
		
			[image: Cover for Heads I Win, Tails I Win]
		

	
		
			
				[image: ]
			

		

	
		
			PORTFOLIO / PENGUIN

			An imprint of Penguin Random House LLC

			375 Hudson Street

			New York, New York 10014

			penguin.com

			Copyright © 2016 by Spencer Jakab

			Penguin supports copyright. Copyright fuels creativity, encourages diverse voices, promotes free speech, and creates a vibrant culture. Thank you for buying an authorized edition of this book and for complying with copyright laws by not reproducing, scanning, or distributing any part of it in any form without permission. You are supporting writers and allowing Penguin to continue to publish books for every reader.

			ISBN: 978-0-399-56320-1 (hardcover)

			ISBN: 978-0-399-56321-8 (e-book)

			This publication is designed to provide accurate and authoritative information in regard to the subject matter covered. It is sold with the understanding that the publisher is not engaged in rendering legal, accounting, or other professional services. If you require legal advice or other expert assistance, you should seek the services of a competent professional.

		

		Version_1

	
		
			CONTENTS

			TITLE PAGE

			COPYRIGHT

			PREFACE

			CHAPTER ONE

			LAKE MONEYBEGONE

			CHAPTER TWO

			TIMING ISN’T EVERYTHING

			CHAPTER THREE

			TURNING LEMONS INTO LEMONADE

			CHAPTER FOUR

			WHO WANTS TO BE A BILLIONAIRE?

			CHAPTER FIVE

			ACTUALLY, TIMING IS EVERYTHING

			CHAPTER SIX

			THE CELEBRITY CEPHALOPOD

			CHAPTER SEVEN

			SEERS AND SEER SUCKERS

			CHAPTER EIGHT

			WHERE ARE THE CUSTOMERS’ YACHTS?

			CHAPTER NINE

			HEADS I WIN, TAILS YOU LOSE

			CHAPTER TEN

			SEVEN HABITS OF HIGHLY INEFFECTIVE INVESTORS

			CHAPTER ELEVEN

			BUT WAIT, THERE’S MORE

			CHAPTER TWELVE

			FAR FROM THE MADDENING CROWD

			CHAPTER THIRTEEN

			THE HUNGARIAN GRANDMA INDICATOR (OR WHY YOU MAY NEED AN ADVISOR)

			CHAPTER FOURTEEN

			LEAVING LAKE MONEYBEGONE

			ACKNOWLEDGMENTS

			NOTES

			INDEX

			

		

	
		
			

			PREFACE

			Hey, good-looking.

			Scientific studies have shown that if you survey a large group of people about their relative attractiveness on a scale of 1 to 10, the average answer will be a 7. Speaking as a 7 or maybe even an 8 myself, that’s ridiculous. You probably feel the same way.

			It’s in our human nature to view the world through a distorted prism. In most cases that’s basically harmless. When it comes to something such as self-esteem about our appearance, it’s arguably even helpful.

			Overconfidence is less good for other things. Take driving—an activity at which not only do the vast majority of people surveyed claim to be above average, but even those being treated in emergency rooms for accidents they caused still insist they’re better than most.

			This book is about money, not something that can leave you or your family members injured or worse. Still, your finances are pretty important—arguably third in terms of priorities after health and happiness. It’s also what I’ve spent nearly a quarter century thinking and writing about every day, most recently for the Wall Street Journal.

			For all the ink that’s spilled about investing, there’s a reason the world needed another book on the subject. It’s the last area of our lives where even very smart people let hope triumph over experience. We’re handicapped not only by the psychological biases that turn the person we see in the mirror into George Clooney or Angelina Jolie, but by an industry with multimillion-dollar marketing budgets and an eye on its own bottom line, not yours.

			That bothers me, and it should bother you too. In the United States alone, tens of billions of dollars a year that might be in ordinary savers’ brokerage and retirement accounts wind up somewhere else. If you’re a typical investor then this year alone that comes to something like 140 times the hardcover price of this book. Over your working years it adds up, with compound interest, to nearly half a million dollars in foregone wealth. What’s more, if you’re typical you have no idea how much money you could and should be earning or even how much you have earned. It’s unbelievable but true, and very much a case of what you don’t know can hurt you.

			Unless you’re very handy, you probably don’t know how to fix your own car or refrigerator or give a family member a decent haircut. You almost certainly can’t fly your own airplane or perform an appendectomy. But most Americans are expected to be part-time fund managers. With gold watches and a steady, livable pension check becoming a rarity, we’ve been entrusted with our own finances and for the most part failed miserably. The way to measure that is through your returns, and the numbers are so shocking that I’m regularly challenged by people who say they can’t be right.

			They are, but the skepticism is natural. In fact, the questions come from readers or audience members at speaking engagements who are fairly financially savvy. Having a good idea of what long-run returns have been for stocks and bonds, they find the numbers impossible to reconcile with how little a typical investor makes. The explanation is that we’re all players in something called a zero-sum game. That dud investment, high fee, or unfortunate timing that caused you to lose money or earn less than you might have didn’t send the foregone dollars to money heaven. They went somewhere else—into the profits of a large financial services company or the pockets of an investor who usually doesn’t make those errors.

			You’ve almost certainly heard and read about Warren Buffett, probably the most successful investor of our time. Over the past half century his main investment vehicle, Berkshire Hathaway, grew a dollar by 163 times more than one invested in the stock market. Compared to you, though, it earned about 3,165 times as much.

			No, I didn’t dig through your trash to read your 401(k) statements. I mean “you” in aggregate. Maybe you’re a little bit better or perhaps a bit worse, but that is a huge difference. This book is here to help narrow the gap between you and the market return and perhaps even allow you to do a little better than that. Just whittling away slightly at the difference will add meaningfully to your bottom line.

			Maybe that sounds a lot less appealing than saying I can help you double or even quadruple the size of your nest egg, but for the typical investor it’s the same thing. The difference really is that big and the power of compound interest that impressive. There’s a virtual orchard of low-hanging fruit to pluck and I’ll show you where to find it. There are even some juicy treats on the high branches that can help you do a bit better than the market.

			The key is to look at investing differently—not just to be told what you should be doing and what you’re doing wrong but to understand why. I can’t tell you how much stocks will go up in the future or which ones to buy. What I can tell you with a good deal of confidence are your odds of a decent return doing what most people do and how remarkably simple it is to improve them.

			Heads I Win, Tails I Win isn’t your typical how-to-get-rich book. It isn’t a finger-wagging lecture on prudence either. I’m going to shock you—not only to open your eyes to the fact that you’re leaving a fortune on the table, but explain how it happens and how unnecessary it all is. If I do my job right you’ll be both angry and hopeful by the time you finish.

			I’m going to make you two promises here at the outset. The first is that there will be no algebra, Greek letters, or other confusing stuff in these pages. It isn’t necessary. Yes, there are quite a few rocket scientists who work in finance these days, but you most definitely don’t have to be one to understand and apply profitably what I’m going to say.

			My second promise is that this really is my best advice. I already sold you this book (I hope), but unlike a lot of authors in the bookstore’s business and finance section, I’m not selling anything else. Over the last quarter century I’ve worked as a top-rated stock analyst at a major investment bank and more recently as an investing columnist. Whether the market is cruising or crashing, I’ve seen people’s eyes light up time and again when I tell them what I do for a living. I’ve had to fend off lots of strangers asking for specific advice about what to do with their money and even people offering to pay me when I said no.

			It’s not that I haven’t tried to help people. Why wouldn’t I? Their reaction, though, when I tell them that I don’t know what stock to buy tomorrow but that there are some principles that could help them be much better investors in the long run is a good indicator of what sort of financial decision makers they are.

			For example, the boiler in our house stopped working on a bitterly cold Sunday last winter. My wife called the plumber, who, if he were to come by just a little more often, could be claimed as a dependent on our tax return. He made several trips up and down the basement stairs, his brow looking slightly more furrowed each time. Finally he delivered the bad news about what his repair job would cost. After a short and not too fruitful negotiation about the price, he went out to his truck, came back in with a bunch of pieces of metal and wire, and got to work.

			When the time came to fill out the paperwork and settle the bill, he spotted a framed investing column for which I had won an award years earlier propped against the boiler room wall. He looked at it, looked at me, and I knew that what would come next would be nearly as uncomfortable as making out that check. He asked if I had written the article and proceeded to prod me for investment advice. Unlike the usual question about a specific stock—Apple seems to be the crowd favorite—his question was about the market as a whole. Specifically, he wanted to know what would happen to the market that week. There had been a bunch of scary headlines that had sent stocks lower the previous Friday, and the Federal Reserve was having a meeting that concluded three days from then.

			As I would with friends and strangers alike, I explained to him that I really didn’t know if stocks would go up or down that week and that no one else did either. I started to point out that it didn’t really matter and how he was better off ignoring those headlines, taking a long-term view, and making sure he wasn’t allowing frequent trading or fees to eat up his future returns.

			Like so many similar conversations I’ve had over the years, the words “I don’t know” may as well have been uttered in Swahili. The plumber kept pressing for some little morsel of short-term insight. After he described his finances to me in unnecessary detail, I gave up and said that the market probably would be unusually volatile that week—a safe enough statement. He repeated the word “volatile,” looked thoughtful, then shook my hand with gusto and thanked me. Then he took $50 off the bill even though, straining against my every cheapskate instinct, I protested that it wasn’t necessary and that I don’t get paid for investment advice.

			I don’t know what he did with the one word that got his attention or what he could do with it, but he had already made a silly financial decision. By then the temperature was somewhere in the upper forties in my house and it was getting late on a Sunday afternoon. Without his valuable technical ability and spare parts, neither of which I possessed, my family would be seeing its breath indoors by the next morning. Yet there he was taking $50 off the price of something of considerable, immediate benefit to me for counsel that I had tried to explain to him was worthless.

			In fact, there was some useful advice I could have given that plumber, but he was on the clock and not in a frame of mind to listen to it anyway. Sometimes people are a bit more patient, and I’ve condensed my collected wisdom into a two-minute speech that I dole out to strangers at the gym, to neighbors, or to my seatmate on airplane trips. Sadly, the CliffsNotes version of Heads I Win, Tails I Win isn’t detailed or convincing enough to nudge many people from their behavior pattern.

			So here’s the unabridged advice I’ve wanted to give all these years. It’s not just the product of an entire adult life working in and being fascinated by financial markets but also one fine-tuned after speaking to lots of ordinary savers. It’s the sort of message that I think you’re most likely to take on board. Even if it only changes your behavior to a small degree, it should be well worth the time devoted to reading this book. However sophisticated you are, I think you’ll learn something. I hope that the way the story is told is sufficiently lighthearted to keep the pages turning yet memorable enough to stay with you for years.

			It needs to be. Being financially fit is an even bigger challenge than being physically fit. Do you eat red meat, avoid exercise, or push vegetables to the side of your plate because you don’t really believe it’s bad for you? I doubt it. Sure, that vegan triathlete down the street dropped dead of a heart attack and your grandfather smoked, drank, and ate bacon with abandon and lived to ninety-three, but you know and understand that they defied the odds.

			People do those things because they love steak and hate going to the gym and are willing to make that trade-off. Others bite the bullet and do what’s healthy. You’re significantly improving your odds of a long, healthy life but not guaranteeing it. Yet even the same people who display that degree of self-discipline are on a 100 percent junk food diet of investment behavior without realizing it. In many ways, though, the good advice that boosts your odds of financial success involves less work than what you’re doing today—six-pack abs without diet or exercise.

			Of course, if it were as easy as it is simple, then middle-class Americans would be trillions of dollars wealthier. It isn’t just that the people selling you financial services have budgets that rival those of the companies flogging Twinkies and Big Macs. The biggest obstacle is that markets behave in a way that confuses and discourages us. Doing the right things and not the wrong ones is a lot harder when we can’t see immediate results. Even fewer people would sweat it out at the gym if some of them gained twenty pounds before the benefits began kicking in. That’s why this book will spell out as clearly as possible how each strategy affects your chances in the long run.

			You’ve probably heard the saying “Better lucky than smart.” The funny thing is, I don’t know any professional gamblers with that motto. When you play a hundred thousand hands, you’d better be smart, period. Investing, in the long run, is like gambling, except for the fact that the odds are tilted slightly in favor of making you money rather than sending you to the poorhouse. But, as I said, they aren’t all that good for the typical investor. You need them to be a lot better because you don’t amass a nest egg through addition—you do it through multiplication. Invest a $10,000 inheritance the day you graduate from college and it’ll be worth $35,000 by retirement day at the 3 percent or so annualized return most investors manage. Boost that by two percentage points and it’ll be $85,000. Two more points and it’ll be $200,000. Two more, which would only get you in the ballpark of long-run market returns, and it’s $445,000.

			Got your attention yet? Even if most of what I say goes in one ear and out the other and this book nudges your returns just a single percentage point higher, that could translate into a retirement nest egg twice as big. No matter what exotic berry, makeup, or exercise routine they’re selling on late-night TV, you probably can’t look like a TV star. You can, however, be an investing star or something a lot closer to it. I’m going to explain how to improve your odds and claw your way toward that market return by knowing what to do and what not to do and also why.

			Results aren’t guaranteed—they never are—but I have a pool of information on which to base my recommendations that would make the people telling you to eat more fruit and exercise green with envy. A huge trove of market history backs up what I have to say, and I’m going to slice and dice it to give you the choicest cuts. The first step is to pay a visit to the shabby place where the vast majority of investors live and don’t even realize it: Lake Moneybegone.

		

	
		
			CHAPTER ONE

			LAKE MONEYBEGONE

			If I can tell you where you got your shoes at, can I give you a shoeshine?”

			It was near the peak of the technology boom and business had never been better for the investment bank where I was working. Naturally, the director of our research department did what many executives in highly cyclical industries do when their companies are minting money: He decided to spend it like a drunken sailor. The company flew more than a hundred analysts from various countries in Europe and the Middle East by business class all the way to New Orleans for a long weekend full of speeches and “team-building” exercises.

			A lot of what happened that weekend is unprintable, and some of it is a little hard to remember. Still, despite acting like drunken sailors ourselves, we learned a few things. One of my inebriated colleagues, for example, discovered that in America, unlike England, police cars and taxis look really similar. We bailed him out the next morning, but weren’t around to lend a helping hand to another Brit who took the toothless, elderly African American man up on his offer to identify where he bought his shoes. He certainly wasn’t going to guess Marks & Spencer, was he?

			“You got your shoes right here on Bourbon Street!”

			A good sport and not about to be a pedant about the Queen’s English or a dangling preposition, he chuckled and sat down for his shoeshine while the rest of the group kept walking toward the bar. When he was done, the man, not having mentioned the price ahead of time, asked for $25. Whether today or sixteen years ago, that’s a lot of money for a bit of spit and polish. But as my colleague began to object, five very large men suddenly materialized and made sure he paid in full.

			I love making bets, and I especially love winning them, though I’ve never relied on linguistic ambiguity, much less the threat of violence, to do so. One way to avoid being the patsy in a wager is to consider how much information the other person has compared to you, and another is to recognize when one of you is being overconfident. Here’s a case when those two would cancel each other out. Say I were to bet every person reading this who said they were above average at investing (studies show most of you would claim to be) to benchmark your returns in the same way that people do for their looks or driving ability. The latter two are pretty hard to quantify, but portfolio performance isn’t. Many of you wouldn’t take me up on it, so it might seem like I’d be setting myself up for a fall by betting against a self-selected group—only the crème de la crème, as it were.

			Except I wouldn’t be. Studies, among them one by German finance professors Markus Glaser and Martin Weber, show that there’s absolutely no connection between how well an investor actually has done and how well they think they have done. None, nada, zip. Or, as the Herren Professors put it in more scientific language (ideally recited in a thick Teutonic accent), “The correlation coefficient between return estimates and realized returns is not distinguishable from zero.”1

			That’s pretty amazing. But if I wanted to do better than just break even—much better, in fact—I’d bet you instead on whether or not you keep up with the market return. In Glaser and Weber’s study the investors surveyed estimated that on average they had made nearly 15 percent on an annualized basis over the four years in question. Their average performance actually was just 3.7 percent, and only about two out of ten managed to keep pace with the overall market.

			Another much longer-term study of U.S. investors is even starker. In April 2015, Dalbar, a firm that evaluates fund managers, released results on how American investors in mutual funds did over the past thirty years compared to the markets that those funds were supposed to track. As I said in the preface, people unfamiliar with these numbers often scoff in disbelief. A handful of other researchers have attempted to calculate this “performance gap” and come up with numbers in the same ballpark. So read them and weep:

			The “composite fund investor” earned an annualized 2.5 percent during those 30 years. That is just awful. It’s less than inflation during that time. In other words, if a typical saver had a nice nest egg at the end of 30 years it was only because he or she salted away lots of his or her paychecks, not as the result of any real investment gains. And of course this is all before taxes.

			Over the same time frame, the main U.S. stock index, the Standard & Poor’s 500, earned just over 11 percent a year, and the broadest bond index, the Barclays Aggregate, managed 7.4 percent. Trailing the market in a single year or even for a few years is nothing to panic about, but three decades is an entirely different matter. That great boon to your nest egg, compound interest, works insidiously in reverse too. Fear, greed, naïveté, bad advice, and even the cost of sound advice combine to whittle away the pot of money we should earn after a lifetime of saving relative to what we could have amassed.

			Add up the effect of all this behavior and you wind up somewhere I call Lake Moneybegone. Like Garrison Keillor’s fictional town of Lake Wobegon where all the children are above average, nearly all investors are below average, and not by a little. But while that sounds bad, a gap expressed in percentage points is just too abstract to resonate with a typical saver.

			“You really have to tell them that they should be shocked,” says Dalbar’s founder, Lou Harvey. “They really need to translate that into ‘can you put your kids through college, can you fund your retirement?’”

			The sums left on the table really are shocking. To consider a simplified example, let’s say your great-uncle leaves you a $100,000 inheritance at age thirty-five but doesn’t entirely trust your judgment. He forbids you to touch the principal or change how it’s invested until you retire at age sixty-five. Being a frugal and conservative sort, he picks low-cost index funds comprised of 60 percent stocks and 40 percent bonds and they rebalance back to those percentages at the start of each year. Now, let’s say your best friend receives a similar gift but is free to invest it as she sees fit, though also without withdrawing any principal. Your friend is a typical investor.

			Fast-forward to the day thirty years later when you both qualify for Medicare and your great-uncle’s gift would be worth over $1.5 million before taxes—seven times the $215,000 your friend has accumulated. That seems like it should be mathematically impossible. How can an average investor be so far below the passive return of the market? Where does all the money she didn’t earn wind up?

			Like I said before, not money heaven. That foregone income is earned by someone else. While the children in Keillor’s fictional town can’t really all be above average, there’s no reason why the vast majority of investors can’t be below it. That’s because “average” and “market average” aren’t the same thing. Subtract the costs of investing from all the wealth that stocks, bonds, and other investments churn out and you have what investors earned on average, but not what an average investor earned.

			The gap of several percentage points between that typical investor’s return and what the market as a whole generates each year has to wind up somewhere. Multiply that shortfall by the $23 trillion or so that Americans have stashed in retirement accounts and you begin to understand that the eye-popping compensation on Wall Street isn’t conjured out of thin air. They at least owe you a thank-you card.

			As financial types put it, investing is a zero-sum game. I compare it to a poker room in a casino where players’ money gets redistributed. There’s a reason I’m not using the example of a friendly neighborhood game of five-card stud. Unlike your buddy’s basement, the casino is a business and takes a “rake,” or a small cut, of every pot in order to pay the dealer, its overhead, and of course earn a profit. It’s a slow but, over time, not insignificant drag on each player’s returns that’s analogous to the financial services industry’s middleman role.

			Calling costs “death by a thousand cuts” is a little too dramatic, but the slow bleed can do a surprising amount of harm. A typical saver spends something like $170,000 in fees by the time they retire and gives up a fifth of their potential return.2 Can you imagine how people would react if, instead of paying that amount little by little and having to read about it in tiny letters buried in a quarterly statement most of us glance at briefly, we got presented with a bill for $170,000 at age sixty-five? It would make my colleague’s shock at the $25 shoeshine pale in comparison. But pay it you do.

			For most investors, that isn’t even the biggest impediment to keeping up with the market. Much like any poker game by the end of the evening, the chips from investing are redistributed in a very uneven way that winds up costing you more. You, the reader, are like the guy who has to keep checking his little card to see if a straight beats a flush and walks home shaking his head and vowing to get ’em next time. For typical stock fund investors alone, Dalbar calculates that poor timing—zigging when we should zag—costs a typical investor almost two percentage points a year. That’s nearly twice what we lose to fees and adds up to hundreds of thousands of dollars over a lifetime of saving. Yeah, really.

			You can choose to be upset about that or you can look at it constructively. What sort of world would you rather live in—one in which nearly everyone earned a 3 percent return on their money and the average market return was also 3 percent, or one where most people earned 3 percent but the average return was 7 percent?

			Unless you’re racked by envy, that’s a no-brainer. In the 3 percent return world you’d have to be especially clever and active to earn something like 7 percent, perhaps doing so with the help of an expensive “expert” who would pocket some of that additional return and almost certainly by taking more risk. But in the real world the gap between 7 percent and 3 percent is a result of all the things you thought would get you ahead and backfired instead.

			There are few failures in life as significant, surprising, or persistent as that of the average investor who always seems to be running as fast as he can in the wrong direction. The residents of Lake Moneybegone do all sorts of supposedly smart things, take unnecessary and poorly understood risks, pay princely sums to allegedly clever people, and, instead of earning a decent passive return that can build a modest amount of savings during a working life into a respectable nest egg, wind up with a lot less. That’s why I say there’s a silver lining to the grossly uneven distribution of investment returns. The money you should and could be earning is out there, and a big part of grabbing more of it involves being cheap and lazy. It’s really a wonder that I’m not as rich as Rockefeller.

			In all seriousness, though, if I do my job properly then I’ll have convinced you by the time you finish reading this book that less is more when it comes to investing. Framing investing choices in terms of odds, I’ll demonstrate that many of the actions we take in the belief that they’ll give us an edge do the precise opposite. And even if we think we can earn a market return or something close to it, we do a poor job of estimating the very wide range of possible outcomes for our nest egg. If you have a realistic idea of what to expect, you can be prepared instead of getting blindsided. Hope is not a strategy.

			You’ll also see that other things you perceive as risky or even foolhardy can increase your odds of earning a solid, long-run return. Sticking our necks out is hard for many of us at the best of times and especially so during turbulent ones, but doing so allows investors to turn the market’s lemons into lemonade.

			On the other hand, many risks are unnecessary or even hidden. There are funds, products, and investment practices that tantalize us with the prospect of something for nothing. Please understand that there are no free lunches. Fortunately, though, there are some cheap lunches, and these, oddly, are less popular than inferior strategies that have patrons lining up around the block. A handful of proven techniques and principles have allowed savvy investors to eke out a bit of extra return above what “the market” has produced. Many require a fair bit of patience and sometimes even professional guidance.

			Finally, I’ll explain why the best kind of expert to follow is almost always the cheapest one. Don’t take that to an extreme, though. For some people, either because of their temperament or the fact that investing intimidates them, failing to find wise counsel is penny wise and pound foolish.

			Before I start doling out advice, you should get a better idea of what sort of investor you are. That’s a two-part question: financial and emotional. Let’s tackle the numbers first.

			I don’t know you, so I can’t say for certain that you live in Lake Moneybegone and, if you do, whether it’s the rough part of town or the posh side. As Glaser and Weber showed, you probably don’t know either. Look back carefully at your own financial history and get at least an approximate idea of how you’ve been doing and how much you’ve been paying in fees, commissions, and the like. Leave taxes out of it for now. These calculations aren’t rocket science, but they can get complicated.

			Just ask the Beardstown Ladies. The mathematically challenged women from a small town in Illinois rose to national fame following their investment club’s annualized return of 23 percent during America’s late 1990s infatuation with stocks. They doled out both financial advice and cooking tips and the public ate it up. But anyone who read their first bestseller, The Beardstown Ladies’ Common-Sense Investment Guide: How We Beat the Stock Market—and How You Can Too, should have spotted basic errors in calculating percentage returns. One journalist finally audited their brokerage records and discovered that they actually had lagged the market significantly. There was no word on whether the recipes worked.

			Whether or not you find those calculations as daunting as the ladies from Beardstown did, it’s important to make certain that you understand one basic mathematical principle, so please indulge me for a couple of paragraphs if this is old hat. Without it, this book, not to mention any fund prospectus or brokerage statement, makes a lot less sense. The average that you learned about in school—adding things together and then counting them up and dividing by that number—is fine for lots of things, but not for investment returns. Instead of that arithmetic average, investment returns are calculated as a geometric average to get what is called a compound annual return. There’s a very good reason for that.

			Imagine a fund manager who touted his investment results over the past decade to you as a simple average. He would brag about a 35-percent-a-year track record but fail to mention that he lost almost all of the money entrusted to him. By taking huge risks, his fund went up by 50 percent annually until the final year, when things went haywire and his assets sank by 99.9 percent. A dollar invested with him at the outset would be worth four cents after that negative 28 percent compound annual return.

			A geometric average takes the starting sum compared to the ending one and annualizes the return according to the number of periods. If your savings involve a set amount at the outset with no withdrawals or additions, then that makes it easy to calculate your return. Many brokerage firms have now added online calculators to adjust for the more complicated matter of cash coming in and moving out that tripped up the Beardstown Ladies. I encourage you to find that feature and to be sitting down when you do.

			With that little bit of math out of the way, let’s turn to your money personality. It may sound like this book is slipping from facts and figures into the touchy-feely world of self-help literature, but bear with me. For starters, I’ve already violated the first rule of that genre by telling you that you’re probably a lousy investor and should be perfectly happy to get back to average rather than strive for greatness. I’m not a highly effective person, I didn’t write this book in a four-hour workweek, and I have absolutely no idea who moved my cheese, but I can’t stress strongly enough the importance of asking yourself some hard hypothetical questions. It’s the oldest piece of self-help advice there is, inscribed on the Temple of Apollo, the location of the mythical Oracle of Delphi: “Know thyself.”

			Even if I could sit down and read a full transcript of every financial decision you’ve made in your entire life and point out your successes and shortfalls, I still wouldn’t know why. What’s more, you might not know why either. There are many psychological foibles that distort our perceptions and sabotage our investing. Great books have been written and a Nobel Prize in Economics has been won on the subject. But while we’re all human, we’re all individuals too. The renowned mutual fund manager Peter Lynch thought some people just couldn’t cut it. In his words, “Everyone has the brain power to make money in stocks. Not everyone has the stomach.”

			I’m afraid you don’t really have a choice. Very few of us can be a highly successful professional investor like Lynch, of course, but almost everyone reading this book has been forced to be an amateur fund manager. If decent returns are what you’re after, then risky assets like stocks have to be part of the mix. That terrifies some people and it excites others to the point of distraction, but there are a lot of ways to harness this volatile source of wealth, including, for at least some of you, the help of a competent advisor who can assuage your fears or temper your giddiness at the appropriate junctures.

			Behavioral finance expert Meir Statman says our emotions short-circuit steps that we understand should lead to better investing results. “Deeply buried fears can keep us from taking risk—keeping us safe, perhaps, but also robbing us of potential return. A strong tendency to regret past choices can keep us from repeating blunders, but also from repeating sound strategies that simply didn’t work out the first time.”3

			In 2013, Statman produced a quiz for readers of the Wall Street Journal to judge their psychological makeup for investing. The first question asked what was the maximum probability of a 50 percent reduction in standard of living that someone would accept in exchange for a 50 percent chance that they would gain a 50 percent increase in their standard of living. The quiz had ten choices in increments of five percentage points from 5 percent to 50 percent. Before continuing to the next paragraph, read that question carefully and choose an answer.

			The average American’s answer is 12.5 percent. If you’re right around that level, ask yourself whether it’s rational to require a reward four times as great for an equivalent risk. It isn’t, and it’s probably costing you money.

			Statman’s second question was whether bad choices bother you. For those who said yes, he pointed out that regret can teach the wrong lesson. Sometimes we do dumb things and learn the hard way, but at other times we played the odds correctly and things just happened to not work out well. A central tenet of this book is that it’s better in the long run to be smart than lucky. Luck will run out, but regretting smart choices that turned out badly will only compound your loss by making impossible future gains that could have been had by sticking with them. Some of the techniques that I’ll describe in this book for squeezing extra return out of the market can put our portfolios in a hole for months or even years compared to the path of least resistance. Regret is one reason so few people keep on using these strategies and that in turn explains why they still work—a concept called time arbitrage, which I’ll also discuss.

			His third question was whether you believe that you can beat the market. As I’ve told you, most people think they can, but few actually do.

			It starts out with the widely held assumption that some investors—the guy on CNBC or your brother-in-law who claims to have made a killing in the market—know how to do it year after year. We just have to figure out how to be one of those investors. Maybe you’re a doctor, lawyer, engineer, accountant, scholar, businessperson, or just smarter than the average bear. You’re a take-charge, well-informed person and you apply it to your finances.

			That instinct is like poison when it comes to investing, though. A mental foible called the “illusion of control” convinces us that we can do better than just taking the ups and downs of the market as they come, and instead we make decisions. These may be the purchase or sale of individual stocks or funds or frequent changes in how we allocate our money. For example, we might make a substantial investment in an industry that we heard will be the next big thing, or slash our exposure to stocks after reading that a recent market decline could be the start of a major bear market.

			Not much harm in that, though, right? Nope. Research from multiple sources says that the majority of these decisions by individual investors are shown with the benefit of hindsight to have been wrong.4 The more decisions we make, the wronger we are. A fascinating study by finance professor Terrance Odean divided investors into five groups, from those who trade the most to those who trade the least. The most active ones lagged the least active by an incredible seven percentage points a year.5

			Are there exceptions? Sure, but you’re fooling yourself if you think your odds are good of being one of them. The more passive your approach to investing, the greater the likelihood your results will match the market return—a benchmark most people reading this fail to come anywhere close to meeting. That’s the gospel of plenty of smart, successful investors, notably John Bogle, the father of index funds, who says, “Don’t just do something, stand there.” It can’t be repeated enough and is the first, easiest, and most productive step out of Lake Moneybegone.

			It might seem counterintuitive that a person who’s confident enough to be very active would do worse than another who is largely passive. Surely, that result is skewed by people who think they know something rather than those who do. Investing acumen must have some value—right?

			I’m afraid not. Someone knowledgeable specifically about money seems to be at a further disadvantage, according to research done by a firm called Openfolio that was granted anonymous access to a large number of brokerage accounts. In 2014, for example, teachers made double the return of people who worked in financial services. Other studies have shown that fund managers’ personal portfolios do no better than those of individual investors.6

			Please don’t equate financial literacy with poor results, though. The culprit is overconfidence and hyperactivity, not knowledge. Investing and the rules around it, particularly taxes and estate planning, are complicated, and you should be an informed consumer of financial services just like anything else.

			And if you haven’t read much about the actual art of investing, then I certainly don’t think a little knowledge is a dangerous thing. Knock yourself out if you want to learn about a subject that I hope fascinates you as much as it does me. Just don’t fool yourself into thinking you’ll become a stock market genius. The bookshelves in my house sag with dozens of tomes on finance. In addition to that, I read and write about investing and investors all day and used to get paid a lot of money to tell professional money managers what to buy and sell. I even have a collection of bad investment books just for fun, mostly purchased at garage sales or for a penny on Amazon.

			Maybe I’m just a bit slow, but all that reading, education, and experience didn’t turn me into a world-beating trader. Unfortunately there’s a small but active group of investors who think they can defy the odds. Even worse, some pay for the privilege of being “trained” to engage in rapid-fire trading or to be told what and when to buy and sell. Both personal experience and independent research show that these investors are the worst of the worst. Compared to a typical resident of Lake Moneybegone, they live in the skanky trailer park at the edge of town downwind from the slaughterhouse.

			The vast majority of you don’t have the ego to try turning yourselves into investing masters of the universe and your spare rooms into small hedge funds, thank goodness. Yet many of you seem to believe that financial pundits who appear in the media have achieved that type of mastery over the markets. Either they have won actual accolades or you just assume they must be pretty good to be interviewed on television. Some of these people don’t even have funds you can invest in—they just opine on the world in order to get the name of the organization they represent into print or onto the airwaves.

			When one of my colleagues at the Wall Street Journal takes an expert with a fancy title too seriously, I like to point out that our editor used to call me twenty years ago when he was a young reporter and I was a stock analyst, putting what I had to say in the newspaper verbatim. Today he deletes or rewrites my pearls of wisdom without batting an eyelid.

			A vivid memory from my years as an analyst is the time I was bringing a company’s management to meet big U.S. investors (I worked in London) and decided to spend the night at my mom’s house in Queens instead of the New York Palace Hotel in Manhattan, where they were staying. My bank had hired a limousine to take us around and the driver called to say he could pick me up first, saving me a subway ride.

			The neighborhood where I grew up has lots of limo drivers but no limo riders, so my mom’s neighbors were slack-jawed as I strolled out to the waiting vehicle in my Savile Row suit and Hermès tie. The value of anything I had to say had risen instantly by about 5,000 percent from the evening before when I had pulled up in a yellow cab from JFK Airport wearing an old T-shirt and jeans. From that day onward I was someone who clearly possessed some sort of highly valuable knowledge about what would go up or down.

			The fact that they thought so didn’t surprise me, because I once had that misconception myself. The day that I got hired by the bank I felt like I was joining a select fraternity with mastery over money. My first boss, a gruff veteran, sat me down to teach me how to be a research analyst. Looking over one of his reports from the 1980s when he had been a top-rated stock picker, he showed me the basics. But I wanted to know how he knew to slap a “buy,” “sell,” or “hold” on a stock. Surely he could tell me the secret sauce. He looked at me and laughed: “Spencer, this isn’t rocket science.”

			And it really isn’t. What he meant is that once we learned how to calculate all the ratios and make some projections, we knew everything we were going to know. The rest was our best guess. If you regularly turn to a guru for specific advice, then just be aware that his or her odds of making a correct pick in the future are on average equal to or in some cases even worse than a coin flip. I’ll get into the ugly details later, but if you can’t do without expert guidance, at least hire the cheapest expert.

			I say that because another big chunk of the underperformance that lands investors in Lake Moneybegone comes from the expensive experts we hire to actually manage our money. You might have heard that most mutual fund managers don’t beat the market in any given
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