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Avoid self destructive behaviour

EMOTIONS can wreak havoc on an investor’s ability to build long-term wealth. This is illustrated in Chart 1, 
below. Over the 20 year period from 1988 to 2007, the average US managed fund returned 11.6% p.a. 

If we look at the actual return the average investor received when you take into account their timing into and out 
of the funds, it comes as a surprise to learn that the average managed fund investor earned only 4.5% p.a. over 
the same period.

Question: Why did investors miss out on nearly two-thirds of their potential return over this period? 
Answer: They let emotions guide their investment decisions.

Perhaps driven by powerful emotions like fear and greed, many of these US investors engaged in behaviour 
contrary to their long-term investment strategies and as a result missed out on nearly two-thirds of the potential 
return over this period. This behaviour includes chasing the “hot” manager or asset class, avoiding areas of the 
market that are out of favour, attempting to time the market, or otherwise abandoning investment strategies. 
US investors are not unique; investors in Australia and around the world can be prone to the same pitfalls.

The most successful investors understand that building long-term wealth requires the ability to control one’s 
emotions. They tend to buy low and sell high, as opposed to the emotional investor who does just the opposite.

Chart 1: Average US Stock Fund Return versus Average US Stock Fund Investor Return (1988–2007)

“Individuals who cannot master their emotions are ill-suited 
to profi t from the investment process.”

Benjamin Graham,1 father of value investing

1  Benjamin Graham (1894–1976) is considered to be the father of value investing, an approach he taught at Columbia Business School and later refi ned with 
David Dodd during the many editions of their famous book Security Analysis.

Source: Quantitative Analysis of Investor Behaviour by Dalbar, Inc. (July 2008) and Lipper. Dalbar computed the “average stock fund investor” returns by using 
industry cash fl ow reports from the Investment Company Institute. The “average stock fund return” fi gures represent the average return for all funds listed in Lipper’s 
U.S. Diversifi ed Equity fund classifi cation model. Dalbar also measured the behaviour of a “systematic investor” and “asset allocation investor”. The annualised 
return for these investor types was 5.8% and 3.5% respectively over the time frame measured. All Dalbar returns were computed using the S&P 500® Index. 
Returns assume reinvestment of dividends and capital gain distributions. Past performance is not a guarantee of future results.
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Don’t attempt to time the market

A VOLATILE market can cause investors to panic and to abandon long-term investment strategies by pulling 
out of the sharemarket, with the intention of moving back in when the environment improves. It is almost 

impossible to predict when markets will improve and, by attempting to do so, investors lose out on the returns 
they could have earned had they stayed put.

Chart 2 illustrates the danger of trying to time the market. Over the 20 years to 2008, the investor who missed 
only the best 10 trading days, out of the 5,240 trading days in this period, saw their return reduce to 6.25%. 
Amazingly, an investor only had to miss the best 54 days to see their return turn negative!

Looking at Chart 2, it would appear that the most successful investors are those who understand that timing the 
market is almost impossible and stick with their long-term strategies.

Chart 2:
The Danger of Trying to Time the Market (All Ordinaries 20 Year Average Annual Returns 1988–2008)

Source: All Ordinaries, Perennial Investment Partners, IRESS.

2  Peter Lynch (born 1944), a Wall Street investor, was hired by Fidelity as an Intern in 1966. In 1977, Lynch became head of the Magellan Fund, which had $18 
million in assets. By the time of his retirement in 1990, the fund had to grown to in excess of $14 billion in assets. Peter Lynch has co-written three books on 
investing, including One Up on Wall Street, Beating the Street, and Learn to Earn. His most famous investment principle is “Invest in what you know”.

“Far more money has been lost by investors preparing for 
corrections or trying to anticipate corrections than has 
been lost in the corrections themselves.”

Peter Lynch,2 legendary investor and author
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Be patient

PATIENCE is a common attribute among great equity investors. In our view, the ability to be patient and take 
a long-term view is important because, while equities have historically delivered growth in excess of all the 

other major asset classes, in the short-term the value of a company’s shares may be susceptible to sentiment 
and irrational buying and selling. Over the longer-term, the true underlying value of a company is likely to be 
acknowledged by the wider market, benefi ting those investors who stuck with it. 

Chart 3 and Chart 4 show how the volatility of returns decreases when viewed over a longer-term timeframe.

Chart 3: Rolling one year returns

Chart 4: Rolling seven year returns p.a.

Source: All Ordinaries as at 31 December 2008.

The knowledge that stocks have historically rewarded long-term patient investors may help you to achieve your 
long-term investment goals. 
3  Jesse Livermore (1877–1940) was a trader in the 20th century. He is famous for making, losing and then making several millions of dollars and for short selling 

during the stock market crashes in 1907 and 1929. Jesse Livermore wrote How to trade in stocks; the Livermore formula for combining time element and price. 
The book was published in 1940, coincidently the year he committed suicide.

“The market does not beat them. They beat themselves, 
because though they have brains they cannot sit tight.”

Jesse Livermore3
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Don’t let emotions guide your 
investment decisions

BUILDING long-term wealth often requires counter-emotional investment decisions, such as buying at times 
of maximum pessimism or resisting the euphoria around investments that have recently outperformed. 

Unfortunately, as Chart 5 shows, investors too often let emotions guide their investment decisions. This translates 
to buying when prices are high and panic selling when prices fall.

Following three years of stellar returns from 1997–1999, in 2000 US investors invested record amounts into 
managed funds, just in time to experience three years of negative performance. On the heels of these three terrible 
years, sentiment turned pessimistic and net infl ows into managed funds dropped right off, just before managed 
funds delivered one of their best ever returns of 29.7%. 2008 saw a similar reaction from investors gripped by fear, 
with managed fund infl ows drying up completely and huge outfl ows as shown in Chart 5.

Judging from Chart 5 it would appear that great investors recognise that an objective, disciplined, emotionally 
detached investment approach, which may include buying at times of maximum pessimism, can be key to building 
long-term wealth.

Chart 5

Source: Bloomberg and ICI

4  Warren Buffett (born 1930) is one of the worlds most successful investors and businessmen, and is one of the world’s richest men, with an estimated net worth 
of $62.0 billion. 

“Be fearful when others are greedy. Be greedy when others 
are fearful.”

Warren Buffett,4 Chairman, Berkshire Hathaway 
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Recognise that short-term 
underperformance is inevitable

IT CAN BE hard to take a long-term view when there is so much up to the second data available with regard to 
your investments. Paying too much attention to daily or weekly performance charts can not only be bad for your 

health, but also bad for your wealth. When faced with short-term underperformance from a fund manager, some 
investors lose conviction and switch to another manager. 

When evaluating fund managers, short-term performance is generally not a strong indicator of long-term success. 
Comparing a fund manager against its peers over different periods, encompassing different stages of the investment 
cycle, should stand investors in good stead when evaluating performance.

An Australian study surveyed6 the 112 best performing large-cap equity funds with a 10 year track record. 
The study looked at which funds were most consistently in the fi rst or second quartile in the period 1998–2007. 
The study then went on to look at how many of these top fund managers had suffered a period of sustained 
underperformance over the same period. The results were staggering. Of the top 10 managers: 90% of these 
top managers’ rankings fell to the bottom half over this period for at least one year, whilst 40% of 
these top rated mangers rankings fell into the bottom quartile over this period for at least one year.

Chart 6: Percentage of large cap equity managers whose performance fell into the bottom half 
or quartile for at least a one-year period.

Why is this the case? Investment managers who achieve good long-term results typically follow a rigorous and 
consistent process. There will invariably be times when their particular approach (or investment style) will not produce 
the best results in the short-term. Due to this, many investors try to combine managers with different approaches 
(e.g. value and growth styles), in order to maximise the consistency of their returns during different stages of the 
investment cycle.

In summary, even though the managers in the study delivered the best overall long-term returns, almost all suffered 
at least one diffi cult period. Investors who recognise this possibility and prepare for the fact that short-term 
underperformance is inevitable, even from the best managers, may be less likely to make unnecessary and often 
harmful changes to their investment plans.
5  John Maynard Keynes (1883–1946) was an economist whose ideas called, Keynsian Economics, still infl uence Keynes advocated interventionist government 

policies and is considered one of the most infl uential economists of all time. 
6  Morningstar “The Most Consistent Large-Cap Share Funds” by Phillip Gray 21/05/2008.

“The social object of skilled investment should be to defeat 
the dark forces of time and ignorance which envelope our 
future.”

John Maynard Keynes,5 economist 
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Disregard short-term forecasts 
and predictions

DURING periods of uncertainty, investors often gravitate to the investment media for insights into how to
position their portfolios. Media portrayal can often exaggerate and sensationalise current events, increasing 

investors’ concerns. However compelling the forecasts and views of the media may appear, it often adds little 
value to an investor’s decision making process. 

The study below tracked the average interest rate forecast from The Wall Street Journal Survey of Economists 
from December 1982–June 2008. This forecast was then compared to the actual direction of interest rates. 
Overall, the economists’ forecasts were wrong in 35 of the 52 time periods – 67% of the time!

Table 2 suggests that investors should not spend time and energy focusing on variables that are unknowable and 
uncontrollable, like the direction of interest rates or the value of the All Ordinaries Index. Instead, focus on things 
that you can control, like creating a well diversifi ed portfolio appropriate for your investment time horizon, taking 
into account your objectives, needs and fi nancial situation.

Table 2: Six Month Average Forecasted Direction vs Actual Direction of Interest Rates
The Wall Street Journal Survey of Economists (12/8–6/08)

Date Forecast Actual Result Date Forecast Actual Result Date Forecast Actual Result

12/82 ▼ ▼ Right 12/91 ▼ ▼ Right 12/00 ▲ ▼ Wrong

6/83 ▼ ▲ Wrong 6/92 ▼ ▲ Wrong 6/01 ▼ ▲ Wrong

12/83 ▼ ▲ Wrong 12/92 ▼ ▼ Right 12/01 ▼ ▼ Right

6/84 ▼ ▲ Wrong 6/93 ▲ ▼ Wrong 6/02 ▲ ▲ Right

12/84 ▲ ▼ Wrong 12/93 ▲ ▼ Wrong 12/02 ▲ ▼ Wrong

6/85 ▲ ▼ Wrong 6/94 ▼ ▲ Wrong 6/03 ▲ ▼ Wrong

12/85 ▲ ▼ Wrong 12/94 ▼ ▲ Wrong 12/03 ▲ ▲ Right

6/86 ▲ ▼ Wrong 6/95 ▲ ▼ Wrong 6/04 ▲ ▲ Right

12/86 ▲ ▲ Right 12/95 ▼ ▼ Right 12/04 ▲ ▼ Wrong

6/87 ▼ ▲ Wrong 6/96 ▲ ▲ Right 6/05 ▲ ▼ Wrong

12/87 ▼ ▲ Wrong 12/96 ▼ ▼ Right 12/05 ▲ ▲ Right

6/88 ▼ ▼ Right 6/97 ▼ ▲ Wrong 6/06 ▲ ▲ Right

12/88 ▲ ▲ Right 12/97 ▲ ▼ Wrong 12/06 ▲ ▼ Wrong

6/89 ▲ ▼ Wrong 6/98 ▲ ▼ Wrong 6/07 ▼ ▲ Wrong

12/89 ▲ ▼ Wrong 12/98 ▲ ▼ Wrong 12/07 ▲ ▼ Wrong

6/90 ▼ ▲ Wrong 6/99 ▼ ▲ Wrong 6/08 ▲ ▼ Wrong

12/90 ▼ ▼ Right 12/99 ▼ ▲ Wrong

6/91 ▼ ▲ Wrong 6/00 ▼ ▼ Right

Source: Legg Mason and The Wall Street Journal Survey of Economists. This is a semi-annual survey by The Wall Street Journal as at 30 June 2008. 
*Benchmark changed to 10 Year Treasury. 

8  John Kenneth Galbraith (1908–2006) was a North American economist and taught at Harvard for many years. Galbraith’s books on economics were bestsellers 
in the 1950s and 1960s. Galbraith wrote dozens of books and many, many articles. Arguably, his most famous works are the popular trilogy on economics, 
American Capitalism, (1952), The Affl uent Society, (1958), and The New Industrial State (1967).

“The function of economic forecasting is to make astrology 
look respectable.”

John Kenneth Galbraith,8 economist and author 
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