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INTRODUCTION


If you’re picking up this book, you know you need help. Unless you’re incredibly lucky, your portfolio has probably come through 2008 with serious losses. You may feel like your retirement money is in danger, or maybe it’s college tuition for your children, or just that extra bit of money you’d hoped to get from the stock market to supplement your paycheck. This book will help you stop the bleeding and start making money again. Right now, most of you are not trying to get rich, you are just trying to stay solvent. I wrote this book four years ago to help you get rich in the stock market using the same methods that worked so well for me at my old hedge fund. But the same tools and disciplines that I laid out in this book to help you get rich by investing in stocks are also the best way to stay afloat even in the worst of markets.

It’s been nearly four years since this book was first published, and in that time we have seen a phenomenal global bull market turn into one of the worst bear markets since the Great Depression. We have seen oil prices skyrocket to $147 a barrel and then fall back to less than half that price. We have seen the values of our homes soar and then sink like the Titanic. We have seen obscure mortgage-backed derivatives that most people had never heard of take our financial system close to total ruin, with investment banks that were once titans—like Bear Stearns and Lehman Brothers—collapsing. And, most distressing for a stock guy like myself, we’ve seen the major indices return to levels they hadn’t touched since the dot-bomb era. In October 2008, the Dow Jones Industrial Average was trading at October 1998 levels. The crash of 2008—and make no mistake, if the action we saw in September and October 2008 wasn’t a crash, nothing is—wiped out an entire decade’s worth of gains.

I don’t blame you for feeling like stocks have failed us. This is the ugliest, most difficult market I have seen in my entire life. It’s the kind of market that makes you want to throw up your hands, along with your lunch, and give up. It makes you want to stop opening your monthly statements from your 401(k) just so you don’t have to look at your losses, or turn off the TV so you don’t have to watch more of your wealth evaporate. It makes you want to panic and get out of stocks for good.

But every one of these moves is exactly what you should not be doing. You do not need to give up on the market; what you need is help investing during a difficult period. It may feel like everything has changed, and things certainly are different now than they were four years ago, but the fundamental insights in this book, the basic disciplines that allowed me to make millions at my hedge fund in good times and bad, are more relevant than ever. Hard as it may be to believe in this awful environment, stocks are still the best way for you to try to get rich, as long as you know what you’re doing. But it has gotten harder.

We’ve been through financial crises before, in 1932 and more recently in 1990, and we came back. It took a couple decades after 1932, but thankfully it now looks like widespread bank failures have been avoided courtesy of the $700 billion Troubled Assets Relief Program, or TARP. We will get through this. You need to know how to manage through the crisis; Real Money will get you there.

When I wrote this book, I wanted to share with you the tools I used at my hedge fund to make millions for myself and my clients. What I didn’t do was write a guide for making money only in bull markets. Any joker can turn a profit in the fat years; it’s how you do in the lean years that really counts. If you follow the advice in this book you can survive and even thrive during the absolute worst of times. I know crashes and I know recessions. I was entirely in cash for the Great Crash of 1987, sidestepping a vicious decline, and I’ve made money in two previous recessions, 1980 to 1982 and 1990 to 1991, as well as in the minirecession of 2000 to 2003. In fact, I was up 36 percent at my hedge fund in 2000, a year when the S&P 500 was down 11 percent. It’s possible to make money when the market is going down and the economy is in awful shape. I’ve done it, and in this book I will teach you how to do it.

What, if anything, have we learned from the financial crisis and the crash of 2008? First of all, the ideology of buy and hold, the strategy, if you can call it that, that says the best way to make money in the market is to buy “blue chip” stocks and hang on to them forever—a notion that I devote much of Real Money to debunking—is now more discredited than ever. No one should ever again take seriously the peddlers of this misguided philosophy, and they are many—often the same people who were declaring that the fundamentals of the economy were sound even as we slipped closer and closer to financial Armageddon, and I screamed my lungs out on television trying to warn you. When I wrote this book I talked about the foolish stigma associated with selling stocks, with “trading”—the idea that it’s never right to sell. Once again, recent events have shown that those who sold made out okay, while those who mindlessly held on to their stocks, even as it was clear we were on the verge of disaster, got crushed.

My alternative to buy and hold, the idea of buy and homework that I explain here, has never looked better. I am always emphasizing homework, one hour of research per week per stock, so that you know what’s actually going on with your holdings. I teach you how to do the homework in this book, and I never shut up about it on my television show, Mad Money, where every day I explain what’s happening in the market and why, which groups are working and which groups aren’t, and generally try to continue the project of educating people about stocks, a project that this book is at the very core of. The financial crisis has shown us just how important homework is, as many figures in the highest echelons of the federal government, not to mention numerous hedge fund investors, failed to do their homework and so failed to see the crisis coming.

Those of us who did our homework on the banks and the brokers, who realized how much damage could be done by toxic mortgage-backed securities and derivatives—garbage packaged by financial alchemists on Wall Street that was treated like gold until the summer of 2007—avoided major losses in the financial sector. The banks, brokers, and insurance companies with the most opaque, hardest to understand financial statements, such as Fannie Mae, Washington Mutual, Bear Stearns, Lehman Brothers, and AIG, all went down in flames. If you followed the so-called wisdom of buy and hold, you would have been stuck in these broken companies all the way down. If you’d done your homework, you knew to get out.

With the financial crisis we saw a massive, collective failure to do the homework, from the hedge funds who bought this mortgage-backed junk to the ratings agencies that said it was just fine, right on up to Ben Bernanke, the chairman of the Federal Reserve, and Hank Paulson, the treasury secretary, both of whom refused to acknowledge the gravity and scale of the problem until way too late. These policy makers should have been working hard to understand what was going on; instead it often seemed like they were hardly working, with the Federal Reserve worried about inflation even as we headed into what may turn out to be the worst deflationary spiral since the Great Depression. If we’ve learned anything from the financial crisis, it’s that you have to rely on your own homework, not the government’s, not some rating agency’s.

These last few years have also reinforced the importance of the kind of investing discipline I emphasize so strongly in this book. We saw tremendous multiyear runs in agriculture, minerals, natural gas, oil and oil service, and infrastructure, with many stocks in these groups up 200, 300, even 400 percent at their peaks. But starting in July 2008, and accelerating in September and October, with very little warning all these groups collapsed. Prices for everything from wheat to oil to fertilizer to copper fell dramatically. You name it: If it was a commodity, it was in trouble. And the commodity stocks, along with the infrastructure names, which relied on healthy commodity prices and the healthy global economy to keep prices high, tumbled right along with them.

I did not catch the commodity collapse before it happened. On my television show, Mad Money, I did warn my viewers to get out before much of the damage happened, but if you were invested in these stocks and you followed the rules I laid out in this book, specifically investment rule number one—bulls make money, bears make money, pigs get slaughtered—you would not have needed the warning. The rules and methods in this book would have had you taking profits in these winners when you had them, so that even if you still owned the commodity stocks as they collapsed, some of them erasing two years’ worth of gains in a few months, you would already have booked plenty of gains. The commodity collapse is unassailable proof that discipline should always trump conviction, another rule I lay down in this book. You may have had the conviction that these stocks would keep working, but the discipline of taking something off the table when you have a winner would have helped you avoid tremendous losses.

We’ve also seen just how important it is to know your fellow shareholders. Not everyone sells because they want to; in a downturn many investors sell because they have to. One reason why the crash of 2008 was so severe is that many hedge funds, funds that had already lost quite a bit of money, were forced to sell. If you owned stocks that these hedge funds were concentrated in, mainly the same energy and commodity stocks that got crushed courtesy of the commodity collapse, you lost even more money as these hedge funds had to liquidate their positions. Some hedge funds had borrowed money, buying stock on margin—something I tell you in this book never, ever to do—and, after taking big losses, they were forced to sell when they had to come up with the money to pay back the brokers they had borrowed from. This didn’t just happen to hedge funds. Even megarich moguls who’d bought shares of their own companies on margin and lost money were forced to sell, guys like Sumner Redstone, who had to liquidate large positions in Viacom and CBS, and Aubrey McClendon, the CEO of Chesapeake Energy, who also happens to be my friend.

If you knew your fellow shareholders, you could have seen the forced selling coming and avoided the declines. But this kind of forced selling isn’t all bad; it also creates opportunities. A large institution liquidating a huge chunk of stock at once tends to push the price of the stock down to bargain-basement levels, as long as the stock itself is worth owning in the first place.

Since I wrote this book the rules of the game have also changed, and I mean that literally. On July 6, 2007, the Securities and Exchange Commission repealed the uptick rule, a regulation that dated back to the Great Depression. It required that short-sellers (investors who bet against stocks by borrowing shares, selling them, and then buying them back at a lower price—if all goes well—returning the shares to their original owner, and pocketing the difference between the price at which they sold the shares and the price at which they bought them back or “covered”) sell at a price that was higher than the previous trade. The uptick rule prevented short-sellers from creating panic by pushing a stock down with their sales, something they have done with abandon, especially to financial stocks, since the uptick rule was repealed. The SEC did a study during the bull market in 2006 and 2007 and determined that the uptick rule didn’t matter. Of course, the whole point of the rule is to prevent short-sellers from fomenting panic in a bear market, and its absence has allowed short-sellers to annihilate stocks that would otherwise have been protected.

Not only that, but the SEC under Christopher Cox has effectively failed to enforce rules against “naked short-selling,” which is when you sell a stock short without first finding shares and borrowing them. This basically gives the shorts unlimited ammunition if they want to push a stock down, because they can effectively sell shares they don’t have. When I was running my hedge fund, the rules against naked short-selling were enforced much more aggressively. Back then we had an even playing field. Now things are tilted toward the shorts and against the longs, the regular investors who own stock, the people I think of as the good guys. These two factors, the absence of the uptick rule and widespread naked short-selling, contributed in large part to the rapid declines of Bear Stearns, Lehman Brothers, AIG, Fannie Mae, and Freddie Mac. Across the entire market things have gotten easier for the shorts and harder for the longs than when I wrote Real Money.

One more point. This is something I discuss in the book but, given how difficult the market has been in 2008, it deserves more attention: cash. On October 6, 2008, I went on the Today show and told people that any money they need for big expenditures over the next five years should be in cash because the short-term outlook for stocks was too risky. That week turned out to be the worst week in the history of the market, with the Dow declining 18 percent, its largest one-week percentage decline ever. Telling people to sell before the open that Monday, a position I had been espousing for weeks on my own television show, was probably the best call of my career. Nevertheless, I was relentlessly criticized, not for being wrong, but for being “reckless” and “irresponsible.” I tell this story because it shows the insane degree to which there is a bias against selling, and more importantly, against being in cash. When the market is doing badly, cash is king. A lot of nonprofessional investors think that they should be fully invested at all times, meaning there should be no cash in their portfolio, every penny should be in stocks. Now, I’m the stock guy, and I’m telling you: always have cash in your portfolio, especially during a bear market. I still believe, passionately, that the stock market is the best place to make money over the long-term. I have continued to contribute to the stock portion of my retirement account because I do not need the money short-term. But having cash is no sin, and staying on the sidelines with a great deal of it makes a ton of sense while the economy is wallowing in a recession.

In addition to letting you sidestep declines, cash gives you the ability to buy stocks as they go lower. Cash is probably the most important ingredient in a portfolio that stresses capital preservation, and when the market is lousy, everyone’s portfolio should stress capital preservation. How do we do that, other than making sure we have enough cash? Until we start to see some light at the end of the tunnel, the trick is to own the stocks of companies with high-dividend yields as long as you’ve done the homework and believe the company will be able to keep paying its dividend. What else works? Stocks that are trading at or near their cash per share and generate consistent cash flows—so for example, if a company has $10 of cash per share and its stock price is $12, that stock could be a good capital preservation candidate because the cash puts a floor under the stock’s price. And finally, you want to buy the traditional recession stocks, any company that makes something you can eat, drink, smoke, wash with, or use as medicine.

I know that this market is incredibly challenging, that it’s become harder to find stocks that can make money. But it’s not impossible, far from it. I still believe that if you use the disciplines I describe in Real Money, follow the rules I give you, and devote enough time and energy to investing, you’ll be able to make money even in the worst of markets.
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STAYING in the GAME



If you look through my wallet, you will find all the things that everyone carries: license, credit cards, pictures of my wife and kids, and some cash. But if you look deeper, in some of the crannies, you’ll find two things no one else has: my first pay stub, a tattered, faded beauty from the Tallahassee Democrat newspaper from September 1977, and a snippet of a portfolio run from the lowest day of my life, October 8, 1998.

I keep these talismans with me wherever I go, because they remind me why I got into stocks and why I had to stay in stocks no matter what, because the opportunities are too great not to be in them. The $178.82 I made that first week as a general assignment reporter in Tallahassee serves as a reminder to me that a paycheck is almost never enough to make a decent living on and to save up for the necessities of later life. That torn and bedraggled stub, with its $30 in overtime and oversized take by the federal government, keeps me honest and reminds me where I am from, how I never want to go back there, and how hard work at your job isn’t enough to make you rich. You have to invest to make that happen. If you invest well you should almost always be beating the return you get on your day job.

The other smudged rectangle of paper in my wallet, the one that obscures the right-hand corner of my wife’s picture, bears a series of cryptic numbers: 190,259,865; 281,175,544; and 90,915,674. The last number has a big black minus sign right after it. That’s a cutout from my daily portfolio run on the most disastrous day my hedge fund ever had, October 8, 1998, a day when I was down $90,915,674—that’s right, more than $90 million on the $281 million that I was supposed to be managing. I had “lost” almost half the money under my management in a series of bets in the stock market that hadn’t yet paid off, to put a positive spin on an unmitigated decline. At that moment, everyone—my investors, my employees, the press, the public—everyone had written me off, except for my wife, whom I had worked with for so many years and who knew never to count me out. “You’ve had it, Cramer, you are gone,” the collective brokerage chorus told me.

Not two months before I had been on the cover of Money magazine as the greatest trader of the era. Now I was wondering whether I could survive the year. With just two months left, I had to find a way at least to make back that $90 million if I wanted to stay in a business that I had thought I was born for. Most hedge funds don’t come back from those kinds of titanic losses.

Using the very same techniques and tactics I will describe here, I methodically made back all of the money I had lost to date that year, and by December I had returned to a slim profit for the year. I finished up 2 percent, a $110 million comeback in less than three months. I averaged $1.4 million in profits every single day. Yet I still waived my management fee of $2 million because I didn’t think I deserved a penny given how I had almost broken the bank. I still don’t think I deserve to get paid for a comeback, because I dug my own hole by not following my disciplines and my rules, by succumbing to a lack of diversification and to inflexibility, those two assassins of capital.

That snapshot of how close I came to failure reminds me how important it is to stay investing and trading stocks no matter what because they are just too lucrative to stay away from for any long period of time. It also serves to remind me of how humbling this business is and how important it is to adjust course, for I had been sloppy and blind to a changing market during that catastrophic year. Had I not been flexible and willing to change strategies, I would never have come back.

In the very next year after my near-cataclysmic debacle, I made more than $100 million. The following year I made $150 million, again using the same rules and techniques I will describe here. I had plenty of help in the $100 million year: the market was terrific, easy, almost straight up. But in 2000, the biggest year, the $150 million year, the market peaked and crashed, yet I still profited supremely because you don’t need the market to go up to make money. The fact that almost every mutual fund lost money in my biggest year is not a statement about my stock-picking prowess but evidence that if you are disciplined, use common sense, and take advantage of all the devices and tools out there, you can profit no matter what. Or, as I say at the end of my radio show every day, “There’s always a bull market somewhere” that you can make profits from.

But you have to stay in that game to find that bull market. In the end, when all else fails, “Stay in the game” is the only mantra that’s worth repeating. It keeps you from picking stocks that can wipe you out. It keeps you from speculating on situations that are worthless. It keeps you from borrowing a lot of money, known as margining, and hoping that stocks will make a magical move upward. It keeps you from wallowing in worthless penny stocks. It keeps you from trying to make a killing in tech. And it stops you from averaging down on bad stocks, because stocks aren’t like parents when you get lost at the mall; they don’t always come back. Staying in the game is the ultimate lesson. How do I know this? Because it is what I have done. I have been able to make big money when big money could be made because I didn’t get discouraged or fed up or desperate when times got tough. I didn’t do anything illegal or silly or unethical to stay in the game because I knew that when the game eventually turned, I would be there to pounce on what was to be gained. Staying in the game makes sense rationally and empirically because, over the long term, we know stocks outperform all asset classes. The reason more people don’t get rich with stocks, though, is that people can’t seem to stay in long enough to win. They get bored, tired, frustrated, defeated, or reckless. They get discouraged. They get beaten by the unnerving and jarring and humbling process not of investing but investing successfully.

My methods are designed to keep you from getting discouraged and quitting. Staying in the game is key, it is everything, and if you can’t stay in the game then you have failed. And I have failed. I can’t let that happen.

But before I take too much credit for the system and methodology I used to keep me making money, I have to give credit where it is due, to my wife, Karen, the woman the Street called the Trading Goddess for her manner and her proficiency in managing money and barking orders to dozens of brokers and traders. Karen was a professional institutional trader before I met her. She was responsible for taking me to the next level. She took a kid who had an eye for spotting undervalued and overvalued stocks, then she grafted on a set of rules, all of which are included in this book, that have seen me through the darkest hours and allowed me to outperform even when I don’t have a great set of stocks on hand. She is like a master card player who can turn a good hand into a great one with a couple of tosses and a keen sense of what’s in the deck. In fact, on the day that my portfolio “run” dripped with $90 million in red ink, she had to return to the office to reinstill the rules and disciplines that I had forgotten in the three years since she had retired. She again drilled them into my head, so they now tumble out here almost by rote.

Mrs. Cramer’s Rules, the Rules of the Trading Goddess, make up a large portion of this book. Like me, Karen had no formal business school or accounting training. Like me, she lived from paycheck to paycheck until she found her true calling, making money in the stock market from scratch. Unlike me, she had no fundamental knowledge of how business worked or how to read a balance sheet or how interest rates control what you will ultimately pay for a stock. She always regarded those skills as overrated. What she understood was discipline and skepticism: the discipline to cut losses and run winners, and the skepticism to see through the hype that surrounds us on Wall Street. She understood better than anyone I have ever met that stocks are just pieces of paper representing shares of companies and no more than that. She knew that you could have conviction about where stocks could go and how high they could go, but it was only discipline that saved you when things didn’t work out the way you thought, and she knew that things don’t work out the way you think they will far more often than you would like to believe. Sure, the pieces of paper we trade are linked, albeit loosely, to the underlying entities that issued them, but in her eyes it was always important to recognize that everyone, from the media to veteran Wall Streeters, places too much importance on this linkage, which is frequently severed by rumors, by larger market forces, and, of course, by short-term imbalances in supply and demand—all of which can be gamed effectively. Occasionally stock prices are linked irrationally to the high side, as in Japan in 1988–89 or in this country in 2000, and just as occasionally they are linked to the low side, as in September 1982, when the great bull market began; in October 1987, after the stock market crash; and in October 2002, the most recent important bottom that is restoring wealth through equity appreciation in this country. Karen taught me to spot these tops and bottoms, formidable skills that I know I can teach you. I spend considerable time fleshing out those top- and bottom-calling skills in this text so you can do the same without me.

The Trading Goddess also taught me the difference between investing and trading, and how not to confuse them. Karen was—and I remain—an opportunist, one who is not bound by any particular investing philosophy beyond the need to adjust to the vicissitudes of a turbulent market so you are not knocked out of the business before the good times return. Callers and e-mailers are always asking me if I am a trader or an investor. I always respond the same way: what a stupid and false dichotomy.

In the interest of putting this question to rest forever, let me tell you up front why the trader/investor distinction makes no sense. This is not pro football, where you play offense or defense, where specialized skill sets predominate and no one is a generalist. Managing your own money is like playing hockey, where everybody has an opportunity to defend and to score and everybody is expected to take that opportunity. Sometimes stocks are making radical moves in days, as they did in the 1999–2000 period, and you have to capture those moves. If you frowned on those opportunities because they were too “trading oriented” or because you only like to buy “value,” you might have missed some huge profits. If you stayed dogmatic, dug in your heels, and insisted on owning overvalued stocks that had already made great moves, you could give it all back. Both of these so-called “strengths” are actually weaknesses, inflexible weaknesses that will doom you to substantial losses at various points in the cycle.

Critics of mine dwell on my bullishness in December 1999 and January and February of 2000, the peak of the last bull market, or the bubble, as some insist on calling it. But the leaps stocks were making in that contained time span have not been and may never be replicated again. In that market the goal was to make those trading gains and go home, as I did with my March 15, 2000, RealMoney.com piece saying to take things off the table, four days after the exact top in the NASDAQ. Rather than feeling guilty about some who stayed in too long, I prided myself in recognizing that the market had changed for the worse in the spring of 2000, after the greatest run of all time, and you had to switch direction, no matter what your previous pronouncements and beliefs had been. You had to stay flexible to be conservative, to be prudent, to be commonsensical and keep your gains. Wall Street gibberish about being “in for the long term” or “only interested in stocks that trade for less than their growth rate or their book value” is just plain recklessness. You have to be willing to change your mind and your direction. Nowhere in the commandments of investing is it written “One shall not change one’s mind even if it may be wrong.” Businesses change, they become good, they go bad. Markets change, they become good, they go bad. You can’t be blind to those changes without losing money or risking being blown out of the game. But you must swear to stay in no matter what. It’s not flipflopping if you like WorldCom when the business is good and hate it when the business goes bad, even though I was accused mightily of flip-flopping, for example, when I tossed aside WorldCom in the $80s after owning it for more than five years. Had I not “flip-flopped” and booted the stock to kingdom come, I might have lost everything I had made in that stock and then some. You must roll with the punches of investing, bobbing and weaving when the underlying businesses falter or fade.

We all like to think of ourselves as conservative investors, but one of the Trading Goddess’s most endearing and enduring traits is to recognize when buying, instead of staying in cash, is a conservative strategy and when holding, instead of selling, is the riskiest strategy of all. We’ll explore in another section the arsenal of both short- and long-term tools and of using the downside of the market to make money, because, again, that can be the most conservative style available.

Most important, the Trading Goddess taught me to be unemotional and commonsensical about the direction of stock prices. While sports analogies help the business come alive, we can’t root for stocks and stick with the home team. There is no home team. While dogma may pay in politics, it’s a killer in stocks. While religion is important, hope and prayer are best left elsewhere when it comes to your money. They aren’t valid here. While science has made tremendous strides in hundreds of areas of life, the stock market is not a science. It is just a humbling collection of pricing decisions involving the supply of equities and a level of demand mitigated by greed and fear, two animalistic, psychological components. Those who try to quantify it, measure it, and use mathematical formulas to tame it will in the end be chewed up and eaten by it, as the biggest gang of Nobels under one roof, Long-Term Capital Management, a moronically reckless hedge fund, showed when it lost billions and went belly-up in 1998. There are forces and emotions that determine how markets function that are not susceptible to academic logic. Often to figure out how that market is valuing things we have to go outside the balance sheet and income statements, because the emotions of the market can blind you if you are constrained by those. If we simply limit the debate over how stocks get valued to price-to-earnings multiples or price-to-book valuations (don’t freak out, I’ll explain those, too, in a way that you will at last understand), the market will often seem completely and utterly full of baloney and impossible to understand. But I will teach you how to make sense of all the markets we have seen, how to understand the underlying patterns, and how to know when to avoid stocks or to short them, and to know when the sages and pundits simply can’t be trusted when they say, “Stay away, the market’s too dangerous.” In still another section of the book I will present my biggest mistakes, with hysterical and humbling simplicity, so you will never make them. As I like to say, I’ve made every mistake in the book, so you don’t have to make any. I am your laboratory. I have done the failed experiments and can show you the results that will keep you from doing them. I detail them here in ways that will make you remember when you are about to make similar costly errors so you stop before the red ink cascades through your portfolio.

Yes, stocks are pieces of paper, but they can be bought and sold with a level of emotionless precision that I can prep you for that will work in any kind of market. Broom the dogma, cultivate the discipline, open your eyes, and let’s check out the basics in a way that contains—heck, that busts—all the Genuine Wall Street Gibberish that clouds so many minds trying to fathom why stocks go up or down every day.
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GETTING STARTED the RIGHT WAY



The proliferation of investment information has never been greater. We have tons of people telling us what to do. We have lots of experts telling us how to get started and what you need to know before you buy and sell. Yet they presume a level of knowledge that most of us simply don’t have. Unfortunately, plenty of novices immediately get clobbered making amateurish mistakes because they don’t understand the basics. These mistakes make neophyte investors feel that the game is rigged against them or that they will never succeed on a regular basis. Many of you got started during an era when everything worked, when the economy was strong, interest rates were low, and stocks went up pretty much every day. Homework was anathema to profits because it kept you out of the most promising short-term situations. That level of perfection had been previously unheard of and is unheard of again. Now people feel that things are simply unfathomable. I think the opposite is true: Stocks can be fathomed, but you need the basics, and the basics weren’t taught during the heyday of the late 1990s when so many got into buying and selling stocks. And they certainly aren’t taught at any level of school in this country.

I know there is always frustration out there among the first-timers because many of you e-mail me or call me at my radio show, Jim Cramer’s RealMoney, and ask me if I used to lose money regularly when I started. In fact, many of the millions of people who got their start in equities during the boom, bubble, and burst of the late 1990s to 2000 are convinced that the business is a sucker’s game and that you might as well just turn it over to someone who is a professional.

But we are a profession without standards. The media, always so eager to tout any manager regardless of credentials, particularly if he is a good talker, never let you know that most of the “professionals” out there are rank amateurs themselves, often with much less experience at handling money and much more experience in sales than you. The astounding progression of individuals who first got clobbered by buying any old piece of trash online and then tendered their money to mutual fund charlatans, who then sold them out to wealthy hedge funds, is enough to make anyone throw his hands up in disgust about the process. You see why individuals reach the conclusion that handling money well in any fashion is simply impossible. The individual has experienced a fleecing that I wouldn’t wish on the most shaggy of sheep in the dead of summer.

First, let’s clear up a couple of misperceptions about the business of investing. I always thought the buying and accumulating of stocks looked easy. But once I started, I learned about the hazards of commissions, about the changing nature of markets, and the vagaries of the brokerage business. I learned that it seemed impossible to know enough to buy or sell anything right. No one could ever know enough to pull the trigger with any confidence; the task was too daunting.

And of course, when I started, I lost money. Big money. I would go on colossal losing streaks where literally everything I bought went down. I experienced tremendous ups and downs that were psychologically debilitating; often I just wanted to return to the confines of whatever paycheck I was drawing and learn to be content with that income. But I always believed that stocks could be mastered if someone would just show me the landscape, if someone would explain to me the real pitfalls and give me the real rules, not the ones that I read in books or heard about on TV or saw in articles about the market. I call what I knew the Mistaken Basics. They are why, in part, I come to Praise Speculation, Not Damn It.

Part of the reason that I failed so dramatically when I first bought stocks is that I, like everyone else who has ever bought a stock, believed in conventional wisdom about stocks. In fact, I can sum up the doctrine I foolishly believed in with three rules:

1. Buy and hold because that’s how you make the most money.

2. Trading is always wrong, owning is always right.

3. Speculation is the height of evil.

I guess it is only fitting in a book written by a successful investing iconoclast that the first thing we do is demolish these three shibboleths. They are blights on the investing landscape, idols that must be smashed before we go a step further. So, let’s do it.

First, the concept of buy and hold is a beautiful thing because it presumes a level of ease and a level of perfection that we should all strive for. What could be better than a philosophy bedrocked in patience and conviction? Unfortunately that level of conviction about pieces of paper—all that stocks really are, and don’t you ever forget it—is impossible. Patience, while a virtue, can turn into a vice when you sit there and watch a good company go bad and hold on to its stock anyway under the guise of prudence. I can say with confidence that an unmodified program of buying and holding stocks will definitely smash your nest egg worse than a McDonald’s cook whipping up a fresh batch of Egg McMuffins. Buying and holding is actually a bizarre misinterpretation of the long-term data that I have quoted about why you need to stay in the game. Given that no asset class has beaten equities over any twenty-year cycle, it is natural to assume that if you buy stocks and hold them you get to beat all other asset classes. However, the foremost academic on this particular issue, Jeremy Siegel, a Wharton professor, blanches visibly when he hears the distillation of his work interpreted as a recommendation to buy and hold stocks. Siegel’s work shows that if you buy and hold good quality stocks that often pay dividends, you get the benefit of the cycle. In fact, the dividend portion is the reason why stocks outperform bonds, and not vice versa. Take it away, and you fail to win. Just buying and holding any old stocks, Siegel will tell you, can be a ticket to the poorhouse.

That’s why on Jim Cramer’s RealMoney, I have changed the superficial buy-and-hold mantra to the more arduous “buy and homework” doctrine, meaning that the real homework begins after you have bought a stock. Just buying and holding Sunbeam, Enron, WorldCom, Dome Petroleum, and Lucent, each at one time the most heavily traded stock of its era, was a recipe for certain disaster. Homework, or the spadework that I describe to you in my chapter on what constitutes homework, would have gotten you out of all of these stocks before the damage and the rot set in. Again, not buy and hold, but buy and homework. If you are going to make big money in the market, only with homework can you be sure that your stocks qualify as good quality stocks that can pay a dividend.

Second, the idea that trading is somehow evil is ingrained in most individuals almost from the moment they begin to invest. Stubborn adherence to this point of view has led to more big losses than any other strategy I know. Trading, meaning the rapid or short-term buying and selling of stocks, is something that can prove to be entirely necessary if you are to be prudent and lock in gains when the market takes stocks past their logical extremes, which happens quite frequently in every generation of stocks. If you chose to never sell because, say, you are afraid of the tax man, or because you despise paying commissions, you need to get your head examined. When I got into this business, it made some sense not to sell. It would routinely cost you several hundred dollars in commission to trade more than a couple of hundred shares. When combined with the spread, the difference between the bid and asked, for all but the most liquid or heavily traded stocks, a diminution of return was almost a given. A quarter of a point of spread, $200 in commissions, and gigantic taxable gains might have turned a substantial gain into a moderate loss on a trade. But that was then, this is now; we are in a whole different ballgame. Taxes these days are incredibly low even on short-term gains, because ordinary tax rates are much lower than they used to be. Trades that would have cost hundreds of dollars in commissions will now be done for about seven dollars by any discount broker. The liquidity of almost all stocks is pretty terrific since the advent of decimalization, where stocks trade in penny increments. You no longer get nicked for quarters and halves on the buy and sell. Pennies, just pennies separate almost all of the places you can buy and sell stocks. They just don’t eat into the profit anymore. You can’t use them as an excuse not to take a profit. In fact you have to be a fool not to sell to lock in at least some of a big gain these days lest it be taken away. The old bias against trading, however, remains as people simply don’t know how little friction there is between the buy and sell these days.

Finally, the bias against speculation has taken on mythic proportions. I don’t know of a soul besides me who thinks that speculating can be a handy tool on the road to riches. Yet I know that all of my biggest gains, my largest wins, came from pure speculation, which I define as making a calculated bet with a limited amount of capital that turns into a monster home run. I believe that speculation is not only healthy and terrific, but is vital to true diversification. You must be diversified to stay in the game when things go bad. (More, later, about how diversification is the only free lunch in the business.) But diversification without speculation is stultifying and can mean the difference between your losing interest—which is unforgivable—and your paying attention. Speculating, particularly when you are younger, is not only prudent, it is essential to making it so you don’t have to be totally dependent on that darned paycheck to become rich. I believe in my heart and in my head that if I had never speculated I would be working as a lawyer right now, perhaps proofreading some indenture somewhere in the middle of the night trying desperately to stay awake as others made the money. You’ve got to build in speculation as part of diversification. It is a crucial component.

I play a game called “Am I Diversified?” every week on my radio program. I ask people to read to me their five largest holdings. When they have done it they have to ask me whether they are diversified. I feel so strongly about this notion that I have taken to asking why people don’t have one stock bet that could make them significant amounts in a short time. I want to see speculation for a portion of even an older individual’s portfolio, albeit only a name or two—a small percentage—to keep you interested. Given the nature of the potential losses I don’t want someone who will need the money for retirement to speculate with more than a fifth of his portfolio. You have to make taking a chance a part of your arsenal. I know this prospeculation view runs counter to anything you have ever heard or read, but this is how I made it big in the market, this is why I was able to beat the market even when I was just starting out both as an investor-hobbyist and then as a professional at Goldman Sachs before I went off on my hedge fund. Of course a portfolio of nothing but speculation is like a diet of nothing but bacon and cheese; it will kill you. But speculation in moderation is no different from enjoying some so-called fattening foods in an endless bid to stay on the healthier regimen. The current wisdom, though, is either buy and hold whatever strikes your fancy as solid, even if it isn’t, or turn everything over to someone who doesn’t care as much as you do about either capital preservation (no defense) or capital appreciation (no offense).

Understand that I love to invest. I love to buy and do homework. I have owned some high-quality stocks for years and years and years. Yet I always do the homework still. And I always speculate when I am able to speculate, either through the use of options (which I’ll explain later) or through the use of small-dollar acorns that I think can grow to be tall oaks or, even better, to be taken over by larger oaks long before they go through the slow process of growing up.

I know that academics and those market professionals who believe that stocks are priced perfectly don’t believe that you can make large amounts with small investments in a short period of time. They think such situations don’t exist or that they are flukes, luck. Because they don’t believe in them and because you often search for them and fail, the tendency, the belief, becomes ingrained that there is no quick way to make big money.

Let me give you an example of a situation I stumbled on in my younger stock-picking days—an example of what some would say was just rank speculation but I say was a legitimate opportunity—that might show you why I believe in speculating wisely. This opportunity came when I was younger and had almost no money to speak of, precisely the time to speculate the heaviest because you have your whole work life to make the money back if things don’t pan out.

At Harvard Law School, I managed in my spare time to work for Alan Dershowitz, helping to get the supremely guilty—at least in my view—Claus von Bulow acquitted on procedural grounds. The job paid well, more than eight dollars an hour. Despite being phenomenally bored with my law school classes—to this day I regard them as pure torture—I made it my business to go every day. I would check in on the markets every hour via the phone booths located outside the classrooms, usually reserved for homesick kids calling their mothers after a particularly brutal grilling or exam. That spring, 1984, the oil patch had heated up. Getty Petroleum had just gotten a bid. I had made some money speculating in some call options, which for a little money provide the right to be able to capture the upside above a particular level of stock, in the Conoco battle the previous year and in Sinclair Oil, another target, not long after. I had small positions—several hundred dollars’ worth of money I had saved from the Dershowitz chores—in both oils and was drawn to the group. At this point I was also managing a pool of money for my friend Marty Peretz, who had found me via my answering machine. I had such a hot hand picking stocks while attending classes that I began recommending a stock a week on my machine. Only later, in my third year at law school, did I discover that such a touting system was a violation of the 1940 Investment Advisor Act, but I hadn’t taken that class yet, so who knew? Marty tried to reach me to write a positive book review for the New Republic, which he owned and edited, on behalf of a mutual friend, Jim Stewart, a terrific author, and got discouraged when I never called him back. After three straight weeks where he said I had made more money for him than any other person alive in the thirty years he’d been buying and selling stocks, he handed me a check for $500,000 over a cup of joe at the Coffee Connection. I ran his money side by side with my little pool of cash. I told Marty that I thought our next big hit would be Gulf Oil; it just seemed too logical. I purchased us small amounts of Gulf call options (again, the right to make money if a stock reaches a certain level). I had decided early on that call options, if you can handle their risk, were the ideal method of speculation for a small investor because the downside was limited and the upside was bountiful. (More on how calls work and how to master them later in the advanced section of the book.)

One day, while I was in class, Chevron launched a bid for Gulf Oil. I was gleeful after I called in and discovered I had had my first big hit. I had been discouraged when I had initially lost money for Marty, but this Gulf Oil deal put me in the black with him. I wanted to give his money back and just trade for myself—I hated the responsibility of running other peoples’ money and still do! But Marty wouldn’t hear of it. Now we were back where we started, and I was feeling better about myself.

That spring I had been taking Antitrust with the giant of antitrust, the late Phil Areeda. Most of law school was a valueless blur, but this guy was a master. I still recall his classes, among the few I took seriously, because he was a great teacher. We were working on a unit on Standard Oil and the origins of antitrust law. I always sat in the back and said nothing. If I was ever called on, I always passed, lest I look like an idiot. But I was taking it all in. I thought, You know something, this guy Areeda knows what the heck he’s talking about. Most of the professors were a bunch of left-wing, dogmatic blowhards. But Areeda was in the game.

Right after the announcement of the bid, and the concomitant move up of Gulf, the oil giant’s stock started slipping. One day during a break in class, I checked in with my broker, Joe McCarthy from Fidelity, and heard the disturbing news that Gulf had fallen back almost to where we had first bought the calls, on chatter that the government was definitely going to block the Gulf-Socal (as it was called then) merger. I was so distraught I didn’t even notice that the break was over and I slunk back into class late, several minutes after intermission had ended.

It was obvious that I was tardy. Areeda hated that. He was too much of a gentleman and I was not enough of a scholar not to feel bad about coming in after class had started. At the conclusion of the class, I went up to him to apologize for my slothfulness. Areeda knew I was one of those students who couldn’t care less about law school, but he knew I was interested in business. I took a chance. I said, “Professor, I was late because I own Gulf Oil and my broker says that the deal won’t go through.”

He looked me in the eye and he said something I would never forget: “It’s a done deal.” I looked at him the way a man looks at the piece of glass he just found in his backyard that he now realizes is a diamond. I said to him that I had real money riding on this one. Was Justice going to block the deal?

“Not a chance,” he said. He knew the players. He knew Reagan’s people wouldn’t block it.

I asked him again.

He said he didn’t have any more time to waste. If I had done my homework, which I obviously had not, I would have known that the decision was in the bag. I left the class and bet the farm for me and for Marty on Gulf Oil, wagering just about every penny I had in the bank, some $2,000 at the time.

Justice approved the deal soon after and I made a fortune for Marty and enough for myself to pay for law school and college (I still owed substantial amounts from college) and emerge from school free and clear. Two thousand dollars turned into twenty-five thousand just like that. And an indebted student who expected to labor for years to free himself of that indenture was freed before he graduated. I had speculated and I had succeeded.

Would I endorse this view if you called me on my radio show or met with me privately for a consultation? Yes, if you were young enough that you could afford to lose it all and still make it back. No, if you were older and speculating the same percentage of assets I did, which was just about everything. I want you to speculate, but as you get older, you don’t have the rest of your life to make the money back from the paycheck side of the ledger, so, naturally, you have to scale back and take smaller risks. But as a small percentage of assets and with a hunch like I had with Gulf, absolutely. These kinds of informed bets are the best kind of investments, because the risk, the downside, is limited, and the reward, the upside, is monumental. I know, I know, you won’t always have the insight of some Harvard antitrust professor, but these kinds of home runs, while not as frequent as singles, do get hit every day in this business.

Why is this kind of short-term thinking so antithetical to most investors? How did we get brainwashed into buy and hold forever? I think that the literature on the topic is very much responsible for the misapprehensions about speculation, buying and holding, and trading. All investing literature has one thing in common: It refuses to admit that great investing, long-term or short-term, has much in common not with science or mathematics, but with gambling! There, I said it. We are wagering on the direction of stocks, both long and short. We are wagering in a way that we hope will allow a little bit of money to grow into something huge. We are betting that we can evaluate merchandise and figure out which can win, which places, which shows, and which loses. We want more winners than losers; if we get more winners than losers we will grow rich. Once you admit that it is wagering, and that you have to monitor the jockey (the manager) as well as the horse (the company) as well as the track (the stock market), then you can make some sense of what you are up against and know which rules do and don’t apply.

That’s why it is no coincidence that (until now) I always recommended one text to those trying to figure out how to beat the market. One book, besides this one, that can change your view of investing forever. It’s not Reminiscences of a Stock Operator by legendary trader Jesse Livermore (written under the pseudonym Ed Lefèvre), even though that’s a real hoot. Nor is it something by value investor Benjamin Graham, nor the Peter Lynch books, which are excellent, nor the Bill O’Neill books, although I would come to like them later.

In fact, it is not a stock book at all. It’s Picking Winners by Andy Beyer, the premier horse-racing columnist in the country, who until recently penned a column for the Washington Post. Yep, a handicapping book. Because the two, horse-race betting and stock betting, are so alike that the wagering rules he lays out apply to both. Beyer excels in handicapping horses; I excel in handicapping stocks. Beyer’s main lessons, besides the basic need to be a good speculator, are vital for you to understand, and I will give you a variety of ways to master them. They seem simple, but in the reality of stocks, it will take plenty of practice and homework for you to use and maintain them:

1. If you learn from mistakes you will not repeat them.

2. Only go to tracks where there aren’t a lot of good players so you can clean up. (The analogy here is only to invest in stocks where the research and information flow aren’t perfect and lots of minds aren’t already trying to figure it out.)

3. Only bet on situations where you have total conviction. Leave the rest to others; you don’t have to play. You don’t have to invest in everything that comes down the pike.

Now, let’s analyze how these three rules apply to stocks. First, amateurs must realize that much time must be spent doing homework (I will show you what homework entails) and learning the stocks you own. Approach it like a job. Investing can be a hobby, but trading can’t. Even Mrs. Cramer, who is a fabulous trader, has failed miserably as a part-time trader, although her investing skills are still top of the heap.

Second, while you can’t be an expert on everything, you can learn a few stocks well and profit handily from those. I will show you where to find them, but you still have to do the homework when you get them.

Most of all, recognize that you have to have an edge, something different that you can bring to the party. I will show you some methods you can use to gain an edge in your investments, using commonsensical approaches to the businesses around you.

To get there, you must have a basic understanding of what stocks are, how stocks work, and why they go up and down. You have to know how they work before I can give you the rules, show you the mistakes, and explain the best ways to find the best stocks, and, finally, how to speculate in ways that could make you rich without a lot of money, both basic and advanced methods. Only then can you make the wagers, both short- and long-term, that fit the rules that Beyer outlines. Only then can we benefit from his handicapping wisdom.
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