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SAVE THE DATE
2018 Prime Quadrant Conference
November 1, 2018
We are pleased to announce Nassim Taleb will be joining us to
keynote the 2018 Conference.

Upcoming
Investor IQ
Workshops
March 7, 2018
The Myths &
Realities of Investing
in Private Equity
April 25, 2018
A Primer on
Investing in Hedged
& Uncorrelated
Strategies

What is the PQ?
In financial terms,
the Prime Quadrant
is the optimal zone in
which you achieve the
highest return per
unit of risk.

NASSIM TALEB
Nassim Taleb is the best-selling author of a The Black Swan,
Fooled by Randomness, and Antifragile. His books have been
translated into 36 languages and cover broad facets of
uncertainty. In addition, Taleb has written more than 50
scholarly papers in statistical physics, statistics, philosophy,
ethics, economics, international affairs, and quantitative finance,
all around the notion of risk and probability. Taleb is currently a
Distinguished Professor of Risk Engineering at NYU's Tandon
School of Engineering and scientific advisor for Universa
Investments.

Stories of Interest
Behavioral Finance During a Market Correction
To understand how emotions adversely affect investors, you have
to know the characteristics and behaviors of the crowd.
Charlie Munger Wisdom
Enjoy a potpourri of Charlie Munger's insights on wealth, wisdom,
focus, fake knowledge and more.
The Best Way to Lose $5 Billion Dollars
Hear the sad tale of the house of Vanderbilt, and the timeless
lessons of wealth preservation.
Want to Achieve Greatness? Get a Coach
The key to improving in the face of complexity is having a good
coach to provide a clearer picture of reality.

The Way We See It
Below is an excerpt from Lidsky's latest book, Partners in
Preservation.
In their book, Switch, Chip and Dan Heath tell the story that may
have changed the future of British Petroleum, the oil and gas giant
better known as BP, and offered a timeless lesson for investors.
In the late 1980s, BP made a strategic decision to focus their efforts
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Mo Lidsky's
most recent
book Partners
in Preservation:
How to Know
your Advisor is
Truly
Protecting your
Wealth is now
available on
Amazon!

on big oil fields rather than compete for the smaller ones with
countless smaller competitors. Management was also resolute
about cutting costs. At the time, BP had one of the best hit rates in
the oil exploration industry—hitting a new well in every five
attempts, as compared to historical averages of approximately one
in every eight attempts. Management, however, was insistent that
exploration costs be cut from five dollars per barrel to one dollar.
This expectation seemed completely untenable and unrealistic. It
would mean BP’s performance would have to go from being
exceptional to being absolutely flawless. To cut 80% of their costs,
they would have to cut all their failed attempts, forcing them to
succeed on 100% of the holes they drilled. Explorers were up in
arms.
To reinforce this idea, management announced a very simple new
policy for the company: “No dry holes.” Behind this policy was
management’s realization that their problems were not tied to poor
geological skill or reckless spending. Rather, it was a function of
misaligned incentives between explorers and management. If
explorers struck a large reserve, they would be heroes, but if they
missed, they were no worse than 80% of other explorers.
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Added to this insight was the discovery that explorers were pretty
good at gauging the quality of the wells they found. When they
assessed the well at having a 75% probability of success, the wells
were a hit almost every time. When a well was given a 10% chance
of success, however, it actually had about a 1 percent chance. The
explorers then sold management by playing with the expected
value spreadsheet. By increasing the potential payoff of a particular
well, they could move a 10% probability hit into a category where it

had a higher expected value than a 75% probability hit elsewhere.
Essentially, explorers became venture capitalists, speculating with
BP’s capital, hoping to be heroes who found the next great well.
And management needed to rein it in. The “no dry holes” policy
forced explorers to be more focused on their decision-making
processes, the quality of the underlying information, and the
conviction they brought to each prospective well. The unambiguous
nature of “no dry holes” forced explorers to shift their perspective
from how they could make money to how they could not lose
money.
The end result was not perfection. It was, however, an industry
leading 67% hit rate—a success story previously considered
impossible. The BP story serves as a fitting metaphor to the unique
role of incentives and compensation structures. It demonstrates
that by carefully managing incentives, investors can actually achieve
a better return while taking less risk.
Regrettably, most investors seem to be in the dark when it comes to
incentives. Study after study has demonstrated that investors do not
have a firm understanding of the actual fees they pay, what impact fees
have on returns, how fees incentivize or disincentivize performance,
and what is an appropriate price for each type of opportunity. This
blindness is even more dramatic when it comes to paying advisors. In
fact, in one study, it was found that 73% of investors believed that
advisors would look out for their best interests irrespective of how
they were compensated. Unfortunately, there is a huge collection of
data to the contrary.
As the BP story reminds us, the best indication of someone’s future
behavior is usually a function of how (and for what) they are being
rewarded.

"The most important quality for an investor is
temperament, not intellect."
- Warren Buffett
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