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THE PROBLEM:
BAD ReEsuLTs IN GOoD
AND BAD MARKETS

Comfort zone investing is satisfying and profitable. Getting to your
comfort zone is a simple three-step process:

1. Learn how investments trigger emotions.
2. Learn who you are as an investor.
3. Match yourself and compatible investments.

Once you have discovered your comfort zone, returnswill be high and
investing will not cause you emotional distress.

If you do not know what your comfort zoneis, it may belessstressful to
spend your excess cash on atrip to Hawaii than to invest it in a popular tax
advantaged asset such as a 401(k) stock fund.

The purpose of investing is not to make you miserable. The purposeis
toincreasethe sense of security, serenity, and satisfactioninyour life. There-
fore, compatibility isimportant, maybe even more important than return on
investments.

Investors who find real estate within their comfort zone will do very
well with it, regardless of market conditions. Investorswho are emotionally
compatible with stocks can be equally successful in the stock market.
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Today's most respected investment brand name is U.S. stocks. The
stock index fund in atax-deferred 401(k) is considered a sure thing by the
public and investment professionals alike. Studies show that consumersre-
main loyal to their purchases despite mounting evidence of mediocre and
poor performance. To their detriment, real estate buyers remained loyal to
real estate until thefinal crash inthe early 1990s. Thisemotional mistakeis
being repeated today. Today even behavioral economists invested in the
stock market defend stocks as the only asset class for long-term investors.
Today everybody is supposed to have the right emotional makeup to invest
in stocks. Everybody doesn't.

Investing is a long-term relationship

We are all in along-term relationship with our investments. Everyone
needs to save for retirement. Those who don't are in a negative relation-
ship, which has emotional consequences just like an active relationship.

Active retirement investors must save for 30 or more years to be able
to retire comfortably. Then they must invest another 30 or more years in
retirement to live comfortably off their investments. If aretirement investor
cannot handle the stress of investing in the stock market, yet continues to
put most of his savingsin the stock market, he will be miserable before and
during retirement even if heisfinancially ableto retire on alarge nest egg.

For other savers, just the thought of investing makes them nervous.
Opening an investment book in the bookstore causes sweaty palms. “Too
much information, too much information,” their brains scream and they head
for another section.

Many peoplewill tell you that investing isnot that challenging. “ Just buy
good stocks and hold them for the long run.” Are they telling the whole
story? Just holding stocks for the long run can be extremely painful when
markets crash, everyone elseis salling, family and friends aretelling you to
get out, and your commissioned broker has better ideas for you while you
wait out the storm.

To save for retirement and invest in retirement with equanimity, you
must be ableto handle all aspects of the investment relationship. Therewill
be rough spots for everyone.

Who owns your investments?

All investments have emotionally trying elements. It isnot possiblefor a
human being to invest unemationally.
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Every investment involves adversarial relationshipsinwholeor in part.
This explains some of the stress. If you feel like it is an emotiona battle-
ground trying to make money investing, you are right; it is. Winning the
battle financially can be just asdraining aslosing.

Adversaria relationships are built into most investment transactions.
Stockbrokers, realtors, and insurance salespersons are not bad people out
toripyou off. Most are honest and hard-working. However, their livelihood
requires that they extract fees from you whether you are aware of this or
not. Once you understand all the fees, both up-front and hidden, you can
make a decision as to whether or not these fees are money well spent or
exorbitant. Unfortunately, it islikely you are unaware of both the hidden fees
and the adversarial relationship you have with investment professionals.

Hiring apersonal money manager isnot theway out either. Some charge
hefty fees; require huge minimums; invest to preserve their feesinstead of
growing your portfolio; and spend alot of time either ontheir own portfolio
or trying to sell their money management business to a big mutual fund
house for akilling, none of which benefitsyou.

Investing outside the stock market does not solve the problem either.
Insurance and annuity companies’ main interest isin capturing your funds
so they, not you, can profit from investing them. | doubt any insurance
representatives will be recommending this book.

Your adversaria relationshipisnot just with theinvestment community.
You had to wrestle your investment funds away from the boss, the clients,
the customers, the source. This money had scars on it before you thought
about investing it. Then the Internal Revenue Service (IRS) and the state
and city and county took their piece, and left you with two choices. Go to
Hawaii or save for your retirement, house, car, children, or some acutely
responsible reason. Or you could dip the money into a 401(k), IRA, or
Keogh plan, avoiding the taxes and the trip to Hawaii. Great choice. Now
you don’t get to touch the money for years, unlessyou are willing to cough
up huge pendlties, and even when you do get your hands on it in your dot-
age, you will still pay taxes on it. Investing is fun? Who came up with that
idea?

Thiswould all be very simpleif you were financially secure.

Areyou financialy secure?

Take note, thisis atrick question. The answer has nothing to do with
how much money you have. Consider a question about your relationship
with stocks.
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Are you and the stock market
miserable together?
Your friend Martha says to you, “My husband and | are selling al our

shares of Microsoft and buying an elegant six-bedroom house on the 18th
green for cash.” How do you respond?

Rage.

Congratulations, | am so happy for you and Joe.

Maybe I'll do the same with my Coca-Cola shares.

I'll never talk to her again.

I’m divorcing my husband. He spendsall our money onlosing

investments, computer gadgets, and junk, and then takes out

second mortgages.

6. Our rea estateis doing well. It's good to see you are getting
smart and putting some money into rea estate, even if it is
only an overpriced house.

7. How could two idiots like Martha and Joe have bought
Microsoft when my husband with an MBA putseverythingin
some plodding 401(k) mutual funds?

8. Most of the above.

9. All of the above, though several are just fantasies.

ok wbdpE

Compare this with your emotional maturity regarding marriage. You
have been married happily for five years. Your friend Martha says to you,
“1 think | have finally found the right guy. Joe and | are engaged.” You
respond:

1. I’'mso happy for you. You deserve to have finally found the
right guy.

2. 1I'mso happy for me. I'm glad that issue has been settled in
my lifefor along time.

3. Both.

Most people havelessreaction to Martha' sengagement than to Martha's
financial windfall. Investing triggers many emotions. Relationships often
trigger fewer emotions. Most people have spent time working on their ro-
mantic and spousal relationships. Few people have worked on their invest-
ment relationships. This would not matter, except that, as you approach
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retirement, your relationship to your investments becomes a major re-
lationship in your life.

Investing triggers many emotions

To be comfortable saving for retirement and spending savingsin retire-
ment, your investments must satisfy both your financial and emotional needs.
When your investments are lucrative, but you and your investments are not
emotionally compatible, you will either get rid of them and look for some-
thing new and possibly more incompatible or stew in your misery. Yet it is
difficult to even know what your needs arein thisrelationship.

You are subject to great cultural pressure today to own U.S. stocks,
especially the latest fad stocks. It is not just that everybody at the office
claims to own them and is checking the results online all day. There are
wholeingtitutions devoted to this;: CNBC, The Nightly Business News, The
Wall Street Journal, a thousand Web sites, and chat rooms. The pressure
to own stocks so you can converse about them is high. But are you happy
with them? Is anybody happy with them? How many of your colleagues
have stopped to ask what their emotional needs are in their investment
relationships? Do they act like they know what their emotional needs are?

Let's return to the question that started this chapter and look at the
emotiona dilemmaapart from the financial. What emotions aretriggered by
having to choose between retirement savings and vacations? Do you find
yoursdlf feeling guilty when you go to Hawaii instead of putting themoney in
an IRA? Or do you get depressed when you cannot go to Hawalii because
all your extra savings are tied up in IRAs and other retirement plans?

Investment compatibility becomes a possibility when you first admit
that investing triggersdifficult emations. Try thisseries of questionsand see
if you relate to any part of the emotional dilemma:

[1 Haveyou ever found yourself losing sleep over the market,
angry with your broker, unsatisfied with your returns, yet
unableto pull out of the market?

71 Areyou jealous of your business associate who has turned
it all over to amoney manager and has no ideahow heis
doing?

[1  Does the woman across the street with her string of single-
family housesirritate you?
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(1 How did you react when that 35-year-old coworker retired?

[1 Do you value honesty yet find you have lied to several
people about your investments and investment returns?

[1 Do you seek serenity over financial security?

[ WIill high returns bring you serenity or just increase your
craving for more high returns?

The more you look at it, the more emotionally charged investing be-
comes. Financial advisorsdiscussrisk asrisk of losing money. Isn’'t thereal
risk emotional ? If you are not in the stock market, you risk being an outcast
at the beach gatherings this summer. But if you are in the market, you risk
losing sleep and losing time trying to keep up with how you are doing, how
the market is doing, and how well everyone elseis doing compared to how
you are doing.

If you knew yoursdlf better and knew more about the emotiona as-
pects of different investments, investing would be more satisfying. Try this
guestion. Isit easiest for you to trust people, financial markets, or the U.S.
Treasury?

Those who have a hard time trusting people will find that turning their
assets over to a money manager or a stockbroker creates fear. Many inde-
pendent busi ness people founded and built up their own businesses because
they only really trust themselves. That isfine. If you are like that, yet you
have turned your money over to amoney manager, you will be uncomfort-
able evenif the money manager produces outstanding financial results. You
will be happier making all your owninvestment decisionsevenif it costsyou
money.

Some people cannot trust financial markets. Perhaps you saw your
parentslose afortunein stocks. In that case, you may be more comfortable
receiving interest payments from Treasury bonds, even if you could make
more money in stocks.

Risk tolerance: The sales tool

Some investment promoters claim they have all this covered. They ask
you aseries of questions about your risk tolerance before they sell you their
products:

(1 “If the market declines 25 percent in one year, will you take
your money out?’
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[ “Areyou able to keep the long-term in mind when markets
fluctuate or are you more comfortable with investments that
do not fluctuate?’

These tests determine your so-called “risk tolerance.” Risk toleranceis
your ability to handle volatility. Risk tolerance tests are supposed to match
you to compatible investments. Unfortunately, they don’t.

Risk tolerance is not a good measure of investment compatibility. At
best, it measures a narrow aspect of your personality: your theoretical abil-
ity to handlevolatility. Evenif your broker happensto sell the product that is
theoretically right for your risk profileand you buy it, studies show that how
people think they will react under adverse market conditions and how they
actually react are quite different. In fact, few of us know ourselves well
enough to know how we would really react in future unknown situations.

The rea problem is that risk tolerance tests do not touch the crucial
issues. who you are as an investor and how investments interact with your
personality. For example, they do not address the issue of the adverserela-
tionships you have with the investment seller and others. In fact, they dis-
guisethisissue. Thesetestslead you to believe that you and the salesperson
have the same interest. The tests do not address the issue of overconfi-
dence. Overconfident investors believe they have high risk tolerance when
they do not. The tests do not address the issue of people pleasing. People
pleasers are often aware that they have low risk tolerance but they buy high
risk investmentsto make their broker or their coworkers happy. Infact, risk
tolerancetests do not accurately address any of theissuesthat will lead you
to purchase incompatible investments.

Risk tolerance tests are equally ineffective for average personalities
and for extreme personalities such asworkaholics, gamblers, and compulsive
debtors. Extreme personalitiestypically havelittle or no self-knowledge. They
will fill out risk profilesidentical to those of averageinvestors. Yet oncesold
an investment product, they will abuse it to a degree unimaginable by the
average public. Risk tolerance tests do not pick up money addicts of any
kind and lead to no help for these people or those affected by them.

Whilemoney addictionismore prevalent in our soci ety than most people
realize, the vast mgjority of investors suffer from less extreme forms of
investment incompatibility. The more common symptoms include loss of
sleep, irritability, unexplained anger or depression, random resentments, a
sense that investing is meaningless, money arguments with a spouse or
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partner that neither can comprehend, adim view of retirement possibilities,
and a thousand forms of fear.

The major investment fears are that you do not have enough invest-
ments now, won't have enough in the future, or will lose what you aready
have. Then these fears lead to further fears. If you don’'t have enough
savings, then how could you have enough money for travel, clothes, restau-
rants, anew car, a better house, areal life? Or you fear you cannot and will
not ever grasp the mathematical complexities of compound interest and
probability theory and you cannot trust those who do understand these con-
cepts. Then there is the underlying fear that investing is irrational and no
amount of study will help.

The premise of thisbook isthat these feelings and fears are normal and
healthy; understanding them and understanding the emotional hooks of dif-
ferent investments will lead to a greater sense of peace and contentment in
your life. They don't sell peace and contentment on Wall Street. You have
tofind it within yourself first and then look for theinvestmentsthat enhance
it, rather than disturb it.

When you know more about yourself and about the products that are
out there, no risk tolerance testswith hidden agendaswill sell you incompat-
ible investments anymore. Investing will become an area of great satisfac-
tioninyour life.



CHAPTER 2

THE SOLUTION:
INVEST WITHIN YOUR
COMFORT ZONE

ou are not guaranteed high returns from any investment class over

any time period. Hundreds of books proclaim that buy-and-hold

investors in the U.S. stock market will reap high returns. How-
ever, check the disclaimers in the front of the books. The author is not
guaranteeing anything. The same claims were made about Japanese stocks
in 1989. More than adecade | ater, buy-and-hold investorsin Japanese stock
have lost more than two-thirds of their money.

While no asset classis guaranteed to provide gains over any time period,
thewrong asset class, even if the returns are positive, can drive you nuts. If
you invest within your comfort zone, your enjoyment of lifewill improveas
your ability to handle both gains and lossesimproves.

Comfort zone investing is...

Comfort zone investing consists of knowledge of how different invest-
ments affect your emotions, knowledge of who you arein relation to invest-
ments, and choosing investments that match your personality.

The comfort zoneistested most often by large increases and decreases
in investment values. Studies of stock investors show that most investors

17
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react to declinesin stock values by holding on too long-hoping the price will
improve. Investorsalso sell winnerstoo soon to lock-in profits, missing even
greater gains, and avoid purchases of bargain stocks that have declined in
price fearing the declines will continue indefinitely. The net result is indi-
vidual and professiona investors consistently fail to make even half the
stock market averages.

Many studies describe these phenomena. These self-defeating behav-
iorsare attributed to thinking patterns such as“loss aversion,” the “ disposi-
tion effect,” and“ mental accounting.” Unfortunately, the studiesonly describe
the patterns and the resulting low returns. The studies do not tell you why
you are reacting dysfunctionally nor how to act maturely.

This book answers both questions. The comfort zone has three ele-
ments: salf-knowledge, investment knowledge, and matching yourself to
the proper investments. If any of these three elementsis out of place, your
reaction to your investments will be dysfunctional. If you are in the right
investments, you will act maturely. For example, many investors think that
investing is solely about numbers. Unfortunately, focusing on numbers ig-
nores both who you are and the nature of investments.

Investing is not about numbers

Few investors redlize that investing is not a numbers game. Making
buy-and-sell decisions based solely on price movementsisastrong indica-
tion you are outside your comfort zone. Buy at 5 and sell at 10 or buy at 10
and sdll at 5istrouble both financially and emotionally. Buy-and-sell deci-
sions need to be made on the basis of knowledge of who you are as an
investor, afundamental understanding of the investment, and a determina-
tion of whether the underlying fundamentals of the investment meet your
investment needs. If acompany or mutual fund is having abad quarter or a
bad year or agreat quarter or agreat year, you need to understand how it is
reacting to that situation and if its reaction indicates that it fits your invest-
ment needs. Price movements are external factors that tell you little about
the company, the mutual fund, or yourself.

An emotionally mature adult would not make personal relationship de-
cisions based solely on external factors. If you arein a new romantic rela
tionship and your lover’smother suddenly dies, do you end therelationship
immediately (sell) or watch how your lover reacts to the loss of a mother
and watch how you react to your lover’sloss. If your lover then inherits half
amillion dollars, do you make a decision to marry (buy) or do you watch
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how your lover reacts to new wealth and how you react to your lover’s
financia gain. In aromantic relationship, your goal isto build along-term
positiverelationship. Breaking up or staying together based on external fac-
tors such asadeath or inheritanceis clearly immature. Theinternal factors,
your lover’s emotional development and your own, are the real basis for
judging the long-term potential for marriage or a parting. The internal fac-
tors, your emotiona makeup and investment policy, and the company’sre-
action to success or failure, are the rea basis to determine buy-and-sell
decisions.

Investing outside the comfort zoneis exemplified by basing trading de-
cisionssolely on price. Other externa factorsalso influenceinvestorswhen
they are outside their comfort zone. Consider the example of Michael and
Susan.

Michael and Susan

Michael and Susan have been saving for retirement for 10 years. They
are also, like al the characters in this book, a composite from interviews
and people | have worked with during the past 21 years. Since Michagl’s
major promotion 10 years ago, they have invested about $50,000 a year.
Prior to that, they had lessthan $10,000 in investments. Now, stockbrokers,
realtors, insurance salespeopl e, venture capitalists, hedge fund vendors, and
other investment product peddlershavetheir number and routinely call them.

Michael and Susan have compiled investments worth $450,000 during
the past 10 years: half in a401(k) and half in an online brokerage account.
Immediately, you might notice the math. If they have invested $50,000 a
year for the past 10 years, achieving azero total return on their money, they
should have $500,000 in investments. You might do the math, but Michael
and Susan have not. You would al so think that Michael and Susan would be
happy with the size of their nest egg. Sill in their mid-40s, they arein thetop
1 percent of wealth in the world. But they are miserable.

Michael losses deep over hisinvestments regularly. Though he works
60 hours a week, he finds time several months a year to shift between
$100,000 and $300,000 from one investment fad to another, believing hewill
increase hisreturns and then be happier with his portfolio. Among the other
high-income employeeswhere heworks, thisisroutine practice. Infact, the
main non-work-related topic among these employeesisinvesting. Though
not one of them has ever calculated their annual returns, they all constantly
chase high returns and lose sleep worrying about the market.
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Susan, a stay-at-home mom and part-time consultant, is equally un-
happy with their investments. She wants Michael to work less, even take
early retirement, and consult part-time so he does not miss his children’s
childhood years. She is certain they were happier before Michagl’s big
promotion. Sheis angry that their portfolio is in constant flux. She has no
understanding of why one year they seem to have all their money in small
cap stocks, the next year in municipal bonds, then intech stocks, and now in
hedge funds. Sheis convinced that they are on the verge of losing it al any
minute and she will haveto go to work full-time.

You might think the case of Michael and Susan is unusud. It is not.
Studies by Dalbar Inc. and others show that as many as 90 percent of
individual investors underperform stock market averages because they buy
and sell too often. In fact, studies by Brad M. Barber, Terrance Odean,
Moringstar, and others have shown that individual investors make returns
about half as high as the stock market. During 1970-2000 period when the
market made 12 percent ayear, individual investors made 6 percent. Indi-
vidualseven underperformed the bond market by asignificant margin. How-
ever, hiring professional money management does not solve the problem.
Studies by Mark Hulbert and others show that professional money manag-
ers also trade too often and underperform the stock market 80 percent of
the time. Unfortunately, all these studies focus on investment return.

Intelligence does not determine
investment results

Theimplication of these studiesisthat individual investors and profes-
sional money managers are emotionaly and intellectually dumb when it
comes to stock market investing. If they were smarter, they would at mini-
mum buy and hold the market index.

Emotional andintellectual intelligence has nothing to do with thisinabil -
ity of investorsin stocks to keep pace with the market. After al, marketing
studies show most investors are of average or better intellectual intelli-
gence. Statistically, itisunlikely that 80 percent of any large group isbelow
average in any area. What is more likély is that a large percentage of the
underperformers, both professional and amateur, are emotionally and intel-
lectually healthy but do not have the emotional makeup to be investing in
stocks. Investor’s who would thrive with tax lien certificates or real estate
investment trusts (REITS) have been diverted into the stock market by the
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mass publicity machine of Wall Street. After all, every study | have seen
showsthat 10 percent or more of people have the emotional and intellectual
makeup to thrive in the stock market. It isthe failure of these studiesto set
out better alternatives for the rest of investors that this book remedies.

Emotional compatibility isnot astatistic within arange that incorporates
the entire population such as an intelligence quota (1Q). It is a matching
process. In relationships, each unique individual is matched with another
unique individual. There are many types out there. If you find yourself al-
ways with the wrong type, get help.

The same is true for investment compatibility. There are hundreds of
asset classes. Step 1 discusses the emotional implications of all the major
and many minor investment classes. Fortunately, if you find yourself incom-
patible with the stock market, the chances of finding better investment sat-
isfaction elsewhere are high. In the case of Michad and Susan, once they
work ontheir investment maturity, they will find many asset classesthat suit
them better than stocks.

Michael and Susan’s solution

Michael tinkers with his portfolio obsessively. In prior years, he read
investment magazines and newspapers late into the night. Now he has a
fast Internet connection and often signs off after midnight. Susan isfreaked
out by the paper gains and losses that routinely occur every month. The
abstract nature of the account statements, reports, newspaper articles, and
Web sites makes her nervous. Her mind cannot grasp what they really own
nor does she understand why Michael is constantly playing with it. Ever
since the decline of 1990, when they were new to the stock market, there
has been a sense of impending doom over their financial security.

Interestingly, Michael and Susan would both be happier with aportfolio
primarily consisting of single-family homes. Michael’stinkering could cut
costs and improve rents and tenant quality. He has no guilt about being a
landlord. He and Susan have a hice house they are proud to own. They are
now living in their third home together. Together they were ableto buy two
Cute cottages in attractive neighborhoods, which they sold for much more
than the purchase price. Michael isfair with the many employees he super-
vises. There is no reason he would be a poor landlord. Michael is aso not
likely totrade properties. While heisableto justify many small commissions
to a discount broker, having never added them al up, the idea of giving 6
percent of his property to a Realtor every time he sells a building does not
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appeal to him. Susan could drive by and look at their properties any time she
needed reassurance. The children could help out cleaning and fixing up
between tenants. Though Michael may lose a major topic of conversation
at the office, he would sleep better and be more productive at work. He
would also be wealthier. If, in each of the last 10 years, he had bought a
new singlefamily homewith $50,000 down, putting nothing in his401(k) or
anywhere else, he could potentially have equity of $1,000,000 today.

Ten years ago Michael looked at both real estate and stocks. A stock-
broker told him that real estate was too complex. Because stocks and stock
mutual fundswere simple and easy to understand, he would do better in the
stock market. Ironicaly, in 10 yearsof study, Michael still doesnot grasp all
the complexities of the stock market; yet with no study, he and Susan were
able to purchase three homes. The value of his current home has far out-
performed his stock investments.

Despite hisown experience, Michadl till believesthat real estateistoo
complex and the stock market is relatively simple. In fact, more than 100
factors can influence the price of a stock, whereas less than six factors affect
the price of real estate. At first, rea estate investing appears complex. After
ayear or two, it becomes simple. Stocks and stock mutual funds, a first
glance, seem simple. After ayear or two, the complexities appear. After a
decade, the complexities of stock and stock mutual fund investing can be-
come overwhelming. Late-night onlineinvestors, including Michael, come
to understand why veteran stock managers work 80-hour weeks.

So how do Michael and Susan move out from under their defended
position in the stock market and into their comfort zone of real estate?
Financially, thiscan easily be accomplished. In fact, they have so few gains
intheir taxable portfolio, they will not pay any taxesto shift into real estate.
They will get tax deductions from selling out. Considering the negative in-
vestment returns they have been getting in the stock market, it also would
be reasonable to take a 10 percent penalty and liquidate their 401(k). But
emotionally, Michael and Susan are attached to their dysfunctional relation-
ship with the stock market.

A dysfunctional relationship between a
person and an inanimate object?

Investment relationshipsare not identical to romantic, family, and socia
relationships solely among people. Though people, often with conflicting
interests, areinvolvedininvestment relationships, the primary relationshipis
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between the individual and an inanimate object: money. At first, it may
seem odd that a relationship between a person and an inanimate object
could be dysfunctional. In fact, our society is saturated with such dysfunc-
tional relationships.

It is estimated that 10 percent to 15 percent of the U.S. population is
acohoalic; essentially more than 30 million Americans have alife threaten-
ing dysfunctional relationship to an inanimate object: alcohol. One out of
every three adult Americans are obese, based on their dysfunctional rela-
tionship to food. Sixty million American families have larger credit card
debt than they can afford. Their relationship to material goods is dysfunc-
tional. In fact, consumerism dysfunction has reached new heights. Compul-
sive shopping is portrayed in the media as fun, not asaniillness. Yet in the
booming economy with aroaring stock market of the late 1990s, the num-
ber of personal bankruptcies had never been higher: 331,000 filed for bank-
ruptcy in 1980; 413,000in 1985; 783,000 in 1990; 927,000in 1995; and more
than 1,300,000 filed in 2000. In recent years, Americans as a whole have
spent 1 percent more than they earn.

Process addiction is also on the rise in many parts of our society.
Workaholism is rampant. Little mention is made in the press of the effects
on children and spouse of the missing dad or mom or the fortunes lost in
worthless companiesand the resultant grief, alcoholism, drug addiction, and
suicide. Sex addiction is portrayed as fun on cable and the Web; broken
homes, AIDS, and herpes are yesterday’s news. In a society like this, the
day trading addiction ishardly newsworthy. Stock market obsessioniscon-
sidered harmless. Yet if you bought this book, you must be feeling some
pain around your investing. The good newsis, there is away out.

A simple, commonsense solution

For more than 65 years there has been a simple, commonsense solu-
tion. In 1935, Bill Wilson, a pioneer of U.S. stock analysis, and Dr. Bob
Smith, amedical doctor, developed a treatment for addiction to inanimate
objects and processes. This treatment, known as the 12-steps, was origi-
nally only applied to alcohol addiction. Today, thistreatment is used to cor-
rect dysfunctional relationshipsto work, credit cards, sex, drugs, and money.
It has helped me in my investment relationships and | have seen it help
hundreds of others. | will show you how it can help you determine who you
are in relation to investments and how to pick investments that fit your
emotional makeup.
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The approach | suggest is ssmple and straightforward. It is equally ef-
fective for an investor with $1,000 or $10,000,000. No college educationiis
required. No miracles are necessary. You will not have to examine child-
hood family issues around money, achieve ever higher stages of emotional
maturity, sitin odd positions and chant, have courage or aspiritua awaken-
ing, or do anything weird. All those activities are fine and helpful in many
aspects of life, but that is not what is necessary here. You will look at your
history investing, write down and organize your experience in designated
categories to see what happened internaly, and learn from your experi-
ence. No expensive seminar is required. The price of this book, something
to write on, and a co-participant are all you need.

The 3 steps

To get from the chaos of your investment life to your comfort zone, you
need to take three steps. study the emotional content of different invest-
ments, study your own emotiona makeup, and match your emotional makeup
to the appropriate investments.

Toavoid confusion, | have divided thisbook into three stepsrather than
three parts:

Step 1: Chapters 3 through 7 set out the emotional content of the
different investments. Step 1 requires study but no writing or
analysis. The materia in Step 1 will also be used as a refer-
ence when you reach Step 3. Per the discussion in Step 1,
saving, investing, and specul ating are different activities. How-
ever, throughout this book, the term “investor” is used to sig-
nify aperson engaged in all three activities unless otherwise
specified. The term “investment” also includes savings, in-
vestments, and speculations unless clarified. Among other
things, Step 1 isabout learning the difference between asaver,
an investor, and a speculator.

Step 2: Chapter 8 showsyou how to study your emotiona makeup. It
requireswriting and analysis. Step 2 isthe workbook section
of Comfort Zone Investing.

Step 3: Chapters 9 matches you to the appropriate investments.

Michael and Susan can move from the chaos of their current invest-
ment life to owning single family homes by following these three steps:
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1 First, they need to study the material in Step 1. Thiswill show
them the range of possible investments. Investments are di-
vided into three broad categories: savings, investments, and
speculations. Michael and Susanwill quickly realizethat they
are neither pure savers nor pure speculators. Their comfort
zone is likely to be in the investment category. They are ad-
vised to skim Chapter 4, study Chapter 5 closely, and skip
Chapter 6.

2. Second, they need to work the exercises in Step 2 to learn
more about who they are as investors. They currently have
too little self-knowledge to determine which asset classin the
investment category isbest for them. Thiswill require aweek-
end of writing as explained in Step 2.

3. Third, with their new self-knowledge, they will be able to
quickly make the connections suggested in Step 3 and find
their comfort zone: single-family rental houses.

The investment emotions inventory

Step 2 explains in detail how you can gain self-knowledge from an
emotionsinventory. An emotionsinventory issimilar to aphysical inventory
of goods in a shop or investments in a portfolio. It is done for the same
purpose as well. Goods that are defective must be discovered and dis-
carded; investments that have no future must be liquidated. Emotions that
prevent investment compatibility must be recognized and isolated to make
room in the psyche for those that are functional. Thereafter you will be
investing in your comfort zone.

Thissimple process hasworked for me, an ordinary investor, and it will
work for most of you. | do not claim any high level of emotional maturity or
spiritual development. No onewho knows me would describe me asa saint
or aguru. | am not a trained therapist. | do not have an MBA. | am not a
Certified Financia Planner, and | am not a Chartered Financial Analyst.
After 21 years of living off my investments and taking regular investment
emotional inventories, | do know which investments work best with my
personality and which investments irritate me or keep me awake at night.
By staying in my comfort zone, investing isfun for me. It will befun for you
too, though you may not see that yet.
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The misery of repeated, painful investment mistakes will be over and
creativity and joy will grow inyour life.

Michael and Susan are typical of investors who need to take an inven-
tory. They know something isnot working in their investment lives. Asyet,
they cannot pin down the nature of the problem or the solution. Though
many of their friends and co-workers are aware of Michagl and Susan’'s
specific character flaws, Michael and Susan themselves are unaware. A
weekend working through the exercisesin Chapter 8 will changetheir lives.
Oncethey find their comfort zone, other aspectsof their lifewill improveas
well. Their childrenwill beintegrated into their investment life. Their invest-
ment life will improve their marriage rather than be a source of division.

Self-acceptance, not self-improvement

Comfort zoneinvesting does not mean you become aflawlessinvestor or
aspiritua giant. For most people, striving for financial maturity isaprocess
of self-discovery and self-acceptance, not a process of self-improvement.

To achieve serenity in investing, once you know how you relate to dif-
ferent investments, you do not have to change who you are; you ssimply
need to change your investments to fit you. Often in marriage or work
relationships, you must change yourself if you are to be happy, because
your spouse or bossisnot about to change. Changing yourself ismuch more
difficult and painful than changing your investments.

Changinginvestmentsisnot, however, entirely cost free. Switching from
stocks to real estate, for example, incurs taxes, commissions, closing fees,
research, and assessment hours, as well as other monetary, time, and effort
costs. There are socia costs as well. You may have to reach outside office
norms to find what works for you. If you are areal estate guy and the firm
only offers 401(k)s with no REIT option and lots of free company stock,
you might haveto explainto your colleagueswhy you put nothing inthe plan
and spend weekends driving around looking at shopping centers.

Investment bigamy is fine

Fortunately, comfort zone investing does not require you to be as strait-
laced asrelationship maturity might. Unlike marriage, multiple partnersare
finein investing. Just be sure you know your needs and which investments
fill those needs. If your need to conform at work is strong but you al so know
you need investments that you can drive by and look over now and then,
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there is nothing wrong with having money in both the 401(k) and rental
houses. A mix of biotech stocks for excitement, real estate to tinker, and
bonds for stability isfine if that fits your requirements. The trick isto get
your mix correct.

The self-discovery process described in Step 2 is a powerful tool. Mil-
lionsof people, including me, have used it to changetheir livesfor the better.
Combined with the knowledge of emotional triggersfor different classes of
investment set out in Step 1, you will be able to dramatically improve your
satisfaction from investing.

Thisis along-term process and you will be asked to repeat the steps
outlinedin Chapter 9 at least annually asyour financia circumstanceschange
over the years. However, if you have thoroughly worked the program out-
lined in thisbook and continue to be unhappy with your investments, do not
be discouraged. The program in this book will teach you who you are in
relation to investments, how to accept yourself as that person, and what
investments work for that person. If nothing works for the person you dis-
cover yourself to be or if you cannot discover yourself in this process, then
it is necessary to change yourself. Sometimes your investments are not
wrong; instead, you need a new way to look at your investments and you
need to give yourself the gift of getting those new glasses.

True money addicts need additional help

The process of discovering who you are in relation to investments is
different for everybody. We al start at different places based on our ge-
netic makeup, our childhood, and our good or bad fortune, we movethrough
different experiencesin life, and arrive at different places. This book does
not claim that this simple three-step program is the only process of achiev-
ing emotional compatibility with your investments. These three steps are
helpful for most people and have certainly been helpful for me.

If you have severe money dysfunction, realize that you are not likely to
accept that immediately. One of the prevailing characteristics of all addic-
tion is that the addict does not believe he or she has a problem. Everyone
around him, except coaddicts, believes he has problems, but the addict him-
self considershisbehavior normal. If you work through the exercisesinthis
book, yet you still have a sense of impending doom around your invest-
ments, get further help. The answer isout therefor you; it isjust beyond the
scope of this book.
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The more difficult personal
change process

The persona change process is harder than the process described in
this book. Outside help is necessary. You deserve to have a happy invest-
ment life just as you deserve to have a happy relationship. To achieve per-
sonal change, you can commit yourself to a codependence treatment
program, see a psychiatrist, take prescribed medication, go to a trained
psychologist or therapist, attend group psychotherapy, commit to Gamblers
Anonymous, and enlist the support of family, friends, and work colleagues.
But you must get help. You cannot fix yourself. You cannot use a broken
tool to fix a broken tool. The input of trained professionals and those who
have recovered is absolutely necessary.

For most of you, however, Step 1 isthe entryway to your comfort zone.




[.earn How
Investments Trigger
Emotions

I nvestors need to know their limits. In someways, investingislikedriv-
ing. Risks must be balanced with rewards.

All driversknow that the faster you go, the sooner you get there, unless
you run off the road or get ticketed or die in a car wreck. Speed must be
balanced with safety. After years of driving, severa tickets, and a few
wrecks and near misses, most drivers know their limits. Some drivers are
comfortablein thefast lane, yet slow down to the posted speed limit on exit
ramps. Other drivers like the slow lane, but leave the motor running when
filling up thetank. Theraging driver isonly happy on the road honking and
flipping people off while the ultracautious never drive at night or on free-
ways. Ultimately, arriving faster is a secondary goal for most drivers.

Investments are touted for their high returns. Investors must balance
return with anxiety and other emotions. High return often entails high anxi-
ety, and low return usually means low anxiety. However, investing is com-
plex. Someinvestments have high returnswith complexity and low anxiety.
Investors who can handle complexity will be happy. Other investorswill be
miserable. Someinvestments offer high returnswith extensive effort. Some
low-return investments entail an emational roller coaster. Extreme specula-
tion sometimes leads to gambling addiction. Some investors can handle a

* 20 ¢
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multitude of investments, and other investors are only comfortable with one
asset class.

How to use the material in Step 1

Step 1 shows you how investments trigger emotions. It contains more
information than most readers will need to find their comfort zone.

Chapter 3 introduces investment emotions. All readers should study
this chapter.

Chapters4, 5, and 6 explain the emotional triggersfrom savings, invest-
ments, and speculations. Read the introduction to each of these chapters
and then read the section on any investments that you own or have owned.
For example, if you have stocks and corporate bonds and used to own
certificates of deposit (CDs), read about stocks and bondsin Chapter 5 and
CDsin Chapter 4. Then read about any other investments that interest you.
Perhaps you have been hearing a lot about hedge funds, and you have
heard good things about REITS, then read about hedge funds in Chapter 6
and about REITs in Chapter 5. Skip or skim any part of Chapters 4, 5, and
6 that do not interest you. You can come back to these chapters later if
necessary.

However, everyone should then study Chapter 7, because readers are
likely to experience at least one of the issues described init.

Asyou read and study the material in Step 1, consider your experience
investing so far. Determine what you have learned about your limits. For
each investment with which you have no experience, consider if it would
challenge your limits as you now see them.

Step 2 will show you more about who you are as an investor, including
your limits. Step 3 directsyou on how to pick investments described in Step
1 that match your personality.

Though it may seem so at firgt, this section of the book isnot acriticism
of thefinancia servicesindustry. Nor isthisan essay calling for changesin
the financia services industry. The worst practices of the industry are de-
scribed so that you can test your ability to deal with these practices. | do not
believe the financial services industry needs to change or that any more
regulation or legislation of theindustry is necessary.
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The point of thisbook isthat you need to either adjust to existing prac-
tices or switch to other investments that you find more comfortable. There
are many investments to choose from. Most investors can find the returns
they seek and the comfort level they are hoping for within the existing
financial products. Those who cannot find their comfort zone will need to
change themselves, not the financial servicesindustry.






CHAPTER 3

EmMoTioNAL TRAPS?
WHAT EMOTIONAL
TRAPS?

@ efore all the hype about stocks, back in the Dark Ages of investing,
novice investors put everything into savings accounts. After a few
years of experience, they ventured into the bond market. Five years playing
with government bonds|ed to another five yearsinvesting in corporate bonds.
Having built up capital and emotional tools, these apprenticeinvestorsthen
bought utility stocks, blue chip stocks, or real estate. Another decade or so
and they were ready for speculation in tech stocks, emerging market stocks,
commodities, and anything else the markets could throw at them. At each
stage of devel opment, theinvestor learned the emotional twistsand turns of
investing aong with the knowledge of companies and markets.

Today, investors start with tech stocks, possessing little knowledge of
companies or markets and never building the emotional skills needed to
handle the most challenging investments.

Each stage of investment maturity triggers different emotions. Saving
triggers different emotions than investing, which in turn triggers different
emotions than speculating.

Some of you have MBAs or CPAs and can quickly pick up company
and market data. Others are therapists or trained emotionally to handle

+33 ¢
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conflicts. Most readers are neither. This chapter will define common types
of emotional trapsyou will encounter with investments. Chapters4, 5, and
6 will show how savings, investments, and speculationstrigger emotional
reactions. Then, Chapter 7 shows how portfolio structure can twist your
emotions. Thesefivechapterswill giveyouthe emotiona information equiva
lent to that of a 20-year, full-time investor. Step 2 will raise your level of
self-knowledge so that you can determine what investments are appropri-
ate for you.

Pay close attention to the emotional content described in Chapters 3
through 7. Your future dleep is at stake.

The obstacle course overview

Each investment has its own emotional traps. Ancient tribes stored
seeds through winter. These tribal savings were loaded with community
and individual feelings. Today, few realize the embedded emotion in pass-
book savings accounts until banks begin to fail or inflation destroys the
purchasing power of precious dollars.

Investing produces a wide range of emotion. The highs can be as dis-
orienting as the lows. The most common emotional traps are described
here. For each, consider if you would be comfortable owning investments
that produce these feelings.

Complete powerlessness

A feeling of complete powerlessnessisunusua. We all liketo feel that
lifeismoving along in a positive, predictable fashion. For most, a sense of
control over his or her own destiny is important. Unfortunately, savings,
investing, and speculating are all affected by elements beyond our control.
At times, these elements produce extreme results. When the stock market
dropped 90 percent between 1929 and 1933, the sense of powerlessness
was so great that a whole generation vowed never to buy a single share
again. Those left out of the great tech bubble that ended in March 2000 felt
equaly powerless asthey saw friends or acquaintances become instant mil-
lionaires. Powerlessnessis most extremein stock investing, but itisfound in
real estate booms and busts, bond defaults, and other investments.

Powerlessnessisparalyzing for the mgjority of investors. Market shocks
cause a few investors to panic; most sit on the sidelines experiencing a
sense of powerlessness as prices gyrate wildly. Anxiety, numbness, and
depression are common manifestations of the sense of powerlessness.
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Panic has a bad reputation as an investment emotion. Brokers, mutual
fund companies, journalists, and others who profit from the stock market
know that panicked investors often avoid stocks for decades. They portray
panic as the worst response to powerlessness in al circumstances. How-
ever, panic is a healthy response to many powerless situations. Investors
who panicked out of the stock market in 1929 at the low reacted well. The
market continued down for three more years and never returned, on a sus-
tained basis, to the 1929 low until the early 1950s. Tech investors who
listened to the stock promotersand did not panicin April 2000 madeagrave
error. Many still sit on tech stocks that are worth a fraction of what they
were in March 2000.

For the emotionally mature, powerlessness is arelief. There is great
freedom in recognizing powerlessness, surrendering, and moving on.
For the immature, powerlessness can lead to desperate acts, usualy self-
destructive. Consider how you react to powerlessness.

Unmanageability

You must a so think about unmanageability. A sense of unmanageability
is common with investments. The causes of unmanageability are many but
usually center around investment professionals and investment institutions.
I nsurance sal espeopl e may manipulateinvestorsinto high-commission, high-
surrender fee, and inappropriate variabl e annuities. The chosen mutual fund
might have huge loads and high minimums. The online brokerage Web site
may freeze during the market crash.

Unmanageability can aso be subtle. For example, savers want to own
money market fundsin their 401(k) accounts. Often the company will only
match their savings with company stock and will encourage them to con-
vert their money market funds into more company stock. Then office poli-
tics dictate that anyone wishing to be promoted buy company stock in the
401(k) and accept options on company stock as compensation.

Unmanageable investments gnaw at the investor, often for years or
decades. Unmanageability manifests as anger, frustration, and resentment.
Stockbrokers confuse investors with lots of numbers and stories and then
sell them inappropriate stocks. The investors cannot sue. They were shown
prospectuses and all the legal mumblings were made. What is|eft isa dud
stock and aresentment against the broker, the stocks, the brokerage house,
and the whole idea of buying stocks.



36 / COMFORT ZONE INVESTING

Typically, the sense of powerlessness|eadsto passivity. Unmanageability
|eads to attempts to manage people, institutions, and policies. Change bro-
kers, change stocks, change Realtors, keep it all in a money market ac-
count. In the extreme, unmanageability manifests as rage. Investors who
shoot their broker, call in bomb threats, plant falserumors on the Internet, or
manipul ate stock pricesare attempting to control unmanageableinvestments.

Helplessness

Itisimportant to distinguish among a sense of powerlessness, afegling
of unmanageability, and a sense of helplessness. Investors are never help-
less. They can aways sell the investment or abandon it to bankruptcy and
move on. However, many investors feel helpless.

In bubbles and crashes, investors believe they have no choices; they
feel helpless but they are not. While you are powerless over the direction of
the market and you cannot manage your mutual fund manager, you can sell
the mutual fund and invest in real estate.

Saving instruments rarely trigger helplessness. Generaly, volatile in-
vestments and speculations trigger hel plessness.

Helplessness is afalse message you tell yoursalf. All that is necessary
isfor your mind to convince you that you are stuck. When a stock declines
25 percent, some investors recognize they made a bad investment, take a
loss, and invest elsewhere. The helplessinvestor tells hersdlf that she can-
not afford aloss, she must hold on until she getseven. Asthelossincreases,
sherationalizes away all argumentsfor getting out: peoplewill think | ama
bad investor if | lose money here; the tax deduction istoo small to be worth
anything; | will look stupid for having bought at such ahigh price; | will bea
hero when the stock makes a huge comeback; and so on. Meanwhile, her
depression increases. The helplessinvestor never gets out, riding the stock
into bankruptcy if necessary. If you are prone to helplessness, carefully
consider if the investments described in Chapters 4, 5, and 6 will trigger
your helplessness.

Grandiosity

The opposite extreme from helplessnessis grandiosity. Investing com-
monly triggers grandiosity: a false sense of expertise, manageability, and
control. Grandiosity tellsyou that the investment will work out because you
invested in it. In the tech bubble, many instant investment geniuses were
created. The lone speculator on a winning streak commonly experiences
grandiosity.
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Some investors get to grandiosity over time. | started out self-assured.
A few years of luck led to overconfidence. Investment profits in the mil-
lionsthen turned overconfidenceinto grandiosity. The crash of 1987 crushed
my grandiosity.

Bewary of investing with grandiose money managers and mutual funds.
Money managers are particularly prone to grandiosity. A lucky streak or
record of excellent returnsisnot required. Simply controlling $100 million or
more leads to challenging emotional traps such as grandiosity. It is my ob-
servation that investors with less than 20 years experience are rarely emo-
tionally mature enough to handlelarge sums of money and the accompanying
sdaries and bonuses. Mutual fund managers who had more than 30 percent
in tech during the tech wreck suffered the ill effects of grandiosity. Many
management committees suffer from institutionalized grandiosity. Entire
mutual fund families have entrenched grandiosity.

Successful real estate speculation leadsto grandiosity. Small real estate
investors, who missed the stock bear market of 2000-2001, are prone to
grandiosity.

Grandiosity, when returns are positive, manifests as extreme good hu-
mor and excitement. Grandiosity can be intoxicating. Once experienced,
gamblers seek to recreate the high. Day traders continualy believe they
will have another streak. Tech investors search for the next Microsoft.
Real estate devel opers crave breaking ground on the next mega project.

Yet, even on awinning streak, grandiosity has adown side. A sense of
isolation is common. Sudden wealth stands out in a society where savings
are accumulated slowly. Grandiosity can lead to aloss of connection with
family, friends, colleagues, social norms, and even one's self.

Grandiosity is often followed by both poor investment results and per-
sonal unhappiness. Crashing from grandiosity can bevery painful. The detox
process leads to grief, sadness, plummeting self-esteem, self-loathing, or
depression. Thoughts of suicide are common. Actual suicideisthe extreme
manifestation of fallen grandiosity.

Although some people are not proneto grandiosity, you should consider
any experience you might have with it.

Overconfidence

A lesser form of ego inflation is overconfidence. Overconfidence is
your mind telling you that you know what you are doing and that thingswill
work out even though you havelittle experience and have done little research
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or investigation. Overconfidence can lead you to trust your own decisions,
as well as your advisors, based on flimsy or nonexistent evidence. Over-
confident investorsfail to scrutinizeinvestment advisors, money managers,
mutual fund managers, realtors, journalists, and other supposed experts.

Many people with money to invest suffer from overconfidence. The
fact that you have money to invest tells your ego that you have a superior
intellect than those who have no money to invest. The mere fact of having
money to invest leads you to believe that you will invest it well.

However, overconfidence is not always the result of any prior success
or experience. Many investments are sold as simple, easy paths to riches.
This triggers overconfidence in inexperienced investors. The notion that
stocks are the best investment for the long-term led to overconfidence in
stocks for millions of investors. Without challenging this notion, investors
shifted money out of bonds and money market funds and into stocks. Over-
confident investors failed to ask how long the long-term is. If stocks are a
bad investment while you are saving for retirement and aworse investment
during your retirement, is it helpful if they are the best investment for the
next hundred years after your death?

Overconfidence can become the norm in investment bubbles. Invest-
ment experts and the financial press were overconfident in stocks by the
end of the 1990s bull market.

Your overconfidenceis used against you to sell investment products. If
you are ahighly competent professional, your egoislikely to convinceitself
that it isalso going to be a highly competent investor. The combination of a
Realtor’s pitch and a professiona’s ego has closed many strip shopping
center deals.

Any investment can trigger overconfidenceif properly presented to the
client. Security and Exchange Commission (SEC) rulesthat only allow cer-
tain investments to be sold to investors with large assets or large incomes
promotewealthy investors' overconfidenceintheir ability toinvest. Limited
partnerships are atypical trigger to overconfidence. High minimum invest-
ment amounts and a limited number of shares available only to qualified
investors causes many deals to be sold without proper scrutiny.

The press can also lead the masses into overconfidence. Irrational
Exuberance by Robert Shiller explains in detail how the press, word of
mouth, and many other factors created the stock bubble of the late 1990s.

Many academic studies have demonstrated the effects of overconfi-
dence oninvestors. Despite studying overconfidence, some finance profes-
Sors never overcome it themselves.
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Overconfidenceisinevitableintoday’ sworld. Asworkersincreasingly
speciaize and stay busy, it is impossible for them to have the time and
expertise necessary to thoroughly investigate investments and investment
advisors. However, many investors do not suffer from overconfidence. In
fact, lack of confidence is a bigger issue for many. These include people
pleasers who rely on others' judgments rather than their own and those who
suffer frominferiority, confusion, and an inability to handle any complexity.

Consider whether you are more likely to make mistakes due to over-
confidence or lack of confidence.

Inferiority

Investorsareintimidated by many investments. Hedge fundsarethought
to employ exotic strategies that the investor could never understand. Real
estateissaid to betoo difficult for averageinvestors. A feeling of inferiority
has channeled many investors away from safe, appropriate investments
and into what are marketed as“ simple, sure things.” The avoidance of real
estatein the 1990s dueto intimidation by stockbrokers, who labeled it com-
plex, accompanied by the propagandathat stocks required no work and are
the best investment for the long run led to much grief in 2000 and 2001.

Confusion

Confusion isbuilt into many aspects of theinvestment scene. Investors
experiencing confusion often shut down or make quick, poor choices.

Stocks are the most confused asset class. Thousands of mutual funds
and stocks cause mass confusion. Few people know how to compare all the
funds and how to distinguish among all the companies, much less how to fit
different funds or stocks with different investment goals and different in-
vestors. Many investors buy nothing or buy whatever is most hyped. They
are baffled by brokerage statements and tax implications. Few know if they
are making money or losing money, much less how they compare to market
averages.

While some investment professionals use confusion to sell a product,
some are aso genuingly confused. Confused advisors give confused advice.
For example, many brokers are excellent at customer relations and sales,
but inexperienced at economic analysis. Your broker may not understand the
correlation of return for different asset classes to different economic condi-
tionsincluding booms, recessions, depressions, high inflation, low inflation,
and deflation. Your confusion may be caused by your advisor’s confusion.
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Confusionisoften unexplainable. The A-rated corporation reportsrecord
profits each quarter, yet the value of the corporate bonds declines. A REIT
cancels the dividend until further notice, but the REIT price doubles. An
obscure currency collapses and Ginnie Mae funds decline.

Alternatively, confusion is used as an excuse to avoid change. Con-
fused day traders find they are making more profitable than losing trades,
yet their account value declines steadily; however, they continue to trade.
Confused 401(k) investors add to their stock mutual funds every year in a
bull market, yet their account valueis no higher than the total cash contrib-
uted to the account; however, they continue to add to the account.

Complexity

Complexity is not an emotion but an intellectual state. Nevertheless, it
functions to send many investors outside their comfort zone. Complexity
can cause confusion but it is not confusion. Complex investments under-
stood are satisfying for someinvestors. Most investors, though, prefer ssimple
investments. They have enough complexity intheir lives already. Complex-
ity requireswork to understand and exploit. Most investors are not looking
for mind-twisting experiences.

Complexity comesin three main forms: mathematical, conceptual, and
tax related. Some investors are comfortable with mathematical complexity
but not conceptual complexity and vice versa. Option strategies involve
mathematical complexity. A wide range of calculations must be made to
determine the potential outcomes and to hedge each outcome. A salesper-
son, used to bantering about ideas while the home office calcul ates profits,
may be out of hiscomfort zonein options. He may, however, enjoy venture
capital.

Venture capital requires awide grasp of ideas and concepts. To deter-
mineif gizmo A isagood investment you have to know:

[0 What it does and what is does not do.

[0 What other gizmos are currently available and what they do
and what they do not do.

1 All the other gizmos being devel oped.
[l What their prospects are.
[1 The prospects for the industry.

71 The supply and demand conditions of the industry both
current and future.

[1 Thefinancial aspect of al the variables.
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An accountant may be out of her comfort zone in venture capital. Her
brain may simply not twist around enough ideas to make a good judgment.

Tax complexity is too much for even experienced investors comfort-
able with both mathematics and concepts. Mathematics haslogic. |deastell
a story. Tax complexity is complete nonsense. For example, the rules for
withdrawal from tax-deferred retirement accounts are extremely difficult
to understand. 401(k) tax complexity is beyond the comfort zone of most
investors, yet few realize this.

Built-in resentment or regret

Investing has social costs as well as financial costs. Every period has
its popular investments and its forgotten asset classes. Fashion changes,
fads fade, and no one can keep up with al the latest hot new things. Inevi-
tably, there will be regrets and resentments.

Evenif you arein theright investment class, you might pick the wrong
investment. Tech investorswho bought IBM in 1988 regret they did not buy
Microsoft instead. Real estate investorsin the 1990s lost prestige to stock
investors even though real estate returns for the decade were great. Their
spouses and friends criticized them as out of touch. Cab drivers had stock
tips for them. The investment magazines and newspapers dropped cover-
age of real estate and added tech stock sections.

Sometimes pressure comes from employers or family membersto own
certain investments or investment classes despite your own preference.
Company stock is pushed on employeesregardless of the prospects. Family
real estate is to be held for generations even if poorly located and badly
managed. Resentment is inevitable.

Some products are sold with great sales pressure. Annuities are foisted
on unsuspecting buyers as safe, high return, and tax smart. In fact, they are
low return, unstable, tax dumb, and very costly. The annuity buyer will even-
tually figure all this out and have regrets and resentments.

Many investors avoid resentments and regrets by never checking their
resultsor by refusing to sell losers. Hoping to get even, they instead experi-
ence free-floating fears and anxieties.

Free-floating fear

Investment return comes from income and appreciation. A dividend
check every quarter goes along way toward eliminating fear. Investments
that have no income and only appreciation or depreciation often lead to a
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sense of free-floating fear. Initia public offerings (1POs) with no earnings
or dividends, yet spending all their cash, create a sense of free-floating fear.
Other investments have the same effect. Land pays no dividend. It just sits
there waiting for an offer or development. Thoughts of toxic waste, zoning
changes, polluting neighbors, and higher taxesare all manifestations of free-
floating fears.

All investments expected to have high future returns create free-floating
fear. The myth that long-term investors have nothing to fear from market
declines leads to fear.

Any investment that has a history of extreme volatility also comes at-
tached with free-floating fears. Commodities are especialy volatile. The
price of wheat can double or be cut in half in a month based on unpredict-
able weather patterns and overseas demand. Oil is subject to the whims of
Qil Producing and Exporting Countries (OPEC) and environmentalists. In
1998, the price was $25 per barrel; in 1999, $10; in 2000, $35. Options
combine volatility and an exercise deadline, forcing fear levels to rise as
time compresses.

Many sources of the free-floating fears are subtle. Most investors are
not aware of them. Savers cannot understand why they have fears with all
their money in municipa bonds. They arein denia about how inflation Sowly
erodes purchasing power, turning seemingly profitableinvestmentsinto los-
ers. Bond fund investors get that odd feeling in their stomach even though
they arein well-managed bond funds. Buried deep in the prospectus is that
expenseratio that explainswhy the managerswill makeakilling evenif the
investors lose their nest egg.

Some people are more comfortable with free-floating fear than others.
If itistroublesomefor you, take alook at investmentsthat are lesslikely to
trigger free-floating fear.

People pleasing

Investing triggers all our character flaws. People pleasers have trouble
with many investment scenarios. People pleasing is conforming to another
person’s will at the expense of our own self-interest. We fed if we say no
to their requests, they will not like us or will not respect us asinvestors.

Profits are made in the sale of al investment products. Someone is
aways interested in getting you to buy. Stockbrokers want commissions,
no-load mutua funds want expenses, banks want interest rate spreads on
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CDs, Realtors want commissions. A people pleaser often buys investment
products to make someone else happy and later finds himself miserable.

Peopl e other than sal espeopl e can trigger peopl e pleasing. Many people
use their parents broker to make their parents happy even if the broker
turns out to be astock churner. Even on discovering thetruth, they continue
to use the broker so their parentswill not find out the broker isacrook and
be alarmed. Employees commonly buy employer stock to please the boss
evenif the stock isapoor investment or renderstheir portfolio undiversified.
During the tech bubble, many tech stocks were purchased to show other
tech maniacs that you were part of the group.

Impulse buying

Irrational buyingisnot limited to people pleasing. Someinvestmentsare
purchased on a mere impulse. No one is pleased, including the purchaser.
Animpulseissatisfied and that isall.

Before online trading, there were few investments that could trigger
impulse buying. Today, any investment that can be bought and sold on the
Internet is subject to impulse buying. Stocks and mutual funds are the most
common impulse buys. Real estate requiresweeks, if not months, and large
cash outlays. Impulse buying is nearly impossible with real estate.

A pattern of impulse buying is a sign of self-destructive behavior. If
you have made one or two impulse buys, ook for investmentsin Chapter 4
that cannot be purchased online. If you can count more than 10 times when
you have bought investments on impulse, you need additional help. Call a
therapist.

Herd psychosis

Herd psychosis is a mass form of people pleasing. Members of the
herd al conform to the seeming will of the herd, regardless of their indi-
vidual self-interest. Asthe herd bids up prices, the chosen asset class soars
in vaue. This draws more members into the herd and prices move beyond
any measure of reasonable value. The size of the herd increases exponen-
tially. Suddenly the herd sentiment switches to sell and then to panic. The
vast majority of herd members come in late and suffer huge losses.

Thetotal capitalization of an investment class determines its potential
for herding. Large investment classes such as stocks and real estate have
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seen tremendous bubbles. Tax lien certificates, stamps, and other small
asset classes have little herd potential.

Herd psychosisis not just the potential to be fashionable or trendy. All
investments have periods of popularity. Oil and gas limited partnerships
were hot from 1975-1984. However, they did not produce the herd instinct.
Theherdinstinctisafedling that you must invest in this asset classregardless
of your economic circumstances or the prospects for the asset class. Al-
though oil and gas limited partnershipswere once very popular, few, if any,
investors who could not afford the losses actually purchased interests.

Thetech maniaof 1996-2001 was an extreme example of herd psycho-
sis. People with no savings borrowed on their credit cardsto buy the hottest
stocks. The phenomena was worldwide. Respected financial journalists
recommended individual companies and advocated buying the dips. The
gold and silver mania of the late-1970s was equally aluring. Investment
advisors advocated 100-percent asset allocation to precious metals. Japa-
nese real estate mania reached epic portionsin 1989. A single property in
Tokyo was worth more than all of Manhattan. The Tokyo crash and price
adjustment continues more than 13 years | ater.

Those of youwho find you have been sucked into morethan one bubble,
consider investments that are not prone to herd psychosis. If you find your-
self alwaysin bubbles and crashes, addiction isapossibility.

Addiction

The desire to make money from savings, investing, and speculating is
natural. Increasing stock prices are attractive; compound interest is fasci-
nating; rising rents put a smile on the landlord’s face. It is only when the
natural desire to make money investing exceeds normal bounds that addic-
tiontakesover. Greed isan extreme emotion. Few investorsever feel greed.
The cliché that greed and fear are the only two emations investors' feel is
false. Greed is rare. Greed leads to extreme actions.

Inthelate 1990s, the lure of quick and easy profits caused many people
to leave their jobs and trade stocks all day. With asmall stake and a second
mortgage, acredit line, amargin brokerage account, or several credit cards,
greed led many on the path of addiction. The gold rush of 1849, the real
estate boom of the early 1980s, and all other manias had similar resultsona
small band of investors. At the cost of losing work, homes, families, friends,
and social standing, theselonely individual s pursued their greed.
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Addiction includes large numbers in bubble periods. But it is always
present and no class of investors is immune. Professional investors and
money managers, as well as amateurs, are subject to addiction. A small
group of professional traders and money managers became addicted to the
tech trading maniaas did asmall group of individual investors.

Addictionisblinding. The addict, once addicted, does not see the costs.
The addict knows on some level that with every trade there are commis-
sions, spreads, and taxes to pay and that every loan hasinterest, fees, and a
repayment schedule. All thisis ignored for the desperately certain belief
that a few great trades will lead to wealth. But wealth, even if achieved,
does not fill the addict’s need and isinevitably traded away.

Comfort zone emotions

Once you have found your comfort zone, you will experience few of
these troubling emations. A good night’s sleep will be the norm. You will
wake with enthusiasm for investing. After you have done your research or
determined that there is nothing to do, you will feel a sense of satisfaction
and well-being. Fear of financial insecurity will leave you, as will fear of
financial professionalsand ingtitutions. You will no longer be sold inappro-
priate investments. You will no longer regret the mistakes you have made,
but appreciate the lessons they have taught you. You will intuitively know
how to approach new investments and consistently make good decisionsto
buy, sell, and avoid. Investing will be a confident areain your life. Though
market crashes and events outside the norm will shake you at first, your
recovery will be quick and your response positive. From every event, you
will grow and mature as an investor and as a person. You will see how you
can help others with their investment issues. You will derive a sense of
meaning and satisfaction from helping others invest and from your own
investment activities.

Look for your personality

This chapter isthe start of the path toward your comfort zone. You may
aready recognize some of the causes of the roller coaster ride you have
experienced from investing. The next chapters detail the emotional triggers
inindividual investments. Pay attention to investments you have owned or
currently own. Ask if you have had the experience described. Then look for
investments that may better fit your personality.
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Your feelings are the road map to your comfort zone. Each feeling you
have experienced tellsyou if agiveninvestment isin or out of your comfort
zone. Learn to ignore any advice you have heard that insists you must
invest without emotion. You must let yourself experienceall your feelingsif
you areto find your comfort zone. Without emation, you arelost and subject
to the sales pitch of amillion investment hawkers.



CHAPTER 4

SAVINGS

C_ l his chapter will help you consider how you react to savingsinstru-

ments such as CDs and annuities. Also, it will show you to what
degree you are a saver, an investor, or a speculator. Emotional traps are
embedded in us, as well as in investment products. Internal traps come
from our nature as savers, investors, and speculators. Everyone has an
internal saver, investor, and speculator. However, everyone has different
comfort levelswith each aspect of his or her investment personality. When
you hand money to abroker, you need to know which part of you isopening
your fist.

Not all readers need to study this chapter. After reading the following
section, you might wish to look only at the sections on savings instruments
you now own or have owned in the past. Then, those of you who have a
strong sense that you are a saver should study the entire chapter. Those
who are confident that savings instruments are not within your comfort
zone should skip therest of the chapter. If you are not sure, skim the rest of
the chapter.

* 47 ¢
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Saving as faith

Savingisasold ashumankind. Ancient tribes stored grain, seeds, imple-
ments, and ceremonial objects. Anthropological digs unearth bins and stor-
age jarsfilled with valuable treasures.

Theemotions associated with savings are deeply ingrained in our psyche.
Saving requireswork beyond producing the daily bread. Hard work creates
a sense of entitlement. Workers earn their Social Security payments. Sav-
ings are not a gift from anyone. Savers do not trust individuals with their
hard-earned cash. Only God or good government can be trusted.

Saving requires adeep faith that the excesswill be preserved for future
use. A safe community isnecessary; without it, savingswill be stolen. Sav-
ing tests our faith in the community.

Today we save as a community through government-guaranteed bank
accounts, Socia Security taxes, and other government taxes and programs.
The current debate over Socia Security and Medicare is part of our ritual
and ceremony. A threat to savingsis athreat to the whole community. The
ideathat Socia Security should be “invested” in stocks challenges the sa-
cred nature of savings.

Savings evoke deep emotions. Saving isabout entitlement and faith, not
fear and greed. Entitlement and faith are derived from generational experi-
ence, religion, and the meaning of life. Every community has had a Great
Depression. Hard work does not always produce excess. When the well
runsdry, the community ends. Communities such asthe Incaand the Anasazi
tribes worked hard, created vast roads and irrigation system, yet disap-
peared from the planet. Hard work does not guarantee anything. The Roar-
ing 20s were full of frivolity, yet produced abundance; the 30s witnessed
hard labor that did not overcome scarcity.

Good gods or good government are required to produce savings. The
ancient tribes had rituals, harvest festivals, and the like to protect and cel-
ebrate their savings. Their feelings were primal and intense: gratitude for
the bounty of nature but entitlement to share that bounty once harvested
and stored. Every member of the tribe was involved. Today, feelings about
savingsarejust asprimal and intense, and involve every member of society.

When savings systems collapse, no one is unaffected. In the 1930s,
massive bank failureslead to deflation in some countries and hyperinflation
in others. Incredibly strong feelings were unleashed. Desperation led to
Nazism, wars, revolutions, and massive New Deals. When all savings dis-
appear, gods are abandoned and governments overthrown.
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All forms of savings entail a sense of trust and entitlement. This is
widely recognized. A dollar in savings must aways beworth adollar. Though
savings instruments pay interest, the inflexible value of the principal is of
primary importance. The main short-term savings instruments are pass-
book savings accounts, CDs, and money market funds. Long-term savings
instruments include government notes and bonds. Many people aso con-
sider their primary residence as a savings instrument.

Savings accounts, CDs, and
money market funds

Though savings trigger intense emotions, trigger eventsfor the intense
emotionsarerare. In addition, the number of emotionstriggered by savings
accounts, CDs, and money market funds is small. Short-term savings in-
vestments are sold as security. If you need predictability, these are the
investments for you. One dollar invested here should aways be worth $1,
never 99 cents.

The purchase of CDs and money market funds can lead to some con-
fusion and complexity. CDs have different interest rates and different ma-
turities. Unpredictable forcesincluding the Federal Reserve, the economy,
and inflation determine the interest rate on CDs, money market funds, and
savings accounts.

Money market funds compete based on different interest rates, and
interest rates fluctuate daily. Professional money managers who charge
varying expenses run money market funds. At times, the fund sponsor, asa
promotional gimmick, defers these expenses. There are also several types
of money market funds, such astreasury funds, municipal funds, and com-
mercia paper funds. However, compared to most investments, the pur-
chase of short-term securitiesisrelatively smple.

Ideally, during thetimeyou own short-term securitiesyou will have only
a sense of confidence that your dollar is always worth a dollar and your
interest, however small, is always accumulating. When this confidence is
threatened, expect powerful emotions including a sense of betraya and a
loss of faith. When the dollar value of the principal is threatened, savers
take to the streets and to the polls to preserve that value. The FSLIC (Fed-
eral Savings and Loan Insurance Corporation) and the FDIC (Federal De-
posit Insurance Corporation) guaranteed savings and loan (S&L) and bank
savings instruments for up to $100,000. The savings and loan crisis of the
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early 1990s created a scare that these guarantees would not be honored,;
failed banks and S&Ls might redeem CDs and savings accounts at less
than face value. Inthe 1980s, the S& L industry made contributionsto poli-
ticiansin order to secure deregulation of the industry. Thereafter, they were
able to invest federally insured funds in risky enterprises. When the enter-
prises failed and the S& L s were unable to pay back federally insured de-
positors, the indebted politicians began to argue that the federal guarantees
should not be honored. Savers should have evaluated the trustworthiness of
banks and S& L s before they saved with them. Emotions became extreme.
Politicians were booted out of office; Charles K eating and other bank offic-
ers were prosecuted for crimina offenses; and the guarantee to savings
wasretained. From this, money market fund sponsors|earned that the princi-
pa vaue of the fund could not fluctuate even in the worst economic crisisor
savers would only place money in federally insured products.

Money market funds are not government guaranteed. Betrayal is a
dlight risk with money market funds. In rareinstances, the dollar value gets
broken. Money market funds are a collection of the highest-rated, 90-day,
commercial debt and government paper. By law, money market funds must
have 95 percent of their assets in top-rated debt. Still, defaults occur. The
highest-rated companies can suddenly fall apart. Enronisarecent example.
When the bankruptcy of a 90-day debt issuer threatens the dollar value of
money market accounts, fund sponsors routinely add cash from their own
pockets to cover theloss. A large fund sponsor sells stocks, bonds, mutual
funds, and other lucrative securities. The cost in bad publicity from amoney
market fund loss would be immense. Though you may fed threatened by
the bankruptcy of a90-day debt issuer that the value of your money market
fundswill decline, thereislittle chanceit will take place.

Because money market funds do not have FDIC or other insurance,
there have been rare cases of fraud whereinvestor money was stolen. Money
market funds pay higher interest than most FDIC-insured products. Consider
whether or not thishigher interest isworth taking avery small risk. Therisks
of fraud are small, but any risk may be outside your comfort zone.

Thebiggest issueswith money market fundsinvolveimpulse buying of
stuff you do not need and becoming atarget for sales pitchesfrom the sales
force that sold you the money market fund. Money market funds can be
tapped with checks, credit cards, and online transfers. Impulse buyers may
want to avoid the opportunity to make quick purchases. Some brokerswho
are dightly unscrupulous tell money market fund owners that they should
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“put their money to work” and that “cash is trash.” Lured by potentialy
higher returnsin stocksand other high-commission, high-spread investments,
money market funds are easily and quickly converted. With CDs, you lose
your interest if you liquidate before the term. Savings accounts often re-
quire several stepsto convert into risky investments. Money market funds,
particularly those attached to brokerage accounts, can be converted at the
click of amouse. If you are vulnerable to sales pitches or impulse buying,
you may not want to own money market funds.

During ownership, some savers also experience a sense of regret. High
inflation in the 1970s reduced the purchasing power of savings and was not
compensated for by interest paid. When real estate was hot in the early
1980s, saversregretted they were not participating. The stock bubble of the
late 1990s also led to regrets and jealousy. However, savers who hold out
experience a sense of satisfaction when bubbles burst and speculators
scramble to place their remaining fundsin savingsinstruments.

When CDs mature and must be rolled over, savers experience amixed
set of emotions. Higher interest rates can lead to joy unless inflation has
risen such that purchasing power will be lost. Lower rates can lead to re-
gret that along-term investment was not made.

Liquidating savings often triggers many emotions. A source of security
isdying. When savings must be substantially liquidated, a grieving process
begins. The saver may experience awide range of emotions including sad-
ness, regret, anger, resentment, helplessness, confusion, and free-floating
fear. Generally, the cause of liquidation will compound the emotional mix. A
divorce often requiresanon-working spouseto both watch her savingsdwindle
as she reenters the work force and grieves the loss of her marriage.

U. S. government notes and bonds

The range of emation from government notes and bonds is similar to
that for short-term securities. While many may be asking why corporate
notes and bonds are not included here, the answer issimple. Corporate debt
isrisky. Only investors and specul ators should consider it. U.S. government
notes and bonds are for savers whaose primary concern isthe return of their
principal and whose secondary concern isthe receipt of interest. Thereisa
real possibility of losing some principal with corporate debt.

Before purchasing treasuries, you will be exposed to complexity. The
possibilitiesin government bonds are great. You can invest for one year or
29 years or any period in between. Certain bonds, such as Series EE, H,
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and | have tax advantages. Interest rates differ for every maturity and
every type of bond. For most notes and bonds, the principal vaueis fixed.
For inflation-indexed treasuries, known as TIPs, the principal valueincreases
every year we experience inflation. The principal value of | bonds also
adjusts with inflation. However, even though the principal value of most
bondsor notesisfixed, bondssell at priceshigher or lower than the principal
value, depending on the current level of interest rates and the supply and
demand of similar bonds and notes. The mathematics of computing the
proper price for anote or bond is complex.

The complexity of purchase may lead you to rely on a salesperson.
Government bonds are purchased from brokers, banks, and directly from
thefederal government. Buying from brokersand banks can bring up issues
of trust. Whereas you may have a great degree of confidence that govern-
ment bonds are secure and the tax consequences predictable, you may not
trust that the product you are being sold benefits you as much asit benefits
the salesperson. Buying treasuries directly from the federal government
might also create fear. You may believe that with a salesperson holding
your hand, you would find a better product at a better price.

Government notes and bonds are often sold in bundles as managed
mutual funds, unmanaged index funds and trusts, or as closed-end mutual
funds. Here the issues get more complex. Built-in resentment and regret
are inevitable. Fees and commissions must be paid to mutual fund manag-
ers, brokers, and closed-end fund managers. These funds rarely do better
than notes and bonds bought by an individual and held to maturity. It iseasy
to regret the fees paid for poorly performed services. Yet some savers feel
the need to use professionals to pick bonds for them. They would have
free-floating fear and worry if they were to construct a portfolio of bonds
on their own. You must ask yourself how you are likely to react.

Often, managed funds turn out to be different than expected. Savers
primarily want their principa returned when a note or bond matures. Some
fundsare managed without regard to principal fluctuations. Many savershave
found the government fund they purchased paid out both principal and inter-
est so that at the end there was no principal left. Alternatively, the manager
of the fund borrowed extensively to juice the returns from the fund and
instead lost a substantial portion of the principal. You are likely to feel be-
trayedif you unwittingly purchased afund with fluctuating principal values.

Bond investors often experience regret and resentment when other
asset classes have dramatic rises. Longer duration bonds cause the most
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distress. Savers who put money into 30-year Treasuries in 1994 received
annual yields up to 8 percent. They had to stand by and watch as stocks
returned better than 20 percent ayear for the next five years. However, the
dramatic decline in 2000-2001 may have given them some satisfaction.

Volatility is an issue with notes and bonds that mature in two or more
years. Before OPEC, floating interest rates, interest rate swaps, floating
exchange rates, budget surpluses, and electronic trading, treasury bonds
had low volatility. Today, Treasuries can lose 20 percent of their valuein a
month. Saverswaiting for bondsto mature will feel fear when they learn of
the current value of their holdings. They must be able to process the fear
and wait to maturity. Savers who cash out may have regrets and resent-
ments when bond prices turn up again.

Occasiondly, bond investors experience compl ete powerlessness. When
interest rates and inflation rise dramatically, the value of bonds declines
dramatically. If prospectsarefor continued high interest rates and inflation,
bond interest will never compensatefor lost purchasing power. Inthe 1960s,
government bonds paid 5 percent or lessininterest. During the 1970s, infla-
tion averaged better than 8 percent. Bond investorswho bought in the 1960s
sat by powerless as the purchasing power of their principal and interest
dwindled.

On the other hand, treasuries are the best asset class during extended
periods of deflation. In the 1930s, treasury savers had to guard against
grandiosity rather than inferiority. Treasuries were the best asset class.

Selling government bonds before maturity bringsup feelingsof regret if
interest rates have risen and the bonds must be sold for less than face
value. Commissions, as well as spreads, must also be paid.

L etting bonds mature eliminates both commissions and spreads. Still,
when bonds mature, the saver isfaced with the dilemma of what to do with
the principal. For some, the answer is simple. Others experience anxiety.
Savers who fret over what to buy may be more comfortable in bond funds
where the money manager makes all the buy decisions.

Municipal bonds

Unmanageability is a big issue with municipal bonds (munis). (Munis
are bonds issued by states and local governments.) State and local govern-
ment bonds are less secure than federal government bonds. The federal
government can print money to pay bond interest and principal . With munis,
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defaults are possible, because state and local governments do not have the
power to print money. Although defaults are rare, they occur. Many munis
are secured by specific projects. If the project is bad, the muni could de-
fault. Other munis are secured by a general fund. However, mismanage-
ment of the general fund can endanger your muni. For example, the Orange
County (California) general fund in 1993 and 1994 was run like a hedge
fund. The fund manager invested in derivatives and leveraged up the fund
just when interest rates rose dramatically, bankrupting the county. Thistype
of mismanagement can lead to feelings of outrage among bondholders.

Munis are sometimes insured, but the insurer needs to be solid for the
insurance to be any help. State and local governments sometimes establish
afund, known as a sinking fund, to be used to pay off specific bondswhen
they come due. These bonds are known as prerefunded bonds. Prerefunded
bonds are more secure as long as the sinking fund is never attached.

Municipal bonds aso have call provisions that allow the issuer to re-
deem bonds before their term expires. For example, a 30-year bond will
typically have a seven-year cal. If interest rates have declined over the
seven-year period, the state will redeem the bonds and then issue lower-
yielding securities. Obvioudly, thisisnot in your favor, and you may find it
irritating.

Munis are also subject to wide swings in value. State economies are
morevolatilethan the national economy. When astate economy isbooming,
state tax revenues are high and there is little need to issue munis. At the
same time, state residents’ incomes are high. They want munis, which pay
tax-free interest. The combination of low supply and high demand leads to
overpriced, scarce bonds. When a state is in recession, tax revenues de-
cline. The state issues a hoard of bonds to keep going just at the time when
it can least afford to make interest and principal payments. Muni interest
rates rise to compensate for the reduced security. Older munis lose value.
Consider how you react to wide price swings.

Munis have tremendous tax advantages. Interest paid is hot subject to
federal, state, or local taxes. However, many saverswill find the tax advan-
tage caused them to invest outside their comfort zone. Calls, volatility, and
insecure principal may be more than you can handle.

Trust issues are worse for muni funds than for other bond funds. Muni
funds offer the advantage of diversification and professional management.
Unfortunately, the fees eat up as much as 25 percent of your interest. This
is seldom worthwhile. Muni fund managers rarely outperform a list of
unmanaged bonds. Many also try to rev up returnswith lower credit issues,
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including junk munis, and borrow against the fund to increase investments
in an attempt to time the market. These tactics are not likely to improve
your sleep.

Muni funds can aso play with the value of your shares to your disad-
vantage. Muni issues are rarely traded. Muni managers can use any rea-
sonable valuefor fund assets. Though credit quality may have deteriorated,
managers often refrain from writing down asset values for fear of losing
shareholders. However, at some point asset values must be marked to mar-
ket to avoid outright fraud and jail time for the fund managers. If you buy
fund shares at a high valuation of assets and later have to redeem when
assetsarewritten down to realistic levels, you will justifiably feel betrayed.

Fund managers can also turn tax-free munisinto taxabl e bonds. Capital
gains from selling appreciated muni bonds are taxable. Individual savers
typically hold munisuntil maturity so there are no capital gains. Muni fund
managers trade bonds. This creates capital gains, often short-term capital
gains, which are taxed at the highest rate. Muni funds are outside the com-
fort zone of most savers.

Insurance products

Insurance companies sell many products to savers. Unfortunately, al of
these products are less safe than CDs, money market funds, and treasury
obligations. Even worse, some of these products are certain to deplete your
capital. Few insurance products are within a pure saver’'s comfort zone.

Guaranteed Investment Contracts (GICS)

The safety of principal in some saving instrumentsisillusory. Guaran-
teed investment contracts (GI Cs) are short-term savings instruments avail-
ablein401(K) plans. Participating Gl Cs pay variableinterest; non-participating
GICs pay fixed interest. GICs are issued by insurance companies. The
insurance company guarantees the interest rate for the term of the con-
tract. Unfortunately, in both varieties, the dollar value of principal is not
guaranteed. The value of principal is only as good as the insurance com-
pany. A busted GIC will lead to resentments, regrets, anger, and even rage.

Insurance companies compete to sell GICs to 401(k) plans. These are
very lucrative products for insurers. In order to increase sales, they pump
up theinterest rate by investing in junk bonds and other high-interest, high-
risk securities. Be aware that high-yield GICs may guarantee interest, but
principal is at stake. If the insurance company goes bankrupt, GIC owners
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get paid after policyholders, and policyholders rarely get al their money
unless states insure them. No one insures GIC owners.

Savers are under theillusion that 401(k)s and the saving products they
offer are safe. Remember that these are not FDIC-insured plans and they
do not offer FDIC-insured products.

Also be aware that 401(k) plan sponsors are making money from these
plans and the products create fees for insurance companies, mutual fund
companies, and financia planners. You are paying all those fees whether
you are aware of it or not. Disillusionment isareal possibility with GICs.

The enticement to buy a GIC is atax deduction for funding a 401(Kk).
Be awarethat atax deduction may induce you to save outside your comfort
zone. True savers may be happier without the tax deduction and with an
FDIC guarantee.

Annuities

Retirement savers want a secure source of income during retirement.
Annuities are investments that pay a fixed sum every month for a fixed
period, often the investor’s lifetime or a spouse’s lifetime. Most annuities
also require a purchase of life insurance. Annuities are fine as long as you
do not know what you are doing. Once you know what you are doing, you
will experience regret if you have purchased an annuity.

M ost fee-based investment advisors, aswell as many industry magazines,
advise againgt the purchase of annuities. There are many reasons for this.

Annuities are sold through aggressive sales techniques. If you have a
problem with pleasing othersto your own detriment, stay away from insur-
ance salespeople. Some unscrupul ous annuity salespeopleprey onyour fears
of financial insecurity, confuse you with the complexity of investing for
retirement, distort the tax aspects of annuities, and fail to disclose the huge
commission they will receive out of your annuity purchase. Commissions of
8 percent are normal for annuities; this loss of 8 percent of your capital is
very detrimental for true savers. True savers primary concern is preserva-
tion of capital.

Complexity may lead you to purchase a product you do not need. Annu-
itiescombinelifeinsurance and aninvestment product. Many investors seek-
ing one or the other end up with both, though often neither fit their needs.

Onceyou have purchased an annuity, disappointment will follow. Some
insurance companies are poor investors. Combine this with high expenses,
and you get low returnson your annuities. An annuity that investsentirely in
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bonds will pay you as little as half the return you could receive owning
bondsoutright. An annuity invested in stockswill always underperform the
stock market due to the loss of capital paid out as commissions on purchase
and the annual high expenses.

Sal espeople may take advantage of your disappointment. They will of-
fer to exchange your poor performer tax-free for another annuity. If you
take the bait, it will cost you another 8 percent of your capital in commis-
sions as well as other charges.

Annuities have other negative surprises for you. Annuities are not lig-
uid. If you need your money before retirement, you cash out at aloss be-
cause you are forced to pay a surrender charge. Surrender charges can be
ashigh as 12 percent of your capital and they are due on exchanges as well
as on a cash-out.

Annuities are also tax disadvantaged. Contributions are not tax deduct-
ible, but withdrawals of earnings are taxed at the highest tax rates.

Your greed can hurt you with annuities. Though contributions are not
deductible, there are no limits on the amount of money you can contributeto
annuitiesand earning on annuities are tax-deferred until you withdraw funds.
There arelimits on the amount of contributionsto IRAs, 401(k)s, and other
tax-deferred plans. Seeking solely to avoid taxes on the investment profits
before withdrawal, many savers place large sums of money in annuities.
Unfortunately, high expenses, poor returns, surrender charges, and the highest
tax rates on withdrawal result in much worse performance than smply
saving in Treasury bonds or CDs.

The annuity purchase could lead to hopel essness. If you have most of
your retirement money in annuities and the insurance company goes bank-
rupt, you will not be able to retire. Annuities do not have FDIC insurance,
and most states do not insure annuities. Annuities are only as good as the
insurance company. Poor investment skills combined with high salaries,
bonuses, and benefits have bankrupted many insurance companies.

Few savers will be happy with annuities once they understand what
they have purchased.

Whole life

Whole life insurance plans can be equally troubling for savers. Whole
life and universal life plans combine a bond portfolio with life insurance.
Each premium pays partialy for the insurance and partially to build up the
bond portfalio.
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You must be able to make regular monthly payments to be happy with
these plans. A missed payment in the early years will terminate the life
coverage and cost you part or all of your equity. You may find it easy to
make a mortgage payment or pay rent each month because failure to do so
rendersyou homeless. However, making avoluntary contribution to savings
each month is another matter. Those of you who lack the ability to make
regular, voluntary paymentswill be happier with CDs and savings accounts
that can be funded at your discretion.

People pleasing is an issue with these policies. Some insurance sales-
people will show you dick brochures and charts promising that after 10 to
15 years, interest on the bond portfolio will exceed the insurance premium.
Thereafter, no further premium need be paid. Then you can use excess
bond interest to either increase insurance coverage or increase the size of
the bond portfalio. If you buy the sales pitch, resentments and regrets will
follow.

Eventually, you will haveto accept thefact that someinsurersarelousy
bond investors and charge high fees to manage the bond portfolios. These
fees come out of your interest. Premiums will not vanish as quickly as
promised. Infact, you may be paying premiumstwiceaslong or longer than
you anti cipated.

Insurance salespeople will offer you a solution. They will be happy to
put youinto variablelife. Variablelifeinvestsin stocks, not bonds. They will
claim that higher returns from variable life will get you to a premium-free
position faster. Before you purchase, ask about the commissions they re-
ceive, the record the company has investing in stocks, and the fact that
stocks pay no interest and can declinein value for 15 years. After you have
heard their answers, consider whether, as a saver, a variable life plan is
outside your comfort zone.

Wholelifeinsuranceisalso hard to get rid of onceyou commit. You will
haveto pay surrender chargesand will not get back all the commissionsyou
paid. Once the policy is self-sustaining, you can withdraw your interest in
excess of that needed to sustain the premiums, but that won't be much
money. You can aso sell the palicy to athird party, but they will pay you far
less than it is worth. Few savers are comfortable with whole life plans. A
combination of CDs or Treasury bonds and term insurance is more likely
within your comfort zone.
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The saver personality

Though there are emotional quirks with true saving instruments, the
frequency of traumaislow. Saving instruments are for investors who value
predictability and are not troubled by jeal ousy, resentment, or regret when
other investments produce spectacular returns and make headlines. Long-
term returns on savings instruments are lower than for other investment
classes. For those who value peace of mind, the price of lost returnsismore
than reasonable.

Savings instruments are also good for investors who do not want to
spend time on their investments. Buy and ignore is a good philosophy for
savers. Someone who needs to be out of the country for five years should
leave her money in savings instruments. Blind neglect is often advocated
for stocks, but in fact, there are too many five-year periods when stocks
lose half their value.

Picking Treasury bonds requires a few hours each year. Higher yields
can be found in agency issues and older bonds. Call provisions must be
evauated. The time requirements are minimal.

Investorslooking for action should look elsewhere. If you enjoy lots of
research, or want to interact with people such astenants, other investors, or
money managers, savings instruments are not for you. While you can cre-
ate excitement trading bonds, you cannot create profits. High-energy inves-
tors should stay clear. Disappointment will follow.

Treasury bonds are aso the only insurance against deflation. Savers
who worry that current Japanese deflation may be exported to the United
States or that there will be a return to deflation of the 1930s will feel safe
here. Savers concerned with inflation will be comfortable with TIPs and
money market funds.

The family home

Most Americans havethe mgority of their savingstied up intheir home.
Beyond making a mortgage payment, few savers are able to put away
excess income. The government encourages saving in homes. Mortgage
interest is tax-deductible. Credit card interest is not. Profit on the sale of a
residenceistax-exempt up to $500,000. Government programs support first-
time buyers and lower interest rates for low-income homeowners.

Redltorsplay up the savings aspect of homeownership. Saversare shown
charts of home appreciation and tax savings compared to renters. This
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leads to overconfidence. Despite government support, afamily homeisan
erratic savings vehicle.

The value of a dollar invested in a family home is not fixed. Home
equity can swing up and down. When thelocal economy isbad, homeowners
who lose their jobs often find out that they have lost all the savingsin their
home aswell. Inthe late 1980s, the oil belt recession forced a massive loss
of both jobs and homes. In the early 1990s, New England had a similar
episode caused by the collapse of the real estate industry. The massive
closing of military bases and defense plants afew years later caused thou-
sands of Southern Californiaresidentsto lose both jobs and homes. When a
home is worth less than the mortgage, even employed homeowners have
lost all their savings.

In agrowing economy, equity can still bethreatened. Home equity does
not deserve the same confidence as FDIC insured CDs. Neighborhoods
can change, hurting home values. Residential nelghborhoods become com-
mercial, family neighborhoods get drug infested, single family homes are
cut up and become multifamily unitseliminating al the parking and reducing
values. Soon there will be amassive exodus from family neighborhoods as
baby boomers retire and move to retirement communities.

Interest rate changes al so threaten home equity. Higher mortgage rates
make homes | ess affordabl e, which hurts home values. When homeowners
hear or read about the Federa Reserve, most wonder how this will affect
the value of their home. Higher real estate taxes also hurt home values.

Home equity is often disappointing as a savings vehicle. It lacks the
utility of other savings systems. Unmanageability isacommon occurrence.
Just when you need your savingsthe most, home equity islikely tofail you.
Laid-off workers often find they cannot tap their home equity with asecond
mortgage or refinance because they have no incometo support higher mort-
gage payments. Retirees are often disappointed to find that the sale of their
home after Realtor commissions and expenses leaves a much smaller nest
egg than hoped for. Reverse mortgages often produce insufficient income
for retireeliving expenses. Saversrelying on home equity must be prepared
for sadness and grieving if their retirement plans are unreachable.

Home equity isalso subject to herding ingtinct. Intheoil belt from 1975—
1983, money flowed out of the stock market and into homes. Seeking to get
in onthe mania, saversused all their savings as down payments and took on
mortgages that they could not afford, expecting ever-rising home equity to
allow themto get out at aprofit. Prices reached unsustainable levels. When
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the price of oil collapsed, so did the price of homes. Massive amounts of
savings were destroyed. New York has had similar episodes of condo fever
caused by therise and fall of Wall Street. California has aways been sub-
ject to hysteriaaround home prices. Silicon Valley home equity isasvolatile
as tech stocks.

The biggest treat to home equity isimpulse buying and keeping up ap-
pearances in a consumer society. Have you taken out a second mortgage
even though you consider home equity your retirement nest egg? Many
people run up credit card debt and then refinance it at a lower rate with a
second mortgage. At some point, though, the nest egg disappears. Impulse
buying and keeping up appearances can turn saversinto spendthrifts.

Still, thereis some justification for using a home as a savings vehicle.
We all need to have aresidence. The purpose of saving isto create a sense
of financial security in our lives. Renters are subject to rent increases and
the whims of landlords. A long-term saver able to pay a mortgage and not
take out second and third mortgages will not have rent increases. A long-
term saver ableto pay off the mortgage will dramatically increase the sense
of financial security in his life. Investors and speculators will have little
interest in this type of security.

Home ownership works best for long-term savers who are not inter-
ested in the value of their home, but the security of their lifestyle. They are
able to ignore the ups and downs of home prices, interest rates, and the
economy, and focus on paying down the mortgage one payment at atime.
Often, true savers double their mortgage payments to eliminate the mort-
gage at afaster, orderly pace, whereas investors would not dream of using
their excess cash to increase a mortgage payment.






CHAPTER 5

THINK TWICE,
FeEeL TwiCE,
BEFORE YoOU INVEST

I nvesting triggers different emotions than saving. As you read this

chapter, determineif you are more comfortable with investment emo-
tions than with savings emotions. There is a wide range of investments.
Given your current state of self-knowledge, also consider which specific
investments might be within your comfort zone and which might not. When
you reach Step 3, you will use these insights to match your personality to
investments.

Not all readers need to study this chapter. After reading the following
section, you might want to look only at the sections on investmentsyou now
own or have owned in the past. Those of you who have a strong sense that
you are an investor should study the entire chapter. Those who are confi-
dent that investments are not within your comfort zone should skip the rest
of the chapter. If you are not sure, skim the rest of the chapter.

Are you an investor?

Investors are ambitious and optimistic. Unlike humble savers, they be-
lieve that taking alittle risk and exerting aminimal effort will dramatically
increase their funds.

* 03 ¢
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Investing can be very troubling, but it touchesfewer core emotionsthan
savings. When ambition isthwarted and optimism is shattered, investorsare
miserable. However, they do not storm the capital and start a revolution.

Investing concerns one-on-onerelationshipsrather than therole of God
and society in safeguarding hard-earned money. Whereas savers trust no
one individual, optimistic investors trust too many people. When markets
collapse, individuals are blamed, not government or the gods.

Ideally, the investor only invests excess savings. In investing, an indi-
vidual or agroup lends their excess savings to other individuals or groups
for afee. Thefeeisrent, interest, dividends, or capital appreciation. Groups
can be corporations, partnerships, trusts, or other legal entities. Theinvestor
relies on the investee to pay the fee over time and to repay the investment.
Investing creates arelationship between theinvestor and the investee. Each
has expectations of the other. Emotions are triggered entering the relation-
ship, during the relationship, and leaving the rel ationship.

Investing involvessmall segmentsof society: businesses, individual farms,
buildings, and entrepreneurs. Only recently, with the advent of index funds,
has investing concerned the whole of a large market: the stock market.
Index funds are mutual funds that buy shares in every stock in a given
segment of the market. Buying index funds, you can buy a piece of the
whole stock market. Still, the stock market is only one segment of society,
though currently alarge segment.

Theinvestor trusts the investee. When thistrust is broken, strong emo-
tions are unleashed. Utility stockholders are furious when a utility cuts or
eliminates its dividend. When a tenant defaults on a lease and forces a
property into foreclosure, the property owner has awide range of emotions
triggered by the breach of trust. Some vow never to own real estate again.

Sometimes the investment exceeds expectations. Wal-Mart investors
saw their small regional chain become the largest retailer in the world.
Berkshire Hathaway went from a shell company to one of the world's
largest corporations. Success triggers grandiosity in some, frivolity in oth-
ers. Many successful investors are disoriented and unhappy.

However, faith is aso a part of investing. The borrower, tenant, or
business owner believes the application of science and technology to busi-
ness practices will produce more than the sum of capital and labor, thus
enabling himto pay therent, interest, dividends, or capital appreciation plus
enough for hisown savings. Productivity, technology, and efficiency arethe
creed of investors.
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For savings to increase, the saver must take action. The ancient saver
must go back to the field and grow more crops, harvest them, processthem,
and store them in bins. The investor simply relies on time, the actions of
others, and the forces of productivity to increase values. Investorsresearch
investees to determine the likelihood of this magic transpiring. Investors
expect high returns without their own labor. When this faith is unrequited,
they are deeply disappointed. AsInternet companiesfolded, investorswere
hurt both by financial losses and by the betrayal of faith in the unlimited
productivity potential of the Web.

Investorsalso rely on society. Stable economic conditions areimportant
for investors. Investing concerns the value of currency. Inflation, deflation,
supply and demand: All are part of the investment scene. Ancient savers
relied on the utility of the product saved, not the currency value of the paper
interest in another’s actions or productivity. However, investors' reactions
to their relationship with their investees are much more powerful than their
reactionsto economic conditions.

For afee, many parties facilitate the transfer of investment capital to
investees. Stockbrokers, Realtors, bankers, money managers, mutual funds,
newdetter writers, and other financial professionals siphon off pieces of
investment capital. While investors seek to make high returns with little or
nowork, financial professional's seek to obtain high wageswith little notice.
Thisrdationship isthe source of many troubling emations.

In 1980, real estate wasthelargest class of investments. Today, the value
of stocks far exceeds the value of real estate. Many investors are wonder-
ing if they are compatible with stocks. Let’'stake alook at stocks first.

Stocks

Marketed as simple and easy to own, stocks are actually the most com-
plex and emotionally challenging of all asset classes. Powerlessness,
unmanageability, regrets, fears, social pressures, herd behavior, and com-
plexities galore are the norm.

Stock investors are primarily an optimistic group. They believe that
stocksthey purchasewill increasein value. They all know stories of stocks
that increased in value by 100 times or more. The potentia rewards appear
unlimited. Of course, most stock investors are aware of therisk of loss, so
they diversify and employ other cautions. Still, every stock investor believes
that one or more of his stocks or mutual funds will have fantastic returns.
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Businesses issuing stock encourage this belief and are al too happy to
accept the investor’s cash.

Do you have any business owning stocks?

At the micro level, a stock is an ownership interest in abusiness. The
earnings from the business belong to the stockholders. Theoreticaly, the
employees of the business, including top management, work for the stock-
holders. In practice, the employees are self-interested. Every employee,
from the CEO to the janitorial crew, wants as large a piece of the earnings
aspossible, leaving aslittle for you as can bejustified. You may have emo-
tiona difficulty with thisbuilt-in conflict of interest.

Elaborate schemes are routinely employed to siphon off your interests.
Inthe old days, two-thirds of profitswere paid out as dividends, giving you
direct control of a large portion of earnings. Today, dividends are cut or
eliminated so employees can use profits as they seefit. Fewer than half of
today’s stocks pay any dividends at all. Every year the number of dividend
payers declines. Even those that pay dividends pay only token amounts. In-
stead, employeesgrant themsal vesrai sesand bonuses without consulting share-
holders. Insder boards of directorsgrant themselves profit-sharing plans, stock,
and stock options, al to your deficit. Board remuneration committees offer
excessive pay for executivesin exchange for excessive pay for themselves.
Thefew profitsthat areleft are often squandered oniill-advised acquisitions
and other schemes. Hundreds of examples could be cited including the
recent debacles at Enron, Lucent, Rite Aid, Millennium, Color Tile, Dow
Chemical, Sunbeam, Trump Hotels& Casinos, Reliance Groups, and many
Internet, tech, and telecom firms that crashed in 2000-2001.

Stock optionsare particularly troubling. In theory, employeeswho own
stock will work to make the price of the stock rise. Therefore they are
given the right to buy shares at a discount. Unfortunately, when new stock
is issued to employees who exercise their stock options, your interest is
diluted. In some companies, you will find your interest cut in half in afew
years. CEOs of large companies average $4 million ayear in stock options.
In addition, studies show that the share prices of companiesthat issue large
amounts of stock options underperform the market. Even worse, employ-
ees benefit when the stock price collapses. Stock options are repriced or
new stock optionsissued so employees can dilute your interest at afraction
of the cost. You get no benefit from a stock price collapse.

The grant of stock options also increases the volatility of your shares.
Stock options are only valuable if the price of the stock rises above the
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option price. If the value declines, the options are worthl ess, and employees
will not spend money to exercise them. This gives employees an incentive
to bet the company on risky ventures such as mergers, acquisitions, un-
tested products, untested markets, untested technology, and untested cor-
porate structures. Employee stock options are no benefit to you whatsoever.
Innumerablefinancia and accounting schemes, al legal, al so dilute your
share of profits. Accounting tricks include non-deducted stock options,
accruing unearned sales and commissions, classifying big losses as non-
deducted special items, and counting pension gains as income. All tricks
make earnings appear higher than they really are. Creating huge reserves
in abad year iscommon aswell. Thisallowsthe company to then post high
earningsin succeeding years. Many companies al so use cash flow to specu-
latein the stock of hot companies. Thisboosts profitsquickly, thoughit turns
a solid business into a volatile investment fund. Companies also finance
purchases by shaky customers. This boosts sales and profits in the short-
term but leads to huge write-offs later when the shaky customers fail.

All these accounting tricksinflate profits short-term. Higher profitsjus-
tify higher salaries, bonuses, and grants of stock options. When thesetricks
are discovered and set right, earnings are restated and your stock price
collapses. However, bonuses and salaries are long gone and stock options
cashed. A series of legal accounting schemes can siphon off al earnings
and leave the company bankrupt and you holding a worthless stock certifi-
cate. Enron is a recent example. Enron used off balance sheet entities to
inflate profits and enrich management. When the tricks were discovered,
the stock price collapsed; outside sharehol ders ended up with penny stocks.

Highly public maneuvers can dilute your interests as well. Bank loans
are taken out and bonds are issued, taking control of the company away
from you and granting it to bankers and the whims of the bond market. New
sharesissues are sold to the public, diluting your stake. Mergers and acqui-
sitions of other companies further dilute your power and tighten the hold of
management over your earnings.

Investor relations departments are set up to divert your attention from
what is really going on and to placate your reaction. Companies often buy
back their own shares, indicating that this will increase your ownership
interest. What is really going on is that your interest is transferred else-
where. Bought-back shares are placed in employee stock ownership plans
or financed by bonds and bank loans. When it is al over, employees and
lenders own more of the company and you own less.
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Ask yourself: How does al this makes mefeel? You may feel betrayed
or abandoned. Your broker or financial planner never mentioned the fact
that ssmply buying stock is likely to make a sucker out of you. Certainly, a
sense of unmanageability beginsat thislevel.

| want to point out that difficultieswith employeesisnot going to change.
Theinterests of shareholders and employees have always been and always
will be opposed. In fact, in the last two decades, employees have increas-
ingly siphoned off alarger and larger share of profits. According to a 2001
study by Sanford C. Bernstein & Co., accounting tricks disguised the fact
that there was no growth in profits between 1995 and 2001. Nevertheless,
salaries, bonuses, and stock options soared. Industries in which sharehol d-
ers have no chance to make a profit may soon be the norm. Claims that
stocks are the best investment for the long-run ignore this trend.

You cannot change the fact that employees have an advantage over
shareholders. Thisis an inalterable, long-term fact of stock investing. You
must focuson yoursdlf, not them. If you can handle along-term relationship
with decades of built-in conflict, stocks may be for you. If you currently
have great difficulty with conflict in relationships, yet you realy want to
own stocks, you may be able to change. Always ask how you can change,
not how you can change them, or how they can change themselves. How-
ever, be realistic about how much emotional turmoil you can handle and
how much you will have to change internally if you are going to stay in
stocks. Evenif you can handlethe conflict of interest with employees, there
are other equally difficult issues.

How swiftly can you process your emotions?

Stocks trade on exchanges. Because dividends are either small or non-
existent, the value of your stock is determined solely by what other inves-
torsare willing to pay for it. In acalm market, you will experience a sense
of unmanageability, because there is nothing you can do to force others to
raise the price of your stocks. Even small losses in calm markets can be
troubling because investors rarely want to admit their mistakes, feel the
pain of loss, and move on. Focusing on prices rather than the cause of the
losses, they hang on to losers until they can break even.

Optimism can grow into fantasy. Investors sometimesfall in love with
their companies. They fantasi ze about new products and skyrocketing stock
prices. All evidence of deteriorating fundamentals is rationalized away or
ignored. Individual stocks can decline for years or decades. Believing fan-
tasy can lead to many years of pain even in cam markets. However, we
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have seen few calm marketsin recent years, and volatile markets are more
troublesome.

In most markets, stock losses happen quickly. A bad earnings report
can cut a stock price in half. An unexpected rate hike by the federal gov-
ernment can knock the whole market down 15 percent in amonth. For still
unexplained reasons, the whole market dropped 22 percent on October 19,
1987. Few investments move so quickly. Real estate rarely moves 1 per-
cent a month. Unless you can process your emotions quickly, stocks will
cause you alot of pain.

Stock prices will aways be volatile. Every form of media extensively
covers the stock market. As a result, stock prices are influenced by all
major events, whether they are palitical, social, or economic. Elections, earth-
quakes, terrorists, unemployment, assassinations, foreign affairs, the dollar,
war, peace, and much more: All send stock prices up and down.

During bubbles, extensive mediacoverage will lead you to be overcon-
fident inyour ability to pick stocks. If you are caught up inthe herd hysteria,
you may even reach asense of grandiosity, believing yourself aninvestment
genius. Addiction can take over as you constantly seek the high of easy
money.

A sudden drop in stock pricestriggers more troubling emotions. Some
investors panic and sell everything. Panic is highly discouraged by those
who makealiving selling stocks. Investorswho panic and sell out often feel
guilty that they went against the advice of investment professionals. How-
ever, panic isthe clearest sign that stocks are outside your comfort zone. A
good panic can save you decades of trouble. Investors who panicked and
sold in 1929 got over the guilt and had no regrets for the next 21 years.
Investors who panicked in 1966, 1970, and 1974 got over the guilt and had
no regrets until the mid-1980s.

Failure to panic in a crash is more troublesome. Tech stock investors
who did not get out in April 2000 know these fedings well. Holding on
through a crash will lead to depression and a sense of inferiority.

Longer bear markets lead to confusion, free-floating fear, resentments,
and regrets. Those who failed to panic in 1966, 1970, and 1974 suffered
until the 1980s bull market becamefully establishedin 1985. Investorswho
hold on during long bear markets feel helpless, unableto stay in the market
and sit with the pain of loss, yet unable to get out for fear of missing agreat
risein prices. These emotions may last many years.
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Stockbroker relationships are breaking up

Asif itisnot difficult enough to deal with employees siphoning off profits
and market forcesyou cannot control, stocks are bought through acommission-
hungry broker. A broker can bean individual you talk to, atel ephone system,
or aWeb site. Nevertheless, your relationship with abroker can be troubling.

A broker makes money each time you buy or sell a stock. The broker
profits from both commissions and the spread between the buy and sdll
price. For example, if you sell 1,000 shares of DUD for $10 each, you pay
acommission ranging from $5 at a deep discount online broker to $200 at a
full-service broker. The buyer of your shares pays anywhere from $10.02 a
share to $10.20 a share. The difference between your selling price and the
purchaser’s buying price is the spread. The broker and others pocket the
spread in addition to your commissions and the purchaser’scommissions. It
isin your broker’s interest for you to make as many transactions as pos-
sible. It isnot in your interest, because every transaction costs you money.

Many investorsgo to full-commission brokersfor stock research, invest-
ment advice, and financial planning. Today, online discount brokers also
provide these services. Unfortunately, most brokerage informationisdesigned
to sell more product more often, not to improve your financia position.

Wall Street has always known that buyers are primarily interested in
stocks that increase in value. Profiting from declines is un-American. The
easiest sell isastock or fund that has aready gone up. You will naturally be
more confident that astock or fund that has gone up will continue to do so.
A broker will show you aselect list of stocks that have strong momentum.
Your overconfidencewill hurt you. Studies show that stocksthat have good
streaks soon revert to the mean. While your broker is sure to know this, he
will not disclose it to an optimistic buyer. He also has other salestools.

Brokers know that you want researched stocks recommended by ex-
perts. That iswhy you came to them to begin with. Each brokerage house,
therefore, hasits own expertsrating stocksjust for you. When brokersrate
stocks, on average more than 65 percent are rated buy, less than 35 percent
are hold, and lessthan 1 percent are rated sell. Every broker, therefore, has
along list of buysto show you, several of which are certain to piqué your
interest.

Unfortunately, buy ratings have a dua purpose. Buy ratings sell stock
toyou and they sell servicesto compani esissuing stock and bonds. 1n 2000,
brokers made more than $30 billion dollars hel ping companiesissue stocks
and bonds. These stocks and bonds are always given buy ratings. That
keeps the client coming back; it may or may not keep you coming back.
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Studies show that buy-rated stocks have random returns on average no
better than the market. Frequently they serve to prop up stock prices tem-
porarily so insiders can cash out their stock options at a profit before the
collapse. Insiders haveto act quickly, though. According to a2001 study by
Investors.com, buy ratings on I POs by the analysts of the underwriting firm
lead to losses six months later of greater than 50 percent.

Investors also go to their broker for comfort and support during the
marketsdown periods. Unfortunately, afull-service broker isnot afinancial
counselor or apsychol ogist, but asalesperson looking for acommission. He
will dwayshaveaproduct to sell you in an attempt to ease your discomfort.

Margin calls, stop-loss orders, and sweep accounts:
how to destroy a good night's sleep

Margin is particularly troublesome for optimistic investors. For every
dollar of stock you own, your broker will “let” you borrow up to 50 cents
to buy more shares. While 100 shares of a company sounds good to you,
150 shares, putting down the same amount of your savings, sounds like a
bargain. Of course, there is interest to pay on the loan, but the optimist
reasonsthat theinevitablerisein the stock pricewill morethan compensate
for the interest and will accommodate an easy repayment of the loan when
necessary.

In practice, though, things often go quite differently. Should the com-
pany temporarily swoon, you will get acall from your broker advising you
that the loan is now due and you need to either come up with more cash or
hewill sell out your shares, at aloss, and cover the margin. Now a particu-
larly optimistic typewill find more cash, buy more shares, and set himself up
for an even bigger fall. Many optimists have lost their life savings from a
series of these episodes. Lawsuits inevitably follow.

In particularly bad markets, you are more likely get a call stating that
the matter has already been taken care of and you now own only 50 shares
of this company, but you no longer owe the broker a dime. This may be
fortunate as it avoids the opportunity for you to put up more of your cash.
However, should the company immediately recover and soar, lawvyers will
argue for you in court that you were not given proper notice and an oppor-
tunity to cover the deficit, which you certainly would have done.

In every margin scenario, you may note, the broker collectslarger com-
missions and more spreads than in a simple purchase-and-hold scenario.
More shares are used in the transaction, plus the transaction inevitably in-
volves a purchase, a sale, and margin interest.
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Overconfidence in your investment ability isthe main cause of margin
investing. It is not a coincidence that the highest margin on record, $279
billion dollars, occurred at the peak of the NASDAQ in March 2000. Five
years of 20 percent plus returns led investors to believe they could handle
margin. Margin investing is best |eft to speculators or those with an admit-
ted desire to lose their fortune. Optimists will be happier with a buy-and-
hold strategy. Even after the worst bear market, they will till own their
stocks, assuming no bankruptcies, and have the opportunity to again hope
for agreat rise.

Cautiousinvestors often place stop-loss orders on their account. These
orders sell out your shares should they decline by the amount of pain you
anticipate you are willing to endure. Stop-loss orders are supposed to make
an unmanageable situation manageable. Brokers encourage this as stock
fluctuationsinevitably trigger sales creating more commissionsand spreads.
In a market break, the sell point may be much lower than the level you
specify. For example, on a surprising corporate announcement, it is com-
mon for prices to gap down by $10 or more. Your stop loss may have only
been down $2, but you will be sold out at the next trade, $10 lower. Of
course, you aways have the opportunity to buy back in again for more
commissions and increasingly wide spreads. Stop-loss orders often lead to
anger and frustration as an attempt to bring order to an unmanageabl e situ-
ation failsfor you, yet enriches your broker.

Brokerage accounts also offer you a “parking place” for your cash.
These are sweep accounts; money market funds that collect dividends and
the changeleftover fromtrades. Inthe old days, dividend checks and change
were sent to your home and you had the onerous task of depositingthemin
your checking account. The sweep accounts are marketed as a great con-
venience to you. In fact, they are a great convenience to your broker as
they gather your funds within short distance of the trading desk. Again,
particularly optimistic types should have the dividends sent home. Maybe
thereisonly $1,000 at stake, but would you rather have anew couch to lie
on during the bear market or would you prefer to whittleit away in commis-
sions, spreads, and poor stock picks?

Web relationships get tangled

Many investors try to avoid these troublesome relationships by using
online brokers. Online investing is promoted as fun. Chat rooms, 1POs,
after-hourstrading, 24-hour research: The messageis: meet interesting people
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and make quick, easy money. The results are not any better than using a
live-body broker.

Studies show switching to low-commission, online brokersleadsto over-
confidence. Stocks are bought and sold online in seconds. Online research
takeshoursif done quickly, daysand weeksif doneproperly. Onlineinvestors
skip the research and go directly to the trading page. This causes excessive
trading, which quickly adds up to excess commissions, large spreads, great
unhappiness, and poor results. A few investors become addicted to trading.

Investors using online brokers often turn to chat rooms to get comfort
during volatile markets. Chat rooms are full of investorstrying to promote
their own shares. Their agenda is to get you out of your shares and into
theirs at ever-higher prices. Rumors and mass hysteria are treated as fact
inchat rooms. Your gullibility will hurt you.

Web portals promote thoughtless online trading. Web portals are paid
by online brokers for each customer they send to the broker. Portals run
“news’ stories about stocks and then include links in the story to online
brokerswhere you can quickly buy or sell the stock. If you give credenceto
printed material formatted as news, you are likely to be drawn into making
online trades by a Web portal.

Online brokerstrigger impul se buying. |mpul se buyersdo not even check
the latest corporate news. The availability of cash or margin triggers pur-
chases of any stock or fund that looks fun, sure, prestigious, or attractive. In
seconds, the buy is executed and the impul se over. Remorse often follows.

Only investorswith good research skills, independent attitudes, and pa-
tience are happy with online brokers. Othersare outside their comfort zone.
Impulse buyers should stay away from stocksin al forms. Real estate, oil
and gas, and other asset classes are better routes to happiness.

Money managers dance better for a price

Money managerswill handle your stock investmentsfor afee. Thisfee
isin addition to the commissions and spreads you must pay abroker. Money
managers cannot execute stock transactions. Some money management
fees are a percentage of the value of your account. A money manager
takes his fee whether your account increases or decreases in value. A
money manager’s primary interest is in retaining your account as long as
possible so the steady fees continue to flow.

Money managers are experts at analyzing stocks. However, they often
make the same emotional mistakesthat you would make. Money managers
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got caught up in the tech mania of 1999-2001, as did individual investors.
Overconfidence led them to trade too often and regret avoidance causes
them to hold losers too long. Overconfidence also led others to invest in
foreign and emerging market stocks that are outside their area of expertise.
In 1987, money managers and other professional investorsinstitutionalized
overconfidence. They invented and bought portfolio insurance; thisled di-
rectly to the crash of 1987.

However, money managers keep accurate, detailed records of your
returns. They areunlikely to churn your account as commissions and spreads
do not benefit them and may drive you away.

On the other hand, money managers may recommend you keep your
account with afull-service broker and pay high commissions on the pretext
that you will get better executions and they will use the research. In fact,
brokers recommend clients to them in exchange for the promise that the
client will continue to use the brokers’ overpriced services. High commis-
sion discount brokers even set up pools of money managers that agree to
keep clients with them in exchange for referrals.

Most money managers are astute salespeople. They have dlick bro-
chures and charts showing why they are better than the competition. They
are not above using guilt and intimidation to keep you with them. They will
aso influence you to keep your money in their area of expertise. In the
current decade, real estate prospects are better than stock prospects. You
will find no stock money managers suggesting that their clients move assets
into real estate.

Many people like money managers because it personalizes the stock
market. Brokers are too busy to chat. Many money managers will go to
lunch with you, swap storiesabout the children and college, and tell amusing
anecdotes about the market. All too often, though, as money managers
grow, they ignoretheir individual clientsand focuson their large institutional
clients. After afew years, your only relationship may be through the dry
reports they send you.

For those of you who want to stay in denial about your stock invest-
ments, a money manager, for afee, is a better choice than a broker free to
churn your account. Churning will cost you and reduce your returns more
than a money manager’s quarterly fee.

A money manager isnot apsychologist for the difficult years. A money
manager’s primary interest isin keeping your account, not helping you with
your emotions. When the market and your account crash, a money man-
ager isunlikely to admit hisresponsibility inloading up on overpriced stocks
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at thewrong time. Morelikely, hewill attribute thelossto forcesover which
heispowerless and recommend you hold on for the certain recovery. Though
recovery is never certain, and often takes decades, the money manager will
be paid during the wait. Or the money manager might recommend a shift
into less volatile bonds to quell your nerves. Typically, bonds require little
research and monitoring for the money manager, and often they are chosen
just as bond prices have peaked.

Your biggest liability working with a money manager is your sense of
loyalty. You must be willing to cut and run when it becomes apparent that
your money manager is not performing. Your ego also gets the best of you
here. Beginning a conversation with “My money manager says...” indi-
cates a degree of wealth and sophistication. “My index fund...” will only
icit boredom. Denial isnot your friend either. You must analyze what your
money manager is doing, get second opinions, and question him directly.
People pleasers will have difficulty here.

The feelings are not mutual

Overwhelmed by the prospect of buyingindividual stocks, youmay turn
to mutual funds. Mutual funds are marketed as a simple way to own a
diversified portfolio managed by aprofessional. Unfortunately, mutual funds
are confusing and complex.

Confusion is rampant. There are as many mutual funds as there are
individual stocks. Just when you think you have afund picked out, the fund
manager changes, the investment style is atered, and aload isimposed to
purchase the former no-load fund. There are hundreds of styles and types
of funds: micro cap, small cap, medium cap, and large cap, value, growth,
blend, income, leveraged, unleveraged, closed-end, open-end, and so on.

Taxes are a mess. Those who buy the fund the day before the tax date
have to pay taxes on capital gains that occurred before they owned the
fund. Those who sell that day avoid the taxes even though they owned the
fund while the gains occurred. Those who buy aday after the tax date have
no taxes but adifferent cost basis even though they paid the same price for
shares as those who bought before. Multiple systems can be used to de-
clare your taxes and adjust your basis when you sell shares.

Calculating returns and comparing returnsto other fundsisequally com-
plex. Unlessyou bought on January 1 and reinvested all dividendsand capi-
tal gains, your returnsand those in fund reports, the paper, and the magazines
will be different. Ask yourself: How much complexity and confusion am |
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comfortable with? On these two criteriaalone, mutua funds are outside the
comfort zone of many investors.

What were you thinking when you bought that fund?

Seeking help, you may approach abroker to recommend funds. Unfor-
tunately, regret islikely to follow. A broker’s main interest isin loads and
other commissions from frequent mutual fund sales. L oads of 5.75 percent
are common. On a $10,000 investment, you are paying $575. You can buy
an entirefinancia plan from afee-only financial planner for less. If over the
years you buy $100,000 of mutual funds, you will pay loads of $5,750. The
sum of $5,750 buys several lifetimes of financial plans complete with tax
savings ideas, estate planning tips, and zero-load mutual fund picks. How-
ever, unless you ask specifically and insist on an answer, you will not know
thedollar amount you are paying for the privilege of buying amediocrefund.

Loads can be paid on purchase of afund (a front-end load) or on the
sale of the fund (a back-end load) or both. A broker will use confusion and
complexity against you.

Back-end loads may appear to be a good deal to you. Each year you
hold the fund, the load goes down. After a year or two, the broker will
recommend you switch funds. Many reasons can be given. You can avoid a
taxable gain that will be distributed to you if you hold on. A management
change or a style change has taken place. There is aways a reason to
switch funds. So you agree and pay a smaller back-end load and get a new
back-end load fund. Two things are happening that you do not realize: Firgt,
each year you hold the fund you are paying larger expensesto management
than someone who purchased front-end load shares; the back-end load only
goes down as you pay it down. Second, your broker gets a larger, but se-
cret, upfront load from the mutual fund company for selling back-end load
fundsthan for selling front-end load funds.

Brokerswill offer you many share classeswith many varieties of loads.
Funds can have A, B, C, D, and E classes. You will never fully understand
why one is better than the other, nor why your broker wants you to switch
from one fund to ancther or from one class to another. The redlity is that
with each purchase and switch, she gets another nice commission. People
pleasing will hurt you here.

Even if you are able to find satisfactory funds on your own or with a
broker, you may still have an uncomfortable experience.
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Then there is the question of volatility

Mutual fundsarediversified. Diversification issupposed to create steady
returns. | smply do not believe it does.

Mass psychology reignsin mutual fund investing. By definition, amu-
tual fund isaherd of mindlessinvestorsled by an adored mutual fund man-
ager. Mutual fund complexes promote their newest and hottest fund.
Investors pour cash into the fund. The manager’s ego soars. He buys more
of the same stocks that drew in investors, puffing up the price of the stocks
and the return from the fund. The hot fund is discovered by the financial
press and more money pours in, more stock is purchased, and returns |ook
even better. When al the buyers are in, a chat room rumor declares the
fund and its stocks as over-valued, investors panic about redeeming shares,
the fund manager is forced to sell at any price to meet redemptions further
depressing stock values and the fund asset price, which panics moreinves-
tors who redeem and send shares lower still. The depressed fund manager
then abandons hisold investment style, unloadsthe rest of the stocks at still
lower prices, and moves into stuff remaining shareholders have no interest
in owning. They redeem and send prices down again.

Investors experienced a classic example of this roller coaster during
the 1999-2001 period. Growth and tech funds got hot and then abandoned.
Value funds and energy funds were abandoned and then got hot. Fund
managers were not hurt, though. Fund managers’ pay increased by 35 per-
cent during the period. In the mid-1990s, financial sector funds got hot and
then were abandoned in the late 1990s. In 1997, real estate funds were hot,
Setting up investors for two years of lossesin 1998 and 1999.

Some funds have learned to avoid wild swingsin value. They do so not
for your benefit, but for theirs. The goa of fund management firmsisto
gather and hold ever-larger amounts of your money. Fund managers are
paid a percentage of funds under management. Fees are not based on re-
turns or other criteria that benefit you. The larger the fund, the larger the
fee. Primarily, though, fund managers must assure that funds never close.
Andinfact, they rarely do. Since 1970, the number of fundshasdeclinedin
only oneyear, 1975. Evenin bear markets, the number of fundsgrows. This
game is too good to give up, for the fund managers. The average fund
manager earns morethan $430,000 per year, despitethefact that Morningstar
data shows that the average fund manager has never outperformed the
market over asingle five-year period.
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Mediocre fundswith low volatility tend to grow their assets under man-
agement for decades. You may be happy to pay fees for mediocre results
as long as you avoid the roller coaster. Or, you may feel the fund takes
advantage of your loyalty. You may find that mutual funds cause resent-
ment. Thisisnot surprising. Your loyalty is being manipulated.

And I thought my family was bad

Fund organizations run many funds. They call themselves fund “fami-
lies.” Studies show that marketing, not high returns, increases funds under
management over the long-term. The fund families send you newsletters
and have Web sites. Every article is designed to encourage you to ignore
theresultsyou have gotten and buy more product. Your mailbox will also be
stuffed with bulletins about new funds, account statements, proxy state-
ments, and tax statements. The more money you have with the family, the
higher thelevel of service and statusyou can achieve withinthefamily. You
can move up from ordinary to preferred to gold to platinum to admiralty.

Switching fundswithin thefund group isconvenient and quick. To switch
from arival fund, they will even do all the paperwork for you. But moving
out of the family is discouraged. If you are dissatisfied with one of their
funds, they hope your sense of loyalty and desirefor conveniencewill cause
you to buy another fund within the family. Retaining your mutual fundsis
their primary goal.

Some funds close to new investors. This gives existing investors the
illusion that they own an exclusive product, which discourages them from
selling. Somefundsal soimpose penaltiesfor early withdrawals. Thiskeeps
your money under management and creates a steady income stream for the
fund manager.

As with any good dysfunctional family, there are many secrets. You
cannot find out what stocks your fund owns more than every six months,
and then only 45 days after the six-month period ends. Nor can you get any
information explaining why one manager wasfired and another hired. Even
mutual fund watchdogs such as Lipper and Morningstar cannot obtain this
information. Itisasif thisisnot your money but the family’s money.

If you have family abandonment issues, mutual fund investing will be
troublesome. Seeking approval and support for your emotional deficiencies
will cause you to stay with poor funds when better returns are available
elsewhere. Severe depression could follow.
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Is it socially responsible to keep your fund manager
in new cars?

Socially responsible mutual funds are an extreme exampl e of asset gath-
erers using your values and neediness to turn you into a profit center for
them. Socially responsible funds buy companies that they deem good cor-
porate citizens or that follow certain religiousor moral guiddines. They tend
to avoid tobacco stocks, companies that discriminate or do not hire union
workers, firearms and weapons manufacturers, and companies that pollute
the environment.

Whileyou are under theillusion your money isdoing good, mutual fund
companies operate on the hard fact that socially responsible fund investors
do not trade funds and have low standards for investment return. These
funds all buy the same stocks and produce the same mediacre returns, but
their asset bases grow steadily. In recent years, socially responsible funds
have been among the fastest growing asset gatherers. Moreimportantly, your
investment does not go directly to the company doing “good.” Your cash is
used to buy shares from other stockholders who are tired of the company. A
direct investment in asocially responsible enterprise or in apublic offering of
new shares is rare. When you discover that your money is enriching fund
managers, ot you or your causes, you may feel betrayed. If stocks are out-
side your comfort zone, you will feel better giving directly to the endeavor
you support and investing the rest of your funds within your comfort zone.

Is the index the right finger to be pointing?

For investorstired of watching mutual fund managers makelousy deci-
sionsand underperform the market, mutual fund familiesinvented theindex
fund. The manager of the index fund buys and holds the stocks in the mar-
ket index. Index funds return exactly what the market returns. Index funds
have become extremely popular in the last decade.

Asindex fundsincreasein popularity, many non-index fundsalso imitate
the indexes. Increasingly, more and more funds buy the same stocks, have
exorbitant marketing expenses, and have the same goal: increasing funds
under management. Stock selection is motivated by thisgoal. A fund full of
unknown stockswill not be recommended by financia plannersor understood
by the public. Unusua funds are quickly labeled “too risky” and disappear.

Mutual fund families comb through the stock picks of each fund and
assure that a minimum number of the popular index stocks are present.
Managers who vary too far are reprimanded and eventually fired if they do
not conform.
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Fund managers al so conform in other ways. Most managers pick stocks
by the numbers. P/E ratios, earning growth rate, EBITDA to enterprise
value, and so on. Hundreds of studies have shown that you cannot outper-
form the market looking solely at numbers. Insight is required. But insight
can cost amanager hisjob and a $500,000 annual salary. Picking stocks by
the numbers as does everyone else, keeps those paychecks rolling in.

In interviews and dick marketing brochures, mutual fund managers
boast that they have one-on-one contact with company managers. Unfortu-
nately for you, every mutual fund manager talksto the same company man-
agers at your expense. Tripsto New York, Boston, Silicon Valley, and Los
Angeles are paid for by you. Investment conferences in Las Vegas, Hono-
lulu, and Hong Kong cost you even more money. Because al the fund
familiestalk to all the companiesand go to all the conferences, no onegains
any insight and all return home to the same numbers.

Fund gathering, job security, and indexing has resulted in most funds,
index and non-index, owning the same stocks. Overowned stocks have
huge market capitalization. It requires larger and larger purchases of stock
to move prices up. In essence, $100 million in new money will increase the
value of a$1 billion stock by 10 percent; a $100 billion stock will only in-
crease in value by 0.1 percent.

Index fundinvestors and pseudo-index fund investors must be prepared
for a decade of mediocre returns. Stock investors looking for the fast lane
will find it clogged. Frustration and other symptoms of unmanageability will
be common. Should indexing lose popularity, returns will turn negative as
investors seek aternatives. If the herd abandons the index funds for money
market funds, bonds, real estate, or other asset classes, al the emotions of
apanic can be expected. If you are an independent thinker, you are best off
avoiding mutual funds.

Long-term mutua fund holders often drift into indifference. After a
few years, they have no sense of connection with their money. All fund
statements and mailings are glanced at and filed or thrown out. In the back
of their minds, they know there is something they ought to be doing but
having put it off for many years, they simply leave it be. Mutual fundsin
IRAs and 401(k)s are often abandoned for decades. On retirement, the
holders are shocked at how little money has accumulated.

Active investors become resentful of fund managers. Fund managers
sdariesareinsulated from fund results. Salariesrisein bad years aswell as
good. With no stakein the outcome of their investment decisions, fund man-
agers interest and yours are opposed. Fund managers make more money
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than doctors, lawyers, and al but the CEOs of the largest corporations. Yet
their results are no better than random picks from the stock tables.

Alternatives to mutual funds

For discouraged investors, other productsare available. Closed-end funds
(CEFs) are mutua funds that are sold on the exchanges like stocks. Open-
end mutual fundsare sold directly to investors; every dollar invested addsto
the assets under management and management fees. After an initial public
offering to raise capital, CEFs are bought and sold between investors at
whatever price investors are willing to pay. The price of a CEF can be
higher or lower than the value of the stock held by the fund. CEF managers
are only able to offer new shares if returns have been good and the fund
becomes popular. However, the prices of CEFs are volatile.

Closed-end funds are subject to mass psychosis. When certain stocks
are hot, CEFs owning those stocks can sell for several times net asset value
(NAV). Investors often experience overconfidence and grandiosity. When
these stocks are unpopular, CEFs plunge to a fraction of NAV.

When CEFslinger below NAV for long periods of time, frustration sets
in. Often shareholder suitsarefiled to open up the fund and distribute assets
a NAV. CEFs are also subject to management changes and style changes.
In addition, CEFs are often taken over by outside management companies
and converted into larger funds. Spreads and commissions on CEFs are
often painful. Closed-end funds are outside the comfort zone of most mu-
tual fund investors.

Exchangetraded funds (ETFs) are CEFsthat own aset group of stocks,
often those in an index such as the S& P 500 or the Dow Jones utilities.
Most ETFs are also convertible into the underlying shares such that they
aways trade at or near NAV. The main issue with ETFs is that they only
own the overpriced, overowned stocks in the index. When the last buyer is
infor overpriced stocks, returnsare mediocre at best and volatility increases.
However, ETFs, unlike index funds, aretraded all day long. Overconfident
investors will trade them, running up commissions and spreads.

Internet companies now offer, for a fee, selected groups of individual
stocks. These preset stock portfolios are tailored to attract a wide range of
investor whims and are designed to give the investor theillusion of control.
With amutual fund you are taxed on gains you did not incur and can lose
value because other investors panic and sell. Internet portfoliosallow you to
control your gains and do not subject you to the whims of fund managers
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and fund management companies. Unfortunately, as a group, most of these
portfolioswill have the same swings asthe market. These portfoliosarefull
of the same overowned, overbought stocksthat fill mutual funds. When the
last buyer isin, return will be mediocre and volatility high. A mutual fund
panicwill causeyour portfolioto drop just asit would if you owned amutual
fund. Powerlessness can lead to anxiety, numbness, depression, and free-
floating fears as with any stock product.

Fee advice

For a fee, newdletter writers rate individual stocks and funds. Most
newsl etter writers are optimistic sorts who like to predict ever-rising stock
prices. A few are perennial bears. Newdetters sell from $60 a year to more
than $1,000. The higher priced newsletters claim to have better information.
Newsdletter writers on a hot streak sell more copy; some become household
namesfor afew yearsuntil their streak runs out. Extensive studies of news-
letters show less than 20 percent outperform the market. Higher priced
newdetters are no more accurate than cheap newdetters. Most newslet-
ters die within afew years of sending out their first batch of predictions.

Investorslooking for certainty in an unpredictable market turn to news-
letters. Their authors become gurus. Many afortune has been lost along the
way. The gold bug gurus of 1975-1980 continued to recommend half or
more of a portfolio in gold throughout the 1980s as gold lost more than 65
percent of its value.

Investors who choose among newsl etter recommendations and supple-
ment newsletter research with their own research will benefit. One or two
good picks can be worth the price of a subscription.

On the other hand, as a newsl etter subscriber, you may believe you are
inan exclusive club with specia knowledge about the market. This sense of
grandiosity can be hazardousto your financial and mental health. If you find
yourself continuing to follow the advice of aguru despite horrendous|osses,
turn directly to Steps 2 and 3 of this book.

What value is value? Are we talking
personal growth or portfolio growth?

One of the great marketing tools for stocks is the promise that thereis
a product that will work for every investor. Companies, brokerage firms,
and mutual fund houses are constantly putting out new products to sell to



THINK Twice, FEeL Twice, BEFORE You INVEST / 83

discouraged investors. Financial professionals never missan opportunity to
sell agullibleinvestor astock. They haveinvented awrenchtofit every nut.

No stock style or category eliminates the basic problem with stocks.
Styleissupposed to take the sting out of investing. Unfortunately, all stocks,
regardless of category, are subject to the whims of the herd.

Utility stocks are marketed as steady income vehicles akin to Treasury
bonds, yet they are often asvolatile astech stocks. Utility stock priceswere
cut in half when Three Mile Island threatened to ruin the power business.
They were whacked again when deregulation eliminated their monopoly
position in many markets. Recently, increased gas prices sent the once
steady and reliable PG& E into bankruptcy and put Southern CaliforniaEdison
on the brink of bankruptcy.

Each type of stock creates its own emotional complexities.

Preferred stock was one of the marketer’s first products. When com-
mon stock investors realized that in financia stress, the company canceled
dividendsbut paid bond interest, they sold stock and bought bonds. Compa-
nies then began to issue preferred stock with fixed dividends. Preferred
stock dividends are paid when a company is in stress, but in bankruptcy,
preferred stock is canceled, the same as common stock. Few investors are
comfortable with this netherworld between bonds and stocks. The com-
plexity of determining how to value preferred stock keeps many investors
away. These daysstock isconsidered a pure capital gainsvehicle and bonds
are used for income.

Stocks that collapse in price were once known as dogs and cats. Bro-
kers started calling them value stocks and were able to peddle them to
individualsand mutual fund managers. Unfortunately, value stocksare highly
unstable. Many are troubled companies headed for bankruptcy. Others are
turning around. In today’s markets, value stocks can quickly become over-
priced. Then value fund managers sell them to growth managers. Investors
looking to value stocksfor low volatility will not find it.

Growth stocks are overpriced stocks that are hyped as having huge
earnings potential. Growth investors are gullible sorts who believe a few
years of fabulous growth will be repeated for decades. They are willing to
pay any price for this dream.

The tech maniaof 1999 was an extreme example of thismagical think-
ing. Growth investors convinced themselves that untested I nternet compa-
nies would take over the American economy in a few years. Tech mania
has a long and sad history in stock investing. Tech mania generally ends
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badly. Railroad stocks got up afull head of steam and then jumped thetrack
in the late 1800s. Electricity plays and auto stocks had huge booms and
busts in the early 1900s. Long-term studies show that tech stocks do no
better than the overall market. However, they are subject to periods of
extreme volatility. Tech stocks, when the maniaison, doubleand tripleina
few months. Then they lose 95 percent of their value in the crash. Tech
stocks are for dreamers and speculators, not investors. People who do not
mind losing afew thousand dollars for the potential of extreme wealth are
comfortable with tech stocks. Investors with low self-esteem, who may
throw good money after bad, should stay away from tech stocks and other
growth stocks.

Growthinvesting has an addictive quality. Just asthe al cohalic rational -
izes away hangovers and arguments in the belief that the next bottle will
bring happiness, the growth investor rationalizes away P/ES, asset prices,
burn rates, and all other measures of financial valuefor thedream of finding
the next Microsoft. When growth slows and the stock price collapses, un-
healthy investors try to get even. Rationalizing away the recent collapse,
they invest their remaining funds aswell as new savings and borrowings. A
fresh collapse can then send them into deep depression.

Only investors awarethat they are buying afantasy will be comfortable
with growth stocks. Idea people have fun with growth stocks. There is
aways anew ideathat could grow into aworld-beating company. Number
people suffer from growth stocks. Number people do fancy calculations of
sales, earnings, book value, return on capital, and growth ratesto determine
the likely price of astock in five or 10 years. Number people are heartbro-
ken when al their fancy calculations turn into |osses.

Worker beeswill have fun with micro cap stocks. These are companies
too small to beincluded in the indexes or to be owned by the mutual funds.
No analysts cover these companies. If you enjoy discovering stocks no one
has ever heard of and are interested in working hard at finding and analyz-
ing these companies, the financial rewards are high. You will not be ableto
toss out the names of your stocks at parties because no one will know what
you aretalking about. Patienceis required because these thingstaketimeto
be found by other investors and bid up in price. Thisis often alonely but
rewarding business.

Investors without patience or research skills may be tempted to buy
micro cap mutual funds. Unfortunately, the micro cap mutual fundshaveal
the problems of other mutual funds: they all buy the same stocks, get caught
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up in manias such as tech mania, tax you for gains that were not yours,
siphon off fees, and focus on gathering assets and marketing rather than
increasing your returns. And micro cap funds buy such large amounts of
stock that they bid up the price of shares as they buy, then they depress the
price asthey sell. Micro cap mutual funds have many built-in resentments.

Initial public offerings (IPOs)

Before coming to market, initial public offerings (IPOs) must issue a
prospectus describing the company and itsrisks. Virtually every prospectus
I’ve ever seen is written in unreadable legalese. | doubt any analysts not
associated with the investment banks that wrote them bother to even glance
a them. The investment banks are paid unbelievable sums to underwrite
IPOs. Underwriters can make as much as $20 billion a year issuing |POs.
After reading the prospectus, the analyst produces reports promoting the
issue. The report gets picked up in the chat rooms and the hypeison.

IPO prices can be manipulated in many ways by the issuers and the
underwriters. In addition to analyst reports, popular |POs are sold by allo-
cation only to those willing to either buy additional shares after the IPO or
giveadditional businessto the underwriters. With buyersin place beforethe
initial offering, the offering price can be raised increasing returns to the
issuer and the underwriter. When the price pops on the opening, insiders are
given the opportunity to unload shares at tremendous profits.

Theonly non-insiderswho are happy with IPOs arevolatility junkies. In
abull market, many IPOs double and triple in price the day of the offering.
When their popularity wanes, they drop back to theinitial priceor lower. In
a bear market, new IPOs are rare. The few that come to market often
collapse below the PO price. However, the investment bankersretain their
billionsof profits.

IPOs can be thrilling and depressing. The winners make great chat on
the Internet and conversation at parties. Every once in a while, a winner
will grow into a great company such as Microsoft. The losers are just part
of the gamble for real speculators. Most investors will find 1POs outside
their comfort zone.

Technical analysis paralysis

Seeking to take emotion out of investing, stock analysts have invented
many systems of technical analysis. Technical analysts look only at num-
bers. Most believe a thorough study of stock price and volume patterns
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aone should allow the prediction of future prices. Some technical analysts
study more factors than price and volume. All build elaborate charts and
read them for cluesto the future. Often, extensive computer modeling and
game playing systems are employed. Economic factors, stockbroker pres-
sure, the brother-in-law’ sinside information, the CEO’s cold, and other fac-
tors are ignored.

Technical analysisis great for number people. You can play with end-
less formulas to analyze past trends hoping to predict the future. However,
technical analysisisbest employed on other people’s money. Then you can
remain objective and emotionless.

All the studies of technical analysis show that it isineffective. Used on
your own money, you are likely to have strong feelings as |osses mount.

Technical analysts get hot streaks. Famous anaysts appear on al the
business TV shows. They attract alarge following of believers. Their pro-
nouncements often move markets. Then, after a series of bad cals, they
are considered buffoons. They still appear onthe TV shows but are abused
by interviewers for their bad calls.

Investors who seek certainty are attracted to these investment gurus.
The gurus sell expensive newdetters and give expensive seminars. Inves-
tors who cannot handle the unmanageability and powerlessness in stock
investing are willing to pay guru fees. Besides fees, technical analysis usu-
ally requires much buying and selling that incurs commissions and spreads.
Usually, followers find the gurus at the height of their popularity. Thisis
when they are receiving the most publicity and are near the end of their hot
streak. New converts then plunge into the inevitable cold streak and lose
large sums of money.

Emotion cannot be avoided in investing. We are al attached to our
money. When val ues soar, our egos soar. Huge losses plummet all of usinto
anxiety, depression, regrets, resentments, and free-floating fear. No invest-
ment system will ever take all the emotion out of investing. Thetrick isto
find investments within your emotional comfort zone. If you find technical
analysisfun, despiterecurring losses, then it isin your comfort zone. If you
find the losses depress you too much, technical analysisis not within your
comfort zone.

Shorting stock

Investorslooking for ared thrill ride may beinterested in shorting stock.
Normally you purchase a stock at its current price and then sell it at some
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future date at an unknown price. You are hoping the future price is higher.
Stock exchanges allow you to reverse the process; you can sell astock that
you do not own at the current price aslong as you promise to purchase the
stock at some future date at an unknown price. By selling now, you have
locked in your sales price. You hope that the future purchase price will be
lower so you can make profit. For example, if you sell ABC short today for
$50, you hopeto buy it in six months for $25 realizing again of $25. If six
months from now ABC sellsfor $75 and you cover your short at that price,
you lose $25.

There are two crucial differences between going short and going long:
going short requires going against the will of the vast mgjority of investors
and the potential |osses from going short are unlimited.

Most investors are optimists. They believe over the long-term stock
pricesgo up. Thefinancial servicesindustry and thefinancial press cater to
this optimism. There are tremendous commissions, spreads, and manage-
ment fees to be made from optimistic investors. Best-selling investment
books usually spout tales of compounding stock pricesturning thousands of
dollarsinto millions. Cautiousinvestorsarelikely to taketheir money out of
the market, cancel newsletters, and avoid investment books.

With optimism as the prevailing attitude, it is heretical to insist stock
prices will decline, and sacrilegious to make money from declining stock
prices. Shortsarevilified by thefinancia servicesindustry andinthefinan-
cial press. Mutua fund managers often declare their abhorrence of shorting
stocks, lest any potential investor think them atraitor. Televisioninterview-
ers hark on the shorts' mistakes, and often give them unfair coverage, if
any. Intimidated by socia pressure, few investors dare go short.

You must be an independent thinker capable of acting in spite of social
ostracism if you wish to short stocks. Some will brand you a rebel. Few
investorswill be comfortable going short. Switching toreal estate or oil and
gas partnerships may be easier. Rather than being vilified by the equity
culture, youwill beignored.

Even investors with the self-esteem to go short may not have the re-
quired emotional fortitude. Thelosspotential of going shortisunlimited. Say
you buy 1,000 shares of a stock at $10. Your potentia loss, should it go
bankrupt, is $10,000. On the other hand, sell 1,000 shares short at $10, the
potential lossis unlimited. If the stock moves up to $20 and you cover, you
lose $10,000. At $30, you lose $20,000. At $110, you lose $100,000 on a
$10,000 investment. The seeming unlimited potential gain of stocks works
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against you. Anyone with difficulty admitting mistakes, taking losses, and
moving onwill be miserable shorting stock. If you arethetypethat holdson
tolosing positionswaiting in painto get out if you ever break even, youwill
be even more unhappy with shorts. Though stockbrokers are often blamed
and sued in shorting cases, invariably theinvestor’slack of self-knowledge
was the real culprit.

Employer stock

Employer stock is about loyalty, not investment return. Many 401(k)
plans match contributions from employees with shares of employer stock.
About athird of al 401(k) assets are company stock. Stock option plans
allow employeesto buy shares of employer stock at adiscount. Stock own-
ership plans are funded entirely with employer stock. Tax benefitsin these
plans encourage the purchase of employer stock. Employees are also en-
couraged to buy employer stock outright. Advancement in the corporate
structure requires playing by the rules.

Many employees a so believe that they understand the company better
than outsiders do. This often turns out to be pure overconfidence. Few
employees know anything about stock analysisand evaluation. Their inside
view often blinds them to competitive threats and negative market condi-
tions. As aresult, employees frequently have half or more of their invest-
ment assets in employer stock.

For employees who value loyalty more than investment return, thisis
fine. For other employees, this is a disaster. Individua stocks are highly
volatile. Youwill need to adjust to wild swingsin thevalue of your shares. If
your retirement depends on the value of your company stock, you may be
forced to retire later or not at al. Solid companies can quickly turninto a
mess. Corporate troubles are usually accompanied by large layoffs. You
may lose your job at the same time the stock collapses. Most employees
will be happier selling company stock down to 5 percent or less of your
portfolio. Sometimes in life, we have to choose between guilt and self-
abuse. For most employees, guilt is the better choice.

Foreign and emerging market stocks

You can buy stock in developed countries such as Germany and the
United States. Many emerging markets such as Venezuela and Thailand
aso have stock markets. You can buy their stocks individually on the U.S.
markets or through a foreign brokerage account. You can aso buy U.S.
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mutual fundsthat specializein foreign and emerging stocks. Thereare also
CEFs and ETFs that own non-U.S. stocks.

Non-U.S. stocks have al the emotional content of U.S. stocks. Herd
psychosis, powerl essness, issueswith brokers and mutua funds, overconfi-
dence, and al therest are common in foreign investing. Foreign stocks also
have additional traps we rarely encounter with local companies.

Foreign stocks are bought and sold in foreign currencies. Foreign com-
panies make profits and losses in foreign currencies. Because you spend
U.S. dallars, foreign stock prices must betrandated into U.S. dollars before
you can determine if you have any gains or losses. This adds volatility to
foreign stock prices. If the Euro sinks by 15 percent and your German auto
stock declinesin Euros by 15 percent, you lose 30 percent in dollars. If the
Euro rises by 15 percent and the auto stock rises by 15 percent, you gain 30
percentindollars. A similar U.S. auto stock would only swing up and down
15 percent.

Thevolatility of foreign currency alone may place these stocks outside
your comfort zone. In the Asian collapse of 1997-1998, most currencies
declined by more than 50 percent and many stock markets collapsed by 50
percentinlocal currencies, leaving U.S. investorswith 75 percent and greater
dollar losses.

Therange of loss is greater than in the United States. But the speed is
also faster. The worst one-day loss in the overall U.S. market was 22 per-
cent. Emerging markets have lost half their value in a single day. Some
have closed and never reopened, essentially wiping out al values. If you
find volatility disturbing, stocks, especially foreign and emerging market
stocks, are outside your comfort zone.

In many non-U.S. markets, corporate employees and insiders have less
respect for outside shareholders than they do here. If U.S. shareholders get
too irritated, they can band together and oust management and other em-
ployees who are siphoning off all the earnings. In many overseas markets,
insiders cannot be ousted, while minority shareholders may find their stock
canceled or redeemed.

Few emerging markets have effective stock market regulation. In the
United States and many developed countries, stocks cannot be bought and
sold on the basis of secret corporate information. In emerging markets, this
iscommon, evenif itistechnically illegal. It isalso difficult in many emerg-
ing marketsto cash out of profits when they do occur. In the United States,
stock sales are settled in three days. In emerging markets, settlement dates
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and procedures can be vague and money islost along the way. The level of
unmanageability is much higher with emerging markets than in the United
States.

Someinvestorswho can process emotions quickly enjoy foreign stocks.
Non-U.S. stocks are idea investments with great idea complexity. The ro-
mantic, foreign traveler who realizes the risk but enjoys the hunt can have
fun here. Foreign and emerging markets are less picked over than the U.S.
market. In the midst of the chaos, there are tremendous bargains. If you
like to read about China and Isradl, travel to Turkey and Paris, or think
about Euros versus yen, then this may be in your comfort zone. For the
foreign traveler, who is practically addicted to foreign investing, 50 stocks
will providealifetime of entertainment. But most investorswill berattled by
thevolatility and dishonesty.

Even local investors are turned off by the irregularities overseas. In-
vestorsin most foreign and emerging marketsinvest in bank savingsinstru-
ments, government bonds, and real estate. Only in the last five years has
there been general interest in stocks. Huge American brokers, mutual funds,
and investment banks see tremendous profits to be made from ingtilling an
“equity culture” overseas. Not only can they sell products to overseas in-
vestors, but they can sell U.S. investors turned off by the U.S. market hot
foreign and emerging market products.

Vast amounts of propaganda have been produced to instill equity cul-
ture overseas. The two pillars of the platform are that stocks are the best
investment for the long-run and stocks are the only investment with returns
high enough to save the shaky retirement systems of European and Asian
countries. Respected newspapers and magazines looking for large ad rev-
enues from the campaign have joined the chorus. Paliticians looking for
votes have enacted 401(k)-type legislation. Unfortunately, equity cultureis
not likely to make many investors happy.

Thereisno reason to believe that stockswill outperform real estate and
other investments in the future. In the United States, stocks have existed
for 200 years. Many non-U.S. markets are 50 years old or less. Real estate
has been an investment class since the cave dwellers. The fact that U.S.
stocks have alead over bonds and are neck and neck with real estate over
thelast 200 years proveslittle about the future. Two hundred data pointsin
10,000 yearsof history isnot conclusivewhen it comesto the United States.
Less than 50 years is hardly any evidence about the future outside the
United States. Equity culture will not save foreign pension systems. And it
isnot likely to make many American investors happy either. Resentments,
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fears, anxieties, and other built-in emotional traps make even prosperous
investors miserable.

The equity culture gap

In the United States, financial ingtitutions have succeeded in imposing
stocksinto the culture asthe primary investment for the long-term. Legida-
tures have gone along to coddle voters. IRAS, 40I(k)s, and other tax-favored
schemes can only be funded with stocks, bonds, and mutual funds; real
estate, gold, and most other asset classes are not allowed. In the 1990s, the
number of stock investors and the trading on stock exchangestripled. There
are many dark sidesto this besides the fact that there is no conclusive proof
that stocks will be the best investment in the future. Equity culture breeds
stock jealousy, envy, and regret, which in turn create social tension and
recessions. The recent tech boom and bust is one example.

During the tech bubble, many stock investorswere jeal ous of the young
entrepreneurs who, through 1POs, became instant millionaires. Many in-
vestors envied the employees who received stock options, rather than hav-
ing to buy stock on the open market. Other investors regretted that they
failed to buy the IPOsthat doubled, tripled, and quadrupled. In asmall asset
class, with few investors, another’s success becomes an inspiration rather
than aregret. In stocks, these emotions churned up afever to get in on the
action. Businesses that serviced the new economy were so envious that
they began to accept stock as payment for services rather than cash.
Hardworking employees quit their jobs and became day traders. Compa-
nies paying good salaries added stock options to their compensation pack-
ages to retain envious employees. Insatiable investors agreed to pay
exorbitant commissions and make unnecessary trades in exchange for a
few PO shares.

Unfortunately, with equity culture so widespread, the tech wreck de-
stroyed far more than a few hundred ridiculously priced tech stocks. All
those investors and companies sucked in by jealousy, envy, and regret were
hurt. So too were nonparticipants. Regions of the country dropped into re-
cession. Individuals with no savings lost their jobs. At least the Internet
millionaires had homes and cars they could sell for cash until they found
new professions.

All bull markets create the belief that stocks are a sure road to high
profits. The 1990s bull market added the notion that though there will be ups
and downs, in the long term, stocks always beat all other asset classes; in
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fact, everyone can have free money if they just buy stocksand hold on. The
certainty with which this notion has been espoused has prevented investors
from hearing aquiet inner voice. That little voice has been whispering for a
long time: This cannot go on forever; a price must be paid for al these
riches.

Stocks are the 800-pound gorilla of the investment world. Once you
agree to dance with the gorilla, the dance is not over until the gorillasaysit
is. Freeing yourself from the equity cultureisvery difficult. Stock investors
need to consider whether they have the ability to adapt to other investment
classesif equitiesfail to produce positive returns.

Are stocks outside your comfort zone?

How doesall thismake you feel? Even if you havelarge profitsin your
stock account, has it been worth it?

Few investors have the emotional makeup to be happy in along-term
relationship with stocks.

A happy stock investor can process emotions quickly and act appropri-
ately. Heis not numb or emationlessin hisinvesting. He seeslossesin his
portfolio, feels the pain, and the pain motivates him to do hisresearch. He
does not blindly hope to get out when he breaks even. Heis realistic about
conflicts of interest with employees and brokers. He takes action or deter-
mines not to act based on research, not stock prices. Numb investors avoid
the pain of losses until they crack under stress. They are the ones who
panic at thefinal bottom.

The happy mutual fund investor is aware of fund fees, turnover, taxes,
trading costs, and sales pressure. After fully researching funds, she accepts
reasonable costs as a tradeoff to alow her to focus on other areas of her
life. She never buys a fund based on sales pressure or loyalty to the fund
family. Rather, she owns funds on their merits. She feels her losses and her
gains, and then makes buy and sell decisions based on fund fundamentals
and not on fund prices.

The happy investor has many emotional upsand downs, but makes few
trades. He recognizes that stock investing is along-term commitment. He
can sit for years on his stocks and funds and not make a single trade even
though prices doubleand get cut in half. Meanwhile, he enjoysresearch and
information gathering. The unhappy stock investor experiences these same
ups and downs as trauma.
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A happy stock investor has humility rather than overconfidence. She
knows she does not know where market, stock, and fund prices are going.
She lets hersalf be human, make mistakes. She learns from her mistakes.
She understands that no one can invest perfectly. She is comfortable with
uncertainty and estimates rather exactitudes. She knows when she has
doneenough research and isfinewith thelimits of her abilities. Once enough
factsarein, she can take action, selling at |ossesrather than let them run for
years, or closing out winners, once the trend appears broken.

Hehasagood dose of self-esteem and little need to please other people.
He gathers information from many sources. He uses brokers, sales people,
family, friends, work associates, and bosses as sources of information rather
than conforming to their wishesthat he buy or sell what they are promoting.
He can view information objectively. He is an independent thinker. Even
though it isdiscouraged, when hiscompany matches his401(k) contribution
with company stock, he routinely sells the company stock to keep hisallo-
cation to 5 percent or less.

Sheisnot in denia about what is happening in the market or her funds
or stocks. Sheis not afraid of emotions. “My broker is handling it,” “my
mutual fund manager isan expert,” “| have amoney manager for that”: All
these forms of avoiding commitment and feelings are not for her. Denia
leadsto crisis. Sheis not interested in finding after the fact that the broker
churned the account, the mutual fund manager was arookie and got conned
by the CEQs, or the money manager followed the herd into the tech bubble
and tech wreck. She staysinvolved emotionally and intellectually.

Most importantly, the happy investor has the humility to change. The
happy investor has the self-esteem to go counter-culture in the equity cul-
ture. When the big pictureis clear, and stocks are in for another 10- to 15-
year period of underperforming inflation, he can give up his identity as a
stock investor and move on to another asset class. He can adjust to one of
the many good aternatives to stocks.

Real estate

Few investors these days own commercial rea estate, yet it fits the
emotional profile of many people. Just to consider real estate you need to
have high self-esteem. Many groups and individuals have vested interests
in keeping you in stocks, including financia journalists. Commercia real
estate articles are full of caveats and qualifications. You are warned that
real estate requires time and attention and, according to them, stocks do
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not. They warn that overbuilding and deep recessions affect real estate and
fail to warn that stock bubbles and mild recessions destroy stock returns.

Real estate isagood aternative to stocks. The happy rea estate inves-
tor isadifferent animal than the happy stock investor. However, real estate
is not for everybody.

A smoother ride

A sense of powerlessness, unmanageability, and helplessnessareinfre-
quent with real estate. Stock prices move quickly. An individual stock can
lose half or more of its value in minutes. Real estate prices change slowly.
Thereisvery little change day to day or month to month. Typical real estate
cycles are 10 years of moderate gains, followed by five years of flat re-
turns, and then another 10 years of moderate gains.

Between 1988 and 1994, many investors lost money in real estate lim-
ited partnerships and real estate tax shelters (RELPs). These losses were
very painful. Many investors vowed never to invest in rea estate again.
Unfortunately, they did not realize that their losses were not caused by real
estate. Real estate returns during the period were dightly up. The huge
expenses siphoned out of the RELPs by unscrupulous general partners
caused thelosses. Genera partners became multimillionaires. Limited part-
ners lost most or all of their investment. Genera partners greed was at
fault, not the real estate markets.

The pain and resentment from |osses can cause you to project negative
feelings on an asset class rather than the actual cause of the loss. Most
investors who lost money in RELPs blamed real estate rather than the
general partners. If you lost money in RELPs and now believe that real
estate is too risky for you but stocks are not, be sure to write about thisin
the exercisesin Step 2.

Half the return from real estate comes from income and half from
appreciation. Currently, all the return from stocks comes from appreciation.
Income is more predictable than appreciation. Income simply requires that
the tenants pay their rent. Appreciation requires that other investors bid up
the price of the building. Studies by the National Council of Rea Estate
Fiduciaries show that since the 1970s, annual real estate prices range from
down 10 percent to up 20 percent. Most years, prices are up 3 percent to 8
percent. In both down years and up years, prices are supplemented by
income of 5 percent to 10 percent. Annual stock pricesrange from down 25
percent to up 35 percent. There is no income to dampen volatility in the
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down years. Slower movement and a smaller range of movement makes
real estate more comfortable than stocks for many investors.

A real estate investor can control many factors that affect returns.
Real estate is primarily influenced by local market dynamics. A corner
buildingisusually better for retail than theinterior buildings. Thesize of the
parking lot, freeway access, high-tech wiring, and many other small factors
affect rents and returns. By paying attention to detail, area estate investor
will find a sense of manageability. Despite paying attention to detail, stock
investors can suddenly find their stock price cut in half.

Macro factors do affect real estate returns. The local economy is most
important. Tenants disappear when the economy is bad. National factors
can also affect returns. National interest rates determine local mortgage
rates. When the federal government raises interest rates, financing new
properties becomes more expensive.

Unlike stocks, with real estate, an active, flexibleinvestor can mitigate
just about every factor. Rents can be lowered below market to attract ten-
ants. Adjustable rate mortgages can get you through a few years of high
rates. However, inflexible or inactive investors will drop into a sense of
powerlessness.

Many real estate investors fail to realize the market determines rents,
utility costs, mortgage rates, and all other components of return. Inflexible
investors will sit on half empty buildings for years waiting for “fair” rents
rather than accept market rent. Thisinvariably leadsto acrisis point where
the investor faces aforeclosure or punitive refinancing.

Simpler than stocks

A stockbroker will tell you to avoid real estate, because it is too com-
plex and time-consuming. Stocks are marketed as ssimple, with no work
required; just buy, and hold. In fact, the oppositeistrue.

Real estate is confusing and complex for the beginner. A first-time
investor must have the humility to realize she does not know all the com-
plexities. However, after a few years, real estate becomes very simple.
Once she has figured out that Unit N rents for less than Unit M because it
has less light, she will always know that. By contrast, stocks are ever-
changing and ever-complex. A growth stock becomes avalue stock, which
turnsinto amomentum play until it filesfor bankruptcy.

The longer you invest in real estate, the simpler it becomes. The
longer you invest in stocks, the more complex it becomes. Long-term
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stock investors ride up bubbles and down crashes, study ever-changing
companies and economies, continuously pay management fees, try to sm-
plify by focusing solely on price, and end up in a panic, selling at aloss.
Long-term real estate investors raise rents, watch property appreciate, and
find lesswork is required as returns increase.

Realtors do put sales pressure on you. Stories of fabulous appreciation
and tiny down payments are common. People pleasing is an issue. You
cannot buy to make your Realtor happy. However, this is less prevalent
than with stocks where one phone call produces atrade. Real estate is not
easily bought and sold. Financing must be arranged. You have to go over
leases and tax records and accounts. Down payments are substantial com-
mitments. Even extreme people pleasersaregenerally unwilling to go through
al thisjust to benice.

Real estate taxes are complex and confusing. Do-it-yourself investors
do well with real estate except in this area. However, with the humility to
ask for help, many accountants can work out the details for you. After a
few years, you may be able to do your taxes yoursdlf, assuming the tax
laws haven't changed.

Mathematical skillsarerequired for real estate. Accounting isnot com-
plex but it needsto be done regularly. High school math skillsare morethan
adequate. Discipline is more important than advanced math skills. All in-
come and expenses must be tracked. Future repairs and vacancies need to
be planned for. Enjoying the accounting isideal. However, apure idea per-
son with no math skills will do well with real estate aslong as he hires an
accountant.

Herd psychosisis an occasional problem with real estate. The United
States had a bubble in large offices and apartment complexes in the 1980s.
Individua investorswere sucked inthrough tax sheltersand limited partner-
ships.

Generally, rea estate is cyclical, but not prone to bubbles. The 1980s
bubbl e required the cooperation of the mortgage lenders and the Congress.
Most of those buildings were built with little down, huge mortgages, and
generous tax benefits for both investors and lenders. This lead to the col-
lapse of many banks, S&Ls, and insurance companies. Currently, real es-
tate lenders are not cooperating in pumping up areal estate bubble. Tax
legidationisnolonger favorableto real estate. While stocks are favored by
the latest IRA and 401(k) changes, real estate remains restricted. It is not
likely that we will see areal estate bubble in the next decade.
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Fear of large sums

Many investors stay away from real estate because the sums of money
involved scarethem. A single-family rental can cost anywhere from $80,000
to $250,000. Apartments and office buildings range from $250,000 to sev-
eral million dollars. Even with a 10-percent down payment, a $250,000
fourplex requires $25,000 out of pocket and aloan of $225,000.

Borrowing to buy real estate usually creates less fear than borrowing
on margin to buy stocks. In real estate, most loans are secured by the
property and the owner is not liable to pay the loan back if things go badly.
The mortgage lender must take the property. In addition, alarge down pay-
ment and the slow pace of real estate price changes generally eliminate any
threat of foreclosure. An all-cash real estate purchase avoids the issue
atogether.

Small down payments and no money down

With a small down payment, your down payment and your self-image
are at stake. Thethreat to self-image is often the biggest obstacle to buying
real estate with borrowed money. Many investors fear they will be viewed
poorly by society if they are forced to give a building back to the bank. In
practice though, many people revere those who take large risks with bank
money rather than their own and then let the banks take the losses if all
goeswrong. Other investorsfeel great guilt about returning buildingsto the
lender even though the loan was specifically negotiated with non-recourse
terms.

Many investors have $25,000 to $250,000 invested in stocks. A bear
market could wipe out the equivalent of many real estate down payments.
On the other hand, bear markets do not cause foreclosure proceedings with
the phone calls, letters, and legal documents coming at you. Margin stock
investors are dealt with quickly. Often their stocks are gone before they get
the notice. Foreclosures drag on for many months. Notices show up in
newspapers. Fear of negative publicity isacommon deterrent to real estate
investing.

You may be lured by no-money-down real estate. These deals are not
for everybody. You must be able to accept foreclosure proceedings as a
regular part of your investment. Only distressed real estate is sold for no
money down. Often, the purchaser becomes more distressed than the prop-
erty. Good boundaries are required.
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Many investors buy with no money down, discover the rents cannot
cover the mortgage, maintenance, improvements, and other expenses, and
pay out of pocket to keep the property alive. Then they discover that the
neighborhood isdeteriorating. Rentswill not go up; they may go down. The
property ends up in foreclosure. By thistime, their no down payment prop-
erty has cost thousands in carrying costs.

If you cannot handleforeclosures or will pay out of pocket to keep dead
properties alive for decades, you are not going to be happy with no-money-
down real estate.

The tenant is not your ailing mother

Real estate doesrequireinterpersonal skills. Happy stock investors can
succeed solely by interacting with reading material and a computer. The
real estate investor must interact with either tenants or a property manager,
accountants, loan officers, Realtors, maintenance people, insurance sales-
people, neighbors, and community authorities.

Tenant interactions are emotionally tricky. Tenants are interested in the
lowest possible rent with the highest possible service. If you have guilt
about being a landlord, it will be difficult. You will let tenants go weeks,
months, even years without paying rent. You will fix problemsthat tenants
areresponsible to fix. You will |et tenants rent without leases or insurance
and leave yourself wide open for lawsuits. You will not raise rent to market
levels but still improve the property. Or, you might just go into hiding and
avoid the property, collect the rent by mail, and squeak by with whatever
little profit you can get.

These problems are particularly acute in apartments and single-family
homes. Guilty landlordsthink they are being noble by providing housing at
below market rents. In fact, they are self-destructing. Their hard-earned
savings are being wasted. Eventually their properties will be foreclosed on
and the bank will get full-market rents.

You must be ableto put your economic interest ahead of your tenantsto
be happy in real estate. An occasional rent concession is not a problem. A
pattern of rent concessionsis setting you up for the painful ego deflation of
foreclosure.

Mortgage prison

Mortgage issues are not all caused by lack of self-esteem. Overconfi-
dence and grandiosity are also problems.
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In strong real estate markets, investors see real estate prices moving in
only one direction: up. Overconfidence causes them to borrow as much as
possible so they can buy abigger building and make more money. They buy
a$2,000,000 building with $100,000 down instead of a $200,000 building.
When that appears to be working, they see themselves as real estate mo-
guls. Grandiosity leadsto several more transactions, and apersonal guaran-
tee of the mortgages. Asreal estateiscyclical, and downturnsareinevitable,
grandiosity often leads to bankruptcy.

Humility isrequired when taking out aloan. The fact that the bank will
lend you $2,000,000 does not mean you want $2,000,000. Banks arejust as
likely asyou areto forget that real estate is cyclical. Their projections may
be as optimistic as yours because alarger 1oan portfolio means higher sala-
ries and bonuses. Optimism and overbuilding peak at the same moment.
Once tenants command and get lower rents el sewhere, your mortgage pay-
ments cannot be covered and your equity is gone. You will not be happy
with real estateif your mortgage is as big as your ego.

Property type

You may be more compatiblewith one property typethan another. Single-
family homes, apartments, retail, office, existing properties, and develop-
ment call for varying personality traits.

Single-family homes

Single-family homesare capital appreciation plays. Rent generally cov-
ersal expenses but not much more. However, homeowners will pay more
for a home than is justified by the potential rental income. As a property
owner, you must be patient and wait for a multiyear rally in home prices.
Home prices can reach levels two to three times what is justified by avail-
ablerents. Keep your tenant happy, but do not spend any money fixing up or
improving the property. Then make cosmetic repairsjust beforelisting. The
market will do all the work for you.

Overactiveinvestors spend too much time and money during thefiveto
10 yearsthe property appreciates. Guilty investors also have trouble. They
fix up the tenant’s home instead of focusing on their own retirement fund.
Thenwhen it comestimeto sell, they take abel ow-market price from their
friend, the existing tenant. Some investors get so attached to the home that
they never sell, living on the meager rentsthroughout their retirements. This
is common when an owner-occupied home is converted into arental.
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Fixer-uppers

Fixer-upper investors are a different breed. These people have con-
struction and remodeling skills. They buy homes in need of repair and re-
modeling, do all the work themselves, and then resell the homes at a profit.
Most do this as a part-time job or hobby. Some live in the home while
working on it. Overconfidence istheir greatest downfall. Paying too high a
price for the fixer-upper when the market peaks can lead to loss of down
payment, out-of -pocket remodel expenses, and in an extreme downturn can
require paying off the excess of the mortgage value over the ultimate sale
price. However, many people have successfully put together large nest
eggs this way and transitioned into apartments and offices. In addition to
construction expertise, persistence, thriftiness, and atolerant family are re-
quired to succeed here.

Apartments

Apartments are income generators. Activity pays off. Tenants are
moving in and out al the time. You need to make cheap, lasting repairs
regularly so you can always get the best rents. You need to know the neigh-
borhood and the competition. If competitive rents drop, you need to drop
rents too and keep the building 95-percent occupied. When mortgage rates
drop, you want to have the papers ready to refinance.

Apartments are excellent for active personalities. They also work well
for those who are good at hiring help. You must screen and supervise prop-
erty managers. Limits must be set with maintenance people. Passive buy-
and-hold investorswill not do well with apartments. Tenantswill disappear
and expenses will increase.

Offices

Officesrequirelessactivity but good business eval uation skills. Leases
run from three to 10 years and require tenants to pay taxes, maintenance,
insurance, and other expenses. Generally, only the common areas are the
responsibility of the owner.

The trick with officesis to keep long-term tenants in place. Most ten-
ants are not Fortune 500 companies. In addition to screening your tenant's
credit history, you need to assure yourself that the future of the businessis
sound. A business insolvency can tie up your space for months while you
proceed to eviction, clean-up, and releasing.
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Humility is also important in offices. Once a long lease expires, you
must adjust to market rentsand market realities. Wallowing in the rentsyou
used to get does not fill empty space.

Retail

Retail property owners must be expert at selling and screening. Retall
isan ever-changing world. Vacancies come quickly and unpredictably. This
year's store is next year’s storage bin. Long-term leases mean nothing
when atenant filesfor bankruptcy. You are constantly selling your property
to new tenants. Yet most tenantswill not stay for thelong-term, even though
they think they will.

Before you close a deal, you need to be sure there are very few flaws
inthetenant’s concept. If the flaws aretoo big, you haveto move quickly to
find other prospects and fill vacancies. You cannot wait for the right tenant
to find you. You must reach out for prospects.

Active salespeople with good screening skills enjoy retail properties.
L eases often contain bonus rent based on tenant gross sales. A successful
tenant can be a bonanza. Introverts have difficulty with retail. Selling re-
quires constant interaction.

Development

Development isdifferent from buying existing buildings. Devel opment
is more than a hobby or a part-time job. Good devel opers work long hours.
Aninvestor will have difficulty competing.

Development isriskier than investment. Existing buildings havein-place
tenants, afinancial history, and a market presence. Developers must create a
building as chesaply as possible and create amarket for an unknown property
before it is completed. Dreamers and idea people are attracted to devel op-
ment, as are egomaniacs. The Gillette Edmunds Tower sounds good to me.

Unfortunately, development requires more than a dream and an ego.
Financing skills, land purchasetalent, building supervision, marketing, leas-
ing, and accounting talent are necessary. Though the excitement of seeing a
new project rise from the ground may sustain you for a while, an over-
whelming sense will soon set in for most investors.

Successful developers enjoy risk and play the odds. Development isa
multiyear project. Drawing plans, securing permits, arranging financing,
construction, and leasing take years. The developer must determine that
future rents and occupancy levelsjustify current costs. Developerslured by



102 / COMFORT ZONE INVESTING

wild projections and unsustainable up cycles fail. Realists construct game
plans. They meet with zoning board members one-on-one before applying
for apermit. They figure bad weather and cost overruns into the construc-
tion plan. If preleasing is poor, they shutter the project for future completion
when rents and vacancies reach a specified level. Completed projects can
aso be closed or returned to the bank on non-recourse loans. Developers
who are not comfortable with multiple contingencies are miserable. Some
try to control their misery by long hours and overwork.

Development has addictive potential. Workaholics may enjoy devel op-
ment for atime. The excitement sustainsthem. But similar to all addictions,
workaholism turns ugly. Your abandoned family leaves you. Lack of sleep
and proper nutrition create health problems. Stress turns into yelling and
depression. The market turns down and you have to give properties to the
bank and lose all your equity. Suicide seems reasonable. Just remember
thereis help.

Most investors, though, are not workaholics.

The real estate personality

Real estateisexcellent for activeinvestorswho like to tinker and those
who enjoy physical interaction with their investments. Today stocks are all
about blips on computer screens. Huge quantities of stock research are avail-
able free on the Web and thousands of professional analysts pour over every
stock. It does not pay to visit stores and test products as it did in the early
1980s. It is not agood ideato tinker with a stock portfolio. Buy, hold, and
research works best. Tinkering just runsup commissions, spreads, and taxes.

Enthusiasm is the most important element in successful real estate in-
vesting. With real estate, you can go over and cut the lawn, sweep the
sidewalk, chat with the tenants, make suggestions on how they canimprove
their business, raise rent appropriately, refinance mortgages, hire and fire
property managers and handymen. For those who like to do stuff, want
active investments and active retirement, real estate is a much better fit
than stocks. Day traders would be much better served cutting down ex-
penses and taxes in their properties than running up expenses and taxes
trading stocks.

Investors who have difficulty with losses do well with real estate. Suc-
cessful stock investors learn to offset gains and losses. Unhappy stock
investors find the pain of loss far exceeds the pleasure of gain. They hang
ontotheir losersuntil the company isde-listed in abankruptcy. Real estate,
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with moderate leverage, is a plodding investment. Though rents may de-
cline in alocal recession, they generally come back in the recovery and
move to a higher level. Loss avoidance is a good strategy with real estate.

Investors who focus on price rather than fundamentals are better off
with real estate than stocks. Real estate prices are unknown. Stock prices
are quoted on TV, the Internet, newspapers, magazines, and in conversa-
tions. Accurate real estate appraisals are expensive and rarely worth doing.
Real estate investors can only focus on the fundamentals, as no prices are
available until a buyer makes a bona fide offer.

Real estate investment trusts (REITS)

Real estateinvestment trusts (REITS) are securities traded on the stock
exchange. They own income-producing real estate. REITs are managed by
professionals. They own large building complexes and operate in many
markets.

As with read estate, REITs are considered riskier than stocks. Thisis
primarily by those who were ripped off by the general partners of RELPs.
The pain of prior losses can lead you to classify al forms of real estate as
the same. In fact, REITs have fewer emotional triggers than stocks.

REIT investors experience less powerlessness than stock investors.
REIT returns are less volatile than stock returns. The worst year for REITS
since 1970 was negative 17 percent. The worst year for U.S. stocks was
negative 26 percent. Many foreign markets have lost better than 50 percent
in ayear. REIT returns are negative one out of every six years. Stock
returns are negative one out of every three years.

Unmanageability is also a smaller issue with REITs than with stocks.
Though REIT managers are highly compensated, grant themselves stock
options, and enter into mergers and acquisitions against your interest, by
law they cannot control al your money. REITs are required to pay out 90
percent of earnings to shareholders. Thisworks out to be 60 percent to 100
percent of the true profits of the company. At the worst, REIT managers
can only abuse 40 percent of your money.

REITs have never been the subject of herd psychosis. The total market
cap of al REITs is $150 billion. The market cap of stocks is 100 times
greater. Themarket value of commercia real estateisabout 50 times greater.
REITs are relatively unknown. There is little sales pressure from family,
friends, or brokersto buy REITs. In fact, investors who need attention and
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hypewill not be happy with REITs. Cab drivers have never heard of REITS.
Your brother-in-law knows all about them and is not interested.

REITs are sold individually or in mutual funds. Brokers are not much
interested in REITs. Issues of churning, loads, margin accounts, and so on
apply to REITs. Most often, though, brokersignore REITsand REIT inves-
tors, asthereislittle volume. There are no online chat rooms, and few Web
sites even mention REITS.

REIT investing is less complex than both stock and real estate invest-
ing. There are less than 400 REITs to choose from and of those, only 150
that are regularly traded. There are 10,000 stocks and countless properties.
You can become a REIT expert in ayear. REIT accounting and taxes are
different than stock accounting but in many wayssimpler. My REIT report,
REITs for the New Decade (www.Knexa.com), explains everything you
need to know about REITs in less than 100 pages.

REITs are easy to own. You do not have to manage properties. How-
ever, REITs can deteriorate like any investment. Losses are possible. If you
refuse to sell because you want to avoid admitting mistakes and feeling
regret, REITs may be troublesome.

One of the most common causes of losses is an emotional mistake by
the REIT’s management. Manager egos get out of hand from time to time.
REITsexpand too quickly through both acquisitions and devel opment, turn-
ing a steady performer into an erratic stock. They buy trophy properties
that inflate the manager’s self-image and deflate your dividends. However,
you do not haveto fire a property manager. You need only sell the security.

Occasionally aREIT will enter into along-lasting decline. Market con-
ditions can ruin unlucky REITs. Many health care REI Ts that owned nurs-
ing homes lost more than 80 percent of their value when the federal
government stopped paying rent for their tenants. You must not fall in love
with REITs, avoid taking losses, or otherwise refuse to accept reality. Some
of these nursing home operators went bankrupt.

At one time, REITs often took on mortgages they could not handle.
That israrely aproblem now. Thetypical REIT has 50 percent equity inits
properties. However, if your REIT increases its mortgages to more than 70
percent of rea estate values, be prepared for avolatile stock price, erratic
dividends, and potential losses. Highly leveraged REITs may be outside
your comfort zone.

Overconfidence can affect REIT investors. Individual REITS get hot.
Investors looking for ego gratification must pay attention. When the
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Rockerfeller Center REIT became public in 1985, many investors wanted
the prestige of owning a Rockefeller property. The REIT sellers were able
to take advantage of this and got $20 a share at the IPO, an exorbitant
price. Eleven years later, the troubled company was sold to private inves-
tors for $8 per share.

Sometimesoverconfidenceturnsinto grandiosity. Thetech bubble sucked
in both investors and REIT managers. REITs that owned tech offices and
apartments in tech valleys became overpriced. REIT managersinvested in
and started Internet companies. REIT fund managers loaded up on tech
REITs and their Internet companies. Though overal REITs had a good
year in 2001, many tech-heavy REITs declined.

Being the big shot can also take hold of both individual investors and
mutual fund managers. Some REIT managers become lionized. Investors
want to invest with the celebrated managers. Association with a V.I.P.
makes them a V.I.P. REIT mutual funds particularly make this mistake.
The mutual fund managers hang out with the REIT managers at the invest-
ment conferences. Seeing how everyoneisin awe of the highly recognized
managers, they pay morefor their REITsthanisjustified by thevalue of the
assets. When you examine a REIT mutual fund, look at the fund manager’s
ego as well as your own.

The REIT personality type

Real estate investment trusts are not for everyone. If you are unable to
buy and hold investments, do not buy REITs. Avoiding taking losses is a
minor problem with REITs. Excessive trading is abigger issue.

Often the yearly capital gain from a REIT will occur in one month or
one quarter. In 2000, many REITS' entire capital gain came in the second
quarter. A big quarter or a big week is never predictable. Traders have no
reliable system to predict which week or quarter will be the one. What is
predictableisthat dividendsare paid out every three months. Because half of
REIT returns come from dividends, only buy-and-hold investorswill benefit.

Traders often have the uncontrollable urge to do something to create
returns. Thiswill run up large commissions and spread expenses, and lead
to missed dividends. Thissameenergy appliedto real estate, though, can be
very beneficial. Individual properties need maintenance, repairs, marketing,
accounting, refinancing, and more. Trader energy and action can improve
returnsonindividua properties. Trading individual properties, though, isnot
a good idea. Six percent commissions, closing costs, and other expenses
will destroy your returns.
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Investorswith no history of buying and holding are not likely to be able
to do so with REITs; yet they may do so with real estate. However, you do
not have to be an exclusive buy-and-hold type.

Many investors successfully buy and hold in some areas and trade in
others. Some have sat on bonds for decades while trading stocks. Others still
owntheir first house asarental but routinely churntheir 401(k) money. Real-
izethat REI Tsare buy-and-hold money even though they trade on the stock
exchanges. If you have a history of buy-and-hold with some asset classes
and trading in others, you may be successful with REITs. Just don't let the
fact that REITs can betraded onlinefool you into actually trading them online.

Thebiggest emotional hurdlewith REITsisasense of being out of sync
with your fellow investors. Most people won't know what you are talking
about whenyou tell them you own REITs. Otherswill find it boring. You must
have the self-esteem to run outside the herd to be happy with REITs. Those
who need the herd to push them along will not stay in REITs very long.

Corporate bonds

Have you ever bought a stock or stock fund to impress someone? You
showed them that you are daring, clever, or contrary. Don't try it with cor-
porate bonds. Bond investors get no respect. They are never fashionable
like stock investors. No one at the office is likely to be interested in your
bond purchases.

Bad company

Unmanagesability is the main issue here. There is a big difference be-
tween corporate bonds and Treasury bonds. With Treasury bonds, both
interest and principal are secure. With corporate bonds, neither interest nor
principal are secure. However, for many yearsyou will havetheimpression
that your bonds are secure. Prices will be relatively stable. Interest pay-
ments will be made. Then suddenly your bonds have lost a quarter of their
value and interest payments are in question.

Recognizethat in al lending situations other than with Treasuries, you—
the lender—and the company—the borrower—have oppositeinterests. They
want to get out of paying interest and they don’t want to pay back the full
amount of principal.

Your interests are also opposed to those of shareholders. Unlike share-
holders, lenders cannot vote on corporate policy. The right to vote is the



THINK Twice, FEeL. Twice, BEFORE You INVEST / 107

right to ater the financia structure of the company even to the point of
rendering it bankrupt and ruining your bonds. In bankruptcy, bonds have a
call on the assets of the company and shareholders do not. However, share-
holders can sell off or ruin al the assets before the bankruptcy occurs.

Even if there is a bankruptcy with assets, the assets may not belong to
you. Bank loans generally have priority over bonds. In bankruptcy, they are
paid and you get what isleft. In fact, banks arein abetter position than you
even if the corporation staves off bankruptcy. A shaky corporation will
default on its bonds before it defaults on its bank loans.

You must guard against overconfidence with corporate bonds. Corpo-
rations hire companies to rate their bonds when they sell them. They seek
the highest possible ratings. High ratings mean lower interest rates and a
larger issue. These ratings companies—Moody’s, Standard and Poors, and
Fitch—rate corporate bonds based on the information they are given by the
company and their own database of research. However, corporations issue
bonds at the best possible time. When the economy is strong and expansion
seems logical, corporate bond issuance sets records and ratings are always
high. Rating agencies forget about the last recession. Bond buyers assume
the good timeswill continueindefinitely. Unfortunately, they won't.

Many investors trust ratings as they trust insurance companies. This
kind of trust can lead to resentments and regrets. A bond rating is not an
insurance policy. The agencies owe no one when they reduce investment-
grade corporates to junk. When you look at rated bonds, you must realize
that these are not objective ratings. These are paid estimates based prima-
rily on selective information. Rating agencies often perform risk-consulting
services for the companies they rate. This business would dry up if they
rated the company’s bonds too |ow.

Many investorswant to give the rating agenciesthe benefit of the doubt.
Thisform of peoplepleasing isalso harmful. The bond market moves swiftly.
Once the market realizes that a company’s credit quality has deteriorated,
prices decline. Rating agencies move slowly. Typically, three to six months
after the price decline, ratings are changed. By then, you have lost alarge
chunk of principal .

Do not mistake corporate bonds for savings. Many saversthink that the
highest rated bonds are the equivaent to Treasury bonds. They are not.
Once bonds are issued, ratings change. The higher the initia rating, the
greater the possibility of downgrade, and the further the range of down-
grade. Two out of every three changes are down. From 1997 through 2001,
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four out of every fiverating changes were down. Saversin corporate bonds
will have resentments and regrets.

Event risk

Bonds can shock you. The economy might be strong, interest rates
steady, the company profitable, and suddenly the value of your bonds is
destroyed. Corporate events, engineered by corporate management, are
the cause. Corporate managers are not working for you. They are working
for themselves. There are many ways they might attempt to get out of
paying you your interest and principal.

Mergers and takeovers are the biggest problems. If large amounts of
debt are issued in the process, you are diluted, and the price and rating of
your bonds drops. Mergers and takeovers are supposed to increase syner-
gies, improve efficiency, reduce overhead, and boost profits. This, inturn, is
supposed to improve the quality of your bonds. In practice, many studies
show that mergers end up in bigger pay for management, reduced profits,
and lower credit quality.

Serial mergers can really ruin credit quality. Each merger can knock
down thevalue of your bondsuntil they reach junk status. A bidding war for
the acquired company can be areal disaster. Higher prices usually include
less stock, more bonds, and more cash. However, as bondholders, you do
not even get to vote on the merger. At least stockholders get to voteto ruin
the company.

Stock buybacks also hurt you as they reduce cash available to repay
interest and principal and are often financed with new debt. New debt must
be serviced with earnings that could be used to pay your interest and retire
your principal.

Thegrant of stock optionsto employeesal so hurtsyou, the bondholder.
Stock options are only valuable if the price of the stock rises above the
option price. If the value declines, the options are worthl ess, and employees
will not spend money to exercise them. This gives employees an incentive
to bet the company on risky ventures such as mergers, acquisitions, un-
tested products, untested markets, untested technology, and untested cor-
porate structures. When venturesfail, the employeesstill havetheir salaries,
but your bonds are downgraded.

Attempting to control an uncontrollable situation, some bond buyers
purchase lower-rated bonds in hopes the companies will be taken over by
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better-rated companies and the bonds upgraded. These speculations do not
awayswork out. Often, lower-rated investment grade bondsturn into junk.

Discounted bonds are another strategy to control the uncontrollable.
Discounted bonds sell at less than face value. For example, a$10,000 bond
might sell for $8,000. Sensing abargain, you may be lured out of your com-
fort zone. The upside is limited to the face value of bonds plus the interest
payments. The downsideisloss of al principal and interest.

Discounted bonds are discounted for a reason, often that the company
is running out of cash. In order to raise cash, the company will likely sell
junk bonds. Now required to pay interest on your bonds and on the junk
bonds, your discounted bondsturn into junk aswell. Most attemptsto con-
trol the uncontrollable lead you outside your comfort zone.

Market issues lead to tissues

You are powerless over the market price of bonds as well as unable to
control corporate actions. Moreover, there is no financial benefit to be de-
rived by market movements. Your $10,000, 10-year, 7-percent bond has a
high value when 10-year rates are 5 percent and alow value when 10-year
rates are 9 percent. If you sell when rates are 5 percent, you will get more
than $10,000, but will only be ableto reinvest at 5 percent. If you sell when
rates are 9 percent, you will get lessthan $10,000, but you can reinvest at 9
percent. No matter which direction interest rates move, you cannot benefit
by trading bonds.

Overconfidence may cause you to attempt to beat this system. You sall
when the price of your bond rises and hold cash until prices come down
again. After all, corporatebond pricesarevolatile. Your optimistic brain will
label this as opportunity. It is not. Innumerable studies show that interest
rates cannot be predicted. Whileyou sit on cash, prices may continueto rise
indefinitely. Even if prices decline, you have paid commissions and spreads
on both sides of the transaction.

Large price swings make corporate bonds inappropriate for many in-
vestors. Corporate bond prices are as volatile as stocks with lower returns.
Longer durations have wilder price swings than short durations, but even
five-year bonds can move up and down 20 percent in afew months. Many
forces contribute to the wild price swings. The Federal Reserve tries to
cool an overheated economy, asit did in 1994 and 1999, and you loseathird
of your value. Bond market vigilantes also knock prices around dramati-
cally. The vigilantes run huge pension and insurance company portfolios.
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They areinflation paranoid and are al so obsessed with bond supply, reces-
sions, and other obscurities that destroy the price of your bonds.

Bond funds

Bond fund managers believe they can predict interest rates. However,
they maketheir living on salary, not bond returns. Bond fund managers are
highly paid, averaging more than $375,000 a year in 2001. Their salaries
continueto rise despite poor results. Trading bondswill not break their egos.
They feel the necessity to do something to justify abig salary. You would be
better off if they did nothing but collect interest and reinvest maturing prin-
cipa. Their overconfidence and high salaries cost you dearly.

Overconfidence leadsto trading. Trading incurs spreads and commis-
sions. Some managers simply trade into cash and wait. Cash returns less
than bonds but it keeps the fund price steady. Steady funds lose few
investors. Eventually they trade back into bonds, costing more spreadsand
commissions.

Overconfidence can turn into grandiosity. Grandiose fund managers
borrow money against the fund assets to buy more bonds. The borrowed
money must be repaid with interest. Unfortunately, when the quality of the
bond portfolio deteriorates, therewill be no interest to keep the debt current,
so your principal will have to be used to pay off the debt.

Grandiose managers a so believe they can buy lower-quality issuesto
increase reported yield without suffering consequences. Higher yield keeps
investorsin the fund. Unfortunately, at the first economic slow down, low-
quality issuesturn into junk and NAV declines.

You may believe that you can pick quality managers. This overconfi-
dence can hurt you. Most bond fund managers are more concerned with
asset gathering and their high salaries than returns.

This may lead you to bond index funds. Index funds are, of course, the
ultimate asset gatherers. Unfortunately, bond index funds have problems.
Bond index funds have high turnover, often as much as 50 percent a year,
because bond indexes change all the time. High turnover causes high ex-
pensesand high taxes. Still, index funds outperform 60 percent of bond funds.

Some investors turn to closed-end bond funds. CEFs can be found that
sall at steep discountsto net asset value and high yields. Unfortunately, man-
agement grandiosity is even worse with CEFs than with open-end funds.
Because shareholders cannot redeem and reduce assets under management,
CEF managersget into leverage, junk, foreign bonds, convertibles, and more.
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Bonding with bonds

Few investors are comfortable with corporate bonds. Trading, moving
inand out of different qualities, predicting interest rates, raising cash, and all
other active strategies only reduce returns. To be a happy bond buyer, you
must hold quality issues until maturity and then reinvest at existing rates.
You must be able to accept a decade of wild swings in price and credit
quality without buying or selling. Despite dramatic ups and downsin price
and ratings, more than 98 percent of investment-grade bonds mature with-
out a hitch. Sitting and doing nothing isthe trick. You must be able to pro-
cess your feelings without taking action. Reacting to downgrades costs
money. Prices always decline substantially before the downgradeisissued.
Reacting to interest ratesis equally harmful. Commissions and spreads are
costly, yet the direction of interest rates can change at any time. Humility is
required. Going to cash, leveraging the account, and believing you can out-
guess credit ratings all will lead to anxiety, regrets, and depression.

Oil and gas

Stocks are pieces of paper or computer blips that only have value if
other investors are willing to pay for them. When stocks are out of fashion,
there may be no profits for decades. Stock prices were flat from 1966—
1982. Oil and gasare highly useful commaodities. Once extracted from the
ground, they can aways be sold. Even when the price of ail istoo low to
cover the costs of production, oil in the ground has value as an option on
future production. As oil prices fluctuate, there is always hope atime will
come when the market price justifies the cost of extraction.

How limited is your partnership

Relationship issuesdominate oil and gasinvesting. Oil and gasdealsare
usually limited partnerships. You are buying arel ationship with the general
partners. You may find the partnership on your own or you may find it
through a broker. Thisleads to relationship issues with the broker.

Broker issues are similar to those with other investments. People pleas-
ing can lead you to buy deals that are not appropriate for you. Brokers
receivelarge commissionsfor selling limited partnerships. Each partnership
has its own commission structure. The broker wantsto sell you the largest
amount of the highest commission product.
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Your broker will tell you something very different. Hewill tell you that
you arein an exclusive class of upper echelon investors who have the privi-
legeof investinginthisrare offering. Your ego may tell you heisright, you are
smart about brokers and oil and gas, and you have the bank account to prove
it. The fact that you know nothing about brokers or oil and gas is not a
deterrent to your ego. Overconfidence can cost you money here.

Onceyou have purchased the deal, the good newsisthereislittle churn-
ing, asthereislittle secondary market for your interests once you buy them.
The bad newsis, you may feel trapped. Even if the deal isagood one, but
you heed the money for something else, you are stuck. Also, as alimited
partner, you have no rights to control or change most aspects of the deal.

If you are able to evaluate the deal objectively before you buy, you will
haveto deal with confusion, complexity, and trust. There are many types of
oil and gas deals. The most common types are drilling, income, royalty,
completion, and lease acquisition. Within each type, there are different ex-
pense structures, tax implications, and probabilities of success. The un-
knowns include the amount of oil in the ground, the quality, the cost of
production, and the market price during production. The general partners
will make estimates of as many factors as possible, but you will have to
judge their ability to estimate and their experience. Most of your informa
tion will come from aprospectus. Thisdocument iswrittenin unintelligible
legalese.

Overconfidence can hurt you in these dedls if it leads you to trust un-
trustworthy general partners. Though everything looks fine on paper and
your broker urgesyou to buy, you need to pay close attention to the general
partners' track record with public partnerships. You need to interview other
investors who have invested with these general partners. You must elimi-
nate partnerships that are knowingly sold by general partners with little
prospect of success. These deals gather information for their future private
deals. The best way to find the location of oil under the ground is to drill
wells. Each well leadsyou closer to the center of thefield. General partners
sometimes sell limited partnerships to finance test wells. Once they know
wherethe oil islocated, they drill the producing wellsthemselves and keep
al the production.

Choose your areas of powerlessness

If you feel comfortable with brokers and general partners, then you get
to choose the type of deal within your comfort zone. Each type of deal
entails different areas of powerlessness and unmanageability:
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Royalty funds buy the right to receive a fixed percentage of
the gross production of producing wells. You are buying oil
without regard to the expenses of production. Whileitisacer-
tainty that the wells are producing, you are powerless over the
price of oil and gasand thelife of thewells. Wells can produce
for 20 or more years or only afew months. The price of ail in
the last five years has been as low as $10 a barrel and as high
as$35abarrel. Also, asproductionisalready underway, there
isno possibility thewellswill suddenly become gushers.

Income funds invest in producing oil and gas deals. Dedlsin-
cludeboth revenue and expenses. Incomefundsreceiveahigher
percentage of gross production than royalty funds, but they are
responsible to pay operating costs. In addition to the risks of
price and duration of the well, you also bear the risk that the
operators of the well can make repairs, replacements, and
workovers efficiently. In most deals, the cost of drilling and
production can be estimated based on the costs of other wells
inthearea. If thepriceof oil declines substantialy, both income
fundsand royalty funds may stop producing. However, thereis
till valuein your investment. You have the option to produce
when prices rise. Whereas stocks can be in a 15-year ump
becausetheir only productive use, raising capital for business,
can be done through bank loans, bonds, and profit retention,
oil and gas has no current substitute. It is needed to keep the
economy functioning. Eventually demand and prices pick up.

Completion fundsinvest in discovered oil and gasthat hasnot
yet been produced. In addition to the risks of income funds,
you do not know the exact quantity of oil and gasthat can be
produced nor the exact cost of bringing it to the surface. How-
ever, you receive a higher percentage of revenue than either
aroyalty fund or anincome fund. Most completion fundsin-
volvewellsthat have never been produced. Horizontal drilling
funds use wells that have already produced. In these deals,
existing wells are redrilled from the bottom of the well hori-
zontally into the reservoir. Typically these deal produce large
guantities of oil for short periods of time, often aslittleasa
year. The risk is whether or not the costs of drilling will be
covered by the payout.
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[0 Adrilling fund involvesall therisks of the other fundsaswell
astherisk that you will drill adry hole. Most funds drill sev-
eral prospects to mitigate the risks. If you hit a gusher, you
can make huge profits. But a series of dry holesis aso pos-
sible aswell as a series of uneconomic discoveries.

Some investors are comfortable with a variety of deals. For others,
even royalty fundsare outside their comfort zone. Fortunately, there are still
other investments to consider.

Other investments

During the past century, many forms of investments have become
common.

Zero coupon bonds

These bonds pay no interest. Instead, they are sold at a discount from
face value. At maturity, you are paid face value. For example, in 2001 a 30-
year treasury zero sold for $20,000. In 2031, it will mature at $100,000.

Zeros work for certain personalities, as they trigger both a sense of
powerlessness and a sense of control.

You are powerless over the price of zeros before maturity. Zeros are
more volatile than regular bonds as interest is not paid currently. In fact,
zeros are the most volatile of al bonds with similar maturity and credit
quality. When rates rise, they will take the biggest losses. When rates de-
cling, they are the biggest gainers. As interest rates are not predictable,
many investors are not compatible with zeros.

Zeros also entail unmanageability. Commissions and spreads are high
on the purchase of most zeros. Shopping for better deals is tricky. You
encounter mathematical complexity asyou must calculate imputed interest
on older issuesin order to make comparisons.

Funds, known astarget maturity funds, are available. The fund manag-
ers make the calculations for you. However, the funds have loads and ex-
penses and sometimes trade zeros to your detriment.

Tax issues are annoying. The IRS taxesimputed income, the amount of
appreciation toward face value that occurs each year. You get no cash but
must pay taxes out of pocket on this imputed income. Zeros in IRAs and
401(k)savoid thisissue.
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Corporate zeros are only for those who can accept an extreme degree
of powerlessness. Credit risk is high for zeros that are not Treasuries. With
standard corporate bonds, current interest compensates for risk of future
defaults. Some bond investors cal culate how long it takesto get their money
back through interest and then how much profit they will get from future
interest paymentsand at maturity. For example, they cal culate that a$10,000,
30-year bond pays $800 ayear in interest; after 12 1/2 yearsinterest totals
$10,000; thereafter, al interest payments and the principal payment at ma-
turity are profit. With zeros, you get neither interest nor principal until matu-
rity. If the corporation goes under before maturity, you may get nothing
from your investment.

Treasury zeros offer a sense of predictability for investors who can
truly ignore market fluctuations until maturity. Long-term zeros eliminate
the issue of reinvestment as well. Every time a bond matures, bond inves-
tors can only reinvest at the current interest rates. If interest rates are high,
thisisagood thing. But if interest ratesare low, thisisaproblem. A 30-year
zero eliminates this issue for 30 years. However, long zeros lock in anim-
puted rate until maturity. You must be able to accept this imputed rate for
the entire term.

Treasury zeros are one of the few truly buy and ignore investments.
However, if you cannot ignorethem, you should avoid them. Thereisplenty
to worry about and nothing that can be done. Your locked-in interest rate
may not keep up with inflation. Prices may drop below your cost for a
period of years. Trading into other zeros incurs commissions and spreads
but does not improve returns. Ignoring price fluctuations is mandatory. If
you obsess on prices, zeros are not for you.

Convertible bonds

Convertible bonds are a hybrid of stocks and bonds. Similar to bonds,
they pay fixed interest and have amaturity date. However, in exchange for
alower interest rate and a longer maturity than offered on the company’s
standard bonds, you are given the right to convert your bondsinto stock if
the stock price rises to a set level. This option to convert has value even
though the current stock price islower than the conversion price. As stock
pricesfluctuatewildly, you could hit the conversion priceat any time. Mean-
while, you collect interest, which is higher than the dividend yield on the
stock. Once the convert is in the money, you do not have to convert. You
can continue to collect interest and convert at any time before maturity.
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Complexity isrampant with converts. The scenario just described isthe
most common. However, converts can include zero coupons, calls, puts,
fluctuating conversion prices, contingent conversion prices, fluctuating in-
terest rates, merger and acquisition provisions, and more. Tax issues are
beyond description.

Powerlessness and unmanageability are everywhere. The price fluctu-
ates with both the price of the stock and the price of bonds, as well as
interest rates and the economy. Converts are marketed as less volatile than
stocks because they pay interest and mature at face value. In practice,
converts are just as volatile as stocks. Most converts are issued by low
quality companies; neither interest payments nor principal are secure.

Overconfidenceisthe biggest issue with converts. You will imaginethe
stock price soaring and you will believe you are being paid a nice rate of
interest while you wait to cash in your huge capital gain. Neither islikely to
happen.

Broker issues are difficult with convertible bonds. People pleasing will
hurt you here. Spreads and commissions are high. Converts trade rarely.
Some becomeilliquid. There are about $180 billion in convertsversus $1.5
trillion of investment-grade debt. When brokers cannot sell you stocks be-
cause the market is bad, they invent their own converts. Often the convert
isaAAA bond that can be converted into an index fund suchasaNASDAQ
fund. For investors burned by stocks, the enticement is a secure bond with
achancefor stock-like gains. Unfortunately, these have huge commissions.
The commissions and spreads will absorb 10 percent of your capital. Also,
the AAA bond will pay half or less of the current interest on AAA bonds.
Worst of all, you will only be able to convert into the index fund when the
index is highly overvalued and set for abig fall.

If you have had a poor experience with stock mutual funds, your mutual
fund family may offer you convertible bond fundsinstead. Convertible bond
mutual funds are marketed as more secure than stock mutual funds. Unlike
stock mutual funds, they have a yield and maturity. In practice, manage-
ment fees eat up most of theyield and low quality creates both volatility and
unsatisfactory returns. Overconfident and grandiose managers lose money
trading and buying |PO converts.

Few investors are happy with converts. Overconfidence is the biggest
problem. Most investors are suckered into converts by the lure of secure
interest and principal with aseemingly free stock option. When the convert
is busted by management and the market, they are deeply disappointed.
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The happy convert investor knows he does not know. He does exten-
sive research and usually buys aready busted converts. He diversifies but
trades less than once a year. Few investors have the humility and patience
to do well with converts.

Ginnie Maes

Ginnie Maesare mutual fundsthat own poolsof home mortgages. These
are not savings instruments. Interest and principal are at risk.

You may experience powerlessness with Ginnie Maes. You lose value
both when ratesrise and when they decline. When rates decline, homeowners
refinance. You get your principal back and can only reinvest in mortgages
that pay the new, lower rates. When rates rise, your interest is fixed be-
cause no one refinances their home at higher rates. However, the value of
your principa now declines. Your $100,000 that pays 7 percent islessvalu-
able than the $100,000 mortgages that pay 9 percent.

Unmanageability is also an issue with Ginnie Maes. Management fees
eat into returns. Trading incurs commissions and spreads. Management
strategies backfire.

To avoid prepayments, managers buy discounted mortgages. For ex-
ample, discount mortgages that pay 7 percent are available when current
rates are 9 percent. Prepayment risk is reduced as few people refinance
7-percent mortgages at 9 percent. However, interest rates are not predict-
able. When rates rise, the value of discounted mortgages is lacerated.

Managers also invest in lower quality, higher coupon mortgages that
are rarely refinanced like mobile home loans. Fees and expenses of refi-
nancing mobile homes are too high to make refinancing worthwhile. This
strategy may increase returns for a period of time, but it eventually back-
fires. Mobile homes often depreciate in value over time. In a recession,
many mobile home loans default, but the value of the home does not cover
the principal remaining on the mortgage.

Ginnie Mae fund managers may suffer from an inability to do nothing
for their huge salaries.

Investors with low expectations are comfortable with Ginnie Maes.
Volatility islessthan with stocks but higher than with most savings instru-
ments. Returns are better than from savings instruments and dightly more
predictable than stock returns. Savers who mistake Ginnie Maes as sav-
ingsinstruments become uncomfortabl e, because both interest and princi-
pal fluctuate.
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Tax lien certificates

Enterprising investors have many options that are not available to pas-
sive investors. Tax lien certificates (TLCs) are one of these options. Rela-
tiveto stocks, TL Cs offer more manageability and predictability, and there
never will be aherd of investors messing with TLC prices.

When property taxes are delinquent, countiesimpose alien on the prop-
erty for the amount of tax due plus any penalties and interest. Then the
county proceeds to collect. Collection can take many years, while counties
need money right away. In many states, counties are allowed to sell these
liensat auction so they can get some cash intheir coffersimmediately. These
liens, known astax lien certificates, can be purchased at auction at substan-
tial discountsto face value or in some states at fixed discounts. Enterprising
investors travel around the country to attend auctions and buy TLCs.

TLCs have severa advantages. They are not sold by brokers, insur-
ance salespeople, or anyone looking for commissions or spreads. People
pleasers have no worries here. TLCs have secure features. Tax liens have
priority over mortgage liens, IRSliens, and almost all other liens.

However, there are several areas of powerl essness and unmanageability:

(1 Youwill not know in advance when you will collect your prin-
cipa and interest. Countiestry to collect on your behalf for a
few years, but if they fail, you must hire an attorney and fore-
closeonthe property. Thewhole process could takefiveyears.

[0 Returnsarevariable. If you bid poorly, returns may be low. If
you foreclose and there are few other liens on the property,
returns could be enormous.

[1 Some propertiesturn out to be worth lessthan thelien. A fire
may have destroyed the building but the owner had no fire
insurance, yet the land isworth less than the cost of removing
the rubble. Or environmenta clean-up of the property costs
more than its value. Land in aflood plain where flood insur-
anceis no longer availableisworthless.

[1 Foreclosure has costs. Lawyers and court fees must be paid.
While most states require the property owner to pay your lega
cost in aforeclosure, the property may not have enough value
to cover al these costs and the owner may be bankrupt. In
some situations, the owner’ sbankruptcy can destroy thevalue
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of the lien. In bankruptcy, the bankruptcy judge controls the
property. Thelien may be dismissed or given only partial pay-
ment if administrative costs exceed the value of all property.

[1  Even successful foreclosure requires substantial time and at-
tention. After foreclosure, the property must either be sold or
held and managed. Adding up all hours spent and profits made
may resultinlittle profit per hour.

Overconfidence can hurt you here. TLCs have risks. High rates of
interest are available when owners are simply delinquent and redeem liens
once the county has sent out notices. But you must investigate the owner
and the property to determine the likelihood of redemption. Investorslook-
ing for big gains through foreclosure must be certain that the property has
value and the owner will not be able to redeem the lien. Passive investors
will not be happy here.

Active investors have fun with TLCs. They travel from state to state,
vacation most of the time, and spend a few days at the courthouse and
around the property. Some build substantial real estate portfoliosfrom fore-
closures. Othersrelish high returnswithout ever staring at acomputer screen
or sitting in a brokerage office. However, for those who enjoy being in the
herd, TLCsfeel too isolated and independent.

Enterprising investors will also find more optionsin the next chapter.






CHAPTER ©

SPECULATIONS

ﬂ syou read this chapter, consider if you are compatiblewith specu-
lation. Speculation triggers different emotionsthan saving or in-
vesting. Consider which specific speculations may be within your comfort
zone. When you reach Step 3, which involves matching investments and
your personality, you will return to Step 1 to find compatible investments.
Some of you will want speculationsfor part of your portfolio.

Speculation isany investment in assets with unpredictable returns over
both the short-term and the long-term. There are no sure systemsto do well
with speculations. Ideally, specul ation isfunded with cash that isnot needed
for savings or investment.

Not al readers need to study this chapter. After reading the following
section, you might wish tolook only at the sections on specul ations you now
own or have owned in the past. Then, those of you who have astrong sense
that you are a speculator should study the entire chapter. Those who are
confident that speculations are not within your comfort zone should skip the
rest of the chapter. If you are not sure, skim the rest of the chapter.

¢ 121 ¢



122 / COMFORT ZONE INVESTING

Speculators use magical belief systems

Therationae and belief systems employed by speculators vary widely.
Most speculatorsbelievein their own geniusand ingenuity. With geniusand
ingenuity, they devel op systems. The systems use mathematics, charts, pat-
terns, and randomness. Day traders, options players, and commodity pur-
chasers usually employ their own systems.

Other speculatorsbelieve gods, luck, or higher powerswill deliver great
profitswith little work. Many gamble on afeeling rather than any research.
Others think their magic power resides in their ability to exploit errors of
other speculators, rather than any developed system.

Speculation is often alonely game. The successful speculator creditshis
geniusor personal channel to ahigher power. When speculation fails, thereis
no one to blame but the speculator. Speculation is about the rel ationship with
one's salf. In the extremes, losing all can lead to self-loathing and self-
destructive acts; winning millions can lead to self-adoration and egomania.

Interna balance is the key to successful speculation. The mental pro-
cesses can be confusing, distorting, and causeirrational behavior. The specu-
lator isaloneindividual trying to beat the odds in asmall, closed system.

Options
For the right speculator, options are fun.

Stock options are the right to buy or sell afixed number of shares of a
specified stock for afixed, short-term period.

Long-term stock returns are reasonably predictable. Options are only
available for the short-term. Short-term stock returns are unpredictable.
For savers and investors, unpredictability isto be avoided. For speculators,
unpredictable short-term returns are the challenge.

Some option players love complex strategies. Others enjoy the math-
ematics. Valuing options requires advanced mathematics. Many players
ignore the math and play hunches. The real fun isto combine buys, sells,
puts, cals, longs, shorts, durations, individual optionsand index futures, mul-
tiple contracts, margin, and multiple securitiesto cover all theangles. If you
disiike complexity, you will not enjoy this.

Speculators who take speculation too seriously are unhappy. Option
players get into emotional trouble when they start to believe they can beat
the system. Options are a closed system. For every buyer, thereis a seller.
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Options are expiring contracts that are bought and sold. Unlike stocks or
real estate, they have no intrinsic value that can grow with the economy.
While some players beat the system, as a whole, no one wins; in fact,
expenses ensure that there are more losers than winners. Option expenses
are high and continuous. Commissions are charged when you purchase and
when you exercise or assign the option. As options expire or are exercised,
new options must be purchased and then exercised or assighed. The longer
you play, the more expensiveit is.

New players need to learn to say no to their brokers. People pleasing
can lead to high expenses. Brokers encourage complex strategies. They
call owning asingle option “naked.” True speculators sometimes find run-
ning around naked fun. Tentative speculators don’t want to go around na-
ked; they cover up with offsetting options. Using a spread, long positions
are offset by short positions.

Brokers have charming names for al the systems they sell: straddles,
spreads, strangles, married puts. Each system requires multiple options, which
incur additional commissions and spreads and expire or are exercised and
must be renewed. These Strategies are supposed to let you sleep at night as
all risksare covered. However, your broker is partying on your money while
you are sleeping. Once you wake up and add up all the expenses, you must
determineif thiskind of funiswithin your budget and your comfort zone.

Brokers will argue that these strategies put options in your comfort
zone. Thetruthisthat strategies can be devised that take the volatility out of
your investments. Instead, you simply incur aslow, steady erosion of capital
as you pay commissions and incur spreads until one day al your capital is
gone. Your good night’s sleep turnsinto a coma.

Option sellers appeal to your ego. They devise beginner, intermediate,
and advanced strategies. Ambitious speculators want to move up the scale
quickly. This can be expensive. Private option advisories sell newsletters,
hotlines, and seminars. Private advisory services are expensive, have de-
ceptive track records, and make money from their fees whether or not you
profit from their strategies. Often the record of accomplishment isbased on
hypothetical trading or the one of many accounts that showed profits. Bro-
kers provide options reports written by their derivatives gurus. Brokerage
advice is free, though trades are certainly not free.

Options players often have a sense of free-floating fear. Your strate-
gies appear successful, but you have a sense of impending doom. Focusing
on the small details of your strategies and not looking at the big picture
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causes the free-floating fear. For example, covered strategies often end in
many small losses, afew small gains, and an occasiona big hit. This en-
couragesyou, often for years. Every month you buy new positionswith part
of your salary and the proceeds from your closed positions. But your sub-
consciousrealizesthat aseries of small lossesisthe equivalent of onelarge
loss. And while you keep excellent records as to what strategies are work-
ing and what are not, you have not calculated the return on your invested
capital. Infact, you have probably lost more than half your capital.

Focusing on the big picture—long term you are certain to lose money—
causes unwavering fear.

One option is a treatment center

Addiction is an issue for option players. Because high costs stack the
deck against you, for many players, the longer you play, the larger your
losses. But addicts do not see it that way. The longer they play, the better
chance of making that big score.

You must look for the symptoms of addiction. Are you thinking about
options when you are at work or with family? After your margin account
was called, did you take out credit card loans, a second mortgage, or bor-
row from friends to keep playing? Though once happy playing options, are
you now unhappy or numb? If any of thisis close to home, visit Gambler’s
Anonymous for a few meetings.

Stock investors get sucked into the options game. Though you realize
you are powerless over market movements, fear may lead you to try to
control the market. Fear combined with people pleasing can turn you into a
speculator.

In a bear market, your broker will recommend that you protect the
value of your portfolio from further declines by buying puts. In abull mar-
ket, she advises you that you can increase your returnswith calls. Inaslow
market, you can generate some income by selling calls and collecting pre-
miums. After rallies, you can insure your gains buying puts. After dips, you
can bet on araly with calls. Once you take the bait, the market may go
against your puts or calls. You are then advised of further strategies to
cover your puts, cals, and stocks. In a matter of months, you may find
yourself an options expert and much poorer for it.

The happy options player accepts the odds of loss and plays for the fun
of playing. Inadvertent options players are miserable.
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Employer stock options

The bull market of the 1990s turned many employees into inadvertent
options players. Most employees are savers and investors. Being compen-
sated for work with a speculation istroubling.

Once vested, employee stock options allow employees to buy a fixed
number of shares at afixed strike price for afixed period.

Some executives negotiate for stock optionsinstead of cash. Overcon-
fidence and even grandiosity engendered from high salaries and a high po-
stiontrigger abdlief that they can determinethe direction of their company’s
stock. The strike price is set above the stock price at the time the options
are issued. When the stock price soars above the strike price, options are
very valuable. However, anytime the stock price drops below the strike
price, the value disappears. Unfortunately, overconfidence often turnsinto
disappointment.

Employees who accept options in lieu of cash exchange certainty for
powerlessness. Sometimes during the vesting period, the price of the stock
stays below the strike price and the options expire worthless. For over-
priced stocks, a return to real value can leave the price below the strike
price for a decade.

Even when options vest in the money, problems of manageability sur-
face. There are two common strategies to exercise. Oneis borrow, buy the
shares, sell shares to pay the loan and taxes, and sit on remaining shares.
Here, only the future stock price is a source of unmanageability.

The grandiose exercise method is borrow, buy and hold all shares, and
pay no taxes or loan principal until at least April 15 of the following year to
take full advantage of the certain continuing climb of the stock price. Here,
the stock price, the loan interest and principal payments, and the taxes are
al sources of unmanageability. Yet many executives use this method of
exercise.

Having seen the stock price rise above the strike price and keep on
climbing, overconfidence sets in. These executives truly believe that the
stock price will continue to rise. Surrounded at work by others with the
same belief and the same loyalty to the company, overconfidence turnsinto
grandiosity. Grandiosity then says maximizethe gain by holding all shares;
thereis no need to hedge against a decline and pay the taxes and loan early.
Asvolatile companiesissue most stock options, many executives have seen
the stock crash, leaving them with no money to pay taxesand loan principal.
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Once executives believe that stock options are better than cash, they
leave themselves open for the worst experiences of speculators. Some-
times selling the stock after exercise is restricted for a period of time. To
get some benefit during the lock-up period, many executives take out loans
against the value of the stocks. Then the stocks crash, but the loans need to
be paid. Or an executive buys afixer-upper mansion with aloan against the
restricted stock and ahuge mortgage. At the sametime asthe stock crashes,
the market for mansions crashes, and the executive then loses the house
and the stock but is left with aloan to pay.

Tax issues are complex and hurt overconfident executives. With most
plans, when you exercise your options you must pay taxes on the profits at
the highest rates. Some schemes trigger enormous alternative minimum
taxes. In many cases, employees have no knowledge that taxes are due
other than what has been withheld from their paychecks. When April 15
arrives, they are stuck with a huge tax liability. If the stock price has col-
lapsed, they have no capital to pay the taxes.

Ignorant of the volatility of stock prices, companies attempt to mitigate
losses for employees. This compounds the emotional issues. For tax rea
sons, rather than reprice existing options, companies give employees the
right to cancel them and receive new options six months and a day later.
Employees must then decideif they want to bet the stock price does or does
not recover over the next six months. If they agree to take new options,
they have six months of not knowing either the stock price or the option
price. During the waiting period, employees haveincentive to hurt the stock
price so optionswill be cheap when reissued. After the six months, they are
back to the usual powerlessness and unmanageability of owning stock op-
tions. If the stock price soared during the wait, the option price will be high
and may be a set-up for another crash in the stock.

Few executives are happy speculators. More than half the options is-
sued in the late 1990s expired worthless. Though overconfidence and even
grandiosity initiate executivesinto stock option schemes, most executivesl|
have worked with avoid option packages when searching for the next job.

Debt instruments

Most investors think of bonds as savings or investments. However,
many forms of bonds are only appropriate for speculators.
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Junk bonds

Junk bonds are corporate bondswith low credit ratings and high yields.
Junk bonds are often mistaken for investments rather than speculations.

Speculators understand the risks. These include downside and upside
risks. The downsideincludes|oss of both principal and interest.

In any five- to 10-year economic cycle, 10 percent or more of junk bonds
default. In 1991 alone, 13 percent defaulted. Many other junk bonds will de-
cline by half or more. High yields are not what they seem. Though yields
average 11 percent, thisismideading. Every time ajunk bonds defaullts, it is
taken out of the average. Average yields are based solely on the survivors.

There are a so risks on the upside. Most junk bonds are callable. If the
corporation issuing them is successful, then they will redeem your bonds
and end your high returns. Once abond is called, you must speculate again
in anew bond.

The speculator must balance the risk of default with the risk of call.
Often within a few years of issuance, either occurs. Time is a big factor.
Speculators must collect as much interest asthey can as quickly asthey can,
aswell asplay for quick capital gainsand then get out. Thisis challenging.

Junk bonds have high volatility. Prices are determined by herd psycho-
sis. Markets are dominated by mutual funds and flow in and out of mutual
funds. When junk funds are popular and flows into funds increase, prices
soar. When unpopular, prices are destroyed.

Theheight of popularity occurswhen the economy ispeaking and growth
prospects appear unlimited. Thisiswhen theworst credits can sall junk bonds.
After the peak, the economy dows down, bonds default, and no one wants
the survivors at any price. In the late 1980s, many leveraged buy-out junk
bonds defaulted. Recently, telecom and tech junk bonds defaulted en mass.

Overconfidence is the biggest issue for speculators. Overconfidence
will tell you that you have the ability to outguess the market.

Investors and savers are sometimes sold junk bonds as high yield sav-
ings or investments. Wishful thinking, lack of research, succumbing to a
sales pitch, or gullibility can all cause savers and investors to speculate in
junk bonds. Greed is occasionally afactor aswell.

Savers are particularly hurt when they discover what they have pur-
chased. Many think they have purchased something secure such asa Trea
sury bond. In fact, they have the opposite. In a recession, Treasuries do
well; junk bondsturn into trash.
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Investors often get into junk through mutual funds. While it would be
clear toyouthat anindividual junk bond isaspeculation, you can rationalize
that owning a diversified group of them managed by a professional makes
them an investment. Overconfidence is a factor. While you concede that
you cannot pick junk bonds, you believe you have the ability to pick mutual
fund managers who can outguess the market. In fact, mutual funds are
terrible with junk bonds. Many junk bond funds have lost more than half
their value since they first became popular in the late 1980s.

Mutual fund familiesoften try to passoff their junk bond funds as some-
thing other than speculations. High yiel dsare emphasi zed as mitigating risk.
In fact, defaults cut not only the net asset value of the fund but yield, as
defaulted issuesyield nothing.

Mutual fund managers' overconfidence can hurt you. Recently, mutual
fund managers were buying busted convertibles with yields as high as 50
percent a year. These are even more volatile than new junk issues. The
speculation was that interest would be paid long enough to cover both the
investment and a profit or that these things will mature at par for a huge
gain. Unfortunately, many went bankrupt before any profit was realized.

Closed-end junk funds are for pure speculators. They are even more
volatile than open-end funds as discounts can widen at the same time NAV
declines.

Junk notes

Some speculations, including junk notes, are marketed only to savers
and investors. Savers and investors, impatient with modest returns, are of -
ten conned into buying junk notes.

Admitted speculators are too cynical to purchase junk notes; they al-
ways look for a way out. They want to either take profits or losses and
move on so they can keep playing the game. Junk notes cannot be sold once
you purchase them.

Junk notes come in many forms, al disguised. None carry the label
“junk.” Many businesses|ack capital. Bankslend primarily to known qual-
ity businesses. Low-quality businesses must raise money from unsophisti-
cated saversand investors. Risky businesses are very creative; they manage
to foist junk notes onto the public.

Junk notes have terms from 18 months to 60 months. They are issued
by less secure credits than junk bonds. A 10-year junk bond issuer must at
least convince somebody that it will be around for 10 years. To sell an 18-
month junk note, the issuer only needsto show viability for 18 months.
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Your greed will be used against you here. Junk notes promise high
interest on seemingly secure short-term notes, but they are tremendous
products for the sellers, not for you. Commissions and spreads can be as
high has 25 percent. Upon purchase, your principal will immediately be
severed. Yet these are always marketed as safe, high-yielding, short-term
investments. They are presented similarly to CDs, only they pay interest
rates of 12 percent to 60 percent. If that 60 percent caught your eye, it may
have also caught your greed.

For example, promising returns greater than 40 percent, you can invest
in accountsreceivables sold off by distressed companies. Of course, you do
not buy them directly. You buy them through a broker, who takes abig cut
of your cash, passestherest off to the distressed seller, and leaves you with
potentially worthless accounts receivables.

If it sounds too good to be true,
is it just good enough for you?

Terminology will suck you in. Junk notes have secure-sounding names:
prime rate certificates, investment notes, accounts receivable certificates,
secured investment contracts. However, none of these things are secure,
prime, certified, or even investments.

Prime rate funds are particularly deceptive. Low-credit borrowers of-
ten approach banks for large sums. Rather than lend the entire sum, a bank
will lead a small portion and form a group to lend the excess. Prime rate
funds are mutual funds that speciaize in lending the excess sums to the
banks' riskiest borrowers. Savers buy shares in the fund because of the
high interest rates and because the name implies the borrowers are prime
rate customers of banks. In fact, the borrowers are the worst customers of
thebanks. Savers, believing that principal isfixed, soon discover that princi-
pa erodes quickly. And aswith junk bond funds, shocksarein store. Prime
rate funds often value their junk at cost until it becomes worthless and the
SEC forces them to write it off.

Impulse buyers need to beware here of one of the most common gim-
micks. Junk notes, junk note funds, junk bonds, and even some corporate
bonds are sold over the telephone using high-pressure tactics. All the won-
derful attributes of the note will be described to you, but before you have
time to ask questions, you will be told that this terrific offer must be pur-
chased immediately or it will disappear; buyers are lining up and you have
been chosen to receive the last allotment. The lure of outsmarting the other
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investors may be too much for you. Resentment and regret are built in for
those who take the leap.

Some saversinvest in these things knowing they will take losses. It is
apparent to amost anyone that a 40-percent return is too good to be true.
Bad investing is sometimes a cover for self-destruction. Some investors
believe they need to get rid of their money but cannot give it away. Instead,
they embark on a path of speculation in order to eliminate al their funds
under the guise of attempting to make profits. This pattern is possible with
all speculations.

Foreign and emerging market bonds

Foreign and emerging market bonds are another asset class that has
completely unpredictable returns for U.S. investors. Returns on non-U.S.
bonds are determined by the value of the dollar, non-U.S. interest rates,
non-U.S. economics, and non-U.S. capital flows into and out of bonds.
None of these factors is predictable short term and most are only loosely
predictable long term. In combination, they cannot be predicted either way.

Speculators can have fun here. They can speculate on many factors:
trade, international politics, government defaults, Japanese deflation, Brazil -
ianinflation, theInternational M onetary Fund, the World Bank, rating changes,
savings rates, bank failures, and the collapse of currency exchange sys-
tems. International romance and intrigue are the side benefits of investing
abroad.

Most individuals speculate through mutual funds. You must not suc-
cumb to mutual fund pitches that imply these bond funds are for savers or
investors. Their principa and interest are always in flux due to exchange
rate changes. They cannot be counted in a U.S. deflation, inflation, reces-
sion, or expansion.

Many mutual funds hedge currencies to reduce the dollar risk. Never-
theless, they do not end up with the equivalent of U.S. bonds. The cost of
hedging is high and the quality of foreign bondsislow, and the mutual fund
expenses are so high that you end up with low interest junk bonds.

The mutual fund pitch to investorsisthat diversification into many dif-
ferent countries mitigates the risk. It does not. Herd psychosisis widespread
here. When the Russian government defaulted on itsdebt in 1998, it affected
every market. The Mexican panic of 1994 spread everywhere. In every
major debt crisis, al the professionals panicked together, at the bottom.
Only those comfortable with speculation will enjoy non-U.S. bonds.
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Trust deeds

Trust deed comein two general categories. Some are loans to property
developers secured by unfinished buildings. Othersare second or third mort-
gages secured against existing buildings. Trust deeds are sold individually
and in packages. All offer very high interest rates.

Themajor emotional issueisgullibility. Promotersare selling aspecul a
tion asan investment. Your overconfidence may enticeyouto believethat a
lien onabuilding will protect you. The promoterswill encouragethat belief.
They will also offer you apackage of several dealsfor diversification. They
will show you how the risk is only short-term, 18 to 24 months. They will
sometimes guarantee the return of your principal.

In fact, these are pure specul ations. Short-term means nothing. No one
can predict when a borrower will go under or areal estate recession will
begin. There is a reason someone takes out a second or third mortgage or
hasto find construction financing outside normal lending practices. Areyou
willing to speculate that you know what that reason is, that all the other
lenders were wrong to deny financing, and that your principal is covered if
things do not work out?

Trust deeds often pay interest of 12 percent to 14 percent to you, but
remember: the promoter is a so getting abig percentage. Areyou willing to
speculate that the borrower can afford 20 percent or higher interest and
that the property is valuable enough in foreclosure to cover al the mort-
gages, interest, and foreclosure expenses? In real estate downturns, prop-
erties can lose half or more of their value. After the real estate crash in
Texasin 1986, properties were dismantled and the parts sold for scrap. No
lender got anything back. Nor were the promoters' guarantees of principal
good. All the subprime lenders went under along with the borrowers.

A speculator can do well with individual trust deedsif heresearchesall
the factors and lets go of the deals that collapse. Investors and savers will
be miserable here.

Hedge funds

Hedge funds are managed limited partnerships that use a variety of
investments and specul ations to attempt to create high returns regardless of
market conditions. Hedge funds are marketed as dternative investment prod-
ucts. They are particularly popular when the mgor investment classes are
performing erratically. But that does not make them investments. In fact,
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they are pure speculations. Using leverage, shorts, options, hedging, arbi-
trage, and other techniques, values can doublein afew months or collapse.

Consider this: Hedge fund managers can become extremely rich pursu-
ing strategies that will cost you all your capital. Hedge fund fee schedules
are entirely different than mutual fund fee schedules. Hedge funds are paid
directly from profits as well as based on a percentage of asset under man-
agement. Hedge fund managers take up to a quarter of the profits they
make from your money, but do not absorb any of the losses. Both up years
and down years erode your capital. The longer you stay with the fund, the
poorer you can become.

So why would anyone invest in a hedge fund? Your ego is your worst
enemy here. Hedge funds can only be sold to accredited individuals; this
means only those with large incomes or large portfolios. In addition, most
funds have minimums of $100,000 or more. However, if your income or net
worth hasinflated your ego, you are proneto believethat you will beableto
pick good hedge funds or your advisorswill pick good hedge fundsfor you.
Thisoverconfidencewill hurt you. Studies by Tremont Advisorsand Credit
Suisse First Boston show that, after subtracting fees, the average hedge
fund far underperforms any applicable market averages or benchmarks.

Hedge funds are exclusive. The number and type of investors is lim-
ited; high minimums keep out the riff-raff. Investors are often required to
sign an agreement to not disclose the manager’s secret strategy. Many
hedge fund managers are legends in the inner circle of wedlthy investors.
Get-togethersin exotic locations with fancy people can be fun. Some funds
are better known for their lavish parties than their returns. For those who
value prestige over investment return, hedge funds do the trick.

Isn't a hedge supposed to
prevent losses, not create them?

In recent years, hedge funds have become less exclusive. At the end of
the 1990s' bull market, hedge funds were able to pass themselves off as
investments. There were an estimated 6,000 hedge funds with $400 billion
in assets. As the market cap of hedge funds grew, the ability to exploit
market niches disappeared. Results became increasing dismal.

Brokerswereableto exploit investors seeking prestige. They broke mini-
mums down to sums as low as $10,000 and sold these pieces as investments,
after taking large commissions. Many investors were sucked in at the height
of the bull market only to lose most of their capital in afew months.
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Only speculators should consider hedge funds for money making po-
tential. Hedge fund results are highly unpredictable short term and long
term. Statistical average returns mean nothing because bankrupt funds are
aways removed from the database.

Fraud is aso an issue with hedge funds. Hedge funds are loosely regu-
lated and many operate out of tax havens. An operator can disappear with
your money months and years before you suspect anything.

Oncein ahedgefund, you aretrapped. Before you buy the fund, decide
if you are comfortable with the fact that there is no market for your interest
should you want out. Your sole source of liquidity is from the fund. Typi-
cally, you can only redeem at the end of a quarter. Unfortunately, after a
bad period, everyone wants out at once, forcing the manager to liquidate at
the bottom, turning a bad investment into a disaster.

Private businesses

Enterprising speculators enjoy owning parts of private businesses.

Many businesses need your capital and your expertise. Thisisgood for
the ego, if not the pocketbook. You can be on a board of directors; you
hobnob with management. You get to be an angel rescuing sinners. But do
not forget that financialy, thisisaspeculation.

Overconfidence and grandiosity are the biggest issues here. Thereisa
reason a businessislooking for investors or isfor sale: It isin trouble and
bankswill not loan it money. Your ambition and optimism may blind you to
thisfact. Some businesses are doing okay but have risky growth plans; they
want your money to fund those plans when banks will not. Others are in
tough cyclesand bad competitive positions. You may believethat you under-
stand all businesses, not just the one you are in. Unfortunately, you do not.

To make money with these speculations, you need to take steps to
deflate your ego. Take ajob with the business for ayear before you invest.
Thiswill contain your ego. Instead of being an angel or adirector, you will
be alow-level employee. Then you will see what isreally going on.

For those of you not willing to humble yourselves enough to actually
work for the company, do enough research to check your ego. Look at a
10-year or longer track record for the business. Find as many comparables
as you can. Enlist experts to evaluate the business. Watch out when you
believe that you will be able to turn around alosing business. The previous
owner, with more experience than you, working to put food on the table,
was not able to turn it around.
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Grandiosity can lead you over the edge. Doesyour ego tell you that this
business will succeed because you invest init? Thisis pure magical think-
ing: You are powerless over the market for this business and what it sells,
but you think you have power over the market.

Hedge against your own grandiosity by limiting your investment. Do not
keep loaning money or buying stock, convertible loans, or whatever. Set a
limit and stick to it. Do not throw good money after bad. Also, limit your
liability. Do not become a partner who can be sued for the debts and liabili-
ties of the company.

If you are looking for fun and can afford losses, start-ups may be your
thing. Start-ups are exciting, but four out of five fail in thefirst five years.
You can spend endless hours playing with a start-up. For the right specula-
tor, start-ups provide good entertainment. However, some specul ators get
hooked on making start-ups succeed.

Small businessinvesting can turn into an obsession and even an addic-
tion. Watch how much time you spend at this. To do well investing in small
businesses, you must spend a lot of time, yet the financial rewards are
minimal. The odds are you will lose money. Ask yourself, what am | doing
thisfor if thisisnot about making money?1f you work long hoursat your job
and long hours on your investments, ask yourself how that benefits you
other than financially. For example, doesit allow you to avoid an uncomfort-
ablerelationship with your spouse and children? Doesit keep you from your
parents, brothers, sisters, or friends? Do you sense there is some reason
you are doing this other than money but you just do not know what that
reason is? Do these questions make you sad or angry? If so, be sure to
work through the exercisesin Step 2. You may discover what is going on.

Venture capital and private equity funds

Venture capital and private equity fundsinvest in groupsof private busi-
nesses. Venture capital funds mostly purchase interests in new firms. Pri-
vate equity fundstry to find old firmsthat can be resurrected. Often though,
old and new firmsare found in both types of funds. Both types of funds buy
private, inside deals, although that does not mean they will be profitable.

The emotional issues are similar to those for hedge funds. The empha-
sisin private equity ison private, asin “exclusive,” and not equity, because
there won't be much equity left when the partnership liquidates.

These deals are sold to your ego. You must be accredited. You are
offered exclusive deals available only to select clients for a limited time.
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The promoter often throws in that he normally offers a piece of the action
only to ingtitutions. Because you aready have enough money to be accred-
ited, your ego is aready telling you that you have a superior intellect and
have found a specia deal not available to the genera public.

Inside knowledge is the big hook. Hedge funds buy securities sold to
the general public. Venture capital and private equity funds claim exclusive
access to non-public firms. Your general partner will claim to have better
contacts and more experience and industry knowledge than everyone else.
They all claim this. They must. It iswell-known that less than 10 percent of
venture capital deals have huge returns and more than 90 percent are los-
ers. Yet all funds claim to have access to the winners.

If you enjoy the high of being in on inside deals, venture capital and
private equity will befinefor you.

These funds aso deal in complex businesses and markets. Those who
enjoy business concepts can have fun here. However, if you are a specula
tor scheming for a profit, you may want to speculate elsewhere.

Accounting issues are murky. The records you are shown before you
purchase are based on deals that worked out and were liquidated. In many
scams, the records of bad deals are not available. The bull run from 1990-
1999 makes particularly good reading, but be wary of extrapolating. Pro-
moters often do well with small amounts of money. When they grow, they
haveto invest in lower quality deals. Also, economic cycles distort results.
When oil ishot, oil dealslook great. When tech ishot, tech dealslook great.

Once you inves, it is hard to know how you are doing. Assets are
valued at cost years after purchase or at vague appraisal numbers. Magical
thinking often takes over. You may imagine values and returns based on
your hopes and fears.

The promoters set up speculators who do not do their homework. You
need to look closely at how profits and losses are divided between you and
the promoters. Promoters are paid a percentage of profits and a percentage
of thefund value. By borrowing large sums, the promoter doubles or triples
the size of the fund and increases his fees while increasing your risks.

Often, deals are aso structured asset by asset. If one business goes
public at aprofit, the promoter getsacut. If another deal collapses, you lose
al your investment, but the promoter does not reimburse the fund. In a
typical deal, two of 10 companies may turn a profit and eight go bankrupt.
You will lose 80 percent of your investment on the bankruptcies and hopeto
double your remaining 20 percent for afina loss of only 60 percent. The
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promoter is unaffected by the bankruptcies but takes athird or more of the
gain on the winners.

Some funds can a'so stir up anger and resentment toward your fellow
investors. Funds have different classes of investors. Early stage investors
pay less for shares than later stage investors. Some early stage investors
cash out with your investment. As they paid less for shares, they also can
make a profit at alower IPO price. If early stage investors paid $1 a share
and you paid $10, then an IPO at $5 is great for them and aloss for you.

Private equity and venture capital can irritate you for aperiod of years.
Private equity deals often include an obligation to make future contribu-
tions. These contributions are supposedly needed to bail out failing compa-
nies. They may or may not do that, but they certainly keep the fund
management afloat. These arelegally binding obligations. Evenif your ini-
tial contribution turns into a complete loss, you need to add more money.
The only way to get out of thisisto sell or give your interest to another
speculator. However, even this may not be possible. In most deals, you
must get permission from the general partner to transfer your interest. They
do not want you selling to someone who cannot afford to make the addi-
tional payments.

Evenwith permissionto sell, you may not be ableto find abuyer. There
is no ready market for private equity and venture capital interests. Often
there are no buyers or only buyers at a huge discount to estimated value.
This is built-in unmanageability for many investors. They feel trapped in
their mistakesfor decades. For others, it actsasadisciplineto buy and hold,
though this can be quite frustrating too if returns are bad.

Venture capital can create herd psychosis. In the late stages of the tech
bubble, unlisted bubble companies were able to auction their shares to the
highest bidder. Veteran venture capital investors were mesmerized by the
huge sums of money they had under their control. Grandiosity led them to
pour billions into deals that had no chance of success. A large segment of
society caught the frenzy. Businesses that supplied goods and services for
the bubble companies accepted unlisted stock as compensation. Greed turned
savers into rank speculators.

To take advantage of public interest, many brokers and mutual funds
made venture capital and private equity lessexclusive. Investmentsas small
as $1,000 are now available. Most speculators will want to take a pass on
these dedls.
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Commodities

Commodity trading is for pure speculators. Commodities include gold,
silver, and other metals; crops and livestock; and currencies. Stock and bond
index futures (discussed previoudy) aretraded on the commodity exchanges.

You can either buy or sell a commodity futures contract. If you buy a
contract, then you are buying a specific quantity and quality of the commod-
ity, to be delivered at a specific time and price. Buying is betting the price
will rise so that at thetime of delivery you can cashin at aprofit. If you sell,
you are selling a specific quantity and quality, to be delivered at a specific
timeand price. Sdllingisbetting the pricewill decline so that on delivery you
can take a profit.

If you arelooking for action, thisiswhere you will find it. Commodity
pricesarevolatile. Prices can move from a 10-year highto a10-year low in
months. In fact, these things move so fast that you are not alowed to trade
them out of a stock brokerage account. You must open a separate account.
But a separate account allows you to borrow large sums, sometimes more
than 90 percent of the value of the contract. Unfortunately, contracts are
repriced every day, and with high volatility, margin calls are frequent. You
have to be ready at any moment to add large sums to your account. On the
other hand, profits can be immense and quick. With 10 percent down, a
move of 10 percent will double your money. Of course, a decline of 10
percent will wipeyou out.

You must enjoy the action, because few commaodity players make any
money. Commoadity prices are not predictable. High fees and commissions
combined with built-in turnover erode profits even if your trades are suc-
cessful. Many players enjoy the unpredictability and the ideas:

[1 Crops and livestock require reading weather patterns, esti-
mating acreage, forecasting exports and imports, and antici-
pating the outcome of crop and livestock support legidlation.

[ Gold has long fascinated many people. Believed by some to
be the only true currency, gold futures are often bought and
sold as ahedge against economic and political catastrophe. In
the 1970s, the masses bought gold futures and gold bars ex-
pecting huge returns. Those who did not get out in 1980 took
tremendous losses. In recent years, some investors use gold
to hedge against the high P/E of the stock market. Unfortu-
nately, in the last two decades gold has ceased to function
reliably in any circumstances.
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Currencies take you into foreign trade, international politics
and economics, and other exotics.

The dark side of commaodity trading is addiction. A good streak can
lead to overconfidence and grandiosity. For most players, though, a bad
streak returns them to sanity. However, a small percentage of commodity
players must get their money back. After margin calls have exhausted all
their cash, they use credit cards and second mortgages to keep playing.
Some keep on at the loss of family, friends, and career.

When stock market returns sour, commaodity trading is often touted as
an alternative asset class. Whileit is an alternative asset class, it is not an
aternative for investors, only speculators. The quick gains and losses and
the large leverage will cause investors to have resentments, regrets, free-
floating fear, and anxiety.

Brokers often try to sell investors commoadity trading funds run by pro-
fessional traders. Unfortunately, afund run by professional specul ators specu-
lating in commoditiesisstill aspeculation and not an investment. The sales
commissions alone should alert investors that they are outside their com-
fort zone.

Collectibles

Many investors enjoy collecting. Most do it asahobby, with profit only
a secondary motive. As ahobby, there are many benefits. Thejoy of owning
beautiful objects and historical pieces cannot be measured in dollars. You
can also gain admission into an exclusive club. In each area of collection,
thereisatight-knit group of dealers, critics, museum curators, and wealthy
collectors who enjoy each other’s company and get to feel good about their
knowledge and taste. However, collecting for a profit is another matter.

You are powerless over the price of collectibles. You can double your
money or lose half in a year. Decades go by with no appreciation at all.
Long-term returns from even the highest quality assets are mediocre. Ac-
cording to an index constructed by business professor Mark Moses, be-
tween 1875 and 1999, Impressionist paintings returned 6 percent a year.
Lower quality assets have negative returns.

Collecting herdscomeand go. Inthe 1970s and early 1980s, collectibles
of all types were touted as sure winners against ever-rising inflation. Art,
vintage cars, coins, stamps, antiques, jewelry, and anything made out of gold
or silver were hot. Similar to the shares of recent bubble companies, col-
lectibles became barter and could be traded for consumable goods and




SpPECULATIONS / 139

services. In the late 1980s, most collectibles collapsed in price but fine art
entered abubbl e period. Then camethe crash. In 1989, many paintings sold
for twice what they would fetch in 2002.

You are powerless over al aspects of the market. Some items pur-
chased at retail from a dealer can only be resold at wholesale to another
dedler. Better prices can usually be obtained from other collectors. Unfor-
tunately, even other collector’s tastes are unpredictable.

The big money is made when the wealthy public enters the area. But
fads quickly come and go. New collectiblesare being produced all thetime,
all over theworld.

Unmanageability isrampant with collectibles. It isdifficult for profes-
sional collectorsto make profits. Transaction costs are high. For around-trip
purchase and sale, commissions, sales taxes, and other costs will exceed 25
percent. Just to break even you need to sell at a gain of at least 25 percent.
The dealers and auction houses make the real money, not the collectors.

Unmanagesability goes deeper than poor profit margins. These are un-
regulated markets. Fakes are everywhere. Experts are fooled from time to
time, and even experts are not always expert. Anyone can call himself or
herself an appraiser. There are 50,000 appraisers in the country but only
5,000 have credentials from the four most respected groups that offer cre-
dentials to appraisers.

Resentments and regrets abound with collectors. Some appraisers have
motives. They work for the seller of the piece you are considering and they
are looking for a commission on the sale. An interior decorator, offering
herself as an expert willing to get great pieces for you, should be suspect.
Sheislikely to collect afeefor furnishing your house with “select” pieces.

Currently, few collectiblesare hot, but many speculatorsare playing the
field. Antigues Roadshow and the opening of Internet auction houses have
revived the belief that collectibleswill produce enormousreturnswith little
effort. Internet auctions are supposed to have lower transaction costs than
traditional auctions. Someday, thismay betrue, but it isstill evolving. Find-
ing bargains on the Internet is difficult. The quality of items can only be
judged by photos. Fraud isrampant. Phony itemsand phony authentications
are common. According to expert Harry Rinker, at least 70 percent of
sports autographs are phony. Sellers bid on their own itemsto drive up the
price. Sellers post fake ratings of their prior sales, and then sell multiples of
one item, delivering none. You must protect yourself with escrows and in-
surance. However, the costs reduce profits.
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Impulse buying isanissue here. The Internet hasturned impul se buying
into an epidemic. But it happens elsewhere. You will find yourself on vace-
tionin an art gallery and suddenly the sales pitch about purchasing a paint-
ing as an investment makes sense.

Serious collectors know a bargain because they have made impulse
buys and learned costly lessons. They study the historical price patterns of
the same or similar items, calculate transaction costs, protect themselves
with escrows and insurance, and make few purchases.

Speculators who get taken either by a dealer or on the Net often con-
sider it anindictment of their own tastes. They rarely seek restitution. Com-
monly, they rationalize that they should have known better.

Thislow self-esteem gameis not necessary. Dealers and online auction
houses live by their reputations. Let go of your self-criticism and demand
your money back. Most dealers will refund your money. You should con-
sider suing the online auction house. Thousands of class action suits are
currently pending; you only need to join existing suits. The online auction
houses will settle with you to keep their billionsrolling in on feesand com-
missions.

Junk real estate

Real estate is a large investment class. Some types of real estate are
likely to produce excellent returns short term and long term. Other types of
real estate are only for speculators.

Vacation Homes

A second home is a symbol of success and a place to relax away from
the stress of city and office. It is not, however, an investment.

The vacation home market is spectacularly unpredictable. Both supply
and demand fluctuate wildly. Booms increase both supply and demand.
Recessions reduce demand but once built, supply never dwindles. Long-
term studies show returns of 2 percent to 3 percent ayear, below the rate of
inflation.

Overconfidence and grandiosity are the biggest issues here. Everyone
knows someone who bought alittle vacation home at the coast for $100,000
and today it isworth $1,000,000. In fact, thiscoupletellsyou about it al the
time. You also know 20 people who bought vacation homes for $100,000,
and today those homes are still worth $100,000. However, those 20 people
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have never mentioned that part of the story; especially whenthey aretrying
to sell the property to you. It isimportant when you look at your vacation
home that you remember the 20 and not the one. Your Realtor does not tell
about the 20 either. Overconfidence will tell you that you will be the one
who buys the spectacular performer.

Grandiosity can then step in. Grandiosity is acting on theideathat if a
$100,000 home is going to do as well as the Realtor suggests, a $250,000
home will do even better. And what a great place to take friends, family,
colleagues, business associates, and clients. They will then know who you
realy are.

Resentments and regrets are the norm with vacation homes. Once the
excitement wears off, the monthly mortgage, utilities, repairs, caretaking,
and security get to you. The Realtor suggests renting to tenants. That leads
totax complications, damages, and disappointing rents.

A vacation home is an expense and not an investment. As an expense,
you can judge its value. Is the pleasure of ownership and use worth the
cost? Considered an investment, a second home becomes a jail.

Real Estate Limited Partnerships (RELPS)

In the 1970s, real estate was the investment class of choice. Returns
were far higher than stock and bond returns and more predictable than
gold. Peoplewho took thetimetoinvest inindividual properties made spec-
tacular returns. However, the vast mgjority of individual investors wanted
high real estate returns with no effort. To take advantage of this demand,
the real estate limited partnership (RELP) was formed. RELPs allowed
huge properties and portfolios managed by real estate professionals to be
sold in small piecesto individual investors. Tax legidation allowed limited
partners to deduct paper |osses against their income while receiving rental
incometax free. Thinking they had found the perfect high-return, no-work,
no-tax investment, individual s poured billionsinto REL Ps.

What happened was extraordinary. REL P returns were piddling in the
mid-1980s. Investors were told that they had paid too much attention to tax
deductions; they needed to focus on deals that made economic sense. Pro-
moters produced charts showing rising rents and property values and sold
new RELPs. Then prices plummeted. By the early 1990s, most partner-
shipswere bankrupt. Underneath the tax deductions and the economic sense,
the real cause of al the losses was discovered. The genera partners and
promoters extracted huge fees from REL Psin their pursuit of high-leverage
strategies. All profits and most of the investors' capital contributions were
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plundered. Whilethe promoters became multimillionaires, theinvestorstook
incredible losses. Promoter greed can turn a solid investment into a sure
loser.

Today, RELPs remain tainted as speculations. Limited partners have
no control over general partners actions and compensation. Tax benefits
were eliminated.

As real estate again takes on importance as an investment of choice,
RELPs are sure to reappear. Promoters will see another opportunity to
legally steal millions. Overconfident speculators are sure to believe it will
not happen again, or at least, it will not happen to them.

Farms

The most common farm scenario is this. Your grandparent or parents
grew up on afarm. You livein the city and enjoy it. You have inherited the
farm, either alone or jointly with your brothersand sisters. The farm has not
produced a profit in years. The rent for the farmhouse just covers the ex-
penses. Thelease ontheland istied to profits from the crops or trees. Most
years, there are no profits. Measuring your return against what you could
have gotten in stocks, bonds, or commercia real estate would show how
poorly you have done. But you do not measure your return against any bench-
mark. Thisisall fine aslong asyou remain in denial. Aslong as sentimental
attachment worksfor you, stay with it. Onceit breaks down, you will redlize
that investing in farms, livestock, and cropsis rank speculation.

Farmland, ranch land, livestock, and live crops have not kept pace with
inflation sincethe Industrial Revolution. Periods of shortage and high prices
are quickly followed by excess and prices below cost. With a few excep-
tions, only government support keepsfarmsand ranchesviableat all. Small,
self-sufficient farms— Amish communities, for example— arethrivingin
amodest way. For most farms and ranches, though, prospects are bleak.

Romanceisthe attraction here. You want off the pavement and back to
the land. Vineyards are popular for the wine addicts stuck in the city. Fat-
tening cattle is popular with beef lovers. Organic lettuce is the crop of
choice in the sophisticated restaurant scene. Unfortunately, grapes are dirt
cheap in Chili and Argentina, while your grapes spail if not harvested and
crushed immediately here. Cattle herds can double in size so quickly that
they sell for less than the cost of feed. And organic |ettuce perishes at the
hands of insects and traffic jams leading to the fine restaurants.

True speculators avoid farms as the odds are not break even. Roman-
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tics can have some fun here. A bottle of wine with your grapes, a steak
from your brand, asalad from your lettuce; they cost more, alot moreif you
really told the truth, but they taste awfully good.

Currently, farmland is of interest because the returns are not correl ated
to the returns on U.S. stocks. Watch for overconfidence. Lack of correla
tion with U.S. stocks is only agood thing if returns are at least as high as
inflation.

Many speculators currently believe that farmland, crops, and livestock
are about to turn up for a sustained period. They argue that farmland is
disappearing at arate of amillion acres ayear as the cities and population
grow. Demand will increase and supply will dwindle. However, other specu-
latorsare selling out. They believethat supply will grow faster than demand
as agricultural technology improves and cheap imports flood the market.
They also see farm profits being squeezed. On one side, high-tech seeds
are becoming more expensive, energy costs are rising, and fertilizers are
more expensive. On the other side, processors and consumers pay lower
prices and afluctuating dollar hurts overseas sales.

No one knowsfor sure how this speculation will work out. That iswhy
itisaspeculation. Historically, overconfident speculatorshavelost onfarms.

Land

Undeveloped land isfor optimists. Theideaisto buy theland, do abso-
lutely nothing, and then cash out at a huge profit.

Overconfidence is an issue. The factors that will increase or decrease
the value of your land are not predictable. Raw land has many uses or none.
The person who sold it to you knew more about the prospects than you do
and he wanted out. The Realtor wanted you in as she collected a nice
commission.

Laziness is another issue. Extensive research is required to prevent a
huge loss. Land in aflood zone or on afault line may be worthless. Well-
located land that cannot be subdivided into marketable lots has no value.
Environmental contamination has ruined millions of acres.

Even if your land has none of these problems, you are powerless over
thefactorsthat will increase the value of your dirt. Citiesgrow in unpredict-
able directions and fall into recessions, depressions, even ghost towns. Va-
cation spots are hot and cold. Farm uses are not predictable. Meanwhile,
taxes must be paid and assessments can come without warning. |n addition,
you have to keep the mortgage current, if you were able to find one.
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Land isfor pure speculators. Investors and savers will not be comfort-
able here.

Limited partnerships

Anything sold as a limited partnership is a speculation. As a limited
partner, you give up theright to control the investment and pay huge feesto
those who do control the investment.

Limited partnerships work as fun money. Stage plays and movies are
funded through limited partnerships. Returnsare unpredictableand far more
often negative than positive. Based on figures cited in the June 18, 2001
issue of Barron’s, more than 80 percent of the time, you lose every penny
invested. Nevertheless, you do get to meet the stars, attend at opening
night, secure seats for friends and family, and brag about an occasiona hit.

Limited partnerships are also used to sell interests in airplanes, ships,
train cars, heavy machinery, or any asset that requires a large capital in-
vestment. Overconfidence, again, is your enemy. The promoters will show
you how valuable the asset is, how it will be leased or sold at a profit to a
highly secure and profitable end user, and how reasonable their feesare for
the service they are providing. You will have to qualify as an investor and
will be told that you are one of a select group of individuals being offered
this special deal for alimited time only. Once your ego has calmed down,
you must ask: If thisissuch agreat investment, why didn’t the usersjust get
a bank loan and buy it themselves? In fact, why didn’t the promoters just
get abank loan and buy it themselves?

Remember, anything sold asalimited partnership isaspeculation. Solid
real estate, sold as limited partnerships, resulted in huge losses afew years
back. Investors compatiblewith real estate were not compatiblewith RELPs.
The packaging of any investment can affect its emotional impact on you.

In the next chapter, wewill look at packaging and other aspects of form
that affect you even though the substance of the investment may otherwise
be within your comfort zone.




CHAPTER 7

How 1O BUILD AN
EMOTIONALLY SAFE
PORTFOLIO

C_ l he previous chapters gave you an indication of your nature as a
saver, investor, and speculator. Every individual has asaver, inves-
tor, and speculator side. While many investments are pure savings, invest-
ments, or gambles, most have elements of two or all three. Comfort zone
investing requires sorting out the investor in you and your investments.

When your personality and your investments are unbalanced, troubleis
certain. If you put your savingsinto an PO, you are confused either about
yourself or the nature of 1POs. Extreme emotions and poor results are
bound to follow. Successwill lead to delusions of genius, itself adisorienting
and sometimes painful high, and continued purchases, followed inevitably
by failure and depression. However, if you put your savings in a govern-
ment bond fund and your speculative money in an oil drilling partnership,
you will have neither extreme highs and disorientation or extreme lows and
depression.

Knowing which part of you is handing the money to the broker doesnot
solveall emotional problems. Portfolio structure al so determinesyour com-
fort zone. Portfolio structure affects savers, investors, and specul ators; there-
fore, all readers should study the material in this chapter.

* 145 ¢
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Diversify or diworsify?

Insimpleterms, your portfolio should reflect your personality asasaver,
investor, and speculator. Pure savers will want al their money in savings
instruments, pureinvestorswill want it all ininvestments, and pure specula-
torswill want it all in speculations. Most of you, however, will want to have
some money in two or al three types of investments. The only way to
determine amounts is to watch how different ratios affect your emotions.
For example, retirees are sometimes advised to have five years of living
expensesin savingsinstruments. They canthen placetherest of their money
in investments and speculations. However, many retirees are unhappy with
the low returns from savings instruments. Being more investors than sav-
ers, they will cut down to one year or even afew months of savings instru-
ments and put the rest in investments. This will increase both their returns
and happiness. Other retirees will not want anything in investments. They
will only be comfortable with everything in savings. While they may start
retirement with five years of savings, eventually they will have twice their
life expectancy in savings.

You have probably seen pie charts and tables showing asset alocations
by age. According to these charts, a 30-year-old should have alot in stocks
and little in bonds and a 70-year-old should have alot in bonds and littlein
stocks. Stock and bond merchants, of course, prepare al these charts. Cer-
tificate of deposit, annuities, real estate, REITS, oil and gas, tax lien certifi-
cates, and all the other products that the merchant does not sell are not on
the chart. If serenity isone of your investment goals, you need to determine
your own asset alocation based on your personality, and not your age or
someone else'sidea of what products they can foist on you. Many 70-year-
olds are quite happy with a portfolio entirely of rea estate. A 30-year-old,
new to saving and investing, may be much happier with every cent in a
house and a CD until he learns to trust stocks or mutual fund managers.

Portfolio concentration, diversification, and asset allocation al so affects
emotions. A highly concentrated portfolio of three or four investmentsis
emotionaly different than an extremely diversified portfolio with many as-
set classes and many investments in each asset class. For example, are-
tiree, Ed, ownsaportfolio of three buildingsand stock in hisformer employer.
Another retiree, Fred, has more than 100 different investments including
many CDs, money market funds, stocks, stock mutual funds, bonds, bond
funds, REIT funds, and international stocks and mutual funds.
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Ed’s portfolio would not work for Fred and Fred's would not work for
Ed. Ed is entrepreneurial and an extrovert. He likes to buy rundown office
buildings, fix them up, improve the quality of the tenants, and interact with
tenants, contractors, and the neighbors. He keeps in contact with many
people at hisformer employer and has confidence the company stock hasa
good future. He would be bored with Fred's portfolio. Sitting on $5,000 to
$10,000 in each of 100 investmentswould |eave him with nothing to do and
asense of dienation and isolation. On the other hand, Fred would be scared
to death with Ed's portfolio. Just the thought that a building could go into
foreclosure or the company stock could fall into a bear market would keep
himup at night. Plus, al that running around would keep him from hisgrand-
children, hisgolf, and histravels.

Diversification may not reduce volatility

Themyth of diversificationisthat it reducesvolatility. Oftenit doesnot.
For example, from 1995 to 2001, many investors bought fiveto 10 different
stock mutual funds as a form of diversification. These funds usualy in-
cluded small cap, large cap, value, and growth funds. Unfortunately, many
mutual funds included tech stocks, which collapsed in 2001. In this case,
volatility was not reduced by purchasing multiple funds. During this same
period, many investorstried to diversify further by investing in foreign stocks
and venture capital . Unfortunately, foreign markets and venture capital were
dominated by the same tech bubble and crash.

To reduce volatility in your portfolio, you need to closely monitor the
content of each investment and determine if returns from the content are
influenced by the same economic and market factors. Generally, the form
of the investment is not as important as the content. Mutual funds that all
own tech stocks are correlated. Yet, returnson aREIT mutual fund, a stock
mutual fund, and Treasury bond mutual fund are not correlated even though
they are all mutual funds.

You need to experiment with different levels of diversification to deter-
minewhat fitsyour personality. You might prefer concentration in one asset
class and diversification in another. For example, you might keep all your
savings in one $100,000 FDIC-insured CD, but own 50 individual stocks.
Someone else wants $10,000 in 10 different CDs, but has all her invest-
ments in the company stock.

Be aware that, even when diversification effectively reduces volatility,
it may make you miserable. For Ed it took the fun out of investing. It may
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aso lock-in mediocre returns and high expenses. Multiple mutual fundsin
multiple asset classes is acommon method of reducing volatility. But more
than 80 percent of funds do worse than their market, yet fund managers
make nearly ahalf million dollarsayear for these pitiful results. Over time,
this can gnaw at many people.

Many brokers and new financial planners are eager to sell you options
and other derivativesto hedge the volatility in your portfolio. For example,
you are worried about declinesin stocks. You can short some stocks while
betting othersgo up. Thisallowsyou to benefit either way the market moves
and dampens the overall volatility of your stocks. Or you could short the
entire market using index options. Whileall this sounds good on paper, most
investors who actually take this advice are unhappy.

If shorts or options are outside your comfort zone, you will not be able
to focus on how they are offsetting the volatility in your overall portfolio.
Instead, you will imagine the worst-case scenario of the short position turn-
ing against you for millions of dollars or the option expiring worthless, buy-
ing more options, more expirations, and so on until half your money isgone.
For most investors, using speculationsto reduce volatility creates more fear
rather than less fear.

Savers are always advised that they ought to have some money in
stocks because stocks occasionally go up when bonds go down. This will
reducethe overall volatility of the portfolio. However, even placing asmall
part of aportfolio in stocks can be too much for a pure saver. A saver with
an obsessive fear about stocks is happier with volatility than lack of sleep.
Infact, predictability ismuch moreimportant to many saversthan volatility.
A 10-year Treasury bond may bevolatilebut it isacertainty that in 10 years
you will get your principal back andthat all interest will bepaidontime. Itis
not predictable what stocks or stock mutual funds will do over any time

period.

Portfolio size does matter

In addition to asset class diversification, size and time diversification
are often suggested as ways to take fear and other troubling emations out
of investing. These do not always work.

A focus on stock prices often confuses people. You may feel that a $2
stock ismore comfortable than a$200 stock. Somehow owning 1,000 shares
of a$2 stocksis not troubling while 10 shares of a $200 stock is troubling.
The $2 stock tradesin cents, up 5 cents one day and down 5 cents the next.
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The $200 stock trades in dollars, up $2 one day and down $2 the next. In
both instances, you own $2,000 of stock. Fear of large numbers can be an
emotional trap.

L ooking to buy acheap, stable stock, you buy the $2 stock that tradesin
cents. A 5-cent trade is more than twice as volatile as a $2 trade on the
$200 stocks. Another investor may think the $200 stock the more secure as
the distance between $200 and zero is greater than the distance between $2
and zero. However, a flawed $200 stock can get to zero as quickly as a
flawed $2 stock. Stock price tells you nothing about the volatility of the
stock or the fundamentals of the company.

Large investment amounts often scare people. It is commonly sug-
gested that to invest $100,000 in stocks, you should invest $1,000 at atime.
Quick investment moves also scare people. Liquidating $100,000 in stocks
in a single move is often too much. Therefore it is suggested to sell off
$10,000 at atime. These techniques are called dollar cost averaging.

Dollar cost averaging isthe practice of steadily buying or selling afixed
dollar amount of investment over a period of time. Many investors dollar
cost average into 401(k)s or IRA stock mutual funds. Every month they
have afew hundred dollars deducted from their paycheck and placed into
the funds. A mortgage payment is acommon systemto invest in rea estate
one month at atime.

Thereare several problemswith dollar cost averaging into investments.
This often leads to vagueness. Investors do not know how much money
they have invested. The value of the investment fluctuates even though the
payment is fixed. Real estate values are never certain until a sale. Mort-
gage payments are mostly interest, so it is difficult to figure out how much
principal has been paid. With automatic withdrawalsinto 401(k)sand IRAS,
investors sometimes forget what exactly they own. Vagueness is accompa-
nied by free-floating fears. Dollar cost averagers worry they havetoo little
to meet their goals and too much in one investment.

Dollar cost averaging also does not aleviate the fear of large sums.
Over time, account values grow. In addition, contributions are usualy in-
vested in afew stock mutual funds. This leaves the investor with a large
sum solely in one asset class: stocks. When the investors check their ac-
counts and discover how much they have in one place, they may panic. If
they fail to check their account until after everyone istalking about a stock
market crash, they will discover that they have suffered huge losses.
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Dollar cost averaging and other schemes designed to alleviate fears of
large numbers and quick movements must be carefully structured. Those
unable to handle investing large numbers should dollar cost average into
multiple asset classes. This often means foregoing tax benefits and invest-
ing outside 401(k)s and IRAs. Many asset classes are not available in tax-
deferred accounts.

Quick declines can be avoided by investing in steadier asset classes.
Most speculations are highly volatile. Stocksarevolatile. Real estateisless
volatile. Corporate bonds can be as volatile as stocks but Treasury bonds
are generaly lessvolatile. Certificates of deposit and money market funds
havenovolatility.

Overall portfolio volatility can be reduced by investing in asset classes
that are not correlated. For example, real estate, stock, and oil and gas
returnsare not correlated. A portfolio of all three would havelessvolatility
than a portfolio of only one or two. However, you may not be happy with
any of theseinvestment classes even though you could set up alow volatil-
ity portfolio.

Form can control the emotional
substance of an investment

You will have noticed from the preceding chaptersthat different forms
of investing in the same asset class affect the emotiona appeal of each
asset class. For example, a saver can buy Treasury bonds individually or
through a mutual fund. Individual purchases can lead to bouts of fear that
you bought the wrong maturity or the wrong amount. A mutual fund elimi-
nates thisfear. With amutual fund, the mutual fund manager worries about
the maturity and the weighting of different bonds. Yet mutua funds can
lead to resentment at paying high fees and commissions for mediocre re-
sults. Buying individual bonds avoidstheseissues.

Every asset classis sold in multiple forms. Liquid assets are sold indi-
vidually, in mutual funds, in CEFs, and in various trusts. Many forms of
liguid assets are purchased in tax-deferred accounts such as 401(k)s and
IRAs. Non-liquid assets are sold individualy, in venture capital funds, in
trusts, in partnerships, and in limited partnerships.

Pay as much attention to investment form asto asset classin building a
compatibleportfolio.
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Each form of owning stocks has different emotional ramifications. In-
vesting through amutual fund may be moretroubling than investing inindi-
vidual stocksthrough adiscount broker. If you invest in amutual fund, you
have to worry about two peopl€e’s comfort zone: yours and the mutual fund
manager’s. You must determine if you are investing in your comfort zone
and if the mutual fund manager isinvesting within her comfort zone. With
the mutual fund manager, you can look at her long-term record. Did she or
did she not panic in 1981, 1984, 1987, 1990, 1994, 1998, 2000, and 2001?
Was she correct to panic or was it an unheathy panic? Did she show ex-
cessive greed in the 1995-1999 run that lead to dire results afterward?
About yourself, if you are new to investing, you can only guess how you will
react.

Holding stocksin mutual funds within a401(k) or IRA shifts the emo-
tional dynamics. You cannot take the money out without paying taxesand a
10-percent tax penalty. You arelesslikely to panic and blow all your money
on a sports car. However, in some situations, such as April 2000 for tech
investors, panic was appropriate. Preventing panic with tax penaltiesis not
aways a good result. You also till have to worry about your mutual fund
manager, even though your fundisin a401(k) or IRA.

The solution to atroubling investment is often a change of form rather
than the asset class. You may want to hold stocks or bonds, but the stric-
tures of a401(k) or an IRA may bug you. Saving on taxesis not everything
for everybody. If you like to sell often and spend the proceeds on clothes,
trips, or new gizmos, that is fine, that is who you are. But don’t put the
money in an IRA to reduce your tax bill. Then you have to pay the 10-
percent tax on early withdrawal aswell as have the proceeds added to your
taxable income incurring further taxes. Tax-deferred accounts are not for
all personality types.

Asyou gain experience, you may also want to change the form of your
investments. You may start with stocks in amutual fund. Once you under-
stand stocks better, you may want to switch to a full-service broker with
extensive research reports. A few years later, an online broker and your
own research will better suit you. Some investors go the other direction as
well. Beginning with their own research and online account, they realize
turning their money over to a mutual fund manager will save time and let
them concentrate on other things.
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Is somebody standing between
you and your money?

Many side effects result from hiring someone else to manage your
investments. For afee, mutual fund managers, money managers, brokers,
Realtors, and property managerswill invest for you. Sometimesrelatives or
friendsinvest for you for free. Using someone else to manage your money
can lead to aienation from your money and a sense of free-floating fear.
Actively participating in your investments may give you asense of connec-
tion. In today’sworld, though, most people do not have the time to manage
their own assets; others have no interest; still others are barred by social or
legal restraints.

Sponsored retirement plans and 401(k)s generally bar investors from
buying anything but a set list of mutual funds and company stock. The tax
deductibility of 401(k)s are particularly troubling. The sanction of law and
the tax deductions lead investors to ignore the content of the investment.
Most put money blindly into stock mutual funds and company stock to get
tax deductions. More than 80 percent of 401(k) participants have never
rebalanced their portfolios. Most sit on highly concentrated portfolios of
stocks and company stock but have never questioned theimplications. They
set themselves up for shocks.

In the tax shelter swindle of the 1980s, investors blindly put money in
RELPs to reduce taxes. As losses mounted, the question became: Does
this make economic sense without the tax deductions? Because tax shel-
ters led to extreme overbuilding, lower rents, and lower property prices, it
did not make economic sense. Today we need to ask the same question
about 401(k)s.

With stock prices trading at historically high valuations, does it make
economic sense to continue to pour in money? Is a new generation being
luredinto tragedy by tax deductions? If you are pouring money into a401(k),
do you want your retirement lifestyle determined by 401(k) incentives and
limitations? Remember, you have achoiceto saveand invest outside 401(k)s.

Family arrangements can also affect the emotional content of invest-
ments. A common case is the homemaker whose husband manages the
investments and tells her little about what is going on. She may be in con-
stant fear of financial insecurity regardless of the amount of money they
have. The problem may become acute when the husband dies. Monthly
family money meetings can go along way toward easing her trauma.




How 10 BuUilLD AN EMOTIONALLY SAFE PorTtFoLIO / 153

Often abusy executive will turn her investments over to amoney man-
ager. She may unwittingly find herself with great anxiety or drop into a
depression. She may tell others that she has no worries about her money;
her money manager ishandling it. Later sheistelling herself sheisincom-
petent at investing or that she does not deserve the money. The cause of
her worry may simply be alack of research before turning her money over.
Before turning her children over to childcare, she investigated 20 or more
possihilities and found the best match for each child. But her money is now
being run by the first money manager she heard about andisall in the only
asset class she knows much about: stocks. Thorough research of both man-
agers and markets, and the ability to admit mistakes and make changes will
lead to serenity with her investments.

wWhom do you trust?

Trustsareincreasingly becoming apart of investment portfolios. Trusts
used to be only for the wealthy. Today, they are routinely used to fund
college educations, to save estate taxes, to preserve assets for children, and
to fund medical expenses.

Bank trust departments create many emotional issues. The donor
chooses a bank because they believe that a bank is more secure than an
individual, brokerage house, or mutual fund complex. The desire for secu-
rity often destroys common sense. The mandate of bank trust departments
is to preserve capital. However, that mandate is not inflation adjusted. A
$100,000 trust should retain its value, $100,000, for life. Most bank trusts
succeed in preserving values. Unfortunately, against inflation, thelossesare
huge. $100,000 placed in trust in 1960 and redeemed at $100,000 in 2002
has lost most of its purchasing power.

Beneficiaries may have the right to withdraw money from the bank
trust either immediately or at a certain age. Withdrawal rights trigger fear
of change: The value has remained constant for 10 years; what will happen
to your money if you give it to amutual fund manager? It also leadsto fear
of taking responsibility for money. Aslong asthe trust department runsthe
money, it feels like the trust funds are the bank’s money or the deceased’s
money. Once you take control of the money, then any losses are your fault
and any gains change your identity. Large gains can change you from a
victim, where you are comfortable, into a hero, which you despise in other
people.
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Trust fund beneficiaries may aso be barred by law from withdrawing
or managing the trust assets. These beneficiaries often have a sense of
alienation from their trust funds. In cases where trust income is the sole
income of the beneficiary, alienation canlead to dysfunction, addiction, and
self-loathing. Earning aliving gives meaning to many lives. Denial of this
opportunity can lead you down thewrong path. Many beneficiaries of trusts
struggle with meaning in their lives. Often the solution is for them to earn
their living from work to gain a sense of meaning and connection.

You are entitled to a comfort zone

Legal titlesaffect the emotional content of investments. Titleis particu-
larly sensitive in marriage and family relationships. For example, in mar-
riage, astock account held in joint names astenants-in-common, one separate
name, joint tenant with right of survivorship, community property, revocable
trust, or irrevocabletrust all have different emotional impacts.

Any dua name title enhances the sense of belonging if the assets are
family assets. However, if the assets are separate assets of one spouse,
joint names can create mistrust and resentment. The owner spouse may
feel the other istrying to set up alarge divorce settlement or death benefit.

Separate names may reflect the accurate legal status of property. In
some families, this is acceptable. Nevertheless, it too can cause resent-
ments. A full-time homemaker may feel insecure if her husband keeps his
legally separate property solely in his name. Not entitled to the assetsin a
divorce or by inheritance, it may appear to her that excluding her from the
titleindicates lack of commitment to the marriage.

Revocable trusts can give the impression that the donor is not commit-
ted. Irrevocable trusts can lead to regrets and resentments if relationships
dissolve or finances deteriorate.

Inmany situations, retitling assetsimproves emotional compatibility. For
example, Ron inherited a substantial amount solely in one stock. Ron is
financially disabled and cannot handle investing for psychological reasons,
although an excellent father and fiction editor. His wife, Nancy, is con-
cerned with their retirement and their children’s college education. A CPA,
sheisan activeinvestor with their joint savings. If they put hisinheritancein
their joint brokerage account, he will feel she has stolen from him his last
connection to his now deceased parents. If the inheritance is solely in his
name, sheis sure he will let it flounder. She is particularly concerned that
the single stock will fall apart and crash. One solution is to put the stock
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account solely in hisname, but give her apower of attorney to invest in the
account. Thisway he controls al withdrawals, but she can invest to diver-
sify and make profits. Another solution would be for Ron to create arevo-
cable trust naming Nancy the trustee with power to invest and the children
and Nancy as beneficiaries on Ron’s death.

Title issues are particularly acute with most family’s biggest savings
asset: the home. When the coupl e purchase a house together, titleisusually
in dual names acceptable to both. However, often one spouse purchases a
home before the marriage as sole owner. If the couple then lives in the
house together and both contribute to the mortgage and other housing ex-
penses, single title can cause resentments. The nonowner spouse my feel
contributions will be lost in a divorce or death. Shifting the title to dual
namesis not alwaysthe solution. The original owner spouse may feel taken
advantage of and gift tax issues can arise. A post-nuptial agreement can be
written to protect the nonowner spouse's interest, but these agreements
havedifficult timesin court. Inaparticularly troubling situation, the solution
isto sell thesingle property and purchase anew joint homewith joint funds.

Divorce, death, marriage, adoption, and other life-altering events affect
the suitability of titles. When a married couple is successful with their in-
vestments, they often attempt to keep investmentsintact after divorce. This
isparticularly truewithilliquid investments such asreal estate. However, at
agut level one or both former spouses may realize that jointly titled real
estate is outside their comfort zone regardless of the financia success of
the property. Despite large commissions and large capital gains taxes, it
may be necessary to sell the property and split the proceeds or for one
former spouse to buy out the other. Successful investments wrongly titled
can make you more miserable than money-losing investments.

Before entering any real estate investment partnership, consult a rea
estate attorney about title issues. Tenants-in-common deals often lead to
resentments. Tenant-in-common interests are separable. Each partner can
sell to anonpartner without the permission or knowledge of the other part-
ners. Joint tenants with right of survivorship deals are also troubling. Joint
tenants cannot sell to others, eliminating liquidity. Also, joint tenants are
responsiblefor each other’sdebt. For example, it isnot unusual for brothers
and sisters to buy real estate together as joint tenants. If one were to die,
the property would passto the other. However, if one sibling isaspendthrift
and goes into bankruptcy, thejoint property is entirely subject to the bank-
ruptcy. With atenants-in-commontitle, only the bankrupt siblings sharewould
be subject to the bankruptcy.



156 / COMFORT ZONE INVESTING

Liquidity

Titlescaninhibit your ability to sell your investments. Other factorsalso
reduce your flexibility. The lack of a ready market for your investment
locks you in. Assets that can be sold quickly at a small spread are highly
liquid. Assets that can only be sold after a long wait or at a very large
spread have low liquidity. Assetsthat cannot be sold to anyone at any price
arenot liquid. With eachinvestment you investigate, consider how itsliquid-
ity will affect you.

Anasset’sliquidity affectsitsemotional content. High liquidity isgood
for active speculators; atrader locked in by slow buyers or large spreads
will be miserable. Options and futures traders are constantly monitoring
liquidity to be sure they can sell at a profit.

Other speculations reguire time to ripen. Venture capital can take a
decade to fully bloom. Tradersin venture capital are miserable. There may
be no market for their interests or only amarket at alarge discount. Patient
speculators will be happy in venture capital but go crazy in options and
futures that continuously expire and must be rolled over or hedged.

Investors are sometimes lured by liquidity into becoming speculators.
Many investors were fooled into becoming active traders by the ease of
onlinetrading in the 1990’sbull market.

Many speculations are liquid on the way up and illiquid on the way
down. At the end of the 1980s and at the end of the 1990s, junk bonds were
easy to buy and sdl. Investors and even savers were fooled by the high
level of liquidity. Paying interest rates of 12 percent and higher, investors
and savers believed they could safely buy junk and sell at a good price if
anything went wrong. Unfortunately, when Drexel Burnham and Mike Milken
went under at the end of the 1980s, prices collapsed and interest payments
stopped. At the end of the 1990s bubbl e, telecom and tech junk could not be
sold at any price.

Lack of liquidity can help keep compulsive buyers and sellersin long-
term investments. Unprofitable traders often do better in real estate than
stocks. Real estate takes time to buy and to sell and entails huge commis-
sionsand closing cost. Quick sales can only be accomplished through large
discountsto market value. Tradersin real estate usetheir energy improving
properties and tenants, which increase rents and asset values.

Savers need liquidity as well as stahility. A saver wants access to her
money in an emergency without incurring penalties and spreads. The biggest
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drawback from insurance products for saversisthe huge surrender charges
that must be paid to make withdrawals. Though many insurance products
also alow loans against cash values, pure savers are not happy with bor-
rowing and paying interest. Loans may cause them to lose more slegp than
the crisis that created the need for sudden cash.

Are you indebted to your investments?

Once you have some savings and investments, you will have many
opportunities to borrow money to get more savings and investments. In
addition to loans against cash values, stockbrokers will offer you margin
accounts, banks will offer second mortgages and lines of credit, and credit
card companieswill fill your mailbox with new card offersand higher limits.

Magical thinking often leadsyou into debt. Anticipating fancifully high
returns from investments, you come to believe that alarge loan with high
interest callable at any time by the lender is reasonable. Much of the col-
lapse of tech funds was fueled by loans that only made sense if returns of
30 percent ayear had continued.

Both borrowers and lenders engage in magical thinking in bubbles. In
the real estate bubble of the 1980s, nonrecourse loans were available. Bor-
rowerswere allowed to default on the loans and the lender’s only recourse
wasto foreclose on the buildings; the borrower was not personally liablefor
repayment. Real estate was the sure thing of that era; both borrowers and
lenders saw no risks. As aresult, many S&Lsforeclosed on worthless real
estate and dropped into bankruptcy in the early 1990s.

Borrowing has powerful emotional content. Offers of credit can cause
your ego to soar. Many borrowers believe that now that they have credit
they are somebody inthe eyes of thefinancia world. Borrowing can trigger
greed. Why put 30 percent down on athree-unit apartment when the same
money can buy a 20-unit apartment with 5 percent down? Why be alittle
property owner when you can be big shot landlord?

Letting your ego and your greed run your investments works out emo-
tionally for afew investors. Some investors are only happy with more in-
vestments, even though there are liens against them. Other investors are
not happy with leverage.

Borrowing often causes investments and speculations to invade sav-
ings. For example, assume you have $100,000 in a money market fund as
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your savings and $100,000 in stocks as your investments. Your stockbroker
offers to let you buy another $100,000 of stock with a margin loan. Sud-
denly you find severa bargain stocks and decide to invest the $100,000. In
theory, you have now borrowed against your investments. In practice, you
have put your savings at risk. If your bargain stocks become better bargains
or turn out to be no bargain but bankrupt, you must pay off the $100,000 loan
quickly when you get amargin call. You must either preserve the remainder
of your investments and deplete your savings or preserve your savings and
depleteyour investments. The saver side of your personality will beintrauma.
Because most savings values are stable, borrowers often use savings as
collateral for investments and speculations. Second mortgages on the fam-
ily home are common. Bank lines of credit secured by CDs and other bank
products are widespread. Credit card debt, though unsecured, must ulti-
mately be paid out of savings if investments and speculations fail. Before
you borrow against your savings, consider how you would feel if your sav-
ings were suddenly stolen. Then consider how you would feel if the thief
was you? Savers feel the powerful emotions of having their savings taken
away but they do not always realize the cause is their own borrowing.

Borrowing isparticularly hard if you are attached to your investments.
Large borrowing shortensthe margin for error. Smaller swingsin value can
destroy your equity and lead to loss of the asset. Theintensity of emotionis
high. You must have positive returns quickly and never drop below your
equity value. Time shortens. For example, stock margin accounts are marked
to market immediately. Your positions can be sold out from under you to
cover your debt. Anger, regret, and disappointment are common with large
borrowing.

Borrowing can also lead to long-lasting trauma. Some investment posi-
tions cannot be closed out easily or quickly. A mortgage will only be fore-
closed if you fail to make payments even if the value of the property has
dropped enough to eliminate your equity. However, along period of paying
the mortgage on an underwater property is quite painful. And the shame of
returning a property to the lender isdaunting. A forced foreclosure can a so
lead to publicity of your failure.

Even when everything goes well, large leverage has a troubling side.
Quick profitsin amargin account can lead to overconfidence or even gran-
diosity. Grandiosity is a nice high for awhile but often deteriorates into a
sense of isolation and depression. Overconfidence and grandiosity can also
sow the seed of their own destruction. Profits can lead to expanded margin
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and riskier investments and an eventual larger crash, deeper depression,
and bankruptcy.

A large mortgage on a vacation home can ruin the fun of the invest-
ment. A vacation home with 10 percent down has far different impacts
than a vacation home with 50 percent down. Large mortgage payments
require a constant search for paying guests and the necessity to rent on
holidays and other times when you would rather use the house yourself. A
small mortgage lets you relax even when guests are scarce.

The security backing aloan hasalargeimpact on the emotional aspects
of theloan. If theloan is secured by the same investment it was taken out to
purchase, then aloss will be painful, but will not threaten your household.
However, reckless speculators use second mortgages to finance options or
future strategies. This creates stress on the household. A disastrous specu-
lation will either require many yearsto pay off the second mortgage or lead
to an eventual loss of the house. Even when the speculation is successful,
overconfident speculators often fail to pay off the second mortgage and
reinvest in another risky scheme.

A loan from credit cards or a personal line of credit can be equally
stressful. If the investment does not work out, you must pay off the loan
from salary or other assets. Credit card loans used to purchase tech stocks
are common today in bankruptcy court.

Stealth borrowing istroubling aswell. You may believe that borrowing
by a stock or bond mutual fund manager or hedge fund manager does not
affect you. Whereas a persona line of credit would keep you awake at
night, aleveraged bond fund allows you to deep. Thisisfineif thefundis
successful. However, leveraged fundsare highly volatile and can quickly go
under. You may bein for amonth of nightmares.

Enough about them

By now, many of you see how you have been investing outside your
comfort zone. Some stock investors now see that they need to get out of
stocks and get into bonds, or real estate, or REITs. Otherswant to try afew
speculations or go into a pure savings mode.

However, most of you probably feel you have a better knowledge of
what the investment peddlers have been doing to you than about what you
have been doing to yourself. Beforereading Step 1, you werevaguely aware
that they, the stockbrokers, corporate employees, Realtors, mutual fund
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managers, and the rest of the financia service industry, were more inter-
ested in their cut than in increasing your returns. Now you know in some
detail what they are doing. Why, then, do you continue to let them do it to
you?

Step 2 focuses on your part. The exercisesin Step 2 will allow you to
see yourself clearly and make choices that better fit who you are as an
investor. After working the exercises there, you will move on to Step 3 to
find your comfort zone.



[Learn Who You Are
as an Investor

S etting aside emotionininvestingisneither possible nor advisable. With-

out full knowledge of how you react emotionally to investments, you
will not be able to find your investment comfort zone. Even when you are
making high returns from your investments, you need to know if you are
comfortable. Many speculators on a winning streak experience anxiety. If
they fail to acknowledgethat they are experiencing anxiety, they will not be
able to decideif speculation, even when successful, isworth the emotional
cost. Many stock investors in the late 1990s had tremendous success that
led to feelings of grandiosity. The grandiosity caused them to feel aloss of
connection with family, friends, and colleagues. A failure to acknowledge
that they felt grandiosity would render them unable to determine if stock
investing, even on awinning streak, was within their comfort zone.

Once individuals and societies can provide the necessities of life, the
further acquisition of wealth has not increased the happiness of individuals
and societies. Numerous studies show that Americans have tripled their
real income since 1960, yet fewer Americans report being more happy
today than in 1960. Among the wealthiest 1 percent of Americans, morethan
35 percent are less happy than the average income earner. The primary
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source of unhappinessat al incomelevelsisthe destruction of familiesand
relationshi ps caused by the pursuit of wealth. Individual swho rank financial
success over al other life goal s suffer more anxiety, depression, and physi-
cal aillments than those who value good friends, family harmony, self-ac-
ceptance, and aiding those in need. For many individuals, the pursuit of
investment profits has led to great unhappiness.

Investors need full consciousness of their emotions so that they can
feel their way through the maze of money and relationships. To find your
comfort zone, you must find your emaotional compass.



CHAPTER 8

WRITE AN
INVESTMENT INVENTORY

@ eing convinced that your emotions have affected your serenity
ininvesting, you are now ready to do some work to find your com-
fort zone.

An investment inventory will show you who you are as an investor. In
thischapter, | will first set out theinstructions on how to write aninvestment
inventory. Thiswill befollowed by some commentary on the process. Then
you will read four examples of completed inventories so you can see how it
isdone, and that it is possible to do. After that, | will explain parts of the
processin more detail to help you through any blocks you might have.

Theinventory isascientific process. You will write down your invest-
ing history and analyze it for mistakes and accomplishments. Thereafter
you will avoid areas where you are prone to mistakes and emphasize areas
where you do well.

After you are finished, you will be amazed that you have never scien-
tifically studied your investment process before. All successful businesses
study their processes and improve on them. | had been living off my invest-
ments for more than 11 years when | wrote my first inventory. Today, | do
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not see how | went that long without ever putting my investment processon
paper. Now | make an inventory at least once a year.

Hereisyour task, and it isabig one.

Investment inventory

To do this exercise, you will need paper and pen or aword processor.

If it feels safe, find another investor to work the exercises together. We
often cannot see ourselvesclearly inthisarea. A partner isvery helpful. Do
not use aspouse, family member, or dependent who has an economic stake
in your investment success. Also avoid a broker, financial planner, insur-
ance salesperson, or anyone connected with any investment product. An-
other investor, as interested as you in ending the chaos of her investment
life, isthe best choice. If you cannot find anyone interested, at alater stage
you will want to elicit the help of aminister, priest, rabbi, therapist, or other
neutral person to hear you out for an hour or so.

1. Listall your investmentsthat you can remember, including
for each:

a. Approximate date of purchase and sale, if sold or
disposed of.

b. Approximate cost of purchase and sales price, or current
priceif still held.

2. For each investment:

a. List any resentments or regrets you have connected with
theinvestment. Include resentments or regretstoward any-
one involved in the transaction such as a broker, sal esper-
son, relative, or friend. Explain in some detail the actions
they took that led to your resentments or regrets. For ex-
ample, you resent that your parents insisted you invest the
money they gave you with their broker. Your mother told
you the broker was very risk averse and your father said
shewas agenius. You also resent the broker because now
most of the money has been lost in tech stocks and both
your parents and the broker insist that you keep the money
intech stocks becausethey are certain they will come back.
You also have a resentment against al tech stocks and
anyone who thinks they are still going to be the new-new
thing.
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b. List any fears or worries you had or currently have in re-
gard to the investment. Go into some detail. For example,
you may fear that your mutual fund, which has done better
than the market, will collapse. Or you may worry that ten-
ants will abandon your property even though you know
your rents are low. Explain why you have the fear, no mat-
ter how absurd, silly, irrational, or crazy your reasons seem
to you.

c. List any other uncomfortable thoughts, feelings, or ideas
associated with any investment on thelist. It does not mat-
ter how irrational or crazy the thought might be. Just write
it down. For example, though you have no evidence, you
may think you got conned by the insurance salesmen who
sold you that wholelifepolicy. You have an odd fedling that
the 15-percent interest on those second mortgages is just
too good to be true. You cannot pin it down, but you think
your husband is doing something funny with the taxes on
the payments from the oil and gas partnership.

d. Then write down any impact each investment had or con-
tinues to have on any relationship. Examine all relation-
ships including with a spouse, partner, children, extended
family, friends, coworkers, business partners, and invest-
ment professionals. For example, you used your father's
investment advisor and then fired her, which continues to
irritate your father as he thinks sheisagenius. You bought
asingle-family housein 1994 and did well withit, yet your
wife is furious that you did not put the money in the hot
tech stocks, because she believes you could retire today if
you had. Accepting stock options rather than alarge cash
sdary added stress to your family; everyone checks the
stock price every day to seeif they are going to berich or
you are going to be unemployed.

3. For each situation described above, write down how it af-
fected your basic human needs, including the need for finan-
cial and materia security, the need for self-esteem, the need
for socia and family relationships, the need for asexual rela-
tionship, and the need to dream or have ambition. For ex-
ample, the loss of the vacation home affects your self-esteem
because you thought is was a great investment, it affects the
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family relationship because they cannot go there for Christ-
mas, and it affects your retirement ambitions because you
intended to either retire there or sell at a great profit and use
the money to fund retirement expenses.

4. For each situation listed, write down anything you did or any
aspect of your character that caused the problem. For ex-
ample, your overconfidence led you to buy astock with little
research and your wishful thinking kept telling you that if the
stock once sold for 60, where you bought, it can get back to
60. Below isalist of common actions and character flaws. If
you are not surewhat you did or what part of your personality
pushed you outside your comfort zone, see if something on
thislistisapplicable.

a. Lack of knowledge about yourself as a saver, investor, or
speculator.
b. Fear, such as:
i.  Unreasonable fear of loss.
ii. Fear of success.
iii. Lack of reasonable fear.
iv. Greed asfear of missing gains before they disappear.
v.  Fear of looking bad in the eyes of others.
c. Peoplepleasing, or something similar, such as:
i.  Conforming to the investment patterns of others or
of the masses.

d. Underestimating your investment potential thereby
relying on strangers, magical thinking, or other unreliable
sources for investment advice.

e. Errorsof overconfidence, including:
i.  Overconfidenceinyour investment abilities.
ii.  Overconfidencein investment professionals.
iii. Overconfidenceininvestmentswith prior large gains.

iv. Overconfidenceinfamiliar investmentsor familiar
investment advisors.

v.  Unfounded optimism.

vi. Rationalizing away negatives concerning your
investments.

vii. Stubbornness or refusal to accept losses.
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Impatience.

. Excessive patience.
. Wighful thinking, including:

i.  Wishful thinking regarding your emotional reaction
tovolatility.

ii.  Wishing that the high return yearswill continue or
will come back.

Magical thinking, inwhatever form, including:

i.  Locking into amagical number, usually aprice.
Grandiosity, inwhatever form, including:

i.  Believing your investment skillswere without flaw.
ii.  Showing off.

iii.  Acting the big shot or trying to be a hero.

. Lust.

Envy.

. Jealousness.
. Pride, inwhatever form, including:

i.  Prideasbeing too proud to admit you do not know
what you are doing and need to find expert
assistance.

ii. Prideasdislike of admitting mistakes.

iii. Prideastheinability to admit mistakes.

iv. Prideasrationalizing and justifying bad decisions.

v.  Upper class pride-the belief that getting involved in
the detail s of money and investing is beneath you.

. Self-centeredness as looking only at how an investment

affects you and not at how it affects those around you.

. Addiction to trading or other investment processes.
. Pursuing fun over profit.

Pursuing profit over fun.

Pursuing tax deductions over profit.

Recklessness, including:

i.  Gambling winningswhileholding principal.

ii.  Gambling principa in an attempt to get even after
losing.
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iii. Investing to create excitement or drama.
iv. Attempting to distract yourself from other problems
inyour life.
u. Denid, inwhatever form, including:
i.  Numbness.
ii. Lazinessor simplelack of research.

iii. Vagueness about what you own, what you paid.
what it is worth, or other facts.

iv. Procrastination to avoid feelings of regret or
inadequacy.

v.  Procrastination to avoid dealing with changes.

vi. Blaming others when you are responsible.

vii. Rationalizing away all bad news, even into
bankruptcy.

viii. Sentimental attachment, such as attachment to the
old family farm or the inherited shares of a stock.

w. Loyalty to aninvestment, despite poor or horrendous
returns.

X. Gullibility, dueto any cause, including:
i. Trust of highly educated people.

y. Lack of experience.

Z. Lack of emotional maturity.

aa.Wrong personality type, including
i. Anintrovert in an extrovert investment or vice versa.
ii. A numbers person in an idea investment or vice versa.

bb.Guilt about having money.

cc.Sdf-destructive attempts to lase money.

dd.Buying, selling, or holding duetothebelief that itis
patriotic.

ee. Any other character flaw that occurs to you, no matter
how unusual or embarrassing.

LT

Asyou can see, thisis no small task. However, if you are interested in
being free from the trauma of investing, thisis the route.
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If there is no problem,
then there is no solution

The benefits of the inventory are enormous. Decades of mistakes will
cometo light. Solutionswill be obvious.

People are not capable of remembering directly the chain of logic and
emotional reaction that led them to the wrong portfolio. All that remains
from a bad investment are resentments, fears, uncomfortable thoughts and
feelings, and broken relationships.

Bill Wilson lost a fortune when the stock market declined 90 percent
between 1929 and 1933. Once a very successful investor, by 1933 he was
bankrupt. Finally, through the aid of afriend, hewastold he had to get rid of
hisresentments, fears, uncomfortablefeelings, and rel ationshipissuesaround
his lost fortune. To do so, he and severa others who had lost al in the
Depression, developed the 12 steps that are the basis of al 12-step pro-
grams. The investment inventory process is derived from the 12 steps.

Studies show few investors remember how they got in their investment
mess. All they remember is residue of the mess—fear, resentment, uncom-
fortablefeelings, and rel ationship troubles. The genius of the 12 stepsisthat
they jump from theresidue of investment incompatibility directly tothe cause:
personality characteristics. A detailed memory of how the mess came into
being is hot required to compl ete an inventory.

Emotionless investing is the opposite of the inventory process. Emo-
tionless investing is neither desirable nor possible. What is often described
asemotionlessinvesting isnumb investing. Numb investing is as dangerous
as numb driving. Numb drivers are a danger to themselves and others.
Numb investors are prone to a huge range of mistakesincluding borrowing
large sums and gambling it away on sure losing speculations.

Throughout theinvestment world, it is stated that fear and greed arethe
enemy of good investment results. Theideal investor has no fear, greed, or
other emotion that could interfere with the pursuit of the highest investment
returns. Unfortunately, for those of us who would like to improve our in-
vestment results, total lack of emotion is not an option. (The only time a
human being has a total lack of emotion is when he or sheis dead.)

Emotionisnot the enemy of good investing. Emotional incompatibility is
the problem. Calm investing is fine. When we feel calm, we do good re-
search and make reasoned decision. However, investments change and we
change. Calm comes and goes, but we still need to deal with profits, losses,
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sales pressures, corporate accounting maneuvers, needy tenants, and all
aspects of the investment environment. We aso have to deal with money
needs thrust on us by forced retirement, a leaky roof, divorce, marriage,
illness, downsizing, and all of life's ups and downs. Thetrick isto know all
your emotions and use them to navigate through the changes. For example,
you should act on fear when it tellsyou to get out of an investment that will
go down and stay down whereas calm may have led you to stay intoo long.
You should act on greed if it directs you into strong performing securities.
Cam might have kept you out of those securities.

Fear and greed

All aspects of your emational makeup comeinto play ininvesting. Most
commentary on emotions and investing look at fear and greed as the main
investment emotions. Fear is an important investment emotion. Greed is
rare.

Fear comesin 100 forms. Fear of lossisthe only fear most commenta-
tors discuss. Fear of loss explains some investment mistakes. Fear of loss
can lead to panic. But other fears are equally important. Fear of success
can lead to investing in speculations that are sureto fail. Fear of people can
lead to avoiding financial advisors and investment experts. Fear of failure
leads many investors to stay out of investments that are promising where
greed would have led them to invest. An emotional inventory that does not
includefear inal itsformsisincomplete. Yet fear inall itsmanifestationsis
only one of many troublesome investment emotions.

Greed is commonly seen as the emotion that leads investors into over-
priced bubbles. However, greed is only one of many emotions responsible
for buying bubbles. Many who were caught up in the tech bubble had no
greed. People pleasing often resultsin investors purchasing whatever their
friends, brokers, or colleagues are buying. Jealousy, envy, lack of experi-
ence, overconfidence, wishful thinking, resentment of taxes and therefore,
pursuing tax deductions, and many other emotions are common in bubbles.

Greed is not the opposite of fear. Greed, when analyzed, is best seen as
aform of fear: fear plus ego. Greed results when fear tells the mind that
thereis not and never will be enough to go around and ego tellsit to get all
it can while the getting is good.

More bubble investors suffer from overconfidence than greed. Over-
confident investors see abundance, not scarcity. They believe the market is
fairly priced and will continueto give high returns asit hasin the past.



WRITE AN INVESTMENT INVENTORY / 171

Greed is an uncommon investment emotion. Most investors never ex-
perience greed. |POswith limited shares and huge demand bring out greed.
Greedy investors are willing to make deals and even pay bribesto getinon
hot IPOs. Unique parcels of real estate sometimes bring out greed. Believ-
ing that thereisonly one good location, location, location, rea estateinves-
tors sometimes bid property prices beyond any reasonable level.

Resentment

Resentment is as important as fear. Resentment is a common reaction
to investment failure. Resentment is regret or anger played repeatedly in
your mind. Asthethoughtsreplay time after time, they are embellished and
enlarged. Resentment can spread from resentment of the market to resent-
ment of your broker, money manager, or mutual fund manager to resent-
ment of your husband, wife, or brother-in-law who suggested you invest, to
resentment of yourself.

Failing to overcome resentment istoxic. For example, intheearly 1990s,
anovice investor, pursuing an early retirement, began investing with stock
options. Using complex strategies advocated by an options advisor, hequickly
tripled his money. Telling himself he had the key to quick riches and early
retirement, overconfidence led him to borrow against his house to double
his capital. Three months later, he had ho money, alarge second mortgage,
and a resentment. Every time he made a mortgage payment, the resent-
ment grew. At first, he resented stock options, then the advisory service,
then his stockbroker who should have advised him against using options,
and finally heresented the stock market in al itsforms. Sitting in hisresent-
ment, he missed the entire 1990’s bull market, declining to fund his 401(k),
and leaving all his savings in his checking account. He learned from the
options debacle something about options. None but exceptional professional
investors make money with them. Unfortunately, he learned nothing about
himself, about his own resentments. Failing to acknowledge and overcome
his resentments, his retirement dream was further away than when he be-
ganinvesting.

Situational differences

The mix of emotionstriggered by investing is sometimes complex. Co-
dependence plays a big role in the misery many experience around invest-
ing, as does mass psychology. Your investments must be compatible with
your relationship, family, work, and theinvestment community. What might
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work for you in isolation may not work for you in relation to others. Some
examples.

[0 A husband, who enjoys the thrills of technology, cannot buy
high-tech stocks because when he does, hiswife cannot sleep
at night.

[ A wife, living separately from her estranged husband, can
buy and sall at will without worrying about taxes because the
guilty husband, having an affair and living with the mistress,
still filesajoint return and pays all the taxes.

[1 Red estateisthefamily investment of choice. The grandpar-
entsowned it, the parentsowned it, and now you must owniit.

[ Oncedivorce enters the relationship, the stresses of inappro-
priateinvestments get magnified. Husband ishappy with stocks,
wifewith money market funds, yet they actually have every-
thing in her employer’s company stock and two homes. The
legal tangle allocating these inappropriate assets in divorce
will breed resentments and hate beyond comprehension.

[1 Everybody at the office has options and stock in the com-
pany; can you sell yours and fit in or even keep your job?

[1 A tenured professor with a generous pension plan can have
a very casual relationship to the markets, whereas a self-
employed executive must pay close attention to his Keogh
and other investments.

Often, situational differences determine the intensity of emotionsin
investing.

[1 Retirees are more dependent on their investment success so
therelationship ismoreintense. A 10 percent declineleadsto
avision of living out of a shopping cart on the street. On the
other hand, retirement savers see the decline as an opportu-
nity to buy adip.

[0 Families with many children to feed, cloth, house, and edu-
cate have higher investment stress than singles.

(1 Singleswith nofamily safety net have higher investment stress
than singles from wealthy families.
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Personality types

Different personality types need to invest differently to be happy. An
extrovert needs constant contact with brokers, tenants, managements, or
other investors. Anintrovert is happiest alone reading reports and planning
for contingencies.

A pure numbers person will need to invest differently than a pure idea
person. Most people, of course, are comfortable with some mix. For those
on either extreme, very different investments are compatible. An idea per-
son, such as a painter, in a numbers investment has a great deal of fear.
Options, derivatives, value stocks, bonds, and fixed incomeinvestmentsare
very numbers driven. Idea stocks, often growth stocks, are more comfort-
able for idea people. On a standard risk test, growth stocks have greater
volatility but idea people are more comfortabl e with them because they get
the concepts. High P/Es don’t bother them. In fact, they do not react to
them. A pure idea investor is not concerned about the numbers, whether
they are positive or negative. Brokerswill try to sell bondsto anideaperson
withlittle savings, not realizing shewould beaready buyer of growth stocks.
The growth story and other concepts appeal to her. The story works out,
sheishappy. The story doesnot work out, shewill be disappointed but have
enjoyed following the tale. Bonds, even if they outperform growth stocks,
will feel like adrag to her.

By now, you probably have some ideas about what you will write in
your inventory. Let’stake alook at four completed inventories to stimulate
you to begin.

4 stories

Here are four inventories, derived from excerpts of actual investors
inventories. Names and details have been changed to protect confidential-
ity. In addition, the prose and format have been rewritten to improve read-
ability. Your owninventory, likemy inventories, isfinein outlineformandin
phases and spotty grammar. The only person who needs to be able to read
your inventory isyou.

Asyou read these inventories, look for similarities to your own story.
No story will be exactly like yours, but each may remind you of something
you did or something you thought about doing. After you have read these
inventories, it will betimefor you to write your own.
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0 Kathleen o

Before | was married and had my two daughters, | really had no invest-
ments. | have adoll collection, still a my mother’s house, which | started
when | was 6 years old. In college, | started a savings account for emer-
gencies and | still have it. A few years later, | bought an IRA but then |
casheditinso| could spend amonth in Europe. | don't regret that. A little
whilelater, | met my husband.

Company stock

My big regrets are concerning the 401(k). | have been contributing
every month for 12 years. Half my money goes into a GIC and the other
half goesinto the company stock. Then the company matches my contribu-
tion with company stock. Thisisareal resentment because | play this over
and over againin my head. In early 2000, | had more than $600,000. Now |
have less than $180,000. | am angry at everybody | work with that thought
it was agood idea to keep buying the stock. | am angry at the company for
matching my contributions with stock instead of something good. | mean,
stock isjust paper. It doesn’t cost them anything. | am angry at myself for
not selling when | had a chance.

What does it affect? It affects my financial security and my relation-
ship with my daughters. The plan was for me to quit work for five years
when | got to $750,000 and be a stay-at-home mom. | have never donethat.
Even when | took the maternity leaves, | was working on projects that
couldn’'t go on without me. The plan was for my husband to keep working
and | would be ahomemaker and live off investments, too. Now | don’t see
how | will ever get to stay home.

My character defect was that | was just daydreaming about quitting.
There was something like greed, but not that strong; $600,000 was plenty. |
didn’t need to wait for it to get to $750,000. | was locked on to a magic
number. The main thing was simply ignoring the stock. | did not ever look at
an analyst report about the company or do any research of any kind. Over-
confidence was part of it. | never talked to a broker about it, nothing. And,
as far as | know, no one in the company ever looked at the P/E or any of
those things you are supposed to consider. It wasjust this gift, likewinning
a smal lotto, and then it was gone. It wasn’t greed. It was complacency.
The other character defect isthis: | thought that if you just put your money
in the 401(k) and the company put in company stocks, then there was noth-
ing else to do. | was lured by the tax deductions. But more than that, the
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magical thinking that a401(k) was self-sustaining was my downfall. Some-
how, | just thought the company wastaking care of my retirement and | just
had to focus on my work.

Continuing to add to the 401(K)

| also have fears about the contributions | continue to make. Half my
contribution still goesto stock and the company still matches my contribu-
tion with stocks. Now my fears are that every contribution is a waste. A
few yearsfrom now, | will look back and think what afool | wasto throw all
that money down the toilet. In the last month, | read several articles about
the company. Some still say the stock is overpriced and others think it has
hit bottom. For awhile | wasthinking, the price dropped so low, how much
lower can it go, it must be a bargain. Well, one of our competitors went
bankrupt. If they could go out of business, we could go out of business.

Thisaffectsmy self-esteem. | fedl likeafool contributing to the 401(Kk).
This affects my husband. | take the maximum contributions because he
doesn’'t have a retirement plan other than the IRAs we invest in some
years. Now heis confused about thisthing. It affects our financial security.
We may have nothing when we retire.

My part is people pleasing for sure. | am still in the company stock
because | am aloya little employee and don’'t want to upset anybody by
taking my money out. | was in denia and wishful thinking that the stock
price couldn’t go much lower, but | don’t think that anymore. It also may be
that | am just asaver and not an investor and certainly | am not a specula-
tor. | am just so angry about this thing and worried all the time about the
stock.

Guaranteed Investment Contract

The other investment is my contribution that goes into the GIC.

I am a little resentful of that because now | realize | have not made
much money on the GIC when | could have made so much more in any of
the stock fundsin the 401(Kk). Although that might not be true anymore. On
the other hand, at least it didn’t crash. In fact, | don’'t have any fears that
the GIC will ever lose value or not pay interest.

My part is that | was complacent. | never really looked into the other
funds and the other possibilities. | just wanted something that was guaran-
teed for half of the money. Thisisnot really a problem. | have not worried
about this part of the money. But | should look and seeif there is something
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better. On the other hand, maybe | am a saver and not an investor. | would
rather have a small resentment about low returns and no fear than a big
resentment and huge fear from the company stock. Either way | keep work-
ing, so why not go with the no fear savings and then | am at least happy
when | am home and not on the phonetalking to my friends about wherethe
stocks are going next. Before my husband, | used to date a guy who took
meto Paris, Rome, and Bali. He a so slept with afriend of mine, told mean
incredible series of lies, and tried to sleep with my sister. Stocksare like that
for me. No long-term potential. | need something more reliable.

o Todd o

My biggest investment during my first marriage wasthe house. | put all
my savings into the down payment and then every month for seven years|
paid at least $100 extra on the mortgage. | had no other investments those
years. My plan was to get the mortgage paid off and then make other
investments.

Home equity

| resent that my ex-wife got the house in the divorce. | got nothing, but
| didn’t have to pay any support. | resent that she has not taken care of
the house either. She till lives there, more than 20 years later, and the
neighborhood is now run-down and the house is falling apart, hasn’t ever
been painted, looks awful. The uncomfortablefeelings are that it makesme
sad that she lives that way and embarrassed that | ever lived in ahouse that
iS SO run- down.

Losing the house in the divorce affected my self-esteem, my financial
security, and my ambition to own a house free and clear.

My real mistake wasfear about investing, fear that | would |ose money
in stocks, bonds, tax shelters, or anything else. So instead, | put everything
in one place, the house, and then ended up losing it all. The other sideto that
isthat it seemed like such a sure thing, a house. Pride has something to do
with it. It was very hard to see how | could have been so wrong. It is
magical thinking that there are sure things when there are not. Pride of
home ownership led me to believe that once | bought the house it was the
only thing that mattered investment wise. | thought | had the perfect invest-
ment and would not even consider the alternatives. It is hurt pride that
makes me so sad when | see that house and that neighborhood now. It is
not just that | lost the house in the divorce, but even if | stayed there, the
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neighborhood fell apart, and the house would have been alousy investment.
Also, my ex-wifewasvery committed to buying ahouse when wewere still
young and all our friends lived in apartments. There was an element of
people pleasing on my part both in buying thehouseandingivingittoherin
the divorce, as that was all she ever wanted.

Real estate limited partnerships

After | got thedivorce, | started working more and making much more
money. That's when the real investments started. | have a big resentment
againgt real estate limited partnerships (REL Ps) and the stockbroker who
sold them to me. He showed me some fancy brochures and charts with
returns of 20 percent to 30 percent ayear and tax shelter savings and so on.
For three years, each December, | put $10,000 in a partnership, just intime
to get tax deductionsfor theyear. | stopped buying them when they changed
the law so you could not get tax deductions anymore. Today, almost 20
years later, | have gotten less than $2,000 back from my $30,000.

Those losses affected my financial security somewhat, but they af-
fected my self-esteem more.

My part was that | thought | knew real estate when al my experience
was redlly just with buying one house. Also, | was optimistic and overcon-
fident based on the fact that real estate tax shelters were hot. | didn’t do
any research. | only read the brochures, never the prospectuses. | mostly
looked at the charts. | told myself | was too busy. Plus it was a status
symbol to own atax shelter. It meant that | made enough money to need to
shelter taxes. | felt like abig shot. Resentment against taxes was part of it.
Also, people pleasing. It made that broker so happy when | bought those
things.

Commercial real estate

Some of my investments have worked out. | own parts of severa build-
ingswith two different groups of friends and we have made alot of money.
Thisincludes our office complex and the two buildings next door. Probably
because this has all worked out, there are no resentments and few fears.
These arewell-located buildingswith high quality tenantswith steady busi-
nesses. The only fear isthat the local economy dropsinto adepression. We
did fine in the recession of 1991. The only uncomfortable thought is why
did I make all the other bad investments that | am going to describe when
| had found something that worked for me. Owning these building has
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someimpact on my relationship with the other tenants. They treat me maybe
more carefully than they would someone else. That is fine. However, it
makes it hard to ever get to know any of them. My part in the good invest-
ments was that | did do alot of research. | took several classes on buying
real estate. Read books. Became an expert.

Options

In 1994, | took aloss of $40,000 on an optionsdeal. | have always kept
some money in afew stocks but have not paid much attention to the stocks
and usually don't return calls from my broker. But in 1994 he had this op-
tions trading partnership. The stock market was slow and had been for a
while. He said the investment made more than 100 percent in 1993. | dis-
tinctly remember saying to him, “ That sounds too good to betrue.” Hewas
very dick. He said something about just set aside your skepticism aminute
and investigate it. So | agreed to take a look at it. According to the bro-
chures, it had made more than 100 percent in both 1992 and 1993. It talked
about how everything was hedged, so there waslittlerisk of loss but plenty
of chance of making big returns. At the sametime, aclient paid me $50,000
asaretainer on abig project. | sent the whole $50,000 to my broker and put
it in the options deal. Every report | got from then on was bleak. Nine
months later, | was able to get $10,000 back.

| have resentments against the broker, the options operators, and my-
self. | aso have the uncomfortable feeling that that broker got a big cut of
my money. The biggest thing was the impact on my current wife. | didn’t
tell her about the deal until it was under and then not much until | finally got
out of it. She had about 100 things she would have rather done with that
$40,000. | closed the brokerage account and gave her the $10,000 in cash so
she could remodel the kids' bathroom. But sheis till angry about that one.

That affected my financial security, my self-esteem, and my family and
sex life.

My part was definitely greed. | got that retainer and needed to do afew
months work for it. Then | saw that | could double that money with no
work. The greed blew me right past the “too good to be true” skepticism.
The greed told me it was too good to be true for ordinary people but not for
me. Laziness was part of it, too. | just didn’t want to take time out from the
officeto investigate the thing. | really knew nothing about options. If | had
gone to some classes and read some books, | would have seen that the
strategies these guys were using would not work when interest rates rose
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and that iswhat happened in 1994. Also, | make impulse buyswhen | have
cash sitting around. | am impatient and cannot let cash just sit in achecking
account while | figure out what to do with it. If | had been paid in install-
ments, | would never have put such alarge sumin one deal like that. Also,
people pleasing. | was trying to make that broker’s day, and | did.

Tech stocks

At least on thislast one, | was not alone. As did everybody else, | lost
money in the tech wreck. | kept hearing stories of people making huge
sums in tech stocks. Plus, everybody | knew was getting on the Internet
and buying computers. The kids each had to have their own computer.
Then the guy across the street came home with a new BMW sports car
after cashing in some stocks. So in 1998 | opened an online brokerage
account, subscribed to atech newsletter, and every month | added between
$1,000 and $10,000 to the account, depending on how much extra cash |
had and how optimistic | was. | bought just about everything this newsl etter
recommended. Most of my stuff doubled the first six months, then at the
beginning of 2000 it all doubled again. | kept buying more stuff as prices
declined through 2000, but by December 2000, | was paralyzed. | haven't
bought or sold anything since. Because | have not been able to add up how
much | put in, I am not sure how much | lost. My guessis | put in about
$100,000, well maybe $150,000, and | have about $40,000 in the account
NOw.

| certainly have fear that prices will go lower, much lower. | have fear
my wife will find out about this one. She knows a little bit, but not much.
One reason | keep vague on the details is so if she asks about it | can
honestly say | do not know. This definitely affects my relationship with my
wife because | don't like keeping secrets from her and | don't like her
getting mad at me when | tell her what happened.

My part was certainly lack of research. | didn't do any research other
than read the newsdletter. Laziness again. Also, there was a big high in-
volved. Clicking on a mouse after | filled out the buy order was aways a
thrill. Theillusion of power over markets and money, particularly a stock
that doubled afew weeks later. There was something too about being part
of the scene, part of the in-crowd of day traders and Internet people. It was
very modern and trendy. Because I’ m 52 years old, that thing about feeling
young again was definitely a factor. It was probably like having an affair
with a younger woman and keeping it secret. Here | had no broker, but
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there was again a people-pleasing thing. | thought it would make the news-
letter writer happy if he knew | was a loya follower of his recommenda-
tions. The biggest cause of the losses, though, was that | could not get the
numbers out of my head. | paid 30 for Cisco, | saw it hit 60, so when it
droppedto40or 20 or 11, | kept thinking, if it wasonceat 60, it will get there
again and then | will sell. | focused entirely on the numbers. Frankly, | have
no ideawhat Cisco or any of these companiesrealy do. | know now | need
to research each company and its market and decide if | want to own that
business, not that price. Then | can sell the ones | don’t want and move on.
On the other hand, maybe stocks or anything that can be bought and sold at
the click of amouse or even through a broker does not work for me. Over-
confident, impulse buying is atheme here. | do better with real estate deals
that take months to put together and then more monthsto close. Plus, | don't
have those prices staring at me from the computer or from the newspaper.

0 Marcus o

| have been investing in different things for more than 50 years and
have been retired 20 years. It amazes me that | have never written down
the mistakes | made. That may explain why | have made some mistakes
more than once. Considering that | have ascientific background, | findit odd
that | have never studied my own investment patterns. In addition, | find it
interesting that almost none of my mistakes have been due to mathematical
errors or lack of work. They have mostly been emotional mistakes.

Condemned houses

The schemes that worked well, | won't go over in detail. In the 1950s
and 1960s when the freeways were being built, a partner and | would buy
the condemned houses and move them to cheap lots on the edge of town
and rent them out. My only regret thereisthat the supply of housesdried up
and lots got more expensive. Eventually we sold off all those houses at
gresat profit.

Cattle fattening

Those same years, with another guy, | had a deal where we rented a
cattle ranch and afeed farm and fattened cattle. We made some money the
first year but the next two or three were all losses. The price of beef col-
lapsed. We didn’t pay any of the costs or the rent the last year and had to
get out.
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| still have resentments about that deal. Mostly | am resentful at the
way the beef market isrun. The big guysdictate the price and thelittle guys
get run out of business.

That had an impact on my wifefor sure. She was used to getting lots of
free steak to feed the family and then we had to cut back for afew years.
Also, | was not a nice guy to be around when the end came. | was pretty
angry.

What that affected within me mostly was my self-esteem. It was a
blow to methat it did not work out. Financially it was not that big adeal. My
own business was growing. We had to cut back because | had to pay off
the back rentsand the feed bill but we still had food on the table and clothes
on the children’s back.

I’m not sure what my part was. Wishful thinking was one. | kept think-
ing beef prices would go up. Lack of experience. | got into a business |
knew nothing about. It wasavery different businessthan what | was doing.

Oil and gas drilling partnership

Inthe1970s, | put alot of money into drilling partnerships. | had afriend
in the business and he aways was looking for investors. The first deal,
actually, was in 1968. We drove out together to look at the site and he
showed me the other well in the county. | put $10,000 into the deal. That
was alot of money in those days. We had agood well and within two years,
I had my money back, and within four years, | had tripled my money. That
well is still producing alittle bit today. Then the next three wells were dry
holes. $30,000 down the drain. A lot of money back then.

| am still kind of angry with Tom, even though he passed away many
years ago. Hiskids had abloody fight over the millions he left them. 1t took
me awhile, but afew years after the last dry hole | figured out what Tom
had been doing. He put me and alot of peopleinto aninside holein thefirst
deal. Then we got hooked and he used our money to play around in new
fieldsand find out if there was any oil there. Once he figured out where the
oil was, he used his own money to drill theinside hole.

All that affected my financial security somewhat. It definitely affected
my relationship with Tom. But it was a big blow to my self-esteem when |
figured out what was going on. He played me for asucker, and | let myself
be played for a sucker. That is the thing that hurts.

My part waslaziness. | did not check out thoselast threewellslikel did
the first one. There was a big shot thing there too. When the first well hit, |
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became the big oil baron, in my mind. Bought a new house in a better
neighborhood. It was more than overconfidence. | was grandiose. | was
certain every well would hit because Tom was my buddy and | was an oil
tycoon.

Stocks and bonds with a money manager

In 1978, | sold my business and retired. Several retired friendstold me
| should let a professional handle my investments and just play golf and
travel. That iswhat my wife wanted, too. | sold the businessfor 2 millionin
stock. | gave about a million to a money manager and just sat on the other
million myself. It pays a good dividend and they have raised the dividend
just about every year. We live more than comfortably on the dividend alone.

The money manager put his million in 20 stocks and some municipal
bonds. By 1983, it wasdown to about $800,000, so | pulled it out and took it
myself. | never bought a stock or a bond again or used a money manager.
Thisisonel think about alot. There are several partsto this. Looking back,
if | had left that money right where it was, it would be worth $2 million or
even $3 million. The stock we live on is now worth alittle more than $2
million and we have been living off it. That is one part. The other iswhat |
did with the $800,000, most of which is gone now.

This sounds crazy to most retired people, but | have big resentments
against money managers and mutua funds and any passive investments.
When the money manager was in the picture, | just resented that there was
nothing for meto do. | built abusiness; | like business; businessisfuntome.
| resented that there was no challenge.

Using a money manager affected my ego and self-esteem.

This had a big impact on my wife. For afew years, she had me all to
herself and wetraveled all over the world and saw the kids often and made
a vegetable garden in the backyard and went to movies. Once | took over
that money, | startedin like | had when | started the first business. | am sure
she felt betrayed or abandoned.

The character defect was pride, for sure. Though | chose to set things
up thisway, it somehow made mefeel like alesser investor than the money
manager. Eventually that feeling uncomfortableled to metaking over all the
investments so my ego would be satisfied that | had important things to do
like managing more money. That is the fundamental belief from childhood
that if | do not do thework then | do not deserve to have the profits. That is
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a character defect. If | was going to continue to spend the money, | was
going to have to earn the money. In retirement, it isn’t true. Even when you
are working you can let someone else do your investing for you. Certainly,
in retirement you can let somebody invest for you. But | just couldn’t. I truly
was too self-centered to see how my taking over the stocks and bonds
could affect my wife.

wife’s inheritance

The other thing that happened around then was my wifeinherited about
$100,000. She gave it to this same money manager and he invested it in
municipal bonds. Itisall in her nameand heistill investing itin municipal
bonds.

| definitely resent that she keeps that money in her name with him and
does not trust me to invest it.

That again affects my ego or my self-esteem. It has an affect on our
relationship aswell. It isanother areawhere it seems she does not trust me.

My part thereisprobably pride again and just basic financial insecurity.
| want everything in my name because if something happens, then | want
control of the assets. The pride is that | think | would do better with this
money than the money manager. However, as | look at these things closer,
| am realizing that is probably not true. | think | know how to invest, but |
really have not done that well.

Real estate development

In 1983 an architect | knew was looking to build an office building on
the outskirts of town near the new freeway exit. | had good success with
real estatein the past. We formed a partnership as the general partners and
then got limited partners. There was a lot of paperwork involved and |aw-
yersand so on. | put $300,000 into the deal both asageneral partner and for
limited partnership interests. The architect contributed hisfeesfor drawing
the plans and his fees managing the construction. We raised $1.5 million
selling limited partnerships asatax shelter that made good economic sense.
We a so borrowed $3 million. It took two yearsto build and by the time it
was finished there were five other buildings going up within ablock or two
and severa more at the next exit down. The first few years we were 100-
percent occupied, but as al these other buildings came on stream occu-
pancy dropped. By 1990, we were 60-percent occupied, at lower rents than
what we got at the opening, and not covering the mortgage. We took on a
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second mortgage at avery high rate, but in 1992 we had to shut it down. We
went through a foreclosure. The banks took it and sat on it empty for sev-
eral years. Now it isfull again.

| resent the whole thing. Every time | drive by and see that building, it
sets off some anger. | am angry at my former partner because he didn’'t
know what he was doing and he never put any money inthedeal. Infact, he
designed two of the buildings that put us out of business. | am angry at the
banks, not so much for shutting usdown, but for lending money to everyone
elsetodlow all that overbuilding. | am angry at tenantsthat didn’t pay their
rent, particularly in the last few years. It was an ugly mess. And | regret
that the limited partners lost all their money. That was tough. Many were
guys| knew from business or from the country club. They knew | had been
a big success in business so they wanted to invest with me. Nobody ever
said anything. They got the reports and the reports were honest about how
bad things were. But it is aways awkward if | see one of them around.

One of the things that surprises me is that | didn’t have any fear. |
should have had some fear.

Thisthing had abig impact on my family. My name was on the side of
the building. Theforeclosure wasin the paper. | refused to talk about it with
anyone. | was pretty hard to live with for afew years there. | imagine all
the limited partners are angry with me. It affected my standing in the com-
munity, my reputation as a business man. There was another devel oper
back then who committed suicide after acoupl e of hisbuildingswent under.
That seemed extreme. But | knew what he must have been going through.

Really, the thing didn't affect my financia security. Mostly it affected
my self-esteem, my standing in the community, and my family. Also, it af-
fected my ambition. My nameis no longer on the building.

My part was overconfidence and grandiosity. | knew nothing about real
estate development and yet here | was playing the big shot real estate
devel oper, property manager, investment manager, with my name on the
building. Part of my playing the big shot wasletting the architect get into the
deal with no money when hereally did not do that much work. | was paying
hisway because it made mefeel like abig shot. Also, there was arefusal to
accept losses. We should not have taken out that second mortgage. | came
up with aplanto shutter the upper floors of the building and just rent out the
bottom floors and renegotiate the existing mortgage that would have gotten
us through till the recovery. Instead, we took the second and just dug a
deeper hole. | refused to accept reality. Magical thinking. When everyone
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else lowered rents, | kept them up because we had a nicer building and a
better location. For 50 percent less rent, tenants do not care about that.
Also, | wastryingto stay busy. | did almost everything myself. Fixed plumb-
ing, wrote leases, you hame it. This thing and the next one were alot about
just staying busy rather than making money. Right when | had the building
leased up, one of the national tax shelters offered to buy the building at a
good profit, but | didn’t sell. It wasn’t that | wanted more money. It wasthat
| would have nothing to do if | had sold.

Privately held business

For whatever reason, | put $400,000 into the deal | am in now and am
now liable on loansfor $300,000.

Thiswas a children’s clothing company. My daughter had two friends
that started this thing and they needed capital. So | met with them and my
daughter and then went through their books. | brought in aguy from abig
clothing company and hetook alook at the deal. He said that they had good
success so far but that expanding as they were interested in doing was not
as easy as it seemed. They really should have some veteran management.
That gave me the idea that | would be the veteran management. At first |
made aloan of $100,000 and was on the Board of Directors. Then | loaned
another $200,000 and became CEO and brought my daughter in to run the
manufacturing. The founders were reduced to designers. We could not
compete with the big guys because their factors charged them very low
interest rates and we paid very high interest rates. So | converted my loans
to equity and put in another $100,000 in equity so we could get better factor-
ing dealsand acheap line of credit. Theline of credit got up to $300,000 and
was going to be called. That's when | converted it to a note and agreed to
be liable on it personally. That’s where we are right now.

About thisone, | do havefear. The businessis still not making a profit,
| am getting too old to make it happen, and we are looking at closing down
soon, which means if we can't get $300,000 out of the assets, | owe the
note. My equity isaready gone. | have noillusions about that. | havefear |
will take on another loan to try to salvagethis deal and lose that money, too.

| also resent the founders, how much money | was paying them for
shoddy work, and my daughter, for getting meinvolved in thisdeal, and for
how much money | was paying her.

Thishasabigimpact on my family. My daughter loses her job if we go
under; my wifeisangry about that and about the losses. My daughter and her
former friends do not talk to each other. It is very unpleasant down there.
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Thisis starting to affect my financial security. Certainly, it affects my
self-esteem, aswell as my family relations. It also affects my ambitions. |
had ambitions to start another successful company.

The part | wanted to play was the big shot, the hero, to save the com-
pany, and make a brilliant investment. There was particularly something
there about being the big shot for my daughter and her friends. Grandiosity
again. Why | thought | knew the children’s clothing business, | have no
idea. Also, some greed. When | ran the numbersthat first time, | projected
out 10 years, to the present, and it looked brilliant. Thereal character defect
now is refusing to accept reality. | have to just shut it down and stop the
losses, but | don’t want my daughter and my wife even madder at me than
they already are. Plus, what would | do with my time? This thing kept me
more than busy. | needed the excitement and the drama and | needed to be
the boss again. That is a character defect. | cannot stand to be just another
retired guy sitting on abench at theairport waiting for hisluggage. | haveto
keep busy. It goes back to that passive investment thing. It drives me crazy.

Certificates of deposit

The onething that doeswork isCDs. | keep al the extramoney in CDs
a five different banks. Whenever a CD expires, | roll it over. Unfortu-
nately, most of that money will have to go to pay the note.

o Dillon o

My first investmentswerein 1987. | put $10,000into IBM and Applein
January. Then | got a margin account and bought three more stocks. One
was SaraLee. In August, | increased the margin and bought more IBM and
afew others. Then | got amargin call in September and my wife loaned me
$5,000 to cover it. Then | got another margin call and had to sell the Sara
Lee. | was out of town during the crash and E. F. Hutton closed my ac-
count, sold everything, and left me with about $1,000.

Stocks

| am still pissed at E. F. Hutton. | was going to file a lawsuit against
them but then they went under. | also had resentments against stocks and
margin accounts. Needlessto say, my wife was not happy about her $5,000
and never let me forget it.

It didn't really affect my financial security. | had a good job. It did
affect my home life and my ambition.



WRITE AN INVESTMENT INVENTORY / 187

My part was | got caught up in the bull market mania. Also, | thought |
could make money quickly. Lack of patience. And | didn’t understand how
margin accounts really work.

After that, | vowed to go the straight and narrow route to making money.
| started putting money into the 401(k) at work. We got a money market
fund. No more stocks and no more margin accounts.

Futures

In 1993, there was an ad about a free futures trading seminar. | was
just curious. | actually did lose some money on a few stocks in 1990 and
1991, but nothing much. But thisfuturesthing looked good. | went long corn
and short wheat. In a month, | made $5,000 on a $1,000 investment. |
showed the money to my wife. She was okay with me using that $5,000. |
ran it up to about $25,000. Then she more or less agreed that we should
take out asecond mortgage and put $75,000 morein so | could invest atotal
of $100,000. In one day, | got a 12-percent second mortgage with three
points for $75,000. At least three different times | had equity of more than
$250,000 in that account. Many months | made no trades and just waited
until I knew what would work. | decided that when | got to half amillion, |
would quit. Coffee did me in. It seemed obvious coffee was going higher.
Everywhere people were drinking espresso. | went long everything coffee
when coffee hit $1.95. | waslucky to get out with nothing. My wife divorced
me; we sold the house because neither of us could pay the mortgages.

| don't really have any resentments or any fears about that. My broker
put alot of ideasin my head and most of them were bad and | resent that;
he also made alot on my commissions. Otherwise, it just happened. Well, |
vowed never to play futures again and | haven't.

Futures trading affected my marriage and my financial security. But it
got me out of the marriage with my wife not wanting any support or any
money from me.

My part was redlly that | just wanted to be a player in the investment
world. | was bragging to everyone at work about the whole deal and talking
about investing their money for them. People were talking about it. Every-
one wanted to know what was going on. People were jealous. | got caught
up in the excitement and the drama. Greed maybe, but more recklessness
and pursuing fun over profit. Borrowing $75,000. That was about being a
player with real money to invest.
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Options

After that, | decided two things. | was going to go back to the plan of
adding money to the 401(k) and if | ever got married again, shewould have
tolovemefor who | amincluding how | invest. Well, | met my current wife
and we kept putting money in our 401(k)s. But in 1998, we thought thetech
stocks looked good. We used our credit cards and bought Microsoft and
Cisco, $2,000 of each. She took an options seminar. We borrowed $10,000
from her mother and bought callson JDS Uni phase, Qualcomm, Broadvision,
and a few others. We also converted Microsoft and Cisco to calls. By the
beginning of 1999, we had more than $100,000. Then we borrowed $10,000
from her dad, maxed out aseries of credit cards for $50,000, converted to a
margin account, and both quit our jobs and cashed in our 401(k)s to day
trade full time. We hit half amillion by the summer of 1999 and made a pact
that we would get out at $1 million. We lost a bundle in September and
October but then took off again. We never played common. We only played
calls and puts, but usually we didn’t cover anything. In March 2000, we
werein excess of $1.2 million. Then we decided to get out at $2 million.

By the summer, we were down to $600,000 and getting margin calls, so
we stopped using margin and got another $50,000 worth of credit cards.
Also, we had boxed ourselvesin so we actually lost money in the summer.
We decided to go long everything until we hit $750,000 and then get out. We
set it up so a big December rally would bail us out of everything and we
could get out. For the last months of 2000 and the first three months of
2001 we kept getting more credit cards and bought everything with them—
groceries, gas, the newspaper, everything—so we could stay long as much
money as possible. After the March 2001 expirations, we filed bankruptcy
in April. We owed rent for three months, owed her mother and her father
$10,000 each, and owed more than $200,000 on the credit cards. The IRS
sayswe owe them too, for 1999 taxes, even after the bankruptcy. We never
filed any tax returns after we quit our jobs.

Obvioudly, | regret we didn’t go short the last year. We would be rich
and none of this would have happened. | resent just about everybody and
everything that had anything to do with it: Etrade, her parents, the credit
card companies, the IRS. Anyone who |oaned us money or gave us a mar-
gin account had to be crazy. | resent the IRS. | don’t get why we have to
pay taxes when we weren't working—taxes are for working stiffs—and
how can we owe taxes when we lost everything.
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My number one fear is that we will do something like this again. We
both have jobs again and a few dollars in the checking account. But that
doesn’'t mean athing. | have fear we will never be rich, no matter what
happens, even if we win the lottery, because we were rich severa times
and have nothing.

All thishas affected just about everything. Her parentsaren’t talking to
us after we dismissed their loansin bankruptcy. My parentsaren’t talking to
me since the first divorce. | have never been more worried about money;
my wife and | haven’t had sex or even slept in the same bed for months; |
have no ambition any more and neither does she. ShehasaPh.D., | havea
Masters degree, and we live in abad neighborhood with secondhand furni-
tureand lousy jobs.

My part was beyond magical thinking or recklessness or pursuing fun
over profit. We were getting high from this and telling everybody how we
were going to buy ayacht and cruisethem to Hawaii for ayear and all kinds
of crazy stuff. There was an addiction thing going on for sure. Also, |
cannot explain why we never paid off the credit cards or filed our taxes or
never paid her parents back. In that area, and maybe others, we were
numb. We were completely absorbed by the market, even more so when it
was not working. It was the only thing we talked about or thought about or
did. Everybody in the chat rooms knew us and tried to steal ideas from us.
Wheat is scary isthat | missit and so does she and we are afraid that if we
get back together we will get into something likethisagain. It'snot redlly a
fear, it isacertainty. Right now, we arejust in alull in the mania.

Suggestions about the process

Reading these inventories may have you ready to write your own. If so,
doit. However, if you don't feel ready quite yet or you have some questions
along the way, here are some hints to help you through.

Though you have been able to read these completed inventoriesin a
few minutes, in practice they take sometimeto write. Speed isnot required,
but persistence isimportant. At some point, you may find yourself trying to
talk yourself out of finishing. Take breaks. Put the inventory away for aday
or two and then come back to it.

Theideais not to hit yourself over the head with all the mistakes you
have made. Accept that you are human and make mistakes, embrace those
mistakes as normal human behavior, and then seek to make alittle progress.
I once put $80,000 into asmall company ayear before they went bankrupt.
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My ego told me | was such agreat investor that just by my investing in the
company it would turn around. After writing my inventory about that one, |
have not tried to rescue a company since, though | have made some less
painful emotional mistakes.

The easy way

The easy way into the process is to make the list of investments firgt,
then pick the investment that bugs you the most, and write about it. If you
have energy, then take on another one. When your energy is gone, stop for
the day.

Then do another one each day, inthe morning beforework, asif writing
ajournal. If you have energy, do more than one in a day.

Be aware that thisis emotionally draining. You need to pace yourself.
The real benefit comes from the end result of doing your whole list and
finding the patterns.

Some people aso like to write the list first, then write resentments for
each item on the list, then write all the fears, then write al the uncomfort-
ablefeelings, then write al the affects on relationships. After that, for each
investment, they write all the information about how it affected their basic
human needs. Finally, for each, they write their part. Any procedure that
worksfor you isfine.

Write astream of consciousnessif you can. Writelikeajournal. Just let
it flow. Keep writing until you feel you are done. Thereisno wrong way to
do it. Go back and add more later. Do not worry about cutting or deleting,
facts or statements that seem out of place. Write until you get to what you
feel matters and let the other stuff just stay there too. Later, the other stuff
may come to have great meaning.

The investment list

After you havefinished your initial investment list, search your memory
for investments that you may have forgotten. Include high school money
you put into concert tickets that you intended to resell, stocks, bonds, and
real estate, second homes, whole life insurance, and money automatically
deducted from your paycheck that goesinto atax deferred retirement plan.
Go down theinvestment listsin Step 1 to help trigger your memory.

Alsoinclude significant non-investments; investmentsthat you studied,
or talked about, but did not make and now have resentments or regrets
about not investing. Many people have a pattern of not investing in things
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that go up and investing in things that go down. You want to seeif you have
any patterns in this area and what the cause is. For example, | have heard
several inventories where the investors were offered interestsin real estate
but always declined because of fear of large numbers. Instead, they in-
vested small sums many times in stock mutual funds and ended up losing
large sumsin stocks.

Resentments

Write down every resentment you can think of. Thisis your chance to
tell everything they didto you. “ They” includes anyonewho had anything to
dowiththeinvestment, directly or indirectly. Write down the details of what
they did to you. If your uncle told you that his partner got atip from his
stockbroker, and you used the tip, you may have aresentment against your
uncle, his partner whom you have never met, and his stockbroker whose
name you do not know. Write down al three resentments. You resent the
stockbroker because she should not go around recommending bad stocks.
You resent your uncle's partner because he should not be spreading stories
about stocks that he has already purchased. He was just trying to pump up
the price. You resent your uncle because he has no business giving stock
tips, as he knows nothing about the company or stocks.

It isfineif your writing leads to odd resentments. The resentment or
regret need not be directly related to the performance of the investment.
For example, in 1983 | put $20,000into areal estatelimited partnership. By
1993, the partnership was worthless but the owners had sucked off enough
fees to become some of the richest people in the world. I had little resent-
ment about the loss of money because | got decent tax deductions and
learned about tax distraction. But my resentment against the ownerswas a
bigger issuethat did not go away easily.

Resentments are often directed against people who had nothing to do
with your investment. That is fine. Write it down. In 1988, | invested in a
fund that outperformed just about every international fund for the next 10
years, at which time | was forced to transfer my interests to my ex-wife as
part of a divorce decree. The resentment was against my ex-wife, not the
fund. You may be furiousthat your brother bought Microsoft in 1988, went
to Indiafor 10 years, and came home a multimillionaire, when you were
investing in zero coupon bonds to finance your kids' college educations.
Your resentment is against your brother even though he had nothing to do
with your zero coupon bonds.
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Regrets are often about what we did not do rather than what we did do.
Many investorsregret that they did not buy acertain stock beforealong run
up, even though they researched it and almost bought it. Some investors
regret selling a successful investment too soon. Countless people bought
Microsoft between 1988 and 2000, but few held on for the whole gain.
Many Californiansregret selling their first homerather than holding ontoit
as an investment. Others regret that they did hold on to their first home as
an investment.

Whatever your resentments or regrets, no matter how trivial or self-
pitying, write them down. These will open the door to discovering your
comfort zone.

Fears

Your fears need not be directly related to the performance of your
investment. You may fear that people will discover you lost money intech
stocks, not that tech stocks will decline further because you have already
sold your tech stocks. Several times a year you may fear that your asset
alocation is wrong and you need to sell everything and start over even
though your investments have done well.

You will be surprised at the number of fears you have. You will be
amazed to find fears from 20 years ago are till with you. It is the extermi-
nation of these lingering fears that will let you move forward from here to
become a happier and more successful investor.

Uncomfortable thoughts, feelings, and ideas

Write down any and all uncomfortabl e thoughts, feelings, or ideas asso-
ciated with any investment on the list. It does not matter how irrational the
thought might be. Just write it down.

Impacts on relationships

Write down any impact that an investment had or continues to have on
any relationship no matter how petty, trivial, or picky it may seem. Pay close
attention here. Realize that what you do investing can affect your marriage,
your children, and your employment situation. If you start managing your
wife'sinheritance, that can trigger her fears that you are going to steal the
money from her. If you are playing the market at work and doing well, you
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canloseyour job if your bossis playing the market and doing poorly. Other
employees can a so become jeal ous and undermine the company harmony.

Take breaks

Whenever you feel overwhelmed, take breaks. The amount of fears
and resentments you have piled up over the years may surprise you. You
may not realize you had crazy thoughts about your investments or that they
had such impacts on your relationships. Congratul ate yourself for getting
thisall on paper and out of your head. Thereis more work to do, but take a
break and come back to it.

Instincts

Do not skip instincts. It isimportant to look closely at what instinct is
threatened.

We al have basic surviva instincts and material instincts. We have
need for food, clothing, and shelter. We also have the need for the company
of others, social instincts, and for a partner or spouse to pursue sexual
relations and reproduction. Ambition isalso abasic human instinct.

Sometimes all the instincts are threatened by a particular investment.
Fear that your tech investmentswill crash can affect your material instincts,
but also your social instincts, your sexua instincts, and your ambition. The
material instincts are affected if you are relying on tech stocks for your
retirement. Social instincts are affected if tech investments are abig part of
your conversations with friends and coworkers. Sexual instincts are threat-
ened when your partner’s fear of a crash is as high as yours and drives a
wedge into the relationship. Ambition to be wealthy is crushed if your tech
position crashes. When al instincts are threatened, extreme thoughts and
actions are common.

Some investments only trigger one instinct. My uncomfortable ideas
that Korean stocks will never again produce strong long-term results has
little affect on my material instincts, social instincts, or sexua instinctsas|
have very little money in Koreaand don’t talk about it with anybody. But it
affects my ambition as | have been hoping to make akilling on Koreaso |
can write an article somewhere about how smart | was to invest there.

Write down each instinct affected. The instinct list will underscore the
importance of investment compatibility. When the survival instinct comes
into play, investment mistakes can fedl lifethreatening. Denial of thesocial,
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sexual, and ambition instinctsleadsto thoughtsthat lifeisnot worth living. It
is no wonder that investment disaster is sometimes followed by suicide or
acts of violence. We all have something in common with those who jump
out of buildings after markets crash or who open firein the brokerage house.
Fortunately, you are in the middle of a process that will prevent that and
lead to great serenity in your investment life.

Your part

Your part isthe most important aspect of the inventory. The prior steps
are designed to break down enough denial so you can look at your own
character flaws. When you realize that your happiness and possibly your
lifeareontheline, youwill write down, with rigorous honesty, what you did
to bring about the resentment, fear, uncomfortable feelings and ideas, im-
pacts on the relationship, and what aspect of character led you to do those
things.

If you havedifficulty figuring out what your character flawsare, ook at
the list. Ask if in some way any of these character flaws played even a
small part in any investment on your list.

No two investors have the identical list of character flaws. Moreover,
identical investments can trigger different shortcomingsin each investor. If
four employees receive a bonus of 100 identical stock options, each em-
ployee may have entirely different reactions. One may fear the options will
become worthless; another may be overly confident that the options will
soar in vaue and purchase a new car expecting to pay down the loan with
option profits; a grandiose employee may offer to buy the options of the
others at a premium to their current estimated value; an employee expect-
ing a cash bonus may be disappointed and encounter trouble at home asthe
spouse expected a cash bonus for along awaited vacation. No matter what
character trait you experience, write it down.

Trendy character flaws

Recently there have been a slew of articles and books proclaiming
overconfidence as the major character flaw of investors. However, many
investors will not have overconfidence on their list. In fact, the opposite
may be the case. A complete lack of confidence may have led you to rely
on supposed experts who took you for loads and commissions and put you
into terribleinvestments.
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A few years ago, fear and greed were the most talked about character
flaws. Yet, you may not suffer from either of these. Do not try to force your
part into trendy character flaws. This is your inventory, not a survey. De-
scribe your part in whatever language fits best.

No matter how small a part you played, write it down. No matter how
minor a character flaw, write it down. For example, if you are baffled by
your tech investments, you might write down, “1 bought the investments. |
believed they were good long-term investments. | am something of a con-
formist. | bought them because everybody from the office was buying them.
My character flaw is being an occasional conformist, as most of thetime |
am more of arebel.” If you have resentment at the insurance salesperson
who sold you the variable annuity, you might write down, “1 needed alot of
money in atax-deferred account right away. So | bought the product. Maybe
| was a little greedy, trying to get alot of savings too quickly. | was also
jealous of Maggie who has al that money in her 401(k).” If you are resent-
ful that your stock options became worthless, you might writedown, “1 was
avictim of sales pressure. They offered me the low salary with substantial
options showing me how well other employees had done with their options.
Okay, | did take the job. Maybe my character flaw was greed. But | also
had those optionsfor five yearsand could have exercised them early on and
made alot of money. It wasn't just greed. Every time the stock took adive,
| rationalized it away, believing the original sales pitch | wasgiven. | ama
very loyal character. But in this situation my loyalty was a character flaw. |
stayed loyal to the stock and the company despite all the evidence around
me that things were falling apart.”

A very small character flaw can have a big impact. Consider every-
thing. For example, an investor who grew up in Texas retired in Florida.
While he kept most of his money in CDs al his life, in retirement he put
$20,000 into aschemethat wasrun out of hisbirth town and whose employ-
ees, before they fled the country, had the same accent as he and knew the
street he grew up on and the schools he attended as a child. For that reason,
he trusted them when he would never have put money in asimilar scheme
run out of New York or California or Nevada.

Envy, jealousy, and lust

Often we invest in something because someone else hasinvested in it.
Look close and see if this involved envy, jealousy, or lust. Gotta-have-it
investors often buy a series of bad investments because other people own
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them. Every year it issomething different. In 1999, they bought tech stocks;
in 1998, they bought index funds; in 1997, they bought REIT funds.

Some character flaws are only remotely connected to money. Lust
comes up as a character flaw when you invest to impress a potential or
actual lover. In Silicon Valley, many venture capital investmentswere made
to provide pickup linesin coffee shops.

Jealousy and envy combined with pride sometimes lead to avoiding
investments. Many peoplewerejed ous of 25-year-old multimillionaireswho
made fortunes quickly in the tech bubble. Too proud to follow their lead,
some jealous investors avoided all stocks and suffered with paltry returns
from CDs. When the tech bubble crashed, their jealousy turned into I-told-
you-so gloating. A riddlethat made the rounds of Silicon Valley was:

How do you get a dotcom CEO off your porch?
Pay him for the pizza

Unfortunately, such gloating further solidified jealous investors avoid-
ance of even lucrative value stocks. It aso led to demeaning hardworking
innocents such as people who deliver pizza.

Patience and impatience

Saving and investing require some patience to produce profits. Specu-
lating is often more appropriate for the impatient. However, both patience
and impatience can be character flawswith saving, investing, and specul at-
ing. Investors who pride themselves on their great patience can ride losing
stocksinto bankruptcy. Appropriately patient stock investors sell when the
fundamentals start to deteriorate. Impatient real estate investors run up
commissions and expenses trading properties before they mature. Patient
real estate investorsimprove the property, upgrade the tenants and wait for
the peak of the next up cycle before they sale. Patient options traders often
miss the best opportunities to make profits and watch their options expire
worthless.

Sometimes other character defects are disguised as patience. Overly
optimistic investors are often mistaken for patient. Investors who rational-
ize away all negatives or who refuse to accept |osses appear to be patient.

Unjustified patience combined with blind loyalty iscommon among those
who bought tech stocksin the bubble only to see them become penny stocks
in the tech wreck. Many of these investors loved the product or the ideathe
company represented. They bought the stock, knowing nothing of stock
investing. Patience and loyalty caused them to hang on, until the company’s
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bankruptcy, if necessary. Many band together in chat rooms and bolster
each other’sloyalty during the long decline toward de-listing of the stock.

Obsessed with simplicity

An obsession with simplicity is acommon character flaw. Investing is
complex. Many investorslost fortunes following the popular advice to buy
four stocks and then switch to four others every 12 months.

The notion that stocks are the best investment for the long run for
everyoneissimplicity to the extreme. Believing thissimplicity, many inves-
torsblindly put everything in stock index funds, even though they have ex-
pertise in collectibles or real estate or other lucrative areas.

Buying only mutual fundsfrom one*“family” issimplicity asacharacter
defect. Only buying stocks from alist of recommendations without further
research is simplicity as a defect.

Locking in on a magic number is aform of harmful simplicity. Many
investorsfocus on pricesrather than fundamentals. If they paid $1.5 million
for abuilding, they may refuse to sell it for $1.2 million even though the
fundamental s of the real estate market cannot justify a higher price. Many
investors in the tech wreck focused on prices as the complexity of the
products and the industry were beyond their understanding. When prices
dropped bel ow their costs, investorsrefused to sell, believing the pricewould
come back to their costs. However, the complex fundamentals of the com-
pany and the industry dictated much lower prices.

The do-it-yourself defect

Do-it-yourself investors need to ask why they do it. Some of ushave a
fundamental belief that we do not deserve to spend profits unless we work
for them. If someone else does the work, such as a mutual fund manager,
he, and not we, deserves the profits. Thisis a character defect. It can lead
to large losses. Worsg, it can lead to isolation and loneliness. Many retirees
fall into thistrap. They think, if | am going to continue to spend themoney in
retirement, | am going to have to earn the money in retirement. That means
retirement isafull timejob investing and not retirement at all.

Doing it al yourself can result in poor returns. Many do-it-yourselfers
believe in action rather than analysis. That leads to trading, which leads to
high commissions, spreads, expenses, and other |osses.

Do-it-yourself can be a character strength. Investors who concentrate
on analysis rather than action, work moderate hours, have fun, and feel
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connected to their investments save money and avoid traps by doing it
themselves.

Pride

Pride has often been a problem for me. With many years of investment
experience, my pride tells me | do not need to ask for investment advice
from others, even in areas that are new to me. For many investors, pride
takes the form of lack of humility to accept that you are a beginner and
need classes, books, research, fee-based financial planners, and other help
to avoid costly mistakes.

Didlike of admitting mistakes and inability to admit mistakes areforms
of pride. Admitting mistakesisvery painful for some people. Not admitting
mistakes can lead to holding on to losersrather than selling and moving on.
Some investors even sell winners at the first thought that they could be-
comelosersin order to avoid turning awinner into amistake. This prevents
compounding profits. These defects are triggered by stocks and other fast
moving investments. Real estate and other slow investments are more com-
patible with proud investors.

Pride can also lead to rationalizing and justifying bad purchases. While
part of you knows you made a mistake, pride tells you there was no mis-
take: so and so also bought into this hedge fund, returns between 1992 and
1999 were spectacular, the new head of the fund will do a better job than
the guy who resigned, and on and on.

Magical thinking

A common character defect is magical thinking. Magical thinking in-
volves a preconception that an investment will turn out a certain way. It is
similar to wishful thinking in that wewant the factsto fit the preconception.
However, with wishful thinking, when the facts negate the preconception,
we accept the facts. With magical thinking, when the facts don't fit, we
ignore the facts. Ignoring the facts can be very expensive. A common
magical belief isthat you can make alot of money with little or no work,
research, experience, or investment education. Despite severe losses due
tolack of work, many investors continueto invest new money without doing
even basic research. Magical thinking is sometimes focused on gurus or
successful people. Many investors havefollowed guru advice without check-
ing the guru’s track record. Family members often follow the investment
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advice of the wealthiest person in the family even though they have no idea
if that person has any investment expertise. The rich uncle syndrome has
cost many people large sums.

Grandiosity

Grandiosity can take many forms. Wealth by itself can lead to the belief
that you are an investment genius even though you did not earn your money
from investing. Business tycoons, lottery winners, and heirs to large for-
tunes often have grandiose notions about their investment abilities. How-
ever, a small amount of investment success can also lead to grandiosity.
Many journalists who picked afew tech stocks in 1999 became investment
geniuses by March 2001. Their grandiosity then caused them to buy their
own recommendations.

Showing off

Showing off isasmaller flaw than grandiosity. Many people bought hot
tech stocksin 1999 so they could brag about owning them. Many socially
responsible mutual funds are purchased to show others that you are politi-
cally correct. Similar to all the aspects of character discussed in this book,
showing off isfineif you are comfortable with it and comfortable with the
consequences. However, you may find a pattern of showing off that creats
poor returns and high financia fears.

Vagueness

Vaguenessisasource of trouble for many people. Lack of record keep-
ing and failing to check the records they do have, |eaves them open to free
floating anxiety and fear. Vagueness often shows up in ambiguous state-
ments about investments and investing. “I’m okay, I’'m diversified” might
mean | have no idea what | own but don’t ask me any more questions
because it may lead me to discover | have a lot of those tech stocks that
crashed. One of the benefits of thisinventory processisthat it getsyou out
of vagueness.

Procrastination to avoid feelings of regret or to avoid feelings of inad-
equacy is a common cause of vagueness. However, procrastinators can
sometimes have all the facts set out in nice charts for years. They simply
cannot take action for fear that iswill bring up uncomfortable feelings.
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Blaming others

Blaming others when you are responsible can lead to bad losses. Mu-
tual fund managers are often blamed for losses when you are responsible
for buying, selling, and holding the mutual fund based on your research of
the fund and the manager. Blaming others protects your ego, but can easily
|ead to poor investment choices. Many investors set up al their investments
so they can blame others if anything goes wrong. Rather than purchase
individual Treasury bonds, they will buy abond fund. Shown good single-
family rentals, they will not buy, asthere are no property managersto blame
if problems occur. Alwaysblaming others, and avoiding investmentswhere
they cannot blame others, puts distance between themselves and their hold-
ings. This distancing process makes it difficult to determine what invest-
ments are comfortable for them.

Numbness

Consider numbness when you notice something that you should have
reacted to and did not. Marcus felt he should have paid back loans and paid
taxes, but he had no emotional response that told him to take the proper
action. Numbness can lead to an inability to sense the boundaries of your
comfort zone.

Self-centeredness

Self-centerednessis acommon defect. Thisisthe belief that you invest
inisolation, that your investments do not affect other people. The oppositeis
true. All your investments affect other people. All members of your family,
your workplace, and your communities are affected to greater and lesser
degrees by all your investments.

Patriotism

After the tragedy of September 11, 2001, many investors felt it was
patriotic to buy stocks and unpatriotic to sell stocks. When the market sold
off the first week, many of them came to see patriotic buying of stocksasa
character flaw. Investors who sold the first week and avoided losses felt
both self-esteem for taking care of themselves and guilt for letting others
down. We could debate whether or not buying or selling any investment is
or is not a patriotic act. The outcome of that debate will not affect your
inventory. Your inventory is about how you feel, not about how others feel
or how society indicates you ought to feel. For some investors, patrictic
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buying of stocks is a character flaw. For other investors, it is a character
strength.

The more you write about your part, the moreyou redlizeit haslittle to
do with money, and alot to do with who you are and how you react to other
individuals and to humanity. At first, you think your part is about investing,
but then you redlize it is about what other people invest in and how you
respond to that. Your part is about what you think other people will say
about your investments. Your part isabout your self-image, ego, self-esteem,
relationship to the world, and to God, if you believe in God. Investment
returns matter, not because of financial insecurity, but because of how they
affect your relationships with others.

The short cut

If al this seems too difficult, then do not write down anything except
your part in the one or two investments that are secrets. These are the
deals you are sure no one or only a few people know about and that you
intend to go to your grave without telling anyone el se. Writing what you did
to bring about an event that you now keep secret will uncover a core char-
acter flaw.

LT

After you have finished writing your part, you have completed Step 2.
You how know how you react to investments. Move on to Step 3 so you can
find your comfort zone.
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CHAPTER 9

UseE YOUR INVENTORY
AND KNOWLEDGE TO FIND
YoUR COMFORT ZONE

(:_ l o find your comfort zone, you will study the character defects you

discovered inyour inventory, sort through theinvestments discussed
in Step 1, and match your personality and appropriate investments. Start by
looking for patternsin your part.

Patterns

Arrange your inventory in chronological order. Thiswill enableyou to
See patterns.

Read the inventory with the person you've chosen to help with this
exercise. If you have been working together all along, then sit down and
read your parts to each other. If your helper isjust now coming to your aid,
read her the entire inventory.

After you have read the inventory, look for patterns. Ask your helper if
she sees any patterns that are not apparent to you. It is amazing how often
the same character flaws sabotage different investments. Just eliminating
one pattern can lead to great happiness and high returns.

¢ 205 ¢
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Here are examples of the patterns found by our four sample investors:

[ Kathleen'sinventory reveasthat with all her investments she
did little or no research and she was confused about her na-
ture as a saver or an investor. After discussing this with her
partner, sherealized that shea so haslittleinterest in research-
ing the company fundamentals. However, sheiscurious about
what kind of return she has gotten on her investments.

[1 Many of Todd's problems stemmed from grandiosity: He
wanted tax shelters for the status of owning them as well as
tech stocks for the thrill of being part of the Internet genera-
tion. He a so bought investments that were trendy at the time
and had spectacular rather than average returns: tax shelters,
the options program, and tech stocks. He then did little re-
search, calling himself [azy, believing hewould get high profits
from little work. A focus on prices rather than solid research
was common with each of these investments. He also saw
that he had apattern of buying quickly in highly liquid markets
and then being paralyzed by losses until markets becameillig-
uid. People pleasing was a common defect in everything he
did. He bought the house to please his ex-wife, tax shelters
and an options program to please his brokers, and tech stocks
to please a newdletter writer he had never met.

[l Many of Marcus's mistakes stemmed from the belief that he
hadtodoit himself if hewasgoing to deservethe profitsfrom
hisinvestments. All his schemesrequired that he spend many
hours working, except when he briefly left some money with
amoney manager, and then he felt alienated from his money.
He avoided consultants and investment experts concerning
oil and gas, real estate development, and the children’s cloth-
ing business, while he put trust in inexperienced friends and
family members.

[0 Dillon's part alwaysinvolved seeking thrillsfor quick profits
and adesire to be somebody as result of investment prowess.
Easy access to borrowing exacerbated the problem. He had
a pattern of investing borrowed money even more recklessly
than his own savings. He also saw a clear pattern of manias
followed by lulls and then manias again. He saw that the fi-
nancia consequences of the manias were progressive. Each
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time he started in again after alull, it quickly got worse than
the last episode.

Patterns can be unique or common

Patterns are usually obvious after aninventory but invisible before. For
example, abuilding contractor had along history of poor returnsin hisK eogh
and IRAsbut could not understand why. He bought individual stocks, index
funds, growth funds, foreign and emerging market funds, bond funds, junk
bond funds, and many other funds and investments. From March 2000 to
September 2001, he saw the value of his portfolio drop from $700,000 to
$300,000. Meanwhile, his clients made millions from the buildings he con-
structed. Though an expert on commercia rea estate, he had never in-
vested in abuilding because of hisfear of large numbers. His pattern wasto
never put more than $10,000 into any one investment.

A common discovery from inventoriesisthat theintensity of painfrom
losses is higher than the intensity of pleasure from gains. A few investors
are paralyzed by losses yet hardly notice gains. Often their comfort zoneis
in predictable investments such as Treasury bills and bonds. They fail to
achieve high returns in unpredictable investments such as stocks because
they are out of the market during large up movesin order to avoid therisk of
experiencing losses. However, not al investors experience gains and losses
this way. Many traders move through losses quickly and get into winners.
Infact, they seek volatility to take advantage of losses. Dollar cost averagers
often relish losses so they can buy more shares at lower prices.

Some investors have a pattern of falling in love with their investments.
Stocks are common love objects. You love the company’s product; there-
fore you buy the stock and hold on regardless of the fundamentals or the
price. The love object can be any investment: a vacation home, a rental
home that was the first house you ever bought, anything run by the right
fund manager or fund family, an idea stock. Occasionally with collectibles,
faling in love with an object |eads to happiness. With other investments, it
often resultsin afeeling of abandonment and betrayal.

M aking resol utionsand not foll owing through isacommon pattern. “ From
now on, | will only buy index funds.” “Never again will | own real estate.”
“After this, | am sticking to CDs.” Resolutions allow us to be done with
grieving theloss. However, they rarely result in lasting change. Everything
goesinto index funds until something else comesalong.
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Tax avoidance is a common pattern. Many investors rode tech stocks
up and then down again just to avoid taxes on the gains. These same inves-
tors put money in 401(k)s and IRASs when better investments are available
elsewhere. They bought tax sheltersin the 1980sand municipal bondsinthe
early 1990s. While tax avoidance can improve returns, as an obsession it
often leads to trouble.

Your patternswill likely be different from your hel per’s patterns. What-
ever your patterns, changing these ruts results in greatly improved invest-
ment satisfaction and higher returns.

Pick compatible investments

After reading the list aloud, with the help of your partner, compare the
list of character flawswith thelist of investments from Chapters 4, 5, and 6
and with the strategies discussed in Chapter 7. You will now be able to
determine which asset classes are likely to trigger your character flaws and
which are not.

Be certain to go through the list with your helper. Alone, you are likely
to forget some of your character flawsthat led you into incompatibleinvest-
ments. Pay particular attention to your patterns. Avoid anything that islikely
to get you back into your rut.

Enthusiasm more than intelligence

Successful investing requires enthusiasm more than intelligence. You
will learn quickly and do well ininvestmentsthat excite you.

Use all your personal experience and background to pick asset classes
that you can understand and enjoy. For many of you, it islikely that your
inventory showed that investing in areas you knew something about trig-
gered the character flaw of overconfidence. Pediatriciansinvestedin HMOs
believing they would be better able to pick stocks than the public. When
health care legidation ruined HM O prospects, the pediatricians took losses
where specialists made profits shorting the stocks. Women with double
closets picked women’s apparel companies, but were done in because man-
agement produced too much inventory.

Experts with humility rather than overconfidence understood that they
knew only a little about the investment aspects of their field or hobbies.
Becoming specialists over time, they increased commitments and profits,
and had a great time. Stamp collectors who studied, went to conventions,
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dabbled for years before making substantial purchases had agreat time and
made a fortune.

With the humility gained from taking your inventory and sharing it with
another, you can now pursueinvesting in your field or areas of interest with
appropriate caution and good fun.

Balance interest with knowledge of your character flaws and you will
be fine. In addition, if you have investment experience that did not trigger
your worst character defects, use it. If you have been retired 10 years,
investing full time, and know what you enjoy and what you do not, use that
knowledge.

Kathleen’'s comfort zone

Kathleen meticulously went through the savings list with her partner.
She liked the idea of CDs. She liked government guarantees and renewing
them asthey expire. They were simple and required little research. She did
not like theideaof money market fundsthat could betapped into by checks.
Buying Treasury bonds directly from the government appealed to her. She
knew she could do enough research to get good prices. She had no worries
about market prices, and she was certain that she could hold the bonds to
maturity. She had held on to the same investments in her 401(k) for 12
years. Bond funds did not appeal to her. She felt competent enough to do
something simple such as buying Treasury bonds herself. She had not been
aware that there was any risk in GICs. But she did some research, and
discovered that the GICs in her 401(k) were from five different, highly
rated companies. She has no worries about making mortgage payments
because her husband pays the mortgage, and they plan to live there at least
until their daughters are through college.

She skimmed most of the investment chapter. Nothing about stocks
appeals to her. Now that she knows how bad volatility feels and how the
company issuing stock isnot on her side, eventhough it isher employer, she
is sure she cannot trust other stocks, even if professionally managed in a
mutual fund. For onething, she cannot process her emotions fast enough to
be in stocks. More important, she does not see how owning stocks will
increase her sense of financial security. Knowing herself to be a worrier,
shewill worry about stocks now aswell asin the future. Her feelings about
retirement are less secure when she owns stocks than when she owns
GICs.
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Real estate does not appeal to her. She does not want to spend much
time on investing. None of the other investments or speculations appealed
to her, except collecting. She does have some interest in adding to her doll
collection with the help of her daughters. In fact, looking closely at the
prospect of spending more time researching investments other than the
dolls made her recognize that she is not an investor or speculator, only a
saver.

All this has made K athleen redlize that the sole reason sheisworking is
so she can support her daughters. Her idea of working long hours to pro-
duce extra income to support her family with her investments has been a
trap. She wants to support her daughters directly by being a stay-at-home
mom. She could quit work now, raise them full time for afew years, and
then consider part-time work as they approach college age. Eliminating
childcare expenses, restaurants, one car, work clothes, and other work ex-
penses, they could get by on her husband’s income. 401(k) tax deductions
will no longer be alure because with one income they will pay much lower
taxes anyway. She has $180,000 in savingsthat could berolled over into an
IRA, invested in CDs and Treasury bonds, and then used for emergencies.
All her investment worries would be eliminated. If they have any extra
money, they will add some dollsto thedoll collection.

Todd's comfort zone

Todd wasableto find hiscomfort zone quickly. After working the exer-
cises with a partner, he no longer resents trying to pay down the mortgage
on hisfirst house. In fact, to increase his savings, he wantsto pay down the
mortgage on his current house. However, he does not want any liquid sav-
ings such as bond funds that he can tap for impulse buys.

He had great success with real estate, and no success with any invest-
ment that was trendy or could be purchased on awhim. He aready had a
great deal of expertise in real estate and enjoyed thorough research of
buildings and the market. In this area, he had never been lazy or expected
large profits from little work. REITswould likely be a problem because he
could betriggeredinto trading by the easy liquidity and repeated price quotes.
Corporate bonds had no appeal because he had done poorly with passive
investments. Tax lien certificates seemed to be a good idea for his retire-
ment years but would be a problem now because he would be unlikely to do
al the necessary research. Clearly, staying away from real estate devel op-
ment is a good idea because he has a history of ego inflation leading to
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disaster. He has done well with existing office buildings with good tenants
or potential to improve the tenants. Investing with partners has helped tem-
per his tendency to act impulsively. It aso allows him to use his people
pleasing in apositive way. In the give-and-take of negotiating with partners
and tenants, he can find ways to get what he wants and to give them some
of what they want. He realizes that his major concern now is diversifying
thereal estate portfolio into other markets. Meanwhile, hewill liquidate his
stocks, tell hiswifewhat happened, give her $20,000, put the other $20,000
toward paying off the mortgage, research other real estate markets, and put
together apartnership for another building.

Marcus and the meaning of life

Marcus had success rolling over CDs. For his savings, that was some-
thing he wanted to continue. He also had tremendous success holding one
stock and collecting dividends. He actively followed the company, read all
reports he could get his hands on, and yet was never tempted to trade the
stock.

Diworsification was the first issue that struck him and his helper. Not
wanting everything in one stock, he proceeded to lose nearly half hismoney
in an attempt to diversify. Now that he was primarily down to one stock
again, he realizes that the standard advice to diversify was not within his
comfort zone. Still, he studied the list to see if anything seemed more com-
patible to him than his one stock.

Hisdividends paid at the same rate as corporate bonds, and higher than
CDs, so it made no sense to seek lower total returns in bonds and CDs.

He had not realized he was speculating when he got involved in land and
rebuilt homes, cattle fattening, oil and gasdrilling, real estate development,
and ajunk loan and junk small business equity. In fact, other than CDs and
abrief period with a money manager, he had done nothing but speculate.

L ooking at thelists of investments, nothing appealed to him. Sittingon a
group of stocksrather than one was not much different than having amoney
manager handle the investments. The thought of buying existing buildings
made him sad. REITs were too passive and tax lien certificates sounded
lonely. Oil and gas were a so unappealing. Corporate bonds might be better
than rolling over CDs, but not enough better to switch. No form of specula
tion had any appeal any more. For now, he and his helper agreed he needed
to shut down the children’s clothing business, put anything he salvaged from
it into CDs, and sit on his stock.
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Heredlized that in the past, he had diversified to give himself something
to do, not to reduce the risk in his portfolio. The thought that he ought to
diversify again was about having something to do. He had no fear about the
amount of money he had in one stock. He found himself in a dilemma. He
felt powerless to do anything with his investments right now, yet unhappy
about the prospect of having nothing to do. He agreed to talk to hisminister
about this situation. The problem seemed to center more on the meaning of
lifethan on theright investment portfolio. He was never going to run out of
money just sitting on the single stock. The problem could not be about money.

Dillon’s dilemma

Dillon and his partner agreed quickly that changing investmentsor strat-
egieswas of no use. They were certain that he could get high and then self-
destruct with CDs, or emerging market stocks, or junk notes just as he had
with stocks, futures, and options. Clearly, he needed a personality adjust-
ment rather than a portfolio adjustment. Also, he needed to get help from
Gambler's Anonymous now while he had little savings and no access to
credit. When a new mania took over again, he feared it might end up in
suicide.

My comfort zone

My own inventories during the last 12 years have resulted in many
changesin my portfolio and higher returns. | have learned that | am apure
investor. | do not do well with either savings or speculations. Savings annoy
me. | want to put the money to better use. | have a tendency to make
impulse purchases with cash and credit. Therefore, | keep little in money
market accounts or others short-term investments, and use no margin, no
credit cards, even for personal expenses, and keep mortgages to 50 percent
or less of property values. Speculations are atrap for my big shotism. | no
longer try to rescue small companies with my money and my expertise.
Having gotten caught up in the tax shelter speculations 20 years ago both as
an investor and as a tax attorney, my inventories kept me entirely out of
tech stocks in the 1999-2001 mania. | am compatible with awide range of
investmentsincluding value stocks, real estate, REI TS, oil and gas, and CEFs.
Stocks have become asmaller part of my portfolio. Twelveyearsago, | had
about 75 percent of my money in stocks and 25 percent in real estate,
REITs, and il and gas. Today my ratio isthe opposite. Rea estate, REITS,
and oil and gas partnerships pay out al income to the owners without the
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IRS taking a cut. In these areas, management has less chance to reduce
returnsto sharehol dersfrom the manipulations of corporate accounting and
the reduction of dividends as well as the loss of profits to taxes. | own
publicly traded stock of modest-sized companies. Many stocksarein beaten-
down companies that have lost the ability to manipulate shareholders and
must shape up or linger for decades.

Returns are higher in your comfort zone

If you have any doubts that your personality affected the return from
incompatible investments, ask if your returns matched those of the market
averages. In the past decades, you should have received 12 percent a year
from al forms of stocks and from real estate. Venture capital, private eg-
uity, individual business, and hedge fund returnsare highly erratic, but com-
patible investors should have received returns of at least 12 percent ayear.
Qil and gas, Ginnie Mags, and corporate bond returns should beintherange
of 6 percent to 8 percent. Treasury bonds, municipal bonds, GICs, annuities,
and whole life policies should have paid 5 percent to 6 percent. Money
market funds, CDs, and Treasury bills should have returned 3 percent to 4
percent. Gold and other commaodities should have averaged around 3 per-
cent. All other speculations should have positive returns between 0 percent
and 3 percent ayear for compatible investors.

Noteif your mind now tellsyou that you need to bein those 12 percent+
investments, even though they are not in your comfort zone and you have
not gotten 12 percent-plus returns when you did invest in them. If so, dis-
cuss these thoughts with your helper.

At the suggestion of her partner, Kathleen estimated the returns she
had gotten over the years from her GICs and from the company stock. The
GICs averaged about 5 percent during 12 years. The stock price was 10
percent lower than it was 12 years ago. She was not sure what the average
return was, but it clearly was closer to negative 12 percent a year than
positive 12 percent ayear. If she had invested solely in GICs and converted
the matching stock to Gl Cs, shewould havemoremoney. Clearly for Kathleen,
investing in her comfort zone would have produced higher returns.

Todd was averaging at least 12 percent ayear from hisreal estate. The
income alone from the older properties was higher than 12 percent of his
origina investment. However, in tech stocks, REL Ps, and options, he had
negative returns and no fun. He enjoyed real estate. Without question, his
returns were higher in compatible investments.
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Marcus was certain he had made at least 12 percent ayear in hisfirst
real estate adventure, buying condemned houses and moving them. He had
then lost money in cattle, maybe made some money in oil and gas, then lost
consistently in stocks managed by a money manager, real estate develop-
ment, and buying into asmall business. However, holding alarge positionin
one stock had produced returns close to 12 percent ayear. He had no doubt
that he achieved higher returns when his character defects were not active.

Dillon had never achieved positive returns on any investment. Thisre-
inforced hisrealization that he needed Gambler’s Anonymous' help tofind
a comfort zone.

Diversify with researched investment advice

Consider portfolio structure when you set up your comfort zone. If you
are only comfortable with one asset class, rea estate for example, be aware
that volatility must be within your comfort zone. If diworsification has not
been a problem for you, consider diversifying into three asset classes to
protect your sanity.

You aso may have little time for investing. Investing in three asset
classeswill require more of your time unlessyou hire help.

Pay attention to any of your character flaws around investment profes-
sionals. Before you act on any advice, study the advice and compare it to
what other advisors say, information in books, and any other well-researched
sources of advice.

Remember, you are looking for emotionally compatible investments.
Nearly all the advice out thereisfor investors uninterested in serenity. It is
rarely appropriate for you. Always ook at fees, expenses, costs, and taxes.
Take your time. Go sow. It isyour money. If you are not ready to make a
move, tell your advisorsto stop calling you. The best investment isthe one
that letsyou slegp at night, not the onethat | ets your advisors sleep at night.
A year or two with half your money in CDsisfinewhileyou transitioninto
your comfort zone.

Be aware that some investment professionals are not investing within
their comfort zones. Some mutual fund managers have no idea what is
their comfort zone. Fund complexes may assign rookie managers to run
the most troublesome funds when they are only financially mature enough
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to beinvesting in treasury bonds. Somefinancia plannersare in thewrong
business. Property managers may make mistakes due to their incompatibil-
ity with real estate.

Before you turn any money over to financial professionas, make an
estimate of whether or not they are investing in their comfort zone. Ask
about their history of mistakes. If they have never made any mistakes, then
they arein denia and clearly outside their comfort zone. For the mistakes
they admit, determine if they will be repeated or can be overcome. For
example, many mutual fund managersinvested too heavily in tech stocksin
thelate 1990s. Those who took losses quickly and moved on likely learned
from their mistakes and found their comfort zone. Those who held on, in-
creased their stake, or rotated into other tech stocks are not learning. They
areoutsidetheir comfort zoneand in denial. Stay away from rookie manag-
ersand financial advisorswho are not likely to yet know their comfort zone
nor how to stay init.

Buy and sell to establish
your comfort zone

After completing aninventory and picking compatibleinvestments, make
the changesto your portfolio that areindicated. If you find thisdifficult, talk
things over with your helper and with anyone who may be affected by the
changes you intend to make including family members, coworkers, invest-
ment professional's, and others. With the consent and support of others, you
will be able to move forward.

Once you have made the appropriate changes to your portfolio, stop
and review your progress. You now know much about yourself. You have
done an inventory and shared it with a friend. For most of you, many fun
investment ideas are now apparent.
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