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After a strong 2013, stocks got off to a more subdued start so far in 2014, with U.S. 1 and International 

Stock 2 indexes up about 1%. Meanwhile U.S. 3 and international 4 Bond indexes are up around 2-3%. 

While financial markets have been trying to push aside worries regarding the Ukraine crisis, it appears 
to be an issue that won't go away quietly. While there are many issues at work here, the primary 

concern that this raises for the markets is Europe's reliance on Russian natural gas. It is said that 
Russian State-Owned Gazprom supplies 30% of Europe's natural gas needs, and half of that travels 
through Ukraine. While Russia has cut-off gas supplies to the Ukraine in the recent past (2006 & 

2009), these episodes only lasted from a few days to a few weeks. It is the possibility of a more 

prolonged interruption that has some investors worried. However, just as Europe is reliant on Russia 
for its natural gas, Russia is reliant on Europe for its revenue. 

Despite the market's worries, investors have continued to fund speculative IPOs at questionable 

prices. In fact, according to the Wall Street Journal 5 , 83% of companies that went public over the last 

three months were not profitable. That is the highest level since the 1st quarter of 2000 when 84% of 

companies going public were unprofitable. 

However, the interest in these IPOs shouldn't be all that much of a surprise considering just over 40% 

of those companies were biotech companies and biotech was the best performing sector last year. 

Investors have an uncanny desire to chase what has done well, with little worry about what they are 
paying in terms of valuation. 

"Time is your friend; impulse is your enemy." 
- John Bogle, Founder, The Vanguard Group 

While investors are aware of the importance of diversification and having a proper asset allocation 
plan, it could be argued that it matters very little unless that plan is adhered to. Unfortunately, one 
very well documented investor phenomenon is the ability to poorly time the market, chasing sectors 
and asset classes that have recently done well or selling those that have recently done poorly. In fact, 

there are numerous studies678 that have measured the effects of investor's decisions to buy, sell and 

switch mutual funds. These studies consistently show that the average mutual fund investor earns 

less, and in many cases substantially less, than the average mutual fund itself returns. Based on the 
various timeframes of these studies and the various measurement techniques, they show that this 

investment vs. investor performance gap pretty consistently ranges between 1-4% per year over 
longer-term timeframes of 1 O+ years. 
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Interestingly this "gap" can also be seen when looking at investors long-term returns in one of the 
largest index mutual funds which track the S&P 500, The Vanguard 500 index Fund9

. The return of 
the fund over the last 1 Oyrs (as of 3/31/14) was 7.3% per year but the average investor in the fund 
(based on asset flows into and out of the fund) only returned 5.7%. Over the last 15 years, one of the 
historically worst periods for stocks, the fund returned only 4.4% but the average investor returned 
only 2.3% per year (barely half the return of the fund). 

Blame the Interpreter 

There is a neuroscientist named Michael Gazzaniga, who is best known for his early study on split
brain patients. A very interesting finding from that research is that there is a part of the left brain 
termed "the interpreter" that takes any effect it sees and quickly creates a cause to explain it. This part 
of the brain is also constantly seeking out patterns in the information it receives. 

While "the interpreter" is generally very good at piecing together various bits of information, it tends to 
perform badly when randomness plays a large role in what it is seeing (as is often the case in day-to
day stock market movements). A great example of this is shown in a recent experiment in a paper 
appropriately titled "The Price of Luck"10

. 

The Price of Luck 

In this experiment, one group of students (group A) each flipped a coin 5 times and made a guess 
about each coin flip. They were rewarded 2 Euros for every correct call. Another group of students 
(group B) simply observed them. Group A member guesses ranged from 0 out of 5 correct to 5 out of 
5 correct. Next, students from group B were given money (10 Euros) and told that students from 
group A would participate in another round of calling coin flips. Group B members would win money 
for every correct call and lose money for each incorrect call by the person they were assigned to. 

The catch is that all observers from group B were assigned to the Group A member that guessed 0 
out of 5 coin flips correctly. The researchers then individually gave group B members a choice. They 
could either stay with their default person (the one who correctly guessed 0 out of 5 coin tosses) or 
they could pay a portion of their money to switch to the student who guessed the most right. 
Considering the fact that calling a coin toss is completely left up to chance, the participants had no 
valid reason to pay money for another student to call the coin toss. However, 82% of the students 
paid to switch to the person who guessed the most right in the first round. On average, the students 
paid 30% of the money they were given to have a different student call the coin tosses. Worse yet, 
these were students of finance who were explicitly taught about randomness. 

Versions of this type of error show up time after time with investors. Seeing short-term 
outperformance by a fund or asset class, investors infer causes for that outperformance that in fact 
may not exist and go one step further by extrapolating that cause and effect relationship into the 
future. 



Sticking to the Plan 

The news media is not going to stop feeding the desire of "The Interpreter" to quickly assign a cause 
to every market movement. It's something that we witness every day. 'The market did X because of 
Y". The reality is the market is much more complex than that and everyday different market 
participants are making moves for completely unrelated reasons to those being reported as "the 
cause". 

We continue to believe a well-diversified portfolio, consistent with your goals, is key to mitigating risk 
and accomplishing your objectives. However, the key to maximizing those benefits is to resist the 
impulses and behavioral biases that eat away at returns over time. 

We appreciate your trust and are here to serve you. As always, don't hesitate to call or e-mail with any 
questions. 
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Opinions expressed are not intended as investment advice or to predict future performance. All information is 
believed to be from reliable sources; however, we make no representation as to its completeness or accuracy. 
All economic and performance information is historical and not indicative of future results. The S&P 500 is an 
unmanaged group of securities considered to be representative of the stock market in general. You cannot invest 
directly in an index. Past performance does not guarantee future results. 
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