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Long-term 
investing can help 
counter investors’ 
behavioural biases.

What is the chief problem facing 
the investor today? Some might say 
potential policy missteps by central 
banks. Others could point to uneven 
global growth prospects. While those 
are very valid issues, all too often, as 
the founder of modern security analysis 
Benjamin Graham once said, “The 
investor’s chief problem – and even his 
worst enemy – is likely to be himself.” 

Investor behaviour often appears 
to defy all logic and reason. Why? 
According to research in behavioural 
finance, most investors are not strictly 
rational. Rather, they are subject to 
behavioural biases; past experiences, 
personal beliefs and preferences can 
influence judgment and skew decisions. 
These biases can steer them away from 

logical, long-term thinking, and deter 
them from reaching their long-term 
investment goals.

In this report, we study two common 
behavioural biases: loss aversion and 
herd mentality. We examine their 
impact on investment returns and 
consider how long-term investing can 
help mitigate these biases and produce 
better investment outcomes. 

We believe the study makes a 
strong case for long-term investing, 
particularly in relation to buying and 
holding sound investments. More 
importantly, we think it’s time to put 
new focus on long-term investing and 
how it can create meaningful value for 
the investor.
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The truth about ‘buy low, sell high’

The notion of ‘buy low, sell high’ might 
seem obvious – and simple – enough 
but this oldest piece of investment 
advice is easier said than done. In fact, 
the opposite often happens to most 
investors: they tend to buy high and  
sell low. 

We don’t have to look hard to find 
evidence of such behaviour. During the 
peak of the dotcom bubble in 1999-
2000, investors poured close to US$500 
billion into equity mutual funds even 
as markets became increasingly frothy. 
When the bubble burst, many of them 
panicked and pulled out at the market 
bottom in 2002, prompting around 
US$30 billion of outflows. Those same 
investors missed out on the subsequent 
rebound as the Nasdaq Composite 
surged 50% in 2003.   

The same happened during the 2008-
2009 global financial crisis. As the 
charts below show, investors (both 
institutional and retail) fled the markets 
as global stocks plunged 40% between 
September 2008 when Lehman Brothers 
collapsed and March 2009 when equities 

hit their lowest levels. In short, investors 
often jump in and out of markets at the 
worst possible moment. Why do they fall 
into such behaviour traps? 

Behavioural pitfalls 
Behavioural finance contends that 
when it comes to investing, people 
often exhibit herding behaviour or a 
‘group think’ mentality. They mimic 
the behaviour of others, especially in 
times of uncertainty. But the majority is 
not always right. Besides, basing one’s 
investment decisions on the actions 
of others makes little sense given 
different investment goals and financial 
circumstances.

Most investors are also loss averse. 
According to research by Nobel 
laureate Daniel Kahneman and his late 
collaborator Amos Tversky, losses hurt 
about 2-2.5 times more than gains 
satisfy. Put another way, the pain of 
losing $10,000 is disproportionately 
greater than the pleasure of winning 
$10,000; most people need a potential 
gain of around $20,000-$25,000 to 
balance the risk of losing $10,000. 

Behavioural biases can drive investment decisions
Institutional investors are just as prone to buying high and selling low as retail investors
 

Net new cash flow to equity funds is related to  
world equity returns

 

Equity asset allocation across regions

Past results are not predictive of future results. 
Sources: Investment Company Institute and Morgan Stanley Capital International, 2000-2014 (LHS). Greenwich Associates Survey Data, 2005-2009 (RHS). 
1. Net new cash flow is the percentage of previous month-end equity fund assets, plotted as a six-month moving average.  
2. The total return on equities is measured as the year-over-year percentage change in the MSCI All Country World Daily Total Return Index.
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This asymmetry can lead to panic selling 
during severe market setbacks. A litany 
of news stories (often negative) from 
round-the-clock cable news channels, 

Internet and social media tends to 
exacerbate investors’ emotions, making 
these behavioural biases even harder to 
overcome. 

Effects of loss aversion and herding on investment returns

If behavioural biases can influence 
financial decisions, what subsequent 
impact would that have on investment 
returns? We sought to answer this 
question by studying the effects of loss 
aversion and herding on investment 
returns. 

To be as comprehensive as possible, we 
analysed multiple scenarios using a loss 
aversion ratio of 2.5 times and covered 
a total of 301 rolling periods. For the 

purpose of this study, we focused on 
three scenarios (as outlined in the table 
below): investors with high, moderate 
and low loss aversion, leading to high, 
moderate and low trading frequency 
respectively, and compared them with a 
buy-and-hold scenario.

The results are striking. According to the 
chart below, buy-and-hold investors can 
earn much better returns compared to 
those who move in and out of markets. 

Loss aversion Investor jumps out of the market, selling 50% of 

his portfolio when the market falls...

... and follows the herd back in, reinvesting all 

his proceeds when the market rises...

High 10% 25% from its trough

Moderate 15% 37.5% from its trough

Low 20% 50% from its trough

A note on methodology
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Loss aversion and herding hurt investment returns
A disciplined buy-and-hold strategy can produce better outcomes over the long term
 

MSCI ACWI1, average rolling 20 years 
Hypothetical $100,000 invested from 1970 to 2014 (ending values)

Past results are not predictive of future results. Sources: Capital Group, MSCI. Data from published sources calculated internally. All trades include a 0.07% 
transaction fee. Uninvested cash earns the 1-month US Treasury rate. In our analysis, we assumed that 2.5 times is a fair representation of investor exit and entry 
points. But given the need for rigour, we also tested a broad spectrum of entry and exit points while holding either herding or loss aversion constant over different 
rolling monthly windows. Additionally, we studied multiple scenarios, using a variety of loss aversion exit points and herding entry points. 
1. MSCI All Country World Index (net dividends reinvested) from 1 January 2001; previously MSCI All Country World Index (gross dividends) from 1 January 1988 
and MSCI World Index (net dividends reinvested) from 1 January 1970.
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Over the average 20-year rolling period 
between 1970 and 2014, their initial 
investment of $100,000 would have 
had an ending value of $845,162. By 
contrast, highly loss averse investors 
would have gained $593,974, or 30% 
less, while those with low loss aversion 
produced an ending value of $521,275, 
or 38% less. 

The bottom line: behavioural biases 
can lead to investors lagging their 

buy-and-hold counterparts and hinder 
the creation of long-term value. 

That is not entirely unexpected. 
Buying and holding investments for 
the long haul not only allows investors 
to take advantage of the power of 
compounding, but it can also mean 
saving money on transaction fees and 
may offer tax benefits. Choosing good 
investments, as we demonstrate later, 
can make a big difference too.

The cost of getting out and staying out of the market

Market corrections of 10% or more are 
not uncommon. The Standard & Poor’s 
500 Composite Index, for example, 
has had 40 such declines since 1970. 
When investors see the value of their 
investments dwindling, their aversion to 
losses can compel them to sell at a loss 
and stay out of the market. But that can 
cost investors dearly over time. Why? 

Because stock markets tend to have a 
reassuring history of recoveries – though 
no one can predict how long a decline 
will last. After the 1929 Wall Street 
crash, for example, it took investors 
16 years to recoup their investments 
if they had bought at the height of the 
market. However, since 1982, with a few 

exceptions, market declines have been 
relatively brief. In 1990, it took about 8 
months to get back.1 

Our analysis, which spanned data from 
1970-2014, looked at returns 1, 12, 36 
and 60 months after the investor jumps 
out of the market. While there was little 
meaningful impact one month later, 
the chart below left shows that the 
consequences were significant one, 
three and five years down the road. 

For instance, the highly loss averse 
investor who rushed for the exit when 
the market2 dropped 10% would have, 
on average, missed a cumulative return 
of 74% five years later. Investors with 

Once investors exit the market, the longer they stay out, the more harm they do to themselves 
Stock markets tend to have a reassuring history of recoveries
 

MSCI ACWI2 cumulative return  
 

Buy and hold versus high loss aversion3

Past results are not predictive of future results. Sources: Capital Group, MSCI. 
Data from published sources calculated internally. All trades include a 0.07% transaction fee. 
1. In all cases, dividends were assumed to be reinvested. 
2. MSCI All Country World Index (net dividends reinvested) from 1 January 2001; previously MSCI All Country World Index (gross dividends) from 1 January 1988 
and MSCI World Index (net dividends reinvested) from 1 January 1970. 
3. High loss aversion scenario holds loss aversion constant at 10%, i.e. the investor exits the market, selling 50% of his portfolio when the market falls 10%.
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moderate or low loss aversion fared no 
better: because they got out and sat on 
the sidelines, they missed rebounds of 
67% and 71% respectively. 

We also sought to look at the same issue 
from a different perspective. We kept 
loss aversion constant and examined a 
wide spectrum of reentry points. In the 
case of the highly loss averse investor, 
we studied how he exits the market 

when it falls 10%, and gets back in when 
it rises by 2%, 3%, and so on. 

The chart below right (page 4) suggests 
that over a 30-year period beginning on 
1 January 1985, the longer the investor 
waits to reenter the market, the more 
damaging could be the consequences. 
In short, staying invested can help 
produce higher returns.

Should investors buy the dips or dollar cost average?

Of course, buy and hold is not the 
only investment strategy available. 
Some investors adopt a ‘buy the dips’ 
approach, where they purchase stocks 
following a decline in prices. Another 
strategy is dollar cost averaging, which 
involves investing a fixed sum of money 
at regular intervals over a period of time. 

How do the latter two strategies 
measure up to the high, moderate and 
low trading scenarios described earlier 
over a 20-year rolling period between 
1970 and 2014?

The chart below indicates that buying 
the dips and dollar cost averaging 
compared favourably to dashing in and 
out of the market. In our example, the 

two approaches produced far better 
ending investment values of between 
22% and 36% higher. That said, they 
fared less well than buy and hold.

One problem with the buy the dips 
approach is that investors have unspent 
cash or ‘dry powder’ which earns low 
returns. Others are market timing, which 
can often be counterproductive, and 
trading costs. 

Dollar cost averaging ignores market 
timing and can help smooth out the 
market’s ups and downs, though it faces 
the same issue of higher transaction 
costs. And by spreading out investments 
over a long period, investors spend 
less time in the market compared to 

Buy-and-hold investors come out ahead over the long haul
Being and staying invested is what counts
 

MSCI ACWI1, average rolling 20 years 
Hypothetical $100,000 invested from 1970 to 2014 (ending values)

Past results are not predictive of future results. Sources: Capital Group, MSCI. Data from published sources calculated internally. All trades include a 0.07% 
transaction fee. Buy the dips: based on the investor being 50% invested at the start, and buying 10% every time the market falls 5% in a month. Dollar cost 
averaging: based on the investor having no investments at the start, and evenly ramping up to 100% after 60 months. 
1. MSCI All Country World Index (net dividends reinvested) from 1 January 2001; previously MSCI All Country World Index (gross dividends) from 1 January 1988 
and MSCI World Index (net dividends reinvested) from 1 January 1970.
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buy-and-hold investors, who are fully 
invested for the entire time. 

Simply stated, time in the market 
matters. If investors have funds upfront, it 

is better to put more of it to work earlier 
on than try to second-guess the market’s 
movements. Not only can it build returns 
over the long term, but it also helps 
circumvent behavioural biases.

The case for selectivity 

Buy and hold can yield greater 
value over the long term – that is the 
conclusion drawn from our analysis of 
market returns over the past decades. 
This is easier said than done, however, 
which is why it is important that there are 
certain portfolios designed to reduce 
downside risk and lower volatility. These, 
naturally, can calm investor nerves when 
markets turn turbulent. 

It helps, therefore, that there are 
skilled active managers who are better 
oriented to downside resilience and 
low volatility, both of which can counter 
behavioural biases. Passive index 
investors, by contrast, bear the full brunt 
of market declines.

That is also why we stress a long-term 
perspective and the importance of 
preserving capital during downturns. 
We believe that by producing results 
that are less volatile than the broader 
market, investors are less likely to react to 
fluctuating market conditions by making 
short-term decisions with potentially 
destructive long-term consequences. 

For example, the Capital Group New 
Perspective strategy, one of our flagship 
strategies and one of the oldest and 
largest global funds in the US, has 
weathered many different market 
environments since its launch in 1973, 
protecting on the downside 100% of the 
time in rolling three-year down markets1,3.

Downside resilience and low volatility can help investors through market downturns 
Capital Group New Perspective strategy’s track record

Capital Group New Perspective Composite
The value of $10,000 invested at launch

Data as at 31 December 2015. Past results are not predictive of future results. Returns are in US$ terms. 
1. Results shown for the Capital Group New Perspective Composite, from inception at 31 March 1973, are asset-weighted and based on initial weights and monthly 
returns, and are gross of management fees. Source: Capital Group. 
2. Results shown for the Capital Group New Perspective Composite, from inception at 31 March 1973, are asset weighted and based on initial weights and monthly 
returns, and are net of highest management fees. Source Capital Group. 
3. MSCI ACWI (net dividends reinvested) from 30 September 2011; previously MSCI World (net dividends reinvested). Source: MSCI. 
This information supplements or enhances required or recommended disclosure and presentation provisions of the GIPS® standards, which if not included herein, 
are available upon request. GIPS is a trademark owned by CFA Institute.
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Picking solid investments makes a big difference to long-term investors
Taking a long view with our funds can create meaningful value for investors
 

Capital Group New Perspective strategy cumulative returns

 

Capital Group New Perspective strategy, average rolling 20 years 
Hypothetical $100,000 invested from 1970 to 2014 (ending values) 

Past results are not predictive of future results. Based on the representative account of the Capital Group New Perspective strategy. 
Source: Capital Group. Data from published sources calculated internally. All trades include a 0.07% transaction fee. 
1. MSCI All Country World Index (net dividends reinvested) from 1 January 2001; previously MSCI All Country World Index (gross dividends) from 1 January 1988 
and MSCI World Index (net dividends reinvested) from 1 January 1970.

The Active AdvantageSM 
Another plus about active management 
is that certain actively managed 
portfolios can provide the added 
advantage as compounding excess 
returns over time can lead to 
significantly higher returns for the 
investor with a long time horizon. 

We looked at how investors would have 
fared if they had chosen to buy and hold 
the New Perspective strategy over the 
30 years to end-2014. 

The difference is clear. An initial 
investment of $100,000 in the New 
Perspective strategy would have 
produced a hefty ending balance of 
$3,115,806, close to 50% more than the 
same amount invested in MSCI ACWI1. 
The average annual return was also 
considerably higher than the market’s. 

That, in our opinion, points to the 
potential value of active management. 
By picking solid companies, backed 
by a well-thought-out, in-depth global 
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Summary

Behavioural biases such as loss aversion and herd mentality play a big part 
in investors’ decisions and can make a dramatic difference to investment 
returns. Analysing three scenarios (investors with high, moderate and low loss 
aversion, leading to high, moderate and low trading frequency respectively) 
and comparing them with a buy-and-hold scenario has yielded valuable (if 
somewhat familiar) results: 

• Buy-and-hold investors can earn much better returns than those who move 
in and out of markets.

• Once investors exit the market, the longer they stay out, the more harm 
they do to themselves. 

• Time in the market matters: being and staying invested is what counts. 

Perhaps more importantly, these conclusions raise a bigger question. How 
can investors, given their behavioural biases, stay focused on their long-term 
investment goals? We believe that portfolios with downside resilience and lower 
volatility can help protect them from making irrational decisions. That is where 
skilled active managers can add value. We believe investors should seek out 
strategies with a track record not only in up markets but also down markets, and 
that will reward them for their patience.

research process which combines 
fundamental, on-the-ground research 
with comprehensive macro analysis, 
the New Perspective strategy was able 
to serve the long-term interests of its 
investors very well. 

The flip side, though, is that the cost of 
panic selling is considerably larger. In 
our New Perspective strategy example 
(see top chart, page 7), investors who 
had exited and stayed out because of 
loss aversion would have missed out on 
rebounds as high as 95% five years later.  

Equally, investors who had reacted 
emotionally on the back of loss aversion 
and herding suffered big losses 

(see bottom chart, page 7). Over a 
20-year rolling period, they would have 
generated between 21% and 37% less 
wealth. In dollar terms, that translates 
to between $292,692 and $511,686 less 
compared to those who bought and 
held the portfolio. 

We believe these outcomes make a 
strong case for buying and holding 
solid portfolios which generate more 
favourable long-term returns – with lower 
volatility. Their downside protection 
keeps investors from being overly 
irrational, while their strong rebounds 
reward investors’ patience. The benefits 
of such a powerful combination cannot 
be overstated.


