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Do you ever listen to the news and find 
yourself thinking that the world has gone to 
the dogs? The roll call of depressing 
headlines seems endless. But look beyond 
what the media calls news, and there also 
are a lot of things going right. 

It’s true the world faces challenges in many 
areas, and the headlines reflect that. 
Europe has been grappling with a flood of 
refugees; as of May, the Chinese local A-
share market declined by almost 20 
percent1; and the US is in the middle of a 
sometimes rancorous election campaign. 

More recently, citizens of the United 
Kingdom voted to leave the European 
Union, creating significant uncertainty in 
markets over the long-term implications. 

But it’s also very easy to overlook the 
significant advances in raising the living 
standards of millions, increasing global 
cooperation on various issues, and 
improving access to healthcare and other 
services across the world.  

Many of the 10 developments cited below 
don’t tend to make the front pages of daily 
newspapers or the lead items in the TV 
news, but they’re worth keeping in mind on 
those occasions when you feel 
overwhelmed by all the grim headlines. 

So here’s an alternative news bulletin: 

1. Over the last 25 years ending May 
2016, one dollar invested in a global 
portfolio of stocks would have grown 
to more than five and half dollars.2 
 

2. Over the last 25 years, 2 billion people 
globally have moved out of extreme 
poverty, according to the latest United 
Nations Human Development 
Report.3 

 
3. Over the same period, mortality rates 

among children under the age of 5 
have fallen by 53%, from 91 deaths 
per 1,000 to 43 deaths per 1,000. 

 
4. Globally, life expectancy has been 

improving. From 2000 to 2015, 
according to the World Health 
Organization, the global increase was 
5.0 years, with an even large increase 
of 9.4 years in parts of Africa.4 

 
5. Global trade has expanded as a 

proportion of GDP from 20% in 1995 
to 30% by 2014, signaling greater 
global integration.5  

 
 

6. Access to financial services has 
greatly expanded in developing 
countries. According to the World 
Bank, among adults in the poorest 
40% of households within developing 
economies, the share without a bank 

account fell by 17 percentage points 
on average between 2011 and 2014.6 

 
7. The world’s biggest economy, the US, 

has been recovering. Unemployment 
has halved in six years from nearly 
10% to 5%.7 

 
8. The world is exploring new sources of 

renewable energy. According to the 
International Energy Agency, in 2014, 
renewable energy such as wind and 
solar expanded at its fasted rate to 
date and accounted for more than 
45% of net additions to world capacity 
in the power sector.8 

 
9. We live in an era of innovation. One 

report estimates the digital economy 
now accounts for 22.5% of global 
economic output.9 

 
10. The growing speed and scale of data 

are increasing global connectedness. 
According to a report by McKinsey& 
Company, cross-border bandwidth 
has grown by a factor of 45 in the past 
decade, boosting productivity and 
GDP.10 
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No doubt many of these advances will lead to new business and investment opportunities. Of course, not all will succeed. But the important 
point is that science and innovation are evolving in ways that can help mankind. 

The world is far from perfect. The human race faces major challenges. But just as it is important to be realistic and aware of the downside of 
our condition, we must also recognize the major advances that we are making. 

Just as there is reason for caution, there is always room for hope. And keeping those good things in mind can help when you feel overwhelmed 
by all the bad news. 

 

1. As measured by the MSCI A Share Net Dividends Index in CNY.  
2. As measured by the MSCI All Country World Index (gross dividends) in USD. 
3. “Human Development Report 2015: Work for Human Development,” United Nations. 
4. “World Health Statistics 2016,” World Health Organization. 
5. “International Trade Statistics 2015,” World Trade Organization. 
6. “The Global Findex Database 2014: Measuring Financial Inclusion Around the 

World,” World Bank. 
7. US Bureau of Labor Statistics, March 15, 2016. 
8. “Renewable Energy Market Report 2015,” International Energy Agency. 
9. “Digital Disruption: The Growth Multiplier,” Accenture and Oxford Economics, 

February 2016. 
10. “Digital Globalization: The New Era of Global Flows,” McKinsey and Company, 

March 2016. 

 

When investing in stocks, understanding the 
volatility of their returns can be an important 
ingredient to help investors maintain a disciplined 
approach. People invest their capital hoping to 
earn a rate of return above that of just holding 
cash, and there is ample evidence that capital 
markets have rewarded disciplined investors. For 
example, Exhibit 1 illustrated what investing $1 in 
1926 into various asset classes would have 
translated to through the end of 2015. 
Nevertheless, returns can be negative for days, 
months, and even years. After such episodes, 
investors are frequently exposed to stories 
exclaiming what may cause the next financial 
crisis. 

When volatility strikes, remaining disciplined can be even more 
challenging as pundits are quick to link volatility to any number of 
impended “crises” and to predict that short-term returns will be 
poor. Based on these predictions, their advice for investors is often 
“sell now” to avoid these poor returns. But as Professor Eugene 
Fama points out, “The onset of high volatility should be associated 
with price declines that increase expected returns going forward 
(to compensate investors for the higher volatility).”1 That is, 
volatility often increases after a price decline, which may increase 
expected returns. So these pundits may be reflecting on what has 
already occurred, not what will occur.  

Do recent stock market volatility levels have statistically reliable 
information about future stock returns? We can examine historical 
data to see if there have been statistically reliable differences in 
average returns or equity premiums between more volatile and 
less volatile markets, if a strategy that attempts to avoid equities in 
times of high volatility adds value over a market portfolio, and if 
there is any relation between current volatility and subsequent 
returns. 

A simple way to see if stock market volatility and returns are 
related is to look at average returns across different market 
environments. In Exhibit 2, we take monthly returns for the US 

equity market (represented by the Fama/French US Total Market 
Index) and break them up based on the previous month’s standard 
deviation (computed using daily stock market returns). Average 
returns in month when the previous month had higher volatility 
(75th percentile or above) were slightly higher than when the 
previous month had lower volatility (25th percentile or below). This 
conforms with the intuition presented by Fama. 

 

But, because stock returns have been noisy, these differences in 
average returns have not been reliably different from zero. In other 

Can Volatility 
Predict Returns? 
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words, at a glance there does not seem to be an economically 
meaningful difference in average equity returns based on the 
volatility of the prior month.  

Exhibit 2 demonstrates the average stock market returns appear 
similar across various levels of market volatility. Is the equity 
premium (the return over US Treasury bills, or “T-bills”) also similar 
across different levels of volatility? 

Exhibit 3 shows the average monthly returns for the US equity 
market and T-bills from January 1927 through April 2016. The full 
sample is further broken out into average returns for months 
following a “high volatility” month (75th percentile or above) and the 
remaining months. 

 

We see that the average monthly equity premium has been higher 
after high volatility months. Nevertheless, the difference with all 
other months is not reliably different from zero—meaning we 
cannot reliably say that the premium is higher or lower after 
months with high volatility.2 These results suggest it is 
unlikely we can learn anything about this month’s equity 
premium based on last month’s volatility. 

What if we had a trading strategy that attempted to avoid 
investing in equities when volatility was high? How 
would such a strategy perform relative to the market? 
Exhibit 4 shows returns and standard deviations for the 
US equity market, T-bills, and a hypothetical trading 
strategy that bails out of equities and invests in T-bills 
when the previous month’s volatility was high—a 
strategy that “flies to safety.” If the previous month’s 
volatility was not high, the strategy invests in US 
equities. 

Over the period from January 1927 through April 2016, 
the volatility of the “fly to safety” strategy, as measured 
by its standard deviation, was lower than the volatility of 
the US equity market (12.21% vs. 18.66% annualized).  

This makes sense because the fly to safety strategy is 
invested in T-bills one quarter of the time, so we would 
expect it to have a lower volatility. However, this lower 
volatility came with lower returns, as the fly to safety 
strategy had an annualized return of 8.22%, compared to 
9.75% for US equities. A strategy investing 75% in the market and 
25% in T-bills would have performed similarly to the fly to safety 
strategy, as illustrated in the last column of Exhibit 4. 

Consistent with the analysis presented thus far, Exhibit 5 shows 
the randomness of the relation between them looks “flat.” This is, 
recent volatility does not indicate if future returns will be “high” and 
does not indicate if future returns will be “low.” This is confirmed 
through regression analysis, which further indicates there has 

been no reliable relation between recent volatility and future 
returns. 

What can we take away from this analysis? Put simply, we can 
expect volatility when investing in stocks. There is considerable 
academic evidence that an investment strategy attempting to 
forecast short-term price movements is unlikely to be successful. 
Forecasting short-term stock market performance based on 
current volatility is no different. We believe that developing an 
asset allocation to match up with your desired risk tolerance and 
investment objectives, and staying disciplined and rebalancing in 
all market environments, remains an effective way to pursue your 
long-term investment goals. 

 

1. Eugene Fama and Kenneth French, “Q&A: Timing Volatility,” Fama/French Forum, December 19, 2008. 
2. The t-statistic for the difference in equity premium between months after high volatility and non-high volatility is 

0.70. Normally, a t-statistic of at least 2 is necessary to reliably say that the result is different from zero. 
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In the July 2015 Strategy in Practice: Peer-
to-Peer Bond Trading paper, Dimensional 
explored the perceived lack of corporate 
bond market liquidity, the implications for 
investors, and the emergence of 
alternative electronic trading platforms in 
the fixed income markets.1 

After examining liquidity metrics such as 
corporate debt issuance, average daily 
trading volume, and dealer inventory 
velocity, Dimensional concluded that there 
was no convincing evidence of a reduction 
in liquidity in the corporate bond market 
and that the market is evolving to 
overcome its structural dependence on the 
traditional dealer model. 

In a July 2016 blog post, “Examining 
Corporate Bond Liquidity and Market 
Structure,2” the US Department of the 
Treasury also explored the perceived lack 
of liquidity in the corporate bond market. 
Using some of the same metrics that 
Dimensional incorporated in its analysis, 
the US Treasury arrived at a very similar 
conclusion to that of Dimensional. The US 
Treasury states, “Although there have 
been anecdotal reports of periods during 
which liquidity conditions have been 
challenging, the corporate bond market 
has always been less liquid than many 
markets, and the available data does not 
show convincing broad-based evidence of 
dwindling liquidity.”  

In reviewing common measures of 
liquidity, the US Treasury highlighted 
several market trends.  

CORPORATE BOND MARKET 
TRADING VOLUMES 

The daily average trade volume of the 
corporate bond market has nearly doubled 
since the financial crisis of 2008. The US 
Treasury asserts that trade volume is a 
direct measure of the level of activity that 
the market can accommodate.  

The US Treasury adds that record-
breaking issuance has led to a decrease in 
“turnover.” Turnover is a measure of the 
total amount of principal traded as a 
percentage of the amount of issuance 
outstanding for the securities traded.3 

 

 

 

 

 

 

 

 

 

 

The US Treasury argues, “While turnover 
is commonly cited as a measure of 
liquidity, its application may be limited 
given a variety of factors affecting the 
corporate bond market, including the 
increase in recent years of smaller issuers 
whose bonds trade less frequently and the 
prevalence of long-term holders who 
naturally trade less frequently.”   

BID-OFFER SPREAD 

The difference in price between where 
securities are bought and sold is an 
indication of the transaction cost in 
corporate bonds. The US Treasury finds 
that bid-offer spreads on investment grade 
bonds are in line with, or below, recent 
historical levels. The reduction in spreads 
may be a positive indication of the ability 
for buyers and sellers to efficiently transact 
in corporate bonds. 

DEALER INVENTORIES 

Some market commentators proclaim that 
declining dealer inventories signal 
reduction in corporate bond liquidity. 
However, the US Treasury contends that 
the link between dealer inventories and 
liquidity is not straightforward. While 
dealers historically held large inventories 
to facilitate principal intermediation, 
dealers have no evolved to a model of 
agency intermediation. Under a model of 
agency intermediation, dealers look to 
match buyers and sellers of bonds directly, 
rather than acting as principal or holding 
the bond positions on their own balance 
sheets. Acting as agents enables dealers 
to hold smaller inventories, which in turn 
reduces their balance sheet risk and 

capital required by new regulations. 
Additionally, the direct matching of buyers 
and sellers may result in tighter bid-offer 
spreads. 

The US Treasury adds that some market 
participants may consider dealer 
inventories to be “shock absorbers” during 
times of market stress. The notion is that 
dealers may buy bonds and expand their 
inventories in times when the market 
demands liquidity. However, the US 
Treasury claims that even at their peak in 
2006, dealer inventories represented less 
than 1% of the corporate bond market, and 
thus are unlikely to be able to provide 
shock absorption. The US Treasury states, 
“Dealers holding large inventories in times 
of stress may not have the capacity to take 
on significant additional positions. Instead, 
they may be motivated to reduce their own 
positions, often at the same time 
customers are attempting to do so.”  

CORPORATE BOND ISSUANCE 

The US Treasury attests that primary 
issuance in the corporate bond market is 
not only an important indicator of financing 
activity but also an indirect indicator of the 
secondary market’s health. Investors look 
at secondary market liquidity when 
evaluating whether to buy new issues. The 
US Treasury adds, “Corporate bond 
issuance is influenced by a number of 
factors, but its continued strength to date 
suggests that secondary market liquidity 
conditions have not been constraining 
issuance. Investment grade issuance has 
set records for four straight years and the 
first quarter of 2016 was similarly strong.”  

ELECTRONIC TRADING 

The Department of 
the Treasury and 
Corporate Bond 
Liquidity 
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The US Treasury estimates that 20% of 
investment grade corporate bond trading is 
now performed through electronic 
interfaces. Dimensional executed 
approximately 8% of its US dollar 
corporate bond secondary trades on peer-
to-peer electronic trading platforms in 
2015. The US Treasury adds that 
electronic trading continues to have a 
profound effect on market structure and 
may be associated with the reduction of 
bid-offer spreads and trade sizes. 
Furthermore, electronic trading can 
improve operational efficiency for dealers 
and market participants and potentially 
increase price competition by enabling 
buyers and sellers to gather quotes from 
multiple counterparts.  

CONCLUSION 

By the US Treasury’s metrics, which are 
similar to Dimensional’s, the available data 
does not show broad-based evidence of a 
reduction in liquidity in the corporate bond 
market. Daily average trading volume has 
increased, bid-offer spreads are 
contracting, and corporate bonds issuance 
is at all-time highs. Historically, dealers 
have not demonstrated a willingness to 
increase their inventories to provide 
liquidity to market participants.  

The corporate bond market is, however, 
undergoing an evolution driven by 
technology, regulation, and the desire by 
some investors to improve their 
operational efficiency and reduce trading 

costs. Dimensional believes that our 
systematic focus on the drivers of 
expected returns and our flexible and 
patient trading approach enable us to 
evolve with the market and to continue 
providing highly diversified portfolios to our 
clients.  

 

1. Plecha, David and Alexander Fridman, “Peer-to-Peer 
Bond Trading.” (Strategy in Practice, Dimensional Fund 
Advisors, July 2015.) 

2. All statements and positions in this paper attributed to the 
US Department of the Treasury can be found at: 
www.treasury.gov/connect/blog/Pages/Examining-
Corporate-Bond-Liquidity-and-Market-Structure.aspx. 

3. Defined by MarketAxess. 

 

 

 

 

 

 

 

 

 

 

 

 

Disclosure 

Investment Update is published monthly by OBS Financial. All articles provided by Dimensional Fund Advisors. Information has been obtained 
from sources believed to be reliable, but its accuracy and completeness, and the opinions based thereon, are not guaranteed and no 
responsibility is assumed for errors and omissions. Nothing in this publication should be deemed as individual investment advice. Consult 
your personal financial adviser and investment prospectus before making an investment decision. Any performance data published herein 
are not predictive of future performance. Investors should always be aware that past performance has not been shown to predict the future. 
If in doubt about the tax or legal consequences of an investment decision it is best to consult a qualified expert. OBS Financial is a Registered 
Investment Advisor with the Securities and Exchange Commission.  

http://www.treasury.gov/connect/blog/Pages/Examining-Corporate-Bond-Liquidity-and-Market-Structure.aspx
http://www.treasury.gov/connect/blog/Pages/Examining-Corporate-Bond-Liquidity-and-Market-Structure.aspx
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