When a drop becomes a drag
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We have written before about how time and patience
are incredibly useful tools. The longer the timescale,
the more opportunity there is for investments to
recover lost ground. But underneath the ups and
downs of a portfolio is a hidden force that can have a
significant effect on short and long-term performance.

When it comes to investing, risk really means volatility
– or the degree to which the value of an investment
varies up and down. Highly variable portfolios are risky
because if you need to access the funds, or cannot
stomach the ride emotionally, you may be forced to
sell at a loss.

In its simplest form, investing is about achieving a
return. The targets and timescales will vary, but for
most the aim is that putting your money to work will
give a better financial outcome.

Volatility has the potential to erode returns through an
unseen effect know as volatility drag. The reason this
effect exists is because financial returns are dependent
on and linked to previous returns – in other words, on
any day, your portfolio’s starting value is dependent on
the performance the previous day. Over time, returns
in a portfolio form a series of linked data points which
give rise to a drag effect.

Of course, the corollary to seeking a financial return is
the acceptance of some risk. The 2020 coronavirus
crisis has brought the concept of risk to many areas of
life, be it our own health, the economy, or the financial
markets.

This is best illustrated with an example. Suppose we
have a £1 million portfolio which is fully invested on 1
January. By the midpoint of the year on 30 June, the
return is down -10%. In the second half of the year the
portfolio returns +10%.

Insight: Does debt matter?
At first glance, it’s easy to assume the +10%
performance in the second half of the year has
recouped all the losses in the first half. After all, in
simple terms the average return appears to be 0%.
But, as Milton Friedman once said, “Never try crossing
a river just because its average depth is four feet.”

What’s more, we can see that the higher the volatility,
the higher the impact of volatility drag. The first
example portfolio – with a drop of minus 10% – ends
the year 1% below the starting point. The second
example portfolio – falling by minus 50% – finishes
25% down.

Lurking beneath the numbers is volatility drag. In the
above example the final value of the portfolio is not £1
million, but £990,000. This is because financial returns
are linked. Our starting point for the second half of the
year is £900,000 from which we generate +10%
(+£90,000).

Negative returns have an asymmetric
impact on wealth, compared to positive
returns

Using what’s known as the arithmetic average gives us
an inaccurate return of 0% (-10% + 10%). Instead, we
need to join the returns geometrically, which is also
known as a compound return. This is achieved by
multiplying the returns together.
For the mathematically curious, the actual annual
return in the above scenario – minus £10,000, or minus
1% – can be calculated as follows:

Statistically, negative returns have an asymmetric
impact on wealth compared to positive returns. As a
data-driven investment manager, we use this
information to shape and optimise how we invest. It’s
why Edison’s strategies are designed to manage risk
down; limiting volatility drag significantly contributes to
achieving target returns. And crucially, it’s why we
always report targets and actual returns in geometric
terms, rather than arithmetic. It means there are no
nasty surprises when markets encounter the next
shock to the system.

(1 + −10%) ∗ (1 + 10%) − 1 = −𝟏𝟏%

Something interesting happens when the volatility of
the portfolio rises. Using the above example, let’s
assume that our £1 million starting portfolio falls -50%
in the first six months, before returning +50% in the
second half.
Again, the arithmetic average (-50% + 50%) would
suggest we end the year with a portfolio return of 0%.
However, joining the two returns geometrically gives us
the true figure (-25%):

If you have any questions on the above or to find out
more about our investment service, please call
020 7287 2225 or email hello@edisonwm.com.
You can read more about us by visiting our website
www.edisonwm.com.

(1 + −50%) ∗ (1 + 50%) − 1 = −𝟐𝟐𝟐𝟐%

Not only do these examples illustrate the impact of
higher volatility but they show how calculating returns
over multiple time periods (such as days, months or
years) can be more complicated than using a simple
average. over multiple time periods (such as days,
months or years) can be more complicated than using
a simple average.
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Important Information
Important information
This document does not constitute advice.
The value of investments and the income arising from them can go down as well as up and is not guaranteed, which means
that you may not get back what you invested. Past performance is not necessarily a guide to the future.
Edison Wealth Management Limited is authorised and regulated by the Financial Conduct Authority. The company is
registered in England and Wales and its registered address is shown above. The company’s registration number is
06198377 and its VAT registration number is 909 8003 22.
This insight piece uses data on UK debt and gilt issuance from the UK Debt Management Office (dmo.gov.uk). US data is
from the US Treasury Department (fiscaldata.treasury.gov). Where referred to, global debt figures are from the
International Monetary Fund (imf.org) and Institute of International Finance (iif.com).
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