
 
 

Are we short-sighted? 
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Issue 78: May 2017 
During the last 50 years, South African equity returns 
exceeded the returns of bonds and cash by roughly 6% 
compounded per annum. This outperformance came with 
significant volatility; i.e. ups and downs in financial 
markets. There are periods where shares in listed 
companies will underperform bonds and cash, as has 
happened in South Africa during the last 3 years. In the 
long run however, stocks as well as listed property will 
outperform all other asset classes. Why then is it so 
difficult to hold on to these investments given the higher 
expected returns, especially if most of us have a longer 
investment horizon of 20, 30 or even 40 years? 
Loss aversion 
Let’s admit, when it comes to money, nobody likes to 
lose. With investments we however know that we 
continuously have to make choices where we balance 
our opportunity with the probability of a negative return. 
Is the “loss” permanent, or expressed as volatility and 
how do we balance these “gains” and “losses” from a 
psychological perspective? This question was 
answered by the Nobel Laureate Daniel Kahneman in 
his ground-breaking work on Prospect Theory. The 
graph below summarises the concept of loss aversion 
by showing the psychological effect or impact that a 

“gain” or a “loss” 
might carry. The 
graph is S-
shaped, but the 
two curves are not 
symmetrical. Our 
response to losses 
is much greater 
and stronger than 
the response to a 
gain (the 
magnitude of all 
gains and losses 
being equal). 

 

Evaluation period versus an investment period 
“People with different investment horizons will behave 
in the same way if their evaluation period is the same.” 
This statement was published in a research paper by 
Richard Thaler, a professor in behavioural economics. 
The frequency with which returns are evaluated is 
called the evaluation period. The investment horizon 
refers to the period that an investor is willing to hold a 
portfolio. Thaler used a good example to illustrate the 
difference: 
• Mr X receives a bonus in January each year and 

invests the money to spend on a Christmas 
vacation the following year. Both his investment 
horizon and evaluation period is 1 year. 

• Mrs Y also received a bonus, but wants to invest it 
towards her retirement in 30 years. She evaluates 
and makes decisions regarding her portfolio 
annually. Her investment horizon is 30 years, but 
her evaluation period is also 1 year. 

Thaler expects that Mr X and Mrs Y will choose similar 
investment portfolios, because their evaluation period is 
the same (even though there is a significant difference 
in their investment horizon). The gist being that the 
more often an investor evaluates his portfolio (with the 
intention of adjusting the portfolio), the less likely he/ 

she is to hold assets with high volatility (through the ups 
and downs). The result is lower expected returns for 
such an investor. 

Myopic loss aversion 
A short evaluation period combined with loss aversion 
contributes to investor’s unwillingness to hold assets with 
higher expected returns (because of the volatility). 
Investors become near-sighted, or myopic regarding their 
investment decisions. This could lead to capital 
destruction. In other words we sell low and buy high. We 
encourage investors to make financial decisions based on 
longer evaluation periods (more than 3 years). Investors 
need to decide on an asset allocation strategy based on a 
sound financial plan. Consideration has to be given to 
clients risk tolerance as well as their need to invest in high 
growth asset classes in order to protect their purchasing 
power. During periods of market volatility or perceived 
uncertainty, it is important to ignore the short term and 
remain focused on the long-term investment goals. 
Offshore exposure and investment results 
A few comments regarding offshore investments: 
• The South African economy makes up less than 1% 

of the total world economy; 
• An investor could gain access to other markets and 

companies through offshore investing that would 
not be possible via a pure domestic allocation; 

• Foreign markets serve as further diversification; 
• Offshore exposure protects investors against a 

weakening rand;  
• Direct offshore investing can be considered for 

reasons such as a hedge against political 
uncertainty as well as studying abroad; 

• Foreign investments carry additional risk in the 
short-term as it is exposed to currency fluctuations. 
A long investment horizon is therefore important; 

• As long as there is an inflation differential we 
expect the Rand to depreciate against other major 
currencies. This is our long-term view. 

For better insight, let’s have a look at what happened 
with an investment of roughly R2.5m over the last 12 
months. Assume you started with R2.5m and the 
balance remained the same; i.e. with a ZERO return. 
Date R/$Exchange Rand Value USD 
Dec 2015 15.28 R2.5m $163,610 
Mar 2016 14.91 R2.5m $167,670 
Jun 2016 14.77 R2.5m $169,260 
Sep 2016 13.92 R2.5m $179,600 
Dec 2016 13.57 R2.5m $184,230 
Mar 2017 13.04 R2.5m $191,720 
In US Dollar terms your investment improved by 17%! 
How much offshore exposure is appropriate? Having 
too much exposure does increase volatility. As a 
guideline, investors should consider having between 
30-40% of their total wealth exposed to offshore assets. 
Individuals with ample discretionary assets may 
consider increasing their offshore exposure beyond 
these guidelines, as they would likely not need to 
repatriate these funds in the short to medium term.  
Consideration should be given to estate duty and 
probate implications when investing directly offshore. 
Further, it is important to have the correct structures in 
place to mitigate the difficulties encountered with 
foreign jurisdictions. 


