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July was a choppy month and the increased 

volatility we witnessed is certainly the start of a 

sustained trend.  As I have highlighted 

previously the key driver of markets in 2014 

has been and will continue to be the 

anticipated timing of the first rate hike by the 

US Federal Reserve.  The problem is that 

there is so much uncertainty about this date 

and the markets push it backwards and 

forwards with each piece of data and utterance 

by Fed officials, and this is a recipe for 

increasingly volatile and choppy markets.   

There are two key areas where we have strong 

convictions right now; the first is that the Fed 

will be forced to hike rates sooner than they 

would have liked, for fear of falling behind the 

curve.  The second is that the subsequent rate 

hiking cycle will be slower and end at a lower 

terminal rate than the market currently 

expects.  This argues for a clear bear-flattener 

position but the problem is that this position is 

very hard to hold for any length of time given 

the punitive carry dynamics.  So in this 

environment we have to be a bit more tactical 

with our curve positioning.  Other strategies 

are offering up significant opportunities and we 

welcome this bond selloff and hope it goes 

further as it will give us better entry levels to 

reset our duration longs.  It was a mixed month 

on the portfolios.  We outperformed on most of 

our flagship funds apart from the Pure Alpha 

funds which were down a bit on the month. 

In regard to equities I have been bullish for a 

while now but I believe there are now 

significant reasons (breadth, depth, leadership, 

divergence, non-confirmations, etc. etc.) to 

change that position.  I think we are missing a 

final up leg in the S&P500 which will probably 

take us to the 2010-2030 level over the next 

couple of months, but that is likely to be the top 

for at least the next 6 months or so.   

I have been asked a couple of times over 

recent months how the views in this newsletter 

transmit themselves into the portfolios we run 

so I thought it was worth setting out why I write 

this monthly piece.  The first and most 

important reason is that writing it is part of our 

investment process, as it drives a large degree 

of the adhoc analysis we do on the markets 

and economics. We aim to make the 

newsletters topical, in that we try to focus on 

themes which are relevant to the markets right 

now.  As these themes are constantly 

changing it means that we need to investigate 

them further and often it is only when you have 

to write things down do you bother doing the 

work properly, so the process of writing this 

note forces us to do the work and clarifies our 

view.   

The second reason is that it’s my version of a 

soapbox on Speakers Corner in London’s 

Hyde Park.  I have worked as a Portfolio 

Manager for over twenty years now in many 

firms and in many countries and often feel the 

need to unburden myself at some of the 

disconnects (ridiculousness) I see on a day to 

day basis.  Fortunately for my family and 

colleagues I choose to air my thoughts here 

rather than with/ at them. 

http://www.investopedia.com/terms/b/bearflattener.asp
http://www.investopedia.com/terms/b/bearflattener.asp
http://en.wikipedia.org/wiki/Speakers'_Corner
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This job has ultimately turned me into a very 

cynical person but that is the nature of my job. 

I am supposed to be the guy who always fears 

the worst, as it’s my asset class which is relied 

upon in times of stress.  What good would it be 

for me to run massive short duration and 

overweight credit positions turning my 

(defensive) fixed income portfolio into an 

illiquid fund which has a high beta with equity 

markets?  Where then does your negative 

correlation to equity markets come from in 

times of market stress?  Is the liquidity 

premium in (Australian) credit really sufficient 

to undertake that kind of positioning? Many 

might think so but I seriously don’t. 

I have been writing various incarnations of this 

newsletter for over 12 years now and it’s 

always followed the same formula.  It’s 

supposed to be a brain dump and alert the 

reader to interesting happenings or 

discontinuities in the markets and economies.  

I once got into trouble with the British 

Government for referring to Gordon Brown 

(then the British Chancellor of the Exchequer 

and later British PM) in one newsletter as a 

‘complete monkey’ and upset my previous 

firm’s Italian clients in another by poking fun at 

Silvio Berlusconi (then Italian PM) for his hair 

transplant.  But I have continued writing in the 

same vein.  

I read on average about 30 competitors’ 

newsletters every month. Generally the ones 

from the alternatives community (especially 

large macro funds, vol funds and commodity 

trading advisor ones) are very interesting but 

the ones that come from real money managers 

globally are often boring to the extreme.  We 

write those kinds of newsletters too - you can 

find them on our website - many of them for 

my funds, but they are written to inform on a 

neutral basis about certain funds and their 

positioning. You are taught when you first start 

writing these to only ever use ‘could’, ‘may’ 

and ‘might’ instead of giving any strong 

opinions which might come back to haunt you.  

This newsletter, in my mind, is supposed to be 

the antithesis to those dreary scribblings.  It is 

not edited or dumbed-down by anyone in my 

company and no one apart from me has to 

authorise it before it is sent out.  It really is the 

view of me and my team rather than a 

company marketing document. 

This newsletter deliberately has a wide brief 

and covers all and any factors which we 

consider is impacting or will impact market 

positioning over the coming periods.  The key 

thing is that it is a big picture view and is not 

supposed to provide a running commentary on 

positioning in any of our portfolios.  Regular 

readers will know we are currently bullish on 

bonds but many would be surprised to hear we 

held a large and profitable short position in 

April of this year. The newsletter is supposed 

to provide an insight to our thoughts but often 

there is a difference between these views and 

the positions we have in the portfolio due to 

the timing disconnect.  For example I have 

very strong views on the impact shale gas is 

having on the US-Middle East geopolitical 

situation. The implications of this shift are very 

important to know and will have far ranging 

implications for the world we live in, and while 

it helps informs our investment decisions it 

would be folly to run positions on the portfolios 

right now to express this theme.    

Going forward I plan on widening the brief of 

this note and going off-piste a bit more often.  

The economics are really only relevant to your 

portfolios at points of inflection or when the 

markets are incorrectly mispricing potential 

outcomes, but other factors are becoming  

increasingly relevant and I will look to 

investigate them here.  Over time I would like 

to focus more on industry trends, the common 

problems in risk measures and portfolio 

construction, the problems with historical asset 

allocation models, the fiat monetary system, 

the importance of incentive structures, 

behavioural investing etc etc.  Hopefully you 

will continue to remain committed readers as 

we embark on this journey. Also please feel 

free to forward these newsletters on to anyone 

you feel might find them useful, entertaining or 

just downright annoying.  
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This month I’ve decided to have a look at 

volatility. We've spoken about it before but the 

accepted belief that volatility is so low that 

something is wrong and it must go up is 

something that we just don't believe is true. In 

past newsletters we have introduced the idea 

of the second ‘Great Moderation’ period which 

we might well have just entered and that is 

boring market participants as it did the first 

time around. The initial period lasted more 

than 15 years from the early ‘90s until the 

GFC. You may be thinking that there were a 

number of periods during the first Great 

Moderation that were volatile, and you would 

be right. LTCM, Asian crisis, dot.com boom 

and September 11 all caused huge jumps in 

volatility. However, in the end these were only 

blips on the longer term trend of volatility falling 

in financial markets. 

Chart 1: S&P 500 3 Month Peak to 

Trough Drawdown 

 

 

 

 

 

 

Source: Bloomberg 

Optically, volatility does seem really low and 

it’s easy to see why so many people come to 

this conclusion. Looking at implied volatility 

indexes like the VIX (volatility of equity options) 

or the MOVE index (volatility of bond options) 

we are at levels that have never been lower. 

When calculating actual historical volatility the 

picture isn’t as bleak, but does show a long-run 

fall in volatility in equities and bonds. Are the 

market commentators right? Is volatility way 

too low? Looking at the charts it would seem 

so, but isn’t just looking at the charts the same 

as saying some share is overvalued just 

because it’s gone up a lot? Clearly shares can 

still have value if the fundamental picture for a 

company has changed enough. Similarly with 

bonds a yield isn’t “too low” just because it is at 

historical lows. If you had this view through the 

GFC and after you would have lost a lot of 

money trading rates. There are fundamental 

ways to justify a level of yields as well, and 

new historical lows may well be justified with a 

change in fundamentals. Can we apply the 

same thinking to volatility? Is there a way to 

fundamentally think about where the right level 

should be?  

To do this we are going to have a look at the 

factors that go into what should determine the 

volatility of these assets and see if they have 

decreased as well. The whole argument 

surrounding the ‘Great Moderation’ is that 

something fundamental did change in the 

economy or how the economy was run to 

inspire this lower volatility. 

Chart 2: ASX 200 - 1yr Rolling Vol 

 

 

 

 

 

 

Source: Bloomberg 

The measures that we (and the market) 

generally focus on are the volatility of financial 

assets, as opposed to real assets. Real assets 

are tangible assets that produce the goods and 

services that go towards making up the 

economy or the measure of GDP. Financial 

assets are just the pieces of paper which 

represent a claim over the future financial 

benefit of the underlying real asset. There is a 

good reason the focus is on financial assets as 

the fact that they are liquid and priced daily 

allows us to observe volatility easily where 

rarely traded real assets don’t have that 

benefit. Since these financial assets such as 

0.00%

1.00%

2.00%

3.00%

4.00%

5.00%

6.00%

1995 1999 2003 2007 2011

0%

5%

10%

15%

20%

2011 2012 2013 2014



www.btim.com.au  4 

stocks and bonds represent the underlying real 

assets and we trust (to a certain degree) that 

the price of these financial assets represents 

the underlying real assets, then should it follow 

that the volatility of stocks and bonds should 

be a representation of what they are in the real 

economy? To prove this we have to try to 

identify the factors that affect the value of the 

financial assets and then see if the volatility of 

these factors has indeed fallen. 

Chart 3: US Treasury Bond - 1yr Rolling 

Vol 

 

 

 

 

 

 

Source: Bloomberg 

Let’s start with stocks. The humble share of a 

listed company is just a unitised financial claim 

on that company, so the real cash flows and 

the assets of the underlying company 

determine the share’s value. If the underlying 

company is less volatile in its earnings and 

dividend stream, then the shares of that 

company should be less volatile because the 

level of uncertainty is less. Now this might 

seem quite simplistic because there are so 

many other factors that go into the 

performance of the equity market like how the 

wider economy is travelling (even though GDP 

growth has little correlation with equity market 

performance).  

Another factor is the levels of interest rates, 

because to value the future cash flows 

generated by an operating company, you need 

to be able to discount those at an appropriate 

level to determine what their value is today. 

This rate includes what current risk-free rates 

are plus a premium for the volatility of the 

company’s cash flows. Incidentally with long-

term interest rates where they are this goes a 

long way to explaining why the equity market 

has gone up so much, which is just another 

way of saying this is that you would expect 

price/ earnings ratios to be higher when bond 

yields are low because a PE ratio is just the 

inverse of a yield. 

So to summarise, we have now identified three 

basic factors which affect the value of an 

equity:  the level of a company’s cash flows, 

the volatility of a company’s cash flows and the 

level of interest rates. If we further simplify and 

think about an ‘average company’ that exists in 

an economy to get rid of idiosyncratic effects, 

we are left with the level of the cash flows and 

the volatility of the cash flows becoming just 

simply the ‘volatility and level of economic 

growth’ because of the tight correlation of the 

company profits part of GDP to actual GDP. 

This leaves us with only two factors when 

considering volatility - the volatility of economic 

growth and the volatility of interest rates. In a 

very broad and simplistic sense the long-run 

volatility of equities should only really be 

affected by these two factors. 

Chart 4: GDP & Profits from Dec 1999 

 

 

 

 

 

 

Source: Bloomberg 

One part of this equation - interest rates - has 

its own determinants of volatility. The biggest 

determiners of interest rates in developed 

economies clearly are the central banks, 

because they set the official interest rate. So 

we have to ask what factors determine the 

setting of interest rates in an economy. For the 

Federal Reserve the official factors are 
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inflation and the state of the employment 

market. Economic growth, while not an official 

factor, is also important in their thinking. These 

factors are similar for the RBA and most other 

central banks in developed economies. Even 

though the RBA doesn’t officially target an 

unemployment rate, it definitely is part of the 

process in determining the right level of 

interest rates. The classic Taylor Rule, used 

religiously by many central bankers, is a guide  

towards a correct level for interest rates using 

these factors except with a switch away from 

economic growth to capacity utilisation instead 

but the idea is similar. 

When we collate these factors for both equity 

and bonds, the important factors become 

economic (GDP) growth, employment growth 

and inflation –  the most basic indicators of the 

health of an economy. Conceptually this 

makes perfect sense as these three factors 

capture things like the growth in the workforce 

(GDP growth and employment growth), their 

ability to spend (GDP growth and inflation) and 

productivity increases (GDP growth). All of 

these things are hugely important over the long 

run to things like company profitability and the 

level of interest rates. 

Now that we’ve identified the factors that are 

important to long-run volatility in these two 

financial assets that we are looking at, equities 

and bonds, the next step is to look at the 

volatility of these underlying factors. The 

findings are in line with what we see in the 

financial markets - volatility is clearly falling in 

the real economy too. 

First let’s take a look at GDP data for both the 

US and Australia. The trend of falling volatility 

in the main quarterly measure of growth in 

both countries has clearly trended down since 

the ‘70s. For Australia the fall has been a more 

gradual and linear one, with spikes in volatility 

in the early ‘80s as a result of a growth spurt 

due to economic reform and the floating of the 

Australian dollar and then in the early ‘90s as 

our last recession and banking crisis took hold. 

These were only blips in the longer term trend 

however. 

In the US the effect of the oil crisis and 

changing demographics had a much bigger 

effect in the ‘70s leading to a huge drop in 

volatility in the late ‘80s. The savings and loan 

crisis in the early ‘90s , the dot.com boom and 

the GFC have interrupted a fairly long run of 

low economic volatility. It is important to note 

that the volatility of economic growth for both 

the US and Australia now are approximately at 

their lowest levels ever - just like the markets. 

Chart 5: GDP Vol 

 

 

 

 

 

 

Source: Bloomberg 

Similar trends can be seen in inflation across 

the two regions as well. Australia has had a 

more gentle reduction in inflation volatility 

since the ‘70s and we are now heading back 

towards the lowest levels for inflation volatility. 

In the US the effect has again been greater 

due to the oil crisis. It may not be apparent 

from the chart due to the huge distortion of the 

‘70s, but the volatility of inflation in the US has 

nearly halved again post the increase in the 

early ‘90s. 

Chart 6: CPI Vol 
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The trends in employment volatility aren’t as 

convincing, but do indicate that current levels 

are at the low end of the band when compared 

to history, with the most convincing drop in the 

US. This data set suffers the most from 

changes in measurement methodology. 

Chart 7: Employment Change Vol 

 

 

 

 

 

 

Source: Bloomberg 

This shows that the Great Moderation occurred 

not only in financial markets but through the 

real economy as well, as they merely reflected 

what was happening in the real economy 

where real decisions are made and real assets 

created. We think there are a number of 

reasons why this happened. The first is that 

central banks learnt in the ‘70s to target 

inflation and inflationary expectations. Paul 

Volcker, in the midst of an oil shock that 

caused spiralling stagflation lifted interest rates 

until it slowed the economy so much that 

inflation came under control. Now that the 

Federal Reserve had used this weapon 

successfully, inflation expectations are under 

control just like when a parent successfully 

disciplines a toddler. With inflation becoming 

under control, all other decisions in the 

economy became easier to plan and 

implement which supported more stable 

economic growth. This is a great example of 

how lower volatility lead to greater prosperity. 

Inflation in itself is a measure of volatility. It 

tracks the change in prices in the real 

economy. A higher reading for inflation means 

that prices are more volatile and these rising 

prices are in themselves causing the economy 

to be unstable because all of the participants 

need to be able to make accurate judgements 

about the future to correctly invest in capacity. 

If you can’t invest in capacity then this in itself 

makes everything else more volatile. So while 

falling volatility of inflation drove lower volatility 

in markets, just the fact that inflation was 

falling itself was enough, in reality. 

The oil crisis didn’t happen in a bubble though. 

The second reason is demographics, a 

favourite topic of ours, as it was a key 

determinant of this switch to a lower volatility 

economy. The influx of women into the 

workforce drove economic growth but not 

without some stresses on the supply side of 

the economy, which had a hand in driving 

inflation. This effect subsided considerably into 

the ‘80s, allowing the supply side more time to 

adapt to the surging workforce and 

consumption. Growth and inflation subsided, 

leading to lower volatility. 

Even though volatility was consistently falling 

during this period it didn’t mean there wasn’t a 

blip or two on the radar before the GFC put an 

end to the first period of the Great Moderation. 

The Asian crisis and the dot.com boom weren’t 

a signal that the low volatility economy was 

ending anytime soon, but more a warning of 

what was going to come in the GFC. Each of 

these were a warning of the dangers of 

increasing leverage - the Asian crisis through 

the accumulation of debt in emerging nations 

coupled with fixed exchange rates, and the 

dot.com boom through the dangers of leverage 

in the equity market flowing into leverage in the 

real economy.  

While central banks learnt that inflation was an 

important metric to control to have a stable 

economy, it wasn’t until the GFC hit that they 

also learnt the importance of tracking the 

amount of debt being accumulated. This 

accumulation of debt was a direct result of 

their low volatility policies decades earlier. Did 

the era of too easy monetary policy last too 

long? If debt kept on being accumulated then 

the answer was most definitely yes. 
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These periods caused a temporary increase in 

volatility in markets but it really didn’t take long 

for the underlying stability in the economy to 

force volatility back down again. An absence of 

liquidity can exacerbate volatility, but it rarely 

lasts long if the underlying fundamentals were 

still sound. It took the GFC to really get the 

market to think that the fundamentals were 

flawed, which is why governments around the 

world needed to step in to give an 

unprecedented level of support to the banking 

system and other industries to stave off 

collapse. It could also be the case that central 

banks got better at handling the downturns 

before the GFC by giving the markets what 

they wanted - lower rates - to continue to 

enable that stealthy increase in leverage which 

hurt so much in 2008. 

Now if we fast-forward to today, we are 

seemingly back to where we were in 2006. 

GDP growth and inflation is running at an 

astonishingly low volatility. The level of inflation 

itself is at the lowest levels ever recorded in 

some markets in the post-World War II period. 

Interest rates may seem to be more volatile, 

especially after last June but the numbers 

show that they really aren’t. Part of the reason 

is that we are still quite a period away from 

seeing any real rate hikes out of the largest 

economies, and that central banks, especially 

the Federal Reserve, are doing their best to 

not only control short rates which they 

traditionally do, but even longer rates out to the 

10-year part of the curve.  

The FOMC statement, one of the most closely 

watched monetary policy statements in the 

world, has grown in size by the amount of 

words it uses by a large margin. It has grown 

in size because the central bank has lost 

power to drive down rates being at the zero 

bound already, so it has tried to talk them 

down. The infamous FOMC ‘dot plot’ is the 

best (or worst depending on your view) 

example of this and it shows the expectations 

of individual FOMC members of what they 

think short rates will be at different points in the 

future. As a bond trader you know that the 

FOMC has just as much information as you to 

know what’s going to happen in the future, but 

at the same time it becomes really difficult to 

bet against those who are actually setting the 

rate. So the range of rate trading has once 

again been suppressed all along the curve. 

If this is an intentional plan to drive down 

volatility even further then they have most 

definitely succeeded. Controlling rates is the 

best and easiest way to push down bond 

volatility and equity volatility because it is one 

of the key factors for both. Ben Bernanke knew 

this very well when implementing each 

Quantitative Easing package because they 

effectively did the same thing. 

In some respects this analysis is simplistic 

because the factors that we have used to 

simplify the drivers behind equity and bond 

volatility are so high level. What it has tried to 

show however is that low financial market 

volatility isn’t really out of step with realised 

volatility in the real economy when comparing 

like-for-like levels in past history. There is 

nothing odd by the level of realised volatility. In 

fact low volatility is something that is beneficial 

to the economy as a whole. It makes decision 

making easier and more certain. Larger and 

more riskier investments can be taken to add 

more value than if the outlook was more 

uncertain. It is right for central banks to want to 

pursue low volatility policies -  but with a 

caveat. 

The only problem is when the persistence of 

low volatility policies engender too much 

confidence in both the real economy and the 

financial markets. In the real economy it is 

most readily seen in things like increasing 

corporate leverage or quick gains in household 

debt levels that cause fast banking asset 

accumulation. Banking regulators should be at 

hand to stop any bad lending, but in reality this 

is unlikely to happen. Within the financial 

markets such exuberance can be seen through 

over-extended credit and volatility markets. 

When volatility is low, more risk is taken to 

obtain income, and the credit market is the first 

and easiest place to obtain easy income over 

cash rates with very little volatility.  
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We have pointed towards the risks of obtaining 

more income by increasing the amount of risk 

in your credit portfolios on many occasions, 

especially when market-wide volatility is so 

low. The most important thing to take from this 

newsletter is that while we have in a way 

justified the low level of volatility which seems 

to persist at the moment, it is always vital to 

remember that it is at these times when people 

misprice the tail-risks that exist all around us 

the most. It’s when nobody talks of the tail-

risks when it pays the most to remember what 

tail-risk exposure you have. 

 

 

 

Vimal Gor 

Head of Income & Fixed Interest 

BT Investment Management 
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