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Introduction

M

any investors have been so disillusioned by the performance
of stockbrokers, investment advisors, and mutual funds (see
the “Glossary” for more in-depth definitions of terms displayed in bold italics) that, for better or worse, they make their own
investment decisions. Some rely on reading or watching the financial
news or studying company financial data to identify individual companies that will do well. Some pick mutual funds based on the name or
performance over the last one, three, and five years, cross their fingers,
and hope for the best.
If you’re feeling disappointed, confused, or frustrated by all the conflicting “advice”, you need to know you are not alone. In fact, experiences like yours spurred economists to develop the academic field of
finance. And, as they searched for insights, they discovered a better way
to invest. Just as scientific research has led to advances in medicine and
computers, financial market research has led to major advances in investing, such as the launch of index funds. Since their introduction in the
1970s, the performance of index funds has surpassed the performance
of Wall Street’s traditional methods of investing. Now, more recent advances are surpassing the performance of index funds!
If you want to understand the advances discovered after index funds
were introduced, what led to them, and how you can profit from them,
then keep reading!
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Investing—The Search for Knowledge
To most of us, the financial world can feel like a massive Tower of Babel,
with thousands of people speaking languages we can’t understand, selling products we don’t know how to evaluate, with motives we can’t quite
discern. In this ever-shifting world of global finance, where information,
time, and money seem to move at faster and faster speeds, even smart,
financially savvy investors can get a little dazed and confused.
I wrote this book to help you rise above the babble to become a more
successful investor. If you’re tired of being dazed and confused, susceptible to those who would profit at your expense, you can turn your experience right-side up and feel like the financial world is truly working for you.
To help you learn how to reap the rewards of the investment markets,
previously available mainly to those selling investment products and advice—not you and me, this book starts with a history of markets tracing back to the dawn of civilization. You will see how markets and our
understanding of them have changed. You will learn how the 1929 Wall
Street Crash led to the construction of today’s modern financial markets
and how a deeper comprehension of investor behavior and investments
since the Crash has led to exciting and profitable innovations.
You will learn how computers provided ways to test investment theories and how very smart people used computers to research and improve
on established approaches to investing. Their early research led to the
development of the first index fund. You will learn why index funds were
a breakthrough in the investing world and how these same very smart
people went on to develop more advanced funds that capture even higher returns! You will see that investors in these more advanced mutual
funds have captured higher returns than the investors in index funds!1
By the time you finish reading, I hope you will appreciate why I’m
such a passionate advocate of the approaches I am detailing in these
pages, and I hope you will understand how these approaches can help
you change your life, the life of your family, and those who follow.

My Passion
Few things in life give peace of mind like knowing that you have a good
doctor. I know that because my dad was a good doctor. Throughout my
viii
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childhood, I watched closely as he practiced his craft—which was much
more than medicine to him. His practice was about helping people,
caring for the community, and providing a reliable service through the
most vulnerable and difficult moments human beings can face.
As an orthopedist, he often gave care and comfort following a traumatic event. He was a true medical expert, yes, but he was much more.
He understood that good healthcare was not just a matter of what you
know, but also about understanding the person. It was about listening
and treating people with humility and empathy.
One Saturday, I was with my dad as he visited his patients in the
hospital. I watched from a distance as he met with a large man who
was extremely agitated—almost dangerously so—about his injured son.
Watching my dad respond to this man was a life-changing experience
for me. Rather than back away, my dad gently touched the man, and I
was amazed to see how quickly he calmed down. It was as if my dad had
lifted the weight of the world off this man’s shoulders. Watching my dad
have that immediate impact on another human being made a lasting
impression on me.
As you may have already guessed, my dad was my hero. In my own
life, I have tried to walk in his footsteps. Indeed, I try to bring to my own
work the same spirit of wisdom, humility, and service that animated my
father’s medical practice many years ago.
My choice of profession also came from watching my parents. As
a teenager, I saw my mom and dad struggle with investing. Engaging
stockbrokers recommended by wealthy patients provided disappointing
results. When people would offer to “let them in” on investments, my
dad would say, “if it’s such a good deal, why are they offering it to me?”
Watching them, I realized that I wanted to help people the way my father
had, but with their financial health rather than physical health.
I had a lot to learn. In college, I majored in economics. In graduate
school, I earned a master’s in business administration with concentrations in finance and accounting. I then joined the international accounting firm, Coopers & Lybrand, and became a certified public accountant.
Building on what I learned in school and as a CPA, I joined Rosenberg
Real Estate Equity Funds (RREEF) where I was quickly promoted to
chief financial officer (CFO). There I saw how knowledgeable investors
ix
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approached investing including their understanding of investments and
investment markets. While at RREEF, I worked with my counterparts
at the leading insurance companies and banks to form the National
Council of Real Estate Investment Fiduciaries (NCREIF) and served as
its first president and board chair. In this role, I gained firsthand knowledge of how professional investors throughout the U.S. approached
investing, the information they required to support their investment decisions, and how they worked with their professional advisors.
Since my time at RREEF, I’ve worked as a technology entrepreneur
and financial consultant in insurance, technology, real estate, equity
markets, and more. My experience in financial markets is wide and varied. But I felt a growing sense that something was missing.
One day it struck me. I remembered what I really wanted to do. I
wanted to follow in my dad’s footsteps and focus on serving individuals and families. Instead of learning medicine to help others with their
physical health, I could take my passion for finance and use the skills
I learned as a CPA and CFO to help others with their financial health.
Now I work as a financial advisor in the San Francisco Bay Area, and
there is nothing I enjoy more than giving my clients the confidence that
their futures and their legacies are in safe and secure hands.
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other common stock on a stock exchange. Index funds are open-end
mutual funds that are managed to track a market index. Electronically
Traded Funds, or ETFs, are closed-end index funds with a few special
features. More about these differences and when they matter later.

Author’s Note
This book is based on published reports of investment performance.
Some are academic papers that have survived rigorous peer review.
Others are studies of the performance of publicly traded mutual funds.
As you probably know, individuals, their stockbrokers, and private money managers are not subject to the same regulatory controls as mutual
funds; as a result, there are few studies of how well individuals do.
When most of us refer to mutual funds, we are usually referring
to “open-end” funds. When investors buy or sell shares of an open-end
fund, they do so directly with the fund’s manager at a price based on the
prices of all the securities owned by the fund at the end of the market’s
most recent trading session. The other type of mutual fund is a closedend fund. Shares in a closed-end fund trade throughout the day like any
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CHAPTER 1
The Market

M

arkets have been a centerpiece of organized society since the
dawn of civilization. Eight thousand years ago in the fertile
plains of Mesopotamia, farming tools and new techniques allowed farmers to grow more food than they needed to survive. While
most continued farming, some were able to shift to other work; to get
excess crops into the hands of those who needed them, markets and
exchanges developed.

Illustration 1–1. Image depicts beginning of ancient commerce. (Source:
Shutterstock. Sokoto marketplace old view, Nigeria. Created by Hadamard
after Barth, published on Le Tour du Monde, Paris, 1860)
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As these exchanges grew and became more complex, currency was
invented to facilitate trading. This process eventually led the way to what
we now think of as investing—people entrusting their hard-earned savings to others in the hope that they will be paid more in return.

Investment Markets and Securities
Investing, as we know it, however, is a relatively new phenomenon. While
markets and investment contracts date to the beginning of civilization, investing evolved into its modern form starting in the early nineteenth century.
Initially, investments were simply contracts called bills of exchange.
They worked like our checks and were used by merchants to finance
trade in the commodities they were buying and selling—grains, spices,
silk, metals, and so on. Some merchants expanded beyond their own
trading and formed merchant banks to invest in exchange-related instruments, profiting from financing long-distance trade. As they prospered,
the merchant banks expanded their lending to monarchs, other royalty,
and the papacy, usually gaining privileges, access, and side payments in
return. Well-known examples include the Medici of Florence from the
fourteenth and fifteenth centuries and the major British houses starting
with the Barings in 1763 and Rothschilds later in the eighteenth century.
Eventually, some merchant banks entered the long-term capital financing business and began selling longer-term securities, including
early versions of corporate stock, to nonfamily investors. By the nineteenth century, the growing credibility of governments, along with a
larger investor base, permitted the extension of credit and the placement of government bonds with many investors.
Government debt securities dominated early investment offerings,
particularly in times of war. Corporate investments took hold in places
where the demand for long-term capital exceeded what was immediately available from an entrepreneur’s personal network. The liberalization
of incorporation rules aided this process. Indeed, modern-day investing
requires the availability of corporate securities and of securities markets.
Such long-term corporate finance took many forms, including equity
(a share of ownership) and debt instruments, which gave investors rights to
a defined cash flow (or fixed income) without any ownership stake. Equity
finance gave the shareholder some less-defined cash-flow rights and usually
2
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included some level of control rights—depending on how the corporate
charter spelled out dividend payments to the various classes of shares.
Although debt securities held less profit potential than equity shares,
they remained popular with outside investors who had little or no knowledge of a company and its management and also with owners (often families) who wanted to maintain control of their business. Equity shares, on the
other hand, allowed risk sharing: founders and their heirs could divest part
or all of their ownership and diversify their wealth, while outside investors
seeking to profit could assume that risk.
During the early stages of investment markets there were few restrictions on the type of firm that could issue debt instruments but only certain
types of corporations could issue equity shares. Many governments restricted incorporation through regulations and expensive legal hurdles, lengthy
wait times, and high fees. This began to change during the industrial age
when many countries removed such constraints in order to attract capital
for economic expansion. The key feature of limited liability popularized
these new equity securities because allowing entrepreneurs and investors
to wall off their personal wealth from their business undertakings and investments lowered a major barrier to their investing in corporate equity.
The beginnings of the global railroad boom in the 1830s required significant long-term capital investment along with the need to manage the associated risk. The expansion of railroad networks brought advances in steel
production and other large-scale industries. As the nineteenth century progressed, the need for capital from outside investors continued to expand.
This process of channeling funds from those with excess cash to those
seeking it led to the development of our modern securities markets.
Securities market liquidity—that is, ease and low cost of trading—reassured
investors that they would be able to quickly sell their holdings in the future.
Indeed, the most highly developed economies developed active securities
markets. Interestingly, many early securities markets were built in the same
locations where merchants had previously conducted their trades.

Investor Behavior
Although our modern investment markets emerged in order to fill a
very important need for capital, some investors continue to think that
the markets are just gambling pits where you place bets on winners and
3
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losers. Too often these attitudes lead to actions that are harmful to the
investors’ own financial health, although they may never understand
that their mindset affects their investment success. Instead of thinking
of investment markets as gambling pits, smart investors understand that
markets are a “complex combination of miracles.”2
Investment markets supply capital to enterprises that put it to productive use. This activity promotes the coordinated actions required by
millions of people around the world to bring everything together. From
this perspective, we see that market prices serve as a unifying force that
enables millions of people to coordinate their actions efficiently.
Investment markets are also made up of millions of participants who
voluntarily agree to buy and sell securities—stocks and bonds—based
upon their own needs and strategies. Each day, millions of trades take
place,3 and the vast collective knowledge of all of these participants is
pooled to set security prices.
This complex reality reveals the problems of the gambling-pit scenario.
Investors who try to outguess the market are competing against the extraordinary collective wisdom of all of these buyers and sellers, including professional traders working for Wall Street investment banks, hedge funds, and
computers armed with highly sophisticated trading programs. In effect, they
are betting “against the house,” and they often experience the same outcomes as gamblers at casinos. Most people who treat investment markets as
a gambling pit end up with worse outcomes than they would experience if
they trusted in “market forces.” Professor Kenneth French has been quoted
as saying, “The market is smarter than we are and no matter how smart we
get, the market will always be smarter than we are.”4 In chapters to come, I
will be telling you more about how to employ “market forces” to your benefit.
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anticipation of further increases, rather than because of the product’s
intrinsic value. The impact of speculation increases in size and influence
when the news media jump on board and give it additional credibility.
When something causes the speculators to lose their unrestrained enthusiasm, exuberance turns to disillusionment, which has sometimes led
to panics that have weakened a nation’s health and even its government.
The rise and fall of speculative forces have become known as “bubbles.”
The first recorded speculative bubble was tulip mania.

Tulip Mania, The Netherlands (1636–1637)
In the seventeenth century, the Dutch Empire grew to become one of
the major seafaring and economic powers. One outlet for its newfound
wealth was an infatuation with the tulip, which had been imported in the
late sixteenth century from the Ottoman Empire. At the peak of tulip
mania, unrestrained exuberance became so irrational that speculators
paid more than ten times the annual income of a skilled craftsman for
the most highly valued tulip bulbs.

Market Turmoil
While markets usually operate effectively, there are times when they go
astray, particularly as the hope of being paid more becomes contagious.
Although only a relative few investors are affected most of the time,
there have been occasions when the infection spreads and establishes
itself as a dominant market force. This can happen when speculators
note a fast increase in value of a given investment and decide to buy in
4

Illustration 1–2. Tulip price index from 1636–1637. The values of this index were
compiled by Earl A. Thompson. (Source: Thompson, “The Tulipmania: Fact or
Artifact?” Public Choice 130, nos. 1–2 (2007): 99–114, doi: 10.1007 / s11127–006 -9074–4)
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losers. Too often these attitudes lead to actions that are harmful to the
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place,3 and the vast collective knowledge of all of these participants is
pooled to set security prices.
This complex reality reveals the problems of the gambling-pit scenario.
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computers armed with highly sophisticated trading programs. In effect, they
are betting “against the house,” and they often experience the same outcomes as gamblers at casinos. Most people who treat investment markets as
a gambling pit end up with worse outcomes than they would experience if
they trusted in “market forces.” Professor Kenneth French has been quoted
as saying, “The market is smarter than we are and no matter how smart we
get, the market will always be smarter than we are.”4 In chapters to come, I
will be telling you more about how to employ “market forces” to your benefit.
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The irrational exuberance did not last long. By February 1637, new
buyers were no longer willing to pay increasingly inflated prices for
their bulbs. As word spread, prices dropped and the speculative bubble
burst. Fortunately, because the primary participants in tulip mania were
wealthy merchants, the economic fallout from the bubble was limited.

South Sea Bubble, Great Britain (1720)
The South Sea Company was a British company founded in 1711. It was
given its name to highlight the right to trade with South America as a
way of distracting investors from its primary purpose, which was to consolidate and reduce the cost of national debt.
On several occasions the company offered to exchange government
debt for stock. These offerings found limited success until 1719 when the
House of Commons approved a new scheme for exchanging South Sea
Company Stock for government debt. Shares backed by national debt were
considered a safe investment. Well-connected politicians and others key to
securing government favor were sold stock with options to sell the stock
back to the company at any future date at the prevailing market price. This
led to what became known as the Bubble Act, which gave a boost to the
South Sea Company.
The price rose from £128 (pound sterling) in January 1720 to £1,000
in early August. When the company failed to pay dividends later in August,
the price began to drop, falling faster than it had risen, to £150 by the end
of September.
Many investors were ruined by the price collapse. The damage was so
widespread that the British national economy was affected and the government was forced to introduce a series of measures to restore public
confidence.

Great Wall Street Crash, United States (1929)
During most of the Roaring Twenties, the U.S. economy had been growing steadily. It was a technological golden age with innovations such as
the radio, automobiles, airplanes, the telephone, and the power grid
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adding excitement to everyday living. Twenty million citizens took advantage of post-war prosperity and set out to make their fortunes in the
stock market.
Some, no doubt, were influenced by Edgar Smith’s Common Stocks
as Long Term Investments, which was published in 1924. Prior to Smith,
no data had been published on the market returns of long-term common stock investments in the U.S. market. The majority of investors did
not invest in the common stock of industrial and commercial firms but
instead focused on bonds or preferred stock. Common stocks were deemed
“risky” and highly speculative.5
Smith’s data showed the returns from common stocks had greatly
exceeded the returns from corporate bonds. The total return on a portfolio of ten common stocks was 2.5 percent per year more than the total
return on corporate bonds, when measured over sixty years. He suggested that investors could earn what modern finance theory calls an equity
risk premium by holding ten common stocks over the long term, rather
than corporate bonds.6
Furthering his theory, Smith introduced new ideas on the “riskiness”
of stocks. He reported that “riskiness,” which he defined as price volatility, was reduced:
 When the U.S. economy was more stable
 When investors held their stocks for four years or more
 When investors employed diversification—owning a broad variety of stocks to smooth out returns and reduce volatility
Companies that had pioneered many exciting innovations, like Radio
Corporation of America (RCA) and General Motors, saw their stocks
soar. Financial corporations also did well. Using the new findings, Wall
Street bankers floated mutual fund companies (then known as “investment trusts”) like the Goldman Sachs Trading Corporation. These investment trusts are known today as closed-end funds. Investment trusts
pooled money and constructed diversified portfolios of common stocks
that they then sold to the public as shares in the fund. While such an
approach was capable of earning returns that substantially exceeded
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returns from bonds, most investors bought in after there had been
a dramatic change in stock valuations, which were often far removed
from the underlying fundamental values, a condition shared by previous
market bubbles.
Infatuated by promises of “rags to riches” transformations and easy
credit, many investors gave little thought to the risk that arose from
widespread abuse of leverage through margin financing or unreliable
information about the securities in which they were investing.
There was little support for federal regulation of the securities markets, and calls for the federal government to require financial disclosure
and prevent the fraudulent sale of stock were never seriously pursued.
And so the party continued.

Illustration 1–3. Dow market crash after Black Tuesday.
(Source: Wikimedia Commons, by Mmakki)

When stock prices suddenly dropped in October 1929, public confidence in the markets also crashed. Many investors lost great sums of money in the collapse and struggled during the ensuing Great Depression.
Economists and business and government leaders believed that the public’s faith in the capital markets needed to be restored in order for the
economy to recover.
8

IN VESTING 3.0

Recent Turmoil
While the efforts to restore the public’s faith in the capital markets went
a long way toward addressing the worst abuses, they did not eliminate
“irrational exuberance” that can still lead to dramatic swings in stock
prices. Even after Congress passed laws in the 1930s and 1940s to regulate investment markets and investment advisers, the markets have seen
significant turmoil, such as these two recent examples.

Dot-Com Bubble, Global Markets (1995–2001)
In the 1990s, the growing power and influence of personal computers
began to overcome a major limitation: connectivity. The Internet, which
had been developed to provide a common framework for military computers, provided a way over this barrier.
In the rush to take advantage of business to be gained from this
growing connectivity, companies offered their services or end product for free with the expectation that they could build enough brand
awareness to charge profitable rates for their services later. Armed with
business plans that showed “hockey stick” shaped projections of rapid
growth, venture capitalists chose to bring unproven investment concepts
to market and let the market decide which would succeed.
The potential of these companies to transform lives and the economy caught the attention of Wall Street and the media. And the public
was mesmerized by the promise of the potential. The “irrational exuberance” of the dot-com era came to a crashing halt when the business plans
failed to deliver the cash needed to sustain the businesses.7 As mounting evidence exposed the shortcomings of many of these business plans,
exuberance turned to—you guessed it—disillusion.
Many investors who jumped on the dot-com bandwagon suffered greatly from the market collapse. Most unfortunate were those who had invested a large portion of their retirement savings in these dot-com companies.

Subprime Mortgage Crisis, Global Markets (2008)
As captured in the movie, The Big Short, a U.S. housing bubble burst in
2008. The main culprit was lackadaisical—some say fraudulent—oversight
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of mortgage lending. Because of compensation structures that rewarded
mortgage companies for lending money with no penalty if the borrower
failed to repay the debt, loan officers aggressively pursued lower-quality
subprime mortgages.
Complicit with these lenders were the Wall Street firms who resold
these loans as mortgage-backed securities and collateralized debt obligations
(CDOs) and the ratings agencies that evaluated these financial products
and gave them the very best ratings, despite their risks. While a few saw
through the smoke screen being promoted by Wall Street, most disregarded the warning signs. And, as portrayed in the movie, even those
who saw the coming collapse struggled to profit from their efforts to
challenge market forces.
The eventual collapse of the housing bubble caused two of the most
respected investment firms, Bear Stearns and Lehman Brothers, to shut
their doors and led to a new law, the Dodd-Frank Wall Street Reform
and Consumer Protection Act, enacted to help protect consumers from
similar abuses in the future. Although stock market prices have recovered, many families have yet to recover the savings they lost in the collapse. Some speculate that many hurt by the 2008 collapse have rejected
the politicians who were governing prior to and during the collapse.
In Great Britain, this took the form of voting to leave the European
Union—“Brexit.” In the United States, some think this contributed to
the election of Donald Trump as president.

IN VESTING 3.0

It should also be pointed out that during the twentieth century, investment scholars developed a more complete understanding of market
prices and the forces that drive their movement. Significant advances
have been made possible by increased computing power that was not
available before 1960. Investment scholars and professionals believe that
our more complete understanding of underlying market forces can be
used to reduce the severity and disruption of future bubbles and market
turmoil.
That said, it has been shown that investors who harness market forces, instead of reacting or trying to outguess them, reap more of the reward that investment markets have to offer.
In the next chapter you will learn how accounting standards, U.S.
laws governing investors, investment brokers and advisers, investment
markets, and the way information is communicated have evolved to give
all investors an equal opportunity to profit.

Lessons Learned
Market forces are powerful. Over time their impact has expanded from
the exclusive domain of royalty and wealthy merchants to anyone with
savings to invest. And their power has grown from impacting a few to
become a driving force behind world economic activity.
Market prices are the unifying force that enables millions of people
to coordinate their actions efficiently but there are times when misguided sentiments dominate market forces, allowing speculation to drive
prices far from historical norms. Fortunately, these times have been infrequent and tend not to last very long.
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