
If past history was all there
was to the game, the richest
people would be librarians 

–Warren Buffett

I
had once heard that the
reason they make huge
windshields and small rear

view mirrors in cars is to in-
dicate where the driver should
be looking most of the time —
right ahead. The same is ma-
jorly applicable to investing.

Unfortunately, in general,
investors end up doing pre-
cisely the opposite. So if a
friend of mine has recently
shared with me how he made
money in gold and real estate,
then that would weigh on my
mind and I would feel like hav-
ing missed the bus. At the
same time if the last news ar-
ticle I read was about how the
global economy is in a poor
shape and India too has not
been spared, with GDP
growth at a decade low of sub
5%, it is very unlikely that I
would invest in equities.
While making an investment,
our recent memory tends to
be a major guiding force.

In fact, that’s how we make
even our non-monetary deci-
sions. So if there has been a
robbery at our neighbour’s
place, then we will suddenly
get more careful about secu-
rity for our own house and
might end up buying insur-
ance or increase cover in our
existing one. We will most like-
ly also add some security
equipment. In any such in-

stance, the probabilities of the
event affecting us before or af-
ter do not change. However, we
suddenly become more aware
of it and pay more attention
to it. Over time, the memory
fades. We have included a table
here which indicates collec-
tive investor behaviour.

What explains investors
putting in more and more
money as equities become
more and more expensive? Do
we even know how to evalu-
ate cheap and expensive assets
while investing? It seems re-
cent history overrides every-
thing. So as returns become
more dramatic, people get daz-
zled more and start investing
more of their money. In many
cases, this is not just an in-
crease in absolute sums but
also an increase in percentage

of their overall portfolio.
So even an investor who

was making money initially
loses it by the end of the cy-
cle as the gain is on a smaller
exposure and the loss later on
is on a much higher invest-
ment value. It is no surprise
then that the people who have
lost money in stocks far out-
number the ones who have
made money. It seems that the
problem is not with the mar-
ket but with us as investors.
It is likely that the same prob-
lem permeates other asset
classes too. It definitely gets
accentuated in equities. Buy
low and sell high is easier said
than done.

This behaviour leads to an
average investor’s investing
experience being different
from the data and records

shown by a fund house or an
asset class. So even though the
sensex has grown at a com-
pounded annual rate in excess
of 16% (dividends excluded)
since its inception in 1979, it
is difficult to find investors
who have experienced the
same in their portfolio. In fact,
there is an annual study
‘Quantitative Analysis of In-
vestor Behaviour (QAIB)’
done by Dalbar which re-
peatedly suggests that an av-
erage investor’s return is far
lower than the returns of an
asset class or what a mutual
fund might suggest.

What I am trying to drive
home is that we should not get
overawed by the recent per-
formance of any investment
or asset class at the time of
making an investment. In-
stead, we should evaluate each
situation and investment ob-
jectively. The question here is
what can go wrong and the
probabilities of it going wrong.
What are we basing our deci-
sion on? Facts and data, or
something else? If it is indeed
facts and data, then is the
source credible? Can the data
be skewed for a certain reason? 

Focus on maintaining a
certain asset allocation based
on your ability to take risks
than on trying to time the
market. It is boring and diffi-
cult to stick to such a strate-
gy, but it will help you avoid
a lot of regret.

The writer is with 
a Delhi-based financial 

advisory firm

Mutual Fund investments are subject to market risks, read all scheme related documents carefully
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for a free financial planning booklet, please SMS ‘EDU’ to 5676756

MYTH BUSTERWhat are pension 
plans by mutual 
fund houses?
Swatantra Kumar explains: A pension 
plan is the one that aims to pay a fixed 
amount of money on a regular basis to 
the investor after his/her retirement. In 
India, such plans from mutual funds and 
insurance companies are available to 
investors under PFRDA-approved National 
Pension Scheme (NPS). In terms of cost, 
NPS and pension funds launched by 
mutual fund houses score over those 
offered by insurance 
companies.

MYTH: Financial planning may not 
start when one is young and just into 
the first job. 

REALITY: Contrary to popular belief, it 
should start as early as possible. This 

is because the earlier one starts 
investing, higher would be the 
benefits from the power of 
compounding since the person will 
have more time on his/her side till 

he/she retires. Although young 
people just into their first job 

usually do not want to plan their 
financial future right away, that may 

not be a prudent decision.

I
nvestments are much like driving a car.
As you drive your car to reach a destina-
tion, investments are made with a goal in

mind. A rear view is very cru-
cial while investing. Investment
decisions are usually influenced
by investors’ recent experiences,
recent performance by various
investment classes like equity,
debt, gold, etc (recency bias), and

the long-term behaviour of investment class-
es across economic cycles.

One’s own experience and recency bias
may at times create temptation to chase re-
cent performances. However, if long-term
trends and history are also taken into con-
sideration, we can conclude whether the re-
cent performance may sustain (and thus
should be bought in) or there are growing
signs of a reversal. Each market fall and rise
beyond fundamentally sustainable levels in
the recent past is a good case study to un-
derstand the need for a forward-looking view.
A consistent rise results in euphoria while a
fall results in fear or aversion for an invest-
ment class. There have been three such learn-
ings in the last six years in equities: Eupho-
ria in 2007 (followed by dramatic fall in 2008),
fear in early 2009 and late 2011 (followed by
an unexpected jump in following years).

In 2007, most analysts highlighted that eq-
uities are turning expensive and advised cau-
tion. Similarly, in early 2009 and later in 2011,
equities had turned quite cheap and there
was unanimity among analysts that the mar-
ket levels were good to increase exposure to
equities. However, owing to recency bias, most
of the investors ignored the opportunity. Late
2009 turned out to be fantastic for equities
and so was the case with 2012. So investment
decisions need to be made with a forward
looking view.

There is another way in which rear view
driving manifests itself in the “anchoring ef-
fect”. Investors get anchored to previous highs
achieved by the stock/market index. For ex-

ample, some investors invest in the stocks of
companies that have fallen considerably in
a very short amount of time. In this case, the
investor is anchoring on a recent “high” that
the stock has achieved and consequently be-
lieves that the drop in price provides an op-
portunity to buy the stock at a discount. How-
ever, stocks quite often decline in value due
to changes in their underlying fundamentals.

Anchoring behaviour also manifests it-
self in an unwillingness to part with laggard
investments. Many a time, investors will cling
to an investment waiting for it to “break
even”, to get back to what they paid for it. You
may cling to subpar investments for years,
rather than dumping them and getting on
with your investment life. It’s costly to hold
onto losers, especially in context of the tax-
ation impact. If you realize a loss, at least you
can use it to offset realized gains.

Often, while driving, we get stuck in a con-
gested lane. To reach the destination quick-

ly, one changes lanes. Or at times we may have
to drive slowly given traffic conditions, or
fast if the road is clear. A similar dynamism
is needed in the investment portfolio. After
investment, if the forward looking view be-
comes negative, one may have to change the
portfolio mix to minimize downside risks.
Similarly, amid extreme negativity and pes-
simism, if there are clear positive signs, it
may be time to shift stance and be more ag-
gressive. For example, while there was ex-
treme negativity in the middle of 2012, the
reforms activity kicked off with the change
in finance minister. That called for dynami-
cally shifting to a higher gear. To conclude,
like in driving, the need to be forward look-
ing with respect to investments cannot be
over-emphasized. The best way to do this is
to develop a financial plan and review it pe-
riodically with your financial advisor.

The writer is with a leading 
private sector bank

Buy low & sell high a tough call

It Doesn’t Pay To Invest With A Rear View
Avoid getting anchored
to previous mkt highs

Don’t base your plans on immediate past as the financial environment constantly changes

TRYING TO BE PAST-PERFECT
Annual net sales of equity mutual funds

Fiscal 
year

Sensex level at 
fiscal’s close

Absolute 
returns

Net sales in equity 
funds (in ` cr)

2002-03 3,049 -12.1% 118

2003-04 5,591 83.4% 7,205

2004-05 6,493 16.1% 7,398

2005-06 11,280 73.7% 36,155

2006-07 13,072 15.9% 29,916

2007-08 15,644 19.7% 52,701

2008-09 9,709 -37.9% 4,084

2009-10 17,528 80.5% 1,456

2010-11 19,445 10.9% -11,795

2011-12 17,404 -10.5% 504

Source: BSE, AMFI websites
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F
inancial planning
and investing is
done to have a se-
cured financial fu-
ture, and it is done

looking ahead. Unfortunately
for a large number of investors,
the first question while start-
ing a financial plan is not what
or which assets will perform
better going ahead. Usually, the
first question is which stocks,
or products, performed better
during the previous one year.
So, while the investor is plan-
ning for the future, he/she is
more intent on knowing what
happened in the immediate past
— a perfect example of trying
to take financial decisions look-
ing at the rear view mirror.

This is also true for invest-
ing in mutual funds. And that’s
one of the main reasons why
you read the caveat on any mu-
tual fund-related literature: Past
performance may or may not
be sustained in the future.

One of the overwhelming
reasons for not investing look-
ing at the historical perform-
ance is that the investing envi-
ronment is always in a state of
change, and the reasons for
which a product performed well
the previous year have almost
certainly been replaced by a
new set of factors, some of
which are completely different
to each other.

“The investment environ-
ment is constantly changing
with respect to government
policies, interest rates, dispos-
able income, inflation and also
economic growth,” said Prithu
Mukherjee, CEO, Options Fi-
nancial Services. And since all
these factors have a bearing on
the performance of mutual
funds, stocks, bonds, gold, real
estate, etc, so the sectors or
stocks which had given strong

returns earlier may fail to re-
peat such a stellar performance
on a continuous basis. In fact,
there is every chance that an
investment strategy that gave
you smart returns last year,

may turn out to be a complete
dud, and become the reason for
your losses in your portfolio in
the current year.

“Besides that, investments
follow a demand-supply pattern
over the long term. They follow
a cyclical pattern, going from
a phase of low buying interest
to a stage of being highly
sought after and then again
sliding to a phase of weak de-
mand,” explained Mukherjee.
“These cycles come (among
other reasons) due to changes
in the domestic and interna-
tional economic climate. Ide-
ally, one should try to buy dur-
ing the lower end of the cycle,”
he said.

A similar approach is often
observed among mutual fund
investors. They look at the
schemes that have given the
most fantastic returns over the
past one year, two years, three
years or more and attempt to
zero in on the best performer.
True, such performances do re-
flect the consistency in per-
formance of the fund manag-
er (if the same fund manager
has managed the fund through
all these years). But rarely in
the history of mutual funds has

a fund manager consistently
outperformed others.

So the question is how to get
on top of this habit of invest-
ing by looking at the past per-
formance. One of the more re-
alistic decisions you can take
is to try and understand just
the basics of investing and then
try to implement the same in
your portfolio. Another way out
is to depend on a good financial
planner or advisor.

As expounded above, you
could try and understand how
government policies work, if
there is any pattern in policy
formulations by the centre and
the states that can have some
major bearings on your port-
folio, the interest cycle, the eco-
nomic environment, global fac-

tors, etc. “It might seem like a
complex task to begin with. But
with the help of a professional
financial advisor, the learning
process becomes simpler,”
Mukherjee said.

Financial planners also sug-
gest two additional ways of in-
vesting for the long term. One
is to go for systematic invest-
ment plan (SIP), and the other
one is to settle for passive index
investing. You can go for one
SIP in a mutual fund scheme or
several SIPs in an equal num-
ber of fund schemes, depend-
ing upon your risk appetite and
the time horizon of your in-
vestments.

Under an SIP, you invest a
certain amount of money each
month or quarter in a particu-

lar mutual fund scheme for sev-
eral years. In essence, what an
SIP does is it buys more when
the markets are down while it
buys less when the markets are
up, thus bringing to the table a
practice that financial markets
call rupee-cost averaging.

The other option, that is pas-
sive investing, could be done by
investing through exchange
traded funds (ETFs) which are
based on a broad-based index.
In these ETFs, the fund man-
ager tries to replicate the index
constituents in his/her portfo-
lio. And as the index rises or
falls, the ETF also rises and
falls. The strategy to invest in
index-based ETFs can also help
you get a better return than a
strategy based on rear view in-
vestment approach, because
historically it has been seen
that over the long term, that is
more than 10 years, in a ma-
jority of the cases passive in-
vesting had given better returns
than those who tried to time the
market.

NEXT WEEK

Anew fiscal year is just around
the corner. To have a smooth

financial journey through fiscal
2014, you should start your tax
planning early in the year and
not wait for the January-
February-March (JFM) months.
Next week, we will discuss the
tax saving options that are
available for retail investors.

Illustration: Mahesh Benkar
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