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A MARGIN OF SAFETY FOR THE RISK-AVERSE INVESTOR

What do investors want?

Solid gains and real security. To achieve both, you need to make changes in the way you invest, adapting to a world that itself has changed profoundly in the past decade. Consider the strategy laid out in this book as your safety net for an investing environment that’s gotten much, much riskier because the world has gotten much, much riskier. It’s not hard to make a list: 9/11, the sudden and unprecedented collapse of home values, the “flash crash” of May 2010, the BP oil blowout, the shutdown of European air traffic for weeks by an ash cloud, and many more, including, of course, the 2008–2009 catastrophe in the markets.

For years, investors were told that, while stocks might be rocky in the short run, they offered outstanding profits in the long run. The more stocks you owned, the better. Investors were told that the U.S. economy had entered a new era of prosperity and that a new “investor class” of small shareholders would reap the benefits through their IRAs and 401(k) plans.

Instead, the first decade of the twenty-first century turned out to be the worst in history for stocks. Investors who practiced the strategies preached by nearly every seemingly responsible financial advisor saw their nest eggs cracked and crushed.

If you’re like many investors, your response to the turmoil was either to opt out or to turn away—to ignore what was going on because it was just too painful to watch. As stock prices began to rise again, you might have crept back into the stock market—or bought gold or foreign currencies. But even if you summoned the courage to invest in stocks again, you did so with a distinct lack of confidence. You’re worried that it could all happen again.

And you should be worried. It will.

As an investor today, you are probably confused, frightened, and downright disgusted. You want a solution to your investing troubles. You can find a solution—but only if you come to terms with changes in the world. The biggest change is that the world is far riskier than it was in the late twentieth century. That fact, however, is no reason for despair.

This book tells you exactly what’s changed and how you can adjust. It does not offer a quick fix, a panicky prescription. Instead, it recommends a calm, reasoned approach—an antidote to fear. I demonstrate how, as an investor, you will succeed—with eyes wide open and with faith in the future of your own nest egg.

STOP INSISTING THAT THE OLD RULES APPLY

For three decades, I provided small investors with advice and moral support. I wrote financial columns for the Washington Post, Reader’s Digest, and Kiplinger’s Personal Finance. I appeared on CNBC, CNN, and ABC. I wrote two books. I testified before Congress. I talked with the biggest brains of Wall Street and academia. A student of history, I extolled the virtues of what worked in the past: no-nonsense, long-term investments in lots and lots of U.S. stocks.

I thought I understood investing. Painfully, however, I learned more about the subject in the past three years than in the past thirty. And I decided that it was time to stop insisting that the Old Rulebook still applied. It was time, I concluded, to tear it up and write one that fits the new era and the new facts.

This is a bold statement from someone who helped write the Old Rulebook.

In 1999, I coauthored a bestseller called Dow 36,000. It was a meticulously documented book, drawing on more than 200 years of financial history. While the book had a provocative title, its thesis was definitely mainstream. I argued that, because of what history indicated were their high returns and relatively low risk over the long term, shares of American companies were the best place to put your retirement money. Yes, stocks bounced up and down, but your job as an investor was to hang on and collect your reward for perseverance at the end.

I advocated the same strategy of heavy and diversified U.S. equity holdings that most sensible advisors espoused—but with an extra dollop of optimism.

And I was wrong.

As I write today, in December 2010, the Dow Jones Industrial Average is only about 20 percent higher than it was in January 1999, when I wrote the book, and nearly 3,000 points lower than at its peak in 2007. Even with dividends, your returns over the last decade have been only a few measly percentage points a year—instead of the nearly 10 percent that had been the historic norm since the mid-1920s.

Accounting for inflation, the ten-year period ending in early 2009 was the worst in recorded stock market history—worse than the decade of the Great Depression. I believe that my reading of the facts in the years I wrote a column for the Washington Post (and the book) was accurate and conscientious. But the facts changed. And, as economist John Maynard Keynes once said, “When the facts change, I change my mind. What do you do, sir?”

The changed facts have led me to a strategy that I call the “Margin of Safety.” Its aim is to lower your risks while still producing solid profits. It’s a strategy that fits the new era of investing—a time of both danger and opportunity.

It’s also a strategy that recognizes reality. Whatever the decades of data show, investors will always approach stocks with a certain caution—as they should. Ronald Reagan once said that an economist was someone who watched something work in practice, and “wondered if it would work in theory.” Well, in practice, stocks have been crushed—not just in 2008–2009 but at other times in history. In theory, the averages show that stocks are a good buy if you can hang on through the miserable periods, but most investors find that hard to do. Fear (or simply a need for cash) triumphs, and they sell before stocks bounce back. For them, the Margin of Safety strategy offers both peace of mind and considerable profits.

MOUNT VICISSITUDES

The phrase Margin of Safety was coined by the late financial scholar Benjamin Graham (1894–1976), mentor to Warren Buffett and a generation of successful value investors. At age twenty, Graham, a wide-ranging intellectual, was offered positions on three separate Columbia University faculties: Greek and Latin philosophy, English, and mathematics. In addition to academia, he found a career on Wall Street. In 1934, he coauthored Security Analysis, the first serious tome about systematic investing in the stock market. Graham used Margin of Safety in a technical way to describe the attraction that a stock offered investors when it traded below what he termed its “intrinsic value.” Both Security Analysis and a more accessible book, The Intelligent Investor, published in 1949, were enormously influential—perhaps too influential. After the run-up in the stock market in the 1950s (the best decade on record for large-cap equities), it became difficult, if not impossible, to find the sorts of companies that met Graham’s criteria. But the epigraph from Virgil that Graham the classicist chose for The Intelligent Investor provides wisdom for the ages: “Through chances various, through all vicissitudes, we make our way.” Today, the vicissitudes have mounted, and chance has been particularly cruel.

Graham believed so fervently in finding deeply discounted stocks that he wrote: “Confronted with a … challenge to distill the secret of sound investment into three words, we venture the following motto, Margin of Safety.” He advocated buying stocks that were supercheap—for instance, stocks whose market capitalization (that is, the number of shares multiplied by the current stock price) was less than a company’s cash and other liquid assets minus its debt. In other words, he wanted investors to buy dollar bills for 60 cents.

Later in this book, I will show you how to find Ben Graham–style deep-value stocks. But when I use the term Margin of Safety here, I mean to do more than simply identify companies that appear to be cheap. Pure value investing may have made sense in Graham’s time, but life is no longer so simple.

You might say I am using Margin of Safety in an engineering sense. Instead of building levees to withstand a Category 3 hurricane, an engineer following a Margin of Safety strategy would build the dikes to withstand a Category 5 hurricane—even though such a storm appears less likely and the higher levees are definitely more costly. My strong belief is that Category 5 financial hurricanes will be far more frequent in the years to come. If you don’t build a portfolio to withstand them, then, like residents of the Lower Ninth Ward of New Orleans, you will find your assets washed away, and rebuilding could take decades. What’s surprising is how little it costs to raise Category 3 investing dikes to Category 5 status.

SOLID GAIN, MODEST PAIN

The Margin of Safety is something that practically every investor today craves but few know how to achieve. It is based on a trade-off: giving up a few percentage points on the upside for more protection on the downside. The bargain combines the likely chance of solid gain with the modest risk of pain.

Claims of strategies that can produce high gains with low pain are fantasy. The chance for high gain always risks high pain. If you want a real insurance policy against devastation, you need to pay the “premiums”—which come in the form of reduced profits. The premiums, in this case, however, can be quite low. For instance, over the past eighty-five years, a portfolio composed only of U.S. large-cap stocks returned an annual average of about 10 percent. If you had held a typical Margin of Safety portfolio over this period, your returns would have been about 8 percent. However, for the future, I believe that a conventional all-stock portfolio will expose the average investor to enormous risk and the near-certainty of some terribly painful stretches. I also doubt that, on average, such a portfolio will return as much as it did in the past. In such conditions, the Margin of Safety portfolio, with its effective insurance premium, makes for a smoother, less stressful ride. For example, in 2008, a portfolio with 90 percent allocated to stocks and 10 percent to bonds lost about one-third of its value, but a Margin of Safety portfolio—of the sort I advocate in this book—lost less than one-tenth.

“Solid gain, modest pain” seems both logical and desirable, but the Old Rulebook ignores this concept. Instead, the experts urged investors to build a stock portfolio that loses significant value in bear markets, with the expectation that the losses will be recouped (and then some) later.

As Graham himself wrote in 1949: “The investor may as well resign himself in advance to the probability, rather than the mere possibility, that most of his holdings will … decline the equivalent of one-third or more from their high point at various periods in the next five years.” And he was talking not just about the five years ahead but about any five-year period.

My Margin of Safety strategy is different from Graham’s. It protects you against Category 5 hurricanes of the financial kind and does not require being “resigned” to losing “one-third or more” of your portfolio in a bad storm.

Sure, history shows that markets recover and stocks have been the best place to put your money over the long term. But this is of little solace, financial pundits notwithstanding. The older you get, the less long term is left for a recovery. Those close to retirement and dependent on drawing on assets can’t take the chance that stock holdings will suddenly lose more than half their value, as the Standard & Poor’s 500 Index did between June 2008 and March 2009. Even for younger investors, losing so much money in such a short time was horrifying. I’m sympathetic with those who say they don’t ever want to go through the experience again. The message of this book is that you don’t have to.

Severe losses affect the behavior of all investors, regardless of whether they are older and rich or younger and just starting to build a portfolio. When the value of your stocks drops sharply, you have a tendency to sell—often at just the wrong time. And, by the time you get back into the market, stocks typically have already made a sharp move upward. Financial advisors and historians can do all the preaching they want about the rewards of buying and holding stocks, but the truth is that many investors won’t hang on during the bad times. My mission in this book is to address such real-life behavior head-on by laying out an approach that fits the new psychology of investors who have, with excellent reason, become gun-shy.

While bear markets can’t be avoided, the losses you suffer can be modulated, to a significant degree. Think of a sine wave, with high highs and low lows.
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Now, smooth it out:
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That is what Margin of Safety investing does. It makes the ride more comfortable. And it assures you that, if the market does take a dip, your investments will not be way down when it is time for you to retire.

A PREVIEW OF THE STRATEGY

As a preview, let me give you some specifics on the Margin of Safety strategy:


	Reduce the proportion of stocks in your portfolio.

	This is the single most dramatic change. It is necessary, and urgent. Like many financial advisors, I believed that if you were in your thirties or forties and planned to retire in your sixties or seventies, you could put all—or nearly all—of your retirement money into U.S. stocks. No longer.




	For those stocks that you do own, make sure:

	That you diversify internationally. It is imperative to own a significant chunk of shares of companies based in what have been known as emerging markets, but which I prefer to call aspiring markets (to emphasize the intensity of the desire of their people to prosper), especially those that represent the economy of the future, countries like Brazil, China, and India.

	That you own low-priced stocks in industries of the future, such as for-profit education, technology, and energy.

	That you own stocks, such as Procter & Gamble, that pay consistent dividends.




	Make a substantial investment in bonds, especially:

	U.S. Treasury bonds, called TIPS, that protect you against sharp increases in inflation.

	Corporate bonds, even if they aren’t given high ratings for safety.




	Be sure you hedge, by which I mean …

	Buy a bear fund, whose value rises when stock prices fall.

	Consider derivatives (yes, derivatives!) that, in effect, put a collar on stock prices (limiting your upside in return for limiting your losses).

	Expose yourself to currencies other than the dollar, even currencies of smaller, aspiring nations.






PARADIGM LOST

Today, building levees to withstand a Category 5 storm is not just an academic exercise. Such storms will be more frequent—because our financial climate has changed. In fact, the world is changing. The U.S. stock market’s performance in the first decade of the twenty-first century was no fluke. It reflected, to a large degree, a new global economic paradigm, which requires a new investing paradigm—a completely different approach from the one that was so successful in the past but is now outdated.

Here are four new realities that profoundly affect investing:


	The risks of financial catastrophe have grown exponentially with the development of larger and more complex investments, moving at faster speeds around the world. The risks of other catastrophes, including terrorism on the scale of 9/11 or worse, and environmental disasters on the scale of the BP oil rig blowout or worse, have also increased.

	The United States is no longer the center of the economic universe. Aspiring nations are driving the global economy, growing, in a normal year, about four times as fast as mature nations.

	Demographic imbalance (too low a ratio of youth to seniors) is weighing heavily on mature economies. For example, when Social Security was started, forty-two workers supported every retiree. Today, the ratio is just three workers per retiree, and it’s headed even lower.

	The financial crisis of 2008–2009 brought emergency measures—including vastly greater debt and nationalization of key businesses—that will depress growth in the United States, Europe, and Japan for years to come.



Later chapters will expand on these changes, but let me offer more detail on the second one and its effect on investment strategy. Since so many large U.S. companies do business globally, financial pundits have argued that investors could buy American stocks—companies they know—and partake in international growth. This notion was reinforced by statistics showing that world markets had become more closely linked, moving up and down in tandem.

But favoring U.S. companies over those based in developing markets has proved to be a significant error. For the ten years ending December 8, 2010, the China Fund, a closed-end investment fund that’s a good proxy for the Chinese market, returned an annual average of 27 percent while the Spiders exchange-traded fund, comprising the S&P 500 stocks (many of them with significant sales abroad), a proxy for the U.S. market, gained a yearly average of 1 percent. If you’d put $10,000 into the China Fund in December 2000, you would have had about $110,000 ten years later. If you’d put $10,000 into the U.S. equivalent, you would have $10,100. (By the way, both closed-end





NOWHERE TO HIDE









BUILDING A HEDGE







FROM 80/20 TO 50/50









YOU’RE ON YOUR OWN





	Diversify. Many individuals and foundations put every dollar of their financial assets into Madoff’s fictional investment pool. Of course, I sympathize with these people, but what they did was just plain stupid. As employees of Enron learned in 2001, the value of an investment can sometimes go to zero. There is only one sure way to cushion the effect of such an event: Spread your money around. Some of the biggest names in global business suffered terrible declines in the last decade: AIG, General Motors, Citigroup. Even General Electric, once the most admired company in the world, dropped from $42 a share to $7 in the space of six months. And look what happened to Iceland! Let’s be clear: No one can predict such calamities. But if you diversify, you don’t have to be in the prediction business. Diversification occurs not just within the stock category but across asset classes. You need bonds as well as stocks, and you need to invest in cash and securities denominated in currencies other than the U.S. dollar.

	Show me the money. The best Margin of Safety is cash in the pocket, and providing that cash is a major objective of the New Rulebook. I advocate solid, dividend-paying stocks—even if they aren’t in the sexiest industries. One good example is a financially sound and consistently profitable global consumer-products firm, like Procter & Gamble. In December 2010, it had a yield of 3.1 percent—that is, its annual dividend payout was 3.1 percent of its stock price at the time. In the second half of the twentieth century, it was rare for a blue-chip stock to yield nearly as much as a ten-year U.S. Treasury bond, but in December 2010, such a bond was paying interest of only 3.2 percent. Enterprise Products Partners, a natural gas firm, is set up as a limited partnership rather than a corporation, but its units trade like any other stock on the New York Stock Exchange and had a yield in October 2010 of 5.7 percent. Many energy limited partnerships pay dividends that bounce up and down over the years, but Enterprise has been steady, its payout rising every quarter since 1999. Research shows that stocks that pay dividends are more stable in their prices than nondividend payers. Dividends also are the best indicator of the health of a business. For one thing, you can’t fake cash. For another, managers are reluctant to cut their dividends, so they try hard to keep them at sustainable levels; as a result, payouts are a good predictor of future growth.

	Markets are efficient. In tough times, especially, investors feel pressure to time the market—to buy and sell stocks in anticipation of near-term price moves. This approach, called market timing, simply does not work, not even in the new world of post-2008 investing. John Bogle, the founder of Vanguard mutual funds, put it best: “After nearly fifty years in this business, I do not know of anybody who has done it successfully and consistently. I do not know anybody who knows anybody who has done it successfully and consistently.” Markets are, in general, efficient. Today’s price absorbs everything that can be known about a company today, including the consensus on the course of its business tomorrow. So today’s price is right, and, unless you have illegal insider information, you can’t divine tomorrow’s price. You can certainly make long-term predictions about the success of a business or an industry, and buy stocks accordingly. But timing the market remains a fool’s errand.




A BOLT FROM THE BLUE
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