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The Two Simple Secrets to Investing Success

“History never repeats itself. Man always does.”
- Voltaire

“I’m glad you asked that, Marcia. Our latest
poll indicates that for most Americans, instant
gratification is no longer fast enough!”

Save more, spend less, and invest — these are the foundations of financial planning in a
nutshell. Many people seem to believe it is the smartest, or the most highly credentialed
investor who is likely to realize the best outcome. From my experience this is plainly
false. Rather, it is our individual behavior which explains and differentiates financial
success from failure, in which human psychology plays a significant role.

My grandparents were deeply affected by the Great Depression, both economically and
emotionally. They passed along their feelings of financial insecurity to my parents, who
have always lived frugally and are big believers in delayed gratification. In contrast, my
sister and | grew up differently, more financially secure. We do not have the same
relationship with money as our parents and grandparents had. There are both good
things and bad things about this fact, however for the sake of focusing on financial
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security and wealth, the blueprint forged by our elders is the clear path to financial well-
being.

Morgan Housel writes a blog for Collaborative Fund. A recent post, “Save Like A
Pessimist, Invest Like An Optimist,” caught my attention and drew me to his latest book,
“The Psychology of Money: Timeless Lessons on Wealth, Greed, and Happiness,”
which | am currently working my way through. Although, | am only at the early stages of
reading Mr. Housel’s book, | have already determined it is going to give back to me far
more than what | have paid. In the meantime, see Mr. Housel’s post below for a little
taste of what “The Psychology of Money” is cooking up.

Save Like A Pessimist, Invest Like An Optimist
By Morgan Housel
September 2, 2020

In 1984 Jane Pauley interviewed 28-year-old Bill Gates. “Some people call you a
genius,” Pauley said. “| know that might embarrass you but ...”

Gates deadpans. No emotion. No response.

“OK, | guess that doesn’t embarrass you,” Pauley says with an awkward laugh.
Again, zero reaction from Gates.

Of course he was a genius. And he knew it.

Gates dropped out of college at 19 because he thought a computer should be on every
desk in every home. You only do that when you have relentless confidence in your
abilities. Paul Allen once wrote about the first time he met Bill:

You could tell three things about Bill Gates pretty quickly. He was really smart. He was
really competitive; he wanted to show you how smart he was. And he was really, really
persistent.

But there was another side of Bill Gates. It was almost paranoia, virtually the opposite of
his unshakable confidence.

From the day he started Microsoft he insisted on always having enough cash in the
bank to keep the company alive for 12 months with no revenue coming in. In 1995 he
was asked by Charlie Rose why he kept so much cash on hand. Things change so fast
in technology that next year’s business wasn’t guaranteed, he said, “Including
Microsoft’s.” In 2007 he reflected:



| was always worried because people who worked for me were older than me and had
kids, and | always thought, ‘What if we don'’t get paid, will | be able to meet the payroll?’

Optimism and pessimism can coexist. If you look hard enough you’ll see them next to
each other in virtually every successful company and successful career. They seem like
opposites, but they work together to keep everything in balance.

What Gates seems to get is that you can only be an optimist in the long run if you're
pessimistic enough to survive the short run.

The best way for most people to apply that is: Save like a pessimist, invest like an
optimist.

Let me try to convince you of each.

SAVE LIKE A PESSIMIST

John Littlewood was a mathematician who sought to debunk the idea of miracles being
anything more than simple statistics.

Physicist Freeman Dyson explains:

Littlewood’s law of miracles states that in the course of any normal person’s life,
miracles happen at the rate of roughly one per month.

The proof of the law is simple. During the time that we are awake and actively engaged
in living our lives, roughly for eight hours each day, we see and hear things happening
at a rate of one per second. So the total number of events that happen to us is about
30,000 per day, or about a million per month.

With few exceptions, these events are not miracles because they are insignificant. The
chance of a miracle is about one per million events. Therefore we should expect about
one miracle to happen, on average, every month.

The idea that incredible things happen because of boring, obvious, statistics is
important, because it’s true for terrible things too.

Think about 100-year events. One-hundred-year floods, hurricanes, earthquakes,
financial crises, frauds, pandemics, political meltdowns, economic recessions, and so
on endlessly. Lots of terrible things can be called “100-year events”.

A 100-year event doesn’t mean it happens every 100 years. It means there’s about a
1% chance of it occurring in any given year. That seems low. But when there are
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hundreds of different independent 100-year events, what are the odds that any one of
them will occur in a given year?

Pretty good, in fact.

If next year there’s a 1% chance of a new disastrous pandemic, a 1% chance of a
crippling depression, a 1% chance of a catastrophic flood, a 1% chance of political
collapse, and on and on, then the odds that something bad will happen next year — or
any year — are ... uncomfortably high.

Littlewood’s Law tells us to expect a miracle every month. The flip side is to expect a
disaster roughly as often.

Which is what history tells us, isnt it?

History is “just one damn thing after another” said Arnold Toynbee. Dan Carlin’s
book The End is Always Near highlights periods — from pandemics to nuclear war —
where it felt like the world was coming to an end. They exist in every era, every
continent, every culture. Bad news is the norm.

Even during what we think were prosperous periods, like the 1950s and 1990s, there
was a continuous chain of grief. Adjusted for population growth, more Americans lost
their jobs during the 1958 recession than did in any single month during the Great
Recession of 2008. The global financial system nearly fell apart in 1998, during the
greatest prosperity boom we’ve ever seen.

The world breaks about once every ten years, on average. For your country, state,
town, or business, once every one to three years is probably more common.

Sometimes it feels like terrible luck, or that bad news has new momentum. More often
it’s just Littlewood’s Law at work. A zillion different things can go wrong, so at least one
of them is likely to be causing havoc in any given moment.

Save like a pessimist means you acknowledge the cold statistics of how common bad
news is. It’'s common at the global, national, local, business, and personal level. Save
heavily, knowing with certainty that you’ll need a cushion to deal with the next banana
peel. Be a little bit paranoid, knowing the assumptions you hold today could break
tomorrow, and you’ll need enough room for error to make it to the next round.

INVEST LIKE AN OPTIMIST

More people and businesses try to solve problems than fudge success or get into
trouble. Not by much. But the odds tilt ever so slightly toward long-term progress amid
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frequent setback. It’s been happening for thousands of years: millions of people solving
one problem and moving on to the next, bit by bit, experiment by experiment.

Since progress is cumulative (we don’t forget past innovations) but setbacks are
temporary (we rebuild), the long-term odds tilt towards growth.

And that’s all it takes.

In blackjack, casinos usually have a 0.5% edge over players, which is enough to
guarantee they’ll win over time. The best card-counters give themselves about a 2%
edge over the house, which is enough to ensure they’ll win over time.

Same thing in the economy.

As long as more people try to get better than screw up, the long-term odds are in an
economy’s favor. And that’s virtually always the case because the screw-ups — the
declines, the recessions, and panics, the wars — fuel the problem-solving.

Once the odds are in your favor, compounding takes hold. And then .... boom.

Compounding is easy to underestimate because it’s not intuitive, even for smart people.
Michael Batnick once explained it. If | ask you to calculate 8+8+8+8+8+8+8+8+8 in your
head, you can do it in a few seconds (it’s 72). If | ask you to calculate
8x8x8x8x8x8x8x8x8, your head will explode (it's 134,217,728).

If the odds are in your favor and you can keep them in your favor for a long time, you
shouldn’t just be an optimist. You should be a ridiculous, full-blown, giddy optimistic.

Which is also what history tells us, isn’t it?

All good investing comes down to surviving an inevitable chain of short-term setbacks
and disappointments in order to enjoy long-term progress and compounding.

Save like a pessimist, invest like an optimist.

| am broadly positive on financial market returns into year-end and beyond. This opinion
ultimately comes down to easy central bank policy and an improving economic situation.
Based on various communications from the Federal Reserve, it is apparent to me policy
makers will be very slow to withdraw liquidity and in fact are hoping to get both the
economy and inflation to run hot over time. Near zero short term U.S. interest rates
should translate into higher equity prices garnering higher P/E multiples on average,
lower long term bond yields (investors will begin to realize inflation is not making a
meaningful comeback due to factors such as a growing debt overhang, and therefore
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will be forced to take on greater duration risk via extending out the yield curve), higher
precious metals prices, and a weaker US dollar.

The bottom line is this. Activist central banks are all competing to stimulate their
economies and asset markets. Their money will be worth less relative to assets priced
in their respective currencies. As time passes, it will take more units of any given
currency in exchange for those assets. Pick your poison.

As far as COVID-19 goes, | mainly view the forward effect as having accelerated trends
that were already playing out over a longer time period. This translates into recent
winners continuing to grow at the expense of the losers. Equity asset classes such as
large capitalization technology along with non-commercial real estate and housing
related sectors/industries should continue to outperform. Stay the course.

ASSET CLASS & SECTOR OPINIONS
OVERWEIGHT NEUTRAL UNDERWEIGHT
U.S. Real Estate & Related International Developed Market
Equities Materials Sector Equities
Large Capitalization Technology Communication Services Sector Financial Services Sector
Healthcare Biotech &
Consumer Discretionary Sector Pharmaceuticals Leverage Loans (Floating Rate Debt)
Healthcare Equipment Consumer Staples Treasury Inflation Protection Securities
Investment Grade Corporate
Bonds Mortgage Backed Securities Energy Related Equities
U.S. Treasury Notes & Bonds Local Currency EMG Bonds
Gold & Gold Miners High Yield Corporate Bonds
Emerging Markets Equities
Aerospace & Defense

Sincerely,

Justin Kobe, CFA

Founder, Portfolio Manager & Adviser
Pacificus Capital Management
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or less than the original cost when redeemed. Diversification and asset allocation strategies do not assure profit or protect
against loss.



