors seek
alternatives to low-yielding bonds, and
may consider strategies such as high-
dividend equities. But these strategies
can come with high drawdown risks
which increase the overall risk of the
portfolio, relative to fixed income. The
put-write strategy offers income-
generation that allows for consistent
participation in market advances while
potentially mitigating market declines.

Getting active

Not all put-write strategies are

created equal. Considerable portfolio
management skill and trading
discipline is required to reduce volatility
and produce genuine alpha.

This is in contrast to a put-write index,
which is rules-based and holds options
to maturity, whatever the market
environment. Although the time to
maturity may only be a few weeks,
markets can move fast in the interim,
changing the value of the option and
therefore the risk profile of the put
writing index.
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* If the U.S. equity Index falls
significantly shortly after the put-write
index writes its option, its risk profile
increases as there may be little left
to protect the option writing strategy
from additional market downside from
that point until it is replaced.

- Conversely, if the U.S. equity rises
significantly in between expiration
dates, its risk profile decreases and
the put-write index may have very
little market exposure and very low
participation in additional market
upside for a time. Once the put-write
index put option expires, it writes
a new one and the cash received
'reloads' its return potential if the
market advances and its protection
potential if the market declines.

An active approach, such as the one
taken by Gateway, can keep risks and
opportunities relative to the market

in balance by actively managing the
options as the strategy's market
exposure changes, rather than
simply waiting until the options
expire. Gateway's investment team
strives to ensure that investors are
not overly exposed if the market goes
into a freefall and also to ensure they
participate more fully if the market
rallies, potentially capturing more of
the upside than a rules-based index.

The skill to do this is not intrinsic at
most fund firms. For Gateway, however,
options strategies are its one focus

- a four-decade obsession, rather
than a bolt-on strategy designed to
complement a wider range of funds.
Gateway's portfolio managers, who
have an average of 18 years with the
firm, do not have to contend with the
distractions of, say, having to manage
a fixed income or CTA strategy in
tandem.

Long experience has taught the
managers that complexity is not
necessary or desirable in a put-write
fund. The Gateway strategy is
relatively "plain vanilla” in that it seeks
primarily to manage and reduce
equity risk using liquid options, which
are listed on exchanges and priced
transparently. Gateway's investment
team takes a measured approach in
the implementation of the strategy,
maintaining a diversified portfolio

of written options and making
adjustments on an incremental basis
to make the success of the strategy
less dependent upon the timing of its
trades.

Conclusion

For investors who want to participate
in stock market returns while
mitigating the accompanying risks,

a disciplined, secured put-writing
strategy can potentially fit the bill.
Relative to stock markets, the strategy
has the potential benefits of high
correlation, but also lower standard
deviation and smaller drawdowns,
leading to positive returns on a more
consistent basis.

Written on 9 April 2018

1. Source: Gateway Investment Advisers, LLC. Figures mentioned refer to previous years. Past performance does not guarantee future results.

Performance characteristics of the Index representative of put-write strategies are not reflective of Gateway's put-write strategy performance.
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This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein represent the subjective views
of the author as referenced, are as of 9 April 2018 and are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. This material may
not be distributed, published, or reproduced, in whole or in part. Although Natixis Investment Managers and Gateway Investment Advisers, LLC believe the information provided in this material to be
reliable, it does not guarantee the accuracy, adequacy or completeness of such information. Not all affiliates, products, and services are available in all jurisdictions. Indexes are unmanaged and do
not incur fees. It is not possible to invest directly in an index.

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by local regulation,
only at their written request. This material must not be used with Retail Investors.

In the E.U. (outside of the UK): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management company
that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment
Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: Natixis Investment Managers Distribution (n.509 471 173 RCS Paris). Registered office: 43 avenue
Pierre Mendes France, 75013 Paris. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via
Larga, 2 - 20122, Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend
Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the
Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111
35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux Collége 10, 1204 Geneva, Switzerland or its representative office in Zurich,
Schweizergasse 6, 8001 Zirich.

In the U.K.: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to be
communicated to and/or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in any other
jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses with called up share capital or net
assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom the material may otherwise lawfully be distributed in accordance with the FSMA 2000
(Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the «Intended Recipients»). The fund, services or opinions referred to
in this material are only available to the Intended Recipients and this material must not be relied nor acted upon by any other persons. Registered Office: Natixis Investment Managers UK Limited,
One Carter Lane, London, EC4V 5ER.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services are
only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients as defined by the DFSA.
Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates.

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The Company
conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku,
Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory
Commission of the R.0.C . Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building 1), R.0.C., license number 2017 FSC SICE
No. 018, Tel. +886 2 2784 5777.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only. Natixis Investment
Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton
Way, #22-05 UIC Building, Singapore 068808.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale
clients only.

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a requlated offer for the purposes
of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis
Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina
1028, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010.
Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than
100 specifically identified investors.

In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V,, which is not a regulated financial entity or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado
de Valores) and is not registered with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that require
authorization or license are rendered exclusively outside of Mexico. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the
CNBV or any other Mexican authority to operate within Mexico as an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores). Any use of the expression or
reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of the investment management subsidiaries of Natixis Investment Managers, which are
also not authorized by or registered with the CNBV or any other Mexican authority to operate within Mexico as investment managers.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management and distribution
entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or
authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or
sale of fund shares or third party investment services to its clients complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy or to
sell any security, or an offer of any requlated financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses,
opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings
and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past performance information presented is not
indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy, adequacy, or
completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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