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As markets in general and especially the small and mid-cap indices are going through
turbulent and volatile times, we thought it would be appropriate to understand the causes of
volatility from a new perspective - that of chemical-induced behavioural motivations.

Stock prices fluctuate owing to a combination of changes in intrinsic value or changes in
multiples. Multiples change because perceptions about the Company in terms of growth
prospects, business quality or longevity change or also because there could be excess
liquidity chasing stocks. In the short-run, a large percentage of price fluctuation is due to
perception changes. While, at times, there is strong research backing a perception change,
sometimes it’s just to do with the mood of the market participants. Sometimes, it is also a
self-fulfilling prophecy where the multiples change first, giving more reasons to justify the
change to people who take comfort from price momentum leading to a further price
movement until the entire thing collapses. This works when stocks are rising as well as
falling.

Let us look at the data for NIFTY Companies to understand price fluctuations better. Firstly,
we consider the weighted average yearly price volatility of current Nifty Companies - which is
the difference between their 52 W high price for the year and the 52 W low price for the year.
And then we compare it with the Nifty EPS growth.
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The MOOD FACTOR!
Earnings Growth Versus Mood Swings
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As we can see, the volatility, even in NIFTY stocks is much higher than the earnings growth
rates of the NIFTY companies. The median YEARLY volatility of NIFTY companies is 55% and
about 85% of this volatility is due to sentiment/perception change and only 15% is due to EPS
growth. And this is just for NIFTY companies which are more established. As we go down the
listed universe, sentiment plays an even more crucial role.

To put it more simply, in a normal year, market participants assign a P/E of 13 at some point
in the year and a P/E of 20 at some other point in the same year to the same stocks. And
there are years like 2009 or 2010 or 2015 when such behaviour is even more pronounced.
Why does this happen? Why are mood swings or sentiment changes so impactful?

John Coates, once a trader on Wall Street and now a neuroscientist at Cambridge University,
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in his book “The hour between the dog and the wolf” uses concepts from biology to explain
such wide mood swings. Following is an excerpt from an article in the Economist that
explains this

“Financial traders, he says, are influenced by what is going on in their bodies as well as in the
markets. Two steroid hormones—testosterone and cortisol—come out in force during the
excesses of bull and bear markets.

Testosterone, “the molecule of irrational exuberance”, is released into the body during
moments of competition, risk-taking, and triumph. In animals, this leads to something called
the “winner effect”. A male that wins one battle goes into the next one primed with higher
levels of testosterone, helping him to win again. Eventually, though, confidence becomes
cockiness. The animal starts more fights and experiences higher rates of mortality.

Mr. Coates thinks the exuberance that turns a market rally into a bubble may be fuelled by
the same chemical. Some of this is based on traders he knew who became ever more
convinced of their own invincibility during the dotcom era. But he also offers harder evidence.
In one experiment Mr. Coates sampled testosterone levels in traders in London and found
that higher levels of the hormone in the morning correlated with beefier profits in the
afternoon. Such profits came from taking higher risks, not greater skill.

Biology may also be responsible for worsening market sentiment in bad times. The body’s
response to prolonged periods of stress is to secrete increasing amounts of cortisol, a
hormone that marshals resources to cope with crises. Sure enough, Mr. Coates finds that
cortisol levels in traders’ bodies fluctuate in line with market volatility, even displaying a
striking correlation with the prices of derivatives. A burst of chemicals can be helpful. Good
traders seem to produce a lot of hormones, but only for short periods of time. The trouble
comes when cortisol remains in the body for extended periods. Rational analysis becomes
harder, allowing emotional responses to gain the upper hand; risk aversion grows as
testosterone production is suppressed. “During a severe bear market,” writes Mr. Coates,
“the banking and investment community may rapidly develop into a clinical population.”

While we may think that such chemical changes only happen in extreme markets, our
understanding is that these happen in lower degrees at all times in some stock or the other.
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And this is the reason why price volatility is much higher than intrinsic value growth rates.
And markets over-react in both extremes.

This conceptual insight helps us better understand why stocks overshoot in both directions
and if there is too much testosterone or too much cortisol visible in market participants, it
might just make sense to take the counter trade. Off-course, what’s happening to others will
happen to us as well and taking the counter view will not come easily. But, knowing that one
needs to act counter-intuitively at such times is at least a start.

With the events that have happened in the last few weeks and the sharp corrections,
especially in the small and mid-cap stocks, we see signs of testosterone levels coming down.
If this stress persists for some time, we could see increased cortisol levels as well.
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Disclaimer

The views expressed in this article are for educational and reading purpose only. Multi-Act Equity Consultancy Private
Limited (MAECL) does not solicit any course of action based on these views and the reader is advised to exercise
independent judgment and act upon the same based on it's/his/her sole discretion, their own investigations and risk-reward
preferences. The article is prepared on the basis of publicly available information, internally developed data and from
sources believed to be reliable. Due care has been taken to ensure that the facts are accurate and the views are fair. MAECL,
its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility
for, or warrant the accuracy, completeness, adequacy and reliability of such views and consequently are not liable for any
direct, indirect, special, incidental, consequential, punitive or exemplary damages, including lost profits arising in any way
for decisions taken based on the said article. It is stated that, as permitted by SEBI Regulations and the Company’s
Employee Dealing Policy, the associates, employees, affiliates of MAECL may have interests in securities referred to in the
information. The contents herein - information or views - do not amount to distribution, guidelines, an offer or solicitation of
any offer to buy or sell any securities or financial instruments, directly or indirectly, in the United States of America (US), in
Canada, in jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are
particularly not for US persons (being persons resident in the US, corporations, partnerships or other entities created or
organized in or under the laws of the US or any person falling within the definition of the term “US person” under Regulation
S promulgated under the US Securities Act of 1933, as amended) and persons of Canada.

Risk factors

General risk factors

a. Securities investments are subject to market risks and there is no assurance or guarantee that the objective of the

investments will be achieved.
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b. Past performance of MAECL does not indicate its future performance.

b. As with any investment in securities, the value of investments can go up or down depending on the factors and forces
affecting the capital market. MAECL is not responsible / liable for any losses resulting from such factors.

c. Securities investments are subject to external risks such as war, natural calamities, and policy changes of local /
international markets which affect stock markets.

d. MAECL has renewed its SEBI PMS registration effective October 14, 2011 , and has commenced its portfolio management
activities with effect from January 2011. However, MAECL has more than 10 years of experience in managing its own funds

invested in the domestic market.
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