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Being Wrong and Still Making Money

By Lee Freeman-Shor

Article Highlights

e An analysis of 45 professional investors and nearly 31,000 trades found that success in the stock market came down to execution.
e Only 49% of great investment ideas made money, but successful investors had repeatable approaches for realizing big gains and

responding to losing stocks.

e Those investors who were not successful either held on to losers without acquiring additional shares or were too quick to sell

winners.

The investment ideas of the
some of the greatest investors
on the planet today are wrong
most of the time, and yet they

still make a lot of money.

How can this be? How can the world’s
bestinvestors getit wrong and still make millions?

That was the question I faced several years ago
when I became rather obsessed with trying to under-
stand how one professional investor who worked for me
was able to deliver outstanding returns when only one in
three of his ideas made money. I simply had to know what
his secret was that meant he could be so good (at making
money) despite being so bad (his investment ideas generally
failed). I burned with curiosity, and this fire from within
led me to analyze every investment, every trade he did. The
outcome of this investigation was that I uncovered that he
was able to make a lot of money because of a few key hab-
its of execution that he religiously stuck to when he found
himself in either losing or winning situations. In a nutshell,
I discovered that when his idea lost money he would turn
into either a “Hunter” or an “Assassin.” If he were winning,
he would become a “Connoisseur.”

Having made this discovery, a new question surfaced: Is
this finding true for all the successful investors who worked
for me? Basically, was their success due to how they executed
their ideas rather than their ideas being successful overall? To
find out, I analyzed the investments of 45 investors I over-
saw between 2006 and 2013, each of whom I had entrusted
with managing between $20 million and $150 million dollars

with strict instructions that they were only
allowed to investin their 10 best ideas to
make money. After analyzing 30,874
trades that these professionals made
during the study period, I discovered that
the successful ones all adopted the same
habits of execution. The secret sauce behind
their success had been revealed.
Moreover, I discovered that the chance of a great
idea making money was a lousy 49%. Think about this
the next time some investment titan on T'V shares his “top
investment tip.” Despite such ideas often being the result
of hundreds of hours of research by some of the smartest
people on the planet, the chance of making money in these
ideas is worse than tossing a coin and betting on heads. If
success in property is about “location, location, location,” 1
came to understand success in the stock market came down
to “execution, execution, execution” of great ideas. Or, as
attributed to the great inventor Thomas Edison, “Vision
without execution is hallucination.”

The key to success depends upon the action an investor
takes when they find themselves in a losing, or a winning,
situation. Adopt the habits of the successful investors and
you too can find yourself being wrong more often than you
are right and still making money.

I'm Losing. What Should | Do?

My findings suggest the odds are that an investor’s great
idea will lose money. As such, before you invest a cent into
an investment idea, it is imperative to have a plan of action as
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The Five Tribes of Investors

Stock Strategies

In his book, “The Art of Execution” (Harriman House, 2015), Lee Freeman-Shor
found that investors fell into one of the five following tribes.

—— Losing Tribes —— ———— Winning Tribes ——— X

01521

RABBITS

Rabbits tend to cling
to their first impres-
sion of a stock and
do not like being
wrong. When los-
ing money, Rabbits
neither buy more
not sell shares.

RAIDERS

Raiders like nothing
better than taking
a profit as soon as
practical. They pre-
fer taking a sure
profit than risking a
loss by holding on
to their shares for
an even bigger gain.

ASSASSINS

Assassins sell stocks
that have fallen by a
prespecified amount
or that have declined
by any amount and
showed no signs of
recovery after a cet-
tain period of time.
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HUNTERS

Hunters invest a
lesser amount at
the outset with the
intent of acquiring
significantly more
shares if the stock’s
price falls. If their
conviction in a stock
lessens for a good
reason, they sell their

<

CONNOISSEURS

Connoisseurs make
long-term, high-
conviction invest-
ments in companies
with very predictable
earnings. They take
small profits as the
stock appreciates,
rather than selling
entirely out of the

to what you will do if you find yourself
in a losing position.

When losing, the successful inves-
tors 1 worked with planned to become
cither Assassins or Hunters. [Assassins
sold losing investments that fell by a
certain percentage or that declined by
any amount and showed no signs of
recovery after a certain period of time.
Hunters invested a lesser amount at
the outset and with a plan of buying
significantly more shares if the price
fell. Hunters were also unafraid to sell
if it became clear that they had made
a mistake.] The bad investors didn’t
have a plan and consequently turned
into Rabbits. [When losing money,
Rabbits neither bought more shares
nor sold their holdings. Once forming
an initial perception, Rabbits were ach-
ingly slow to change their opinion of
a stock.] Which tribe will you become
a member of?

If you want to be successful, you
have to “materially adapt” when you
are losing money. In reality, this either
means cutting your losses and taking
the hit before you have lost too much

shares.

money (aka being an Assassin). Or, it
means backing up the truck and invest-
ing a lot more money into an idea (aka,
being a Hunter). Cleatly, if you want to
be a Hunter you need to be careful not
to deploy too much of your capital in
an idea on day one because you have
to be prepared to invest significantly
more money into the idea when you are
losing. This is a key difference from the
ordinary dollar cost averaging approach.
It also means that buying a few more
shares doesn’t cut the mustard. The key
habit you are trying to embrace is that of
materially adapting when you are losing,

Before you invest in an idea, you
have to have a predefined plan of action
that will govern your actions after the
initial investment, and you have to have
the discipline to stick to it. Not having a
plan, or doing nothing (aka the Rabbits)
of too little is a character trait of a loser.

The problem with doing nothing is
that it opens up the possibility of los-
ing big. That is, you dig a hole so deep
that you cannot get out of it (aka being
a Rabbit). My findings showed that of
the 131 ideas that lost more than 40%

position.

when they were sold, not one would
have bounced back to help the investor
break even despite 21 of these going
on to produce returns of over 100%.

I'm Winning. What Should | Do?

As with losing, you need to have a
predefined plan of action with respect
to what you are going to do when you
find yourself having made a paper profit.
In this scenario, however, you will be
given a choice of joining one of two
tribes: the Connoisseurs or the Raid-
ers. Your aim is to be a Connoisseur.
Raiders have a habit of taking profits
too early rather than letting their win-
ners run. [Raiders take profits as soon
as practical. Connoisseurs make high-
conviction investments, hold onto them
for a long time and take small profits
along the way.|

My findings show that two-thirds of
the time investors will bank their profits
when they have made up to 20%. While
it may feel good, snatching at profits is a
character trait (a habit) of aloser. In fact,

(continued on page 36)
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We had 15 qualifying stocks after
applying our $300,000-a-day volume
requirement. Two of these stocks
were already owned: Key Tronic Corp.
(KTCC) and Rocky Brands Inc. (RCKY).
There were no Chinese stocks this time,
which we suggest avoiding due to their
data uncertainty.

We basically narrowed it down to
the stocks with the lowest price-to-book-
value ratios (P/Bs), with a few decisions
based on liquidity.

Special Circumstances

Willis Lease Finance (WLFC) has
offered to buy back shares on a variation

of a Dutch auction basis. We are not
participating since we have no reason
to sell the stock at this time.

Global Power Equipment Group
(GLPW) has still not provided corrected
updates on their financials for 2013 and
2014. The New York Stock Exchange
(NYSE) has given them an extension
until March 31, 2016, before consider-
ing delisting the stock. The company
appears to be working out problems
with lenders. We will not take any action
at this time.

We have had a number of requests
to provide the changes in the portfolio
sooner than we do now and are looking
into the possibility for next year.

Looking Ahead

The market situation remains the
same, with a number of positive and
negative influences. Action by the Fed
will likely have occurred by the time you
read this. We enter a presidential election
year, and the Republican candidate is still
a mystery. The world situation is volatile
and there is domestic unrest. Through all
of this, I think corporate earnings will,
as they should, determine the direction
of the market for the coming year.

The next Model Shadow Stock
Portfolio update will be in April 2016.
Happy new year, and keep up with the
Model Portfolios at AAILcom. 4

James B. Cloonan is founder and chairman of AAlII.

(continued from page 31)

I discovered that 61% of investments
that were sold for a profit of less than
20% kept going up. Had the investor
stayed invested, they would have made
more money. Worse still, big winners
were to be found among those.

To be successful, you have to have
one or two big winners—not least
because Sod’s law [Murphy’s law in the
U.S.] holds that you will have one or
two big losers. If your approach is to
keep taking small profits, you will never
have a big winner. I have yet to come
across a successful investor whose suc-

cess was achieved without the presence
of one or two big winners. The way a
Connoisseur ensures he wins big is that
he slowly nibbles away at the growing
pie of profits. He knows that to eatitin
one sitting will give him more problems
than merely an upset stomach. As hedge
fund manager Stanley Druckenmiller
once said, “|The| way to build long-term
returns is through preservation of capital
and home runs.”

Summary

In conclusion, I have found that all

successful investors who have worked
for me have common habits that explain
their success and ultimately mean they
can be wrong most of the time and still
make money.

I have seen the enemy. It is made
up of Rabbits and Raiders. If you spot
someone from one of these tribes when
you invest then know you might face an
unhappy ending,

Ensure you invest with the Hunt-
ers, the Assassins and the Connoisseurs.
Over time, these tribes will look after
you, keep you safe, and ensure you
prosper. A

Lee Freeman-Shor is a portfolio manager at Old Mutual Global Investors, an asset management firm based in the United
Kingdom, and author of “The Art of Execution” (Harriman House, 2015). Find out more at www.aaii.com/authors/lee-freeman-shor.
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