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ECONOMIC REVIEW
As we monitored the market this summer, watching it drift upward
(with August adding 0.3% to the S&P 500’s 11.9% year-to-date
return), Michael Lewis’s newest book, The Undoing Project, was
getting passed around the firm. It’s the story of two brilliant,
iconoclastic psychologists who questioned the conventional
wisdom concerning how people make decisions and in doing so
launched the field of behavioral economics. Amos Tversky died in
1996. Daniel Kahneman won the Nobel Prize in economics in 2002.
Lewis was drawn to the project by a review that he had read in the
New Republic regarding his 2003 bestseller, Moneyball. Later made
into a feature film, Moneyball was the story of how a statistically
driven management team at the Oakland A’s had capitalized on
inefficiencies in Major League Baseball’s traditional manner of
drafting, trading and compensating players. The review he recalled
detailed how Moneyball was simply a vivid example of a broader,
new science of decision making. The article had been co-written by
Daniel Kahneman.
All of this is of particular interest to us because a critical part of
our jobs, like many other people in diverse industries, is decision
making. It turns out that many of our natural instincts may be
working against us when it comes to making the best choices.
For instance, Lewis describes one of Daniel Kahneman’s first
challenges as a young psychologist when he was asked, in the early
days of the Israeli state, to improve the process for placing young
men in army units. The operating process was something like a
job interview - but the results were unimpressive. He developed
a series of questions which focused on how each interviewee
behaved in certain situations and these answers were scored on
a scale of one to five. While the scoring system didn’t achieve its
intended use of determining who would be the best airmen, tank
commanders or platoon leaders, it did something just as valuable.
By replacing opinions and impressions with raw scores, they
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proved to help predict which recruits would likely succeed in any
job. The Israeli army still uses the same basic system. By taking out
the “gut judgment” results improved.
Over the coming years Kahneman and Tversky characterized
many additional predictable complications of human decisionmaking. For instance, “recency bias” which makes our most recent
experience overwhelm previous ones. Or, “confirmation bias”
which prompts us to focus on those pieces of evidence or results
which make our decisions look propitious while overlooking those
that might point towards error. A memorable example is the
manner in which people pay more attention to the advertisements
for a particular car after they’ve purchased it than when shopping.
All of the revelations of these two great innovators and those who
have expanded on their work have a direct impact on how we
do our job at Madison. For instance, when managing duration of
our bond portfolios, we don’t rely on “instinct” or “feel” for our
primary decisions. Instead we have a carefully developed bond
model, which scores a variety of factors which influence interest
rate trends. This helps distance us from the natural inclination to
over-emphasis matters like most recent experience or “vividness
bias” in which the most jarring event in recent history takes on an
overly important weight in future decisions.
Many of these proven prejudices demonstrated by behavioral
economics can influence stock portfolio management. In fact,
these tendencies have been shown to commonly trip up retail
investors. Emotionally charged decisions are the basis for stock
bubbles and panics. “Recency bias” can help explain why investors
are so hesitant to recommit to stocks after being burned in a stiff
bear market. In no area of stock investing are these factors more
focused than in sell decisions. Research has shown how hesitant
retail investors are to sell losers, “locking in a loss,” preferring
to sell winners when funds are needed, even though the future
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value of the portfolio may suffer doubly: from keeping a troubled
company and pruning the successful.
At Madison we seek to mitigate these natural inclinations with a
careful discipline. Stocks are purchased for meeting specific criteria
- what we call the thesis for owning. By matching results against
the original thesis, we seek to remove the emotional component
to the sell decision. When the thesis is broken, the stock is sold,
regardless of the pull, proven by behavioral economics, to seek
evidence that shows the original buy decision wasn’t mistaken.
Long before Tversky and Kahneman and their followers began their

groundbreaking work in systematizing human bias, astute stock
pickers had sensed many of their principals. For instance, valueinvesting guru Benjamin Graham’s observation: “In the short run,
the market is a voting machine but in the long run, it is a weighing
machine.” Or the related advice given by Graham’s most famous
student, Warren Buffett: “Be fearful when others are greedy and
greedy when others are fearful.”
The Undoing Project is an engaging reminder of the importance
of retaining careful discipline as a balance to our impulses and
emotions, which can all too often lead us astray.

NEWS YOU CAN USE
Individual Retirement Account (IRA) and Education Savings Account (ESA) Annual Fee. If you are an IRA or ESA account holder, a
payment coupon is included with your quarterly investor statement to remit your annual administration/custodial account fee. This fee
supports the additional services required by the custodian to maintain such accounts (e.g. tracking of contributions and mandatory
reporting to the Internal Revenue Service). If you have not already paid your fee for 2017, please return the enclosed payment coupon
with your check no later than December 1, 2017. If we do not receive your payment by the due date, we will automatically redeem
sufficient shares from your account to pay the fee in mid-December.
Individual Retirement Account (IRA) Required Minimum Distributions (RMD). The Internal Revenue Service requires you take an annual
distribution from your IRA account(s) once you reach the age of 70½. The deadline for the first distribution is delayed until April 1st
following the calendar year in which you reach age 70½. Consequently, if you will be 70½ on or before December 31, 2017, you must take
your 2017 required distribution no later than April 1, 2018. If you are already taking required distributions, the deadline to take your RMD
for 2017 is December 31. If you have any questions regarding your distribution status, or need assistance calculating your RMD amount,
please contact your financial adviser or call Shareholder Services at 1-800-877-6089.
Capital Gains. Just a reminder that mutual funds are required to distribute fund capital gains annually to shareholders. Distribution
rate projections will be available on madisonfunds.com in early December. If there are distributions to be paid, they will be declared to
shareholders of record in December.
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Nothing contained herein is or intended to be a recommendation to buy or sell any security nor is it intended to represent the performance of any Madison Fund or product.
An investment cannot be made directly into an index. Past performance is no guarantee of future results.
Bonds are subject to certain risks including interest rate risk, credit risk and inflation risk. Equity risk is the risk that securities will fluctuate in value due to general market or
economic conditions.
Consider the investment objectives, risks, and charges and expenses of Madison Funds carefully before investing. Each fund's prospectus contains this and other information
about the fund. Call 800.877.6089 or visit madisonfunds.com to obtain a prospectus and read it carefully before investing.
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