Money Management-The Sell Decision

It isimperative that investors understand the nature of the investment markets. We need to know what is
knowable and what is not. We need to comprehend the nature of free market capitalism and itsimpact on
individual companies. Investors must understand that mistakes happen in the investment process and the
key is to eliminate them on a timely basis before they become serious. Profitable long-term investment
results are determined as much by avoiding serious errors as by the success of what you buy. Superior
money managers think more about what could go wrong and how they can lose money than about ways to
make money. Charles Ellis, an author and recognized expert on investment management, called it the
“loser’s game.”

Nothing is forever, not even IBM. History tells us that shiftsin the relative fortunes of America s leading
corporations have taken place in a far more dramatic manner than most might guess. For example, since
1957, less than fifty of the companies in the Standard & Poor’s 500 remain in that index today. Therise
and fall of corporate fortunes seem to have shifted into high gear. Size and an image of quality are no
guarantee of future prosperity. Of the top 100 U.S. stocks as ranked by market capitalization in 1966, less
than twenty remain today.

Forecasting an uncertain future is tough for corporate managements, stock analysts, and all investors.

Who knows the long-term side effects of a prescription drug, of asbestos, of pesticides, etc.? Who could
have predicted the car replacing the horse, the Internet replacing stores? What about naturd disasters,
plant explosions, corporate fraud? Uncertainty is part of the economic process. Economic progress has
happened at an accelerating pace and equity risk has been worth taking. Since 1925, stocks have been
very rewarding, providing investors with a compound annud return (income plus change in market value)
of 10.3%. These long-term statistics mask the pain of significant market declines like 1929-1932, 1973-
1974, and 2000-2003. The excellent long-term outlook for the U.S. and world economies makes
participation in stocks worthwhile for most investors, but risk must be managed.

A variety of techniques can be used to select stocks, often matched to each individual’s own psyche.
These techniques include value and growth investing, fundamental and technical analysis, screening
disciplines, etc. No matter your purchase criteria, mistakes will occur. Don't expect to be right al the
time. The key to money management is to take losses quickly and keep them small. What separates
successful and unsuccessful investorsis that winners make small mistakes and losers make big ones.

Investors' rea problems are most often a failure to cut losses short, an inability to be disciplined, and
letting egos get involved in stock decision-making. Behavioral scientists have found that investors, given
again and loss of similar magnitude, feel about two and a half times worse about the loss than joy in the
gain. It is hard to admit mistakes and easy to cling to losing positions in the hope of getting even.
Exiting a losing position clears your head and restores your objectivity. Investment managers must be
intellectually flexible. They need a curious mixture of humility, self-confidence, and the ability to cope
with change.

Mistakes happen, large losses are bad, and it is important to act in a timely manner. A primary key to
capital preservation and investment survival is a mechanical sell discipline. Fundamental anaysis
dominates in making purchase decisions, but the basic uncertainty of markets, corporate fortunes, and the
flaws of human nature demand a more disciplined approach on the sell side. Barring a magjor decline in
the overall market, the price performance of individual stocks should be the final decision maker in
determining when to sell. The tape is more objective than polluted fundamentals, conflicted corporate-
leaning stock analysts, and corporate managements that will tell you the good news for the next five
years, but will not tell you the bad news until after it has happened. The price performance of each stock
tellsits own story and is the most important factor in sale decisions.



Mechanical price-based tools used in making sale decisions include moving averages, relative price
strength models and absolute or relative sell limits. Most people develop an acid-reflux reaction once an
investment declines 15% to 25% from its purchase price. Each investor needs to understand his/her own
pain threshold and commit to follow a sale plan. It is key to minimize emotiona reaction to market
downturns and avoid unacceptable |osses.

The overriding plus of a mechanical sale system is that the sick turkeys are sold before their complete
collapse. Think of the technology stocks in the 1973-1974 period, and in the 2000 decline the
performance of the Internet stocks and those companies tainted with fraud like Worldcom and Enron.
Most stocks that significantly under-perform take a long time, if ever, to recover. A few do and these
“whipsaws’ are one price that is paid using a mechanical system. History shows that these are the
exceptions.

The chart below is an example of using moving averages (ma) to determine a sell point (the 50 day ma
crossing the 200 day ma on the downside). It also shows the emotions of an investor who acquired the
stock at $29 in May of 2000 and held on too long.

In summary, it is no sin to be wrong. Investing by its very nature is mistake prone, but it is a sin to stay
wrong. Lost opportunity is a minor sin compared to actua loss of capital. Profits will take care of
themselves. Long-term performance will be significantly enhanced and determined by adopting a firm
sell disciplineand sticking to it. 1t sounds easy, but it is very hard to do.



