
Jan 2019

1

GMO Global Equity Insights

Executive Summary
 ■ Put writing strategies can deliver equity-like returns over the long term with 

less sensitivity to market valuations. 

 ■ Put writing returns are generally characterized by lower volatility and shallower 
drawdowns than long-only equities. This allows for a less volatile profile of 
distributions.

 ■ Distributions from put selling have done no worse than long-only equities and in 
some cases have performed materially better.

Can put writing strategies support regular payouts?
Some institutions, including endowments and foundations, face the need to pay out capital on a 
regular basis to support the organization’s mission. While put selling can deliver equity-like returns 
over the long term, in these cases the interaction of spending policies and investment policies raise 
the question of the suitability of put writing strategies in cases where regular payouts are required. 
In our analysis we compared the payout profile of put writing to long-only equities and found that 
put writing can support regular payouts and, in cases of down or flat markets, may allow for higher 
dollar payouts. The characteristics of the put writing strategy, which typically include lower volatility 
and shallower drawdowns than long-only equities, allow capital to compound at a higher rate for 
investors with long time horizons.

Why does put selling make sense now?
Prior papers have outlined the attractiveness of put writing strategies in an environment of stretched 
equity valuations, such as the one we find ourselves in today.1 In summary, the long-term total 
returns of the equity market result from total earnings growth and the compounding effect provided 
by reinvested dividends. Over any finite time horizon the realized returns for any given investor  
1 Neil Constable, “New Options for Equity Investors,” Jan 2013. This GMO Whitepaper is available at www.gmo.com 
with registration. 
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Exhibit 1: Expensive Markets Have Led to Poor Returns
Periods are sorted by their starting earnings yield and compared to their subsequent 7-year 
equity returns, showing that expensive markets have led to disappointing returns

Study period: 1983-2017 
Source: GMO

Exhibit 2: Put Selling Returns are Relatively Uncorrelated to Equity Market Valuation
Periods are sorted by the same starting earnings yield as above and compared to their subsequent 
7-year put selling returns, showing that returns are relatively insensitive to starting valuations. Put 
writing strategies sell fully collateralized 1-month ATM puts on the underlying equity index.

Study period: 1983-2017 
Source: GMO 
In the graph above, the ATM Put Selling data represents the rolling 84-month excess returns that would be 
obtained by selling puts solely on the S&P 500. All performance is presented ex-cash. For purposes of removing 
the cash component, cash rates are assumed to be 3 month local LIBOR. All transactions assumed to cross the 
bid/ask spread and pay market commissions. Option strike is that closest listed option available to ATM on day 
of sale. Positions are rolled two days before expiration. Options are all one-month options or durations close to 
one-month. All returns are in USD.

are strongly determined by the valuation multiples at which the equities were purchased. When 
earnings yields are high (i.e. valuations are cheap) subsequent returns have been good to very good, 
as illustrated in Exhibit 1. In contrast, and more problematically, when earnings-yields are low (i.e. 
valuations are rich) the subsequent returns have been quite poor.
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The question is then: how can an investor generate long-term returns commensurate with those of 
the equity market but without as much exposure to the vicissitudes of valuations? Put sellers have, by 
definition, no exposure to the upside of the equity market. Instead, they collect an option premium 
as compensation for insuring against downside equity risk. Option premium, in turn, is driven by the 
so-called implied-to-realized gap, which is a measure of the difference between the price at which an 
option is sold and an ex-post reckoning of what the fair price should have been.2 While the implied-
to-realized gap has generally been positive for equity indices, it does vary over time. Importantly, its 
variation has been especially uncorrelated with equity market valuations. It is this feature which gives 
put writing returns a low correlation to equity valuations, as seen in Exhibit 2.

Put writing returns produce more consistent total distributions than long-only equities
Although we have written on the advantages to put selling as outlined above, it is less well understood 
how this smoother and differentiated return stream enhances distributions for institutional investors. 
By distributions, we mean the quarterly or annual financial disbursements that institutions draw on to 
support their broader mission. For a university, this is the percentage of the endowment that is tapped 
to support operating activities, for example. To illustrate the enhanced distributions of put writing, we 
provide a simple comparative backtest of both long-only equities and put writing with their respective 
total distributions. From this straightforward exercise, it is clear that the return profile of put selling 
strategies—which exhibits less volatility and shallower drawdowns—enhances distributions more 
than the total returns suggest. Furthermore, this is true whether the institution has a policy of annual 
or quarterly distributions. 

To model this, we assume that institutions withdraw 5% annually from their capital pools. As an 
additional robustness test, we also model distributions that occur at a quarterly frequency. Thus for 
a 5% distribution rate, the institution draws 1.25% of the strategy proceeds every quarter, on the last 
business day of the quarter. 

Below, in Exhibit 3, we start with the total returns of several blue chip indexes. How do the total 
returns look once we allow investors in the strategies to withdraw 5% per annum on the last business 
day of the year? You’ll find the returns after distributions in Exhibit 4. Notice that after distributions 
the total return profiles of equities and put selling flatten, which should be intuitive. Of course, the 
degree of flattening depends on how much capital an institution withdraws on an annual basis. 

How will the returns impact distributions? This is not as straightforward, as much depends on when the 
distributions are tapped, and the impact of compounding on the residual assets of each respective strategy. 
Hence merely observing Exhibit 4 paints a misleading picture of the distributions of an institution.

2 Technically, the implied-to-realized gap is the difference between implied volatility at the time an option is sold and the 
subsequent realized volatility of the underlying asset. For a more detailed discussion see Van Trieu Le and Neil Constable 
“The Value of Short Volatility Strategies,” February 2018.
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Exhibit 3: Total Returns for Global Equities
Total returns for the S&P 500, Euro Stoxx 50 and the FTSE 100, respectively, including dividends. 
Put writing strategies sell fully collateralized 1-month ATM puts on the underlying equity index.

Source: GMO

Exhibit 4: Total Returns Less Annual Distributions of 5%
Total returns for the S&P 500, Euro Stoxx 50 and the FTSE 100, respectively, including dividends 
less 5% distributed on the last business day of the year. Put writing strategies sell fully 
collateralized 1-month ATM puts on the underlying equity index.

Source: GMO

In Exhibit 5, we plot the quantity of study directly: below you’ll find the total distributions of long-
only equities (in blue) versus that of put-writing (in green). Notice that because of the steady nature 
of returns of put writing (lower volatility with more shallow drawdowns) the total distributions are 
actually higher for put writing versus that of equities. In the U.S., the distributions are almost identical, 
with the total distributions of put writing just 80 basis points higher versus that of equities.

In the case of the Euro Stoxx, put writing actually produces total distributions that are an impressive 
64% higher versus equities (second panel of Exhibit 5). We don’t want to over interpret this result. 
Importantly, observe that this specific outcome is tied to the particular sample window, which began 
in 2002 a period in which broad European equities declined by nearly 50%, a much steeper drawdown 
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Exhibit 5: Total Cumulative Annual Distributions of 5%
Total cumulative distributions for the S&P 500, Euro Stoxx 50 and the FTSE 100, respectively. Put 
writing strategies sell fully collateralized 1-month ATM puts on the underlying equity index.

Source: GMO

Exhibit 6: Total Cumulative Quarterly Distributions of 1.25%
Total cumulative distributions for the S&P 500, Euro Stoxx 50 and the FTSE 100, respectively. Put 
writing strategies sell fully collateralized 1-month ATM puts on the underlying equity index.

Source: GMO

than that of U.S. broad equities over the same period, although roughly on par with the U.S. technology 
sector. Here, the conclusion is path dependent and the starting point matters. In this light, the low total 
distributions afforded to Euro Stoxx equity investors compared to put sellers can be interpreted as a type 
of lower bound—a cautionary tale of the perils to long-term capital allocation from steep drawdowns.

Finally, for FTSE, put writing distributions are 9% higher. Therefore, in all three of the blue chip equity 
indexes, put writing allowed for greater distributions than the equivalent equity strategy, even though 
the actual outcome is highly dependent on the particular path of underlying index returns.
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Exhibit 7: Ratio of Total Cumulative Quarterly Distributions of 1.25%
Ratio of total cumulative distributions for the S&P 500, Euro Stoxx 50 and the FTSE 100, 
respectively. This is defined as the total distributions of put writing divided by the total distributions 
of long-only equities. Put writing strategies sell fully collateralized 1-month ATM puts on the 
underlying equity index.

Next, we test quarterly disbursements of capital. We find the results to be similar. You can see the results 
in Exhibit 6. Hence, whether an institution withdraws quarterly or annually should not materially 
change the conclusion, as far as history is concerned. The quarterly disbursements chart in Exhibit 6 
make clear that total distributions of put selling exhibit lower variability than that of a corresponding 
basket of equities. Notice that the slope of the total distribution lines of put selling are not only higher 
but also, and perhaps more importantly, steadier than that of long-only equities, a fact that should not 
be lost on investors with spending policies that entail consistent pro rata disbursements.

Finally, we want to get a better sense of exactly when it is advantageous to allocate to put selling 
over long-only equities, at least as far as total distributions go. To accomplish this, we plot the ratio 
of the total distributions of put selling divided by the total distributions of long-only equities, at a 
rate of 5% per year and disbursed quarterly, which you can see in Exhibit 7. Notice that from these 
charts, it becomes clear that put selling distributions gain significant ground over most stages in the 
market cycle, especially during drawdowns and recoveries. This relative distribution outperformance 
persisted, even for many years, as the charts make clear. However, as a few episodes illustrate—the 
U.S. market from the 1997 to 2001, European and UK equities from 2005 to 2007, and U.S. and UK 
equities more recently—long-only equities make up some ground in the late stages of the equity cycle, 
especially during strong bull markets. 

Conclusion
Over multiple market cycles, put selling allowed for greater distribution and no meaningful capital 
erosion compared to long-only equities. Broadly, this allowed for a smoother profile of distributions. 
The lower volatility and shallower drawdowns of put selling strategies have translated almost directly 
to dependable distributions, which were steadier and exhibited lower variance, especially in the cross-
section. It stands to reason that distributions from put selling have done no worse than long-only 
equities and in some cases, especially in Europe, have performed materially better. In the event that 
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Disclaimer: The views expressed are the views of Van Trieu Le through the period ending January 2019, and are subject to change at any 
time based on market and other conditions. This is not an offer or solicitation for the purchase or sale of any security and should not be 
construed as such. References to specific securities and issuers are for illustrative purposes only and are not intended to be, and should 
not be interpreted as, recommendations to purchase or sell such securities.

The information in this presentation is only as current as the date indicated, and may be superseded by subsequent market events or for 
other reasons. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; 
however, GMO does not guarantee the accuracy, adequacy or completeness of such information. The information contained herein may 
be based on (i) data that may no longer be current, (ii) estimates that may involve highly subjective assessments and (iii) models that 
may change from time to time and be different from the assumptions and models used by other persons.  Such information should not 
be the basis for determining the value of any security or financial instrument or in making any decision to buy, sell or hold a security or 
financial instrument.

Nothing contained herein constitutes investment, legal, tax, regulatory, accounting or other advice of any kind nor is it to be relied on in 
making an investment or other decision. This presentation should not be viewed as a current or past recommendation or a solicitation of 
an offer to buy or sell any securities or to adopt any investment strategy.

There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of actual future 
market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. 
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the path of an equity index is similar to that of the Euro Stoxx over the past 15 years, then distributions 
will likely be higher. We don’t claim that this result is always guaranteed, but seems to hold outside of 
extreme and prolonged bull markets. 


