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Ruminations on Terminology 
 

I try (I really do) not to be the grammar police, but there are three terms used commonly – and 
improperly – regarding investments and markets.  I can no longer sit idly by when even Warren 
Buffet (who I greatly respect) is getting it wrong.  Now, after you read this, in at least one aspect you 
can be smarter than Warren. 
 
I think the reason some terms are used at all is that investment professionals try to adopt the veneer 
of the hard sciences to gain credibility, but it doesn't help much when the appropriated terms aren't 
even used correctly! 
 
Consider the term Negative Feedback Loop.  A negative feedback loop dampens itself.  A 
positive feedback loop increases in magnitude because it feeds on itself.  For example, people buy 
houses causing prices to increase, causing people to want to buy houses to get in on the deal, causing 
prices to increase, etc.  A negative feedback loop would be something like a thermostat.  A 
temperature decrease closes the circuit in the thermostat causing the heat to come on and increase 
the temperature until the circuit opens again.  This keeps the temperature at a relatively constant 
level.  The 2008 Berkshire letter to shareholders is a good example of the misuse of this term: 

By the fourth quarter, the credit crisis, coupled with tumbling home and stock prices, 
had produced a paralyzing fear that engulfed the country. A freefall in business 
activity ensued, accelerating at a pace that I have never before witnessed. The U.S. – 
and much of the world – became trapped in a vicious negative-feedback cycle. Fear 
led to business contraction, and that in turn led to even greater fear. 

The situation described is a positive feedback loop (or cycle) in a negative direction which is not at all 
the same thing as a negative feedback loop. 
 
Reversion to the Mean is a second term often used incorrectly.  Reversion to the mean is properly 
used to indicate that extreme occurrences are followed by less extreme occurrences.  For example, 
suppose a husband and his wife are each five inches taller than average.  Their children will also be 
taller than average but not five inches taller than average.  Their heights will tend to "revert" toward 
the population mean.  If this were not true, people would routinely be ten feet tall after a few 
generations of the tall folks breeding.  In the context of the market, when people say "reversion to 
the mean" they don't generally mean because the market was up so much (say 20%) it will be above 
average again but not quite as much (say 15%), they mean it will be below average (like minus 10%) so 
that it approaches the prior mean.  The proper term for this is negative serial correlation not 
reversion to the mean. 
  
The third term is Liquidity.  Marketability means you can buy or sell something.  Liquidity means 
the act of buying or selling quickly won't change the price much.  I have heard advisors say stocks 
aren't liquid because they can go down in value, or you should keep five years of living expenses in 
cash for liquidity.  Substantially all of most people's portfolios are extremely liquid.  All open-end 
mutual funds and all investments with trading volumes many times the size of the position you are 
trying to trade are extremely liquid.  What people mean to say is that some investments are volatile 
(to which the appropriate response should be, "well, duh").  Volatility and liquidity are not the same 
thing, though illiquid investments are frequently volatile; volatile investments can be very liquid. 
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Finally, a bonus oddity – International.  The investment industry for some inexplicable reason uses 
the term “international” when they mean “foreign” and are then are forced to use “global” when 
they mean “international.” 
 
I now relinquish the post of grammarian... 
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Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth 
management firm. Questions or comments are welcome, and he may be reached at 
David@FinancialArchitectsLLC.com or (770) 517-8160. 
 

 

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are 
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or 
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change 
without prior notice and we are under no obligation to update the information to reflect changes after the 
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment 
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The 
general information contained in this publication should not be acted upon without obtaining specific legal, tax, 
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not 
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The 
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor.  Your 
mileage may vary. 
 
This report was originally written in March, 2009 and was last reviewed/updated in April, 2013. 
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