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         Introduction 

         Investors who want to improve their understanding of financial markets do not have to look far for advice. The financial jungle is richly stocked with books on market lore and tactics, each confidently promising a fast track to profits. 

         The problem for investors is not one of scarcity but of selection. Like Buridan’s Ass, which starved to death because it was unable to choose between two plump bales of hay, it is easy to be overwhelmed by choice. 
         

         
            	 How do you choose between hundreds of different books on stock picking? 

            	 If you only need a grounding in technical analysis, do you have to read a 700-page tome on the subject? 

            	 Does it matter if an investing book is more than three years old? 

         

         And so on. 

         This book is an antidote to oversupply. It compacts 150 investing themes into one book, and the latest knowledge on those themes into 10 ‘rules’. In one go, you can learn what the leading experts in each field consider to be the key determinants of success. 

         As far as we know, this format is unique. Certainly no other book has put together a roster of such high calibre contributors. If our instincts are right, it will appeal strongly to investors. Nevertheless, we should point out that: 

         
            	 The book does not aim to be the ultimate word on the subjects it addresses. For that you’ll need to read the contributors’ own books, or visit their web sites – details of which are included in the text. 

            	 It is a reference book to be dipped into, not a narrative to be read from cover to cover. You don’t have to start at ‘A’. 

            	 It does not try to be all things to all people. If you find 30% of the rules useful, you should be pleased. It probably means you’ve sharpened your technique. If you find 100% of them useful, you should worry. It probably means your technique is muddled. 

            	 It aims to illustrate the diversity and conflicting nature of investing, not to proselytize a faith. Many of the rules conflict with each other. That’s the point. 

            	 It will not make you a millionaire overnight! It will however provide you with the foundations for accumulating wealth and protecting it. 

            	 It is a work in progress, not a finished product. New rules are added regularly on the book’s web site at www.global-investor.com/rules. 

         

         The main aim of the book is to enable you to identify the rules which suit you, and which will improve your investment performance. For each reader, these will be different. You should also gain an understanding of the ‘big questions’ of investing: 

         
            	Do stocks go up in the long term? 

            	Should you diversify your stock portfolio? 

            	How should you measure risk? 

            	Is investing long-term really better than trading short-term? 

            	Should you invest internationally? 

         

         Many of the rules in this book touch on these questions, and the answers are not always obvious. If you think you already know them, read what our contributors have to say - you may be surprised! 

         A practical point: The book is organised alphabetically by contributor name, but there is also a detailed subject index at the back that may provide quicker access to specific information for some readers. 

         We hope you enjoy reading The Book of Investing Rules as much as we enjoyed compiling it. 

         Philip Jenks, Stephen Eckett 
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         Robert Z. Aliber is Professor of International Economics and Finance at the Graduate School of Business, University of Chicago.  
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            Books 

            
               The New International Money Game, Palgrave, 2001 



            
               The International Money Game, Palgrave, 1988 

            
               The Selected Essays of Robert Aliber (Economists of the Twentieth Century.) Edward Elgar, 2004 

            
               The Multinational Paradigm, The MIT Press, 2003 

            
               Manias, Panics and Crashes: A History of Financial Crises (Charles P. Kindleberger), Palgrave Macmillan, 2005 

         

         
            International markets and capital flows 

            

               1. All propositions about rates of return in financial markets are clichés. 

               Market literature is full of rules about achieving above average returns. These rules are clichés rather than eternal truths. No scientific proposition about beating the market beats the market for an extended period. 



            

            

               2. Financial markets are mean-reverting. 

               Prices in financial markets always tend to move back toward equilibrium values when they are not moving away from these equilibrium values.  



            

            

               3. Currency markets overshoot and undershoot and equity markets overshoot and undershoot.  

               There are observable trend values in both the currency markets and the stock markets. The variations around these trends (overshooting and undershooting) reflect the variability of cross border flows of capital in the foreign exchange markets and changes in investor optimism and pessimism in the stock markets.  



            

            

               4. Buy and hold strategies generally are less rewarding than trading strategies.  

               The cliché that “markets can't be timed” may be right for some investors all of the time, and for all investors some of the time, but there are times when market prices are far above or far below their long run equilibrium prices.  



            

            

               5. Watch the capital flows in and out of countries. 

               An increase in the inflow of capital to a country is likely to be associated with an increase in the foreign exchange value of its currency and an increase in prices of stocks of firms headquartered in the country.  



            

            

               6. An increase in the inflation rate in a country is likely to be associated with a depreciation of its currency. 

               It is also likely to lead to a decrease in prices of stocks of domestic firms.  



            

            

               7. The smaller the country, the larger the impact of capital flows on currency values and stock prices.  

               Because of the positive correlation between changes in currency values and changes in stock prices, global investing is much more opportunistic than domestic investing.  



            

            

               8. Many firms have ‘fifteen minutes of fame’.  

               Few of the ‘Nifty Fifty’ firms that that were the market favorites in the 1960s are market leaders today.  



            

            

               9. The national location of the low cost center of production of particular products shifts among countries. 

               So does the national identity of the most profitable firms in an industry when viewed in a global context.  



            

            

               10. The size of the investor’s domestic market matters. 

               The strength of the case for global investing by the residents of each country is inversely related to the size of the domestic market and the growth rate for new companies. Investors resident in relatively small countries have a much stronger need to diversify internationally than investors resident in larger countries.  



            

            

               11. U.S. investors may not need to invest internationally as much as investors from other countries. 

               The share of rapid growth companies headquartered in the United States is disproportionately large relative to the U.S. share of global GDP. 



            

            

               12. Currency hedging is not useful for all. 

               The cost of hedging the foreign exchange exposure is likely to be positive for currencies with a tendency to depreciate and negative for currencies with a tendency to appreciate. 



               ‘Stocks are unquestionably riskier than bonds in the short run, but for longer periods of time, their risk falls below that on bonds. For 20 year holding periods, they have never fallen behind inflation, while bonds and bills have fallen 3 per cent per year behind inflation over the same time period. So although it might appear to be riskier to hold stocks than bonds, precisely the opposite is true if you take a long-term view.’ 

               Jeremy Siegel 

            

         

      

   
      
         David Andrea 

         David Andrea is Director of the Forecasting Group at the Center for Automotive Research within the Environment Research Institute of Michigan, Ann Arbor, Michigan. His group focuses on forecasting the business operating environment (market demand, regulatory requirements, product technology) and associated risks to existing business models, invested capital base, and company technology portfolios. 

         
            The auto sector 

            

               1. Invest with the leading economic indicators. 

               Industry profitability and cash flow all begin and end with vehicle sales. These sales are inversely correlated with unemployment and consumer lending rates, and are directly correlated with income levels and stock market performance. As sales slow, inventories build and manufacturers are attracted to margin (and brand) destroying incentives to push vehicles off the lots and maintain production schedules. Margin reductions lead to delayed new vehicle programmes and component price reduction programmes to suppliers. 



            

            

               2. Invest as a utility model. 

               Before deregulation, utilities were judged by their cash flows and dividend streams. Autos are still heavily regulated and, like utilities, have few substitutions. The manufacturers and the largest mechanical component suppliers offer significant dividend yield opportunities. Granted, the dividend streams are always at risk to the production cycle - however, 4% to 6% yields offered by these companies position them well for an income instrument in diversified portfolios. But you should continually question the quality of earnings supporting the dividend stream - as one seasoned analyst taught me: “buy on the dividend increases, sell on the dividend cuts”. 



            

            

               3. Invest in value stories. 

               It is not uncommon to see quality balance sheets and management teams selling at a 60% to 80% discount (P/E basis) to the overall market. However, these are not ‘dresser drawer’ stocks. Look to buy when the discount is high, and target an exit when the discount has fallen into the 20% to 40% range. Based on perceived business cycle risk, it is the rare auto stock that trades consistently with the overall market. 



            

            

               4. Invest in growth stories. 

               The industry offers opportunities to invest in stories of growth via increased content per vehicle produced. Look for electronics (which may or may not be automotive pure-plays) and new technologies (providing solutions to emissions, safety, and fuel economy concerns as well as improved consumer value). Combined with an overall improvement in the margins of booked business, increasing content per vehicle provides a growth opportunity in a mature industry. 



            

            

               5. Invest in forward product. 

               A hot coupe’s half-life is approximately 12 to 16 months. A supplier’s profitability is easily tied into a single hot vehicle segment. One informational advantage of the auto industry is that product development cycles are 2 to 4 years in length. This gives investors the ability to analyse manufacturer strategies and suppliers’ forward book of business. 



               Look for manufacturers exploiting hot segments with new models and defending current market share with fresh styling, innovation, and value pricing. For suppliers, invest in a book of business that is migrating towards high vehicle content growth (electronics), and value-added (complete systems or modules). 

            

            

               6. Invest in cash flow. 

               While the production cycles may have become less cyclical, the financial fortunes of vehicle manufacturers and suppliers swing dramatically once capacity utilizations fall below 85%. That’s 85% utilization of an assembly plant or component facility. This is particularly true for capital-intensive suppliers such as forgers and casters whose cash flows move radically around production schedules. 



            

            

               7. Invest in experience. 

               Corporate performance from core competencies comes only through deep experience. It takes a special understanding of the complexities of engineering and assembly plant launches to successfully run a vehicle manufacturer. Suppliers typically are best in serving the original equipment market or the aftermarket - not both at the same time. And always be sceptical of any manufacturer strategy that involves moving into retail. Manufacturing and retailing (at least in the auto sector) require two different mindsets. 



            

            

               8. Invest in the best cost structure 

               Due to the cyclicality of auto production, invest in the vehicle manufacturers with the best cost structure. Higher margins going into downturns provide flexibility in pricing and capital spending that will maintain a manufacturer’s long-term competitiveness. Vehicle manufacturers will always keep three or four suppliers competing for the business to maintain price discipline. Therefore, the supplier with a track record of improving its cost structure will typically offer a longer-term advantage. 



            

            

               9. Invest in established trends. 

               Year-over-year and quarter-over-quarter comparisons are difficult due to the cyclicality of sales, the seasonality of sales within a year, and the common occurrence of extraordinary events (delayed product launches, labor disputes, and weather disruptions). Therefore, always question the base date when you see significant increases or decreases in operating performance ratios. 



            

            

               10. Invest in liquidity and visibility. 

               Because of the industry’s volume, ‘small’ suppliers can still have revenue levels of $300 to $500 million. However, many of these companies have limited float and few research analysts following the story. Always take into consideration family and management-owned shares that are unlikely to trade. It is unlikely that institutional investors are drawn to these limited float companies and typically it is the institutional money that pushes demand and share price increases. 



               ‘Market sectors vary in how quickly they respond to information. Large cap U.S. stocks, for example, are followed by so many analysts and reflect company fundamentals so quickly, that it is nearly impossible to add value through active strategies. I recommend indexing such sectors.’ 

               Ben Warwick 

            

         

      

   
      
         Nick Antill 

         Nick Antill is a Director of EconoMatters, an energy consultancy offering an extensive range of skills to clients involved with gas markets worldwide. He is also an associate of BG Training, a City financial training company, specialising in equity valuation. Prior to this, Nick spent 16 years as a financial analyst covering the oil and gas sector and was responsible for Morgan Stanley’s European team. 

         

            Books 

            
               Company Valuation Under IFRS: Interpreting and Forecasting Accounts Using International Financial Reporting Standards, Harriman House Publishing, 2005 



            
               Oil Company Crisis: Managing Structure,Profitability,and Growth, Oxford Institute for Energy Studies, 2002 

            
               Valuing Oil and Gas Companies: A Guide to the Assessment and Evaluation of Assets, Performance and Prospects (Robert Arnott), 2000 

         

         
            Company valuation 

            

               1. The most often-repeated mistake in finance is “It doesn't matter - it's only a non-cash item”. 

               While it is true that the value of a company is the discounted value of its future free cash flows, it does not follow that non-cash items do not matter. There is a clear difference between provisions for deferred taxation that are unlikely ever to be paid, and provisions for decommissioning a nuclear power station - a large future cost that will certainly be incurred. 



            

            

               2. It is easy to get to a high value for a company - just underestimate the capital investments that it will need to make. 

               There are three components to a cash flow forecast: profit, which is often analysed quite carefully; depreciation and other non-cash items, which are usually analysed adequately; and capital expenditure, which is often a banged-in number that is quite inconsistent with the other two, and generally much too low. 



            

            

               3. Valuations must be based on realistic long term assumptions - at best GDP growth rates and barely adequate returns. 

               It is tempting, when valuing fast growing companies with strong technical advantages over their rivals, to assume that these conditions will continue forever. They will not. As the saying goes, 'In the end, everything is a toaster'. If this means that the forecast needs to be a very long one, so be it - it will be less inaccurate than running a valuation off an accurate five year forecast, and then extrapolating this to infinity. 



            

            

               4. Don't spend too much time worrying about financial efficiency. 

               Playing mathematical games with the weighted average cost of capital is tempting and fun, but generally has a disappointingly small effect on valuation. Substituting debt for equity shifts value from the government to the providers of capital because the company pays less tax. That is it. And even then there is an offsetting factor - it is more likely to incur everyone the inconvenience of going bankrupt. 



            

            

               5. Remember the ‘Polly Peck phenomenon’, especially in countries with high inflation. 

               If a company operates in a weak currency with high inflation, its revenues, costs and profits will probably grow quickly. If it funds itself by borrowing in a strong currency, with low interest rates, it will pay little interest, but will tend to make large unrealised currency losses on its debt. It may still be looking very profitable on the day that it is declared insolvent. 



            

            

               6. Unfunded pension schemes should be treated as debt. 

               Many companies fund their employees’ pensions by paying into schemes operated by independent fund managers. These schemes are off their balance sheets. Some companies operate a ‘pay-as-you-go’ system. They will show a provision for pension liabilities on their balance sheets, generally offset by a pile of cash among their assets. These companies are effectively borrowing from their employees - the provision should be treated as debt. 



            

            

               7. Remember to ask: ‘Who's cash flow is it anyway?’ 

               Companies consolidate 100% of the accounts of their subsidiaries, even if they only own 51% of the shares in the subsidiary. In the profit and loss account the profit that is not attributable to their shareholders is deducted and shown as being attributable to third parties. Unless it is paid out in dividend, however, the cash remains inside the company. This means that the popular ‘cash flow per share’ measure implies that the shares should be valued by including something that does not belong to them - they should not. 



            

            

               8. Accounting depreciation is a poor measure of impairment of value. 

               If an asset is bought for £100 and has a five year life then it will be depreciated at a rate of £20 a year. This is not the same as saying that its value falls at a rate of £20 a year. The result is that the profitability of the asset is generally understated early in its life and overstated later in its life. This means that companies’ profitability tends to be understated when they grow, and overstated when they stop growing. 



            

            

               9. You can’t judge an acquisition by whether it adds to earnings. 

               Acquisitions are just very big, very long term, investments. So they are extreme examples of the rule mentioned above that new investments tend to look unprofitable in the early years. This does not mean that they are bad investments. Company managers have preferred not to explain this awkward fact, but to evade it by using accounting tricks to avoid creating and amortising goodwill. New accounting rules are increasingly making this more difficult. It should not matter, but managers still believe that it does. 



            

            

               10. Operating leases are debt - they just don’t look like it. 

               Companies often lease assets - aeroplanes, ships or hotels, for example. If the lease effectively transfers the asset, it is a finance lease, and looks like debt in the accounts. If it doesn’t then the lease just appears as rental payments in the operating costs. But it is still debt, and the shares will still reflect that fact, being much more volatile than it looks as if they ‘ought’ to be. 



               ‘The backlash against analysts is in full swing. Don’t be diverted by the spectacle, however enjoyable it might appear. Use the research available dispassionately. As in all human life, you’ll find there’s good and bad there. Just be sure, once you’ve digested, to formulate your own conclusions.’ 

               Edmond Warner 

            

         

      

   
      
         Martin Barnes 

         Martin Barnes is Managing Editor of The Bank Credit Analyst. He has almost 30 years of experience in analyzing and writing about global economic and financial market developments. In recent years, he has written extensively about new technologies and long-wave cycles, the financial market implications of low inflation and trends in corporate profitability. 

         
            General principles and the role of liquidity 

            

               1. Know when to be a contrarian. 

               The crowd is often correct for long periods of time, so it does not always pay to be a contrarian. The time to bet against the crowd is when market prices deviate significantly from underlying fundamentals. For example, gold has been in a bear market for years and it has been correct to stay negative toward the market given the falling trend of inflation. Contrarian strategies have not worked. On the other hand, the surge in technology stocks in 1999/2000 in the face of suspect earnings trends clearly provided an excellent opportunity to take a contrarian stance and this paid huge dividends when the bubble inevitably burst. 



            

            

               2. Don’t use yesterday’s news to forecast tomorrow’s markets. 

               Many people make the mistake of forecasting the stock market on the basis of current economic data (which usually relate to developments of at least a month ago). This is a mistake because the stock market leads rather than follows the economy. It makes more sense to use the stock market as an indication of what the economy is likely to do in the future. By the time that the economic data has confirmed a trend, the market is often discounting the next phase of the cycle. The market is forward looking while economic data are backward looking. 



            

            

               3. Liquidity is key. 

               All great bull markets are rooted in easy money. Stimulative monetary conditions mean low interest rates that, in turn, encourage investors to take on more risk. Buoyant liquidity will always find its way into asset markets, pushing prices higher. The corollary is that a bull market cannot persist in the face of tightening liquidity. Thus, investors must pay close attention to the factors that drive monetary policy. 



            

            

               4. Understanding the inflation trend is critical to success. 

               Following on from the previous rule, inflation is the single most important economic variable when it comes to predicting the trends in financial markets. Rising inflation is toxic for both bonds and stocks because it points to tighter monetary policy and rising interest rates. On the other hand, falling inflation is extremely bullish for the opposite reasons. Most bear markets have occurred in response to rising inflation pressures. Correspondingly, falling inflation was the single most important force behind the powerful bull markets in bonds and stocks during the 1980s and 1990s. 



            

            

               5. Take a long-run view. 

               An increased focus on the short run has become one of the scourges of modern life. Companies are often more obsessed with propping up near-term earnings than with taking long-term strategic decisions, while investors are often looking for quick gratification when they buy stocks. The day-trading mania was the most extreme manifestation of this. Patience is a virtue when investing because even the best ideas sometimes take a while to play out. By all means abandon ship when fundamental conditions deteriorate. However, if you are confident that you have a purchased a good company, then don’t despair just because the price does not rise right away – as long as the fundamentals remain positive. 



            

            

               6. Allocate a small part of your portfolio to ‘play’ with. 

               It is okay to take speculative risks with some of your investments. However, don’t bet the ranch on a long shot. A good strategy is to have the vast bulk of your portfolio in a diversified group of blue-chip investments, and to leave a small amount for higher-risk opportunities. That way, you get the best of both worlds. The bulk of your assets is relatively protected, but you can still have some ‘fun’ chasing some hot ideas. 



            

            

               7. The stock market rises most of the time. 

               Bear markets are the exception rather than the rule. The market rises about two-thirds of the time. This means you should avoid being trapped in a bear market psychology for long periods of time. There are always reasons to be gloomy about the outlook, whether it relates to valuations, economic conditions or structural concerns such as debt levels. The U.S. economy is extremely resilient and it has generally paid to err on the side of bullishness. There have been long bear markets in the past, but these have usually occurred in the context of disastrous economic environments such as deflation (the 1930s) or high inflation (the 1970s). Neither environment is likely for the foreseeable future. 



            

            

               8. Know when you are speculating. 

               You invest in a company when you are buying shares in order to participate in its long-run growth. You are speculating when you are buying shares only because you expect to sell them at a higher price to someone else, and you are not even looking at the company’s fundamentals. It is okay to do both, but you must understand the difference. For example, the internet mania was all speculation because few companies were making profits and few investors were holding the shares for long enough to benefit from the discovery of the next Microsoft. When you know that you are speculating, then you will be more ready to bail out quickly when market conditions turn sour. 



            

            

               9. Have realistic expectations. 

               Between 1982 and 2000, Wall Street enjoyed its most powerful bull market of all time with average annual returns of about 15% a year after inflation. This was close to twice its historical average. The exceptional returns reflected falling inflation, a revival in corporate profitability and a revaluation of the market from cheap to expensive. Those forces have now been fully exploited and long-run returns are likely to average less than 6% a year after inflation in the next decade. Investor expectations are for much higher returns according to various surveys, and that can only lead to disappointment and increased risk taking. 



               ‘Research suggests we tend to become more confident and less accurate as we process increasing amounts of information. As most people can handle no more than seven pieces of information at once, it is wise to employ no more than seven criteria for choosing each stock.’ 

               Paul Melton 

            

         

      

   
      
         Richard J. Bauer Jr. 

         Dr Richard J. Bauer, Jr., is Professor of Finance at St. Mary’s University in San Antonio, Texas. His research has appeared in many journals including Financial Analysts Journal, Journal of Business Research, and Managerial Finance. 

         He is co-founder and co-owner of ANSR Company LLC, which develops investment software based on evolutionary computation techniques. 

         

            Books 

            
               Genetic Algorithms and Investment Strategies, John Wiley, 1994 



            
               Technical Market Indicators, John Wiley, 1998 

            
               Technical Market Indicators: Analysis and Performance, Wiley Trading Advantage Series, 1999 

         

         
            Building trading systems using genetic algorithms 

            

               1. Begin by thinking about ‘proof’. 

               A good starting point is to ask yourself the following question: if someone brought you evidence that a given investment strategy had merit, what would constitute enough proof that you would be willing to follow the strategy? 



               The reason this question is important is that evolutionary computation techniques, such as genetic algorithms and genetic programming, are optimization procedures. They search for optimal or near-optimal solutions to complex problems. Using these techniques to search for attractive trading rules requires that you first define the parameters of the search and a ‘fitness’ function. 

               The fitness function could be something simple (see rule 3) like highest compound return over some time period. If you would be willing to employ a trading rule because it had the highest compound return of a general class of rules, then that is all you require as proof. That would form the basis of your system. In practice, you probably require more than that. 

            

            

               2. Think carefully about your constraints. 

               Suppose you are building a system to optimize stock selection criteria based on fundamental variables. Further suppose that you use a genetic algorithm procedure to identify the optimal stock selection variables. When you evaluate the results, you realize that the selection criteria leads to just one stock every year. Are you really willing to put all your eggs in one basket? Or, do you require the criteria to be general enough to identify at least 20 stocks each year? If the latter, you will need to build this constraint (and others) into your search procedure or fitness function. 



            

            

               3. Obvious fitness choices probably won’t work. 

               Good trading rules are the ones that make the most money, right? Yes and no. While this is the ultimate goal, rules built to simply maximize return over some historical test period without any other constraints will probably be useless going forward. Good fitness functions require lots of work. 



            

            

               4. Beware of overfitting. 

               If you don’t build in some good constraints, you are likely to end up with a rule that fits the historical test period nicely but has little value. Genetic algorithms, for example, can find some really bizarre rules that overfit the test period. 



            

            

               5. Put lots of thought into your database design. 

               Your first attempts will probably be modified or expanded in some way. Much of the programming effort concerns data management and data interface issues. Try to think ahead when you design your database. 



            

            

               6. Check results from a theory standpoint. 

               A rule that at first looks strange may be just that. You may have overfitted and found a useless rule. Or, there may be a good rationale as to why this rule has worked and will continue to work. Think critically about your results. 



            

            

               7. Beware of data mining. 

               Today’s computer horsepower allows us to explore enormous numbers of potential trading rules. If you look long enough, you will no doubt find rules that work great over the test period, but are not necessarily so good for other periods. 



            

            

               8. There is a tradeoff between quantity and quality. 

               Suppose you are developing trading rules based on technical analysis. Rule A says to buy when pattern X occurs. Rule B says to buy when pattern Y occurs. Will combining A and B lead to a really great trading rule? Perhaps. However, the combination rule may occur so infrequently that it is not as good as simply buying whenever either A or B is applicable. 



            

            

               9. Consider using a portfolio of rules. 

               Another way to diversify is to use a portfolio of rules rather than a single rule. 



            

            

               10. Decide in advance when to bail out. 

               In a way, the question here is similar to that raised in rule 1. What will you consider proof that your rule is not working? 



               ‘Since 1950 an excellent strategy has been to invest in the market between November 1st and April 30th each year, and then to switch into fixed income securities for the other six months of the year.’ 

               Yale Hirsch 

            

         

      

   
      
         Gary Belsky 

         Gary Belsky was a writer at Money magazine from 1991 to 1998. From 1994 to 1998 he was a regular weekly commentator on CNN’s Your Money and a frequent contributor to Good Morning America, CBS This Morning, Crossfire and Oprah. He is currently a deputy editor at ESPN The Magazine.  

         In 1990, Belsky won the Gerald Loeb Award for Distinguished Business and Financial Journalism, administered by The Anderson School at UCLA. He lives in New York. 

         

            Books 

            
               Why Smart People Make Big Money Mistakes and How They Correct Them (co-authored with Thomas Gilovich), Fireside, 2000 



            
               ESPN the Magazine Presents: Answer Guy: Extinguishing the Burning Questions of Sports with the Water Bucket of Truth (Brendan O'Connor, Neil Fine), Hyperion Books, 2002 

            
               23 Ways to Get to First Base: The ESPN Sports Uncyclopedia, ESPN Books, 2006 

         

         
            Behavioral finance 

            

               1. Every dollar spends the same. 

               People tend to treat money differently depending on where it’s come from. They spend money received as a gift, bonus or tax refund freely and easily, while spending other money - money they’ve earned - more carefully. Try not to compartmentalise your money in this way. Treat it all the same. One way to do this is to park ‘found’ money in a savings account before you decide what to do with it. The more time you have to think of money as savings - hard-earned or otherwise - the less likely you’ll be to spend it recklessly. 



            

            

               2. Control your fear of losses. 

               A bedrock principle of behavioral economics is that the pain people feel from losing $100 is much greater than the pleasure they get from winning $100. Be careful that this does not lead you to cling on to losing investments in the hope that they’ll return to profit, or to sell good investments during periods of market turmoil when holding them would be better in the long term. 



            

            

               3. Look at decisions from all points of view. 

               Too many choices make choosing harder. If you suffer from ‘decision paralysis’ try looking at the options from a different perspective. For instance, if you are trying to decide between different stocks or funds, imagine that you already own them all. Your decision then becomes one of rejection (“which one am I least comfortable owning?”) rather than of selection, and you may find this helps. 



            

            

               4. All numbers count, even if you don’t like to count them. 

               The tendency to dismiss or discount small numbers as insignificant - the ‘bigness bias’ - can lead you to pay more than you need to for brokerage commissions and fund charges. Over time, this can have a surprisingly deleterious effect on your investment returns. Avoid this ‘bigness bias’. Count all the numbers. 



            

            

               5. Acknowledge the role of chance. 

               A failure to fully grasp the role that chance plays in life leads many investors to be overly-impressed with short-term success and other random or unusual occurrences. Thus, many investors pour money into mutual funds that have performed well in recent years under the mistaken belief that the funds’ success is the result of something other than dumb luck. 



            

            

               6. Your confidence is often misplaced. 

               Nearly everyone falls prey, at some time or another, to an overestimation of their knowledge and abilities. Most dangerous for investors is the delusion that, with a little knowledge or homework, you can pick investments with better-than-average success. In reality, there is little reason for even the most sophisticated investor to believe that she can pick stocks - or mutual funds - better than the average man or woman on the street. 



            

            

               7. It’s hard to admit mistakes. 

               This sounds basic, but we’re not talking about pride so much as the subconscious inclination people have to confirm what they already know or want to believe. Because of this ‘confirmation bias’ it’s important to share your financial decisions with others - seeking not only specific advice, but also critiques of your decision-making process. 



            

            

               8. The trend may not be your friend. 

               In the long term, conventional wisdom is often on target - as it has been over the past 25 years in the trend away from fixed income investments towards stocks. In the short run, however, the vagaries of crowd behavior - particularly ‘information cascades’ that result in dramatic shifts in tastes and actions - frequently lead to costly overreactions and missed opportunities. Treat trends and fads with skepticism and caution. 



            

            

               9. You can know too much. 

               Knowledge is power, but too much ‘illusory’ information can be destructive. Studies have shown that investors who tune out the majority of financial news fare better than those who subject themselves to an endless stream of information, much of it meaningless. 



            

            

               10. Don’t check your investments too regularly. 

               The less frequently you check on your investments, the less likely you’ll be to react emotionally to the natural ups and downs of the securities markets. For most investors, a yearly review of their portfolios is frequent enough. 



               ‘There is no such thing as a ‘hold’ decision. If you wouldn’t buy the stock again today, assuming you had additional money, you should either sell, or admit that you are confused.’ 

               Robert V. Green 

            

         

      

   
      
         Bruce Berman 

         Bruce Berman is president and principal owner of Brody Berman Associates, Inc., a consulting firm for positioning intellectual property owners, advisors and investors.  

         Over the past 15 years Mr. Berman has acted for technology-based companies, m&a candidates, licensing departments and consultants, investment bankers, investment partnerships, owners of branded products, and law firms. Mr. Berman has taught at CCNY, Columbia University and Sir George Williams University, and is a member of the financial markets committee of the Licensing Executives Society (L.E.S.). 

         

            Books 

            
               Hidden Value: Profiting from The Intellectual Property Economy 
            



            
               Euromoney Institutional Investor, 1999 

            
               Making Innovation Pay: People Who Turn IP Into Shareholder Value, John Wiley & Sons Inc, 2006 

         

         
            Understanding the value of patents 

            

               Introduction 

               Patents are rights granted to inventors by governments. Owners of patents, or their assignees, are awarded a period of exclusivity in exchange for giving whoever wants to look a glimpse of how their invention works. 



               While frustrating to some, these restrictions stimulate innovation. Without patents, competitors would simply copy innovations made by others, thus destroying the advantage of doing R&D. This is called the ‘free-rider’ problem. Free-riders reduce the level of R&D, a socially unacceptable and potentially dangerous outcome. Patent protection gives companies the confidence to spend R&D dollars on innovations which could otherwise be easily copied. 

               Intellectual property (IP) investors include a diverse range of stakeholders: senior management, money managers, investment bankers, universities and individuals. IP rights, business performance and market value are inextricably bound. Smart companies innovate. Really smart companies innovate, protect and leverage IP assets for performance, profit and shareholder value. 

               

                  1. Not all patents are assets.  

                  A patent is merely a right to defend an invention, even if it has no value. Many companies are using techniques for increasing R&D efficiency and patenting strategy, and aligning them with business objectives. While it is good to have many patents (IBM secured more than 2,800 U.S. patents in 2000), it is far better to have the right patents. Seven of the top ten recipients of U.S. patents are companies based outside of the U.S. 



               

               

                  2. It is relatively easy to secure a patent - but difficult to predict its future value. 

                  Most patent agents can get a patent to issue on almost any invention. Even a ‘hairy fuzz ball’ is patentable if the claims are adjusted to comply with patent office requirements that the invention covered be non-obvious and novel. 



                  However, this does not mean the patent is or will be worth anything, or that it will survive costly legal challenges. Good legal advisors can determine the likely strength of a patent, even if it is difficult to predict its future value. 

               

               

                  3. One patent strategy does not fit every business. 

                  Approaches to attaining strong patent position tend to differ by industry. Pharmaceutical companies, for example, spend a lot of money securing relatively few expensive patents. Pharma company patents tend to be associated with product ‘home runs’ (ViagraTM, ProzacTM, ClaritinTM, etc). 



                  Conversely, groups of overlapping patents that cover a product or products and establish patent ‘fences’ are common in the semiconductor industry. 

               

               

                  4. Licensing royalties help some companies to compete. 

                  Companies can generate high-margin income by licensing their technology or inventions to non-competitors and, in some instances, even competitors. 



                  Income from technology licenses can be extremely rewarding. Qualcomm, for example, which has decided to manufacture less and license more, may be a model for technology companies that want to cash in quickly on key technologies (like CDMA wireless) which may have a short shelf life. 

               

               

                  5. Under or mis-exploited patents can reduce profit and depress shareholder value. 

                  Because patents and the innovation they protect are abstract, most companies are only partially aware of the potential of their patent portfolio and how to best exploit it. Many firms separate R&D, legal and the line engineering to such a degree that valuable patents ‘get lost in the shuffle.’ 



               

               

                  6. Communicating patent performance to the right audiences can enhance value. 

                  Companies that are candid about their IP strengths and articulate about their performance may be able to positively impact profitability and shareholder value. Companies with a strategic patent position (a carefully constructed ‘portfolio’ that focuses on business objectives) are often worth more than those with ad hoc inventions. 



               

               

                  7. People who should know something about patents often do not. 

                  Until recently, showing a patent to an investment banker might result in a new company. Today, bankers know to ask about specific ‘claims’ made in the patent and how they match up against competitors’. Be wary of VCs, stock analysts and other financial types involved in technology who minimize the importance of IP or who lack basic knowledge of patents.  



               

               

                  8. Never invest in a company on the basis of a single patent. 

                  Too many factors influence successful inventions, including management, competitive position, financing, the ability to commercialize inventions in a timely manner, as well as challenges to the validity of patent rights. In few industries can a single patent transform a company. It is more likely that a group of patents in a related art will make a greater if less dramatic impact. 



               

               

                  9. Successfully enforcing patent rights sends a message. 

                  Companies that enforce their patents by securing licenses from potential infringers and, when necessary, bringing and winning law suits, can win big. Enforcing rights in innovation sends a message. Patent litigation, while expensive, not only helps to generate income, it creates shareholder value. 



               

               

                  10. Accidents can be rewarding. 

                  Smart companies know how to apply technologies to business needs - others if not their own. Many successful patented products initially ‘failed’ as an intended application. The technology underlying IBM’s excimer laser was originally intended as a stylus for reading optical media. SeldaneTM, one of the most successful prescription drugs ever, started life as a blood pressure medication. 



               

               

                  11. Business inventors come in different shapes and sizes. 

                  Not all inventors are scientists or technologists, or all innovation incubators dominated by engineers. Successful inventors include teachers, builders, musicians and Wall Street bankers. The future of innovation is about business strategy and inventing teams. Lawyers with business experience and executives with legal knowledge make for formidable alliances. 



               

               

                  12. Some patents have a second life. 

                  Most patents issued are worth little, if anything. However, in the right hands value can be distilled from the slagheap of unused, unwanted or otherwise discarded patents. A combination of market knowledge, good timing, legal skill and motivation can imbue some patents with new or additional value. 



               

            

         

      

   
      
         William Bernstein 

         William Bernstein is a principal in Efficient Frontier Advisors, a Connecticut investment management firm. He also operates a nonprofit online journal of asset allocation and portfolio theory - www.efficientfrontier.com. 

         Bernstein has developed basic portfolio management principles for individual investors, contributed online pieces for Money and Morningstar.com, and is frequently quoted in The Wall Street Journal and other publications. 

         

            Books 

            
               The Four Pillars of Investment Success, McGraw-Hill, 2002 



            
               The Intelligent Asset Allocator, McGraw-Hill, 2000 

            
               The Birth of Plenty: How the Prosperity of the Modern World Was Created, McGraw-Hill Education, 2004 

         

         
            Intelligent asset allocation 

            

               1. The portfolio’s the thing. 

               Get used to the fact that, at any one time, a few parts of your portfolio will be doing terribly. Over a long enough time period, each and every component will have had a bad year or two. This is normal asset-class behavior and cannot be avoided. Focus on the performance of the portfolio as a whole, not the individual parts. 



            

            

               2. In asset allocation, job one is to pick an appropriate stock/bond mix. 

               This is determined primarily by your risk tolerance. Do not bite off more risk than you can chew - a classic beginner’s mistake. Calmly and coolly planning for a market downturn is quite different from actually living through one, in the same way that crashing a flight simulator is different from crashing a real airplane. Time horizon is also important. Do not invest any money in stocks that you will need in less than five years, and do not invest more than half unless you will not need the money for at least a decade. 



            

            

               3. Allocate your stocks widely among many different asset classes. 

               Your biggest exposure should be to the broad domestic stock market. Use small stocks, foreign stocks, and real estate investment trusts (REITs) in smaller amounts. 



            

            

               4. It makes a difference where you put things. 

               Some asset classes, such as large foreign and domestic stocks, and domestic small stocks, are available in tax-efficient vehicles; put these in your taxable accounts. Other asset classes, particularly value stocks, REITs, and junk bonds, are highly tax-inefficient. Put these only in your tax-sheltered retirement accounts. 



            

            

               5. Don’t rebalance too often. 

               The benefit of rebalancing back to your policy allocation is that it forces you to sell high and buy low. Asset classes tend to trend up or down for up to a few years. Give this process a chance to work; you should not rebalance more often than once per year. 



               These rules apply to tax-sheltered accounts. In taxable accounts, rebalance only with outflows, inflows, and mandatory distributions; here, the rebalancing benefit is usually outweighed by the tax consequences. 

            

            

               6. The recent past is out to get you. 

               Human beings tend to be most impressed with what has happened in the past several years and wrongly assume that it will continue forever. It never does. The fact that large growth stocks performed extremely well in the late 1990s does not make it more likely that this will continue; in fact, it makes it slightly less likely. The performance of different kinds of stocks and bonds is best evaluated over the long haul. 



            

            

               7. If you want to be entertained, take up sky diving. 

               Investors like to have fashionable portfolios, invested in the era’s most exciting technologies. Resist the temptation. There is an inverse correlation between an investment’s entertainment value and its expected return; IPOs, on average, have low returns, and boring stocks tend to reward the most. 



            

            

               8. An asset allocation that maximizes your chances of getting rich also maximizes your chances of becoming poor. 

               Your best chance of making yourself fabulously wealthy through investing is to buy a few small stocks with good growth possibilities; you just might find the next Microsoft. Of course, it is far more likely that you will lose most of your money this way. On the other hand, although you cannot achieve extremely high returns with a diversified portfolio, it is the best way to avoid a retirement diet of cat food. 



            

            

               9. There is nothing new in investing. 

               A knowledge of financial history is the most potent weapon in the investor’s armamentarium. Since the dawn of stockbroking in the seventeenth century, every generation has experienced its own tech bust. The recent dot-com catastrophe was just one more act in finance’s longest running comedy. Be able to say to yourself, “I’ve seen this movie before, and I think I know how it ends.” The only thing that’s new is the history you haven’t read. 



            

            

               10. A portfolio of 15 to 30 stocks does not provide adequate diversification. 

               The myth that it does results from a misinterpretation of modern financial theory. While it is true that a 30-stock portfolio has no more short-term volatility than the market, there is more to risk than day-to-day fluctuations. The real risk is not that short-term volatility will be too high, but that long-term return will be too low. The only way of minimizing this risk is to own thousands of stocks in many nations. Or a few index funds. 



               ‘Investment bankers are not driven by philanthropy or even by an intellectual motivation to understand the world of finance. They are out to make money and will sell the public anything within the bounds of the law.’ 

               Edward Chancellor 

            

         

      

   
      
         James B. Bittman 

         James Bittman is Senior Instructor at The Options Institute, the educational arm of the CBOE, where he teaches courses for public investors, brokers and institutional money managers. He is the author of three books on option strategies, and has presented custom classes all over the world. 

         

            Books 

            
               Options For The Stock Investor, Probus, 1996 



            
               Trading Index Options, McGraw-Hill, 1998 

            
               Trading and Hedging with Agricultural Futures and Options, McGraw-Hill, 2001 

         

         
            Trading options 

            

               1. Know the difference between using options to speculate and using options to invest. 

               Speculators are pure traders, short-term market timers with little interest in the underlying stock, and they often use a high degree of leverage. Investors, however, use options to buy, sell, protect, or increase income from stock positions, and investors do not use leverage. 



            

            

               2. Have a plan. 

               Will a purchased option be exercised or sold if it is in the money at expiration? Covered writers must know whether or not they are willing to sell the underlying stock; if not, at what price will the call be repurchased or rolled to another option? Put writers must know whether or not they are willing to buy the underlying stock; if not, at what price will a short put be repurchased, even if at a loss? 



            

            

               3. You need a three-part forecast. 

               In option trading you need a forecast for a specific price change in the underlying, for a specific time period and for a specific change in implied volatility. Developing a forecasting technique is a challenge for all traders, but options trading is unique because of the multi-part forecast required. 



            

            

               4. Be disciplined in taking profits and losses. 

               Have a profit target and close or reduce the size of your position if it is reached. Have a stop-loss point and close or reduce your position at that price. Have a time limit and close or reduce your position if neither the profit target nor the stop-loss point are reached by the end of the time period. 



            

            

               5. Understand and pay attention to implied volatility. 

               Implied volatility is the volatility percentage that justifies the market price of an option. Volatility in options corresponds to the risk factor in insurance, and implied volatility reflects the market’s perception of the risk, or potential price range, of the underlying stock. 



            

            

               6. Implied volatility has no absolutes. 

               Option users must develop a subjective feel for what are ‘high’ and ‘low’ levels of implied volatility. 



            

            

               7. ‘Buying under-valued options’ and ‘selling over-valued options’ are not sufficient strategies. 

               You must focus on your three-part forecast as much as or more than the ‘value’ of an option. 



            

            

               8. ‘Selling options’ is not a better strategy than ‘buying options’. 

               It is a myth that 80-90% of options expire worthless. Approximately one third, or 33%, of options expire worthless while 10-15% are exercised, and the rest are closed prior to expiration. 



            

            

               9. Trading means buying and selling. 

               Trading does not mean buying and holding! The goal of trading is to make a net profit after a series of trades. It is, therefore, essential to accept some losses and to look forward without chastising oneself for making mistakes. 



            

            

               10. Trading options is a learning process. 

               As a beginner, you should enter trades that have only small potential profits or losses, because this will ensure that objectivity can be maintained. Trades must be initiated and closed so that a ‘trading rhythm’ is developed. You need to develop a market forecasting technique and you should be able to explain your trade selection process in a few sentences. Almost anyone can learn to trade if they spend a few hours every week developing their technique. 



            

         

      

   
      
         John C. Bogle 

         John C. Bogle is Founder of The Vanguard Group, Inc., and President of the Bogle Financial Markets Research Center. 

         The Vanguard Group is one of America’s two largest mutual fund organizations, and comprises more than 100 mutual funds with current assets totaling more than $500 billion. Vanguard 500 Index Fund, now the largest mutual fund in the world, was founded by Mr. Bogle in 1975. It was the first index mutual fund.  

         For his ‘exemplary achievement, excellence of practice, and true leadership’, Mr. Bogle holds the AIMR Award for Professional Excellence, and is also a member of the Hall of Fame of the Fixed Income Analysts Society, Inc. 

         In 1999, he was named by Fortune magazine as one of the investment industry’s four ‘Giants of the 20th Century.’ 

         

            Books 

            
               Bogle on Mutual Funds, Irwin, 1993 



            
               Common Sense Mutual Funds, John Wiley, 1999 

            
               John Bogle on Investing: The First 50 Years, McGraw-Hill, 2000 

         

         
            Common sense investing 

            

               1. There’s no escaping risk. 

               Once you decide to put your money to work to build long-term wealth, you have to decide, not whether to take risk, but what kind of risk you wish to take. ‘Do what you will, capital is at hazard,’ just as the Prudent Man Rule assures us. 



               Yes, money in a savings account is dollar-safe, but those safe dollars are apt to be substantially eroded by inflation, a risk that almost guarantees you will fail to reach your capital accumulation goals. 

               And yes, money in the stock market is very risky over the short-term, but, if well-diversified, should provide remarkable growth with a high degree of consistency over the long term. 

            

            

               2. Buy right and hold tight. 

               The most critical decision you face is getting the proper allocation of assets in your investment portfolio - stocks for growth of capital and growth of income, bonds for conservation of capital and current income. Once you get your balance right, then just hold tight, no matter how high a greedy stock market flies, nor how low a frightened market plunges. Change the allocation only as your investment profile changes. Begin by considering a 50/50 stock/bond balance, then raise the stock allocation if: 



               1. You have many years remaining to accumulate wealth. 

               2. The amount of capital you have at stake is modest (i.e. your first investment in a corporate savings plan). 

               3. You have little need for current income. 

               4. You have the courage to ride out the booms and busts with reasonable equanimity. 

               As these factors are reversed, reduce the 50 per cent stock allocation accordingly. 

            

            

               3. Time is your friend, impulse your enemy. 

               Think long term, and don’t allow transitory changes in stock prices to alter your investment program. There is a lot of noise in the daily volatility of the stock market, which too often is ‘a tale told by an idiot, full of sound and fury, signifying nothing’. 



               Stocks may remain overvalued, or undervalued, for years. Realize that one of the greatest sins of investing is to be captured by the siren song of the market, luring you into buying stocks when they are soaring and selling when they are plunging. Impulse is your enemy. Why? Because market timing is impossible. Even if you turn out to be right when you sold stocks just before a decline (a rare occurrence!), where on earth would you ever get the insight that tells you the right time to get back in? One correct decision is tough enough. Two correct decisions are nigh on impossible. 

               Time is your friend. If, over the next 25 years, stocks produce a 10% return and a savings account produces a 5% return, $10,000 would grow to $108,000 in stocks vs. $34,000 in savings. (After 3% inflation, $54,000 vs. $16,000). Give yourself all the time you can. 

            

            

               4. Realistic expectations: the bagel and the doughnut. 

               These two different kinds of baked goods symbolize the two distinctively different elements of stock market returns. It is hardly farfetched to consider that investment return - dividend yields and earnings growth - is the bagel of the stock market, for the investment return on stocks reflects their underlying character: nutritious, crusty and hard-boiled. 



               By the same token, speculative return - wrought by any change in the price that investors are willing to pay for each dollar of earnings - is the spongy doughnut of the market, reflecting changing public opinion about stock valuations, from the soft sweetness of optimism to the acid sourness of pessimism. 

               The substantive bagel-like economics of investing are almost inevitably productive, but the flaky, doughnut-like emotions of investors are anything but steady - sometimes productive, sometimes counterproductive. 

               In the long run, it is investment return that rules the day. In the past 40 years, the speculative return on stocks has been zero, with the annual investment return of 11.2% precisely equal to the stock market’s total return of 11.2% per year. But in the first 20 of those years, investors were sour on the economy’s prospects, and a tumbling price-earnings ratio provided a speculative return of minus 4.6% per year, reducing the nutritious annual investment return of 12.1% to a market return of just 7.5%. From 1981 to 2001, however, the outlook sweetened, and a soaring P/E ratio produced a sugary 5% speculative boost to the investment return of 10.3%. 

               
                  Result: The market return leaped to 15.3% - double the return of the prior two decades. 

               
                  The lesson: Enjoy the bagel’s healthy nutrients, and don’t count on the doughnut’s sweetness to enhance them. 

               
                  Conclusion: Realistic expectations for the coming decade suggest returns well below those we have enjoyed over the past two decades. 

            

            

               5. Why look for the needle in the haystack? Buy the haystack! 

               Experience confirms that buying the right stocks, betting on the right investment style, and picking the right money manager - in each case, in advance - is like looking for a needle in a haystack. 



               When we do so, we rely largely on past performance, ignoring the fact that what worked yesterday seldom works tomorrow. Investing in equities entails four risks: stock risk, style risk, manager risk, and market risk. The first three of these risks can easily be eliminated, simply by owning the entire stock market - owning the haystack, as it were - and holding it forever. 

               Yes, stock market risk remains, and it is quite large enough, thank you. So why pile those other three risks on top of it? If you’re not certain you’re right (and who can be?), diversify.  

               Owning the entire stock market is the ultimate diversifier. If you can’t find the needle, buy the haystack. 

            

            

               6. Minimize the croupier’s take. 

               The resemblance of the stock market to the casino is not far-fetched. Yes, the stock market is a positive-sum game and the gambling casino is a zero-sum game . . . but only before the costs of playing each game are deducted. After the heavy costs of financial intermediaries (commissions, management fees, taxes, etc.) are deducted, beating the stock market is inevitably a loser’s game. Just as, after the croupiers’ wide rake descends, beating the casino is inevitably a loser’s game. All investors as a group must earn the market’s return before costs, and lose to the market after costs, and by the exact amount of those costs. 



               Your greatest chance of earning the market’s return, therefore, is to reduce the croupiers’ take to the bare-bones minimum. When you read about stock market returns, realize that the financial markets are not for sale, except at a high price. The difference is crucial. If the market’s return is 10% before costs, and intermediation costs are approximately 2%, then investors earn 8%. Compounded over 50 years, 8% takes $10,000 to $469,000. But at 10%, the final value leaps to $1,170,000—nearly three times as much . . . just by eliminating the croupier’s take. 

            

            

               7. Beware of fighting the last war. 

               Too many investors - individuals and institutions alike - are constantly making investment decisions based on the lessons of the recent, or even the extended, past. They seek technology stocks after they have emerged victorious from the last war; they worry about inflation after it becomes the accepted bogeyman, they buy bonds after the stock market has plunged. 



               You should not ignore the past, but neither should you assume that a particular cyclical trend will last forever. None does. Just because some investors insist on ‘fighting the last war,’ you don’t need to do so yourself. It doesn’t work for very long. 

            

            

               8. Sir Isaac Newton’s revenge on Wall Street - reversion to the mean. 

               Through all history, investments have been subject to a sort of Law of Gravity: What goes up must go down, and, oddly enough, what goes down must go up. Not always of course (companies that die rarely live again), and not necessarily in the absolute sense, but relative to the overall market norm. 



               For example, stock market returns that substantially exceed the investment returns generated by earnings and dividends during one period tend to revert and fall well short of that norm during the next period. Like a pendulum, stock prices swing far above their underlying values, only to swing back to fair value and then far below it. 

               Another example: From the start of 1997 through March 2000, NASDAQ stocks (+230%) soared past NYSE-listed stocks (+20%), only to come to a screeching halt. During the subsequent year, NASDAQ stocks lost 67% of their value, while NYSE stocks lost just 7%, reverting to the original market value relationship (about one to five) between the so-called ‘New Economy’ and the ‘Old Economy.’ 

               Reversion to the mean is found everywhere in the financial jungle, for the mean is a powerful magnet that, in the long run, finally draws everything back to it. 

            

            

               9. The hedgehog bests the fox. 

               The Greek philosopher Archilochus tells us, ‘the fox knows many things, but the hedgehog knows one great thing.’ The fox - artful, sly, and astute - represents the financial institution that knows many things about complex markets and sophisticated marketing. The hedgehog - whose sharp spines give it almost impregnable armor when it curls into a ball - is the financial institution that knows only one great thing: long-term investment success is based on simplicity. 



               The wily foxes of the financial world justify their existence by propagating the notion that an investor can survive only with the benefit of their artful knowledge and expertise. Such assistance, alas, does not come cheap, and the costs it entails tend to consume more value-added performance than even the most cunning of foxes can provide. Result: The annual returns earned for investors by financial intermediaries such as mutual funds have averaged less than 80% of the stock market’s annual return. 

               The hedgehog, on the other hand, knows that the truly great investment strategy succeeds, not because of its complexity or cleverness, but because of its simplicity and low cost. The hedgehog diversifies broadly, buys and holds, and keeps expenses to the bare-bones minimum. The ultimate hedgehog: The all-market index fund, operated at minimal cost and with minimal portfolio turnover, virtually guarantees nearly 100% of the market’s return

               
            

            

               10. Stay the course: the secret of investing is that there is no secret.  
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