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Chapter 1. How to plan your investment strategy 

The movements of the Wall Street stock market cannot be accurately predicted. Earnings, predictions, and chart patterns won’t help as the market’s future performance is a “Random Walk.”

It may be tempting to trust a professional investment fund with your money, but the performance of the average mutual fund manager does not outperform the market after fees.

As an individual investor, when you are trying to determine which investment strategy is best, you should first work out your willingness and ability to take risks.

-Willingness to take risks is based on how easily you can handle owning volatile investments.

-Ability to take risks is based on how your financial future could be impacted by any losses.

Whilst greater risk does bring with it the chance of greater reward, you should not put yourself in a situation that jeopardizes your long-term financial future.

If you’re using your employment income, it is best to use a dollar-cost averaging approach. This guarantees that the same amount will be invested regardless of the situation in the market and ensures that you don’t get caught up in any market crazes or bubbles.

Stocks that can outperform the market

The size of the company (in terms of market capitalization) can greatly impact the likelihood of a share performing well. Perhaps somewhat surprisingly, smaller shares are more likely to outperform the market, although this may be because their lower price makes them more volatile.

Shares with lower P/E (price-to-earnings ratio), lower P/B (price-to-book ratio), and higher dividend yields will also outperform the market more consistently. Lower P/E will indicate lower expectations from investors, which can mean that there is value to be had. Lower P/B indicates that the share price is undervalued relative to the assets minus liabilities. Higher dividend yields simply indicate that it is a more consistent investment.

The formula suggested for predicted stock returns is:

CURRENT DIVIDEND YIELD + DIVIDEND GROWTH RATE + P/E CHANGE

Investing in mutual funds is the safest way for you to guarantee long-term success. They offer stability and diversity and typically outperform the market over the long term.

The four rules for investing in securities are:

-Only choose companies that can grow, earning at an above average rate over the next 5 years;

-Don’t pay over the P/E ratio;

-Invest in good stories that can attract other investors;

-Limit trading but keep taxes in mind. It is smart to sell losers to lower capital gains tax.

In addition to investing in the stock market, you also have several options available other than simply buying shares. Each have their own advantages and disadvantages and should be considered as alternatives that will help you have a more diversified portfolio that avoids risk and leads to long-term good performance.

These options include:

-Insurance;

-Bonds;

-Money market funds;

-Real estate (both in physical investments and in the form of investment trusts); and

-Gold.

Another factor you should consider when judging the market is the rate of inflation. History shows that stocks and bonds perform poorly during periods of high inflation and, as a result, it presents one of the biggest threats to you as an investor. The best way to hedge against inflation is through common stocks and real estate as they are two areas that are most likely to increase with the rise of inflation. 


Chapter 2. A history of bubbles and booms

One key to long-term success for the average investor is the ability to avoid being caught up in bubbles and booms. These occur almost every decade, and it is worth having this in mind when making investment decisions. If there is a significant increase in the value of shares over a short period of time, then it is probably too good to be true.

Bubbles have been a regular occurrence throughout history and are difficult to avoid as it is not easy to sit tight when you see people around you making money. This means that even investors who don’t believe in the bubble itself can be drawn in, believing that they can find a “greater fool” (someone willing to pay more than they did) at some point in the future.

The following examples show that bubbles exist in almost any industry and have several key things in common.

The Tulip Bulb Craze in the 1630s is generally considered the first recorded bubble and saw prices of tulip bulbs reach incredibly high levels based on an increase in popularity and fashion.

The South Sea Bubble in 1711 was caused when the British Empire expanded the South Sea Company and was able to quickly gain massive investment to exploit trade rights in the South Seas. This was particularly attractive to the general public as other stocks in the industry were extremely hard to come by. It was eventually discovered that the value of the stocks was significantly higher than the actual value of the company, causing the price to crash.

During the Florida Real Estate Craze in 1926, investors realized that Florida real estate was consistently increasing in value. This attracted a huge amount of investment that drove real estate prices up to unparalleled levels. The stock market crash and the onset of the Great Depression caused the bubble to burst. Florida real estate prices have never returned to levels seen during this period.

Bubbles are driven by groups of people who rationalize the price of the market, often even after the bubble has begun to burst. Unsustainable prices can lead to a bubble thriving over a period of years, and the market eventually reverts to normal—otherwise known as the Efficient Market Hypothesis. But the larger the bubble, the bigger the ensuing crisis.

Bubbles are driven by the castle-in-the-air theory and many investors will make money out of them. Nevertheless, avoiding bubbles is one of the keys to long-term success in the market.

To avoid bubbles, many investors choose to trust professional money managers with their money. This approach is now the standard, with over 90% of all trades being now carried out by institutions. Unfortunately, although professional investors claim to offer more security, they can also be swept up in some of the same crazes that cause the undoing of individual investors.

Whereas bubbles are driven by surges in the stock market, booms are the result of bull markets combined with a strong interest in a particular industry or item. Whilst distinctions can be drawn, there are huge parallels between the two, which can be seen from the following examples. Both see drastic increases in the prices of certain types of stocks; but whereas bubbles are typically driven by speculation, booms are usually the result of a change in the industry itself—be that a new technology or a change in regulations.

The Tronics Boom

Based on the popularity of electronics, the “tronics” boom was so named because of the trend for companies to add the suffix “tronics” to their name to benefit from the popularity. From 1959 to 1962, demand was so great that it drove stock prices through the roof, often only weeks after IPOs, but the craze came to an abrupt end in 1962.

The Conglomerate Boom

The 1960s saw low interest rates, and market fluctuation made it easy for larger companies to buy up smaller entities. Interest rates rose again in the 1970s and forced many conglomerates to sell off companies they had bought.

Concept Stocks

In the late 1960s, investors became very attracted to companies that had little or no revenue but great stories. This craze was built solely on the concept of selling to the “greater fool,” but the bear market of 1969-1971 saw concept stock prices collapse.

The Nifty Fifty

The crazes of the 1960s saw professional investors in the 1970s turn to large corporations for great security. The thought was that even if prices climbed too high, the fact that the companies had a long history of success meant that they were sound investments. Unfortunately, this theory did not hold to be true and prices in several large corporations collapsed.

The Roaring ‘80s

The 1980s once again saw professional investors fall in love with a particular industry and prices for biotech companies soared before eventually collapsing.

The Nervy ‘90s

The introduction of the internet caused investors to sit up and take notice, but internet companies were being valued at several hundred times their revenue. This period also saw uncertainty regarding international real estate, particularly in Japan.

History has shown that booms will occur almost every decade, so as an investor you have to be aware of the fact that they will regularly impact your investment strategy.

Booms represent an excellent opportunity to cash in on short-term gains, but you should be wary of the fact that they will eventually come to an end. It is easy to be swept up by a craze and find yourself waiting for the “greater fool” long after the boom has ended.


Chapter 3. What you need to remember from this summary?

It can be tempting to trust a professional manager with your money; however, history has shown that the individual investor has just as good of a chance of outperforming the market. The stock market is full of different approaches to investing and is filled with pitfalls like booms, bubbles, and unsound financial theories, but it is not as complicated as it might at first seem.

-Start by working out how much risk you can take in your investment strategy;

-Diversify your portfolio;

-Avoid being swept up by trends and crazes;

-Think long term and be patient;

-Learn from history, don’t repeat it;

-If you can keep these principles in mind and apply them to your own investment strategy, then you should be able to enjoy long-term success on the stock market. 
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