Liontrust European Enhanced Income Fund
Covered calls and foreign exchange hedging explained
The Liontrust European Enhanced Income Fund is one of a number
available that employs a derivative strategy to boost its yield, and
also offers hedged share classes to mitigate currency risk.
Manager Olly Russ uses covered calls, perhaps the simplest form of
derivative, as part of his investment strategy to enhance income. But
what are covered calls? And why would an investor choose to use
them? Here, we set out how this strategy works and what users of
these instruments are looking to achieve. We also discuss the impact
of the sterling hedged share class for investors.

Derivatives – a quick reminder
A derivative is a security where the price is dependent on the
value of one or more underlying assets. The most commonly used
derivatives – futures and options – involve a contract to trade these
assets for a set price at a predetermined point in the future. With
futures, the derivative owner is obliged to buy or sell the asset: with
options – as the name suggests – they have the right but not the
obligation to trade.
Further key terminology to understand are calls and puts – a call
is the right or obligation to buy the underlying asset while a put
involves selling it.

Our covered call strategy
Derivatives have a variety of applications, from hedging or insuring
against different types of risk to speculating on future asset prices. For
our part, however, the covered call strategy on the Liontrust European
Enhanced Income Fund is designed purely to boost yield and help
towards the income target of 1.25 times the MSCI Europe ex-UK
Index.
We are not using options for capital protection or to hedge out risk
and the payoffs on our derivatives are not linked to a complex set of
circumstances.
Each month, Olly is able to write ‘out of the money’ covered call
options on selected stocks within his portfolio. This is designed to
make small, incremental improvements to the Fund’s yield over time:
the maximum enhancement is likely to be around 100 basis points
in a year.
To break some of this terminology down, the first thing to understand
is the difference between so-called naked and covered call options.
A call option is a deal struck between the option writer, Olly in our
case, and the buyer, typically an investment bank. In exchange for
the right to buy a stock for a set price in the future, the bank pays the
writer a premium, with the value determined by factors such as market
volatility and length of time to expiry (always a month in our Fund).

With a naked call, there is no obligation for the writer to
own the stocks on which they are selling options and the risk
is therefore potentially unlimited. In contrast, a covered call strategy
– which we employ – is where the writer owns the underlying shares
and sells call options against them.
This is the simplest and most traditional form of derivative and, because
the writer holds the underlying stock, risk is substantially reduced.
Option writers have three choices when structuring their deals,
either at the money, in the money or out of the money. This refers
to where they choose to set the target (or strike) price relative to the
current price of the underlying asset: at the money means the two are
equal, in the money is where the current price is higher than the strike
price and out of the money (our approach) means the strike price is
higher than the current price.

How the strategy can benefit investors
Apart from the premium received, the rest of the option experience is
determined by what happens to the asset price relative to the strike
price. Taking our out of the money options as an example, Olly writes
one-month calls on selected equities in his Fund and if the price of the
underlying stock either falls, stays even or rises without reaching the
strike price, the calls are not exercised (or called) by the buyer and
expire worthless. This means the Fund receives the premium for the
options and any of the growth in the value of the share price.
Our strategy should be seen as two halves of an equation where
Olly is long the stock and short the call: if the share price never
reaches the strike level, the option expires worthless but the Fund will
always be better off by the value of the premium.
If the stock has a growth spurt, however, and the stock price reaches
or exceeds the strike level within the month, the buyer has the right to
exercise the option and purchase the shares.
Risk here is relative: if the shares breach the strike price, any growth
above that level is lost and if a company sees a considerable rise, this
could be substantial. Returns from a stock are effectively capped at
the level where Olly chooses to set the strike price.
We are looking to avoid our options being called as far as possible
and Olly sets his strike prices above the maximum one-month rise
expected from a stock – an average of 10-11% out of the money.
While it is not possible to get these levels right every time, this helps
to mitigate the risk of a stock being called.
Olly also has discretion on whether to write an option on a particular
holding at all – if he believes the market will rise strongly, he can
decide not to write an option.

Past performance is not a guide to future performance. None of the predictions in this analysis can be guaranteed and we recommend
people contact a professional adviser before making investment decisions.

The following chart sets out four possible scenarios when writing
covered calls and shows the strategy is largely beneficial for investors.
Our base case for each scenario involves a stock in the European

Enhanced Income Fund trading at €90. Using his average 10 -11%
out of the money level, Olly sets the strike price at €100 and receives
a premium of €1.50 for this deal.
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Foreign exchange hedging – a further step down the risk ladder
For investors keen to reduce currency risk, we offer a sterling hedged
share class on the Liontrust European Enhanced Income Fund.
Olly’s income focus tends to lead to a lower-risk portfolio than many
others in the growth-orientated Europe ex-UK sector and the hedged class
is for investors keen to move a further rung down the risk ladder. This is
not designed to be an aggressive currency play and should be seen as
a risk reducer in the portfolio as opposed to a potential return enhancer.
For a European long-only fund with unhedged shares, for example,
sterling investors will feel the full positive or negative effects of
moves in the euro. If the market stays broadly flat and the euro rises
10% versus sterling, an unhedged fund would be up around the same
amount while our hedged portfolio should be neutral: what we lose
on currency, we gain on our assets.

The effects of currency hedging

Should the euro drop 10% versus sterling, an unhedged fund
would be down around that amount and, again, our fund would
stay neutral. Some investors might assume we would gain from
euro weakness but the seesaw effect is evident once again, as
the positive FX impact from the hedge is offset by our underlying
assets weakening. The hedge is simply there to remove the currency
effect from the equation.
Where our hedged shares will have an impact is at a sector
level against non-hedged funds, with our relative return and ranking
influenced by how sterling is performing against the euro. In
general, the Fund will appear to outperform when the euro is weak,
and underperform the peer group when it is strong.
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Key Risks
Past performance is not a guide to future performance. Do remember that the value of an investment and the income generated from it
can fall as well as rise and is not guaranteed, therefore, you may not get back the amount originally invested and potentially risk total loss
of capital. The issue of units/shares in Liontrust Funds may be subject to an initial charge, which will have an impact on the realisable value
of the investment, particularly in the short term. Investments should always be considered as long term. Investment in Funds managed by
the European Income team involves foreign currencies and may be subject to fluctuations in value due to movements in exchange rates. The
Fund’s expenses are charged to capital. This has the effect of increasing dividends while constraining capital appreciation. Investment in
the Liontrust European Enhanced Income Fund writes out of the money call options to generate additional income. These call options will be
“covered”. Unitholders should note that potential capital growth of the Fund would be capped if these call options are exercised against the
Fund and the Fund’s capital returns could therefore be lower than the market in periods of rapidly rising share prices.
Issued by Liontrust Fund Partners LLP (2 Savoy Court, London WC2R 0EZ), authorised and regulated in the UK by
the Financial Conduct Authority (FRN 518165) to undertake regulated investment business. Always research your
own investments and please consult suitability with a regulated financial adviser before investing. (18/610) 2018.10

