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rediction is very 
difficult, especially if 
it’s about the future.”  

(Niels Bohr, 1922 Nobel Laureate 
in Physics).  I thought of this quote 
when reading the article from 
Dimensional Fund Advisors Vice 
President Weston Wellington entitled 
Surprise! No Selloff in 2013.  The 
article addresses the issue of financial 
experts and their predictions of gloom 
for financial markets and economies 
for 2013.    
     The articles referenced were 
written in late 2012 and early 2013. 
The authors used strong terms such 
as dead, risky, and market plunge 
to elicit strong emotional responses 
from readers.  While those words did 
garner media attention, they were still 
only one person’s opinion.  
     In fact, if investors heeded those 
words of warning instead of ignoring 
the temptations of market timing, they 
missed out on some stellar returns in 
the US equity markets.  Much like 
the outcomes and upsets of the annual 
NCAA basketball tournament, you 
really won’t know how the year will 
end up until it’s over.   
     We know it sounds old hat, but 
it is best to ignore both soothsayers 
and naysayers and follow the basic 
tenets of investing.  That is, be 
globally diversified, use proper asset 
allocation, watch expenses, and never 
try to time the markets.

nvestors often endure poor 
timing and planning as many 
chase after past performance. 

They buy into funds that are per-
forming well and initiate a selling 
spree following a decline. This 
becomes evident when evaluat-
ing a fund’s total return compared 
with the investor return. Overall, 
the investor return translates to 
the average investor’s experience 
as measured by the timing deci-

sions of all investors in the fund. 
The image illustrates the investor 
return relative to the total return 
for a given fund. Over the short 
term, both the total and investor 
returns were positive and relative-
ly similar. Over a 10-year period, 
however, total return greatly ex-
ceeded investor return. Investors 
who attempted to time the market 
ran the risk of missing periods of 
exceptional returns. 
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he unusually strong perfor-
mance of US stocks in 2013 
was a welcome surprise for 

investors who are following a simple 
buy-and-hold strategy and a source of 
exasperation for many professionals 
caught flatfooted by the steady rise in 
share prices. 
     It was the best year for the S&P 500 
Index since 1997, with a total return 
in excess of 32%. The size and value 
dimensions were even more rewarding: 
2013 was the best calendar year since 
inception for the DFA U.S. Large Cap 
Value Portfolio, while the DFA U.S. 
Micro Cap Portfolio had its second-best 
performance in 32 years of operation.
     To some experts, it wasn’t supposed 
to look like this. A Barron’s cover story 
appearing in November 2012 warned 
investors to “get ready for the recession 
of 2013.” The title of a Time article on 
the outlook for financial markets that 
same month shouted, “Why Stocks Are 
Dead” in oversize type. A prominent 
economic forecaster who predicted the 
downturn in 2008 suggested that four 
elements—stagnating US economic 
growth, the European debt crisis, a 
slump in emerging markets, and mili-

tary conflict in the Middle East—could 
combine and lead to a “superstorm.”
     Another prognosticator—and long-
time Forbes columnist—ticked off a 
long list of worries, including a new 
wave of housing foreclosures, persis-
tent government deficits, weak consum-
er spending, high unemployment, and 
unsustainable corporate profit margins. 
His prediction for 2013: “the S&P 500 
Index drops to 800, a 42% decline.” 
Others fretted about a deepening slump 
in China that could drag the rest of the 
world down with it. 
     Detroit’s bankruptcy filing in July—
the largest American city to do so—and 
the acrimonious debate over public 
finances in many cities and states sug-
gested to some that a tectonic shift in 
municipal finance was underway with 
worrisome consequences. One promi-
nent Wall Street researcher observed 
that “the aftershocks of the largest 
municipal bankruptcy in US history 
will be staggering, and Detroit will set 
important precedents.”
     Individual and professional inves-
tors alike braced themselves throughout 
the year for a sharp selloff that never 
materialized. At times, the perverse 
reaction to rising prices was not delight 
but apprehension of an even steeper 
decline to come. On March 5, 2013, 
for example, the Dow Jones Industrial 
Average finally eclipsed its previous 

record of 14164.53, set in October 
2007. But the Financial Times reported 
that the prevailing mood among veteran 
New York Stock Exchange floor trad-
ers was “more anxious than joyful.” 
     Month after month, a Greek chorus 
of financial journalists recycled the 
same arguments we have heard regular-
ly for the past several years: Economic 
growth is well below average, stocks 
are expensive relative to earnings, 
corporate profit margins are historically 
high and can only come down, earn-
ings growth is too weak, asset prices 
have been artificially inflated by an 
expansive monetary policy, and so on. 
A sample of headlines that might have 
unsettled investors appears in the chart 
below.
     With so many economic hobgob-
lins to frighten them, many investors 
found it easy to dismiss more posi-
tive developments as unsustainable or 
irrelevant. Auto sales, for example, 
have been surprisingly strong in recent 
years, but investors could find plau-
sible reasons for caution in 2013. A 
New York Times financial reporter 
observed, “After steady increases for 
decades, Americans are driving less. … 
Walkable cities are growing faster than 
suburbs. And wherever people happen 
to move, they are buying smaller, more 
fuel-efficient cars. … All this means 
that autos—one of the biggest indus-



The Devil Wears Nada

tries in the United States—will not 
soon regain the explosive growth of the 
early 2000s.” 
     Some Americans are indeed buying 
more fuel-efficient cars; electric-only 
Tesla luxury sedans are popping up 
in driveways in tony neighborhoods 
across the country. But many other 
Americans are eagerly signing con-
tracts for powerful full-size pickup 
trucks; light-duty truck sales were up 

roughly 20% through November, and 
the Ford F-150 continues to be the 
best-selling vehicle in America by a 
substantial margin. Last year turned out 
to be a rewarding one for shareholders 
of most auto manufacturers and suppli-
ers as well.
     What can investors learn from this 
year’s market behavior? Most of us ac-
cept the idea that predicting the future 
is difficult. And predicting how other 
investors will respond to unpredictable 
events is harder still. But, for some of 
us, the temptation to engage in such 
efforts is irresistible. If only we could 
do so, we could be so much wealthier, 
have the satisfaction of outwitting 
other clever market participants, and 
make ourselves more attractive to 
members of the opposite sex. But 
results from this past year tell us we 
should be skeptical of our ability—or 
anyone else’s—to do this well enough 
to outperform a simple buy-and-hold 
strategy. When investors are studying 
the long-run record of US stock market 

returns several years from now, we sus-
pect many of them will find it difficult 
to recall exactly what it was that they 
were so worried about and discouraged 
them from pursuing the capital market 
rewards that were there for the taking. 
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he global fashion industry is 
fickle by nature, pushing and 
then pulling trends to keep 

hapless consumers forever turning over 
their wardrobes. Much of the financial 
services industry works the same way. 
     Fashion designers, manufacturers, 
and media operate by telling consum-
ers what’s in vogue this year, thus 
artificially creating demand where none 
previously existed. What turns up in the 
boutiques is hyped as hip by the glossy 
magazines to make you feel like you 
“have” to buy it. 
     Likewise, much of the media and 
financial services industries depend 

on fleeting trends and built-in obso-
lescence to keep investors buying new 
“stuff.” Driving this industry aren’t so 
much the real needs of individuals but 
manufactured wants with short shelf 
lives. 
     Just as in fashion, many consumers 
jump onto an investment trend after 
it’s already peaked and the market has 
moved onto something else. So their 
portfolios can end up full of mis-
matched, costly, impractical creations 
such as hybrids, capital protected prod-
ucts, and hedge funds. 
     These products tend to be created 
because they can sell. So in early 2005, 
Reuters wrote about how banks were 
manufacturing exotic credit derivatives 
(instruments designed to separate and 
transfer credit risk) for investors look-
ing for ways to boost yield at a time of 

narrowing premiums over risk-free as-
sets.1 (A credit default swap is a credit 
derivative. It’s an over-the-counter 
financial instrument whose value is 
determined by the default risk of an 
underlying asset.) 
     Four years later, in the midst of 
the crisis caused partly by those same 
derivatives, the shiny new things were 
“guaranteed” or “capital protected” 
products as financial institutions rolled 
out a new line of merchandise they 
thought they could sell to a ready mar-
ket.2 
     Some investors made the mistake of 
swinging from one trend to the other, 
ending up with overly concentrated 

Source: Morningstar (www.morningstar.com), accessed 
January 2, 2014

1 “Demand for Exotic Derivatives Seen Grow-
ing—Bankers,” Reuters, Jan. 18, 2005.
2  “Investing: Storm Shelters,” Money Magazine, 
Oct. 1, 2009.
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ith interest rates still relatively low, 
the question today is by how much 
they are likely to rise. Histori-

cally, the 10-year Treasury bond has yielded, 
on average, about 2.5% over the inflation rate. 
With inflation at 1.5%, the 10-year Treasury 
bond typically would yield about 4.0%. In an 
attempt to support economic and job growth, 
the Federal Reserve has been purchasing long-
term Treasury and mortgage-backed bonds to 
keep interest rates artificially low. As long as 
the Fed kept this asset purchase program up, 
10-year Treasury yields remained relatively 
low. However, the Fed has begun tapering, and 
interest rates are likely to rise significantly in 
the near future. Both investors and advisors 
should be aware of the implications of rising 
interest rates.

portfolios—like a fashion buyer with a 
wardrobe full of puffy blue shirts. 
     While some of these investments 
may well have found a viable market, 
it’s worth asking whether the specific 
and long-term needs of individuals are 
best served by the design and mass 
marketing of products built around 
short-term trends. 
     Luckily, there is an alternative. 
Rather than investing according to 
what’s trendy at the moment, some 
people might prefer an approach based 
on long-term research, and built upon 
principles that have been tried and 
tested in many market environments. 
     Instead of second-guessing where 
the market might go next, this alterna-
tive approach involves working with 
the market, taking only those risks 

worth taking, holding a number of asset 
classes, keeping costs low, and manag-
ing one’s own emotions. 
     Instead of chasing returns like an 
anxious fashion victim, this approach 
involves investors’ trusting the market 
to offer the compensation owed to them 
for taking “systematic” risk—those 
risks in the market that can’t be diversi-
fied away. 
     Instead of juggling investment styles 
according to the fashion of the moment, 
this approach is based on dimensions 
of return in the market that have been 
shown by rigorous research as sensible, 
persistent, and pervasive. Instead of 
blowing the wardrobe budget on the 
portfolio equivalent of leg warmers, 
this approach spreads risk across and 
within many different asset classes, 

sectors, and countries through a tech-
nique called diversification. 
     And instead of paying top dollar 
for the popular brands at the expen-
sive department stores, this approach 
focuses on securing good long-term 
investments at low prices relative to 
fundamental measures. Buying high 
just means your expected return is low. 
     Most of all, instead of focusing on 
off-the-rack investments created by the 
industry based on what it thinks it can 
sell this week, this approach can help 
deliver long-term results based on each 
individual’s own needs, goals, and life 
circumstances. 
     To paraphrase the legendary de-
signer Coco Chanel, investment fashion 
changes, but style never goes out of 
fashion.

Fed Policy, 
Inflation, and 
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