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Key points

1
We find low equity market volatility can last for years and tends to overlap 

with sustained economic expansions, supporting the case for risk-taking.

2
The U.S. jobs report and other economic data last week reflect a global 

economy growing steadily above trend. Global stocks hit record highs.

3
Two key reports could provide more details this week about the long 

expected oil market supply-and-demand rebalancing now underway. 

A history lesson in low volatility

U.S. equity market volatility (vol) has been plumbing lows, stirring concern that a 

spike is overdue. We believe low realized vol can last for years, even with sporadic 

bursts, and it tends to overlap with periods of subdued macroeconomic vol. 

Chart of the week

Realized U.S. equity volatility, 1872–2017

Sources: BlackRock Investment Institute, with data from Robert Shiller, June 2017.

Notes: Realized volatility is calculated as the annualized standard deviation of monthly changes in U.S. equities over 

a rolling 12-month period. Using a Markov-Switching regression model, we calculate two volatility regimes: a high-

volatility regime (orange) and a low-volatility regime (green). The orange and green lines plot the average level of 

volatility during each regime based on data from 1872 to 2017.

We dug into data on U.S. equity market vol spanning more than a century to better 

understand its patterns. The chart shows realized (i.e., historical) volatility does not 

settle around a long-term average. Instead it is often low for long and sometimes high. 

We see regimes as a better framework for understanding vol versus expecting it to 

return to a “normal” level. History shows low vol regimes can last a long time.
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What triggers a switch?

Low stock market vol only seems to keep getting lower. Yet we believe there are good reasons for vol to be subdued, as we write in our 

new Global macro outlook Learning to live with low vol. Looking back, we find low-vol regimes, when U.S. equity volatility averages 

10%, can last for years. That means realized U.S. equity vol has historically stayed low for remarkably long periods of time. Sporadic 

spikes in volatility can occur but without causing a prolonged shift to a high-vol regime (22%, on average).

What triggers a switch? The economy is key. Jumps to high-vol market regimes tend to coincide with rising economic vol. Since 1985, 

U.S. equity and economic vol regimes have overlapped, apart from the 1987 equity plunge and 1998 market seizures. Those episodes

were short-lived and did not feature high macro vol. What drives economic vol, or volatility in gross domestic product (GDP) growth? It 

tends to be low in expansions, but surge around recessions. We see the current U.S.-led expansion lasting years.

Low vol by itself does not equate to complacency, in our view. The key question is whether it spurs build-ups of systemic vulnerabilities. 

We do not see systemic risk as high but are on watch for any stealth leverage build-up. The popularity of leveraged equity vol selling as 

a strategy to generate income may help suppress the VIX, a measure of expected vol for the S&P 500 that hit an all-time low in July. It 

could  also lead to sharper unwinds. More broadly, we are seeing risks in pockets of credit but not in the broader market. We believe 

post-crisis financial regulation and periodic bursts of anxiety have kept asset froth in check. Combined with our view that the U.S. cycle 

has room to run, we believe this environment helps foster risk-taking.

Week in review

• U.S. payrolls gained more than expected in July and wage growth picked up, suggesting a resilient outlook for 

consumption. A separate downward revision to the U.S. household saving rate showed less caution among consumers.

• Eurozone GDP and inflation data were in line with above-trend growth. The euro hit a three-year high versus the U.S. 

dollar. The Czech National Bank raised rates for the first time since 2008. Iron ore rallied on Chinese steel data. 

• The Dow Jones Industrial Average Index hit 22,000 for the first time, while global stocks rallied to fresh record highs. 

U.S. and Japanese corporate earnings largely beat expectations. The strong euro pressured European earnings. 

Global snapshot

Weekly and 12-month performance of selected assets

Equities Week YTD 12 Months Div. Yield

U.S. Large Caps 0.2% 10.6% 14.4% 2.0%

U.S. Small Caps -1.2% 4.8% 18.0% 1.2%

Non-U.S. World 0.7% 18.8% 20.7% 3.0%

Non-U.S. Developed 0.9% 17.8% 20.2% 3.2%

Japan 0.6% 12.5% 16.2% 2.1%

Emerging 0.4% 25.7% 24.6% 2.5%

Asia ex-Japan 0.7% 29.6% 27.5% 2.5%

Bonds Week YTD 12 Months Yield

U.S. Treasuries 0.2% 2.3% -2.1% 2.3%

U.S. TIPS 0.1% 1.5% -0.4% 2.2%

U.S. Investment Grade 0.1% 4.7% 2.1% 3.1%

U.S. High Yield 0.0% 6.1% 10.9% 5.4%

U.S. Municipals 0.2% 4.6% 0.5% 2.2%

Non-U.S. Developed 0.2% 8.8% -2.1% 0.8%

EM $ Bonds 0.5% 7.6% 5.2% 5.3%

Commodities Week YTD 12 Months Level

Brent Crude Oil -0.2% -7.7% 18.4% $52.42

Gold -0.8% 9.7% -7.5% $1,259

Copper 0.7% 15.1% 31.9% $6,372

Currencies Week YTD 12 Months Level

Euro/USD 0.2% 11.9% 5.8% 1.18 

USD/Yen 0.0% -5.4% 9.4% 110.69 

Pound/USD -0.7% 5.7% -0.5% 1.30 

Source: Bloomberg. As of Aug. 4, 2017. Notes: Weekly data through Friday. Equity and bond performance are measured in total index returns in U.S. dollars. U.S. large caps are 

represented by the S&P 500 Index; U.S. small caps are represented by the Russell 2000 Index; non-U.S. world equity by the MSCI ACWI ex U.S.; non-U.S. developed equity by the 

MSCI EAFE Index; Japan, Emerging and Asia ex-Japan by their respective MSCI indexes; U.S. Treasuries by the Bloomberg Barclays U.S. Treasury Index; U.S. TIPS by the U.S. 

Treasury Inflation Notes Total Return Index; U.S. investment grade by the Bloomberg Barclays U.S. Corporate Index; U.S. high yield by the Bloomberg Barclays U.S. Corporate High 

Yield 2% Issuer Capped Index; U.S. municipals by the Bloomberg Barclays Municipal Bond Index; non-U.S. developed bonds by the Bloomberg Barclays Global Aggregate ex USD; and 

emerging market $ bonds by the JP Morgan EMBI Global Diversified Index. Brent crude oil prices are in U.S. dollars per barrel, gold prices are in U.S. dollar per troy ounce and copper 

prices are in U.S. dollar per metric ton. The Euro/USD level is represented by U.S. dollar per euro, USD/JPY by yen per U.S. dollar and Pound/USD by U.S. dollar per pound. Index 

performance is shown for illustrative purposes only. It is not possible to invest directly in an index. Past performance is not indicative of future results.
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Week ahead

We have seen some evidence that an expected rebalancing of supply and demand in the oil market is underway. Two key reports this 

week from OPEC and IEA should provide more details about the state of both the easing supply glut and sustained global demand. 

Market focus will be on OPEC producers’ compliance in production cuts as well as on details about the global demand picture.

Asset class views

Views from a U.S. dollar perspective over a three-month horizon

Asset class View Comments

Equities

U.S. —

2017 earnings momentum is strong. Fading prospects for tax reform have been largely discounted, 

leaving room for positive surprises. We like value, momentum, financials, technology and dividend 

growers. 

Europe ▲
We see sustained above-trend economic expansion and an improving earnings outlook supporting 

cyclicals and exporters, particularly industrials and multinationals with EM exposures. 

Japan ▲
Positives are improving global growth, more shareholder-friendly corporate behavior and earnings 

upgrades amid a stable yen outlook. We see BoJ policy and domestic investor buying as supportive. 

Yen strength is a risk.

EM ▲
Economic reforms, improving corporate fundamentals and reasonable valuations support EM stocks. 

Sustained above-trend expansion in the developed world are other positives. Risks include sharp 

changes in currency, trade or other policies.

Asia ex-Japan ▲
The region’s economic backdrop is encouraging. China’s economic growth and corporate earnings 

outlook look solid in the near term. We like India, China and selected Southeast Asian markets.

Fixed 

income

U.S. 

government bonds ▼
Sustained economic expansion challenges nominal bonds. We favor TIPS for the long run after 

valuations cheapened amid falling oil prices and weaker inflation readings. We are neutral on agency 

mortgages due to current valuations and potential future impacts of the Fed’s balance sheet run-off.

U.S. municipals —

Demand for income and diversification are likely to drive further demand for munis despite tightening 

valuations. We see seasonally weak supply supporting the sector in coming months and favor 

intermediate to 20+ year maturities. 

U.S. credit ▲
Stronger growth favors credit over Treasuries. We generally prefer up-in-quality exposures and 

investment grade bonds due to elevated credit market valuations. Floating rate bank loans appear to 

offer insulation from rising rates, but we find them pricey.

European

sovereigns ▼
High valuations and the market’s focus on improving economic data make us cautious. Waning political 

risks should cause core eurozone yields to rise and spreads of semi-core and selected peripheral 

government bonds to narrow.

European

credit ▼
Risks are tilted to the downside amid heady valuations and the possibility of shifting market expectations 

for central bank support. We are defensive and prefer selected subordinated financial debt.

EM debt —

We see sustained global growth benefiting EM debt. The asset class tends to perform well in such an 

environment — even if the Fed is raising rates. We focus on income as high valuations make further 

capital gains less likely.

Asia fixed

income
—

We are focused on income, especially in markets with positive fundamentals such as Indonesia and 

India. We see a stable near-term cyclical outlook for China but have a selective stance overall amid 

tightening valuations.

Other

Commodities 

and

currencies

We see oil prices supported as supply-and-demand rebalancing gets underway. We are neutral on the 

dollar in the near term due to market uncertainty over the pace of central bank normalization. 

Aug. 7-9 China foreign exchange reserves, trade data, Consumer Price Index (CPI), Producer Price Index (PPI)

Aug. 10 U.S. PPI; Organization of the Petroleum Exporting Countries (OPEC) Monthly Oil Market Report

Aug. 11 U.S. CPI; International Energy Agency (IEA) Oil Market Report

▲ Overweight      — Neutral      ▼ Underweight
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