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ñAs in driving, the secret to success is not 
making big mistakes.ò

Source: Charles Ellis, ñMy Investment Letter: Words of Advice for My Grandchildren,ò 
AAII Journal , October 2013 



The optimal strategy is not one that 
maximizes return, but rather one that 

helps you stick to your long - term 
investing plan and achieve your goals.



Our Brainôs Two Systems

Source: ñThinking, Fast and Slow,ò Daniel Kahneman (Farrar, Straus and Giroux, 

2011)



Our Brains Rationalize

We humans are likely to believe our decisions are correct

Overconfidence



Our Brains Rationalize

We look for information confirming our beliefs

Confirmation Bias



Our Brains Rationalize

We assume present conditions will continue into the future

Recency Bias



The Impact of Behavioral Errors

Source: ñ2015 Dalbar QAIB Highlights Futility of Investor Education,ò Dalbar, data from 
1995 to 2014



Economic and financial theory assumes 
humans act in rational ways.

Behavioral scientists have evidence 
suggesting otherwise.



Was This Rational?

Source: Kickstarter, July 12, 2014; $55,492 pledged in total



We Do Not Consider 
Expected Outcomes

Source: Illinois Lottery, February 8, 2015; Overall odds of winning are 1:32 (3%)



We Are Risk - Averse

Source: ñProspect Theory: An Analysis of Decision under Risk,ò Daniel Kahneman       
and Amos Tversky, Econometrica, March 1979



Biology Makes Us Risk - Adverse

Source: ñCortisol Shifts Financial Risk Preferences,ò Narayanan Kandasamy et al., 
Proceedings of the National Academy of Sciences of the United States of America, March 
4, 2014.



We Experience Bounded 
Rationality



What If You Are Nervous?

ÅAdmit you are scared by the markets, take 
a deep breath and wait a day before 
making changes to your portfolio

ÅSell investments that keep you up at night

ÅBut realize that if you want to beat 
inflation, you have to accept some 
volatility and down markets 



Cognitive Decline

ÅThe ability to make sophisticated decisions 
peaks at age 53 

ÅApproximately 1 in 9 Americans age 65 or 
older have Alzheimerôs disease according 
to the Alzheimerôs Association



Cognitive Impairment Affects 
Financial Skills

Source: ñFinances in the Older Patient With Cognitive Impairment,ò Eric Widera, Veronika 
Steenpass, Daniel Marson, and Rebecca Sudore, JAMA, February 16, 2011.



Simplify your strategy and be cautious 
about making big changes as you age



Use the Power of the Written Word to 
Your Advantage



Write and maintain emergency instructions 
on how to manage your portfolio.



Need another reason for writing down 
instructions for managing your portfolio?

Psychologists say people make more 
rational decisions when they are not in a 

crisis situation.



All AAII Portfolios Have Written 
Buy and Sell Rules

Model Shadow Stock rules located at http://www.aaii.com/model -portfolios/stock - rules

http://www.aaii.com/model-portfolios/stock-rules


My Favorite Investing Tool

(Itôs a spiral notebook)



AAII Dividend Investing Log



What I Write Down

ÅThe reasons why I bought an investment

ÅThe reasons why I would sell an 
investment

ÅUpdated news and fundamental data 
about the investments I own and monitor

ÅResearch notes about what Iôve looked at



Write down everything that matters to your 
portfolio, rather than keeping it in your 

head.

Itôs more important to remember birthdays 
and anniversaries than the details of your 

portfolio.



Among the things to write down is your 
long - term allocation strategy 



AAII Allocation Models

AAII Asset Allocation Models located at http://www.aaii.com/asset -allocation

http://www.aaii.com/asset-allocation


My 403(b) Allocation

Å20% Vanguard 500 (VFINX)

Å20% Vanguard Small -Cap Value (VISVX)

Å20% Vanguard REIT (VGSIX) 

Å20% Vanguard FTSE All -World ex -U.S. 
Small -Cap (VFSVX) 

Å20% Vanguard Intermediate -Term 
Investment -Grade (VFICX)



Key Points About Diversification

ÅThe mix of stocks, bonds and cash will 
have the biggest impact on your returns

ÅNobody knows how much inflation or 
interest rates will rise in the future



Diversify, Then Rebalance



Benefits of Rebalancing

ÅPrevents allocation drift, maintaining 
diversification benefits

ÅGives you a strategy for volatile markets

ÅForces you to buy low and sell high

ÅVanguard suggests annual or semiannual 
rebalancing when allocations are off target 
by 5% or more* 

Source: ñBest Practices for Portfolio Rebalancing,ò AAII Journal , May 2011



Rebalancing and Returns

ÅA $100K portfolio based on AAIIôs 
moderate allocation model

ÅNo retirement withdrawals taken

Å5% threshold used for rebalancing

ÅPerformance calculated from 1988 ï2014 

ÅVanguard index funds used to avoid 
impact of active management



Results From 27 Years of Data

Source: ñRebalancing Update: Retirement Adjustments Necessary,ò by Charles Rotblut, 
AAII Journal , April 2015



Other Allocation Approaches

ÅAllocate solely to one asset class

ÅSet allocation and (mostly) do nothing

ÅRebalance to a glide path

ÅSegment portfolio (bucket, by goal, core 
and satellite, etc.)

ÅTactical strategies

Source: ñChoosing the Right Portfolio Allocation Approach for You,ò by Charles Rotblut, 
AAII Journal , October 2014



Donôt Buy High and Sell Low

Source: 2015 Investment Company Fact Book, Investment Company Institute



Panicking Is Very Costly

*Allocation shifted to all bonds in 2003 and 2009 and back to target allocation in 2004 
and 2010; Source: AAII Journal , May 2014; Updated February 1, 2015



What If Your Timing Is Bad?

*Allocation shifted to all bonds in 2003 and 2009 and back to target allocation in 2004 
and 2010; Source: AAII Journal , May 2014; Updated February 1, 2015


