Risk Management Strategies
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What is risk?

= Risk is defined as “deviation from
the expected outcome”

= Risk arises from variability

= Industry measures risk through
volatility / standard deviation

= Investor fears the risk of losing
money!

= Risk measurement is not enough
- to manage risk we have to
figure out where it comes from
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High Risk = High Return?

N Risk = High Range of Returns!

Risk/Return Trade-off

= Not always. In fact, Hig

Risk/Return Trade-off

Range of Annual Returns EF:"E'%

Low Risk .
Equities

|

Higher Risk

Higher Potential Return
Less Rygy,
More Risy

Standard Deviation [or Risk)

Return

Low Return

l

Return

Standard Deviation [or Risk)

= Low volatility does not mean low return, it means low risk
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The Holy Grail: A Convex Payoff

&% o = On the upside you
s want maximum
ot | participation

= On the downside
S N B you want limited
% 2% 4?—@ ef}a 8?3—6 participation

Strategy Return
PayOff(AllShare)
*

4%

2%

P
L=

8% 6%  -4%

" Can we construct
portfolios to
% AR D R look like this?

Market Return (AllShare) | Source: ABSA
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Engineering a Better Payoff Profile

Managing Risk in Investments

= Classic criticism of traditional “passive” — select stocks
according to exposure to desirable risk premia
a Introduce factors - risk premia investing
Naspers:

= Concentration risk (e.g. Naspers) - control 19% in ALS|
unwanted and unrewarded risk in the portfolio |2s%nswixao
- Introduce ERC - Equal Risk Contribution 39% In INDI25

= Drawdown risk — explicitly shape final payoff through a
volatility control process that limit risk of losing money

a Introduce target volatility to limit drawdown
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Risk Factors vs. Risk Premia

Risk-Factor

On Average Zero

= Risk Factor

a2 On average zero
o e.g. Interest rates, currencies,
industry sectors (RESI, FINI)

= Risk Premium I .
a On average above zero

a e.g. Equities vs Bonds (ERP), | ‘

Value, Momentum, Small Cap, etc. 5% FR{- AU N

- Passive exposure to these deliver a \Y " N |

positive payoff, on average over the
long term

On Average Above Zero

Source: ABSA
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Value Factor Index

Liquidity Screen

&

Top 60 JSE
shares + 5% ZDT

Selection

&

Equal Z-score
combination

Weighting

Equal risk
contribution

SA-\alue Index

| lI

Rebalanced

= [nitial universe: Top 60 JSE-listed shares

= Calculate average book/price and E/P ratios over 1 year
= Select 30 shares with lowest calculated scores

= Apply ERC - risk parity weighting*

= Rebalance semi-annually

* each share contributes an equal amount of risk to the overall portfolio

The Home of Exchange Traded Funds® I...i I Ii




Value Relative Performance
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Low Volatility Factor Index

Liquidity Screen

©

Top 60 JSE
shares + 5% ZDT

Selection

©

Equal Z-score
combination

Weighting

Equal risk
contribution

SA-Low Volatility Index

= [nitial universe: Top 60 JSE-listed shares

= Calculate standard deviation and beta over 1 year
= Select 20 shares with lowest calculated scores

= Apply ERC - risk parity weighting*

= Rebalance quarterly

* each share contributes an equal amount of risk to the overall portfolio
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Low Volatility Relative Performance
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Momentum Factor Index

Liquidity Screen Selection Weighting SA-Momentum
Index
: | ..
Top 60 JSE 12-month price Equal risk Rebalanced
shares + 5% ZDT momentum contribution monthly
(

= [nitial universe: Top 60 JSE-listed shares

= Calculate price momentum over 1 year, excl. last month
= Select 20 shares with highest momentum

= Apply ERC - risk parity weighting*

= Rebalance monthly

* each share contributes an equal amount of risk to the overall portfolio
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Anti-factors

= When is a Risk Factor a good Risk Premium?
When the opposite - the anti-factor - is bad

= For example (factor vs. anti-factor):
a Volatility (variability): Low vs. High
a Value: Cheap vs. Expensive
a Momentum: “On a roll” vs. "Not going anywhere”

= A good (risk premium) factor is one that outperforms
its anti-factor
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Relative Performance of Anti-Factors
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ERC? ABS!
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| don’t need to ... to know
understand what it can do
how it works... for mel

ERC = Equal Risk Contribution; ABS = Anti-lock Braking System
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ERC - Value Factor
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ERC - Low Volatility Factor

Relative: ERC Wgt/Factor Wt (RHS)
— Low Volatility (Factor Weighted)
— Low Volatility (ERC Weighted)

Low Volatility Factor wtd | ERC wtd
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ERC - Momentum Factor
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We can’t predict the future

Returns do not predict future returns

15%
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Source: ABSA
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but we can manage it!

Volatility predicts more volatility

y=0.7227x + 0.0533 .
R?=0.5226 EqUIty * .

Timet

0% 10% 20% 30% 40% 50% 60%  70%
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Volatlllty & Drawdown: Mirror Images

A

3xincrease!

: “"W"“WTT" ‘WW

Drawdown (% losses)

Volatility (% pa)

= Analysis of Top40 index -
drawdown and volatility

= Allowing volatility to float
unrestricted (i.e. passive
exposures to the
market), results in full
participation in market
drawdowns

Source: ABSA
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Inverse Correlation between
Volatility & Drawdown

= The higher the historical o " Volatility
volatility, the bigger the
drawdown (fall in price)

= To reduce the risk of
drawdown, target a

-20% -

maximum volatility

= Achieve this by switching
between equities and cash

(increase cash holdings to reduce overall
volatility)

-25%

Drawdown

-35% -

Source: ABSA




Targeted Volatility

Unconstrained Volatility

13%

Limit the Drawdown by
Controlling (Target) the Volatility
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Switch between Equity and Cash
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space...

If it’s an index,
Watch this

it can be
offered as an

ETF!
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Question time...

...after Mike




Disclaimer

© etfSA.co.za: The Exchange Traded Products (ETPs) contained herein are mainly Collective Investment Schemes in Securities
(CIS) and other listed securities which are generally medium to long-term investments that contain elements of risk and can be
affected by market values, interest rates, exchange rates, volatility, dividend yields and issuer credit ratings. ETPs are listed on the
Johannesburg, or other Stock Exchanges, and trade at ruling prices on such Exchanges.

The price of ETPs can go up as well as down and past performance is not necessarily a guide to the future. The ETPs herein are listed
on the Johannesburg Stock Exchange Limited and trading in ETP securities will incur trading and settlement costs. ETF securities are
traded at ruling prices and can engage in scrip lending.

The information and opinions provided herein are of a general nature and do not constitute investment advice. Whilst every care has
been taken, no representation, warranty or undertaking, expressed or implied, is given as to the accuracy or completeness thereof.
etfSA.co.za is managed by M F Brown, who is a registered financial services provider (FSP No. 39217). M F Brown has Professional
Indemnity Insurance as required by FAIS.

The etfSA Investment Services Company (Pty) Ltd (FSP No 40107) provides asset management as well as financial intermediary and
advice services. It uses Exchange Traded Products to construct portfolios for use in Retirement Annuity, Tax Free and Discretionary
investments. It holds Professional Indemnity insurance and Fidelity Guarantee insurance as required by FAIS.

All opinions and information in this document may be changed at any time without notice. Redistribution, reproduction, the resale or
transmission to any third party of the contents of this document, whether by email, newsletter, internet or website, is only possible
with the written permission of etfSA.

etfSA.co.za, its sponsors, administrators, contributors and product providers disclaim any liability for any loss, damage, or expense
that might occur from the use of or reliance on the data and services provided through this document.

etfSA.co.za® and etfSA The Home of Exchange Traded Funds® are registered trademarks in the Republic of South Africa.

The Home of Exchange Traded Funds”® || - | ' I




