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We spend our lives making decisions. Some are rather innocuous, like which TV
show to watch during your evening down time or deciding between fish or
chicken on a flight. The impact of the decision on your life pretty much ends once
the show is over or the meal is done. Other decisions can have a bigger impact
on your life. Say you are late for an important appointment and decide to speed
to make up time. You could make it on time, and since it was important that is a
good thing. Or given you have increased the probability of an accident this could
happen as well. These kinds of decisions are pretty straight forward mainly
because the repercussion or decision feedback is relatively quick. Suppose your
speeding resulted in an accident, clearly not a good decision or outcome, but the
impact of that decision was quick.
Unfortunately, many of the more important decisions we make have very
uncertain probabilities of outcome and the timeline of the repercussions, as to
whether the decision was correct or not, can vary considerably. Some times in
years. Take for instance the current escalating trade tensions between China
and the U.S. Currently, the repercussions include slower economic growth and
increased uncertainty in the markets – clearly not positive. Fast forward five
years and the repercussions may be much different, perhaps even a more
balanced and fair global trade environment, which would be viewed by most as
positive.
Another complication in decision making is that you only get to play the game of
life once. You may make a decision and it may work out, but it is very difficult to
know with certainty how alternate decisions would have played out – perhaps
better, perhaps worse.
Let us get out of the philosophical and back into the practical, as it pertains to
investing. So, making decisions is hard, with uncertain outcomes that often
change over time. The best tools to help us make better decisions, for the more
important questions, is PROCESS. This won’t help you decide between fish or
chicken, but it can be useful in making investment decisions pertaining to asset
allocation, manager selection, investment options or even business decisions. It
can also help you learn from both mistakes and wins, hopefully to evolve your
process and increase the chances of more wins and fewer losses in the future.

Past reports
Repo repercussion Energy Seasons and Cycles Late summer volatility Stay the
course or be tactical Correction or buying opportunity To trade or not to trade
Sign up here if you do not already receive the Market Ethos directly to your inbox.

Market Ethos

2

Tools to help make better decisions
When it comes to asset management, our team devotes considerable effort to
improving our process to help make better decisions. This doesn’t guarantee
success, but we believe it improves your probability of making the right decisions
over time. And it is not overly complex; much more often than not keeping things
simple helps with making the correct choice (see one of our favourite Einstein
references to the right).

According to Albert Einstein, the five
ascending levels of intellect are:
“smart, intelligent, brilliant, genius,
simple.”

1) Pre-mortem
Where it fits into the investment process

We covered the use of a pre-mortem in an earlier edition of Market Ethos
(Click HERE), so I will keep this brief. A pre-mortem is a mental exercise that
occurs before a trade/position is added or that is applied to an existing
position. This can apply to an individual equity, bond, fund or strategy.
Essentially, you force yourself or your team to hypothesize why the
investment could fail or not work out as planned. The process helps reduce
the impact of confirmation and overconfidence biases, two of the more
prominent behavioural mistakes made when investing.

Due Diligence - Idea generation,
research, analysis, reading,
vetting

The markets will always surprise you. A pre-mortem can at least help you
postulate some of the negative surprises and this makes it easier to develop
potential contingencies. If something does go awry, you will be better
prepared to handle it, reducing the risk of a bad decision becoming a bigger
mistake.
In the words of Daniel Kahneman – “The main virtue of the premortem is that it
legitimizes doubt”

2)

Checklists

A checklist – essentially a list of things you must do during the investmentmaking process – is critical for not just making good decisions but improving your
process over time. If your process changes during each investment decision, it
makes it very difficult to isolate whether good decisions were made and why, or if
it was just luck. Mistakes will always be made, but using checklists and
documenting your decisions helps lay the foundation to learn from your mistakes.
Documenting the rationale behind decisions can help you understand both good
and bad choices. A year or two after a decision, we can often see if the decision
was good or bad. Revisiting your rationale is akin to a time machine enabling you
to reflect upon what you were thinking and why you made the decision.

3)

Don’t make excuses or attach blame

Something always goes wrong at some point in time. Trying to blame others,
whether another team member, an analyst, a portfolio manager, is perhaps one of
the most counterproductive activities. Mistakes are learning/teaching opportunities
even for those not involved. Squandering these will keep you from improving your
decision-making process.
Investment takeaways – Incorporating some of these relatively straight forward
components into your investment decision process can help. While we have kept
things very high level, in future editions we will dive deeper, specifically into how our
process/due diligence fits into the checklist/documentation component.

Premortem
+ Checklist

Portfolio Fit – impact on portfolio
risk & return expectations,
exposures

Buy Transaction – position
parameters, sizing followed by
monitoring, regularly revisiting
thesis
Exit Transaction – worked or it
didn’t. Postmortem to review
decisions made throughout the
process

Pre-mortem
1.

Imagine the investment does not work
out

2.
3.
4.

Why – most likely causes
Considering outside views
Low probability, high impact risk?

5.
6.
7.

Trying to uncover unknown unknowns
Do you still believe it’s a good trade?
Has your perceived probability of
success changed?
Can the risks be hedged or mitigated?

8.
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