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Opportunity + Understanding = Success

Opportunity... Understanding....!!

“The stock market is the story of
cycles and of the human behavior
that is responsible for

overreactions in both directions.”

“Look at market
fluctuations as your friend
rather than your enemy;
profit from folly rather
than participate in it.”

- Seth Klarman

- Warren Buffett




Preparation + Conviction = Success
-5

Preparation.... il Conviction... !

"In the old legend the wise
men finally boiled down
the history of mortal
affairs into a single
phrase: This too will
pass."

“You get recessions, you have
stock market declines. If you don'’t
understand that’s going to happen
then you’re not ready, you won’t
do well in the markets.”

— Peter Lynch
- Benjamin Graham
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Probability

leverage would ever be used. Is that a reasonable reaction? (In fact,

it’s possible that no one would ever invest in these asset classes,

Our decision ;
even on an unlevered basis.)

always based

In all aspects of our lives, we base our decisions on what we
on the think probably will happen. And, in turn, we base that to a great
probability. extent on what usually happened in the past. We expect results to
be close to the norm (A) most of the time, but we know it’s not un-
usual to see outcomes that are better (B) or worse (C). Although
we should bear in mind that, once in a while, a result will be out-
side the usual range (D), we tend to forget about the potential for
outliers. And importantly, as illustrated by recent events, we rarely
consider outcomes that have happened only once a century . .. or
never (E) (figure 7.3).




Leverage = Dynamite
T

CONTROLLING RISK 65

Leve rage kills such-and-such, because the outcome could be worse than we've
ever seen before,” we’d be frozen in inaction.

So in most things, you can’t prepare for the worst case. It
should sufhice to be prepared for once-in-a-generation events. But
a generation isn’t forever, and there will be times when that stan-
dard is exceeded. What do you do about that? I've mused in the
past about how much one should devote to preparing for the un-
likely disaster. Among other things, the events of 2007-2008 prove
there’s no easy answer.

“VOLATILITY + LEVERAGE = DYNAMITE,” DECEMBER 17, 2008

O

Especially in view of the vagaries presented previously in this chapter,
I want to make clear the important distinction between risk control and
risk avoidance. Risk control is the best route to loss avoidance. Risk avoid-

ance onthe other hand s likelvto lead to return avaidance aswell Once




Control Risk

in a while I hear someone talk about Oaktree’s desire to avoid investment
risk and I take great issue.

You cant

avoid the risk
Clearly, Oaktree doesn’t run from risk. We welcome it at the right
time, in the right instances, and at the right price. We could easily
to control and avoid all risk, and so could you. But we’d be assured of avoiding
deal with returns above the risk-free rate as well. Will Rogers said, “You've
got to go out on a limb sometimes because that’s where the fruit
is.” None of us is in this business to make 4 percent.

So even though the first tenet in Oaktree’s investment phi-
losophy stresses “the importance of risk control,” this has nothing
to do with risk avoidance.

It’s by bearing risk when we’re well paid to do so—and especially
by taking risks toward which others are averse in the extreme—
that we strive to add value for our clients. When formulated that
way, it’s obvious how big a part risk plays in our process.

... You have

it....




How to become superior Investor?
...,

everyone. ... This is not risk aversion; it is risk intelligence.”
Control Risk That’s what Oaktree strives for every day.
! “RISK,” JANUARY 19, 2006

Aggression,

Regret,

The road to long-term investment success runs through risk control
more than through aggressiveness. Over a full career, most investors’ re-
sults will be determined more by how many losers they have, and how bad
they are, than by the greatness of their winners. Skillful risk control is the
mark of the superior investor.

Greatness,

The valuable
advice... Love
it... Ml




Trees don’t grow to the sky |
T

Remember 8
Cycles... The Most Important Thing Is. . .

Being Attentive to Cycles

Nothing goes

in one

direction
| think it's essential to remember that just about every-

thing is cyclical. There's little I'm certain of, but these
things are true: Cycles always prevail eventually. Noth-
ing goes in one direction forever. Trees don’t grow to
the sky. Few things go to zero. And there’s little that’s as
dangerous for investor health as insistence on extrapo-

lating today’s events into the future.




2 Rules from Howard Marks...

You cant
predict ... you
can prepare.

Sure things

can fail...

The more time I spend in the world of investing, the more I appreciate the
underlying cyclicality of things. In November 2001 I devoted an entire
memo to the subject. I titled it “You Can’t Predict. You Can Prepare,” bor-
rowing the advertising tagline of MassMutual Life Insurance Company
because I agree wholeheartedly with their theme: we never know what lies
ahead, but we can prepare for the possibilities and reduce their sting.

In investing, as in life, there are very few sure things. Values can
evaporate, estimates can be wrong, circumstances can change and “sure
things” can fail. However, there are two concepts we can hold to with
confidence:

» Rule number one: most things will prove to be cyclical.
» Rule number two: some of the greatest opportunities for gain and loss
come when other people forget rule number one.

Veryv fow thinags mmaove in a ctraiaght lineg Thoere’s nroagress and then




Seeds of Success...

N e ——
cartoons features a 1V commentator saying, - Everything that was good for

the market yesterday is no good for it today.” The extremes of cycles result
Success carries largely from people’s emotions and foibles, nonobjectivity and inconsistency.

within itself
the seeds of
failure, and

Cycles are self-correcting, and their reversal is not necessarily
: dependent on exogenous events. They reverse (rather than going
failure the on forever) because trends create the reasons for their own rever-
seeds of sal. Thus, I like to say success carries within itself the seeds of
failure, and failure the seeds of success.

“YOU CAN’T PREDICT. YOU CAN PREPARE,” NOVEMBER 20, 2001




The Seeds of worst saw in best of times...

more caplfal for a grven fransaction and easing covenants.

No return of At the extreme, providers of capital finance borrowers and
capital projects that aren’t worthy of being financed. As The Economist
said earlier this year, “the worst loans are made at the best of times.”
This leads to capital destruction—that is, to investment of capital
in projects where the cost of capital exceeds the return on capital,
and eventually to cases where there is no return of capital.

When this point is reached, the up-leg described above—the
rising part of the cycle—is reversed.

» Losses cause lenders to become discouraged and shy away.
» Risk averseness rises, and along with it, interest rates, credit re-

strictions and covenant requirements.

I 41 ; | T | hoof il |




lgnore trends...
T

WILL IT BE DIFFERENT THIS TIME? NOVEMBER 25, 1996

Trends are not
Ignoring cycles and extrapolating trends is one of the most dangerous

things an investor can do. People often act as if companies that are doing well
will do well forever, and investments that are outperforming will outperform
forever, and vice versa. Instead, it’s the opposite that’s more likely to be true.

The first time rookie investors see this phenomenon occur, it’s under-
standable that they might accept that something that’s never happened
before—the cessation of cycles— could happen. But the second time or the
third time, those investors, now experienced, should realize it’s never going
to happen, and turn that realization to their advantage.

The next time you're approached with a deal predicated on cycles
having ceased to occur, remember that invariably that’s a losing bet.

remain

forever...




Attitudes toward risk...

N ..,
can embody more risk than they do return. When investors are

too risk-averse, prices can offer more return than risk.
“THE HAPPY MEDIUM, JULY 21, 2004

The risk of
loosing

money...
The pendulum swing regarding attitudes toward risk is one of the most
& powerful of all. In fact, I've recently boiled down the main risks in investing
to two: the risk of losing money and the risk of missing opportunity. It’s pos-
The risk of sible to largely eliminate either one, but not both. In an ideal world, investors
missing would balance these two concerns. But from time to time, at the extremes
opportunity... of the pendulum’s swing, one or the other predominates. For example:
» In 2005, 2006 and early 2007, with things going so swimmingly and the
capital markets wide open, few people imagined that losses could lie
ahead. Manv believed risk had been banished. Their onlv worrv was that




3 Stages of bull market...
I,

If you know oy
this .... You
will be more Very early in my career, a veteran investor told me about the three stages
of a bull market. Now I'll share them with you.
prepared
than crowd... « The first, when a few forward-looking people begin to believe things will
get better
» The second, when most investors realize improvement is actually taking
place

« The third, when everyone concludes things will get better forever

Why would anyone waste time trying for a better description? This
one says it all. It’s essential that we grasp its significance.




The old adage...

market off the critical list, they pay prices that are more reflective
Will gains go of stocks’ fair values.

on forever 2 And eventually, giddiness sets in. Cheered by the improve-
ment in economic and corporate results, people become willing
Answer it ... to extrapolate it. The masses become excited (and envious) about
the profits made by investors who were early, and they want in.
And they ignore the cyclical nature of things and conclude that
the gains will go on forever. That’s why I love the old adage “What
the wise man does in the beginning, the fool does in the end.”
Most important, in the late stages of the great bull markets, people




3 Stages of bear market...
...,

Thirty-five years after I first learned about the stages of a bull market,
Bear market after the weaknesses of subprime mortgages (and their holders) had been
stages... exposed and as people were worrying about contagion to a global crisis,
I came up with the flip side, the three stages of a bear market:

 The first, when just a few thoughtful investors recognize that,
despite the prevailing bullishness, things won’t always be rosy

o The second, when most investors recognize things are
deteriorating

e The third, when everyone’s convinced things can only get worse

Certainly were well into the second of these three stages.
There’s been lots of bad news and write-offs. More and more

people recognize the dangers inherent in things like innovation,
1 | : £a s i = | - | 1o+ looit




Sure things...

“NOW WHAT?  JANUARY 10, 2008

Extreme

market

There are a few things of which we can be sure, and this is one: Ex-
behavior will treme market behavior will reverse. Those who believe that the pendulum
reverse... will move in one direction forever—or reside at an extreme forever—
eventually will lose huge sums. Those who understand the pendulum’s be-
havior can benefit enormously.




Have you need silver bullet?
.,

When a market, an individual or an investment technique pro-
. duces impressive returns for a while, it generally attracts exces-
Ticket to sive (and unquestioning) devotion. I call this solution du jour the
riches without “silver bullet.”

Investors are always looking for it. Call it the holy grail or the
free lunch, but everyone wants a ticket to riches without risk. Few
people question whether it can exist or why it should be available
to them. At the bottom line, hope springs eternal.

But the silver bullet doesn’t exist. No strategy can produce
high rates of return without risk. And nobody has all the answers;
were all just human. Markets are highly dynamic, and, among
other things, they function over time to take away the opportu-
nity for unusual profits. Unskeptical belief that the silver bullet is
at hand eventually leads to capital punishment.

“THE REALIST'S CREED, MAY 31, 2002

risk...




Potential of trouble...
S

often saw the wheels come off.

Now that investing has become so reliant on higher math, we have to
be Q the lookout for occasions when people wrongly apply simplifying
assumptions to a complex world. Quantification often lends excessive au-
thority to statements that should be taken with a grain of salt. That creates
significant potential for trouble.

O

Need higher
math...




Worse...
]

VVTeIE EEEE gambler who lost regularly. One day he heard about a race with

scenario .... only one horse in it, so he O the rent money. Halfway around

You cant the track, the horse jumped over the fence and ran away. Invari-

predict... ably things can get worse than people expect. Maybe “worst-
case” means “the worst we've seen in the past.” But that doesn't
mean things can’t be worse in the future. In 2007, many people’s
worst-case assumptions were exceeded.

o Risk shows up lumpily. If we say “2 ]()cent of mortgages de-




What risk’s all about...

High risk..high
return ... The
new Myth

to overestimate their ability to understand how new financial
inventions will work.
Finally and importantly, most people view risk taking primar-
ily as a way to make money. Bearing higher risk generally pro-
duces higher returns. The market has to set things up to look
like that’ll be the case; if it didn’t, people wouldn’t make risky
investments. But it can’t always work that way, or else risky in-
vestments wouldn’t be risky. And when risk bearing doesn’t
work, it really doesn’t work, and people are reminded what risk’s
all about.

“NO DIFFERENT THIS TIME,” DECEMBER 17, 2007




Risk of participants behavior...
T

An apt metaphor came from Pension & Investments (August 20,
Risk and 2007): “Jill Fredston is a nationally recognized avalanche expert. . ..
She knows about a kind of moral hazard risk, where better safety

Behavior

gear can entice climbers to take more risk—making them in fact
less safe.” Like opportunities to make money, the degree of risk
present in a market derives from the behavior of the participants,
not from securities, strategies and institutions. Regardless of
what’s designed into market structures, risk will be low only if
investors behave prudently.

The bottom line is that tales like this one about risk control
rarely turn out to be true. Risk cannot be eliminated; it just gets
transferred and spread. And developments that make the world
look less risky usually are illusory, and thus in presenting a rosy
picture they tend to make the world more risky. These are among

the important lessons of 2007.
“NOW IT'S ATT BAD.” SEPTEMBER 10. 2007




Myth...

The most The risk-is-gone myth is one of the most dangerous sources of risk,

and a major contributor to any bubble. At the extreme of the pendulum’s
upswing, the belief that risk is low and that the investment in question is
sure to produce profits intoxicates the herd and causes its members to
forget caution, worry and fear of loss, and instead to obsess about the risk

important
advice ever...

of missing opportunity.




Investment risk comes from...
I

Risk comes

from...

Investment risk comes primarily from too-high prices, and too-high
prices often come from excessive optimism and inadequate skepticism
and risk aversion. Contributing underlying factors can include low pro-
spective returns on safer investments, recent good performance by risky
ones, strong inflows of capital, and easy availability of credit. The key lies
in understanding what impact things like these are having.

The investment thought process is a chain in which each investment sets
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Wrong focus of NEWS...
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The lose of watching NEWS...
]

The lose of
watching

NEWS

Avoid NEWS

Why give

away your
mind?¢




NEWS Anchors...

Two types of
Knowledge

Real
Knowledge

Chauffeur
Knowledge

16

DON'T TAKE NEWS ANCHORS
SERIOUSLY

Chauffeur Knowledge

After receiving the Nobel Prize for Physics in 1918, Max
planck went on tour across Germany. Wherever he was
invited, he delivered the same lecture on new quantum
mechanics. Over time, his chauffeur grew to know it by
heart: ‘It has ro be boring giving the same speech cagh time,
Profcssor Planck. How about I do it for you in 1\'1.unl<:h>
You can sit in the front row and wear my chauffeur’s cap.
That'd give us both a bit of variety.” Planck liked the idea,
so that evening the driver held a long lecture on quantum
mechanics in front of a dlstmgulshed audience. Later, a
physics profcssor stood up with a question. The driver
recoiled: ‘Never would 1 have thought that someone from
such an advanced city as Mumch would ask such a simple
question! My chauffeur will answer it.” ey

According to v one of the world’s best
investors (and from whom 1 have borrowed this story),
there are two types of knowledge. First, we have real know-
ledge. We see it in people who have committed a large
amount of time and effort to understanding a topic. The
second type is chauffeur knowledge — knowledge from
PeOL_who MWQ ow. Maybe theyhm
~RICAt voic zood hair, but the knowledge they espc




Fooled by Randomness...

Important trick

to know...

f"k’ng doesn’t have to bc a road e
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Exponential growth...

Growth...

34 ‘ |
STUMPED BY A SHEET o
PAPER

Exponential Growth

ofpa_per is folded in two, then in half agzm,ah

How thick will it be after 50 folds> nuzy,,,

s before you continue reading.
Choose between these options: A} Ow:
Twill g ve you $1 OOOzday B) Over the
i DU a cent on the first day, tm
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Growth has cut-off point...
I e ——

Cut-off
point...

(P EXPONENTIAL GROWTH
L

e amount. Whoever hunred two mammoths

double th

instead of »
Age; ECOEIC.J?"CIY,, came across exponential growth.
Today, things are different. .

«Each year, the number of traffic accidents rises by 7%’
warns a politician. Let’s be honest: we don’t intuitively
gnderstand what this means. So, let’s use a trick and calcu-

late the ‘doubling time’. Start with the ma___i;c EEEbcr of 70
and divide it by the growth rate in per cent. In this instance:
-0 divided by 7 = 10 years. So what the politician is saying
is: “The number of traffic accidents doubles every 10 years.’
Pretty alarming. (You may ask: *“Why the number 707" This
has to do with a mathematical concept called logarithm.
You can look it up in the notes section.)

Another example: ‘Inflation is at 5%.” Whoever hears

one could eat for twice as long. In the Stone

¥ this thinks: ‘That’s not so bad, what’s 5% anyway?’ Let’s

ﬁ
¥ quickly calculate the doubling time: 70 diviazs by 5 = 14

-~ gts. In 14 rs, a dollar will be worth only half whar it is

oday —a catastrophe for anyone who has a savings account.
Suppose you are a journalist and learn that the number
of registered dogs in your city is rising by 10% a year.
Which headline do you put on your article? Certainly not:
registrations increasing by 10%.’ No one will care.
announce: ‘Deluge of dogs: twice as many mutts




THE ART OF THINKING CLEARLY

The ancient Persians were well aware that people Strug,

. o 0 gled with percentage growth. Here is a local tale: there way

DO nOT 1'I‘US1' YOU r |n1'U ITIOh cee once a wise courtier, who presented the king with a ches,
boaxd Moved by thc gift, the king said to him: “Te|| e

' you.’ The courtier replied: ‘Your annu,\

thi » than for you to _cover t thc chcubo?}]
ce, putting one grain of rice on the . first : square, -and

The Chess & on every subsequent square, twice the pljcv:ou;
er of grains.’ T’he ing was astomshcd ‘It is an
) x,car courtier, that you present Such a

rice story...

; thetask—gla ng a grain
; thg second square,
7 did he__;eahu
g on earth.




- expectations alter the biochemistry of the brain ang thyg
the whole body. Accordingly Alzheimer’s patients canm,t 1
benefit from it: their condition impairs the area of the brain {
that deals with expectations.

Xpectations are intangible, b ttheir effect is quite req) |

Expectations...

Raise
expectations

n more cautmuslz Raise expectations for. yourself and
; ,,A.m pcople YO" lo Thls mcreascs motivation, At tlre |

for yourself...
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Don’t under estimate, Simple Logic...

Simple

logic... can
create huge
mistakes...

mManyv

don’t under

estimate it...




HINKING CLEARLY

. THE ART OF T
e in second with an average
dents of the University of Mlchi =
ge of 0.83. However, despite theu

University cam
below were stu
scored an avera

° ° es in this case are not mtercstm M
Something is better than Nothing...| ke semes i &8 0 NS h.gm—m—,-ém“%!!- |

interesting is how t

l;sth ' a hint: would you prefer a bird in the hand o r two
in the bush? Erederick discovered that peoplc w.{fﬂ*“-’
rcsults tend to prefer a bird in the hand. They m

* Afrer all, somethmg is better tl than nothing,. Those why
score at least cast 2 or hnghcr usually opt for the riskier Option,

ngh CRT 500 They prefer the gamm\ls is especially true for men
 One factor that separates the groups is their ability 1o
control their impulses. In the chapter on byperboli,
discounting, we covered the seductive power of ‘now!’,
Frederick pur the following question to the particm
*w«:mld you rather have $3,400 now or $3,800 in a month?
< In general, people with low CRT scores favour getting the
_ smaller amount sooner. For them, waiting poses a chal-
lenge because they are more impulsive. This also applies to
purchasing &m“eo le with high CRT
Mﬂy_dwdc to wait thcﬁm
W r to turn down instant gramon-
arded for it later on.

is more exhausting than sensing: x‘itibh’ll'




SIMPLE LOGIC

Reject the easy answers...

;cinforced over the years. Participants with low CRT results,

@h}cnd to believe in God and ‘the immortality of the

sﬁt’ and have often had divine experiences. This makes
\)mSC: the more intuitively people make decisions, the less

—

srionally they query religious beliefs. S * [

’/ If you are less than pleased with your CRT score and ~

want to improve it, start by greeting even the simplest

logical questions with incredulity. Not everything that

_seems plausible is true. Reject the easy answers that pop_

Reminded “Tnto your head. So, one more try: you are travelling from A
to B. On the way there, you drive at 100 mph and on the

S« cee way back, at 50 mph. What was your average speed? 75?

Howard Slow down, slow down! g -”3
7 :
Marks i,@;@a

Memo... lts See also Hyperholic Discounting (ch. 51); Decision Fatigue
not easy...) (ch. 53); Exponential Growth (ch. 34); Gambler's Fallacy
(ch. 29); The Problem With Averages (ch. 55)

Its not easy...

VaXelelly




Read ... Learn ... Grow

]
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Disclaimer...
e

The information content in this report is of respective
author / writer, | have just compile it for education
and entertainment purpose only.. This report is not
for sale or any monetizing purpose. | have a great

~ Kawalkar Investment ~

Consultancy Pvt Ltd
Value Investing Firm

a

| am a founder director of KAWALKAR INVESTMENT
CONSULTANCY PVT LTD

respect for both the authors and writers. | learn lot

from this two books.

| am not taking any commission or incentive, if you Which is an Investment company. The company main
are buying from the mentions links. | am not focus involved in investing in long-term investments such
participating any program from Amazon. as equity shares and equity-related securities. The original

inspiration for launching Kawalkar Investment
Consultancy Private Limited was to set up value
investment firm in India, and develop a well educated

“An investment in knowledge pays the best vestor in India

interest” Benjamin Franklin

You can read my blog at



http://www.harishkawalkar.com/

