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Fine with the Grind: Quiet Markets Good for Bulls

Second-quarter earnings season is winding down with
just a handful of retailers and off-calendar tech companies
still to report. The tailing-off in 2Q EPS season has histori-
cally coincided with a quiet period in the market, as traders
and investors seek to squeeze in a vacation before turning
back to business in the fall. With news scarce, trading desks
thinly staffed, and a trading environment still somewhat
distracted by the recently concluded Olympics, the market
is as quiet as it gets all year.

To some investors, it is too quiet. We have read a few
think pieces lately suggesting that the decline in VIX and
other measures of market volatility represent the kind of
unwarranted complacency that comes before the fall. As
regards VIX, we would argue that in clear trends extending
across long time periods, such as the late 1990s, the market
can rally across not just months but years in a low-VIX en-
vironment.

ANALYZING DAILY RATE OF CHANGE (DRC)
But VIX is not our favorite gauge of market volatility, and
not our topic today. In assessing trends across the S&P 500,
we look at daily rate of change (DRC). We measure DRC
by calculating day-to-day changes (in percentages and in
index points) for a given period; squaring and then calcu-
lating square root for those changes, to eliminate the self-
cancelling effects of up and down days; and then averaging
the square roots for a specified period.

We define high DRCs as averaging 1% or more, which
would be about 20-21 points a day given an S&P 500 index
value in the 2,000-2,100 range. We define low DRCs as
those in the 0.5% range, which implies a move of around 10
points daily given an index value in the 2,000-2,100 range.
Note that changes in index value meaningfully impact DRC
on a points basis: a 1.0% DRC in the S&P 500 at 1,000 is 10
points, whereas a 1.0% DRC is 20 points in an S&P 500
trading in the 2,000 area.
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We believe that high DRCs are associated with two
kinds of markets. The first is a clearly trending market in
which capital appreciation or depreciation exceeds high-teen
percentages or even 20%. The second is a market that barely
moves, as bulls and bears are engaged in a fierce tussle in
which neither side is dominant for extended periods.

On the other hand, we believe low DRCs are associ-
ated with markets that trend quietly for extended periods,
moving gradually up or down. Generally speaking, low DRCs
are associated with what we see as the most sustainable and
“best” bull-market phases. Markets that don’t move much
tend to avoid overvaluation situations by moving at or near
the rate of earnings growth. As such, these slowly trending
markets across an average session tend to avoid frothy tops
and cathartic sell-offs.

THE HIGH DRC PERIOD (2007-2011)
These views are not hunches, but are based on our observa-
tion and analysis of DRC on the S&P 500 since 2006. Let’s
consider the period 2007 through 2011, which was a high-
DRC era. This period contained years in which the market
overwhelmingly moved in one direction including the 38.5%
decline in 2008, followed by the 23.5% recovery in 2009. It
also contained two years of minimal movement, including
the 3.5% gain in 2007 and the unchanged market in 2011.
The outlier year in this group was 2010, in which the S&P
500 advanced 12.8%. [Note: for all periods, dividends are
excluded.]

Between the S&P 500 close of 1,438 on 1/1/07 and the
close of 1,312 on 12/31/11, the S&P 500 declined a net 8.8%.
When we average all the capital appreciation and deprecia-
tion for the 2007-2011 period, we get an average annual
(simple arithmetic) change of 0.3%, signifying a less than
single-digit change.

(continued on next page)
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Daily rate of change or DRC for the entire 2007-2011 pe-
riod averaged 1.12%. This means the S&P 500 moved more than
1% daily across this entire five-year span, when the index value
itself was barely budging on a net basis. Despite the high level of
daily trading in the stock market, the S&P 500 on an annual
basis was edging down just a few percentage points a year.

You will recall that this period encompassed the apotheo-
sis and subsequent crash of the housing market; the great re-
cession; and a host of follow-on fiscal stimulus measures in-
cluding TARP at the corporate level and first-time home buy-
ers credit and cash-for-clunkers at the consumer level. There
was much uncertainty in this period as to whether the economy
and thus the market would ever really recover from recession.
This was a period of fierce tug-of-war between bulls (remem-
ber “green shoots”?) and bears (remember “brown weeds”?).

THE LOW DRC PERIOD (2012-2014)
Now let’s consider the period 2012 through 2014, which was a
low-DRC era. This included three years of solid market gains.
In the year 2012, the S&P 500 (excluding dividends) advanced
13.4%. For 2013, the S&P 500 rose 23.5%. And for 2014, the
S&P 500 rose 11.4%.

Between the S&P 500 close of 1,312 on 12/31/11 and the
close of 1,988 on 12/31/14, the S&P 500 appreciated a net
51.5%. When we average all the capital appreciation for the
2012-2014 period, we get an average annual (simple arithmetic)
change of 18.1% - not a lot of fireworks, but an annual market
return that is nearly double the 9.8% average annual gain for the
entire 1980-2015 period.

In contrast to high DRC for the tumultuous 2007-2011
period, daily rate of change for the 2012-2014 period averaged
0.55%. This means the S&P 500 moved a bit more than 0.5%,
or less than 10 points daily, across this three-year span. De-
spite a relatively low level of daily trading in the stock market,
the S&P 500 on an annual basis was moving briskly higher on
a net basis, growing in double-digit percentages every year.

The year 2011 included the horrendous July-August
selloff, the first major correction of the post-2009 bull market
and one that missed bear market designation by a few percent-
age points. As of a result of the debt-ceiling crisis that trig-
gered the summer selloff, Congress and the White House
reached the imperfect compromise known as sequestration.

Somewhat surprisingly, federal deficits immediately
started coming down, based on the three inputs of mandated
spending cuts, higher taxes (including rescinded tax breaks),
and higher federal tax receipts from improving economic ac-
tivity. Investors learned that the economy and market could
stay up without the “training wheels” of fiscal policy programs.
In fact, as the government moved to hand-off, the economy
and markets both thrived in this period. Across 2012-2014,
bulls were in clear command; bears were vanquished; and the
market ground quietly higher.

DRC IN 2015 AND 2016
During 2015, the S&P 500 delivered total return of just 2.1%;
when you exclude the dividend, the S&P 500 actually backed
down 0.7% last year. According to our above thesis, DRC
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should have been higher than in the grinding-higher period
of 2012-2014 – and it was. DRC for 2015 averaged 0.71%.
In a year in which bulls and bears were more evenly matched
than in the prior three years, the S&P 500 moved nearly 15
points every day – and yet the market ended up going nowhere.

In 2016, the market first sought to shake off the Au-
gust-September 2015 sell-off, but almost immediately was
slammed by the January-February 2016 correction. The S&P
500 hit a multi-year low at 1,829 on 2/11/16, and at that
point was already down more than 10% for the year.

It is instructive to examine DRC for 2016 within tighter
timeframes. In the period from 1/1/16 to 2/11/16, in which
the S&P 500 fell 10.5% in less than a month and a half,
DRC averaged 1.16%. Over that period, the S&P 500 moved
22.2 points on average every trading day.

Stocks spent much of the time between 2/12/16 and 6/
30/16 clawing back, first to break-even, and then on to a slight
gain. As of the end of June 2016, or halfway through the year,
the S&P 500 was up an unspectacular 2.7% in 2016. For the
first half of 2016 overall, DRC moderated to a 2015-like 0.74%.

The second half of 2016 is not quite two months old;
but already, it has contained a lot more net market move-
ment than the first half. Across July and most of August, the
S&P 500 has appreciated 4.5%. Over that period, DRC has
averaged just 0.33%. The S&P 500 rose mainly in July and
somewhat in August. For July, in which the S&P 500 was up
3.6%, DRC was a puny 0.37%. In August, with about six
trading days remaining as of this writing, the S&P 500 was
up about 1%; and DRC was an even punier 0.27%.

To put it another way, during 2H16 to date, in a market
that has run up 4.5% in fewer than 40 trading days, the aver-
age daily point change is about 6.8 points. This is a quietly
efficient, grinding market. And it appears to be grinding more
and more and moving less and less on a daily basis, even as
it works up to new highs.

CONCLUSION
DRC is not an infallible market indicator; as noted, the year
2010 was an outlier that did not behave the way our thesis
said it should. And DRC does not appear to be on many in-
vestors’ radars; if we didn’t write about it, we wouldn’t read
about it because we don’t see it anywhere else.

But for the past 10 years, DRC has been a generally
reliable indicator. When the market is moving furiously in
one direction, or standing still amid a fierce bull-bear tussle,
DRC is high. Conversely, when the market is quietly grind-
ing in one direction, and most notably when grinding qui-
etly higher, DRC tends to be very low.

In the current market, the market is moving quietly
higher, and DRC is very low – in fact, below what we could
call a “normal” DRC low. Along with various calendar ef-
fects (i.e., post-dud year; and “event horizon” after a strong
nine-month period), we believe low DRC bodes well for a
quiet yet positive finish to the stock-market year.

Jim Kelleher, CFA,
Director of Research
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