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Volatility is bad for the health of returns
Did you know most of us experience either bad roads, or bad air quality, or both in our day 
to day lives?   Though none of them really matter in our everyday lives, but over years 
they add up, and damage your car or health.   Volatility is like a bumpy road or bad air 
conditions for returns.
It has a funny way of throwing financial math off course.   Recently, I saw a social media 
post on a category of funds, showing their performance in a market crash, then the 
performance in a market rally and then adding it up.   Unfortunately, it doesn't work that 
way.    Let's do a simple example.  Which of the three scenarios is better, repeated for 10 
years?
1)Up 20% one year, down 10% the next year.  
2)Up 30% one year, down 20% the next year.  
3)Up 50% one year, down 40% the next year.
The graph below gives you the answer – they all look the same, but they aren't the same.  
Volatility drags your returns lower.
The graph below gives you the answer – they all look the same, but they aren't the same.  
Volatility drags your returns lower.

Only for illustration purpose

Chaos brings out the worse in us
Did you know Chaos and volatility bring out the worse in humans, especially investors?    
Negative extremes often – in life and money, throw our ability to act rationally out of the 
window. 
Studies suggest that some investors on average do worse than the total market, because 
of their own behavioural biases.  What is interesting though is a recent study by DALBAR, 
highlighted below, suggested that the biggest instances of underperformance happen 
when markets go through extremes.  It doesn't take a genius to guess why this would 
happen.    The attempt to time markets, chase one theme or another, jump from equity 
to overnight funds at the wrong time, all hit us and our portfolios.

Source:  Quantitative Analysis of Investor Behaviour, 2015, DALBAR. www.dalbar.com    
The above table does not construe/depicts performance of Mutual Fund schemes in 
India.
If basic math shows volatility is an enemy – for compounding, for the health of our 
returns, and for our own behaviour, it is best to stay away from this enemy.   My favourite 
approach for this has been asset allocation.  Diversification diffuses volatility in the most 
predictable manner possible, by blending different assets together.  It's also easy to do – 
either through basic asset allocation yourself between equity or debt, or my own 
personal choice – using asset allocation / balanced advantage funds to do this.   Two of 
my favourite lines from legendary poets are, “Safar mein dhoop toh hogi, jo chal sako to 
chalo” and “Tumko dekha toh yeh khayal aaya, zindagi dhoop tum ghana saaya”.
Investing is that “safar” where volatility is the inevitable “dhoop”.   Use asset allocation as 
the “chaaya”.

Happy investing!
Radhika Gupta
CEO, Edelweiss Asset Management Limited

Dear Investors and Advisors,
For most of us, 2020 will be remembered as the Year of Volatility. It is the year when we are 
constantly trying to dodge one tricky event after another, in our day to day lives, from COVID-
19, to cyclones and earthquakes, to locust attacks.   It is also the year when the market has 
constantly thrown curveballs at us, from the equity crash and bond squeeze in March, to the 
subsequent rally in both asset classes in the last month, to the stellar performance of gold and 
tech stocks.   Volatility is hard to digest, and it get even harder because in the information driven 
world, we tend to exaggerate it.   Your MF NAV can only fall once a day, but between What's App 
forwards, flashes on business channels, and countless emails, in a day, you feel the cut 8-10 
times.  Personally, my belief is that as investors, smart money management is about smartly 
managing volatility.   Why?  Well let's go back to the basics.   Inspired by the recent movie, 
Shakuntala Devi, today I will share four charts that describe in very simple but stark terms, the 
Math of Volatility.
Compounding takes time to kick inWe all know compounding matters.   It's the only free lunch 
in finance.   Nothing like a few numbers to tell this story.   The table below shows how an 
investment of Rs 1 lakh, at different rates of return, grows over time.  The graph below tells the 
same story visually.
There are two things I learn from this table.   One is that the real magic of compounding, when 
the lines really take off, really kicks in after a lot of time has passed, almost 20 years.   Good 
investments are like good single malts – they must sit in the cask for years and years, across 
weather and conditions, and somewhere between 15-20 years point they start becoming 
valuable.   The second thing is that while in the short term there is no big difference between 10 
and 12% return, in the long term it really matters.  Returns and volatility define the result.

Big losses are big blackholes
Nobody likes to lose money. We dislike losing money much more than we like making money.   
Headlines don’t help.   When markets crack 5% in a day, you are more likely to see articles 
converting percentage losses to rupees (because values feel more real than percentages) like “X 
crore of rupees of market capitalization wiped out”, than when markets rise 5% in a single day.     
If you have Rs 100,000, and lose 20%, what percent return do you need to recover?   25%.   
However, if you lose 50%, what percent return do you need to recover.   100%.  The graph below 
illustrates this more drastically – if Rs 100,000 falls to various levels, what do you need to 
recover.   As you sink deeper into the loss well, it is exponentially harder to come back.   Big 
losses are big blackholes, and thus need to be avoided.
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1 October, 2008 -16.80% -24.21% -7.41%

2 March, 2000 9.78% 3.72% -6.06%

3 October, 1987 -21.54% -26.87% -5.33%

4 January, 1987 13.47% 9.35% -4.12%

5 August, 1998 -14.46% -18.47% -4.01%

6 September, 2008 -8.91% -12.75% -3.84%

7 November, 2000 -7.88% -11.33% -3.45%

8 April, 1997 5.97% 2.75% -3.22%

9 November, 1997 4.63% 1.48% -3.15%

10 July, 1989 9.03% 5.91% -3.12%
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Market Insights: What's Inflating the Yield Curve?

While short-term rates have dropped precipitously (down ~200bps) during the covid-19 crisis, the 10Y (10Y) yield has been much less pliant (down ~50bps). 
During the GFC, aggregate fiscal deficit expanded by 4–6% of GDP, and yet bond yields fell by 400bps in six months. During early 2000s as well, aggregate 
fiscal deficit remained high (>10% of GDP) and yet there was a 500bps fall in 10Y yields. Hence, if during past crisis, yields fell amidst higher bond supply, we 
see little reason why it should be different this time. 

At one level, it seems counterintuitive that bond prices rise (yields fall) amid increasing supply. This is because, in economics, many variables are at play, 
each having their own influence. In our view, apart from bond supply, typically four factors influence long-end rates:

1. Global monetary policy backdrop – Given India's dependence on foreign flows, global monetary policies hold big sway on domestic liquidity and rates. 

2. RBI's policy stance – Bond markets take cues from the central bank's actions and guidance. 

3. Growth cycle and outlook – This will determine financing needs of the private sector and thus influences long-end rates. 

4. Inflation – Bond markets are quite sensitive to inflation outlook given its influence on monetary policy. Its importance has got even more exaggerated in 
India since the adoption of the inflation-targeting framework in 2014.

Typically during global and domestic crises, all the above four variables are supportive of lower rates and therefore, despite a large bond supply, yields move 
lower.  Let's discuss following factors to find out which one is a roadblock to lower 10 year yields.

Global monetary cycle – US 10Y real rate is now negative: Negative real rates in the US are keeping the dollar soft-to-weakening (barring risks arising from 
second wave of infections) and this in turn is supporting risk appetite and flows to EMs, including India. Furthermore, India's current account balance has 
turned into a surplus—a rare occurance, ensuring a very comfortable position on the balance of payments front. This provides the RBI ample elbow room to 
bring rates lower across the curve. 

RBI's policy stance – Remains accommodative on both rates and liquidity: the wake of the coronavirus crisis, the RBI has been far more aggressive in its 
policy stance, both on rates and liquidity. Hence, given currently easy liquidity conditions and continued rate cuts by the RBI, domestic monetary policy is 
conducive for the rates to move lower.

Growth – Warrants a flatter yield curve - Both the global and monetary policy regimes are conducive for much lower 10Y and lending rates.  With regards to 
growth, as highlighted in our year ahead outlook, Indian economy has been slowing for almost a decade now. This problem has been more acute since the 
2018–19 IL&FS crisis. Such a sharp growth slowdown usually leads to flatter yield curve (10-year minus three-month G-sec). Since June 2019, India's yield 
curve has steepened despite sharp deceleration in credit growth. Covid-19 has widened this divergence between yield curve and credit growth to an 
extreme.

Inflation – The major hindrance so far, but has peaked out

The main factor that seems to be weighing on the long-end of the curve—and hence the shape of the yield curve—is inflation. In fact, since the RBI adopted 
inflation-targeting in 2014, inflation has attained outsized importance. Hence, even such short-lived supply shocks (which should typically be looked 
through) play an extremely important role in shaping bond market sentiments. The good news though is that inflation may be peaking. WPI food inflation, 
which led the spike, has reversed decisively and is now down to just 1–2%. A good monsoon along with benign international food prices should further 
support disinflation in food prices over coming months. Given this backdrop, we expect headline CPI to trend down to 4% or below by end of this year. This 
should flatten the yield curve and thus help bring down the long-end rates, which is critical to economic recovery.

Lending rates should fall as 10Y G-Sec falls

Source: CMIE, SBI website, Edelweiss research

Note: For lending rate, SBI 1Y MCLR has been considered herewith

What is the risk to the call? If the fresh restrictions or lockdowns become more widespread (so far limited to a few pockets), it will delay the normalisation of 
supply chains, which in turn could mean that inflation fall may be much slower than anticipated. If so, it would certainly hamper the softening in the bond 
yields and may restrict the room for further easing by the RBI


