MANAGED VOLATILITY: DISTINCTIVELY DIFFERENT
OCTOBER 2016
IS MANAGED VOLATILITY JUST VALUE INVESTING IN DISGUISE? NO. MANAGED VOLATILTY IS A FUNDAMENTALLY
different strategy that is complementary to, not a substitute for, value approaches. Acadian’s Managed Volatility strategy
invests in stocks that, in combination at the portfolio level, have experienced low levels of historical volatility and takes
advantage of past failures of market prices to link risk to return. In a classic sense, this is a “value” approach. However, we
have found compelling evidence that the two strategies offer unique characteristics and results that cannot be explained by
their conventional factor exposures.
For more than 40 years, portfolios comprised of low-risk
stocks have substantially outperformed their higher-risk
counterparts. This anomaly runs counter to traditional
finance theory, which predicts that increased risk will
be rewarded by higher expected return. Managed
volatility strategies are designed to take advantage
of this mispricing. Their objective is to deliver equity
returns with substantially lower risk. This gives rise to
two possible theories. One is that managed volatility
is simply value investing in disguise. The other is that
managed volatility is a fundamentally different approach
to investing.
Our results, based on U.S. data (the CRSP valueweighted U.S. index), show that managed volatility
and conventional active value strategies appear to
be distinct in important ways. Though in the past
both have delivered better-than-market risk-adjusted
returns, the strategies have low correlation with each
other.1 Moreover, while conventional active strategies
can explain a portion of the historic returns realized by
managed volatility, there is an important component of
managed volatility’s historic returns that appears to be
unrelated to conventional active strategies.

purchasing dividend-paying stocks at low prices: that
is, buying stocks with high dividend yields. Such yield
strategies also have outperformed the aggregate market.
In another well-known approach, some investors buy
small stocks, those with low market capitalizations.
Consistent with this approach, the historical performance
of size strategies also has been better than the market’s.
To highlight the difference between these
conventional active strategies and managed volatility, we
compare the historical monthly return series of four active
hypothetical portfolios and the market for the period 1991
to 2015. The five hypothetical portfolios are:
•• a value strategy consisting of a value-weighted
allocation to stocks in the highest book-to-market
quintile (Fama and French 1992);
•• a size strategy consisting of a value-weighted
allocation to stocks in the lowest market
capitalization quintile (Fama and French 1992);
•• a yield strategy consisting of a value-weighted
allocation to stocks in the highest quintile of
dividend yield (Naranjo et al. 1998);
•• a minimum variance portfolio (Baker et al. 2011); and

COMPARING CONVENTIONAL ACTIVE
STRATEGIES TO MANAGED VOLATILITY

•• the aggregate market portfolio.
Figure 1 displays the historic buy-and-hold returns of the
hypothetical portfolios representing the four conventional
active strategies, as well as the aggregate market
portfolio. In this example, the value, size, and yield
portfolios each outperformed the market. Managed
volatility, here represented by a minimum variance
portfolio, also had a cumulative return greater than the
market’s. Importantly, and readily apparent in Figure 1,

Active investing comes in many forms. For example, a
famous value strategy advises buying stocks with low
scaled-price ratios such as price/book or price/earnings.
Such value strategies have typically outperformed the
aggregate market. Other strategies that are not value
strategies per se, but that are related to value, also have
attracted attention. For example, some investors advise
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 In this paper, use of the past tense indicates a statement about historical facts. Under no circumstances should such statements be interpreted as predictions
of the future. Past performance is not indicative of future results.
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managed volatility’s returns were much less volatile than
the returns of all the conventional active strategies and
also less volatile than the market’s returns. (More
precisely, managed volatility has a Sharpe ratio for this
period that is greater than the Sharpe ratios of value,
size, yield, and the aggregate market. See Figure 1.)

For example, the cumulative hypothetical return of
managed volatility was roughly equal to the hypothetical
returns of all these conventional strategies for the period
1991-2015 (and the sub-periods 1991-2002, 2002-2008,
and 2009-2015) with far less volatility.

FIGURE 1
Cumulative buy-and-hold returns of hypothetical portfolios, 1991 - 2015, (%)
CUMULATIVE RETURN (LOGORITHMIC SCALE, BASE OF 5)
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Disclaimer for Fig 1-2: Source: Created using data from Kenneth French and CRSP. CRSP®, Center for Research in Security Prices. Graduate School of
Business, The University of Chicago. Used with permission. All rights reserved. Crsp.uchicago.edu. For illustrative purposes only. These exhibits are not
intended to represent investment returns generated by actual portfolios. They do not represent actual trading or actual accounts. Results do not reflect
management fees, transaction costs, other implementation costs or their potential impact. Hypothetical results are not indicative of actual future results.
Every investment program has the opportunity for loss as well as profit.
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The hypothetical managed volatility portfolio’s high
Sharpe ratio is a consequence of its better-than-market
average returns combined with less-than-market risk.2
Another formal measure of risk is market beta: Figure 2
compares betas of the four active strategies. By design,
managed volatility has far lower beta than the other
three. Managed volatility’s low beta is in part due to its
low correlation with the market; Figure 3 compares the
market correlations of the four hypothetical portfolios.
Correlations can also help characterize the relationships
between these active strategies, and these measures
provide further points of distinction. For excess returns
over the risk-free rate, the correlations among the

portfolios are high, but these statistics merely reflect
the fact that any two long-only strategies in U.S. equities
can display a relatively high correlation with the market
and with each other. A more meaningful statistic is the
correlation between two strategies once the common
market component is subtracted. Table 1 displays these
correlations. Once the common market component is
subtracted, value and managed volatility exhibit a low
correlation of 0.33. Similarly, size and managed volatility
exhibit a negative correlation of -0.23. Managed volatility
and yield are more highly, but still very imperfectly,
correlated at 0.76. By these measures as well, each of the
four hypothetical portfolios is distinct from the others.

FIGURE 3
Correlations of hypothetical portfolios
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TABLE 1
Monthly return correlations for hypothetical value, size, yield, and managed volatility portfolios, all minus market, 1991-2015

Disclaimer for Fig. 3 and Table 1: Source: Created using data from Kenneth French and CRSP. CRSP®, Center for Research in Security Prices. Graduate School
of Business, The University of Chicago. Used with permission. All rights reserved. Crsp.uchicago.edu. For illustrative purposes only. These exhibits are not
intended to represent investment returns generated by actual portfolios. They do not represent actual trading or actual accounts. Results do not reflect
management fees, transaction costs, other implementation costs or their potential impact. Hypothetical results are not indicative of actual future results.
Every investment program has the opportunity for loss as well as profit.
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 In fact, the Sharpe ratios in Figure 1 likely understate the performance difference between managed volatility and conventional strategies, because the
difference between historical average returns and historical realized cumulative returns will be greater for the conventional strategies as a consequence
of their higher volatility.
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DO CONVENTIONAL STRATEGIES
EXPLAIN THE PERFORMANCE OF
MANAGED VOLATILITY?

such as value, size, and yield that historically have been
associated with high average returns. Table 2 presents
results of such tests for the four active hypothetical longonly portfolios. The left hand side of Table 2 lists factors
for the aggregate market (MKT), value (HML), size (SMB)
(Fama and French 1993), price momentum (MOM) (Carhart
1997),3 and yield (PMN: payer-minus-non-payer). The
methodology removes the contributions of these factors
from the hypothetical returns of the four portfolios.

There is another way to assess whether or not managed
volatility’s exposure to conventional active strategies
explains its favorable historical returns. Researchers
have developed a formal methodology for assessing
any particular strategy’s relationship to characteristics

TABLE 2
Factor regressions for hypothetical portfolios’ monthly returns, 1991-2015. Constant (“alpha”) reported as an annualized return, (%);
t-statistics in parenthesis
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Source: Created using data from Kenneth French and CRSP. CRSP®, Center for Research in Security Prices. Graduate School of Business, The University of
Chicago. Used with permission. All rights reserved. Crsp.uchicago.edu. For illustrative purposes only. These exhibits are not intended to represent investment
returns generated by actual portfolios. They do not represent actual trading or actual accounts. Results do not reflect management fees, transaction costs,
other implementation costs or their potential impact. Hypothetical results are not indicative of actual future results. Every investment program has the
opportunity for loss as well as profit.
The row labeled Constant near the bottom of the table is
the factor-adjusted alpha for each regression: it indicates
the average return in each hypothetical portfolio that
is not explained by the characteristic factors. For
example the value factor (HML) explains much of the
value portfolio’s return, so that after accounting for its
contribution, the residual return is essentially zero (–25
basis points per year). This result demonstrates that the
technique works the way we would like it to: the value
factor fully explains the historic returns to the value
portfolio. Similarly, the size factor (SMB) fully explains the
historic returns to the size portfolio, leaving a minimal

residual return (15 basis points per year). A similar result
holds for the yield portfolio: the residual return is 96
basis points per year after removing the return explained
by the yield (PMN) factor. However, the residual return of
managed volatility behaves differently. After accounting
for value, size, momentum, and yield factors, the residual
return is both high and significant at 478 basis points
per year on average (t-statistic 5.01).4 The result of this
analysis of our hypothetical portfolios suggests that
managed volatility exploits mispricings that are distinct
from those exploited by the conventional strategies.
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 The momentum factor is commonly included in factor regressions, so for consistency we included it here. However, the price momentum strategy, the buying
of stocks with high past returns and the selling of stocks with low past returns, is distinct from the other active strategies discussed in this paper, because it
is not based on a current or past price as are the others, but instead is based on a past return.
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 The result is unchanged if the Pastor-Stambaugh (2003) liquidity factor, which has zero loading and no significance in these regressions, is added to the
right-hand side.
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SUMMARY
Conventional active strategies and managed volatility
all take advantage of market mispricings, and each has
offered an enhancement compared to the aggregate
market. However, the strategies differ in important
ways. Their excess-to-market returns have low
correlation, suggesting that they are indeed different
strategies. Managed volatility’s Sharpe ratio is higher
than those of the conventional strategies, suggesting
that even if managed volatility were taking advantage
of precisely the same mispricings as the conventional
active strategies, managed volatility offers a better
implementation. However, the evidence suggests that
managed volatility is not exploiting exactly the same
mispricings as the conventional active strategies,
because, at least for recent decades, conventional factors
cannot explain managed volatility’s excess return.
Because of its high Sharpe ratio, its low correlation
with conventional active strategies, and its unique
sources of excess return, managed volatility may be
considered a distinct and beneficial addition to an
investment portfolio that employs standard trackingerror-minimizing strategies, even value. Investing in
both conventional active strategies and a managed
volatility strategy may provide useful diversification and
an improved Sharpe ratio relative to investing only in one.
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GENERAL LEGAL DISCLAIMER
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Acadian Asset Management LLC is registered as an investment adviser with
the U.S. Securities and Exchange Commission. Registration of an investment
adviser does not imply any level of skill or training.
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Acadian’s quantitative investment process is supported by extensive
proprietary computer code. Acadian’s researchers, software developers,
and IT teams follow a structured design, development, testing, change
control, and review processes during the development of its systems and
the implementation within our investment process. These controls and
their effectiveness are subject to regular internal reviews, at least annual
independent review by our SSAE 16 auditor. However, despite these
extensive controls it is possible that errors may occur in coding and within the
investment process, as is the case with any complex software or data-driven
model, and no guarantee or warranty can be provided that any quantitative
investment model is completely free of errors. Any such errors could have a

Acadian Asset Management (UK) Limited is authorized and regulated by
the Financial Conduct Authority (‘the FCA’) and is a limited liability company
incorporated in England and Wales with company number 05644066. Acadian
Asset Management (UK) Limited will only make this material available to
Professional Clients and Eligible Counterparties as defined by the FCA under
the Markets in Financial Instruments Directive.
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