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Dear Clients:       
 
We all realize that the ups and downs of the market can result in emotional ups and downs as well.  
This is not a particularly new insight.  Emotions play a natural, important role in investment deci-
sions.  We believe it is best, however, to diminish the emotional inputs that factor into our choices.  In 
fact, our job has sometimes been described as “taking the emotions out of investment decisions.”  Up 
until now, however, there has been little study of the relationship between emotions and decision-
making, particularly with regard to investments.   

 
Recently this emotional side of decision-making has received some high level 
research.  Four well respected academics, Daniel Gilbert (Harvard, psychology), 
Tim Wilson (Virginia, psychology), George Loewenstein (Carnegie-Mellon, psy-
chology) and Daniel Kahneman (Princeton, economics), have questioned the 
decision-making process that shapes our sense of well-being: how do we predict 
what will make us happy or unhappy – and then how do we feel after the ac-
tual experience?  As an extremely broad summary, they have concluded that 
almost all actions are based on our predictions of the emotional consequences 
we have to events.   
 

While at first blush this ability to match up our forecasted reactions with our actual emotional re-
sponse may seem far afield from investments, a recent presentation we attended brought this think-
ing much closer to our client’s concerns.  The program again sighted Daniel Kahneman, this time for 
his 2002 Nobel Prize-winning research on decision-making under uncertainty, in which he pointed 
out that investment decisions often depart from what accepted economic theory would support, and 
even from the basic principles of probability.  He claims that investors often base their investment 
decisions on subjective assumptions or propositions, which in turn leads to uncertain emotional reac-
tions, the most common being fear and greed.  The Bugg/Dean team attempts to limit the role these 
feelings play by creating a structure with realistic expectations, and then adhering to that structure 
no matter which direction our heart strings pull us.   Addressing our emotions and expectations up 
front for decisions today can result in better prediction and understanding of our emotional responses 
tomorrow.   
 
The research gets a little technical at this point, proposing that reactions to investment outcomes are 
not a function of averages (an objective measure over long periods of time),  but rather are more 
closely aligned with variance from the mean.  Recently, we attended a seminar given by a major 
mutual fund company in which we learned that, for example, the S&P 500 has returned an average 
total return of 10.2% per year since its inception in 1926.  Recent research indicates that this is gener-
ally an accurate portrayal of what folks expect their portfolio to return on a consistent basis.  Yet, the 
fact is that the S&P fell within a 10% range (+/- 1.02%) of this “expected” 10.2% return in only four out 
of the 77 years.  For the other 73 years the return was below 9% or above 11.2%¹.  We would assume  



Prepared from sources believed to be accurate.  Buttonwood Partners, Inc. does not specialize in tax law or providing tax advice.  

Consequently, this information is not a substitute for individual advice from a tax professional. 

that few would be upset in those years above 11.2%, but how did people feel for those years that fell 
below 9%? The research indicates that the emotional reaction was “out-of-whack.”  The pain of fail-
ing to meet expectations was greater than what was predicted even though the returns were well 
within the range of expected outcomes. 

 
We have all experienced these feelings in the last few years (unless we buried our 
heads in the sand – i.e., just did not open our statements).  The Bugg/Dean team 
tries very hard to remain objective in our advice. We look at the long-term market 
tendencies to create realistic portfolio expectations.  The emotional aspect of these 
decisions is also at the forefront of our minds – your responses are very important 
and real.  Through discussions with you, questions about your risk tolerance, consid-
eration of “how well you sleep at night” and from your own evalu-
ation of your response to potential investment results, we  create 

portfolios for the long-term future.  Certainly, we always want to maximize perfor-
mance.  Yet, as the research indicates, laying out an acceptable investment strate-
gy is largely the result of how closely we meet the client’s expectations -- whatever 
they may be.  We know there will be fluctuation in all investment       vehicles.  
How well we mix and match these to your expectations is a very big part of our 
work.     Recognition of this fact by both parties should help us move closer to a 
satisfactory result for all. 
 
As you have heard us repeat many times, we do not know what will happen next.  We are, however, 
more than willing to make (or assist you in making) decisions on how to invest for the future.  As we 
formulate a plan, predicting and planning for the emotional reactions of clients will continue to be a 
vital element of our approach. 
 
 
¹  These figures reflect the data from Standard & Poor’s Micropal.  Data as of 12/31/02.
  


