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Avoiding Mistakes 

Craig Basinger, Chris Kerlow, Derek Benedet, Shane Obata 

If you believe most marketing material, it would be easy to come to the 

conclusion that great ideas are the primary driver of investment performance. 

Examples of how a manager uncovered great companies trading at a 

discount or ones who made a big profitable macro calls are plentiful. Great 

calls are often what the media gravitates to, as evidence of a solid investment 

process.  It certainly provides great sound bites. While great ideas are 

certainly one of the important ingredients to strong performance, avoiding 

making mistakes rarely sees the same fan fair. Yet avoiding mistakes is often 

a bigger contributor to overall performance, it just isn’t that exciting and 

doesn’t get the same amount of press.  

One of the more prevalent behavioural biases that leads to investment 

mistakes is Loss Aversion. Loss aversion stems from the well researched 

finding that we feel the pain from losses more so than the pleasure from an 

equal sized gain. For example, if losing $100 causes the disappointment/pain 

of X, then gaining $100 causes the pleasure of ½ X. To demonstrate this 

behaviour in an investment framework, consider the chart and two 

investments you made a year ago. Both cost $100, one worked out well while 

the other, not so much. Now you need to sell one, to raise cash for another 

purchase.  Which would you sell? 

You could sell XYZ. If you did, you feel good as you made money. It’s a win, 

everybody likes that feeling. It removes the risk of doing the round trip back to 

your cost.  And even if it keeps going up, it is still a win.   

You could sell ABC. In this case, a paper loss becomes a real loss, yuck.  

And what if it recovers?  You will feel the fool for bailing out at or near the 

bottom.   

Choosing to sell XYZ over ABC may be evidence of loss aversion. You are 

trying to avoid realizing the loss and the disappointment/pain associated with 

it. Clearly ABC is not working out, but how many times did you say, ‘I will just 

wait till it comes back to my cost then get out’? This is often called get-even-

itis. Plus, re-anchoring XYZ at $130 or so, selling this one also removes the 

risk of pain should it fall.     

Past Reports 

Being Contrarian 

Cyclical Yield en vogue 

Expectations Are Inflating 

The Bell Has Been Rung  

Hey Equity Markets, Bond Yields Toll for Thee  

Dollar will make you holler 

Growth vs Value & your age 

Managing your biases 

Stars Remain Aligned 

The Anatomy of a Bubble 

Performance Chasing 

  

 

 

 

 

 

$0

$20

$40

$60

$80

$100

$120

$140

Which one would you sell?

ABC XYZ

MARKET 
ETHOS 

March 12, 2018 

 

The latest market insights  
from the Richardson GMP team 

https://surveys.campaignbreeze.com/s/9772617f4a874bcad89db07d66bb905669984b44
https://surveys.campaignbreeze.com/s/9772617f4a874bcad89db07d66bb905669984b44
http://www.richardsongmp.com/docs/viewpoint/market-ethos---being-contrarian-5-mar-2018.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---cyclical-yield-en-vogue-26-feb-2018.pdf
https://dir.richardsongmp.com/web/rgmp-asset-management/blog/1594395-Market-Ethos---February-20th-2018
https://dir.richardsongmp.com/web/rgmp-asset-management/blog/1593590-Market-Ethos---February-9th-2018
http://campaigns.richardsongmp.com/collect/click.aspx?u=jRYOrR8N39QewW2BRE2RLeQXHMbVcyN17LxNEb1i9F2znGEr6vfGnMqnWokdZonA1THQqjqoDVD6Wbl8WHGMUm7J9q4IWjXI7jUosTg98tyevnEhhkUuAoRXVUSVh0YiHs0wSVYFCLM=&rh=ff00c5806e427c86f05223a7d44b9acf87537adb
http://www.richardsongmp.com/docs/viewpoint/market-ethos---dollar-will-make-you-holler-29-jan-2018.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---growth-vs-value-and-your-age-22-jan-2018.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---managing-your-biases-15-jan-2018.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---stars-remain-aligned-8-jan-2018.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---anatomy-of-a-bubble-18-dec-2017.pdf
http://www.richardsongmp.com/docs/viewpoint/market-ethos---performance-chasing-11-dec-2017.pdf


 

  

MARKET ETHOS 2 

Loss aversion can often lead investors to hold onto losing investments 

too long and sell their winners too early. 

Often Better to Sell Losers and Hold Winners 

We did a simple analysis, using the S&P 100 for the U.S. equity market and 

the TSX Composite for Canada. At the end of each year, the index 

constituents were sorted by their trailing one-year performance. The top 20% 

were deemed to be ‘Winners’ and the bottom 20% ‘Losers’.  We then tracked 

the Winners and Losers for the subsequent year, then repeated the ranking 

process at year-end. The top chart is the U.S. market and the 2nd chart is 

Canada.  

While there are some years when the losers do better, the broader trend 

appears to be winners tend to keep winning and losers tend to keep losing.  

For those suffering from loss aversion, selling winners and holding onto 

losers, you can see how this could negatively impact performance.  

And we didn’t even bring in taxes. If you add the tax drag of selling your 

winner vs. the tax benefit of generating a capital loss, it makes even more 

sense to sell the loser and keep the winner.   

Mistake Avoidance Strategy 

In the Redwood Behavioural Opportunities Fund which we manage, we 

wanted to develop a trading strategy that could help us avoid or manage loss 

aversion.  We acknowledge it is often not easy selling something for a loss, 

even if it can sometimes be the right thing to do. We also wanted to develop a 

more systematic approach.  

A big loser in a portfolio is often called a torpedo, as it can blow up all the 

positive performance from other positions. At first blush, one may consider 

simply using stop-loss orders on positions. For example, if the stock goes 

down 10% or 20%, then you sell and move on, avoiding it becoming too big of 

a loser. This approach has two serious flaws. If you are doing this now, stop 

it. The 1st flaw is markets have changed and on occasion suffer from what is 

called a ‘flash crash’. These are very temporary break downs in the markets 

due largely to program trading. Without going into the details, it can cause 

markets or securities to dramatically drop in value that proves extremely short 

term, often measured in minutes. Live stop-loss orders could be triggered by 

this, leaving the investor with cash executed at a low level even though the 

prices have largely recovered. Lesson here, don’t use live stop loss orders.  

Instead, use market alerts and then decide to execute.  

The 2nd flaw is if the overall market experiences a correction, many of your 

stops could be triggered. If the correction then recovers, you have just 

liquidated much of your portfolio at an inopportune time.  

Dynamic Stop Alerts – To avoid these flaws, which could become 

investment mistakes, we developed a system that uses dynamic stop alerts. 

We use alerts instead of live stop-loss orders to avoid the risk of a flash 

crash. The stop-alerts are dynamic, in the sense they move with the overall 

market. Should the market drop 5%, all our stop levels would drop by 5% as 

well. This avoids triggering a bunch of stops in a correction and ending up 

sitting on a pile of cash.   
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U.S. Market: Winners tend to keep winning, 
losers often keep losing
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This approach helps us exit positions that simply aren’t working before they 

erode too much capital.  

The other side of Loss Aversion is not selling your winners too early. For this 

we use Reset levels that are set on all positions. An example would be a 

purchase at $50 could have a $57 reset level. If the $57 is reached, we don’t 

sell, instead we raise the stop-loss to be closer to the current price. This lets 

the winner keep running and should it turn, realize the gains at a higher level 

thus avoiding a round trip back to where we started.  

Final Thoughts  

Investing is part having good ideas and part avoiding mistakes. None of us 

can avoid all of them, but the more mistakes avoided, the greater your 

success will be in the markets. 

  

 

  

 

Charts are sourced to Bloomberg unless otherwise noted. 

This material is provided for general information and is not to be construed as an offer or solicitation for the sale or purchase of securities 

mentioned herein. Past performance may not be repeated. Every effort has been made to compile this material from reliable sources however no 

warranty can be made as to its accuracy or completeness. Before acting on any of the above, please seek individual financial advice based on your 

personal circumstances. However, neither the author nor Richardson GMP Limited makes any representation or warranty, expressed or implied, in 

respect thereof, or takes any responsibility for any errors or omissions which may be contained herein or accepts any liability whatsoever for any 

loss arising from any use or reliance on this report or its contents. Richardson GMP Limited is a member of Canadian Investor Protection Fund. 

Richardson is a trade-mark of James Richardson & Sons, Limited. GMP is a registered trade-mark of GMP Securities L.P. Both used under license 

by Richardson GMP Limited. 


