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Admitting One's Mistakes

Like life itself, investing can often be a humbling endeavor. Since price volatility comes
with the territory, it's common to suffer an (unrealized, hopefully temporary) capital loss
after you buy an asset. It's like getting a strike when you go to bat in baseball. Since this
is no surprise, you shouldn't get wrapped around the axle about it. In fact, if you scale into
positions like I do, it can be an opportunity to accumulate additional shares at more
attractive prices. As such, this is not something vou should fear, much less lose sleep over.

What you should fear is the misfortune known as a “permanent impairment of capital,”
because this is very difficult to recover from, especially if the loss occurred in a sizable
position. Eventually, all companies go bankrupt, so all stocks will go to zero. Bonds can
go to zero (or close to it) if the borrower defaults or there is very high inflation. Even hard
assets like real estate and precious metals can go to zero if the government confiscates
them (as will happen with many properties in New York City in the years ahead) or makes
it illegal to own them (thanks to FDR, it was illegal to own gold in the Land of the Free
during much of the 20™ Century).

But an investment doesn't necessarily have to become worthless for you to suffer a
permanent loss of capital; there are plenty of other ways this can happen, including:



+ Investing heavily based on a well known story (e.g., the Internet, the housing
boom, fracking, Al, etc.)

+ Allowing your emotions to drive your investment decisions.

+ Impatience.

+ Investing without doing enough research (which is virtually all retail investors).

* Not monitoring your investments after you buy. Here I'm not talking about the
asset's return, but its underlying financial performance. A lot of things can go
wrong after you buy.

+ Unexpected political, legislative or regulatory developments.

+ Discovering that a company is being managed to achieve the goals of the United
Nations, the World Economic Forum, environmental activists or social justice
warriors instead of to maximize shareholder value.

* Accounting fraud by management.

* The failure to increase a dividend each year, which often leads to the reduction of
the dividend, which then often ends with the elimination of the dividend.

+ Permanent loss of a major customer, or loss of access to a vital input or important
market.

» Putting your eggs in too few baskets.
+ Making predictions that turn out to be completely wrong.
+ The market remaining irrational for longer than you can remain solvent.

+ Investing with borrowed money or other forms of leverage (e.g., options, leveraged
ETFs, etc.).

« Major swings in foreign currency exchange rates.

All of these could easily result in a major, permanent loss of capital that could take a very
long time to recover from (if ever). Especially due to the way the math works (e.g., a 50%
loss requires a 100% gain to get back to even).

One way to limit a loss before it becomes a permanent loss of capital is to (1) admit to
yourself that you made a mistake (or simply had bad luck) and (2) do something about it
(such as liquidating your investment). Psychologically, this is extremely difficult to do
because your ego is primarily tasked with defending your reputation, including to yourself.
So it will tell you stories like “It will recover soon, and then you can sell” or “It's not a loss



until you sell.”

The problem with not liquidating an investment that will probably never recover is that
the remaining value of the capital that you have tied up in it is essentially dead money, so
may never produce a significant positive return. This is what's known as a “possible value
trap” (as opposed to an asset that is simply out of favor and thus undervalued). It may
make more financial sense to sell the asset and reinvest the proceeds in another asset that
has a higher expected return (based on valuations and sentiment, not on high recent
returns).

In conclusion, being willing to admit to yourself that you made a big mistake (or just had
terrible luck) and then doing something about it requires self-awareness, maturity and
rational thinking that most investors simply lack. Psychologically, it's more comforting to
ignore the problem and hope for the best at some point in the future, but that often comes
at a cost of dead money earning little or no return.
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I would love to hear from you! If you have any comments, suggestions, insight/wisdom, or
you'd like to share a great article, please leave a comment.

Disclaimer

The content of this newsletter is intended to be and should be used for informational/ educational
purposes only. You should not assume that it is accurate or that following my recommendations will
produce a positive result for you. You should either do your own research and analysis, or hire a qualified
professional who is aware of the facts and circumstances of your individual situation.

Financial Preparedness LLC is not a registered investment advisor. I am not an attorney, accountant,
doctor, nutritionist or psychologist. I am not YOUR financial planner or investment advisor, and you are
not my client.

Investments carry risk, are not guaranteed, and do fluctuate in value, and you can lose your entire
investment. Past performance is not indicative of future performance. You should not invest in something
you don't understand, or put all of your eggs in one basket.

Before starting a new diet or exercise regimen, you should consult with a doctor, nutritionist, dietician, or
personal trainer.
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