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“Risk versus Reward” 

 
Psychologists have uncovered a surprising number of idiosyncrasies from making the soundest choice in many situations.  
These lapses explain some of the mysterious up and downdrafts that can lift and lower stock prices.  Understanding them can 
make successful investing easier.  The most important findings arise from answers to a pair of questions. 

The first: If faced with the prospect of two possible gains, which would you choose? 

 A 100% chance to win $3000. 

 An 80% chance to win $4000. 

Asked this question, most people choose the guaranteed $3000, even though the second choice has higher value according to 
probability theory.  The value is determined by multiplying the second chance of winning, or 80%, by the $4000 the winner 
stands to gain (80% of $4000 is $3200).  So in the long run you come out ahead by making the second choice consistently.  
Most people are bothered by the 20% chance of getting nothing in the second choice, which tells psychologists what stock 
market theorists knew all along: That investors in general prize certainty and abhor risk. 

It’s not that simple, however.  When people are confronted with prospective losses, quirky psychology turns them into 
riverboat gamblers.  That fresh discovery became clear from another question.  Which would you choose? 

 A certain loss of $3000. 

 An 80% chance of losing $4000 and a 20% chance of losing nothing. 

Most people will gamble on the second choice, which offers a 20% chance of going unscathed, even though it is risker (again, 
80% of $4000 is $3200).  Because people’s horror of losses exceeds even their aversion to risks, they are willing to take risks – 
even bad risks.  Contrary to what’s been believed, risk aversion is not always the guiding light of decision making. 

To measure just how deep the fear of loss runs, psychologists follow up this pair of questions with another.  Students were 
invited to wager on a hypothetical coin toss:  Heads you win $150; tails you lose $100.  Though the potential payoff is 1½ 
times the possible loss, most students refuse to bet. 

How can otherwise rational people act so unwisely in the face of promising moneymaking opportunities?  Despite the outsize 
reward for taking this risk, the researchers say, most people are put off by the 50% chance of losing.  Loss aversion is a 
surprisingly powerful emotion.  So great, in fact, that it keeps people from accepting good bets, both in coin flipping and in 
selecting stocks. 

. . . John J. Curran, Investors’ Guide (1987) 

Betting indeed, as David Sklansky wrote in the book The Theory of Poker:  “Any time you make a bet with the best of it, where 
the odds are in your favor, you have earned something on that bet, whether you actually win or lose the bet.  By the same 
token, when you make a bet with the worst of it, where the odds are not in your favor, you have lost something, whether you 
actually win or lose the bet.” 

So, as most of you know, Andrew and I attended, and presented at, the Raymond James’ national conference in Washington, 
D.C.  It’s always good to get together with the Raymond James “family”, and last week’s gathering was no exception.  Amid 
the presentations, lunches, dinners, cocktails, and general conviviality, we had the pleasure of talking to some of our financial 
advisors (FAs) and their clients.  In one such repartee, the advisor asked me to talk to her client who continues to sit on 
mountains of cash and refuses to invest.  His reasons were the same ones we always hear at events, so I related the points as 
to why we think this secular bull market will continue for years, but it was all to no avail.  My parting shot to the advisor and 
her client was, “Call me and tell me when he decides to buy stocks, because then I will become a seller”, which got a big laugh 
from both of them. 
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“Risk versus Reward,” what an interesting topic and one that is extensively covered in Ben Graham’s book The Intelligent 
Investor.  The operative quote from that book is this, “The essence of portfolio management is the management of risks, not 
the management of returns.”  Dr. Graham closes that thought by saying, “All good portfolio management begins and ends 
with this premise.”  Yet managing risk is one of the hardest things to get investors to do, and that is the sad reason many 
participants remain scared of stocks, because they didn’t manage the risk back at the beginning of 2008.  Recall, there was a 
warning signal sounded by Dow Theory with the “sell signal” of November 21, 2007, just like the Dow Theory “sell signal” of 
September 23, 1999, but I digress. 

As stated, there is little doubt in our minds that the secular bull market is alive and well with years left to run, but most do not 
believe it because only a few of us have ever seen a secular “bull market”.  Indeed, like our example of the advisor and her 
client who think our conclusions are reductio ad absurdum, so they scorn the concept that stocks have years left to rally.  
Unfortunately, many folks have felt that way for the last eight years and remain underinvested.  Also unfortunately, many 
participants are more concerned with the short/intermediate-term directionality of the equity markets than the long-term, 
net-worth-changing implication of a secular bull market.  To respond to those concerns, our intermediate-term model 
continues to flash bullish readings, while our short-term model suggests there is still the potential for some downside 
consternations this week.  We think if that weakness arrives, it should be bought. 

The call for this week: Last week, the S&P 500, S&P 400, S&P 600, Nasdaq Composite, and the Russell 2000 made new all-
time highs.  The exception was the D-J Transportation Average, which pulled back from its all-time high late in the week.  
When the S&P 500, the Dow Transports, and the Russell 2000 make new 52-week highs on the same trading day, (which 
happened last week for the first time in at least three months), the median return over the next three months has been 
+3.95%, according to Bespoke.  Importantly, Buying Power is rising and Selling Pressure is declining, and Buying Power is very 
close to crossing above Selling Pressure in the charts.  All of this positive action is being confirmed by the Advance/Decline 
Line as breadth continues to improve (the NYSE A/D Line tagged new highs last week).  These kinds of metrics are consistent 
with an equity market where the pullbacks are usually short and shallow.  Meanwhile, 65% of companies reporting earnings 
have bettered the estimates and 67.1% have beaten revenue projections as the transition to an “earnings-driven” secular bull 
market continues to gain traction.  At 5:22 a.m., the preopening S&P 500 futures are down 4.5 points because Japan’s Nikkei 
fell 1% on the 26% slide in Abe’s approval rating.  Moreover, after an expiration (last Friday), U.S. stocks tend to open soft on 
position squaring.  However, with this week’s FOMC and Yellen’s dovish flip, any weakness should be bought.   

 

P.S. - We are doing a 4:15 p.m. call today with BlackRock’s portfolio manager Michael Fredericks, the PM for the BlackRock 
Multi-Asset Income Fund (BAICX) 

Dial-in Info: 

United States: +1 (562) 247-8422 
Access Code: 159-002-778 
Audio PIN: Shown after joining the webinar 
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Important Investor Disclosures 
Raymond James & Associates (RJA) is a FINRA member firm and is responsible for the preparation and distribution of research created in 
the United States. Raymond James & Associates is located at The Raymond James Financial Center, 880 Carillon Parkway, St. Petersburg, 
FL 33716, (727) 567-1000. Non-U.S. affiliates, which are not FINRA member firms, include the following entities that are responsible for 
the creation and distribution of research in their respective areas: in Canada, Raymond James Ltd. (RJL), Suite 2100, 925 West Georgia 
Street, Vancouver, BC V6C 3L2, (604) 659-8200; in Europe, Raymond James Euro Equities SAS (also trading as Raymond James 
International), 40, rue La Boetie, 75008, Paris, France, +33 1 45 64 0500, and Raymond James Financial International Ltd., Broadwalk 
House, 5 Appold Street, London, England EC2A 2AG, +44 203 798 5600. 

 

This document is not directed to, or intended for distribution to or use by, any person or entity that is a citizen or resident of or located in 
any locality, state, country, or other jurisdiction where such distribution, publication, availability or use would be contrary to law or 
regulation.  The securities discussed in this document may not be eligible for sale in some jurisdictions.  This research is not an offer to sell 
or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal.  It does not 
constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of 
individual clients.  Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital 
may occur.  Investors should consider this report as only a single factor in making their investment decision. 

For clients in the United States: Any foreign securities discussed in this report are generally not eligible for sale in the U.S. unless they are 
listed on a U.S. exchange.  This report is being provided to you for informational purposes only and does not represent a solicitation for the 
purchase or sale of a security in any state where such a solicitation would be illegal.  Investing in securities of issuers organized outside of the 
U.S., including ADRs, may entail certain risks.  The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting 
requirements of, the U.S. Securities and Exchange Commission.  There may be limited information available on such securities.  Investors who 
have received this report may be prohibited in certain states or other jurisdictions from purchasing the securities mentioned in this report.  
Please ask your Financial Advisor for additional details and to determine if a particular security is eligible for purchase in your state.  

The information provided is as of the date above and subject to change, and it should not be deemed a recommendation to buy or sell 
any security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such 
information is accurate or complete. Persons within the Raymond James family of companies may have information that is not available 
to the contributors of the information contained in this publication. Raymond James, including affiliates and employees, may execute 
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication.   

Raymond James (“RJ”) research reports are disseminated and available to RJ’s retail and institutional clients simultaneously via electronic 
publication to RJ's internal proprietary websites (RJ Investor Access & RJ Capital Markets). Not all research reports are directly distributed 
to clients or third-party aggregators. Certain research reports may only be disseminated on RJ's internal proprietary websites; however 
such research reports will not contain estimates or changes to earnings forecasts, target price, valuation, or investment or suitability 
rating. Individual Research Analysts may also opt to circulate published research to one or more clients electronically. This electronic 
communication distribution is discretionary and is done only after the research has been publically disseminated via RJ’s internal 
proprietary websites. The level and types of communications provided by Research Analysts to clients may vary depending on various 
factors including, but not limited to, the client’s individual preference as to the frequency and manner of receiving communications from 
Research Analysts. For research reports, models, or other data available on a particular security, please contact your RJ Sales 
Representative or visit RJ Investor Access or RJ Capital Markets. 

Additional information is available on request. 

 

 

Simple Moving Average (SMA) - A simple, or arithmetic, moving average is calculated by adding the closing price of the security for a number 
of time periods and then dividing this total by the number of time periods. 
Exponential Moving Average (EMA) - A type of moving average that is similar to a simple moving average, except that more weight is given to 
the latest data. 
Relative Strength Index (RSI) - The Relative Strength Index is a technical momentum indicator that compares the magnitude of recent gains to 
recent losses in an attempt to determine overbought and oversold conditions of an asset. 
 

International securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible 
political and economic instability.  These risks are greater in emerging markets. 

Small-cap stocks generally involve greater risks.  Dividends are not guaranteed and will fluctuate.  Past performance may not be indicative 
of future results.  

 

Investors should consider the investment objectives, risks, and charges and expenses of mutual funds and exchange-traded funds 
carefully before investing. The prospectus contains this and other information about mutual funds and exchange –traded funds. The 
prospectus is available from your financial advisor and should be read carefully before investing. 

Not approved for rollover solicitations. 

https://urldefense.proofpoint.com/v2/url?u=https-3A__investoraccess.rjf.com_&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=y3WQdEai7OJL0j0ejHq1auUdg8kPQfDCBMkmD2HMOkE&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__www.rjcapitalmarkets.com_Logon_Index&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=mLGRTdxZ5EwPQ9maeBsF0fvXad1Tt0SL_21LNPN2LVA&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__investoraccess.rjf.com_&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=y3WQdEai7OJL0j0ejHq1auUdg8kPQfDCBMkmD2HMOkE&e=
https://urldefense.proofpoint.com/v2/url?u=https-3A__www.rjcapitalmarkets.com_Logon_Index&d=CwMFAg&c=Od00qP2XTg0tXf_H69-T2w&r=rNefLiWFkSilhqVDo70w43i53TsltTjCWk3T7beArK4&m=PC3IXwh9yes797fhP8lxVmKOzaJCoi7yXoDL8EwSFBo&s=mLGRTdxZ5EwPQ9maeBsF0fvXad1Tt0SL_21LNPN2LVA&e=
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For clients in the United Kingdom: 

For clients of Raymond James Financial International Limited (RJFI): This document and any investment to which this document relates 
is intended for the sole use of the persons to whom it is addressed, being persons who are Eligible Counterparties or Professional Clients 
as described in the FCA rules or persons described in Articles 19(5) (Investment professionals) or 49(2) (High net worth companies, 
unincorporated associations etc) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended) or any 
other person to whom this promotion may lawfully be directed.  It is not intended to be distributed or passed on, directly or indirectly, to 
any other class of persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who 
would be classified as Retail Clients. 

For clients of Raymond James Investment Services, Ltd.: This report is for the use of professional investment advisers and managers and 
is not intended for use by clients. 

For purposes of the Financial Conduct Authority requirements, this research report is classified as independent with respect to conflict of 
interest management. RJFI, and Raymond James Investment Services, Ltd. are authorised and regulated  by the Financial Conduct 
Authority in  the United Kingdom. 

For clients in France: 

This document and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed, 
being persons who are Eligible Counterparties or Professional Clients as described in “Code Monétaire et Financier” and Règlement 
Général de l’Autorité des Marchés Financiers. It is not intended to be distributed or passed on, directly or indirectly, to any other class of 
persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who would be 
classified as Retail Clients. 

For clients of Raymond James Euro Equities: Raymond James Euro Equities is authorised and regulated by the Autorité de Contrôle 
Prudentiel et de Résolution and the Autorité des Marchés Financiers. 

 

For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:  

This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be 
submitted. 

 

For Canadian clients:  

This report is not prepared subject to Canadian disclosure requirements, unless a Canadian analyst has contributed to the content of the 
report.  In the case where there is Canadian analyst contribution, the report meets all applicable IIROC disclosure requirements. 

 

Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows: 

This report is provided to clients of Raymond James only for your personal, noncommercial use. Except as expressly authorized by 
Raymond James, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, disseminate or 
commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, without the prior 
express written consent of Raymond James. You also agree not to use the information provided in this report for any unlawful purpose. This is RJA client 

releasable resear ch 

This report and its contents are the property of Raymond James and are protected by applicable copyright, trade secret or other 
intellectual property laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq, provides for civil and 
criminal penalties for copyright infringement. No copyright claimed in incorporated U.S. government works. 

 

 


