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Watermark Welcome
(a note from the author)

Recently, I have relocated to The Watermark at Bellevue, one of over
seventy extraordinary retirement communities in the country.

While considering this new location, I discovered a remarkable simi-
larity between the corporate philosophy of Watermark and that of the
Investorship™ philosophy that is the basis for this book. That similarity
prompted the re-titling of the book to its present form, Wealths Beyond
Money,™ and the decision to permit it to be distributed electronically to
anyone—at no cost.

Hopefully, Watermark Retirement Communities, and their present
and future residents and their families and friends, will benefit from
the principles found in this book. These are the shared beliefs that
wealth takes many forms worthy of pursuit. Who would not wish to
be thought of as possessing a wealth of integrity, of happiness, of great
friends, and of great memories, in addition to monetary wealth?

These are among the many wealths that The Watermark, its residents,
and the book’s publisher hope to inspire, motivate, and increase in the
lives of everyone.

This electric version of Wealths Beyond Money™ is available at no cost
and can be downloaded at investorship.com/watermark/. Please feel
free to share this link with others. For information on obtaining printed
copies, please contact me at paul@investorship.com.

We hope that you will enjoy and benefit from this book—made possible
by The Watermark. May our lives be filled with wealths beyond money.


http://investorship.com/watermark/
mailto:paul%40investorship.com?subject=

What Educators and Others Are
Saying About This Book

“This book manages to take the research on financial decision making and
translate it into understandable and workable advice for general public. It
also emphasizes that building financial wealth gives us the freedom to build
non-financial wealth. Few investment books mention that ‘Mere financial
capital (money) doesn’t make a person wealthy.” This book does.”

—Pam Whalley, Director, Center for Economic and Financial Education,
Western Washington University

“Kudos to Paul Heys for this wise and lucid guide to financial and psycho-
logical wealth. By applying and simplifying economic and cognitive science,
he shows us the path to both fiscal fitness and human flourishing.”

—David Myers, Ph.D, Psychology Professor, Hope College,
Co-Author: Psychology, 12th Edition

“I want to express my admiration for what Paul has achieved in this book. It

makes a significant and unique contribution that is destined to have a ma-
jor impact on the wealth accumulation of many people. The psychological
concepts that influence wealth-related decisions and behaviors for better or
worse are clearly presented and the scientific basis made clear. The mental
and emotional landmines that can sabotage financial decision making are
presented in an engaging and understandable manner, emphasizing how
“normal” their influences are in our lives.

'This book is not pop psychology; rather, it is informed by a solid scientific

»

base. I believe it has the potential to become a best seller.

—Ronald E. Smith, PhD, Psychology Professor, University of Washington,
Former Director, UW Clinical Psychology Program

“I know Paul better than I know Warren Buffett, but I know them both well
enough to see tremendous similarities in their investment style. Both have

a tremendous grasp of the importance “temperament” plays in an investor’s



success. They both know how to take advantage of the investment opportu-
nities that are created when emotion and mass hysteria infect the investment

markets from time to time.”

—David Cohn, Former Regent, University of Washington

“Warren Buffett says to be a success, “You only have to do a very few things
right in your life so long as you don’t do too many things wrong.” Paul’s
book does a wonderful job of helping us understand the few most important
financial decisions we must get right, as well as showing how to protect our-
selves from the worst impulses that tend to sink our financial ship. And if
that isn’t reason enough to get this book, consider that the book’s Appendix
E contains a brilliantly written summary by Erik Johnson of Nobel laureate
Daniel Kahneman’s 500 page masterpiece, Thinking, Fast and Slow.”

—Paul Merriman, Financial Contributor: MarketWatch,
Chairman: Merriman Financial Education Foundation

“Paul Heys’ new book is a revolutionary look at what it means to be wealthy.
Heys teaches people how to stop wasteful spending and invest their money
in appreciating assets. This book should be recommended reading for ev-

eryone.”

—Robert Cannon, Financial Services Professional, New York Life

“This book is the perfect graduation gift for the high school or college stu-
dent. It encompasses everything they don’t teach in school that you need to

know to truly succeed in life.”

—David Sievers, Life Coach and Author: Flowing Through Change

“I wish someone had given me this book when I was younger. It would have
directed my spending and investing in ways that would have made me re-
think my career, relationships, and what I truly wanted out of life. I am
grateful I have it now for financial guidance and easy reference. This is the

kind of book that changes lives.”
—Tyler R. Tichelaar, Ph.D., Author: Narrow Lives and The Best Place
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Dedication

'This book is dedicated educators of every kind—parents, grandparents,
classroom teachers, and anyone with a vested interest in helping those
they care about experience fulfilling lives, and achieve true happiness.

It is also dedicated to my family, who taught me to play hard, think be-
fore acting, and be kind. I'm not sure where they’re listening from, but
I know they hear me. My darling wife Linda, without whose support
life could not be so wonderful. My dear and wonderful sons, Captain
Michael, and Captain Graeme, you have been among my best educators,
who taught me how wonderful it is to be proud. May the stars that guide
their ships of life stay bright, beautiful, and ever-present. May the cruise
to their ultimate Snug Harbor be joyous.

To its readers and their aspirations of achieving and preserving true
wealths (plural). It is written with the conviction that anyone can do
so if they spend their time, energy, and resources wisely. Hopefully,
this book will add to every reader’s wisdom, and the ideas, tools, and
suggestions contained in these pages will assist them in achieving true,
lasting satisfaction. This book will help readers expand their concept of
wealth—namely, that it is not limited solely to financially-denominated
assets (money).
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Preface

Read This First!

“There is no surer sign of a person’s education and intellect,
than their ability, willingness, and propensity, to set aside
their beliefs and convictions, long enough and often enough,
to discover new things on which to base them.”

— Socrates (attributed)

'This book is all about the long-term, positive consequences that can
result from setting aside old habits and beliefs. Specifically, this book
deals with our habits when it comes to the most frequent of all human
activities, the act of spending. When we set aside those habits long
enough, we will discover the enormous, lasting benefits that result.

Our impulsive habits and biases about spending are in the news nearly
every day. The recent cryprocurrency fiasco is a case in point. Many
spent millions on an idea that felt good without stopping to consider
its intrinsic or long-term value. They experienced a range of all-too-
human impulses, from the fear of missing out to over-reliance on gut
teelings or the opinions of supposed experts. Even when the sad real-
ities of cryptocurrency exchanges became apparent, many held on or
continued to spend, succumbing to the infamous “sunk cost” fallacy.

'The concepts in this book will not be new to many readers. However,
familiarity doesn’t guarantee that we’ll automatically put them into
practice. This is especially true when it comes to how we deal with
our spending practices and habits. The examples used in each chapter,
and the practical exercises at the end, are all designed to help make
Socrates’s principle a reality in your life.

xiii



WEALTHS BEYOND MONEY

'This book is about us, normal human beings. It is about our human
spending behavior. Specifically, it’s about our reasons and motivations
for doing the things we do, normally, and the positive or negative
consequences to our personal wealth.

With this book we hope to expand your understanding of the cause-
and-effect relationship between spending and wealth. This will equip
you with both the tools and the motivation to intelligently adjust your
spending behavior in ways that enhance your quality of life.

To understand this, here are some basic definitions:

* Wealth is not limited to money. It is defined as an abundance of some-
thing of value. We can have many “wealths” (plural) in addition to, or
even instead of, monetary wealth. For example, a person could have
a wealth of integrity, of friendships, of great memories, and scores of
other valuable things. Because wealth is both financial and non-fi-
nancial, with so many positive forms, it is correct to conclude that
the pursuit of wealths is a noble one. Achieving multiple wealths is a
worthy human endeavor.

» Spending, the other key aspect of this book, is defined as he ex-
change of one thing of perceived value for another thing of equal or
greater perceived value. This requires an ability to consider whether
our perception of value results from having a need or a want, and
how that influences our motivation to spend. In other words, what
motivates us to spend our time, our energy, our knowledge, or our
financial assets—money—to meet that need or want?

* Normal is a recurring theme throughout the book. It is quite simply
a description of our common human condition, the way we think and
act in every day life—sometimes with thoughtful deliberation but
more often on a kind of “auto pilot” that all humans possess.

'This book draws heavily on decades of scientific research in the areas
of brain function and the psychology of thinking—or metacognition.
'The science-based findings of Princeton psychology professor and No-
bel Prize winner Daniel Kahneman are cited throughout the book as

Xiv
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examples of common biases and “shortcuts” we naturally take, and
how some people are able—and motivated—to achieve greater deci-
sion-making skills, with better results than those achieved by most
normal people.

When applied to the topics of wealth and spending—broadly defined—
Kahneman’s principles will prove invaluable. “Behavioral finance” is
a term widely accepted among professional economists and financial
professionals but less understood by ordinary people. The aim of this
book is to demystify these principles and to equip mere mortals like
us to become normal PLUS.

Author’'s Note

When I first wrote this book, my original purpose was to broaden
people’s understanding of how our personal, “normal” behavior affects
how we spend—and how that spending ultimately affects our many
forms of wealth. That is still true. Our spending and investing behav-
ior plays a significant role in determining the outcome—the conse-
quences—of our decisions and actions. But as the book has reached
more people, its purpose has evolved.

'This book now aims to spark a more personal realization: every de-
cision to spend—whether it involves money, time, energy, attention,
or emotion—is a unique moment of investment. Every such moment,
however small, helps shape not only our financial future, but the qual-
ity of our lives, our relationships, our health and peace of mind, and
perhaps most importantly, our legacy.

'This expanded view asks something more of us: to look at life’s choices
not simply as events or transactions, but as transformations. It requires
a deeper look at not only who we are, but also why we are. What led
us to become ourselves. What motivated us in the past, and what mo-
tivates us today to be who we hope to become. What new knowledge
and revised motivations will keep us focused on becoming our better
selves?
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Pause long enough to recall the words from the popular Broadway
musical, South Pacific...

“we’ve got to be taught before it’s too late; before we are six or
seven or eight: to hate all the people our relatives hate, we've

got to be carefully taught.”
Remember also the famous quote from Mark Twain.

It isn’t what we don’t know that gets us in trouble;

it’s what we know for sure that just ain’t so.”
And as Einstein is quoted as having said:

“we won’t solve today’s problems
with the same brain that created them.”

Socrates himself would have us put aside all the things we think we
know for sure, and embark on a journey to discover new, better, and
wiser things about ourselves. Our personal watermark will be the
multiple wealths we create for ourselves and others.

Xvi
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It's Never Too Late

“We cannot solve our problems with the same thinking
we used when we created them.”

— Albert Einstein

In a recent survey by Bankrate.com, twenty-one percent of the respon-
dents said they had set aside nothing for retirement, emergencies, and
other financial needs. Almost half said they had set aside ten percent
or less. A recent survey by the Federal Reserve reported that a shock-
ing number of Americans (forty-six percent) said they would not have
enough to cover a $400 emergency expense.

'The way we spend explains the reason for these statistics. For example,
spending $50 per week on snacks, gadgets, eating out, and so on, may
teel satisfying. But there’s a huge downside. In thirty years, had that
amount been spent differently, it’s value would have been over a half
million dollars. In forty years, the number would be over $1.5 million!

'This book will help you understand why you make these unfortunate
decisions every day. It’s quite simple. You are normal. Just ask yourself:

“Have I ever said or done something and,
moments or hours later, wondered why?”

“Have I ever slapped my forehead and exclaimed,
‘I did it again!” (probably not out loud)?”

“Have I ever experienced ‘buyer’s remorse’
after making a decision?”

xvii
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“Have I ever made a hasty decision involving money
that created strife or hardship?”

If the answer is yes, then you are not alone. Reacting to something
instead of reflecting on the possible consequences is what humans do.
When the results are negative, the pain is real—but not always im-
mediate. The good news is our normal responses can be changed to
normal plus, especially when it comes to spending and wealth.

In this book, you will learn a lot about yourself and what it means to
be normal. You'll also learn surprising things about something we do
almost every day (spend money) and the true nature of what we hope
to get in return—wealth. This means not only financial wealth but
also the many experiences of personal satisfaction and expression that
constitute non-financial wealth.

Because this book deals with how we spend and spill our money;, it
will help you understand the significant difference between price and
value, the nature of risk, and especially the need to pause, reflect, and
take the long view rather than react to every bump in the financial
road. The book will give you a practical strategy for spending that will
result in substantial wealth in the long term.

My Own Story

My early career as a U.S. Air Force flight instructor, and later as an
FA A-licensed instructor pilot, enabled me to help others plan their
financial journey. The flight preparations and routine procedures I
taught, in classrooms and cockpits, dealt with planning and rehearsing
one’s actions. These lessons were comparable to the financial advice
and assistance I later gave individuals and institutions as the founding
director of a commercial bank and as vice president at the international
investment firm Smith Barney. Both provided the necessary steps to
assure a safe journey, and a safe arrival at the desired destination.

Before retiring, my principal activities centered on assisting others
to make wise and informed investment decisions. I also wrote and
spoke on a wide range of subjects, including financial market history,
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investing practices, investment performance, financial management,
and financial planning. The investments I made during my active
employment years have been the primary source of my post-retirement
income that resulted from the application of the principles described
in this book.

My post-retirement work has been driven by an acute interest in how
people make financial decisions. I collaborated with Ronald E. Smith,
psychology professor at the University of Washington. We researched
and wrote on the subject of behavioral finance and conducted
workshops which were designed to enlighten the participants on how
their thinking and behavior impacted the results of their financial
decisions.

We focused on the pioneering work by noted psychologists Daniel
Kahneman (professor emeritus at Princeton University) and Amos
Tversky (former psychology professor at Stanford). Their scientific
research and findings of fact led to the creation of the field of
behavioral economics, also known as “behavioral finance.” Their work
led to Professor Kahneman’s 2002 Nobel Prize in economics—and

the basis of his bestselling 2011 book, 7hinking, Fast and Slow.

This book is intended to inspire readers to become more aware of
Professor Kahneman’s and others’ ground-breaking discoveries
regarding people’s thinking and behavior—specifically, how thinking
and behavior affect the outcome of a person’s financial decisions, and
it explains why some very normal people achieve sub-optimal results,
while others (referred to in this book as normal plus) are able to achieve

so much more.

I don’t claim to have all the answers. However, during the span of
many decades, I have had the opportunity to work personally with
thousands of people as an advisor, educator, and trainer.

Most people I encountered had achieved some level of success in
their lives. Some were probably smarter than others. Some were likely
better informed, and some were undoubtedly luckier than others.

Xix
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Most considered themselves to be good thinkers and thought of
themselves as capable decision makers. They tended to be confident
that their choices were likely to meet with success. In spite of their
many differences, they were essentially all quite normal.

Occasionally I would encounter a person who differed from most of
these other normal people. They tended to possess a great understanding
of certain concepts and were content to be less knowledgeable (often
ignorant) of many other areas. They were more inclined to acknowledge
what they did not know, and often preferred to remain that way;
choosing instead to rely on others who possessed the knowledge they
lacked. They seemed to exhibit an inner confidence (about themselves
and their surroundings) and tended to rely on many of the lessons of
history to support their inner confidence.

The characteristic of people in this small segment of the much
larger group of normal people, I came to describe as normal plus.
They consistently made financial decisions that produced optimal
(significantly better) results as compared with the sub-optimal results
achieved by normal people.

The primary goal of this book is, therefore, to help the reader transition
from “normal” to normal plus.

It's Never Too Late

Two of the most common responses I hear when speaking on this
subject are along these lines:

“That sounds great. Maybe I'll do

something about it someday.”

“That sounds great, but I've waited too
long. It’s too late for me to change.”

Both responses are completely normal and incorrect—simultaneously!
As you will discover, our natural first reaction to an unfamiliar concept
is to avoid it and continue doing familiar things, even if we know or
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suspect the negative results. Likewise, regret over past decisions can
prevent us from slowing down and reflecting on the possibilities.

Fortunately, it is never too late to apply these principles, and break
through the normal, very human habits that prevent us from “spending
our way to wealth.” No matter what your situation may be, it is very
possible to expand your comfort zone and look at spending and wealth
in an entirely new way. Through this book, it would be my great honor
to guide you in that journey.

Paul Heys
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Foreword

About Investorship

In the late 1990s, Paul Heys and I embarked on a program we dubbed
Investorship Training—a melding of his expertise as a financial
specialist and mine as a personality psychologist. It was an early
example of the principles of behavioral finance, a movement that later
won Daniel Kahneman (2002) and Robert Schiller (2013) the Nobel

Prize.

Our workshops explored the myriad ways in which social cognitive
personality theory—and the psychology of self-regulation—could
contribute to a financial education program. These practical,
scientifically solid, and personally engaging events were incredibly
well received by our audiences. Now, some twenty years later, Paul
has achieved a quantum leap forward from our original efforts with
his concise, practical, and accessible new book, Spending Your Way to

Wealth(s).

This short work demystifies the complex and (to many) daunting
principles and facts that experts have come to embrace as behavioral
finance. The psychological concepts that influence wealth-related
decisions and behaviors—for better or worse—are clearly presented
and the scientific basis made clear. The mental and emotional
landmines that can sabotage financial decision making are presented
in an engaging and understandable manner, emphasizing how “normal”
are their influences in our lives.

Beyond that, the book provides behavioral guidelines for rational
decision making that require conscious and unconscious awareness of
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the factors that influence wealth accumulation, on the one hand, and
self-defeating “money spilling,” on the other. As the former director
of a University of Washington clinical science doctoral program,
this exemplifies, purely and simply, “evidence-based practice” of the
highest order. This is not pop psychology; rather, it is informed by a

solid scientific base.

As the author of more than 20 books, I have learned what works and
what doesn’t in terms of capturing and influencing readers. This book
achieves those goals far better than most “ivory tower” products. It is
a book directed at the average reader including those as young as high
school students as well as older, experienced adults.

Paul’s work makes a significant and unique contribution to the
marketplace and is destined to have a major impact on the wealth
accumulation of many people.

'This is a book that everyone should read, regardless of age or financial
situation. It is a brilliant reframing of the psychological concepts that
influence wealth-related decisions—told in a clear, engaging, and
down-to-earth style. This eminently understandable book will occupy
its own niche among the many behavioral finance books on the market

bratl ¢ fott

today.

Ronald Smith is a psychology Professor Emeritus and former Director of
the Clinical Psychology Training Program at the University of Washington.
His interests include personality, stress and coping; cognitive-affective
coping skills training; and clinical personality assessment. His major
research interests are in personality, the study of anxiety, stress, and coping,
and in performance-enhancement research and interventions.
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Nos O Siriz

“Good news; you're normal.”



Chapter 1

On Being Normal

“Is being normal, being ordinary, really such a bad thing?
Is it something inferior? Or, in truth, isn’t everybody normal?”

—Ichiro Kishimi

For most of us, life involves routine. There are high and low points, but
a large portion of everyday life is familiar, ordinary, often habitual. In
other words, it is normal.

As humans, we exhibit similar, predictable responses to everyday situ-
ations. These can be correct and beneficial. Driving a car (after we've
learned how) or looking both ways before crossing the street are good
examples. We do these things automatically, without giving it much
conscious thought. It is what normal people do. Regrettably, we all too
often exhibit similar, predictable responses to everyday situations that
have very costly consequences, depriving us of future wealth.

To gauge how normal you are, take a few moments to answer these
five questions. Try to answer quickly, without checking the correct
answers (in the back of the book) before finishing all five. Write down

your answers if you wish.

1. The total cost of a bat and a ball is $1.10. The bat costs one
dollar more than the ball. How much does the ball cost?

2. Mary’s father has five daughters. The names of the first
four daughters are: Nana, Nene, Nini, and Nono.

What's the name of the fifth daughter?
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3. You are a participant in a race on a straight track. You
overtake the second person. What position are you in?

4. You overtake the last person in the same race.
Wohat position are you in?

5. A person who cannot speak goes into a shop to buy a
toothbrush. By imitating the action of brushing his teeth,
he successfully expresses his need to the shopkeeper and
makes the purchase. Then, a person who is blind comes
into the same shop to buy a pair of protective sunglasses.
How does she indicate to the shopkeeper what she wants
to buy?

After you finish, check your answers against those printed at the back
of the book. If youre like many, you gave answers that instinctively
felt true but were in fact incorrect. (You may also find that if you
did not answer quickly—contrary to instructions—you probably had
more answers correct.) Don’t be frustrated. Giving intuitive-but-
wrong answers just means youre normal. It also means you're a perfect

fit for this book!

Being Normal with Money

Being normal, and responding normally, does not guarantee being
right. The easy, intuitive answer can often be the wrong one—based
on popular ideas, like the (mostly) ancient belief in a flat earth, or
more subtle factors. As humans, we see patterns where none exist, and
assign causes to events we don’t fully understand. As H. L. Mencken
once said, “There is always a well-known solution to every human
problem—neat, plausible, and wrong.”

Being intuitive-but-wrong is especially true when it comes to money.
Ordinary spending choices can have negative consequences—some-
times even dangerous ones. The problem is we make these choices
automatically, from unconscious habit. We believe in the value of what
we get in return for our spending, but we fail to recognize what we
will likely forfeit in the long term.
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Acting against our own financial interest does not mean we are
unintelligent or irrational. It just means we are normal: thinking
and responding Reactively rather than Reflectively. (More on that in
Chapter 2.) We are certainly not alone. To quote the fictional pop
philosopher, Walt Kelly’s Pogo, “We have met the enemy, and he is us.”

Becoming Normal PLUS

As this book will show, being normal is not sufficient when it comes to
spending and wealth. Instead, we hope the reader will come to under-
stand the importance of becoming normal plus. The book will provide
the reader with the information, insights, and incentive to adopt a
spending philosophy comparable to that of Warren Buffett and other

widely recognized, financially successful individuals.

Anyone who studies the thinking and behavioral characteristics of
such financial decision makers will discover striking similarities. Most
possess a high level of self-awareness. Most tend to possess core com-
petencies and tend to be steadfast in their adherence to essential dis-
ciplines. Most also have the ability to take a long-term approach and
not be unduly worried about short-term noise. While outwardly quite
normal, they are what is described in this book as normal plus. They
subscribe to a core philosophy that separates them from most normal
people. It is a philosophy this book describes as Investorship—a new
word that describes a worthy and desirable financial spending practice.
It’s a philosophy that has enabled countless people to literally spend
their way to wealth.

'The Investorship spending philosophy is free to anyone with the in-
tellectual and emotional resources to understand its importance and

adopt it. Hopefully, that will be you.

'This book is about spending and investing, and how normal human
behavior can help or hinder our success in accumulating wealth. These
ideas have been advanced by Nobel laureate Daniel Kahneman and
others under the impressive heading of behavioral finance.
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There are other books—long ones—on this subject. However, they are
written for advanced readers. This book is intended for existing inves-
tors and non-investors—younger adults and others who avoid finan-
cial planning as too complicated or scary, as well as older adults who
feel it’s now too late to start investing. It is also aimed at those who
are already investing to a small degree—perhaps through a 401(k) or
similar program—but who are unhappy or frustrated in their progress
towards greater wealth.

Most of all, the book is intended for those who believe investing is too
arcane for them, when it is actually something a financial newcomer
can master. My goal is to help you understand the consequences of
spending and investment decisions—whether they be the small, in-
cremental ones, or the large major ones. By slowing down and reflect-
ing on these consequences, rather than acting reactively or “intuitive-
ly,” you will be on a path to spending your way to wealth.

Special Note

While the mathematical calculations utilized in this book are
straightforward and uncomplicated, a brief explanation will
aid you in better understanding them:

When the book discusses current and future expenses associ-
ated with a particular item, it automatically adjusts each fu-
ture year’s expenditure for that item by an estimated inflation
factor (3%). Thus, something which costs $1.00 today will
cost $1.03 next year, $1.061 the following year, and so on.

Similarly, when the book discusses the possible future value
of an investment of $1.00 in an S&P 500 Index fund (which
has historically returned an average of 10% per year over an
extended period of time), it shows the value of the invested
$1.00 will likely be worth $1.10, the following year, $1.21 the

following year, and so on.

The calculations in the book were derived from future-value
tables similar to those used for the online Investorship cal-
culator. They have been checked for accuracy by significantly

6
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credentialed individuals (accountants and financial consul-
tants) whose calculation methodology may differ slightly
based on minor formulation differences.

American consumers (people like us) are among the greatest financial
spenders in the world. Certainly, we are among the most practiced.
We spend more frequently, on more things, in larger amounts and in
greater quantities than almost anyone else on earth. Regrettably, most
of this spending is at the expense of spending on our future financial
security. Since this problem tends not to manifest itself immediately,
the magnitude of the problem increases each year until, it ultimately
may be unmanageable.

'The purpose of this book is to help the reader understand the problems
that arise out of spending unchecked by reflection on long-term con-
sequences, and to modify their spending practices in ways that make
their future spending the cause of financial wealth.

'This book is not intended to deprive us of the pleasure and satisfaction
of spending. Rather, its purpose is to alert us to the forfeiture of enor-
mous future financial wealth that is the likely consequence of the way
we often spend—unconsciously mis-allocating our dollars. In point-
ing out this forfeiture, the book also shows the magnitude of potential,
tuture financial wealth that will result from a revised allocation of our

spending dollars.
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Chapter 2

The Problem with Normal

“We have met the enemy, and he is us.”
—Walt Kelly’s Pogo

When it comes to spending and investment, we will see that we're
all normal, that we make normal mistakes, usually without thinking,
and that we can change our unconscious spending behavior to achieve
actual wealth. But before we can do this, we need to understand what

normal means.

Normal is not the same as average—the statistician’s way to lop off
all the interesting differences that make us human. Normal means
much more. In the world of flesh-and-blood human beings, no one is
average, but most of us are normal. In a nutshell, the basic thoughts
and actions that are common to our species—despite our infinite dif-
terences—are what make us normal. It does not protect us from folly,
but most of us are there.

A key aspect of being normal is the fact that we do things for valid,
predictable reasons. The principal one of these is to survive. Our in-
nate desire to continue living, preferably without discomfort or trauma,
drives us to find ways to meet our needs. Mere survival is not all. We
also want to thrive and to satisfy our many needs and wants. This
makes things complicated.

Being Normal Doesn’t Mean Being Right

Frank Capra’s classic film, It’s A Wonderful Life, is a celebration of or-
dinary, quirky people leading outwardly ordinary lives. The setting is
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commonplace—apart from a visiting angel and an alternate version of
history, of course. The characters are remarkably normal. We identify
with them. They live and behave in normal ways, as most of us do.

But the movie’s famous bank run scene shows how problematic nor-
mal can be. Ordinary people, sparked by news of the market crash
and frightened by sirens and general chaos, descend on the Building
& Loan to demand their money. The movie’s hero begs them to think
about what’s really happening. He persuades them—barely—to re-
consider their first impulse, and disaster is averted. As in real life, the
most common, instinctive reaction of people to a crisis can be both
perfectly normal and dead wrong.

We've all been there. An ordinary, routine situation changes unex-
pectedly. We automatically do the first thing that pops into our minds
and, without knowing exactly what happened, we find ourselves in a
ditch—sometimes a literal one. It happens without warning: driving
to the store, speaking at a staft meeting, going on vacation, or trying
to fix the sink. (Helpful hint: Turn off the water first.) Things were
going so smoothly, events turn unexpectedly wrong, and our first, gut
reaction has a really good chance of making things worse.

During World War II, American GIs invented a saying for this:
SNAFU (Situation Normal, All Fouled Up).

The Basics of Bias

To understand why this happens, we must acknowledge an important
fact of life: Everyone is biased. They are a natural and normal part of
who we are. Often, however, the word bias conjures negative emotions,
as in the case of unjust racial or gender-related discrimination. How-
ever, bias, in the broadest sense is simply our preference or inclination
for or against something. It can be conscious or unconscious, positive
or negative, subtle or obvious.

A bias is an information-processing shortcut, an inference or assump-
tion based on previous experience that allows us to make decisions,
rightly or wrongly, in an overwhelming sea of information. A com-

10
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pletely unbiased human would not be able to function. They would
waste vast amounts of time and energy trying to experience, analyze,
and develop a response to everything.

Biases come from a combination of factors. One is our ability to re-
member, which is limited, and the need to sort, discard, and simplify
information. Of necessity, we discard specifics and form generalities.
We reduce events to their key elements. We edit and reinforce mem-
ories after the fact. We are also drawn to details that confirm our
existing beliefs.

Some Common Human Biases:
* Complexity Bias ¢ Illusionary Superiority Bias
* Confirmation Bias * Negativity Bias
* The Curse of Knowledge ¢ Optimism/Pessimism Bias
and Hindsight Bias « Recency Bias

* Frequency Bias * The Sunk Cost Fallacy
* |llusionary Ability Bias

Bias also arises when we fail to understand the deeper meaning of our
environment. We tend to simplify and see stories and patterns even
when looking at incomplete data. We also feel the need to act quickly.
To get things done, we focus on what we've already invested our time
and energy in. We also favor simple-looking options over complex or
ambiguous ones.

The list of normal, human biases is long. As discussed later in this
book, many of them unconsciously influence our decisions when it
comes to spending and wealth. For example, the Complexity Bias
describes our tendency to give undue credence to complex concepts.
Faced with two different choices over, let’s say, investment strategy, it
is perfectly normal for us to prefer a complex approach over a simple
one. It just feels right, even when it’s not. As we will see in Chapter 8,
elaborate strategies based on regular buying and selling of individual
stocks consistently produce results that are inferior to a simple ap-

1
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proach, such as contributing regular amounts to an S&P 500 index

fund and/or a Target Date fund—as outlined in Appendix A.

One such bias is the unwarranted confidence of beginners, known
as the “Dunning Kruger Effect.” This explains why new drivers have
more accidents—and pay higher insurance premiums. It also explains
why first-time investors tend to do more poorly than experienced ones.
Such investors feel that they understand the basics and are prone to

making inaccurate assumptions and incorrect decisions.

The Dunning-Kruger Effect
High | @, I know everything.

\ There’s more to this .
Trust me. It’s
Ehenll Eanght complicated. @

It’s starting to

make sense.
I’'m never going ‘vﬂ

to understand this.

Huh’

Low _ME_ High

CAUTION: A small amount of knowledge may manifest itself in an unwarranted level of
confidence, leading to inaccurate assumptions and incorrect answers.

Am | Biased?

The first step towards understanding these normal, human biases is

Low

to discover that we have them. We take unconscious mental short-
cuts—because we are human—but we tend not to think of them as
biases. Take some time to consider your own responses to everyday
situations. For example, are there certain kinds of music or art that
you either love or hate? That is a cultural bias. Do you prefer or dislike
certain types of food, fashion, or entertainment? Do you have strong,
“gut feelings” about pets, people of your own generation or another, or
about your own family members? Each of these preferences or dislikes

12
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is something you experience with little conscious thought. In other
words, it is a bias.

Some biases, particularly racial- or gender-related ones, are harmful
and unjust. However, in many cases, a bias is neither right nor wrong.
It’s simply a personal preference put on autopilot. In any case, it is
worth knowing that we have them. If a bias makes us prone to bad
decisions, then it’s time to reexamine and adjust them.

'The problem is that our naturally occurring and completely normal
human bias can lead us to a decision with harmful consequences.
When a situation changes from our past experience, or if our bias was
originally based on faulty or incomplete information, we follow our
programming, so to speak, and experience poor results. Eventually,
bad results may force us to confront a particular bias and change it, but
humans can be a stubborn lot when it comes to change.

Financial bias (the subject of this book) is less obvious than those list-
ed above. However, financial bias does follow the same pattern as the
others and can lead to either good or bad results.

One thing is certain. Our preconceptions and mental shortcuts re-
garding spending and wealth are evidence that each of us is normal.

Reactive (System 1) and Reflective (System 2)

We meet our many needs and wants by making decisions and act-
ing on them. Some of these decisions are unconscious and intuitive
in nature, seemingly made automatically and without effort. Others
are more deliberate and reasoned—the result of a conscious thought
process. In his book, Thinking, Fast and Slow, psychologist and Nobel
laureate Daniel Kahneman refers to these two modes of thinking by

the labels System 1 and System 2 widely used by many psychologists.

In this book, we will also refer to them as Reactive or Reflective re-
sponses to a situation—Ilike a scary dip in a stock market average.

Both of these modes are valid, very human responses. Intrinsically,
they are neither right nor wrong. They are simply the ways we cope

13
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with incoming stimulus. When we first see the face of someone weep-
ing, our negative, Reactive interpretation is largely automatic and sub-
liminal (System 1). She is sad, we suppose. Then, after learning the

context, our Reflective (System 2) abilities realize that the person was

celebrating a one-point win in a basketball game. Our initial reaction

was perfectly normal, but wrong.

When we see a written math problem, we recognize it as such, but
most of us are unlikely to unconsciously or intuitively (System 1) come
up with the answer. If we try, we are likely to get it wrong, as was the
case with the ball-and-bat question in Chapter 1. To get the right an-
swer, most of us would engage more deliberately (System 2) and work
out the problem with paper and pencil.

Because we’ll be referencing Kahneman’s thesis throughout this book,
it may be helpful to quote his definitions. You are encouraged to book-
mark this page or highlight the definitions.

i System 1 operates automatically and quickly, with little or
no effort and no sense of voluntary control.”

it System 2 allocates attention to the effortful mental activi-
ties that demand it, including complex calculations.”

'The Reactive mode of thinking is an ingrained part of our species’ his-
tory of survival. Eons ago, reacting instantly to the presence of a large
predator was literally a life-saving response. It became a characteristic
that our uneaten ancestors passed down to us.

Our ability to do this serves us well today. Our Reactive, System 1
brains let us put routine matters on auto-pilot, so to speak, and con-
serve our limited Reflective, System 2 responses. No longer a pure
survival mechanism, our habit patterns help us cope with our ever
more complicated lives.

Just for fun, think of the things you do every day without a lot of con-
scious thought. They range from the mundane, like using a knife and

14
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fork or tying your shoes, to the more specialized, like using a computer
or mobile device at work. When you first learned to do them, it re-
quired a lot of conscious, Reflective energy. After they became routine,
it required much less.

Driving to the Store

As an experiment, try to recall the specific actions you took
the last time your drove to a grocery store. Unless some-
thing extraordinary happened on the way, there will be many
blanks. You arrived at your destination with little memory

of what turns you made, how you maintained a safe distance
from other cars, whether you obeyed trafhic rules, or even
what you saw or heard on the way.

Routine driving is an example of Reactive behavior. It is cog-
nitively easy. It requires only nominal conscious effort. You
mind is free for other things, like listening to music or con-
versing casually with a fellow passenger.

'The routine act of driving is behaviorally automatic. But if
something out of the ordinary happens on the road ahead,
then your conscious, Reflective brain re-engages to deal with
the new situation. Conversations and other actions unrelated
to driving cease.

This wasn’t the case when you learned how to drive. Your
conscious, Reflective process was fully active as you learned
to steer, use the pedals, enter traffic, and parallel park. In
fact, you were probably too conscious during the learning
process, making mistakes like over-steering or braking too
suddenly. But gradually, and with plenty of practice (and an
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instructor or companion with patience and courage), you de-
veloped the intuitive habits that embody being a good driver.
You transferred a set of learned, Reflective behaviors to a set
of semi-automatic, Reactive behaviors.

The System Shift and the Lazy Controller

Let’s start by recognizing that we all tend to be lazy at times. It’s part
of our evolutionary heritage—to assure that we have sufficient energy
to run from dangerous situations, like the approach of a man-eating
beast. It’s not a pejorative or degrading term, it’s merely a statement
of fact. It also helps explain why we delegate many actions to our
Reactive brains. So long as these activities remain routine and predict-
able, they require little expenditure of energy and we do them without
much thinking, and usually do them well. But as soon as there is a
change in the environment, our once-automatic activity changes.

Try another experiment. While walking and chatting casually with a
friend, bring up a serious topic and observe what happens. Invariably,
she or he will slow down. (If you're really friends, you'll slow down
too.) Kahneman posed a similar experiment. He asked a walking
companion to compute 23 times 78 in his head. The friend stopped in
his tracks. He shifted away from a routine Reactive activity to focus
on a more demanding process.

Like physical exertion, conscious, Reflective activity requires effort.
Because our normal tendency is to conserve finite mental and emo-
tional resources, we are prone to take the path of least resistance. Let-
ting our unconscious, Reactive brain take over—responding intuitively
and impulsively—is all too common, especially when we are stressed
or tired or mentally exhausted. We have what Kahneman refers to as
a Lazy Controller. That’s not an insult, just a natural, self-protective
part of being human. We focus on what we perceive as the single,
most important thing. Out of necessity, we delegate seemingly less
immediate or important tasks to our Reactive, System 1 nature.

17
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The Hazards of Being Normal

Acting intuitively and spontaneously is not a bad thing. It can be re-
markably successful. A well-trained athlete, artist, or mathematician
spends less energy performing complex tasks in his or her area of ex-
pertise than they did while learning to do it. It appears effortless and
natural. But some have suggested that intuition alone—the ability to
think without thinking—is an intrinsically superior mode of thinking.
It is not.

Of course, part of us wants to believe that intuition is superior. Things
that are more familiar or easier to figure out seem truer than things
that are novel, difficult to see, or require hard thought. (As we’ll see,
that’s an example of a type of thinking error called “cognitive ease.”

See Appendix E.)

'The problem is, our intuition may not be founded in fact or in deliber-
ately cultivated habits, but in presuppositions, cognitive illusions, and
biases. Our response may seem natural, even easy, but it can be wrong,
and lead to bad or at least ineffective results. It results in a situation
that is totally normal, but all fouled up.

'The most common way our intuitive, Reactive habits lead us astray
is when an environment is different from the one to which we are
accustomed. What was “normal-smart” in one situation can become
“normal-stupid” in another. As we will see, when allowed to occur in
the realm of spending, “normal-stupid” can have disastrous financial
consequences.

Looking Both Ways

In North America and most European and Asian countries,
vehicles travel on the right side of the road. As a result, pe-
destrians crossing the road habitually look left first, before
looking right and then left again. Most of us do this without
thinking—for good reason: the potential hazard from on-
coming traffic is more immediate to a pedestrian’s left, be-
cause cars use the right side.

18
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But in the United Kingdom and Australia, the opposite is
true. Vehicles use the left side of the road, and pedestrians
look right first before crossing. Two different groups of peo-
ple have developed Reactive coping habits which are literally
180 degrees apart.

An American who travels to London has exactly the wrong
instinct when about to cross a busy street. The likelihood of
unintended mayhem was not good for tourism. So, at many
London pedestrian crossings, you will see—in large letters—

the words “LOOK RIGHT.” It’s an attempt to adjust an
unconscious but potentially fatal habit.

Changing habits to cope
with new situations is
difficult but not impos-
sible. When Sweden
switched from left-side
to right-side driving in :
1967, temporary chaos \ 4‘
ensued—despite months vz = Tl i
of planning and public Switching from driving on one side of

e e, (b the road to another can be chaotic.
. & (Stockholm on September 3, 1967. Photo

is pOSSible, howev- by JanCollsi66 - Sa var det, Public Domain)
er. With practice and

patience, people can unlearn a potentially harmful response
and learn a different one. In Sweden today, a pedestrian’s in-
stincts are the same as those in America—but both must use
caution when in the U.K. or Australia.

'There are also ingrained habits for which the negative consequences
are vague or unknown—giving you no reason to change them. Think
about some things you do automatically that have no actual results.
Have you ever done any of the following:

Checked your email within five minutes of checking it the last time?
Pressed the button repeatedly when summoning an elevator?

Pushed on a door when the sign reads “pull”?

19
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An automatic response can be both perfectly normal and wrong at the
same time. Our Reactive habits also make us bad guessers. As proof, if
you haven’t done so already, answer the five questions at the beginning

of Chapter 1.
Making Things Worse

Our tendency to do things Reactively is more pronounced, and more
likely to have unfortunate consequences, when we feel a sense of ur-
gency. As our lives becomes more hectic and complex, we have less
time to pause and consider things Reflectively. According to the Asso-
ciation for Psychological Science, when people under stress are mak-
ing a difficult decision, they tend to pay more attention to the poten-
tial upside and less to the downside. They also find it more difficult to
control their urges. Getting immediate relief becomes more important
than the potentially negative consequences.

Decisions made in response to urgent, immediate stimulus carry a
greater risk when it comes to spending and investing. (In Chapter 8,
we will discuss how all the “noise” can increase our sense of perceived
urgency, preventing us from making conscious, Reflective decisions.)

While there is no panacea for making our lives simpler, it is import-
ant to recognize that part of being normal is making decisions under
less-than-ideal circumstances. To help activate your Reflective nature,
begin by asking, “Is this really urgent or does it only feel urgent?”

Resistance to Change

Changing our Reactive behavior is no small task. As natural con-
servers of our own energy, we resist change as a matter of course.
If the positive incentive for changing our behavior is too small—or
unknown—then we ignore the results and continue doing the same
thing. If the negative consequences are remote or seemingly insig-
nificant, then the same thing happens—nothing. But sometimes, our
resistance to change entails unnecessary risk.

20
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Fasten Your Seat Belts!

First developed for automobiles in the 1950s, seat belts have a
scientifically proven benefit: Your chance of death or injury is
far lower if you wear them. Convincing motorists to use them
is another matter. Since their introduction, and despite in-
creasingly strict “click-it or ticket” laws, some motorists resist,
especially when the trip is “only a few blocks to the store.”

'The problem? Our normal, Reactive brains see the present
(where accidents are statistically rare) as more real than the
consequences of an accident that has not yet happened. We
unconsciously discount risk and resist an inconvenient change
in behavior.

Automakers’ earlier, psychological solutions had mixed re-
sults. If seat belts were not used, an annoying beep or tone
sounded immediately and continuously. It did not stop until
the seat belts were fastened. However, users would sometimes
fasten the seat belts permanently and sit on them—or disable
the warning system altogether.

As a better solution, car makers created a seatbelt warning
that emitted intermittent audio sounds. The first chimes or
tones were a gentle reminder, followed by a pause, and then
a series of increasingly loud and strident beeps. The annoy-
ance factor grew, not so rapidly that the user was motivated
to disable the warning system. It was just annoying enough
to make wearing seat belts the lesser of two evils. Over time,
the act of fastening one’s seatbelt becomes automatic.

Seatbelt use is not yet universal, of course. But with a com-
bination of strict laws and more subtle warning systems, it is
becoming more common. The acknowledged benefit (living)

is supported by a Reactive, System 1 habit.

Let’s go back to an example cited earlier: checking your email (or
Twitter feed or Facebook posts) every few minutes. There is increas-
ing evidence that doing so out of habit is extremely costly—sapping
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our productivity. According to a 2008 University of California Irvine
study , “The cost of interrupted work: more speed and stress,” it can
take an average of over 23 minutes to return one’s focused attention
to a task after being interrupted. The more engaging the interruption,
the harder it is to switch back.

However, merely knowing about that long-term cost does not auto-
matically equip us to cease our Reactive habits. We are resistant to
change when given the choice of easy versus difficult. It’s perfectly
normal to drop everything and look, even when we know the email
will be mostly spam and the posts filled with distracting nonsense.
'The act of checking creates an emotional reward—seemingly meeting
the need for connection. The negative consequences are less clear, and
the Reflective effort (not looking) more daunting.

The Roundabout Riddle

More common in Europe, well-designed traffic circles or
roundabouts are slowly gaining acceptance in North America.
They are demonstrably more efficient, compared with traf-
fic-lighted or four-way stop intersections.

However, public resistance to roundabouts is a good example
of normal, unconscious, Reactive bias.

When roundabouts are first proposed in a community, the
most common objection is that people aren’t used to them,
which they believe will result in more accidents. They don’t
teel the same as a four-way stop, so we resist the idea of
learning new habits.

What overcomes our unconscious bias is experience. We
learn subtle visual cues, like the direction of the other car’s
front tires. Gradually, our habits change, and our confidence
grows.

Just for fun, consider your own biases on the subject of
roundabouts. If such intersections are rare or nonexistent
where you live, what is your first, gut reaction to them? If
they already have been implemented, what’s your attitude?
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Practice and Patience

Despite our innate resistance to change, it is entirely possible to adjust
our habit behavior from “normal-stupid” to “normal-smart.” In his ex-
cellent book, 7he Power of Habit, Charles Duhigg notes that “chang-
es are accomplished because people examine the cues, cravings, and
rewards that drive their behaviors and then find ways to replace their
self-destructive routines with healthier alternatives.” Such change is
more likely when we believe change is possible—something that is
more likely in a group context than when we go it alone.

So, in the case of constantly checking email or social media, knowing
the reward of doing so less often (being more productive) is only one
step. The other is recognizing the craving (the need to connect) and
substituting a different activity, such as regularly connecting with ac-
tual humans, in order to meet the need.

'The roundabout illustration given earlier is an imperfect example of
changing our Reactive, System 1 biases, because the change—to a
more efficient system—is not an individual choice but a govern-
ment-mandated one. However, it is a good illustration of how our
biases can in fact have less than ideal results. What seems intuitive-
ly right is actually preventing long-term success, both in getting to
your literal destination (traffic) and your financial one (spending). Our
natural response to financial stimulus, like the craving for a new car
or the gut reaction to a short-term stock drop, will often put us in a
metaphorical traffic jam. A familiar-seeming situation is not what it
appears to be, so your instincts result in poor outcomes.

Change is possible, however. The first step is to recognize that our
Reactive habits are completely normal—a part of our energy-conserv-
ing nature, if not our literal survival. They are also prone to numerous
biases and thinking errors. The next step is to know the full extent of
what our automatic, Reactive response actually costs, not only in the
distant future but also in the present. We also need to be constantly
reminded—as with the intermittent seatbelt warning—that a different
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action is possible. Perhaps the most important factor is our belief that
a different behavior, reinforced by a group of positive, change-minded
peers, will satisfy the basic need in a far more satisfying manner. With
practice and patience—and the support of others—we will discover
that once-unfamiliar habits can help us reach our goal.

Asking Questions

In Chapter 10, we have posed a series of questions related to
each chapter. For the moment, however, let’s consider just
one:

What normal action has recently led me to a result that was
different from the one I expected?

'The answer does not have to relate to spending. It can be as
simple as pushing on a door when the sign reads “pull.” The
point is to remember something that was perfectly normal
and also wrong.
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Tania’s “light-bulb moment.”
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Chapter 3

Spending and Spilling

T love money. I love everything about it. I bought some pretty
good stuff. Got me a $300 pair of socks. Got a fur sink. An
electric dog polisher. A gasoline powered turtleneck sweater. And,
of course, I bought some dumb stuff, too.”

—Steve Martin

Once we recognize how normal we really are—thinking both fast and
slow, as Kahneman describes it—it’s easier to figure out how and why
we spend our money, our time, and our resources. Spending is not an
impersonal transaction. It’s a personal choice governed by our emo-
tions as well as our rational thoughts.

As with most human activity, spending is complicated. For good or ill,
it is affected by our personal, subjective biases. Consciously or uncon-
sciously, we continuously spend in ways that produce wealth—or in
ways that have the opposite effect.

Spending and Spilling

Spending is a choice, a decision to give something of value in ex-
change for something else of value. It involves more than just money.
Spending also involves time, energy, and effort—the things for which
money is a convenient proxy. It also includes intangible but very real
things such as reputation and trust.

We spend in order to meet a need or satisfy a want or desire. Very
often, however, we fail to consciously and deliberately weigh the full
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value—including the future value—of the thing received in exchange.
We trust our normal, intuitive feelings about the exchange. As a result,
we can spend more than the actual need requires—often many times
more than we realize. This is a phenomenon we call spilling.

Spilling can result from an entire transaction or just part of one. It is
the amount spent in excess of what could have been spent on a perfect-
ly suitable, lower-cost alternative. It is difficult to detect precisely be-
cause of our normal, Reactive (System 1) behavior. We are primed, by
our advertising-driven culture, among other things, to make spending
decisions more or less automatically. It is cognitively easier to take
mental shortcuts, spilling money, rather than use our Reflective (Sys-
tem 2) abilities to consider the long-term outcome.

As we will discover, spilling is something we do almost every day,
whether we’re aware of it or not. To understand the idea better, let’s
look at a common situation:

An llluminating Example

Consider Tania Gilman, a successful, 20-something profes-
sional with a growing family and a busy but rewarding urban
lifestyle. She began her promising tech career by graduating
at the top of her class and landing a
job in a leading software firm. Like
many of her peers, she often works
at odd hours from her home office.
Tania works and relaxes in a well-
lit, indoor environment. Moving
frequently to different parts of her
home, the idea of turning out lights
in unused rooms does not often
occur to her. When it does, in the
form of her father’s well-remem-
bered quip, “So, you work for the electric company now?” she
sighs, but nothing more. It’s a small thing in the midst of
such a full and busy life.
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In a way, she’s not wrong. The cost of a regular light bulb, left
on for 12 hours, comes to about 14 cents a day. Let’s assume
that the total number of bulbs—controlled by three or four
wall switches in various places—illuminating empty rooms
for 12 hours is an even dozen. Adding up all the resulting
kilowatts spent, the total is an unremarkable sum of $1.68
per day. You can probably guess where this is going. Assum-
ing this spending continues from age 27 until Tania and her
husband reach retirement age at 67, they will have irrevocably
spent the remarkable sum, adjusted for probable inflation, of
a little over $77,680

If that was the only moral of the story, it would be interesting
but not alarming. Considering that Tania and her husband
will earn and spend far more than that in their lifetimes, this
kind of spending seems reasonable. But the story has a twist,
because the amount spilled is far more than $77,680. If that
same amount was spent differently—let’s say, in a no-com-
mission, index fund with an average, long-term growth rate
of 10%—the resulting value (also adjusted for inflation)
would likely be over $367,895!

Why would an industrious, intelligent person forfeit over a
quarter million dollars by spending, or rather spilling, a com-
paratively small sum of money? Tania is not a spendthrift or
a fool. The problem is that she’s a normal human being.

As we saw in Chapter 2, her conscious, Reflective reasoning
process—what Kahneman defines as System 2 behavior—is
used to make important, often complicated decisions. Of
necessity, other decisions are managed by her unconscious
habits—her Reactive, System 1 behavior. Flipping light
switches falls into this category. It is one example of a large
class of decisions that are the subject of this book: how nor-
mal people spend money, and the effect of that spending on
financial wealth.

A REALLY IMPORTANT NOTE:

Throughout this book, we will often talk about the negative,
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unseen implications of spending small amounts of money.
This does not mean that merely curtailing such spending will
automatically result in great wealth. One must take the next
step: purposefully investing in something that will likely grow
in value over time. The mechanics for doing this are spelled
out in Chapter 9 and in Appendix A.

Also, keep in mind that these small amounts, such as Tania's
$1.68, are not the amounts you would be depositing on a daily
basis in a low-cost index fund. Rather, as outlined in Appen-

dix A, these small spending amounts, from multiple sources,
should be combined into a monthly total and used to deter-
mine how much to regularly allocate to an index fund.

Finally, the term “index fund” itself may be unfamiliar. In
Chapter 8, we describe this concept in detail. For now, howev-
er, we'll rely on Investopedia, which defines an index fund as
“a type of mutual fund with a portfolio constructed to match

or track the components of a financial market index, such as
the Standard & Poor's 500 Index (S&P 500).” Many investment
firms offer S&P 500 index funds, some at lower costs than
others. This lets you invest in many companies at once, namely
the 500 largest U.S. companies, rather than picking individual
stocks.

Spending as a National Pastime

Spending is part of the background noise we take for granted. The
average American, we are told, will spend between $2.5 and $4.5 mil-
lion in their lifetime. The Consumer Spending Index and the Gross
Domestic Product (GDP)—the total value of goods and services pro-
vided in a year’s time—are taken as gospel for how well or how poorly
the economy is doing. But as individuals, we seldom think about the
nature of spending itself.

Spending—the exchange of one thing of value for another—falls into
two categories. First, it can be for things that will likely decline in finan-
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cial value over time. These range from immediate consumables, such as
electricity, to durable goods that eventually wear out or otherwise de-
preciate. It is also for experiences such as movies or vacations. While
the memories may last a lifetime, they are not convertible into any-
thing that can be spent again. All such spending, from lighting to

laptops to luxury vacations, is irreversible.

The other spending category is for things that have a potential to in-
crease in value over time. This includes some physical objects, such as
art or other collectibles, but more often includes real estate, stocks and
bonds, and bank accounts. It also includes certain intangibles such as
education and training, so long as the acquired knowledge or skills
are a source of future financial wealth in the form of higher earnings.

The Nature of Wealth

'The measure of economic and personal success or failure—wealth—
will be discussed in Chapter 6. Like spending, wealth is an idea we
seldom examine in detail. Instead, we tend to view it from our uncon-
scious biases. Many believe that wealth is desirable, but few conscious-
ly think about what it is or why we are driven to pursue it.

Wealth is complicated. It has a financial element, of course, but it
also has emotional and aspirational components. Wealth represents
an ability to meet a need or a want—and an assurance of being able to do so
in the future. The need can be purely wtilitarian—something that en-
sures our physical existence. It can also be emotional—something that
enhances our sense of well-being and fulfillment. Of course, the need
can also be expressive—the desire to create or reinforce one’s self-im-
age or sense of purpose.

Not only do we gloss over the meanings of spending and wealth, we
also connect the two in ways that limit our success. For example, we
assume that wealth and spending always occur in a certain order. We
believe we must first obtain wealth—preferably lots of it—before we
can spend as much as we desire. However, this one-way view holds
true only for spending on things that are likely to dec/ine in value.
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What we miss is the connection going the other way—spending for
things that are likely to increase in value. As we will see, some kinds of
spending actually produce wealth.

But that leaves us with the same question we asked about Tania’s light-
ing decision or, rather, her unwillingness to make a difterent decision:

Why do we ignore or disregard spending habits that have such an impact on

our long-term wealth potential? Even when we know about the different

kinds of spending, the complex nature of wealth, and how the two

are connected, what prevents us from making spending decisions that will
create greater wealth?

Decision-Making Biases

In Chapter 2, we discussed a concept at the heart of this book: the per-
sonal biases that govern our decision-making without our conscious
reasoning. Kahneman likens these computations in our brains to dials
in an airplane cockpit, each dial indicating the current value of an es-
sential variable. Readouts of these variables occur systematically and
automatically. Only when a dial indicates a problem does the brain
switch from the unconscious, Reactive mode to the extra effort re-
quired by Reflective reasoning.

An important concept in this metaphor is cognitive ease—the combina-
tion of repeated experience, mood, and other unconscious factors that
make a particular action feel familiar, effortless, and generally positive.
When we experience cognitive ease, we feel comfortable but are likely
to be superficial in our thinking. When the opposite occurs—cognitive
strain—we become more vigilant and less error-prone, sometimes at
a cost to our creativity, but we do so under protest because, as normal
human beings, we prefer ease over strain. Tania’s lighting routine in-
volves a high level of cognitive ease. So, she is disinclined to welcome
her dad’s voice in her head or spend effort thinking about the long-
term consequences of spending (or, rather, not investing) a mere $1.68

per day.
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Related to cognitive ease is another Reactive decision-making bias
called priming—the conscious or subconscious exposure to an idea
that inclines us to think about an associated idea. There are few areas
more impacted by priming than our spending and wealth.

Consumer advertising involves a great deal of emotional priming, fu-
eled by targeted data algorithms. Increasingly, personalized ads are
overwhelmingly geared towards spending on things likely to decline
in value. Gratification of immediate needs—even those that appear
lofty or aspirational—is prioritized. We are primed to make spending
choices that offer expressive and emotional benefits over mere utili-
tarian ones. This is expected and even necessary in a competitive con-
sumer marketplace, but it contributes to a level of cognitive ease that
makes it harder for us to spend effort on critical, Reflective thinking.

One great mis-perception about spending money stems from the ease
with which we can acquire additional spendable money. Specifically,
this includes spending credit card-borrowed money on things which
are normally declining-value items. Such spending adds the expense
of credit card interest repayment to the original spending on non-ap-
preciating items. This further reduces the amount of money that can
be spent on appreciating assets (investments).

Attitude and Behavior: Investorship

Sheer willpower is not the solution to the spilling problem, especially
when the spilling is largely unconscious. Tania’s father’s adage about
not leaving lights on may have created a sense of guilt but did not
provide a reliable way to consistently shift from automatic, Reactive
thinking into a more Reflective mindset.

'The answer lies in an approach to spending that we call Investorship.
As we will explore in later chapters, this idea holds that an individual’s
attitude and behavior relative to spending, investing, and investments
play a major role in determining the investment outcome. The best
way to reveal those attitudes and reinforce different behavior when
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it comes to spending is to ask questions. When confronted with a
spending decision, always ask the following:

1 - Stop! Have | thought this through? Is this spending
urgent or does it only SEEM urgent?

2 - What are the present needs being met by this particu-
lar spending decision?

3 - What are the future needs that will be met (or NOT
met) by this spending?

4 - What are ALL my spending choices in this case?

Consider the importance of the first Investorship question: “Have I
thought this through?” Too often, when making a routine spending
decision, we allow an easy presupposition to substitute for a full anal-
ysis of the actual numbers. Tania and her husband feel that lighting is
“just a hassle” or “not worth the bother,” rather than considering the
long-term spilling of their future wealth. When it comes to challeng-
ing our normal, cognitive illusions, “thinking it through” is a useful
habit—for seemingly small investments as well as large purchases.

Question 4 poses an interesting exercise when it comes to Tania’s spill-
ing problem. If the problematic spending on lighting unused rooms
could be eliminated entirely, then so could the spilling of nearly a
quarter million dollars. That solution is unlikely, however. It is diffi-
cult to automate turning off lights in unused rooms. It’s also problem-
atic to do so manually on a consistent basis. But what if there was a
reasonable spending alternative—say, LED light bulbs—that reduced
both the immediate spending and therefore the long-term spilling?

In Appendix B, you'll find more detailed examples of spending and
spilling consequences (or you can discover your own, using the online
Investorship Calculator, Appendix B.) Suffice it to say that if enough
of these spending changes were made—from things that decline in
value to those that potentially increase in value—then significant
wealth will be the predictable result.
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Deal or No Deal?

Buying a car is another example of spending that can easily
become spilling. An acquaintance of ours, Kevin Hodges,
age 40, is a reasonably well-informed consumer. He regularly
avails himself of public information about car performance
and safety ratings. He is aware of automakers’ skill at mar-
keting the image of their products—priming their audience
with non-stop advertising—and of car salespeople’s skills in
“reading” a prospective buyer. Unfortunately, his store of
useful knowledge did not include Investorship basics.

Last year, Kevin bought a new model car for $10,000 more
than the cost of a used model, three years older, in excellent
condition, and with
nearly identical fea-
tures. Focused on the
immediate situation, he
unconsciously spilled

a great deal of future
wealth.

As with the light bulb
example, the spilling is L
not immediately obvious. The one-time spending difference
of $10,000 is not a remarkable sum for Kevin, who can afford
a high-end vehicle. Both cars will be of negligible resale
value in 40 years. Service costs will be only marginally higher
for the used car over the same time period. The real issue is
the difference in future value over time. If that same $10,000
was spent differently—say, in a low-cost index fund with an
average, long-term growth rate of 10%—the resulting val-

ue after 40 years (adjusted for inflation) would likely be over
$452,592!

Like Tania, Kevin is no fool. His spending is based on meet-
ing a complex array of needs—transportation, efliciency,
safety, self-expression, and status. These needs are perfectly
normal. Many are even subconscious. But in the midst of
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making that complex spending decision, however, Kevin
tailed to slow down and let his Reflective, System 2 process
take full stock of the situation.

Needs and Wants

'The reason to spend time, energy, or money is to satisfy a need or a
want. So, an important aspect of Investorship is to examine the need
or want we are satisfying—and our motivation for doing so. Is it ben-
eficial, and to whom? Is it reasonable in light of other needs and wants?
Perhaps the most significant question is about time. Is the present need
important enough to risk forfeiting the ability to meet a fusure one?

In 1943, psychologist
Abraham Maslow the-

Self-Transcendence Needs OI‘iZCd the now popular

Need to find meaning and
identity beyond the self “hierarchy Of needs” to
Self-Actualization Needs
Need to live up to our
fullest and unique potential

explain human moti-

vation. Usually repre-

Esteem Needs

Need for self-esteem, achievement, Sented as a pyramld)
competence, and independence; need for
recognition and respect from others the theory hOldS that
Belongingness & Love Needs needs at one level must
Need to love and be loved, to belong . .
and be accepted; need to avoid be SatlSﬁCd befOl‘C moti-

loneliness and separation

ion to meet n
e vation to meet needs at

Need to feel that the world is organized and the next ICVCI can occur.

predictable; need to feel safe, secure, and stable

Physiological Needs For €xamp le’ thSIOIOg—
Need to satisfy hunger and thirst ical needs Such as hun_

Maslow’s Hierarchy of Needs (lllustration courtesy of David Myers)

ger and thirst must be
largely met before the needs of safety, security, and stability.

Maslow’s original theory held that lower-level needs must be complete-
ly satisfied before moving on to a higher pursuit. However, modern
theory holds that these levels of need overlap one another and that
lower levels may take precedence over others at any point in time.
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When it comes to spending, there is another factor to consider. If
we have erroneous, inflated notions of our belonging or self-esteem
needs—especially those in the immediate present—then we are prone
to taking shortcuts. These can be hazardous to our ability to meet
future needs. For example, to attain a perceived, immediate “higher
need,” for status or esteem, we may satisfy our physiological needs
with cheap, unhealthy food. The resulting health problems will in
turn endanger our ability to meet future needs. We may also attempt
to satisfy legitimate, higher needs (as Kevin did) without sufficient
regard for long-term consequences.

'The needs at the higher end of Maslow’s spectrum are valid, even if
they are more difficult to quantify and assign a spending value. Zhe
problem occurs when we confuse needs and wants. 'The latter (wants) is
a craving for satisfaction—as defined by others—that often fails to
materialize even when the desired object is obtained.

'The motivations driving Kevin’s decision were mostly about the pres-
ent. He intuitively believed that his needs for transportation, efficiency,
safety, self-expression, and status would be met by a new car over a
used one. What he failed to do is consider the impact of his spilling
on his future ability to meet those same needs.

'The higher we go in the hierarchy of needs, the more likely we are to
confuse needs and wants. There we are also more likely to commit
thinking errors and presuppositions—cognitive illusions based in our
normal, Reactive thinking.

For example, we may believe, like Kevin, that a new car confers more
status and elicits more respect than a used one. The more we believe
that to be true, the easier it is to jump to the conclusion that $10,000
extra is well worth it. (This is known in social psychology as confirma-
tion bias—the predisposition to find reasons for a decision that con-
firms what we already believe.) We've replaced a legitimate need with
a want—a craving that is more easily manipulated and more likely to
result in spilling.
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Other thinking errors make us prone to mistaking wants for needs,
leading to poor spending decisions. Our normal, Reactive brain tends
to fill in gaps caused by incomplete data by substituting unwarranted
confidence in our assumptions. We're inclined to believe a well-pre-
sented sales pitch and gloss over the possibility of missing data. We
are also strongly influenced by first impressions—including those
made by really skilled car salespeople—making us less likely to pause,
analyze, and exercise our Reflective powers.

This problem is not limited to big-ticket items or to higher-level needs.
Consumer product advertising is notorious for creating demand for
branded products (bottled water, name-brand clothing, and prepared
foods, to name a few). Here too, the basic, physical need of Maslow’s
model has been conflated with a want. We allow our biased, Reflective
brain to uncritically spend, based on a familiar, cognitively easy-to-
grasp story—which is the whole point of effective marketing. When
that causes us to spill, we forfeit the ability to better meet our needs
in the future.

Saving IS Spending

So far, we have discussed spending and spilling in terms of services
(lighting) or durable goods (cars)—things that do not retain value. But
when it comes to things that increase in value, we also make the same
kind of spending errors.

One of the great misconceptions about spending is that we have only
two, mutually-exclusive options for what we do with our money:
spend it or save it. This tends to suggest that spending and saving are
polar opposites. Since people view saving as something they do with
money that isn’t spent, and since most people spend everything, they
find themselves with no money left to save.

If you identify with this view, you’re not alone. Many people feel they
cannot save, much less invest. Or if they invest nominally, in a 401(k)
plan or otherwise, it feels woefully inadequate. Bills rise inevitably to
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meet income, and then some. So long as we view spending and saving
as mutually exclusive, the problem seems insurmountable.

However, spending and saving are not opposites. The truth is that,
while we're alive, unless we hoard or give our money away, we spend
everything. Activities thought of as saving, such as annuities or regular
savings accounts, result in an admittedly small something in exchange.
So, by definition, saving is spending, even if the financial return is
small and the emotional satisfaction is different from other forms of

spending.

Spilling for a Rainy Day

Janelle Powers was taught from an early age to save money
and defer immediate gratification in order to spend money
later on something she really wanted. This habit serves her
well. At age 32, her well-paying job enables her to put about
$150 per week into a savings account, from which she can
make occasional withdrawals to meet unexpected expenses.

What Janelle does not consciously realize is that her benign
habit of saving is actually a choice to spend on a savings
account. Let’s assume that her withdrawals from the savings
account are modest, and that her average weekly contribu-
tions to the account—from age 32 through retirement at age
67—are closer to $120. At a typical interest rate of 3%, that
would mean her bank spending will result in an approximate
bank balance of about $596,648—assuming that she makes
no withdrawals. Not bad, except for the fact that Janelle has
spilled far more of her potential wealth.

With the same contribution amount over the same period,
but in a low-cost index fund with an average, long-term
growth rate of 10%—the resulting value after 35 years (ad-
justed for inflation) would likely be over $2,254,295! Like
Tania and Kevin, she has made a spending choice from com-
mon, normal biases and habits rather than from an Investor-

ship approach to spending and wealth.
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Considering the Future and the Past

It is essential that all spending be given the benefit of Reflective think-
ing. It needn’t take long—perhaps just a moment to recognize that the

spending allocation has a sizable long-term consequence. Almost al-
ways, the decision can be delayed until there is sufficient time to think
through the expenditure more fully.

However, our normal responses to spending and saving situations are
often based on cognitive illusions and instinct. We féel that the meet-
ing of an immediate need—however valid—can be done easily, by our
Reactive habits, rather than by spending the energy to examine the
facts closely. We are then more prone to wishful thinking, priming,
and other biases. If these intuitive leaps happen to be correct, fine, but
if not, we put our futures at risk.

Perhaps the most serious risk of spilling occurs because we do not fully
consider our future needs. This is understandable, since we cannot
know the future, and are experiencing only the present. Our needs
occupy our attention, as they must. Rather than think about the com-
plex uncertainty of the future, our brains prefer what Kahneman calls
a heuristic—a mental shortcut that allows us to make decisions quickly
and easily, but not always correctly. We tend to substitute an easier,
simplified notion for the process of examining the facts in detail.

For Tania, the heuristic shortcut is, “I'm too busy to think about a few
lights. What's the harm?” For Kevin, it is, “A new car is just better
than a used one.” For Janelle, it is, “I feel safer with money in the
bank.” In fact, none of these beliefs are absolutely true or a complete
picture. They fee/ true, however, and our normal brains tend to choose
them over the task of analysis and considering our future.

When we spend, we tend to neglect or oversimplify our future needs.
But we also fail to consider the past clearly. In all three of our exam-
ples, the people have emotionally normal memories of past events—
good or bad—that are anything but objective. Kevin’s assumptions
about cars may stem from pleasant memories and “that new car smell.”
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Janelle may simply be limited in her past experience with investments.
Whatever the cause, it is perfectly normal to make assumptions and
take the easier mental shortcut. But as we will find out, having a long
view of past events and future probabilities is critical to Investorship
spending. Ideally, each spending decision should be accompanied by
the four Investorship questions discussed earlier.

When we choose to slow down and “think things through,” several
important things become clear:

¢ 'The past, although never a guarantee of what the future
holds, always provides a basis for comparison, and a rea-
sonable basis for approximating the future.

Our needs in the future—from the physical to the aspi-
rational—are almost always the same as those we have
now. (We just can’t imagine them as easily.)

* We spend everything (even when “saving”), but spending
has different results on our ability to spend in the future.

As we turn from general spending to a very specific form of spend-
ing—financial investment—the principles for avoiding unnecessary
spilling become even more important. Slowing down and thinking
things through will help us avoid our natural biases and make deci-
sions that will generate future wealth—both financial and otherwise.



Asking Questions

Before moving on to Chapter 4—on the particular form of
spilling represented by credit cards—ask yourself the follow-
ing question on the subject of spending in general:

What have I bought recently that has value now but will eventu-
ally have little or no value? (List as many things as you like.)

In Chapter 10, there are other questions about spending de-
signed to help you pause, reflect, and engage your Reflective,
System 2 faculties on this subject.

How Much Are You Spilling?
In the Epilogue and in Appendix A, you’ll find a checklist for creating

an investment account, setting up regular, automatic contributions to
that account, and resisting the temptation to meddle with it—which
affects its long-term value. But before you do this, it’s helpful to know
how much money you are actually spilling.

Starting now, use the form on the next page to write down your typ-
ical monthly purchases, what you paid, what you could have paid at a
lower price (or by buying an acceptable substitute), and the difference.
At the end of the month, add up those differences. If youre not into
that much math, just add up the total amount spent each month and
multiply it by a percentage—typically around 5 percent.

A Final Note

At www.investorship.com/content, you’ll find a downloadable
version of this form. Print out as many copies as you like to
keep a regular monthly journal of your spilling. It will help
you plan your wealth-building Investorship habits, as out-
lined in the Epilogue.
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My Spilling Journal

Month:
Date Purchase Price Be!:ter Difference
Price
Total spilled per month >
— OR —
Total spilled per month ===l X%
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ZRik. JoiinSonl

I don’t have any money, but I do have credit cards.”
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Chapter 4

Credit Cards and Spilling

“People who recognize that money won’t buy happiness are
still willing to see if credit cards will do the trick.”

—E.C. McKenzie

Before moving on to a discussion of wealth, financial and otherwise,
one particular form of spending must be addressed: the bank cred-
it card. There is arguably no greater potential source of unnecessary
spilling than the convenient plastic rectangle that occupies space in
your wallet right now.

Credit itself can be beneficial in many ways. When a person or busi-
ness lacks the immediate capital to make a purchase, credit from a
bank can provide the needed funds for a fee in the form of interest.
Credit based on the borrower’s ability to repay is simply future mone-
tary capital provided by a financial entity willing to take the risk.

Credit cards are an extension of the basic principle of credit, based on
pre-approval of a certain amount of money. They give individuals the
power to borrow and spend money today at will, always at the expense
of future wealth. The card user is simply agreeing, with the bank’s
support, to defer payment to a later date.

Since their introduction in 1958, bank-issued credit cards have be-
come the epitome of convenience, all but replacing cash and checks.
While not immune to theft or fraud, credit cards also provide an ar-
ray of electronic and institutional protections against unauthorized
use. More recently, this has become even more convenient, as credit
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card accounts are added to our smartphones’ digital wallets. Spending
money with a credit card has never been easier.

When used responsibly, credit cards provide another benefit besides
convenience. At the end of each month, a credit card statement is an
accurate means of tracking one’s expenses—whether for business or
personal activity. Rather than store and sort a stack of paper receipts,
users can rely on a single statement to manage and plan one’s spending.
At tax time, this can also reduce the hours needed to prepare a return.
Both are legitimate reasons to use credit cards.

There is of course another reason for the growing use of credit cards.
Our normal, human tendency is to avoid pain or at least reduce it in
some way. If we can’t reduce or eliminate pain, the next best option
is to delay it. Spending money always involves an immediate sense of
pain—specifically the pain of loss. However, using a credit card lets
us delay that pain. The future where that pain will occur is sufficiently
vague and far off to make the use of a credit card a much more attrac-
tive psychological choice. We therefore tend to choose what makes us
feel better in the moment.

The Crux of the Problem

With credit cards, as with all other spending situations, we often let
our Reactive (System 1) nature override our Reflective (System 2) rea-
soning. The latter requires more mental energy, so we quite naturally
take the path that seems easier. In fact, the sheer convenience of using
a credit card usually feels like the right decision in the short term.

'The problem of course is that the long-term consequences of spending
future wealth are seldom part of the decision. Most of us use cred-
it cards with every intention of honoring our promise to repay—at
some point in the future. The trouble is that credit card companies
frequently make it easy not to pay back the entire amount, but to pay
a minimum. A required minimum payment amount may be only two
or three percent of the total, ostensibly easing your bill-paying burden.
However, their seeming generosity has a downside we rarely consider.
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The Minimum Payment Game

Let’s start with a hypothetical purchase. You spot a new
60-inch, high-definition TV priced at only $1,000. It seems
like a good deal, so you buy it and put it on your credit

card. When your credit card statement arrives at the end of
the month, you have the option of paying off the balance
($1,000) or paying it off at the minimum amount per month,
typically two or three percent of the total borrowed. In mak-
ing the decision of how much to pay, there are several things
to consider.

On the Web, it is easy to find credit card calculators that
will show how long it will take to pay off a credit card (and
how much it will cost) if you only make minimum payments.
Some calculators are even available on the websites of credit
card companies themselves.

'The results of using such a calculator are eye-opening. On
the American Consumer Credit Counseling (ACCC) website,

enter the following numbers for your hypothetical purchase:

Dollar Amount Charged.......... $1,000
Annual Interest Rate ................... 18%
Minimum Payment Percent ........... 2%
Minimum Payment Amount .......... $20

The total interest charges in this TV example total $862.24,
an additional 86% more money than the original amount,

and would take 7.8 years to pay off. But as frightening as this
may be, too many people chose to make minimum payments
rather than pay off the entire balance at the end of the month.

A far better alternative (besides not using the credit card in
the first place) is to pay off the entire $1,000 when you get
your credit card statement. Then, start putting $20 per month
into a S&P 500 index fund. At the end of 7.8 years you fund
will likely be worth over $3,000 (¢hree times the cost of the TV).
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'The use of credit cards has a strong appeal to our normal, Reactive
thinking. When we pay money for something, using a debit card, for
example, the money is goze. At some level, we feel the pain of that loss,
even if the purchase was warranted and met a legitimate need. Being
able to seemingly avoid that pain is a normal desire, and because credit
cards let us defer that pain in the moment, it becomes an easy decision.
The fact that we have trouble visualizing the future pain makes it a
difficult temptation to avoid.

However, by deferring the actual payment for our spending, we ac-
complish two undesirable outcomes. We spend our current financial
wealth, very often on things that decrease in value. As we discussed in
the previous chapter, this involves a great deal of unnecessary spilling.
However, we also spend our fufure financial wealth, in the form of
interest payments. Since we derive no actual value from the latter, it
amounts to pure spilling.

Seeking Answers

According to a recent report on data released by the Federal Reserve,
American credit card debt totaled over $935 billion. On average, they
reported, Americans between the ages of 18 and 65 each had over
$4,700 of credit card debt. Only 35% of credit card users actually paid
off the balance at the end of the month, while most allowed balances
to carry over. The report likened the phenomenon to addiction.

Of course, paying off a credit card completely each month is not an
easy task. Doing so after letting balances accumulate is even hard-
er. The solution is not simply a matter of willpower or luck, but an
application of the Investorship principles presented in this book. By
systematically choosing to exercise our Reflective capabilities, we can
pause, consider the long-term consequences of spilling, and take steps
to reallocate funds differently. Doing so will move us from simply
being normal to becoming normal plus.

For example, many credit cards now offer cash back incentives—some
more generous and unrestricted than others. Rather than consider
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such funds as spendable, a better course would be to make a regular,
equivalent contribution to an index fund. However, the single most
valuable decision is to nof use credit cards to spend more that can be
repaid at the end of the month. Being aware of the true spill potential
of interest accrued by making minimum payments can be an ample
reminder of the potential pain involved.

The same report describing the addictive nature of credit card debt
also offered an interesting incentive to change one’s behavior: the high
return potential of paying down debt. According to the Fed, “Pay-
ing off credit card debt has a risk-less return that averages 14 percent,
which no other asset class can match.”

Even for those who have allowed such balances to accumulate, the
prospect of a high, risk-free return is attractive indeed.

Best Practices

A common mistake for those mired in credit card debt is to postpone
other, positive actions until the debt is entirely cleared. This puts all
the emphasis on deprivation and none on the prospect of increased
wealth. As anyone trying to break a bad habit will confirm, this is a
sure way to fail. Willpower alone (paying down the debt before invest-
ing anything) won't last.

Instead, no matter how large or small the debt may be, always take a
two-fold approach. With that 14% risk-less return in mind, pay down
a healthy percentage of the outstanding debt. At the same time, allo-
cate the same amount in a low-cost S&P 500 index fund, with “only”
an average, long term return of 10%. Eventually, the card balance will
be gone, and you can increase the regular allocation to building long-
term wealth.
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Using the Statement

No matter what your credit card balance may be, the monthly
statement is a golden opportunity to engage in Investorship
thinking.

First, it is usually wise to receive the statement on paper
rather than electronically. Print is easier for viewing large
amounts of information at once, while screen reading makes
it more likely to miss details.

Every month spend approximately 20 minutes scanning the
list of credit card charges. You will find two types of things:

Charges that are in some way illegitimate, including overcharg-
es, possible fraud, and almost always a few “sneaky” charges.
'The latter occur when you sign up for a trial subscription

or other promotional, free-for-30-days offer of some kind.
Even when you intend to cancel, it’s natural to forget a small

charge.

Charges that beg the question, “did I need to spend that much?”
'This is subjective, of course, but a few moments’ thought will
often bring to mind ways that less money could have been
spent—encouraging you to alter future behavior.

Be sure to note the amounts, however small, that your 20
minutes uncovers. If they add up to $50 a month on average,
then you can make an interesting calculation:

$50 for 20 minutes work = $150/hour (not bad)

Of course, you can also make an even more important calcu-
lation. Suppose, starting at age 32, you made two such dis-
coveries on your statements each month: each resulting in a
similar charge reversal of $50 each. The monthly charge error
total of $100, invested in a low-cost S&P 500 index fund
with an average return of 10% would potentially be worth
approximately $433,518 in 35 years’ time!

'The monthly credit card statement, far from being a tedious
stack of paper, should be viewed as a welcome opportunity to
plan your future wealth.
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As with most of our Reactive-versus-Reflective thinking when it
comes to spending, the use of credit cards is an exercise in deferred
pain. All monetary spilling involves losing—usually at a much greater
level than we imagined. Because we all hate to lose, there is hope that
we can engage our reflective abilities more often, thinking more about
the long-term consequences of our spending and less about the imme-
diate gratification of a particular want.

Despite their perilous nature, credit cards provide an interesting view
into our desire to spend. At worst, they allow us to defer the acfual
cost of spending and make the long-term consequences far worse than
they should be. However, with sufficient application of Investorship
thinking, credit card discipline can serve as a reminder to reallocate

tuture wealth rather than spilling it.
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‘I got a great price: one-third off”
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Chapter 5

Understanding Price
and Value

“Too many people today know the price of everything
and the value of nothing.”

—Ann Landers, paraphrasing Oscar Wilde

In previous chapters, we drew attention to the reality that all of us
tend to spill far too much money unnecessarily, unconsciously every
day, week, and year. This spilling often amounts to a loss of money
resulting from our failure to differentiate between price and value.

If an item on a store shelf has its price reduced from $15 to $10 then we
are quick to conclude that it may be a good value—but is it? Was its
value ever $15 or was that a price placed on it so that the marked down
price of $10 seemed like a good value. Questions like this are worthy
of serious contemplation. By taking the time to understand and differ-
entiate between price and value, enormous amounts of money spillage
can be avoided.

Every day, online retail giant Amazon purportedly sells over 26 mil-
lion items worldwide. Since Amazon’s sales are said to constitute 5%
of total retail sales, that means over 500 million items are being sold
per day—or 6,000 per second. With so many transactions, each one
requiring a mental consideration of value, worth, and price, it’s no
wonder we fail to properly differentiate these terms. Too often, we
assume they are synonymous. Such a false conclusion is a Reactive
(System 1) shortcut that replaces a more Reflective (System 2) process.
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'This explains many of the failures that occur in dealing with financial
markets. Often, these failures result in tragic financial spilling.

In a nutshell, value is the usefulness or desirability of a product, ser-
vice, or entity (home, business, etc.). Value has many attributes. It can
be functional—oftering some practical use over a known period of
time. It can also be social—providing greater status or better connec-
tion with others. Of course, it can be psychological—providing per-
sonal satisfaction, fond memories, or other emotional benefits. Value
is difficult to quantify, however, because individual humans and their
circumstances are so varied. The value of a meal to someone who has
just eaten is less than its value to someone who is hungry.

So, when someone perceives—subjectively—that something has value
to him or her as a unique individual in a given situation, then that
object or service has worth to that person. This perception varies from
situation to situation, person to person, and even from moment to mo-
ment. However, the worth of a product or service to each individual
will dictate what he or she is willing to give in exchange for it. De-
pending on the available supply (and the seller’s perception of what it’s
worth to give it up), the resulting consensus has a dollar figure—the
price.

—r=
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Same Thing; Different Price

Consider a hypothetical situation. Shopper A is at a major
chain supermarket intending to buy a quart of milk, while
Shopper B is looking to do the same at a fashionable, upscale
supermarket, famous for its cultural ambiance and its selec-

tion of healthy foods. Meanwhile, —
Shopper C has found a quart of milk !
at a local mini mart or convenience @

store. The price of each quart of milk—
identical in every other aspect—is
different. The difference is in the
perception of each individual shopper.

'The basic value of the product is M‘L\A

roughly the same, no matter where it

was bought. Milk satisfies a funda-

mental need for hydration. It also has /
nutritional, culinary, and aesthetic

benefits.

However, because each shopper has different perceptions

and circumstances, they each assign a different worth to the
product at that moment. The chain store’s broad selection of
other products is worth something to Shopper A. The upscale
supermarket’s image of exclusivity and social status is worth
something to Shopper B. The mini mart’s primary advan-
tage—convenience—is worth something to Shopper C. Each
has embraced a premise and is willing to pay a different price
for the exact same item.

How we fee/ about something we need or want—and about the cir-
cumstances surrounding it—influences our willingness to pay a price
not directly connected to its value. It also turns out that we’re not all
that clear about value. Something can meet a genuine human need
(intrinsic value) but be worth different things to different people (eco-
nomic need). In some cases, it can even be worth nothing.
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The Two Sides of Value

A good way to understand value : ’
is to take a deep breath of air. The

air filling your lungs—or, to be

more precise, the oxygen compris-

ing 21% of it—has a high intrinsic

value. It meets the most basic need

in Maslow’s hierarchy, although

we seldom even think about it.

However, ordinary air with 21% oxygen has zero econom-

ic value—so long as it is not a scarce commodity. Air only
becomes economically valuable when it is restricted, polluted,
or degraded. When good, clean air becomes scarce, we are
more likely to pay the costs of keeping clean air available.
Additionally, since 100% pure oxygen (something not readily
available in nature), may be required for medical or special
applications, we assign an economic value to it and pay for it.

The Price & Value of a Refrigerator

'The sale price of anything valuable—and relatively scarce—is a joint
decision, agreed upon by the buyer and the seller. A significant num-
ber of buyers must believe that having a valuable product or service is
worth spending a certain amount of money. The seller must also be-
lieve that that amount is fair. It must cover their costs plus a reasonable
profit for taking the trouble to make it. To illustrate this, let’s use an
everyday example: a refrigerator.

Refrigerators have intrinsic value because they keep food from spoiling.
This helps prevent illness, increase the variety of foods we consume,
and reduce the frequency of trips to the store or to restaurants. How-
ever, their economic value is determined differently.

To the buyer of a refrigerator, its economic value is the difference be-
tween what he or she would be spending with it and without it. Most
of us don’t add up all the costs of not having a refrigerator, but we have
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a fairly good idea of its worth. On the other hand, to the seller of a
refrigerator, its economic value is the difference between what he or she
can buy and sell it—minus the costs involved. I may buy one refriger-
ator because of the greater cost of not having one. But I will only buy
more than one if I can sell them profitably.

Needless to say, the actual price of a refrigerator varies widely, not only
from model to model but also from day to day or from one part of the
world to another. A newer model with improved features will com-
mand a different price than one that is older or worn out. Buyers in
warmer climates will have a different idea of its economic value than
those living in the arctic. When refrigerators with mechanical door
locks were common—and the source of tragic deaths—models with
child-safe locks commanded a higher price than they do now, when
the feature is a government-mandated standard. A seller, anticipating
the arrival of new models, will change the price of older ones to opti-

mize inventory.

In other words, prices change rapidly, as conditions affect the buyers’
and sellers’ perception of current economic value. Even when an ob-
ject’s intrinsic value remains constant, and its overall economic value
increases over time, its price in a given situation is an unreliable pre-
dictor of its actual value. This is true not only of refrigerators them-
selves but also of the companies that make them.

Business Ownership Basics

Before we can discuss the price and value of a refrigerator business, let’s
talk briefly about the different forms of business ownership. A busi-
ness can be structured as a sole proprietorship (one owner), a partner-
ship (multiple owners), or a corporation (single or multiple owners). If
it’s not a corporation, an ownership certificate is all that’s needed. If it’s
a corporation, however, ownership is evidenced by shares of stock. Each
share is legal proof that the holder owns a proportional (or pro rata)
percentage of the corporation.
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'The price and number of shares issued varies greatly from one corpo-
ration to another. Once the value of a corporation is known—a com-
plex, arduous process, as discussed below—that value is divided by the
number of shares issued. For instance, if the value of the corporation
is determined to be $10 million, and the company issues one share of
stock, then the value of that single share would be $10 million. If, on
the other hand, the corporation had one million shares of stock issued,
then the value of its stock price would be $10 per share.

The Price & Value of a Refrigerator Company

'The principles of value, worth, and price are the same for a company
that makes refrigerators as they are for the product they sell. To reduce
costs and shorten manufacturing time, a refrigerator company will
develop new, more efficient robotics and automated assembly tech-
niques. It will also develop new accessories and features that add to
their products’ economic value—increasing their ability to command
higher prices. The combination of lower costs and higher product pric-
es enables the company and its sales force to maintain a profit margin
sufficient to stay in business—or even expand. As with any business
that continues to remain profitable, the value of that business also rises
and results in a higher price at the time the business is sold.

'The decision to sell a company is usually motivated by a change in
circumstances. The owner of a private company may simply be tired
of the responsibility and desirous of a change—or a chance to retire.
They may also want to expand or improve the business but need the
capital to do so. Whatever the reason, so long as the company has
actual value, the owner must come up with a price that both they and
a buyer (or buyers) can agree upon. This can happen in different ways:

The Single-Owner Scenario: When a company is sold by one indi-
vidual to another, the seller upon full payment transfers the number
of shares required to represent the entire business. This could be one
share or many, as described above, so long as they collectively repre-
sent a 100% ownership interest. However, before this can happen, the
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buyer and seller need to determine the value of the business, to enable
them to determine a price to ask for it.

To make this determination, many factors must be considered, such
as the type of business, its location, the nature of (and demand for) its
products, sales revenue and profit over time, and the likely ability of
the business to continue in the future as a profitable enterprise. Often,
a smart owner wishing to sell a business will secure the services of a
business valuation company to analyze these factors in detail. Once
the owner has determined what they believe is a realistic current value
for the business, they will then decide on what they feel is a fair price
to ask for it and begin looking for a buyer.

A prospective new owner may also wish to secure the services of their
own business valuation company—quite often with different conclu-
sions—and propose a different price. Regardless of the business eval-
uations by either party, the actual price will only be known when a
willing seller and a willing buyer have agreed upon an acceptable price
for ownership of the business. When the purchase and sale agree-
ment is concluded, the original owner (seller) receives funds from the
new owner (buyer) who, in return, receives documents conveying total
ownership of the company.

The Multiple-Owner Scenario begins in the same way—with mutual
analysis of a company’s value and a negotiated agreement on price.
When the transaction from one to many owners occurs, the selling
shareholder receives full payment for the business from all of the pur-
chasing shareholders and transfers share to the buyers based on their
percentage ownership. For instance: one purchaser buying half the
corporation and two others each purchasing one-quarter of it. The
person buying half the business would get 50% of the issued shares
while the two individuals purchasing a quarter of the business would
each receive 25% of the shares. So long as the ownership remains pri-
vate, the number of shares is irrelevant, provided that they can be
divided accurately.
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The Public-Owner Scenario: 1f the corporation has decided to have
many shareholders, then the initial sale of stock to the public—called
the initial public offering or IPO is normally done utilizing the ser-
vices of an investment banking firm. Such a firm normally assists
the corporation in determining its value, and hence the proportional
share of the total valuation assigned to each share price. Once the total
number of shares being offered for sale by the selling shareholder(s)
is concluded the shares are free to trade between shareholders on the
open market—normally a stock exchange. Going forward, the share
price of the stock will fluctuate in the market based on investor sen-
timent. Its price will be determined by supply and demand of buyers
and sellers, and their differing opinion of the corporation’s real value.

'The confusion over a company’s value and price stems from the fact
that shares are traded frequently—sometimes minute by minute—
and often with no thought given to the change in corporate valuation
between stock transactions. Sometimes a shareholder decides to sell
their shares for reasons that have nothing to do with the company’s
actual valuation. They may need cash today to pay a child’s tuition or
other similar personal reasons. They may have seen a “sky is falling”
headline about the company whose shares they own—or a mistaken
rumor about the company inventing a miracle cure. Either reaction
would cause the stock price to fall or rise, while the value of the com-
pany could remain unchanged.

'The price of a stock on any given day at any moment in time, reflects
someone’s (often many people’s) opinion of what they befieve to be
the value of a company. Those beliefs very often have nothing to do
with the company’s acfual value—something that can be known only
through a labor-intensive analysis process. Most normal people are
content to rely on mental shortcuts, gut feelings, and the consensus of
others—many of whom are also biased.

It is a mistake to think that others who are buying and selling stocks
at a frenetic pace know something you don’t. The chances are that
they do not. More often than not, they are betting (gambling/spec-
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ulating) on what they think the price of the stock will be tomorrow,
next month, or even next year. The day-to-day price changes of a stock
seldom reflect any concerted effort to determine the real value of the
enterprise next year or several years hence—the focal point of any se-
rious investor’s attention. As will be discussed in Chapter 8, the trad-
ing habits of typical stock speculators very often result in sub-optimal
financial results.

The Price of Stock

Refrigerators and stock portfolios are distinctly different ways to spend
money, as we discussed in Chapter 3. One will almost always decline
in value over time, while the other has the potential to increase in
value. However, they are alike in one respect: their intrinsic value and
their economic value—as measured by assigned worth and price—are
not the same.

A company can have ample evidence of its intrinsic value. It may have
products or services that people genuinely need and are willing to buy.
It may be efficiently run.

It may be out-performing its competition. It may have strong, consis-
tent earnings. If it has all of these things, then it even has a high prob-
ability of future success. However, zhe company’s intrinsic value does not
control its perceived economic value—namely its worth in the eyes of
others and the price that others are willing to pay.

The way companies are bought and sold is complicated. The merg-
ers-and-acquisitions process is one approach, but outside most people’s
means. The other way is the buying and selling of company stock or
other financial instruments. A share of stock is literally proof of own-
ership in part of a company or other entity. Buying and selling shares
of a company—the main focus of this book—is where price and value
are most frequently confused. Understanding how price and value are
not the same is a crucial element of successful investment.

Some people like to compare buying and selling stock to gambling on
a sporting event or a random number in a drawing. The two are worlds
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apart. Applying gambling principles to the stock market is dangerous.
Speculation—based on normal, Reactive biases—is a key reason why
individual investor behavior tends to under-perform the market, as
will be discussed in Chapter 8.

'The price of stock in a company is not arbitrary; it exists for a reason,
usually connected to a business need. For example, to expand or im-
prove the business, a company’s owners can raise money (also known
as “permanent capital”) by selling stock in the company. To do so, they
must first establish a price that others are willing to pay.

This involves determining a company’s economic value—a complex,
data-intensive process. A highly skilled analyst must examine the
company’s inner workings, history, prospects, and reputation to come
up with their best approximation of its perceived worth, present and
future, to a prospective buyer. Once they assess a company’s overall
economic value, the expert assigns a defendable price to describe its
worth.

'The initial share price is a simple calculation. Just divide the total price
by the number of shares one plans to sell. However, once those shares
are publicly available, the share price can vary widely, even though the
company’s value remains stable. Those considering whether to buy the
stock (or the entire company) must make the same basic calculations
as the analysts who recommended the initial price. Some will put a
great deal of time and energy into the analysis; others will rely on in-
stinct or speculation. In either case, the perceived economic value will
vary for everyone, and the price will rise and fall regularly. In theory, a
price may coincide exactly with a company’s intrinsic value, but most
of the time it will not.
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A Privately-Owned Company Goes Public
(one owner sells to many shareholders)

Consider a hypothetical example: a small, local grocery store.
Started as a family business, the company has gained a
reputation for high-quality, organic foods, exceptional ser-
vice, and community service. For several reasons, the owners
decide to offer the company—or at least part of it—for sale.

Following that decision,
experts in financial asset
pricing are retained to
make a formal evalua-
tion. They pore over the
books, examining earn-
ings, owned property
and other assets, debts,
cash on hand, and other variables—over the entire history of
the business. They also examine non-financial factors such

as location, reputation, management history, and perception
in the community. As a result, they make an estimate of the
company’s probability of success in the future and assign a
price to that assessment of worth. For this example, we’ll say
that price is $25 million.

'The original owners now have choices to make. They can offer
to sell one share (the entire company) for $25 million, or 25
million shares at $1 each, or something in between. Usual-
ly, the share price decision is based on what is normal and
acceptable in the market—not so low to be suspect and not

so high to be out of reach. So, a typical decision might be to
set the price at $25 a share, making the number of shares one
million.

At this point, the selling process comes under the same rules
that govern the price of milk, or of a refrigerator to keep it
in. Buyers will pay what they think the company is worth

to them. A large chain may want to buy all the shares—or
at least a controlling majority—but offers a different price,
based on a different perception of value. Individual share
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buyers will also have their own views of a company’s worth
to them. No matter how well-informed or poorly-informed
those perceptions of value may be, a buyer or a seller of the
company’s stock will only pay or accept a price that satisfies
that perception.

Once the company’s stock is available to be bought and sold,
its price will vary from moment to moment—sometimes by
large percentages—because perceptions change rapidly and
unpredictably. However, the value of the company and its
long-term potential for growth will remain constant in the
near-term.

We Can’'t All Be Warren Buffett

Determining the long-term value of a company is an arduous task—
one that requires extraordinary skill, focus, and a willingness to de-
vote the majority of one’s time and energy to one particular form of
wealth—money. The problem is that there are more types of wealth
(or “wealths,” to coin a new term) besides money. As outlined in the
next chapter, non-monetary wealth can be anything of value, includ-
ing good relationships, fond memories, and the satisfaction of leaving
the world a better place than it was. Monetary wealth is a means to
those ends, but not an end in itself.

'This leaves most of us with a quandary. To create and enjoy non-mon-
etary wealth leaves little time left over to focus on creating monetary
wealth with discipline and skill. Even if each of us had the inner ca-
pacity to be another Warren Buffett, we simply can’t or won’t devote
the time and effort required to discover the long-term economic value
of the companies we buy. Without that knowledge and experience, all
we really know is the ever-changing price.

As a result, the vast majority of investors rely on “gut” feelings or men-
tal shortcuts. But our normal, Reactive impulses and cognitive biases
are often wrong. When a price suddenly rises or falls, our feelings may
induce us to buy or sell without any consideration of the long-term
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financial results. We also frequently rely on the advice of others—who
may have their own agendas or be just as influenced by their cognitive
biases about short-term price changes. As we will discuss in Chapter
8, individual investor choices made in this manner nearly always result
in poorer financial returns than that of the market as a whole.

Most of us will probably never have the time or ability to “be like
Buffett.” So, the alternative is to make a simpler decision—one with
a high probability of growth in value despite the daily fluctuations
of price. Rather than react to short-term market volatility, invest in
a large group of the nation’s major companies, whose future value is
more easily anticipated. Even when an individual company in that
group experiences problems—as some certainly will—the likelihood
that they will a// fail is highly improbable. Over the long-term, history
has shown that such a strategy has a high probability of success.

Watching the Crops Grow

In 1986, Warren Buftett purchased a 400-acre farm in Ne-
braska—not knowing a thing about farming. All he knew
was how many bushels of corn and soybeans it could produce
and what the operating expenses would be. On average, he
calculated, it would produce an
investment return of 10% and that
productivity and prices would proba-
bly increase over time. He has never
sold the farm. It was a positive albeit
small, unremarkable investment.

“After all,” Buffett wrote, “if a
moody fellow with a farm border-
ing my property yelled out a price
every day to me at which he would either buy my farm or sell
me his—and those prices varied widely over short periods of
time depending on his mental state—how in the world could
I be other than benefited by his erratic behavior? If his daily

shout-out was ridiculously low, and I had some spare cash,
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I would buy his farm. If the number he yelled was absurdly
high, I could either sell to him or just go on farming.”

Buffett has only visited the farm twice in over 30 years, but
he uses it as an example of how to separate value and price.
Rather than react impulsively on erratic price information, he
is content with the farm’s value and perfectly happy “watch-
ing the crops grow,” so to speak.

Buffett’s long practice of evaluating companies’ long-term
value—and of buying them in spite of, or more accurately be-
cause of panic over falling prices—has made him one of the
wealthiest humans on the planet. But he also acknowledges
that not everyone can do the same. “You don’t need to be an
expert in order to achieve satisfactory investment returns,” he
said. “But if you aren’t, you must recognize your limitations
and follow a course certain to work reasonably well. Keep
things simple and don’t swing for the fences. When promised
quick profits, respond with a quick ‘no.”

This outlook was expressed in an unusual way at the 2014
annual gathering of Berkshire Hathaway investors. For his
eventual heirs (and anyone else who would listen), Buffett
endorsed a simple portfolio of low-cost index funds.

Buffett discussed provisions of his will in his annual share-
holder letter. Not surprisingly to those who knew him, his
Berkshire shares would all go to philanthropic organizations
over a 10-year period. But the cash bequest to his wife came
with a simple instruction to the trustee: invest 90% in a low-
cost S&P 500 index fund. “I believe the trust’s long-term
results from this policy will be superior to those investors—
whether pension funds, institutions, or individuals—who

employ high-fee managers,” he said.

Arguably, most cannot replicate Buffett’s phenomenal success.
Very few of us can even benefit from it directly. (Berkshire
Hathaway shares now cost over $300,000 each!) However,
anyone can take the path he recommended to his own heirs.
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Our Reactive, System 1 Problem

Knowing something is true does not always protect us from our im-
pulses. The price of something can be higher or lower than its actu-
al value—sometimes within a very short span of time. If we stop to
think, we know that speculating about those changes will likely result
in failure. “Half of all coin-flippers will win their first toss,” Buffett
once quipped. “None of those winners has an expectation of profit if
he continues to play the game.” Despite this obvious fact, we tend to
speculate anyway, constantly looking at the scoreboard instead of fo-

cusing on the playing field.

Our normal, Reactive brains—reinforced by a constant stream of price
information—find it easier to react than to pause and reflect on the
long-term probabilities. The pressure to “do something—anything!”—
is enormous. A few examples from behavioral psychology will illus-
trate the point:

Priming — Subconscious exposure to an idea primes us to think of an
associated idea and to act accordingly. Today’s news is overwhelmingly
saturated with how stock prices are changing, with green up arrows
and red down arrows always in the display. When the number (up or
down) is large enough, it becomes an urgent story. The frequency of
such news increases this subconscious bias. Emotionally focused on
today’s price shift, we find it difficult to pause and reflect on anything
long-term.

Cognitive Ease — Things that are familiar or simpler seem truer than
things that require hard thought or are more difficult to see. The dif-
ference between price and value is unfamiliar territory for many, so
we are more likely to take the simpler route and consider only today’s
price. When an undue focus on price is championed by someone we
trust—a family member or a purported expert—the wrong choice can
seem even easier. Our affinity for the source of information, however
flawed, makes it easier to focus on the wrong thing.
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The Law of Small Numbers — Our brains have difficulty with
statistics; we greatly prefer small, easily comprehended numbers. A
momentary change in an index price is easier to grasp than a long-
term, overall growth trend, so it is difficult to focus on the latter.

The Availability Bias — When asked to estimate a numeric event—
like the value of our portfolio tomorrow—the ease with which we can
retrieve information influences our answer. A change in a stock price
is immediately known, especially if we've set an alert on our smart-
phones. Whatever the change, it is psychologically easier to respond
to it than to pause and reflect on the long-term probabilities. Also,
whenever we've experienced an emotional trauma—in person or vi-
cariously—from a recent economic downturn, an overreaction is even
easier.

Loss Aversion — As a rule, normal people tend to work harder to avoid
losses than to achieve gains. The fear of regret over having bought or
sold a stock too soon—or too late—is a powerful emotional response
to changing prices. Too often, this emotion prevents us from even
considering the bigger picture.

The Herd Mentality — Our subconscious, emotional responses are of-
ten tied to what we see others doing. We crave recognition and respect,
which makes it difficult to resist following others in their speculative

behavior. Without a practiced habit of keeping price changes at arm’s

length, we are more likely to follow the lead of those around us.

Fortunately, it is also possible for normal people to recognize and over-
come these biases. When it comes to the critical decisions of value and
price, we can develop practices that will curb our impulses to spill our
financial wealth.

Investorship Strategies and Habits

Reactive, System 1 impulses are a part of what economist John May-
nard Keynes called our “animal spirits,” the instincts and emotions
that influence and guide human behavior. For example, he held that
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people’s positive economic activities were more about spontaneous op-
timism than they were about mathematical expectations. Since Keynes’
time, behavioral economists have shown how much our non-analyti-
cal nature can govern decisions affecting wealth. However, although
these impulses are strong—and perfectly normal—we are not helpless

when we make spending and investment decisions.

'The principles of Investorship hold that our normal, Reactive impuls-
es on spending can be curtailed with practice and patience. When
it comes to the issues of price and value, a good first step is to think
about everyday examples. Remembering how price and value are not
related in everyday life will help when you are faced with unfamiliar
investment decisions.

An Unlikely Scenario
Imagine living in a house
or condominium that you
own—either outright or
with the help of a mort-
gage. Despite its imper-
fections, it is home. It
satisfies many basic needs
and, in all probability,
will appreciate in value
over time.

Now imagine a stranger coming to your door, offering you
money for the house or condo right now. If his price is ridic-
ulously low, you will probably close the door—and perhaps
call the police (or suggest counseling). If it is ridiculously
high, you might accept it as a windfall—if he is not actually
mad. But if the price is anywhere in between, you will almost
certainly just say no. You were not considering selling and are
satisfied with your home and the likelihood of its increased
value in the future. It has value worth more to you than any
price he is likely to offer. Price is wholly irrelevant, and you
would consider anyone offering to buy suspicious.
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Now, relate that unlikely scenario to investments. If a stock
or fund has value in the long term, and you have no imme-
diate need to sell it, then almost no price will be acceptable.
However, with investments there is a “stranger at the door”
quoting a different price every day. Whether it’s a mobile
investment app, a too-frequent portfolio review, or a cock-
tail party conversation, the price message is persistent, and
almost always unrelated to a portfolio’s long-term value.

The secret is to treat the “stranger at the door” with the same
suspicion when it comes to the price of stocks as you would
with an uninvited offer to buy your house. The stranger may
not be deranged, but his message is almost always moot. If
you have no immediate need to sell something of value, then
almost no price is worthwhile.

When it comes to investments, another way to “tame our animal spir-
its” is to take the longer view about everything. If the process of guess-
ing the future price of a stock share is futile, then don’t waste time in

the attempt. Life is too full of other, non-monetary “wealths” to spend

time on what is ultimately a coin toss. Instead, with the limited time

available for acquiring monetary wealth—a worthy goal—ignore or
minimize the noise about short-term price changes and instead make

decisions based on long-term value.

Practical Guidelines

There are several simple changes in attitude that normal people can
adopt when it comes to buying and selling stocks:

Don't wait for the “right moment.” — Always remember that, in
hindsight, everything you do as an investor can be viewed as having
been wrong: If you buy a stock and it immediately goes down, you
were wrong for buying it. If you buy a stock and it immediately goes
up, then you were wrong for not having bought more. If you sell a
stock and it immediately goes up some more, you were wrong for hav-
ing sold it. If you sell it and it immediately goes down, you were wrong
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for not shorting the stock (a technique that allows you to make money
when a stock price declines).

So, since everything you do can be seen in hindsight as having been
wrong, the key is not to look back and second guess a decision that
was well-reasoned, sensibly executed, and intelligently acquired. In-
stead, turn your attention to your next well-reasoned investment. Any
moment is appropriate when an investment has value—and a high
probability of growth over the long term.

Turn down the noise. — It is impossible to exclude all “news” about
the price of stocks. However, you should learn to recognize it for what
it is—noise. You should review your portfolio, of course, but only oc-
casionally. Some adjustments are inevitable. But for the vast majority
of investors a daily or hourly update on stock prices is irrelevant at
best. At worst, it stimulates our Reactive nature to make impulsive
decisions. Limit your daily diet of noise about price changes, which
will blind us to the true, long-term value of our investments.

Keep it to yourself. — True wealth, both monetary and non-monetary,
is inconspicuous. Conspicuous consumption is not a true indicator of
wealth. In fact, it is often evidence of financial “spilling” and forfeiture
of greater wealth. So, when a stock price increases or decreases—as
it usually will—a savvy investor will seldom openly call attention to
his or her decisions. Bragging about price—an unpredictable, large-
ly irrelevant event—will invariably be followed by reasons to regret
bragging. When it comes to value, confidence—in both monetary and
non-monetary wealth decisions—is its own reward.

'The secret to ignoring price and focusing on value is to master the “art
of the shrug” While it is prudent to know Aow one has invested—
based on a high likelihood of increased value—a calm indifference to
the noise of price changes is invaluable. The ability to shrug provides
an emotional insulation against the heat and noise of daily distrac-
tions. In the words of the British admonition on the eve of the Blitz,

we need to “Keep Calm and Carry On.”

71



WEALTHS BEYOND MONEY

Always recognize the impossibility of trying to predict the short-term
price changes that will occur regularly in the financial markets. Re-
member that NO ONE can predict the unpredictable. Those who be-
lieve they can do so are delusional, ignorant, or a combination of the
two. A better option is not to try. It will only exhaust, frustrate, and
disillusion you. It will dampen your ability to recognize real opportu-
nity, spend carefully (with less spilling), and allocate sufficient spend-
ing to appreciable assets. By refusing to play the price guessing game,
you will become able to diversify yourself wisely among many wealths.

Asking Questions

Before moving on to Chapter 6—on the nature of wealth—
ask yourself the following question on the subject of price
and value:

What price would you be willing to pay for full, legal ownership
of one acre of land in a swamp? What questions would you ask

before offering that price?

In Chapter 10, there are other questions about price and
value designed to help you pause, reflect, and engage your
Reflective, System 2 faculties on this subject.

72






WEALTHS BEYOND MONEY

PENTIFY THE FINANCIALLY SuCCESSFUL PERSON

ERlK, Jotl Sord

‘Hey, buddy, can you lend me ten bucks
for my valet parking?”
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Chapter 6

Wealth and Reward

“Too many people spend money they haven't earned, to buy things
they don’t want, to impress people that they don’t like.”
—Will Rogers

In Dubai, United Arab Emirates, a curious fad has emerged. In exclu-
sive restaurants, you can order almost any kind of food or drink with
a spectacular added ingredient: go/d. On burgers and fries, entrées,
desserts, and on cappuccinos or non-alcoholic beverages, flakes, coat-
ings, or infusions of pure gold are liberally applied and presumably
consumed. Eating gold purportedly does no harm, but it does provide
a display of conspicuous consumption—literally. (It also gives an odd
new meaning to the saying, “put your money where your mouth is.”)

'This odd practice has spread to other parts of the world. It may say
something about modern society, but it also begs the question at the
heart of this book. What is wealth, why do we want it, how do we get
it, and how do we retain it?

What Is Wealth?

Wealth signifies an abundance of something of value. But the word
itself conjures a wide range of emotions and mental images. It comes
from the Middle English “welthe” or “weolthe,” meaning happiness
or prosperity. Today, it can express negatives like social inequality and
conspicuous consumption. It also has positive associations like com-
fort, security, and well-being. In general, we want to have it, but many
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of us don’t have a clear definition of what wealth actually is. Neither
do the gold-eaters in Dubai or those who envy or resent them.

Wealth, or prosperity, is about more than money or the things we
buy with it. To be wealthy includes higher aspirations like generosity,
social connection, exploration, and self-expression. Good health, per-
sonal satisfaction, and good memories are also essential to the concept
of prosperity. And wealth is also associated with your reputation or
position of influence. But money is still essential. Financial wealth—
the subject of this book—is fundamental to attaining many of the
things we associate with being wealthy.

Of course, some intangible forms of wealth are attainable without the
use of money, or without large amounts of it. A Buddhist monk or
other unworldly person can be said to have great spiritual wealth. True
practitioners of simple lifestyles also experience a measure of wealth
unknown to conspicuous consumers. However, even these wise or for-
tunate individuals have needs that must be met by the use of money. At
the end of the day, our “net worth” as humans still involves a curious
collection of needs, admirable qualities, and life experiences. Attain-
ing most of these requires a sufficient quantity of spendable wealth.

Who Is Wealthy?

Mere financial capital does not make a person wealthy. A useful way
to understand true wealth is to look at those who really have it—and
those who only think they do. We'll start with the latter.

One example is a lottery winner who has received an unexpected (and
wildly unlikely) influx of cash. All too often, he or she begins spend-
ing that money on expensive things that make them more conspicuous
to those around them—creating an illusion of wealth. In their minds,
other perceptions are paramount. The combination of conspicuous
consumption, and even acts of fraud to help maintain that conspicu-
ous consumption, too often results in total loss of the money and can
lead to moral and legal jeopardy.
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Another example, convicted Tyco CEO Dennis Koslowski, infamous-
ly spent $6,000 on a shower curtain, $2,000 on a trash can, and over
$2 million on his wife’s birthday party. The only way to sustain such
extravagant spending involved widespread accounting fraud that even-
tually alerted the SEC and led to fines, restitution, and a prison term.

'The lottery winner who loses everything, and the CEO who commits
fraud to sustain their conspicuous consumption, do so because they
lack non-monetary capital. Such capital includes qualities such as mo-
tivation, an appropriate level of knowledge and understanding, wis-
dom, and discipline. Those possessing these qualities are often known
for their long-term vision and creativity, their ability to see things in
context, and their patience in the face of adversity. As a general rule
of wealth, those who develop sufficient levels of non-monetary capital
tend to be successful in generating and sustaining greater financial
capital.

'This doesn’t mean those lacking these qualities are unintelligent. It
simply means that their unconscious bias towards conspicuous con-
sumption has precluded a more thoughtful, System 2 approach to
spending and meeting genuine needs over time.

Fortunately, there are also examples of those who possess significant
non-monetary capital and are consequently financially wealthy. Busi-
nessman-entrepreneur Warren Buffett has shown great capacity for
long-term thinking, weighing consequences, and deferring short-term
gratification. The “big picture” quality of his prosperity includes the
fact that he famously strives to give much of it away—often through
the philanthropic efforts of others who possess significant non-mon-
etary capital.

Such qualities are attainable by everyone. But that poses a quanda-
ry. Even when we know that wealth is about more than just money,
we still need to spend it throughout our lives. Monetary wealth—the
means to higher, more aspirational goals—is the very thing we always
seem to lack in sufficient quantity. Or at least we #hink we lack it. Our
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normal, Reactive, often unconscious perceptions may be preventing a
more thoughtful view of our actual wealth potential.

Magnifying Your Earnings

One reason we have a hard time visualizing our own wealth—
and our potential for investing—is our System 1 habit of
focusing only on the present. We fail to see our lifetime
earnings potential.

Take Jay Williams, for example. At 25 years old, he has a
modest annual salary of $35,000. If you assume an annual
salary increase of 5% for 40 years—until retirement at age
65—then Jay’s gross accumulated earnings, before inflation,
will add up to over $6.6 million. This might come as a sur-
prise to most of us, including Jay. It’s hard to imagine, espe-
cially if we are overly focused on the present.

Now, take a moment to relish that number as if you were in
Jay’s shoes. It feels good but remember that it will all be spent
over the same 40-year period, as discussed in Chapter 3. But
it’s not a futile exercise. A significant portion of that amount
can be magnified by using Investorship habits:

Take half of Jay’s first-year raise. Instead of spending it on

a fancier vacation, assume he will invest that same amount
in a no-commission, index fund with an average, long-

term growth rate of 10%. If Jay continues to invest half of
his raise each year, his cumulative investment will be over
$110,845, but the cumulative investment gains will likely be
over $414,120. That means his total accumulated investment
(adjusted for inflation) would likely be over $524,965!

In the first case, Jay’s accumulated earnings will be impres-
sive but offer nothing to show for 40 years of spending. In
the second, the magnification of his earnings means he will
likely have a substantial sum available at age 65. Combined
with other results of Investorship spending, his wealth will
be substantial.
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Even with such a striking example of future accumulated wealth, it’s
hard for many to see beyond the immediate need—consumption—
and adopt practices that result in greater monetary wealth over time.
Our understanding of wealth is limited by our tendency to view things
in the short term. We see present-day examples of conspicuous con-
sumption on the street, in the media, and in the unending stream of
ads. These reinforce a notion of wealth based on things that do not
retain value. We cannot see the future—no one can. As a result, the
potential for predictable, sustainable wealth seems less real.

'This takes us back to the previous discussion of what is normal. As
with other matters, we tend to favor our intuitive, Reactive (System
1) feelings about wealth over our Reflective (System 2) ability to pause,
reflect, and reason about it.

How We Feel About Wealth

We unconsciously measure wealth by the thing money proverbially
can’t buy: happiness. We gauge it by our health, our pleasant memo-
ries, our cherished possessions, and our personal relationships. As we
discussed in the previous chapter, those things can be perfectly valid
needs. But they are ends or goals, not the means of meeting those
needs. With barter long out of fashion, money is the only practical way
to reliably measure our present or potential future wealth.

But it’s not that simple. When it comes to making decisions affecting
wealth, our human, subjective perceptions have enormous influence.
Kahneman himself demonstrated this in his Nobel prize-winning
work on prospect theory. We are prone to making wealth decisions based
on preconceptions of immediate emotional impact—regardless of the actual,

provable outcome.

We tend to over-rely on subjective feelings when it comes to wealth.
Mere changes or fluctuations in wealth seerz more important than its
long-term value. This can be the case even when the subjective expe-
rience is unfounded or misleading. We are emotionally averse to loss,
even when that loss is demonstrably a short-term phenomenon.
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We are also remarkably sensitive to relative changes in wealth. Losing
or gaining $100 seems way more important when starting with $200
than it does when starting with $2,000.

Wealth is an objective reality governed by our subjective perceptions.
We either have enough money to satisfy needs and wants or we do not,
but our feelings on the matter are more complex and can affect our
actions—not always for the better.

Consume: Now or Later?

Our perceptions govern the two different modes of spending. One is
for immediate consumption, on things that may be necessary or use-
ful—or at least gratifying—but that will invariably decrease in value.
'The other is for future consumption, on things that will likely increase
in value, even though they are less likely to be noticed. They represent
Jfuture wealth. A new car—something that can be seen in the present—
will only depreciate. However, a portfolio—typically unseen, unless
you're prone to bragging—will likely increase in value, making it more
likely that you can have that car in the future. That type of appreciat-
ing wealth is convertible into future wealth.

However, our Reactive, System 1 impulses make it difficult to choose
convertible wealth over immediate consumption. We are prone to see-
ing the immediate need as more pressing than the future potential,
and too often sacrifice it.

The Marshmallow Metaphor

In a well-known experiment conducted in the late 1960s,
Stanford psychologist Walter Mischel studied the behavior of
children faced with a choice between immediate and delayed
gratification.

Given the choice between a small treat now or two small

treats if they waited fifteen minutes, the children behaved
in different ways. Some ate one marshmallow immediate-
ly while others waited—with effort—for the promised two
marshmallows. The subject’s age often affected the results.
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Some have argued whether or not Mischel’s experiment cor-
relates with later success or failure in life, or whether some
people are better at delayed gratification than others. But the
bigger point is that we can easily identify with the kids in the
test, especially (in my case) when writing about this example
right before dinner.

Taking the first marshmallow right now is a great metaphor

for spending on immediate consumption. It’s at the heart of

the “spilling” phenomenon described in Chapter 3. It’s also a
very normal aspect of human nature—even when we know it
will limit our future consumption.

Wiaiting fifteen minutes for two marshmallows is also a
metaphor—for spending towards long-term growth. Like the
children in the marshmallow experiment, we need to develop
habits that reinforce reasoning and increase the likelihood of
spending behavior that leads to future, spendable wealth.

Choosing to spill our wealth for short-term consumption is rooted
in Reactive biases and thinking errors. One of these is cognitive ease.
Consuming something immediately is a familiar activity. It’s easy,
natural, and perfectly normal. So, it seems truer than something novel,
hard to imagine, or requiring thought or reflection—like the abstract
notion of future wealth. Advertisers and retail marketers know this
well when they display candy and gossip magazines prominently at the
check-out line (or perhaps more accurately, the “checked-out” line.)
'This can blind us to the lost potential that spilling represents.

To justify a consume-now decision, we also tell ourselves stories that
we believe to be true. This habit, called associative coberence, leads us
to make unwarranted associations between events, circumstances, and
occurrences. Our minds naturally draw false conclusions, such as be-
lieving that conspicuous consumption of new cars or gold-encrusted
steaks is somehow proof of wealth rather than the opposite.

We also engage in substitution, answering a simpler (usually simplistic)
question than the harder one actually required by the circumstances.
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Instead of grappling with “What will this decision mean for my finan-
cial wealth 20 years from now?” we ask, “What will my peers think
about me in this new car?” Like other Reactive habits, it makes a life
decision seem easier but actually does the opposite.

Inconspicuous Wealth

To offset our normal, short-term attitudes about wealth, we must
learn that actual wealth is by definition inconspicuous, if not invisible
to outward appearances. Wealth is a combination of:

¢ sound principles,
e the right ingredients, and
e sufficient time to produce the intended results.

'The last point is extremely important, as we will explore later in the
book. Wealth seldom if ever occurs immediately or even visibly. Pre-
occupation with the outward appearance of wealth is usually an in-
dicator of someone who possesses an oversized ego—of someone no-
where near as wealthy as they hope others perceive them. In fact, the
focus on outward appearance indicates the opposite of wealth.

For example, consider a soon-to-be-obsolete accessory: the wristwatch.
A well-made, generic watch tells the time, and perhaps the date. On
the other hand (figuratively, not literally), a Rolex “tells” something
else. The price of a Rolex ranges from a few thousand dollars to over
$17,000. By spending that amount, wearers accept the notion, rein-
forced by years of brand marketing, that a Rolex is evidence of great
wealth, status, and success. The brand name itself is synonymous with
conspicuous consumption and prestige.

Both the Rolex and a high-quality but generic watch are durable,
well-designed, comfortable to wear, reasonably attractive, and of
course accurate and convenient. However, the Rolex represents a spi//-
ing of money, as we learned in Chapter 3. The spilling is not just the
enormous price differential, but the future wealth forfeited by not fol-
lowing Investorship principles with that money.
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Ostentatious display is not only an indicator of the lack of wealth, it
can also be the cause of its destruction, as in the earlier example of
lottery winners and their excessive spending on luxury items. They fee/
wealthy in the moment because their Reactive tendencies are fully de-
ployed. But too often their financial wealth—mainly things that de-
cline in value—is dissipated and those same Reactive impulses prevent
them from securing actual, long-term, appreciating wealth. A better
model involves wealth that is inconspicuous, and even boring,.

The Frugal Billionaire

Lifestyles of the rich and famous
are a mainstay of reality (sic.)
television. What rich people buy is
considered both glamorous and un-
attainable by mere mortals. Howev-
er, there are notable exceptions. The ™
third richest man on earth—War-
ren Buffett—is notoriously nof a
conspicuous consumer.

Aside from the purchase of a pri- Photo by Mark Hirschey,
vate jet—or rather a private jet EEBESaEn
operator, NetJets—Buffett is known for his frugality. He
lives in the same house he bought in 1958, buys meals at
McDonalds (sometimes with coupons), wears suits by a once

unknown designer, drives the same car for years, and sports
an $18-dollar haircut.

Buffett’s lifestyle is an example of how wealth and visible
consumption are not invariably connected. But his wealth is
attributable to much more than his frugality. (Many of his
beliefs about long-term thinking and investment are mani-
testations of the Investorship principles put forward in this

book.)

An example of inconspicuous, boring, but ultimately prolific wealth is
the stock portfolio. If you make regular contributions to an index fund,
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almost no one will notice. Contrast that with the attention you could
expect by spending the same amounts on fancier cars, prestigious
watches, designer clothes, or lavish vacations. However, the portfolio
typically generates actual results while the glamorous alternative does
not. Even attempts to make a portfolio more exciting or brag-wor-
thy—by engaging in day-to-day tinkering with individual stocks—

will almost always result in lower returns, as we will see in Chapter 8.

The feelings of excitement or pride instilled by conspicuous spend-
ing behavior—on luxury goods, private airplanes, or even in cocktail
party bragging about your too-frequent trading—are invariably false
indicators. Real wealth, fueled by your non-monetary capital, is unob-
trusive but ultimately powerful and sustainable.

Wealth and Investorship

As any good vintner will tell you, good wine is the result of sound
principles and practices, the right conditions and ingredients, and
time. These in turn will enhance the wine’s reputation and, in the
hands of competent marketers, generate more demand and a higher
price.

However, the reverse is not true. A prestigious brand label may or may
not represent a wine producer of the highest standards. But the brand
itself—and the price of that brand—are not a guarantee of quality or
value.

Tasting the Difference

In 2008, critic Robin Goldstein released a book based on a
double-blind experiment published in the Journal of Wine
Economics. From the over 6,000 observations, researchers
concluded that individuals who were unaware of the price
did not derive more enjoyment from more expensive wine. In
fact, some groups found less enjoyment from more expensive
wines.

Another test, also by the American Association of Wine
Economists, revealed that people assigned a higher rating to
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a wine when they were informed—before the tasting—that it
sold for $40 a bottle. Clearly,

TEHE K iR aBiali] our preconceptions affect our
il k18

perceptions.

If quality and price are not
connected, then why do peo-
ple buy $300-dollar bottles of
wine? One explanation is that
the display of higher spending
is erroneously associated with greater wealth. In fact, both
affordable and expensive wines can provide comparable plea-
sure. The latter is, unfortunately, a symptom of spilled wealth.

When asked what it takes to become an investor, the answer most
people give is “money.” In fact, the real answer involves the five quali-
ties of Investorship. Money, or financial capital (#6), is the natural
outcome—not the prerequisite—of following these principles.

Motivation—the desire to achieve a specific, quantifiable, financial
goal—may seem obvious, but it must be ac-
companied by the desire to do so by spend- 1 Motivation

ing differently, on things that will increase 2. Knowledge &
in value. Understanding
Knowledge & Understanding must be 3. Sk.ills

specific and limited to what really needs to 4. \X{ls?lor-n

be known. It is possible to know too much 5. Discipline
detail—about a company, for example—to 6. Money

the extent it will keep you from acting.

Skills are the subject of later chapters, and

are summarized in Appendix A. Such skills are not overly compli-
cated. It is far easier to understand the mechanics of investing in the
right index fund—and leave it there for the long term, with only oc-
casional review—than it is to tinker with your portfolio on a frequent
basis. As we discussed in Chapter 5, such tinkering typically leads to
under-performance.
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Wisdom is derived from the continuous application of Reflective, Sys-
tem 2-based knowledge and skills, reinforced by the steady but typi-
cally boring and inconspicuous accumulation of money.

Discipline is perhaps the most critical quality. A major component of
wise spending is time—allowing long-term growth to occur without
interruption. It requires discipline and patience to ignore “breaking
news’ of a short-term stock decline and resist the temptation to sell.
This is something our Reflective reasoning understands, but which
is always under siege by immediate circumstances. Sometimes, the
secret lies in finding ways to short-circuit temptation.

Money, or financial capital, is the happy result of application of the
previous five principles. Over time, the habits of Investorship will be-
come part of our Reactive responses, enabling us to make the correct
choices with less mental effort.

Lashing Yourself to the Mast

In 2013, Harvard Economics Professor David Laibson used
a metaphor from Homer’s Odyssey—where Ulysses tied
himself to the mast of his boat to resist
the Sirens’ tempting calls—to illustrate a
significant threat to wealth. In this case,
the temptation is to spend too easily what
we have invested for the long term.

Laibson posed the notion that an en-
emy of long-term wealth building was
the liquidity of today’s investments. “In
the realm of retirement saving, we have
401(k)s and IRAs where the money is ba-
sically liquid,” he said, pointing out that
with little or no penalty, investors could withdraw funds for
many reasons, ultimately sacrificing long-term growth.

Laibson noted that every year, over $100 billion “leaks out”
from such accounts before the holders reach retirement. He
proposed an alternative, giving people the option to decide



how much liquidity they want—choosing to “lash themselves
to the mast” for a percentage of their accounts.

In Investorship terms, when the temptation to spend (spill)
occurs, the investor has already chosen to stay with their
Reflective principles and limited his or her ability to succumb
to the Siren call of Reactive impulses.

Laibson’s solution—mandatory restraints and related changes in the
laws governing retirement accounts—are specific to one form of in-
vestment. In fact, voluntary, irrevocable restraint would be a good
thing, but investors should also find other ways to “lash themselves
to the mast.” As we will explore, there are other, more positive ways
to give investments the time they require. Besides limiting our ability
to spill, we must remind ourselves of the amount of wealth already
accumulated and (more importantly) the vast amount of wealth repre-
sented by the passage of time.

The Reward

Ultimately, wealth is a reward for your labors, and an assurance that
both present and future needs can be met. Money is the means of do-
ing so, but money is not the sole component of wealth. Rather, our core
values—our store of non-monetary capital—dictate that we broaden
our notion of wealth to include intangible, sometime unglamorous
goals that meet our own needs as well as those of others.

A shallow notion of wealth—the possession of highly-visible, sta-
tus-oriented objects that decline in value—must be replaced by an
Investorship model. This means our spending must include a large
proportion of assets that increase in value. These are usually inconspic-
uous, if not invisible.

In today’s consumer culture, this basic concept seems strange. But in
order to spend your way to wealth, you must be able to apply the same
practices involved in making fine wine: sound principles, the right
ingredients, and time.
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Asking Questions

Before moving on to Chapter 7—on the nature of risk—ask
yourself the following question on the subject of wealth:

What amount of non-monetary wealth (experiences, relation-
ships, etc.) do you need in order to lead a satisfactory life?

In Chapter 10, there are other questions about wealth de-

signed to help you pause, reflect, and engage your Reflective,
System 2 faculties on this subject.
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“So, you say you're risk-averse and yet you drove here?”
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Demystifying Risk

“Life is inherently risky. There is only one big risk you should avoid at all
costs, and that is the risk of doing nothing.”
—Denis Waitley

In the late 1860s, U.S. Secretary of State William H. Seward took a
calculated risk: he purchased over 14 million acres of arctic land from
the Russian Empire. Opponents derided the plan as “Seward’s Folly.”
They believed it was too risky,
the land too barren and distant,
the potential benefits too uncer-
tain. They felt the money (over
$7 million) could be better spent
elsewhere. Seward and his allies
took the long view, calculating

that the land would become im-
mensely valuable to the country over the coming decades. Seward was
correct. The benefits far outweighed the risk. The land became a rich
U.S. territory, and is now the great state of Alaska.

Broadly defined, risk is an action or omission whose consequences or
outcomes are uncertain. While the concept is easy to define, it is hard-
er to fully understand. It’s also difficult to understand our unconscious
biases against risk. After all, they are unconscious. But once we come
to understand these biases, it becomes easier to manage them when it
comes to spending, investment, and wealth.
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Everything people do—or fail to do—involves risk. There is no abso-
lute certainty about anything; most outcomes are possible. The tricky
part is that outcomes are either more or less probable. When people fail
to consider the element of probability, especially over long periods of
time, the result is an unconsciously flawed attitude about risk.

Taking Risks Is Necessary—and Normal

Humans are a risk-taking species. Prehistoric men and women made
enormously risky decisions. Going out to hunt for food carried a great-
er-than-zero chance of becoming food for a fellow predator. But these
risks were well worth the reward, namely survival and, ultimately,
an improvement in their lot. They knew the probability of becoming
lunch for a lion, but they also knew the higher probability of starving
if we stayed in the cave. So, humans developed ways of evaluating and
mitigating dangerous situations. For the most part, we succeeded. The
fact that youre here, reading this book, is proof that our prehistoric
ancestors learned how to take risks, successfully manage them, and
realize their benefits.

Every day, modern-day humans take risks far more complex than
those of our ancestors. As life becomes more technologically advanced,
people take more risks. Some, like driving a car, involve a probability
of a bad outcome to life or health. Others, like engaging with social
media, involve a probability of a bad social outcome—or a loss of pri-
vacy. Risks can be personal, relational, societal, vocational, or political.
And of course, risks can also be financial in nature. Whenever some-
one decides to spend (or not spend) money, the outcome is uncertain.
'There is always a probability that something good or bad will result. It
may improve or impair our financial situation—our ability to meet our
needs—both now and in the future.

Willingness to take risks is considered a virtue if the risks are taken
with understanding and forethought. Most people would approve of
a risk-taker who weighs probable outcomes, considers the likelihood
of benefits, and takes reasonable precautions. When the risk is under-
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stood and familiar—like driving a car—most people think it’s per-
fectly normal and give very little thought to the risk factor. Like our
ancestors, normal human beings make calculations and decisions that
will likely, but not with absolute certainty, make the risk worth taking.

For some reason, the acceptance of reasonable amounts of risk often
does not seem to apply to matters involving financial investment. The
thought of investing in a volatile market poses a risk that some people
are unwilling or unable to take. Our Reactive (System 1) fear of finan-
cial loss and fear of regretting one’s actions overwhelm the conscious,
Reflective (System 2) reasoning process—preventing us from acting (or

refraining from action) in our own, long-term interests.

A Failure of Understanding

When it comes to financial investments, many people define them-
selves as being “risk averse” without knowing why they believe this.
'This is a profoundly flawed view, and one that often results in spill-
ing—the unwitting forfeiture of future wealth. Evidence of this un-
conscious bias can be found in people’s overuse of what we will call
(un)truisms. Like all generalizations, the results of believing in (un)
truisms are not absolute but are useful in defining the problem.

(UN)TRUISM RESULTS
“What goes up If viewed only in the short term, this infers, false-
must come down.” ly, that everything can be lost if the price of an
investment declines to (or below!) the original
price.

“Don't invest more than | Again, if applied only to a short-term view, this
you can afford to lose.” | results in exceedingly unnecessary caution and
timidity.

“Buy low; sell high” With only the immediate situation in mind, ad-
herents to this view tend to dodge and swerve
to avoid immediate, perceived threats—ignoring
long-term probabilities and typically spilling
unnecessarily. (See Chapter 8)
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Risk aversion in financial matters—particularly regarding invest-
ments—stems from a short-term view of losses and gains, and from a
failure to see probable value increases over time. For example, people
see a precipitous drop in the S&P 500—made to seem worse by the
way most stock prices are visually graphed. This generates a strong,
Reactive, gut feeling of fear or anxiety. Without a long-term perspec-
tive, a common, normal reaction is to sell (making the short-term
situation even worse). This forfeits the future value of an otherwise
strong, long-term investment. It also reinforces the feeling that risk is
something to be avoided at all costs.

If this “risk averse” behavior was applied to other types of risk—like
driving a car—it would be considered odd or eccentric. When some-
one drives to the store for a quart of ice cream, there is a remote chance
you will die or be injured on the way. There are comparable risks in
eating a meal or taking a shower. But those risks—however real—do
not prevent us from taking them. Most people take reasonable precau-
tions to reduce those probabilities—or purchase insurance to mitigate
the small but real chance of a bad outcome. Above all, people take
risks because the potential, highly probable benefits—enjoyment of
ice cream, a meal, or good hygiene—far outweigh the probability of a
bad outcome.

The peculiar aversion to investment risk is understandable. Unlike
driving a car, most people have not become accustomed to consciously
evaluating probable, long-term results. For example, an index fund—
representing the top companies as measured by their market capi-
talization—has an enormously high probability of growth over time.
However, that same fund may show dramatic changes from day to
day and will frequently drop in price for short periods of time. There
is a statistically greater probability that investors will lose money—if’
they buy or sell in response to those short-term changes. But as his-
torical trends show, the probability of a positive outcome increases
dramatically over a longer period of time. Although success is never a
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certainty, the risk is substantially less than that of everyday activities
like driving a car.

When these factors are weighed, the risk involved in investment is
relative, but people are conditioned to think it is not. The news me-
dia—usually for ratings reasons—are adept at highlighting the short-
term volatility of the market. One-day or one-week declines involving
big numbers are presented as frightening narratives, feeding the myth
of high risk. But when people bother to look at the actual, long-term
benefits and weigh them against the diminishing probability of loss
over time, the narrative changes. It may be boring in the world of 24-
hour news, but it is ultimately positive for the investor who has learned
to evaluate and tolerate risk.

Why Do Normal People Fear Risk?

When it comes to investing, risk-aversion is a normal but ultimately
self-destructive behavior. Too often, people are focused on the imme-
diate situation and do not sufficiently consider the probability of out-
comes over the long term. They fail to weigh probable outcomes along
with the likely benefits. In an unfamiliar and uncertain environment,
they let their Reactive feelings take control rather than pause, reflect,
and manage the situation.

A major cause of this behavior is the fear of regret. Regret and em-
barrassment—unlike many other negative emotions—can be experi-
enced anew just by recalling the past experience. Because that feeling
is so unpleasant, the normal response is to avoid thinking about the
past mistakes that trigger them. Unfortunately, this keeps people from
learning and acting differently.

Some regrets are more powerful than others. According to many psy-
chologists, people tend to feel greater regret when bad outcomes result
from action (commission) than when they result from inaction (omis-
sion). They also tend to frame situations narrowly, avoiding actions
seen as risky in a single, isolated situation without considering other,
related situations in context—and over time.
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Narrow Framing and Perceived Risk
In his book, Thinking, Fast and Slow, Daniel Kahneman

describes an investor who has a choice of selling one of two
stocks in order to cover the cost of his daughter’s wedding.
One stock is currently priced higher than when he originally
bought it—and therefore identified as a “winner” in his mind.
'The other is currently
priced lower than when it
was originally purchased
and is therefore considered
a “loser.” Which stock is
he more likely to sell?

He has two choices. He
can give himself pleasure
by selling the “winner”
and boosting his prowess as a savvy investor. Or he can cause
himself pain by selling the “loser,” admitting defeat—an
action he will deeply regret. Based on this narrow, short-
term perception of the risk, he notes that he would probably
sell the “winner”—choosing pleasure over pain. Many other
normal people would do the same.

However, a Reflective, System 2-based approach would likely
result in the opposite decision. Using this system, he would
keep the value and long-term growth potential of the whole
portfolio paramount in his mind and would avoid the temp-
tation to separate individual stocks into misleadingly labeled
(winner/loser) mental accounts. Therefore, if any stock had

to be sold—to meet a legitimate financial need—it should be
the one with a lower potential performance level over time.

Such a decision is not automatic, of course. A stock that is
priced lower than when it was originally bought is not nec-
essarily destined to under-perform, nor is the higher-priced
stock destined to succeed in the long term. However, if such
a spending choice is unavoidable, the decision should be
based on a broad framing of the facts, not on a narrowly-de-
fined perception of emotional risk.
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'This explains why so many people are daunted by short-term failure
in the market—or even by hearing others’ accounts of stock-trading
misfortune. The loss from selling a stock that has declined produces
greater regret than doing nothing during the same period. As a result,
people are reluctant to even enter the market. If they do, they tend to
react to what their emotions mislead them to think are unacceptable
risks.

Normal, Reactive responses, fueled by lack of understanding and am-
plified by a hyperbolic media, deter us from taking reasonable risks
and consciously adopting a calm, long-term view of the process.

The Roller Coaster Phenomenon

Another factor that leads to risk aver-
sion is market volatility (wide swings
in either direction). Financial news is
filled with stories of how an individual
stock price—or an entire index fund—
rose or fell dramatically that day or
week. Price performance over a short
period of time is portrayed as some-
thing of great significance. Such news
stories are amplified by people’s crav-
ing for “instant news alerts” of price
changes, which incessantly pop up on

customized mobile apps.

A dramatic-looking stock price rise or fall may be factually accurate,
but it is completely beside the point. Unless someone needs to sell for
some external reason, a scary price drop should never occasion a de-
cision to sell. (Those who do won't be the first. By the time the price
plunges, it’s already too late.)

Our intuitive, Reactive sensibilities tend to prefer small numbers and
simple conclusions over larger numbers and complex calculations. Our
brains have a difficult time with statistics. According to a phenomenon
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called the “law of small numbers,” people tend to affirm conclusions
based on small sample sizes, even though data from larger samples are

more accurate.

This all-too-human failing is true in many areas, including opinion
polling, where a small number of respondents can produce results that
are dramatic—and widely believed—but are false or misleading. But
this bias also happens when we project the wrong meaning to rapid-
ly rising or falling stock prices. Our “sampling size” problem in this
case is the number of years over which the change occurs. During a
period of 0.04 years (slightly over two weeks), the price of an index
fund may decline dramatically—as the S&P 500 has done on many
occasions. However, if the basis period changes from 0.04 years to 40
years, growth is reliably positive.

In short, our natural, Reactive perceptions of risk tend to be mislead-
ing, especially when we have not internalized the big picture. Over
any given short period of time, the financial markets are indeed vol-
atile. However, the actual, historical data indicate that long-term in-
vestment—in the right index fund (see Appendix A)—carries far less
risk than driving a car.

Perhaps a good way to conclude the roller coaster analogy is to look
at the risk involved in actually riding one. Industry statistics place the
risk of injury from roller coasters at one in 24 million, and the risk of
death at one in 750 million. While a bad outcome is theoretically pos-
sible, it is not at all probable. 'The same attitude toward risk should be
applied to our investment decisions.

No Guarantees

Humans love the notion of certainty, or at least the feeling of it. The
world is filled with uncertain possibilities, so it is comforting to think
of something as certain, even if it’s not. This results in a phenomenon
known as the “zero-risk bias.” This means people tend to prefer ap-
proaches that completely eliminate some risks even though the alter-
native would produce a greater overal/ decrease in risk. For example,
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during the Great Recession in the late 2000s, driven by the desire
to eliminate risk at any price, investors stampeded into government
bonds, ignoring historically low prices for well-regarded companies
that were likely to continue to grow over the long term.

'The notion of a guarantee appeals to our normal, Reactive desire for
security. But if we do not pause and reflect on who is making the guar-
antee and what is being guaranteed, then we are very likely to spill.

For example, a bank may promise a certain rate of return on a savings
account. While not absolutely certain, the probability that the bank
will return the money, with interest, is high. Backing by the FDIC
makes that probability even higher. However, the guarantee does
not include buying power if the rate of inflation is higher than the inter-
est rate. Worse still, someone depositing money in a savings account
would forfeit a much greater amount. (On page 35, we contrasted the
alarming difference between the return from a savings account at 3%
interest and a low-cost, index fund with an average, likely long-term
growth rate of 10%. For a weekly $120 contribution over 35 years, the
difference would likely be over $1.6 million.)

In other words, the fee/ing connected to the concept of a guarantee can
easily lead people to the forfeiture of wealth. In contrast, a tolerance
for short-term volatility, and a measured awareness of long-term prob-
abilities, will likely result in far greater wealth. However, in spite of
this logic, humans look for certainty (the promise of less risk and ef-
fort) in lieu of situations that require significant thought and planning.

'The craving for certainty, besides being unrealistic, distracts from the
need to weigh probabilities of loss against the likelihood of actual,
long-term benefits. As discussed later in the book, the probability of
bad outcomes tends to diminish over time and in the right circum-
stances. But without conscious effort people are tempted to view a lack
of certainty as unacceptable risk.
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Becoming a “Probabilist”

In the early years of commercial aviation, most people considered air
travel too risky. Airplanes were new, unfamiliar technology. To many,
heavier-than-air flying ma-
chines seemed to defy reason.
They relied on principles of
propulsion and lift that were
unknown and mysterious
to the layman. Spectacular
crashes—more common in
the early days than now—re-

inforced people’s gut feeling
that the convenience of flying was not worth the chance of death or
injury. For decades, airlines and plane manufacturers fought against a
“headwind” of bias.

Today, apart from those suffering from a clinical fear of flying, this
bias has largely vanished. Air travel is considered normal and essential.
While the possibility of death in an airplane accident is greater than
zero, the probability is very small. The perception of risk changed and,
despite a media preoccupation with crashes, people assume that risk
almost without question.

What happened? In the 100-plus years period since the Wright Broth-
ers successfully tested their invention, people have collectively looked
at the diminishing probability of bad outcomes and the increasing
probability of benefits—convenience and greater mobility. By weigh-
ing likely benefits against unlikely bad outcomes, they have largely
decided the risk is worthwhile. They have become “probabilists.”

Behind this word is a reality that risk-averse investors should take to
heart. Being a probabilist is not at all the same as being a fatalist. It
simply means that in the absence of certainty, probability is the best
criteria for decisions. For decisions involving financial investment, it
means that when probable outcomes are internalized and weighed
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alongside tangible benefits, actions that once seemed risky can be-
come part of normal, everyday life.

When faced with unfamiliar or unknown consequences, it is not wise
to let your Reactive biases control your response. Inevitable price fluc-
tuations of investments—especially over the short term—create anx-
iety in those who are not familiar with long-term trends. However,
instead of seeing this environment as too risky, a better course is to
weigh the long-term probabilities and benefits. As with air travel, peo-
ple need to ask, “What is the risk I need to take in order to achieve the
likely benefits?” and “How do I minimize the consequences, however
small they may be in the long term?”

'The first step in becoming a probabalist is to not let others determine
the value of an investment. The significance of one’s spending is not
dictated by its price, which can rise or fall, but by its ability to meet
both current and future needs—as discussed in Chapter 5. Once the
intrinsic value of an investment is known, the only variable is the
probability of failure. If that is sufficiently low—which is often the
case—then a Reflective, System 2-using investor will have little trou-
ble in making decisions.

Challenges Ahead

Merely knowing that feared risk and actual risk are worlds apart does
not automatically turn off the Reactive, System 1 “switch.” People need
to deal with their fear of risk in investment situations in the same way
they do with other risks—driving, showering, eating in a restaurant,

and flying. They need to:
Become well acquainted with actual probabilities.
Take reasonable steps to minimize bad outcomes.
Understand the potential, long-term benefits.

'The last four chapters in this book are designed to help in practical
ways with each of these steps when it comes to the type of spending
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known as investment. But there are also some general attitude adjust-
ments that will help you cope with the feeling of risk:

Always take the full view. Whenever you hear about a price fluctua-
tion—or see one in a graph—ask the question, “What are the missing
data?” If the time interval is only a day or a week, demand to see what
the trend has been for the past five years. Better still, find out what
it has been for the past fifty. If the price change is shown as a “close-
up,” then pull back to see the bigger picture. A 10-point drop looks
significant if all you see is a 20-point range. But if the range is zero to
a thousand, 10 points is almost meaningless.

Follow the thinkers, not the storytellers. In every area where people
knowingly and calmly take risks, confidence is based on known pre-
dictability, not on exceptional stories. Most people fly with an under-
lying confidence that plane manufacturing and air traffic control are
based on well-founded, reliable science—not on personal anecdotes or
hunches. The same is true when choosing to invest.

A broadly-based index fund, including only the top companies by
market capitalization, is a far better foundation for investment than
apocryphal stories of your best friend’s uncle who bought Microsoft
at $21 a share.

Turn off the noise. Delete or disable the apps and alerts that announce
every price shift. Whether someone is considering investment or has
already started, looking at prices on a weekly, daily, or hourly basis is
a sure recipe for Reactive panic (or overconfidence). Most savvy in-
vestment advisors recommend reviews on a monthly or quarterly ba-
sis—with good reason. Subjecting oneself to the noise of short-term
fluctuations drowns out the overall signal and makes it less likely one
would have a Reflective response.

Play like a coach, not like a fan. The vicarious experience of a sports
tan is powerful and enjoyable, but it is exactly the wrong model for
playing the sport well, or for coaching others to do so. Even if a fan
were physically and mentally capable (most aren’t), mere excitement
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and passion cannot replace the practiced skill of an athlete or coach.
Similarly, amateur investors may experience the thrill of rising and
falling prices—and think themselves able to win more than they lose.
In fact, they almost never do. Excitement and passion in the short
term does not equip someone to see—and benefit from—the bigger
picture.

Lost Yardage Does Not Lose the Game!

In American football, teams suffer frequent setbacks in
reaching their primary objective: a successful journey of 100
or fewer yards to the end zone. A
tailed play can put the ball well
back from the starting point,

and well short of the short- and
long-range goals of the team.

When this happens, the game is
not over. To be sure, if there are
too many failed plays, the likeli-
hood of a loss is greater. But the mere fact that a quarterback
was sacked, or a runner was tackled behind the line of scrim-
mage, does not mean the game is lost. In fact, such setbacks
often inspire teams to new strategies and better play.

The analogy to investments is obvious. A drop in the price of
a stock or an index fund does not determine the possible—or
even the probable—outcome. If a company’s health or per-
formance results in consistent, long-term losses which jeop-
ardize its long-term success, then index funds like the S&P
500 do what any good coach does in a football game: remove
the under-performing player based on a rational, professional
decision process.

What short-term losses should not do is create the illusion of
unacceptable risk. A momentary loss, seen in context, does
not determine the final outcome.
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Find a reliable buffer. Speaking of coaches, a good financial advisor
can be a valuable defense against the impulse to act Reactively. If they
are a bona fide fiduciary (namely, someone legally obligated to act in
your best financial interests), a good financial advisor can be the calm
voice you need, providing long-term context, perspective, and expe-
rience. A good coach will help you overcome your own worst enemy
(yourself), resist the urge to panic, and develop a stronger, calmer ap-
proach to investing.

The Unseen Risk of Doing Nothing

The fear of performing an unfamiliar action is natural, and the proba-
bility of making mistakes initially is high. That is why insurance rates
are higher for student pilots than it is for qualified airline pilots. How-
ever, once the action is mastered, the anxiety decreases—as does the
likelihood of mishaps. The risk, while never zero, falls to a level where
we feel confident in doing an activity as a matter of routine. As with
driving a car, aversion to making investment choices can be dealt with.

'The real risk stems from failing to take a risk at all. Although people
experience greater regret for things done badly than for good things
neglected, the probability of bad outcomes is much greater for the
latter. As shown in subsequent chapters, the consequence of failing
to spend on things that appreciate in value will jeopardize our future
ability to meet our needs—and the needs of others.

Asking Questions

Before moving on to Chapter 8—on investor versus invest-
ment behavior—ask yourself the following question:

What everyday actions do I perform that involve some risk—
however small?

In Chapter 10, there are other questions about risk designed
to help you pause, reflect, and engage your Reflective, System
2 faculties on this subject.
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BUY

SELL

K

“Why do so many people buy and sell at the wrong time

instead of just staying invested and making a lot more?”
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Chapter 8

Investment Behavior vs.
Investor Behavior

“The Stock Market is designed to transfer money
Jfrom the Active to the Patient.”
—Warren Buffett

In the previous chapters, we described the “big picture” aspects of
what normal behavior is, what it has to do with spending (and spill-
ing) money, and its effect on our perception of wealth and risk. In this
chapter, we'll focus on the primary means of spending your way to
wealth—investment.

Ownership of a successful company is a good example—perhaps the
best example—of an asset that increases in value. Unlike electricity,
food, vacations, or cars (all valid things on which to spend money), in-
vestment in a successful company gives you the probability that, when
you sell it, you'll have sufficient financial wealth in the future.

Since most of us cannot afford to own a whole company, we can in-
stead own a piece of it. Each piece is known as a share of stock. This
chapter will cover how shares of stock are bought and sold—preferably
for multiple companies. More importantly, it will show how and why
our normal, Reactive (System 1) impulses can make individual investor
behavior less rewarding than if the individual had applied Reflective
(System 2) reasoning and let overall investment behavior control the
results.
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Before diving into a discussion of how and why this happens—and
how to avoid it—it is important to understand some basic investment

terminologies and tools, such as market index, market capitalization,
and index funds.

Tools of the Trade

Despite frequent, short-term declines, the average growth of the gen-
eral economy has been positive over time. Individual companies have
failed on occasion, but other companies grow. They find new ways to
meet human needs, develop and sell the resulting products and ser-
vices to a growing population, and invent ways of doing so more effi-
ciently than their competitors. As long as humans have needs, those
who know how to meet those needs will prosper.

'This growth potential does not mean success for everyone. Companies
that fail to provide a needed product or service, or are inefficient in
doing so, will eventually be forced to leave the field. But if the need
exists, companies meeting that need will continue to increase in value.
Collectively, those that remain in business will continue to expand
over the long term.

To the average, normal person, the reasons for an individual company’s
success or failure at any given moment are hard to fathom—and even
harder to predict. To find a useful pattern, the common practice is to
view companies collectively. To achieve this, companies are grouped
according to an agreed-upon measurement, and the collective results
tracked over time. Such a grouping—known as a market index—will
fluctuate over time, but not as unpredictably as an individual company.

There are different ways to create a market index. Some include
companies in the same sector, such as industrial manufacturing or
transportation. Some are included on the basis of their price or their
dividend earnings. And others are based on market capitalization or
“market cap.” This term simply refers to a company’s relative size, using
a simple formula:
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MARKET CAPITALIZATION =
SHARE PRICE X TOTAL NO. OF OUTSTANDING SHARES

'The word “outstanding” simply means the shares that have been au-
thorized by the company, issued (as detailed in the next chapter), and
purchased by investors.

So, a hypothetical company with a share price of $100 for each of its 5
billion outstanding shares would have a market capitalization of $500
billion. Market cap is not a predictor of future success or failure. It’s
simply a way to show the public’s opinion of a company’s net worth.
In this hypothetical example, it simply indicates the fact that it’s a big
company, according to investors. As of this writing, it would be placed
in the top ten.

Standard & Poors 500 Index, 1990-2023
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Source: S&P 500 Historical Data, Yahoo Finance

One market index that uses market cap as its criterion for inclusion is
the Standard & Poors 500 (the S&P 500). Founded in 1957, it is simply
a collection of the 500 major, publicly-traded companies, according to
their market capitalization. If an included company’s market cap falls
below its inclusion criteria, it is replaced by another company, after
deliberation by the index’s operator.
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'The S&P 500 market index makes it possible to observe the long-term
growth trend of the market—without the need to understand why.

'There are poor performers within the S&P 500. There have also been
short-term reverses, notably during the dot-com bust of 2000-2001
and the financial crisis of 2008-2009. However, over time, the index
has increased at an average annual rate of about 10%.

'The reason for this is simple. Companies that successfully meet the
needs of a growing population will themselves grow. Although noth-
ing is absolutely guaranteed, the likelihood that the 500 largest com-
panies will all suddenly fail is exceedingly small. A much greater
probability is that they will collectively succeed and grow. The failure
of a few companies—which happens regularly—or even the occasion-
al downturns, does not undo the probability of growth of the indexes.

Market indexes are a convenient way to observe actual financial
growth—and to be reasonably confident that such growth will contin-
ue. However, to actually take advantage of that growth, the essential
practical step is to invest regularly in an index fund. This is typically
a mutual fund that includes only the companies listed in a specific
market index. Besides making regular contributions to an index fund,
the investor must also resist the urge to tinker with it. If an investor
can do both—make regular contributions and leave them alone—it is
extremely likely that one’s wealth will grow at the same average rate
as that of the 500 largest companies.

Index Fund Basics
In 1974, the late John Bogle founded The Vanguard Group,

one of the world’s largest investment management companies
today. His innovation: a mutual fund whose primary rule was
to invest in stocks solely on the basis of their inclusion in the
S&P 500 market index. The fund charged clients extremely
low fees because the management requirements were sim-
ple. Rather than basing decisions on day-to-day analysis of
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individual stocks, the choice was simply to invest in the 500
largest companies.

'The fund, now known as the Vanguard 500 Index Fund, was
at first derided by others in the financial industry. However,
because its performance was tied to the growth of a market
index (in this case the S&P 500), it demonstrated a con-
sistent average growth rate of 10% and soon inspired many
imitators.

However, not all index funds are the same. Some charge only
a minuscule (.015%) service fee, but some financial firms may
charge as much as 1% or more to hold an S&P 500 index
fund in the account. Additionally, some firms offer expert
management advice—at a price. However, giving investors
the option to tinker misses the whole point of investing in

an index fund over the long term. The point is to achieve the
same, average return as the S&P 500 market index, not to
second guess it—which would likely produce a below average
return.

Index funds are not the only form of good Investorship
spending. Other types of asset allocation will be discussed
later in the book. However, for many, a low-cost index fund
should comprise a significant portion of one’s portfolio. The

process for doing so is detailed in Appendix A.

The Trouble with Investor Behavior

With the information available about index funds and their predictably

appreciating nature over the long term, a Reflective process should

lead most people to buy them and hold onto them until after retire-

ment. It’s only logical. However, thanks to our normal, Reactive hab-

its, many individual investors act differently—hoping for above-aver-
age results. They tend to be reactive, buying and selling in response to

short-term price changes. In almost all cases, this behavior results in

poor investment performance.

111



WEALTHS BEYOND MONEY

Above Average?

‘There are many reasons why people refuse to be satisfied with average,
long-term growth in the market (investment behavior) and instead at-
tempt to do better in the short term (investor behavior). Many of these
reasons are a result of our normal, human tendencies. Consider the
tollowing:

In a roomful of normal human beings, when asked for an opinion
of their driving ability, a clear majority will say they are above aver-
age. 'This uniquely human response occurs even when those surveyed
scored below par in driving hazard perception. Most people also over-
estimate their own IQ, their powers of persuasion, their generosity,
and many other positive traits. Moreover, people believe that facts and
circumstances guide ofher people’s actions, but #heir personal inten-
tions and desires guide their own actions.

In activities where actual performance levels have no immediate or
apparent consequences, people also tend to imagine themselves more
capable than they actually are. Those who watch a baseball game may
imagine themselves on the field, even though a single inning in a real
game would reveal them as below average players. But they are com-
fortable with the illusion because their daydreaming carries no conse-
quences.

Of course, when considering any group of people, the notion that
a majority is above average is mathematically impossible. However,
the feeling of being above average is normal. It’s an unconscious bias
known as illusory superiority—a phenomenon so pervasive that psy-
chologists take great pains to account for it when studying behavior.
People confidently but subjectively believe in their own opinions, pre-
dictions, and points of view even when such confidence is not war-
ranted. Some even reject or ignore evidence that reveals the contrary.

As a psychological defense mechanism, the illusion of superiority
can be a good thing—a protection of one’s self-esteem and sense of
self-confidence. However, it can easily become a source of cognitive
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errors and emotional responses with long-term, negative results. In areas
where the consequences are vague or misunderstood, it is simply eas-
ier to believe in one’s capabilities than to make a reasoned evaluation.
It is difficult to think of oneself as “merely” average. Normal people
are tempted to prove—to themselves and others—that they are above
average. When it comes to investments, this impulse is nearly always
wrong,.

“Where All the Children Are Above Average”
(Garrison Keillor)
Alexandra Roberts, 35,

is an intelligent, capable
marketing director for

a major software de-
veloper. Her generous
compensation package
includes a retirement
account—with options
to buy and sell securities within the plan. As a tech-savvy
individual, she also has access to detailed information about
companies, their histories, and reams of expert analysis, news,
and forecasts. Her mobile devices, like those of her peers,
provide a constant stream of financially-relevant data.

Two or three times a month, Alex checks the status of her
account, noting the price changes of funds and individual
stocks within the plan. On occasion, she chats with co-work-
ers about how the plan is doing.

Five years into the plan, Alex recounted her activity. “Nat-
urally, I sold the fund when it seemed the appropriate time
to do so,” she said, “but I bought it right back as soon as all
the concerns had gone away. I only did this occasionally, and
each time it was when everybody I knew or listened to or
read was doing the same thing. I thought about how volatile
the market was. Staying invested just seemed too risky.”
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Like many of her peers, she sold stocks when the price had
gone up (treating them as a “win”), bought new stocks that
seemed to have potential, and tended to hold on to stocks
whose price had fallen—hoping they would bounce back.
Howewer, as a result of this tinkering, the long-term growth of
her investment account averaged only 5% per year!

'This behavior has consequences. Assume that the plan’s
annual contribution amount was $5,000. At an average
growth rate of 5%, the fund would be worth about $29,200
in five years and about $675,000 in 35 years. However, had
she allocated the same amount to a low-cost, no-commission
S&P index fund with an annual average growth rate of 10%,
the results would be far different. If left alone, the index fund
would be worth about $32,200 in five years and about $1.8

million in 35 years, before inflation and including dividends.

The five-year difference of “only” $3,000 may seem like a
small matter. After all, Alex and her peers are above average
in intelligence, believing that their decisions will produce
above average results the next time. However, unless they

are among the top 1% of those with extraordinary analytical
skills, spilling will continue, and the average growth rate will
remain at about 5%.

Over a 35-year period, Alex’s buying and selling, based on
short-term, Reactive thinking, will result in significant spill-
ing. Compared to the predictable investment behavior, her
investor behavior will likely result in a forfeiture of over $1.1
million!

In the world of investing, “average” is hard to beat. According to UC
Berkeley Professor Terrance Odean, individual investor behavior is
seldom ideal. Instead of holding well-diversified portfolios and trad-
ing only infrequently, they tend to do the opposite. Typical investors
trade frequently—selling “winners” and holding “losers™—and hold a
poorly diversified portfolio. Many are also unduly influenced by the
media and by their own past experience.
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Odean’s research in behavioral finance reveals that when investors be-
have this way, their investments consistently perform at a lower rate
than the market in general. His study, Trading Is Hazardous to Your
Wealth, analyzed the trading of over 66,000 households. Those who
traded the most earned an average annual return that was 6.5% /Jess
than the average market return. Other studies found that individual
investor trading resulted in systematic and economically large loss-
es—between 2% and 3.8% annually. Odean also noted that only a
tiny fraction of frequent traders—1% or less—were able to observe
an increase in their account’s value, after costs, through their skill in

buying and selling stocks.

Investor behavior is also driven by fear of short-term volatility—the
narrow notion of risk discussed in Chapter 7. But the opposite can also
happen. People make counterproductive moves because of the illusion
of superiority and their confidence, however unfounded, that success
is more likely in oneself and failure more likely in others.

The Possibility and Certainty Effects
(Emotions Versus Statistics)

'The gambling casino industry is built on a mastery of two fields: math-
ematical probability and behavioral psychology. With absolute pre-
cision, casino owners know the mathematical odds of any outcome
of any game. They also have a sophisticated knowledge of normal,
human behavior. Every game, whether based on cards, dice, wheels,
or computerized slot machines, utilizes known, predictable behavior
patterns to retain a gambler’s interest and maximize his or her losses.
(The classic example involves slot machines, which are programmed
to give out occasional small wins—or near misses—to motivate the

gambler to place bigger bets.)

Investing is nof the equivalent of casino gambling but there is a com-
mon element. Both are subject to the normal, human tendency to sub-
jectively weigh outcomes differently than the facts actually justity.
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For example, the Reactive, System 1 bias known as the possibility effect
makes people likely to assign a high emotional value to events that in
fact have a very low probability. Lottery tickets are statistically un-
likely to result in a big win but the thrill of possibly winning is highly
motivating. Likewise, low-probability negative results create a dispro-
portionate sense of fear.

'The possibility of a big loss, however remote, can motivate undue cau-
tion. For example, it can drive an investor to move too large a percent-
age of his or her portfolio into “safe” instruments like treasury notes or

bonds. (See Appendix D.)

Another such bias, the certainty effect, causes people to accept a less
favorable outcome over a better outcome that is less certain—out of
a fear of disappointment. A certain outcome (however improbable in
the real world) is given greater emotional weight than a probable one.

'The likelihood of success in the investment world is far greater than
the emotionally- and statistically-rigged realm of casino gambling.
However, the same emotional pitfalls can hinder that success. By rec-
ognizing those “situation normal” pitfalls, and by pausing to consider
the actual, long-term probabilities, investors can succeed on a consis-
tent basis.

Message System Full; Try Again Later
(Processing Information)

A wife asked her husband to go to the store for a pint of vanilla ice
cream and some chocolate syrup. “Do you want me to write that
down?” she asked. He replied, “Not a problem; it’s only two things.”
Later he returned with a package of cheddar cheese. “I knew I should
have written it down,” she said, “and besides, you forgot the crackers.”

Humans are limited in their ability to process large amounts of infor-
mation simultaneously. In studies, researchers have found that most
people can only retain four things at a time, and that the brain can-
not effectively handle more than two complex, related activities at the
same time. The feeling of being able to multitask is an illusion. At best,
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the human mind can switch rapidly between tasks—but usually at a
cost to one’s focus and quality of results.

Financial decisions such as evaluating the true value of a company,
whether or not to buy or sell it, and being aware of its long-term pros-
pects involves multiple, complex, related activities—far more than
most humans can handle. So, we must rely on mental shortcuts to
make such decisions. However, this normal, Reactive survival mecha-
nism—one that works well for everyday activities like driving or play-
ing a familiar game—will typically have poor results when it comes to
long-term financial strategy. Here are some hazardous mental short-
cuts often found in the financial world:

The “instant snapshot” of a market index or stock, often depicted
as an over-simplified graphic. The immediate availability of today’s
price, whether it’s up or down, and by how much, triggers an un-
conscious response. Lacking the time or the patience to consider the
larger picture, people tend to use that emotional cue as the basis of
buy-or-sell decisions that seem right but are probably not in their long-
term interests.

Narrow framing. By looking only at short-term losses or hoped-for
gains, without considering the context of the entire portfolio over time,
an investor will likely make decisions that result in substantial spilling.

Mental accounting or “keeping score.” 'This is attending to the
emotional value rather than the actual, well-considered financial value
in a given transaction. This typically happens in transaction by trans-
action, stock by stock, without considering the portfolio as a whole.
When we limit our perceptions to “winners” and “losers,” we are more
likely to miss the larger picture and make self-defeating choices.

The herding tendency. Most people are susceptible to the opinions of
others, especially when they are perceived as experts. In the financial
realm, this herding impulse is magnified by the media. And, since the
nuances of spending and wealth are complex and unfamiliar, the urge
to follow is overwhelming. Unfortunately, the leader of a particular
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financial stampede may be subject to the same biases and cognitive
errors as everyone else. Unless they have shown a consistent grasp of
long-term market regularities, so-called experts can simply overlook
what they do not know.

Making Things Worse: Day Trading

'The lure of day trading appeals to some more than others. Day trad-
ing’s reputation has declined over the years, and it is limited to those
who have—or think they have—a reserve of money to gamble with.
However, a less obvious form of the practice has emerged over the
years: the increased ability to “tinker” with traditional investments
such as 401(k) retirement accounts.

Originally, retirement accounts had limited options. Employees could
select from a number of pre-approved mutual funds or annuities, com-
pany stock, or from guaranteed accounts like treasury bonds. How-
ever, in response to demand for more flexibility, plans began to add
additional fund options, and even allow employees to buy and sell
securities within their plan—a practice known as a self-directed bro-

kerage account or SDBA.

On the surface, this seems like a golden opportunity for individuals to
“beat the averages” and improve their lot. They can also trade without
tax consequences, since all the potential gains (and losses) occur in a
retirement account. However, this trend only transplants the perils
of day trading to a different, seemingly safe environment. Those who
regularly exercise their trading ability within an SDBA are subject to
the same cognitive errors as anyone else, and are just as likely to un-
der-perform, compared with the market average, and suffer real loss.

Individual investor behavior, even when it is relatively well-informed,
nearly always results in a spilling of future wealth. Our increased
access to information—amplified by online mobile technology—ac-
tually makes the problem worse. With so many choices and options,
the Reactive brain looks for cognitive shortcuts rather than use our
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Reflective ability to pause, reflect, and consider the likelihood of long-
term success with a market index like the S&P 500.

How to Succeed: Investment Behavior

It is perfectly natural to want the best possible result for any human
activity. The “pursuit of happiness” ethos inherently motivates people
to strive for more than the status quo, and to be unsatisfied with being
«

‘merely” average. To do less seems at odds with the sense of self-worth
and confidence that are considered virtues.

How, then, in the complex realm of investing, can people be satisfied
with the notion that striving to achieve more, while technically possi-
ble is statistically improbable? How can they embrace the counterin-
tuitive idea that “average” is actually good?

'The psychological reasons for making ill-advised, short-term financial
decisions are well established and firmly entrenched in our normal,
Reactive biases. Training ourselves to pause and reflect is a challenge—
but not an impossible one. Just as people learned to drive—and make
driving a matter of habit—they can also incorporate the ideals of In-
vestorship into their everyday spending behavior.

'The first beneficial mental shortcut to develop—with plenty of prac-
tice and reinforcement—is the belief that “average” is actually quite
impressive. An investment spend of $700 per week in a no-commission,
low-fee, S&P 500 index fund will be worth over $1.8 million, before
inflation, in only 35 years. Making a habit of such calculations, cou-
pled with looking at short-term price fluctuations less often, will make
the Investorship mentality a normal plus state of mind.

There are also benefits to nof ¢rying to game the system and beat the
odds. Besides the extreme likelihood of long-term success, taking
one’s hands off the controls eliminates the anxiety of always trying
to do better—giving you more time to enjoy the experience of living.

Investorship habits (motivation, knowledge and understanding, skills,
wisdom, and discipline) reduce the risk associated with the law of
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small numbers in favor of the more desirable and lower risks associ-
ated with large numbers—500 companies versus far fewer. They will
also eliminate family quarrels over what to do next, help remove many
of the human elements that hinder greater achievement and, perhaps
most important, foster the high probability of greater success.

Asking Questions

Before moving on to Chapter 9—on the need to create future
wealth—ask yourself the following question on the subject of
investor behavior versus investment behavior:

What is your first thought or feeling when you see a double-dig-
it or triple-digit change in a stock market index? (Answer the
question whether you own stock or not.)

In Chapter 10, there are other questions about risk designed
to help you pause, reflect, and engage your Reflective, System
2 faculties on this subject.
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ERIK, JotnSord

Dad always said, “If you don’t change
your ways, you'll end up on the street.”
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Chapter 9

Counting on Your Wealth

“Twenty years from now you will be more disappointed by the things that
you didn’t do than by the ones you did do.”

—Mark Twain

As we explored in Chapter 6, wealth does not mean being conspicu-
ously rich. It simply means having sufficient monetary wealth to meet
basic human needs and the ability to experience non-monetary wealth,
such as positive experiences and relationships. Both our monetary and
non-monetary wealth stem from our ability to earn—which exists as
long as we are able to work.

However, whether you work in a factory, an office, or on the road—
doing something mundane or something you love—at some point in
time you will have to stop. When that day comes, you will no longer
have a source of labor-derived wealth.

“Stop Work Day” is different for everyone. But at some point, your
ability to be gainfully employed—and someone else’s ability or will-
ingness to give you something of value in return—will no longer exist.
When that happens, your actual needs and wants will still be there. In
fact, they are very likely to increase. But if you do not have sufficient
monetary wealth to meet those needs, you will face a miserable exist-
ence.

Just Normal vs. Normal PLUS

Failing to plan for Stop Work Day is all too common. In a recent
survey by Bankrate.com, 21% of respondents said that they set aside
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nothing for retirement, emergencies, and other financial needs. In the
same survey, 20% said they set aside 5 percent or less, while 28% said
they set aside between six and ten percent. Relatively few people set
aside the minimum amount needed to meet their necessary financial
needs after the paychecks stop.

Our tendency to avoid this reality means that we are normal. Our
Reactive (System 1) impulses tend to favor gut feelings over statistical
information, which requires our focused, Reffective (System 2) abilities.
We construct coherent, plausible stories out of scraps of data. When
confronted with a perplexing question—namely what to do about our
tuture financial security—we tend to make life easier for ourselves by
answering a simpler question instead. Rather than ask, “What does
this spending decision mean for me in 30 years?” we ask, “How does
this spending make me feel?” Even those of us who worry about the
future are surprisingly adept at making routine money-spilling spend-
ing decisions without anxiety.

Most of all, if we have spent much of our lives no# spending our fi-
nancial wealth in ways that will meet our future needs, it is perfectly
normal to continue avoiding the subject. Our fear of appearing foolish
is a normal, powerful feeling—one that can prevent changes in spend-
ing behavior.

'The difficulty is that normal behavior can be (and often is) problematic,
as we discovered in Chapter 2. When it comes to financial spending
and spilling, our intuitive, automatic responses—however normal—
will likely result in an inability to adequately meet our needs after
Stop Work Day. So, just as we shifted from Reactive to Reflective
thinking when we learned to drive or navigate a roundabout, so too,
we need to change our spending habits.

At first, this will seem counterintuitive. Rather than spending every-
thing on meeting present needs and wants, we must begin to allocate
some of our spending on things that will likely increase in value, de-
spite their momentary price fluctuations. This may mean forgoing an
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immediate need or want. It is not merely a matter of willpower. It
requires some deliberate, Reflective steps:

A Prescription: Planning Ahead
for Wealth Accumulation

1. Find a no-commission S&P 500 index fund (see Appendix
A) and open an account if you don’t already have one.

2. Set up a monthly or weekly process of making an automat-
ic contribution to the index fund account. (This involves
an automatic payment or transfer from a bank checking
account—like an automatic mortgage payment, tax with-
holding, etc.) This process is also covered in Appendix A.

3. Train yourself not to look at the current price of your index
fund. No matter how easy it may be—through the invest-
ment firm’s app or website or through daily news reports
on the S&P index itself—resist the temptation to check it
daily, weekly, or even monthly. Remember that the price
today is what someone else is willing to pay today, not a
reliable indicator of its long-term value.

4. When you do look at your account—preferably no more
than a few times a year—focus on the total contributions
to date, since this total will only increase over time and
will help you monitor the account’s increased value.

5. Resist the urge to sell any portion of your “future financial
worth” account. This is the act of “tying yourself to the
mast,” as it were, to prevent you from succumbing to the
allure of changing prices and short-term spending needs.
Of course, sometimes there may be an urgent, legitimate
need for the money. But selling off all or portions of your
“future value account” should always be the last resort.

Each of these steps requires the intentional use of slow, deliberate, Re-
flective thinking. You must resist the normal urge to procrastinate on
Steps 1 and 2. And you must especially cultivate the ability to shrug off
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the constant noise about price and short-term volatility—distractions
that tempt you to deviate from Steps 3, 4, and 5.

'This is admittedly a difficult task—just as learning to drive once was.
However, once these habits are established and reinforced by evidence
of financial growth over time, they will become a successful part of
your routine. Instead of being just normal (a recipe for misery), you will
become normal plus. Your spending routine will include less financial
spilling and more long-term spending on things that increase in value.

The Moment of Decision

The shift from Reactive to Reflective thinking involves a relatively
simple equation: What price are we willing to pay for the ability to meet
our needs and wants in the future? The ability to do so has intrinsic val-
ue. Maintaining one’s physical existence—plus a reasonable amount
of non-monetary wealth—is unquestionably a good thing. And even
though we don’t know how long we’ll be around, it’s certainly essen-
tial to have a sufficient amount of monetary wealth when you arrive at

Stop Work Day.

Barring some unlikely windfall, the price for having sufficient mone-
tary wealth at that point involves investing in things that will increase
in value. For some, real estate is one such asset. However, although
real estate generally appreciates in value, it is not easy to convert into
spendable wealth, and is very difficult to dispose of in small segments
or increments. Other assets contained in pension funds, 401(k) plans,
IRAs, and the like—even if they manage to overcome inflation (as
many do not)—are seldom sufficient to meet the owner’s financial
needs over long periods of time. For this reason, it is almost always
necessary to have additional funds designated for future financial
needs.

It is therefore essential to have a sufficient portion of your future fi-
nancial wealth invested in assets that can be converted into spend-
able cash, as needed—afer Stop Work Day. Until then, however, you

should never “raid” or “tinker” with such accounts. As discussed in
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Chapter 8, the temptation to buy and sell within an investment ac-
count almost always results in less value than if it was left alone.

'The most reliable means of assuring adequate future monetary wealth
is surprisingly simple. If a certain amount of money is regularly spent
on assets that are likely to increase in value over the long term—such
as a low-cost S&P index fund—then a multiplier effect occurs. (See
Appendix B.) Depending on the amount of money invested, the time
allowed, and the average rate of return, the likelihood of having ample
monetary wealth after Stop Work Day is extremely high.

Timing Is Important

Although the path to such monetary wealth is clear, it is not the same
for everyone. If you start investing regularly at a young age, then
smaller amounts will result in the probability of a sufficient level of
monetary wealth over time. If you start later, then more must be spent
to achieve comparable results. To see what this means, use the In-
vestorship calculator provided with this book (www.investorship.com/
calculator). For example, a monthly contribution of $300 in a no-com-
mission S&P 500 index fund with an average, long-term growth rate
of 10% will have significantly different results for a 25-year-old than
for someone aged 55:

Starting RESULTS OF $300 MONTHLY CONTRIBUTION BY AGE:
Age (based on S&P 500 index fund calculations, including dividends))
35 45 55 65 75

25 $64,276 $253,099 $772,567 | $2,159,856 | $5,811,785
35 $0 $64.276 | $253099 | $772567 | $2159,856
45 $0 $64,276 $253,099 $772,567
55 $0 $64,276 $253,099
65 $0 $64,276

(Figures not adjusted for inflation.)

Although there is a vast difference between these figures, all is not lost
for those entering the process late. By increasing the amount contrib-
uted, the same multiplier will produce better results. Assuming that
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someone 45 and older is able to contribute $300 per week, the model
changes significantly:

Starting RESULTS OF $300 WEEKLY CONTRIBUTION BY AGE:
Age (based on S&P 500 index fund calculations, including dividends)
45 55 65 75 85
45 $0 $278,532 | $1,096,766 | $3347791 | $9,.359,379
55 $0 $278,532 | $1,096,766 | $3,347,791
65 $0 $278,532 | $1.096,766

(Figures not adjusted for inflation.)

Clearly, if one’s investing process starts later, it’s more likely that Stop
Work Day will have to be postponed—if possible. However, the for-
mula itself is clear, and provides a solid basis for making good Inves-
torship decisions. The earlier one decides to regularly allocate spend-
ing on things that significantly increase in value, the more financial
wealth one will have to meet one’s future needs.

The Marshmallow Factor
and the Lightbulb Moment

In Chapter 6, we used the well-known “marshmallow experiment”
to illustrate how hard it is to defer gratification when faced with an
immediate prospect of something desirable. Like the children in the
experiment, we naturally find it difficult to resist spending money for
an immediate reward. It is hard to wait for a greater future reward—
something that feels less gratifying in the present moment.

No matter what age you are, you allocate a// of your financial wealth.
You spend it on things that either decrease or increase in value. Our
normal tendency is to do the former and ignore or delay the latter.
However, at almost any age, you can change how you allocate your
financial wealth by reducing the spending behavior that constitutes
spilling and choosing instead to spend difterently.

In Jonathan Swift’s satire, Gulliver’s Travels, the minuscule Lillipu-
tians suffered from an absurd level of reactive, short-sighted (pun in-
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tended) thinking. Gulliver, a normal-sized human, epitomized the
ability to see the world in a larger context. This is a useful analogy
when it comes to our approach to spending and wealth. By looking
at them more from Gulliver’s perspective and less from that of the
Lilliputians, we can alter the last part of our story, and have sufficient
financial wealth when Stop Work Day arrives.

In Chapter 3, we related three different stories with similar conclu-
sions. In each case, the person unwittingly spilled enormous sums of
money by spending what seemed to be trivial amounts. In each case,
the loss was not only in the money spent at the time, but also in the
forfeiture of greater financial wealth had the spending been on some-
thing that would, in all probability, dramatically increase over time.

'The people in these stories possess all the normal, cognitive biases
and preconceptions that define our species. If and when they become
aware of the problem of spilling, they are still normal—and prone to
making the same mistakes. Admittedly, it takes time to learn new
habits, and to become less reactive and more reflective in the face of
the financial news of the day—to become normal plus. However, the
fact is that normal people can change their own behavior.

The Lightbulb Moment

Tania Gilman’s unconscious habit of leaving the lights on

was one of many seemingly insignificant spending practices.
Over a 40-year period, the spending of about $47,000 on
lighting unoccupied rooms was actually a forfeiture of over
$283,000—had the money been invested in a no-commission,
index fund with an average, long-term growth rate of 10%.

Of course, the lightbulb issue was only the beginning. Once
Tania and her husband, Jim, added up this and other similar
instances of spilling, the lightbulb went off, so to speak. They
began listing other ways they were spilling—from buying
name brand items (rather than generic ones) to buying lattés
(over getting their own espresso machine). They even figured
out ways to control lighting with a smartphone. It added up.
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Their total unnecessary spilling averaged $11.76 per week—
which meant a forfeiture of about $366,887 over a 40-year
period!

Their “lightbulb moment” led them to act. Despite the nat-
ural tendency to procrastinate or view the stock market with
suspicion, both Tania and Jim approached their respective
employers with a proposal. Using the $11.76 weekly figure
as a benchmark, they convinced their benefits managers to
contribute that amount into an S&P 500 index fund. Even-
tually, they also set up their own auto-pay routines, to make
additional regular payments into the fund.

Knowing that the temptation to withdraw funds would often
occur, they also took steps to curtail their own ability to easi-
ly withdraw from their investment accounts:

® Many investment accounts include the option of checks
or a debit card to access funds more easily. Tania and Jim
declined that offer.

e Ifa bank is involved, such accounts can be accessed online
and viewed alongside one’s regular checking and savings
accounts. They chose not to put their investment accounts
within easy reach of their day-to-day banking activity.

® Nearly all investment accounts include an online, mobile
app. This convenient technology provides instant access
to the fund’s current price, along with tools for making
trades or withdrawing funds. Tania and Jim chose not
to install the app in order to eliminate the temptation to
make changes.

* Another option for such accounts is to receive regular,
electronic statements—along with updates and alerts—via
email. They opted for paper-only statements and no emails.

In other words, they chose to “lash themselves to the mast,”

making it more difficult to succumb to the normal urge to

sell when prices declined in the short term.

Tania and Jim also began to establish another important
habit. Rather than reviewing their fund’s price on a daily or
weekly basis, they would look at the numbers only every 3—6
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months. The most important number in the report was the
total they had contributed—which would always increase. If
a genuine financial emergency arose, or they needed to fund
an important life event like their children’s education, they
treated the possibility of selling fund assets as the extreme
last resort.

Over time, Tania and Jim learned to shrug more when stock
prices changed, and instead focused on other, more import-
ant things. Having made a viable plan for their future finan-
cial wealth, they were better able to acquire and enjoy more
non-financial wealth.

Becoming normal plus involves a conscious awareness of all the factors
described in this book, including a firm grasp of reactive versus re-
flective thinking, and the nature of spending, wealth, and risk. It also
involves the knowledge that individual investors following their own
impulses almost always fare worse than the market as a whole. Above
all, it involves an understanding that price and value are generally not
the same thing.

With such knowledge, a person can become normal plus by taking
steps that at first feel counterintuitive but ultimately provide a sasisfac-
tion that ordinary, normal spending behavior cannot.

In order to avoid the long-term misery that normal, Reactive spending
behavior will eventually produce, we have the opportunity to modify
that behavior. Resisting the urge to “take the marshmallow” is difhi-
cult, especially in this era of instant information. However, once we
have that lightbulb moment—the realization that our spending is ac-
tually spilling—we have the opportunity to become normal plus—able
to shrug more, appreciate the difference between price and value, and
derive ever greater satisfaction from our long-term spending habits.

In the next chapters, we'll take a look at the path forward. To be
less reactive and more reflective when it comes to spending and in-
vestment—to become normal plus—we need to ask ourselves the right
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questions. At first, this will not seem natural. However, with practice,
asking these questions will help us pause, shrug off the constant bar-
rage of financial news, and attain the calmer, long-term perspective
that will ensure our future financial wealth.

Asking Questions

Before moving on to Chapter 10, ask yourself the following
question on the subject of planning your future wealth:

Approximately how much monetary wealth will you possess
when you no longer receive a paycheck for your labor?
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People always wondered why Seymour was so wealthy
when he always looked at things so differently.
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Chapter 10

Now It’s Your Move!

“You miss 100% of the shots you don’t take.”
—Wayne Gretzky

‘Throughout this book, we have emphasized the need to do things dif-
terently from what normal people do. In matters of spending and in-
vestment—indeed, in all of life—we must become what I call normal
plus. 'The most important question, then, is “How do I get there?”

When it comes to spending strategy, normal plus (Investorship) behav-
ior has two main components. They involve:

Increasing the amount of money allocated to appreciating as-
sets. 'This may seem obvious, but in reality, it takes practice and pa-
tience. Even when you have a “lightbulb moment” (like Tania Gilman’s
realization in Chapter 3 that leaving lights on represents a potential
six-figure wealth forfeiture over 40 years), changing your spending
habits is not easy or automatic. The realization that you will require
sufficient wealth to meet your needs affer you stop working has to
be accompanied by action. Only by taking deliberate spending steps
today—as outlined in Chapter 6—and “lashing yourself to the mast,”
as it were, will you begin making normal plus, Investorship habits a
permanent part of your life.

Strengthening your tolerance for asset price volatility and its
associated perceived (typically misperceived) risk. The S&P 500
index experiences an average change of 25% from its yearly high to
its yearly low, which is alarming if you have a short-term outlook and
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are confused about price and value. Reacting in the moment to this
precipitous change, while perfectly normal, almost always results in
buying and selling volatile assets at precisely the wrong time. As we
discussed in Chapter 8, this is the reason why individual investors’
financial returns almost always tend to be lower than the investments
themselves (particularly index funds) over the long term.

The Financial Advisor’s Role

An important part of becoming normal plus may, and often does, in-
volve finding the right advice. It’s true that, like us, professional finan-
cial advisors can be reactive rather than reflective. They can be subject
to the same cognitive errors about spending and wealth as other peo-
ple. However, this book is by no means an indictment of the profes-
sion. There are sound advisors and sound advice to be found—provid-
ed the professional you engage has a fiduciary responsibility to act in
your best interests financially. What is a fiduciary-financial advisor? It
is a person or firm that is legally compelled to do on/y what is in your
financial best interest. It is not sufficient that they recommend things
that are suitable for you. By law, they are only permitted to recom-
mend courses of action where your financial interests are paramount.

A principle task of a true fiduciary-financial advisor is to help clients
achieve a level of financial wealth that exceeds that of normal inves-
tors. To do so, such advisors must have a command of what consti-
tutes long-term value—regardless of short-term price fluctuations.
‘They must be able to increase their clients’ tolerance for volatility and
correct their clients’ mis-perception that such volatility is not neces-
sarily synonymous with risk. Such tolerance for volatility must rise to
the point where clients can maintain a level of appreciable assets that
enable them to achieve their targeted financial goals. In addition, a fi-
duciary-financial advisor must reassure and encourage clients to fund
their future wealth accounts with additional money needed to assure
attainment of their financial goals.
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In short, a good fiduciary-financial advisor can play a major role in
helping you avoid the perils of normal, reactive thinking and become
normal plus when it comes to spending and investing.

Moving from Normal to Normal PLUS

With that in mind, let’s review the chapters and ask some practical
questions that will help you identify your present beliefs and behavior
and steer you toward becoming normal plus.

Changing Habits

In Chapter 2, The Problem with Normal, we discussed what it means
to be a normal human being:

*  We use automatic, Reactive (System 1) thinking to pilot through ev-
eryday situations efficiently—often without much conscious thought.
But this instinct can often lead to poor results.

e System 1 thinking also involves personal biases. These biases can
sometimes result in cognitive errors, leading us to make decisions
with less than ideal outcomes.

*  We are often resistant to changing our familiar patterns.

* But change is quite possible if we learn to use Reflective (System 2)
thinking to address new circumstances. Doing so requires conscious
effort, but eventually we can acquire new habits that better serve the
need.

QUESTION:

What is an activity I do every day without thinking much about it or re-
membering the details afterwards? (I's OK to list more than one activ-

ity.)
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QUESTION:

What is a personal bias or preference I have for one thing over another?
How may some personal biases or preferences I hold influence my financial

behavior?

QUESTION:

What normal action—even an innocuous one—bhas recently led me to a
result that was different from the one I expected? Did it have a financial

consequence?

QUESTION:

When I found myself doing something automatically that had poor results,
how did I stop doing that particular thing and start doing otherwise? How
can I apply what I learned to my investment habits?

Moving Towards Less Spilling

In Chapter 3, we explained the difference between spending and spill-
ing our wealth:

*  Spending is a choice, a decision to give something of value in ex-
change for something else of value. We spend in order to meet a need
or satisfy a want or desire.

*  Spending involves more than just money. It also involves time, en-
ergy, and effort. It also includes intangible but very real things such
as reputation and trust.
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*  When we fail to weigh the full value—including the future value—
of the thing received in exchange for our spending, we tend to spend
far more than we need on things that decrease in value and less on
things that increase in value. This results in a forfeiture of enormous
future financial wealth—a phenomenon we call spilling.

e The results of spilling can be calculated, but because we tend to
trust our normal, intuitive feelings about spending, our normal, Re-
active biases often lead us to spill more than we should.

« If spilling prevents us from satisfactorily meeting our future needs
and wants, then we must acquire the habit of pausing, reflecting, and
adopting a deliberate strategy to minimize spilling and spend more
on things that increase in value.

QUESTION:

In what spending activities am I most inclined to spill? (Use the Spilling
Journal on page 39 to figure it out.)

QUESTION:

What can I do to prevent spilling? (From your Spilling Journal, think
about the lower-cost alternatives and how they meet your real needs.)
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Moving from Shallow Wealth to Deep Reward

As discussed in Chapter 3, wealth and reward are concepts we tend to

view positively, but without understanding them fully.

Financial wealth is ultimately a reward for one’s labors and invest-
ments, and an assurance that both present and future needs can be

met.

Money is a means of doing this, but money is not the sole compo-
nent of wealth. Our core values—our store of non-monetary capi-
tal—dictate that we broaden our notion of wealth to include intan-
gible, sometime unglamorous goals that meet our own needs as well
as those of others.

A shallow notion of wealth—the possession of highly-visible, sta-
tus-oriented objects that decline in value—must be replaced by a
new spending model that includes a larger proportion of assets that
increase in value. These are typically inconspicuous.

In today’s consumer culture, this basic concept seems strange. But
in order to spend your way to wealth, you must be able to apply the
same practices involved in making fine wine: sound principles, the
right ingredients, and time.

QUESTION:

What are three examples of monetary wealth you currently possess?

QUESTION:
What are three examples of NON-monetary wealth you currently possess?
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QUESTION:

What amount of monetary wealth would be sufficient to meet your basic
needs in the present? (An exact figure is not required.) Will that amount

remain the same in the future?

QUESTION:

What amount of non-monetary wealth (experiences, relationships, etc.) do
you need in order to lead a satisfactory life? How much of this non-monetary
wealth requires the expenditure of monetary wealth?

Moving from Fear of Risk to Becoming a Probabilist

In Chapter 7, Demystifying Risk, we discussed the fear of doing some-

thing unfamiliar and of making mistakes in the process.

*  Apprehension is normal and natural when attempting anything
new. The probability of mistakes is also higher, which is why insur-
ance rates are higher for young drivers and student pilots than for
experienced drivers and qualified airline pilots.

. However, once the action is mastered, the anxiety decreases—as
does the likelihood of mishaps. The risk falls to the level where we

feel confident in doing an activity as a matter of routine.

*  Asflying or driving for the first time is discomforting, so too are
our first investing decisions. However, our aversion to making invest-
ment choices can also be managed with conscious, Reflective effort.
The real risk stems from failing to take a risk at all.

e Although people experience greater regret for things done badly
than for good things neglected, the probability of bad outcomes is
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much greater for the latter. The consequence of failing to spend on
things that appreciate in value will jeopardize our future ability to
meet our needs—and the needs of others.

QUESTION:

What everyday actions do I perform that involve some risk—however
small?

QUESTION:

When I first did something new, and even potentially dangerous, how
afraid did I feel? Did those feelings lessen over time?

QUESTION:

Hawve I ever refused to try something because 1 feared a bad outcome?

QUESTION:

How did I overcome my fears when I had to try something new or unfamil-
iar? How can I apply what I learned to my investment behavior?
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Moving from Investor Behavior to Investment Behavior

In Chapter 8, Investor Behavior Versus Investment Behavior, we de-

scribed the negative results of typical investor behavior and the posi-

tive outcomes of investment behavior:

Despite frequent, short-term declines, the average growth of the
general economy has been positive over time.

Individual companies have failed on occasion—as they will con-
tinue to do. However, other companies—those that efficiently meet
human needs with their products and services—will grow, replacing
those that fail to do so. Collectively, such growth will financially
benefit the respective business owners (shareholders) over the long
term.

Despite this consistently upward trend, individual investors nearly
all buy and sell stocks to their own disadvantage. Individual investor
performance, with few exceptions, is lower than the market average.
Those who refrain from short-term trading in response to price fluc-
tuations and instead remain invested in appreciable assets over the
long term tend to do far better.

The urge to buy and sell over short periods of time is a normal re-
sponse, albeit a self-defeating one. Seeing a sudden rise or fall in the
price of a stock, or of an index fund, can produce a predictable reac-
tion—one that will almost always be wrong in some way. A reflective,
deliberate response, refraining from sudden action, and considering
the long-term likelihood of success, is the hallmark of a normal plus
investor, and will produce far better results.

QUESTION:
What is your first thought or feeling when you see a double-digit or tri-

ple-digit change in a stock market index? (Answer the question whether

you own stock or not.)
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QUESTION:

Assume that you need to fund an important life event and must sell some
stock to do so. If you own stock in two companies—one performing well and
the other less so—which one would you sell?

QUESTION:

How many sources 0f information about markets and stock prices do you

read, watch, or listen fo every day?

QUESTION:

How could you limit or ignore your exposure to daily or hourly market news?

Moving Our Focus from Price to Value

In Chapter 5, we defined and discussed the often-confused terms, price
and value.

*  Value is the usefulness or desirability of a product, service, or enti-
ty. It can be functional—offering some practical use over a known
period of time. It can be social—providing greater status or better
connection with others. It can also be psychological—providing per-
sonal satisfaction, fond memories, or other emotional benefits. But
because individuals and circumstances are so varied, value is difficult
to quantify.

*  When someone perceives—subjectively—that something has val-
ue, then that object or service has worth to that person. This varies
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widely, but the worth of a product or service to each individual will
dictate what he or she is willing to give in exchange for it. Depending
on the available supply (and the seller’s perception of what it’s worth
to give it up), the resulting consensus has a dollar figure—the price.

e When it comes to companies—or portions of companies represent-
ed by shares of stock—the same principles apply. The price of a stock
is what a buyer is willing to pay, and a seller is willing to accept. The
value of the company over a short time period is usually relatively
stable, but the price of its stock will most likely vary from day to
day—or moment to moment—based solely on the perceptions (often
mis-perceptions) of buyers and sellers.

* 'The long-term change in a company’s worth will ultimately affect
the price people are willing to pay, but the rapidly changing price is
seldom an accurate indicator of its value.

QUESTION:

If you owned a house, valued for tax purposes at $300,000, and had no
Pplans to move, what would you say to a person knocking at your door offer-
ing to buy it for $250,0002 What if they offered $350,0002

QUESTION:

What price would you be willing to pay for full, legal ownership of one acre
of land in a swamp? What questions would you ask before offering that
price?
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QUESTION:

If you owned an index fund of multiple stocks priced at approximately
820,000, and the price rose or fell by 15% in one week, what would its price
likely be in 30 years?

Moving from Instant Gratification to Long-Term Security

In Chapter 7, Counting on Your Wealth, we covered the need for fi-
nancial security after that inevitable point in time when you will no
longer have a source of labor-derived income.

The timing of “Stop Work Day” is different for every individual.
But whenever it happens, your actual needs and wants will still be
there. In fact, the costs of satisfying those needs and wants are very
likely to have increased.

If you do not have sufficient monetary wealth to meet the costs of
satisfying those needs, you will face a most unfortunate and highly
undesirable existence.

In order to avoid the long-term consequences that normal spending
(spilling) behavior will eventually cause, we must seize the opportu-
nity to modify our behavior.

Once we realize that much of our spending is actually spilling, we
have taken the first step in becoming normal plus. We will have mas-
tered the art of shrugging off unnecessary and emotion-jarring noise
and focus instead on recognizing the difference between price and
value. In so doing, we will derive ever greater satisfaction from our
long-term spending habits and our ensuing financial wealth.
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QUESTION:

What percentage of your current spending is on assets that appreciate in
value?

QUESTION:

Approximately how much monetary wealth will you possess when you no
longer receive a paycheck for your labor?

QUESTION:

Will that amount be sufficient to meet your needs to your satisfaction?

QUESTION:

What spending activities can you do differently—starting now—to change
the amount of monetary wealth you have at Stop Work Day?

Conclusions

'This book deals with spending in its broadest possible sense, including
the many ways we unconsciously spi// money. When we spend too
much on things that decrease in value and spend too little or noth-
ing on things that increase in value, we forfeit huge potential finan-
cial wealth and jeopardize our ability to thrive in the future. We spill
when we think only in the immediate present rather than consider the
bigger picture—because we are normal.
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'The purpose of this book has been to inform and enlighten the reader
about our normal human behavioral tendencies that prevent us from
realizing the benefits of an Investorship spending philosophy. The
goal was to inspire the reader to become financially normal plus. When
executed properly and consistently, this spending philosophy assures
the attainment not only of financial wealth but also of all the other
important non-financial wealths that make living worthwhile. This
includes a wealth of experiences, relationships, and satisfaction be-
yond mere physical comforts. In other words, by living this spending
philosophy, one can achieve a great measure of inner contentment and
enduring happiness through an abundance of wealths.

By becoming a normal plus individual, you will find yourself in the
company of many of our country’s most distinguished and successful
financial decision makers, including Warren Buffet, Bill Gates, Sam
and Alice Walton, and many others. Also, remember that wealth is
not always dollar-denominated, as with Mother Teresa (a wealth of
compassion and generosity), the Dalai Lama (a wealth of compassion
and dedication), and Mahatma Gandhi (a wealth of vision).

Investorship spending will result in satisfaction and happiness—a
happiness that extends to all of the important people in our lives. By
asking ourselves the right questions and adopting the right mindset
and its behavioral steps, we can achieve the goal of spending our way
to wealth.
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The Final Chapter

Spending can be the cause of wealth.
Spending can be the cause of

wealth forfeiture—and regret.

It's your choice.
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Epilogue

The Last Word

Now that you've finished the book—what’s next? I've dropped some
clues along the way, but this is the perfect time to start putting these
concepts into action.

On Page 39 (“My Spilling Journal”), I asked you to estimate the total
amount of money you spill each month. You can either track the actu-
al amounts or use a common-sense rule of thumb, such as 5% of your
total spending. Whatever the figure, write it down here:

$ SPILLED PER MONTH

'Then go to the Calculator at www.investorship.com/calculator and

type in the above figure, set the frequency to Monthly, press Calculate
and write down the results here:

$ IN 10 YEARS
$ IN 20 YEARS
$ IN 30 YEARS
$ IN 40 YEARS
$ IN 50 YEARS

Now, before you put down the book, be sure to do two more things:

* Open an account with any of the firms that offer low-cost S&P 500
index funds. (Four of them are listed in Appendix A, but there are
others. Another option, also described in Appendix A, is the Target
Date fund.)
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* Opening an account is a simple first step, but you need not start
allocating money just yet. Instead, set yourself a reminder on your
phone to do so. Your normal response will be to procrastinate on this,
so set the reminder for 10 days from now—at a time of day where
you’ll be able to act.

OK. You can put the book down now—after bookmarking this page.
But after you do that, spend some time thinking about what you've
read. Some quality reflection time will help you mentally prepare for
the next step.

When your reminder sounds, don’t ignore it.

Instead, log in to your account and set up an automatic, monthly pay-
ment from your regular checking or savings account. For the amount,
just use the number written above. You can always increase it later
on. Also, be sure to specify that any earnings or dividends from the
account be automatically added back to the account itself. Also, some
accounts include a separate “cash” account. Be sure to set up an auto-
matic transfer (buy order) from that account to your index fund.

If you follow these steps, you have begun spending your way to wealth.
There’s little else you need to do! However, some important precau-
tions should be noted here:

* Wherever possible, turn off any electronic status reports or alarms
the investment firm may offer. That includes emails, mobile alerts,
and the like. Rather than installing the firm’s mobile app, let all your
account information come to you the old-fashioned way—by mail.
As we discussed in Chapter 8 (“Investment Behavior Versus Investor
Behavior”), reacting to immediate fluctuations all but guarantees a
poorer financial outcome.

* When the automatic payment to your index fund posts, don’t panic.
What seems like a loss of funds in the short term is actually an enor-
mous probable gain in the long term. If you need some emotional
support, enter your monthly contribution amount in the Investor-
ship Calculator (Appendix B) and look at the projected outcome.
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* Speaking of the calculator, create a shortcut to it on your mobile
device.

* On occasion, perhaps two or three times a year, it is wise to look at
your investment account—not for the short-term fluctuations but to
track the increasing total. This is usually a good time to consider
increasing your monthly contribution.

* It’s also a good idea to work with a financial professional who shares
your views on long-term financial strategy. If he or she is a true fidu-
ciary, their mandate is to advise according to your long-term interests.
Such a professional will also serve to calm your fears and resist the
temptation to “do something now.”

I trust this book has opened up a new appreciation for how normal
you really are and provided a pathway to becoming normal plus in mat-
ters of spending and wealth. If you can apply the principles of slow-
ing down and reflecting on outcomes rather than reacting to short-
term stimulus, then I am confident you will be on your way to greater
wealth and satisfaction.

Please feel free to share your experiences with me. I am always en-
couraged when I see the light bulb moment—and even more encour-
aged when that leads to long-term success.
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Appendix A

The Investorship Checklist

According to Investopedia, index funds are portfolios of stocks or
bonds designed to mimic the composition and performance of a fi-
nancial market index. They are based on the idea that in the long term,
the market will outperform any single investment. Index funds do not
require much in the way of active, day-to-day management and so
have fewer expenses and fees.

‘Throughout this book, we have discussed the long-term growth poten-
tial of S&P 500 index funds. These are professionally managed invest-
ment funds that pool money from many investors to purchase stocks
from among the approximately 500 major U.S. companies selected by
Standard & Poor—a rating services company owned by Moody’s Inc.
'This Appendix will outline the basic steps involved in setting up and
using these index funds—if you choose to do so on your own. It will
also help you ask the right questions if you work with a professional
financial advisor on such matters.

Investing in an S&P index fund

diversifies a person’s holdings The CheckRlist
among shares of major Ameri- [J Selecta Fund

can companies. The fund price ~[J Open an Account

changes daily as does the S&P  [J Set Up a Regular, Auto-
Index that it mirrors. As such, matic Contribution

the holder of the fund can ex- [J°Lash Yourselfto the Mast’
pect the price to fluctuate by up

to 25% from its yearly high to its
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yearly low. However, over the past 50+ years, its yearly returns have
averaged about 10%, including dividends.

'The perceived risk in owning such a fund is stock market volatility in
general. This is due to the normal human tendency to react to day-
to-day price changes—based on people’s daily differences of opinion
regarding the company’s value. Over time, however, these differences
of opinion regarding the company’s value will be replaced by updated
majority opinions of the company’s actual value. Despite the inevi-
table, short-term price fluctuations, major American companies have
proven themselves to be sound investments over the long term.

Select a Fund

While many index funds select stocks from companies included in the
S&P 500 index, not all index funds are the same! Some impose large
fees that burden its performance. In theory, however, such excess fees
are not necessary since the actual cost to mimic the actual S&P 500
index is minimal. A company’s inclusion in the S&P 500 index is not
based on complex calculations of potential business value but on the
company’s size.

The funds shown below are available without commissions and have
very low yearly charges of around .01% or about ten cents for every
$1000 invested. In alphabetical order, with no implied endorsement,
and with no implication that they are the only such funds, they are:

* Fidelity 500 Index Fund (FXAIX)

e Schwab S&P 500 Index Fund (SWPPX)

* T. Rowe Price Equity Index 500 Fund (PREIX)

* Vanguard 500 Index Fund Investor Shares (VFINX)

When looking at these index funds—on your own or with assistance—
it is important to confirm that there are no commissions, and that the
yearly charges are in fact low.
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Each company has its own website, of course, but it’s easy to be dis-
tracted by options and detailed descriptions. By searching for the spe-
cific fund’s five-letter code, you can more easily get to the right page.

An Alternative
'This book extols the virtues of owning an S&P 500 index fund. How-

ever, such a fund need not be the only option. An equally simple solu-
tion, by itself or in addition to an S&P 500 index fund, is the Target
Date fund, advocated by noted financial professionals such as Paul
Merriman. Such funds are also comprised of multiple companies and
the fund is regularly contributed to over time. However, the mix of
companies shifts to become more conservative at a predetermined
point in time—usually at retirement. Like an S&P 500 index fund, a
Target Date fund does not require regular buying and selling of indi-
vidual stocks, which usually produces poorer results.

Open an Account

If you don’t already have an account at an investment firm offering an
S&P 500 index fund and/or a Target Date fund, opening one is usu-
ally straightforward—often similar to opening a bank or credit card
account. It can be done in person (if the fund’s managing company
has an office in your area) or over the phone. Of course, it can also be

done online.

To ensure your privacy, and because financial services is a highly-reg-
ulated industry, the information forms are very detailed, and various
identity confirmations will be required. As with other, sensitive fi-
nancial matters, your online login and password information should
be created and recorded with extreme care. If a spouse or significant
other is to be named on the account, then they too must submit and
verify their information.

While setting up the account, there are several gptions to consider:

1. Most companies offering S&P index funds also offer a vast array of
other investment alternatives—none of which are within the scope
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of this book’s endorsement of an S&P 500 index fund. These other
investment alternatives provide the option to initiate stock trades
within the account. As we discussed in Chapter 5, the ability to buy
and sell individual stocks within an account often result in poorer
performance than if the investment had been left alone in an S&P
500 index fund. Therefore, it the book’s premise that you are well
counseled to decline these options.

. If an S&P 500 Index fund has a dividend and other income re-
invested in share of the same fund, it’s usually wise to have these
funds automatically deposited back to the fund itself. This should
also apply to any contributions you make. Incoming funds of any
kind should never go to the equivalent of a checking account; they
should automatically go into your actual S&P 500 index fund.

. Most firms offering S&P 500 Index funds also provide banking
services, including checks and even debit cards to allow for easy
access to the money. It can be tempting but, since the main tenet of
the Investorship philosophy is to spend towards long-term growth,
declining those liquidity options is probably best.

. Most investment firms offer multiple ways of reporting your cur-
rent account status—from paper statements to email notifications,
text messages, and mobile alerts. As we discussed in the book, it
is normal and instinctive to read and study each such report thor-
oughly and carefully. However, one of the key tenets of the Inves-
torship philosophy is to not be distracted or alarmed by excessive
levels of noise that tempt us to take sudden action when the wiser
course is to pause and reflect. So, in many cases, it is often wiser to
“just say no” to electronic communication and stick with occasional
(quarterly or yearly) paper reports.

Set Up a Regular, Automatic Contribution

Once an account is established, you can contribute to it whenever you
wish, by sending a check or making one-time or periodic transfers
into the account. However, as normal human beings, we tend to pro-
crastinate with such tasks—especially it they’re new to us. To combat
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this, it’s a good idea to set up a regular, automatic payment to your

S&P 500 index fund account.

'This is usually a simple step—done one time—within your new ac-
count. Under Contributions on the firm’s website, you identify your
regular bank account (by routing number and account number), spec-
ity the amount and day of the month you want the payment to occur,
and click “submit.” Once your bank has been verified by the fund,
contributions will be made automatically, until you change the sched-
ule. This can be an important step in the process of assuring that you
spend your way to wealth.

When selecting the amount to contribute, be sure to explore the Inves-
torship Calculator described in Appendix B. By entering an amount
and a frequency interval, you'll be able to see what that contribution
will likely be worth in the future—>5 to 50 years from now. This is an
excellent way to remind yourself of the long-term, highly probable
wealth buildup that will result from each addition to your S&P 500
index fund. You can always change the amount of the regular contri-
bution—preferably upwards—but for the initial setup it’s always en-
couraging to see the future potential.

There are two warnings when it comes to setting up a regular, auto-

matic contribution:

1. Procrastination is a powerful force. Spending your way to wealth is
not customary for most people, so the temptation to put it oft will
be strong. Don’t give in to that temptation.

2. When the first few automatic payments occur, the urge to react will
be strong. Seeing your bank account balance decline can be discon-
certing. But remember: a decrease in your bank accounts balance
is offset by a corresponding increase in your fund’s holdings. The
solution, therefore, is to pause, reflect, and consider the future value
of that regular contribution.
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“Lash Yourself to the Mast”

In Chapter 4, we used the ancient Greek hero Ulysses as a metaphor
for resisting temptation. Not wanting to wreck his ship by heeding the
seductive call of the Sirens, Ulysses had his crew members put wax
in their ears after they tied him to the mast. Hence, they wouldn’t be
able to hear the Sirens’ song and he himself was incapable of turning
the rudder and striking the rocks that would destroy his ship.

When it comes to owning an investment-brokerage account, the temp-
tations to buy and sell reactively are many and frequent. In addition
to cable news reports and financial mobile apps, your own S&P 500
index fund account probably comes with a convenient mobile app for
your smartphone. In addition to the flood of daily stock market news,
the app also gives you the power to log in and view your fund’s cur-
rent price from almost anywhere—at any time. When combined with
regular emails and texts, all this financial input collectively amounts
to noise. It is a formidable chorus of Sirens, tempting you to act imme-
diately. Recognize that it is unworthy of being called news and refer to
it more accurately as noise. Disregard it!

As we've discussed throughout the book, our normal, Reactive hab-
its are often aggravated by this kind of noise—making it difficult to
pause, reflect, and generally apply our normal plus, Reflective reason-
ing. So, in addition to limiting our investment status to occasional
printed reports (see account options, above) it may also be wise to
limit, or even uninstall, the mobile app that came with your account.

'This does not mean ignoring your account completely. Being able to
see your contributions accumulate and grow is one of the great incen-
tives to continued Investorship philosophy habits. However, instant
access to the “breaking news” of every ebb and flow will usually make
it more likely that we’ll succumb to temptation.
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Throughout this book, we have emphasized the potential multiplier ef-
fect of spending on things that increase in value—specifically low-cost
index funds with a predictable, long-term growth rate. To give you a
simple way of visualizing that effect, we created an online calculator:

investorship.com/calculator

We recommend that, once you access the calculator, you bookmark it
for easy access. Here’s what you’'ll see:

] H l: Select Inflation S&F 500 index fund

INVESTORSHIP &2 e
CALCULATORS® -

iestimates) (based on past experiente)

1553.308 §4,197,400 920,854
£429,559 52,566,901 676,443
$329.370 §1,599 896 $491,133
§248,603 $939,280 $351.279

§183,812 $557,966 §248,308

$132n $324 663 $168,035

3 20 91,182 $182,794 §$110,134
B 5 $58,990 $97.287 567724
§33.924 $46,422 $37.047
$14.631 $16,760 $15.210

50
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To calculate the multiplier effect, choose a category of spending (op-
tional), enter an initial amount, and an alternate investment yield (also
optional). Then choose the spending
frequency—daily, weekly, monthly,
yearly, or one time, and click “calcu-
late.” The calculator will display the
totals accrued over certain periods of

time, from 5 through 50 years, if

that amount were spent differently.

-@ .ll-i'- The first column is simply the result
=l

l." ool of doing nothing, assuming the

Click or scan this QR Code with amount of the contribution was ad-
your smartphone or tablet to justed for inflation. The third col-
access the calculator.

umn is the result of making the
same contribution in a “safe” investment, such as a U.S. Treasury note
or bond. However, the second column reflects the likely outcome from
a low-cost index fund with an average growth rate of 10%, including
dividends. As you can see, the long-term results of seemingly small

contributions are remarkable.

As with any such calculation, this shows the likely potential result,
and is not a guaranteed future outcome. However, while an S&P in-
dex fund may fluctuate by as much as 25% in a given year, the historic,
long-term growth rate of such funds makes the projected outcome
extremely likely. Also, as noted in Appendix A, spending money in a
long-term index fund is not an all-or-nothing proposition. Money that
you know you must access in the very near future (two years or less)
should probably not be invested in a stock fund.

'The purpose of this calculator is to provide a reality check when we
are making a seemingly routine spending decision. Our Reactive (Sys-
tem 1) habits may lead us to feel that paying more than we need to for
something we want has little consequence. Our unconscious, momen-
tary response is perfectly normal, but also incorrect. With the help of
the calculator, we can engage our Reflective (System 2) abilities, objec-
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tively knowing the potential long-term forfeiture that such “spilling”
entails.

As a practical example, let’s assume that a person in their 20s is earn-
ing a modest weekly paycheck of $1,000 after taxes. If 3% of that
amount is being “spilled” (paying more than is necessary to meet the
need or want), then they could instead allocate $30 per week to a low-
cost, S&P 500 index fund. By retirement age, the likely end results

are impressive:

Comparative projected results of a $30 weekly allocation:

S&P 500 Index Fund

Inflation Including Dividends

3% 10%
50 $331,985 $2,518,440
45 $257735 $1,540,140
40 $197622 $935,937
35 $149162 $563,573
30 $110,287 $334,779
25 $79,278 $194,797
20 $54,709 $109,676
15 $35.394 $58,372
10 $20,354 $27,853
5 $8,778 $10,056
o $0 $0

Source: investorship.com/calculator. These estimates represent highly probable results,
based on past experience and likely future outcomes, but are not guaranteed.

Of course, the weekly allocation amount can—and should—be in-
creased as their earnings increase. The best way to see the potential,
long-term benefit is to use the calculator yourself.
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'The same formulas apply to monthly, yearly, or one-time contributions.
For example, if a professional in their 30s set up an automatic contri-
bution of $300 per month, the likely results would also be impressive:

Comparative projected results of a $300 monthly allocation:

S&P 500 Index Fund

Years Inflation Including Dividends
3% 10%
50 $766,119 $5,811,785
45 $594,775 $3,554,171
40 $456,051 $2,159,856
35 $344,220 $1,300,555
30 $254,509 $772,567
25 $182,951 $449,533
20 $126,252 $253,099
15 $81,679 $134,705
10 $46,971 $64,276
5 $20,259 $23,206
o $0 $0

Source: investorship.com/calculator. These estimates represent highly probable results,
based on past experience and likely future outcomes, but are not guaranteed.

Using the Investorship Calculator is not a panacea. You actually have
to make the decision to allocate your spending accordingly. As dis-
cussed in the book, our normal, Reactive biases are not easy to change.
However, by making—and sticking to—a decision to spill less and
spend in a normal plus manner, the opportunity to spend your way to
wealth can be realized.
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Online-Resources

'The Investorship Calculator is only one part of the website supporting
the readers of this book. Following publication, the site will host ad-
ditional content—including blogs, videos, and other conversations—

designed to help the reader explore new ways to address spending and
wealth in their daily lives.

It is not impossible to predict exactly what sorts of “active content”
will be available to support the book. Our plan, however, is to include:

Videos by those known for following the principles identified in this
book, including Warren Buffett

* Helpful blogs, vlogs, and podcasts

Articles that will help you expand your normal plus behavior when it
comes to spending

Opportunities to engage with the author—and each other—on so-
cial media platforms

We hope you will find these additional materials helpful in your ongo-
ing Investorship journey.
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The Forward-Looking
Rearview Mirror

‘Throughout this book, we have stressed how actions in the present will

have dramatic but too often unanticipated and adverse effects on fu-

ture well-being. To ensure our satisfaction in the future, we need to

make different decisions now. However, in practice, this is easier said

than done.

As normal human beings, it’s all too easy to focus on the present and

ignore or disregard the future. After all, the present is where we ac-

tually exist and make choices. Our normal, Reactive (System 1) na-

ture is involved in the majority of
those decisions. To conserve effort,
we are naturally resistant to exercis-
ing our conscious, Reflective (Sys-
tem 2) abilities unless we think it
is absolutely necessary. When the
tuture consequences are unclear, we
are less likely to consider them. So,
when it comes to actions involving
spending, we recommend using a
technique called the Forward-Look-

ing Rearview Mirror.
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Aproximate Rear-View Mirror (RVM)

historic prices.

50 Years Ago 25 Years Ago

Average Home

$23,900 $130,000 ﬁh\

Average Car

$2,500 $12,800
M i

Groceries (household)

:.e_

$1,170 $2,591 ".'
Big Mac®
$0.65 $1.85 Q

P
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Forward-Looking RVM

$331,000

(approximate
median price today)

$37,577

(approximate
median price today)

$4,363

(approximate average
annual spending today)

$3.99

(approximate
price today)

In 25 Years (est)

Estimated
Prices (at the
same rate of
increase.)

In 50 Years (est)

$842777 $4,584142

$110,315

$7,347

$8.61
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Briefly, this means that by seeing things that have consistently oc-
curred in the past, we can more clearly see what may likely occur in
the future. The best example of this mirror technique involves inflation.

Without diving into the many theories used to explain monetary infla-
tion, we can all agree that, in general, the price of things have nearly
always risen over time. However, mere numbers don’t always provide
a vivid picture of the past, much less the future.

So, as an example, consider the median price of a home today, which
is $331,000. In 1970 (50 years ago), the same median price home was
$23,900, and in 1995 (25 years ago), it was $130,000. Taking those
same percentage increases, and applying them forward, in 25 years
from now, the median home price will be $842,000 and 50 years from
now $4,584,000.

As a visual comparison for these numbers, and those of other common
expenses, we have created a table on pages 164 and 165. To many, these
numbers are alarming—as they should be.

To be sure, our income may keep pace with inflation—or it may not.
In either case, sooner or later, that income will cease, as we discussed
in Chapter 8. On “Stop Work Day,” you will no longer receive income
in exchange for your work, and so must find other financial means of
meeting your needs.

The Mirror and Investments

Now, apply the Forward-Looking Rearview Mirror concept to invest-
ing. Although “past behavior is no guarantee of future performance,”
as the saying goes, it is still helpful to know what happened histori-
cally in order to understand the wisest actions going forward. Take for
example the historic returns on what many people consider to be “safe”
investments, such as U.S. Government securities. According to Mac-
rotrends, the yield on 10-year U.S. Treasury bonds is relatively stable,
although lower than it was 50 and 25 years ago.
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Average Annual Yield, 10-Year U.S. Treasury Bond
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Conversely, the annual return rate of the S&P 500 Index has varied
widely year-to-year over the same period of time—also according to
Macrotrends.
Annual Return, S&P 500 Index (without dividends)
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It’s important not to be Reactive when looking back at these two, his-
toric indicators, but instead use our Reflective abilities. The steady
pace of the “safer” investment fee/s more sensible than the erratic an-
nual returns of the S&P Index. However, in reality, the latter was a
far better choice. The average return of the S&P 500 has resulted in a
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consistent increase in price over the same time period—despite occa-
sional, short-term declines:

Price, S&P 500 Index
5,000
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Now, with an accurate picture in the “Rearview Mirror,” apply those
averages to your long-term future investments, using the Investorship
Calculator:

The Future Value of $100, Invested Monthly

In5 IN10 In15 In20 In25 In30 1In35 1In40 In45 In50

Years Years Years Years Years Years Years Years Years Years
$2,000,000

$1,750,000
$1,500,000
$1,250,000
$1,000,000
$750,000
$500,000

$250,000

$0
10-Year Treasury Bonds (at 4%) e S&P 500 Index Fund (at 10%, including dividends)

A modest investment of $100 per month will likely fare far better in
the long term with a low-cost S&P 500 index fund than it would with
the “safer” alternative—even with a generous bond yield of 4%. Of
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course, this assumes that the regular, monthly contribution is contin-
ued, and that the investor successfully resists the temptation to tinker

with the fund, as described in Chapter 8.
Looking back has decided advantages. We cannot change the past,

but we can learn from it. It informs us of what prices have been and
likely may be in the future. More importantly, it also gives us a better
chance of being able to pay those very likely higher prices in the future.
It teaches us the best way to allocate today’s wealth in a manner that
ensures the likelihood of future financial wealth.
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Appendix E

Summary of
Thinking, Fast and Slow

Author's Note: Thinking, Fast and Slow is a best-selling book by Nobel
laureate Daniel Kahneman. Published in 2011 by Farrar, Straus and
Giroux, it was the 2012 winner of the National Academies Communi-
cation Award for best creative work that helps the public understand-
ing of topics in behavioral science, engineering, and medicine.

Thinking, Fast and Slow includes many of the key concepts that were
the basis of Kahneman’s winning the 2002 Nobel Prize in Economics.
He was the only non-economist to ever receive such recognition.

This has been one of many academically sound books that have in-
spired and aided the author in the writing of Wealths Beyond Money.
A brilliant summary of Kahneman’s book has been compiled by Erik
Johnson, who has graciously consented to its inclusion here. (All page
references in this Appendix are to Kahneman’s book.)

Summary by Erik Johnson (used with permission)

Daniel Kahneman’s aim in this book is to make psychology, percep-
tion, irrationality, decision making, errors of judgment, cognitive sci-
ence, intuition, statistics, uncertainty, illogical thinking, stock market
gambles, and behavioral economics easy for the masses to grasp. De-
spite his charming and conversational style, this book was difficult for
me because I am accustomed to thinking fast. As a service to my fel-
low automatic, intuitive, error-making, fast thinkers I ofter this simple
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(dumbed down) summary of what is a very helpful book. Writing this
summary taught me how to think harder, clearer, and with fewer cog-
nitive illusions. In short, how to think slower. Now if only I'd do it.

INTRODUCTION

This book is about the biases of our intuition. That is, we assume
certain things automatically without having thought through them
carefully. Kahneman calls those assumptions heuristics (page 7). He
spends nearly 500 pages listing example after example of how certain
heuristics lead to muddled thinking, giving each a name such as “halo
effect,”

summary I list Kahneman’s heuristics to a list of errors of judgment.

availability bias,” “associative memory,” and so forth. In this

Synonyms for heuristics include “rules of thumb,” “presuppositions,”
“cognitive illusions,” “bias of judgment,” “thinking errors,” “dogmatic

» «

assumptions,” “systematic errors,” “intuitive flaws.”

Kahneman did not number his list but I will do so for ease of under-
standing, citing page numbers as I go. My paragraph summaries are
clear, but I of course encourage interested readers to go to the book
itself to read up on each heuristic in more detail.

PART ONE: TWO SYSTEMS
CHAPTER 1: THE CHARACTERS OF THE STORY

Our brains are comprised of two characters, one that thinks fast, Sys-

tem 1, and one that thinks slow, System 2. System 1 operates automat-
ically, intuitively, involuntarily, and effortlessly—like when we drive,
read an angry facial expression, or recall our age. System 2 requires
slowing down, deliberating, solving problems, reasoning, computing,
focusing, concentrating, considering other data, and not jumping to
quick conclusions—like when we calculate a math problem, choose
where to invest money, or fill out a complicated form. These two sys-
tems often conflict with one another. System 1 operates on heuristics
that may not be accurate. System 2 requires effort evaluating those
heuristics and is prone to error. The plot of his book is how to, “rec-
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ognize situations in which mistakes are likely and try harder to avoid
significant mistakes when stakes are high,” (page 28).

CHAPTER 2: ATTENTION AND EFFORT

Thinking slow affects our bodies (dilated pupils), attention (limited
observation), and energy (depleted resources). Because thinking slow
takes work, we are prone to think fast, the path of least resistance.
“Laziness is built deep into our nature,” (page 35). We think fast to ac-
complish routine tasks and we need to think slow in order to manage
complicated tasks. Thinking fast says, “I need groceries.” Thinking
slow says, “I will not try to remember what to buy but write myself a

shopping list.”
CHAPTER 3: THE LAZY CONTROLLER

People on a leisurely stroll will stop walking when asked to com-
plete a difficult mental task. Calculating while walking is an energy
drain. 'This is why being interrupted while concentrating is frustrat-
ing, why we forget to eat when focused on an interesting project, why
multi-tasking while driving is dangerous, and why resisting tempta-
tion is extra hard when we are stressed. Self-control shrinks when
we're tired, hungry, or mentally exhausted. Because of this reality we
are prone to let System 1 take over intuitively and impulsively. “Most
people do not take the trouble to think through [a] problem,” (page
45). “Intelligence is not only the ability to reason; it is also the abili-
ty to find relevant material in memory and to deploy attention when
needed,” (page. 46). Accessing memory takes effort but by not doing
so we are prone to make mistakes in judgment.

CHAPTER 4: THE ASSOCIATIVE MACHINE

Heuristic #1: PRIMING.

Conscious and subconscious exposure to an idea “primes” us to think
about an associated idea. If we've been talking about food, we’ll fill in
the blank SO_P with a U, but if we've been talking about cleanliness,
we'll fill in the blank SO_P with an A. 'Things outside of our con-
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scious awareness can influence how we think. These subtle influences
also affect behavior, “the ideomotor effect,” (page 53). People reading
about the elderly will unconsciously walk slower. And people who are
asked to walk slower will more easily recognize words related to old
age. People asked to smile find jokes funnier; people asked to frown
find disturbing pictures more disturbing. It is true: if we behave in
certain ways our thoughts and emotions will eventually catch up. We
can not only feel our way into behavior, we can behave our way into
teelings. Potential for error? We are not objective rational thinkers.
Things influence our judgment, attitude, and behavior that we are not
even aware of.

CHAPTER 5: COGNITIVE EASE

Heuristic #2: COGNITIVE EASE.

Things that are easier to compute, more familiar, and easier to read
seem truer than things that require hard thought, are novel, or are
hard to see. “Predictable illusions inevitably occur if a judgment is
based on the impression of cognitive ease or strain,” (page 62). “How
do you know that a statement is true? If it is strongly linked by logic
or association to other beliefs or preferences you hold, or comes from
a source you trust and like, you will feel a sense of cognitive ease,”
(page 64). Because things that are familiar seem more true teachers,
advertisers, marketers, authoritarian tyrants, and even cult leaders re-
peat their message endlessly. Potential for error? If we hear a lie often
enough, we tend to believe it.

CHAPTER 6: NORMS, SURPRISES, AND CAUSES

Heuristic #3: COHERENT STORIES (ASSOCIATIVE COHER-
ENCE).

To make sense of the world we tell ourselves stories about what’s going
on. We make associations between events, circumstances, and regular
occurrences. The more these events fit into our stories the more normal
they seem. Things that don’t occur as expected take us by surprise. To
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fit those surprises into our world we tell ourselves new stories to make
them fit. We say, “Everything happens for a purpose,” “God did it,”
“That person acted out of character,” or “That was so weird it can’t be
random chance.” Abnormalities, anomalies, and incongruities in daily
living beg for coherent explanations. Often those explanations involve
1) assuming intention, “It was meant to happen,” 2) causality, “They’re
homeless because they’re lazy,” or 3) interpreting providence, “There’s
a divine purpose in everything.” “We are evidently ready from birth
to have impressions of causality, which do not depend on reasoning
about patterns of causation,” (page 76). “Your mind is ready and even
eager to identify agents, assign them personality traits and specific in-
tentions, and view their actions as expressing individual propensities,”
(page 76). Potential for error? We posit intention and agency where
none exists, we confuse causality with correlation, and we make more
out of coincidences than is statistically warranted.

CHAPTER 7: A MACHINE FOR JUMPING TO
CONCLUSIONS

Heuristic #4: CONFIRMATION BIAS.

This is the tendency to search for and find confirming evidence for a
belief while overlooking counter examples. “Jumping to conclusions is
efficient if the conclusions are likely to be correct and the costs of an
occasional mistake acceptable, and if the jump saves much time and
effort. Jumping to conclusions is risky when the situation is unfamiliar,
the stakes are high, and there is no time to collect more information,”
(page 79). System 1 fills in ambiguity with automatic guesses and inter-
pretations that fit our stories. It rarely considers other interpretations.
When System 1 makes a mistake System 2 jumps in to slow us down
and consider alternative explanations. “System 1 is gullible and biased
to believe, System 2 is in charge of doubting and unbelieving, but
System 2 is sometimes busy, and often lazy,” (page 81). Potential for
error? We are prone to over-estimate the probability of unlikely events
(irrational fears) and accept uncritically every suggestion (credulity).
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Heuristic #5: THE HALO EFFECT.

“This is the tendency to like or dislike everything about a person—in-
cluding things you have not observed,” (page 82). The warm emotion
we feel toward a person, place, or thing predisposes us to like every-
thing about that person, place, or thing. Good first impressions tend

to positively color later negative impressions and conversely, negative

first impressions can negatively color later positive impressions. The

first to speak their opinion in a meeting can “prime” others’ opinions.
A list of positive adjectives describing a person influences how we in-
terpret negative adjectives that come later in the list. Likewise, nega-
tive adjectives listed early color later positive adjectives. The problem

with all these examples is that our intuitive judgments are impulsive,
not clearly thought through, or critically examined. To remind Sys-
tem 1 to stay objective, to resist jumping to conclusions, and to enlist

the evaluative skills of System 2, Kahneman coined the abbreviation,
“WYSIATI,” what you see is all there is. In other words, do not lean

on information based on impressions or intuitions. Stay focused on

the hard data before us. Combat over confidence by basing our beliefs

not on subjective feelings but critical thinking. Increase clear thinking

by giving doubt and ambiguity their day in court.

CHAPTER 8: HOW JUDGMENTS HAPPEN

Heuristic #6: JUDGMENT.

System 1 relies on its intuition, the basic assessments of what’s going
on inside and outside the mind. It is prone to ignore “sum-like vari-
ables,” (page 93). We often fail to accurately calculate sums but rely
instead on often unreliable intuitive averages. It is prone to “matching,”
(page 94). We automatically and subconsciously rate the relative merits
of a thing by matching dissimilar traits. We are prone to evaluate a
decision without distinguishing which variables are most important.
This is called the “mental shotgun” approach (page 95). These basic
assessments can easily replace the hard work System 2 must do to
make judgments.
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CHAPTER 9: AN EASIER QUESTION

Heuristic #7: SUBSTITUTION.

When confronted with a perplexing problem, question, or decision, we
make life easier for ourselves by answering a substitute, simpler ques-
tion. Instead of estimating the probability of a certain complex out-
come we rely on an estimate of another, less complex outcome. Instead
of grappling with the mind-bending philosophical question, “What is
happiness?” we answer the easier question, “What is my mood right
now?” (page 98). Even though highly anxious people activate System
2 often, obsessing and second guessing every decision, fear, or risk, it
is surprising how often System 1 works just fine for them. Even chron-
ic worriers function effortlessly in many areas of life while System 1
is running in the background. They walk, eat, sleep, breath, make
choices, make judgments, trust, and engage in enterprises without
tear, worry, or anxiety. Why? They replace vexing problems with eas-
ier problems. Potential for error> We never get around to answering
the harder question.

Heuristic #8: AFFECT.

Emotions influence judgment. “People let their likes and dislikes de-
termine their beliefs about the world,” (page 103). Potential for error?
We can let our emotional preferences cloud our judgment and either
under- or over-estimate risks and benefits.

PART TWO: HEURISTICS AND BIASES
CHAPTER 10: THE LAW OF SMALL NUMBERS

Heuristic #9: THE LAW OF SMALL NUMBERS.

Our brains have a difficult time with statistics. Small samples are more
prone to extreme outcomes than large samples, but we tend to lend the
outcomes of small samples more credence than statistics warrant. Sys-
tem 1 is impressed with the outcome of small samples but shouldn’t be.
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Small samples are not representative of large samples. Large samples
are more precise. We err when we intuit rather than compute, (see
page 113). Potential for error? We make decisions on insufficient data.

Heuristic #10: CONFIDENCE OVER DOUBT.

System 1 suppresses ambiguity and doubt by constructing coherent
stories from mere scraps of data. System 2 is our inner skeptic, weigh-
ing those stories, doubting them, and suspending judgment. But be-
cause disbelief requires lots of work System 2 sometimes fails to do
its job and allows us to slide into certainty. We have a bias toward
believing. Because our brains are pattern recognition devices, we tend
to attribute causality where none exists. Regularities occur at random.
A coin flip of 50 heads in a row seems unnatural but if one were to
flip a coin billions of times the odds are that 50 heads in a row would
eventually happen. “When we detect what appears to be a rule, we
quickly reject the idea that the process is truly random,” (page 115).
Attributing oddities to chance takes work. It’s easier to attribute them
to some intelligent force in the universe. Kahneman advises, “accept
the different outcomes were due to blind luck” (page 116). There are
many facts in this world due to change that do not lend themselves
to explanations. Potential for error? Making connections where none
exists.

CHAPTER 11: ANCHORS

Heuristic #11: THE ANCHORING EFFECT.

'This is the subconscious phenomenon of making incorrect estimates
due to previously heard quantities. If I say the number 10 and ask you
to estimate Gandhi’s age at death, you'll give a lower number than if
I'd said to you the number 65. People adjust the sound of their ste-
reo volume according to previous “anchors,” the parents’ anchor is low
decibels, the teenager’s anchor is high decibels. People feel 35 mph is
fast if they've been driving 10 mph but slow if they just got off the free-
way doing 65 mph. Buying a house for $200k seems high if the asking
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price was raised from $180k but low if the asking price was lowered
from $220k. A 15-minute wait to be served dinner in a restaurant
seems long if the sign in the window says, “Dinner served in 10 min-
utes or less” but fast if the sign says, “There is a 30-minute wait before
dinner will be served.” Potential for error? We are more suggestible
than we realize.

CHAPTER 12: THE SCIENCE OF AVAILABILITY

Heuristic #12: THE AVAILABILITY HEURISTIC.

When asked to estimate numbers like the frequency of divorces in
Hollywood, the number of dangerous plants, or the number of deaths
by plane crash, the ease with which we retrieve an answer influences
the size of our answer. We're prone to give bigger answers to questions
that are easier to retrieve. And answers are easier to retrieve when we
have had an emotional personal experience. One who got mugged
over-estimates the frequency of muggings, one exposed to news about
school shootings over-estimates the number of gun crimes, and the
one who does chores at home overestimates the percentage of the
housework they do. When both parties assume that they do 70% of
the housework somebody is wrong because there’s no such thing as
140%! A person who has experienced a tragedy will over-estimate the
potential for risk, danger, and a hostile universe. A person untroubled
by suffering will under-estimate pending danger. When a friend gets
cancer, we get a check-up. When nobody we know gets cancer, we
ignore the risk. Potential for error: under or overestimating the fre-
quency of an event based on ease of retrieval rather than statistical
calculation.
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CHAPTER 13: AVAILABILITY, EMOTION, AND
RISK

Heuristic #13: AVAILABILITY CASCADES.

When news stories pile up our statistical senses get warped. A recent
plane crash makes us think air travel is more dangerous than car travel.
'The more we fear air travel the more eager news reporters are to sen-
sationalize plane crashes. A negative feedback loop is set in motion, a
cascade of fear. “The emotional tail wags the rational dog,” (page 140).
Potential for error? Overreacting to a minor problem simply because
we hear a disproportionate number of negative news stories to positive

ones.

CHAPTER 14: TOM W'’S SPECIALTY

Heuristic #14: REPRESENTATIVENESS.

Similar to profiling or stereotyping, “representativeness” is the intu-
itive leap to make judgments based on how similar something is to
something we like without taking into consideration other factors:
probability (likelihood), statistics (base rate), or sampling sizes. Base-
ball scouts used to recruit players based on how close their appearance
resembled other good players. Once players were recruited based on
actual statistics the level of gamesmanship improved. Just because we
like the design of a book cover doesn’t mean we’ll like the contents.
You can’t judge a book by its cover. A start-up restaurant has a low
chance of survival regardless of how much you like their food. Many
well-run companies keep their facilities neat and tidy, but a well-kept
lawn is no guarantee that the occupants inside are organized. To disci-
pline our lazy intuition, we must make judgments based on probability
and base rates and question our analysis of the evidence used to come
up with our assumption in the first place. “Think like a statistician,”
(page 152). Potential for error: Evaluating a person, place, or thing on
how much it resembles something else without taking into account
other salient factors.
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CHAPTER 15: LINDA: LESS IS MORE

Heuristic #15: THE CONJUNCTION FALLACY (violating the
logic of probability).

After hearing priming details about a made-up person (Linda), peo-
ple chose a plausible story over a probable story. Logically, it is more
likely that a person will have one characteristic than two characteris-
tics. That is, after reading a priming description of Linda respondents
were more likely to give her two characteristics, which is statistically
improbable. It is more likely Linda would be a bank teller (one charac-
teristic) than a bank teller who is a feminist (two characteristics). “The
notions of coherence, plausibility, and probability are easily confused
by the unwary,” (page 159). The more details we add to a description,
forecast, or judgment the less likely they are to be probable. Why?
Stage 1 thinking overlooks logic in favor of a plausible story. Potential
for error: committing a logical fallacy, when our intuition favors what
is plausible but improbable over what is implausible and probable.

CHAPTER 16: CAUSES TRUMP STATISTICS

Heuristic #16: OVERLOOKING STATISTICS.

When given purely statistical data we generally make accurate infer-
ences. But when given statistical data and an individual story that ex-
plains things, we tend to go with the story rather than statistics. We
favor stories with explanatory power over mere data. Potential for error:
stereotyping, profiling, and making general inferences from particular
cases rather than making particular inferences from general cases.

CHAPTER 17: REGRESSION TO THE MEAN

Heuristic #17: OVERLOOKING LUCK.

Most people love to attach causal interpretations to the fluctuations
of random processes. “It is a mathematically inevitable consequence
of the fact that luck played a role in the outcome... Not a very satis-
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factory theory—we would all prefer a causal account—but that is all
there is,” (page 179). When we remove causal stories and consider mere
statistics, we’ll observe regularities, what is called the regression to
the mean. Those statistical regularities—regression to the mean—are
explanations (“things tend to even out”) but not causes (“that athlete
had a bad day but is now ‘hot’). “Our mind is strongly biased toward
causal explanations and does not deal well with ‘mere statistics,” (page
182). Potential for error: seeing causes that don’t exist.

CHAPTER 18: TAMING INTUITIVE PREDICTIONS

Heuristic #18: INTUITIVE PREDICTIONS.

Conclusions we draw with strong intuition (System 1) feed overcon-
fidence. Just because a thing “feels right” (intuitive) does not make
it right. We need System 2 to slow down and examine our intuition,
estimate baselines, consider regression to the mean, evaluate the qual-
ity of evidence, and so forth. “Extreme predictions and a willingness
to predict rare events from weak evidence are both manifestations of
System 1. It is natural for the associative machinery to match the ex-
tremeness of predictions to the perceived extremeness on which it is
based—this is how substitution works,” (page 194). Potential for error:
unwarranted confidence when we are in fact in error.

PART THREE: OVERCONFIDENCE
CHAPTER 19: ILLUSION OF UNDERSTANDING

Heuristic #19: THE NARRATIVE FALLACY.

In our continuous attempt to make sense of the world we often create
flawed explanatory stories of the past that shape our views of the world
and expectations of the future. We assign larger roles to talent, stupid-
ity, and intentions than to luck. “Our comforting conviction that the
world makes sense rests on a secure foundation: our almost unlimited
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ability to ignore our ignorance,” (page 201). This is most evident when
we hear, “I knew that was going to happen!” Which leads to...

Heuristic #20: THE HINDSIGHT ILLUSION.

We think we understand the past, which implies the future should be
knowable, but in fact we understand the past less than we believe we
do. Our intuitions and premonitions feel truer after the fact. Once
an event takes place, we forget what we believed prior to that event,
before we changed our minds. Prior to 2008 financial pundits pre-
dicted a stock market crash but they did not know it. Knowing means
showing something to be true. Prior to 2008 no one could show that
a crash was true because it hadn’t happened yet. But after it happened
their hunches were retooled and became proofs. “The tendency to re-
vise the history of one’s beliefs in light of what actually happened pro-
duces a robust cognitive illusion,” (page 203). Potential for error: “We
are prone to blame decision makers for good decisions that worked
out badly and to give them too little credit for successful moves that
appear obvious only after the fact. When the outcomes are bad, the
clients often blame their agents for not seeing the handwriting on the
wall—forgetting that it was written in invisible ink that became legi-
ble only afterward. Actions that seemed prudent in foresight can look
irresponsibly negligent in hindsight,” (page 203).

CHAPTER 20: THE ILLUSION OF VALIDITY

Heuristic #21: THE ILLUSION OF VALIDITY.

We sometimes confidently believe our opinions, predictions, and
points of view are valid when confidence is unwarranted. Some even
cling with confidence to ideas in the face of counter evidence. “Subjec-
tive confidence in a judgment is not a reasoned evaluation of the prob-
ability that this judgment is correct. Confidence is a feeling, which
reflects the coherence of the information and the cognitive ease of
processing it” (page 212). Factors that contribute to overconfidence:
being dazzled by one’s own brilliance, affiliating with like-minded
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peers, and over valuing our track record of wins and ignoring our loss-
es. Potential for error: Basing the validity of a judgment on the subjec-
tive experience of confidence rather than objective facts. Confidence
is no measure of accuracy.

CHAPTER 21: INTUITIONS VS. FORMULAS

Heuristic #22: IGNORING ALGORITHMS.

We overlook statistical information and favor our gut feelings. Not
good! Forecasting, predicting the future of stocks, diseases, car ac-
cidents, and weather should not be influenced by intuition, but they
often are. And intuition is often wrong. We do well to consult check
lists, statistics, and numerical records and not rely on subjective feel-
ings, hunches, or intuition. Potential for error: “relying on intuitive
judgments for important decisions if an algorithm is available that will

make fewer mistakes,” (page 229).

CHAPTER 22: EXPERT INTUITION: WHEN CAN
YOU TRUST IT?

Intuition means knowing something without knowing how we know
it. Kahneman’s understanding is that intuition is really a matter of
recognition, being so familiar with something we arrive at judgments
quickly. Chess players “see” the chess board, fire fighters “know” when
a building is about to collapse, art dealers “identify” marks of forger-
ies, parents have a “sixth sense” when their kids are in danger, readers
‘read” letters and words quickly, and friends “are familiar” with their
friends from a distance. Kids become experts at video games, motor-
ists become expert drivers, and chefs become intuitive cooks. How?
Recognition—either over long periods of exposure, or quickly in a
highly emotional event (accidents). Intuition is immediate pattern rec-
ognition, not magic.
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Heuristic #23: TRUSTING EXPERT INTUITION.

“We are confident when the story we tell ourselves comes easily to
mind, with no contradiction and no competing scenario. But ease and
coherence do not guarantee that a belief held with confidence is true.
'The associative machine is set to suppress doubt and to evoke ideas
and information that are compatible with the currently dominant sto-
ry,” (page 239). Kahneman is skeptical of experts because they often
overlook what they do not know. Kahneman trusts experts when two
conditions are met: the expert is in an environment that is sufficiently
regular to be predictable and the expert has learned these regularities
through prolonged practice. Potential for error: being misled by “ex-
perts.”

CHAPTER 23: THE OUTSIDE VIEW

Heuristic #24: THE PLANNING FALLACY

means taking on a risky project—litigation, war, opening a restau-
rant—confident of the best-case scenario without seriously consider-
ing the worst-case scenario. If we consult others whove engaged in
similar projects, we'll get the outside view. Failure to do this increases
the potential for failure. Cost overruns, missed deadlines, loss of in-
terest, waning urgency all result from poor planning. Potential for er-
ror: “making decisions based on delusional optimism rather than on a
rational weight of gains, losses, and probabilities,” (page 252). In other
words, poorly planned grandiose projects will eventually fail.

CHAPTER 24: THE ENGINE OF CAPITALISM

Heuristic #25: THE OPTIMISTIC BIAS.

We are prone to neglect facts, others’ failures, and what we don’t know
in favor of what we know and how skilled we are. We believe the
outcome of our achievements lies entirely in our own hands while
neglecting the luck factor. We don'’t appreciate the uncertainty of our
environment. We suffer from the illusion of control and neglect to
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look at the competition (in business start-ups for example). “Experts
who acknowledge the full extent of their ignorance may expect to be
replaced by more confident competitors, who are better able to gain
the trust of clients,” (page 263). Being unsure is a sign of weakness so
we turn to confident experts who may be wrong. Potential for error:
unwarranted optimism which doesn’t calculate the odds and therefore

could be risky.

PART FOUR: CHOICES
CHAPTER 25: BERNOULLI'S ERRORS

Heuristic #26: OMITTING SUBJECTIVITY.

We often think an object has only intrinsic objective value. A million
dollars is worth a million dollars, right? Wrong. Magically making
a poor person’s portfolio worth a million dollars would be fabulous!
Magically making a billionaire’s portfolio a worth a million dollars
would be agony! One gained, the other lost. Economists have erred
by failing to consider a person’s psychological state regarding value,
risk, anxiety, or happiness. Eighteenth century economist Bernoulli
thought money had utility (fixed worth) but he failed to consider a
person’s reference point. Potential for error: Making decisions on pure
logic without considering psychological states.

Heuristic #27: THEORY-INDUCED BLINDNESS.

“Once you have accepted a theory and used it as a tool in your thinking,

it is extraordinarily difficult to notice its flaws. If you come upon an
observation that does not seem to fit the model, you assume that there
must be a perfectly good explanation that you are somehow missing,”
(page 277). When the blinders fall off the previously believed error
seems absurd and the real breakthrough occurs when you can'’t re-
member why you didn'’t see the obvious. Potential for error: Clinging
to old paradigms that have outlived their validity.
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CHAPTER 26: PROSPECT THEORY

Kahneman’s claim to fame is Prospect Theory (for which he won the
Nobel prize in economics). Economists used to believe that the val-
ue of money was the sole determinant in explaining why people buy,
spend, and gamble the way they do. Prospect Theory changed that by
explaining three things: 1) the value of money is less important than
the subjective experience of changes in one’s wealth. In other words,
the loss or gain of $500 is psychologically positive or negative depend-
ing on a reference point, how much money one already has. 2) We
experience diminished sensitivity to changes in wealth: losing $100
hurts more if you start with $200 than if you start with $1000. And 3)

we are loathe to lose money!

Heuristic #28: LOSS AVERSION.

“You just like winning and dislike losing—and you almost certain-
ly dislike losing more than you like winning,” (page 281). System 1
thinking compares the psychological benefit of gain with the psycho-
logical cost of loss and the fear of loss usually wins. Potential for error:
passing by a sure win in order to avoid what we think might be a pos-
sible loss even when the odds are in favor of winning.

CHAPTER 27: THE ENDOWMENT EFFECT

Heuristic #29: THE ENDOWMENT EFFECT.

An object we own and use is more valuable to us than an object we
don’t own and don’t use. Such objects are endowed with significance
and we're unwilling to part with them for two reasons: we hate loss
and it has a history with us. Thus, we won’t sell a beloved, useful ob-
ject unless a buyer offers significant payment. Objects we don't like
or don’t use sell for less (or we even give them away). Potential for
error: Clinging to objects for sentimental reasons at considerable loss

of income.
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CHAPTER 28: BAD EVENTS

Heuristic #30: LOSS AVERSION.

People will work harder to avoid losses than to achieve gains. Golfers
putt for par to avoid bogeys (losing points for going over par) than for
birdies (gaining points by putting under par). Contract negotiations
stall when one party feels theyre making more concessions (losses)
than their disputant. People will work harder to avoid pain than to
achieve pleasure. Even animals fight more fiercely to maintain territo-
ry than to increase territory. Potential for error: underestimating our
own and other’s attitudes toward loss/gain. They are asymmetrical.

CHAPTER 29: THE FOURFOLD PATTERN

Heuristic #31: THE POSSIBILITY EFFECT.

When highly unlikely outcomes are weighted disproportionately more
than they deserve we commit the possibility effect heuristic. Think of
buying lottery tickets.

Heuristic #32: THE CERTAINTY EFFECT.

Outcomes that are almost certain are given less weight than their
probability justifies. Think of lawyers who offer a “less than perfect”
settlement before the trial which would result in an “almost certain
victory.”

Heuristic #33: THE EXPECTATION PRINCIPLE.

'The two heuristics above have this in common: “decision weights that
people assign to outcomes are not identical to the probabilities of these
outcomes, contrary to the expectation principle” (page 312).

'This means people attach values to gains and losses rather than wealth,
and decision weights assigned to outcomes are different from proba-
bilities. The fourfold pattern of preferences accounts for this. Potential
for error:

192



APPENDIX E: SUMMARY OF KAHNEMAN’S THINKING, FAST AND SLOW

People are risk averse when they look at the prospects of a large gain.
They’ll lock in a sure gain and accept a less than expected value of the

gamble.

When the result is extremely large, such as a lottery ticket, the buyer is
indifferent to the fact that their chance of winning is extremely small.
Without the ticket they cannot win, but with the ticket, they can at
least dream.

'This explains why people buy insurance. We’ll pay insurance because
we're buying protection and peace of mind.

'This explains why people take desperate gambles. They accept a high
probability of just making things worse, for a chance of a slight ray of
hope of avoiding the loss they are facing. This type of risk taking can
just turn a bad situation into a disaster.

CHAPTER 30: RARE EVENTS

Heuristic #34: OVERESTIMATING THE LIKELIHOOD OF RARE
EVENTS.

It makes more sense to pay attention to things that are likely to hap-
pen (rain tomorrow) than to things that are unlikely to happen (ter-
rorist attacks, asteroids, terminal illness, floods and landslides). We
tend to overestimate the probabilities of unlikely events, and we tend
to overweight the unlikely events in our decisions. This heuristic joins
forces with the availability cascade (#13) and cognitive ease (#2) heu-
ristics above. We are more likely to choose the alternative in a deci-
sion which is described with explicit vividness, repetition, and relative
frequencies (vs. how likely). Potential for error: succumbing to fear
mongers who manipulate data in favor of their cause.

CHAPTER 31: RISK POLICIES

Heuristic #35: THINKING NARROWLY.

Most of us are so risk averse we avoid all gambles. This is wrong,
says, Kahneman, since some gambles are clearly on our side and by
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avoiding them, we lose money. One way to decrease risk aversion is to
think broadly, looking at the aggregate wins over many small gambles.
‘Thinking narrowly, looking only at short term losses, paralyzes us. But
thinking broadly is non-intuitive. It’s a System 2 task that takes work.
We therefore are wired by System 1 to think irrationally economically
(saying no to easy money). The limit of human rationality is so stark
Kahneman calls it a “hopeless mirage” (page 335). The ideal of logical
consistency is not achievable by our limited minds. Potential for error:
passing by risks in our favor.

CHAPTER 32: KEEPING SCORE

Many have a System 1 calculator in their head that “keeps score” not
only of the potential financial gains and losses of a transaction but also
of the emotional risks, rewards, and possible regrets of our financial
decisions. “The emotions that people attach to the state of their mental
accounts are not acknowledged in standard economic theory,” page
343). Heuristic #36: THE DISPOSITION EFFECT. We are often
willing to sell money earning stocks because it makes us feel like wise
investors, and less willing to sell losing stocks because it’s an admis-
sion of defeat. This is irrational since we’d earn more money by selling
the losers and clinging to the winners.

Heuristic #37: THE SUNK COST FALLACY.

To avoid feeling bad about cutting our losses and being called a failure,
we tend to throw good money after bad, stay too long in abusive mar-
riages, and stay in unhappy careers. This is optimism gone hay-wire.

Heuristic #38: FEAR OF REGRET.

Regret is an emotion we're familiar with and we do well to avoid mak-
ing decisions that lead to regret. However, we're terrible at predicting
how intense those feelings of regret will be. It often hurts less than we

think.
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CHAPTER 33: REVERSALS

Heuristic #39: IGNORING JOINT EVALUATIONS.

We make decisions differently when asked to make them in isolation
than when asked to make them in comparison with other scenarios.
For example, a victim in a robbery will be awarded a higher compen-
sation when there are poignant factors involved (the victim was visit-
ing a store he rarely visited) but will be awarded a lower compensation
if harmed while in his usual shopping location. When locations are
compared (joint evaluation) we realize the victim’s location is insignif-
icant and we reverse our original compensation amount. “Joint evalu-
ations highlight a feature that was not noticeable in single evaluations
but is recognized as a decisive when detected,” (page 359). Potential for
error: making decisions in isolation. We should do comparison shop-
ping, compare sentences for crimes, and compare salaries for difterent
jobs. Failure to do so limits our exposure to helpful norms.

CHAPTER 34: FRAMES AND REALITY

Heuristic #40: IGNORING FRAMES.

How a problem is framed determines our choices more than purely
rational considerations would imply. More drivers sign the “donate
organ” card when they have to check the opt-in box, than drivers who
must check the optout box. We are more willing to pay extra for gas
when using a credit card (vs. cash) if the fee is framed as “loss of cash
discount” than “added credit card surcharge.” Doctors prefer inter-
ventions where outcomes are a “one-month survival rate of 90%” than
to interventions where outcomes are, “10% mortality rate.” Both sen-
tences mean the same thing statistically, but the frame of “survival”
has greater emotional value than “mortality rates.” “The meaning of
a sentence is what happens in your associative machinery while you
understand it.... In terms of the associations they bring to mind—
how System 1 reacts to them—the two sentences really ‘mean’ dif-
ferent things,” (page 363). “Reframing is effortful, and System 2 is
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lazy,” (page 367). Potential for error: Thinking we make decisions in
an objective bubble when in fact there are subjective factors at work
about which we are unaware.

PART FIVE: TWO SELVES
CHAPTER 35: TWO SELVES

Heuristic #41: IGNORING OUR TWO SELVES.

We each have an “experiencing” self and a “remembering” self. The
latter usually takes precedence over the former. That is, I can expe-
rience 13 days of vacation bliss but if on the 14th day things go bad I
tend to remember the vacation as negative. My memory overrides my
experience. Same with a 40-minute blissful record which ends with a
scratch. We remember the scratch sound, not the 39 previous minutes
of musical enjoyment. “Confusing experience with the memory of it is
a compelling cognitive illusion—and it is the substitution that makes
us believe a past experience can be ruined. The experiencing self does
not have a voice,” (page 381).

Heuristic #42: THE PEAK END RULE.

How an experience ends seems to hold greater weight in our memory
than how an experience was lived. Similar to the previous heuristic,
the peak end rule is shorthand for remembering only how an experi-
ence felt at its end not at this worst moment.

Heuristic #43: DURATION NEGLECT.

Another corollary of the two selves: the duration of an unpleasant or
pleasant experience doesn’t seem to be as important as the memory of
how painful or pleasurable the experience was.
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CHAPTER 36: LIFE AS HISTORY

Heuristic #44: NARRATIVE WHOLENESS

(my user-friendly name). When we evaluate how well our and others’
lives have been lived, we do well to consider the whole narrative and
not just the end. But because of the previous three heuristics we are
prone to devalue a long, sacrificial, generous life if at the end (or even
after death) we discover episodes of selfishness, etc. “A story is about
significant events and memorable moments, not about time passing.
Duration neglect is normal in a story, and the ending often defines
its character” (page 386). Potential for error: paying more attention to
longevity than quality, making decisions based on how memorable it
will be rather than how exciting and enriching the experience itself
will be, and experiencing a moment of pleasure and forfeiting our rep-
utation of integrity.

CHAPTER 37: EXPERIENCED WELL BEING

Heuristic #45: VALUING A REMEMBERING SELF OVER AN EX-
PERIENCING SELF.

Since most of us rely on unreliable memories we do well to keep in
mind what our experiences were like during them, not just at their
conclusion. How many of our waking moments are spent in unpleas-
ant emotions or negative states? They are hard to recall! “Our emo-
tional state is largely determined by what we attend to, and we are
normally focused on our current activity and immediate environment,”
(page 394). A person stuck in traffic can still be happy because they’re
in love, or a person who is grieving may still remain depressed while
watching a comedy. Potential for error: not paying attention to what
we are doing, letting experiences happen without reflection, and go-
ing with the flow with no attempt to alter our schedules, activities, or
experiences.
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CHAPTER 38: THINKING ABOUT LIFE

Heuristic #46: AFFECTIVE FORECASTING.

Which factor leads to a happier life duration: or experiences? Would a
20-year life with many happy experiences be better than a 60-year life
with many terrible experiences? Which would you rather be: happy
or old? We are terrible at predicting what will make us happy. When
asked the very difficult question, “Overall, how happy is your life?”
we substitute an easier question, “How happy am I right now?” (See
heuristic #7). “..the responses to global well-being questions should
be taken with a grain of salt” (page 399). People make decisions based
on what will make them happy in the future but when it’s achieved
the happiness doesn’t last. We don’t know our future selves very well.

Heuristic #47: THE FOCUSING ILLUSION.

“Nothing in life is as important as it is when you are thinking about it,”
(page 402). This means when we’re asked to evaluate a decision, life
satisfaction, or preference we err if we focus on only one thing. How
we answer, “What would make you happy?” depends on many factors
and rarely is one factor determinant. Yet folks regularly focus on one
issue—income, weather, health, relationships, pollution, etc.—and ig-
nore other important factors. “How much pleasure do you get from
your car?” Depends on how much you value the stereo, mileage, looks,
age, cost, comfortable seats, tilt of steering wheel, etc. The fact is, our
evaluations are often based on the heuristic that while we are thinking
of a thing, we generally think better of it, forgetting how infrequently
we actually think about those things (income, weather, health, stereo,
mileage, looks, etc.) What initially strikes our fancy is absorbed into
daily living, we adapt, we acclimate, we experience the initial pleasure
less intensely as time progresses. “The remembering self is subject to
a massive focusing illusion about the life that the experiencing self

endures quite comfortably,” (page 406).
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Heuristic #48: MISWANTING.

(Daniel Gilbert’s phrase). We exaggerate the effect of a significant
purchase or changed circumstances on our future well-being. Things
that are initially exciting eventually lose their appeal.

CONCLUSIONS

SUMMARY OF THE TWO SELVES.

It’s absurd that people willingly choose more pain for longer periods of
time that end pleasantly over periods of less pain of shorter duration
and end terribly. But such are the powers of heuristics #s 41, 42, 43,
and 45.

SUMMARY OF ECONS AND HUMANS.

Kahneman made infrequent mentions of “econs and humans” so I do
not emphasize them in my book summary. Here’s the gist of his com-
plaint. Economists (“the Chicago school”) operate on the assumption
that consumers are rational (“internally consistent,” “logically coher-

» «

ent,” “adhering to rules of logic,” page 411) and always will do the ratio-
nal thing. If not, that’s their loss. Kahneman as a behavioral economist
of course disagrees and suggests that heuristics influence our choices
which are irrational and counter intuitive; we need help making better
choices. The Chicago School are libertarians who want government
to keep out of the way and let people make their own choices, good
or bad (provided they don’t hurt others). Economic behaviorists sug-
gest giving people a nudge is sometimes necessary (regulation, writing

clearer contracts, truth in advertising, etc.)

SUMMARY OF TWO SYSTEMS.

“This book has described the workings of the mind as an uneasy inter-
action between two fictitious characters: the automatic System 1 and

the effortful System 2,” (page 415).
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SYSTEM 1

SYSTEM 2

Subconscious values, drives,
beliefs that influence our “gut
reactions.”

Articulates judgments, makes
choices, endorses or rationaliz-
es ideas and feelings

Jumps to conclusions regarding
causality.

Makes up stories to either con-
firm or deny those conclusions.

Operates effortlessly.

Requires conscious effort to
engage.

Can be wrong but is more often
right.

Can be wrong or right depend-
ing on how hard it works.

Influenced by heuristics.

Examines those heuristics
when so inclined.

“The way to block errors that originate in System 1 is simple in prin-
ciple: recognize the signs that you are in a cognitive minefield, slow
down, and ask for reinforcement from System 2,” (page 417).
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Endnotes

'Throughout this book, the use of the term “normal” should always exclude be-
haviors that can be clinically defined as “abnormal.”

Reading Kahneman’s excellent but nearly 500-page work requires considerable
System 2 effort. It is worthwhile, to be sure. However, since that particular
challenge may be a bridge too far for many of us, Appendix E of this book pro-

vides a brief synopsis.

'There is ongoing debate and scientific study on how well we can drive while also
engaged in various non—driving activities.

Mark, Gloria, et al. “The Cost of Interrupted Work: More Speed and Stress.”
ACM Digital Library, Association for Computing Machinery, Apr. 2008,
dl.acm.org/citation.cfm?id=1357072.

Roundabouts—even well-designed ones—are not a traffic panacea, especially
when it comes to pedestrians. However, among other benefits, they do provide
significant improvement in traffic flow.

Motion sensors might theoretically work but may not operate correctly with
quiet activities such as reading.

Some would say giving money away is also a form of spending. Many do it for
tax reasons, which directly impacts financial wealth. We can also give away
money to meet non-material needs, just to feel good—or less guilty.

Beginning in the 1920s, large merchants and airlines had offered charge cards
as a convenient means of buying on credit. However, BankAmericard (now
Visa) was the first bank-originated, revolving credit system to be accepted by
multiple merchants.

Secure applications such as Apple Pay, Google Pay, and Samsung Pay use a vari-
ety of secure, wireless technologies to transmit credit or debit card information
to a vendor at a point-of-purchase location. The user’s identity can be verified
with techniques such as fingerprint or facial recognition.

It is. See Kumar, Yash. “Why Timing or Predicting the Stock Market Is a Fu-
tile Exercise.” Aditya Greens, 17 Feb. 2018, < https://bit.ly/368Nepf >.

Very briefly summarized, Kahneman's work holds that people make risk-in-
volved decisions based on the perceived potential value of losses and gains
rather than on the final results. These decisions are founded not on optimal,
objectively reasonable outcomes (System 2), but on subjective mental shortcuts



(System 1), often focused on only one aspect of a complex problem. According
to Kahneman, “the Humans described by prospect theory are guided by the
immediate emotional impact of gains and losses, not by long-term prospects of

wealth and global utility.” (From Thinking, Fast and Slow, pp. 286-287.)

12 Statistically, the odds of dying from food poisoning in the U.S. are 1 in 109,067.
For falls in the home, they are 1 in 54,533. For vehicular death—by far the
riskiest of the three activities—the odds of dying are 1 in 17,625.

13 Simply put, market capitalization is defined as #he fotal market value of a compa-
ny’s outstanding shares of stock, calculated by taking the total number of shares
multiplied by the share price.

14 Real estate also tends to increase in value, but unless you're planning to move,
it’s not an asset you can spend on other things.

15 Arguably, experts can handle the explanation part. However, quite often they
fail when it comes to predictions.

16 A mutual fund is a professionally managed investment fund that pools money
from many investors to purchase securities. Not all mutual funds are the same
and some are managed very differently than others.

17 Barber, Brad M., and Terrance Odean. “Irading Is Hazardous to Your Wealth:
The Common Stock Investment Performance of Individual Investors.” Wiley
Online Library, John Wiley & Sons, Ltd, 17 Dec. 2002, onlinelibrary.wiley.
com/doi/abs/10.1111/0022-1082.00226.

18 Not all responses to the possibility effect are unreasonable. Buying insurance,
for example, is a rational response to the remote probability of a catastrophic
event. By sharing part of the responsibility, in the form of deductibles and best
practice discounts, insurance policies provide a balanced response to an un-
known future.

19 Moskowitz, Clara. “Mind’s Limit Found: 4 Things at Once.” LiveScience. April.
27, 2008.

20 Telis, Gisela, et al. “Multitasking Splits the Brain.” Science. December 10, 2017.

21 “Median Sales Price for New Houses Sold in the United States.” | FRED | St.
Louis Federal Reserve, 26 Nov. 2019. <https://bit.ly/2qzHVAg >.

22 “10 Year Treasury Rate - 54 Year Historical Chart.” MacroTrends, 7 December
2019. < https://bit.ly/368Nepf >.

23 “S&P 500 Historical Annual Returns.” MacroTrends, 7 December 2019.
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Answers to the Questions
from Chapter1

QUESTION 1: 'The total cost of a bat and a ball is $1.10. The bat costs
one dollar more than the ball. How much does the ball cost?

ANSWER: Most say ten cents because it seems so obvious: just subtract
one number from the other ($1.10 minus $1.00) and you get $0.10.
But that’s wrong! Think about the ten-cent answer. If the bat cost
one dollar more than a ten-cent ball, then the bat would cost $1.10.
Now if you add a ten-cent ball to a $1.10 bat the total cost for both is
$1.20. But the question started off saying the two together were $1.10.
'Therefore, the ball cannot cost ten cents. Although the cost of the ball
can be calculated algebraically, it’s probably easier to just try another
number as the cost of the ball. Since you now know that ten cents
is too much, try a smaller number. Try five cents for example. That
would make the bat cost $1.05 (one dollar more than the five-cent ball,
as stated in the question). Add that five-cent ball to the $1.05 bat and
voila: $1.10 (the number given in the question). Therefore, the ball
must cost five cents.

QUESTION 2: Mary’s father has five daughters. The names of the first
four daughters are: Nana, Nene, Nini, and Nono. What's the name
of the fifth daughter?

ANSWER: Most people say Nunu, but the correct answer is Mary.
As with the previous question, we tend to let our intuition take over
making further thought seem unnecessary. Why spend time when
the answer seems so obvious? As normal human beings, we tend to
spot trends or patterns—and extend them. In this case, the vowels
and consonants in the four names led most of us to conclude that the
pattern would continue to the next logical combination, Nunu. But
the question itself contained the answer: Mary’s father’s fifth daughter
is named Mary.



QUESTION 3: You are a participant in a race on a straight track. You
overtake the second person. What position are you in?

ANSWER: Most people say the answer is first place, but the correct
answer is second. Again, our affinity for logical patterns and sequenc-
es makes it easy jump to the intuitive but incorrect answer. Because
“first” precedes “second” we rely on our intuition and fail to calculate
what is actually happening in this scenario. If we have only displaced
the runner in second place, then we are now in second place and the
leader is still ahead.

QUESTION 4: You overtake the last person in the same race.
What position are you in?

ANSWER: Most people say, “last place,” which is impossible. There
can be no answer because no one in a race can be behind the last
person in a race. We intuitively jump to the seemingly logical answer,
and are disinclined to spend energy unnecessarily, so the easier mental
shortcut is often substituted when no correct answer is possible.

QUESTION 5: A person who cannot speak goes into a shop to buy a
toothbrush. By imitating the action of brushing his teeth, he success-
tully expresses his need to the shopkeeper and makes the purchase.
Then, a person who is blind comes into the same shop to buy a pair of
protective sunglasses. How does she indicate to the shopkeeper what
she wants to buy?

ANSWER: Most people say that they imitate the action of putting on
sunglasses, which is incorrect. The correct answer is that they ask the
storekeeper for a pair of sunglasses! In the first scenario of the story,
the person who could not speak mimed what they wanted. So, we are
predisposed to try and make the two stories consistent, rather than
slowing down and thinking about what an actual blind individual is
capable of doing. They have no speaking impediment, so they just ask.

Don’t be frustrated if you answered any of these questions incor-
rectly. Most people do! In fact, some answer them all incorrectly.
Giving the intuitive-but-wrong answer simply proves you have a func-



tioning, System 1 brain, as we all do. All too often, however, many of
the errors we make can be directly attributed to our failure to integrate
System 2 thinking into the decision process. (To keep learning about
what it means to be Normal, go back to Chapter 1.)




