Summary:

e We tend to anchor
our investment choices
on information that
supports our hopes,
needs and wishes.

e We focus on informa-
tion that confirms
those choices, not
objective reality.

e We discount informa-
tion that is not consis-
tent with our invest-
ment choices, but live
in fear of a bad out-
come.

o Safe bonds provide
highly predictable cash
flows and outcomes.
Can you anchor on
that?

To learn more
visit our website at
www.allbondportfolios.com
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Ditch the Casino of Hope and Fear

Part of our behavioral makeup is
making financial decisions based on
inaccurate or incomplete informa-
tion. For example, suppose you were
offered two investment choices: a
volatile investment that might return
10 percent or more per year; or a
more conservative investment re-
turning 4.5 percent per year. Both
might not meet your future retire-
ment needs. Which one would you
choose? Behavioral economists
would say that we “anchor” our deci-
sion on the investment that speaks
to our hopes, needs and wishes, even
in the face of logical and substantial

evidence to the contrary.

Does it agree with me?

We have a further tendency to focus
only on information that supports
our decision. This is called
When our

“confirmation  bias.”

thinking slips into this mode, we
tend to gloss over inconsistencies
and risks and look only for infor-
mation that confirms our view.
For example, a prospective client
who we will call Jim, a Florida
litigator by trade, gave Stan a copy
of an offering proposal for a fund
that had a very consistent long-
term record of returning more
than 10 percent per year. Jim
asked Stan to review it. Stan sug-
gested that Jim pass on the oppor-
tunity because the fund had no
independent custodian. Stan ex-
plained that without an independ-
ent custodian, there would be no
independent party verifying that
Jim’s assets were actually there.
Jim explained that he was told
that a custodian was expensive,
just complicated things, and got
in the way. Stan replied: “Yes, that
is what custodians are supposed
to do!” Jim decided to invest with
the fund because he thought the
hoped-for 10 percent was better
than the 4.5 percent that he could
get with safe individual tax-free
bonds. Years later we discovered
that Jim had put his money with
Bernie Madoff. You know the end
of this story!

Individual Bonds: In a class by themselves

Buying and holding high grade individual bonds to maturity is not a trad-

ing strategy. It is instead a loan to a financially secure borrower that re-

sults in a highly predictable future cash flow to the lender. By using a buy

and hold to maturity approach, you simply remove yourself from the

“casino of hope and fear” that characterizes trading strategies for individ-

ual investors. In the last 7.5 years our muni-bond portfolios, composed of

only highly rated individual tax-free bonds, have generally increased by 50

percent in the aggregate. That is simply a compounded yearly return of

4.5%. No losses! Can you ‘anchor’ on that?

And your assumptions?

The concept of confirmation bias
is elaborated in a book titled WHY
Smart People Make Big Money Mis-
takes and HOW to Correct Them:
Lessons from the New Science of

Behavioral Economics by Gary Bel-
sky and Thomas Gilovich. They
suggest if we come at this idea from

the other direction it can be called
“disconfirmation disinclination.” In
English, this means that we avoid
focusing on anything that chal-
lenges our assumptions. For exam-
ple, it had to be quite evident to
smart investment bankers that if
they packaged mortgages and sold
them without risk to themselves,
then there would be little reason to
keep the mortgage packages
healthy. This was obvious to any-
one inside the mortgage game.
However, once the financial market
executives saw the money to be
made, the banks and brokerage
houses swallowed their own adver-
tizing and purchased their own
toxic brews. Seeing the demand for
the securitized loans, it became
very difficult, even for insiders, to
turn away.

“Hope is not a strategy”™

Once we become aware of our ten-
dency to “anchor” on an investment
objective, we can see the result of
“confirmation bias” by looking at
the outcome of conventional in-
vestment advice. After experiencing
the brutal reality of the 2007-2009
losses in the stock market, many
investors are beginning to realize
that relatively safe “plain vanilla”
bonds actually present a fundamen-
tally different, more secure way of
investing and planning for the fu-
ture.

*Michael A. Dubis, financial planner



Summary:

® Bonds have outper-
formed stocks for long
periods of time.

e The risk premium is
defined as the amount
investors hope to earn
on stock above the risk
free rate on Treasury
bonds.

® The risk premium for
stocks has been zero for
long periods of time,
including the past 40
years according to
Arnott.

To learn more
visit our website at

www.allbondportfolios.com
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Stocks for the Long Run?

Robert Arnott challenges the point of view that over many decades stocks outperform bonds. The amount inves-
tors hope to earn from stock above the risk free rate on Treasury bonds is called the “risk premium.” Even we
were surprised to learn “... that the 40 year excess return for stocks (the risk premium), relative to holding and
rolling ordinary 20-year Treasury bonds, is not even zero.” Arnott’s chart showing the historic advantage of
bonds over stocks is presented below:

Stocks For The Long Run

How Long Is The Long Run, Anyway?

Stock vs Boned, Cumulative Relative Performance, Dec. 1801-Feb. 2009
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Source: Standard & Poor’s, Ibbotson Associates, Cowles Commission and Schwert.
Graphic courtesy of Journal of Indexes, found in Robert Arnott, “Bonds: Why Bother?” May/June 2009, pp. 10-17

Hildy & Stan Richelson are bond experts and authors of 4 bond books, including their recent best-
seller “Bonds: The Unbeaten Path to Secure Investment Growth, Bloomberg Press, 2007

Important Disclosure Information

Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product made reference to directly or indirectly in this newsletter (including the investments and/or investment strategies
recommended or undertaken by Scarsdale Investment Group, Ltd.), will be profitable, equal any corresponding indicated his-
torical performance level(s), or be suitable for your portfolio. Due to various factors, including changing market conditions, the
content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from
Scarsdale Investment Group, Ltd. To the extent that a reader has any questions regarding the applicability of any specific issue
discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her choos-
ing. A copy of Scarsdale’s current written disclosure statement discussing our advisory services and fees is available for review
upon request.
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