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Snapshot
› Tight lockdown restrictions and
unprecedented government stimulus
measures help explain unfavorable
relative performance for low-volatility
strategies over the past 12 months.
› Following past crises, investors have
tended to revalue defensive options—
pushing up the relative performance of
low-volatility securities.
› While no investment strategy works
exactly as expected all of the time,
we continue to believe that managedvolatility strategies will provide some
measure of loss mitigation during the
next significant equity drawdown.

With the potential to deliver equity-like returns
with lower expected volatility over the long run, we
believe the appeal of managed-volatility exposure
within a broader portfolio is apparent. Depending
on how the allocation is funded (meaning which
combination of traditional stocks and bonds are
sold to purchase low-volatility equity), it can allow
for potentially higher expected returns, lower
expected volatility, or both.
In the two part Making the Case for Managed Volatility series, we will
highlight how current valuations support the current case for managedvolatility strategies and how changing inflation expectations should support
relative returns going forward.

Greed over fear for the past year
Investor optimism gyrated between growth and value stocks over the
last 12 months, although it was almost exclusively between “risky” growth
and “risky” value stocks that exhibited higher volatility than the market.
This preference to pay for “lottery-like” returns bid up the prices of riskier
stocks, while stocks that exhibited more stable characteristics lagged. As
enthusiasm waned for mega-cap technology growth stocks at the end of
2020, investors looked to companies that stood to benefit from pent-up
consumer demand. Vaccine announcements in the fourth quarter of 2020
triggered a rotation away from “stay at home” stocks into beaten-down
“reopening” plays. Exhibit 1 shows that the dynamic was common in all
corners of the world as the low-volatility factor lagged globally.

Exhibit 1: Low-Volatility Lagged Over the Past Year
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Source: SEI, based on data from MSCI, Russell, Axioma, FactSet. Data spans June 30, 2020, through June 30, 2021. Returns quoted in USD. The metrics are
composites of underlying ratios that SEI has determined to be appropriate measures of each factor. Asset-class proxies: World (Developed) = MSCI World Index,
World (All Countries) = MSCI ACWI Index, Emerging Markets = MSCI Emerging Markets Index, U.S. Large = Russell 1000 Index, U.S. Small = Russell 2000 Index,
Europe ex-U.K. = MSCI Europe ex UK Index, U.K. = MSCI United Kingdom Index, Japan = MSCI Japan Index. Data refers to past performance of liquidity-weighted
top-tercile portfolios vs. the capitalization-weighted benchmark and rebalanced quarterly. Index returns are for illustrative purposes only and do not represent
actual fund performance. Index performance returns do not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one cannot
invest directly in an index. Past performance is not a reliable indicator of future performance.

Exhibit 2 shows that pro-cyclical sectors within the U.S.—such as financials, consumer
discretionary and industrials—benefited from the recovery environment, and that
defensive utilities, consumers staples and health care underperformed. Within riskier
names, “cheap” stocks rebounded most significantly, while more expensive names
outperformed among defensive, low-volatility stocks.
Exhibit 2: Strong Risk Rally Amid Hopes for Recovery
Value
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Low Volatility Tercile 1 (Low Vol)

-17.0%

-19.5%

-11.0%

-16.4%
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-5.1%

7.3%

-10.5%

-0.8%

Low Volatility Tercile 3 (High Vol)

30.5%

21.6%

17.5%

20.7%

2.1%

-1.0%

-1.1%

Excess Return vs Russell 1000 Index

Region/Factor
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17.6%
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7.5%
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7.2%

Communication Services

6.8%
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5.5%

Materials

4.5%

Information Technology

0.3%

Real Estate

-10.9%
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-15.1%

Consumer Staples

-20.5%
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-28.4%

Source: SEI, based on data from MSCI, Russell and FactSet. Returns quoted in USD. Data spans June 30, 2020, through June 30, 2021. The metrics are composites of
underlying ratios that SEI has determined to be appropriate measures of each factor. U.S. equities are represented by the Russell 1000 Index. Factor performance
data refers to returns of liquidity-weighted top-tercile portfolios vs capitalization-weighted benchmark and rebalanced quarterly. Index returns are for illustrative
purposes only and do not represent actual fund performance. Index performance returns do not reflect any management fees, transaction costs or expenses. Indexes
are unmanaged and one cannot invest directly in an index. Past performance is not a reliable indicator of future performance.

Where do we go from here?
We believe that strategically, managed-volatility strategies are likely to retain their longterm properties of market-like returns with lower risk. In the long-run, an investor who
stays away from “popular” and riskier areas of the market should be able to compound
and receive market-like returns with significantly lower risk.
The pandemic-related selloff was an exception because it was not economically driven.
It was an exogenous, healthcare-driven event. As much as that exception disappointed
managed-volatility investors, we do not believe that it should be over extrapolated. Most
shocks are market driven, and we should expect managed volatility to deliver on its longterm properties over full market cycles.

Valuation matters
It should be common sense that buying something cheap is better than buying it at a
higher price. Accordingly, one would expect better returns from low-volatility when it
is cheap. Exhibit 3, which looks at the performance of low-volatility equities over three
years based on their starting valuation, supports this premise.

Exhibit 3: Average 3-Year Returns
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Source: SEI, using data from FactSet, Axioma, FTSE Russell. Valuation Spread Between 1st tercile of SEI Low Volatility Factor composite and broad market. U.S.
equities are represented by Russell 1000 Index. Safety attractiveness is measured by comparing the valuation of liquidity-weighted top tercile grouped by Low
Volatility composite to the broad capitalization-weighted market. Conditional performance illustrates average historic annualized excess return of low volatility
factor proxy versus the broad market index over each 3-year period following high safety attractiveness (“Cheap”) or low safety attractiveness (“Expensive”).
Low Volatility is considered expensive when safety premium rank is >70%, and cheap when safety premium rank is <30%. Factor families are constructed using
the top tercile of the liquidity-weighted index, grouped by the respective factor style and rebalanced quarterly. The metrics are composites of underlying ratios
that SEI has determined to be appropriate measures of each factor. Data for the period from December 31, 1988, through June 30, 2021.

As Exhibit 4 shows, current valuations are likely to provide a cushion for managedvolatility strategies in a broad market correction as low-volatility equities are now cheaper
than at any point over the last two decades.
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Exhibit 4: Lowest Valuation Since the Tech Bubble
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Source: SEI, using data from FactSet, Axioma, FTSE Russell. Valuation Spread Between 1st tercile of SEI Low Volatility Factor composite and broad market. U.S.
equities are represented by Russell 1000 Index. Safety attractiveness is measured by comparing the valuation of liquidity-weighted top tercile grouped by Low
Volatility composite to the broad capitalization-weighted market. Conditional performance illustrates average historic annualized excess return of low volatility
factor proxy versus the broad market index over each 3-year period following high safety attractiveness (“Cheap”) or low safety attractiveness (“Expensive”).
Low Volatility is considered expensive when safety premium rank is >70%, and cheap when safety premium rank is <30%. Factor families are constructed using
the top tercile of the liquidity-weighted index, grouped by the respective factor style and rebalanced quarterly. The metrics are composites of underlying ratios
that SEI has determined to be appropriate measures of each factor. Data for the period from December 31, 1988, through June 30, 2021.

SEI’s view
Naturally, higher risk-adjusted returns afford investors greater confidence in their ability
to achieve their financial goals. Particularly at the lower-risk end of the spectrum, where
many investors are concerned primarily with the risk of absolute loss, managed volatility
can allow for the possibility of significant long-term growth with potentially smaller
expected drawdowns.
In Making the Case for Managed Volatility Part 2: What Matters? we will examine the
impact of inflationary expectations on managed-volatility strategies and how higher
inflation by itself does not necessarily signify a negative environment.

Glossary
Bear market refers to a period of steadily decreasing stock prices, typically marked by a 20% drop from recent highs.
Bull market refers to a period of steadily increasing stock prices.
Composite refers to a combination of several measurements or data types.
Full market cycle refers to a period of time containing a wide variety of economic trends and market environments, generally including a bull
market through a bear market and back again to the start of a new bull market.
Growth stocks exhibit steady price or earnings growth above that of the broader market.
Mega-cap stocks are companies with market capitalizations over $200 billion.
Pro-cyclical stocks tend to be correlated with the overall economy and typically increase when the economy is growing quickly.
SEI Low Volatility Factor Composite is a composite index of underlying ratios that SEI has determined to be appropriate measures of the lowvolatility factor.
SEI Value Factor Family is a composite index of underlying ratios that SEI has determined to be appropriate measures of the value factor.
Spread refers to the difference between two values.
Tercile is a number that divides an ordered set of data into three parts, each containing a third of the values.
Value stocks are those that are considered to be cheap and are trading for less than they are worth.
Z-score describes a value’s relationship to the average of a larger set of data.

Index Definitions
MSCI ACWI Index measures the activity of large- and mid-cap stocks in developed- and emerging-market countries.
MSCI Emerging Markets Index is a free float-adjusted market-capitalization-weighted index designed to measure the performance of global
emerging-market equities.
MSCI Europe ex UK Index is designed to measure the performance of large- and mid-cap stocks in developed-market countries (excluding the
U.K.) in Europe.
MSCI Japan Index is designed to measure the performance of large- and mid-cap stocks in Japan.
MSCI United Kingdom Index is designed to measure the performance of large- and mid-cap stocks in the U.K.
MSCI World Index measures the activity of large- and mid-cap stocks in developed-market countries.
Russell 1000 Index measures the activity of the U.S. large-cap equity market.
Russell 2000 Index measures the activity of the U.S. small-cap equity market.
S&P Developed Large Midcap Index measures the performance of stocks representing the top 85% of float-adjusted market cap in each
developed country.
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