The Perils of Black Box Investing

Steven Podnos MD CFP

I am occasionally approached for an opinion on what I call a “black box investment.”  I use the term to contain any investment that requires money given to individuals or small organizations, with little to no security, and with the promise of great “returns.”  The black box description implies that the investment goes into a dark container, with no view of its inner workings, true returns or integrity.

There are some classic Black Box investments (BBI).  It may be a new “hot” business with initially reported great “returns” for early investors.  New investors are sold on a chance to get on the bandwagon so that they can also “clean up.”  In reality, you are handing over your money to people who have absolutely no incentive to give any back.  They are motivated only to show some early profits in order to hook more people into their schemes.  As more money comes in, profits are surprisingly slim to non-existent.  The “company” collapses, and inside fraud is often found during any investigation.

Promoters seeking your money can make any number of promises.  They are highly incentivized to paint a rosy picture of endless outrageous profits.  In most BBIs, there is in fact absolutely no security for your investment, just a promise to pay you back out of all the money that will be made.  The range of possible investments is broad and can appear quite legitimate.  The web site www.quatloos.com has a well structured discussion of the variety and skill in which promoters have successfully defrauded investors.
There are a number of questions you should ask yourself before investing money into anything.  These include:

Do you have any firm security underlying your investment?  For example, is there a mortgage on property that secures the investment?  

Is there a legitimate way to research the background of the promoters?

Is there a legitimate and transparent way to review the ongoing operations of the venture?

Is there an easy way for the organization to hide profits?

Beware of “hot tips.”  Avoid investing with the pressure of a time commitment: “only three more days to get into this product.”  Avoid like the plague any promise or even suggestion of making investment returns that are much higher than a Bank CD.  No one can promise you a consistently higher return without some element of risk.  Generally, risk is proportional to the suggested return.  Investments that carry promises of inordinately high returns are usually a guarantee of a certain loss.

I’d advise the following:

Confine your business venture investing to those activities that you directly control.  There is nothing wrong with trying to own and run a small business if you understand the risks and work involved.  However, blindly giving money to someone else who is supposed to run the business and give you a share of profits is likely to be a sorrowful experience.

Confine your security investments to large publicly traded markets open to scrutiny and regulation.

The cliché “there is no free lunch” is highly accurate when it comes to investing.  The key to wealth is to avoid large losses, and to invest to make long term reasonable returns.

