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Heads We Win, Tails We Don’t Lose Much
By Nick Fisher, Portfolio Manager & Principal

With major stock market 
averages in the midst of a 
pullback, I thought it would be 
interesting to review the risks 
we have seen in the markets. 
As of this writing the S&P 500 
dropped below its 200 day 

moving average for the first time in 477 days 
(third longest streak in history). Small cap 
stocks have been especially susceptible 
(down 13%+ on a price basis since end of 
June). This pullback is no coincidence, the 
stock markets domestically and 
internationally have benefitted from the 
global experiment of Quantitative Easing. 
Indeed the correlation of increasing stock 
prices in the midst of each round of 
quantitative easing is unmistakable. Likewise, 
the subsequent fall of stock prices, as each 
round has ended is distinct. Therefore, with the 
end of QE3+ on the horizon, there is no wonder 
that stock prices are under pressure.

The real question becomes: what happens 
next?

The answer: We have no idea.
Just as we have discussed in our last few 

newsletters, the Fed Reserve Committee 
themselves do not know what will happen next 
and whether there will be significant 
consequences as a result of this grand 
experiment.
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“Even though many things can happen, only 
one will.” –Howard Marks

The risks at either end of the spectrum may be 
expressed: 1) Investor capital could become permanently 
impaired from taking too much risk, or 2) Investors run the 
risk of exhausting their savings from not taking enough 
risk. 

Given the scenario of low interest rates, we must take 
risk, that being said, what risks should we take in our long-

term portfolios? What scenario makes it attractive to take 
risks?

To answer this question, let’s continue our 
conversation on risk that we began a year ago with Howard 
Marks’ help from Oaktree Capital (see Q3 2013 newsletter).

The Fed’s Zero Interest Rate Policy has lowered returns 
on money markets, treasuries and high grade bonds to 
nearly zero. This has caused investors to flood into riskier 
assets in search of higher returns. This in turn causes ever 
riskier behavior and aggressive tactics, which causes 

standards in the capital markets to deteriorate. This can be 
contrasted using a simple capital markets line showing 
lower returns with similar risk (Figure 1).

The Fed has shifted the entire capital markets line 
downward by buying assets on the left side and investors 
have effectively flattened the line by selling assets on the 
left and buying assets on the right side in search of higher 
yield.

Investors are stuck with a range of possible outcomes 
with symmetric distribution (Figure 2). An equal range of 

outcomes are both better than average and worse than 
average. But, over the next 5-7 years assets on the right 
side have outcomes that could provide a negative real 
return (after inflation).

I was discussing this dilemma with my friend Eric 
Burnside and he brilliantly submitted the following revision 
describing the conditions under which intelligent investors 
make decisions. 

In this scenario the distribution or range of possible 
outcomes is skewed to the upside. The possibility of loss 

still exists but the number of outcomes and amount of loss 
is meaningfully less (Figure 3).

We would describe this process as one with a lopsided 
risk-return profile (an asymmetry of positive outcomes 
compared to negative outcomes). Or as Mohnish Pabrai 
describes it: heads I win, tails I don’t lose much.  

As markets correct in the coming days, months or 
years, we will seek out this asymmetry. A chief assumption 
is that we know what we own, so that in a worse-case 
scenario, we can limit a permanent loss of capital.  

Valuation is paramount in this conversation, as Marks puts 
it, “…the best way to reduce risk is by paying a price that’s 
irrationally low…a low price provides a margin of safety…all 
you have to do is refuse to buy if the price is too high given 
the fundamentals.” Investors often forget how volatile 
markets can be during the month or quarter and in the 
absence of this perspective they feel they must participate 
regardless of valuations (See our Q1 2014 Commentary). 
Opportunities will present themselves, but we are not 
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forced to swing at every pitch and there are no called strikes. We will wait 
for our pitch.

While investor behavior is nowhere near as deleterious as it was just 
before the financial crises, it does inspire caution. According to Robert 

Schiller (Nobel Prize winning economist), people are contradictory, just as 
the market was increasing in 1999 and investors thought the best place to 
be invested was in stocks, investors were losing confidence in the valuation 
of stocks. 

I submit we are in a very similar world today.
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Are You Playing to Win, Or Trying 
Not to Lose
By Rick Thomas, Business Advisor & Principal

Often, when I ask young entrepreneurs what they most hope 
to learn in their career, their responses have to do with how 
to get rich by starting a successful business. Conversely, 

when I ask successful business owners what has been their 
most valuable lesson, the answers are usually along the lines 
of learning to overcome setbacks and failure. The difference 
in the answers illustrates the truth that is lurking behind 

every successful journey in business -- failure is a reality. It’s not a matter of 
if you will fail, but when failure will be upon you. Knowing this then, the 
challenge becomes learning how to respond in the face of failure. How you 
respond in the face of challenge and failure will define your character and 

“Even though many things 
can happen, only one will.” 
-- Howard Marks

President Lincoln, shown here with his generals after the battle of Antietam in 1862. Antietam, located in Sharpsburg, Maryland was the 
bloodiest single-day battle in American history with over 23,000 Confederate and Union soldiers casualties. Most of the generals pictured; 
Burnside, Hooker, McDowell, McLellan, and Pope would be eventually fired due to their inability to commit to a winning strategy which 
required an all-in approach. While the battle technically concluded in a draw, General Lee accomplished this with half of the troops than of 
the Union Army and use of a more aggressive and 'playing to win' strategy.
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There are no shortcuts. Nor are there any guarantees that you will 
eventually “get it.” 

The upside, however, is there are plenty of examples to learn from 

these days as the headlines are filled with stories of leaders who continually 
fail to learn from their mistakes; not because they aren’t smart nor lack the 
necessary ethics, but because their response in the face of failure lacks the 
courage and willpower to see them through it. This is illustrated in history 
by the numerous failures of the Union Army generals at the outset of the 
Civil War. President Lincoln, as shown in this photo from1862, rarely visited 
the battlefield and relied on his generals to carry out the objectives of the 
war. Yet Lincoln was repeatedly frustrated with their lack of initiative and 
courage to face the Confederate Army head on. His frustration was most 
pointed with General George McClellan who represented the supposed best 

that West Point could produce, but in the face of 
battlefield action failed to muster any significant 
advance against the Confederacy. Generals McDowell, 
Pope, Burnside and Hooker also were ineffective and 
suffered humiliating defeats. It wasn’t until Lincoln 
consolidated control of the Union Army under General 
Grant did the tide begin to turn for the Union Army. 
Rather than leading to win the war, the Union Generals 
(save for Grant and a small handful of others) they were 
trying to not lose. 

What can we draw from this example then in how we 
lead our businesses? If you are an aspiring leader, or 
even a seasoned leader that plays not to lose, it is time 
to take a hard look in the mirror and decide if success is 
truly important to you. If so, then you have also decided 
you are truly willing to begin learning, and one of the 

quickest ways to get there is as a good friend once advised, “double your 
mistake rate.” The wisdom of this is that for many, repeated decisive 
actions even if wrong, will bring about success much more quickly than a 
safe and over-cautious approach. This will also help develop a key 

leadership trait that is fundamental to sustaining success once you achieve 
it -- humility. As Jim Collins describes in his seminal business book, Good to 
Great, humility is the highest and most important quality in a Level 5 
leader, and is a necessary trait for a leader to sustain business success over 
time. And nothing develops humility quicker than having to face your 
failures in front of your team!

Learning in the face of failure is a mindset that is built over time and 
amongst your many failures you will have successes that will keep you 
going. With commitment and perseverance you will eventually be able to 
share your hard-earned wisdom with the next generation and temper their 

enthusiasm with the reality of the journey.

Failure is a reality. It’s not a matter of if you 
will fail, but when failure will be upon you.


