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Introduction
The Absa Volatility Managed SA Equity Indices are designed 
to provide investors with exposure to the performance of 
South African shares, but at the same time actively manage 
the risk of incurring losses that is inherent in equity 
investing. The Indices focus on volatility and drawdown risk 
by applying a fully rules-based methodology that allocates 
capital to cash in periods of adverse equity market 
conditions, while remaining fully invested in equities in 
upward-trending markets.

The range consists of three Indices that cater for three 
different risk preferences: Defensive, Moderate and 
High Growth. Each Index applies different volatility and 

drawdown thresholds, in line with the appropriate risk 
preference, and sets these as a Volatility Target and a 
Drawdown Tolerance.

Dynamic risk management
Equity returns tend to be negatively correlated with 
volatility under most circumstances  – periods of high 
volatility are almost always accompanied by subsequent 
poor or negative returns. See Figure 1. 

Strategies that target a specific volatility (also known as 
‘target volatility’ strategies) have been shown to generate 
higher returns for each unit of risk.

Absa Volatility Managed  
SA Equity Indices

You never know what’s  
around the corner.

Figure 1: Inverse relationship between equity returns and equity volatility

Source: Absa/ Bloomberg, April 2019
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A traditional target volatility strategy allocates more capital to cash during periods of rising equity market volatility and 
remains fully invested in equities during periods when realised volatility is below the Volatility Target.

As an additional risk management mechanism, our Indices employ a Drawdown Tolerance in downward-trending equity 
markets. This mechanism allocates more capital to cash in periods when the equity market is falling and the underlying 
basket of equities is approaching the specified Drawdown Tolerance threshold.

Multi-factor risk premia equity
Risk Premia investing has been widely established to outperform market indices over the long term. Individual Risk Premia 
indices target specific attributes of securities based on past returns (e.g. momentum, low volatility) or fundamental data (e.g. 
book-to-market, earnings-to-price). 

Multi-factor strategies are built from the bottom up and select securities that exhibit more than one attractive attribute, 
where selection is based on a composite score of the desired attributes. In this way, an intersection of securities that 
simultaneously demonstrate more than one attribute is selected.

The underlying baskets of securities of the Absa Volatility Managed SA Equity Indices are selected based on low volatility and 
momentum characteristics, in differing ratios.

Index construction methodology

Liquidity screening 

The underlying baskets of shares are selected from the top 40 liquid shares listed on the JSE, ranked by value traded. 
In addition, only shares that have traded for at least 95% of the time over the last 250 trading days are considered for 
inclusion. That is, shares must have traded on more than 237 days of the last 250 trading days.

Selection

Shares that pass the liquidity screen above are evaluated on a combined score of their inverse volatility and momentum 
attributes over the past year. Volatility is simply measured as the standard deviation; momentum is measured by the 
geometric return over the past year, excluding the last month. The shares with the highest factor scores are selected for 
inclusion in the portfolio.

Weighting

Shares in the underlying basket are weighted such that their individual contribution to the overall portfolio risk is equally 
distributed. The risk-contribution weighting method prevents disproportionate risk contributions, improves diversification 
and mitigates sector concentration. This trait is particularly beneficial in times of high market drawdowns.

Underlying equity basket rebalance

The underlying equity baskets of the Indices are rebalanced quarterly in January, April, July and October.

Volatility management process

Target Volatility is a process that dynamically allocates capital to cash in response to increased equity volatility. This ‘dilutes’ 
the volatility of the equity portfolio, which results in a more stable volatility experience for investors over time. When equity 
market volatility declines, the allocation to shares increases accordingly.

Drawdown Management Process

In addition to managing the volatility, a further risk management process is adopted in the form of drawdown management. 
Similar to the target volatility process, drawdown management allocates capital away from equities and into cash in 
response to an increase in drawdown. This process is designed to create a maximum limit to the possible losses arising from 
the investment in equities.

Liquidity 
screening

Selection Weighting Underlying
equity basket

rebalance

Volatility 
management

process
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Figure 2: Example of applying trend analysis to general equity

Source: Absa/ Bloomberg, April 2019

By managing volatility and drawdown in this manner, the Indices are protected in extreme downward-trending markets, 
which in addition facilitates a smoother recovery and improves long-term returns.

Turnover management

Target volatility strategies aim to deliver a very precise volatility outcome, which may result in daily trading and high 
turnover. To minimise unnecessary trading in the portfolio, a buffer rule is applied to prevent small, superfluous changes in 
exposure from being implemented. That is, only changes in equity allocation that exceed 10% will be implemented. 

0

1

 10 000

 15 000

 20 000

 25 000

 30 000

 35 000

 40 000

M
ay

 2
00

6

Se
p 

20
06

Ja
n 

20
07

M
ay

 2
00

7

Se
p 

20
07

Ja
n 

20
08

M
ay

 2
00

8

Se
p 

20
08

Ja
n 

20
09

M
ay

 2
00

9

Se
p 

20
09

Ja
n 

20
10

M
ay

 2
01

0

Se
p 

20
10

Ja
n 

20
11

M
ay

 2
01

1

Se
p 

20
11

Ja
n 

20
12

Indication of Falling Market
Equity Price
Short-Term Average Price
Long-Term Average Price

Drawdown Tolerance is only applied in falling markets, i.e. in increased drawdown periods. Trend analysis, comparing the 
short-term average price to the long-term average price, is used as an indicative measure of whether we are experiencing a 
downward trend in equities, i.e. a short-term average price that is below the long-term average price is used as an indication 
of a falling market (see Figure 2). By applying the Drawdown Tolerance in falling markets, the Indices ensure that the 
portfolios will allocate to cash aggressively in periods of high volatility and high drawdown. By not applying the drawdown 
process in rising markets, the Indices ensure that the portfolios are able to allocate to equities aggressively in periods of low 
volatility and reduce the potential for under-participation in equities during recovery periods.
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Absa Volatility Managed SA Defensive Equity Index 

The underlying basket of shares (“Defensive Equity”) of the Absa Volatility Managed SA Defensive Equity (“Managed 
Defensive Equity”), is based purely on a low volatility strategy, where 30 shares are selected based on their low volatility 
attribute. Low volatility shares by definition exhibit low risk, making this well-suited to a defensive strategy.

Underlying equity basket

The generally understood relationship between risk and return is that it is positive, i.e. the more risk an investor takes, the 
more they will be compensated. While this may hold true at asset class level (risky asset classes outperform less risky asset 
classes over time), empirical research on equity markets has yielded surprising results. The relationship between risk and 
return is in fact inverse. The implication of such a finding is that investors are not compensated for bearing risk, but rather, 
are rewarded for investing in low-risk equity shares.

Shares that exhibit the lowest volatility over the past year are selected for the Defensive Equity basket. Over the November 
2004 to December 2018 sample period, the Defensive Equity basket outperformed the FTSE/JSE All Share Total Return Index 
with lower risk (see Figure 3 and Figure 4 below).

Figure 3: Underlying Defensive Equity basket cumulative returns vs All Share Index

Source: Absa/ Bloomberg, April 2019
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Figure 4: Maximum drawdown, annualised return and standard deviation of underlying Defensive Equity  
basket vs All Share Index
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In addition to investing in low volatility shares, the portfolio applies an additional risk management tool in the form of a 
volatility target. 
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Parameters for volatility 
management
Target Volatility 8%

Drawdown Tolerance 15%

Buffer 10%

No. of Shares 30

Volatility management
With the introduction of trend analysis, the allocation 
algorithm will move rapidly into cash in adverse equity 
market conditions (high volatility; downward trending). 
The rapid allocation back into equities in favourable 
market conditions (low volatility; upward trending) is also 
supported, while still managing the overall volatility of the 
Index (See Figure 5).

Note that given the defensive nature of the Index, there 
are significant periods of time when the Index is 100% 
allocated to cash (see Figure 6).

Equity Price
Indication of falling market
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Figure 5: Trend analysis applied to the Defensive Equity basket. The shaded grey area represents the periods 
that were defined as a falling market

Figure 6: Volatility and drawdown of Defensive Equity basket to be managed. The shaded grey represents the 
resulting allocation to equity; the balance is allocated to cash

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019
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Long-term performance
Given that the Managed Defensive Equity is, by construction, a low-risk strategy, it is reasonable to compare it to an equity-
cash benchmark with an allocation to equity set at 40% and the balance allocated to cash.

The relative performance in Figure 7 illustrates periods of time when the Managed Defensive Equity outperformed 
the equity-cash benchmark (upward trend in the price relative), as well as periods when the Managed Defensive Equity 
underperformed the equity-cash benchmark (downward trend in the price relative).

Over the November 2004 to December 2018 sample period, the Managed Defensive Equity outperformed its equity-cash 
benchmark, with less drawdown (see Figure 7 and Figure 8 below).

Price Relative (RHS)
Volatility Managed SA Defensive Equity
Benchmark: 40% Equity; 60% Cash
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The Managed Defensive Equity is designed to target a low volatility and limit drawdown to an acceptable level. Figure 9 and 
Figure 10 demonstrates the reduced realised volatility and drawdown over time from applying the volatility management 
process to the Defensive Equity basket.

Source: Absa/ Bloomberg, April 2019

Figure 7: Managed Defensive Equity cumulative returns vs an equity-cash benchmark. The shaded grey area 
represents the price relative of the Managed Defensive Equity vs the equity-cash benchmark

Source: Absa/ Bloomberg, April 2019

Figure 8: Maximum drawdown, standard deviation and annualised return of the Managed Defensive Equity vs an 
equity-cash benchmark
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Source: Bloomberg, January 2019

Drawdown Tolerance = 15%
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Defensive Equity basketComparative: 40% Equity; 60% Cash Managed Defensive Equity

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

Figure 9: Realised 250-day rolling volatility –Defensive Equity basket; Managed SA Defensive Equity vs  
an equity-cash benchmark

Figure 10: Drawdown of the Defensive Equity basket, Managed Defensive Equity and an equity-cash benchmark

Defensive Equity basketComparative: 40% Equity; 60% Cash Managed Defensive Equity
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Absa Volatility Managed SA Moderate Equity Index 

The underlying basket of shares (“Moderate Equity”) of the Absa Volatility Managed SA Moderate Equity (“Managed Moderate 
Equity”), is based on a 50|50 low volatility and momentum strategy, where 25 shares are selected based on a combination of 
their low volatility and momentum attributes.

Underlying equity basket

In addition to the benefits of investing in low-risk shares, practitioners and academics alike have found that share price 
changes follow trends over the short term. In fact, empirical studies show that ‘winner’ shares (those that have recently risen 
in price) consistently outperform ‘loser’ shares (those that have recently experienced declining prices). This momentum in 
share prices is significant across markets and asset classes and South Africa is no exception.

For the Moderate Equity basket, shares that exhibit the lowest volatility and highest momentum over the past year are 
selected. Over the November 2004 to December 2018 sample period, the Moderate Equity basket outperformed the FTSE/
JSE All Share Total Return Index, with lower risk (see Figure 11 and Figure 12 below).

Figure 11: Moderate Equity basket cumulative returns vs All Share Index

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

            
Figure 12: Maximum drawdown, annualised return and standard deviation of  Moderate Equity basket  
vs All Share Index
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In addition to investing in low volatility shares, the portfolio applies an additional risk management tool in the form of a 
volatility target.
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Parameters for volatility 
management
Target Volatility 15%

Drawdown Tolerance 25%

Buffer 10%

No. of shares 20

Volatility management
With the introduction of trend analysis, the allocation 
algorithm will move rapidly into cash in adverse equity 
market conditions (high volatility; downward trending). 
The rapid allocation back into equities in favourable 
market conditions (low volatility; upward trending) is also 
supported, while still managing the overall volatility of the 
Index (See Figure 13).

This Index is more aggressive than the Managed Defensive 
Index and is therefore usually more allocated to equities, 
although it can make a 100% allocation to cash (see Figure 
14).

Underlying Moderate Equity basketIndication of falling market Long-term Average PriceShort-Term Average price
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Figure 13: Trend analysis applied to the Moderate Equity basket. The shaded grey area represents the periods 
that were regarded as a falling market

Source: Absa/ Bloomberg, April 2019

Allocation to Equity EWMA Volatility Rolling 125d Drawdown

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

N
ov

 2
00

4

N
ov

 2
00

5

N
ov

 2
00

6

N
ov

 2
00

7

N
ov

 2
00

8

N
ov

 2
00

9

N
ov

 2
01

0

N
ov

 2
01

1

N
ov

 2
01

2

N
ov

 2
01

3

N
ov

 2
01

4

N
ov

 2
01

5

N
ov

 2
01

6

N
ov

 2
01

7

N
ov

 2
01

8

Target Volatility: 15%

Drawdown Tolerance: 25%

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

Figure 14: Volatility and drawdown of the Moderate Equity basket to be managed. The shaded grey represents the 
resulting allocation to equity; the balance is allocated to cash
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Long-term performance
Given that the Managed Moderate Equity is, by construction, a medium-risk equity strategy, it is reasonable to compare it to 
an equity-cash benchmark with an allocation to equity set at 75% and the balance allocated to cash.

The relative performance in Figure 15 illustrates periods of time when the Managed Moderate Equity outperformed 
the equity-cash benchmark (upward trend in the price relative), as well as periods when the Managed Moderate Equity 
underperformed the equity-cash benchmark (downward trend in the price relative).

Over the November 2004 to December 2018 sample period, the Managed Moderate Equity outperformed its equity-cash 
benchmark, with lesser volatility and drawdown (see Figure 15 and Figure 16 below).

Price Relative (RHS)
Managed Moderate Equity
Comparative: 75% Equity; 25% Cash
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The Managed Moderate Equity is designed to manage both volatility and drawdown to remain within acceptable levels. Figure 
17 and Figure 18 below demonstrate the reduced realised volatility and drawdown over time from applying the volatility 
management process to the underlying Moderate Equity basket.

Source: Absa/ Bloomberg, April 2019

Figure 15: Managed Moderate Equity cumulative returns vs an equity-cash benchmark. The shaded grey area 
represents the price relative of the Managed Moderate Equity vs the equity-cash benchmark

Source: Absa/ Bloomberg, April 2019

Figure 16: Maximum drawdown, standard deviation and annualised return of the Managed Moderate Equity vs an 
equity-cash benchmark
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Source: Bloomberg, January 2019

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

Figure 17: Realised 250-day rolling volatility –Moderate Equity basket; Managed Moderate Equity vs an  
equity-cash benchmark

Figure 18: Drawdown of the Moderate Equity basket, Managed Moderate Equity and an equity-cash benchmark

Moderate Equity basketComparative: 75% Equity; 25% Cash Managed Moderate Equity
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Target Volatility: 15%

Drawdown Tolerance = 25%

Comparative: 75% Equity; 25% Cash Moderate Equity basket Managed Moderate Equity-45%
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Absa Volatility Managed SA High Growth Equity Index 

The underlying basket of shares (“High Growth Equity”) of the Absa Volatility Managed SA High Growth Equity (“Managed 
High Growth Equity”), is based on a 30|70 low volatility and momentum strategy where 15 stocks are selected based on a 
combination of their low volatility and momentum attributes.

Underlying equity basket

Shares that exhibit the lowest volatility (weighted 30%) and highest momentum (weighted 70%) over the past year are 
selected to form part of the underlying equity basket for the High Growth Equity Index. Over the November 2004 to 
December 2018 sample period, the underlying High Growth Equity basket outperformed the FTSE/JSE All Share Total Return 
Index (see Figure 19 and Figure 20 below).

Figure 19: High Growth Equity basket cumulative returns vs All Share Index

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

Figure 20: Maximum drawdown, annualised return and standard deviation of High Growth Equity basket vs  
All Share Index
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Parameters for volatility 
management
Target Volatility 20%

Drawdown Tolerance 30%

Buffer 10%

No. of Shares 15

Volatility management
With the introduction of trend analysis, the allocation 
algorithm will move rapidly into cash in adverse equity 
market conditions (high volatility; downward trending). 
The rapid allocation back into equities in favourable 
market conditions (low volatility; upward trending) is also 
supported, while still managing the overall volatility of the 
Index (See Figure 21).

Note that given the aggressive nature of the Index, there 
are significant periods of time when the Index is 100% 
allocated to equities (see Figure 22).

Figure 21: Trend analysis applied to the High Growth Equity basket. The shaded grey area represents the periods 
that were regarded as a falling market

Source: Absa/ Bloomberg, April 2019

Source: Bloomberg, January 2019

Source: Absa/ Bloomberg, April 2019

Figure 22: Volatility and drawdown of the High Growth Equity basket to be managed. The shaded grey represents 
the resulting allocation to equity; the balance is allocated to cash

Underlying High Growth Equity basketIndication of falling market Long-term Equity Average PriceShort-term Average Price
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Long-term performance
Given that the High Growth Equity is, by design, a relatively aggressive strategy, it is reasonable to compare the Managed 
High Growth Equity Index to the FTSE/JSE All Share Index (ALSH).

The relative performance in Figure 23 illustrates periods of time when the Managed High Growth Equity outperformed the 
FTSE/JSE All Share Index (upward trend in the price relative), as well as periods when it underperformed the FTSE/JSE All 
Share Index (downward trend in the price relative).

Over the November 2004 to December 2018 sample period, the Managed High Growth Equity outperformed the FTSE/JSE All 
Share, with lesser volatility and drawdown (see Figure 23 and Figure 24 below).

The Managed High Growth Equity is designed to manage both volatility and drawdown to remain within acceptable levels. 
Figure 26 and Figure 27 below demonstrate the reduced realised volatility and drawdown over time from applying the 
volatility management process to the High Growth Equity basket.

Source: Absa/ Bloomberg, April 2019

Figure 23: Managed High Growth Equity cumulative returns vs ALSH. The shaded grey area represents the price 
relative of the Managed High Growth Equity vs ALSH

Source: Absa/ Bloomberg, April 2019

Figure 24: Maximum drawdown, standard deviation and annualised return of the Managed High Growth 
Equity vs ALSH
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Source: Bloomberg, January 2019

Source: Absa/ Bloomberg, April 2019

Source: Absa/ Bloomberg, April 2019

Figure 25: Realised 250-day rolling volatility –High Growth Equity basket; Managed High Growth Equity vs ALSH

Figure 26: Drawdown of the High Growth Equity basket, Managed High Growth Equity and ALSH

High Growth Equity basketComparative: All Share Index Managed High Growth Equity
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Conclusion
Spikes in equity volatility are almost always succeeded by a significant drawdown event. By managing volatility and 
drawdown risk, the Indices aim to improve long-term returns, while still providing a stable volatility experience over time. 
They enable full investment in equities in favourable market conditions, while dynamically providing protection against 
adverse market movements.

Given the uncertainty around equity investing, the Absa Volatility Managed SA Equity Indices provide a measure of protection 
from adverse equity market movements via a transparent and rules-based methodology.
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Contact details 

Call: 0861 345 223, choose option 1  
Email: aiss@absa.co.za 
Website: etfcib.absa.co.za

Legal disclaimer – Absa Bank Ltd

This brochure/document/material/report/communication/commentary (“this commentary”) has been prepared by the corporate and investment  banking  division  of 

Absa Bank Limited, a registered bank in the Republic of South Africa with company registration number 1986/004794/06 and with its registered office at Absa Towers 

East, 3rd Floor, 170 Main Street, Absa Towers West, 15 Troye Street, Johannesburg 2001, Republic of South Africa (“Absa”). Absa is regulated by the South African 

Reserve Bank. Absa has issued this commentary for information purposes only and you must not regard this as a prospectus for any security or financial product 

or transaction. Absa does not expressly, tacitly or by implication represent, recommend or propose that the securities and/or financial or investment products or  

services (“the products”) referred to in this commentary are appropriate and/or suitable for your particular investment objectives or financial situation or needs. This 

commentary is not, nor is it intended to be, advice as defined and/or contemplated in the Financial Advisory and Intermediary Services Act, 37 of 2002 (“FAIS Act”), or any 

other financial, investment, trading, tax, legal, accounting, retirement, actuarial or other professional advice or service whatsoever (“advice”). You have to obtain your 

own advice prior to making any decision or taking any action whatsoever based hereon and Absa disclaims any liability for any direct, indirect or consequential damage or 

losses that you may suffer from using or relying on the information contained herein, even if notified of the possibility of such damage or loss and irrespective of whether 

or not you have obtained independent advice. This commentary is neither an offer to sell nor a solicitation of an offer to buy any of the products, which will always be 

subject to Absa’s internal approvals and a formal agreement between you and Absa. Any pricing included in this commentary is only indicative and is not binding as such 

on Absa. All the risks and significant issues related to or associated with the products are not disclosed and therefore, prior to investing or transacting, you should fully 

understand the products and any risks and significant issues related to or associated with them. The products may involve a high degree of risk, including but not limited 

to, the risk of (a) low or no investment returns, (b) capital loss, (c) counterparty or issuer default, (d) adverse or unanticipated financial market fluctuations, (e) inflation 

and (f) currency exchange. The value of any product may fluctuate daily as a result of these risks. Absa does not predict actual results, performances and/or financial 

returns and no assurances, warranties or guarantees are given in this regard. The indicative summaries of the products provided herein may be amended, superseded or 

replaced by subsequent summaries without notice. The information, views and opinions expressed herein are compiled from or based on trade and statistical services   

or other third party sources believed by Absa to be reliable and are therefore provided and expressed in good faith. Absa gives no recommendation, guide, warranty, 

representation, undertaking or guarantee concerning the accuracy, adequacy and/or completeness of the information or any view or opinion provided or expressed 

herein. Any information on past financial returns, modelling or back-testing is no indication of future returns. Absa makes no representation on the reasonableness 

of the assumptions made within or the accuracy or completeness of any modelling or back-testing. All opinions, views and estimates are given as of the date hereof 

and    are subject to change without notice. Absa expressly disclaims any liability for any damage or loss as a result of errors or omissions in the information, data or 

views contained or expressed herein even if notified of the possibility of such damage or loss. Absa does not warrant or guarantee merchantability, non-infringement 

of third party rights or fitness for a particular use and/or purpose. Absa, its affiliates and individuals associated with them may (in various capacities) have positions 

or deal in securities (or related derivative securities), financial products or investments identical or similar to the products. Absa intends to make this commentary 

available in South Africa to persons who are financial services providers as defined in the FAIS Act, as well as to other investment and financial professionals who have 

professional experience in financial and investment matters. You should contract and execute transactions through an Absa Bank Limited branch or affiliate in your 

home jurisdiction unless local regulations permit otherwise. Absa Bank Limited is a licensed financial services provider. Absa has taken no  action that would permit a 

public offering of the products in any jurisdiction in which action for that purpose is required. The products will only be offered and the offering material will only be 

distributed in or from any jurisdiction in circumstances which will result in compliance with any applicable laws and regulations and which will not impose any obligation 

on Absa or any   of its affiliates. In this commentary, reference is made to various indices. The publishers and sponsors of those indices (“the publishers and sponsors”) 

do not endorse, sponsor or promote the products and make no warranty, guarantee, representation or other assurance (express, tacit or implied) relating to the indices. 

The publishers and sponsors make no warranties (including merchantability and fitness for purpose). The publishers and sponsors will not incur any liability in respect 

of any damage    or loss that you may suffer as a result of investing in a product even if notified of the possibility of such damage or loss. The publishers and sponsors 

may amend the composition or calculation of indices and have no obligation to have regard to your or Absa’s need in this regard. The information and views contained 

in this commentary are proprietary to Absa and are protected by copyright under the Berne Convention. In terms of the Copyright Act, 98 of 1978, as amended, no part 

of this commentary may be reproduced or transmitted in any form or by any means, electronic or mechanical, including photocopying, electronic scanning, recording, 

or by any information storage or retrieval system, without the prior permission in writing of Absa. The illegal or attempted illegal copying or use of this information or 

views may result in criminal or civil legal liability.

Absa Bank Limited, Reg No 1986/004794/06, Authorised Financial Services Provider Registered Credit Provider Reg No NCRCP7
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