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Analysis, Insights and a Different Perspective

KEY POINTS
• Often investors buy high and sell
low in reaction to short-term price
volatility.
• Many short-term returns can be
best described as random and
unpredictable.
• Markets tend to reward investors
who maintain a long-term
perspective, which makes patience
one of the most important
investment principles.

VIRTUE OF PATIENCE
With the recent volatility in the stock market, it may
be tempting for many investors to react to short-term
trends. Each headline on the economic development
brings with it an opportunity to do something —
or does it? In this issue of Investment Insights, we
take a closer look at the importance of maintaining a
long-term perspective in a short-term world.

INVESTORS BUY HIGH AND SELL LOW
We do not have to look too far to find ample evidence of investors reacting to short-term price volatility. The following chart
shows the relationship between the flow of money in and out of the stock market, along with the performance of the stock
market. Historically, when the market has performed well, there is generally a significant inflow into stock funds. Conversely,
when the market declines, investors sell their equity holdings. In short, many investors buy high and sell low. As you can see in
the graph below, many investors poured into equities right before market peak in 2006-2007 and sold their equity funds near
the market bottom in 2008. Many investors appear to have made this mistake yet again during the recent market decline.

Buying and selling broad asset classes, like stocks and bonds, based on short-term performance, is also often a mistake.
The following chart (often called the quilt chart) shows the range of returns for various asset classes across a 10-year time
period. It includes the performance of many major asset classes, including U.S. stocks, international stocks, bonds, real estate,
and commodities. This chart shows that it would be impossible to historically to predict the relative performance of asset
classes from one year to the next. On a yearly basis, the relative investment returns are random in nature. Relatively good
performance once a year is often followed by a relatively weak performance the next year. Investors who base their decisions
on recent one-year performance can often end up buying high and selling low.

Notes: Past performance is no guarantee of future returns. The performance of an index is not an exact representation
of any particular investment, as you cannot invest directly in an index. Please see the last page for Index definitions.

RANDOM NATURE OF SHORT-TERM RETURNS
One reason why many investors buy high and sell low is that it is often extremely difficult to maintain a long-term perspective.
Digitally wired investors are constantly inundated with a vast amount of information on markets from media, analysts, and
experts. One of the surest ways to gain audience attention is using emotion, and one of the strongest emotions in finance is fear.
According to research, fear-including headlines gain 30% more attention than happy headlines.1 As we saw in the first chart, fear
not only leads individuals to panic sell during market turmoil but also to buy near a market peak for fear of missing out.
With the inflow of a vast amount of information, the pressure to buy or sell has arguably never been higher. Indeed, according
to one study, as of year-end 2018, the average holding period of stocks is now less than one year and lower than any time since
1929. While it is essential to stay informed, reacting to short-term volatility can often be futile, as many times short time periods
can best be described as random in nature. The following chart shows the monthly stock returns since 1926.2 As you can see,
over the short-term, investors try to drive returns in reaction to market noise, which seems random and unpredictable.

MAINTAIN A LONG-TERM PERSPECTIVE
Rather than reacting to short-term market noise, many investors can benefit by making investment decisions by maintaining
a long-term perspective. While it is difficult to stay focused on the distant future, maintaining a long-term view in a short-term
world is often the key to investment success. The following chart shows the performance of U.S. stocks over the same time
period as in the previous chart, this time displayed as a commutative return. Over long time periods, the stock market is driven
by corporate earnings and growth in the economy. Historically, the stock market has rewarded investors who maintain a longterm perspective, which makes patience one of the most important qualities of many successful investors.

1 Bad news: we can’t get enough negative headlines by Kinder as of 7/9/2018.
2 Lengthening the Investment Time Horizon by MFS Investment Management. Source: Ned Davis Research Group, from Barron’s and IDC. The average holding period for a stock
was 0.8 years as of 12/31/18.

UNDERSTAND VOLATILITY
Investors with a long investment horizon should not react to short-term volatility. In the graph below, bars show the annual
returns in the stock market since 1980, and the red dots show the peak to trough decline for each year. While the average
intra-year decline has been around 14%, 75% of the time, the market ended up positive for the year.

Many investors can be best served by thinking of short-term investment returns as random and unpredictable. Having this
understanding can help investors ignore short-term market noise and maintain a long-term perspective for investment
success.
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