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By Bill Spitz
PRINCIPAL
As a Co-Founder of Diversified 
Trust, Bill has been instrumental 
in the ongoing development of the 
firm’s investment platform. Bill also 
serves on the Board of Directors of Mass 
Mutual Financial Group, Acadia Realty Trust, 
and is Trustee emeritus of Kenyon College in 
Ohio. He authored Get Rich Slowly: Building your 
Financial Future through Common Sense and is a 
frequent speaker at financial conferences.

Volatility: Friend, 
Foe, or Both?
Volatility is one of the most commonly used (overused?) words in 
the financial vocabulary. Many people bemoan what they consider 
a volatile and uncertain world. Financial services companies 
publish ads offering to help clients cope with today’s “volatile 
and uncertain” markets. And, financial advisors work diligently 
to construct portfolios that generate the desired rate of return 
with as little volatility or fluctuation as possible along the way. 
Yet volatility is somewhat akin to Supreme Court Justice Potter 
Stewart’s famous quip that he could not define pornography but 
knew it when he saw it. In the financial realm, what is volatility? 
Who should be concerned about it? If it is of concern, how can 
it be measured and controlled? Many treatises on volatility are 
highly quantitative. Unfortunately, I am unable to totally avoid a 
little math, but the goal of this paper is to provide a qualitative 
discussion rather than a statistics course.
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IS THE WORLD MORE VOLATILE AND UNCERTAIN?
I will measure the volatility of financial markets shortly, but there is no 
definitive answer as to whether life in general is more volatile than it was in 
the “good old days.” Uncertainty is very much in the eyes of the beholder. For 
whatever it is worth, my own view is that many aspects of contemporary life 
are actually a great deal more secure than was the case for most of human 
history. The Twentieth Century included the First, Second, Korean, Vietnam, 
and Cold Wars as well as the Great Depression. Recall that up through the 
1950’s, many parents were afraid to allow their children to swim in the 
local pool due to fear of contracting polio. Today, there are fewer global 
catastrophes, global poverty rates have declined, and life expectancy in the 
U.S. has increased. I am not critical of the media but do believe the perception 
of volatility and uncertainty is largely a function of twenty-four-hour news 
coverage that keeps every story at the forefront of our minds. In any case, 
given that uncertainty is so highly personal, I totally respect the views of those 
who are less sanguine regarding the current state of the world.

What about the economy? Wall Street obsesses over every minor zig and 
zag, but the reality is that we enjoy relative economic stability as compared 
to the 19th and 20th centuries. This is attributable to many factors including 
stronger institutions such as the Federal Reserve, a more diversified 
economy, and active fiscal policy. The following exhibit depicts the standard 
deviation or variability of growth in the overall U.S. economy as measured 
by Real GDP. The spike toward the right-hand side of the graph represents 
the distortion caused by the Covid-19 epidemic and should therefore be 
ignored as a one-time event. Putting aside those data points, the economy 
has been amazingly calm since the mid 1980’s. In fact, it has been more than 
20% less volatile than the long-term average!

Uncertainty is 
very much in 
the eyes of the 
beholder.
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Prior to the Great Depression, recessions hit roughly every four years and 
generally lasted at least two years. Since 1945, the gap between recessions has 
widened to six years and the average contraction only lasts about ten months.

Is there any validity to the assertions by the media and financial services 
companies that financial markets are “volatile and uncertain”? The outlook 
for markets has been and always will be uncertain-nothing new there! The 
best way to prove that statement is to examine the poor track records of 
those attempting to predict short-term returns.

The convention in the financial world is to measure volatility using the 
standard deviation of returns. It measures how much each month’s return 
varies from the long-term average. Wide dispersion of returns equates to 
uncertainty because the average does not provide a very good indicator 
of what a given month’s return might actually be. One subtlety is that 
standard deviation includes both upward and downward volatility yet 
investors are perfectly happy to enjoy fluctuations on the upside. As a result, 
most financial advisors include other risk measures when helping clients 
construct portfolios.
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The standard deviation or volatility of U.S. stocks has been about 12% less 
than the long-term average for the last twenty years. In contrast, bonds 
have been about 15% more volatile over this period. However, the key point 
for most investors is that a balanced portfolio such as the traditional 60% 
stocks /40% bond allocation has actually been about 17% less volatile. If 
the recent past is prologue, most investors can expect to enjoy stability 
that was not the case for the majority of the twentieth century. Lacking the 
actual data, I wager most Americans would come to the opposite conclusion 
based on blaring headlines! While current volatility is moderate by historical 
standards, that does not mean we can ignore it.

THE DOWNSIDE OF VOLATILITY
While generally measured using the standard deviation of return, a simple 
way to think about volatility is fluctuation in the value of one’s portfolio. A 
discussion of the impact of volatility on an investment program will naturally 
lead to consideration of who should be more or less concerned with it. 
Volatility generally has a negative connotation but there are actually a few 
circumstances in which it can be helpful. Let’s get the negative effects out of 
the way first.

The first risk of volatility applies to everyone. Wide fluctuations in the 
value of one’s portfolio increase the odds of an impulsive decision to change 
strategy, typically at exactly the wrong time. Generally, that means buying 
high and selling low resulting in major damage to longer-term returns. A 
new study by Morningstar found that the average investor underperformed 
the mutual funds and ETFs in which he or she was invested by 1.2% per 
year due to ill-timed decisions to buy and sell. Over a ten-year period, this 
annual deficit cumulated to a 15% decrease in portfolio value. Every investor 
should honestly assess her emotional makeup, and those who are prone to 
overreaction should opt for a more conservative portfolio knowing that it 
is likely to generate a lower rate of return. Of course, objectively assessing 
one’s emotional makeup is difficult and a true understanding of one’s 
susceptibility generally requires actually living through a volatile period.

A simple way 
to think about 
volatility is 
fluctuation in 
the value of 
one’s portfolio.
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Second, volatility can be particularly damaging to those who are 
spending from their portfolio. This group includes individuals living off 
of their accumulated assets as well as institutions such as foundations and 
endowments whose portfolios support specific programs. The problem 
arises because withdrawals that take place after a market decline make it 
much more difficult to recover lost portfolio value. Consider two portfolios 
that spend a fixed dollar amount each year. One percolates along with a 
consistent annual return of 7%. The other earns the 7% return for three years 
before suffering back-to-back annual losses of 10%. It then recovers nicely 
such that both portfolios earn a 7% average return over the ten-year period. 
The second portfolio will end up with about 9% less money and the impact 
could be much larger depending upon the severity and timing of losses. 
Worse, many people respond to losses by reducing equity exposure near the 
bottom which forestalls a potential recovery.

The third group that should be wary of volatility consists of those nearing 
retirement because they are exposed to what is known as sequence risk. 
This risk is related to the discussion in the previous paragraph. Once again, 
consider two portfolios with identical spending that each earn annual returns 
of 5%,10%,25%, and -15%. However, one suffers the 15% loss in the first year 
and the other in year four. Even though they have the same average return, 
the portfolio suffering the initial loss will finish year four with a lower market 
value and may run out of money sooner. The message is that those nearing 
retirement will be well-served by limiting volatility although there is also 
danger in excessive conservatism given long life expectancies.

THE UPSIDE OF VOLATILITY
Volatility can actually be very helpful in a few circumstances. Something like 
50% of the volume in stocks and as much as 80% of futures trading activity is 
attributable to high frequency traders who attempt to profit from very small 
movements in the prices of individual stocks or in the overall market. Their 
strategies thrive on market volatility. Second, those with available cash may 
be able to profit from temporary dislocations in prices that create attractive 
buying opportunities. However, achieving consistent returns using this 
strategy is difficult because it is never clear whether a “temporary aberration” 
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is in fact a fundamental and permanent change in value. Third, a downdraft 
in the markets early in a long-term savings program can also enhance wealth 
because temporarily lower prices allow for the purchase of more shares. This is 
actually the favorable side of the sequence risk that was discussed above.

THE SAFE DEPOSIT BOX STRATEGY
The one group of investors who should be largely unconcerned about 
volatility are those who have the luxury to implement what our Chief 
Investment Officer calls the “Safe Deposit Box Strategy.” These investors 
have a very long horizon and are not reliant on the portfolio for current 
spending; they can metaphorically place their portfolio in a safe deposit box 
and largely forget about it. This strategy generally entails a very aggressive 
asset allocation and the reinvestment of all current income. Given the 
classic relationship between risk (volatility) and return, these investors can 
expect wonderful compounding of relatively high returns and significant 
asset accumulation. A couple of situations in which this strategy might be 
appropriate are a college savings program created for a newborn and certain 
kinds of trusts such as Generation Skipping Trusts or GSTs. In the case of the 
newborn, there is at least an eighteen-year time horizon and no need for 
interim withdrawals. Unfortunately, I am hard-pressed to come up with many 
other types of investors who fit into this category.

CONTROLLING VOLATILITY-DIVERSIFICATION
There are three primary means of controlling volatility: diversification, asset 
allocation, and rebalancing. The basic idea of diversification is that inclusion 
of a number of different assets in a portfolio makes it less likely that a 
problem in one of them will have a devasting effect on the entire fund. For the 
same reason, stock and bond portfolios generally contain a large number of 
individual holdings. More technically, the goal in asset allocation is to include 
assets in a portfolio that are not highly correlated which means their returns 
do not move in tandem. Given that most portfolios have significant equity 
exposure in order to drive returns, the goal is to add smaller allocations to 
other assets whose returns tend not to move with stocks. In an ideal world, 

There are three 
primary means 
of controlling 
volatility: 
diversification, 
asset allocation, 
and rebalancing. 
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one could identify categories whose returns move in the opposite direction 
which would mitigate stock market declines resulting in a much more stable 
portfolio. The unfortunate reality is that returns on most asset classes 
are positively correlated to the stock market, at least to some extent. Two 
exceptions are gold and commodities which tend to be negatively correlated 
with both stocks and bonds. However, we generally do not include these 
assets in our portfolios because they have a number of drawbacks including 
volatility and unfavorable tax consequences. Happily, including assets 
with positive but low or moderate correlation with stocks still provides a 
significant diversification benefit. That is the rationale for our recommended 
portfolios which typically include domestic and international stocks, bonds, 
private equity, real estate, diversifiers, private credit, and other categories. In 
the next section, we will cover the way in which these various categories are 
combined to generate an optimal outcome. However, one problem in all of 
this is that correlations can change over time. The best example is the classic 
balanced portfolio. The following graphic shows rolling three-and-ten-year 
correlation between stocks and bonds.

Sources: Bloomberg, the website of Professor Robert Shiller (Yale University), Barclays Private Bank, February 2025

THE TREND IN THREE- AND TEN-YEAR ROLLING CORRELATIONS 
OF EQUITY AND BOND MONTHLY RETURNS SINCE 1965
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Note that the three-year correlation (the blue line) has been both positive 
and negative ranging from -.75 to .75. Even ten-year correlations have 
fluctuated between plus and minus .5. In other words, bonds have provided 
a significant diversification benefit to a stock portfolio in some periods and 
not in others. To cite just two examples, stocks fell 36.6% in 2008 but bonds 
rose 20.1% in that year greatly reducing the loss experienced in a balanced 
portfolio. (An example of negative correlation) On the other hand, both 
stocks and bonds fell about 18% in 2022, a year in which diversification did 
not add any value. One of the key messages of this paper is that the tools 
used to control volatility are helpful but far from guaranteed.

CONTROLLING VOLATILITY-ASSET ALLOCATION
Asset allocation is the process of combining asset categories in proportions 
that generate the best prospective return given the chosen level of volatility. 
None of the portfolios generated by this exercise are “better” or “worse” 
than others, they are simply right for different investors. To illustrate the 
differences, a 60% stock/ 40% bond portfolio has historically been about 
38% less volatile than a pure equity portfolio and a 30%/ 70% portfolio 
almost 60% less volatile. Of course, the two portfolios with bond allocations 
are expected to generate lower returns. So, every investor needs to decide 
on the best balance between return and volatility. A key point is the addition 
of other asset classes to the basic categories is likely to further reduce 
volatility and may preserve or even enhance returns.

We make allocation decisions using a blend of quantitative tools, 
experience, and judgement. The quantitative tools are highly dependent 
on the inputs which must be forecasted and are subject to change as 
illustrated above. Therefore, these tools provide our Investment Team with a 
starting point which is then adjusted based on their collective expertise and 
ultimately customized for each client by our relationship colleagues.

We make 
allocation 
decisions using 
a blend of 
quantitative 
tools, experience, 
and judgement.
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CONTROLLING VOLATILITY-REBALANCING
Rebalancing is the process of returning portfolio weights to targets following 
differing returns among its components. Consider the classic 60% stocks/ 
40% bonds portfolio and assume stocks and bonds earn their historical 
returns of 9.9% and 4.5%, respectively. After one year, the mix of the 
portfolio will be 61.2% stocks and 38.8% bonds due to the outperformance 
of stocks. Rebalancing involves reallocating 1.2% of the stock portfolio to 
bonds in order to return to the target weightings. If funds are added to the 
portfolio, rebalancing could be accomplished without the need to actually 
make any sales. While the variation from targets in this example does not 
seem large, the mix would be 71.3% stocks and 28.7% bonds after ten years 
without rebalancing. Assuming the 60/40 mix best meets this investor’s 
risk tolerance, the 71%/29% mix would probably be too volatile. Moreover, 
this added risk could be occurring at exactly the wrong time since financial 
planners generally recommend somewhat more conservative portfolios as 
an individual approaches and enters later phases of life.

STAYING ON AN EVEN KEEL
An investment advisor should be well-equipped to build a portfolio aimed 
at meeting a client’s return needs within the confines of an acceptable level 
of volatility. A truly good wealth advisor goes beyond guiding you through 
the technical and strategic aspects of your portfolio—they also help you 
understand your own psychological tendencies. By working together, you can 
build a plan that not only meets your goals for your wealth but also protects 
you from impulsive decisions that could permanently impair your capital. This 
paper was designed to provide the necessary knowledge on the nature and 
impact of volatility. More important is the ability to objectively assess one’s 
susceptibility to impulsive decisions caused by market fluctuations. When 
evaluating your psyche, keep the following points in mind:

•	 Neither the economy nor the financial markets are as volatile as the 
headlines would have you believe.



10

THE DIVERSIFIED VIEWPOINT 
DiversifiedTrust.com

•	 The stock market suffers an interim decline in most years. However, 
those declines are generally temporary and they have little impact on 
a long-term investment program. Ignore them!

•	 While not an exact science, portfolio volatility can be controlled 
through diversification, proper asset allocation, and periodic 
rebalancing.

•	 There are two groups that should be particularly focused on volatility: 
those withdrawing money from their portfolio and those nearing 
retirement. People who fall into those categories should have a 
detailed discussion on volatility with their advisors.

	

Otherwise, tune out the noise, avoid 
impulsive decisions, and stick with your plan 
and everything is likely to turn out well! 
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IMPORTANT NOTES AND DISCLOSURES
This White Paper is being made available for educational purposes only and should not be 
used for any other purpose. Certain information contained herein concerning economic 
trends and performance is based on or derived from information provided by independent 
third-party sources. Diversified Trust Company, Inc. believes that the sources from which 
such information has been obtained are reliable; however, it cannot guarantee the accuracy 
of such information and has not independently verified the accuracy or completeness of such 
information or the assumptions on which such information is based.

Opinions expressed in these materials are current only as of the date appearing herein and 
are subject to change without notice. The information herein is presented for illustration 
and discussion purposes only and is not intended to be, nor should it be construed as, 
investment advice or an offer to sell, or a solicitation of an offer to buy securities of any type 
of description. Nothing in these materials is intended to be tax or legal advice, and clients are 
urged to consult with their own legal advisors in this regard.

ATLANTA
877.955.8266

CHARLESTON
866.619.1003

GREENSBORO
855.821.4999

MEMPHIS
800.264.7498

NASHVILLE
877.386.7332

11


