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Where to Start

You are about to embark on a journey to financial freedom
and investing brilliance!  

 
So often the stock market can seem like a scary place. The
rapidly scrolling numbers and symbols, people screaming,

"Buy! Buy! Sell! Sell!", and the stigma of it all. 
 

 But what if we redefined investing and how to do it? If we
looked at the stock market as a journey rather than a

destination? One where you could stop along the way to
check out the sights and roll at your own pace? 

 
Through this book that's exactly what we'll help you do. It is
split up into three sections: village builders, town builders,
and city builders, essentially beginner, intermediate, and
advanced. So if you know a lot about the markets, maybe

you can start as a city builder, and likewise if you don't know
a whole lot, start at village builders! 

 
 Like any journey the hard part can be getting started, but
your own plot of land is waiting for you. As you read and

learn, you will collect blocks or pieces of information so you
can eventually build your 'investing city' high and strong! 

 
That is the goal, that you would learn about the stock market

in a relatable, easy-to-understand manner so you can
become financially free or further your freedom! 
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Village Builders

Come on! Read below to learn the 

ropes of investing. Here we go, 

starting our journey. 
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Before getting into it, we must ask the question: why?
Well, you might know the answer as there is clearly
some interest. Why else would you google "how to
invest" and somehow wind up on this webpage?  

 
Investing is delayed gratification. It is long term

thinking. It goes against our human nature. You know
'the why' but let's just make it obvious so we are all on

the same page:  
 

To make tomorrow better than today.  
 

Whether that means putting kids through college,
saving up for that fancy yacht or just because it seems
like a good idea, this principle rings true. You want to

make tomorrow better than day. So come along on the
journey, let's figure out this whole investing thing

together… 

Block 1: The Why
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To lay a strong foundation for our investing city (see
what we did there), let's make sure we understand the

mechanics of investing and business and how it all
works together…  

 
When an ambitious entrepreneur dreams up a

business idea, she needs money to make it happen.
She pitches the idea to investors (probably friends and

family) and, in return for their money, the investors
usually get an ownership stake in the business. Just
like Shark Tank! By sacrificing the right to enjoy their

money now, the investors require compensation in the
future. This is the essence of investing!  

 
When you put money in your savings account, the

interest you receive is your compensation (or return,
the money that returns to you as an investor). When it
comes to investing in businesses though, return is not
guaranteed. This means, as an investor in businesses,

you take on risk. There is a "risk" that you may not
even get your initial investment back if the business

fails.  
 
 

Block 2: The What
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On the other hand, in that savings account, you
assume basically no risk, so you settle on a lower

return. A higher risk means there is a higher probability
you can lose part or all of your investment; so to

compensate for that risk, you demand a higher return.
For instance, you are going to demand much more

money from your friend if he dares you to jump in the
Arctic Ocean compared to jumping into Waikiki waters.

The risk (of death or maybe just comfortability) of
jumping into the Arctic waters is much higher therefore

you demand more compensation.   
 

Like in Shark Tank, the sharks will demand a higher
ownership stake for a business that looks "risky" to

them. If there is a higher probability the business won't
work out, they want to make sure they are getting their

money's worth if it does.  
 

In summary, we covered that investors are seeking
return for sacrificing the right to enjoy their money now.
We also, explored the risk vs. return relationship that is
at the heart of investing. A higher probability of failure
means investors want to be compensated enough to

make that leap of faith. Let's see what is next… 
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Investing seems intimidating but just like any big
problem, when you break it down into a lot of tiny

pieces, it becomes simpler. Granted, there is some
jargon involved just like anything else (see glossary),

but that is why we are here.  
 

To start, let's make sure we have a firm foundation in
what stocks actually are.  

 
Take, for example, the most valuable company on

Earth: Apple. You might have heard of it. You might
also have heard your haughty neighbor brag about
owning stock in Apple. So what exactly does this

mean? Put simply, stocks are the vehicle by which
public companies can be bought and sold.  

 
Ok, even that definition requires explaining. Vehicle?
Like a car? The other vehicle. More like a medium of

exchange. For instance, if you have ever traded
baseball cards or another type of card (maybe

Pokemon?) this might make more sense. The baseball
card would be to the stock as the baseball player would

be to the business. The card is just a medium of
exchange, or vehicle, by which the baseball player can
be bought and sold. That's where the analogy ends; if
you own a baseball card you don't actually own that

human being.  
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Block 3: Where Do We Start?



Whereas, when you buy Apple stock, you are
effectively buying into Apple as a business. Don't

miss this: stocks represent ownership of a business.
 

But what about the 'public' companies part? What
does that mean in this context? Public companies
are businesses that can be bought and sold by the
public. Incredible definition huh? All that means is
you don't need any fancy relationships with really

rich people or royal blood, you just need a
brokerage account.  

 
A brokerage account is to stocks as groceries are to
a grocery store. If you want groceries you buy them

at a store. If you want stocks you buy them by
opening a brokerage account. On the other hand,

there are also private companies. The public cannot
buy them because they do not have stocks

associated with them.  
 

For instance, I can't buy into your Uncle Ned's
landscaping business or that Mom & Pop diner
down the street from you. Why? Because those
businesses are not publicly traded. How does a

business become 'publicly traded?' Let's find out… 
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Let's go back to circa 2008. Picture Mark
Zuckerberg working tirelessly in his dorm room to
perfect Facebook. It is growing so fast he doesn't

have any more money to support the expansion, so
he decides to "go public." 

 
 So why doesn't Uncle Ned 'go public' when he runs

out of landscape jobs? Well, the process and
qualifications are fairly stringent. For instance, the

New York Stock Exchange (NYSE) requires at least
$4.5 million in pre-tax income to IPO (initial public

offering aka 'go public') . So not every company has
the luxury (or obligation in some cases) to

participate in the public markets. 
 

This is a gigantic step in the journey of a business.
Very few companies go public, in fact, usually only
the best and biggest do. There are around 4,500
publicly traded companies vs. around 6 million

businesses in the U.S. alone. Pretty much every big
business that we interact with daily is public aside

from Patagonia (*a generalization). 
 

 Facebook, Amazon, Google, Apple, Nike are all
public.  
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Block 4: Road to Publicity



Ok, back to Zuckerberg. He decides to "go public."
He starts the process by finding good investment
bankers and asking them to help. The investment
banker's job is to underwrite. This means that they

assume responsibility for the shares. (A share is just
a unit of stock much like how an inch is a unit of

measurement).  
 

Then the investment bankers go around to a bunch
of big-name banks and investment funds and ask
them if they'd like to invest in Facebook. This is

called the "road show."  
 

This drums up excitement and allows the bankers to
get a feel for what the public (meaning you and me

but really meaning big bankers) would pay for
Facebook's stock. Then a price per share and IPO

date are set for Facebook.  
 

[Again, IPO stands for initial public offering and it is
the event when a company becomes publicly traded
(also when the company founders can opt to lay on
a bed of roses being fed grapes for the rest of their

existence, but c'mon these people are
entrepreneurs, they wouldn't do that!). Excuse the

tangent.] 
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Back to IPO's. For instance, there have quite a few
newsworthy IPO's lately, including Dropbox, Spotify,

and further back, Snapchat. Remember how we
said Zuckerberg wanted to "go public" so he could
continue to grow his business? When a company

IPO's or goes public, the proceeds from selling the
shares of stock result in cash for the company.  

 
Only during the IPO does a company actually

receive cash. When you or I buy shares of
Facebook today, we are not giving Facebook our
money, we are giving the person who sold their

Facebook shares the money. Facebook only
receives cash during the IPO or if they offer up more

of their company later down the road.  
 

This is an important distinction but if you like the
idea of giving your money to Facebook better than

that day-trader who screams all day at his computer,
I'm not going to stop you from believing that.   

 
So now we have a handle on the whole IPO/going-
public process, but what does that have to do with

us as investors? Glad you asked… 
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We have established that stocks are vehicles by
which we can buy and sell public companies. So the
stock market is the collection of all the buyers and
sellers and companies involved. Millions of people
every day buy and sell the group of about 4,500

companies. With all this action comes competition.
Everybody is trying to make money and everyone is

self-interested so naturally, making money for
yourself in the stock market isn't a cake-walk.  

 
It's life; the more attractive something is, the harder it

is to obtain. Who wouldn't want to be able to make
money by simply pressing a few buttons on a

computer?  
 

With that said, we believe it is still very possible to
make money in the stock market. Or why else would
we go to all the trouble to build Investing City? Each

one of you reading this right now can do it. All it
takes is some knowledge, a good attitude and a lot of

patience.  
 

So keep on building your village, we are well on our
way… 
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Block 5: Market Dynamics



Like we said, buying a stock represents ownership of
a business. But what about all the details; how does
this stock market thing actually work? Good question

once again!... 
 

Let's say Uncle Ned meets a magic genie and one of
his wishes is that his landscape company will grow
big enough to IPO (I really hope someone reading
this actually has an Uncle Ned with a landscaping

business). Ned decides to sell 50% of his company,
"Wonderscape" to the public and the ticker (the

letters that signify a company's stock, for instance
Apple's stock ticker is AAPL), is WNDR.  

 
Let's say he sells 10 million shares at a price of $10
per share. So he will raise $100 million so he can
invest in new landscaping equipment, hire more

people, or make a plethora of other decisions. He
keeps the other 50% so he, alone, owns 10 million

shares.  
 

So WNDR IPO's and investors buy heavily into the
company on the first day. The stock jumps from

$10/share to $13/share (this type of first-day return
called a "pop" happens often but it is rare that a retail
investor, not a fancy banker, can get in "on the floor"

at that $10 price).  
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Block 6: The How



Let's say you buy in at $12 though and the stock price
ends up at $13. That is an 8.3% return. Pretty good!

But what caused the price to go up in the first place?  
 

Well the price is determined, like in all markets, by
supply and demand. If people are willing to pay a

higher price for a stock (i.e. demand is higher), the
stock price will increase. Companies are valued pretty

much how other goods and services are valued.
Things are valued at what people will pay for them.  

 
For example, if Nike sets the price of their new shoes
at $200 and no one buys it, they will lower the price. If

people start buying it at $150, $150 becomes the
price. The world works with more complexity but this
concept of supply and demand is the essence behind

price movements.  
 

Now that we have covered some of the nitty-gritty,
let's dive into another important idea… 
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Let's go back to Wonderscape (WNDR). You bought
one share at $12 and now it stands at $13.

Technically, you can go around bragging that you
own a part of your uncle's business (just don't
mention to your friends that you only own 1/20

millionth of it).  
 

Your ownership is 1/20 millionth because there are 20
million outstanding shares of Wonderscape and you

bought one.  
 

When you multiply this number by the price of a
single WNDR share, you get the market capitalization
or the market's value of the company. So 20 million (#

of shares) x 13 (price) is 260 million dollars. This is
what everyone says Wonderscape is worth.  

 
This is not to say value and price are the same thing.
Value is what you get, price is what you pay. Let us

explain. The price of a share of WNDR is $13.  
 

However, if you think Wonderscape could grow more
and become more valuable you'll be happy to pay
$13. If, in a year, Wonderscape shares are at $20,

you got a great value at $13.  
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Block 7: Price vs. Value



Price is what people are willing to pay right now, but
the value is what you get. For instance, you buy a car
for $10,000 but it lasts you 20 years and you have no
mechanical issues you got a great value. The value
was probably greater than the price of $10,000. This

is a key concept when it comes to buying stocks.  
 

You're looking for an eventual greater value than the
price you pay. When you buy shares of stock in a
company, you're effectively saying, "I believe this

company will be more valuable in the future." You are
searching for return! Now it's coming full circle huh?  

 
Let's say you buy Wonderscape shares for $12 and
sell them in a year for $15. Ignoring taxes, you made
25%! This is your return. And this is the stock market:

a collection of public traded businesses where
investors are vying for return. But this begs the age-

old question, which stocks should I buy?  
 

It's not that easy but let's find out… 
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Historically the market (generally meaning the S&P
500, a collection of 500 American-based stocks) has
climbed, on average, around 10% per year. Certainly

not bad! Then again, that number is an average.
Some years are terrible and some years much better.
For instance, in 2008, the Financial Crisis, the market

fell 37%. However, the next year it was up almost
27%. That is just to say patience pays. You can't

control the market, all you need to focus on is what
you can control. 

 
One thing you can control is if you decide to invest at

all. If the market goes up 10% a year, that is the
opportunity cost you are implicitly giving up for every

dollar you are not investing.  
Let us add to the argument. There is a little something
called compound interest. Warren Buffett, the world's
greatest investor, uses a snowball analogy to explain
it. When you roll a small snowball down a hill, more
and more snow sticks to it and eventually a giant

snowball is formed. Compound interest is the same. If
you put $100 into a bank account with simple annual

interest of 5%, you get $5 every year.  
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Block 8: To Buy or Not to 

Buy…Is that Even the 

Question? 



But if that interest compounds, in the second year, the
bank will pay you $5.25 (5% of $105). That extra 25
cents doesn't seem like a whole lot but just like that

snowball, it all adds up.  
 

Apparently Einstein called compound interest the 8th
wonder of the world. He probably said that because

our brain has a hard time comprehending it. Our
brains are really good at figuring out linear functions.
1 hour of work = $10, 2 hours of work = $20 and so

on. That's linearity. But compound interest isn't linear.
It seems like it is but it is an exponential function,
meaning it is actually like a hockey-stock curve.  

 
For instance, if you have $5,000 in your piggy bank (a
very large ceramic pig indeed) and you save 10% of
your income (the median income is $57,000) so let's
say you add $5,700 to the stock market every year,

after 10 years of 10% returns, you end up with a nest-
egg of $113,000. Not bad! But here's where our brain

has a hard time figuring out this whole compound
interest thing. If you keep that same routine going for

35 years, you end up with…dun, dun, dun…$1.84
million. Pretty solid! More than 16x the amount after
10 years. Don't even get me started on 50 years.  

 
So the question isn't so much, to buy stocks or not to
buy stocks, that seems fairly clear. The question then
becomes, what about my individual situation? You are

really good at asking questions, you know that? 
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A lot of people view investing like gambling. You throw
money into a few hot stocks tips and hope your

"investments" increase. Investing, rather, is a process
of intentional fact-finding to provide a foundation for
thoughtful analysis. Phew, that was a mouthful. In

other words, investing takes effort. You mean I can't
double my money overnight after googling "Best

Stocks to Buy?" Sorry to tell you, but it doesn't work
that way.  

 
Investing does take effort but we believe you can do it!
It does take time and at least some interest but if you

have those two things, you're on the right path. On the
other hand, if you don't have the time or interest, click

here.  
 

Another important concept in investing is opportunity
cost. Opportunity cost is the implicit cost that

accompanies every decision.  
 

For instance, if you choose to watch 1 hour of TV, you
are implicitly not choosing to go for a run, read a book,
spend time with friends, or learn something new. All of

those things that you could do in that hour are the
opportunity costs.  
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Block 9: For Me?



With that said, we know the market (essentially the
S&P 500 index fund) goes up about 10% a year. So

by choosing to buy an individual stock you are
implicitly not choosing to buy the S&P 500. Therefore,
in order to make that individual stock purchase worth

it, it needs to outpace the market returns.  
 

So if you can get 10% returns with an index fund, then
why should you learn how to invest at all? Can't you
just buy the S&P 500 and call it a day? Well let's do

the math… 
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As we have learned, compound interest is an amazing
thing. Growing your money at 10% resulted in

impressive results. But is it worth it to try to go above
and beyond?  

 
Well, remember in Block 8 we did some calculations?  

 
In short, you could have $1.84 million after starting

with $5,000 and adding $5,700 every year for 35 years
at 10%.  

 
What about if you beat the market and get 15% under

those same conditions? Well, you will have $6.44
million. Don't trust that? Click here. 

 
What about a miraculous 20%? $23.12 million.  

 
Those are some convincing numbers but there is still a

lot to learn to get to that point… 
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Block 10: Beating the Market



Town Builders

Now that you have a foundation , 

let's build your empire even 

stronger!
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Congratulations! You are well on your way to
becoming a market-beater. You now have 10 building

blocks to add to your investing foundation.  
 

You've learned all about risk vs. reward, price vs.
value, public vs. private companies, stocks and the
stock market, index funds, compound interest and

hopefully a lot more!  
 

The next building blocks will provide a sturdier
foundation for you to become that market-beater and
achieve your financial goals faster (it will still take a

while, just not as long : ).) 
 

Let's jump right in and get to it… 
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Block 11: Congrats!



As stock market investors, we are buyers of tiny
portions (or big portions, you never know) of

businesses. Therefore, we should have a pretty good
understanding of business.  

 
If you've ever started a lemonade stand, that's just

about as good as getting your MBA (ouch, I just
disqualified myself from ever having MBAs (Masters in

Business Administration) read past this section)).  
 

Businesses sell goods that consumers or other
businesses or governments buy. To add, businesses
solve problems, make life better for consumers, and

provide crucial products and services.   
 

Back to that lemonade stand. If the goal is to make
money you need to be intentional about your

decisions. If, however, your goal is to make your
neighborhood a happier place, you don't have to worry

too much about these next things.  
 

So before you start selling the lemonade you need to
go to the store to get cups, maybe straws, some

lemons, possibly a cooler, and a pitcher. Let's say all
those items cost you $50 and you think you can make

100 cups of lemonade from the supplies. So how much
should you sell a cup of lemonade for?  
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Block 12: Business



Well, to break even, you can sell a cup for 50 cents.
Because: 

 
(# of cups of lemonade* price of lemonade = revenue

or sales) 
 

100 cups * 50 cents = $50 
 

(revenue - expenses (or costs) = profit))  
$50 in sales - $50 in costs = $0 in profit 

 
So you should probably charge more than 50 cents.

But if you charge too much, say $20, the mailman will
probably turn the corner and continue on his way.  

 
If, however, your lemonade has the potential to make
people better looking, then you might be able to sell it

for $20. That is called pricing power. It is when a
business can demand a higher price because of

something special. For instance, a Ferrari costs more
than a Honda Civic because there are additional

benefits like social signaling, the ability to drive faster,
or comfier seats (doubtful that this is a big factor in the

Ferrari-buying process though).  
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Businesses with strong brands can demand higher
prices. iPhones cost $1,000. Tiffany's jewelry is not

cheap. Whole Foods can sell $5 mangoes. But a high
price is not always indicative of a strong brand.

Amazon and Netflix provide their services for low prices
compared to alternatives. Compared to most on-line

retailers Amazon is cheap and compared to most cable
subscriptions Netflix is also cheap. 

 
 However, the same principle remains; strong brands
can demand higher prices. People would probably be

willing to pay $15/month for Netflix. By the time some of
you are reading this, it probably is charging that. So
why would Amazon and Netflix sell their goods and
services at a lower price than people would pay?  

 
For one, both of these companies service big markets
so it is a good idea gain market share. Market share,

surprisingly, is just share of the market (revenue
divided by the total market revenue). These companies
can grab more market share and then eventually raise

prices to make themselves more profitable.  
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Back to the lemonade stand. Let's say you start doing
scientific research to make your concoction tastier. And
you also want to start lemonade stands in other towns.
And you want to advertise on a local television station.
And you want to hire your friend to be "Head Lemon

Squeezer." All of those operations take money. But that
is business. In a nutshell, how can you sell more

lemonade or how can you charge more for it? While at
the same time, limiting the costs that those strategies

and operations require.  
 

Understanding business at a fundamental level is
crucial to becoming a market-beating investor. Next, we
are going to go over the language of business and how

you can figure it out… 
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Accounting is the language of business. It is how
investors figure out how a business is doing financially.

There are three accounting statements that public
companies have to file quarterly and annually.  

 
The three are the balance sheet, the income statement,

and the cash flow statement. Without any accounting
knowledge, these numbers might as well be

hieroglyphics but they actually tell a story if you know
what you're looking for. We'll go over them individually
but if you want a more in-depth explanation, click here.  

 
Balance Sheet  

 
The main equation is: Assets = Liabilities + Equity  

 
To keep with the lemonade example, assets would be

the lemons (inventory), the cups (supplies), or the stand
(property). Liabilities are any debts you owe. If you had
used a credit card to buy the supplies then that would
be recorded under this section. If you have no debts,

then the equity (ownership) will equal the assets,
meaning you own all of the assets.  
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Block 13: Accounting



As an investor, the main thing to look for here is debt,
usually demarcated by "long term debt." For instance, if
you bought all the lemonade supplies with your credit
card, then you will be charged 16% interest as that is

the standard rate. If you don't sell a lot of lemonade, you
won't be able to make the payment and, either, get
bailed out or go bankrupt. So preferably look for a

business with more equity (sometimes called
shareholder's equity) than liabilities, but some industries

allow companies to handle more debt. Like utilities,
since their revenue is so predictable and the industry is

very regulated they can afford to take on debt to
magnify their returns.  

 
Income Statement  

 
The main equation here is: Revenue - Cost of Goods

Sold - Operating Expenses - Interest Expenses - Taxes
= Net Income 
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That seems like a lot and it kind of is but let's break
it down. We know revenue, it is sales of lemonade (#

of cups sold * price). Cost of goods sold would be
the supplies that directly go into the lemonade (i.e.

lemons, cups, sugar, ice cubes). Operating
expenses are the costs of the scientific research on

the lemons, the advertising and the new hire.
Interest expenses are the fees associated with debt

(just like the credit card interest rate). Taxes are
well, taxes. And then finally we have net income or

net profit. This is the income statement.  
 

Here you should look for gross margins (revenue -
cost of goods sold)/revenue)) to increase over time.
Also you should look for revenue to be increasing
over time. It is a good idea to calculate the year-

over-year growth. Then check the net margins (net
income/revenue). Make sure these are not

decreasing rapidly. Essentially you want to make
sure the business is performing well. Is it able to

increase prices and sell more while not letting costs
get out of control. Of course, there is more

complexity as you learn more and more but this is a
great starting point.  
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So now try pulling up a company's income statement
and start doing some of those calculations. It will
lead to more questions like: is 12% good revenue

growth or are 25% gross margins considered poor?
Here is where it is a little gray because it depends

again on the industry.  
 

Costco and Walmart have very low margins but high
revenues because they don't have a lot of pricing

power because there businesses are built on selling
for the lowest prices. If Apple grows 10% it will be a

lot more impressive than if a small software
company does the same because of the absolute

dollar value. This is where it just takes some time to
read over enough income statements where you
start recognizing patterns. As time goes, we will

build out a rolodex to differentiate industries so you
can widen your circle of competence.  

 
Cash Flow Statement 

 
The main equation you need to know here is:

 Operating cash flow (or cash from operations) -
Capital Expenditures (or property, plant and

equipment) = free cash flow. 
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There are three sections of the cash flow statement:
operations, investing, and financing. As you may
have guessed, the cash flow statement details

where the cash went during the reporting period
(yearly or quarterly). So cash from operations could
be items like inventory (extra lemonade cups). Cash

from investing could be money that went toward
building a new lemonade stand. And financing is

something like taking out a loan.  
 

What you're looking for here though is that the
company is cash-flow positive. That means that

when you subtract capital expenditures from
operating cash flow, the free cash flow is a positive
number. This just means that the company is not
losing cash. If, on the other hand, this number is

negative; be careful. Check the balance sheet to see
if the company has enough cash on hand to fund

operations for a while longer. This is called the burn
rate.  

 
Let's say a company's free cash flow was $-10

million for a quarter. The company's burn rate would
be 40 million a year because $10 million * 4

quarters. If you check the cash under the assets
section of the balance sheet and the company only

has $40 million in the bank, then it is in trouble. It will
either have to raise more money, taking on debt or

dilute shareholders by offering up more shares.  
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Let us explain what we meant by the second half of
that last sentence. Diluting shareholders. So a

company can actually offer up more shares to raise
cash. Just like in the IPO, it offered up shares, it can
do that again on the open market. The only thing is
that current shareholder's shares are less valuable.
If you owned 1 share of a company with 1 million

shares and it offers up another million, your piece of
the pie just got halved. So shareholders generally do
not appreciate that. And that is why it is important to

keep tabs on the cash.  
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Now that we've covered business and accounting
fairly in-depth, we can talk about economics. We've

talked a lot about business, but businesses and
consumers function within an economy. Even the

best businesses can struggle if the economy is bad.
So, as investors, we cannot neglect learning about

the economy.  
 

However, focusing solely on figuring out the
economy is difficult because there are so many

moving parts. A lot of investors spend all of their time
trying to guess where the economy is headed so that
they can profit from related investments. They view it
as a big puzzle that can be figured out by poring over

mounds of data. We believe, on the other hand,
focusing on individual businesses is a better use of
an investor's time because there are fewer moving

parts to figure out. Let us explain.  
 

There are three main factors why it is so difficult to
focus solely on the economy as an investor. 
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First, nowadays economies are global. Trade in
China affects the US and manufacturing in Taiwan

has an impact on New Delhi. Globalization at its
finest. Figuring out the impact of all these countries'
economics decisions is tough business in our eyes.

Plus, you have the effect of global currencies as well.
Some of you might be smart enough to figure it out,

but not us.  
 

Second, a large portion of the economy is affected
by interest rates. Interest rates are the rates that the

Federal Reserve (also known as the FED, a
government agency authorized to move interest rates
up and down) charges bank to borrow money. This

rate then gets passed on to consumers and
businesses in the form of loans and savings rates. If
the FED moves interest rates up, it becomes more

expensive to borrow money. And vice versa.  
 

Therefore, when the economy is doing poorly, the
FED will cut rates to foster businesses and

consumers to borrow and spend money to stimulate
the economy. The thing is it is also tough to guess

where interest rates will be in the future. No one has
a crystal ball and people can form economic models

to postulate where the economy will be and from
there, guess where interest rates will be. However,
again, there are so many factors. We would rather
put our money where it is more likely to be correct.  
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Third, even if you have nailed the global impacts and
interest rates, you still have to make an investment to
profit from those predictions. In other words, even if
you are a genius and are correct, what is the trade

you will make to profit? Will you buy the US dollar or
will you bet against banks or will you buy gold? The

options are essentially limitless and who's to say that
the price of your investment will move in tandem with
your hypothesis? There are many examples where
economists think the markets will tank based on the

data but then the exact opposite thing happens.  
 

Instead of dealing with all of that, we choose to focus
on what we can control, which is analyzing and

thinking about businesses.  
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Now onto arguably the most important block:
psychology. Wait I thought this was investing, what

does psychology have to do with that?  
 

A whole lot actually. Investing is very emotional. As
you know, the stock market goes up and down a lot,

which is called volatility. But how come? Well,
because people are involved! I'm only slightly

kidding. The lure of money can make people very
emotional. When everyone is "getting rich" from the

stock market, UBER drivers suddenly start giving you
stock tips and your great-grandma asks you if she

should start investing. On the other hand, when the
market is down 50%, like in 2008, the words "stock

market" are treated like profanity and no one wants to
talk about it.  

 
These are just facts. Notice the world around you and
you might just see it. People, the same people who
love to analyze economics, try to "time the market."
(what are we doing? first we've excluded MBAs and

now economists! apologies, we are really just jealous
we aren't as smart). Anyway, they use their fancy
models to predict when the market will crash and
then when they should buy in again. The same

principle remains; there are so many factors at play! 
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Block 15: Psychology



Our view is that it is a fool's errand to try to time the
market. Good on you if it works out but we have seen
more people go crazy from attempting it than making

any money.  
 

So what should you do if you can't time the market?
Well, we say just stay invested and worry about what

you can control. Immensely easier said than done
though. It is tempting to pull your money out and wait
for the market to go down and then put it all back in
but here's the thing: what is too high and what is too

low?  
 

It is all based off of anchoring. And this is our first
encounter with what is called a psychological bias.
We are excited to explore more of these with you… 
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Welcome to psychological biases. A bias is
something that prevents you from making an optimal
decision. Have you ever tried to fix something and it

just wasn't working out but then you continued
working on it for the sole reason that you had already
put so much time into it? If so, you are familiar with

biases. We all have them so let's try our best to put a
stop to 'em!  

 
The first investing bias we will look at is the anchoring

bias. Pretend an investor buys two shares of stock,
each worth $100. One Benjamin Franklin into

Company A, the other in Company B. Company A's
price soon increases to $120. Hey, not bad! A 20%
return! During the same period, Company B goes to
$80, a negative 20% return. Ouch! What should our

investor do?  
 

Well, if he is like most people he will sell the profits of
Company A and put the proceeds into Company B

since it is "cheaper" and will lower the cost basis (the
price you pay). However, our investor is falling prey

to a little know bias called "anchoring."  
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Block 16: Anchoring Bias



Anchoring is fixating to the price you paid or will pay
for a stock. Selling a stock that went up and buying
one that went down is like cutting your flowers and
watering your weeds if you're a gardener. Usually

there is a business-related reason the stock
increased and likewise for why a stock went down. If

there is no business result associated then our
imaginary investor may have made the right decision.

 
Here's another example. An up-and-coming fast-

growing company IPO's at $10 per share and soon
rockets to $25. Wow! That's crazy. However, when
you evaluate the stock you think it is a pretty great

company and a solid investment even with the
meteoric rise. You go ahead and buy some shares.
You tell your friend and he exclaims, "What are you
doing? The stock has more than doubled!!" He has
fallen prey to the anchoring bias. He is anchoring to

the $10 IPO price.  
 

You, instead, made the optimal decision and
evaluated the investment based on the current

situation and where it can go in the future. That is the
key to combatting anchoring. Look to the future. And
not the past. (p.s. we will talk more about how you
can evaluate the investment and make your own

decisions later…) 
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The second bias is hindsight bias, also known as the
"Hindsight is 20/20" Bias. Looking back, we all could

have been a-zillionaires if we only invested in
Amazon and Netflix at their IPOs and held them until

now. But of course, hindsight is 20/20. Could you
have foreseen Netflix's digital transformation or

Amazon's cloud services and Prime offerings? No, it
would have been impossible. So don't dwell on the

fact that you missed out on those spectacular gains;
look around you and find the "next" Amazon-like

investment. There is no use dwelling on the past and
wishing you could go back; use that energy instead to
find the next great companies. They are out there… 

 
Also, a lot of people fall prey to the hindsight bias

when the market crashes. They say, "I knew I
should've taken all my money out!" Well, if they

actually knew, they would've done it! All we can do is
make decisions with the current information we have.
If your analysis tells you that the rise in the market is

likely unsustainable and you sell, you have to live
with the decision. You may have made the right

decision but the outcome could have worked against
you. Such is life. Oh well. We look on the future… 
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Block 17: Hindsight Bias



Pride is an insidious thing. After all, pride goeth before a
fall. When the market is doing well, everyone looks like

Warren Buffett. Everything investors touch turns into gold.
But like Warren Buffett is fond of saying, "You can only

tell who is swimming naked when the tide goes out." That
is a strange way of saying that a market crash reveals

who has fallen prey to the pride bias.  
 

The markets, as we have, established are fairly
emotional. It is almost as if the market is a big pendulum
swinging between fear and greed. When the market goes
down, fear is abundant. But when markets are hot, greed
is plentiful. However, as investors, we are to be wary of
either extreme. When we feel that there is a lot of greed,

we should check our own greed levels. And when we
notice a lot of fear, we should ask ourselves, "What is
more important to me; my comfort level or investing to

make tomorrow better than today?"  
 

Be aware of either extreme. It can be difficult to tell when
you are experiencing an extreme because most people

only realize it when it's too late. This is not to say that you
should take all your money off the table when you sense

some greed in the air. As we said, that is timing the
market and it has been proven to be arduous task. All we

are trying to say is that it might not be a good idea to
double down on sketchy biotech stocks when the market

is hot. That is gambling, not investing.   
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Pride is an insidious thing. After all, pride goeth before a
fall. When the market is doing well, everyone looks like

Warren Buffett. Everything investors touch turns into gold.
But like Warren Buffett is fond of saying, "You can only

tell who is swimming naked when the tide goes out." That
is a strange way of saying that a market crash reveals

who has fallen prey to the pride bias.  
 

The markets, as we have, established are fairly
emotional. It is almost as if the market is a big pendulum
swinging between fear and greed. When the market goes
down, fear is abundant. But when markets are hot, greed
is plentiful. However, as investors, we are to be wary of
either extreme. When we feel that there is a lot of greed,

we should check our own greed levels. And when we
notice a lot of fear, we should ask ourselves, "What is
more important to me; my comfort level or investing to

make tomorrow better than today?"  
 

Be aware of either extreme. It can be difficult to tell when
you are experiencing an extreme because most people

only realize it when it's too late. This is not to say that you
should take all your money off the table when you sense

some greed in the air. As we said, that is timing the
market and it has been proven to be arduous task. All we

are trying to say is that it might not be a good idea to
double down on sketchy biotech stocks when the market

is hot. That is gambling, not investing.   
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This last bias is the one where you keep fixing that thing
because you've already put so much time into it. Sure,

perseverance pays off but sometimes it's a better idea to
change your course. If the only reason you are

persevering is because you can't get over the time and
effort you put in, then you are falling prey to sunk cost

bias.  
 

This can play out in a couple ways as an investor. For
one, you could be researching a stock and let's say you
spend 10 hours researching it, then you find something

wrong with the company. Are you okay moving on and not
worrying about that "wasted 10 hours?" Those 10 hours
are a "sunk-cost", meaning they should have no bearing
on your decision; the decision should be based on the

quality of the company.  
 

Second, a lot of people hold onto bad companies simply
because they own them in their portfolios. Placing a

higher value on something just because you own it is
called the endowment effect. It's a real thing! The fact that

you bought shares in a company should be irrelevant.
The question you should ask yourself is: would I still buy
this company now? If the answer is no, move on…And

moving on we are…Ever higher! 
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Block 19: Sunk Cost Bias



Now we have a good, solid foundation to build off of.
Going forward, the blocks will be more specific and will

take more individualized thoughts. In other words, to get
the most out of the next set of 10 blocks, you will need to

think about your own strengths and weaknesses while
reading.  

 
If you ever have any question, feel free to drop us a note
 or email us at any time. We are here for you. If enough

people ask the same question, then we'll just add it to the
guide.  

 
Thanks for your persistence, we're almost there… 
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Block 20: The Foundation
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City Builders

Keep reading to learn about some 

advanced investing lessons. Don't 

worry, we know you'll understand 

them if you've made it this far.



You are now well on your way to becoming a city builder!
You are really moving up in the world! If you have been
with us for the whole ride, hopefully you have learned a

thing or two about stocks, business, economics, and
maybe even psychological biases. This is our last leg; by

the end of it you should be able to analyze stocks and
have a solid foundation so you can beat the market! 

 
 Let's waste no time… 
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Block 21: Super Congrats!



By this point you are probably wondering where you can
buy these things called stocks. Our recommendation is to
open up a Robinhood account because it has a nice user
interface and it offers commission-free buying and selling.

Robinhood is a brokerage, a platform for buying and
selling stock, and by clicking here you can also get a free

stock to start!  
 

Just make an account, link your bank account, wait until
you get approved and then fund the account with an

amount you would be comfortable losing 50% on. We say
this because you should not invest your mortgage
payment or your tuition for next semester. This is

important: you should only invest money you would be
comfortable losing 50% of. This is certainly not to say you
will lose 50% but that is the mindset you need to have.  

 
Typically, brokerages charge $3-7 per trade. This can
really add up if you don't have a whole lot to invest. So

that is why we suggest Robinhood. There are other
brokerages that are solid too like Schwab, TD Ameritrade,

and Interactive Brokers. 
 

The next natural question is: what stocks should I buy?
There it is…what we have all been waiting for…  
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Before we get into the stocks you should buy, we need to
clarify a few more things. Too often, investors focus on

either quickly growing companies or "cheap" companies.
It's either growth or value, rarely both. But both groups of
investors are the same in that they want a greater value
than the price they are paying. So we say don't focus too

much on growth or value; focus on your edge. This idea of
edge is very important. 

 
For instance, an IT professional will probably have an

edge in technology companies that are naturally growing
more quickly. But does that mean she should not know

anything about "value" companies or cash cows? No. She
will just have an edge in the growth-style. So don't

associate with one style, growth or value; instead, find
your edge and work backwards.  

 
Are you more patient than the average person? Leverage

that. Are you better with numbers than the average
person? Leverage it. Do you know a specific industry

really well? Leverage. Are you extremely analytical? You
know what to do. This is what we mean by edge. Once
you think about your edge, and everyone has one, you

can work towards finding companies that fit it.  
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Block 23: The Edge



Warren Buffett calls this edge a circle of competence.
Invest within your circle of competence. The thing about

this concept is that you have to know what you don't know
as well as what you do know. Are you fooling yourself into
thinking you know a lot about technology? Are you really
not as patient as you think you are? Good investing takes

a lot of self-awareness.  
 

Once you have an idea of what your edge is then you can
tailor your search to find companies to invest in. This edge
might coincide with growth or value and that's ok but don't
start by saying "I'm only a growth investor" or "I'm only a

value investor", that's limiting!  
 

Moreover, we encourage you to continuously expand your
edge. We've even included a section on our website to
help you with just that. Feel free to check it out.You can

The wider your circle, the wider your edge. And who
doesn't want to expand their edge on the competition? So

now that you've found your edge, we're almost there!... 
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So what stocks should you buy? This is a question that
requires a very detailed answer because it is nuanced. If
you are just looking for stock tips, follow "Investing City"

on Seeking Alpha and eventually we have plans to offer a
subscription plan to help people out with stock research.  

 
But investing is so much more than stock tips. It's like that
phrase, "Catch a man to fish, feed him for a day but teach

him how to fish and feed him for a lifetime." Stock
recommendations may help you catch fish but we are

here to teach you how to fish. Once you catch that fish,
are you going to know what to do with it if you have never

been taught how to gut it or prepare it? 
 

 So stock tips are the tip of the iceberg, one piece of the
puzzle, but we believe you can find good stocks on your

own. How?  
 

Well, let's get into it… 
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Block 24: The $1 Million Question



To the point, the best place to start looking for investment
ideas is companies you are already familiar with. Do you
work in healthcare and is there a fancy new drug or robot
that does surgeries? Where do you get your groceries?

What websites do you use the most often? What brand of
shoes do you love? What subscriptions do you enjoy?

This can be part of your edge. 
 

There is a book named "One Up on Wall Street," by one of
the greatest stock-pickers of all time named Peter Lynch.
This was his whole premise; that everyone has a leg-up

on Wall Street because we can see the trends before they
can. And it's pretty true. It just takes some intentional

observation. Notice the world around you. Which
companies seem to be doing well? Take note of those and

then start researching them with some of the skills you
have learned. We will go much more in-depth on fostering

those skills in just a moment but go ahead, observe the
world!  

 
Another method is getting stock tips from some sort of
service (like ours) and then doing your own research.

There is also a third method called "screening." Screening
is a tactic for finding stocks by the process of elimination.
If you click here, you will find yourself at a stock screener

called FINVIZ.   
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Block 25: Where to Start Looking



When you "screen" for stocks, you put in criteria that you
would like in the potential list of stocks. For instance, let's
say you want to find some quickly growing companies so

you put in "over 20%" for sales growth qtr over qtr
(quarter).  

 
But you also want the companies to be profitable so you

toggle net profit margin to "Positive > 0%." Then the
screener will spit out a list of companies that fit those

criteria.  
 

You can play around with it and find companies that fit
your edge. So once you find a potential investment, what

are the next steps to see if it is a good company?... 
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Good investors must be voracious readers. There's no way
around it. So let's talk about some of the documents you

need to be familiar with and how to analyze them. We'll go
in order of importance as well. 

 
1. Annual Reports (10-K) 

 
Every publicly traded company is required by the SEC

(Securities Exchange Commission) to file a 10-K, or annual
report. This essentially has all the information you need to
know on the company. But 10-Ks are usually around 100

pages so you need to be strategic to make the best use of
your time.  

 
Let's all be on the same page, so click here. Then click on
the 02/02/18 10-K for Amazon under the "Form" column.

Open it up and locate the table of contents on page 2.
You'll see a group of blue hyperlinked sections. The first

section will be "Business." This is always a good section to
read because it is important to know the background of the
business, especially how the company makes money. You

might think it is obvious how Amazon or Google makes
money, but it might surprise you.  
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Block 26: What to Read

https://www.sec.gov/edgar/searchedgar/companysearch.html


Under the general section in "Business," you'll see that
Amazon operates in three sections: North America,

International, and Amazon Web Services (AWS). So these
are the three ways it makes money; the two retail

segments including Alexa, Kindle, and everything in
between and then AWS.  

 
Under the "Business" section, is the Risk Factors. Our

advice is to read through the first five to seven risk factors.
If they seem uber-general for the lawyers to cover their

bases, then move on. However, risk factors are can be of
utmost importance. If a company notes that one customer
accounts for 70% of revenue that is pretty darn important

because if that relationship ends, the stock will be
destroyed. So make sure you give the risk factors a

chance because there could be some crucial information.  
 

The next and in our opinion, last section you need to read
is the Management's Discussion and Analysis of Financial

Condition and Results of Operations. You need to read
most of this section because it will give you the run-down
on the operational and financial health of the company. In

this case, it is pages 19-32. At the least, read the
"Overview" and the "Results from Operations" subsections.

So those are pages 19-20, 25-31.  
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Remember how we said you want to find out how the
company makes money? Well we find out more specifically
on page 25. We can see that AWS accounted for over $17
billion in revenue in 2017, almost 10% of the total revenue.
We can also see that AWS as a section grew the fastest in

2017, at 43%.  
 

Moving down to page 26, we see the Operating Income
section. AWS made over $4.3 billion in operating income

for Amazon. This accounted for 105% of operating income.
How can that be? AWS is only 10% of revenue but it made

up more than all of Amazon's operating income? It is
because AWS is extremely profitable for Amazon. $4.3

billion as a percentage of $17 billion is 25%. That is AWS's
operating margin, meaning for every dollar of AWS sales,

Amazon makes 25 cents in operating profit. To put it in
perspective look at the North American section. $106

billion in sales and $2.8 in operating income. 2.6% margin.
So AWS is nearly 10 times more profitable than the North

American retail segment.  
 

The numbers might be a bit confusing right now, but trust
us, the more you look at this stuff, the quicker you will
figure it out. It might not make sense now, but struggle

through it; it will eventually click. The more you look at it,
the easier it becomes. Just like in anything else.  
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Moving down to page 27, we see the operating expenses
for Amazon. You can see the operating expenses have
been increasing pretty rapidly. If you do the calculation

from 2016 to 2017 (173 billion - 131 billion)/131 billion)),
operating expenses grew about 32%. If you look back the
consolidated revenues on page 25, the growth was 31%.
So operating expenses grew slightly faster than revenues,
meaning the company is less profitable this year. However,
you have to look at this in context. Everything needs to be

put in business context. Amazon has a huge market
opportunity in front of it as it has entered many industries.

So as an investor, you want to see them invest for the
future. Because of this though, the company is not "cheap"

based on valuation metrics.  
 

Valuation Interjection 
 

Many investors value companies based off of P/E ratios (or
price-to-earnings ratios). This is the price of the stock

divided by the earnings. So a stock that trades for $100 per
share and has $10 of EPS (earnings per share), will have a

P/E ratio of 10. Plus, the historical P/E of the market
indexes is around 16, meaning investors are willing to pay
16 times one year of earnings for stocks. This means that,
theoretically, it will take 16 years for the investor to receive
those earnings.  So why would an investor pay that much

for the earnings of a company? Because it could be a good
value actually. If our company grows its $10 earnings by

25% for 5 years and the price of the stock stays the same,
the earnings will be $30.5 and the resulting P/E ratio will be

3.3. Incredibly cheap.  
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Of course, the stock price wouldn't stay the same if the
business was performing that well.  

 
Here's the thing, valuation really depends on the industry.
Software companies with no earnings will be valued much
different from airlines or blue-chip healthcare businesses.

But at the end of the day, all investors are trying to find
good value; it's just that sometimes it looks different and
unconventional. For instance, Amazon's P/E ratio, at the

time of writing this, is around 250. So it would take a
quarter millennium to receive back the earnings! What on
Earth!? Investors are basically saying that they think there
is some serious growth to come. But if it doesn't, then the
value might not be great. That is valuation. Finding a good

value based on what you think a company can achieve.
Most investors use "multiples" methods to value

companies. The P/E ratio is a multiple, a multiple of
earnings. So investors compare companies based on their

P/E ratios to see if certain companies are cheaper than
others.  

 
That, in our opinion, is overly simplistic and offers no real
edge. Valuation is much more nuanced since there are

factors like brand, management, future growth, and
competitive advantages that cannot be found in a

backward-looking P/E ratio. Investing is about the future. If
a company is deteriorating, it might be trading for cheaper

than it is worth and it could be a good investment. However,
would you rather own a bad, cheap business or a fantastic

but more expensive business?  
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Over the long term, our bet is that the fantastic businesses
will outperform the bad businesses, even if they may be

cheap. After all, opportunity costs still exists. Each dollar you
put into a bad business, is a dollar you can't put towards the

best businesses in the world.  
 

Back to Amazon's 10-K 
 

Speaking of best businesses in the world, moving down to
page 30, let's take a look at Amazon's cash flow. Free cash
flow reads nearly $8.4 billion. This is about double operating
income and as a percentage of revenue, this is almost 5%.

So the company is free cash flow positive, which is
important (remember the accounting block?).  

 
So now that you know a little bit more about Amazon and

reading a 10-K, we'll move onto the second thing you should
read for a company you are interested in putting some

money towards.  
 

2. Quarterly Earnings Transcript 
 

Every public company is also required to hold quarterly
earnings conference calls to update investors about the
progress of the businesses. These conference calls are

transcribed and it is easier to read through them than listen
to the actual call. SeekingAlpha is a great resource for
earnings transcripts. Google's latest earnings transcript

covered the first quarter of 2018 and it can be read here.
Read through the whole thing.  
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Sometimes the analyst questions at the end are pretty
confusing and so narrow that they aren't entirely useful.
However, it is a good idea to read through everything. If

you have the time, read back through the last two or
three earnings transcripts to get an idea of where the
business is headed. If you already own some stocks,

make sure to read every earnings call transcripts. Just
set a reminder and then make sure to read them.  

 
3. Proxy Statements ("DEF 14A") 

 
It is a good idea to skim through a proxy statement. A
proxy statement is a company's mandatory filing that
goes in detail on management's compensation. To

access proxies, google "Edgar" and click the first link or
click here. Then type in the name of the company you

want. So type Amazon. Make sure you then click on the
WA (Washington) incorporated option under the "CIK"

column. Then find a box named "Filing Type:" and punch
in "DEF 14A" and press enter. This is the government

code for proxies like 10-k is for annual reports. Then click
the blue box, "documents" under the "Format" column.

Choose the 2018 filing (2018-04-18). Now we are on the
proxy document for Amazon. It's seems too hard to find,

coincidence? Hopefully. 
 

On page 21, you can find the stock ownership for
management. This is important because, as investors,
we want the people running the business to be aligned

with our interests. If a CEO owns a lot of stock, he
probably wants to increase the value of it. It's skin in the

game. So this is key.    
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Down further, on page 26, you can see how much
management is paid. This is important only if it is

outrageously excessive. Executives also get stock options
and restricted stock units which can skew the pay.

Usually, the salary is not outrageous but the stock grants
and options can be. If the company is doing well,

management probably deserves it, but there are always
limits.  

 
Proxies are not read by many investors in our estimation
so it might be a good idea to go above and beyond and

solidify your edge. However, our time also has an
opportunity cost so don't get down too much in the

details…unless you like that sort of thing, then by all
means, go for it.  

 
So as you may have seen, reading is pretty important.

These three documents allow you, as an investor, to get a
clearer picture of your investment. The stock market is a

strange place after all. People will spend hours
determining what dishwasher gives them the biggest bang

for their buck but then they will hear a stock tip on the
subway and go home and buy it, even if that stock costs
multiples of the dishwasher. We don't understand it. Give

your investments the same focus in which you buy a
dishwasher, or even a car, and we bet you will do pretty

well. After all, you now are in the business of buying
businesses. It takes time to do your homework. But what
exactly should you focus on once you've read these three

documents?... 
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Now that you've found your edge and you know which
documents to start your research, what do you do next? 

 
One of our biggest pieces of advice is: build your pattern

recognition. What this means is look at a lot of companies.
As you research and become familiar with more and more
companies, you begin to build a mental rolodex of different

company metrics and the industries they are in. It also
helps to keep an excel or even a paper notebook to keep

track of the financials of individual companies.  
 

One thing that really helps is keeping track of quarterly
results. You get quarterly data by googling the company
you want followed by "investor relations." Then, you can

navigate to the company's press releases or quarterly data
and fill in your notebook or excel sheet.  

 
We suggest recording at least the last eight quarters of
financial data. At least note the revenue per quarter and
the operating income/loss. If you have the time, do free

cash flow as well. It will take a while but if you are serious
about making money over the long run, it is a small price

to pay.  
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This gives you a good reference point when you read the
next earnings transcript to see the quarterly results. This

way you have a little bit of context to see if the results your
company reported are in-line, better, or worse than the

past results.  
 

The second thing to focus on is your style of portfolio
management. Portfolio management is just how you

determine your allocation of individual stocks. For
instance, if you own equal value amounts of only two

stocks, they will each have 50% allocations. There are two
main camps in regards to portfolio management, though

there are surely more. The first camp focuses on
diversification. Diversification is spreading your bets out to

lower to risk of the portfolio. If you only buy Amazon's
stock and Mr. Bezos flies to Mars and never returns and

the stock plummets 80%, diversification would have
helped you out. If, for instance, you owned 50 stocks,

equally weighted, Amazon going down 80% would have
only put a 1.6% dent in your portfolio. This is a whole lot

better than an 80% dent. So this camp says you shouldn't
put all your eggs in one basket because you just never

know.  
 

The second camp is the di-worse-ifiers. This group
believes that you should hold a select number of

companies, know that group extremely well, and not "di-
worse-ify."  
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Di-worse-ifying is diversifying for the sake of diversifying
rather than strategically limiting your risk. In other words,
would you rather put money in your 100th best stock idea

for the sake of diversity or more money into your best
idea? This method would argue that you might put your

eggs in a few baskets and then watch those baskets very
carefully.  

 
Both sides have valid arguments but different priorities.
The first group values risk management and the second
group values return. Here is the thing though. If you are
just starting out as an investor, you should probably go

with diversification. As you build up your skills, you may be
able to concentrate your portfolio. The great thing about

commission-free brokerages is that it allows investors with
a little bit of money to diversify because the fees don't cut
into the value. At the same time, when starting out, it is

tough to follow a whole bunch of companies.  
 

Based on the amount of time you have to follow
companies based on work, school, child-care, or other

responsibilities, you can build your portfolio management
style. The more time you have, the fewer companies you
can hold. This is not to say you should just buy subpar

companies if you are diversifying more, you just don't need
to know them as well versus concentrated portfolio.  
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What we have found is that even 15 companies is a lot to
follow closely for one person. And if you hold more than 50,

you might as well buy an index fund. But also, holding
fewer than 5-7 requires incredible analytical skills and

foresight. Here is a makeshift outline to follow. See where
you would fall. As you learn and grow and have different

priorities, you can always switch styles.  
 

# of stocks  
 

1-4 -- stock genius or investing with under $1000, playing
with fire 

 
5-10 -- concentrated, need a lot of time and effort to know

companies 
 

11-19 -- fairly concentrated, in the middle of both camps 
 

20-25 -- difficult to keep up with but gives more diversity 
 

26-50 -- prioritizes risk management and likes to learn
about different businesses 

 
51+ -- buy an index fund  

 
So now we have a better idea of how to track the financials

for our stocks. Plus, we know the criteria for how many
stocks we should hold. Now we will move on to what we, as

investors, should do on a daily basis… 
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It is important to learn what to do as an investor on a daily
basis because it might help with the practicality of it all.  

 
Lesson #1: 

 
Good Idea: Learn more about your companies.  

Bad Idea: Look only at the stock prices of your companies. 
 

Looking only at the price of your stocks as they fluctuate up
and down is not good investing. Warren Buffett's mentor,

Benjamin Graham, said, "in the short term, the market is a
voting machine, but in the long term, it is a weighing

machine." What that means is that the daily price
movements of your stocks are influenced by how investors
feel about a company at that given time. However, in the
long run, the price of stocks will be weighed by business

results. So this is an incredibly important lesson: only focus
on business results.  

 
Sometimes the market goes down, in fact it will go down.

Your job is to focus on the business results of your
investments. If there seems to be nothing wrong, the

market might be offering you stocks at discounted prices.  
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To take the other side of the argument, if one of your stocks
is down a whole bunch, it would serve you well to find out
why. This is one of the only reasons why it can be good to

check the price of your stocks. Because sometimes the
market can be right. If you blindly buy into a stock because
it is down from your cost basis, you might be doing yourself

some harm. The principle still remains; focus on the
business results rather than the stock price.  

 
Lesson #2:  

 
Good idea: Check your brokerage once a day 

Bad idea: Watch your brokerage all day 
 

Same idea here. Investing is about businesses, not stock
prices. Your stocks aren't going to go up more because you

spend more time watching their prices oscillate up and
down tenths of a percent. The stock market, PST time, is

open 6:30 am - 1 pm. Don't spend that whole time watching
your stocks. We know it can be fun. But it will hurt your

investment results.  
 

Again, on the flip side, it can be good to at least check your
stocks because sometimes the stock price can implicitly tell

you something. If one of your companies reports terrible
earnings and your stock is falling off a cliff, read the

transcript! If you think the reaction is overblown, maybe you
buy more. But don't just make a decision based on the

stock price. That is dangerous. Sometimes you might get
lucky, but it is unsustainable.  
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So those were two lessons about how to best spend your
time daily as an investor. The more time you spend reading

10Ks, financial statements, industry reports, and other
company news, the better. You will react more rationally

and be more confident in your decisions. It will also be more
difficult.  

 
Who doesn't love staring at stock prices? But the market, as

we established, can be very emotional. Evidence and
research is the antidote to that emotionalism. Remember:

focus on business results, not stock prices.  
 

Now that we've sufficiently hammered that home, we will
move on to *sniffle*, the last topic… 
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Wow, well, we're here. The last topic on this journey. Before
you become a full-on city builder, there are a few helpful

ways to think to become a great investor. After all, investing
is the business of making decisions. So we have to think

about thinking (so meta, we know…). 
 

Key #1: Second Level Thinking  
 

Second level thinking was popularized by Daniel Khaneman,
a famous Israeli behavioral economist. He wrote the book

Thinking Fast and Slow, and in it there is a section on
second level, or second order thinking. The premise is that a

lot of people only think in one level. For instance, let's say
you are looking at investing in a company with pristine

financials. Everyone knows the company is fantastic. But the
company is valued so richly that it would basically be

impossible for the company to deliver.  
 

The first-level thinker says, "Let's buy it, it is a great
business." The second-level thinker say, "Everyone knows it

is a great business so it might actually not be a great
investment." The third-level thinker might even say, "I'll still
buy it though because I am going to hold it for so long that

the business will eventually outperform these expectations."  
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Investing



Being a second-level thinker (or higher) enables you to see
the complexity of the world. Looking at the world

simplistically works well if you know why it works well. You
are then on the other side of complexity. For example, the

third level thinker knew why she believed what she did. Had
she just said, "I am going to hold companies for the long
term," she may be discouraged when it looks like it isn't

working out.  
 

In other words, don't be complex just to be complex; think
things through to really understand why you are making the
decisions you are. Don't follow our advice blindly; test it and

figure out your edge. This brings us to the second key… 
 

Key #2: Know Your "Why" 
 

If we don't know why we are doing something, we won't have
any velocity. That's why all the way at Block 1, we started

with why. Velocity is the measurement of speed and
direction. You can be going really fast but if it is in the wrong
direction, it's useless. Knowing your why gives you direction.

It gives you clarity and purpose.  
 

For example, if you know why you are invested in a
particular company, you can check the current

circumstances against that "why." This is called forming an
investing thesis. It is important so you can hold your

companies through the ups and the downs. If the facts
change though, so should your mind, just like famous British

economist John Maynard Keynes said.  
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Without knowing our "why" we have no basis for making
decisions. But we can always improve… 

 
Key #3: Growth Mindset  

 
Carol Dweck, renowned Stanford psychologist, wrote a book
called MindSet. The premise was that our mindsets influence
our ability to grow and learn. Sounds obvious right? But the
truth in those words is weighty. If you are thinking, "I'm just
not good with numbers or I am a poor investor," there is so

much hope for you.  
 

The more you practice and take hold of this "growth
mindset," the better you will become over time. It's the

fundamental principle: practice makes perfect. But begin to
notice your thoughts. If you start thinking you aren't good at
something, don't focus on the negative; begin improving. It's
not necessarily a mind-blowing concept, but it can change

your outlook.  
 

And it will help you in investing as well as, more importantly,
in life… 
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Woo-hoo! You are amazing! It's been a long journey hasn't
it? But we've made it and we couldn't have done it without
each other! Thank you for your time and your interest in

stock market investing.  
 

You are now a city builder! We believe you now have the
building blocks to be a successful stock market investor.  

 
But don't stop here. Continue learning. Investing is an

unending journey of improvement.  
 

Head back to Investing City and check out the "More
Content" tab to continue your growth as an investor. 
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