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KEY POINTS 

 A managed volatility strategy changes exposure to risky assets (mainly equities) 
based on forecast volatility. When forecast risk is high, the strategy reduces 
exposure to equities. When forecast risk is low, the strategy increases exposure. 

 The strategy’s main benefits are: Mitigating downside risk; keeping a portfolio in 
line with an investor’s risk tolerance in fluctuating market conditions; 
systematically changing the portfolio’s asset allocation; and reducing sub-optimal 
investor behaviour. 

 By forecasting risk based on its predictable behaviour, a managed volatility 
strategy can turn risk from something to fear into something to be embraced—
from foe into friend. 

 

INTRODUCTION TO MANAGED VOLATILITY 
A fundamental principle of investing is that return comes with a corresponding risk—as 
the saying goes: “no pain, no gain.” Investors are often preoccupied with trying to 
forecast future returns, but this is notoriously difficult because returns depend on many 
unknown variables, both fundamental and sentiment-related. 

In a “risk off” scenario when jitters hit the markets, unsure sellers and buyers inject 
price instability as they trade. Volatility, a measure of the dispersion of prices, tends to 
rise, as does the risk of severe and abrupt market falls or drawdowns. So, falls in 
financial markets are likely to coincide with high volatility. High volatility also tends to 
persist, making further extreme events more likely. 

In a “risk on” scenario, the opposite tends to occur. Investors relax and greed wins 
over fear. With steady investors come steadier prices, as well as a lower propensity 
for markets to crash. So, when rising financial markets follow periods of low volatility, 
increasing exposure to risky assets presents a good opportunity to harvest the risk 
premium, benefiting from positive returns. 
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Figure 1: The S&P 500 Index and Its Rolling Annualised Volatility 

 

Past performance is not a reliable indicator of future performance 
S&P 500 Index daily  cumulative total return (right-hand side) 1 January 1999 to 30 June 2017. Rolling volatility (left-hand side) is 90-day annualised volatility. 
Av erage volatility is the mean of the 90-day rolling annualised volatilities over the entire time period. Source: Bloomberg and T. Rowe Price. Copyright© 2017, 
Bloomberg Index Services Ltd. Used with permission. 

Figure 1 shows how, historically, returns and volatility have been contemporaneously correlated. It shows the 
level of the S&P 500 Index since January 1999 and its rolling 90-day volatility. Clearly, volatility is cyclical, 
tending to spike when the equity market falls and drop when the equity market rises.  

While Figure 1 draws a compelling picture, investors should not jump to the conclusion that observed volatility 
can be used as a market timing strategy. While heightened volatility is simultaneously associated with negative 
equity returns, what matters is whether future risk-adjusted returns are associated or correlated with currently 
observed, or better yet, forecast volatility. This is not the case. 

While this lack of correlation seems unfortunate at first blush it is, in fact, an advantage. Because forecast 
volatility is uncorrelated with future risk-adjusted returns, reducing exposure to risky assets during times of 
heightened volatility should not reduce the reward for taking on risk. And as long as a strategy takes, on 
average, the same amount of risk over time, taking on more or less risk in different market environments 
should not reduce its overall risk-adjusted return. 

What if, instead of trying to forecast elusive future returns, we were to shift the focus to forecasting more 
predictable future volatility? Near-term volatility is persistent (low risk follows low risk and high risk follows high 
risk). The current volatility environment is likely to continue for days, weeks or even longer. While incoming 
news can swing investors towards a different environment, the current environment contains relevant 
information useful in predicting near-term future volatility. And, because severe drawdowns are more likely 
when risk is elevated than when risk is low, investors may be able to enhance outcomes by positioning the 
portfolio’s exposure to risky assets according to the forecast risk level, potentially mitigating drawdowns. 
Instead of fearing risk, by forecasting it based on its predictable behaviour, investors can turn it from something 
to fear into something to embrace—from foe into friend. 
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THE MECHANICS OF MANAGED VOLATILITY 

A managed volatility strategy aims to forecast future volatility by observing current volatility. When expected 
volatility is high, the strategy reduces exposure to risky assets, and when expected volatility is low, the strategy 
increases exposure. 

The intuition behind this approach is based on three observations: 

1. When volatility is high, equity markets are more prone to large drops, and when volatility is low, equity 
markets tend to be less susceptible to severe drawdowns. 

2. Volatility is persistent. When volatility is high it tends to remain so for a period of time, and when volatility is 
low it tends to stay low for a period of time. 

3. The reward for taking on risk (the Sharpe ratio) is approximately constant in different risk environments. 
Varying exposures within an investor’s given risk paramenters should not reduce a strategy’s risk-adjusted 
return relative to a static portfolio. As long as a strategy is calibrated in such a way that its long-term risk 
profile is similar to that of a benchmark, then dynamically readjusting exposures based on risk should not 
reduce the strategy’s expected return. 

A well-designed managed volatility strategy changes exposure to risky assets by trading liquid financial 
instruments based on forecast near-term risk. These changes in exposures are typically implemented using 
listed futures contracts on equity and bond indices, although other liquid instruments, such as exchange traded 
funds (ETFs) can be effective as well. This liquidity means exposure can be altered quickly—on a daily basis if 
necessary. Transaction costs due to trading are kept to a minimum, as the strategy does not buy and sell the 
less liquid cash securities. By implementing a managed volatility strategy as an overlay, it can be attached to 
any portfolio without disturbing it. 

Take the example of a portfolio of 65% stocks and 35% bonds. Consider a volatility target strategy with 
volatility bands that seek to keep the portfolio’s volatility within a range of 10% to 14%. As long as its forecast 
volatility is within the prescribed range, the managed volatility strategy does nothing. If forecast volatility breaks 
the upper 14% threshold, the managed volatility strategy de-risks the portfolio by reducing its equity exposure 
by selling (going short) futures on an equity index and buying (going long) futures on a government bond 
index. The managed volatility strategy maintains this positioning until market volatility subsides, the portfolio’s 
volatility falls back to within the range and the futures can be unwound. 

If the portfolio’s volatility falls below the lower 10% threshold, the managed volatility strategy re-risks the 
portfolio by buying futures on an equity index and selling futures on a government bond index to increase the 
portfolio’s volatility so that it is within the range. The managed volatility strategy keeps this positioning until 
volatility rises back to within the range, at which point the strategy recalibrates the futures positioning. 
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THE BENEFITS OF MANAGED VOLATILITY 

A managed volatility strategy can mitigate downside risk. By quickly reducing risk when a risk off scenario 
begins and then quickly increasing risk when a risk on scenario takes hold, the strategy can help mitigate 
drops in the portfolio’s value while maintaining exposure to risky assets over the long term. 

While a buy-and-hold approach to equities should be profitable in the long run, the outcome may be improved 
by a strategy that seeks to invest in the stock market in good times while underweighting it in bad times. It is 
participation in good times that is key for the strategy’s success, not just cutting risk in bad times. Investment 
risk is a source of return and should be embraced by investors. It is only when investment risk does not pay off 
investors should aim to shy away from it. 

A managed volatility strategy can increase exposure to equity markets in low volatility environments, enabling 
it to keep up with the equity market over time, while also reducing exposure to equities in high-volatility 
environments. While some investors prefer a strategy to focus only on downside risk reduction, a strategy that 
is limited to reducing equity exposure in high-risk regimes will not keep up with the equity market. 

While direct methods to mitigate downside risk involve costs (e.g. the premium for buying equity put options), 
an effective managed volatility strategy does not involve an explicit reduction in the expected total return.  

Figure 2 compares the performance of the S&P 500 index with that of a managed volatility strategy. While the 
index returned 5.7% per annum with a volatility of 19.4% over the period, the managed volatility strategy 
returned 5.6% per annum with a volatility of 13.8%—virtually the same return with considerably lower risk. 
What is striking is the drawdowns during the 2008 global financial crisis: While the S&P 500 Index fell 55.2% 
from peak to through, the managed volatility strategy fell 41.3%—13.9% less than the equity market. 

Figure 2: The S&P 500 Index and a Managed Volatility Strategy 

 

Past performance is not a reliable indicator of future performance  
Source: T Rowe Price and Bloomberg. S&P 500 Index and an illustrative managed volatility strategy with daily returns from 1 January 1999 to 30 June 2017. 
The underly ing of the managed volatility strategy is S&P 500 Index; its overlay is composed of S&P 500 Index Excess Return (to represent a historical series 
of  rolled f ront-month S&P Index futures returns) 3-month constant maturity Treasury Bills; it uses volatility signal of trailing 21-day volatility; and its portfolio’s 
equity  exposure is capped at 150%.   
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The second benefit of managed volatility is that it can help maintain suitability by keeping volatility within a 
prescribed range. By anchoring volatility irrespective of market environment, investors can have confidence 
that their portfolio remains suitable to their risk tolerance. If, for example, a portfolio is defined as conservative 
and conservative is aligned with a certain range of volatilities, managed volatility seeks to increase the 
likelihood that the portfolio indeed remains conservative, even when stock market volatility jumps.  

Figure 3: Rolling Volatility of the S&P 500 Index and Managed Volatility Strategy 

 

Source: T Rowe Price and Bloomberg. S&P 500 Index and managed volatility strategy daily returns 1 January 1999 to 30 June 2017. Rolling volatility is 90-
day  annualised volatility. 

Figure 3 plots the 90-day rolling volatilities of the S&P 500 Index and of a managed volatility strategy. While 
the US equity market’s average volatility is below 20%, at times of stress it has jumped as high as 60%. The 
volatility of the managed volatility strategy, on the other hand, is much tighter, not exceeding the 18% level. 
This can be customised by setting the strategy’s parameters as desired. 

A third benefit of managed volatility is systematic asset allocation. Managed volatility is an active, 
transparent, rule-based strategy. When forecast volatility rises above a certain level, the strategy seeks to 
react (depending on its parameters), de-risking the portfolio systematically. This can offer an advantage over 
more fundamental processes of tactical asset allocation where people drive decisions. Commonly, humans do 
not react quickly when markets fall. After a drop in markets people often refrain from selling risky assets, afraid 
to crystallise loses and miss a rebound. Because prices are more attractive in the moment they may view this 
as a buying opportunity. Managed volatility reacts to a market fall provided that the volatility outlook has 
sufficiently increased as a result, and reacts again to a market rebound if forecast volatility has subsided. 

  



6 
 

Figure 4 shows the exposure to the S&P 500 Index of a managed volatility strategy (grey area), ranging 
between 15% and 150%—a dynamic allocation indeed. By setting the parameters of the strategy, investors 
can tailor it to fit their specific needs. 

Figure 4: Allocation to Equities of Managed Volatility Strategy and Performance of the S&P 500 Index 

 
Past performance is not a reliable indicator of future performance  
Source: T Rowe Price and Bloomberg. S&P 500 Index daily cumulative total return (right-hand side) and allocation to equities of managed volatility strategy 
(lef t-hand side) 1 January 1999 to 30 June 2017. 

The fourth benefit of managed volatility is improved investor behaviour. While the most common measure of 
investment risk is volatility, the true risk of investing is permanent loss of wealth, not volatility per se. However, 
volatility can turn into a true risk because of the way it affects investor behaviour. Once every few years, 
financial markets experience a time of extremely high volatility, typically coinciding with severe market falls—a 
crisis. Such an experience, which may take unseasoned investors by surprise if it is beyond their risk tolerance 
and expectations, may deter them from investing again for many years to come. For long-term savers, one of 
the biggest risks of investing is not investing. Staying out of financial markets could carry a large opportunity 
cost, which could leave investors with insufficient funds at retirement to sustain their desired standard of living, 
or with a lower standard of living than they might otherwise have enjoyed.  

Managed volatility, which controls the risk of a portfolio and reduces portfolio turbulence, seeks to address this 
risk. By keeping the portfolio more in line with expectations and keeping its risk under control, managed 
volatility can help maintain investor confidence in financial markets, reduce panic, and help investors stay the 
course and invest for the long term. 
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THE COSTS OF MANAGED VOLATILITY 
There are no free lunches in investing, and managed volatility, too, has its shortcomings. This is not a strategy 
that will add value in all market conditions. 

The obvious example of an environment where managed volatility does not add value is when markets slowly 
bleed down over time while volatility remains low. A well-designed managed volatility strategy would be 
unlikely to de-risk in this market environment. In a downward trending market withlow volatility, a managed 
volatility strategy could lose more than the benchmark by overweighting risky assets during a market decline. 

The second environment where managed volatility might fail to add value is where the market moves sideways 
with frequent ups and downs. When low returns follow low volatility and high returns follow high volatility, 
managed volatility will overweight risk only to underperform due to subsequent low returns, and underweight 
risk only to miss subsequent high returns. In such sideways-moving markets, managed volatility could struggle. 

The cost of a strategy may be measured as its performance relative to a benchmark. A managed volatility 
strategy could introduce a deviation between the performance of the portfolio and that of the benchmark 
(tracking error). The conditions described above are when the tracking error has a negative expected value. 

However, in environments when high returns follow low volatility and low returns follow high volatility, managed 
volatility should add value. So the added value of a managed volatility strategy in a sideways-moving market 
depends on the nature of the market’s behaviour. 

Fortunately, there have historically been at least as many environments when managed volatility has 
outperformed relative to environments when it has faltered. In our view, if managed volatility is capable of de-
risking the portfolio at times of extreme market stress, even once or twice during a long investment horizon, it 
can potentially add considerable value. 

CONCLUSIONS 
A managed volatility strategy offers a number of potential benefits. It can help mitigate downside risk without 
being a serious drag on performance; it can maintain the portfolio’s suitability to a risk tolerance even when 
market conditions shift; it is systematic in the way it changes the portfolio’s asset allocation, and it can help 
avoid counterproductive investor behaviour. While it does not necessarily add value in all market conditions, 
managed volatility is an example of an innovation in portfolio management that can both help mitigate risks 
and maintain risk-adjusted returns. 

Today’s market conditions—a combination of expensive asset prices and many uncertainties about the 
future—are challenging. Markets will fall; perhaps not tomorrow, next week or next month, but eventually they 
will. This is the nature of markets. When they do fall, investors may appreciate having a managed volatility 
strategy in their portfolios. 
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Important Information 
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any 
nature, including fiduciary investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice 
before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affi l iates 
receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future 
performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount 
invested. 

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any 
securities in any jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in 
any jurisdiction. 

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot 
guarantee the sources' accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained 
herein are as of the date noted on the material and are subject to change without notice; these views may differ from those of other T. Rowe 
Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be copied or redistributed without 
consent from T. Rowe Price. 

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries 
the material is provided upon specific request.  

It is not intended for distribution to retail investors in any jurisdiction. 

Australia—Issued in Australia by T. Rowe Price International Ltd. (ABN 84 104 852 191), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. T. Rowe Price International Ltd is exempt from the requirement to hold an Australian financial 
services licence in respect of the financial services it provides in Australia. T. Rowe Price International Ltd. is authorised and regulated by the 
UK Financial Conduct Authority under UK laws, which differ from Australian laws. For Wholesale Clients only. 

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only 
available to Accredited Investors as defined under National Instrument 45-106. T. Rowe Price (Canada), Inc. enters into written delegation 
agreements with affil iates to provide investment management services. 

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of  
T. Rowe Price International Ltd by its representative office which is regulated by the Dubai Financial Services Authority. For Professional 
Clients only. 

EEA—Issued in the European Economic Area by T. Rowe Price International Ltd, 60 Queen Victoria Street, London EC4N 4TZ which is 
authorised and regulated by the UK Financial Conduct Authority. For Professional Clients only. 

Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 21/F, Jardine House, 1 Connaught Place, Central, Hong Kong.  
T. Rowe Price Hong Kong Limited is l icensed and regulated by the Securities & Futures Commission. For Professional Investors only. 

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880. 
T. Rowe Price Singapore Private Ltd. is l icensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited 
Investors only. 

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified 
Investors only. 

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. 
Securities and Exchange Commission. For Institutional Investors only. 
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