Why Low Volatility Works
While there is some debate about whether low volatility stocks do better than the market over time,
there is at least some consensus that they do better on a risk-adjusted basis. Similarly, there is always
conjecture about why a factor works. Some argue it is investor behavior that causes it to work; others
point to reasons that have more to do with the structure of markets. Regardless of the theoretical
reasons, we look here at the math that explains why something that underperforms in up markets can
still win in the long-run. We do so by looking at a hypothetical 15% drop in the S&P 500. We assume
that, because low volatility stocks tend to hold up better in down markets, they drop by 10%.

What’s Left and What’s Needed?
These charts show what is left of the market and low volatility investors’ accounts after their declines in
value.

As can be seen from the chart on the right, in order to get back to the original account value, the
investor in the market needs a 17.6% return, while the low volatility investor only needs 11.1%.
Hypotheticals are great, but what about real life? To make this math work, low volatility stocks need to
deliver 67% of the market’s return on the downside and then turn around and deliver 63% of the
market’s return on the upside. As the chart below shows, low volatility stocks have delivered better up
and down capture than that.

Source: Morningstar and Metric Financial; Low Volatility represented by ACWV (iShares Global Minimum Volatility ETF)
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As the chart on the right points out, by capturing less of the downside and more of the upside, low
volatility stocks have outperformed the market over time. Author’s note: we would like to go back
further than 5 years, but the inception date of the ETF doesn’t allow for that. There is longer data for the
underlying index (MSCI ACWI Minimum Volatility NR USD), which bears similar results.

Conclusion
There is a term for all of the information presented here. It is called the asymmetry of investment
returns. That is simply that whatever your investments go down does not equate to what they need to
go back up. Although low volatility stocks tend to perform worse in up markets, their outperformance
(absolute or risk-adjusted) comes from their track record of doing better in down markets.

Disclosures
Hypothetical results do not represent any actual market return or investor experience. They are used for illustration purposes
only.
Past performance may not be indicative of future results. Different types of investments involve varying degrees of risk.
Therefore, it should not be assumed that future performance of any specific investment or investment strategy will be
profitable or equal the corresponding indicated performance level(s). Moreover, you should not assume that any of the above
content serves as the receipt of, or as a substitute for, personalized investment advice from Metric Financial. Please remember
to contact Metric Financial if there are any changes in your personal/financial situation or investment objectives for the
purpose of reviewing/evaluating/revising our previous recommendations and/or services. Please also advise us if you would like
to impose, add, or to modify any reasonable restrictions to our investment advisory services.
Historical performance results for investment indices and/or categories have been provided for general comparison purposes
only, and, unless otherwise noted, do not reflect the deduction of transaction, custodial, or investment management fees, nor
the impact of taxes, the incurrence of which would have the effect of decreasing historical performance results. It should not be
assumed that your account holdings do or will correspond directly to any comparative indices.
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