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Beware of the recent past!

Being an investor is not easy. You have to contend not only with the unpredictable short-term
nature of markets but also the sometimes irrational way in which you will be tempted to think
and behave. Benjamin Graham, one of the great investment minds of the twentieth century,
famously stated:

The investor’s chief problem — and even his worst enemy — is likely
to be himself.
Graham and Dodd, 1996

One of the key behavioural biases that we suffer from is recency bias, which is nicely defined in the
following quote:

Recency bias is the tendency to place too much emphasis on
experiences that are freshest in your memory—even if they are
not the most relevant or reliable. Would you want to go for a long
ocean swim after watching Jaws? Probably not, even though the
actual risk of being attacked by a shark is infinitesimally small.

Charles Schwab Asset Management

Recency bias manifests itself in investment behaviours like chasing markets, sectors or fund
managers that have just performed well over a short-term timeframe, such as one to three years.
Such performance data include a great deal of noise and provide little useful input into portfolio
construction decisions.

It often tempts us to behave against our best interests. For example, over the past few years, the US
market - more specifically US growth stocks - and, of late, the ‘Magnificent’ seven (Microsoft. Apple
etc.) have significantly outperformed most other asset classes. Almost anything you owned outside
of these assets detracted from relative performance. According to a recent piece of research, over
the past 10 years the US market — as defined by the S&P 500 index - has delivered around 12%
above cash, per year, which is in the top 10% of all 10-year outcomes since 1950", whilst the mean
10-year return above cash has been around 7% p.a. For US equities to deliver a similarly spectacular
outcome over the next decade, extremely strong earnings growth and a further increase in the
multiples that investors are willing to pay for them, are required. That is not impossible, but it is not
enough to make a decision to overweight US equities in a portfolio.
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Long-run market returns provide useful insight

On the other hand, long-term market returns do provide us with some useful, generalised indications
of the types of returns patient investors might expect to gather over time, providing a basis on which
to build a sensibly constructed, forward-looking portfolio. The long-term market data suggest that
global equities have delivered around 5.1% per year above inflation — on average - since 1900, bonds
around 1.5% and cash around 0.4%?2. Given the limited number of data points that we have to hand -
even though 123 years sounds like a long time - statistically we can only really be relatively sure that
mean equity returns fall within the range of around 2% to 8%!

The tough challenge that investors face is to build portfolios that provide them with the greatest
chance of a successful (or at least survivable) investment portfolio in the future, whatever investment
storms they suffer and the ability to make hay when the investment sun shines. As Nicolas Taleb — a
deep thinker and author on markets stated:

One cannot judge a performance in any given field (war, politics, medicine,
investments) by the results, but by the costs of the alternative

(i.e. if history played out in a different way).

Nassim Nicholas Taleb - Fooled by Randomness

No-one knows what the ‘best’ combination of assets will be in the next ten or twenty years, but it

is unlikely to be the assets, styles, sectors or companies that are the most recent success stories

in our recency-bias prone minds. Using long-term data insights provides a good starting point,
whereas investing using the rear view mirror is unlikely to help. If the core of your portfolio has a
broad exposure to the global markets it will include all of the recently stellar performing asset classes,
markets, sectors, and stocks to some extent.

Be happy with that.

Don’t go there

Being swayed by recent performance is probably one of the most wealth destroying activities in
investing, both on account of poor choices and timing decisions and the costs of buying and selling.
As the late Charlie Munger once said:

I The big money is not in the buying and selling, but in the waiting.
Charlie Munger, Berkshire Hathaway
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Other notes and risk warnings

Use of Morningstar Direct© data

© Morningstar 2023. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/

or its content providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate,
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising
from any use of this information, except where such damages or losses cannot be limited or excluded by law in your
jurisdiction. Past financial performance is no guarantee of future results.

Risk warnings

This article is distributed for educational purposes only and must not be considered to be investment advice or an
offer of any security for sale. The reference to any products is made only to make educational points and must, in no
circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a
recommendation of any particular security, strategy or investment product. Information contained herein has been
obtained from sources believed to be reliable but is not guaranteed.

Past performance is not indicative of future results and no representation is made that the stated results will
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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