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Traders are always interested in track records and winning percentages. Any discussion of risk
management is met with a glazed look and a slight roll of the eyes.

But the simple truth is that risk management is the key to growing your portfolio!

Sector allocation (WHAT you invest in) and market timing (WHEN you invest) are both
important. But with a good risk management strategy (HOW you invest) can make you good
money even without either of those other two.

But without a strict risk management discipline, your portfolio has little to no chance of growing
over time.

Let’s begin by reviewing the math behind risk management. Then, we’ll look at some bad habits
you might have developed.

Finally, we’ll bring it home with a look at something called heuristics.

The Math Behind Risk Management
Let’s say you execute four trades. Each trade risks
$100. If you make $25 on one of those trades, you
would have made 25% on that trade. That’s pretty
good.

Now, let’s say you made 25% on three out of the four
trades. You’d have a winning percentage of 75%.
That’s a decent winning percentage.
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But say your 4th trade loses 100%. That would be a $100 loss, in total. So instead of making a
net gain of $75 on three trades, you would have a net loss of $25. Even though you had a 75%
winning percentage, you still experienced a net loss in terms of capital.

Let’s try this instead…

We’ll set a 25% stop loss on each of our four trades. So, the most we can lose is $25 per trade.

Say three trades make $25, and one trade loses $25. We still have a net profit of $50. That’s a
net gain of 12.5% on all four trades combined. Now that 75% winning percentage is working in
our favor thanks to the risk management we applied.

I’ll throw in a third scenario. This time, three out of the four trades lose 25%. But the fourth trade
makes 100%. With only a winning percentage of 25%, we still saw a net gain of $25.

The point of this exercise isn’t to persuade you that a 25% winning percentage is just fine. It’s
not. Obviously you would rather have a winning percentage of 75% or more.

The point is that there are many ways to look at winning percentages. Any scenario that results
in a net profit almost always relies on risk management.

To gain the best understanding of the market and how to find the highest probability trades,
become a member of Sector Focus.

By subscribing you get all of the following:

A Monthly Market and Sector Commentary with Trade Ideas
A Featured Sector of the Month from Chris Rowe

A LIVE Monthly Webinar with Chris Rowe
Weekly Sector Spotlight Videos with Actionable Trades

Access to a Library of Bonus Reports
Private Members-Only Website Access

Click here to learn how you can become a member of Sector Focus today!
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How to Analyze Track Records
The next time you analyze a track record, don’t begin by looking at the periods of growth. Focus
on the drawdown periods first. Determine how much risk the manager had to accept in order to
get that net return.

You’ll often find that track records with the biggest gains had to accept the biggest risk to get
those returns. While I don’t think that it’s as simple as saying that “risk is commensurate with
reward,” there is a lot of truth to that statement.

Consider your own temperament for a moment. If you had your money invested into a fund
whose track record you’re analyzing, how would you react during steep drawdown periods?
Would you stay the course? Abandon ship?

How Much Risk Is “Too Much Risk?”
If your portfolio is tightly correlated to an index like the S&P 500, and if that index falls
50%—which the S&P did during the 2008 crash—it’ll then take a 100% return from the low just
to get you back to breakeven.

A 50% loss in your total account is too much risk.

Remarkably, the S&P 500 did fully recover from the 2008 crash– five years later, in 2013. You
can’t count on the market recovering that quickly again.

Instead, think about the incredible bull run in stocks from 2009 through 2013. If you had cut your
losses in the 2008 crash with proper risk management, you could have made net profits during
that bull run instead of just getting back to where you were at the market’s high in 2007.
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In order to hold your losses to something much more reasonable than 50%, you would have
needed strict risk management discipline.

I’ll now mention some very bad investing habits I’ve observed.

Do You Make These Mistakes In Your Portfolio?
Traders often stuff their portfolio with more trades than they could ever possibly manage. To
justify this gluttony, they tell themselves they are “diversifying their portfolio.”

There are two pitfalls here.

1. Too many trades at once…
2. And some misconceptions about

diversification.

Too Many Trades at Once
Don’t take on more trades then you can
reasonably monitor. You also need to manage
all of these positions even when the market is in

turmoil, whipsawing up and down. That is, when it’s the most challenging to monitor your trades.

In any case, with good risk management discipline, you’ll always know how much risk you can
take per position. If you take on too many positions, you’ll need to continuously lower your
risk-per-position profile so your account as a whole is not exposed to more risk than you can
handle.

Which brings us to ETFs.

These are funds that trade just like individual stocks, but are made up of groups of stocks or
other assets. So instead of buying, say, 20 stocks in a particular sector, you could consider
buying one ETF. Instead of having to manage 20 positions, you only have to manage one.
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Misconceptions About Diversification
Diversification is supposed to be a tool of risk management. But for diversification to play that
role, each tranche of your portfolio needs to be uncorrelated with every other tranche.

Think about it…

If all of your stocks rise and fall together, then for all intents and purposes they might as well all
be just one giant investment. They need to move up and down differently or diversification has
failed.

The idea is that as one portion of your portfolio struggles, one or more of the others
outperforms. This outperformance offsets your losses from the struggling segments.

A worse problem with diversification is that stocks tend to become more correlated in bear
markets. So at the exact time when diversification is most needed… it abandons you.

Look at this historical chart from StockCharts.com.

It shows the iShares Core U.S. Aggregate Bond ETF (AGG), iShares Core S&P 500 ETF
(IVV), andWisdomTree Enhanced Commodity Strategy Fund (GCC). During the deepest
decline of 2008, all three were trending lower.

In the market’s darkest hour, “diversification” was AWOL.

That leads me to the most important part of this report, if you’re out to become the best investor
you can be.

It’s a little-known concept called…

True Market Insiders Understanding Risk Management in the Stock Market • 5



Heuristics
Have you ever spoken to a family member, friend,
or even a stranger about their investment
portfolio?

Have they boasted about how well their account
was doing, causing you to feel that pang of
jealousy? What happened next?

Maybe you called your financial advisor, told them
how well your “friend” is doing, and demanded to
know why your account wasn’t doing better.

A similar thing happens when we sit in traffic,
frustrated as cars in the lane next to ours cruise
by.

And it happens in the grocery checkout line. The lane you’re NOT in always seems to move
faster than the one you ARE in. So you jump to another line and then see that if you had just
stayed in the line you were in before, you’d be in the parking lot loading your Bounty and Rice
Krispies into your trunk.

What you’re doing in these scenarios is the same thing people have been doing for thousands
of years. You’re using a problem solving technique called heuristics.

According to Investopedia, “A heuristic is any approach to problem-solving that uses a practical
method or various shortcuts in order to produce solutions that may not be optimal but are
sufficient given a limited timeframe or deadline.”

Heuristics are not sufficient when it comes to managing your stock portfolio. But it does make
sense that many investors use them.

There’s a lot to think about when it comes to the markets. There is a massive amount of
information about the markets being thrown at you by the internet, TV, your brother in law, etc.

How can you possibly consider and process all that information? You can’t.

So, your brain defaults to a trial-and-error method to select the information it thinks is most
important. Since you want to grow your account, it naturally focuses on information pertaining to
growth, things like: winning track records, winning percentages, or even someone you hardly
know bragging about that ten-bagger they just made.
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Your brain does not default to risk management, which is about minimizing losses. Since you
don’t want losses, your brain has trouble focusing on them.

You need to learn to fight off your natural tendency to rely on heuristics when it comes to
investing.

Conclusion
You can use stop loss orders to manage risk. You can buy Put options and use them as
insurance to limit losses. You can set up a math-based discipline where you don’t risk more than
a certain amount per position.

And you can diversify your portfolio properly so that diversification works in your favor, when you
need it to

You could use a variety of active management strategies like sector investing as the
cornerstone of a robust trading discipline.

The common denominator for success will remain risk management.

So, the next time that heuristics bug starts nagging the back of your mind, counter it by asking
the less fun question. “What kind of risk do I have to accept to get this return? Is that amount of
risk right for me?”

Finally, stop worrying about missed opportunities. We’re talking about the stock market.

A new opportunity is coming when that bell rings again tomorrow morning.

Bill Spencer
True Market Insiders
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DISCLAIMER
The information contained herein has been prepared without regard to any particular investor’s
investment objectives, financial situation, and needs. Accordingly, investors should not act on any
recommendation (express or implied) or information in this material without obtaining specific advice from
their financial advisors and should not rely on information herein as the primary basis for their investment
decisions. True Market Insiders LLC is not an investment advisor and is not licensed to give specific
financial advice. The chairman of True Market Insiders, Chris Rowe, is also the CEO, CIO and owner of
Rowe Wealth Management LLC, which is not owned by and is not the owner of True Market Insiders.
Information contained herein is based on data obtained from recognized statistical services, issuer reports
or communications, or other sources believed to be reliable (“information providers”). However, such
information has not been verified by True Market Insiders or the information provider and TMI and the
information providers make no representations or warranties or take any responsibility as to the accuracy
or completeness of any recommendation or information contained herein. TMI and the information
provider accept no liability to the recipient whatsoever whether in contract, in tort, for negligence, or
otherwise for any direct, indirect, consequential, or special loss of any kind arising out of the use of this
document or its contents or of the recipient relying on any such recommendation or information (except
insofar as any statutory liability cannot be excluded). Any statements nonfactual in nature constitute only
current opinions, which are subject to change without notice. Neither the information nor any opinion
expressed shall constitute an offer to sell or a solicitation or an offer to buy any securities, commodities or
exchange traded products. This document does not purport to be a complete description of the securities
or commodities, markets or developments to which reference is made.
For purposes of any offers, “Lifetime” refers to a term not less than five years from the date of purchase.
Any refunds will be prorated on a five-year basis.
Unless otherwise stated, performance numbers are based on pure price returns, not inclusive of
dividends, fees, or other expenses. Past performance is not indicative of future results. Potential for
profits is accompanied by possibility of loss. You should consider this strategy’s investment objectives,
risks, charges and expenses before investing. The examples and information presented do not take into
consideration commissions, tax implications, or other transaction costs.
The material has been prepared or is distributed solely for information purposes and is not a solicitation or
an offer to buy any security or instrument or to participate in any trading strategy.
Some performance information presented is the result of back-tested performance. Back-tested
performance is hypothetical (it does not reflect trading in actual accounts) and is provided for
informational purposes to illustrate the effects of the True Market Insiders LLC strategy during a specific
period. The relative strength strategy is NOT a guarantee. There may be times where all investments and
strategies are unfavorable and depreciate in value. Relative Strength is a measure of price momentum
based on historical price activity. Relative Strength is not predictive and there is no assurance that
forecasts based on relative strength can be relied upon.
Back-tested performance results have certain limitations. Such results do not represent the impact of
material economic and market factors might have on an investor’s decision-making process if the
investors were actually managing money. Back-testing performance also differs from actual performance
because it is achieved through retroactive application of a model investment methodology designed with
the benefit of hindsight. True Market Insiders believes the data used in the testing to be from credible,
reliable sources, however; True Market Insiders makes no representation or warranties of any kind as to
the accuracy of such data. All available data representing the full platform of investment options is used
for testing purposes.
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