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B
iases are a reality of the human
condition. A police officer,
interviewing three or four wit-
nesses at an accident scene, will

most likely get three or four different
versions of the same incident. Similarly,
three or four equity ana-
lysts can look at the same
company and come to dif-
ferent conclusions or iso-
late different key factors.
Behavioral Finance is the
study of how our percep-
tions and biases impact
the investment decision-
making process. Over the
last few decades, percep-
tions and behavior have
grown in importance in
the investment community, especially as
they illuminate the general ability of
investors to under-react or over-react to
certain events. A recent US News &
World Report article on Warren Buffett
referred to one particular focus on behav-
ior as “emotional IQ”:

“Investing is not a game where the guy

B E H A V I O R A L  F I N A N C E , O R  

“Which Way Do My 
Biases Go?”

with the 160 IQ beats the guy with the
130 IQ… . Once you have ordinary
intelligence, what you need is the tem-
perament to control the urges that get
other people into trouble in investing.”
Warren Buffett, US News & World
Report, 7/29/07

Buffet underscores that, given some rea-
sonable degree of intelligence, the key
attributes needed for one to navigate the
turbulent waters of investing are calm-
ness, patience, and a focus on your origi-
nal goals. Successful investors need to
avoid being swayed by the fear, anxiety,
and panic that periodically sweep over

the investing public. Emotions are a
huge factor contributing to the reac-
tionary nature of the investment and
financial world.

So, how might our biases and emotions
get us into trouble? How might we capi-
talize on these behaviors and reactions?

Over the last few decades,
perceptions and behavior have grown in

importance in the investment community,
especially as they illuminate the 

general ability of investors to under-react
or over-react to certain events.

M A R K E T
O U T L O O K
By Ralph Weil, CFA

Stock investors try to foresee the
future prospects of the companies
they own. They look at the econo-
my, the industry, and the competi-
tion in order to find the most
attractive stocks to hold. Trying to
predict the future requires some
conviction about the direction of
economic trends.

While the future is never certain,
the lessons from our past experi-
ences help us put things in per-
spective. Earlier this year, most
stock investors had a fairly san-
guine outlook. Although the
housing market was faltering,
many economists thought the
weakness would be contained.
Then, this summer investors were

continued on page 5continued on page 2
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Our hope for this newsletter is that
it will serve as a vehicle for 
educating our clients and friends

of our firm on the topics and concerns
that matter most to them. To that end, 
we encourage you to talk with your
Investment Counselor or contact us
directly about issues in your financial
lives, or in the lives of your children, or
concerning the charities you support, that
we can explore for you within these pages.

My intent is to use this column to keep
you up to date on the firm and our indus-
try in general. As I write this, we are well
into our first month together as Clifford
Swan Investment Counsel and very glad
for it. In Pasadena, we continue to oper-
ate out of two locations, South Lake and
Los Robles, but eagerly anticipate the
time when we will be under one roof

early next year. The Investment and
Research teams have been meeting
together for several months now. Our
new logo has been rolled out in all our
print materials and we expect our new
website to be up and running by year
end. Our most difficult transition issue
seems to be getting out our lengthy new
name when answering our phones! 

On the industry front, we are seeing a
trend in the reduction of retirement pro-
tection offered by traditional pension
plans. Recent political decisions, includ-
ing current pension legislation, appear to
be reducing the role of traditional pen-
sions while simultaneously shifting
retirement responsibility in the direction
of the individual retiree. This move has
implications not only for our industry,
but, more importantly, to those looking

toward retirement. Risk is being shifted
toward the individual in such a way that
individuals, and not pension plans, will
play an increasing role in their own
retirement savings. This trend has accel-
erated in recent years and may very well
drive a different view of investment suc-
cess - one that is much more about sup-
porting individual outcomes and less
about beating benchmarks. 

In this season of giving thanks and
expressing gratitude for the abundance in
our lives, let me take this moment on
behalf of all the partners and staff at
Clifford Swan to thank you for your
involvement with us over the years. As a
new firm, with two great legacies behind
us, we expect to exceed your expecta-
tions and invite you to share with us,
regularly, how we are doing. �

M E S S A G E  FROM THE PRESIDENT

By Peter Boyle, CFA, CIC

Welcome to the inaugural issue of the Clifford Swan newsletter, The Investment Counselor.

M A R K E T  O U T L O O K continued from page 1

stunned when the meltdown in the
sub-prime mortgage market seemed to
infect the whole financial system, not
only in the U.S., but all over the
globe. The ramifications were much
more far-reaching than almost anyone
had expected.

Suddenly, investors’ confident outlooks
were overturned. No one could say how
deep the financial damage would go.
Some banks and brokerage houses had to
write down assets. Some hedge funds
plummeted in value and then were
closed. Credit tightened and consumer
confidence fell. Everyone was waiting for
the next shoe to drop.

The stock market can’t stand uncertain-
ty. When no one can make a confident
forecast, investors run to the safety of
cash and short-term Treasury Notes. This
“flight to quality” can lead investors to
sell stocks indiscriminately, as we have
seen since the summer. When the out-
look becomes clearer, investors should,
once again, embrace the stock market.

There is still quite a bit of uncertainty
about the eventual outcome of the recent
financial turmoil. However, we think it is
a short-term problem and will be
resolved. Steps have already been taken
by the world’s central banks to restore
confidence in the system. Large banks are

joining together to provide liquidity to
some of the more distressed investments. 

We continue to stand by our believe that
owning high quality companies with
strong balance sheets, healthy cash flows,
and good management compensates
investors over the long term. Although
volatile stock prices are likely to contin-
ue in the near term, we think patience
will be rewarded. When stock prices of
good quality companies are driven down
by indiscriminate selling, opportunities
can emerge for disciplined, long-term
investors, as discussed in the lead article
of this newsletter, “Behavioral Finance,
or “Which Way Do My Biases Go?” �
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High Basis – Low Tax

By Terry Price

The tax advantages of
donating highly-appreci-
ated assets to a charitable
trust are widely known
and often discussed.

They include an up-front charitable deduc-
tion, avoiding estate tax on the donated
assets, and shielding large capital gains. 

Using the Four-Tier System

Yet, not as often discussed are the tax
advantages of donating high-basis unap-
preciated assets such as cash or bonds. The
concept can be more difficult to explain. It
often requires a more sophisticated
approach with a potential donor. And
such assets require more investment flexi-
bility to take advantage of the four-tier
characterization of income distributions.

As with highly-appreciated assets, both
the charitable deduction as well as the
avoidance of estate taxes benefit the
donor of high-basis assets. But significant
tax advantages are also available through
a properly structured investment portfo-
lio. The level of tax-exempt income can
often be increased above that possible if

the assets were held outside a charitable
remainder trust, such as a dedicated port-
folio of municipal bonds. Here’s how it
might work when a high-basis donation
such as cash or bonds is received.

Fashioning Tax-Advantaged Portfolios

Clifford Swan generally recommends
using individual securities
when investing portfolio
assets in life income vehi-
cles. If mutual funds are
used, the unpredictable
realization of their capital
gains eliminates the con-
trol needed to take full
advantage of proper port-
folio construction. Also,
the structure and timing of
mutual fund income flows
is often counter-productive
when designing a portfolio to benefit
from the four-tier distribution system.
With that in mind, the process begins
with asset allocation.

To avoid first-tier taxable-income distri-
butions, investments producing income
of that nature, such as corporate or gov-
ernment bonds, are minimized. The
focus instead is on high-coupon munici-
pal bonds and high-quality individual
stocks chosen for long-term appreciation
and low portfolio turnover. Also, a larg-
er-than-normal cash position is often
established using a tax-exempt money
market fund or short-term adjustable-rate
municipal bonds.

Cash Flows

The only taxable income such a portfolio
should produce during the first years is

likely to be from stock dividends, which
at current rates are quite modest. It is
unlikely any capital gains would be real-
ized. So, to meet the annual trust distribu-
tion requirement, first the dividend
income is used. Then, tax-exempt bond
income is distributed. Because no capital
gains are incurred, the remainder of the
distribution must come as a return of prin-

cipal taken from the tax-exempt money
fund established during the initial asset
allocation process. Unless a capital gain is
realized in any given year, each successive
year would look much like the first.

Some time in the future, it is expected
a few stocks may need to be liquidated
to provide cash for distributions. And
over time, investment decisions would
probably require some changes to the
equity portfolio. Those trades would
likely trigger some realized capital
gains. Those gains would then be dis-
tributed along with the dividends and
tax-exempt muni income. Depending
on the required percentage level of pay-
out, in all likelihood a return of princi-
pal would continue to be made. The
following table illustrates our example
for a $100,000 unitrust requiring a 6

P L A N N E D  GIVING NEWS

continued on page 4

The level of tax-exempt income can 
often be increased above that possible if
the assets were held outside a charitable

remainder trust, such as a dedicated 
portfolio of municipal bonds.
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P L A N N E D  G I V I N G  N E W S  continued from page 3

percent annual payout. The third year
assumes some capital gains are realized.

As evidenced by the table’s categoriza-
tion of cash flows, a well-crafted portfo-
lio of individual stocks and bonds can
take advantage of the tax savings allowed
under current regulations. In the first
two years of our example, it is expected
nearly all distributions are made tax free.
In later years, the percentage drops a bit

due to the realization of capital gains.
But the savings are still significant as
capital gains are taxed at only 15 percent.

Our Assumptions

For this illustration, we made the following
assumptions and estimates which appear
reasonable in today’s investment environ-
ment. We assumed an annual 10 percent
total return from stocks. On average, we

expect 8.5 percent from price appreciation
and 1.5 percent from dividends.

We specifically recommend high-coupon
municipal bonds with average coupons of
about 4 percent. This does not imply low-
quality or so-called junk issues. It simply
reflects the advantage of our preference
to use individual securities rather than
mutual funds. By doing so, we could pur-
chase existing high-quality bonds issued
during periods of higher interest rates.
Credit quality is never compromised.

Tax-free money market funds yield about
3 percent currently.

As discussed above, our example does
not anticipate the need to realize capital
gains for the first two years. Thereafter,
we would expect portfolio turnover of
about 20 percent a year. �

I have considerable savings and a 
good income. Do these things help my
credit score?

No. Your credit score is not based on
your income or your assets. It is based on
your ability to manage credit. The five
factors used to calculate your credit score
are: 1) your payment history, 2) the
amounts owned, 3) the length of your
credit history, 4) the amount of new
credit, and 5) the types of credit in use.

I have an old credit card that I’m not
using any more. I’d like to cancel it to
simplify my financial life. Will cancelling
the card improve my credit score?

No. Your credit score is based on your
credit history. Part of that history is the
length of time that you have successful-
ly managed debt. If there is no annual
fee, you should keep your oldest credit
cards open even if you are no longer
using them. 

It seems as though I get offers for new
credit cards in the mail every day. I don’t
need any new cards, so I’ve been throw-
ing those offers away. Should I continue
to do that?

Yes. If you are satisfied with the credit
cards you have now, and don’t need any
more credit, you should continue to toss

the offers. Part of your credit score is the
amount of new credit you are taking on.
Opening too many new accounts hurts
your credit score.

Where can I find more information about
maintaining a good credit score?

Fair Issac Corporation, the firm that
invented the FICO score, has published
an excellent brochure, “Understanding
Your FICO Score.” We would be 
happy to provide you a copy. Please call
your Clifford Swan Investment
Counselor if you would like us to send
you the brochure. �

Q U E S T I O N& ANSWER

By Carolyn Barber, CFA

The recent downturn in the housing market has led to a credit crunch. Lenders of all types are tightening
their standards, making it more difficult for some borrowers to qualify for loans. In this environment, it
is more important than ever to maintain a good credit score.

The Four-Tier Distribution of Income

Year 1

Year 2

Year 3

Fed Tax Rate

Tier 1

Dividend

Income

900

977

1,060

15%

Tier 2

Capital 

Gains

-

-

2,127

15%

Tier 3

Muni 

Income

1,500

1,392

1,280

0%

Tier 4

Return of

Principal

3,600

3,722

1,732

0%

Total

Distribution

6,000

6,090

6,199

After-tax

Distribution

5,865

5,944

5,721

Percent 

Tax Free

98%

98%

92%
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B E H A V I O R A L  F I N A N C E continued from page 1

flows. The common thread between
these two theorists was that assump-
tions, errors, and emotional biases were

at work in the invest-
ment market, distorting
the traditional financial
theorists’ “rational
model.” Subsequent
efforts by others have
added to the growing
body of work in behav-

ioral finance and provided support to
the basic theory that the investment
world, like individual investors, cannot
be fully explained by rational concepts
of risk and return.

II. History in Perspective

History further supports this theory
behind behavioral finance with numer-

ous examples of human miscalculations
and market inefficiencies. One particular
incident of note was the stock market
crash of 1987.

In October, 1987, the U.S. economy was
reasonably healthy and interest rates
were rising. Yet, on October 19th, the
Dow Jones Industrial Average (DJIA)
dropped from 2247 to 1739, a decline of
508 points or nearly 23%, in less than

Which way do our biases go? While the
volatility of the current stock market
makes these particularly timely ques-

tions, the behaviors of investors and the
investment marketplace have been the
subject of much interest and debate since
their beginnings. To answer the ques-
tions posed, let’s look at some back-
ground about current investment theo-
ries and some historical context for
where we find ourselves today.

I. Background Theories

During the 1950s and 1960s, the
finance and investment community saw
the rise of Modern Portfolio Theory
(MPT) and the capital asset pricing
model, central concepts in investment
studies today. These theories were built
on the now commonly accepted princi-
ple of the direct relationship between
risk and return in investments (higher
potential risk for higher potential
return, and vice versa). While these
theories have been instrumental in
advancing understanding of the invest-
ment and finance worlds, attempting to
define these worlds solely in terms of
risk and return is limiting. 

Partly in reaction to the limitations of
MPT, during the 1980s and 1990s,
behavioral finance received more atten-
tion. This field added psychological and
behavioral observations to traditional
finance theory to make a more robust
model for understanding investment
markets. Two key Nobel laureates in
this field were Daniel Kahneman, a psy-
chologist whose work focused on the
reactionary behavior of investors, and
Vernon Smith, an experimental econo-
mist who created market “bubbles” in
actual lab experiments where partici-
pants received varying information

seven hours. By any measure, this decline
was stunning and jolting. Had the busi-
ness value of the underlying 30 compa-
nies in the DJIA actually declined 23%?
Were the plants, inventories, receivables,
loans, trademarks, human capital, and all
other assets actually now worth 23% less
than the Friday before, October 16th?
We think not. 

Generally, history shows us that stock
markets and stocks, in the long term,
will tend to gravitate towards their
intrinsic value. However, over the short-
er term, market psychology - fear and
greed - can create distortions in market
prices that differ greatly from intrinsic
values, as demonstrated by the crash in
October 1987. Much of what drove the
market down over several days was anxi-
ety over high valuation levels, com-

pounded by computerized portfolio
insurance programs all trying to execute
their exit strategies simultaneously…and
not finding enough room for everyone to
get out the door. Interestingly, within 18
months the DJIA had recouped all its
losses and returned to the 2200 level,
ultimately reaching nearly 3,000 in July
1990, prior to the Gulf War and the sub-
sequent recession. 

continued on page 6

Dow Jones Industrial Average Daily Closing Prices
July 31, 1987 - July 27,1990

Source: Bloomberg

One of the keys to our approach is to look
at the prospects for each of our stocks

over a three-to-five year period. 
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Before any stock enters your portfolio,
Clifford Swan’s investment profession-
als assess the factors which might affect
its business over a three-to-five year
time period. Our foremost concern is
that any company being considered is a
quality business we would be comfort-
able owning over the long term. Rather
than feeling the pull of market reac-
tions, we focus on market opportunities

as they emerge and are not constrained
by the “style boxes” now popular in dis-
cussing investment managers. 

After a company is found to have the
business qualities necessary for poten-
tial inclusion into your portfolio,
Clifford Swan assesses what the compa-
ny is worth using a variety of valuation
metrics. If that company’s valuation is
attractive relative to other investment
choices, it is considered for inclusion
in your portfolio. We continue to
update our estimate of the company’s
valuation throughout your holding
period. Basically, a focus on the long
term allows us to maintain our “emo-
tional IQ” and keep our eye on the
underlying values and fundamentals of
each company. 

“In the short run, the market is a voting
machine but in the long run it is a
weighing machine,”  writes Benjamin
Graham, professor and author of Security
Analysis. We generally know which way
our biases are going, and, as a result,
have a pretty good estimate of the
“weight” of our companies. �

III. Rational Approach in a Sometimes
Irrational (Investment) World

How then does our understanding of
behavioral finance affect our invest-
ment philosophy, process, and disci-
pline? If Warren Buffet is correct in
stating that “to invest successfully over
a lifetime…what’s needed is a sound
intellectual framework for making deci-
sions and the ability to keep emotions
from corroding that
framework,”(Preface to
The Intelligent Investor),
what “framework” do we
use at Clifford Swan to
make our investment
decisions? One of the
keys to our approach is to
look at the prospects for
each of our stocks over a
three-to-five year period.
Why is a longer-term
view an advantage? Many large institu-
tional investors and mutual fund man-
agers, who comprise a very large per-
centage of today’s stock market partici-
pants, are highly incentivized to deliver
fund performance over a much shorter
time period. These incentives under-
standably shorten the investment hori-
zons of these managers, who need
strong performance relative to their
peers year in and year out. Even job
security may become a factor in those
investors’ decisions. 

It is in the short term that market psy-
chology reigns supreme and cognitive
errors by investors are more likely to
occur, resulting in greater volatility for
stock prices. When an investor is able to
take a long-term view, there are simply
fewer participants and less competition
for superior long-term returns. In addi-
tion, because of this approach our
turnover tends to be much lower, which
we believe benefits the investor, as com-
pared to the high turnover, high tax cre-
ation situation of many mutual funds and
investment professionals. 

B E H A V I O R A L  F I N A N C E continued from page 5

Rather than feeling the pull of market
reactions, we focus on market opportuni-

ties as they emerge and are not con-
strained by the “style boxes” now popular

in discussing investment managers.
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