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				INTRODUCTION
FOUR PAIRS OF SKIS

			

			
				THIS is a book about how you can make good money decisions.

				I am not talking about which investment to buy or how much to invest in the stock market.

				I am talking about decisions that are in tune with reality, with your goals, and with your values.

				Why would anyone not make decisions that way?

				Well, we get confused. We get scared. We get carried away.

				That’s why this is also a book about how to avoid confusion, how to cope with fear, and how to stay grounded when making financial choices.

				That sounds hard—and as we’ll see, it’s not always easy. But it’s pretty simple. In fact, simplicity is one of the keys.

				I live in Park City, Utah, where some of us take skiing pretty seriously. One morning some years back, a friend swung by my house to pick me up to go backcountry skiing. I ran into the garage to grab my skis. I stood there for a second looking at my four different pairs of skis, each designed for particular conditions, and suddenly, I was paralyzed. I just couldn’t choose.

				My friend sat in the car honking the horn—Let’s go, Carl! Move it! The sun’s coming up! The snow’s getting soft!—while I stared at those skis. It was ridiculous. I’d spent all that money and time and energy collecting these skis so I would be ready to deal with any situation—and now I just felt powerless.

				That day was a turning point for me. I got rid of three pairs of skis, and kept my favorite pair: the ones that would let me do what I really care about doing, which is to move light and fast through the backcountry.

				The skis I kept aren’t perfect in every condition. They’re actually a pretty bad solution in heavy snow or in really steep terrain. So what? They’re a decent compromise in most situations, and they work beautifully in the conditions I like best.

				Now I don’t have to think about which skis to bring on a trip. I just grab the ones I have and go. I trust my experience and my instincts and my luck to make it through situations when my equipment isn’t perfect.

				Lots of people think that to make good money decisions you need to have a plan for every situation. You need insurance for every possible setback, and investments for every market condition. All of your assumptions about the future need to be refined to perfection, so that you will never be surprised. You need to know and understand everything about the financial markets, and you need to budget your spending to the last dime.

				That kind of thinking is based on fear. We fear (naturally enough) life’s uncertainty, its ups and downs. And so we make plans that we hope will give us the power to control our future. If I do this, that will not happen; if I sell now, I will avoid the coming downturn; if I pick the right investments, I will be financially safe; if I worry enough, I will be ready when bad news comes.

				Trouble is, the real world is complicated: we don’t know what’s going to happen.

				That means that most of our plans are useless. When I had four pairs of skis, I was always choosing the wrong ones anyway!

				The point is, no plan will cover every situation—and that’s okay. You don’t have to choose the perfect investment or save exactly the right amount or predict your rate of return or spend hours watching television shows about the stock market or surfing the Internet for stock picks. You don’t need a plan for every contingency.

				So if planning isn’t the solution to our money problems, what is? More simply, what can we do to get what we really want?

				We can stop chasing fantasies. We are not going to get what we want by beating the market or picking the perfect investment or designing the perfect bulletproof financial plan. In fact, when we try to do those things we get into big trouble.

				We can protect ourselves—to a point. Risk is what’s left when you think you’ve thought of everything. Our assumptions about the future are almost always wrong. We can never think of everything—but we can take sensible steps to protect ourselves from life’s inevitable surprises.

				We can embrace uncertainty. Change isn’t always a problem. Many—perhaps most—of life’s surprises are good news. If we aren’t locked down into a rigid plan, we can recognize and seize opportunities when they come up.

				We can decide what we really want. When someone asks you what you really want out of life, you’re probably not going to say you want an investment that delivers good returns. Like the rest of us, you want to be happy and fulfilled. Your financial decisions should align with what you know about yourself and the world. The more you know about yourself, the more successful your investments will be—that is, the more they will align with your true goals as a human being. Deciding what you really want takes an awful lot of work, which is one reason why most of us don’t do it. But once you know what you (and your family) really want, you will know what to do—how much insurance to buy, where to invest your money, whether to quit your job and start a new venture.

				We can make decisions that make sense. We can’t control the markets or the economy, but our behavior is up to us. It’s true that the outcomes of our decisions may vary. In fact, you can make a good decision and have a bad outcome. But sensible, reality-based choices are our best shot at reaching our goals.

				We can trust our luck. Most financial planners don’t like to talk about luck. The idea that some things just happen by chance can be a scary one. But I think it’s really cool that we don’t control our destinies. We can stay open and respond creatively. And sometimes the things that happen to us are much better than anything we could plan ourselves.

				My wife and I met at a ski shop when we were college students (luck). We married (smart behavior, at least on my part) in 1995, when I was still an undeclared major at the University of Utah and digging ditches for a landscaping company. Cori decided that digging ditches wasn’t a long-term career path for me, and we found a want ad for what we thought was a job that had something to do with security—being a security guard? working with alarm systems?—you know, keeping things safe.

				It turned out the job was in the securities industry, with a mutual fund company (luck). The interviewers narrowed the pool of applicants down to two of us. The other guy and I sat next to each other in a waiting room while they decided whom to hire.

				The door opened. A young woman informed us that they’d picked the other guy. He looked at me and said, “I don’t want it. You can have it” (luck).

				So I got the job. I’ve spent the past fifteen years giving people financial advice. Every great thing that has happened (and there have been a bunch) has been at least partly a matter of luck. Even the setbacks have taught me important lessons, including some that I’ve tried to pass along in this book. One of those lessons is that you aren’t in charge of everything. Do what you can, and then relax.

				We can trust ourselves. Of course, luck is only part of it. One day my supervisor at that same mutual fund company informed me that my shift had changed, and I’d have to work on Sunday. I had other commitments on Sunday, and I told her so. She told me to choose, so I quit. That led to my next job, which led to my next, which led to my business, which eventually led to a regular blog for The New York Times and this book and all kinds of great stuff.

				I stood by what really mattered to me—I wanted Sundays off—and I lost my job. What a disaster, right? And so far, at least, that decision—and that disaster—have made all the difference.

				I don’t believe that there is a secret to getting rich. But in the end, financial decisions aren’t about getting rich. They’re about getting what you want—getting happy. And if there is a secret to getting happy, it’s this: be true to yourself.

				Maybe you’ve heard that one before.

				But I’ll bet you haven’t read it in a book about money.

			

		

	
		
			
				1. 

WE DON’T BEAT THE MARKET, THE MARKET BEATS US

			

			 

			
				COMPANIES like Morningstar and Dalbar have done a bunch of studies that try to quantify the impact of investor behavior on real-life returns. The studies typically compare investors’ actual returns in stock funds to the average returns of the funds themselves. Just to be clear, they’re trying to compare the returns investors get to the returns investments get.

				Is there really a difference? Oh, you bet there is. Typically, the studies find that the returns investors have earned over time are much lower than the returns of the average investment.

				What that means is that we’re leaving money on the table.

				Take mutual funds. All we had to do was simply put our money in an average stock mutual fund and let it sit there.

				But most investors didn’t do that. Instead, they moved their money in and out of stock funds. Their timing was miserable—and it cost them dearly.

				I coined the term “behavior gap” to label the gap between investor returns and investment returns, and I started drawing the sketch you see here on every whiteboard I could find. Since then, I’ve used the behavior gap to describe all kinds of situations where our behavior leads us to subpar results, and I’ve drawn many sketches to help my clients and readers understand what’s really driving their actions. But this sketch is the original.

				It’s clear that buying even an average mutual fund and holding on to it for a long time has been a pretty decent strategy. But real people don’t invest that way. We trade. We watch CNBC and listen to Jim Cramer yell. We buy what’s up and sell what’s down. In other words, we do exactly what we all know we shouldn’t do.

				[image: image]

				I know it’s time to be cautious when I get lots of emails from readers of my New York Times blog urging me to add stocks to my holdings. Likewise, I know it’s probably a good time to be hopeful about the market’s prospects when certain friends and colleagues are anxious to sell stocks.

				What’s incredible is that they know it, too! We laugh about it together. They know their impulses to buy and sell are dangerous. They rely on me to help them keep those impulses under control.

				Back in the spring of 2009, my clients were very worried indeed. Three of them came in together to see me one day. Like most of us, they were scared to death. The market had plunged, and they’d sustained significant losses.

				The conversation quickly turned to how scary the stock market was.

				Them: Hey, Carl, we think it’s time to sell.

				Me: Are you suggesting that we sell something simply because it’s down 30 percent?

				Them: Well…you know…are we just going to keep sitting here while this thing goes down?

				Me: The damage has been done, guys. You may feel like selling, but does it make any sense to sell now?

				Them: It’s scary!

				Me: It’s okay to be scared, but it’s a bad idea to act on your fear.

				Them: But this is just too painful! If things continue at this rate we’ll have no money by the end of the year!

				Me: Actually, stocks were a lot riskier when they were more expensive. But back then, you were happy to hold them. Why sell now?

				Them: So what do we do instead?

				My answer to that one was pretty simple. I told them we should do absolutely nothing. Instead, we’d wait for things to calm down a bit, and then review their plans to make sure they still made sense.

				Fast-forward a couple of years. The same three guys came to see me again. Stocks had rebounded sharply, and we had a very different conversation.

				Them: Should we move more of our cash into stocks?

				Me: Uh, why?

				Them: Because the market’s done so well lately!

				Me: You mean you want to buy more stocks because stocks are more expensive?

				Them: Well, they might keep going up!

				Me: We have no idea what the market will do in the future. Why don’t we stick with our plan?

				I have these conversations all the time. In early 2011, with gold up 80 percent over two-plus years, everyone wanted to know if they should be buying it. For a

				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
						If I make this change and I am right, what impact will it have on my life?

						What impact will it have if I’m wrong?

						Have I been wrong before?

				

				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
				
						Have a real plan. I am not talking about one of those two-inch-thick books we’ve come to know as financial plans. I’m talking about deciding where you are today, where you want to be later, and how you will behave in order to get there.

						Find investments to populate your plan. This comes at the end of the planning process, after you’ve established your goals and put together a road map to reach them. You would never spend time researching and debating whether to travel by plane, train, or car until you figured out where you were going.

						Admit there is a problem. The first step to quitting a destructive habit is to admit that you have a problem in the first place. Reviewing past decisions will help. Did you get caught up in the tech bubble in 1999? How about real estate in 2006? Did you sell stocks in 2002, late 2008, or early 2009?

						Face the fact that cash is not a solution to a crisis. Going to cash until things “clear up” is like jumping out of the frying pan into the fire. Normally, people go to cash to alleviate their stress: they just can’t handle the pain anymore. But when you sell you have a new problem: when to get back in. The most common “solution” to that problem is to buy back in when things have “cleared up.” Of course, when things have “cleared up,” the market will be higher. So what we’re talking about is engaging in a plan to sell low (now) and buy high (later) on purpose. That’s a bad plan.

						Develop a checklist of questions to ask before you make major financial decisions. How are you feeling? Are you acting out of fear or greed—or do you have a clear take on what’s going on? Are you reacting to the media? Are you doing this because other people are doing it? Are those people good role models? Does this decision flow naturally out of your plan and support your goals? This checklist approach works for pilots and doctors. Likewise, it will help you avoid mistakes in investment behavior.

						Take your time. Try writing down any proposed change in your investment portfolio and then let it sit for twenty-four hours. Maybe call a trusted friend or advisor and walk them through your thinking before you make the change. Often just hearing yourself will convince you to forget the whole thing.

						Incorporate new information slowly. You can learn things during market corrections, and what you learn may have implications for your strategy and your goals. During the decline of 2008 to 2009, many of us learned that risk is not simply an abstract concept. That experience might have led you to scale back your goals. That would be a reason to make a change to your investments—perhaps becoming less aggressive. But take your time. Wait until things settle down and you can think rationally about the next course of action.

						Focus on your own behavior, not the market’s behavior. “Have you seen what the market is doing?” People often say this when they are in a state of shock or exhilaration. They’re ready to go to cash until things “clear up,” or they’re preparing to load up on stocks before it’s “too late.” Notice the implication that the market is “doing” something right now. In reality, we only know what the market has already done. It may be peaking or bottoming out and ready to reverse course.
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