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Summer is the time for sequels in the movie and we have already been treated to "Another 

sequel time in the stock market last week, the sequel in this case being a rerun early 1987. 
Just when you thought it was safe to go back into the stock market. The week's activity featured 

such phenomena as a Tuesday market which, having done nothing all day, suddenly produced a 40-point 
spurt within less than an hour in the late afternoon, and a Wednesday session, during which the Dow J 

down only three on the day, still managed, intra-day, to move over a 45-point range. A glance at 
real-time charts while these events were transpiring suggested strongly that index arbitrage was once 
again at work. This was appropriate given the release this week of the NYSE investigation of the 
practice, a report not characterized by excessive reformist zeal. Program trading got yet another 
boost in this morning's Times, 8S Professor Burton Malkiel performed the conventional academic blessing 
of the technique. 

Given our initial impression that volatility had increased. we decided to investigate the Bubject 
further. This investigation revealed that~ contrary to impression~ there had been little evidence of 
unusual volatility in recent trading. The investigation also reminded us of a rather paradoxical 
conclusion that we had reached in this letter as long ago as 1982---that volatility, over the 
intermediate term at least, is historically bullish for the stock market. 
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Our favorite volatility measurement, shown above. is a simple one. a month-to-month series showing 
the standard deviation of daily Dow log changes around their monthly mean. Those acquainted with 
statistics will instantly understand this terminology. For others. it is simply necessary to know that 
a log change is similar to a percentage change and that the standard deviation is a measure of 
variability. (The series 99, 100, 101 and 10, 100, 190 each have a mean of 100. The latter has a 
larger standard deviation.) • 

The notable feature of the chart is, of course, the spurt in October, 1987 to a level above that of 
1929. Eliminating this jump, one sees that the series has been characterized, since the 1940's. by 
occasional spikes reaching above the 1.5 level. These spikes have occurred in nine instances over a 
40-year period, and of the nine, eight happened around major lows (assuming we are willing to accept 
the most recent case, October 1989, as such an occurrence). Current volatility. the chart reveals, 
remains well under early 1987 levels. This observation is confirmed by other measurements as well. 

For the time being. then, market action, in terms of width of swings, can be diagnosed as normal. 
It will be interesting to see whether an increase in volatility takes place over the near term. Such a 
manifestation might suggest continuation of the present upswing. 
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