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This ebook is part of a larger project that Bob Fischer has been working on over the past
two years. Bob has consulted with me often in support of his thesis that the use of rule-
based decision-making is the most effective approach to investing — the subject of his
recent book, “The Naked Portfolio Manager.” This ebook will introduce you to the basic
ideas we have discussed about how rule-based decision-making can change the way you
choose to invest.

During the course of our many interactions, | have come to realize that Bob is a deep
thinker obsessed with the desire to create a better process for individuals to invest their
money, and to widely communicate the power of consistent, objective, rule-based decision-
making in financial markets.

He asked if it would be possible to teach the principles of rule-based decision-making
in a Principles of Investments course | teach at Sweet Briar College, and allow the students
to develop their own rules as a final product of the course. My students thought the idea
was terrific, and so began the Sweet Briar experiment. Bob is encouraging people to
track the students’ models as they are posted on the web. The stock picks for each month
are posted at the beginning of the month to provide complete transparency.

You don’t have to know Bob long to witness his deep belief in his message. His 22 years
of investment experience, and his ability to draw parallels from other industries, have
led him to his conclusion that investors ought to forget about listening to forecasters and
prognosticators and instead stick to a disciplined rule-based method of investing. | think
the Sweet Briar experiment encapsulates the passion and the fearless drive Fischer has
to educate the average investor about the power of consistent, objective, rule-based
decision-making in financial markets.

Here is a guy who wants to
change the way the world invests.

And - knowing Bob the way | do —
| think he might just do It.

Bob has a clear simple message to deliver, and | know you will enjoy reading it.
~ Thomas B. Scott, PhD

Chair, Department of Business
Sweet Briar College , Sweet Briar, Va 24595
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Insanity is doing the same thing over and over and expecting different results. Naked
investing is a totally new approach to investing that is used by a small but growing
number of portfolio managers and individual investors that can dramatically improve
the way you make investment decisions.

Simply put, naked investing requires you to think about
choosing rules and process instead of choosing stocks.

A naked strategy is a simple clearly defined set of rules
created for the purpose of making a decision.

This type of strategy needs no special expertise to use.

To understand why this revolutionary way of thinking is
vastly better than the old methods, read on.

It’s been more than a decade since the Internet has
transformed the way investors obtain information.
Gone are the days when you called your broker to
get stock quotes or the latest earnings news. At your
fingertips you now have a virtually limitless supply
of data covering almost anything you would want
to know about a mutual fund, stock, or stock index.
Media outlets like CNN give us nonstop market
commentary, and there are millions of websites,
blogs, email newsletters, and online magazines

that provide individuals with an almost infinite
storehouse of investment guidance.

Yet with all this free and copious advice, investors still got pummeled in 2008. As |
wrote in The Naked Portfolio Manager, if you were looking for a reason to abandon
traditional methods of investing, 2008 gave you a plethora of reasons to do so.

What’s an investor to do?
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Recently, a brilliant economist said some things to me that added a profound new
dimension to how | share the message of The Naked Portfolio Manager going forward.
That person was none other than Dr. Richard Marston, one of the most respected
academics in the nation who regularly writes and speaks about wealth management
issues.

Dr. Marston told me he was hired by four “family offices” to advise them on investment
strategies. Family offices are typically established by extremely affluent people (with
at least $100 million in assets) to manage their family’s wealth.

These families can afford the absolute best advice money can buy.

In this case, each of these family offices already had a cadre of money managers and

investment policy advisors in place who applied a defined asset allocation. Dr. Marston’s
was hired to act as another set of eyes to ensure the advisory team adhered to sound

policies. Basically, he watched the people who watched the money.

Dr. Marston met with the families during the first quarter of 2009, when the country
was reeling from an oppressive banking crisis, the bankruptcy of General Motors, and
a vicious bear market. He advised them all to follow the guidance of their advisors to
sell some fixed income and purchase equities to rebalance their portfolios back to the
recommended allocation.

But none of the families followed Dr. Marston’s advice.

What went wrong here? As we all know, the equity markets recovered substantially.
Presumably, had the families followed his counsel they would have dramatically increased
their wealth. They hired Dr. Marston for his expert advice, didn’t they?

Well, it turns out that being super smart is not the answer — not being dumb is the
answer. The families fell prey to thinking errors and behavioral blunders that kept them
from following a sound plan during a bear market.

You can read the entire text of the post about the four families and Dr. Marston here.

I wrote Naked Portfolio Manager to help investors make better decisions, and | spent five
chapters discussing thinking errors. But after hearing Dr. Marston’s story, | have come
to realize that faulty behavioral responses are just as important as thinking errors, and
I have decided to put a greater focus on developing behavioral strategies to combat these
types of errors from now on.

To explain better, let’s talk about Sgt. Munley.
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In a November 2009 blog post, I talked about Sgt. Kimberly Munley, the heroic police
officer who stopped a crazed gunman who went on a shooting rampage at Fort Hood
on Nov. 5N, 2009. After she had shot and wounded the gunman, he turned toward her
and began firing.

A New York Times article reported that, with the gunman repeatedly shooting at her, she
"ran toward him, continuing to fire, until both the gunman and Sgt. Munley went down
with several bullet wounds." The article further stated that Sgt. Munley, an expert in
firearms and a member of the SWAT team, had "received specific training in a tactic
called active shooter protocol, which was designed for exactly this kind of situation."

What enables a mother of two small children
to risk her life by running into a hail of bullets?

In my opinion, it was her training.

At the time of the attack, her mind was focused on
executing what she was trained to do. She was
executing a previously rehearsed exercise, except
this time there were real bullets.

So what does this have to do with bear markets?

During a bear market,
talking heads in the media shoot "fear bullets"
that can place investors at grave risk of undoing a sound strategy.

And the best way to prepare for these times
Is to conduct bear market drills;
in other words, selecting "naked strategies"
or rule-based approaches in which the investor decides
exactly what protocols he will follow in a bear market,
before it happens.

You can read the entire text of my post on bear market drills here.
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One study from Lipper Analytical shows some revealing data on the average return of
equity mutual funds for the twenty-year period ending in 2007. The average equity fund
returned 10.81%, but the average equity fund investor earned just 4.48%.

This means that investors are realizing returns that are 6% lower (less than half) than
the published returns of their own funds.

The difference between these two types of returns is that mutual funds report time-
weighted returns, while investors earn dollar-weighted returns. (For a more complete
discussion of the difference in these returns, see pages 72 and 73 of The Naked Portfolio
Manager)

This happens because
Investors do most of their buying at market peaks
& most of their selling at market bottoms.

You can see this yourself if you look at data produced by The Investment Company
Institute, the trade association for the mutual fund industry. If you go to their website
to check the flows into equity funds, you will see that in September and October of 2007,
as the stock market was peaking, approximately $19 billion dollars flowed into equity
mutual funds. In February and March of 2009, just as the market was bottoming, investors
took more than $50 billion dollars out of stock mutual funds. This type of self-destructive
market timing is why investors trailed their own mutual funds by more than 6% per year
over a twenty-year period.

So why is it that both ordinary investors and the
super-affluent tend to sabotage their investment results?

In The Naked Portfolio Manager, | devote five chapters to how investors make decisions
and the reasons why typical human thought processes are so frequently flawed.

Unless you find a way to avoid these types of errors,
you will never be very successful as an investor.
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On page 38 and 39 of The Naked Portfolio Manager, | talk about a concept called availability.

When we as humans make decisions, we seldom weigh all the facts.
Instead, we tend to consider certain facts while ignoring other facts almost entirely.

Facts that are meaningful to us, easy to remember, or we have heard most recently, are
more available to us than information we find difficult, confusing, or hard to remember.

During raging bull markets, we’re bombarded with optimistic messages about how
much money everyone is making. We read about “this fund up 30%” or “that fund is
jumping 45%,” and then our next-door neighbor is telling us how much money he’s
raking in. We switch on the evening news and see that the market rose another 150 points
that day.

Next thing we know we’re on the phone with our brokers
telling them to get rid of those stodgy bond funds and invest
where we can really make some money.

The exact opposite occurs to investors in bear markets. Here, we’re treated to a barrage
of bad news. Our neighbor looks shocked to hear we still own stocks and gleefully tells
us he went to cash seven months ago. He says he’s waiting for things to drop another
2000 points and then he’ll really start buying. We turn on the TV and some talking-head
says, “Another bad day on Wall Street...” with a sadistic grin.

So we decide tomorrow we’ll call our advisors
and get out before we “lose everything.”

Yet again, availability, or the “over-weighing” of one type of message over another,
leads the investor astray.
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Magazines chronicle the mood of investors and act as a good proxy for the types of
messages people receive at various times in the market. It’s interesting to look at magazine
back issues and compare how the market performed from that point going forward.
Perhaps the most famous magazine cover is from BusinessWeek’s August 13, 1979 edition
featuring "The Death of Equities” article, which has become a collector’s item. The story
talked about how investors were shunning stocks, and concluded with this quote:

Today, the old attitude of buying solid stocks as a cornerstone
for one's life savings and retirement has simply disappeared.
Says a young U.S. executive: "Have you been to an American
stockholders' meeting lately? They're all old fogies. The stock
market is just not where the action's at.

The Dow Jones average closed that year at 839 points, and then proceeded to more than
triple over the next ten years, closing at 2753 points in 1989. A few weeks after the
BusinessWeek cover, Time magazine came out with one on October 22, 1979 that featured
the headline "The Squeeze of '79: Tighter Money, Higher Prices, Wall Street Woes." Is it
any wonder that investors have trouble escaping the smothering influence of media
messages?”’

My favorite though, is the March 2000 issue of Smart Money that touted the “Ultimate
Tech Portfolio.” The article (which is discussed in detail on pages 39-41 of The Naked
Portfolio Manager) lists 15 tech stocks that “will light a fire under your overall holdings.”
Here are those stocks, comparing their historical and recent prices:

Doing the math,
the average decline
through November
of 2009 was 85%

Wade Slome, a hedge fund
manager, has written an excellent
series of articles on “Why
Magazine Covers Are Historically
Great Contrarian Indicators” that
you can read here.
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My point here is not to blame the media for scaring investors at market bottoms and
fanning greed at market peaks. Magazine covers are just an indication of popular sentiment.
Magazine publishing is a business and editors do what is good for circulation. However,
average investors, being bombarded with messages of a particular type, can easily and
unwittingly have their thinking influenced to their detriment.

We know investors make emotional decisions. We also know the media exacerbates those

decisions at exactly the wrong time.

Some financial writers tell readers ““clON’t make emotional decisions.”
This is a lot like a football coach telling his team before the big game,

“Don’t turn the ball over!”

Fumbles and intercepted passes are part of football. Even the last six Super Bowl
Champions have made at least one fumble or threw an interception.

No matter how hard you try, thinking errors and emotions can creep in your thought
process and affect your decisions. It’s only human. And the relentless Wall Street noise
only heightens availability error.

How can you prevent yourself from succumbing to these overwhelming media and
market influences? Use “naked strategies,” of course.

My advice to reduce availability error:
don’t use your brain to pick stocks.

Instead, use your brain to create a process, and then
let the process determine what stocks to buy.

Repeat that mantra over and over again in your mind, because that is the core message
of The Naked Portfolio Manager.

By using your brain in this way, you can dramatically reduce human error in your stock
selection.

In The Naked Portfolio Manager, | detail four models that can be used to select individual
stocks, and | provide references to other books that can be used to select models and
guide you in selecting securities.
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While I initially wrote The Naked Portfolio Manager to explain how rules-based methods
can improve stock selection by helping you avoid common thinking errors, | now realize
that it’s even more important to use rules when constructing your asset allocation.

How do you allocate between stocks and bonds? Even if you’re picking the right stocks,
you still need to have the correct allocation. This should also be done using a defined yet
transparent process. Basically, our objective is to get more money into stocks when
they’re cheap relative to bonds, and to reduce our exposure to the market when stocks
are risky and expensive.

If you use your brain to do this, you’ll have to deal with all of the market noise that could
easily sidetrack you. But by using a simple equation, you can set up a defined process
that will help you achieve your objective.

Here is an example from an investor who rebalances his portfolio quarterly.

Quarterly Equity Allocation Change =
(Allocation Factor % - Current Equity %) x Total Portfolio.

Equity Allocation Change -

The amount of money you will add or subtract to your stock holdings
Allocation Factor — Can be fixed or dynamic
Current Equity Percentage —The percentage weighting of stocks in your portfolio

To solve this equation, you need to know just three things: What is the current allocation
factor? What percentage of my portfolio is in stocks? And what is my total portfolio
worth?

For example, if your total portfolio is worth $250,000, and you currently have $160,000
in stocks, and your allocation factor is 70%, the formula looks like this:

Quarterly Change = 70% - 64% (calculated by dividing your current equity
percentage by your total portfolio) x $250,000. This equals $15,000.

Therefore, you will sell $15,000 worth of bonds and buy stocks with the money.
Here’s what the equation means: when stocks go down you buy more stocks, and after

stocks go up, you sell stocks and buy bonds. By following this rule, you’ll avoid the
availability error that causes investors to trail their own mutual funds by a wide margin.
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As we have seen, the media messages and Wall Street noise we’re assaulted with during
bull and bear markets can cause ordinary fund investors and even affluent investors like
those who were working with Dr. Marston to sabotage their investment portfolios with
self-destructive asset allocation decisions.

vetif we commit to a F'Ule-based asset allocation formula,
we can actually get the fluctuations in the market to work for us.

This is the magic of using naked strategies; rules-based approaches to asset allocation
that help keep investors in line and focused on the right things.

Also note that the allocation factor can be fixed or dynamic. While a fixed allocation
works well, you can supercharge the model by adjusting the percentage of stocks you
own based on the relationship between five year’s worth of stock and bond returns, for
example. In this way, the proportion of stocks you own will increase when stocks are
poised to do well, compared to bonds.

For example, if your base allocation is 60% stocks and 40% bonds, after a particularly
good five years in stocks, the allocation might change to 50% stocks and 50% bonds. If
over the last five year’s bonds have done well and stocks poorly, the allocation might
change to 70% stocks and 30% bonds. In this way, you will increase the amount you
invest as stocks get cheaper and sell more of your stocks as the market rises. These
allocations are of course predetermined by a formula based on historic returns.
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As we discussed above, fund investors are trailing the returns of their mutual funds by
an average of 6% per year.

Amazingly, if investors had followed this simple formula,
they could have avoided the systemic thinking errors that
have cost them over half the returns of their own funds.

How much money can this mean over the course of your lifetime?
It can easily double your retirement assets.

For example, if you have a 401(k) worth $100,000 and you add $10,000 per year, and you
earn 5% — in twenty years your account will be worth about $560,000. That assumes you
earn about as much as the average fund investor in the Lipper study. If you were able
to add 6% per year to your return because you were following a mathematical formula
and buying when others were selling and selling when others were buying, you would
have almost $1,300,000 at the end of 20 years.
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Choose process over prediction and get the market’s
natural fluctuations to work for you.

Remember, the forecasters, prognosticators, and market timers are frequently wrong.
When it comes to asset allocation, ignore the talking-heads, and use your calculator
instead.

Whether you use a fixed percentage of stocks or use a dynamic method for determining
your equity exposure, you will be following \Warren Buffet’s advice of being “fearful
when others are greedy and greedy when others are fearful.” And depending on your
circumstances, that can translate into hundreds or thousands even millions of dollars
of additional wealth for your family.
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