
[image: cover]




Thank you for purchasing this Simon & Schuster eBook.



Join our mailing list and get updates on new releases, deals, bonus content and other great books from Simon & Schuster.




CLICK HERE TO SIGN UP





or visit us online to sign up at
eBookNews.SimonandSchuster.com




[image: images]


To Ben “Better Late Than Never” Bernanke,
who, after a slow start, is doing his best
to save the Western financial world and could go down
as the greatest Federal Reserve Chairman in history.
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DON’T GIVE UP!

Getting back to even? What happened to making yourself and your family filthy rich? Could I possibly be aiming any lower? Have things really gotten so bad that you should drop all your hopes and dreams and just struggle to stay solvent?

Absolutely not. But before you can get ahead, you have to get back to even, and in difficult times that’s the hardest and most important goal of all. For the last eighteen months we’ve watched in excruciating horror as first our homes and then our stocks have plummeted in value. Make no mistake, the stock market crashed in the second half of 2008, and this was a crash to rival anything we’ve seen since the Great Depression. It was the worst year for stocks since 1931. In 2008, Americans lost more than a quarter of their retirement savings in 401(k) and IRA plans, and millions more saw their retirement funds cut in half. For many of you, it’s as though your money simply vanished into thin air. I’m here to show you how to get it back, one dollar at a time.

Ever since the housing bubble went bust and the stock market fell apart like a wet paper bag, we’ve been deluged with books that promise to help you weather the downturn and get back on your feet. But most of them either offer up the same old tired and often discredited teachings wrapped in a new, panic-filled package—sell all stocks now and cut up those nasty credit cards—or are full of advice that could have saved you a lot of pain if the books had been written two years ago. Wonderful timing. That’s not what you’ll find in this book. Hindsight is twenty-twenty, but you need foresight if you’re trying to rebuild your savings, and especially if you’re trying to claw your way back from the ground up.

I can teach you how to protect your money in a downturn. I know how to avoid a stock market crash and even how to take advantage of one. I was entirely in cash for the crash of 1987, and in fact that’s actually what put me on the map professionally in the early days of running my hedge fund and allowed me to pulverize the market in the fastest decline from peak to trough in history. I also hope that if you read and followed the advice in my earlier books Real Money, Mad Money, and Stay Mad For Life, you were able to escape the worst of the carnage. But the sad truth is that other than gold, which does well in chaotic times, and U.S. Treasurys, the safest of securities, every single asset class from stocks to corporate municipal and mortgage bonds to commodities has just been hammered. Stocks took an especially severe beating that they’ve only just begun to recover from. In 2008, the two most important bellwether indices that track the health of the overall market, the Dow Jones Industrial Average and the much broader Standard and Poor’s 500, fell by 33.8 percent and 38.49 percent, respectively. The damage has already been done, the money’s been lost, and none of these new books filled with old boilerplate bromides about investing will help you get it back. Most of what you’ll find on the personal finance and investing shelves is authors giving you an ounce of prevention, when what you really need is a pound of cure. But then again, they are just writers who have never managed money, not even in a bull market, let alone the vicious bear that romped through Wall Street, eating up and crushing the defenseless eggs that you thought were safe in your nest.

Anyone can see that these aren’t ordinary times. This is still a moment of financial crisis, and I’m not just talking about the mess that Wall Street got itself into or the near collapse of our banking system. I mean the individual financial crises that millions of Americans are dealing with every single day: how to keep your home, how to pay for college when the college fund’s gone dry, how to retire when your retirement money’s been wiped out. This is the cash you were counting on, and rebuilding it is our first priority.

This book is your financial first-aid kit, an emergency room for your portfolio complete with epinephrine shots and paddles—think “Clear!”—to bring your pocketbook back to life. I can help you stop the bleeding and start putting your financial life back together. The new strategies, rules, and disciplines in this book will help you hang on to what you have and rebuild everything you’ve lost.

It won’t be simple or quick or easy. I’m not making any false promises here. But the good news is that it can be done, that you can exercise some control over your financial future. Whenever we’re in dire economic straits it’s all too easy to fall prey to the belief that nothing can be done to make things better. Millions of Americans are losing their homes, their jobs, and their savings, not because of anything they did but because a relatively small number of people in the financial industry made bad decisions while the government was asleep at the wheel or worse, promoting the reckless driving that got us into this mess. We’re all at the mercy of forces beyond our control, to some extent or another, but that’s no reason to throw up your hands and stop trying. The absolute worst thing you can do is get caught like a deer in headlights and turn yourself into a pure victim of circumstance.

On the other hand, you have to recognize that this isn’t business as usual. If you’ve lost lots of money that you need, then the stakes have never been higher, both for you and for your family. So how the heck do you deal with that kind of crisis? I can tell you the specifics, new investing strategies that incorporate everything we’ve learned about what works and what doesn’t from the crash and its aftermath, and how you should vary your approach depending on your age. But first you need to make sure you’re on an even keel.

Everyone remembers that famous quotation from Franklin Roosevelt’s first inaugural address, “the only thing we have to fear is fear itself,” but you hardly ever hear the rest of that sentence, the most important part, expanding on this fear: “nameless, unreasoning, unjustified terror, which paralyzes needed efforts to convert retreat into advance.” Now, obviously, if you’ve just had your retirement fund shredded or are in danger of losing your house, you have more to fear than fear itself. Fear is a great motivator but not when it paralyzes needed efforts to convert retreat into advance. We’ve been through nasty recessions before, and believe it or not, it’s possible to overcome the problems they create for you personally, and even to profit from the broader crisis and come out wealthier than ever. But to do that, you have to recognize that in extraordinarily difficult times, the stock market doesn’t always operate according to ordinary rules. However, there are new rules, and rules I have pioneered to help you navigate your way through these brutal times. I can teach you how to learn from and play by these new rules and win while everyone else is trying to show you how to avoid a crash that already happened.

Why should you listen to me, and what makes this book so different from the standard fare? I’m a stock guy after all, and aren’t stocks what got us into this mess in the first place? Look, I have been at this for thirty years. Unlike the usual peddlers of financial advice, I actually made myself rich by investing in the stock market and managing the money of my wealthy clients at my old hedge fund, Cramer Berkowitz & Company, including cleaning up during the devastating crash of 2000, when my fund was up 36 percent, while the Dow Jones Industrial Average took a 6.18 percent hit, the S&P 500 fell by 9.1 percent, and the NASDAQ plummeted 39.29 percent. I know how to make money in bear markets and during recessions. But beyond that, I’ve also been where you are right now. I know what it’s like to lose a vast amount of money in a short period of time. I know how it feels to have my very future on the line. I understand the stress and the fear, but I also understand how to come back.

I still keep a memento of one of the lowest points in my life tucked into my wallet, and carry it with me wherever I go. It’s a little piece of paper, a cutout from my daily portfolio run on the single worst day my hedge fund ever had, October 8, 1998, a date that, at least for me, will live in infamy. With less than three months left until the end of the year, my hedge fund, which was supposed to be managing $281 million, at the time was down $90,915,674 or 32 percent, because I’d made a series of boneheaded bets in the market. That’s the kind of loss that would destroy most hedge funds, like the hundreds of funds that were brought low by 2008. It wasn’t just my money that was at risk, it was my job and my entire career, too, not to mention my reputation, as virtually everyone I knew had written me off as a failure. Even The New York Times had written my premature financial obituary.

I was in the very same position that most of you are probably in right now. My investments had cratered and my future was in jeopardy. Practically everyone around me urged me to quit and head for the hills, wherever the hills might be, since I live in a Jersey suburb of New York City. So you see, I know exactly how you feel. But I’m not telling you this to show that I feel your pain. Empathy is great, but it won’t make you money. You need concrete solutions and this book is filled with them.

Between October 8, that dark day when I was down almost $91 million, and the end of the year, I did what I’m going to teach you to do in this book. I got back to even, and actually finished the year with a small profit of 2 percent. I buckled down and in less than three months I made back $110 million, averaging $1.4 million in profits every single day. Not only is it possible to come back from devastating losses, but also, if you’re lucky, you can even do it quickly. Now, in one respect you’re in a much better position than I was in 1998: you don’t have to worry about arbitrary time constraints the way a hedge fund manager does. No clients are trying to pull out money while you try to rebuild your capital, nor is anyone even looking over your shoulder, forcing you to get back to even by the end of the year. You can afford to be patient. Of course some of you have less time than others. If you’re on the verge of retirement or you’re about to send a child off to an expensive college that you’re paying for, then you can’t be as patient as someone who’s in their twenties with no dependents and no big, unavoidable expenditures on the horizon. But you still have a heck of a lot longer than I did at the end of 1998, and that makes things easier.

On the other hand, I also recognize that this is not 1998. The rules of the game have changed, and it’s become harder to make money in the market. Not everything that used to work for me when I was running my hedge fund still works today. Many money managers have given up and returned to other professions, too baffled or fed up with a stock market they perceive as intractable or inscrutable at best, and downright malevolent at its worst. Ideas that were common sense or conventional wisdom even just a year and a half ago can now seem downright insane. I have always believed that putting part of your income in stocks is the best way to augment your paycheck every month, that anyone can make themselves rich by investing wisely. I still think that’s true, but we also have to come to terms with some harsh new realities.

First and foremost is the fact that for many people the stock market feels broken, a totally justifiable attitude. The market has taken on a level of risk that makes it a much more dangerous place to keep any money that you think you’ll need to make a major purchase any time in the next few years. And beyond that, many of you probably feel betrayed by stocks. I don’t blame you! Instead of being a time-tested vehicle for wealth creation, stocks have come to be viewed as the reason why people are forced to postpone retirement or take on a second job. Stocks that were once considered “blue-chip” investments, household names that lots and lots of people owned, such as General Motors, Bear Stearns, Lehman Brothers, Citigroup, AIG, and Kodak, just to name a handful, have been bent, spindled, mutilated, and then mutilated some more. This is not like the aftermath of the dot-com bubble, where the stocks that lost people money could all be written off as overvalued, overhyped, speculative junk. These were considered real companies, revered time-tested institutions, part of the bedrock of the market—and if you owned them you got killed.

So why should you believe that investing in stocks, which got us into the mess we’re in, can also get us out of it? Why not just cut your losses and stick your money in a traditional savings account where you won’t have to worry about it? First of all, because you’ll never get back to even that way, and second, because there is a world of difference between owning stocks, which has caused so much wealth to disappear, and trying to make money in stocks, an approach that at the very least lets you sidestep some of the pain. You can get back to even if you follow the latter course. Most peddlers of financial advice, even after the wealth-shattering crash of 2008, preach the virtues of owning stocks just for the sake of owning them. They will still tell you to buy and hold, an investing shibboleth that I have been trying to smash for ages. The buy-and-hold strategy, if you can even call it one, is to pick a bunch of good-looking blue-chip companies, buy their stocks, and hang on to them till kingdom come. Selling is strictly forbidden. It’s considered a sign of recklessness, of “trading,” which all too many supposed experts think of as a dirty word. Same goes for the once-sacred mutual funds, with managers who adopted the same careless buy-and-hold, one-decision philosophy.

If you had practiced buy and hold over the last decade, you would have gotten exactly nowhere. The major averages have literally fallen back to levels they first hit ten years ago. That means, for example, that if you’d contributed a little bit to your 401(k) each month, the way most people do, then most of your buying was at much higher prices. The results are in and this philosophy has lost more people more money than anything save gambling, and frankly, it’s hard for me to see the difference between gambling and deciding to permanently own stock in a company that could change its stripes at any moment. It’s investing blind, and investing blind is no different from investing dumb.

That’s why my philosophy is “buy and homework.” For every stock you own, you must spend at least an hour a week checking up on the underlying company, and that’s in addition to the research you ought to do before buying a new stock. I know it sounds daunting, but I’m talking about a block of time that’s shorter than an NFL or an NBA game, and certainly shorter than just about every Major League Baseball contest, even without the commercials. It’s less time than you’d spend seeing a movie, and I know you’ve never made a dime going to the movie theater, especially not with the way they rob you at the concession stand. The homework, like taking your car in for an occasional maintenance inspection, lets you know if everything is still working under the hood, or if it’s time to sell and trade the stock in for a different model. Doing the homework lets you avoid holding on to the stock of a troubled company as it meanders closer to zero like AIG and GM, or sinks all the way down like Lehman Brothers or Fannie Mae and Freddie Mac. It lets you stay on top of what’s blue chip and what’s been downgraded to red or white or no chip at all.

Just owning stocks because that’s what you’re supposed to do won’t help get you back to even. But doing the homework, and owning stocks not for their own sake but for the sake of making money, definitely can. How important is the distinction between buy and hold and buy and homework? It’s the difference between passively accepting whatever hand the market deals you and taking control of your own destiny.

Let me give you an example. On my television show, Mad Money, where I teach viewers how to be better investors, help make sense of the market, and tell you which stocks I would buy and sell, I made a call, based on my homework, back on September 19, 2008, recommending that people sell at least 20 percent of their portfolio because I expected the market to go lower. On that day the Dow Jones Industrial Average had closed at 11,388. Then, a little more than two weeks later, on Monday, October 6, with the Dow a thousand points lower at 10,332, I went on NBC’s Today show, and in a much-derided appearance told viewers to take any money they thought they’d need over the next five years out of the stock market because I believed it had become too dangerous and too risky. That call earned me more scorn and criticism than anything else I had ever said in a career that’s been full of scorn and criticism. It was also one of the best calls I’ve ever made, as the market went on to have its worst week in history. You avoided a 33.6 percent decline in just two months if you heeded my first clarion call, and a 26.8 percent decline with the second. A simple sidestep into cash would have kept your savings from disappearing and thus keeping you from having to work for many more years than you had probably thought would be necessary just a few weeks before these calls were made. And I helped you get back in at the lows in many stocks using the methods detailed here, methods you can use without me after I teach you their rudiments, which will allow you to rebuild your savings and make even more money. Basically, I hit the investing equivalent of a grand slam.

Now that the market’s bounced back, there are those who say my philosophy of dodging the declines is flawed versus a buy-and-forget-’em method. But these uninformed critics are ignoring the colossal difference between a rally that makes up some of your losses and a rally that actually makes you money because you sidestepped the losses in the first place. In doubt? Consider the difference between someone who avoided the decline starting September 19, my first sell call, and then got in on March 9 when I said the worst of the downside was over and it was time to come back in, versus the buy-and-hold method. The buy-and-hold philosopher with $100 in the market who ignored my September 19, 2008, sell call saw his portfolio drop to $57.50 on March 9. If he then caught the 40 percent gain through the end of July 2009, he would have $81.

Now compare the person who listened on September 19 and sold his $100 and then got back in on March 9, when I said the coast was clear. By sidestepping the loss and then getting in near the bottom he would have been able to make $40 on that $100 and would finish his round-trip at $140. The person who actively managed his money and avoided the worst part of the crash by selling on September 19 has 72.8 percent more money than the buy and holder at the end of July.

How about the October 6 sell call? The buy and holder who slept through the call saw his $100 turn to $63.50 on March 9 but would be back to $88.90 at the end of July. The person who sidestepped and got back in on my suggestion would have that $140, or 57 percent more than the buy and holder. And all of this arithmetic presumes that you didn’t panic out at or near the bottom when the declines became too painful to endure. How can anyone in his right mind compare the returns and say that buy and hold makes more sense?

But in print and on television I was taken to task for being reckless and irresponsible and for causing a panic with these calls. Allegedly cooler heads responded that it would be more prudent to stay the course. But nobody said I got it wrong. They didn’t care. These people thought it was more important that you own stocks than that you make money in them. The whole industry is biased toward keeping you in at all times, rather than preserving your capital so it can live and appreciate another day. Your broker, your financial advisor, they want to prevent your account from going to cash at any costs. I was a broker once and I know that the instructions were “keep people in,” because brokers get paid on commission, and they will never make any money if people decide to leave the party. When you sell, they will keep calling you about new opportunities so they do not lose your money to the sidelines. And the mutual fund managers are even worse. They are totally fee based. They don’t earn a fee for making you money, they just take a cut of everything that’s invested with them, whether they make money or lose it. Buy and hold is perfect for them because it keeps your money in their funds, generating profits for them, even if it creates losses for you. When you retreat to the sidelines and put your money in a savings account, the whole brokerage and mutual fund industries get crushed.

The sidelines, as smart and attractive as they can be, are derided as stupid by these people, but only because they’re the kiss of death for any financial professional. Except, that is, for me. I don’t want your assets or your commissions, I just want to give you honest advice. And as someone who has worked on commission and run a fee-based hedge fund, I know what I’m talking about. Too many people advocate buy and hold because it makes them money, not because it makes you money.

Their approach might eventually get you back to even, although I doubt it and it might not happen within your lifetime. Last I looked, that time frame surely mattered. But if it does get you back to even, it will be because of dumb luck and not anything you’ve done right. I have a different view: I believe that selling is the responsible thing to do when you think the stock market is headed much lower. In some ways, I wish I could have gone on Today and told them to “stay the course,” if only because I didn’t want to scare people, particularly when they are going off to work or getting the kids dressed for school. Not only would it have been easier for me to be bullish from a public relations standpoint, but I also genuinely want stocks to go up, not down. Unfortunately, all the signs I follow pointed to a big decline, so optimism would have been gravely misplaced. Instead I had no choice; I had to do the equivalent of shout fire in a crowded theater, because there was a massive conflagration raging behind the scenes that was about to consume everyone who stayed inside, oblivious to the disaster I knew was about to occur.

To get back to even, you need to know what to look for in a stock to figure out if it can deliver in a time when the market is busted and the economy has gone bust. I am no perma-bull, someone who always believes it’s a good time to buy and to own stocks, although I do believe that you can almost always find good stocks to buy. I was literally screaming about the financial crisis starting in the summer of 2007, warning anyone who would listen that our entire financial system could come crashing down because our policymakers didn’t have a clue about the true depth of the banks’ problems. You can still see my “They Know Nothing” CNBC rant on YouTube, meant as a last-ditch attempt to save the banking system from its regulators. The call, obviously, was not heeded. I’m not telling you this to boast. I’ve made plenty of mistakes, too, mistakes I own and call attention to regularly so that we can all learn from them. My point is that I am not relying on some misguided faith in the idea that stocks will always go higher eventually to help you restore the money you’ve lost and make even more. I have some new investing strategies, including one that relies on dividends—yes, dividends—that will help you generate both income and potential upside while protecting you from the downside.

If you want to know how to make the best of a bad situation, resist the fear, keep your house, not to mention your shirt, and turn a profit, too, keep reading. I will tell you what the deadly combination of a credit crisis, stock market crash, and a global economic slowdown means for you, depending on whether you’re young or old, rich or middle income. For young people, a market crash is a great long-term investing opportunity, but a big economic slowdown makes it much harder to find work. If you’re older, you need to focus on rebuilding the money that you’ve lost in order to pay for your retirement. This is not a one-size-fits-all book. For whatever situation you’re in, I’ll tell you what pitfalls to avoid and how to deal with your money troubles so you can get back to even, and then get ahead. I’ll tell you everything you need to know about rebuilding your retirement fund using your 401(k) plan and IRA as well as using the downturn to invest for your children.

I’ve also created twenty-five new rules for trading and investing based on the crash and its aftermath to help make you a better investor. Plus, because the government has such a major effect on the economy when we’re in trouble, I’ll go through the latest rules and regulations from the feds that can help you and your family save money. Getting back to even also means knowing how to tell the difference between a legitimate money manager and a con artist. Hard times tend to bring scammers out of the woodwork, and when we’re in desperate situations we’re more likely to jump at deals that are too good to be true. Bernie Madoff and his $50 billion Ponzi scheme is just the biggest of them. You don’t want to be the victim of the next Madoff—something that the regulators seem blind to, but I can sniff from miles away. Finally, I’ll tell you how to spot a genuine recovery, in the market and the economy, and how to make money from it.

No matter what, don’t give up. These are frightening, and occasionally infuriating, times, but with a little help you can stop being scared, stop getting mad, and start getting back to even!
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CROSSING THE STOCK MARKET MINEFIELD

How are you, as an individual, supposed to cope with the worst economic catastrophe since the Great Depression? How do you get by, let alone get back to even, when virtually everything that could be stacked against you is stacked against you? Where are you even supposed to begin when your retirement fund has lost half its value, your college savings are nearly wiped out, your house is now worth less than the mortgage you took out to buy it, and anything else you had invested in the stock market has all but evaporated? Sound like a bleak picture? If you don’t have at least one of these problems, consider yourself very lucky.

And losing vast sums of money is really just the tip of the iceberg. The real catastrophe is seeing all of your plans for the future, to say nothing of hopes or dreams, unravel in the span of a few short but incredibly painful months. A year or two ago you might have been contemplating early retirement, and now you’re grateful just to be working. At least from a financial perspective, the life you’ll actually be living will look a whole lot different from the one you expected before the market came crashing down and the economy bit the dust. It doesn’t have to be this way. You may have to take some short-term hits to your standard of living, but if you play your cards right you can turn what seems like a radical life-altering financial disaster into something much closer to a momentary hiccup. The way things are now doesn’t have to be the rule; you can make it the exception. You can make back everything you’ve lost and more.

But before you can even start thinking about replacing the part of your wealth that’s been obliterated, you must do everything in your power to keep what you still have. If your portfolio is still hemorrhaging money, then we need to stop the bleeding. If you’re taking too many of the wrong kinds of risks, and you probably are because the rules of the game have changed and nobody sent you the new instruction manual, I’ll let you know where the dangers lie. There are myriad mistakes that even the most disciplined and experienced investors tend to make during bear markets, and we’re just starting to emerge from the worst, most unforgiving bear market of my entire lifetime. In fact, by some metrics, the crash that began in 1929 and precipitated the Great Depression was more benign than what we’ve been through. In cases where you can make direct, apples-to-apples comparisons, when you have a stock that traded during the crash of 1929 to 1932 and is still around today, you can find plenty of examples of stocks that took a worse beating in 2008 and 2009. US Steel (X) and General Motors (GM) both fell further in our crash than they did from the top in 1929 to the bottom in 1932, and it took them much less time. While the crash of 1929 got off to a much faster start, the crash of 2008 and 2009 eventually caught up to it. By the way, if you want to understand the dynamics of this market, then John Kenneth Galbraith’s The Great Crash is required reading, particularly the parts where he talks about those who told investors to stay the course, voices that included many who were themselves selling, even while still mouthing these words of conventional—and fatal—financial “wisdom.” Staying the course has never been my style when the course is suicidal for your wealth, as anyone who watches my appearances on the Today show or my regular gig on Mad Money knows.

What do you need to know in order to keep yourself safe? First of all, if you don’t feel as though you have been betrayed by stocks in general then you haven’t been paying attention. As the market repealed ten years of gains, we also repealed decades of conventional wisdom that said equities were the best place, the only place, to invest your money for long-term “capital appreciation,” which is just a piece of Wall Street gibberish that means growing your money. But in a market where a key average like the S&P 500 can get cut in half in less than two years, where General Electric (GE), the company you see when you look up the phrase “blue-chip” in the dictionary, can trade under $10 and Citigroup (C) for less than $1, as they did at their lows, you wouldn’t be crazy if you felt like stocks had stabbed you in the back.

Remember, at the very same time as stocks began to be heralded as the face of future prosperity, the 401(k) and IRA retirement revolution came into full force. Over the course of the 1990s American businesses moved away from traditional defined-benefit pension plans, where employers would pay their retired workers the same amount of money every month based on a set formula, and began increasingly to adopt 401(k) plans and make use of individual retirement accounts, or IRAs, which function like 401(k) plans, but which anyone can open (they’re not tied to a job). The greatness of the 401(k) and IRA is that they allow workers to invest their own money with tax-deferred income, letting them direct their own investments and choose how much money to set aside for retirement. But as 401(k)s and IRAs replaced traditional pensions, neither the companies that provided them nor the government that made them possible made any serious efforts to teach people how to manage their retirement money. At times it’s been even more nefarious; the institutions that we entrusted to help us with our 401(k)s often steered us into fully invested products, meaning funds that were 100 percent invested in stocks—no cash on the sidelines—with high fees, most of the time never offering anything that was truly conservative or that allowed managers to sidestep declines. Sure, I’ve gone out of my way to educate anyone who’s willing to listen, and we certainly have more than enough talking heads who are eager to offer their own advice, much of it harmful to your financial health, but there’s no way to make anyone listen if they don’t want to. Combine that with the dogma that stocks should be bought and held at all times, no matter the price or the economic backdrop, and you have a recipe for disaster.

The crash has turned 401(k)s and IRAs, two great innovations for wealth creation, into veritable fifth columns working for the forces of wealth destruction. Stocks turned out to be much higher risk propositions than the general public had assumed. To be fair, equities were far from alone in getting hammered, as every asset class other than gold and Treasurys have been beaten like unloved stepchildren in the course of this crash. Only thirty-year Treasurys, the most plain-vanilla asset around, considered risk free the world over, made you any serious money. What set equities apart from, say, commodities as an asset class was the public’s widely and confidently held belief that stocks were practically the only way to go to grow your money over time without taking on too much risk. And now there’s a whole cohort of retail investors, meaning individual investors as opposed to institutional money managers, who have been burned by stocks and may never be enticed back into the market.

Plenty of people are now questioning the old conventional wisdom that it’s always a good idea to own stocks. But there’s another idea, something else that gained widespread acceptance during the greatest bull market in history, the one that ended in 2008, and still goes almost unquestioned by many intelligent people: no one should pick their own stocks. In fact, it’s practically an article of faith among the punditocracy that ordinary people have no business investing on their own. We’re constantly told that actively managing a portfolio of stocks, choosing yourself what to buy, when to buy it, and when to sell it, is something that’s best left to the professionals. According to this absurd consensus, regular people can’t beat the market; you cannot consistently earn returns that outperform the S&P 500. Timing the market, they say, is impossible, so don’t try.

The best you can hope to do, if you listen to numerous advocates of this philosophy, is stay even with the market by owning an index fund, a mutual fund that mimics the market by owning all of the stocks in a broad-based index like the S&P 500 or the Wilshire 5000, another popular one. Countless folks who have never owned stocks, never invested, and don’t claim any particular expertise will nevertheless tell you that owning individual stocks is a sucker’s game and that index funds are the only responsible, appropriate investment for everyone who isn’t a professional. Even though this premise is transparently bogus, huge swathes of the press mindlessly parrot it over and over again. These same people condemn me as a charlatan and a wild-eyed “trader”—their equivalent of financial curse words—because I attempt to keep you out of severe rough patches and vicious declines. My message is considered heretical by most of the industry, yet based completely in common sense. Their orthodoxy has been discredited by the numbers but is still given credence by an uncritical media and an industry that can’t afford to admit its own weaknesses, lest it lose your business forever, even as, perhaps, it should!

I know from personal experience that this mindless “buy and forget”—I am no longer using the term “buy and hold” because that presumes what you “hold” doesn’t go to zero, wishful thinking in retrospect—is a form of recklessness that can no longer be tolerated as a serious way to manage your money. If you have the time and the inclination to research stocks, then you can absolutely do better than you would by parking your money in an index fund. At my hedge fund, I managed to deliver an average annual return of 24 percent to my clients, and that’s after all fees, a much better return than the 10 percent annually that you’d expect to get from the market in general, and the 8 percent annually that you would have earned if you had chosen an index fund during the time when I toiled in my turret. Of course, most people like you can’t invest money in hedge funds. They are almost exclusively the province of rich people who can afford to take big risks. But that doesn’t mean you can’t apply to your own portfolio the lessons I learned at my fund, and everything I’ve learned subsequently by managing a charitable trust, which you can follow at www.ActionAlertsPlus.com, and coming out every day to give regular people investing advice on my show Mad Money and on the website, www.TheStreet.com. Not only can you beat an index fund, I believe it’s possible for you to do better than I did at my hedge fund, because you don’t have to answer to a horde of rich clients who demand short-term results, sometimes at the expense of longer-term gains. You don’t have to make money every year, or every quarter, or even every day, as many of my old clients practically demanded of me. The only person you have to answer to is yourself.

As we know from the comparisons given earlier between those who bought and held through my sell calls of 2008 and my buy call of 2009 versus those who took my advice to sidestep the decline and buy back in near the low, actively managing your money is clearly the safest and least reckless way to go. When you invest your own money, you are in control. You can sell when things look dangerous and save yourself a lot of pain. I am constantly mocked and called irresponsible, even dangerous, for espousing this view, but that’s because it threatens the status quo, where the companies that operate these index funds make fortunes, even though the funds have relatively low fees and the managers of actively managed funds make even more money. These people have a vested interest in keeping you ignorant. They want you in your chains, fully invested in some fund at all times, and incapable of thinking for yourself. That’s not to say that all the people in the industry are bad guys; they’re definitely not, and you can find plenty of professionals who truly do want to help you make money. Nevertheless, you have to understand that because of the way the system is structured, most professionals have strong incentives to keep you invested so they can take your fees or your commissions. They’re just doing what’s best for them, but that’s not what’s best for you. Only you care enough about your money to be entrusted with running it. Everyone else, even those who are truly on your side and completely honest, is still trying to take your money. As someone who taught brokers how to bring in assets at Goldman Sachs, I can tell you that the lesson was simple: get them invested, and once they are all in, they will never leave. As an investing professional, I certainly thought I could do a better job for people than if they did it themselves. I certainly didn’t want to “sucker” people in, but many brokers and mutual fund companies care more about bringing you in and getting you fully invested, because that’s what their firms want them to do, regardless of whether it’s good for you or not. As someone who is actually willing to tell the truth about the way it really works, I know that the mantra is still the same: keep ’em in, and if they get burned, find more of them to take their place. Believe me, you are simply “more of them” to many people in the financial industry, and not much else.

The last thing they want you to do is sell, to take your money out from under their management and do it yourself. That doesn’t mean everyone should pick their own stocks. It doesn’t mean index funds are a bad thing. I think an index fund can be a terrific tool if you don’t have the time or the interest in stocks to do it yourself. If investing is all too much for you, then index funds are definitely the right way to go.

But for those of you who want to take control of your own finances, who want to be able to avoid the kinds of enormous declines that we saw in 2008 and January and February of 2009 and get in at better prices, then do not believe the index fund propaganda. You can do it yourself. You are not outclassed by the professionals. In fact, you have an enormous advantage that money managers do not have: you’re nimble. Size is a major handicap for the pros. A fund that’s managing billions of dollars simply cannot buy or sell a significant position in a stock without changing the price of that stock. That makes things much harder for them. You are vastly more flexible than the big boys.

We have now learned from the brutal bear we have lived through that both individual stocks and the entire asset class should be approached with newfound skepticism and a healthy dose of fear. Now I am in no way denouncing or renouncing stocks. You need stocks if you want to get back to even, and they’re still my favorite asset class if you have more than four to five years to sit with them. Nevertheless, it is imperative that you recognize how much tougher and more risky investing in them has become. The stock market can be like a minefield, and you must avoid stepping on the land mines, something that’s easier said than done. Take the health-care stocks, a group that usually outperforms during times of economic weakness. They outperformed all right, right up until President Obama announced his budget and decided that health companies should either have less profits or be nonprofits. Then they got poleaxed because many of these companies are heavily dependent on government spending, and Obama decided to rein in what he perceived to be runaway health-care costs even as the companies touted their products as lifesaving and essential. They, like many other stocks in the 2009 rallies, came back but got nowhere near where they started from. You can never be totally immune to this kind of thing, but you can take steps to minimize the damage. With that in mind, let me give you six rules for protecting the money you have and making sure you have the money you need.

RULE 1: Stocks are no substitute for a savings account. This is a quick and easy rule of thumb for when the market’s lousy that could save you a lot of pain and heartbreak. Do not keep all the money that you think you’ll need to spend over the next four to five years in stocks. In other words, sell enough stock in order to raise much of the cash you’ll need for any major outlays in that time frame. Of course, as stocks go down they become less risky. Stocks do get less expensive, and that was another reason I wanted to get you out before the crash when I urged you to sell in October, 2008, so you could buy them more cheaply, as we did in the spring of 2009. But we recognize now that the asset class can be dangerous, particularly when it gets expensive. The buy-and-forget crowd never believes stocks are expensive; that’s the fatal flaw of their logic. But you have to become more bullish as they go lower, because you don’t want to miss a potential once-in-a-lifetime buying opportunity, especially when it comes to the stocks I highlight later in this book, those with accidentally high dividend yields and those that can consistently raise their dividends. Stocks came down for so long and so hard that today they are less dangerous than when I made my big sell calls, even if the economy continues to falter or just flatlines, with occasional spurts up.

When you know the market’s difficult, you just do not want to have all of that money tied up in stocks. The risk that it won’t be there when you need it is simply too great. There are some chances you shouldn’t be willing to take. By all means, go ahead and put these dollars somewhere safe like a nice certificate of deposit, a savings account, U.S. Treasurys, or even your mattress despite the lack of yield, as long as it’s not in stocks. Okay not the mattress, but home safes have done a brisk business since the banks started falling like flies. That’s too paranoid for me, and I’m a pretty paranoid guy. This is not 1933. Do not be afraid to keep your money in an FDIC-insured bank account. There is no reason not to keep up to $250,000 in any one account at these banks, $250,000 being the upper limit for FDIC insurance. If you have more than that, you can break the money up into multiple accounts at the same bank, and you’ll be fine. FDIC-insured certificates of deposit are just fine, too, but only invest your money in the short-term kind. Interest rates could change and go much higher when things get better, so you don’t want your money to be stuck in a low-yielding certificate of deposit for more than two years’ time. Just be sure you never buy a CD from a bank that is not FDIC insured, because that’s begging for trouble. Ask the people who bought incredibly high-yielding CDs from Stanford bank. They forgot to look for the FDIC label and got robbed. I have spent a considerable amount of time with the FDIC and its chairman, Sheila Bair, and despite many questions I receive on Mad Money, I can tell you in no uncertain terms that this program is among the best run of all federal programs and will never run out of money to protect you or the value of your assets, something that can never be said about stocks.

If you have a child whom you’re sending to college sometime in the next four years and you’re planning to pay for it, do not risk most of her tuition money in the stock market. I took out mine for my eldest daughter when I told people to raise cash if they needed it for a major purchase in the near future. This was after I had lost her senior year tuition money in my mutual fund, and I wasn’t going to lose the junior, sophomore, and freshman years to boot! I wasn’t going to tell you to stay the course when I was frantically calling Roger at my local Fidelity office and telling him to pull out.

If you plan on buying a home in the same period of time, something I think is actually a good idea after the brutal decline real estate has had, particularly in areas of the country where property values have fallen 40 percent or more, which has produced bottoms in every single instance, don’t take too many chances with the dough you’ll need for the down payment. Retiring in the next four years? Then make sure not that much of the money you need to fund your retirement through 2013 is invested in the stock market. When stocks feel unreliable, you’d be nuts to rely on them. Need to buy a new car—and I stress the word need here, because when times are tight you don’t want to splurge—take much of that money out of stocks, too. I know this may sound disheartening, but it won’t always be this way and if they retreat again to dramatically lower levels, naturally I will become more positive. The lower the market goes, the more money you can safely invest in it. People tend to panic as stocks go lower, but that’s when you should be less fearful. We have to be careful not to lose lots of money, but we also don’t want to be blind to the opportunity when the market’s been totally hammered. Stocks are only as resilient as the companies and people behind them. They are less risky if you look at them over the long term because they have other attributes: they can be taken over, they can pay dividends that you can reinvest—40 percent of a stock’s increase in value over time comes from the compounding income stream created by reinvested dividends—and economies can recover. But all three might not happen in the next four to five years, so we need to be cautious with those near-term financial demands.

I’m not saying you should sell immediately everything you’ll need to finance your big outlays over the next few years. You have to be disciplined. Try to wait for a rally to sell into strength. Please don’t panic and dump all your holdings after a huge decline in the Dow Jones Industrial Average. You can take some time and be patient about it, waiting for a rally such as in the summer of 2009. But don’t take too long, not when stocks have this level of risk and you know you need that money for a big acquisition. Stocks are not cash!

What if your portfolio has huge losses and you don’t want to lock them in by selling? Tough cookies! If you need the money to pay for something serious in the next four years, you cannot risk keeping it in stocks. We do not care where stocks have been, we care where they are going, and I am telling you that over the next four to five years they might not go anywhere, or, in some cases, they could be wiped out. If Lehman Brothers and GM can be wiped out, why can’t some of what you own be demolished? In this market you’re likely to lose even more money by sitting around waiting for your stocks to get back to even. Unlike the brokers and mutual fund managers, who endlessly defend picks no matter what the performance because of the buy-and-hold canard, you have to realize that losses are losses, whether you’ve realized them by selling or not, particularly because we have learned that severe losses occur when businesses falter and never recover or just outright fail. It’s never a good idea to hang on to a stock just because you don’t want to acknowledge the loss, but it’s an especially bad one when you’re dealing with money that doesn’t belong in stocks in the first place.

And remember, the reasoning here is twofold. On the one hand you want to be sure you’ll be able to cover any large outlays in the near future. On the other hand, when you think we’re in for a big decline, of course you’d want to sell. Only an absurd buy-and-forget fanatic, and there are a lot of those, would tell you to stay in stocks no matter what.

RULE 2: Never, ever be afraid to sell when things look like they’re headed down the tubes. But never (hardly ever) sell everything. One of the easiest mistakes to make after a bear market that’s already torn you apart limb by limb is to sell everything and sit on the sidelines, entirely in cash, and wait until it gets easier. The problem is that you will most likely miss the rebound and a lot of great opportunities, like some of those we have had since the March 2009 lows. There was a sustainable rebound after the Great Depression, so there will certainly be a rebound from this severe downturn.

The trick here is to divide your investments into two streams: the longer-term retirement stream that sends money into your IRA and 401(k), and the short-term discretionary stream that you use for everything else. When you’re selling stock to pay for any big outlays over the next five years, it should be stock from your discretionary portfolio. Why? Because your discretionary portfolio exists to cover shorter-term outlays, and because saving for retirement should always be your top priority. No matter what, you know you’re going to have to retire someday when you can’t work anymore. Plus, pulling money out of a tax-advantaged 401(k) or IRA to plug a hole in your discretionary portfolio will cause you to get banged with a 10 percent early withdrawal fee on top of the income tax you’re already paying. You don’t need that money anytime soon, so don’t run the risk of liquidating it now only to find six or seven or eight years from now that we have a brand-new bull market that you missed out on because you couldn’t take the short-term pain. Short-term pain is terminal if and only if you need the money within the next four to five years. But if your time frame is much longer than that, the pain is manageable as the price you pay to wait for better times.

The time frame is different depending on whether you’re talking about a 401(k) for retirement, or a 529 plan, for example, which allows you to reap tax-deferred profits in order to help pay for the cost of sending your kids to college. I’ll go over different strategies that you should pursue depending on your age and your priorities later in the book, but there are a couple things you need to know about protecting yourself from losses right now. A 529 plan with a good chunk of change in it will often be set up too close for college comfort. You might be contributing to your 401(k) for thirty or forty years, but a 529 has a more limited life, since you’ve only got the eighteen or so years before your child goes to school and then the (hopefully) four years when they’re in school to pour money in. Plus, when you’re dealing with a retirement fund, you’re spending that money over the course of a third of your lifetime, while money in a 529 gets gobbled up quickly to cover the cost of college tuition. You can roll over money from one child’s 529 plan into another, but that doesn’t help you if there’s no money left to roll over.

Unless you’re planning to retire in the next four and a half years, you don’t want to sell most of your stocks, even in a hideous bear market, because your retirement portfolio has a much longer time horizon. That doesn’t mean you shouldn’t sell something to sidestep a big decline if you see one coming, but it does mean that once that decline happens, you should put your retirement money back in stocks. If you aren’t close to retiring, this money should be earmarked for the market, almost always. If you’re retiring in twenty, thirty, or forty years, a chance to buy stocks at prices well below levels of just a few years ago, is a pretty solid long-term opportunity. You always want to keep some stocks in your retirement portfolio even if financial Armageddon or a second great depression is upon us, as the best of stocks produced bountiful returns coming out of the Great Depression. But you have to be very careful about which stocks you own.

That said, having a long time horizon is not a license to own bad stocks or an excuse not to worry about your holdings. Yes, you can afford to take more pain in your retirement portfolio, but that doesn’t mean all pain is worth taking. All too often, stocks that go down stay down, and countless investors have been crushed while waiting for a bottom that never comes. That’s why you should never buy into the notion that “it’s too late to sell.” You may feel that way after a stock has fallen 60, 70, or even 80 percent, but under no circumstances does that make it true. The “too late to sell” philosophy is a real money killer.

Consider the last bear market, the dot-bomb collapse from 2000 to 2003. The NASDAQ Composite peaked at 5,132 in 2000 and only stopped falling when it hit 1,108 in late 2002, a 78 percent decline. All the way down the right move was to sell. The declines were enormous: Intel down 82.7 percent, Cisco down 90.1 percent, Yahoo down 96.6 percent, Microsoft down 66.4 percent, and Oracle down 84.4 percent, and these were the legitimate companies that eventually recovered, although not to anywhere near their 2000 peaks.

As bad as it was, these tech stocks still didn’t go down in a straight line. Every time they would blip up, an endless procession of commentators on TV would proclaim that the tech bottom was at hand, the agony over, the time to buy just around the corner. But then the stocks would go down even more. Instead of being afraid of losing more money, too many of the people who owned these stocks were afraid of missing the turn, worried that they had missed their opportunity to sell. They owned these stocks for no better reason than that they had already taken huge losses. So they held on and their stocks went down 80 or 90 percent, and if they were undiversified they were never heard from again.

When the outlook is terrible, your bias must be to sell. It’s never too late. The people who rode these stocks all the way down never made it back to even. Don’t let the same thing happen to you because you own the wrong stocks and you can’t bring yourself to dump them into a big rally. Keep reading and I’ll tell you how to identify the right stocks, both for long-term investments and to capture quick trading gains in the current environment.

But knowing that you should sell some, even most stocks, when the market is giving you a beating doesn’t mean you should be blind to opportunities. That’s why there are very few circumstances when it makes sense to simply dump everything. You have to be able to distinguish between damaged stocks and damaged merchandise after the market has taken a real beating. I’ll help show you how later in the book, but let me give you two examples from the tech collapse of 2000 to 2003 to illustrate the difference: Apple, which fully recovered from the crash, and Dell, which never got you back to even. Apple went from $38 in December 1999 to $7 in December 2002, and as I write, it’s a $160 stock, and that’s after being severely bruised in the big decline. If you’d bought Apple at the worst possible time, right before the 2000–2003 tech collapse, you still would have had more than a 180 percent gain, double that if you got out before the most recent crash. If you’d held on to Apple at the bottom or bought it there, the gains would have been even more spectacular, a 1400 percent win. Dell? It went from $52 at the end of 1999 to $22 at the end of 2002. Where is Dell as I write this? It’s at $13, which is 40 percent lower than where it was at the bottom of the tech collapse, and 75 percent lower than where it was at the end of 1999.

How do you tell the Dells from the Apples ahead of time? How do you tell them apart after they’ve already crashed and you’re deciding what to keep and what to throw away? I’ll give you much more guidance on this later in the book, but here’s what you need to know for now: Back in 1999, Dell was considered the much more exciting story. Michael Dell was haled as a visionary, while Apple’s Steve Jobs was, at best, seen as questionable by the Street. In the end, however, it was Apple that recovered. Apple was worth owning, while Dell should have been sold as fast as possible. Apple was always seen as a company that had great computers, but then it came roaring back with terrific management and superior products like the iPod and then the iPhone. Dell, on the other hand, was a one-trick pony. Everyone copied its delivery gimmick where you could customize your computer and order it for a lower price than what the competition offered, and in the end it was just making plastic boxes with Intel processors and Microsoft software that was sent by mail. Dell went from being proprietary, meaning it had something that no one else was offering—in this case its business and distribution model—to commodity, meaning it was making a product that anyone else could duplicate. That’s exactly what the competition did. Apple, on other hand, became even more proprietary, selling iPods, which became so popular and ubiquitous—the only MP3 player anyone wanted to own—that people, including my daughter, the one who pointed out this trend to me, were buying multiple iPods as fashion accessories. Meanwhile Apple came up with a totally revolutionary business model for selling music, movies, and television shows, the iTunes store, and then followed that with the incredibly successful iPhone.

It can be difficult to tell what companies are worth owning after their stocks have been savaged by a crash, but you want to find companies that have the ability to launch more and more proprietary products, stuff that can’t be copied. That makes the company special and better than its competitors, especially when you’re dealing with tech. Dell never really had that capacity. It was always going to become a commodity because it had no edge in innovation. Apple, as we’ve seen, had it in spades. Most of the tech stocks that got crushed from 2000 to 2003 never came back, and even Apple was worth selling at the top, but only so you could buy it back later at lower prices. Still, there are stocks that will get you back to even, stocks like Apple, and I’ll teach you how to find them. For now you should understand that there are a lot more Dells than there are Apples.

Never be afraid to sell nearly everything when the market and the economy seem to be falling apart, but don’t let that permanently blind you to the opportunities that are out there. They’ll present themselves, believe me. Historically the best time to buy stocks has been when they’re feared and hated, and the most dangerous times when they’re worshipped. In 2009 we entered “fear and hatred” territory, and if you have money that you won’t need in the near future, then it’s probably a good idea to put it to work in stocks. You just have to find the right ones and be mindful that the market always overshoots and it could take years for it to recover from its recent trauma.

RULE 3: Skip the first four stages of portfolio grief: denial, anger, bargaining, and depression. When you know your stocks have been hammered and you’re facing big losses, it’s tempting to do just about anything to avoid acknowledging that fact. A lot of investors will go through something similar to the five stages of grief and end up wasting precious time that could be used to start cordoning off the damage. Listen, I know investing can be absolutely gut-wrenching. But it’s better to face things head-on instead of embracing the usual dodges. Just ask the people who held on to all their tech stocks from 2000 to 2003, or those who decided to hold on to their stocks, instead of selling, as the S&P 500 took a 53 percent fall from its high in 2008 to its low in early 2009. These are periods that blew out a lot of people because they couldn’t come to terms with the damage quickly and cut their losses before taking more of them.

First there’s denial. That’s when you stop opening your statements, turn off the TV, and stop checking up on your stocks on the Web because it’s just too painful too watch. Totally natural response, but the longer you wait before even looking at your losses, the longer it will be before you can start hammering your portfolio back into shape. A lot of what I do on my television show, Mad Money, is to try to prevent people from drowning in denial by keeping it light and making sure the medicine tastes better on the way down so you stay engaged with your money. After denial comes anger, usually in the form of lashing out at whoever’s handy, be it short-sellers, incompetent fat-cat executives, nefarious bankers or politicians, or a cheerleading media for your losses. You might be spot on, 100 percent correct, but getting angry is just a distraction. It won’t bring your money back. Leave the anger to the professionals, like me. Believe me, if someone is to blame, they will be taken to task for it. There’s a reason why we do an “Outrage of the Day” segment on my television show, Mad Money, and have a Wall of Shame where I hold up the mistakes of the very worst CEOs, true destroyers of value ranging from the criminally incompetent to the simply criminal. I believe calling out these people shames executives into better, more shareholder-friendly behavior, and much less of an executives-win, shareholders-lose attitude. Believe me, no one wants to be on that Wall of Shame, and many of the executives I have enshrined have begged me privately to take them down. I tell them, “Do better for shareholders, and I will.”

Stage three is bargaining. This is a bad one. You wait and wait for the stock to come back to even so you won’t have to sell it at a loss. Trust me, this isn’t how you’ll get there. In thirty years of investing I would say there’s about a 75 percent chance that the stocks you think are going to get back to even never do; that’s been my ratio, and I have invested in a lot of stocks during that period. I have maintained a great laboratory for successes as well as mistakes that you can learn from.

Next comes depression. Of course you’re depressed, you just lost a lot of money. But at best self-pity is a waste of your time, and at worst you can feel like you don’t have any control over what’s happening. As I say on the show, stop sipping that cheap stock and get off the dirty linoleum floor! In every big downturn I have seen, huge swathes of losses could have been avoided as you suffered through each stage, to the point where, when you get to depression, you think that there’s not much worth preserving and you stop looking entirely, which then produces another whole round of losses that you simply did not believe could still occur. Remember the lessons of Fannie Mae or General Motors: depression set in for many when the stocks went under $10, but the losses were humongous, cataclysmic even—think declines of 80 percent or more—after those two stocks crossed into the once unfashionable single-digit territory.

You do have control. You just have to take it. So skip the drama of stages one through four and move immediately to stage five: acceptance.

Go through your portfolio, assess the damage, and figure out which stocks should be jettisoned and which ones you can circle the wagons around as they go lower. Don’t worry, I’ll help you figure out what’s worth saving and what should be dumped. I will give you the tools to help you tell damaged merchandise apart from damaged stocks. During the crash all stocks went down, but some had bad balance sheets while others were pristine. Some had outsized dividends that weren’t real, and others had accidentally high dividends because their share prices had fallen so low, and they turned out to be home runs. In fact, they were so good that in the next chapter I’ll explain to you how to identify these magnificent “accidental high-yielders,” and how to tell the difference between safe and precarious dividends so that you can put my dividend strategy, one that proved to be incredibly effective, short and long term, to work for yourself.

RULE 4: To stop the bleeding, shun stocks that are “cheap.” One of the most difficult things to grasp during a downturn when the economy is in the dumps is that cheap stocks just get cheaper. If you own a bunch of inexpensive names that keep getting hammered, let me explain why. And if you don’t own any but you’re tempted, understand that when the Dow has dropped thousands of points in a matter of months, listening to some guy on the TV screen telling you that this or that stock is cheap is going to get you killed. What the heck is cheap anyway? Do we want to own stocks that look cheap, or stocks that can go higher? When the market is taking a beating, lots of stocks can appear cheap using traditional metrics, but that doesn’t mean they’re worth owning. How cheap was GM at $5, Lehman at $7, Washington Mutual at $3, or AIG at $2 (before it declared a twenty-to-one reverse split to make it seem like it was worth more)? No stock is cheap if it’s going lower.

The absolute worst reason to buy a stock during a big downturn is valuation. The analysts love to throw this one around—“we think this or that stock is a buy based on valuation. We like it because its price-to-earnings multiple is historically very low.” You know what? In a market where stocks can get crushed almost indiscriminately, you need a much better reason than that for keeping something in your portfolio. Many people, including a lot of professionals, are fooled by this. I remember one of the best managers of the 1990s taking me aside in the summer of 2007 and telling me that the cheapest stocks in the market were Bear Stearns, Lehman Brothers, Fannie Mae, and Freddie Mac. Ultimately, Bear was rescued in what I called a takeunder, rather than a takeover, by JP Morgan, Lehman was allowed to collapse, and Fannie and Freddie were seized by the government. (In a takeover, the acquirer pays a premium. In a takeunder, the acquirer pays a discount.) How did this guy get it so wrong? Because he was looking at where these stocks had been versus where they were at the time, and said they were cheap. But all four of these stocks were cheap only if you were comparing them to their past stock prices. None of them was truly cheap when you looked at its underlying businesses, which were in endless, indeed catastrophic, decline. They were damaged merchandise, not just damaged stocks. But by certain metrics they “looked cheap” and offered a great temptation to a lot of investors. A company that’s hemorrhaging money, that might not even be viable, isn’t cheap, no matter how low its share price goes.

Valuing stocks in an environment where the economy is crumbling can be incredibly difficult. To understand how all the usual tools we use to figure out what a stock is worth can go haywire when the market is crazy or crashing, you need to know the way things ordinarily work. In normal times we try to value stocks by figuring out what their future profits will be, and then determining how much other investors will pay for those profits. In true Wall Street gibberish fashion, we call what we’re willing to pay for those future profits the “multiple.” On Wall Street, looking at the share price tells you nothing about a stock’s valuation. General Mills (GIS) at $60 a share might actually be cheaper than Kellogg (K) at $40. The price is just the price, it’s not the value, and I don’t mean that in the sense of the old proverb “a fool knows the price of everything and the value of nothing.” You simply can’t compare share prices on an apples-to-apples basis. Different companies have different numbers of shares and they have different earnings per share, which is the most important fact for determining whether or not a stock is cheap. So we use the price-to-earnings multiple as the real apples-to-apples comparison, and most of the time it works.

The multiple is actually pretty simple when someone bothers to explain it to you, but many of the professionals on Wall Street have a vested interest in keeping you ignorant, either in order to collect your commissions or take a cut of the money you have under management. To value stocks and find the multiple we take the share price, P, and divide it by the earnings per share, E, and that gives you M, the price-to-earnings multiple. P/E = M. Or you can flip things around and say that the price equals the earnings times the multiple, E × M = P. It’s not even real math, just arithmetic, and normally it’s what you want to look at to determine a stock’s relative cheapness. Once you find the multiple, then you have to take other factors into account. The most important is a company’s growth rate. Companies with higher, faster growth tend to be awarded higher multiples by investors. The reason? Because the multiple is a way of valuing stocks based on their future earnings, and companies with better earnings growth have more profits in the future. That’s why a company like Apple trading at 20 times earnings might not necessarily be more expensive than Kellogg, which trades at 10 times earnings. The multiples are different, but the companies are different, too. Apple is a fast grower with proprietary products known for innovation, while Kellogg is a slow, consistent grower, with good brands but lots of competition, including private label store brands. The first kind of stock typically gets a higher multiple than the latter one. You also need to take into account a company’s growth rate to value it properly. On Mad Money we use a stock’s PEG, its price-to-earnings-to-growth rate. You arrive at that number by dividing a stock’s multiple by its growth rate, and voilà, normally you get a number that ranges between 1 and 2. In ordinary circumstances, the stock of a healthy company that trades at less than 1 time its growth rate—meaning a stock with a PEG of less than 1—is cheap, and one that trades at more than twice its growth rate—meaning its PEG is over 2—is expensive.

You can value the entire market by slapping a multiple on the S&P 500. When stocks got incredibly cheap at the end of the bear market in 1973, they were trading at 7 times earnings—historically inexpensive. Right before the crash of 1987, multiples got really high. We were trading at 29 times earnings before that crash, and afterward the average stock in the S&P 500 was trading at just 14 times earnings. But these are just rules of thumb in the best of times. By itself, the multiple doesn’t necessarily tell you much of anything. You can’t just say, “The market’s at such and such a multiple, and therefore you should buy or sell stocks.” That’s unhelpful reasoning, but we hear it all the time on television anyway. In November 2008, we heard endlessly that the market was at 14 times earnings, and that was supposed to entice us to buy because the multiple was so low or “cheap” historically. But future earnings collapsed so it didn’t matter. The “cheap” market turned out to be plenty expensive. In a hideous bear market coupled with a miserable economy, the logic that normally governs valuations—all the stuff about price-to-earnings multiples—pretty much goes out the window for a lot of stocks. Investing in these times can make you feel like you’re a pilot flying an airplane without any instruments, or driving a car with the dashboard ripped out. All the ordinary ways of judging a stock’s relative cheapness—particularly the future earnings projections—become much less useful. An economy that declines relentlessly tends to play havoc with all companies’ future earnings forecasts, even companies thought to be as recession proof as a Heinz (HNZ) or a Kraft (KFT), where consumers turned to the cheaper private-label supermarket brands or cut back in usage entirely. Just as you can keep staring at the place where your dashboard used to be and not be a better driver—in fact, you’ll be worse because you’re taking your eyes off the road—you can keep buying and selling stocks based on their valuation, as determined by their multiples, when those things no longer count, but it will make you a worse investor.
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