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Chapter 1: Are You A Victim?

After reading this guide, not only will you know more about investing than other people,
chances are you will know more about what is important for success in investing than your
broker or financial planner. | wrote this guide to share the truth about investing and to reveal
the illusions and traps that ruin many portfolios and set up investors for failure from the
start. | have intentionally used frank and straightforward language. | do not mince words.

Make no mistake about it, a fight rages for the hearts and
minds of investors.

This battle is fought on TV screens, the Internet, in print, and on the radio. Two vastly
different forces are battling against each other. One force is led by the financial community
at large, encouraging the investor to trade frequently in hopes of beating the market. The
other is led by the forces of academia and generated by Nobel Prize winners.

This guide is only for the strong of heart who can bear the weight
of the truth. When it comes to investing, the truth can hurt.

This guide will help you create your own investing game plan for success, and avoid the
disastrous traps most investors fall into. If you are ready for the truth, may it set you free.

Who is affected?

Virtually everyone! These are the traps that every single investor faces. Whether you manage
a multi-billion dollar pension plan, or you're a small investor who is hoping to invest for
retirement, these are the traps that every investor must eventually understand and
successfully avoid.

These seven deadly traps are so important because they literally spell death for your
portfolio. They kill off your returns, they rob you of safety and security, and they end up
killing your life’s dreams from the inside out. These traps are devastating and heinous in
nature because they create stress, anxiety, and chaos in the lives of the people that suffer
from them.



This is the great irony of our age.

We live in a time of great abundance and financial wealth. We live in the renaissance of all
human endeavors, with more wealth in the United States today than in any other period in
history; and yet, we live with growing amounts of personal stress, anxiety, and chaos.

When people are faced with looking at their financial futures, one of the biggest
responsibilities they bear, both for themselves and their loved ones, is the prudent
management and the wise allocation of their assets. To no small degree, your future
security, your happiness, and peace of mind depend on your ability to manage your assets in
an effective way.

Do you want the truth? Can you handle it?

The truth is that the vast majority of financial and investment advice is generated to produce
the illusion that so-called “experts” and investment firms have a forecast or prediction about
the future that will make you money. Many people don't want t0 hear or see the truth,
because they want to keep the false hope alive that they can get rich quick by following the
recommendations of their broker or planner. They want to believe the magazines, news
shows, and commercials that produce the comforting illusion that investing is a fun game
that anyone with average intelligence can easily win.

You see these experts on network and cable TV and news financial programs. Stock analysts
push their propaganda on the television like carnival barkers pushing a freak show!

These forecasts and predictions are basically worthless.

Even worse, if you believe them, they could cost you your life savings. By reading the truth
about investing and avoiding the illusionary false promises, you can arm yourself against
these charlatans and prepare for a successful investment experience. The hard truth is ...

No one can give you a guaranteed forecast of market or individual
stock movements.

While there is certainly no shortage of investment experts who want to create the illusion
that they have the innate ability to consistently and predictably pick the right stocks and
time the market, the truth is often buried deep within their own prospectus. Here, in the fine
print is where they admit the truth that PAST PERFORMANCE IS NO INDICATOR OF FUTURE
RESULTS. The good news is that you don't have to believe in any of these destructive
illusions to be a very successful investor.



What is behind the curtain?

In the movie The Wizard of OZ the dog, Toto, pulls back the curtain to reveal the truth of
what really goes on behind the scenes. That is what | am going to try to do for you when it
comes to the world of investing. | will hold nothing back and tell you what | believe really
goes on in the major wire houses and financial institutions so that you can protect yourself.

How do | know if | am being hurt by the traps?

It is helpful to think of the seven deadly traps as a disease. Like any disease, it is often
easier to recognize the symptoms before you recognize the actual cause itself. In many
ailments the underlying causes remain permanently hidden to the sufferer and it takes a
more skilled and professional eye such as provided by a physician to identify the underlying
issues. For example, it is never the runny nose, elevated temperature or cough that is the
cause of a cold or flu, it is the virus that is the true underlying problem. So first, | will help
you identify the symptoms of the disease or “dis-EASE,” and then the underlying causes - the
traps themselves.

Symptom One: Doubt

Woulda’, Coulda’, and Shoulda’

If you have a gut feeling that something is wrong, something just doesn't fit, this is the first
sign that you're probably in one, or maybe even all seven, of the traps.

Are you continually second-guessing yourself? “Maybe | shouldn’t have done that, maybe |
shouldn’t have bought this...Is the market going up? Is the market going down? Maybe my
broker is not giving me the best advice... Maybe my financial advisor is wrong.” If you find
yourself constantly wondering and worrying if you are doing the right thing, you are
experiencing some of the dire effects of the traps.

Symptom Two: Big Losses

No matter how prudent you are, you're always going to have some negative returns. But
when you have massive losses in your portfolio, in the range of 50, 60, 70, or 80%, chances
are you're experiencing some of the effects of the traps.

If you find yourself in this disturbing situation, you're likely wondering, “Is the advice I'm
getting truly in my best interest, or is it being generated because it's making somebody
money?”

| have also found that people who are suffering from this symptom are amazed and
stupefied that their portfolios could lose so much money. They have been led to believe that
they were pretty conservatively invested, but find out that they could actually lose more than
they ever imagined.



How could | lose so much money?
| thought | was being conservative!

Their brokers or planners said “Risk must be considered,” but they were never given a way
of measuring or understanding the risk they were taking. Investors felt that because they
owned 100 different stocks or eight mutual funds they were protected.

In addition to real losses, investors also suffer from relative losses. They find that the funds
that seemed to beat the market and the rest of their peers so easily often post dismal
returns versus the market benchmark they are supposed to beat. (If the benchmark is the
S&P 500 and it earns 15% and the fund only makes 10% that is a relative loss of 5 %.)
Investors could have just owned an index fund and received very close to the 15%, excluding
minimal fund expenses. This type of loss compounded for many years spells a slow, chronic
death for most portfolios.

Symptom Three: Complexity and Confusion

| find that people who are experiencing the traps are in a state of confusion. Often, they are
receiving muiltiple brokerage statements, or one big confusing brokerage statement that
takes an advanced degree in economics and mathematics to understand. They cannot tell
what was bought, or sold, what the real mix of their portfolio is, or for that matter, what the
rate of return was.

The reports just don’t seem to make sense

They receive reams upon reams of paper every quarter or every month, and they just can’t
make heads or tails of it. It feels like these reports were written to be purposefully confusing
so that the investor can’t really tell what is going on.

As a result, they have unsettling feelings of fear, anxiety, and stress. Psychologists report
that upward of 70% of Americans have trouble sleeping at least once within a given four
week period. Think about that. Up to 70% of Americans have trouble sleeping through the
night: and high ongoing levels of anxiety, fear and stress are certainly contributing factors.

Symptom Four: Broken Promises

If you feel like you have been implicitly or explicitly promised that you would get above
market rates of return and you didn't, the natural human emotion is DISAPPOINTMENT. If
you were led to believe you would have stellar performance and you didn’t, the natural
human emotion is ANGER. If the investment professional you worked with to build your
portfolio stressed the gains you could make, while downplaying or whitewashing the very
real possibility of losses you could (and probably one day would) suffer, you have every right
to be fed up!

Symptom Five: Unnecessary Tax Burden

One of the most gut-wrenching aspects of these traps is that they often create a huge tax
liability because of the excess trading inside a portfolio in attempts to beat the market. The
average American stock-based mutual fund, according to Morningstar, has an annual



portfolio turnover in excess of 100%! Think about that - what should be a longterm
investment is actually selling virtually every stock in the portfolio once per year and buying
brand new ones. Because of this, it is actually possible to lose market value in a mutual
fund and still have to pay taxes.

Even if you are a long-term investor, chances are the funds you own have internal buying
and selling that create significant internal costs and tax consequences for you.

Mutual fund managers trade with your money, earn large fees for
doing it, make you pay all of the trading costs, and at the end of the
year - you may write a check to Uncle Sam. What a great job!

The brokerage community maximizes profits by keeping you trading. The goal of investors is
to use their money to fulfill their lives’ most sacred dreams. This is the ultimate goal of any
investor. It is not hard to see the inherent conflict between these two different goals. For one
to win, the other, most often, loses.

By understanding the Seven Deadly Traps (Chapter 3) you can begin to stack the deck in
your favor. The traps cause investors to squander their assets in a myriad of ways that are
very good for the financial community at large, but not necessarily good for the investor. As
we look at these Seven Deadly Traps, | will be speaking out against the whole financial
industry. These revelations were not easy to come by and are the result of real-world
experience as a broker, a financial planner, and an investor. They are the result of things |
had to endure and experience to see the light of a better way. By understanding what | went
through and seeing the many mistakes | made along the way, perhaps you can avoid the
destructive results of a similar journey.

Chapter 2: Mark’s Story

When | was just a twelve-year-old, my father gave me a book that would change my life. The
name of that book was Think and Grow Rich by the great Napoleon Hill. | devoured its
wisdom. | drank it up and made it my personal success credo. At the same time, | also
developed a burning desire to be just like my father and become a financial planner and
advisor. | always had a dream, even from the time | was very young, to be able to graduate
from college and join my father’s successful financial firm. | did get a degree in both Finance
and Accounting from Miami University in Oxford, Ohio. It seemed like | would soon realize
my goal.

| went to work as a financial advisor. As part of that position, | also got hooked up with a
brokerage firm. As a major part of my job, | wanted to help people make wise investments to
grow their wealth. | figured that this was an easy task for anyone who was relatively bright
and wanted to spend enough time to educate himself on the subject.



While | didn’t have the ego or the arrogance to think that | personally knew what all the best
stocks were going to be in advance, or to glean which way the market was going to move
next, | felt confident that with enough research | would be able to find the best managers
who could. By studying past performance, by looking at charts, by listening to my
broker/dealer, who marched would-be investing guru's in front of me in endless sales
pitches, | thought | could provide superior performance to my clients.

I must admit that even as | began this journey of helping people find these so-called “best
managers” to put their money with, there was a nagging suspicion in the back of my mind, a
question that continued to haunt me ...

No matter how brilliant any single manager was, how could he know
more than all other brilliant investors combined?

| mean, surely there are many brilliant people in the market; PhDs, Economists, even Nobel
Laureates that are out there trying to pick the best stock. How is it that some managers can
consistently and predictably do better than everybody else and have a collective leg up on all
of them?

This was always something that was in the back of my mind. But | figured, “Hey, the
numbers aren’t going to lie. Obviously if a group of managers has demonstrated top stock
picking ability five, ten, twenty, or even an amazing thirty years in a row, this should be a
good indicator of their performance into the future.” How can you argue with the numbers? If
they’'ve done it twenty years in a row, they'll probably be able to do it in the next twenty
years, or so | mistakenly reasoned.

It was not hard to find the managers who had seemingly picked the best stocks in the past.
These brilliant people, wearing their $1500 suits and their $1200 shoes, were paraded out
in front of us at the broker/dealer conventions to regale us with their anecdotes and insights
into the mysterious workings of the market. They would often give us their latest economic
forecasts, and create the illusion that they would likely continue their winning streaks. Of
course, “what the large print giveth, the small print taketh away.” While the speakers spoke
philosophically about their ability to pick winning stocks and predict the market, in an infinite
number of subtle and not-so-subtle ways, deep within the complicated pages of the fund’s
prospectus, such promises were disclaimed away.

Alas, such is the hypocrisy of an industry.

Such legal language as, “PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS” is
found in every investment document (including my company's reports of our clients’
performance). But did this go far enough? Such general statements do not rule out the
possibility that past performance of a stock picking manager and future results “could be
related.” The clear inference is that, although it is not guaranteed, there is a probability

greater than zero that a manager with insight and skill can and, maybe even would, repeat
their stock picking wisdom into the future.
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(READ THE FOLLOWING STATEMENT OVER THREE TIMES):

“There is ZERO CORRELATION (none whatsoever)
between a manager’s ability to pick the best

stocks in the past and their ability to repeat it into
future - ZERO CORRELATION!”

Statistically speaking money managers in the current top 25% of performance are just as
likely to be in the bottom 25% in the future. It was easy to find good performers in the past
but, impossible to pick the winners in advance. These same mutual fund companies paid
for us to go on vacations. We would go to Hawaii, or we'd go to Europe. If you sold enough of
their funds and their investments, they would pay for these junkets all over the country.
There was little, or no real work or education done on these trips. They were purely rewards
for selling products. This practice has since been legally eliminated.

Experience can be a cruel teacher.

So here | was, working with doctors, high level executives, retirees, and successful
entrepreneurs who were all coming to me to help them invest for the future. In the back of
their minds they had several questions they wanted me to answer in this capacity. First,
“What do you think is going to happen in the Market? Is it going up or down?" Secondly,
“What do you think are going to be the best stocks to own?” And lastly, “Which managers
should | put my stocks with?” | really wanted to solve their problems and find the answers to
what | now know are unanswerable questions.

| theorized that once | had picked out the mix of assets, then all | had to do was find the best
mutual fund within that category and that the manager would, in turn, pick the best stocks.
This seemed to be an easy process. All | believed | needed to do was subscribe to the
Morningstar database and several others that supposedly tracked all of the funds and
ranked them based on performance. It seemed reasonable to me that all | would have to do
is pick out the funds with the best track records for every asset class and build it into the
recommended portfolio mix. Sounds easy enough! So easy that | often wondered why any
investor would pay me to do it.

There was one huge problem - It didn’t work!

I could not find proof of any manager's implied ability to repeat stellar stock picking
anywhere. Sure, it was always easy to look in the rearview mirror and see which managers
did well in the past. Anyone with a fourth grade education could do that. No great mystery
there. But that told me nothing useful about how they would perform in the future.



This was a common scenario, | would make recommendations to an investor, take a
hypothetical portfolio of $800,000 and distribute it evenly among eight different mutual
funds in eight different asset categories like: small U.S. stocks, large U.S. stocks,
international large stocks, and so on. In each asset class, | chose the manager. | found out
who had the best twenty year track record for that asset class; so far, so good. | felt the
client was diversified and had the “best of the best” picking their stocks. | trusted my
broker/dealer. | trusted the fund companies. | trusted the ranking services. | trusted the
fund managers. | trusted myself. But, in spite of all the research, all the studying, and the
agreement among all of the industry pundits that this was the best way to manage money
for investors, my personal experience was that something went terribly wrong.

Two or three years later, | found myself with the unenviable task of sitting down with my
clients to review the performance of their investments. The managers who had seemed so
brilliant in the past often posted dismal performances versus the asset category they were
supposed to beat, and often fell in the bottom rankings of all managers in that category.
How could such a thing happen? Only two years ago, they were on the cover of every
investing magazine and on every news show. How was it possible that they could be so bad
now? | felt cursed. My clients were often angry and disappointed.

They wanted a good explanation. They deserved a good explanation. |
didn’t have one...

Neither did the broker/dealer, the mutual fund managers nor the analysts who had
recommended the stocks and mutual funds to my clients. When | queried, “What went
wrong? His stock picks were so good in the past. Why was he so bad?” | was told, “Don’t
worry about it. Let me take you out to a steak dinner and let's get in a round of golf.”

Nothing made any sense.

To make matters worse, | found that the fund managers were not always investing in what
they led me and the investors to believe they would. For example, | would see that a growth
mutual fund would have a large holding in cash when we thought they would be buying large
growth companies, or a fund that is called a small company fund, would own many medium
or even some large companies. Academics call this “style drift” and, in plain language, it
means that the fund managers don't always stay dedicated to the asset class they are
suppose to be in. This is a huge problem for an investor who wants to be truly diversified...

Because it means they can never be sure of
what they own.

After analyzing the funds, | also found that many of them owned the exact same stocks even
though they had dramatically different names and portfolio objectives. What was going on
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here? Further analysis revealed that many of the funds | had recommended had massive
stock turnover. What does that mean? It means that the fund manager was churning the
stocks within the portfolio. Even though | was encouraging my clients to be disciplined and
long term in their investing, the fund managers were frequently trading my client’s accounts!
It was not uncommon for me to find that funds had over 100% turnover, which meant that,
in effect, they had bought and sold everything in the portfolio in a one year period. | would
later find out that many of the trade commissions and revenue for this trading were
captured by my broker/dealer.

It was a huge conflict of interest!

In many cases, one manager of a fund was buying a stock, and another manager was selling
that same stock, and my client was paying for both!

The fund managers were hyperactively trading my clients’
accounts and racking up internal costs. No wonder they were
underperforming the market.

The net result of this was complete chaos for the investor. They could not be sure of the mix
of their portfolios. They were paying commissions, plus huge internal costs within their funds
from management fees, commissions, spread costs, and market impact. Their accounts
were being hyperactively traded. They had no way to really measure or control risk; the
managers were not able to consistently or predictably repeat past stellar track records. It
was a nightmare for both the investor and me.

Their portfolios were out of control.

At the same time, | was told by the brokerage firms and the large financial institutions that
commissions were by far the best way to help my clients. Of course, we were still given all
kinds of incentives to sell specific products, specific stocks, specific mutual funds that were
going to make the broker/dealers and other people more money. We were given incentives
to sell products, not necessarily to give our clients peace of mind.

What, to my way of thinking, was a huge problem for investors was a
huge profit center for large financial institutions that primarily derive
their income from trading.

| found this to be a very devious, intellectually dishonest way to manage people’s money.
The very thing that was destructive, the problems that the investors had, were the profits for
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the industry. And this conflict of interest was never openly discussed in the industry. It was
like a dirty little secret that no one wanted to address or bring to light.

| had to know why this was happening and how to stop it.

| was at a crossroads. | knew it didn't work for me and my clients. | was looking for answers.
When | further pressed the mutual fund companies, the broker/dealers and the managers
about what went wrong, | was forced to suffer through an unending stream of economic
psycho-babble. It sounded something like this. “That manager’s style is out of favor. Several
of the economic models that he used did not incorporate subsequent events and results
varied from the norm. We are sure, given enough time, this strategy will yield dividends ...
meanwhile, why not consider using some of our other funds that did well last year?”

Allow me to translate...
Financial Institution:
“A bunch of garbage that we predicted about the future didn’t come true.”

Well excuse me, but duh! Isn’t that the very nature
of the future? It is always going to be unknowable and unpredictable!

If any investing strategy requires an accurate forecast
or prediction about the future to be successful,
it is doomed to fail!

My clients and | were falling victim to the slow death of our investments. Many, if not most,

of the other planners and brokers | knew were being subjected to the ravages of this system,
with no apparent way out.

The brokers and planners became pawns in a game they could not
win - A game in which their clients would pay the ultimate price.

That game continues to this very day.
But there is a better, easier way.

By actively trading stocks or buying mutual funds that attempt to beat the market some
people are always going to “get lucky” and win. But chances are it won't be you. In other
words, even Peter Lynch can't find the next Peter Lynch. Luckily, answers come from the
most unlikely places. | was at a conference in San Francisco, and | went to hear a debate
between an active money manager (a hyperactive manager), who believes that we can
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consistently and predictably beat the market year after year by picking the best stocks and
forecasting what was going to happen - and an academic, whose name is Rex Sinquefield.
Mr. Sinquefield is a noted academic with a master's degree from the University of Chicago,
and a noted investment author. As he walked out on stage, his presence brought to mind
the absent minded professor, with a pocket protector and thick glasses. He reminded me of
many business professors from my days at Miami of Ohio. Often, their teachings had no real-

world application and they seemed to be out of touch with the realities of real-world
business.

| settled into my seat, expecting this non-assuming, mild- mannered
man to get slaughtered by the business-hardened and worldly active
manager on the other side of the stage.

The nature of the debate was simple enough - Do free markets work to price stocks
effectively, or do they fail to such a degree that some smart person or groups of people can
take advantage of these mispricings consistently and predictably and pass on the profits to
investors?

Depending on what the investor or advisors believe, these two very different world views
lead to very different investing strategies. If you believe Free Markets Work, which is the
basis for capitalism, as laid out in The Wealth of Nations by Adam Smith, then the best way
to invest is to use asset class funds that invest in a cross-section of stocks for every asset
class in the portfolio. In this case, stock picking and track record investing are eliminated
from the investing process. Similarly, trying to market time is forsaken. Market timing is a
way the industry reaps huge profits from investors. This was never mentioned once in my
seven years as a broker - NOT ONCE!

If, on the other hand, you believe that markets fail and that some all-knowing entity knows
what the price “should be,” and will pass the additional wealth onto the masses based on
this knowledge; you would continue to stock pick, market time and use track record
investing. This belief, that free markets fail, was the brainchild of Karl Marx and is the basis
of both socialism and communism.

| hoped against hope that the hyperactive money manager would
carry the day in the debate.

After all, even though both my clients and | were suffering through the consequences of
hyperactive management, | needed an excuse, a “reason,” to justify my actions. It was all |
had ever known. Even in college, that way of investing was taught to me.
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It was all | had ever known. It had to work.

The stock picker went first. His arguments were clumsy and ill-formed. It seemed as if even
he could not explain why it was that his client's money had performed well. He failed to show
that markets as a whole failed. His logic was fuzzy and inconsistent. Intellectually, he
provided very little evidence for me to believe that what | was doing was the right thing for
my clients. | was greatly disappointed.

Then came the defining moment of my investing career, Rex Sinquefield took his prepared
comments from his jacket pocket and began to slowly and methodically tear my investing
world apart. It was a bittersweet experience. What he revealed explained why everything |
had been told was failing me and for that | was grateful, but it also meant that | could no
longer use the business model that was my livelihood. Everything would have to change. |
could no longer do it the old way.

He revealed all of the intellectual dishonesty | had been fed for the last decade. It was the
essence of simplicity. In a free market, one that is driven by supply and demand, he argued
that prices move and adjust freely and quickly to new information. | already believed that. In
addition, there are so many smart and bright people trying to beat the market that ...

All of the knowable and predictable information about the present
and future are already in the price today.

It made perfect sense to me. He asserted that this was the very essence of the argument first
made by Adam Smith in 1776. | was, and still am, a devotee to the capitalistic and free
enterprise system. In other words, FREE MARKETS WORK. This was a landmark moment for
me, because it explained why the managers | recommended didn’t consistently repeat their
top-rated performance into the future. Because, if all the knowable and predictable
information is_already in the price, it's only random and unpredictable information_that

changes prices moving forward and because the future was unpredictable - so were stock
prices.

Managers who had “stellar” performance were very much like orangutans throwing darts or
flipping coins to pick their stocks. Just through blind, random luck some managers are going
to have good performance. Given a room full of monkeys throwing darts to pick stocks, some

of the monkeys will beat the market and their peer group. It is a statistical fact. What
Sinquefield argued was...

The greatest fallacy in the investing industry is that this superior
performance is a factor of skill and not luck.

This explained a lot. What this meant to investors is that all the buying and selling, all the
trading, and all of the hyperactive activity inside of the mutual fund (basically all of the
things that we were all told is going to make money), are equivalent to actually speculating
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and gambling with their money, and paying a huge cost to do it. Just like in Vegas - some
will win, but most will lose.

My revelation, and | hope the one that you have today,
is that Free Markets Work.

I am often asked, “Why do investors and advisors believe in stock picking, market timing
and track record investing?” | want to get that myth out of the way right up front. Believing
that someone out there, whether it's you, or the broker, or some money manager who's on
the cover of a magazine, can actually predict and forecast the future and pick all the best
stocks and post massive returns, is not the folly of weak minds. It is most often the folly of
the most brilliant minds.

The Greeks called this phenomenon hubris. This is exaggerated pride, or self confidence.
People who have very high intellects often feel that they can beat all kinds of games. They
feel that they can beat Vegas odds. They feel like they can pick the winner of the Super
Bowl. They feel like they can consistently pick the best stocks. Because man has used his
intellect to reveal so much of the universe, and science has accomplished so much, it is
easy to believe that if intellect can accomplish all of these things, then surely, it should be
able to be used to do something as simple as picking the best stocks.

This is not the folly of weak minds. It's the folly often of the most
brilliant, sophisticated, articulate minds.

For example, Isaac Newton discovered gravitation, or gravity. He is the father of modern
mathematics. He invented differential caiculus, and used this new form of math to reveal
and explain the movements of the planets. He is on a level with Einstein in intellect and
brilliance. He is a true genius, without equal.

In his master work The_Principia, Newton writes, “Supposing the centripetal force to be
proportional to the distance of the body from the center, all bodies revolving in any planes
whatsoever, will describe ellipses, and complete their revolutions in equal times, and those
which move in right lines running backwards and forwards alternatively, will complete these
several periods of going and returning in the same times.” This is the stuff that rocket
scientists use to calculate the trajectory of rocket ships, satellites, and the space shuttle.
But even Newton fell from stock picking grace as overconfidence and hubris brought him
back to earth.

Sir Isaac Newton lost a huge amount of his wealth, two thousand pounds, in the South Sea

bubble. You can think of it as very similar to the tech bubble that many people lost massive
amounts of their wealth to during the first part of the 2000s.
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So here we have the person that invented modern mathematics,
calculus, gravity, the movement of the planets, and he gets duped
into speculating (gambling) with his money.

| don’t want you to think this is something that only weak minds or p_eople who aren’t
intelligent fall into. It's easy to fall into these traps when they're so pervasively put out there
by the financial community, the media, and the public at large.

Chapter 3: The Seven Deadly Traps

Trap #1: Gambling with your money

I'm not saying that all gambling is bad. If you enjoy taking some disposable income and
going to Vegas or buying a lottery ticket, and it's money that you can afford to lose, it may be
an enjoyable activity that is valid for you as an individual. Where | take issue is when people
gamble and speculate with the financial wealth that they need for their retirements and for
their futures. Simply said, Don’t gamble away your investment capital.

Because the brokerage community, news programs, mutual funds and magazines all blur
the lines that separate speculating, gambling and investing, most individuals are speculating
and gambling with their money - and they don’t even know it. They actually mistake gambling
and speculating for prudent investing. How does this happen?

It happens because the media and the financial community have formed an “unholy
alliance.” You often turn on a news program and see “experts” and analysts talking about
their forecasts for the future, or what stocks they like; they'll actually say what to buy, what
to sell, what to hold, and so forth. This is the infamous “Buy, Hold or Sell” recommendation.
The media needs these types of recommendations because that’s what gets people to tune
in. They need continual forecasts and predictions about the future to keep people watching.
They need highly speculative, adrenalin-driven, or fear-driven, reports and stories, to keep
people watching and keep the advertisers happy. Who are the advertisers on these pseudo
news-investing programs? Many times, they are the very same companies that provide the
experts to begin with.

This is a mind-boggling conflict of interest, and yet,
it goes on every day.

In addition, the broker/dealers, the mutual fund companies and all the people that claim to
have the ability to pick the best stocks, need to keep this myth alive, because that's what
keeps their pockets full. It's what keeps you trading, and money rolling into the mutual
funds. Both the financial community and press extract huge profits from the myth that these
forms of investing consistently work. Combined, they are your greatest obstacle for investing
success and long term peace of mind.
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There.are three types of speculating and gambling with your
Investment capital that you must guard against.

1. Trying to pick the best stocks. What's the next hot stock or group or of stocks going to be?
This includes day-trading or even buying a seemingly diversified group of 100 or fewer
stocks and holding them for several years. If you hire a manager who tells you what the best
stocks are, such as a mutual fund, that’s the exact same thing. In this instance you aren't
actually day-trading, but it's the same effect because many of the managers are day-trading
with your accounts, and the average turnover in American mutual funds is 100% per year.
That means that they are selling everything, wiping it all out, and buying all new stocks once

every year. That happens year after year, after year, and they're doing it with your money,
without your knowledge.

2. Trying to time the market. When assets are moved in the portfolio, based on a forecast or
prediction about the future, this is market timing. For example, you’ve become convinced by
economic forecasts that the market is heading down over the next twelve months. You
decide to sell your stocks and put all of the money into cash. That is market timing! Market
movements are random. No one knows what the market will do tomorrow or over the next
twelve months. It bears saying again: nobody knows with anything like certainty, and if they
did they wouldn’t tell you!

Let's look at another example. Because of a war, you or your broker predict that
international stocks are going to lose big, so you move all of your stocks into the United
States. Once again, this is market timing. This doesn’t “feel” like speculating. It often feels
like wise stewardship of your assets. If over the last two years, you have watched your
portfolio take large losses in any one asset category, and every news program, investing
magazine, and stock broker says this is the time to get out - it feels like prudent investing.
Nothing could be further from the truth. In many cases, if not most, staying disciplined and
staying the course is the best thing to do. That assumes that you currently have a prudent
mix of assets. This is a huge assumption, because most people don’t.

3. Track record investing. The last way that you know you're gambling and speculating with
your money is track record investing. Track record investing entails going with the manager,
much like betting on a horse that had stellar performance in the past. The manager might
have 5, 10, 15, or 20 years of beating the market and you're hoping that he'll continue to do
that into the future. The vast preponderance of evidence shows that you might get lucky
and beat the market but academic studies prove that most likely you would achieve less
than a simple market return.

All three of these types of speculation entail a forecast. Someone is trying to forecast and
predict what will happen in the future. Whether you yourself are doing it or you've paid
someone else to do it doesn't really matter, because in my view it's still speculating and
gambling with your money. What a fun job for money managers - they get to gamble and
speculate with your money, and they get paid big bucks for doing it.
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Trap #2: Mistaking a lot of “stuff” for true diversification o
Investors believe that if they have a lot of items on their statement, they are diversified. So,
for example, if an investor goes out and buys a collection of one hundred different stocks, he
might think when he gets his statement, “Wow, I'm really diversified. Look at.‘all these
companies.” In one sense, this hypothetical investor does have some diversificqnon. If any
one company goes under, the rest of his or her holdings could save the portfolio. But in a
greater sense, this type of portfolio could have far more risk than an investor could ever
imagine.

For argument’s sake, let’s say that all of those companies are in one asset category, such as
the S&P 500. Given anecdotal evidence, the investor is told by his broker that these are very
large and stable companies. What the investor is not told, is that because all of these
companies are in only one asset class, that they tend to move in a step-rate fashion, and
when one crashes they all tend to crash together. So, when that market crashes, chances
are the investor is going to lose massive amounts of money.

The largest, supposedly safest U.S. stocks that make up the S&P 500 lost over 43% for the
three year period starting January 1, 2000. Why? Because the vast majority of the stocks
move together! Even owning 500 stocks does not mean you are prudently diversified.

Many Americans fell into this trap in the early 2000s because on the advice of brokers,
planners, and the media, they loaded up on large U.S. companies and technology stocks.

The vast majority of them felt and believed they were diversified.
They were not.

The United States stock market value was decimated to the tune of $8 trillion at the
beginning of the new millennium. This was money that investors were counting on for
retirements and the stability of their futures. When | meet with investors, | ask them “Did you
know you could lose so much money?” They always say “no.” Not a single investor or advisor
I have talked to had any idea they could lose so much money. Investors in technology stocks
saw even worse losses, as the tech index dropped more than 60% during the same period.

Most investors were aghast to see their portfolios tank.

They had no idea that could happen. They felt they were safe and protected. Most were not.
Here the “crime” was not that the market dropped, because all markets rise and fall. The
crisis was created because investors felt they were protected, and no one took the time or
had the fortitude to show them what could, and eventually would, happen to their assets in
poor markets. Investors were kept completely in the dark. Today, | work closely with brokers
and planners to help them transition into coaching and help solve these problems for their
investors. The sad truth is that most brokers and planners were themselves ignorant of the

real risk inherent in the portfolios they recommended. Never mistake a lot of stuff for true
diversification.
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Trap #3: Mistaking activity for control

One of the investing commercials that makes me sick to my stomach is the one where the
fathgr is in the den, trading on the computer: “Buy, sell, blah, blah, blah.” And then, he asks
Ann!e _to come in. You are led to believe that Annie is his assistant or secretary; instead
Annie is his four-year-old daughter. This commercial epitomizes the belief that i you buy and
se]l frequently you will be in control of both your portfolio and your own destiny. It portrays
this buying, selling and speculating glut as healthy, and even goes as far as intimating that if
you trade at home you can be an even better father and family man. Perhaps a more
accurate portrayal would highlight an ego-and adrenaline-driven father taking time away
from his family to addictively gamble with their futures. Such activity, while it may feel
empowering, is nothing short of dysfunctional and destructive on a myriad of levels.

At the risk of sounding bitter, the sound bite should be:
“Annie, come in here and watch Daddy gamble away
your college money.”

We're led to believe that if we buy and sell, buy and sell, buy and sell, we are in control.
Here, we must explore the difference between real control and the false sense of control
that trading, stock picking, forecasting, and track record investing create. As we will see, the
more active you are in these areas, the more out of control you actually are. Just as in
Vegas, the odds are stacked against you.

| am always fascinated by a person’s ability to speculate and gamble. Especially interesting
is the perceived, but totally false, impression of some gamblers that they have a system or
process that enables them to beat the house. In most cases this is not true unless the
gambler is cheating. Knowing that the odds are against them, many speculators actually feel
like they have some degree of control over the outcome. Statistically speaking, “wise”
speculating in a casino can help mitigate the expected loss, but nevertheless, the expected
outcome is still negative.

You will probably lose money by playing.

Studies have shown that gamblers who play the slots perceive that they have greater control
of the process if they pull the arm of a slot machine versus pushing a button. In reality, the
odds are the same regardless of you pushing the buttons or pulling the arm. In fact, the
more money you put into the machine, and the more often you pull the arm, the greater the
expected loss and the more out of control you become. The more pulls, the more in control
the casino is and the more out of control the gambler.

It's the same way in the brokerage community. The more frequently you trade, (pull the arm),
a large part of your return is sucked out of your portfolio in the form of commissions, market
impact and bid/ask spread costs. The more actively you trade, or your money is traded
inside of a mutual fund, the more out of control your portfolio becomes.
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Trap #4: Believing all risk is equal . o ,
Many a time, we’ll see someone doing something very imprudent with his mone):, and we'll
say, “Well, you've got four million dollars, and you only own four stogks. That's not very
prudent.” The investor will say, “I know that it's very high risk, but risk and reward are
related; therefore, I'm taking all this additional risk and | will be rewarded.”

There's a big hole in that theory. The fallacy is that all risks are equal.

For example, if | told you to take a nine iron in a rain storm, go stand on the highest hill of a
golf course in the thunderstorm, and hold it up in the air for an hour, what js the expected
payoff for that risk taking? Best case scenario, you could get wet, you might get a cold.
That’s the best case scenario! There is no expected positive return from that activity.

In this case you're taking huge amounts of risk. Are you expected to be rewarded? NO, you
are not!

One very likely outcome is that you could be struck dead by lightning!
There is no positive expected outcome for taking that type of risk.

In my belief, taking risk for its own sake is a crime in and of itself because it puts you in a
position where your capacity to live fully and to enjoy your wealth is greatly diminished. Why
would you ever do that? It is an act of self abuse. And yet, it goes on every day.

Another form of this is ignoring the sum of all outcomes when investing. For example,
imagine that someone handed you a gun with one bullet in the chamber. It is a six shooter,
so five of the chambers are empty. You are told that the chamber has been spun, and no
one knows where the bullet is. You are instructed to put the gun to your head and pull the
trigger. If the chamber is empty and you live, you will be rewarded ten million dollars. If the
chamber contains the bullet, you will die. What would you do?

Indeed, you would be foolhardy at best to ignore the possible
outcome that you would blow your own brains out.

That very real possibility must be factored into your decision making process. To focus only
on the ten million and ignore the risk could have dire results. Yet this type of risk-taking goes
on continuously when it comes to investing. Many investors, brokers, and planners ignore, to

a large extent, examining and exploring just how bad and ugly things could get with any
given investing strategy.

There is a distinct possibility that without an unbiased analysis you may not even know that
the gun is loaded. Focusing on the sum of all outcomes means studying and analyzing all of
the possible negative outcomes and factoring that into your decision making process. By
incorporating this into your process, you can separate prudent risk-taking from imprudent
risk-taking. In other words, separate true investing from rank speculation.
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Prudent risk-taking has a very high statistical likelihood that you will get additional return for
that risk. Imprudent risk taking is risk taking that has little or no correlation with the
Iikf-:-lihood that you will receive additional premiums or rates of return for taking that risk.
This can be thought of as holding the golf club up in the rain storm. Distinguishing prudent
from imprudent risk-taking is one of the investor's primary jobs.

Trap #5: Trusting your Broker

Commercials and the credibility of large financial institutions lead investors to believe that
the brokers work for them. The broker works for the broker/dealer, not for the individuall
It's the broker’s job to promote and sell what the broker dealer tells them to promote and
sell. The broker/dealer has a vested interest to maximize the profits of its own stockholders.
The broker works for the large institution, not for you. The interest of the bureaucratic
broker/dealer may or may not be in your best interest. The stock broker is often not much
more than a glorified salesperson.

There's nothing wrong with that. Salesmen and saleswomen make this country run. There's
nothing wrong with the act of selling, and that’s the broker's job, to sell product. That is why
they are in business. If the investor understands that there is a built-in conflict of interest, |
see no problem with this arrangement.

It is - BUYERS BEWARE!

For those investors who do not fully understand the implications of this relationship, the
results can be disastrous. If you go to buy a Ford at a Ford dealer and you talk to a
salesman, you know he's going to push a Ford. You don’t expect to get unbiased advice from
a salesman at the Ford dealership. But, when going to a broker, investors often expect
unbiased advice. As if a Ford dealer would recommend a Toyota - guess what, it's not going
to happen. Investors just have to be smart enough to know where the conflict of interest is
and understand that what may be good for the broker, may be bad for the investor.

Trap #6: Believing that this time it is different
By studying the history of markets, there is a clear pattern of this problem rearing its evil
head over and over again. Lets look at the most recent case.

| call this the “New Paradigm” Problem.

In the late 1990's, we were all led to believe by the brokerage community, newspapers,
media, the TV shows, the futurists, the financial magazines, and financial advisors that we
were in a “new paradigm.” It was a very seductive and compelling story. It went something
like this... “We are in a new paradigm, and because the Internet is the most powerful
technology known to mankind, it will shape the future of business and investing. It will
reshape reality. It is making 21-year-old kids instant millionaires. Even janitors in many
technology companies are getting rich from their stock options. It is the new wave. It is a
glimpse into the future. And by the way, technology stocks have made huge returns over the
last five years, so now is the time to get in.” It seemed like good logic. It was hard to argue
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with. This new brand of investing seemed to offer all of the upside potential with a low
probability of loss. It was a genre of high returns with low risk.

It seemed like a “sure thing.”

This new paradigm belief and the allure of high returns with low risk caused investors 1o
forsake true, broad-based diversification in favor of narrowly cast portfolios in one or two
asset categories. Another thing that investors were highly encouraged to do was to buy all
big blue chip companies. This was the storyline, “Buy all Fortune 500 stocks because these
companies are big and stable and their stocks have done so well. You can’t lose.” This was
the clear inference that the media and large financial institutions portrayed in the late
1990s into the early 2000s. It seemed to be the proverbial goose that laid the golden egg.

What's the problem with that?

The problem is that it's not based in reality. The reality is that any time you narrowly allocate
your portfolio into one or two asset categories; you're setting yourself up for massive losses.
If all those stocks had gone up together, guess what? When the market goes down, as
markets always do, you can lose massive amounts of your money. And that's why the
American public and the average investor were so decimated in the early 2000s. They had
no idea they had loaded up on that much risk. The brokers didn't tell them. The magazines
didn’t tell them. The Wall Street Journal didn’t tell them. The analysts on TV didn’t tell them.

Very few championed the cause of the individual investor.

It was a feeding frenzy of massive proportions. And when it all came crashing down,
questions began - “What happened? How could this happen? Isn’t this the new paradigm?
What went wrong? We didn’t see this coming. What are we going to do now?”

Many mutual fund companies were also loading up with technology stocks in their mutual
funds, and saw massive losses and redemptions in the early part of the 2000s.

But this is not the first time this has happened. This is nothing new. In fact, to an astute
investor it would have been an oddity and a surprise if this did not eventually happen. Why
was everybody so stunned and surprised? This is the same thing that happened in the Great
Depression. This is the same thing that happened to Japanese stocks through the 80s. This

is the same thing that happened to poor Isaac Newton when he lost ail of his money in the
South Sea bubble.
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The new paradigm is really just the same old story.

This is why a truly knowledgeable investor requires not just an understanding of the nuts
and bolts, the X's and O's of investing, but also an understanding of the human side, the
emotions and instincts, that often sabotage the investing experience. To understand what it
really means to be human requires a deep understanding of human history, science,
philosophy, emotions, instincts, and human behavior. (You can learn far more about human
behavior and investing by reading Don Quixote than you can from the latest copy of Money
magazine.) Finally, to be a successful investor requires personal and self-knowledge mixed
in with a healthy portion of rigorous honesty.

Trap #7: The “I'll stop when | get even” reflex

“Is controlling risk important to you?” Most investors will answer “yes” to this question - as it
should be. But even though every investor knows risk is important, few indeed, can answer
my next question successfully. “Can you show me an academic number, a study, a statistic
that shows the amount of risk and volatility in your portfolio?” When | ask this question | am
usually greeted with silence and a deer-caught-in-the-headlights expression. “l didn't even
know you could measure volatility,” is usually the meek reply.

Then, | hit them with the next question. “Well, if you can’t actually measure risk in any
meaningful way, is there any way that you can control it?" And, of course, the next answer is
a resounding - “NO.”

In many cases where investors are working with a broker or a planner, they have not been
provided any meaningful way to compare and contrast the risk inherent in creating and
managing differing mixes of assets in their portfolios. Often, investors are blindsided by how
much their portfolios drop in down markets. They had no idea that they could lose that much
money, because they were never shown or given any statistical tool for understanding it.

In effect, what people have been told by the brokerage community is that risk is very
important.

And yet, frequently they give no meaningful way to actually quantify
and identify what risk is acceptable to them.

What this often leads to are big losses in their portfolios. Having suffered the penalty, maybe
their portfolios are down one hundred thousand, or two, three, maybe even millions.

Emotionally, these losses are difficult to own up to.

| have even observed investors who have lost large sums of money, but vehemently defend

their portfolio decisions and deny that they lost money at all. Much like the gambler who
returns from Vegas and brags about making money at the blackjack table, but “forgets” the
losing nights playing craps. As humans, we tend to selectively remember the wins and
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intellectually deny the losses and give ourselves way more credit t'han we qesgwe.
Psychologists call this phenomenon hindsight bias and in the field of investing it reigns

supreme.

The next question I'll ask is, “If you took imprudent risk to get where you aré today, is this
something we need to solve? Is it a problem that needs to be addressed?”

And then, here comes the seventh trap... ready? “l wantto fix the problem, but I'll stop when
| get even. | had a million dollars. It's down to $500,000 (or $400,000 or $300,000) and
when it gets back up to a million, that’s when I'll stop.”

And you can even hear the compulsion and the obsession in that statement. Very much like
a gambler who's down $10,000 in Vegas, who says he’s going to stop when he gets even.

And then, | like to ask the investor the next guestion:

Chapter 4: When is the Best Time to be Prudent?

Most investors respond, “It is always the right time to be prudent.” And they're exactly right.

If imprudent risk-taking and speculation has cost you money, the worst thing that you could
do is participate in imprudent, speculative, and risk-taking activities going into the future. So
why do people often insist on continuing with the imprudent behavior? Because to admit
that there's a better way, they, in effect, have to admit that they were originally wrong. To
admit that our own behavior or decisions were ill-founded in the past is threatening to the
personal ego. This realization can be extremely painful to deal with.

For many people, it is easier to make a bad decision
even worse by continuing the destructive process
than to face it head on.

“If only it would come back,” many investors subconsciously muse, “Then | could feel
vindicated in my actions and solve the problem.” This fantasy that everything will soon come

back and everything will be OK is often at the root of the investor’s malady. Don't fall victim
to this trap.

The opportunity here, to avoid trap number seven, is to realize that you are not your
decisions, and just because you made an improper, or imprudent decision in the past, does
not mean that you are less of a person, or less intelligent. As a matter of fact, it's a sign of

intelligence and growth to solve and put an end to a destructive process when you become
aware that it exists.

These traps are very seductive on a number of levels. If somebody really could help you pick
the best stocks and forecast which way the market is going to go, all you would need to do is
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look at a cpmmonly available ranking system and see which manager had done it in the
p'c.zst, and glve all of your money to them to repeat their performance and you could do this
with very little real thought or self-introspection. If someone could actually do all this stuff,

life would get real easy as far as investing is concerned, because you would be making 20,
30, 40, 50% a year with no risk.

And who wouldn’t like to have that?

But it's kind of like a belief in Santa Claus. It's just not founded in reality. When you have a
whole industry that spends billions of dollars a year to perpetuate the illusions, myths, and
intellectual dishonesties that keep people speculating and gambling with their money it is
morally reprehensible. It's a very devious trap indeed, because the activity of buying and
selling based on a forecast about the future creates a secondary payoff akin to the
adrenaline and chemical addiction to casino gambling.

In a very real sense, when a person buys a lottery ticket or plays the craps table in Vegas
there is a secondary gain to the actual winnings of money; it is the emotional alteration of
the participant’s mental state. Even if the individual doesn’t win the lottery or win at the
table, just the expectation and the risk-taking of buying the ticket or rolling the dice creates
a little shot of dopamine in the brain, and little bit of euphoria. The little bit of fantasy that
“This could be me, | could be the one to hit it big,” takes the gambler away from the normal
humdrum of everyday life.

For both the casino and the lottery, participants are cognitively aware that they are risking their
money with a negative expected return. Gambling is a loser's game. The more you do it, the
higher your likelihood of losing your money. The longer you do it, the more dangerous it is.
Casinos make no bones about the fact that the house is favored to win. While this is the case,
gamblers often operate under the delusion that they have a system or process that makes them
“special,” and therefore more likely to win. The reality remains the same, and as such, there is
no illusion that the casino will prudently help them manage and grow their wealth.

This is not the case in the investment community. Far from it!

Investors are often sucked-in by the illusions, fantasy, and addictions of gambling while they
are being led to believe by the brokerage firms (the house) that the odds are really in the
investors favor. Charles Ellis writes profoundly about the real world statistics of active
management in his groundbreaking book, Winning the Loser's Game, and he accurately
describes the basis of this process as the odds stacked against the investors and
dramatically tilted in favor of the brokerage houses and financial institutions that promote
this counter productive behavior.
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Chapter 5: Every Investor’s Dilemma

Successful investing is not, per se, a portfolio problem, but rather a people problem. No
matter how well designed and engineered a portfolio is, it can easily be destroyed by
imprudent investor behavior.

Unfortunately, the true enemy of every investor lies within.

The instincts, emotions, and even biochemical makeup of human beings drives them to
gamble and speculate with their money, even when they don’t mean to. This problem is
multiplied exponentially by financial institutions that profit from this self-destructive cycle.
You will see that this cycle is hard wired into every human being in the world. No one is
exempt. After studying the collective behavior of thousands of real world investors over the
past decade, several truths have made themselves clear. It is my belief that many, if not
most, financial product sponsors are aware of this dilemma but either don’t care that the

investor is harmed by it, or are ignorant of the damage that they unknowingly perpetrate on
the American investor.

Paraphrasing Einstein:

“No problem can be solved from the same level of
thinking that created it.”

So, let's start by understanding the dynamics of the Investors’ Dilemma so that you can be
better prepared to avoid the seductive draw of its force.

The Investors’ Dilemma is a cycle that explains why many investment decisions are driven by
emotions and psychological biases that are inconsistent with your True Purpose for Money.
When skilifully coached to identify their True Purpose for Money™ (that which is their highest
value and more important than money itself) few people would say that it is to gamble and
speculate with their hard-won wealth, but that is exactly what most investors end up doing
without even knowing it. On the one hand, investors want assets to grow to an ideal state, to
have enough wealth accumulated to meet personal life goals. Yet, for most, this will only
happen by investing prudently. Unfortunately, the actions most people take because of the
Dilemma demolish their ability to maintain an ideal, life-long strategy.

If you think you are immune from this - think again - you are not.

In plain language, if you can fog a mirror, you have most likely been caught in this
destructive cycle. And without coaching, you are likely to find yourself there again.
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It all begins with fear of the unknown.

1. Fear of the Future

It is one of our most basic instincts, to fear the unknowable. This attribute keeps us alert for
changes in the environment that could threaten our safety and well being. It is the drive that
keeps us plugged into the evening news and makes us ask many unanswerable questions,
such as, “Will there be enough money to maintain my standard of living? What is the
economy going to do next? Will | be able to keep my job?” or “What is the market going to do
next?” The news media often preys on this fear by showing clips of tragic events and doom
and gloom predictions about the future. The newsroom motto is ...

If it bleeds it leads.

Disaster sells. It is not uncommon for this pervasive fear to cause stress, anxiety, and even
sleepless nights. It is a chronic affliction in our modern age.

2. Forecasts and Predictions

Because the future itself is unpredictable, our place within it is equally uncertain. Because
of this hard wired fear response, we all desire an accurate forecast about the future to
simplify our decision making and to relieve us from the burden of our own self-doubt and
apprehension. If someone could tell me what is going to happen with inflation, long-term
interest rates, and predict the price of stocks, the outcome of wars, economic recessions,
famines, terrorism and global conflicts - what a safer place this would be.

If anyone could tell me with a high degree of certainty what will
happen in these areas, then my fear would be greatly diminished.

This deep, hidden desire for the answers in advance keeps the average investor in search of
the “correct” prediction about the future. “In the area of my wealth, if | could just find the
right guru that could tell me what stocks were going to go up, and what the market was
going to do, everything would be so much easier.”

3. Track Record Investing

“But how am | to find the would-be market guru who can put these forecasts to good use
and maximize my wealth? How can | find next year's winners in advance? How can | avoid
the pain of down markets by getting out in time before the big crash and get back in to take
advantage of all the up markets? How can | find the next Microsoft or the next Wal-Mart?
How can | pick the best stocks? How can | find the next Peter Lynch” Oh, this should be
simple. “If | can just find the manager or expert who predicted the market in the past or who
picked all of the best stocks, then they should be able to do it again.”
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Many investors mistakenly reason that, “All | have to do is find who
had the best investment or mutual fund track record in the past, and
they should repeat that with some consistency in the future.”

Yes, that would have to work. “Maybe | can't predict the future, but surely some brilliant
manager with a Ph.D. in economics and mathematics at one of the highly respected
brokerage firms or mutual funds can do it for me. All | have to do is find that manager. And
just think how much easier the future will be to face with this amazing new insight!”

4. Information Overload
The next step entails what is the equivalent of the search for the investing Holy Grail. Where
can this great cup of wisdom and knowledge be found?

The search is apt to be a backbreaking and
mind-numbing task.

Where should you begin to look? If you run the Google search engine for the word “investment,”
you will get over 36 million pages. If you took three minutes to read each one it would take
nearly 300 years to finish - so much for technology making investing easier. Investors feel
compelled to search the Internet, books, newspapers, magazines, TV talk shows,
advertisements, and hot tips. The input sources are endless. In the search for the best
managers, stocks, and mutual funds, investors are drowning in information. These supposedly
useful facts and data create doubt and fear, and make prudent investing all but impossible. In
almost all cases, this type of information causes investors to focus on the wrong things, or
worse, it provides the breeding ground for emotional-based behaviors and actions.

5. Emotion-Based Action and Behavior

As investors, we are often plagued by our own humanity.
We cannot escape it.

It comes as part of being human being. Investors prefer to think of themselves as
investment decision-making computers and see their behaviors as purely logical. This is
seldom, if ever, the case. Awash in information overload, it is easy to justify self-destructive
behaviors and actions with seemingly hard, cold facts. Take for example, an investor who,
because of fear, believes the market is going to go down and he should sell all of his stocks
and wait on the sidelines in cash. Given a copy of the Wall Street Journal, such an investor
can easily convince himself that the market is going down by finding all kinds of “facts”
supporting his position. On the other hand, if another investor who believes the market is
going up because of an emotional bias, is given the same Wall Street Journal and asked to
find positive facts, statistics, and data supporting her position, she could easily do so.
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Emotional bias causes investors to “see” what they
already believe and, in effect, ignore what does not match their
predetermined beliefs. Most investors are their own worst enemy.

6. Breaking the Rules.

Three simple investing rules anyone can follow:

1. Own equities
2. Diversify
3. Rebalance

(Repeat until you die)

Simple isn’t it? No, not quite. The problem for most investors is not knowledge; it is the
combination of information overload, their own emotions, and their own instincts. All
investors are hard wired to fail. Man’s most basic instinct is to avoid pain and pursue
pleasure. Why? Because in total, things that are painful - hunger, cold, physical trauma - are
things that endanger your life. On the other hand, things that are pleasurable - warmth, love,
and eating - when taken as a whole, tend to help insure personal survival. We are
programmed to move toward pleasure and away from pain.

When investors are confronted with the arduous task of receiving an investment statement
with asset classes that have lost money, it is often perceived as painful. The natural and
hard wired response is to sell the things that are causing pain, and buy or purchase more of
any asset category that may be up. Inevitably, this behavior will cause the average investor
to sell the asset that is down, thus reducing the diversification in their portfolio, and buy
asset categories after they are high. Rebalancing requires just the opposite; selling some of
the asset categories that are relatively high and buying more of the categories that are low.

Left to their own devices, investors fall prey to this
devious cycle time and time again, thereby breaking all of the
rules of investing. It is an implementation problem,
not a knowledge problem.

Think of it like dieting. The rules are easy; following them is not. To lose weight: (1) eat less,
and (2) move more. Two simple rules, but those who have earnestly attempted to apply
them in their lives and modify their own behaviors are quickly confronted with the very real
obstacles that their own instincts and emotions present. In this respect, investing is no
different. The rules are simple; following them is not.
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The problems that instincts and emotions create in the investing process are exacerbated by
the onslaught from the media and the financial institutions, which profit from the frequent
buying and selling of commission-based products.

7. Performance Losses

The sad, but very real truth is that most investors fail. Dalbar research reports that the
average mutual fund investor trying to beat the S&P 500 only earned 2.6% per year on
mutual funds from 1984 through 2002. The average holding period of these “long term”
investments was only 30 months. Thus, typical American investors, left to either their own
devices or the self-interested advice of their brokers, fail to even keep up with inflation,
much less achieve market rates of return,

This is a devastating reality that investors must come to terms with
if they are to be successful.

Let’s look at a real-world application of the Dilemma and see how these performance losses
are created. Remember, these problems are faced by even the most intellectual and brilliant
of investors. These are not problems of weak minds.

Take, for example, the latter part of the 1990s. It seemed we had entered a new paradigm.
Every article and front cover of investing magazines promoted the power of Internet stocks.
It was a grand age where 21-year-old kids became instant millionaires. Technology-based
stocks seemed to make 20 to 30% a year, and “experts” reasoned that the future had to be
based on technology, so what could possibly go wrong? During this same period, large U.S.
companies also fared well. The S&P 500 made huge, double-digit returns. Many mutual
funds began to load up on tech stocks and large cap U.S. stocks. Most stock brokers and
analysts taught the new age of high returns and low risk. Drawn in by the pleasure instinct to
buy high, and the emotional filter to see the news programs, magazines, and newspapers
that sang the praises of owning these asset categories, most investors, brokers, planners
and analysts bought tech and large cap U.S. stocks without diversification.

It was argued that there was no need to own small stocks, or international stocks, or even
fixed investments. No need for true diversification, because that meant investors would

have to buy asset categories that were flat, or even worse, negative over the last five years,
and that was just too painful.

Not only did investors systematically avoid these asset categories,
but commission-based brokers and advisors avoided them
like the plague.
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It was far rr)o!'e difficult to “sell” investors into down assets than the latest hype, and
because their income was mostly derived from what they could sell, why not give investors
what they wanted - the hype, the miraculous, the impossible?

The crash that followed, like so many before, decimated the portfolios and wealth of many
investors everywhere.

Many people were horrified to lose 45 to 70% of their assets
overnight in the early part of the 2000s. What went wrong?

Investors and their advisors chased the market, ignored true diversification, bought asset
categories after huge run-ups, and self-destructed. Maybe you were one of them. If you are,
you are not alone. Investors lost a staggering eight trillion dollars in the early part of the new
millennium to their collective horror. This was money most investors had worked for and
accumulated over a lifetime. Many people lost the majority of it just when they needed it
most-only a few years before planned retirement. It is a heavy burden to bear.

Most investors had no idea they could lose so much so fast. Now
they are left wondering what to do next.

These losses create massive fear and anxiety about the future. This brings us back to the
beginning of the Investors’ Dilemma. The instinctive apprehension is muitiplied for many
investors because now they must face an unpredictable future with a greatly diminished
asset base. These were assets that were supposed to help them fulfill their greatest dreams
and aspirations for the future.

The Heinous Results

The end result is not having enough money and having to endure the worry, frustration, and
anxiety of a future without the financial backing that is required to have true peace of mind.

Chapter 6: The Financial Plan Scam

In the early 1970's, a new breed of financial professional was born. This new class of
advisor sprung forth from a brave and courageous class of experts who sought to solve the
problems brought on by the commission-driven world of stock brokers and insurance agents.
They reasoned, quite accurately, that the conflicts of interest inherent in these sales
professions made it impossible for an investor to ever achieve true peace of mind. In my
humble opinion, they were right. Theirs was a noble mission, worthy of the substantial
intellect and dedication they brought to the task at hand.
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The pioneers in the new field of financial planning boasted such names as Ed Morrow and
Loren Dunton. These men tirelessly fought to right the wrongs of an industry.

instead of just selling products, the relatively new technology of computers in the early 70s
made it possible to run sophisticated analyses and spreadsheets to compute investors’
insurance needs, and also do retirement cash flow analyses as well as both income and
estate tax calculations. Armed with all of these facts, the goal was for independent and
unbiased recommendations to follow.

The new field of financial planning was born.

While true to their vision, a small handful of planners achieved this lofty goal. But all was
not well. The concept of the financial plan was quickly hijacked by the commission-driven
brokerage and insurance world, and used to push product.

Financial plans were soon being used as a fulcrum to push products
down investors’ throats.

Many plans were not worth the paper they were printed on. | am sorry to say that for the
first seven years of my career in the financial field, | was an unwitting party to this ruse. As a
planner, | honestly believed that all of the recommendations that my broker/dealer and |
presented to my clients, were completely untainted. Sadly, it was not true.

Helping the client achieve true peace of mind was seldom the topic of discussion at the
trade show booths of financial planning software vendors. The emphasis was squarely
placed on how much insurance or investment products could be sold.

In several ways the planning process was flawed. Based on garbage in/garbage out, any
plan is only as good as the goals it was established with.

Most people have “fuzzy goals”.

They have so many opportunities and choices and they are rarely perfectly clear on what
they really want to achieve with their money and lives. Most plans make simple
assumptions, like retire at age 65, reduce taxes, and minimize my investment risks. Rarely
does the plan take into account personal visions, values, and dreams, thus aiding in the
development of concrete goals, strategies, and action plans to live a more fulfilling life. After
all, none of that was required to move product and earn commissions. Quite the contrary, if
this was done, it would postpone the product sale itself.
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Most financial plans create complexity,
information overload and fear.

Investors want to feel confident, capable, and focused on what they want out of life. Once
created, plans often confuse, bewilder, and baffle investors. This complexity often
undermines self-confidence and creates analysis paralysis. Sales people often use this fear
and confusion to push product - as if this investment is the silver bullet that will make
everything ali right.

In the never-ending quest to reduce taxes, often high-risk and legally ambiguous
recommendations were made. This sold lots of insurance and tax-sheltered investment
vehicles, but often proved to be detrimental to the investors. Even when these investments
or sophisticated tax strategies initially worked for the client, Congress or the IRS frequently
reviewed the tax loopholes and in doing so closed them and created a nightmare of legal
requirements and confusion for investors. The government simply cannot be counted on to
keep the rules of the game the same.

American investors collectively lost $8 TRILLION of wealth during the
first 24 months of the 2000s. $8 TRILLION! WHY DID THIS
HAPPEN?

Most investors had no clue that they could lose so much. The financial planning industry is
supposed to help investors make wise decisions and help protect them from large and
imprudent losses. What went wrong? | believe this is the single greatest failure of any
industry in the history of modern capitalism.

The financial planning industry failed the investor.

The majority of plans are created as an artifice to sell product. Most advisors receive the
lion's share of their income based on product sales, not planning fees. Many plans are still
prepared for free, with the end goal of selling something. As a result, the advisor MUST
present a solution to the investor’s problems that they are likely to implement.

In other words, the planner must sell something that the investor
is likely to buy, even if it is not in the investor’s best interest.
Even if the advisor has the best of intentions, the system is
dysfunctional by its very nature.

Let's look at an example. One of the primary rules of prudent investing is to diversify. To
own asset categories that do not always do the same thing at the same time. So that when
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one drops or crashes, the other asset category has a good chance of being up or breaking
even. But, therein lies the rub. To achieve this, commission-driven planners must
recommend investments that have often had a dismal five or ten year track record. The
problem is that investors don’t want to purchase these asset categories.

No investor eagerly puts 15% of their money in an asset category
that lost 10% over the last five years.

But, in many cases, this is the prudent course to build a truly diversified portfolio. If you
don't buy, the broker does not get paid.

To draw a contrast - if your doctor believes that smoking cigarettes is bad for you, it is unlikely
that he or she will put a cigarette machine in the waiting room. The physician will not enable
dysfunctional behavior, even if he can make money on it; assuming that the doctor is ethical.
Planners, on the other hand, often enable and even encourage investors to build narrowly
diversified and imprudent asset mixes because they can make money from them.

Because most of their compensation is commission-driven, many
planners are really stock brokers in planners’ clothing.

Furthermore, they don't dare risk alienating new customers who might take their money
elsewhere. They falsely reason that, even though it may not be the perfect implementation
plan, at least they are better off using me than some other broker or doing it themselves.
They reason wrongly because either way, investors often end up speculating and gambling
with their money. They do not need a planner to do that. They are fully capable of making
bad decisions on their own. It is far easier for the average advisor to parade a myriad of

funds that have all made huge returns over that last ten years and tap into the investors’
greed reflex.

Most planners do not get paid for being prudent, they get paid for
pushing product.

The media and financial community often push planning as the solution to all of the
investor’s problems.

In reality, planning is part of the problem. Coaching is the solution.
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Chapter 7: Three Power Strategies

Power Strategy One:
Eliminate Speculating and Gambling in your Portfolio

Never allow anyone to speculate or gamble with your money!

Anytime you hire, pay a fee, or pay a commission to “active” managers to pick stocks that
they believe will beat the market, you are, in effect, gambling that those stocks are the
winners and that others are the losers. This is what Charles Ellis calls a loser's game. The
first power strategy is to stop this self-destructive behavior once and for all. In life it is often
just as important to stop doing the wrong things as it is to start doing the right ones. Again,
take dieting as an example. Of course, it is important to start eating the “right” kinds of
food. But it is equally important to stop eating massive amounts of cake, cookies and ice
cream. To be successful, | must simultaneously identify healthy and empowering activities
and start consistently implementing those actions into my life and also identify destructive
behavior and work to eliminate those. Both must become a new part of my thinking and
behavior if | am to derive long term health gains. You must do the same thing with investing.

First, the dysfunction must stop before growth can happen.

You must eliminate speculating and gambling with the money, stock-
picking, market-timing, and chasing performance.

A Dalbar study found that the S&P 500, over a 1S-year-period, averaged 12%. The average
investor, investing in mutual funds, trying to beat the S&P 500, made a meager 2.6% over
the same 19-year period from1984 through 2002. Why? It was because of their behavior.
They bought a fund manager’s performance and mutual funds that had gone through a good
5 or 10-year period, thinking that it was the fund manager's superior ability that produced
the returns. In reality, it was the underlying asset category that accounted for the results.
With the desire to achieve superior returns, average investors then placed their assets with
these top managers all in one asset category!

They are often ignorant of the fact that they could lose
20, 30, 40, or 50% of their money.

After massive losses, the resulting panic and fear then caused them to sell their funds and
invest in other assets that were now up, and thereby repeat the destructive cycle. Of course,
every time this cycle happens it makes more profits and commissions for the brokerage
firms. Win or lose, the brokerage company takes its cut. The brokers always take the house
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