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Short-term bonds = DFA One-Year Fixed Income
fund; Intermediate bonds = DFA Intermediate
Government Bond fund; Long-term bonds =
Vanguard Bond Index Long-term; Global bonds =
DFA Global Fixed Income fund; U.S. Large Market =
Vanguard Index 500 fund; U.S. Large Value = DFA
Large Cap Value fund; U.S. Small Market = DFA US
6-10 fund; U.S. Small Value = DFA US 6-10 Value
fund; Real Estate = DFA Real Estate Securities
fund; Int’l Large Market = DFA International Large
Cap fund; Int’l Large Value = DFA International
Large Cap Value fund; Int’l Small Market = DFA
International Small Company fund; Int’l Small Value
= DFA International Small Cap Value fund; and
Emerging Markets = DFA Emerging Markets fund.
This information is obtained from sources we
believe are reliable, but we cannot guarantee its
accuracy. Past performance does not guarantee
future returns.
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How’s this for throwing risk and return logic on its head: the two best performing
segments of the U.S. stock market this year are at opposite ends of the risk spectrum.
As a group, large, blue-chip growth stocks like GE, Microsoft, Coca-Cola, Merck,
and Wal-Mart are up 35% for the year while Internet stocks with their virtual earnings are up over 80%! In between, stocks that would have been considered reasonably priced at almost any other time in our history are languishing far behind.

These returns have been generated on the heels of one of the worst quarterly market
drops in our history. Is this our future? Panic selling followed by manic buying?
Will the only companies that grow and prosper be a handful of U.S. megaconglomerates, monopolists and shop-by-computer companies?

Personally, I think we’ll look back a few years from now and just shake our heads in
disbelief.

Investor Psychology & Successful Investing
Jeff Troutner, TAM Asset Management, Inc.

Optimism, overconfidence, hindsight, confusing chance for skill, and ignoring the
big picture are behavioral tendencies that help people answer the toughest, most
basic questions of risk and reward: “Should I or shouldn’t I?” But these “tools” are
not useful for thoughtful, rational decision making according to psychologist Daniel
Kahneman of Princeton University. For over thirty years Mr. Kahneman has studied
how beliefs, biases, and preferences influence individual decisions and he shared his
thoughts recently in an interview with Dow Jones Asset Management magazine.
Following are some excerpts from that interview. The full text can be found on the
Internet at www.djassetmanagement.com

Winning and Losing

Biases and preferences... are effective comfort objects that tell people what they
want to hear. Yet what people want to hear is not what might be expected. To
be sure, most everyone would like their gambles to win, but what people really
desire—and where mental biases come into play—is not to lose. In fact, people
hate losing more than they enjoy winning.

Finance and investment has proven a rich laboratory to examine individuals’
reaction to gain and loss. A nascent field called “behavioral finance” has sprung
up around these issues, and some economists even believe that stock market
investors can exploit human nature for personal gain. Kahneman, now a professor of psychology at Princeton University, is not among this group; in fact, he
strongly believes that capital markets are largely efficient. These days, his
microscope is focused on an increasingly important aspect of investor psychology: the maturing relationship between individual investors and financial advisors.

Advisor/Client Relationships

At the moment, Kahneman contends advisors still have much to learn about
how their clients think. But he is hopeful that investment professionals will
come to appreciate the psychological demands of their job and communicate
with clients on that deeper level.
continued on back...

continued from front...

Kahneman: “Financial advisors ought to help the
investors they counsel take a broad view. They should
encourage their clients to think in terms of total wealth
and not in terms of separate investments. That’s what I
see as their primary role. Taking a broad view of problems makes you better able to tolerate risk and be closer
to risk-neutral.”

Active Management

Kahneman: “People see skill in performance where there
is no skill. Somebody tosses a coin and hits four heads in
a row. He either is very lucky, or maybe he knows something you don’t, or maybe he has a trick about tossing
coins. But it’s not such a rare event that you should be
very impressed by it. People are overly impressed by the
performance of money managers, who sell what they’ve
been doing for the past few years. It is difficult to realize
that you would get very similar patterns if there was no
skill at all in picking stocks or in running funds. The
results would look remarkably similar to what they actually do look like.

What’s really quite remarkable in the investment world is
that people are playing a game which, in some sense,
cannot be played. There are so many people out there in
the market; the idea that any single individual without
extra information or extra market power can beat the
market is extraordinarily unlikely. Yet the market is full
of people who think they can do it and full of other
people who believe them. This is one of the great mysteries of finance: Why do people believe they can do the
impossible? And why do other people believe them?”

Overconfindence

Kahneman: “In a world where most people are overconfident, you’re going to see a lot of trading. People are trading who have no business trading. They have an idea, and
they act on it. But they’re acting on noise. Trying to tone
that down and have people make global decisions rather
than a lot of small responses to noisy events is probably
the counsel of wisdom.

A former student of mine, Terrence Odean, looked at the
prices of stocks one year after individual investors bought
and sold them through a retail brokerage firm. Less the
transaction costs, the stocks that were sold did better on
average by 3.4%, which means that people are making
decisions, on average, quite badly. They are throwing
away, on average, close to 5% of their investment—3.4%
plus the transaction costs. This is solid evidence that
people are optimistic and overconfident. They think they
can improve their portfolio when in fact they would be
better off just hanging on to it.

Thinking in Broader Terms

Kahneman: “You want to have the attitude that life is a
series of repeated gambles. You make a lot of risky decisions; some work and others don’t. If you don’t evaluate
each decision separately, but occasionally you take stock
of how well you’re doing, then you tend to be both more

rational because you take a broader frame and more comfortable because you experience losses with less emotion.

That was Bernoulli’s [the 18th century mathematician]
error —implying that people think in broader terms than
they do. It’s the responsibility of financial advisors to
make their clients look not at one investment at a time, but
to take a global view. It feels very unnatural to do it the
Bernoulli way, but, at least occasionally, people should do
it because they will make better decisions.

The disposition of people to hang on to their losers and
sell their winners shows how narrow mental accounts are.
People keep track of gains and losses separately. Thinking
globally, that cannot be right. Terrence Odean also studied
10,000 individual accounts at a brokerage firm. First, he
found that when people have a portfolio that contains winners and losers, they are twice as likely to sell the winner
than the loser. They don’t like to realize losses. As long as
they are hanging on to their losers, they haven’t lost. The
moment they sell, they have to admit that they lost money.
People are very reluctant to make that admission.
That fits the psychological tendency that Tversky and I
call “loss aversion,” which is the belief that people are
much more psychologically sensitive to loss than to gain.

Regret

Kahneman: “People’s anticipation of regret and their fear
of making fools of themselves are important forces that
control investor behavior. They have a great fear, for
example, of investing money in a stock and then the stock
immediately taking a dive. That mechanism is sure to
increase regret and unhappiness. When you consider selling, you’re setting yourself up for regret. Suppose you
decide against it and the market moves down. You feel
you should have sold, and you feel even worse because
you almost sold. The closer you came to doing something,
the more likely you are to regret not having done it. One
way people avoid regret is to spread investments over time
and not invest the whole amount at once. By and large,
those tactics are not optimal. They don’t make you rich,
but they do give some protection against regret.”

Experienced Investors

Kahneman: “Professional and experienced investors... take
a more global view. They have the sense that you win a
few and lose a few. They feel the regret associated with
losses less acutely than do people with less experience.
It’s harder for [investment advisors]. Their clients are
retail. To have a wholesale attitude when you’re dealing
with people who think retail is not that easy, and the basic
psychological phenomena are not going to be overcome.
There could be a change in the culture among advisors,
however. If advisors did see their responsibility as not
dealing with each investment as it comes but with the
broad picture, that could change things.”
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