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PREFACE

 

A few years ago I went on a fishing trip with my father, brother, and brother-in-law. The four of us chartered a boat, the Challenger, out of Islamorada in the Florida Keys.

While I wouldn’t call us expert fishermen, all of us grew up fishing ocean waters at least a few times each year, so we understood (or at least thought we understood) the schizophrenic nature of the sea.

When we arrived at the Challenger’s dock around 6 A.M. that Sunday morning, our craft was one of only a few preparing for the day’s catch. According to our captain, Rob Dixon, a big storm the previous night had riled up things to the point that most of the other boats were staying home.

I remembered being awakened by the storm—it was one of those nasty ones that never quite graduated to hurricane status. As I told my dad, any storm that could chase my brother from the hotel hot tub was no small storm.

The Challenger, with the six of us on board, including Captain Dixon and his first mate, left the dock around 7 A.M. Almost immediately the undulating waters from the storm’s wake lifted and dropped the Challenger with such rhythmic violence that simply standing required the balance of a Cirque de Soleil performer. Although no one said anything, I’m sure the thought crossed each of our minds that perhaps the day might have been better spent doing cannonballs in the hotel pool.

The hot-tub king was the first victim of the seasickness gods, assuming the fetal position inside the ship’s hole after only about 20 minutes into our journey. I wasn’t exactly feeling chipper myself, but I was hanging on, still looking forward to the day’s activities and praying that the angry seas would calm.

They wouldn’t.

After another 20 minutes or so—and with the volatility of the ocean’s EKG intensifying—I felt that awful, paralyzing shroud that comes over you when you know you’ve lost the battle with the seasickness gods and can do nothing but await their judgment. My punishment was hastened by witnessing my brother-in-law—a graduate of the U.S. Naval Academy and someone who had been around boats and the ocean all his life—lose his private battle (along with his breakfast).

Seeing the Annapolis kid go down was the catalyst that tripped my own peristaltic adventure.

At about 9 A.M.—a mere two hours into the ordeal—Captain Dixon decided to take pity on us and suggested we shorten our trip from a full day to a half day. That meant getting back to dock around noon instead of 4 P.M.

Talk about your good news/bad news.

On the one hand, cutting four hours off the trip was the governor’s pardon I and the rest of my “fishermen” were seeking. Yet, going in at noon meant another three hours of performing the “grab-my-sunglasses-and-bend-over-the-ship’s-railing-without-falling-in” move I had perfected by this time.

Mustering all the strength I could, I shouted back to Captain Dixon, “Eleven-thirty.”

Thus, a deadline had been set. Deals could now be cut with our stomachs—“You hang in there for another couple of hours, and this all will be over.” Of course, our stomachs didn’t believe us and continued to carry out their own agendas until the Challenger touched dock at around 11:30.

If you’ve never been seasick, you’ll never understand just how bad you feel, or the almost instant relief that occurs when foot hits dock. It’s the craziest thing, but what ails you leaves almost the second you touch terra.

As we straggled off the boat and down the dock to our car, the four of us started to laugh uncontrollably. We laughed at the hot-tub king, who emerged from the boat’s womb looking as pale as skim milk. We laughed at the Annapolis kid, who broke his lifelong record of never getting sick on a boat. We laughed at my father, who, at one particularly rough stretch, was on his hands and knees shouting to the gods of the sea (and I’m not making this up), “I have nothing left to give.”

And we laughed at me, whose formerly white T-shirt now looked like a Rorschach print.

To this day, when the four of us get together, we start giggling about what a trip we had that day on the Challenger. The funny thing is, we would go back tomorrow and do it again. Why? One reason is that, to a man, we’re not very bright. The big reason, however, and what I’ve failed to tell you up to this point, is that we caught fish like crazy that day. All sorts of fish: Barracuda. Bluefish. Dolphin fish (no, not Flipper, but a type of ocean fish). Shark. It was one of the best fishing trips—in terms of catching fish—we’ve ever had.

Now I know you bought this book to learn about investing, not fishing. But when I began to think about writing the book, my fishing story kept popping into my head. Actually, my fishing story truly is a metaphor for the stock market in recent years, a story of big undulations, rampant second-guessing, and plenty of casualties.

And a story of big opportunities (after all, we did catch lots of fish).

Indeed, coping with angry seas is much like coping with angry markets:


	One way to survive choppy waters is to avoid them altogether. This is an approach we could have taken in Florida—simply stay on land. Investors can avoid choppy markets, too, by staying on the sidelines and out of the market. There are pluses and minuses to this approach, but it is an approach that works if your main objective is to eliminate risk altogether.

	Another way to survive choppy waters is to get a bigger boat. Indeed, the deck of an aircraft carrier would have been much calmer than the deck of the Challenger. That’s because the aircraft carrier’s giant surface diffuses the ocean’s volatility. Likewise, an investor can ride out market volatility by diversifying a portfolio across many stocks and asset groups.

	One way to survive an angry ocean is to stay close to shore. But staying close to shore would likely have limited the amount and size of our catch. An investor can stay “close to shore” during volatile markets, venturing primarily into only defensive, low-risk stocks and bonds. Such an approach will limit the upside, however—the “big catch,” if you will.

	Experience matters. The only two people on the boat who didn’t get sick were Captain Dixon and his first mate. That’s not surprising, since they’re on water nearly every day of the year. They are used to the manic nature of the seas. They know what to expect. They have developed coping mechanisms that allow them to function even during the roughest of seas. In effect, they frame the ocean’s volatility entirely differently than do those with less experience with rough seas. And because of that viewpoint, they weather volatility much better. As an investor, you have the ability to frame market conditions in a variety of ways. For example, some people view dramatic market downturns as dangerous events. Smart investors, however, who have lived through volatility and are not afraid of it view market choppiness and even bear markets as opportunities to pick up stocks on the cheap. Again, it’s all about point of view.



If there is a lesson to take away from this book, it is the following: Investors can survive volatile markets. True, making money in choppy markets isn’t easy. It requires patience. Courage. Discipline. It demands that you strip emotion from the investment process—something much easier said than done when stocks are cascading and your 401(k) plan is shrinking by the minute. It requires a recognition that getting rich in the market does not mean you have to swing for the fences but that you can do quite nicely taking your 10 percent a year. It may mean sitting idly by and watching your friends rack up big gains—if only momentarily—in high-risk stocks.

But make no mistake—smart investors can not only survive, but thrive, in volatile markets.

This book shows you how.


INTRODUCTION

 

The math of the stock market can be punishing at times.

Take the years 1999 and 2000. In 1999, the Nasdaq Composite registered its biggest gain ever, rising 85 percent. In 2000, that same Nasdaq Composite did an about-face, falling a record 39 percent.

Up 85 percent in one year, down 39 percent the next. Just by looking at the numbers, one would think that investors who had invested in the Nasdaq Composite at the beginning of 1999 and held through 2000 would still be well ahead of the game despite the 39 percent decline in 2000. After all, if you average the performance of the two years, it comes out to a gain of 23 percent per year (85 percent minus 39 percent divided by two years) for the Nasdaq Composite.

Ah, if the math were only that simple.

My guess is that most of you would be surprised to learn that an investor who bought the Nasdaq Composite at the beginning of 1999 and held through the 2000 decline would be sitting with only a scant gain. That’s because the 39 percent decline took back nearly all of the 85 percent gain of the previous year.

Here’s another example. Let’s say you own a stock that climbs 100 percent in year 1, declines 50 percent in year 2, advances 100 percent in year 3, and declines 50 percent in year 4. If you add up the advances and declines over the volatile four-year period, you have an average annual return of 25 percent (200 percent minus 100 percent divided by 4). Yet how much money did you actually make during that four-year period?

The answer: Zero.

Do the math. Let’s say you started with a $50 stock. In year 1, the stock rose 100 percent to $100. In year 2 the stock declined 50 percent to $50 per share. And the same round-trip was recorded in years 3 and 4, leaving you back where you started in year 1—a $50 stock.

Like I said, the math of the stock market can be punishing.

Now indulge me for one last example. Let’s say that during the four-year period you were alternating 100 percent gains with 50 percent losses, your friend’s portfolio went up 10 percent in year 1, 8 percent in year 2, 9 percent in year 3, and 9 percent in year 4. When you average those returns, they come out to a measly 9 percent per year (36 percent divided by 4). But what actually happened to your friend’s money? Over the four-year period, his investment grew 41 percent. (If you don’t trust my math, start with a portfolio of $100 and run the numbers. You’ll wind up at the end of year 4 with a portfolio valued at $141—a 41 percent gain.)

While a 41 percent gain in four years may not be your idea of big market performance, there’s no disputing that 41 percent is better than zero percent.

So what does all this mean? Actually, several things. First, when somebody tells you that they are “averaging” 30 percent a year on their investments, ask to see the computation. Chances are, that “average” number is the result of some funny math. Nobody truly averages 30 percent a year on their investments over a several-year period.

Second, volatility is a double-edged sword for investors. When volatility works to the upside (such as the big gain in the Nasdaq in 1999), it’s great. But when volatility occurs on the downside, it can be devastating.

Third, slow and steady usually wins the race on Wall Street. You don’t need outsized returns to create wealth in the stock market. If you have enough time, you can do quite well earning a decent though unspectacular return each year.

Finally, a big key to stock market success is avoiding the big loss.

That doesn’t mean that, as an investor, you play “not to lose.” Playing not to lose, as any coach will tell you, usually means you don’t win. You become too tight, too defensive, too cautious.

You play not to lose in the stock market by staying on the sidelines and keeping your money in money market funds or Treasuries. True, by staying on the sidelines you eliminate volatility from affecting your investments. Over time, however, inflation will chew you up, and you will lose.

No, I think investors can still play offense during volatile markets while, at the same time, limiting the likelihood of the big loss.

That, in essence, is the aim of this book—to show you how to play to win on Wall Street without losing your shirt during rough markets. 

______

Before an investor can survive and even thrive during volatile markets, it’s important to understand this enemy called “volatility.” Indeed, volatility may be one of the more misunderstood words in market vernacular. By understanding volatility—what it is and isn’t, how it’s measured, why it’s been so prevalent in recent years, and how volatility provides opportunities for long-term investors—an investor is better prepared to invest during a climate of big price swings. Chapter 1 provides everything you ever wanted to know about volatility.

During big storms, the quiet place is the eye of the storm. In the eye is safety, coherency, calm, rationality. As an investor in turbulent markets, you want to find the eye of the market—that place in which you can operate free from the storm’s fury and influence. Chapter 2 discusses the second law of investing in volatile markets—Finding the Eye. This chapter looks at the metaphor of the storm’s eye as it relates to the markets—how the eye is formed, how it changes, and how investors can find the eye during turbulent markets.

I know some of you are now saying, “There’s no way I could have avoided the market collapse in 2000, despite what you say.” The short answer to that statement is the following: “Wrong.” I’ve seen enough investor portfolios over the last year or so to know that much of the pain from the volatile markets of 2000 and 2001 was self-inflicted.

Take a look at your own portfolio. What stocks do you own? Did you, like everybody else, chase the hot stocks that were posting scorching gains in 1998 through early 2000—technology stocks and anything with “dot-com” at the end? Such investors loaded up on the priciest, fastest-charging stocks in the market. That strategy may have worked for a while, but it failed miserably in 2000 and 2001 when these stocks tanked. Could you have avoided all of the 39 percent decline in the Nasdaq Composite in 2000, the 50-percent-or-more declines in tech stocks, and the 80-percent-or-more declines in Internet stocks? You may not have avoided the carnage altogether (after all, having some technology representation in a portfolio makes perfect sense), but you could have eased the pain substantially simply by following time-tested strategies.

Remember “diversification”? Nobody wanted a diversified portfolio in the late 1990S. Diversification was for chumps. Diversification meant you underperformed the market. Diversification meant you didn’t keep pace with the blistering returns of your friends and coworkers. No, diversification was the third rail of investing, and “smart” investors stayed as far away from diversification as possible.

Hindsight is 20/20, and no doubt diversification seems like a good idea now that the market has crumbled. But diversification was a good idea in 1998, 1999, and early 2000 even when the Dow and the Nasdaq were soaring. True, one’s portfolio wouldn’t have been on jet fuel during that period, but investors still would have been producing decent results without incurring big risks—risks that came back to bite investors in 2000 and 2001.

Diversification is essential if an investor is going to survive turbulent markets. For that reason, Chapter 3 discusses a variety of techniques and strategies for diversifying a portfolio within asset classes, across asset classes, and across time. All three forms of diversification work hand in hand to reduce the risk of a portfolio and are necessary for the investor who wants to play offense during rocky markets without taking on too much risk.

A lot of Wall Street experts have written that one casualty of the market’s volatility over the last two years is the concept of “buy-and-hold” investing. After all, investors who bought and held the likes of Cisco, Yahoo!, Amazon, or many other stocks got their heads handed to them. Buy and hold doesn’t work anymore. It’s an out-of-date method for dealing with today’s supercharged, crazy markets.

I maintain the problem isn’t so much with the strategy of buying and holding stocks. I think the problem lies with how investors implemented a buy-and-hold investment approach.

For example, implementing a buy-and-hold strategy with certain types of stocks is akin to creating an apple pie with pears. The recipe doesn’t work. Certain investment styles demand certain stocks. This is one lesson traders learn in a hurry. Traders don’t want to own slothlike, slow-moving, low-volatility stocks. They want to own high-action, high-octane, volatile stocks. Those are the stocks that provide the price swings that allow traders to, well, trade.

A buy-and-hold strategy may not be the best strategy for such volatile stocks. That’s not to say that buying and holding volatile stocks won’t work over time. The problem is that volatility often causes investors to flee the stocks at the worst time. Remember, buy and hold doesn’t mean that you never sell a stock—and that when you do sell, you do so because the fundamentals underlying a company’s performance have changed.

For most long-term buy-and-hold investors, it’s better to own stocks that show slow, steady gains year-in, year-out. I call such stocks “easy holds,” because they don’t force investors to make too many decisions. Rather, easy holds are the Energizer bunnies of the stock market—they don’t move too fast, but they just keep going, and going, and going. When investing in turbulent markets, easy-hold stocks can help your portfolio weather the storm without causing you to lose sleep. Chapter 4 explores the fourth law of surviving volatile markets: matching your stock selection with your investment style, whatever that style is. The chapter discusses the factors that go into identifying the right stocks for the right investment style. For buy-and-hold investors, that means consistent earnings growth and stock-price stability. The chapter will highlight some of my favorite easy-hold stocks and mutual funds. And in what is certainly one of the centerpiece features of the book, I provide easy-hold ratings on nearly 3,000 stocks and mutual funds, for both buy-and-hold investors and those with a shorter time horizon who want a percentage of their portfolio invested in less volatile stocks.

Portfolio construction is one of those things that most people think they do very well. The problem is, most people are wrong.

Proper portfolio construction is more than just a numbers game. In fact, I’ve seen portfolios with 20 stocks and five mutual funds that are less diversified than a portfolio with six well-chosen stocks.

The science of portfolio construction goes well beyond slapping together various assets. It involves understanding how stocks and bonds relate to one another and the overall market. It means understanding how your portfolio’s sector weightings compare to benchmarks, such as the S&P 500. It requires knowing the risk level of your portfolio relative to expected returns. It suggests knowing where to go to “stress-test” a portfolio to see how it holds up under certain scenarios.

Chapter 5 explores these and other issues when it comes to creating the perfect portfolio for choppy markets. The chapter concludes with my All-Weather Portfolio for volatile markets.

Any of you who have read my previous books know I’m an advocate of the buy-and-hold school of investing. Actually, what I’m a fan of isn’t merely buy and hold, but “buy and hold and buy some more.”

Indeed, this last piece of the puzzle is very important. It’s not enough to buy and hold investments. You have to be willing to step up to the plate and buy stocks during volatile market periods.

The problem with buying during declining markets, however, is that it is really hard to do. Declining markets cause you to question your investment abilities. Declining markets shake your confidence. Declining markets make you cautious. Declining markets freeze you in your tracks. Declining markets give you the false impression that, if you just wait, you’ll be able to buy everything at much lower levels.

The upshot is that you have a million reasons not to buy during declining markets, so you don’t. Consequently, you never “buy low.”

In fact, what usually happens is that instead of buying low, you chase stocks after they have rebounded and jumped sharply higher.

To take advantage of the opportunities that volatile markets present investors, you must be willing to buy even when times look the darkest. The trick, then, is to come up with a way, a program, a strategy for forcing yourself to buy stock even when everyone (including you) says you shouldn’t. Ideally, you want a method that reduces the barriers, that makes it palatable for you to invest.

One way investors would be more willing to invest during volatile markets is if they could invest relatively small amounts of money. Which is a more likely scenario:


	Dumping $10,000 into the market when it is falling like a rock? Or …

	Spacing that $10,000 over a few months by investing $1,000 a month for 10 months (or $2,000 for five months)?



My guess is that most investors would say that it is much more palatable to feed smaller amounts of money into the market during rocky periods than to drop a big chunk of change and risk further declines. The problem: How can you invest such small amounts of money?

Fortunately, the advent of “dollar-based” investment vehicles—investments built around the concept of investing dollars, not buying shares—makes it extremely easy to funnel small amounts of money into the markets on a regular basis.

What are these dollar-based investment programs? Mutual funds were probably the first vehicles that framed the investment process in terms of investing dollars, not buying shares. After all, how many people even know how many shares of a fund they own? Not many. Rather, most people have a dollar figure in their head and invest accordingly.

Over time, new dollar-based investment programs emerged. Favorites of mine are dividend reinvestment plans (DRIPs). These are programs that allow investors to buy stock directly from companies—without using a broker—in amounts as small as $10 in some cases.

A more recent take on dollar-based investing are the new types of online brokerage firms that buy both full and fractional shares for investors while permitting investments of as little as $20 a crack.

And perhaps the most popular dollar-based investment vehicle—the 401(k) plan—has literally opened the door to Wall Street for millions of small investors.

The upshot is that investors now have many different investment vehicles to use to buy during rocky markets, investment vehicles that are easy on the pocketbook and more palatable from a risk standpoint. Chapter 6 explores the various dollar-based investment vehicles and shows how these programs have an important role in allowing investors to navigate stormy markets.

An important rule of survival in difficult markets is knowing when to cut and run. Indeed, ask someone who owned Cisco at $80 and rode it all the way down to $11 about selling, and you’ll get an earful.

The fact is that volatile markets put a premium on knowing when to sell. Unfortunately, volatile markets are also the time investors tend to be reactive rather than proactive. A reactive investor sells a stock because it is declining. A proactive investor has a game plan for buying and selling and follows that plan in a disciplined way.

Investing during volatile markets means checking your emotions at the door and making the hard decisions in a disciplined, consistent fashion. Chapter 7 explores perhaps the hardest decision of all: knowing when to sell stocks. The chapter provides clear-cut guidelines for dumping stocks, as well as signals that should help embolden an investor to buy during declines.

Crazy markets create confusion. Why is my stock dropping? Why are investors selling even though earnings are rising? Is that stock a great buy now that it has fallen 50 percent?

In confusing market periods, when stocks are flying all over the place, the successful investor is one who has streamlined and simplified his or her approach to managing investments.

The eighth law of investing in volatile markets is keeping an investment program simple. Simplicity reduces confusion and makes for more sound judgments. This is key, because the consequences of a bad decision are accentuated during volatile markets. Simplicity also increases the probability that you’ll be ready to seize opportunities that present themselves—often very briefly—during volatile markets.

In Chapter 8, I identify, explain, and solve potential problems facing investors in managing portfolios. Along the way, I’ll offer a variety of information and tools for monitoring your portfolio as well as ways to simplify your record keeping, especially as it relates to taxes.

I believe a storm is a useful metaphor for framing a discussion of volatile markets. Storms have centers of calm and tranquillity. So, too, do stormy financial markets have their “eyes,” those pockets of calm and tranquillity. As an investor, what you want to do is find the eye of the storm.

Of course, as any meteorologist will tell you, storms shift; eyes move. Volatile markets have shifting “eyes” as well. Indeed, what makes sense from an investment standpoint at one moment can shift dramatically in fairly short order. What’s important for investors to learn is how to identify shifting markets.

Chapter 9 discusses the ninth and final law of investing in volatile markets: staying in the eye when the storm shifts. In this chapter, I’ll identify changes that can lead to quantum shifts in the investment landscape and offer advice on how to adjust investment strategies accordingly.

Volatility is a double-edged sword. When volatility in the markets is to the upside, everyone’s happy. In fact, when stocks are rising at a rapid clip, investors don’t call it “volatility.” They call it “doing what the market is supposed to do—go up lots!” It’s only when stocks go down, down, down that investors drag out the “V” word and use it disparagingly.

I can’t tell you whether stocks will experience that good kind of volatility or that bad kind of volatility over the next few months or years. My sense is that stocks will do what stocks always do—trend higher over time. However, my guess is that the path will be very uneven, with big swings in either direction. And that volatility will certainly cause some investors to second-guess whether they should be an investor at all.

Make no mistake. The stock market is still the greatest tool on earth for anyone to create wealth. It would be a crime for you to get chased out of the market simply because you feel ill equipped to handle the volatility. The aim of the tenth and final chapter is to pull a lot of the elements discussed in this book into a “to-do” list for investors who want to stay in the game.

Investing during volatile markets is not always fun. It is not always immediately profitable. But if you plan on reaping the long-term returns of the market, you’ll have to be comfortable playing in markets that at times will feel out of control, without rhyme or reason.

What you are now holding in your hands is your battle plan for doing business in the volatile markets of today and tomorrow.

Good luck.


Chapter One

LAW #1:
KNOW YOUR “ENEMY”—
UNDERSTANDING VOLATILITY

 


Those who cannot remember the past are condemned to repeat it.

—GEORGE SANTAYANA



C’MON, ADMIT IT. For most of you, your portfolio got slaughtered in 2000 and 2001. A millennium mauling. At best, it went into a serious retraction.

Remember all those tech stocks that made you think “early retirement” in 1998 and 1999? They suddenly turned against us in 2000. Yahoo!, Broadcom, Sun, Amazon. Hundreds of stocks falling 50 percent, 70 percent, even 90 percent. And many others going belly-up.

And most of 2001 wasn’t much better. Those hoped-for rebounds in the techs never materialized. And many stocks that held up reasonably well in 2000 decided to take the plunge in 2001, too.

And just when you thought things couldn’t get worse, they did.

September 11.

The Saturday after the terrorist attacks in New York City and Washington, D.C., I was scheduled to speak to a gathering of individual investors in Chicago. I didn’t give too much thought to my scheduled talk immediately following that tragic Tuesday. I, like everyone else in America, had freeze-framed my own life to focus on this national horror.

But as the weekend drew closer, I began to wonder whether there would be any speech at all. Many gatherings were being canceled throughout the country in the wake of the awful tragedies; not many people wanted to talk about stocks just days after such unprecedented destruction to our country’s collective psyche.

Truth be told, I wasn’t sure if I wanted to talk about stocks either.

So when I received a call on that Friday from the individual who had asked me to speak, I was expecting to hear from her that my gathering had been canceled or postponed.

Instead, what I heard was the following: “We have been getting a very strong response.”

That my talk was still on surprised me; that many people wanted to venture into the country’s third-largest city—where skyscrapers would serve as reminders that what happened in New York could easily have happened in Chicago—to talk about stocks surprised me even more.

But I was surprised only for a moment. Life really does go on, I thought to myself.

Actually, life can’t help but go on. Life is what all of us do. We live.

And living, ultimately, is not a spectator sport.

That’s why people showed up for my talk. That’s why I showed up. That’s why you showed up at work on the Wednesday and Thursday and Friday following the attack. That’s why you took your clothes to the cleaners, dragged your garbage to the curb for pickup, ran your kids to soccer practice, played with your grandkids after church on Sunday.

Life goes on.

To be sure, I know there were people who came to my talk who probably felt guilty about attending. After all, it doesn’t seem right that anyone should care about something as “trivial” as a stock portfolio when thousands of people are suffering physically and emotionally. But you know what? It’s OK to care about your stock portfolio. Or your job. Or your pet. Or your refrigerator that’s on the blink. Or your car that’s running rough. That’s all about the process of living, of moving from one day to the next and to the next and to the next.

Yes, there is an investment message in all of this. Much is being made about how our own private worlds will be changed forever. I’m not so sure about that. That process of living is tough to disrupt for long.

Whenever I’m confronted with the notion that bad times are irreversible, I think back to how people must have felt during the Civil War. Think about that period of history for a moment. A nation under siege from itself. States against states. Families against families.

And yet our nation survived.

As it will this time.

But while I’m optimistic about the long-term prospects for the market and, indeed, our country, I can’t help but feel that the roller-coaster existences investors have been living over the last few years will become the norm, not the exception. I say this not as an alarmist, but as a realist.

Yes, volatility is unsettling. Yes, volatility can be destructive. But volatility can also be harnessed and used to your advantage. But you need to get back in the game, to deal with volatility head-on.

I know many investors who are numb to what has happened in the world and the stock market over the last two years. They sit with portfolios that they thought were sure things in the late ’90S but now are huge question marks.

And they just don’t know what to do.

Don’t feel too bad. I guarantee you that the guy sitting in the office next door, the woman in the cubicle down the hall, the car-pool colleague who has stopped talking about all the money he was making in the market, your golfing buddy who never seemed to get around to buying that boat he was coveting—all of them got chewed up over the last two years.

How do I know? From my perch as editor of several financial newsletters and CEO of a money-management company, I see lots of portfolios every year. And what I have been seeing a lot of over the last two years are portfolios where the owners eschewed diversification. Portfolios where the owners chased hot stocks in 1998 and 1999 only to get smoked in 2000 and 2001. Portfolios where the owners didn’t have a clue what their portfolio companies really did. (Seriously, do you honestly know what a router is or does?)

And the pros were just as bad. Indeed, mutual-fund managers, fearing for their jobs and tired of hearing from their shareholders that not owning tech was stupid, caved and bought the highfliers. Heck, some of the most acclaimed investors of our generation got fed up missing out on the party and started buying tech—right at the top.

Like everyone else, I was not immune to the tech bug either. I bought tech and Internet stocks that, in hindsight, I had no business buying. And I held some stocks (Lucent comes painfully to mind) way too long, even when problem signs were evident.

Fortunately, however, I didn’t own just tech. I also owned banks and restaurants and information-services companies and oil stocks and drug companies and financial-services companies and drugstore chains and consumer-products companies and payroll-processing companies. In other words, I had a reasonably diversified portfolio of some 25 stocks and several mutual funds. Consequently, while I got hurt in 2000 and 2001, I didn’t suffer the kind of mind-boggling losses that many pure technology investors did.

In fact, investors who saw their portfolios plummet over the last two years may be surprised to realize that some areas of the stock market actually hung in there pretty well. While much attention was given to the Nasdaq Composite’s record decline of 39 percent in 2000, the Dow Jones Industrial Average fell only 6 percent for the year. Other major indexes showed similar resiliency. The S&P 500 fell 10 percent in 2000; and if you excluded telecom and technology stocks in the S&P 500, that index would have actually increased 6 percent in 2000. The Russell 2000, an index of small-cap stocks, dipped just 4 percent in 2000. And the Dow Jones Utility Average skyrocketed 45 percent in 2000.

I know this may be hard to believe, but more stocks on the New York Stock Exchange actually advanced than declined in 2000.

And while the Nasdaq Composite continued its nosedive in 2001—down 21 percent—the Dow turned in a much better year, declining a scant 7 percent.

The upshot is that even with certain market indexes and individual stocks registering huge price swings, investors could still have survived—and even thrived—in 2000 and 2001 with the right game plan.

Now, I realize that talking about how you could have avoided getting stomped in 2000 and 2001 doesn’t help you much today. After all, you can’t relive the past, you can’t undo your mistakes.

Fortunately, Wall Street is the land of second chances. I once worked for a man who compared Wall Street to horse racing, “with a new race running every day,” he’d say. That’s the beauty of investing. Second chances do exist. Fresh opportunities come along every day. Despite the pounding you may have taken in 2000 and 2001, if you are like most investors, you probably have a good 10, 20, maybe 30 years or more of investing ahead of you. That’s more than enough time to make serious money in the market, more than enough time to make the last two years a dim memory.

In order to do that, however, you have to stop managing your portfolio using a rearview mirror. I can’t tell you how many people I talk to who still believe that tech stock they bought at $100 and now trades for $20 will get back to $100 “in a couple of years.” Sorry, but that








UNDERSTANDING VOLATILITY—NINE ESSENTIAL LESSONS

Lesson #1: Volatility is not permanent.













Lesson #2: Volatility cuts both ways.












Lesson #3: The factors driving volatility in recent years will continue to generate huge swings in stock prices over time.


Investor Nation









Frictionless Markets





Increased Globalization of Financial Markets




Internet and the Movement of Information

















Terrorism—The New Battlefield









Earnings Volatility Leads to Equity Volatility






Lesson #4: Volatility is not necessarily good or bad for investors.







Lesson #5: Buy-and-hold investing can and does work in volatile markets—with the right stocks.




	To be a buy-and-hold investor, you need to do three things—buy, hold, and buy more. That last part is how you cope with volatile markets. A buy-and-hold investor needs to add to positions when volatile markets knock down stock prices. Admittedly, this can be a risky strategy, especially when a stock goes from $80 to $50 to $20 to $10 and you’ve been buying all the way down. (Actually, only time can tell whether that strategy backfires. Indeed, five years from now, people who were buying Cisco or Lucent all the way down may be awfully glad they did. We’ll see.) Thus, not only must you be willing to buy and hold and buy more when markets and stock prices decline, but you also must …

	Match investment style with stock selection. To buy an Internet stock—a company with little track record, in many cases with no profits, and with an ever-changing business model—and expect to hold on to that stock forever seems a bit silly. Yet people who bought Pets.com and held it all the way to bankruptcy will blame their folly on a buy-and-hold strategy. Obviously, some stocks are cut out for a buy-and-hold strategy; others are not. Knowing which stocks are and aren’t is important, especially in volatile markets.




Lesson #6: Volatility is more relevant to investors with short-term time horizons than long-term time horizons.






Lesson #7: Tools to measure market volatility are based on historical prices and may not hold up well going forward.







Lesson #8: There is such a thing as “selective” volatility.



	According to money manager Grantham Mayo, a major stock fell 20 percent or more in a single day (relative to the market) in 2000 on almost 500 occasions. That number compares to an average of just 18 between 1962 and 1995.

	In the first four months of 2001, the average daily move in the S&P 500 was 1.2 percent, roughly twice the historic average going back to 1940.

	In 2000, the Nasdaq Composite registered its worst one-year decline ever (down 39 percent for the year). However, the year also saw nine of the 10 largest one-day percentage increases in the index. These record percentage gains include the single largest one-day percentage increase in the Nasdaq Composite history—10.48 percent on December 5, 2000.





	Despite record decline for the Nasdaq Composite in 2000, the S&P 500 fell a much more subdued 10 percent.

	Other market indexes had much milder years than the Nasdaq Composite. The Dow Jones Industrial Average fell just 6 percent in 2000, and the Russell 2000 fell a meager 4 percent.





Lesson #9: You can make money in volatile markets.
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