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The Fine Art of Wealth Management

If you do not already know, we are pleased to inform you that Eugene Fama has been awarded the Nobel
Prize in Economics. Professor Fama’s groundbreaking work on asset pricing and markets inspired the
founding of Dimensional Fund Advisors (DFA), and his ongoing contributions have guided their (and
our) investment approach for more than three decades. We extend our congratulations to Professor
Fama for this well-deserved recognition and thank him for his profound impact on Dimensional and on
investors worldwide. Speaking personally, it has been an un-matched privilege for me to attend annual
lectures by Professor Fama, to study his work and to engage in dialog with him over the years. Although
he has written several books and countless papers, we know him principally for two ideas: The Efficient
Market Theory and the Three Factor Model, which he developed with Kenneth French. As Fama himself
would say, these are both “models” – they are not “the truth.” If they were the truth, we would not call
them models. Therefore, they will almost certainly evolve, as continuing research explores their subjects.
Some call Economics the “Dismal Science,” joking that it has “predicted 11 out of the last 7 recessions.”
Today, this seems like an outgrowth of outmoded thought, from a time when economics was limited in
its ability to gather and study large amounts of data. Over the last fifty years, assisted by the power of
computers, the sub-field of Financial Economics has evolved significantly. Today, Finance is the most
successful branch of economics in terms of theory and empirical work, the interplay between the two,
real-world applications, and the penetration of financial research into other areas of economics. One of
the reasons for this success is the abundant supply of raw data – all stock and bond prices for all trading
days back to 1925.
Up through the 1950’s, before the development of formal models for understanding how prices are set
for financial assets, academic courses on investment taught security analysis - how to pick “undervalued”
stocks. In 1963, Fama taught the first course at the University of Chicago devoted to the ideas that led
to Modern Portfolio Theory (MPT). MPT brought several compelling ideas to portfolio management,
one of which is that portfolio risk differs from security risk and another of which is that investment risk
should be viewed in the context of the whole portfolio, not just piece by piece. An important example
of this is that two different securities, with the same degree of volatility (“risk”) when combined, can
produce a portfolio with less risk than either of them has individually, but without diminishing the
portfolio return. This finding led to work on the “correlation” among investments, or the extent to which
the volatility of separate investments coincides or differs. Because DHR has long used these principles
when building portfolios, our clients will recognize them.
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These years, the 60’s through the 80’s, also
witnessed increased acceptance of Fama’s most
famous work – The Efficient Market Theory
(EMT). Acceptance was slow in coming, having
had to climb the steep wall of resistance put up by
the financial services industry. Why resistance?
Because the EMT essentially says “why are you in
business?” to Wall Street, by demonstrating that the
Street’s fees are unsupported by performance and
that their notions of superior ability are not based
on facts.
As ideas in the field progressed, another Nobel
winner in Economics, William Sharpe, authored a
paper in 1964 establishing a famous offspring of
MPT, the Capital Asset Pricing Model (CAPM).
The CAPM provided the first precise definition
of risk and how it drives expected return, which
until then had been somewhat vague concepts. A
simplistic representation might say that the CAPM
postulates that the return on a stock is explained
by its volatility compared to the market and the
degree to which its fluctuation differs from that of
the market as a whole. Therefore, higher volatility
would support the expectation of returns higher
than the market. Until 1992, the CAPM was the
dominant theory for portfolio formation.
Until Sharpe postulated the CAPM, money
management had been entirely active, and
performance reporting was shoddy. The CAPM
offered a clean story about risk and expected return
(i.e., a model of market equilibrium) that allowed
one to assess and evaluate the performance of
active managers. Using the CAPM, researchers
began to shed light on the mutual fund industry
and performance evaluation via the CAPM quickly
became standard both among academics and
practitioners. This more precise measurement of
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performance illuminated the failures of some
fund managers. Right here in the Bay Area, the
first S&P500 fund was formed, at the Wells
Fargo Bank, for its institutional clients. Not long
after, John Bogle of The Vanguard Funds created
the first S&P500 fund for retail investment. Passive
management got a foothold, and active managers
became aware that their feet would forever be
put to the fire.
In 1992, Eugene Fama and Kenneth French
published a paper setting forth the underpinnings
of what became the “Three Factor Model,” which
states that three factors influence the performance
of portfolios of securities – the market, the size of
the companies whose shares are in portfolio, and
the position of the companies’ shares on a value /
growth spectrum. This model soon became
standard throughout the industry for the
assessment of portfolio strategy, virtually
replacing CAPM.
Today, having become widely accepted, “Modern”
Portfolio Theory is no longer so “modern,”
capitalization and value / growth are accepted as
drivers of stock returns and, by virtue of being
imbedded in Morningstar’s ubiquitous analytical
charts, the Three Factor Model, in one form or
another, appears everywhere. Looking ahead, it
seems possible that all these notions will change
over time and might even be set aside, as new,
improved understanding becomes available from
ongoing research.
We are indebted to Professor Eugene Fama for his
notable contributions to our understanding of the
world of finance.

Investment Matters in the Bond Market
In the last several months, no questions have
come to me more frequently than those regarding
anxiety over bond prices and losses in the bond
fund portion of portfolios. Conversation can help,
but it has limits in its ability to dispel anxiety. The
following offers more detail.
The expressed concern over the fluctuation in price
(loss of value) stems primarily from three sources
– media attention, recent investment losses and the
purpose of bond holdings in a risky-asset portfolio.
For several months, much of the financial press has
focused on the bond market, by providing warnings
of a price collapse if interest rates rise.
It is not unreasonable for the general financial
press to do this, because many investors truly are
vulnerable. Many have selected their bond funds
based on recent and current yield, reaching for the
most they can obtain in this difficult interest rate
environment, which they accomplish by investing
in funds that hold bonds with long maturities. As
you will see below, this can make them subject to
significant losses. Even so, the frequency of this
type of reporting has created more anxiety than is

necessary for many. However, all media must sell
its content and usually its advertising.
More importantly, many of us have a still-fresh
sense of the wounds we suffered in 2008. Now,
we are told that it might happen again, and that it
might happen where we are supposed to be “safe.”
Bonds are supposed to be our safety net, our
cushion, our “protector” from fluctuation. If that
is threatened – then what?
It might interest you to see the effect of the bond
funds in portfolio over the recent May / June
sell-off in the bond market. The chart below oversimplifies your portfolios, and for the most part,
gives less credit to them than is due. However, it
compares the S&P500 (blue), the EAFE Index
(green, NYSEARCH:EFA), the DFA Five Year
Global Bond Fund (yellow, MUTF:DFGBX)
and the DFA Two Year Global Bond Fund (red,
MUTF:DFGFX, near the zero line). You can see
the stabilizing effect that bonds produce. You
can also see that, so far, the Two Year Fund has
virtually recovered and the Five Year Fund is
approaching recovery.
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The chart below displays the first 60 days of
price activity around historical bond market “selloffs,” producing price declines. The display uses
a ten-year Treasury Zero Coupon bond, the price
volatility of which substantially exceeds that of
shorter, coupon bearing bonds. Nevertheless, it
offers some useful information. The recent sell-off
began on May 2 and lasted through July 7. You
can see that the maximum loss occurred on
about the 44th day, at about 11% of value. If you
compare this chart with the earlier one, you can
see that the loss on a five-year maturity would be
about half that, and on a two year maturity about
one-fifth that.

With respect to the memory of wounds – not the
wounds themselves - we can say that this too shall
pass. Memory fades, pain is not remembered. We
have recovered before and will again. The long
view of market history demonstrates this over and
over. Patience is still the key.
The threat itself is a different matter, and
overblown. In this section, I want to communicate
several points: the forecast of fluctuation in bond
portfolios is sound and likely to prove correct,
4

although we do not know either the timing or the
degree. However, fluctuation is not loss. Loss
occurs when one sells below cost. In bond mutual
funds, value recovers and rises above costs in
predictable ways, which I briefly describe below.
Bonds and the bond market are quite complex. In
the following, I ignore several of the complicating
factors, in order to focus on a few that have
significant effects on us. For example, I ignore
the “quality” of bonds, because DHR buys only
investment grade. I do not address default here,
because investment grade bonds rarely default and
mutual funds own many bonds, thus diversifying
such risk.
The fluctuation in price of a bond portfolio
(mutual fund, or portfolio of funds) has several
contributing sources. If we separate them, we
can better understand what to expect and how to
react. First, there is the maturity (or duration) of
the bonds that it owns. How many years will the
bond pay interest before it “matures” and repays
the principal? Second, there is the effect of time on
a fund. After a change in interest rates and bond
prices, what tends to happen next? Third, and this
relates to the “what” that “happens next,” there
is the fund manager’s action as interest payments
	
  
on investments come back to the fund and new
deposits of investment capital come in.
If one thinks of investing in a bond as paying
for a contract for a steady income for a period
of time, after which time you get your money
back, then, when deciding whether to buy such a
contract, one needs to know the amount of income
desired, the length of time it is needed and the
current market price for it. The desired income
will be produced by the bond interest. If we set
the amount of income at any given number, then

we need to know the market price for that amount
of interest. So, if you ask for $1,000 per year in
income when interest rates are 5%, then the price
is $20,000. Let’s say that you buy that contract,
like it and come back for more. But by then,
interest rates have risen to 10%. Now, the $1,000
income only costs $10,000. Not bad, except that
the value of your $20,000 bond has now declined
to $10,000. Who would pay $20,000 when the
same result is obtainable for half the price? Based
on this dynamic, the prices of bonds fluctuate with
prevailing interest rates. But, a factor is missing –
how long will the income last? If you paid $20,000
for a thirty year contract, then you have a long time
to wait to receive your initial investment back.
However, if you only bought a two year contract,
then you will soon see the value of your deposit
returned to you. (A thirty year bond will pay
significantly more interest than a two year bond, so
buying one is not necessarily irrational).
The following chart displays the reaction of
different bonds with varying duration, to a
change in interest rates. (Duration is shorter than
maturity, but I will use the terms interchangeably).
You can see that, for any given change in rates,
the quoted price of a shorter bond changes less
than that of a longer bond. Very few bond fund
positions in DHR portfolios have thirty year
bonds in them. The average maturity of our bond
fund portfolios falls between 5 – 10 years, or
between 2 – 5 years, depending upon the client.
Consequently, one can see that the amount of
price decline in a portfolio will be modest to
moderate, unless rates change precipitously
and persistently, which is unlikely.

The next question is: Once interest rates have
changed (in this context – risen) what effect does
time have? Should one sell the fund and take the
loss? It can take years to recover from stock
market declines. Do bond market declines have
the same effect?
As limited and intermediate-term bonds age,
their durations shorten at an increasing rate, in
a telescoping effect. A single year of aging will
shorten the duration of a five-year bond more than
it does a 10-year bond and will benefit a 10-year
bond more than a 20-year bond. A 30-year bond’s
duration, on the other hand, hardly responds to
a single year’s passing, while a portfolio of twoyear bonds can quickly recover. A portfolio of
bonds with maturities ranging from 2 – 5 years
will experience a relatively rapid recovery in
price, compared to the longer term bonds. DHR
portfolios are heavily invested in funds with twoyear and five-year maturities. Recovery will not
occur overnight, but it occurs predictably.
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As time passes, the bond fund receives interest
payments from the bonds it owns. Fund
management uses that cash to buy new bonds.
Naturally, new bonds have higher interest rates
than the ones in the existing portfolio (interest
rates have gone up). Buying new bonds with
higher rates increases the average yield on the fund
portfolio as a whole, so the fund’s value and price
to all investors rise concurrently. In addition to the
interest yield, the fund also receives new deposits
from investors, with which management buys new
bonds, with the same ameliorative effect. This
process happens all the time, virtually daily.
In sum, after a change in interest rates, the price
of a bond fund with short maturities will return
to its previous level, or an adjustment to it, fairly
quickly. I have predicated all this on assumptions, a
key one of which is that, once interest rates change,
they do not continue to change. That assumption is
unlikely to be true. Much depends upon the length
of time between changes in rates. If rates rise, then
soon rise again, then again, as they did in “the
Volker era,” (1979 through the mid 1980’s) and
then again in 1994 (seven meetings in a row of the
Federal Reserve) then bond owners will experience
a protraction of the above scenario. However, the
end of it will come and the recovery will begin.
The Current Estate Tax Law:
As you probably know, the Federal Estate Tax
Law was revised late last year. The new law has
several advantages for you - the magnitude; the
preservation of the unification, portability, and
exclusion provisions; and, most of all,
the permanency.
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Magnitude: Without action, the federal gift and
estate tax exemption would have reverted to
its previous level of $1 million. Under the new
law, the current $5 million exemption was made
permanent, indexed to inflation. For 2013, the
inflation-indexed exemption is $5.25 million. The
tax rate above that amount is now 40%, up from
the 35% rate of 2012, but still lower than the 55%
top rate that would have been in place without
congressional action.
Unification: The new law maintains unified
treatment of the gift and estate taxes, which means
that the exemption may be used for lifetime gifts
or bequests at death. With the exceptions noted
below, gifts made during your lifetime will reduce,
virtually dollar for dollar, the estate tax exemption
available at death.
Portability of spousal estate tax exemption.
The new law preserves the portability of any
unused portion of a deceased spouse’s estate tax
exemption. In other words, if one spouse dies
without using up his or her federal estate tax
exemption, the unused portion may be transferred
to the surviving spouse by the executor of the
deceased spouse’s estate. This means that in 2013
a married couple can together transfer up to $10.5
million tax-free.
Exclusion: The annual exclusion remains in
place. In 2013, gifts up to $14,000 are excluded
from all tax calculations, so pass tax-free. Gifts to
529 plans can be “front-loaded,” which means an
individual may give up to five years’ worth of the
annual exclusion in the current year, tax free. For
example, an individual could give up to $70,000
in the current year to a child’s 529 ($14,000 x 5),
and a married couple could give up to $140,000.
Clients should keep in mind, however, that if five

years’ worth of the maximum annual gift is made
to a person, no additional gifts can be made to that
person for the next four years without reducing the
unified gift and estate tax exemption amount.
Permanency: (Which should be understood to
mean “Until congress changes it again,” which
they have done several times in my career).

Stability in gift and estate tax law reduces
unpredictability. This is highly valuable. Planning
is extremely difficult if one cannot project legal
requirements into the future. While nothing is ever
assured (“except death and taxes”) this new law
has no “sunset” provision. This situation stands in
stark contrast to the gift and estate tax exemption
of past years.

Good Advice
This graphic appeared in The Washington
Post. Were someone to come to me at
age 65, with this note and the statement
that they had followed this advice for the
preceding 20 years, I would expect little
trouble helping them finance a comfortable
retirement. So, for those readers – or
relatives or friends of readers, who might
have a long time frame (can be less than
twenty years!) – we urge giving some
thought to this.
The Wisdom of Teddy Roosevelt
Although ranging widely in age, DHR clients
want to retire and live out the balance of their lives
in comfort, with confidence, plagued with less
anxiety and stress. Our role in this has to do with
the finances of it. Financial issues produce stress.
We wonder occasionally, is our job to help reduce
the stress of retirement or to help improve the
finances of it? Our expertise limits us to the latter.
Nevertheless, “Still I wonder...”
I want to tell you a brief story, about a client.
Rarely have I known a man as vigorous and active
as he at his age. We met when he was 72. For the
years I knew him, he was in love with his work
and worked a full day every day, including a fair

amount of travelling for business. Involved in a
professional occupation, he performed all of his
work through a “Personal Corporation,” although
he was the only employee. Then, one day, he told
us that he had made his plans to retire. The process
required several months to reach the time when,
like turning off the lights when leaving a room,
he reached the time to close the corporation. The
paperwork was not laborious – a few accounting
and banking forms and it was done. After finishing
it up, at age 84, he looked forward to the coming
days. He went to bed. He died in his sleep.
Across populations of working people, in cases
when death and retirement seem to come close
together, or when retirement is followed by
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depression and ill health, how do we know which
is the cause and which the effect? Does cessation of
work contribute to early death? Might there be an
underlying medical condition that caused both the
retirement and the premature death? When they come
in unexpected order or timing, is it
just coincidence?

and less-educated Americans has been growing so rapidly.
Examining the growing educational gradient in life expectancy
from 1997 to 2006, Montez and Zajacova focused on white
women ages 45 to 84. In addition to differential trends in
smoking by education, they concluded that among these
women ‘employment was, in and of itself, an important
contributor.’ The life expectancy of less-educated women was
being shortened by their lower employment rates compared
with those of highly educated women.

As William F. Buckley was wont to say: “Correlation
is not causation.” No, but how do we separate?

The researchers tried to test whether the problem was that
less-educated people had worse health, and therefore couldn’t
work. But they found that ‘the contribution of employment to
diverging mortality across education levels is at least partly
due to the health benefits derived from employment.’

Social and medical scientists have been researching
this type of series of events for some years.
Conclusions about causes and effects in the research
to date have been mixed. The broad issue revolves
around the question: Does the physical deterioration
we observe in people after their retirement occur
because of underlying poor health, which itself leads
people to retire? It will take time and a lot of research
to answer that, but recent studies might interest you.
If you haven’t locked the door yet, you might want
to leave the lights on for a while. The following text
comes from an article by Peter Orszag (who has
a very impressive bio as economist, pubic policy
advisor and author).
“Teddy Roosevelt once said ‘the best prize that life has to
offer is the chance to work hard at work worth doing.”
Recent research suggests he may have been more right than he
knew: Life’s “best prize” might actually extend life itself. Our
common perception is that retirement is a time when we can
relax and take better care of ourselves after stressful careers.
But what if work itself is beneficial to our health, as several
recent studies suggest?

Researchers at the Institute of Economic Affairs in the U.K.
have also recently identified ‘negative and substantial effects
on health from retirement.’ Their study found retirement to
be associated with a significant increase in clinical depression
and a decline in self-assessed health, and that these effects
grew larger as the number of years people spent in
retirement increased.
Similarly, a study published in 2008 by the National Bureau
of Economic Research found that full retirement increased
difficulties with mobility and daily activities by 5 percent
to 16 percent and, by reducing physical exertion and social
interactions, also harmed mental health.
Which brings us back to Mr. Roosevelt. Most of us seem to
think that we would be in better health if we won the lottery
and spent our days on the beach, rather than struggling with
sometimes stressful jobs. Yet the next time you think your job
is killing you, just remember that the evidence, if anything,
suggests the opposite. Your job may be saving your life.”

But if the work is not producing the stress, then what
is? Perhaps, the source of it lies within us and in the
ways we manage our lives. “Aye, there’s the rub.”

One of them, by Jennifer Montez of Harvard University
and Anna Zajacova of the University of Wyoming, examined
why the gap in life expectancy between highly educated
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