
EMERGING MARKETS LOW VOLATILITY 
ACTIVE EQUITY STRATEGY

STRATEGY OVERVIEW



AIM OF STRATEGY
The Emerging Markets Low Volatility Active Equity Strategy offers a unique and robust solution for investors seeking to capture 
the return potential of emerging market equities, but with lower drawdowns and volatility over time than a conventional market-
cap-weighted equity portfolio. 

WHY INVEST IN THIS STRATEGY? 
The Strategy provides:

 An additional diversification and risk-management tool within portfolios.

 Exposure to emerging market equities with improved risk characteristics, targeting superior risk-adjusted returns.

 Enhanced risk control: designed to deliver lower absolute volatility than the market with a unique focus on downside risks. 

Moreover, the economic argument is just part of a strong investment case for emerging market equities. Because 
emerging markets are not fully correlated with developed markets, they provide valuable diversification benefits 
within asset-allocation strategies. In addition, emerging market equities have historically exhibited a small excess 
risk premium versus developed market equities. 

Of course, investing in emerging markets is not without risk. Emerging market equities have historically been more 
volatile than developed market equities, and have suffered several severe drawdowns (peak-to-trough losses) in the 
last 25 years.

There’s also the issue of concentration risk: in EM equities by market capitalisation, there is a high level of concentration at 
a stock and sector level. For example, the financials and technology sectors make up over 45% of the market capitalisation 
weighted index and over 10% of the market is comprised of only three companies (out of 800+ constituents).

MANAGING EM RISK EFFECTIVELY
In this strategy overview, we introduce our Emerging Markets Low Volatility Active Equity Strategy, an effective means 
of delivering lower-risk emerging market equity exposure to protect portfolios from significant market events. Drawing 
insights from our Global Low Volatility Active Equity Strategy, we also present the outcomes of our comprehensive 
body of in-house research that underpinned its development.

A COMPELLING 
OPPORTUNITY

For many years, the favourable 
demographics and high economic growth 
in emerging markets (EM) have caught 
the eye of investors. More recently, 
political efforts to unravel red tape 
(India) and encourage foreign investment 
(China) have further fuelled investors’ 
hope that economic development will 
translate into shareholder returns.



THE ILIM VIEW: REASSESSING RISK

Although equities are capable of delivering positive long-term returns, experience has taught 
us that the potential for material capital losses (drawdowns) in equity portfolios is high. Indeed, 
the magnitude of capital losses experienced in significant market downturns can often exceed 
what we would expect if we defined market risk by conventional measures, such as volatility. 

Our research has called into question the usefulness of volatility 
in pre-empting risk episodes. It can be shown that volatility as a 
risk measure can have two key flaws.

Firstly, it can vary dramatically depending on the arbitrary 
retrospective period used to measure it. Five-year volatility 
measured from the last five years is likely to be lower than ten-year 
volatility, which would include the global financial crisis (GFC).

Secondly, volatility does not discriminate between markets that 
are merely choppy, and those that are persistently negative. For 
example, in 1989 Japan’s Nikkei index experienced similar levels 
of volatility as the US S&P500. But, over the next three years, 
the S&P500 gained c23% while the Nikkei lost over 56%. This 
is illustrated in the chart below.
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Source: ILIM, Factset

Exhibit 1: Volatility delivers inconsistent outcomes
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INTRODUCING TOTAL DRAWDOWN

Underpinning the Strategy is our belief that risk is best measured by total drawdown, a broader 
measure of the risk an investor experiences. It’s one that captures the nuances of risk that 
investors are exposed to in their portfolio, and considers:

1. How much a portfolio declines by (depth of drawdown)

2. How long the decline lasts and how soon it recovers (duration of drawdown)

3. How often a portfolio declines in value (frequency of drawdown)

Source: ILIM, Factset

Exhibit 2: Drawdown experience 
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CAPTURING THE DRAWDOWN EXPERIENCE
As a representation of the drawdown a client may experience through time, the graph below illustrates the drawdown experience 
of US equities. The total drawdown experience is the total of the shaded ‘under-water’ area.

The Emerging Markets Low Volatility Active Equity Strategy is specifically designed to minimise the total drawdown (in terms 
of depth, duration and/or frequency) experienced by clients over multiple market cycles, while delivering longer-term emerging 
market equity returns.
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Exhibit 3: Analyse stocks based on key fundamental and risk characteristics
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OUR SOLUTION: 

THE EMERGING MARKETS LOW VOLATILITY 
ACTIVE EQUITY STRATEGY

HOW THE STRATEGY WORKS
In this long-only, fully invested equity strategy, we select stocks on a purely quantitative basis.

Our quantitative team developed a bespoke, factor-driven model that drives the stock-selection process. We use 
this model to deliver a smoother return profile by avoiding mispriced, low-quality and high-risk stocks (in terms of 
statistical and fundamental risk measures).

The model underpinning our process uses a range of equity factors and sector tilts – an approach developed following 
extensive research and back-testing by our team.

The equity factors we capture include leverage, default risk, valuation, quality, volatility and momentum (see diagram 
below). Empirical research suggests that these factor exposures have historically delivered returns matching, or in 
excess of, a market-capitalisation-weighted benchmark. These factors drive an alpha that is constructed to deliver the 
greatest pay-off during falling markets, thereby reducing the strategy’s overall volatility and drawdown experience.



Exhibit 4: Sector active weight vs MSCI Emerging Markets
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Our next step is to apply sector biases, or ‘tilts’ to the portfolio. Our research shows that overweight holdings in 
defensive sectors have historically helped to reduce equity drawdowns. 

We then combine the factor model and defensive sector model with stringent portfolio construction constraints 
designed to control concentration and liquidity risk. The outcome of this process is a fully invested long-only equity 
portfolio. It aims to deliver lower drawdowns than the market while generating superior risk-adjusted returns.

PERFORMANCE EXPECTATIONS
Over a full market cycle, investors should expect their portfolio to experience reduced drawdown and lower volatility than the 
market, while delivering the majority of equity market returns.

 Strongly falling market: The strategy should perform better than the broad equity market, as risk is actively managed and the 
strategy’s losses should be lower.

 Strongly rising market: The strategy is likely to lag the broad equity market when market conditions are strongly bullish.

INVESTOR PROFILES AND APPLICATIONS
This strategy is aimed at investors globally who have medium- to long-term horizons and seek: 

 exposure to a diversified portfolio of emerging market securities with lower risk than the market 

 to reduce the risk of the growth component of a diversified portfolio
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OUR RESEARCH PHILOSOPHY

At ILIM, we have a proven track record of harnessing factor risk premia across economic cycles, 
asset classes and to meet different client objectives. 

We adhere to a systematic multi-factor philosophy, rooted in a 
core belief that harnessing identified fundamental factors will 
drive future returns. At different points in the cycle, different 
factors tend to perform: when one factor is lagging others will 
be performing well, so it pays to invest in a broad set of factors. 
Our factors are identified by robust and proprietary research, 
ensuring our approach is both grounded in strong economic 
logic and supported by empirical testing.

Recognising the cyclical nature of these fundamental factors, we 
combine them in a planned and systematic way. We believe this 
to be an effective way to provide risk-adjusted client returns, in 
that it captures factor risk premia across economic cycles, across 
asset classes and for different client objectives.

Having conducted proprietary research to identify and back-test 
factor performance, we identified that a multi-factor approach 
significantly improves investors' drawdown efficiencies. 

Importantly, we opted for a systematic approach, allowing 
for empirical back-testing of ideas and providing the ability 
to combine information from diverse sources in a meaningful 
way. This approach also avoids behavioural biases. These often 
lead to an over-reliance on recent market experiences, without 
evaluating the current market environment in the context of a 
longer market cycle and investment history.

Furthermore, a systematic process can be counted on to act in 
a timely and consistent fashion, which is essential if we wish to 
convert the information from factor signals into performance.

Please note that:

 all back-tested results were conducted across different 
discrete time periods and economic cycles.

 all back-tested results presented throughout the guide 
incorporate realistic transaction costs.

 



OUR BACK-TESTED RESEARCH: 
THE OUTCOMES

As we have explained, the objective of the Emerging Markets Low Volatility Active Equity Strategy 
is to deliver lower drawdowns and volatility than the market, while delivering equity-like returns.

LOWER DRAWDOWN EXPERIENCE
The key back-testing measure we used was total drawdown which, as we've outlined, we consider to be the broadest measure 
of risk an investor faces. The strategy delivered 43% lower drawdowns than the market over the testing period. 

We also examined the maximum drawdown (the largest peak-to-trough loss) over the testing period. The strategy delivered 19% 
lower maximum drawdown than the market. In terms of volatility, the strategy’s was 17% lower than the market.

Exhibits five, six, seven and eight (below and following page) illustrate the outcomes of our research process and present the results 
observed in our back-tested process. 
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Emerging Markets Low Volatility Active 
Equity Strategy

Emerging markets benchmark

Total Drawdown 10.3 18.3

Maximum Drawdown -48.9% -60.3%

Volatility 19.4% 23.4%

Exhibit 5:  Drawdown experience

Based on simulated performance with emerging market equities represented by MSCI EM index from 2006–2016. Simulated returns are not a reliable guide to future performance.  
Source: ILIM, Factset
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Exhibit 6:  Descriptive statistics (2006–2016)

Based on simulated performance with emerging market equities represented by MSCI EM index from 2006–2016. Simulated returns are not a reliable guide to future performance.  
Source: ILIM, Factset
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SUPERIOR RISK-ADJUSTED RETURNS
When managing risk, it is generally accepted that the potential for gains is conceded in return for downside protection. However, 
while our back-testing showed that our strategy can deliver superior absolute returns  than the equity markets over the longer term, 
it is important to note that the strategy’s primary objective is to deliver returns in line with the equity market with lower drawdown. 
This lets us deliver higher-than-expected risk-adjusted returns, as demonstrated in the exhibit below. 

Exhibit 7: Cumulative returns

Based on simulated performance with emerging market equities represented by MSCI EM index from 2006–2016. Simulated returns are not a reliable guide to future performance. 
Source: ILIM, Factset
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Emerging Markets Low Volatility Active 
Equity Strategy

Emerging markets benchmark

Total Return 8.5% 4.8%

Sharpe Ratio 0.37 0.15

Beta 0.82
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Exhibit 8:  Descriptive statistics (2006-2016)

Based on simulated performance with emerging market equities represented by MSCI EM index from 2006–2016. Simulated returns are not a reliable guide to future performance. 
Source: ILIM, Factset
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A commonly used measure to describe a strategy’s performance is the Sharpe Ratio (a measure of strategy excess return per unit 
of risk). As you can see in the table below, the Sharpe Ratio for the Emerging Markets Low Volatility Active Equity Strategy is more 
than twice that of the benchmark over the period tested. This outcome is driven by a combination of an increase in excess return 
and a reduction in volatility. 
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Throughout our research test period (2006-2016), the Emerging Markets Low Volatility 
Active Equity Strategy has historically shown:

 a reduction in total drawdowns of c.43% relative to the benchmark

 a reduction in the maximum drawdowns c.19% relative to the benchmark

 a reduction in volatility of 17% relative to the benchmark

 higher risk-adjusted returns than the benchmark.

We believe that our Strategy is unique in the market, and can hold its own against any 
comparative equity risk management products in relation to drawdown protection, 
relative performance and credibility. Utilising a more extensive range of factors than 
other low volatility strategies, it is designed to support investors through various 
economic and market cycles.

KEY TAKE-AWAYS

CONTACT US
To learn more about our Emerging Markets Low Volatility Active Equity Strategy, please speak to your 
Relationship Manager.
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OUR TEAM: 
PIONEERS IN FACTOR INVESTING

A pioneer of multi-factor investing, our award-winning quantitative investment team has delivered solutions 
underpinned by this technique for over 20 years. The team is united by a commitment to delivering solutions, 
rather than products, and manages assets for a range of domestic and international clients. Central to the 
team’s ethos is proprietary research, which drives a methodical and systematic approach to factor investing. 
By identifying factors in this way, the team ensures our approach is both grounded in strong economic 
logic and supported by empirical testing. The outcome is a range of reliable investment solutions that 
allows investors to meet desired outcomes across all asset classes, risk and return profiles. This systematic, 
multi-factor approach has delivered above-market returns for over 20 years – giving clients the benefit of 
consistent performance that meets their expectations.



CONTACT US

PHONE: (01) 704 1200
FAX: (01) 704 1918
WEBSITE: www.ilim.com
WRITE TO: Irish Life Investment Managers, Beresford Court, Beresford Place, Dublin 1

Irish Life Investment Managers is regulated by the Central Bank of Ireland. Irish Life Investment Managers Limited is registered as an Investment 
Adviser with the Securities and Exchange Commission (the “SEC”). Irish Life Investment Managers Limited holds an International Adviser Exemption 
in Manitoba and Ontario pursuant to NI 31-103. This material is for information only and does not constitute an offer or recommendation to buy 
or sell any investment and has not been prepared based on the financial needs or objectives of any particular person. It is intended for the use of 
institutional and other professional investors.

Source: MSCI. The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not 
be used as a basis for or a component of any financial instruments or products or indices. None of the MSCI information is intended to constitute 
investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied upon as such. 
Historical data and analysis should not be taken as an indication or guarantee of any future performance, forecast or prediction. The MSCI 
information is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each 
of its affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI 
Parties”) expressly disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-
infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no 
event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost 
profits) or any other damages. (www.msci.com)


