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PART I

WHO, WHAT, WHY, AND HOW
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“FOOL”?

Take heed . . . The wise may be instructed by a fool . . . You know how by the advice and counsel and prediction of fools, many kings, princes, states, and commonwealths have been preserved, several battles gained, and divers doubts of a most perplexed intricacy resolved.

—Rabelais

The world has changed dramatically since The Motley Fool began its quest to help the world invest better in 1993. Today’s individual investor is armed with more information and greater—and cheaper!—access to the markets than ever before. Today, we can find a stock idea, research it online, and buy shares, all in a matter of mere moments . . . not that we think you should.

But much remains the same. Investing in individual equities remains the truest path to lasting wealth. Many Wall Street brokers will argue to their last breath that you can’t do it on your own. But we have clear evidence—now with a track record that spans more than twenty years—that individual investors can beat the market . . . so long as they can overcome a few key behavioral barriers.

And yes, we’re still answering questions about the name we chose for our company. So let’s start there.

Fool?

That’s certainly not a very wise choice for a name when you’re trying to ply your trade in the investment world. For decades, financial professionals have done their best to sell customers on their Wisdom. Whether it’s the pinstripe suit, the knowing smile, or the self-satisfied advertising slogan (one company referred to itself as “Rock Solid, Market Wise”), your typical broker, money manager, or financial planner has striven for an image of success, intelligence, experience, respectability—in a word, Wisdom.

And for decades, they’ve been making a fair amount of money off of fools. You know about fools. You might even have been one yourself at some point. Ever bought a stock on your dentist’s recommendation with only a vague understanding of the company’s business model? Or have you plunked down your money for shares of an under-the-radar business because an email in your inbox breathlessly proclaimed it a “can’t miss opportunity . . . bound to double from $0.04 to $0.08 because of CAN’T-MISS catalysts?” How very foolish of you. Or what about the time you snapped up shares of the International Dashed Hopes Load Fund just because your broker said it was the top performer in its category last year? Terribly, terribly foolish.

And the financial establishment thanks you.

Fortunately, you don’t need to be the one who provides the funds for other people’s dreams. It’s possible—now more than ever—to make informed, intelligent decisions that will help you make the most of your financial future.

The Wall Street Wise would have you believe that “A Fool and his money are soon parted”—we get that a lot. But in a world where more than eight out of every ten mutual fund managers lose to the market averages, year in and year out, how Wise should you aspire to be? In what other realms could such a paradox exist: that the paid professional can do no better than—in fact, cannot even do as well as—dumb luck?

And yet, in few other arenas are the trappings of the profession so enmeshed with the job itself—massive desks, expensive suits, gold cufflinks, precision watches. You be the judge of whether those accoutrements are designed to impress, intimidate, or overcompensate for their underperformance.

And that got us to thinking, working out of a far-from-glamorous 12-by-8-foot backyard shed all those years ago, that we should just go ahead and call ourselves Fools, since our attitude and approach to life were so radically different from what was being passed off as Wisdom all around us.

So we launched the very earliest iteration of The Motley Fool, taking the name from (an admittedly nondescript quotation from) Shakespeare’s As You Like It: “A fool, a fool! I met a fool i’ the forest, a motley fool.”

We’d always loved Shakespeare’s Fools: they amused as they instructed and were the only members of society who could tell the truth to the king or queen without having their heads lopped off. The Motley Fool began as a monthly newsletter distributed to a very . . . let’s call it “exclusive” membership base. The printed newsletter soon transformed into a daily feature in the early days of America Online, when users paid by the minute they spent in our community. From those humble beginnings, the Fool has become one of the premier financial destinations online, with millions of investors reading our free analysis and advice, conversing in our community, participating in our stock-picking game, and performing their research in pursuit of winning stocks. The Fool now offers a suite of premium services catered to different investing styles, mutual funds that follow our Foolish tenets, and even a wealth-management business for those who love our style and advice but want to leave the heavy lifting to someone else. And The Motley Fool continues to seek new avenues to achieve its mission: to help the world invest . . . better.

Our goal was and is very simple: beat the market and show others how to do it—whether that’s a teenager deciding how to invest the proceeds from her summer lawn-mowing business or a savvy, seasoned investor who wants to profit from advanced options trades. In our decades pursuing this goal, we’ve enabled millions of people to invest their own money—without the help of Armani suits—and set a course to the financial future they seek.

Our approach is best characterized by our general disinterest in, and mild disdain for, conventional wisdom. For example, the Wise will encourage you to invest your money in loaded mutual funds. (This “double dip” enables them to charge you for that advice and then charge you on an annual basis for the funds’ management fees.) We, on the other hand, are telling you to buy stocks. They might tell you, “All right, take on that risk of stocks, but only buy the very safest ones.” Or, alternatively, some brokers will try to sell you a collection of rinky-dink shares of penny stocks, dubious entities with an even more dubious likelihood of ever paying off. And many brokers, once you’ve entrusted them with your savings, will quietly rotate you into and out of investment vehicles, maximizing their transaction fees . . . but not your profits.

We want you to buy shares of great companies, sprinkle some more volatile growth stocks in with an array of blue chips, and skip the penny stocks altogether. Then hold those stocks for the long haul—think decades, not days. We espouse this approach for one simple reason: it works. Going back through history, you’ll see that the stock market is pretty close to a sure thing, if you have the proper timeline (no day trading!) and temperament (no panicking!). From 1871 through 2012, holding periods of a single day were essentially a coin flip—52 percent of those days earned positive returns. But investors with longer horizons fared much, much better. Eighty-eight percent of ten-year holding periods were positive, and (this is not a typo) 100 percent of twenty-year and thirty-year holding periods made money. In pretty much any comparison between stocks and other asset classes, stocks win. According to a Credit Suisse study of the twenty-eight markets it tracks, stocks outperformed bonds, which outperformed cash in twenty-seven of them . . . by a wide margin. (China’s the only exception, and that’s because the country literally burned capitalistic symbols to the ground under Mao Zedong.) In short, stocks beat all other asset classes around the globe.

In addition to our contrary—though commonsense—approach of buying and holding stocks for the long haul, we’re also encouraging you to consider a range of options trades, including shorting stocks, an attempt to profit off the decline of a stock rather than its rise. It is possible to use options “Foolishly,” allowing you to generate extra income or giving you the option to own a stock you like at an even better price. (Fear not, we’ll discuss these concepts later in the book, in terms that are neither exceedingly complicated nor scary.) To us, if you’re an advanced investor for whom the stock market is more than a passing fancy, we believe you should at least consider the potential advantages of maximizing your returns in a way that matches your timeline and your temperament.

And the list of our outrageous beliefs goes on. It is capped by the very idea that you should manage your own money yourself—that you are the individual most personally invested in your financial success and, therefore, are the one best suited to make your money decisions. To many segments of the financial-services industry today, this idea remains about as logical as a financial-services company calling itself the Fool.

In what follows, then, we hope to help you, and the world, invest better, giving you the confidence and the knowledge you need to succeed as an individual investor. But first, we should introduce ourselves.

WHO WE ARE AND HOW WE GOT HERE

We’re David and Tom Gardner, brothers and the founders of The Motley Fool. When we were young, we learned the core concept of investing . . . thanks to chocolate pudding. On trips to the supermarket, our dad would tell us, “See that pudding? We own the company that makes it! Every time someone buys that pudding, it’s good for our company.” Our childhood family vacations often included visits with the chief financial officers of companies based in the cities we visited. We didn’t always understand our dad’s conversations, and they cost us a few afternoons that would otherwise have been spent in a hotel swimming pool, but those visits set us on a path to understanding that businesses are only as good as the people who work there.

Years later, we began investing on our own, taking charge of the stock portfolios that our parents had started for us when we were born. For many casual investors, it takes a lifetime to overcome all the most common obstacles to investing in stocks—not knowing how to get started; believing they don’t have the time, money, and ability to do it themselves; a willingness to settle for the seemingly safe—yet often underperforming—comfort of mutual funds. Thanks to the foresight of our parents, we were fortunate enough to skip past that preamble of doubt.

Our very first purchase was shares in a trucker called Leaseway Transportation (long since acquired by a larger company). Using a few elementary measures, we had culled the stock from the pages of Value Line, then a seven-inch-thick investment research monstrosity, a format that with the advent of online tools is about as common and timely today as ticker tape. We can’t recall the exact rationale for the purchase, but one hot summer, we watched with awe as shares climbed from $26 to $42, where we took our profit. In retrospect, the process of discovering and researching that potential investment left something to be desired—hardly our most inspired work—but it left us with a lesson that endures: If you’re willing to take a risk, and you’re open to continuous investigation and exploration into the world around you, you can enjoy tremendous financial success in the stock market without paying the Wall Street Wise for the privilege.

We’ve learned a lot since then, and today we welcome millions of readers to Fool.com each month. Hundreds of thousands of individual investors have come to trust our advice enough to become members of our premium services. In this book, we’re going to take much of the guidance we provide daily on our site and in our services and break it down to its primary components. Rather than pointing you to a couple of “hot stocks,” we want to give you the tools and tips to build, light, and grow that fire on your own.

We want to help you help yourself make money. This was our intention back in 1993, when we launched The Motley Fool as an investment newsletter. Ye Olde Printed Foole, as we fondly referred to it, contained our stock picks, one monthly investment article, and a patchwork quilt of content in keeping with our motley interests. We mailed out unsolicited copies to a few thousand unsuspecting people—we borrowed some friends’ and relatives’ wedding invitation lists—and wound up our first month with exactly thirty-eight subscribers. After publishing twelve monthly issues, we got a sinking sense that not everyone shared our passion for investing.

But as fate would have it, the burgeoning internet was beginning to connect people in a way previously unimaginable. By sharing our ideas and answering people’s financial questions, we could begin a conversation about stocks with people around the world. In 1994, we partnered with a small but fast-growing service called America Online (AOL to friends), providing us greater visibility and reach.

With our dial-up connections and our desire to awaken the world to the benefits of investing in individual equities, we started typing. We offered our investment opinions and advice in response to requests from complete strangers, doing our best to provide them with as much information about their own holdings as they could handle. In so doing, we discovered some wonderful things (like how many people were willing to volunteer their own investment research for the benefit of many) and some bad things (don’t get us started on the penny-stock scam artists, who still peddle their false and fraudulent get-rich-quick schemes to starry-eyed investors today). Within a few months, our little gabfest had grown into the most popular financial discussion on AOL, so we shuttered our monthly newsletter and took our show online. We were more interactive and timelier, and we didn’t have to run to the neighborhood Kinko’s and lick dozens of stamps each month.

Before long, and with the help of a feature in the New Yorker, word started to get around, and soon we were AOL’s most frequented service in Personal Finance. People were buoyed by the idea that they could do it on their own. And it didn’t hurt that our Fool Portfolio, a real-money portfolio invested exclusively in stocks, rose 11 percent in our first few months online, while the Standard & Poor’s 500 (or the S&P 500, the index used most frequently to track money managers) stood flat. We closed our first year up 59 percent, almost 40 percentage points ahead of the market. Not so surprisingly, a lot of people were signing into our area to find out what we were up to.

It turned out our strategy for finding and buying shares in great companies, with the help of our growing community, was working. The greater the success of our investments, the more Fools came to the forum. And that itself led to better performance. As the shampoo bottle says, “Lather, rinse, repeat.”

In the ensuing couple of decades, our business has changed in ways large and small as we continually strive to educate, amuse, and enrich individual investors like you. We have offices around the world, tackling the specific challenges and opportunities that are present in different countries. From our home office in Alexandria, Virginia, we publish a slew of investing articles each day on our award-winning website, with our talented stable of writers and analysts sharing the news and their views on individual companies, the market as a whole, and advice for making the most of your money. Our groundbreaking CAPS stock-rating service provides insights into what more than fifty thousand Motley Fool community members (as well as more than one hundred professional Wall Street firms) think about the stocks that investors own or are investigating. (Those players who’ve earned the best track records carry the most weight in a stock’s CAPS rating.) We now feature hundreds of vibrant discussion boards, where newbies, individual investors, and industry experts together can weigh in on the prospects of a particular company, where users offer their best advice on living below your means, and where retirees share their successful stories of leaving the workplace long before they hit the official retirement age (to name just a few of the most popular boards). We’ve written a shelf full of bestselling books, we produce several binge-worthy podcasts, we boast a weekly radio show that airs on dozens of stations around the country each week, we’re a mainstay on voice-activated devices like Amazon Echo and Google Assistant, and if you flip your television to the financial news channels, you’re bound to see one of our analysts sharing his or her insights. And if you’re the type who would prefer someone to do it all for you, well, we’ve also built a wealth-management business to do just that.

Coming full circle to the early days of the Fool, we also offer a stable of newsletter services for investors who are interested in paying an annual subscription membership for access to a team of analysts who put their heads together to come up with their best stock ideas. Some of them focus on a particular style of investing (dividends, growth, etc.); some of them feature real-money portfolios that members can follow along with at home; some dive into more advanced investing styles, like options (a strategy that we’ll explore later in this book). But these aren’t your father’s newsletters. They offer far more than those early pages of printed text ever could—in fact, we prefer not to even call them “newsletters” anymore, and in a nod to technology, we no longer print and mail them to our members (though they’re easy to print at home, for those who prefer). In all of them, we’re shooting to better meet the needs of the hundreds of thousands of members who have decided to put their trust in us, and we’re constantly refining our strategies for finding stocks that beat the market.

And it’s worked out pretty well for the folks who have chosen over the years to follow our advice. We don’t want to brag, so we’ll just borrow a quote from a 2013 report from the venerable Mark Hulbert, who has tracked the advice of financial newsletters since 1980: “Consider this: The three top spots in the Hulbert Financial Digest’s five-year rankings of more than 200 investment-advisory services all buy and hold quality companies. Remarkably, all three are subscription newsletters published by the same advisory firm, The Motley Fool in Alexandria, Va.”
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FOOLISHNESS

Foolery, sir, does walk about the orb

like the sun; it shines everywhere.

—Shakespeare

Some readers will no doubt wish at this point to put the introductions aside and encourage us to get to the point: “When do we get rich?” they might ask. This isn’t that sort of book. If you’re interested in fast cash, a quick search on Amazon reveals 569,564 results for “get rich.” Books with titles like How to Make $1,000,000 Automatically in the Stock Market no doubt contain some magical formula that will enable you to become light-cigars-with-$100-bills rich. The book cover might even proclaim, “No thinking required!”

That’s not our style. As Mr. Hulbert alluded to, we take the long view. In a world of day traders and sound bites and attention spans that are constantly eroded by our clickbait culture, where the click is somehow more valuable than fulfilling the promise it implies, we measure our success in years and decades. This book, then, is written for those who understand that there’s significantly more to investing than just a studio host shouting, “Buy buy buy!” with sound effects added to make sure our interest never wanes. This book is for those who understand and appreciate that investing is a lifelong pursuit that (done right) will set us up with the financial futures we want, letting us retire early, travel the world, buy a lake house, provide opportunities for our families, or install a two-story chocolate waterfall in our homes (it’s our money, we can use it how we please!).

Moreover, we are writing for those who aren’t in a hurry, those who think before they act, those who actually enjoy exercising their brains. To that end, let’s now turn our talk to Foolishness. It’s what we’re actually all about once you get past the funny name and the jester caps, and it’s not merely a style of investing.

TRUE WISDOM: GO AGAINST YOUR INSTINCTS

Foolishness is not a luxury; it is a necessity. It attacks conventional wisdom. Foolishness is more critical than ever today because everyone is interconnected and communication is instantaneous. That means more bad thinking circles the globe quicker than ever before.

“For every 10 bytes of value online there seem to be 10,000 bytes of drivel,” wrote technology commentator Walt Mossberg back in the early days of the internet, when 10,000 bytes seemed like a lot of information. If we’re not careful, true wisdom—those proverbial 10 bytes of truly good ideas and approaches—will get lost in the 10,000.

It may take a Fool to notice this, but despite decades of unprecedented advances in knowledge earned through scientific experimentation, archeological discovery, innovations in technology, and globalization, one thing that has assuredly not increased over time is the collective true wisdom, also known as common sense. So while modernization has determined that we’ll continue to pile up more and more information, technology has no good mechanism for ensuring that we even maintain our common sense. You barely need to squint to see daily instances of it leaking away.

Good straight wisdom is a precious commodity. Benjamin Franklin was a terrific source of it—we’re so enamored that we named a conference room at Fool HQ after him. A glance through Poor Richard’s Almanack: “Three may keep a secret if two of them are dead.” “He that speaks ill of the Mare will buy her.” “He that’s content hath enough. He that complains has too much.”

What makes these aphorisms tokens of true wisdom is the way they contradict our basic instincts. We naturally assume the complainer is the one who is lacking what he needs. By twisting our expectations, he forces us to consider this new possibility. And after further reflection, you’ve probably identified one or another of your grumbling acquaintances who is suffering from having too much, not too little.

True wisdom leads to that kind of insight by challenging our preconceived notions or expectations. In the end, every great investment method succeeds not because of a magical formula or trend lines on a chart with flashing red “buy” signals. Rather, it succeeds by using some of the very commonsense wisdom we’re talking about. Good investment practices can almost be called studies in good character. Just look at some of history’s greatest investors. The investment career of Warren Buffett (yup, we have a conference room named for him as well) is not so much about balance-sheet analysis as Buffett’s own humility, patience, and diligence. The approach incorporated by Peter Lynch (his room’s right across the hall from Buffett’s) is not so much about price-to-earnings ratios as it is about perceptiveness, optimism, and self-effacing humor. The greatest investors are often paragons of self-discipline and temperament, exhibiting admirable and useful characteristics such as patience, diligence, perceptiveness, and common sense.

Keep in mind that when dealing in money, the default characteristics are fear and greed. The investor must avoid the instinctive temptation toward those base motivations. Fear and greed will ruin your investment returns. It is an underappreciated trait of great investors that in putting up consistently superb investment returns, they are demonstrating their relative imperviousness to many of the less optimistic aspects of human nature—or at least understanding the temptations of themselves and others and using that to their advantage. As it says on the wall in the conference room named for Buffett: “Be fearful when others are greedy. Be greedy when others are fearful.”

This, then, is the true wisdom: to resist one’s baser instincts.

“Do every day one or two things for no other reason than that you would rather not do them. Thus, when the hour of darkness comes, it will not find you unprepared.” So wrote the psychologist William James, another fellow who knew that to succeed, we must vigilantly toil against our own wills.

THE CONVENTIONAL WISDOM: “GO WITH YOUR INSTINCTS”

Today, examples of true wisdom are few and far between, culled from the pages of history or found in the rare modern exception. Conventional wisdom has filled the void. This counterfeit, useless, and damaging form of wisdom masquerading as the real thing has roused Fools throughout the ages in a call to arms. The be-all and end-all of Foolishness is its attack on conventional wisdom.

Fortunately for us, conventional wisdom is everywhere, especially in the financial world. That means we have plenty of opportunities to flex our Foolish muscles—to identify accepted thinking that is keeping us from achieving our true potential and knock it down. Television and the internet are filled with “experts” who loudly and confidently tell us where the market is headed over the coming weeks and months. The only reasonable answer to that question is, “I don’t know,” but that doesn’t make for very interesting viewing. Online videos that don’t have a “hot take” don’t get clicks. It doesn’t matter if they prove to be right.

Forecasts are enticing to us because they provide crystal-clear answers to our pressing problems. But they’re mostly an exercise in taking recent history and extrapolating it into the future in a straight line. Life, as you know, is rarely made up of straight lines. So, most forecasts are merely a shot in the dark. But they’ve become so regular and frequent that we take them in stride today; some people almost believe them. The “best” market forecasters tout the one or two calls they got right to build their credentials, but ignore the thirty other predictions that didn’t pan out. It’s not their fault—predicting the short-term direction of the market is not possible. But based on the frequency of talking heads making prediction after prediction—market forecasts, market timing, and more—we’re guessing that the average American doesn’t realize that. If we were to hold these “experts” accountable by revisiting their past predictions, we would quickly see the whole enterprise as nonsense and see the conventional wisdom for what it is. (In fact, we track many of the best-known “experts” in our CAPS stock-picking game. Let’s just say that not many of them are anywhere near the leaderboards.)

It’s true that investment dollars are flowing increasingly toward low-cost, passive, and automated solutions, upending the old way to an extent. But a large segment of the population still believes the conventional pabulum that our mass media features, because they believe conventional wisdom is wise. That one perception is the bedrock of an entire industry: You can’t do it yourself. You need experts to help you. You need the Wise.

We can learn a great deal from the Wise, though. In fact, the careful investor can learn so much through a brief analysis of common human error that we can’t resist putting it right here. We’ll close our chapter on Foolishness by examining the two shiniest pots of gold that many in the financial services industry try to convince us we’ll find at the end of the rainbow if we just follow the conventional wisdom. Both can be poison for your brokerage account, and they are opposite but equally detrimental investment mistakes. We’re talking about the two idols Wealth and Security.

WEALTH

Let’s tackle Wealth first. Author Kurt Vonnegut reportedly said to fellow novelist Joseph Heller while attending a billionaire’s party, “Joe, how does it make you feel to know that our host only yesterday may have made more money than your novel, Catch-22, has earned in its entire history?” Heller replied, “I’ve got something he can never have . . . The knowledge that I’ve got enough.”

Literary luminaries aside, we’ve just about never met anyone who thought he or she had enough, whether we’re talking about billionaires or mendicants. In the investment game, this leads people to take stupid gambles.

More often than not, the people most eager and fervent in their pursuit of Wealth are younger. (Security, as we’ll see, is quite the opposite.)

Unsophisticated first-time investors often almost instinctively swing for the fences. They’ve heard the stories about that IBM stock their grandfather once bought and unloaded a few decades later for forty-five times his money. They figure the fastest way to make ten times their initial investment is to buy a stock at $5 that might go to $50, rather than one bought at $50 that would have to hit $500. In fact, perhaps one of the few negative side effects of Peter Lynch’s excellent book One Up on Wall Street is that he induced a generation of readers to shoot for his fabled “ten-bagger” (a stock that makes an investor ten times her original money). Many people shooting for ten-baggers wind up buying pathetic penny stocks sold to them by people who don’t have their best interest at heart. In fact, an online industry has sprouted up in which an ignored stock is suddenly all the rage, thanks to stock pumpers who do a masterful job at insinuating massive profits from a small initial sum . . . then, once the share price soars on the hype and enthusiasm of gullible or greedy speculators, those pumpers sell their shares at a huge profit, leaving the unwitting investors with nothing but remorse. Lynch is the last person who’d ever advocate such shortsighted speculation.

The tales of woe are endless. One of our very earliest discussion boards at Fool.com was titled My Dumbest Investment, and it remains one of our most popular. Sadly, hardly a week goes by without someone new sharing a brief story of the worst investment they’ve ever made and what they’ve learned from it.

Take the dentist from Illinois, who wrote of the year 1986, when he was a young, happy-go-lucky investor getting ready to invest in a company called Microsoft. But just then, he got a call at work from an investment banker claiming to have just bought an expensive car with the money made off an investment in (whispered) platinum. The poor and self-admittedly naive dentist was convinced by this fellow to put his money into platinum “on margin,” meaning that he effectively borrowed extra money beyond what he had in order to heighten his stack of chips on the table. “A few days later my first margin call came in as the bottom dropped out,” he wrote. “I had to put several thousand dollars on my credit card to cover my losses.” The lesson learned from his Dumbest Investment was an excellent moral so early in his investing life.

Or take the screenwriter from Los Angeles who noticed in an issue of Smart Money magazine that a recent recommendation in its pages had dropped from $2 to just 25¢ per share in value. Excited, he didn’t even bother to check out what the company did. “Now, imagine this,” he went on. “I thought if I had bought it at $2, I would now be down, what, 87 percent or so? But what a deal it was now! A mere quarter! If they thought it was a good buy at two, it must be outta this world at 25¢! When a few months later I received the notice of the company’s bankruptcy from my broker, I ruefully rubbed my chin, downed a Manhattan, and considered searching for a tall building.” With the characteristic good wit that pervades the Dumbest Investment discussion, the writer concluded, “But I have a family. And, fortunately, I didn’t throw away our nest egg.”

The stories go on and on, as they will forever. There was the high school student doing a summer framing job for an oil tycoon. The tycoon was praising a little-known Canadian mining company. Unfortunately, the kid didn’t know anything about the business except that this “tycoon” had made a lot of money on it, so he bought shares at $2.25 . . . just before it dropped to $1.25. He then doubled his holding, assuming it was an even greater value at the reduced price. Then it dropped to $0.25. Having lost 90 percent, he told us he was just hanging on to the thing, since it would “cost more to sell than just to keep.”

Then there’s the photographer who, “completely ignorant” about managing money, got to talking with his father’s broker at his father’s funeral (really). Soon after, he’d opened a margin account so his broker could trade currencies for him: Swiss francs, yen, German marks, Eurodollars. “Five months later, the ‘new’ broker handling my account (never did find out where the original broker went, all my calls were never answered) called to tell me I should close out what remained of the account, or write a new check to continue trading. I closed: 88 percent loss.”

Finally is the story from a longtime Fool that dates back to the early 1990s when, nervous and new to investing, he visited a broker to discuss the stock he had just purchased, his first-ever investment. “I walked into this broker’s office and sat at his nice big oak desk, and behind him were all these computer screens streaming stock quotes and looking very impressive,” he wrote. “This gave me a comfortable feeling that this guy knew his stuff.” Unfortunately, the broker talked him out of that stock and into another, one that had recently had its initial public offering. The Fool watched forlornly as the new stock cratered and the one he had been convinced to sell increased in value from $1.75 to well above $12 per share. “Words out of my mouth at the time were, ‘First time and last time I will ever invest,’ but here I am still going.”

The point of these stories is not that brokers and financial planners are evil. Not at all. Some are very good. Some are good and just plain wrong sometimes. Every investment entails a measure of risk. The point we’re making is that in every case, the person sharing this sad story was taking on stupid risk—either because of having done no research, or having been baited by a sales pitch, or both. Why? To achieve get-rich-quick returns, in the chase for Wealth.

Hopefully, the lessons are self-explanatory: Don’t invest in anything you don’t understand. Manage your own money if you have the time and instinct. Don’t fall in love with any given investment. Make sure you understand the incentives of the people giving you advice. Fight the urge to concentrate on short-term gains.

The overarching point is that those very get-rich-quick returns will always remain attractive to our human nature. We will be tempted by the conventional wisdom to shoot for the big bucks by “going with our instincts,” sometimes on our own initiative, sometimes at the urging of others (who might not have the best motives). Our natural human instinct is toward Greed. To become a good investor, one must resist this very instinct. If you are able to focus on the next five years while the average investor is consumed with the next five months, you will have a powerful edge in your investing. After all, markets reward patience more than any other skill. Fortunately, you now have some Fools on your side who are aiming to help you build that advantage.

SECURITY

On the flip side of the coin from Wealth is another obstacle to your long-term financial health: Security. On the face of it, this one seems far less threatening or objectionable than the impulsive chase for Wealth, better known as Greed. How can we seriously advocate that a desire for safety be placed in the same conversation as something so nefarious that it made the ranks of the Seven Deadly Sins?

Easy. We’re now talking about the two biggest threats to your (or your family’s) long-term investment survival. Chasing Wealth, you may run headlong into a guillotine. But chasing Security is no less deadly a pursuit. In our first-ever issue of Ye Olde Printed Foole, we shared this contrarian line to which we still very much subscribe: “The least-mentioned, biggest risk of all is not taking enough risk.”

Portions of the investment community today are infatuated with “risk avoidance” (or “risk aversion”). The primary aim of investing, these Wise tell us, is Safety—holding on to your precious dollars. Whatever happens, you don’t want to lose what you’ve already earned through the sweat of your labors.

Now, a perfect Fool might point out that you are constantly losing what you’ve earned, since even low inflation is continuously eroding the value of cash. In fact, a dollar invested in Treasury bills (the Safest investment of all) in 1926 increased in real value to $21 by 2014, according to a study by Ibbotson Associates. That same dollar, had it been invested in large company stocks (the S&P 500 and its predecessors) would have assumed a real value of $5,317! Now, of course, with Treasury bills you were ostensibly up every year, and indeed some years you would be elated simply to avoid going down 20 percent in stocks. But here you are at the end of your investment lifetime tearing out whatever’s left of your hair over the Grand Mistake you’ve made in the seemingly noble pursuit of Safety.

The possibility that someone might actually make good money sometimes does not seem to enter the thinking of some Wall Street Wise—particularly the more respectable element, at least. And to be sure, many business schools today teach the Efficient Markets Theory, which, when you boil it down, says that no one can consistently outperform the market over time. (Note: Please keep your eyes closed and pay no attention to those who are outperforming the market.)

The cynic may step in and suggest that many investment “pros” never will consistently or impressively beat the market, because of various handicaps that include the requirement to diversify large portfolios, timidity, a lack of imagination, the inability to short the market, and graduate study at business school. Given this, why not make Safety our goal? Like the wastebasket by your desk, it’s an easy target. And it seems to keep the customers happy . . . those who don’t know what they’re doing, anyway.

Speaking of which, we’ve heard money managers tell us, “You know, if the market goes up 25 percent one year, and I go up 15 percent for my clients, no complaints. If the market goes up 5 percent one year and I go down 5 percent, I get all sorts of calls.” This is a perfect illustration of our point. In both situations, very simple math tells us the money manager has underperformed the market averages by 10 percentage points . . . which, to Fools, is the most relevant year-to-year consideration. But in one situation, the manager’s performance is tolerated, perhaps even complimented, while in the other he’s berated. So, if you were an investment professional in this environment, wouldn’t you make Safety your goal?

That’s not to say prudence is necessarily bad, but we would advocate that it shouldn’t be your primary objective as an investor. Now, since we advise investing in the stock market for long-term investors, we do need to put forth two key elements about playing it safe Foolishly. First, make sure you’ve paid off your high-interest debt before you get started, and be sure to have an emergency fund that will keep you above water in case of, well, emergency. Next, invest money that you can afford to wait on. The stock market is risky. We like that very much; it helps us make money, because you almost never get something for nothing. But in a given period, your stocks could get stomped. In the dark days of the Great Depression, thousands of people lost most of what they had by investing in the market. More recently, the Great Recession of the late 2000s saw the United States shed more than 7.5 million jobs, and American households lost more than $15 trillion of net worth as a result of the market’s plunge.

So if you get melted down on Meltdown Day, we want you still to have something left to slap back down on the table. Invest money that you plan on keeping in the market for at least five years. (We recommend a lifetime.) Stocks can and will go down. Sometimes a lot. And sometimes the market will take years to recover and reach new highs. But the long-term prognosis is tremendous. Remember the data we shared earlier: Holding periods of ten years resulted in positive returns 88 percent of the time. For twenty- and thirty-year holding periods, that number jumps to 100 percent.

Second, we aren’t buying tickers; we’re investing in good businesses. We aim to buy stock in companies that dominate their industry, companies that have a sustainable advantage over their competition, companies featuring honest and efficient management whose interests are aligned with us outside shareholders, and a bunch of other yardsticks that we’ll explore later in the book.

And that’s about it. Beyond those two points, we advise you to fight the urge to steer your ship to the shores of Security and toward the financial advisor who reflexively strikes the low-risk Safety gong. With low risk comes low returns. The whole point of buying this book is to educate yourself profitably. We expect that even at this early point, you’ve already graduated beyond much of the rest of the world; much of the rest of the world is going with its instincts—its twin pursuits of Wealth and Safety—and blaming someone else when it fails.

Before we close the curtain on our chapter devoted to Foolishness, we need to include a word about people who require income and high degrees of safety. These are typically older people. Just as chasing Wealth attracts the young in huge numbers, chasing Security can be a fervent hobby among the advanced. We hear every day from our site visitors and our members, “Hey, the Fool investment approach may work for younger people who can take some risk. But I’m seventy-six years old. What about somebody in my situation?”

Well, first we certainly advocate that you get to know your own situation very well and act accordingly. If you don’t feel competent to analyze your own situation, hire a financial planner to help (though we have faith in you!). If your money is tied up in an annuity, and you expect to need its every interest payment over the five additional years you expect to live, you should let that money stay put. On the other hand, if your situation requires some income but allows you to contemplate risk in search of greater investment rewards, we think you’re selling yourself short to be just sitting in interest-bearing securities. These securities—whether bonds or mutual funds or preferred stock or what have you—all underperform the market historically. So if you’re looking out beyond five years—but with income needs—you’re probably going to do much better by staying invested Foolishly (in good stocks) and annually selling off a portion of your nest egg to meet your income requirements . . . better than any other single investment approach.

Just to make that clear: If you have a $50,000 annuity paying you a flat annual interest of $3,000 (a 6 percent interest rate), consider that you could instead have that money invested in the stock market (historic average return is about 10 percent) earning on average (therefore) $5,000 a year. Assuming an average year, you can sell $3,000 to provide you your income and still wind up with $2,000 to spare, available for reinvestment to produce an account value of $52,000 to begin the next year. To be sure, some years your stocks will lose money, and you’ll have to take that $3,000 straight out of capital. But except under the worst market periods in history, which occur very rarely (and from which we have always eventually recovered), you’ll end up well ahead, even despite the occasional horrible two- or three-year run. Because some years will be wonderful.

This is our reasoning that has us talking down Security and suggesting that people consider keeping their money in the market for their own good, even—perhaps especially—when keeping their money in the market runs against their native instincts. As has been pointed out by many, the market is the best game going, because it pays good stakes and the odds are stacked in your favor. Fear sometimes causes people to lose sight of equity investing’s superiority, always (it seems) at the wrong time . . . when the market has just hit bottom. Don’t let human nature sway you. Consciously taking on smart risk remains the best way to succeed in investing . . . and in life, too.

♦  ♦  ♦

In summarizing our chapter on Foolishness, we hope we have demonstrated that conventional wisdom—what we call capital-W Wisdom—provides society with stale half-truths that encourage us to follow our instincts. Foolishness, a force for reformation and enlightenment (and a heck of a lot of fun, too), attacks Wisdom by providing its adherents contrary truths that enable us to resist our own base instincts. We’ve addressed the complementary woes of Wealth and Safety, one which tempts us to take too much risk, the other to take too little. We’ve explained who we are and told you what we believe. Now let us show you the nuts and bolts of how you can play along.
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HOW TO BE AN INVESTOR TODAY

When we published the first version of The Motley Fool Investment Guide, many households didn’t have a computer, Wall Street reported share prices in fractions, and “The Macarena” was the top song of the year. Thanks largely to advances in technology, life has never been better for the individual investor. Sure, you can still use a phone to call a broker to make a trade, just like you can play that wedding-dance staple whenever the mood strikes, but there’s really no need. Back then, many investors lacked an internet connection at home and had to scour newspapers and other print publications for company and stock price information. Sending off for hard-copy reports from companies’ investor relations departments or the Securities and Exchange Commission (the SEC) could take weeks. And before 2000, retail investors couldn’t even be sure they had the same information as Wall Street insiders.

We’re proud to say we had a hand in bringing about greater ease and transparency for individual investors, leveling the playing field for the little guy. In 2000, we journeyed to Capitol Hill and urged the SEC to support Regulation Fair Disclosure (Reg FD), requiring public companies to disclose material information to all investors fully and fairly or risk losing the commission’s mandate to protect investors. The SEC received a record number of comments on the matter, 65 percent of which came from Fools (more than 3,800 in all). Chairman Arthur Levitt later visited Fool HQ, thanked us for our support, and said that we were “as close to being an effective investor advocate as any organization in America.” The Economist was kind enough to write in 2007 that the Fool stood out “as an ethical oasis in an area that is fast becoming a home to charlatans.”

Back in the early days, once you were able to figure out whether you wanted to buy a stock, you pretty much had to go through a broker to make trades, which took time (either to go to your broker’s office or call him on the phone) and money (anywhere from $40 to $100 for a single trade). With the advent of online discount brokers in the 1990s, trade commissions were whittled down to roughly $10 per transaction, some even lower. Investing also became a whole lot simpler in 2001, when the SEC mandated a move to decimals. It might seem incomprehensible to newer investors who are used to seeing shares trade in dollars and cents, but Wall Street used to be a matter of fractions—in sixteenths, to be exact. More powerful computers made it possible for trades to go through in seconds.

Today many investors have cut out the well-dressed broker and his mahogany desk and now take advantage of low-cost online brokerages and the vast amount of information available online. Screening tools can help you zoom in on companies that meet your criteria. In moments, you can pull up a company’s latest earnings report and all the key filings. And there’s a plethora of apps, software, online calculators, news, and analysis that will help you make investing decisions that match up with your timeline and temperament.

Signing up for an online brokerage literally takes minutes. You don’t need any fancy certificate to make stock purchases. With low-cost commissions and the ability to buy partial shares of stocks, you can even start your career as a full-fledged stock picker with just a couple hundred dollars. You’re ready to roll!

But, before you do, are we sure that buying shares of individual equities is right for you? Or are there alternatives better suited to your needs? We’re glad you asked.
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PART II

MUTUAL FUNDS: LOVE ’EM OR LEAVE ’EM?
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MAYBE YOU SHOULD JUST BUY MUTUAL FUNDS

Think for a moment about Starbucks. For many Americans, there’s at least one Starbucks within a short trip of their home. Fool HQ is within a quick walk of four of them. As a headline from the Onion satirized, “New Starbucks Opens in Rest Room of Existing Starbucks.” With roughly ten thousand shops, the word ubiquitous comes to mind.

It might surprise you to learn, then, that even with recent declines in numbers, America boasts roughly the same number of mutual funds. According to Statista, there are nearly ten thousand mutual funds—one for every Starbucks in the United States!—managing assets worth more than $15 trillion. Back in 1980, just 5.7 percent of US households owned mutual funds, according to the Investment Company Institute. That number climbed to 28.7 percent of households by 1995, and to 45.7 percent by 2000, and has inched up since then.

That incredible growth has unquestionably been helped by the shift from traditional defined-benefit plans to defined-contribution plans as the main source of retirement savings, along with the advent of IRAs and Roth IRAs. As fewer Americans could rely on their employers to handle their retirement savings for them, more and more turned to the fund industry.

And it’s not hard to understand the appeal. Unlike the latest round of penny-ante pyramid schemes, mutual funds seem safe, understandable, trackable, and well marketed. Mutual funds definitely can and do fail, but the larger fund families—Fidelity, Vanguard, and others—aren’t going anywhere. And funds can be held accountable. You can monitor them against the market’s average performance and see whether your fund measures up. You’d be foolish not to recognize the comfort in lumping your money together with that of thousands of other investors, passing it to select managers whose performance can be measured, earning instant diversification for your portfolio, and going on with your daily life.

Contentedness and confidence in the long-term profitability of your savings—those are two cornerstones to investing Foolishly. Mutual funds, which sprung up in an industry that had previously been doing a poor job of providing reassurance, filled the void. There are three overriding reasons that the mutual fund has blossomed into a multitrillion-dollar industry today. Let’s spend the rest of this chapter digging in, and see whether mutual funds might be the best spot for your money.

MUTUAL FUNDS: A PRIMER

To say the mutual fund business has exploded in recent decades is among the bigger understatements of the century. There are now so many permutations and combinations of different types of funds on the market that it’s hard for a regular Joe or Jane Investor to know exactly what to buy and what to avoid.

There have been dramatic shifts into passive products (we’ll get to these in a moment), and perceptions have changed in the past couple of decades, but actively managed funds are still what many investors typically imagine when you say “mutual funds.” These are portfolios run by sharp Wall Street types who invest your money in stocks and other investments that they think have the best chance of achieving superior returns. The portfolio management team will monitor your investments and buy and sell securities as market conditions change.

In other words, the goal here is to beat the market through careful security selection and analysis of macroeconomic trends. Each fund will have its own specific investment process and will vary with respect to expenses. So, if you want to tap into the brainpower of some of the top investing pros in the business, actively managed funds are a good way to go.
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