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ABOUT LODESTAR ADVISORY GROUP LLC

LodeStar Advisory Group LLC® is a fee-only, fiduciary wealth management firm based in Naples, Florida. We
work with a limited number of families and individuals with substantial capital who require rigorous judgment
under complexity rather than broad accessibility.

¢ INDEPENDENT FIDUCIARY ADVICE.
¢  DELIBERATE RISK ARCHITECTURE.
¢ APPLIED DECISION SCIENCE.

OUR GUIDING PRINCIPLES

* Judgment Under Complexity. Most advisors optimize for access. We optimize for the quality of
decisions when capital and circumstances are consequential.

* Asymmetric Construction. Portfolio architecture should be engineered so that upside meaningfully
outweighs downside across full market cycles.

* Process Over Narrative. Risk budgets and decision parameters are established in advance. Adjustments
are judgement-driven, informed by data, and market conditions, and made within a defined architecture
rather than improvised under stress.

* Fiduciary Independence. Fee-only. NAPFA-Registered. No product sales, no commissions, no third-
party allegiances.
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Markets do not destroy most plans. Decisions made under stress do. The discipline dividend is the
value created when process protects the investor from the predictable failures of human judgment.

1. The Investor as the Largest Risk Factor

Portfolio construction receives most of the attention in wealth management. Asset allocation, manager selection,
tax location, and rebalancing rules are debated at length. Far less attention is paid to the decision architecture that
surrounds the portfolio — the process by which the investor, and the advisor, respond when markets become
hostile.

That omission is costly. Decades of behavioral research show that even sophisticated investors systematically
misjudge risk, overweight recent outcomes, feel losses more intensely than equivalent gains, and abandon well-
designed plans at the moments when adherence would be most valuable. The result is a gap between the return a
portfolio could have delivered and the return the investor actually captured. That gap is the cost of undisciplined
decision-making.

The discipline dividend is the attempt to close that gap. It is not a promise of higher returns. It is the residual
value that remains when process reduces the frequency and severity of self-inflicted errors.'

2. How Judgment Fails Under Stress

Several well-documented patterns explain why calm-market reasoning breaks down when capital is under
pressure:

« Loss aversion. Losses are felt more intensely than gains of the same magnitude. A decline that is
economically recoverable can feel psychologically intolerable, raising the odds of an exit at the wrong

time.

+  Myopic evaluation. Frequent monitoring of portfolios shortens the perceived horizon. Volatility that is
noise over a decade looks like danger over a quarter, increasing the temptation to act.

« Recency and narrative. The most recent market path dominates judgment. Stories about “this time”
displace base rates and pre-defined decision parameters.

* Action bias under uncertainty. When outcomes feel out of control, doing something — selling,
switching, chasing — often feels better than adhering to a plan, even when the plan is superior.
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Asymmetric Perception of Gains and Losses
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Exhibit 1. Illustrative value function. Losses are weighted more heavily than equivalent gains — a central finding of prospect theory.

None of these patterns requires irrationality in the everyday sense. They are features of how human cognition
evolved to handle immediate threats. In capital markets, where the optimal response is often patience inside a pre-
defined process, those same features become liabilities.?

3. What the Discipline Dividend Is

The discipline dividend is the improvement in investor outcomes that comes from replacing improvisation with
process. It shows up in three related ways:

1. Fewer catastrophic decisions. Decision parameters that allow risk to be reduced before the worst of a

decline arrives shrink the size of the loss the client must endure — and with it, the pressure to abandon the
plan.

2. Better timing of risk restoration. Rules that restore risk only after sustained normalization prevent the
opposite error: rushing back in on relief rallies or staying defensive too long.

3. Preserved compounding time. Capital that spends less time recovering — and less time sitting idle after a
panic exit — has more time compounding. The mathematics of recovery make this cumulative.
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Illustrative Cost of Abandoning the Plan Under Stress
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Exhibit 2. Illustrative paths. An improvised exit near the trough permanently impairs the recovery path relative to a process that held or adjusted within pre-
committed rules. Paths are conceptual, not historical results.

4. How Process Creates the Dividend

Behavioral improvement does not come from asking investors to “be more rational.” It comes from designing
decision environments in which the rational action is the default. In the firm’s architecture, that design has several
concrete expressions:

- Explicit risk budgets. Stating in advance how much risk the portfolio is designed to take — and how
much drawdown the client can reasonably sustain — removes the need to renegotiate risk tolerance in the
middle of a decline.

« Decision parameters for adjustment. Regime indicators and response guidelines are established when
markets are calm. Adjustments under stress are judgement-driven within those parameters, informed by
data and market conditions. The parameters exist to constrain improvision, not to eliminate judgement.

« Asymmetric restoration. Risk is reduced more quickly than it is restored. Restoration requires sustained
evidence of regime normalization. This matches the behavioral reality that fear fades slower than it
arrives — and prevents whipsaw.

*  Clear communication. Clients understand the framework within which risk decisions are made.

These mechanisms are the operational content of Dynamic Risk Budgeting and Adaptive Allocation. They are
also applied decision science: the portfolio is protected from the decision-maker as deliberately as it is protected
from the market.?
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Sources of the Discipline Dividend (Conceptual)
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Exhibit 3. Conceptual sources of the discipline dividend. Values are illustrative units of outcome improvement, not measured excess returns.

5. Relevance for Substantial Capital

For clients with investable assets of $1 million to $10 million — and especially those near or in retirement — the
cost of a single large behavioral error is not symmetrical to the benefit of an equivalent gain. Sequence risk,
spending needs, and the difficulty of rebuilding capital after a forced exit all amplify the damage.

In that setting, the discipline dividend is not a soft, secondary benefit. It is one of the primary ways a fiduciary
process earns its keep. The architecture that limits drawdowns also limits the situations in which the client is most
likely to make an irreversible decision. Resilience of the portfolio and resilience of the decision-maker are the
same project.

6. Conclusion

Better portfolios are necessary. They are not sufficient. Outcomes also depend on the quality of decisions made
when markets are least forgiving. Behavioral decision science explains why those decisions so often fail. Process
— explicit risk budgets, judgement-driven adjustments within pre-defined parameters, asymmetric restoration, and
transparent documentation — is how the firm attempts to convert that knowledge into a durable advantage for the
client.

The discipline dividend is not a guarantee of higher returns. It is one practical expression of fiduciary care:

building decision architecture that protects capital from the investor as carefully as it protects the investor from
the market.
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Notes

1. The gap between time-weighted portfolio returns and investor dollar-weighted returns is a long-standing empirical finding in the mutual-
fund and retirement-plan literatures. Behavioral explanations center on return-chasing, panic selling, and myopic evaluation. See also the
companion papers on Dynamic Risk Budgeting and Adaptive Allocation for the portfolio-construction side of the same problem.

2. Kahneman & Tversky (1979) remain foundational on loss aversion and the asymmetric value function. Subsequent work on myopic loss
aversion (e.g., Benartzi & Thaler) and on investor behavior in drawdowns extends the same logic to portfolio monitoring frequency and
plan abandonment. The exhibit is illustrative of the shape of the value function, not a fitted empirical estimate.

3. Regime indicators, risk-budget parameters, and restoration guidelines are established in advance so that the most consequential risk
decisions are not made in the heat of a drawdown.

4. Process does not eliminate the possibility of loss or of subsequent regret. It changes the distribution of decisions the client is asked to
make under stress. All investing involves the risk of loss, including loss that occurs while rules are being followed.

References

Benartzi, S., & Thaler, R. H. (1995). Myopic Loss Aversion and the Equity Premium Puzzle. Quarterly Journal of Economics, 110(1), 73-
92.

Kahneman, D., & Tversky, A. (1979). Prospect Theory: An Analysis of Decision under Risk. Econometrica, 47(2), 263-291.

Magdon-Ismail, M., & Atiya, A. F. (2004). Maximum Drawdown. Risk Magazine, 17(10), 99-102.

Page, S. (2018). When Diversification Fails. Financial Analysts Journal, 74(3), 19-31.

Thaler, R. H., & Sunstein, C. R. (2008). Nudge: Improving Decisions About Health, Wealth, and Happiness. Yale University Press.

Tversky, A., & Kahneman, D. (1991). Loss Aversion in Riskless Choice: A Reference-Dependent Model. Quarterly Journal of Economics,
106(4), 1039-1061.

This paper is for informational purposes only and does not constitute investment advice, a recommendation, or an offer to buy or sell any
security. Past performance is not indicative of future results. All investing involves risk, including the possible loss of principal. Charts are
illustrative and conceptual; they do not represent actual portfolio results. LodeStar Advisory Group LLC® is a registered investment
adviser. Registration does not imply a certain level of skill or training. For additional information, please see the firm’s Form ADV Part
24 available at www.adviserinfo.sec.gov.
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