
What is volatility? From a purely technical standpoint, volatility, otherwise known as standard deviation, is a statistical measure of 
data’s dispersion around its mean. In more simple terms, volatility is a way to measure swings in the price of securities or market 
indices. But what does that tell us as investors? 

In our opinion, volatility measures the level of disagreement among investors. When volatility is high, there is considerable 
disagreement as to what the future holds. Put differently, investors, in aggregate, believe there is a large distribution of potential 
outcomes. To illustrate this concept, we took the monthly price returns of the S&P 500® Index, sorted them from highest to 
lowest, and split the data into ten deciles. Then, for each decile, we calculated the average standard deviation in the *prior* 
month. The result, which you can see in the chart below, supports our thesis: both the highest and the lowest monthly returns 
are, on average, preceded by high volatility. 

 
Volatility may not be able to tell us what the market’s future return will be, but insight into the potential distribution of future 
returns is still very useful information. Investment math dictates that losses require a larger gain to break even, and this  
relationship is exponential. A 10% loss requires an 11% gain to break even while a 50% loss requires a 100% gain to break even! 
This begs the question, if the probability that we will realize an outsized gain or an outsized loss is elevated, should we 
still invest? We believe the answer is no. In fact, if you were somehow able to invest in only the top and bottom 10% of returns, 
your annualized return would have been negative. 

Successful long-term investing takes place in the middle of the return distribution, and we believe that volatility is a useful 
tool to help us determine when we are more likely to realize good investment outcomes and less likely to realize bad ones. 

For more insights from our investment team, check out our blog: blog.investbcm.com. 
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