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Preface

The Anxious Investor

Satan was rising from the earth. With pitchfork in hand, he was coming to claim more souls and one soul in particular was almost in his grasp. Above him an empty coffin dangled from the ceiling by a rope and the deadweight pulled the rope taut. On the side of the coffin was stenciled the name of its soon-to-be and intended occupant, Satan’s quarry, Adolf Hitler. This hokey battle for Hitler’s immortal soul wasn’t being waged in Berlin or Bavaria but on the first floor of a department store in Iowa.

The Younkers Brothers department store was several times bigger than the next largest in the state. It occupied an entire block in downtown Des Moines where it sold men’s, women’s, and children’s clothing, as well as furniture, furnishings, and personal items. It was suitably progressive for the capital’s flagship department store; Younkers had installed air conditioning in 1934 and the state’s first escalator—what locals called the “electric stairs”—in 1939, the same year Hitler started the war in Europe.

Everything changed at Younkers when the United States entered that war two years later. Rationing and shortages meant fewer items on its shelves. Nonetheless, the store urged Iowans to do their wartime duty and reminded them that they could fulfill that duty every time they visited. They were invited to the store’s Liberty Hall to see a map, billed as the largest in Iowa, which charted the course of the war on all its fronts. They could listen to educational speeches and buy something for servicemen stationed abroad; Younkers helpfully offered a list of “Suggested Gifts for Soldiers” which included wristwatches, fountain pens, stationery, and smoking accessories. And shoppers could buy war bonds there too.

World War II cost the United States $296 billion—about $4 trillion in today’s dollars—and more than half of that total came from investments that ordinary Americans made during seven war bond drives staged between 1941 and 1945. Younkers, as one of the central businesses in Iowa’s largest city, became a hub for war bond sales. Employees sold bonds alongside those wristwatches and fountain pens, and 97 percent of all Younkers employees invested in bonds themselves through payroll deduction plans. Younkers sold at least $500,000 worth during each of the drives when the sales to customers and employees were combined. One of the store’s cobblers, a Greek immigrant with a brother in the US Navy, sold $209,675 worth single-handedly.

Every American business selling war bonds got marketing help from the US government. Walnut Street outside the Younkers front door was filled with a display of captured German weapons during one drive. Shoppers who bought bonds could take a ride on one of two US Army tanks parked outside the store during the next. Signs nearby urged buyers to “label a bomb to your favorite enemy”—Germany or Japan, your choice—and a bond-buying mother could send the bomb her money helped build to Yamamoto, with delivery to be made by air. And during the third war bond drive, which urged Americans to “Back the Attack,” as each sale got Younkers closer to its goal, window dressing riggers lowered Hitler’s coffin a bit closer to that grasping papier-mâché Satan who stood next to a sign imploring shoppers to “Help Us Bury Hitler.” Only in a global war, with passions and emotions unleashed, could Satan be made an ally by those working to sell an investment product.

The Younkers department store, and the US Treasury, had stumbled upon a fundamental truth of investing. They sold war bonds by appealing to investors’ emotions rather than pitching them as worthwhile financial investments. Why? Because despite all of our modernity, learning, and market-focused technology, passions and emotions remain the most important aspect of investing. Learning about, understanding, and accounting for your own behavioral quirks can do more to improve your long-term investing results than even a roaring bull market can. Investors can also do more to sabotage their own results than all the bear markets and crashes in history.

Many economists have spent the last several decades telling us that humans are completely rational about their money 100 percent the time. That is crazy. For more than three hundred years, investors have had identifiable spells during which they were not fully—and sometimes not even remotely—rational. Investment bubbles and crashes are the most obvious examples, but everyone can think of a time when he or she wasn’t rational about money—just like some of those Iowans at the Younkers department store.

It’s when our emotions are raw and close to the surface, even if we’re not engaged in a world war, that behavioral quirks and idiosyncrasies are most likely to disrupt our allegedly rational financial plans. In The Anxious Investor, we’ll discuss the dumb things investors do because of the behavioral biases we’re all subject to. You’ll learn why we’re most likely to give in to these biases when feeling the stress of a bear market (a broad-based decline in stock prices of at least 20 percent). This means our biases do the most damage when things are already bad and we can least afford it. I’ll examine these biases, putting them in the context of three stock market bubbles and crashes, so that you can understand how they might seem reasonable at the time. Then together, we’ll study each bias without the context of history to fully understand them and learn how to avoid past investors’ mistakes, because, unfortunately, none of the behavioral biases that humans display when investing—not a single one—generates better returns or minimizes risk.

This book is organized around those mistakes: fifteen of them, which the summary-oriented reader will also find in checklist form in the book’s final section. But first, we’re going to examine them by looking at the heat-of-the-moment experiences of investors during three especially destructive—and especially illuminating—episodes from financial history.

Chapter 1, “Fear,” dissects the first financial bubble and resulting crash, and two of the most insidious behavioral biases. The first is the disposition effect which is the tendency investors display when they sell their profitable investments and keep their unprofitable ones. Investors try to wrap this disposition effect in the flag of disciplined patience and lack of greed. All it does is hurt your investment returns. You’ll also learn about loss aversion. Though it is logical to want to avoid losses, some investors take it too far and refuse to make advantageous speculations that have the odds on their side because the pain of losing is so much greater than the pleasure of profit. You’ll also discover how gender impacts investing decisions and how the social aspect of investing, certainly today but also three hundred years ago, hinders success.

In the second chapter, “Irrationality,” you’ll learn by looking through the lens of the greatest stock price bubble of the last hundred years: the one in internet stocks that peaked in March 2000. It seemed the internet was going to change our lives, and it did. But some thought it would change theirs in a special way as whatever it was that made these companies and their fascinating founders so special rubbed off on them. It didn’t work and we’ll learn how fascination eventually gave way to disgust as prices collapsed. I’ll show you how completely irrelevant numbers become mental anchors when we’re trying to arrive at a reasonable estimation of a stock’s value. We’ll learn how the technology that was introduced during this decade made investing harder rather than easier, and how the flood of information brought some stocks to our attention just because they’d had an unusual move or traded an unusually high number of shares. Both might be newsworthy, but when investors consider only those investment ideas that are easy to recall, that are available to memory, then the resulting portfolio has the most newsworthy stocks rather than the best stocks.

Chapter 3, “Complexity,” examines the Great Recession of 2008–09 which reminds us that it’s impossible to see into the future even if it seems so obvious later. This hindsight bias, the belief that we saw it coming only because it is so vivid in retrospect, leaves investors overconfident that they’ll see the next disaster before it unfolds. They can’t. You’ll also learn that although our world is becoming more complex, complexity for its own sake is merely confusing, leading many investors to look to others for a clue as to what to do. The resulting herding drives prices too high when times are good and too low when markets are under pressure. We’ll learn about the related phenomenon of overreaction when investors are confronted by unexpected and dramatic events. We’ll also learn that the attention we’re able to pay to news and our finances is a scarce resource and that sometimes the well runs dry just when the ability to concentrate on our investments can generate the best outcomes.

Emotions cause humans to act strangely when money is concerned. When stress increases, as when the value of one’s investments is being devastated by a stock market crash or a bear market, is when our disciplined efforts are most likely to give way to behavioral quirks we probably don’t recognize in the moment. Our goal is to become a better investor by focusing on those times when it is difficult to be even a mediocre investor—when we’re losing our heads during a bubble and during the nearly inevitable bear market that follows.

During times like this, our behavioral quirks are arrayed against us at the very moment we need to be at our best because that’s when we can make a real, long-term difference. That’s when better long-term returns—not good, perhaps, but better than our peers’—really matter. Understanding our behavioral foibles in these moments will help. It isn’t that difficult to be a decent investor, the market will do much of the work for you. A single dollar invested in the Dow Jones Industrial Average (DJIA) on May 26, 1896, the day it was introduced, would have grown to $887.60 at the end of 2021. We can enjoy wonderful returns if we stay out of the way, even when the market seems to be at its worst.

These moments when the market is at its worst are inevitable. As of the beginning of 2022, the US stock market had experienced twelve bear markets since the end of World War II. Some were crushing—like the Great Recession that followed the collapse in our housing market in 2008 and saw the stock market decline by more than half. Some last for years, like the one that followed the bursting of the internet bubble in 2000. Fortunately, some have been shorter in duration and inflicted less pain on investors. No matter how devastating the results, we can safely say that bear markets are frequent; we experience one about every six years.

We’ve started to recognize the biases and marvel that we fall for them, but this is the first time they’ve been examined in the context of the worst sort of stock market. Up until now, they’ve been the subject of academic study in sterile classrooms without money and retirements at stake. We’re going to look at them in their real settings: bear markets and crashes. Many books have been written about how to invest by examining the fundamentals of a company, or dissecting its balance sheet, or comparing its price-to-earnings (P/E) ratio with those of its competitors. Other books have been written about how to decipher the hidden meaning in a stock chart that has whimsical squiggles some call a “head and shoulders” or a “cup and saucer.” But few have been written about why it is so difficult to execute our investment plan and so easy to get derailed just because the going gets tough. That’s what we will examine. There are few places were these biases are laid bare like the old trading pits of Chicago’s exchanges so in my decades as a trader on those floors I’ve witnessed, and personally experienced, every one of these biases. And in the coming pages, you’ll get to benefit from that experience.

This analysis may be unpleasant at times because most readers will see themselves in the mistakes we discuss, but that is all the more reason to discuss them. Consider the money lost previously to be your tuition and the insight imparted by this book to be your diploma.




Chapter 1

Fear

He was an old man now. He had never been tall—he was so small and underweight at birth that he was not expected to live out the day—and at seventy-eight, he was stooped with age. His unusually small head did not add to his stature, but the silver-gray hair that fell to his shoulders concealed a formidable intellect.

His first name was almost certainly Isaac, although some say it may have been Lawrence, and a few say without much evidence that his last name was James. We know he lived in London in considerable prosperity, having accumulated a sizeable fortune for himself after turning from academia to finance twenty-five years before our story begins in 1720, a transition many have made since. In 1696 he had been named Warden of the Royal Mint, where one responsibility was investigating and prosecuting counterfeiters—at least two dozen were executed for the crime during his tenure. In 1699 he was promoted to Master of the Royal Mint and was paid £2,000 annually in salary and commission, equivalent to about $2 million today and about twenty times more than he had earned while teaching at university. He had no children—he never married—but maintained a comfortable household supervised by his half-niece.

After more than two decades as Master of the Mint, Isaac in 1720 had a net worth of about £30,000. Like many wealthy men his age, he invested conservatively. Most of his holdings were government bonds and shares of the few large, stable joint stock companies that were offered to the public. These included the Bank of England, which was founded as a private concern in 1694 to act as banker for the British government, and the South Sea Company.

Despite its fanciful name, the South Sea Company conducted a humdrum but immense and necessary business. In 1711, the British government had been groaning under approximately £10 million of debt (the precise amount was unknown) owed to creditors and contractors (the precise number was unknowable) who had supplied the British military during the War of Spanish Succession. The conflict had commenced when King Charles II of Spain died in 1700 without an heir. France and Great Britain maneuvered to fold Spain into their respective empires, battling for more than a decade at sites sprinkled across Western Europe. It was an enormously costly war.

The British government’s financing of its various wars had always been haphazard because it lacked a unified budget and central treasury despite the scale of disbursements foreign war required. Each department would borrow and spend as it saw fit and the exigencies of a foreign war fought on multiple fronts which were separated by hundreds of miles, resulted in military quartermasters buying whatever materiel was needed to support the army in the field—on credit—at whatever prices were demanded and whenever it could be found. When the war limped to a close, four hundred thousand had been killed and Great Britain had spent £30 million, one-third of which was still owed to creditors a decade later.

The South Sea Company was formed as a private company in 1711 to help the government deal with the growing problem. The plan was for holders of government debt to swap their debt for shares in the company which would receive payment of interest from the government and pass it along to shareholders after keeping a small portion for itself. Each full share of stock would represent £100 in converted debt, and the shareholder would collect £6 in interest each year. Fractional shares were given to those who converted smaller amounts of debt. The share price would fluctuate around £100 as interest rates changed and as the £6 annual interest payment became relatively more or less valuable, but during the years immediately after conversion, the price of one South Sea share never strayed very far from £100.

The conversion of illiquid individual IOUs into readily tradeable shares was immensely attractive to investors despite the small percentage the company kept. The deal also promised to be a boon for the British government which would now deal with a single large creditor, the South Sea Company, rather than thousands of tiny ones. The government expected the arrangement would be so advantageous that it was anxious to get as many debt holders to go along as possible so it agreed to sweeten the deal; the company would be granted a monopoly on the potentially lucrative trade with South America—hence the name South Sea Company—and any profits from that trade would augment the interest payments made to shareholders.

Daniel Defoe, a well-known English journalist who published on a variety of topics including money and finance (despite having gone bankrupt in 1692 and spending at least two stints in debtors’ prison), was typical of the many who were enthusiastic about the prospects for the company in light of the monopoly on trade with South America. In 1711 he wrote that the South Sea trade would “open such a Vein of Riches, will return such Wealth, as, in a few years, will make us more than sufficient Amends for the vast Expenses [sic].” Despite his previous financial misadventures, Defoe’s hope, and the hope of all shareholders, was that eventually ships belonging to the company would deliver British manufactured goods to South American shores and return heaped with gold and silver from Bolivia, Mexico, and Peru, transforming the plodding business of collecting interest from the government and forwarding it to shareholders into a dynamic one focused on its monopoly on trade.

Unfortunately, the company’s overseas trading was never very lucrative. The same treaty that ended the war also limited British trade with South America to a single shipload each year—and even then, the profit had to be shared with the new king of Spain. The only portion of trade with South America that the company could conduct without interference was the asiento, the right to import slaves from Africa. In addition to being grotesque, even that was never very profitable. Defoe would ultimately make out better in the South Sea. In 1719, he used the northeast coast of South America as a setting for his acclaimed novel Robinson Crusoe.

Its promise of great riches thwarted, the South Sea Company lumbered along, spending nearly a decade focused pleasantly on the business of collecting interest payments from the Crown and forwarding them to shareholders. It was profitable, if quiet, and since the British government had plenty of debt and little discipline in paying it back or avoiding the wars that spawned more of it, there was always additional raw material for the company to convert into shares.

More of that raw material was ripe for conversion in 1719. Even before the War of Spanish Succession, the Nine Years War with France, which had commenced in 1688, predictably drained the Exchequer and left it in debt. In 1694, Thomas Neale, the royal retainer responsible for organizing and supervising gambling in the court of King William III, hit on the idea of a “lottery loan” to cover the shortfall. Tickets cost £10 and winning numbers were drawn by chance. Every ticket holder got at least a £1 annuity for sixteen years and the luckier players would receive an additional annuity totaling between £10 and £1,000—an immense windfall in a time when a common laborer might earn £20 a year. That initial lottery raised £1 million through ticket sales, so Britain naturally did it again, and again. Between 1703 and 1715, another £10 million had been borrowed through lottery loans with similar terms.

Of course, Neale had not invented the lottery as a means of raising revenue. The Old Testament describes distributing land according to a random drawing and municipal governments in the coastal region of northwestern Europe, including modern-day Belgium, Luxembourg, and the Netherlands, had instituted lotteries to finance civic investment more than two centuries earlier. But Neale, who through his gambling post may have understood some of the general public’s more degenerate impulses, would take it further than anyone had before.

It is likely easy to remember a moment when you were not completely rational about money. Nonetheless, the theoretical construct that economists latched onto in the 1950s, and which many still embrace stridently today, assumes that we remain rational. This concept conveniently does away with much of the computational messiness of economics, as qualitative issues such as idiosyncratic consumer preferences and John Maynard Keynes’s “animal spirits” gave way to a purely quantitative, inhuman approach.

Prior to the 1950s, human emotion and frailty had been part of the canon of economics for hundreds of years. In the eighteenth century, Adam Smith, the Scottish economist sometimes called the father of modern economics, wrote not of capitalism but of “commercial society” which contained a healthy portion of human altruism. One hundred and sixty years later Keynes was the first to apply the old concept of animal spirits to economics. Acknowledging that financial speculation itself results in “instability,” he went on to posit that there is also “instability due to the characteristic of human nature that a large proportion of our positive activities depend on spontaneous optimism rather than mathematical expectations, whether moral or hedonistic or economic. Most, probably, of our decisions to do something positive, the full consequences of which will be drawn out over many days to come, can only be taken as the result of animal spirits.” Keynes defined animal spirits as “a spontaneous urge to action rather than inaction, and not as the outcome of a weighted average of quantitative benefits multiplied by quantitative probabilities.”

Thomas Neale, the royal pit boss, understood this well. He created the lottery loan because it relied on sensation seeking, emotions, hope, and animal spirits—the urge to do something rather than nothing—to separate investors from their money.

When our minds are focused on some new, intense sensation, such as a bet or speculation that has the potential for profit, our brain releases a swirl of chemicals bringing about a blissful feeling. One of these chemicals is adrenaline which increases the heart rate which in turn increases the amount of oxygen reaching the brain. This enhances energy levels and mental focus. Another chemical released as a result of new sensations is dopamine, sometimes called the “feel-good” neurotransmitter, which contributes to a general feeling of happiness and pleasure. Others include the endorphins which ease physical pain and are responsible for the feeling of euphoria some feel after exercising.

We naturally want more of this feeling. Some of the activities that produce it, such as roller coasters, exotic travel, and horror movies, are harmless, while others, including illicit drug use, clearly are not harmless. Still others fall somewhere in between. These include drinking alcohol and trading on the stock market.

Economists have been confounded for decades by the volume of stock trading that takes place each day. In theory, the market reflects the equilibrium price for any stock at each moment in time. That equilibrium price should change, and trading should occur, only when something fundamental has changed for the company. This might be the announcement of an uptick in sales or the release of a new product—but those events are infrequent. Even if more frequent changes in interest rates drive some investors to change their opinions regarding the valuation of a stock, it should, in theory, experience trading activity maybe a couple dozen times a year. It would occur around quarterly earnings announcements, other corporate news, Federal Reserve meetings, and the release of macroeconomic data such as the unemployment rate. Instead, investors trade millions of times each day in volumes surpassing billions of shares. This trading cannot be explained by the economists who believe humans are purely rational. But it is logical if it is driven by “a spontaneous urge to action” or animal spirits.

One academic theory for this spontaneous urge is sensation seeking which is the tendency to pursue novel, intense, and varied feelings and experiences that are generally associated with real or imagined physical and financial risks. The quintessential examples beyond roller coasters, scary movies, and drugs are driving too fast and casino gambling. Given that the odds of winning are firmly in the casino’s favor, the only logical rationale for gambling, euphemistically called “entertainment,” is sensation seeking. We generally don’t think of investing as a source of entertainment or thrills. But is it?

A study titled “Sensation-Seeking and Hedge Funds” examined the automobiles purchased by hedge fund managers and discovered many managers were sparked by sensation seeking when buying a car. According to the authors, hedge fund managers who owned high-performance sports cars took on more investment risk than their colleagues but did not generate commensurately higher returns. Even worse, funds managed by owners of high-performance sports cars were more likely to fail. These managers preferred unusual investment strategies such as investing in high-risk stocks that had a low probability of appreciation, appropriately called “lottery-like” stocks, and they traded more often. To be specific, hedge fund managers who drove sports cars took 11 percent more risk than hedge fund managers who drove minivans. These decisions make sense if you’re looking for a thrill but not if you are striving for the best possible investment returns.

A study of driving patterns among individual investors in Finland from 1995 through 2002 demonstrated that those who incurred more speeding tickets were more likely to make stock trades. For each speeding ticket received by a subject of the study, the number of trades they executed increased by nearly 10 percent.

Maybe the best proof of the link between trading and sensation seeking comes from Asia. In January 2002, Taiwan introduced three new “Public Interest” lotteries with scratch-off cards, twice-weekly computerized games, and a bimonthly traditional lottery. They were seen as harmless fun in a country that loves gambling yet still outlaws casinos. Stock market trading in Taiwan declined by 25 percent when these lotteries were launched.

Trading stocks for entertainment naturally makes a game out of it. Investing shouldn’t be an ordeal, but individual investors who do it for the thrill are likely to be less successful. Sensation-seeking traders aren’t crazy; they’re just playing a different game than the deliberate, thoughtful investor who’s trying to fund a child’s education or their own retirement. Sensation-seeking traders are after the thrill, the shot of specific chemicals released by the brain, not the long-term accumulation of wealth.

Investors should ask themselves if they have a tendency to make a gamble of the market and trade for the sensation of it. If they do, they should remember this quote from Keynes: “The game of investing is intolerably boring and over-exacting to anyone who is entirely exempt from the gambling instinct; whilst he who has it must pay to this propensity the appropriate toll.”

Thomas Neale’s lottery loans were cloaked in the legitimacy of investing, but they raised so much money because of the titillation of the gamble. The thrill of a lottery loan, and hopes for one of the larger prizes, resulted in some individuals overextending themselves. But the lotteries at least paid high interest rates to ticket holders—compensation for the fact that the loans were paid out as an illiquid annuity rather than a lump sum.

With the thrill just a distant memory and the money spent by the government long ago, the lingering debt from Neale’s lottery loans was another problem that could be rolled into the South Sea Company.

The 1719 conversion of lottery loans was even more successful than earlier efforts, including the original conversion of debt from the War of Spanish Succession. By converting the annuities into readily tradeable shares, the government was able to lower the interest rate it was obliged to pay. Meanwhile, debt holders received the flexibility of being able to sell their shares and cash out, rather than wait on the annuity payments.

These improvements did not go unnoticed. When stock traders were evicted from London’s Royal Exchange for rowdiness, they started to gather at nearby public coffeehouses such as Jonathan’s and Garraway’s, both on Exchange Alley, a maze of walkways that opened across from the Exchange building and connected Cornhill Street, Lombard Street, and Birchin Lane. The three streets defined a lopsided triangle full of brokerages and banks that offered a ready clientele for the coffeehouse traders, adding a new social aspect to investing. One Londoner observed, “they that live in London, may, every noon and night on working days, go to Garraway’s coffee house, and see what prices the actions bear of most companies trading in joynt-stocks.” Investing, suddenly, was both salient and a social activity. Average investors (at least, those with the not-unreasonable sum of £10 and friends who frequented the coffeehouses), started hearing about the successful conversion of debt to equity in the South Sea Company and about the company’s sparkling prospects.

Investors did not have to venture down to Exchange Alley and its coffeehouses to get the latest market news. They could instead turn to a new phenomenon: an independent press. By 1719, hundreds of newspapers and semi-regular pamphlets were fighting for readership, and those who did not subscribe could hear them read aloud in coffeehouses far from Exchange Alley. Several newspapers focused on financial news and published the latest prices each day with those for South Sea Company the most important.

The ability of investors to always know the value of their now-liquid shares was a new and profound contrast to the time when it had been impossible to know the exact value of their illiquid lottery loan annuities. Similarly, today it is easy to know the precise value of a stock portfolio—all an investor has to do is log into their brokerage account—while, in contrast, it is impossible to know the value of your home beyond some rough estimate. Precision in valuing one’s holdings—and watching that value change from day to day—injected emotion and immediacy into investing in a manner that had never existed before. This precision also made individual investors overconfident regarding their understanding of the market, the profit they could expect, and their individual ability to realize it.

Prior to the creation of the South Sea Company and the ability of investors to convert their debt into shares, investors were never certain of the present value of their holdings but that was unimportant just as the current value of your home is relatively unimportant if you plan on living there another ten years. The illiquidity meant investors were essentially forced to hold their annuities and collect their annual payments. The South Sea Company resolved that uncertainty for the first time; not only was it possible to know what the shares were worth at any given moment, it was now possible to buy or sell at that price. This naturally made people wonder what shares might be worth next month or next year.

This uncertainty was both new in its specific form and ancient in general concept; today we would call it risk. The English word comes from the Italian rischio, which has a generally negative connotation because it means hazard or danger, but it also refers to a venture that might generate a large reward. Risk itself was clearly not new, but the immediacy of this financial anxiety about current and future prices was absolutely novel for investors and it unleashed several of the subconscious biases and behaviors that often dominate the decision-making of investors under uncertainty.

The current price became an anchor when investors started to think about future prices regardless of the relationship to economic value. Investors started to give more weight to recent prices than longer term, base-rate prices when estimating future value. They started to look for, and find, patterns in prices even if they did not exist. Even the company’s name, South Sea Company, generated emotions evocative of riches and romance.

For maybe the first time ever, financial engineering would lead the average investor to believe he had unlocked a valuable tool, but in doing so, it had opened a door into the turmoil and faults that make up the mind of the average investor.

The South Sea Company prior to 1720 was just the sort of stable investment a seventy-eight-year-old man like Isaac should own. It was boring but a good earner and it was easy to understand how money was made. Investors realized that the monopoly on trade with South America was not worth much—and the price of the shares reflected this reality—but there was a slight possibility that if events conspired and the relationship with Spain warmed, it might become very valuable. Events would indeed conspire in 1720 to make South Sea Company shares very valuable, though they had little to do with the South Sea or Spain.

Investors have wrestled with the idea of risk and how much they should assume even before Isaac heard about the South Sea Company. No one can determine the right amount of risk for you because everyone is different, and the general concept of taking less risk as your investment time frame gets shorter, while correct, is so vague as to offer little real help. One productive way to think about risk is to compare tolerance, which is the amount of risk an investor is willing to take, to capacity, or the amount of risk that investor is able to bear. They are very different concepts and we most often think about tolerance. The crux of tolerance is that this level is reached when we are most anxious, meaning when we’re in the middle of a bear market or crash. Tolerance is most impacted not by how much the market is down but by how susceptible an investor is to the behavioral biases we’ll discuss.

So when it comes time to define your risk tolerance, begin by going to the bias checklist at the back of this book and answer the questions posed there. Do you succumb to the biases? By how much? You’ll begin to answer the question of how much risk you can tolerate by analyzing where you are in your investing life, but the next step should be an honest examination of how susceptible you are to these biases. If you are free from their influence then you’re able to take more risk because you won’t sabotage your own results just because the pressure of a bear market is weighing on you. If you are likely to fall prey to them, then you should assume less risk because it keeps you from getting into situations, such as facing a sizeable loss, when the biases can be particularly damaging to investment results.

One example is loss aversion; if you’re able to keep from throwing in the towel and selling everything at the bottom then you’ve avoided loss aversion and had an appropriate portfolio for your risk tolerance. But if you’re not able to discipline yourself and have the tendency to sell at the bottom, then you should modulate your risk so that capitulation doesn’t become likely. The same is true for the disposition effect; if you tend to sell your winners just to have some good news when things are bad, then you should take less risk. We’ll learn much more about both shortly.

Like many novel financial inventions, these conversions from illiquid debt to liquid stock had worked too well. In 1720, the British government took the conversion of public debt to private shares to its logical extreme. In January, the British Parliament began considering a vastly larger conversion. This one would total nearly £31 million—the majority of the remaining British government debt still outstanding—and this time Parliament would allow the company to sell extra shares for cash in addition to the shares that would be swapped for existing debt. The result would be to lower the interest rate paid to each share, but the company promised it would use the additional cash to boost earnings further. This would be good for the company but it was also necessary.

In 1720, the Bank of England was still a publicly owned joint-stock company. While it served as banker to the English government and to other banks, it was not yet the country’s central bank and would remain outside government control until 1946. Having seen how lucrative the South Sea Company’s previous conversions had been, the Bank of England decided to compete for this conversion mandate. Competition meant that the South Sea Company needed the cash from the sale of extra shares to pay the government £7.5 million for the franchise and to pay the bribes necessary to win the contract. Massive payoffs of both cash and stock were made to legions of government employees and members of Parliament, changing the complexion of the entire enterprise from staid to sordid and reckless.

While this latest debt conversion was being debated in Parliament, the company’s directors and friends were talking up South Sea stock. They spread rumors that relations with Spain were improving and that the Spanish king, Philip V, wanted to exchange Spanish-owned ports on the west coast of South America for Gibraltar and for Port Mahon on the Mediterranean island of Minorca, both of which had been captured by the British during the War of Spanish Succession. Other rumors offered tantalizing but imprecise details of plans to eliminate restrictions on the number of trips British merchant ships could make to South America and abolish the taxes due to Spain. The rumors promised that soon “silver would become as common as iron.”

South Sea stock stood at £126 when 1719 ended and Isaac had about 40 percent of his net worth invested in it. The company won the preliminary mandate for the £31 million conversion from Parliament in February 1720—thanks mostly to the extravagant bribes the company paid—and the stock closed that month at £179. The stock rose more in March to end the month at £220 as negotiations between the company and the government were being finalized. When Parliament voted on April 7 to make the arrangement official, the stock closed at £320. It had more than doubled in just seventy-four trading days. Clearly, the valuation assigned to South Sea Company stock was no longer about the £6 per share annual dividend and was instead about the nebulous hopes for increased trade with South America.

As the latest conversion plan progressed through Parliament and as the stock price increased, the company was a frequent and bountiful topic for the army of pamphleteers at work in London. Pamphlets were a primary source of entertainment for the investor class in 1720, and, as with modern-day professional wrestling, much of the fun was the outrageous disagreements ginned up between rival authors. After all, the goal was to sell pamphlets, not to undertake meticulous analysis of any individual company. Unlike newspapers, which generally stuck to reporting prices, the pamphlets took sides with some touting the South Sea Company’s prospects and trying to determine its value and some questioning how it could possibly be worth the astronomical sums being suggested given how vague the company was regarding its plans beyond the conversion of debt. When asked, the company refused to share even a rudimentary business plan.

Anyone trying to perform a rigorous quantitative analysis of the value of South Sea Company stock in 1720 was in uncharted territory. Not only was the company refusing to share its plans beyond debt conversion, there was no generally accepted framework for financial scrutiny. Various pamphleteers used a variety of valuation methods, which ranged from quackery to so astonishingly prescient that they closely resemble those used by today’s most sophisticated investors. This fumbling about should be no surprise. Adam Smith would not be born for another three years and would not write The Wealth of Nations, the first cogent analysis of how a country’s economy can grow and flourish, for another fifty-six. Even today, professionals routinely argue about the value of publicly traded corporations—and this is despite centuries of work refining quantitative tools and standardizing the data a publicly traded corporation has to release to shareholders. In 1720, the actual value of the South Sea Company was anybody’s guess.

In this environment, the pamphlet with the most specific and detailed calculations became the most trusted. The Flying Post came out on April 9 and it mimicked one of the more sober broadsheet newspapers but it was published anonymously with the exception of an acknowledgment that it had been authored by a “friend” of the company. That friend was certainly a supporter and shareholder but was likely an employee, possibly
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