Market Volatility and Prospective Price Change

Brett N. Steenbarger, Ph.D.
www.brettsteenbarger.com
The following is taken from a post to the Spec List on 12/16/03.

I took a very simple measure of volatility--the difference between monthly price highs and price lows--back to 1996 and looked at what happened following months of high and low volatility.

 

The average high/low differential per month (N=93) was 9.36%.  The average one month price change was .66% and the average two month change was 1.33%

 

On a simple median split, I looked at high volatility months (N=47; average high/low differential=12.25%) vs. low volatility months (N=46; average high/low differential=6.40%).  One month after a high volatility month, the market was up on average by 1.18% vs .13% for the low volatility months.  Two months out after a high volatility month, the market was up on average by 2.46% vs. .19% for the low volatility months.  

 

Looking two months out, the market was up 30 times and down 16 times following the low volatility months and up 29 times, down 18 times following the high volatility months.  Thus, the market was more likely to be up than down after a low volatility month, but the magnitude of the down months was greater than that of the up months.  Conversely, the rises following the high volatility months tend to be greater in average size than the declines.

 

When you look at high volatility and low volatility months in this way, it is worth noting that a large number of the high volatility months are also months with steep declines.  The upside bias following high volatility months is most likely a reflection of reversal following steep declines.  This is corroborated by a second median split of the high volatility month data.  When the high volatility months result in price gains, the next two month price change averages 1.81%.  When the high volatility months result in price losses, the next two month price change averages 3.03%.  

 

When low volatility months result in price gains (n=31), the price change over the next two months averages 1.31%, but when low volatility months result in price losses (n=15), the average price change over the next two months is -2.14%.  Down months with low volatility have led to particularly subnormal returns since 1996.

 

November and December, so far, are low volatility/positive price change months and thus would not have the same positive expectations as we had, say, in the high volatility months of September, 2001 or October, 2002.  They would not have distinctively negative expectations, however, compared to the overall sample.

Added Note:  I will have more to say in future postings to the Swing Website on the Volatility Matrix.  This is a simple 3x3 table that categorizes the market over any given lookback period as either up, neutral, or down in price change and high, medium, or low in volatility.  Once the categorization is made, you can model the current market by looking at similar past markets in price change and volatility and seeing what happened prospectively.  This is a very simple, but effective modeling strategy.

