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TO MY AMAZING WIFE, CRISTINA.


THANK YOU FOR ALL YOUR SUPPORT AND PATIENCE.










1 THE STORY OF FERNANDO AND GORDITA



INCREDIBLE! I thought.


My brother-in-law, Fernando, has got the Midas touch…


In reverse!


Every investment he touches—every stock, every option, every coin, every token, every bloody NFT—every last one of them turns completely to shit!


It was a little after 9 p.m., and I was sitting in the dining room of Fernando’s posh Buenos Aires apartment, going through his brokerage statements, when that sad realization came bubbling up into my brain.


Simply put, his portfolio was a disaster.


Through a series of bad trades and ill-timed investments, Fernando had lost 97 percent of his equity over the last two months, leaving his current account balance at a paltry $3,000. The rest of his money, just over $97,000, had simply vanished into the air, like a fart in the wind.


Even worse, the losses had occurred during a time of relative peace and stability in the stock and cryptocurrency markets, which were the two main places where the investments had been made. The implications of this were undeniable and obvious:


My brother-in-law had no one to blame but himself.


After all, it would have been one thing if the markets Fernando had invested in had crashed or had at least gone down substantially right after he’d invested in them.


That would have accounted for at least some of his losses.


In fact, there’s an old adage popular on Wall Street about this very scenario: “A rising tide lifts all boats.”


In other words, when the stock market is rising, the price of any stock within the market will tend to rise along with it, and when the stock market is falling, the price of any stock within the market will tend to fall along with it. Of course, the same holds true with every other market as well—the bond market, the commodities market, the cryptocurrency market, the real estate market, the art market, the insurance market, just to name a few.


The bottom line is, when any particular market is heavily on the rise, you can basically throw a dart at it and expect to make money. No innate genius, keen sixth sense, or specialized training is required. The market does 99 percent of the work for you.


It’s a simple premise, right?


The only problem is that as simple as this might seem in ordinary times, things get far more complicated during a prolonged bull market. It is at these moments of irrational exuberance—as the market is booming, the chat rooms are chattering, the pundits are pumping, and Twitter is tweeting how there’s no end in sight—that human nature takes hold.


Suddenly, amateur traders, who know as much about common stock as they do about livestock, start thinking they’re experts and start buying and selling at a ferocious clip. Buoyed by the unshakable belief that their newfound success is a result of their own innate brilliance, their confidence grows stronger with each passing day.


Their trading strategies are almost entirely short-term.


When they bet right, they quickly book a profit, and get a nice hit of dopamine to reinforce their behavior. (The fact that the stock kept trading higher is of no consequence to them. “A profit is a profit,” they say, “and no one ever went broke taking a profit!”) And when they bet wrong, they simply average down—or “buy the dip,” as the phrase goes—and let the rising tide bail them out. And why shouldn’t they? That’s what the mob on Twitter is telling them to do! Besides, it’s always worked for them in the past, hasn’t it? The market always comes back.


Hmmm… not exactly.


In reality, markets rise and markets fall, and when they do fall—and I mean, really fall, like when the dot-com bubble burst in 1999, or when the housing bubble burst in 2008—they fall far quicker and far more violently than they do when they rise. Just ask any professional investor with more than a few years’ experience, and they will undoubtedly tell you that very thing.


But for now, let’s get back to the story of Fernando, who could not blame the market for his battered investment portfolio, at least not on the surface.


Let’s go through the specifics:


Over the sixty-day period in which the losses occurred—February 8, 2022, to April 8, 2022—the two markets Fernando had invested in had basically been flat, which in Wall Street parlance means they hadn’t moved up or down in a materially significant way.


Specifically, the S&P 500, which serves as the benchmark for the broader US stock market, was 4,521.54 on February 8 and 4,488.28 on April 8, for a modest decrease of only 0.7 percent, and Bitcoin, which serves as the benchmark for the broader cryptocurrency market, was $44,340 on February 8 and $42,715 on April 8, for a still-modest decrease of only 3.7 percent, especially when compared to Fernando’s 97 percent loss.


However, to be fair to my brother-in-law, looking solely at day 1 and day 60 can be very misleading. I mean, if Fernando had stuck to a long-term, buy-and-hold strategy (where he held each of his purchases until at least day 60), then yes, those two numbers would have told the entire story.


But that was clearly not the case.


At even a quick glance, I could see dozens of sell orders littering the account statements, while a buy-and-hold strategy entails holding on to a position for an extended period of time, regardless of price fluctuations, in an effort to capitalize on the long-term growth potential of a well-chosen investment.


So, to get a more accurate picture of what really went down, you couldn’t look just at days 1 and 60; you also had to look at what happened in between.


After all, the cryptocurrency market is far more volatile than the US stock market—the US stock market also has its moments, especially during times of great fear and uncertainty, or in the face of a black swan event1—so depending on how aggressively Fernando was trading, his losses could have been the result of severe daily price swings combined with really bad timing.


In other words, instead of following the age-old trading axiom of “buying low and selling high,” my temporally challenged brother-in-law had been buying high and selling low, and he kept on doing that again and again, until almost all of his money was gone.


So, with that in mind, let’s take another look at the two benchmarks, except this time through the lens of daily volatility. Perhaps that can explain Fernando’s massive losses, in the face of what otherwise appeared to be a stable time period.


Below is a visual representation of the daily volatility of each benchmark, starting on February 8, 2022, and ending on April 8, 2022.
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Based on the above chart, Bitcoin hit a low of $37,023 on March 16 and a high of $47,078 on March 30, a variance of 21 percent between the high and the low during the sixty-day period. And the S&P, which is typically far less volatile, had a low of 4,170 on March 8 and a high of 4,631 on March 30, for a variance of only 9 percent between the high and the low.


So, given this new data, here was the $97,000 question:


Did including daily volatility, as one must in the overall equation, reveal a circumstance that the appearance of a stable market, on day 1 and day 60, had otherwise camouflaged: that Fernando was an innocent victim of a rapidly falling tide, which had sunk every portfolio in the harbor, including his?


It was an interesting possibility.


But, intuitively, I thought not.


I mean, for that to be true, Fernando would’ve had to have been “betting the farm” on every trade and have the worst sense of timing since Napoléon invaded Russia in the dead of winter.


Whatever the case, as I scanned through the account statements looking for clues, I felt like a homicide detective going through a crime scene. The only difference was that, instead of wading through a sea of blood and guts, I was wading through a sea of red ink and despair.


In fact, with the exception of a handful of winning trades over the first seven days—he bought Bitcoin at $41,000 and sold it four days later at $45,000; he bought Ethereum at $2,900 and sold it one week later at $3,350; he bought Tesla stock and Tesla options and sold both of them a few days later for a combined profit of over $20,000—just about everything he touched had turned immediately to shit. Even worse, his trading activity had increased each day, to the point where by the end of week three, he seemed to be fancying himself a day trader.2


In typical fashion, Fernando’s early success had swelled his confidence, emboldening him to make larger bets with increased frequency. And just like that, the bloodbath ensued.


By the middle of week two, there wasn’t a winner in sight.


All I could see was losing trade after losing trade, and the losses were mounting up.


By the start of week three, his reverse Midas touch had worked its evil magic, and the handwriting was on the wall. As his equity dipped below $50,000, I could see his desperation in the form of oversized bets on speculative penny stocks and worthless shitcoins (the crypto world’s equivalent of penny stocks).


By the end of week six, it was over; he hadn’t made a winning trade in over a full month, and the balance in the account was under $10,000, on its way to $3,000.


How could one person be so consistently wrong? I wondered.


It was a good question, I thought, especially when you considered what kind of guy Fernando is otherwise—namely: a picture of success and financial empowerment. In his early forties, he is bright, hardworking, college-educated, socially connected, a successful entrepreneur, and a very sharp dresser, to boot. His business is metal fabrication, and he owns a large manufacturing plant on the outskirts of Buenos Aires.


Recently married, he, his young wife, Gordita, and their outlandishly cute two-year-old son, Vittorio, reside in an immaculately decorated three-bedroom apartment that occupies the entire thirty-third floor of a mirrored glass tower that rises up forty-six stories above one of Buenos Aires’s finest and most secure neighborhoods.


That night, Gordita was sitting to my left, wearing a white-linen halter top and a troubled expression. Poor Gordita! She just couldn’t wrap her head around her husband’s battered investment portfolio. I truly felt for her. Yet even then, at this tense moment, I still found it difficult to look her in the eye, say her name, and not start laughing. After all, Gordita, which literally translates into “little fat girl” in English, is actually five-foot-five, a hundred pounds dripping wet, blonde, and absolutely gorgeous.


Just why everyone calls her Gordita is still a mystery to me, although I’ve been told that Argentineans consider “little fat girl” a term of endearment. Of course, there are some obvious uses that quickly come to mind—“Hey, Gordita! What’s up, besides your weight? Enter any hot-dog-eating competitions lately?”—although there’s apparently an unspoken rule to not use Gordita if the girl actually is a… gordita.


Whatever the case, the end result is that my sister-in-law is basically a walking, talking contradiction in terms. She has a legal first name—Ornella—that no one ever uses and a nonsensical nickname that everyone uses, including Gordita’s older sister, Cristina, who happens to be my fourth wife (but, hey, who’s counting?) and who bears an uncanny resemblance to her.


At this particular moment, Gordita was leaning forward in her seat, a picture of consternation. She had her head in her hands and her elbows on the table and her torso hunched over at a forty-five-degree angle, and she was slowly shaking her head back and forth, as if to say, “When the hell is this nightmare going to end?”


That was appropriate, I thought.


After all, Gordita had been only marginally involved in Fernando’s trading activities, with her input always coming after the fact, in the form of supportive wifely guidance. It was the sort of supportive guidance that a married man can expect from his wife when he’s in the process of zeroing out their joint brokerage account. Guidance like “What the fuck is wrong with you, Fernando? Have you lost your damn mind? Why don’t you stick to what you know and close the damn Robinhood account and go back to your stupid metal factory? At least we won’t end up in the poorhouse that way!” Complicating matters further for Fernando was the fact that Gordita is one of those crackerjack-assistant types, the kind who is so overorganized and pays such close attention to detail that she’s taken it upon herself to memorize the expiration dates of the driver’s license and passport number of every member of the family, including mine and Cristina’s. In short, she’s nobody’s fool.


That night, however, the tables were turned.


It was one of those rare instances where Gordita would be relying on Cristina for support—specifically, as a translator. To that end, Cristina had positioned herself directly across from Fernando and Gordita, and to the right of me. But Cristina was facing one major hurdle with that night’s translation, namely: how ridiculously fast Gordita speaks. In fact, when she opens her mouth to speak, it’s like being fired at by a Spanish-made Gatling gun that shoots words instead of bullets—and that’s how she speaks when she’s calm. Right then, I knew, she was anything but.


“No entiendo!” snapped Gordita. “Como perdio nuestro dinero tan rapido? Es una locura!” (“I don’t understand! How did he lose our money so fast? It’s too much!”) “El mercado de valores ni siquiera bajo! Lo volvi a revisar esta mañana! Mira!” (“The stock market hasn’t even gone down! I checked again this morning. Look!”)—Gordita gestured to her iPhone screen, which was opened to a stock market app—“Lo tengo aqui. Mira! De hecho esta mas alto desde que el empezó! Y no nos queda nada! Como es possible? No puede ser! No debería pasar!” (“Look! It’s higher than when he started. Fact! And we have nothing left! How is that even possible? It shouldn’t be. It can’t be. It’s not!”)


Despite being reasonably proficient in Spanish, I was able to make out only Gordita’s first few words, which translated to “I don’t understand.” Everything else blew past me, like a gust of wind. I turned to Cristina, threw my palms up in the air, and raised my eyebrows as if to say, “You see what I mean? No one understands your sister! It’s ridiculous.”


Cristina shrugged. “She said she’s frustrated.”


“Yeah, that much I got. I heard the word ‘impossible’ in there, somewhere.” I looked over at Gordita and said in carefully spoken English: “You… say… the… word… ‘impossible,’ Gordita?”


“Yes, impossible,” she answered, in heavily accented English. “But Fernando does this.”


My brother-in-law was sitting to Gordita’s left and looking down at a set of duplicate account statements and shaking his head slowly. He wore a crisp polo shirt and the hint of a wry smile that said, “Yeah, I definitely fucked up here, but I’m still rich, so it’s not the end of the world, now is it?” It was the sort of smile that every husband in this situation desperately tries to suppress, because he knows it will result in his wife saying, “What the fuck are you so happy about? You know how many Chanel pocketbooks I could have bought with the money you lost?”


I looked back at Cristina and said, “What else did she say?”


“She doesn’t understand how they lost their money so fast. It doesn’t make sense to her. She downloaded an app on her phone, and the app says that they should be making money, not losing money, because the stock market is up. She doesn’t see how it’s possible.” Then she turned back to Fernando and Gordita and repeated what she had just said in Spanish.


“Exacto!” exclaimed Gordita. “This not have sense!”


“What no have sense?” snapped Fernando. “Many persons lose money in stock market! Now I am one of those. This is not end of world!”


Slowly, without moving her torso so much as a single inch, Gordita rotated her head towards Fernando and fixed him with an icy stare. No words were necessary.


“What? What did I say wrong?” Fernando replied innocently. Then he looked at me and added, in his best English: “I am no wrong here! Everyone lose money in stock market, yes? I no mean you. I speak of normal people. Understand?”


“Yeah,” I replied. “I totally understand. The words ‘normal’ and ‘me’ don’t often collide in the same sentence, so you’re right on point.”


“He didn’t mean it that way,” offered the translator. “Fernando loves you.”


“I know,” I replied warmly. “I’m just kidding. Anyway, just translate as I go, okay? It’s too complicated to stop and start like this.”


“It’s fine, go!” ordered Cristina. “I’m ready for you.”


With that, I took a deep breath and said, “Okay, so… what you’re saying is true, Fernando. Most people do lose money in the market, and a lot of them end up getting wiped out, the way you did. Buuuut—and this is a very big but, guys—not everyone loses money in the market; there’re a lot of people who make money in the market, and I’m not just talking about professionals; I’m talking about amateur investors too.


“What I can promise you, though, is they’re not trading the way that you did, like a wild banshee. It’s lit—”


“A wild what?” asked my almost-fluent translator, cutting me off.


“A wild banshee.”


“What’s a wild banshee?”


“It’s like a… a wild Indian. You know, screaming, yelling, shooting arrows. Anyway, it’s just an expression. My point is that it’s literally impossible for an amateur investor to make money when they’re trading in and out all the time. Eventually, they’re gonna get wiped out; it’s just a matter of time. And that goes for both the stock market and the crypto market, although they’ll usually get wiped out even quicker with crypto, because the cost of trading is so high, and there are also a ton of scams out there. So, unless you know exactly what you’re doing in that world, you’re gonna end up stepping on a land mine, sooner or later, and blowing yourself up. It’s a mathematical certainty.” I paused for a moment to check in.


Cristina nodded and continued translating.


Meantime, I began thumbing through the account statements again, looking for more clues. I still felt like there was something missing, something hidden in plain sight, that would more fully explain how Fernando managed to lose almost his entire investment during a sixty-day period of relatively stable market conditions.


Of course, the most obvious explanation was the one I had already come up with: that Fernando was a novice investor whose early success had stimulated flames of greed—in the glare of which his normally sound decision-making process seemed quaint and outdated, compared to the huge sums of money to be made with a more aggressive trading mentality.


But was there more, a smoking gun perhaps?


Just then, Cristina looked at me and said, “They understand everything, and they want to start over again, the right way. They want to know what you think they should buy. Should they invest in stocks? Or crypto?” Then, as an afterthought, she added, “And which ones? Gordita wants specific recommendations.”


“Well, to answer their first question, at their age, they should definitely be investing the vast majority of their money in the stock market, because that’s where, over the long term, people historically get the consistently best returns, and there is also an amazing hack for doing it that makes it almost foolproof. But since you guys lost the bulk of your money in crypto, let’s start there, as I think it will help you understand what went wrong.”


I turned back to my translator. “So, in the world of crypto, there are basically two ways that new investors, like them, who are just getting started can make a ton of money without taking any huge risks.


“The first way is to simply buy Bitcoin and hold it, and when I say, ‘hold it,’ I mean really hold it, regardless of whether the price goes up or down in the short term. They need to completely ignore all that, because it’s nothing more than background noise, okay?


“I want them to buy and hold for at least five years; that is the absolute minimum; and seven years is even better; and ten years is better than that.


“If they simply do that—if they follow that simple advice—they have a chance of making money in crypto, especially as they get to the five-to-seven-year mark, at which point they have a very good chance of making money, although the operative word there is “chance.” It’s definitely not guaranteed; there are no guarantees in any market, and that goes for stocks and crypto.


“However, with that being said, when it comes to crypto, I believe that buying and holding Bitcoin for the long term is definitely the best bet.” I motioned in the direction of Gordita’s iPhone. “Tell Gordita to write that down.”


“Got it,” replied Cristina, and she continued translating.


“And also, tell her no short-term trading! That’s a definite no-no. It’s all buy and hold.”


A few seconds later, Gordita picked up her iPhone and began typing with both thumbs at the speed of a jackrabbit. When she finished typing, she flashed me an appreciative smile and said, “Gracias, Jordie. Continuar, por favor.”


“No problema,” I replied and turned to Cristina. “Now, in terms of how much Bitcoin they should buy, let’s table that discussion until I’ve gone through the different strategies I want to show them, especially one in particular, for the stock market, which, at the end of the day, is where the vast majority of their portfolio should actually be. Crypto, on the other hand, should make up only 5 percent of their total portfolio, at most. I’d strongly advise against anything more than that.


“Anyway, they can decide later on how much total money they should invest, and then we’ll go through the best way to split those funds up into a few different asset classes in order to maximize their returns and minimize their risk.


“But for now, let’s stick with buying and holding Bitcoin for the long term, and the key takeaway here is that the reason I’m relatively confident that they’re gonna make money with this strategy is because it’s for the long term. That’s where all the power lies.


“Now, on the flip side, if you were to ask me where I think Bitcoin is going over the next few weeks or the next twelve months, I would be completely lying if I told them that I knew. I don’t. Nobody does, at least not with any degree of certainty, and anyone who tells you differently is completely full of shit.


“But over the long term—and I mean over the very long term—I do have a belief that Bitcoin is going higher. And there’s a reason for that.


“You see, in the short term, there are all these random occurrences that can impact the price of Bitcoin, and I frankly have no way of predicting any of them. I’m talking about things like Elon Musk waking up on the wrong side of the bed one day and hating Bitcoin, or President Xi of China deciding to suspend trading in Bitcoin because it no longer suits his political agenda, or a bunch of whales dumping their Bitcoin to drive the price down and then buying it back a few days later to make a killing, or the Federal Reserve raising interest rates or tightening the money supply to try to combat inflation, which has already started kicking up, by the way.


“I mean, I know you guys are used to double-digit inflation in Argentina, but in the United States, there is absolutely no way that the Federal Reserve can let that stand. They’ll have to do something to rein it in, and that will not be good for Bitcoin or the stock market, at least in the short term.


“Anyway, my point here is that, while these types of random events can have a huge impact on Bitcoin over the short term, they have virtually no impact on the price of Bitcoin over the long term, and since I have no way of predicting any of these short-term events, it makes trading Bitcoin over the short term a total crapshoot.


“On the flip side, though, investing in Bitcoin for the long term is an entirely different story, because now the fundamentals come into play. You can take a close look at all the things that make Bitcoin potentially valuable—like how scarce it is, the problems it solves, and how quickly new people are starting to use it—and then make an informed decision as to what you think it’s actually worth, compared to its current market price.


“Then you ask yourself, is it undervalued or is it overvalued? If you think it’s undervalued, then you’re gonna want to buy it—right?—because you’ll be getting it at a relative bargain. And if you think it’s overvalued, then you’ll probably want to run the other way, because why would you overpay for something? [I’ll be digging into the subject of “valuation” in the following chapters of the book, so stay tuned.]


“Now, maybe I’m crazy, but to me, that seems like a far more intelligent way to go about investing your hard-earned money than trying to time the market in the short term and having to deal with what kind of mood Elon Musk is in, or what President Xi had for breakfast. You get it? The first way is investing; the second way is speculating, or gambling.


“So, with that in mind, if I were to ask Fernando why he thinks I own Bitcoin right now, he should be able to easily give me the answer, which is: I think it’s undervalued compared to its current price and, hence, destined to go higher over the very long term.


“And if you were to ask Gordita when she thinks I’m gonna sell my Bitcoin, she should be able to give you that answer just as quickly, which is: I’m not selling anytime soon. I’m a long-term holder, for at least five years, and probably longer than that.


“Now, can Bitcoin go substantially lower in the next twelve months? Absolutely. In fact, if past history is any indication, at some point it probably will. Bitcoin goes through sharp declines during so-called Bitcoin or crypto ‘winters.’ But I am totally unconcerned with that. It’s all just noise to me. I bought it as a very long-term hold, and I’m sticking to that strategy.


“Does all of that make sense to you?” I asked Cristina. “Can you explain it to them?”


“Absolutely! It makes perfect sense.”


And just like that, Cristina was off, fluidly, elegantly—and with remarkable ease considering that she hadn’t spoken a word of English only two years prior—translating my first piece of investment advice to Fernando and Gordita. It was advice that was sound and logical and followed proven investment principles, unlike the kamikaze course they had been on.


But this was only the beginning.


All we had spoken about so far was one basic strategy for investing in Bitcoin; we hadn’t even touched on the stock market yet, which was where the bulk of their investment portfolio belonged. To that end, I had one strategy in particular that was so powerful and so easy to learn that, with one quick run-through, Fernando and Gordita would have all the information they needed to be able to consistently beat 95 percent of the top-performing money managers in the world.


To them, that would be life-changing.


So it was that, over the course of the evening, I would provide Fernando and Gordita with a step-by-step formula for building a world-class investment portfolio that would maximize their returns, minimize their risk, and shield their savings from Argentina’s two-headed monster of runaway inflation and rampant currency devaluations.


I would touch on everything—from how to quickly identify the very best stocks on the New York Stock Exchange and the tech-heavy NASDAQ, to how to effortlessly mold them into a world-class portfolio that would automatically update itself when a company went bad.


It was an insider’s perspective unlike anything they had ever seen or heard or read about before. In short, not only did I show them how the pros on Wall Street do it, but also how to easily avoid the huge commissions, hefty management fees, and obscenely large performance bonuses that investors who are not privy to the insider’s playbook get tricked into paying, and which end up cannibalizing their returns and ultimately robbing them of their wealth.


In fact, as the night went on, I started to feel like a retired magician who was breaking my former industry’s most important of all rules: to never reveal the secrets to our most valuable tricks. But that was precisely what I was doing.


I was pulling back the curtain on the entire financial services industry and exposing the secret to their greatest magic trick of all, namely: how they use the power of misdirection to cloak the ugly yet undeniable truth that the most effective investment strategies of all are so easy to learn and so simple to implement that Wall Street’s presence and, for that matter, the presence of their fees, commissions, and ludicrous performance bonuses are simply not required.


All you need is a decoded version of their insider’s playbook.





WHAT I OFFER YOU NOW in the following pages is precisely that:


A decoded version of the insider’s playbook that Wall Street has been holding over the heads of investors on Main Street for the last sixty years. It’s a playbook that I’ve been privy to for almost my entire adult life, and that I badly misused in my early years on Wall Street. I used it then to make vast sums of money for myself, while separating other people from theirs, something that I am not proud of and that I’ve spent many years making up for. I’ve now helped tens of millions of people from all over the world live happier, wealthier, and more financially empowered lives by teaching them the art of sales and persuasion and how to be more effective entrepreneurs.


But this book takes things to a whole new level.


You see, not only does it serve as a turnkey solution to building your own financial kingdom, but I’m also handing you the keys on a silver platter. What I’m referring to here is the fact that it has taken me over three years to write a book whose strategies I know so well, and so innately, that I should’ve been able to finish it in a week. The only problem was that the subject matter in question tends to put people to sleep, so I had to get around all the inherent boredom and tediousness by writing this in a way that would keep you turning the pages all the way to the end. Otherwise, I knew, I would be doing a serious disservice to you.


So began the painstaking process of decoding Wall Street’s insider’s playbook in a way that would be fun to read, easy to follow, even easier to implement, and that, every once in a while, would make you laugh out loud and say to yourself, “I can’t believe he just said that!”


For those of you who are amateur investors, or if you’re thinking about getting started, this book will be a total game-changer for you. It will show you how to deploy your hard-earned money in a safe, secure, and highly deliberate way that will allow you to quickly build a world-class stock portfolio that will consistently beat 95 percent of the top-performing hedge fund managers and mutual fund managers in the world.


And for those of you who are seasoned investors with a solid track record of proven success, this book will still be equally valuable. Not only will it show you precisely why your current investment strategies have been successful, but it will also serve as a powerful reminder to stay the course and not get baited by the latest stock tip you hear from an old friend, or from a world-class carnival barker on CNBC, or from a clueless coworker at the office water cooler, or from one of the thousands of self-serving charlatans on TikTok or Instagram.


In addition, despite your past success in the market, depending on who’s been advising you, there’s an excellent chance that a significant portion of your annual returns are being unnecessarily cannibalized by fees, commissions, and pumped-up annual performance bonuses. This book will show you how to eliminate the vast majority of them, ensuring that your annual returns go into your pocket instead of Wall Street’s.


Lastly, if you’re one of those ultraconservative people who doesn’t invest in the market (perhaps because you despise Wall Street and the greedy bastards who work there), then this book will still be very valuable to you. For starters, it is specifically designed to teach you how to beat Wall Street at their own game by extracting your fair share of the value that they do create, without allowing them to steal most of it back from you in the end.


You see, Wall Street does, in fact, serve a vital and necessary interest to the proper functioning of the world’s economy and creates massive value in the process. The only problem is that they’ve also quietly placed a giant, bloodsucking monster atop the entire global financial system—extracting excess fees and commissions and creating general financial mayhem.


The term that I’ve coined to describe this giant, bloodsucking monster is the Wall Street Fee Machine Complex, and I’ll be diving into this in much greater detail in the following chapters and showing you a simple and highly effective way to safely navigate around it.


But for now, the one crucial takeaway here is that it doesn’t matter where you live, how old you are, how much money you earn, what you do for a living, or how much money you currently have in the bank or tucked away under your mattress. One of the most integral parts of living a financially empowering life is to take the money you’ve saved, through a combination of hard work and thriftiness, and safely put it to work in a way that at least shields you from the effects of inflation and currency devaluation, while also carefully allowing it to grow.


This book will set you on the road to building the type of well-balanced portfolio that will allow you to retire one day with pride and dignity, and the financial freedom to do whatever you want, whenever you want, with whomever you want, as much as you want.


That is truly my wish for you.




	
1 A black swan event is a rare and unexpected event that has a devastating impact on the stock market and the underlying economy. Since these events cannot be anticipated, they catch everyone by surprise: banks, brokers, investors, politicians, and the media.


	
2 A day trader is someone who executes a very large volume of trades to try to capitalize on intraday price swings. Typically, all open positions are closed by the end of the day to eliminate overnight risk from a sharp decline in the market or a black swan event.













2 SHAKESPEARE WITH A TWIST



LATER THAT EVENING, Fernando asked me a very profound question, although at the time he had no way of knowing it. To him, it was just another in a long line of tip-seeking queries—focusing almost exclusively on what he and Gordita should do in the future and paying zero attention to the mistakes of the past. And while his motivation for doing this was crystal clear to me—it’s human nature to try to avoid pain and focus on pleasure—I was certain that this strategy didn’t serve him.


After all, when it came to doling out investment advice, this was not my first rodeo.


People had been coming to me for stock tips for the last thirty years, and what I had learned the hard way, through trial and error, was that doling out stock tips, without also explaining the “why,” was a massive exercise in futility.


To make real change, which is to say, lasting change, requires a deeper understanding. In other words, people need to know why an investment makes sense, and they also need to know why one doesn’t. Otherwise, they’ll fall right back into the same destructive patterns—whether it’s aggressive short-term trading, throwing good money after bad, or following the advice of a self-serving charlatan, they’ll end up just like Fernando: the demoralized owner of a battered investment portfolio, comprised of all losers, no winners, and a year-end tax bill to boot.


Not only was this the precise outcome that made Fernando’s question so poignant, but it also cut right to the heart of one of the most common and devastating mistakes that amateur investors make, namely: allowing the price that they initially paid for an asset to influence their decision when to sell it.


For example, in Fernando’s case, while the vast majority of his initial $100,000 investment was now dust in the wind, he still had a few positions left. Specifically, there was just under $3,000 in value, divided between three dogshit stocks, four truly shitty shitcoins,3 and two near-worthless NFTs, the latter of whose artwork I considered to be so offensively bad that I had to resist the urge to ask Fernando if he’d been in a state of temporary insanity when he bought these two masterpieces, which, to me, looked like a monkey and a computer had closely collaborated to create a ten-thousand-piece collection of digital vomit. I found them unusually repulsive, even for NFTs.4


Now, if you’re wondering why someone as smart and educated and as savvy as Fernando would choose to buy such obvious pieces of shit, the short answer is as follows: I can assure you that at the time he made each and every one of his investments—from his initial purchases of shares in Tesla to his dabblings in cryptocurrencies, and everything in between—whether he made the investment as a result of a stock tip from a friend, something he’d read online, or from his own gut feeling, at the very moment that he actually made each purchase, he thought that the value was going up.


Whatever the case, there were a total of nine remaining positions in Fernando’s portfolio, and they had a combined market value of just under $3,000.


His original cost for these nine gems?


Approximately $49,000.


The biggest loser of the nine?


A thousand shares of a stock that he bought for $18 per and that was now trading at 35 cents.


The biggest winner of the nine?


Ten thousand tokens of a shitcoin that he bought for $1 per and was now trading at 40 cents.


And the remaining seven?


Somewhere in between, with not a single one trading near the price he paid for it.


So, there they were, Fernando and Gordita, faced with a decision:


To sell, or not to sell, that was the question!


The only problem was that they were not in agreement.


“Soooo…,” said our translator, using the tone of the peacemaker. “What do you think they should do? Fernando doesn’t want to sell anything because everything is down so much. He thinks they just hold for now and wait for things to come back. He said that it’s only on, uh… it’s—”


“On papers,” offered Fernando, finishing the sentence.


“Exactly!” agreed Cristina. “That’s what I was gonna say. Right now, the loss is only paper. Once they sell it, they’re done. They can’t make the money back.” With that, she shrugged, as if she didn’t quite believe those last few words herself. Then she changed to a more upbeat tone and added, “But Gordita thinks”—Gordita whipped her head around, narrowed her eyes, and shot me a look; the unspoken words were: “You better agree with me, if you know what’s good for you!”—“they should sell everything and start all over again from scratch. How do you say it in English, she wants to uhh… ‘close the book on everything.’ That’s what Gordita wants to do. What do you think?”


I took a moment to consider my response.


It was interesting, I thought… this overwhelming desire Gordita had to simply sell everything, regardless of the price, so they could put this nightmare behind them and start all over again. It was a desire I knew all too well, to want desperately to close the book on a painful experience… to rid yourself of all the negativity and pessimism that’s associated with it. It was a desire that I had experienced myself many years ago, back in the dark days, during those first few years after I had gotten arrested. It was a suffocating feeling… like dying in slow motion… my life slowly, painfully, being stripped away… the trappings of wealth… losing them one by one. It was the equivalent of dying by death from a thousand paper cuts.


I remember thinking that I would be far better off if they would just get it over with… strip me of everything I owned, all at once, and let me go to jail and do my time. I felt as if until every last vestige of the negative experience had been completely stripped away—the cars, the homes, the boats, the clothing, the money, the wives, the watches, the jewelry, and in Fernando and Gordita’s case, the dogshit stocks, the shitty shitcoins, the vomit-worthy NFTs, their very brokerage accounts and crypto wallets—there were simply too many reminders to be able to take that all-important first deep breath, square your shoulders, put one foot in front of the other, and start your life anew. So, in that sense, Gordita had an excellent point.


On the other hand, I also knew where Fernando was coming from.


In his mind, a more pragmatic and logical approach would serve their long-term interests far better than succumbing to the emotional need for closure. After all, they were down so much on everything that what was the point of even selling? It wasn’t like getting back the $3,000 was going to soften the blow any. It was simply not enough money to impact their finances, one way or the other. So why sell? he thought. Why take a paper loss and turn it into a real loss and eliminate any chance they had of getting their money back?


So, there it is, the profound question that seemed simple on the surface:


When is the right time to sell, and what do you base your decision on?


On how much you’re up? On how much you’re down? On the original price you paid?


As I said before, this seemingly innocuous question cuts right to the heart of one of the most common and devastating mistakes that amateur investors make.


Let me give you an example:


Let’s say you bought a thousand shares of a stock at $40 a share, and then a few months later the stock is down at $10 a share. How much money have you lost?


The obvious answer is $30,000, right?


Let’s do the math: You originally bought a thousand shares, and each one of those shares is now worth $30 less than when you originally bought it. So, to figure out what you lost, you simply multiply the number of shares you bought—one thousand—by the amount you lost on each share—$30 per share—and you come up with a total loss of $30,000. The math is undeniable, right?


Maybe so, but does that number really make sense? Did you really lose $30,000?


I mean, clearly, the value of your account is down by $30,000—there’s no denying that—but like Fernando thought, since you haven’t sold your shares yet and actually closed out your position, have you really lost your money yet? I mean, in reality, aren’t you just “down on paper,” as the phrase goes? Think it through for a moment, like Fernando did.


Until you actually sell the shares, there’s always a chance that the price can come back and that you’ll get back at least some of your money, right? In fact, better still, if you’re willing to be really patient, you can wait for the stock to go all the way back up to where you originally bought it and close out your position then. In that case, you’d end up breaking even and there would be no loss at all.


Convincing stuff, right?


So, let’s take things one step further now: I want you to imagine owning a stock portfolio that’s been using this strategy for the last two years.


In other words, when a stock was down, you simply didn’t sell.


Instead, you followed Fernando’s playbook, and you held the position, remained supremely patient, and waited for the stock to come back.


On the flip side, though, when a stock was up, you actually did sell.


In other words, once again, you followed Fernando’s playbook (during his first two weeks of trading when he couldn’t seem to lose), and you sold the positions, locked in a profit, and continued on with your trading.


Of course, you have to pay some taxes on all these profits, but you’re not going to complain about that, right? After all, as Ben Franklin used to say, “There are only two certainties in this world, death and taxes,” and when you combine that fact with yet another popular saying, one that’s loved by stockbrokers—“you’ll never go broke taking a profit!”—this strategy seems like a surefire winner and a long-term recipe for success.


Or does it?


Let’s think it through for a moment:


Does a trading strategy that has you selling all your winners, to lock in the profits, and holding on to your losers, to avoid booking the losses, actually make any sense?


Well, to answer this question beyond the shadow of a doubt, let’s take a look at our two-year-old portfolio and see how the strategy held up.


Let’s look inside our portfolio for a moment: What type of stocks are inside: What does this entire portfolio consist of?


The answer is all losers. Every last one of them. Just like Fernando’s portfolio. It’s a mathematical certainty.


The strategy has two huge flaws, both of which are fatal:




	
1. It’s built on a foundation of self-delusion.


	
2. It fails to address the most important factor of all when it comes to deciding if it makes sense to sell, whether you’re up or down.





What is the self-delusion it’s based on?


To put it bluntly, you’re like an ostrich sticking your head in the sand, convinced that as long as you don’t look up and assess the situation, there’s no possibility of danger. Or, in stock market terms, as long as you don’t sell a stock that’s gone down, then you’re not actually down.


Well, let me give you a little news flash here, in a way that I know you’ll remember:


You. Are. Fucking. Down!


Just because you haven’t sold a stock and closed out the position does not mean that your money hasn’t been lost. In point of fact, it has been lost; it’s gone; it’s left the fucking building, along with Elvis.


If you have any doubts about this, then a quick look at the mutual fund industry should permanently put them to rest. You see, among the literally thousands of financial products that Wall Street markets to individual investors, mutual funds are the most highly regulated, especially on the accounting side, where a standardized bookkeeping method called “marking to market” is a legal requirement for all funds.


Here’s how the method works:


At the close of each trading day, a mutual fund goes through each stock in its portfolio, one by one, and takes its current market price—the mark-to-market—and multiplies it by the total number of shares the fund currently owns of that stock to come up with the current value of each stock in their portfolio based on that day’s market.


Then, once that process has been completed across the fund’s entire portfolio, they add all of those marks together, plus any cash they have on hand, and come up with their total current assets.
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To figure what each share of the fund is worth, they subtract the fund’s total liabilities (margin loans, commissions, trading fees, salaries, marketing expenses, etc.) from the fund’s total assets, and then divide that number by the total number of outstanding shares in the fund and—voilà!—they arrive at the fund’s “net asset value,” or NAV for short, which represents the value of each share of the fund at the close of that particular trading day.




Total Current Assets of Fund = Cash + Σ(Pmarket* number of shares held)


Net Asset Value (NAV) = (Total Assets of the Fund - Total Liabilities of the Fund) / Shares Oustanding





So, what’s my point with all this?


Well, simply put, even the SEC, as inept as they are, does not allow mutual funds to use the price that they originally paid for a stock to calculate their NAV.


Why?


Because it would be patently ridiculous.


And wildly deceptive.


Here’s the bottom line:


In the absence of marking each stock in their portfolio to the current market price, an investor has no way of knowing if they’re buying into a fund that consists of 100 percent losers that simply haven’t been sold yet.


Obviously, the same is true with your own stock portfolio. Just because you haven’t sold a stock that’s gone down doesn’t mean that you haven’t lost the money.


You have. The money is gone.


Whether it’s gone permanently is an entirely different story, which leads us to the second fatal flaw of not marking stocks to the market on a daily basis: it fails to address the most important factor of all when it comes to deciding whether it makes sense to sell—namely, why?


In other words, why did the stock go down? What were the reasons behind it? And on the flip side, why did the stock go up? What were the reasons behind that?


For example, let’s say a stock that you bought at $40 a share is now trading at $70 a share, and you want to know if it makes sense to sell.


Here’s my first question to you:


Why did you buy the stock at $40 a share? What was the reason in the first place?


And your answer to me, unless you don’t like making money, would be that you thought that the stock was going higher, right? I mean, why else would you buy it? Not because you thought it was going lower; that would be ridiculous.


So, as obvious as it might seem, this is our first key takeaway:


That the reason investors buy a stock, or any other asset, is because they think it’s going higher—which now leads me to the next obvious question:


Why did you think the stock was going higher? What was the actual reason behind it?


You see, contrary to popular belief, stocks don’t go up and down as a result of magic or voodoo or any other mystical force; there are a finite set of reasons.


So, let’s go through them right now, starting with the most obvious reason first:


Stocks go up and down based on the law of supply and demand.


For example, if the demand for a stock exceeds its supply—which is to say, there are currently more buyers than sellers—then, generally speaking, the price of the stock goes up.


Conversely, if the supply of a stock exceeds its demand—which is to say, there are currently more sellers than buyers—then, generally speaking, the price of the stock goes down.


It makes perfect sense, right?


In fact, you’ve probably heard that explanation before.


The only problem is that it’s far too simple to have any meaning.


Why?


Because at the end of the day, supply and demand are not reasons unto themselves; they are the results of reasons that came before them.


So, to simply say that a stock went higher because the demand for it increased provides no insight whatsoever into what actually happened. To acquire that insight, you need to dig deeper and go back a step in the process and see what caused the demand to increase in the first place. Once you know that, then you can start making some very informed investment decisions.


Say you want to know what to do, for example, with the stock you bought at $40 that is now trading at $70 a share. Should you sell the stock and take a profit, or should you hold on to the stock and wait for it to go even higher?


Once again, we’re right back at Shakespeare and his age-old dilemma: To sell, or not to sell! That is the question!


To properly advise you on whether to sell, the first thing I’d want to know is what your reason was for buying the stock in the first place. What price target did you have in mind? And most importantly of all, what happened that caused the stock to go up? Or, put another way, what was the source of the increased demand? What were the reasons behind it?


All told, there are four reasons why the demand for a stock will increase:




First, Investors Think the Company is Undervalued.


When a company’s stock is thought to be undervalued, it motivates investors to go into the market and buy shares at what they perceive to be a bargain-basement price. In Wall Street parlance, we refer to this group of people as value investors, with the most famous member of this group being Warren Buffett, the famed Oracle of Omaha.


Since the mid-1960s, Buffett has used the strategy to become one of the richest and most successful investors in history, amassing a personal net worth of over $200 billion, while making hundreds of billions more for investors who bought shares in his publicly traded investment company, Berkshire Hathaway.


To give you an idea of just how successful Warren Buffett has been, if you or your parents or even your grandparents (yes, Warren Buffett is as old as the hills, but still sharp as a tack) had had the foresight to invest $10,000 in Berkshire Hathaway when Buffett first assumed control in 1964, that investment would now be worth $410 million.


Clearly, that’s an insane return.


However, the theory behind value investing is actually quite simple.


Value investors make their investment decisions by measuring a company’s intrinsic value—its sales, earnings, assets, liabilities, balance sheet, etc.—against the current price of the company’s stock. If the stock is currently trading below the company’s intrinsic value, then value investors would consider the company to be undervalued, and they would go into the market and buy the stock. If the stock is trading above the company’s intrinsic value, then value investors would consider the company to be overvalued, and they would not go into the market to buy the stock.


It makes sense, right?


The million-dollar question is, how do you go about calculating a company’s intrinsic value?


The answer is that there are two very different ways:


The hard way and the easy way.


Let’s start with the easy way first, because it’s so ridiculously easy that, after I’m done explaining it to you, you’ll probably have no interest in doing it the hard way.


So, with that in mind, the easy way consists of:


Looking it up.


Yes, that’s how easy it is to find a company’s intrinsic value.


All you have to do is access the easy-to-find financial research from one of Wall Street’s top analytics houses, each of which employs a small army of financial analysts who specialize in combing through the balance sheets, cash flow models, news releases, and earning reports to come up with a highly accurate estimate of a company’s intrinsic value.


Using a method known as discounted cash flow analysis—or DCF, for short—the analysts estimate the intrinsic value of a stock by taking into account a number of different factors, including the company’s current financial situation, its future growth prospects, its current- and intermediate-term risk profile, and the time value of the money, inasmuch as profits from projected future growth need to be “discounted” back to their present value today.


In terms of which research house you should choose, there are literally dozens of them that provide this service, but below are four industry leaders that are particularly well respected:




	
ValueLine (www.valueline.com): Since 1931, Valueline has been providing in-depth coverage and analysis on a wide range of stocks, bonds, options, and mutual funds, including financial statements, earnings and revenue forecasts, intrinsic value estimates, and technical analysis. It currently provides coverage on more than 1,700 publicly traded companies.


	
Moody’s (www.moodys.com): Founded in 1909, Moody’s has grown into one of the largest and most well-respected credit rating agencies in the world. Using a letter-based rating system, with “Aaa” being reserved for the most creditworthy entities and “C” being reserved for the biggest pieces of shit, its credit ratings are used by investors, financial institutions, and corporations all over the world.


	
CFRA (www.cfraresearch.com): Formerly known as S&P Global Market Intelligence, CFRA is an independent research firm that provides financial research and data on a wide range of securities, including stocks, bonds, and other financial instruments. Known for its proprietary research, CFRA prides itself on its ability to identify undervalued stocks and the most attractive investment opportunities.


	
Morningstar (morningstar.com): Founded in 1984, Morningstar is an independent investment research firm that provides financial data and analysis on a wide range of securities, including stocks, bonds, mutual funds, and exchange-traded funds (ETFs). One of Morningstar’s key features is its proprietary star rating system, which rates mutual funds and ETFs based on their past performance and risk.





Each of these research houses offers a wide variety of subscriptions and online portals, including free access for basic requests like finding out a stock’s intrinsic value, so getting this information doesn’t have to even cost you anything. Alternatively, you can collect this same information piecemeal by combing through the analyst reports of Wall Street’s largest banks and brokerage firms—Goldman Sachs, Morgan Stanley, JPMorgan Chase, just to name a few. Each of these firms is well known for having strong research capabilities and specializes in certain types of industries. (Hence, the need to do this piecemeal.)


Either way, whichever source you choose, once you’ve ascertained a stock’s intrinsic value, the rest is easy. You simply compare the company’s current stock price to its current intrinsic value and make your value-based investment decision accordingly.


Or is it?


Is it really that easy?


Let’s use Apple as an example.


Right now, using the aforementioned discounted cash flow model, the intrinsic value of Apple is estimated to be approximately $135.13 per share, and its current stock price is $141.86. So what does that mean?


Well, on the face of it, it would appear that Apple is slightly overvalued right now—by precisely 4.9 percent.


Very interesting.


You know what I say?


Bullshit, with a capital B!


I mean, come on! Do you really think that you can look at a company with the resources and track record and management expertise of Apple and use its intrinsic value to make an intelligent investment decision as to where its stock will go over the next five years?


To me, the entire notion seems utterly ridiculous, and I’ll tell you exactly why.


For starters, this alleged intrinsic value of $135.13 is merely the average of the various intrinsic values that Wall Street’s top research houses have placed on Apple, based on their own internal models. Depending on which source you use, the estimates run from as high as $235 a share to as low as $99 a share, which is to say there is no accurate consensus on Apple’s intrinsic value.


Why?


There are simply too many variables involved and too many personal biases among the analysts to come up with a consistent conclusion. In consequence, their results turn out to be more subjective than objective—making them meaningless to a value investor looking to make an informed investment decision.


The same can be said of the average intrinsic values of many other large, publicly traded companies, especially ones that maintain multiple business lines and have an aggressive pipeline of new product launches, any one of which has the potential to dramatically impact the company’s bottom line. For that reason alone, it’s extremely difficult to get an accurate read on the intrinsic value of these types of companies, to the point where you could be certain enough to use it as a basis for making an informed investment decision.


However, with other, less complex companies, the exact opposite might be true.


In cases where there’s a straightforward business model and predictable growth prospects, it is far easier to get an accurate read on a company’s intrinsic value and make a value-based investment decision accordingly.


Either way, the most important thing to remember here is that, even under the best of circumstances, the process of calculating a company’s intrinsic value is not an exact science. The so-called human factor, in the form of an analyst’s personal biases, their preconceived notions about a company’s future performance, their confidence in its management team, and the industry the analyst operates in, will always be at least somewhat involved—turning the final number into a partially subjective measure of a company’s value rather an absolute objective one.


In consequence, it seems absolutely ludicrous to use Apple’s alleged intrinsic value as the sole measure of whether it’s undervalued or overvalued, without also considering, as one must, the immense value of Apple’s intangibles—its proven management team, its vast cash hoard, and its long-term track record of launching blockbuster products and then developing lucrative financial ecosystems around them.


In any event, that’s the easy way of calculating a company’s intrinsic value: to simply look it up.





NOW LET’S MOVE ON to the hard way, which, to put it bluntly, is really fucking hard. In fact, it’s so hard that I highly recommend that you avoid it altogether, unless you have a sadomasochistic streak that brings you intense pleasure from doing boring, tedious mathematical calculations that will ultimately give you the exact same answer that you can get by simply looking the same thing up on a computer.


Nonetheless, I still feel compelled to give you a brief summary of what this mathematical shitstorm entails, focusing on the key terms and variables that Wall Street analysts use in their calculations. This way, if you ever find yourself listening to one of the pundits on CNBC going on and on about how a certain company is either undervalued or overvalued based on its intrinsic value, you’ll be able to easily follow along and also take the information for what it’s worth (which is probably not much).


So, with that context in mind, I will tell you that calculating a company’s intrinsic value involves a complex series of mathematical calculations that address a host of different variables, including the company’s current number of outstanding shares; its current and future earnings potential and cash flow (the future numbers for which need to be discounted to reflect the fact that money earned in the future is less valuable than money earned today); and then another dozen or so different variables, each of which needs to be properly weighted based on each individual analyst’s proprietary model, and on and on it goes.


To sum it all up, it’s a total clusterfuck, and I think you’d be crazy to try to do it when the final calculation is being handed to you on a silver platter by a dozen different highly reputable firms, if such a thing exists on Wall Street. But either way, there are still a few simple terms that you need to be familiar with to make basic sense of how the market operates and how public companies are prescribed a value.


In total, there are four “terms” that you need to know:


1. Total Number of Outstanding Shares


This refers to the total number of shares of a company’s stock that are currently being held by both investors and company insiders, with the latter group including the company’s original founders, early-stage investors, and current management team. Each of the company’s shares represents ownership in the company and entitles the holder to a portion of the company’s profits and also voting rights in certain matters.


To calculate the total number of outstanding shares, you simply add up all the shares of a company’s stock that are currently being held by individual investors, institutional investors (such as mutual funds and pension funds), and the company’s management team, and then subtract the shares that are being held by the company itself through a stock buyback program.


For example, if a company had previously issued 10 million shares of stock and 2 million of those shares had been repurchased by the company (through a stock buyback program), then the total number of outstanding shares would now be 8 million. It’s simple math.


In addition, the total number of outstanding shares can also change as a result of a stock split. In this case, the company increases the total number of outstanding shares by issuing additional shares of stock to existing shareholders. For example, in a 2-for-1 stock split, each existing shareholder would receive an additional share of stock for every share they currently own, effectively doubling the number of outstanding shares. Then, to ensure that the total value of the company remains unchanged, the current market price of each share will be reduced by 50 percent. The mechanics of a 2-for-1 stock split are illustrated below:
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Notice how in both cases, pre- and post-split, the total value of the company remains unchanged, which is to say, the result of a stock split is basically six of one and half-a-dozen of the other. The difference is simply cosmetic, although that is not to say that it can’t have a profound impact on how a stock is viewed by investors. For example, if the price of a stock climbs too high, smaller investors begin to feel that they’ve already missed the boat or that their chances of making a substantial percentage on such an expensive stock are severely limited. In consequence, it’s common for companies to announce a 2-for-1, or even 3-for-1, stock split to bring the price of those investors’ stock back down to a level that seems more attractive to them.


In addition, the same process can take place in reverse. For example, if the price of a stock falls too low, a company’s board of directors can authorize a reverse stock split, in which case the number of outstanding shares is reduced by a certain percentage and the price of the stock will increase accordingly. For example, if a company has 100 million shares outstanding and the price of the stock is 50 cents a share, the company can announce a 1-for-10 reverse stock split, which would have the effect of reducing the number of shares to 10 million and increasing the piece of each share to $5.


Of course, in the end, the value of the company remains unchanged, as the impact of both forward and reverse stock splits is strictly cosmetic. However, investors tend to view a $5 stock far more favorably than they would a 50 cent stock, which, by its very price, falls into the category of being a penny stock and having all the negative implications that go along with that.


2. Market Capitalization


Referred to as “market cap,” for short, this key financial metric is used to measure the total value of a company’s outstanding shares in terms of US dollars. To calculate it, you simply take the current price of the company’s stock and multiply it by its total number of outstanding shares and voilà—you get the company’s market cap.


For example, let’s say a company has 1 million shares of stock outstanding and its current stock price is $50 a share, then the company’s market cap would be $50 million. Alternatively, if the company had 20 million shares of stock outstanding and the current price of the stock was $100 per share, then the company’s market capitalization would be $2 billion. These simple calculations are illustrated here:




Market Capitalization = Current Stock Price × Shares Outstanding


Company A:


Shares Outstanding = 1,000,000


Current Stock Price = $50


Market Cap = $50/share × 1,000,000 shares = $50,000,000


Company B:


Shares Outstanding = 20,000,000


Current Stock Price = $100


Market Cap = $100/share × 20,000,000 shares = $2,000,000,000





Generally speaking, companies with higher market caps are considered to be more stable and less risky than companies with lower market caps. To that end, it’s common practice for investors to use a company’s market cap to identify potential investment opportunities. For example, some investors prefer to invest in small-cap companies (companies with market capitalizations between $300 million and $2 billion), because they have higher growth potential and can generate higher returns, while other investors prefer to invest in large-cap companies (companies with market capitalizations over $10 billion), because they are more established and have a proven track record of stable earnings.


Either way, it’s important to remember that a company’s market cap takes into account only the total value of all its outstanding equity, while ignoring other crucial factors that will almost certainly dramatically impact your ultimate investment decision.


3. Earnings Per Share (EPS)


This key metric breaks down a company’s profitability on a per-share basis and can be simply calculated by dividing a company’s total net income5 by its total number of outstanding shares. The result serves as a crystal-clear measure of how much profit the company is generating for each share of outstanding stock.


For example, if a company has a net income of $10 million and currently has 5 million shares of stock outstanding, then its EPS would be $2 per share. Alternatively, if a company has a net income of $10 billion a year and currently has 500 million shares outstanding, then its EPS would be $20. This altogether simple calculation is illustrated below, for both examples:




EPS = Net Income ÷ Total Shares Outstanding


Company A:


Net Income = $10,000,000


Shares Outstanding = 5,000,000


EPS = $10,000,000 ÷ 5,000,000 shares = $2 per share


Company B:


Net Income = $10,000,000,000


Shares Outstanding = 500,000,000


EPS = $10,000,000,000 ÷ 500,000,000 shares = $20 per share





Practically speaking, a company’s high earnings per share indicates that it’s generating a significant amount of profit for each outstanding share of stock, and a company’s low earnings per share indicates the exact opposite. More than anything, though, what makes the number so important when making an investment decision is that you can compare it to the company’s previous year’s earnings (or the previous quarter’s, if you’re analyzing a quarterly EPS report), and what the overall consensus was among Wall Street’s analysts, insofar as whether the company beat its projections or fell short of them.


Either way, as integral as this metric is in calculating a company’s intrinsic value, it’s important to remember that it still represents only one small piece of a much larger financial puzzle.


4. Price-Earnings Ratio (P/E)


As one of the most commonly referred-to financial metrics, a company’s P/E ratio measures the total value that investors are willing to place on a company’s earnings per share.


To calculate a company’s P/E ratio, you simply divide the current price of the company’s stock by its annual earnings per share. For example, if a company’s annual earnings are currently $4 per share and the stock is trading at $48 per share, that means investors are “rewarding” the company with a P/E ratio of exactly 12. Conversely, if Wall Street is very bullish on this company, in terms of its future growth prospects and annual earnings growth, it might reward the company with a significantly higher P/E ratio. For example, using the same annual earnings of $4 per share, if Wall Street places a P/E ratio of 25 on the company, then the stock would now be trading at $100 a share. This simple calculation is illustrated on the next page, for both examples:




P/E = Current Stock Price ÷ Earnings Per Share


Scenario 1:


Stock Price = $48 per share


Earnings Per Share = $4


P/E = $48 ÷ $4 = 12


Stock Price = Price-to-Earnings Ratio × Earnings Per Share


Scenario 2:


Earnings Per Share = $4


Consensus P/E = 25


Stock Price = $4 × 25 = $100





In practical terms, a high P/E ratio means that investors are willing to pay a very large multiple on the company’s annual earnings, because they are extremely bullish on its future growth prospects. Conversely, a low P/E ratio means that investors are relatively bearish, or at least unenthusiastic, about a company’s future growth potential and hence are willing to pay a far lower multiple on the company’s earnings.


For example, a company that’s growing extremely fast, with a high gross margin and a compelling business model, will typically trade with a much higher P/E ratio than a slow-growing company that maintains razor-thin margins and has no discernible way of rapidly growing its earnings. In practical terms, what a P/E ratio allows investors to do is quickly compare the value that the market is placing on a certain company’s earnings relative to other companies within the same industry by simply comparing the P/E ratio of the company in question to the average P/E ratio of its respective industry. If its P/E ratio is above the industry average, it suggests that investors are bullish on the company’s future growth potential relative to the rest of the industry. Conversely, if its P/E ratio is below the industry average, it means that investors are bearish on the company’s future growth potential relative to the rest of the industry.


Taking it one step further, the market prescribes a different average P/E ratio to each specific industry based on how investors view its overall growth potential relative to the rest of the industries that comprise the stock market. Below is a list of the average P/E ratios of the largest and most actively traded industries in the US stock market:


[image: Image]


To get the full picture of how a company is currently being valued by the market and where investors believe that value is going, analysts use two types of P/E ratios to evaluate the current and future growth potential of a specific company:




	
1. Its Trailing P/E Ratio: As the name implies, this metric uses a company’s earnings per share over the last twelve months to calculate its P/E ratio. In this case, the historical nature of the data makes this P/E ratio a highly accurate measure of a company’s value by allowing investors to use a company’s past performance to gauge its potential for future growth. However, there is a danger here, in the sense that since this ratio does not take into account a company’s near-term growth, it opens up the possibility for an investor to miss out on a major growth spurt in the coming year that could dramatically impact the company’s stock price. To account for that possibility, sophisticated investors will also look at the second type of P/E ratio before making an investment decision.


	
2. Its Forward-Looking P/E Ratio: This allows investors to compare a company’s trailing earnings for the last months to its projected earnings over the next twelve months, which is to say, this P/E ratio is based on an estimate of what a company might be worth if it hits projections in the coming year. Its usefulness lies in the fact that it allows investors to look beyond a company’s historical data and get an idea of what a company might be worth in the future if it hits its numbers.








IN ADDITION TO THESE FOUR key variables, there are numerous other data points that analysts take into account in order to calculate a company’s intrinsic value. But rather than me explaining them to you in the next fifty pages (and boring you to death in the very process), I’ll leave that honor to the great Benjamin Graham, whose groundbreaking book The Intelligent Investor can do a far better job of explaining the mechanics of calculating a company’s intrinsic value than I ever could. The only problem is that to get through the first few chapters, you’ll probably need to consume at least five cups of coffee and one extra-strength Adderall.


In other words, as informative as The Intelligent Investor might be, it’s a boring-as-all-hell read and certain to put all but the most committed value investor quickly to sleep. Yet in spite of that, the fact that this is the book that Warren Buffett used as the basis of an investment philosophy that made him one of the richest people in the world makes The Intelligent Investor a must-read for anyone who wants to dig deeper into the philosophy of value investing.
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