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Javier Estrada, author of the June 2025 study Advisor?
“Volatility: A Dead Ringer for Downside Risk”

y N9 _ AA Advisor Portal
tackled a longstanding debate in finance: Is
volatility (the standard deviation of returns) a good
measure of the risk that investors actually care Get Blog Updates
about? While volatility is the most widely used risk via Email

metric in investing, it is also heavily criticized,
especially by those who argue that investors are
primarily concerned with downside risk—the risk of
losses—rather than the mere variability of returns.

Estrada investigated whether volatility, despite its
limitations, serves as an effective stand-in for
downside risk by comparing how assets were
ranked using volatility versus alternative downside
risk metrics: semi-deviation (SSD), probability of
loss (PL), average loss (AL), expected loss (EL),
worst loss (WL), maximum drawdown (MD), and
Value at Risk (VaR). His data sample consisted of
the MSCI database of 47 countries (23 developed
and 24 emerging) each considered from its
inception in the database through December 2024.
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downside risk metrics are highly correlated in be to

: : Weekly
practice. Specifically, when assets are ranked by Insights
volatility, the resulting order is very similar to the & Blog
rankings produced by more direct downside risk Digest
measures. This strong correlation is supported by
statistical evidence, such as high Spearman E‘;t]e*

correlation coefficients (indicating how strongly S

two sets of ranks are correlated) between volatility
and the other risk metrics.

Last
Name*
» The ranking made by volatility was most
similar to those made by SSD, AL, EL, and
VaR, with correlations 0.90 or higher. Email*
» The rankings were less similar to those made |:|
by PL, WL, and MD, although their correlations
were still fairly high, in the 0.62-0.71 range. Company
Name*

» The average correlation across all the

downside risk metrics considered was 0.82. E

Countries
le period available for each coun

MD), a t risl
shows the average (Avg) of the

AL EL WL MD VaR Avg
Developed 0.96 0.64 0.91 090 0.62 0.71 099 0.82
Emerging 0.96 0.29 0.97 097 0.81 0.62 100 0.80
All countries 0.98 0.53 0.97 0.96 0.77 0.74 1.00 0.85

What is Alpha
The results are hypothetical results and are NOT an Architect?
indicator of future results and do NOT represent
: : How We Got
returns that any investor actually attained. Indexes _
Started (Video)
are unmanaged and do not reflect management or
: : : : Our Value
trading fees, and one cannot invest directly in an B
. Proposition
index.
How to Use Our Site
Estrada found very similar results when he Focused Factor
repeated the analysis for industries and then for Philosophy (PDF)

countries and industries pooled.
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The results are hypothetical results and are NOT an
indicator of future results and do NOT represent
returns that any investor actually attained. Indexes
are unmanaged and do not reflect management or
trading fees, and one cannot invest directly in an
index.

Estrada found that volatility remains pervasive in
finance for two mutually reinforcing reasons:

e [tis extremely well known and easy to

calculate.

* Itis areliable proxy for the downside risk that

investors dislike, as shown by the close
correlation in asset rankings.

Key Takeaways for Investors

o Volatility Is Not Perfect—But It's

Practical: While volatility does not distinguish
between upside and downside moves, it
remains a useful and accessible summary of
risk for most investors, especially when
comparing assets or building diversified
portfolios.

Downside Risk Measures Often Add Little
Value: For many practical purposes, using
more complex downside risk metrics may not
significantly change investment decisions, as
they tend to rank assets similarly to volatility.
Simplicity Has Its Merits: The widespread
use of volatility is justified not only by
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Investors care about most—potential 10sses.

» Know When to Dig Deeper: In specialized
cases (such as portfolios with asymmetric
return distributions or those exposed to
extreme tail risks), more nuanced risk metrics
may still be warranted. But for most
mainstream portfolios, volatility remains a
robust and efficient tool.

Estrada’s findings led him to conclude: “A ranking
of assets by volatility is very highly correlated with
rankings made by different metrics that directly
assess downside risk.”

Summarizing, Estrada’s paper reassures investors
and practitioners that, despite its critics, volatility
is a solid and convenient proxy (a reliable
summary) for downside risk. Thus, most investors
can continue to use volatility as a primary risk
metric with confidence, knowing it closely tracks
the downside risks they seek to avoid.

Larry Swedroe is the author or co-author of 18
books on investing, including his latest Enrich Your
Future. He is also a consultant to RIAs as an
educator on investment strategies.

About the Author: Larry
Swedroe

Larry Swedroe is the author or co-author of 18
books on investing, including his latest Enrich Your
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Important Disclosures

For informational and educational purposes only
and should not be construed as specific investment,
accounting, legal, or tax advice. Certain information
is deemed to be reliable, but its accuracy and
completeness cannot be guaranteed. Third party
information may become outdated or otherwise
superseded without notice. Neither the Securities
and Exchange Commission (SEC) nor any other
federal or state agency has approved, determined
the accuracy, or confirmed the adequacy of this
article.

The views and opinions expressed herein are those
of the author and do not necessarily reflect the
views of Alpha Architect, its affiliates or its
employees. Our  full  disclosures  are
available here. Definitions of common statistics
used in our analysis are available here (towards the
bottom).

Join thousands of other readers and subscribe to
our blog.

ARE YOU READY TO BECOME A

CONTACT US

BETTER INVESTOR?
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