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Eight years ago, the S&P 500 hauled 
itself off the bottom of the ocean and 
started to float upwards. Investors 
brave enough to peer into the murky 
depths of post-crisis seas and buy into 
the index in March 2009 have seen 
close to a fourfold increase in their 
money. The question today is whether 
stocks can continue this upward 
trajectory, or whether dark seas will 
once again reclaim them. 

In other words, how do we deal 
with late cycle risk?

The question is often ignored by 
investors, who worry more about 

missing out on late bull run returns and 
overlook the risks to their capital. But 
the risks are rising and more investors 
are looking for a way to mitigate them.

How do we know the cycle is 
coming to an end?

The classic end-of-cycle indicators are 
price-earnings valuations at historic 
highs, rising volatility and weakening 
macroeconomic data.

If we compare the S&P 500 with 
its 12-month trailing earnings per 
share, we see a huge and widening 
gap between the two. Whereas up 
until two years ago, they were largely 
correlated, they have diverged rapidly 
since. Stock markets are clearly 
pricing in a lot of good news and 
any disappointment could negatively 
impact investor sentiment. Valuations 
are less stretched in Europe, although 
the price-earnings ratio is above the 
long-term average. 

Next, consider the relationship 
between interest rate rises and market 
volatility. When interest rates hit their 
low point, and then turn upwards, 
volatility tends to rise too, with a lag of 
2-2.5 years.

As the chart above shows, interest 
rates rose in 1994-1995 and volatility 
started a sharp ascent in 1996-1997, 
roughly two years later. The same 
pattern can be seen after the rate 
cycle turned in 2004. 
Today, we see that rates have been 
close to zero since 2009. But they 
started trending upwards in late 2015. 
Volatility is currently very low, but will 
it remain subdued given the impact of 
previous rate rise episodes?

As end-of-cycle risk increases, Seeyond says hedging can not only 
protects equity portfolios but can add alpha

The end-game gets closer
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Source: Seeyond, Bloomberg, Jan 1989 – Mar 2017

Key takeaways:

• Stock markets are pricing in a lot of good 
news and any disappointment could 
negatively impact investor sentiment. 
With the cost of protecting portfolios 
against volatility low, this is a good time 
to hedge. 

• There are two main ways to manage 
equity portfolio volatility. The first is 
by re-allocating to low-volatility stocks. 
However, for investors who are satisfied 
with their current equity allocations, an 
overlay solution may be best. 

• An overlay strategy which purchases 
put options cheaply when volatility is 
low has reduced volatility from S&P 
500 returns from 19.1% to 14.4%, 
while performance is not impacted. 
A Eurostoxx overlay does better still, 
reducing volatility and returning 3.3% a 
year, compared with 1.8% for investing 
unhedged.

Source: Seeyond as of 31st of March 2017

Emmanuel  
Bourdeix  

Director,

Seeyond 
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Then there is the macro-economic 
variable. Markets have risen rapidly 
since late 2016, expecting considerable 
US fiscal stimulus following the US 
elections. But optimism is now fully 
priced in and any pullback from the 
ambitious fiscal plans could sow seeds 
of doubt in the minds of investors. 

In addition, there is a material 
probability of a recession in US from 
early 2018. If the Fed hikes rates amid
ongoing uncertainty– fundamentally 
and in relation to the promised 
stimulus – over the future of the US 
economy, growth may go into reverse. 

So the risks are rising, but volatility 
– so far – has not. With the costs of 
protecting portfolios against volatility 
low, this represents a good time to 
hedge it. As we like to say: fix the roof 
while the sun is shining.

Hedging portfolio volatility:  
first solution

Two methods present themselves for 
managing equity portfolio volatility. The 
first, allocating to low-volatility stocks, 
is suitable for investors who are willing 
and able to re-orient their portfolios. If 
they have held stocks from the early 
stages of a bull run, they can take 
profits on some of their holdings and 
buy low-volatility stocks through, for 
example, a minimum variance strategy. 

This selects stocks based on their 
low-risk characteristics, rather than via 
a fundamental approach. 

A portfolio of low-risk stocks will 
contain companies which have both 
low volatility and low correlations 
to each other. Performance is not 
sacrificed thanks to the low-volatility 
anomaly, which has been identified 
in numerous academic studies and 
empirically.  

The low-volatility anomaly overturns 
traditional modelling, which holds that 
higher return can only be obtained by 
taking more risk. In fact, over a full 
cycle, low-volatility stocks outperform 
while volatility can be reduced on 
average by 30%, and up to 40% in 
crisis markets. 

 Source: Seeyond, Bloomberg, Jan 2001 – Mar 2017

 Source: Seeyond, Bloomberg, Jan 2001 – Mar 2017

Performance Base 100 on 31/12/2000

Performance Base 100 on 31/12/2000

S&P 500 S&P 500 + Overlay

Max Drawdown -55.2% -42%

Annual Performance 5.8% 5.7% 

Volatility 19.1% 14.4%

Sharpe ratio 0.30 0.40

Euro Stoxx 50 Euro Stoxx 50 + Overlay

Max Drawdown -59.6% -45.5%

Annual Performance 1.8% 3.3%

Volatility 23.7% 18.0%

Sharpe ratio 0.08 0.18
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Hedging portfolio volatility: second 
solution

Other investors are satisfied with 
their current equity allocations and 
with their equity managers, so they 
may choose an overlay solution. 
The essential overlay strategy is to 
purchase put options cheaply when 
volatility is low and sell them when 
volatility is close to its high point – 
usually immediately after a major 
market drawdown. As the charts above 
show, the overlay solution reduced 
volatility from S&P 500 returns over 
the cycle from 19.1% to 14.4%. 
Performance, however, is almost 
identical. The Eurostoxx solution 
was even better, with the overlay 
substantially reducing volatility and 
producing performance of 3.3% a year, 
compared with just 1.8%  
for investing unhedged in the index. 

 Investors can get nervous when they 
know that upcoming market events 
– they are almost too numerous to 
mention right now - have the potential 
to create considerable volatility.  
This can lead to reactive portfolio 
adjustments which destroy rather 
than add value. Overlay strategies 
have reduced volatility during all 
major drawdown events over the past 
decade, as the table below shows. 

A repeatable and customisable 
process

The concept of buying and selling 
options based on prevailing market 
conditions (and therefore the strike 
price of the options) is simple enough 
to grasp, but not always simple to 
execute. It requires a rules-based 
approach which is both disciplined 
and repeatable. This requires specific 
expertise in volatility management. 
As an active equity risk manager, 
Seeyond has deep knowledge of and 
skills in quantitative management and 
derivatives, with the aim of mitigating 
risk across our portfolios.
“For the overlay strategy, we use 
only listed options, rather than over-
the-counter (OTC) options, which 

introduce counterparty risk into the 
transaction”, says Emmanuel Bourdeix, 
Co-CIO Natixis Asset Management 
and Head of Seeyond. “That way, we 
make sure we are purely hedging 
equity risk, not trying to manage other 
risks, such as those posed by trading 
counterparties”. 

Specialist skill is also required to 
customise the overlay portfolio for 
each investor. Insofar as the relevant 
liquid options are available, it is 
possible to customise the overlay to 
any investment universe. That means 
exposure to all US and European 
indices can be hedged, and to many 
Asian indices too. 
Alternatively, an index can be 
constructed using a basket of options, 
which is optimally correlated with 
the equity portfolio of an individual 
investor. 

To illustrate the potential levels of 
customisation, let’s briefly look at two 
examples. 
In the first example, an investor has 
a portfolio of 50% US equities, 30% 
European stocks and 20% Asian 
stocks. Put options can be purchased 
to reflect exactly that allocation and 
hedge against falls in each of those 
markets. 
In the second example, let’s consider 
how we can calibrate the amount 
of hedging that can be put in place. 
A typical overlay might be created 
from 85% out-of-the-money puts. 
In essence, that means that the 

closer the benchmark falls to -15%, 
the quicker the overlay strategy 
appreciates in value. How much it 
appreciates depends on how far the 
market falls. On the other hand, some 
investors prefer a more defensive 
protection that appreciates earlier. This 
could imply buying 90% out-of-the-
money options, which costs more, 
but provides protection against even 
modest market volatility. 

Conclusion – mitigate risk, 
generate alpha

Volatility is both a risk to manage and 
an opportunity for alpha generation. 
This is never truer than when the end 
of a cycle is approaching and volatility 
starts to increase.  

A disciplined overlay strategy can 
help investors avoid large drawdowns 
and therefore meet long-term 
growth targets. For investment 
functions answering to a board for 
their decisions, a robust and easily-
explainable improvement to the return 
distribution could prove persuasive. 

Seeyond is an investment division 
of Natixis Asset Management that 
focuses on active management 
through a quantitative approach.

Written on June 2017

Event From To MSCI AC
MSCI AC  
+ Overlay

Drawdown 
reduction

Brexit 23/06/16 27/06/16 -6.8% -4.9% 28.0%

2016 Start 29/12/15 11/02/16 -12.5% -7.8% 37.0%

Aug-15 18/08/15 29/09/15 -10.6% -6.7% 37.0%

Oct-14 19/09/14 16/10/14 -8.3% -6.1% 27.0%

Fed's Tapering 28/05/13 24/06/13 -7.1% -5.5% 23.0%

Debt Crisis Revival 19/03/12 01/06/12 -12.6% -10.4% 17.0%

Summer 2011 01/07/11 12/09/11 -16.0% -10.3% 36.0%

Flash Crash 2010 15/04/10 07/05/10 -11.2% -7.8% 31.0%

Lehman 02/09/08 09/03/09 -47.4% -34.5% 27.0%

 Source: Seeyond, Bloomberg, Jan 2001 – Mar 2017
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Past performance is no guarantee of future results.
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 31 March 2017 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 Global Asset Management believes 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.

NATIXIS ASSET MANAGEMENT 
Registered Office: 21 quai d’Austerlitz – 75 634 Paris Cedex 13  
Tel. +33 1 78 40 80 00 
Limited Liability Company, Share Capital €50,434,604.76 
Regulated by AMF under n°GP 90-009 
Company Trade Registration (RCS) Number 329 450 738 Paris

NGAM SA.  
Registered Office: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg  
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws  
Registered under n. B 115843

Seeyond is a brand of Natixis Asset Management
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Additional Notes
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.
In the E.U. (outside of the UK): Provided by NGAM S.A. or one of its branch offices listed below. NGAM 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 NGAM S.A.: 2, rue Jean Monnet, L-2180 
Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. Italy: NGAM 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: NGAM S.A., Zweigniederlassung 
Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: NGAM, Nederlands 
filiaal (Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: 
NGAM, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: NGAM, 
Sucursal en España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. 
In Switzerland: Provided for information purposes only by NGAM, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, 
Schweizergasse 6, 8001 Zürich. 
In the U.K.: Provided by NGAM 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: NGAM UK Limited, One Carter Lane, London, EC4V 5ER.
In the DIFC: Provided in and from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, 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 Asset Management Japan Co., 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: 2-2-3 
Uchisaiwaicho, Chiyoda-ku, Tokyo. 
In Taiwan: Provided by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the 
R.O.C . Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I), R.O.C., license number 2012 FSC SICE 
No. 039, Tel. +886 2 2784 5777. 
In Singapore: Provided by NGAM  Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only.  NGAM  Singapore is a 
division of Natixis Asset Management Asia Limited (company registration no. 199801044D). Registered address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial 
Centre, Singapore 049315.
In Hong Kong: Provided by NGAM Hong Kong Limited to institutional/ corporate professional investors only.
In Australia: Provided by NGAM 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 regulated 
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. NGAM Australia Pty Limited is not a registered financial service provider in New Zealand.
In Latin America: Provided by NGAM S.A. 
In Chile: Esta oferta privada se acoge a la Norma de Carácter General N°336 de la SVS de Chile.
In Uruguay: Provided by NGAM Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Registered office: WTC – Luis 
Alberto de Herrera 1248, Torre 3, Piso 4, Oficina 474, Montevideo, Uruguay, CP 11300. 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 NGAM S.A. Oficina de Representación (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 NGAM Mexico, S. de R.L. de C.V., which is not a regulated financial entity with the Comisión Nacional Bancaria y de Valores or any other Mexican authority. 
Any products, services or investments referred to herein are rendered exclusively outside of Mexico.
The above referenced entities are business development units of Natixis Global Asset Management, the holding company of a diverse line-up of specialised investment management 
and distribution entities worldwide. The investment management subsidiaries of Natixis Global Asset Management 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 regulated 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 Global Asset Management 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.


